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Abstract

We review the theoretical and empirical economierditure upon income inequality in emerging
countries. We firstly describe the main observedetismments and show that these are rather diverse
across countries and developing regions. We subsdguexpose the main theoretical mechanisms.
We make a distinction between the traditional apphes (Kuznets, Lewis, Stolper-Samuelson) and
the new explanations. In the latter, globalizatam globalization-driven technological changesadre
the core of the analyses. Both approaches bringseueral opposite mechanisms. Finally, the
empirical estimates displagther conflicting results. Most cross-country s#sdind a weak impact of
globalization on income inequality. In contrastyesal longitudinal studies concerning countrieetak
separately or small groups of countries revealsitige correlation between openness and the relativ
demand for skill and inequality. These apparenlyfiicting findings reflect the opposite mechanisms
linked to globalisation and the differences in doies’ experiences.
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1. Introduction

In the last three decades, emerging countries baperienced a significant rise in growth,
and thus in their real income per capita. After @imtwo centuries of ‘great divergence’
(Pomeranz, 2000; Prichett, 1997) characterised rowth rates significantly higher in the
North (developed countries) than in the South (bgueg countries), this surge in growth
within a majority of less developed countries conegtn a new era of ‘great convergence’ on
the World stage. Nevertheless, this has not coattidiith a decrease in within-country
inequalities. The increase in income inequalitythe North is now well documented (see
Chusseau et al, 2008, for a review). In the Sotltl,variations in within-country income
inequality appear rather diverse (Wood, 1997).

Emerging East Asian countries experienced a deen@asequality during the seventies
and eightiegKrongkaew,1994) followed by growing inequalities in the nirstand 2000s
(Zin, 2005; Ortiz & Cummins, 2011). However, So0Q9) calculations provide a more
ambiguous diagnosis. After a continuous increasmanuality in the 1990s, a majority of
Latin American countries have experienced a deer@asnequality in the 2000s (Ortiz &
Cummins, 2011; Gasparini & Lustig, 2011; Lustig & 2011). Similarly, inequality rose in
China from the eighties up to the mid-2000s, arglisequently seems to have declined. In
India, after a long period of stagnation from tl86Qs up the mid-1990s, inequality seems to
have slightly increased. Finally, if the generagtiosis is that of an increase in inequality
within emerging countries over the last thirty ye#&eoldberg and Pavcnik, 2007), a turning
point towards more equality could have occurrethe@2000dor a number of countries.

In developing countries, growth acceleration hasnbaccompanied by a significant
openness of their economies. The weights of trade=®I inflows in GDP have substantially
increased. Growth acceleration and increasing @gsmrare the two sides of emerging
countries’ new model of development, and the pasitmpact of the latter on the former is
now well documented (Crafts, 2004). Consequentiy,recent economic literature dedicated
to the explanation for inequality in the South Fasused on the impacts of openness (Wood,
1997, O’Conner & Lunati, 1999, Arbache, 2001, Caop@®02, and Rama, 2003, for early
reviews; Anderson, 2005, and Goldberg & Pavcnik, 2007 farergé surveys). Openness
influences income distribution within developing oties through a number of channels.
The traditional Stolper-Samuelson effect tendslower inequality by reducing the skill

premium. In contrast, transfers of more skill-irge technologies from the North, the



cornering of new skill-intensive goods resultingrfr the growing size of the South within the
globalized economy, and capital-skill complememyacombined with the import of capital

goods from the North, tend to increase the demandKill in the South, and thus the skill
premium and inequality. In addition, if the Soughdivided between low income countries
(China, India) and middle income countries (Latiméica), then the competition from the
former can increase inequality in the latter. Meexp the growing size of the South and
productivity catching-up fosters inequality by awgning the world endowment of efficient

unskilled labour. Finally, if openness fosters depment,this increases inequality due to
Kuznets’ mechanism, i.e., a change in the prodoctomposition that moves from the
traditional to the moderns sector.

There are thus a number of different mechanismb efiposite impacts through which
openness and development influence inequality. érhpirical literature has sought to assess
the intensity of these different determinants.hié studies in cross section of countries are
inconclusive as regards the impact of globalizatiggon inequality, several longitudinal
estimates concerning countries taken separatelyn amall groups of countries reveal a
positive correlation between openness and theiwreldemand for skilled labour. In addition,
several works show that openness-driven technabgiansfers tend to increase inequality in
emerging countries. In a way, these diverse resuisn line with the theory that describes
several mechanisms in the openness-developmentigraxus in developing countries.

