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Abstract ; In this paper, we propose a simple model of market stratification to analysis the impact of income
distribution on the economy. This model can unify some other mechanisms discussed in the literature such as mar-
ket scale mechanism ( Murphy, Shleifer and Vishny, 1989 ), education investment mechanism ( Perotti, 1996 )
and mechanism of society stability ( Alesina & Perotti, 1996). In addition, we can discuss the impact of the ine-
quality of income distribution on the gap between consumption, education investment and industry upgrading.

In particular, we firstly build a model of market stratification with the basic supply-demand rules. We assume
that in a market with households who can be classified into two groups. One is households with high income and the
other one is households with low income. Under a certain conditions on supply elasticity, we can find, if the in-
come gap is enlarging as the income increased more for the higher income group, the competition among the con-
sumers in the higher income group will lead to an increasing market equilibrium price. This will hinder or even re-
duce the demand of consumer in the low income group. For a substitution, the consumer in the low income group
could pursue some other market with low quality. To what extent the market stratification will be heavily depends on
the market features especially the elasticity of supply. For market with larger supply elasticity, the effect of market
stratification will be low or even trivial. If otherwise, such mechanism would bring large effect on the market. If the
market stratification occurs in final goods market, this mechanism would hinder the demand of goods with high qual-
ity of consumers with low income. It could enlarge the gap of consumption among the two groups and the welfare. If
the stratification happens in intermediate input market like human capital, the increasing income gap could bring a
bad effect on future income for the two households. Because the future income of households is mainly determined
by human capital they accumulated. So if the income gap is widening, the mechanism could play a role in raising
the market price of the intermediate input such as education or human capital. The households will find that it is too
expensive to invest in human capital if they are constrained with borrowing. Therefore, the enlarging income gap
will predict a larger income gap for the future between the low income group and high income group.

As Kuznets (1955) has pointed out that the inequality of income distribution is not necessary bad to the eco-
nomic development, appropriate market stratification can also be good to the economic development. It can bring
some variety to the economy and the number of firms could increase. But, if the market stratification especially in
the intermediate goods markets become worsens will discourage the economic development. For consumers distribu-
ted in different market level tends to have different idea about life. What$ more, when the households in the low in-
come group will be frustrated if they find that it is very difficult to get enough or high quality education, which can
threaten the stability of the society.

In addition, through the market stratification mechanism, we can find that the income distribution will make an
impact on industry upgrading. That is, the heavy inequality in income distribution is not good news to industry up-
grading. If the demand for quality of goods is a function of income ( Bils & Klenow, 2006) , the enlarging income
gap could be hazardous to industry upgrading and innovation. According to such mechanism, if the wealth is occu-
pied by a small fraction of households and most of households are low income. So the demand for goods with higher
quality will be limited while demand for goods with low quality will be still large. Therefore, for most of firms in
such economy will not have enough incentives to invest in R&D or in increase the goods quality. So if we cant ad-
just the income distribution, it is difficult for us to achieve the goal of industry upgrading.

To optimize the structure of supply side and decrease the influence of income disparity on sustainable develop-
ment strategy, we need a more competitive market for the products and factors. In addition to the policy of redistri-
bution of income, policies focus on increasing the elasticity of supply of market is helpful.

Key Words:income disparity ;market stratification ; demand structure ; industry upgrading
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