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The minimum wage is considered one of the most important achievements of
labor movements in the economic history of humankind, and its determination is
intended to improve the livelihoods and welfare of workers over time. One of the
indicators used to assess this improvement is the measurement of income
inequality in society, as workers are predominantly concentrated in the middle
and lower income deciles, and their vulnerability increases as inequality rises.
Accordingly, this study examines the effect of minimum wage changes on
income inequality in Iran. Data for the period from 1984 to 2023 are analyzed
using the Autoregressive Distributed Lag (ARDL) model, and the effect of
minimum wage changes on inequality is assessed using two indicators, namely
the Gini coefficient and the Palma ratio. The results show that, in the short run,
the minimum wage contributes to improving income distribution according to
both indicators; however, in the long run, inequality according to the Palma ratio
increases due to firms’ decisions to reduce labor hiring. In both models, the
estimated coefficients support the inverted-U Kuznets hypothesis. However, in
the Palma model, the effect of per capita output growth on inequality emerges
with longer lags, such that the benefits of growth initially accrue to the middle
income deciles and subsequently reduce the gap between the lowest- and highest-
income groups. Therefore, adopting a growth strategy that targets all income
deciles, such as “inclusive growth,” would be more effective.
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Introduction

Income inequality has long been recognized as one of the fundamental challenges facing modern
economies, with far-reaching consequences for economic efficiency and social stability. High levels of
inequality generally weaken aggregate demand, constrain upward social mobility, and intensify social
tensions. In this context, minimum wage policy is regarded as a critical labor market intervention
designed to protect low-skilled workers, reduce poverty, and promote a more equitable distribution of
income. In the case of the Iranian economy, persistent inflation, the prevalence of the “working poor”
phenomenon, and the presence of a substantial informal labor market have raised serious concerns
regarding the effectiveness of the minimum wage as a redistributive instrument. The ratio of the statutory
minimum wage to the poverty line for a three-person household has declined significantly over time,
thereby calling into question the capacity of this policy to ensure decent living standards for wage
earners. Consequently, assessing the relationship between minimum wage adjustments and income
inequality has become a matter of high policy urgency for the Iranian economy, where labor market
rigidities and inflationary pressures interact with one another in complex ways. Previous research on
minimum wage policies has primarily focused on their effects on employment and poverty, while their
distributional consequences across different income groups have received relatively limited attention.
Classical neoclassical models predicted that an increase in the minimum wage, by setting a wage floor
above the market-clearing level, would lead to unemployment (Stigler, 1946). However, subsequent
studies—particularly the research by Card and Krueger (1994)—provided compelling empirical
evidence that increases in the minimum wage do not necessarily reduce employment, especially in
markets characterized by monopsonistic competition. More recent literature has shifted toward
examining how minimum wage adjustments shape the distribution of income (Autor, Manning, and
Smith, 2016; Camara et al., 2024). Most of these studies rely on the Gini coefficient as the sole measure
of inequality, despite the fact that this index has limited sensitivity to changes in the tails of the income
distribution. In contrast, the Palma ratio—which is defined as the income share of the richest 10 percent
of the population divided by the income share of the poorest 40 percent—provides a more precise tool
for assessing how policy changes affect inequality at the extremes of the distribution (Palma, 2014;
Cobham et al., 2016). The present study makes two key contributions. First, it provides the first
comprehensive empirical assessment in Iran of the effects of minimum wage changes on inequality by
simultaneously employing the Gini coefficient and the Palma ratio. Second, this study employs the
Autoregressive Distributed Lag (ARDL) approach, which, while accommodating variables integrated
of different orders, makes it possible to distinguish between short-run and long-run dynamics. This
methodological improvement enhances the robustness of the findings and their interpretive value for
policymakers.

Methodology

The main objective of this study is to quantify the impact of minimum wage changes on income
inequality in Iran over the period from 1984 to 2023. This study uses annual macroeconomic data
obtained from the Statistical Center of Iran and the Central Bank of Iran. Two separate ARDL models
are estimated, each using a different inequality indicator (the Gini coefficient and the Palma ratio) as the
dependent variable. The independent variables include the logarithm of the real minimum wage, real per
capita gross domestic product (GDP), and the square of per capita GDP; the latter variable is included
in the model to test the inverted-U hypothesis of Kuznets, which states that inequality increases during
the early stages of economic development and subsequently declines. Diagnostic tests for stationarity
(ADF), normality, autocorrelation (LM and Q statistics), heteroskedasticity (Breusch-Pagan-Godfrey),
and structural stability (CUSUM and CUSUMSQ) confirm the reliability and stability of the estimated
models. Short-run and long-run coefficients are derived using the bounds testing approach proposed by
Pesaran, Shin, and Smith. Dummy variables are incorporated into the models to account for structural
breaks associated with major policy changes and events such as the implementation of the Targeted
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Subsidy Reform. All estimations are conducted using established econometric procedures to ensure the
attainment of consistent and unbiased parameter estimates.

Results and Discussion

The results show that, in the short run, an increase in the minimum wage significantly improves income
distribution according to both the Gini coefficient and the Palma ratio. Specifically, a 1 percent increase
in the real minimum wage reduces the Gini coefficient by approximately 0.00004 and the Palma ratio
by 0.01, indicating that this policy is particularly effective in reducing income disparities among the
lower income deciles. However, the long-run dynamics present different results. While the minimum
wage continues to have a negative and statistically significant effect on the Gini coefficient, indicating
a sustained improvement in the overall income distribution, it has a positive long-run effect on the Palma
index. This means that over time, higher labor costs encourage firms to reduce hiring, particularly among
low-skilled workers, resulting in increased unemployment among the lower income deciles.
Consequently, the income gap between the poorest 40 percent and the richest 10 percent of the
population widens, even though average inequality across all deciles follows a declining trend. In both
models, the estimated coefficients for per capita gross domestic product and its square support the
inverted-U Kuznets hypothesis, implying that inequality increases during the early stages of economic
growth but declines as development becomes more inclusive. Nevertheless, the effect of growth on
inequality under the Palma specification emerges with longer time lags, suggesting that the benefits of
growth initially accrue to middle-income groups before reaching households at the lowest income levels.
These findings underscore an important policy implication: although short-run increases in the minimum
wage can temporarily improve distributive equity, achieving a sustained reduction in inequality in the
long run requires complementary strategies that expand employment opportunities and ensure inclusive
participation in the growth process. In this regard, adopting an inclusive growth strategy—that is, a
strategy that simultaneously targets productivity enhancement, equitable income distribution, and social
mobility—is considered a more effective and resilient approach than relying solely on adjustments to
the wage floor.
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