We firstly present the stylised facts on the change inequality within developing
countries during the three last decades (SectionWW&) secondly explore the possible
theoretical explanations for these observed fdmtsjistinguishing the ‘traditional’ (Section
3) from the ‘new’ (Section 4) explanations. We fipaeview in Section 5 the empirical

literature that assesses the impacts of each s¢ thessible explanations.

2. Inequality in emerging countries: What the datasay

2.1. Asian countries

Asian NICs

According to Krongkaew1994), a large majority of Asian NIEgxperienced a decrease in
inequality in the 1980s and Zin (2005) diagnoseaswersal with growing inequality in the

1990s. Solt’s (2009) calculations provide a moraeadipicture with very different profiles

(Figure 1). No clear diagnosis emerges from hiswaes’ trends.



50.00 T T 60 T
|
—&— Hong Kong : —8— Indonesia
Korea ! 55 | Malaysia
45.00 + - —&—Singapore - - --------- - T Philiopi
—>—Taiwan : nppines
I —@— Thailand
! 50 |
40.00 - +

VIR Y o .
35.00 -
40

30.00 -
35

30 ‘ T T
1975 1980 1985 1990 1995 2000 2005 2010 1975 1985 1995 2005

25.00

Figure 1 Inequality in Asian NICs (Gini of net income, soe: Solt, 2009)

In terms of openness, Asian NICs experienced dfgignt increase in the seventies,

eighties and early nineties. Since then, openngssdmained at a high level (Figure 2).
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Figure 2 Asian NICs: KOF index of economic globalization

China and India
The openness of the Chinese economy began in 8@slhd it gathered pace in the 1990s.

This trade-driven development has been confirmedesihen (Figure 3). In this country,
income inequality increased from the early eightipsto the early-2000s (Figure 4). Since

then, Cai & Du (2011) suggest that there has beediction in inequality.
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The emergence of India as a major player in thealipdtion process is more recent than for
China (Figure 3). The acceleration in opennesschaxided with an increase in inequality
(Figure 5) as calculated by Solt (2009). This iaseeis however not very significant given

the standard errors of the calculations.

Figure 5 Inequality (Gini of net income) in India (Sourc&olt, 2009)

2.2. Latin America

Inequality

Even if there are clear differences between coesitiit is possible to diagnose main lines in
the profile of inequality in Latin America over thest thirty years (Figure 6). In the eighties,
a decrease during the first half of the decadefalé®sved by and increase during the second
half (this is clear for the ‘four-big’ countriesei, Brazil, Mexico, Colombia and Argentina).

In the 1990s, there was an almost general moverttsaaore inequality, whereas the 2000s



experienced an almost general decrease in inegu@litcourse, (i) the date of the turning

points differs across countries and (ii) certain nitdas (Guatemala, Uruguay) display

different profiles.
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Openness

Figure 7 depicts the KOF index of globalization floe seven biggest Latin American

countries. Globalization has clearly gathered [soee the early nineties.
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2.3. Other emerging countries

We do not discuss the changes in inequality fordéeeloping regions such as the middle
East and North Africa, or Sub-Saharan African caast In addition to very different profiles
across countries, the main explanations for thg term trends are political and social (wars,
revolutions, civil wars, social instability) rathéran economical.

Moreover, although the Central and Eastern Europmamtries have experienced an
increase in inequality since the fall of the Berhwvall, these economies have been
characterised by a transition process and by skilowments that are rather different from
those of other emerging economies. Their precis¢yais would deserve a distinctive article.

This is the reason why they are not studied here.

2.4. An inconclusive diagnosis

On average, the diagnosis can be made of an ircheasequality within emerging countries
over the last thirty years. However, this increappears very uneven across regions and
countries, and the shape of inequality throughcg tevelopment process is rather

contrasted. These miscellaneous changes are mlatarEigure 8.
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Figure 8 Trends in income inequality over the last thifgars

East Asian countries have successively experieacgdase of growing equality (in the
seventies and eighties) and a phase of growingualgyg (in the nineties and 2000s).
In contrast, a number of Latin American economiagehundergone growing inequalities

in the nineties, and a reversal of this shapeftat &volution from the early 2000s.



For the last thirty years, inequality has increasedoth China and India. In China,
increasing inequality can be observed from theyeaighties up to the mid-2000s, both
between rural and urban areas and within urbarranadl areas. From this period, we can note
certain indications of a decrease in inequalityi(&aDu, 2011). In India inequality had
decreased from the 1950s up to the mid-1960s, bbdeguently remained quasi-constant
until the early 2000s, but inequality seems to hiaceeased since then (Solt, 2009; OECD,
2011).

There is thus no clear relationship between thesldpwment process and the variation in

inequality.

3. Traditional explanations: Kuznets versus Hecksatr-Ohlin

In emerging countries, the last few decades haen lobaracterised by both a pick up in
growth and increasing openness to internationaetrand FDI. As regards the impacts of
development and openness upon inequality, two tiomdl approaches with opposite
predictions can be put forward. The Kuznets apgrodiagnoses that the first stages of
economic development is characterised by an inergagiequality and the following stages
by a decrease. In contrast, when development oetdaiven, the North-South Hecksher-
Ohlin-Samuelson model (henceforth NS-HOS) diagnasdscrease in inequality in the South

from the moment when openness is implemented.

3.1. Kuznets’ prediction: the inverted-U inequalitycurve

As regards the link between development and inggu#&luznets (1955) seminal article had
been commonly accepted by economists until thetieghSince then, (i) the observations of
growing inequalities in the North and unclear vioias in the South, and (ii) the mixed
results of the econometric works on the subjeactelguestioned the existence of the Kuznets
curve (see the presentation in Hellier & Lambre2bt 2).

According to Kuznets (1955), the process of develept is characterised by two stages
in terms of income inequality. Inequality increaseghe first and decreases in the second
stage. This draws an inverted-U curve in the plame{ of developmehtincome inequality
Kuznets provides two explanations for this. Thetfis the mechanical impact of the growing
share of the ‘modern’ sector at the expense oftthditional’ sector over the development

process. A simple presentation of this mechanisasifollows. Suppose that the developing



economy is characterised by the coexistence o#ditivnal sector with a low income per

worker I+ and a modern sector with a higher income per woilke >1+. Development

consists of an increase in the shqref the modern sector. Then, inequality measurethby

variance of incomeq(l-q)( Iy —IT)2 follows an inverted-U shaped curve over the

development process, with the highest inequalitihwdeeached forg = 1/2. The second
explanation is based on the increase in educatierpénditure, redistribution and social
security when the country becomes richer, whichfoeces the decrease in inequality when
income par capita increases.

Kuznets explanation can be complemented by Lewialyais (1954). Lewis points to the
existence of a turning point in wages during thecpss of development. This turning point
corresponds to the moment when the surplus manpiovike traditional (agricultural) sector
comes to an end, thereby stifling the migrationvflo the modern sector. From this moment,
wages (incomes) begin to rise in both the moderchtha traditional sector, typically at the
expense of profits, which lowers inequality. RebentLewis’ turning point has been
mobilised so as to explain the pressure on theutalmarket and the rise of wages in CHina

As a result, according to the Kuznets curve, emergountries should have suffered an
increase in inequality at the beginning of thevalepment process. It must however be noted
that the related mechanisms do not integrate tipaats of openness (it is typically a closed

economy tale), nor the existence of several ‘modsrctors with different factor intensities.

3.2. The HOS prediction: decreasing inequality

Let us assume a HOS model with the two factorsgpbhigh skilled H) and low skilled K)
labour and the two countries the North and the Is0Lihe North is relatively better endowed
with H and the South with.. This model predicts that openness induces areaser
(decrease) in the return to the abundant (scaemdrf in each country, i.e., the unskilled
(skilled) labour in the South. This directly stefnem the Stolper-Samuelson theorem (see
Hellier, 2012, for a comprehensive presentatiorthef openness-inequality relation in the
North-South HOS model). The resulting decreasdénskill premium (ratio of the wage of
skilled workers on the wage of the unskilled) meamsduction of inequality.

The NS-HOS model provides an explanation for thatls@pecialisation in trade since
southern countries export unskilled-intensive goadd import skill-intensive ones. It can
also provide an explanation for the variations nequality observed in East Asian NICs,
provided that the size of the South increases Iseca the integration of new southern
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countries in the globalized economy (see subsedtibnbelow). However (i) the increase in
inequality in a number of emerging countries (Latimerica, China, India etc.) seems to
contradict the HOS prediction, and (ii) the majpof the NS-HOS predictions are at variance
with the observed developments in both the Nanththe South (Hellier, 2012).

3.3. The combination of both explanations

One could argue that the combination of both exailans (Kuznets mechanisms and the NS-
HOS approach) could generate several differentualkty profiles, which is in line with
observed facts in developing countries. The ratemd this combination is quite simple:
North-South openness reduces inequality in the ISdbtough the Stolper-Samuelson
mechanism, but it simultaneously increases inetyu#ttirough the Kuznets mechanism by
generating economic development. This ambiguousaainpan produce different profiles
because the intensity of each mechanism can vaogacountries.

However, inserting Kuznets mechanism into the NSSH@odel is not straightforward
because this requires modifying certain key assiomgof the HOS approach. In particular, it
is necessary to define the traditional sectord@@s it produce the same homogenous good(s)
as the modern economy? What is its technology? Elmvboth a traditional and a modern
technology coexist in the same country for the sgow(s) with competitive labour markets
for both skilled and unskilled labour? Does it itweothe two goods or one good only? In the
first case, does both traditional productions renadier openness (this is typically impossible
with homogenous goods and competitive labour majRettc. In addition, a human capital
accumulation process must be added to generatdlgeowd development, which requires the
introduction of dynamics into the NS-HOS model. Mllese remarks show that a simple
combination of both types of model is just anabfic impossible. In fact, certain new
hypotheses necessary for this combination are tleseloped in the new explanations,

particularly technological transfers.

4. New explanations

Several approaches have been built so as to explaifact that, in contrast with the Stolper-
Samuelson prediction, North-South openness has edgtheggrowing inequality in the South.
A first explanation concerns the countries whosestigpment is based on the exploitation of

natural resources. When these are in the handsratpntrolled by, a small minority of
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persons, then openness that increases the proaagttbexports of natural resources leads to
the enrichment of this minority with a limited ingiaon the others. This increases inequality.
However, this case is not typical of the situatiofs large number of emerging countries.

We now expose five major explanations that compmeee than five mechanisms because

certain explanations encompass several possibieelsa

4.1. The cornering of new skill-intensive goods

The cornering by the South of new skill intensivabds has been modelled by Feenstra &
Hanson (1996). In their approach, there is a fguadd that is produced by a combination of
intermediate goods that differ in their skill ing#y but not in their capital intensity. North-
South openness with FDI causes northern firms a¢doto the South the less skill intensive
intermediate goods. If they are unskilled-intendimethe North, these goods can in contrast
be skill-intensive in terms of the South productismmucture. In this case, international
outsourcing (relocation of the production of intedrate goods according to the cost
advantage of each country) and FDI (capital trassfiem the North to the South) increase
the skill premium in the South, i.e., more ineqtyali

Feenstra & Hanson (1996) model rests upon bothdfidithe international relocation of
the production of intermediate goods. There is hava simpler means by which inequality
rises through the cornering of new goods. This ienvthe size of the South increases. We
have already noted that assuming a growing sizth@fSouth within the NS-HOS model
results in an increase in the world skill premiunad @ahus inequality in both the North and the
South (Section 2). However, this finding is basedfactor price equalisation at the world
level, which is clearly at variance with observedts. To account for this critique, let us
assume (i) that the factor endowments are suffiljiafifferent between the North and the
South so that there is no factor price equalisatm (ii) that there is a continuum of final

goods that differ in their skill intensity. A simgpmodelling consists in assuming a continuum

of goods j over the interval [O]] with good j's production function being

. -
Y = A( H; )J ( L ) : (see Hellier & Chusseau, 2010). The endowmené&aolfi country being

given, the model determines a frontier-gobdi][O,]] that is produced by both countries and

such that goodg0, f| are produced in the South and goddsi] in the North. Now, an

increase in the size of the South entails an iseréa the number of goods produced by this

area, i.e., an increase in threshéldConsequently, the South produces new more skill
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intensive goods, which raises the relative demaordskilled labour and thus the skKill

premium. Finally, inequality increases in the South

4.2. Technological transfers

The NS-HOS framework assumes identical and uncltategdnnologies in the North and the
South before and after openness. A more realisstipn consists in assuming technological
transfers from advanced to emerging countries. Thiall the more likely as (i) northern

technologies are typically more performing thanteetn ones, and (ii) northern multinational
firms can invest in the South and produce withrtloevn technologies. For technological
transfers to increase the demand for skill andskilépremium, the new technologies adopted
by the South must be more skill intensive. Howewaren without differences in skill

intensity between the initial and the transferrexthhologies, the adoption of new
technologies entails a transitory increase in iaéitjuwhen it requires a transitory use of

skilled workers.

Transitory increase in inequality

The idea that introducing and implementing new nebdbgies requires a transitional period
during which skilled workers are employed to adaptfirms’ organisation and manpower to
this technology had been developed to explain b®thow’s paradox and increasing
inequality in northern countries in the 80s andye@fs (Greenwood & Yorukoglu, 1997;
Helpman & Trajtenberg, 1998; Caselli, 1999; Jacki$ahuis, 2002). Applied to the case of
technological transfers from advanced to developmgntries, this creates a temporary rise of

the skill premium.

Lasting increase in inequality

Suppose that the northern technologies are molleirgieinsive that the southern ones, which
is a rather realistic assumption. Since the Sositinternationally specialised in low skill
intensive goods, the adoption of the northern teldgy incurs an extra cost because skilled
labour is already the scarce and expensive faotdhe South. For the South to adopt the
northern technology, the related increase in fatgbr productivity must offset this additional
cost. If so, the northern technology is implementethe South, which entails both increasing
income per capita (from the rise of TFP) and insire@ inequality (because the higher

demand for skilled workers raises the skill premium
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A synthesis

Pissarides (1997) has developed a model in whiemmgss can result in both transitory and
lasting inequality in the South. In his approadte tntroduction in the South of new more
productive technologies from the North requiregamdgitory utilisation of skilled workers,
which involves a temporary increase in the skidpium. This increase can be lasting when
the new technology is sufficiently skill intensiveonsequently, Pissarides’ approach results
in an increase in inequality at the first stagehs technology transfer, this increase being

transitory or lasting depending on the skill intgnsf the new technology.

4.3. Changes in the sectoral structure with non trdable goods

Wood (2002) analyses the impact of lower travel em@munication costs (one characteristic
of globalization) within a model where the Southeisdowed with unskilled and medium
skilled workers. The South produces non tradabig @adable goods from unskilled and
medium skilled labour, but the tradable goods amlatly require the utilisation of high
skilled workers imported from the North. The desea travelling and communication costs
shrinks the cost of importing skilled workers frahe North, which increases the production
of tradables at the expense of non tradable go®ds can cause both higher or lower
inequality in the South, depending on whether the tradables produced in this area are
more or less medium skill intensive than the naddbles. As a matter of fact, when
openness results in an increase in the producfitradables at the expense of non-tradables,

this generates higher inequality if the former isrenskill intensive than the latter.

4.4. FDI and capital imports from the North

The critical increase in FDI, capital transfers axgorts of capital goods from the North to
the South is one of the main characteristics obaliaation. These moves have been made
possible by the huge rise in capital mobility dgritihe last thirty years. There are several
means by which FDI and imports of capital goodsnfthe North can foster inequality in the
South: capital-skill complementarity, embedded tetbgies, higher pay by northern

multinational firms (MNFs) etc.

Capital-skill complementarity
Suppose (i) that production necessitates the afiitis of capitaK, skilled labourH and less

skilled labourL, and (ii) that the production functions (technaésy are such that skilled
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labour and capital are complementary factors. Theadsolute capital-skill complementarity
when an increase in the useKfentails an increase in the usetbfwhereasK andL are
substitutable. There is relative complementaritgmi is more substitutable farthan forH.

In both cases, an increase in capital utilisateoses the relative demand for skillL.

Let us assume now that trade liberalisation lead®ié South importing northern capital
goods because these are more productive, anddhars increase in the use of capital in the
South. Because of capital-skill complementaritys tlaises the relative demand for skilL
and thus the skill premium and inequality. Such eclanism can be found in Acemoglu
(2003).

FDI and multinational firms (MNFs)
We have already noted the crucial role of FDI ief&ra & Hanson (1996)’'s approach (see
4.1.). In addition, FDI can be the vector throughick technological transfers take place,
resulting in higher demand for skilled labour anghler skill premium. However, FDI can
directly cause inequality if northern MNFs pay mtreir manpower than domestic firms.
The fact that MNFs from advanced countries providter pay is now well documented.
Lipsey (2002) notes that this is confirmed by altralsempirical works. In addition, studying
the Indonesian case, Lipsey & Sjoholm (2001) reploat the MNFs’ wage premium was
about 25% for unskilled workers and 50% for thdlas#i This premium depicts the fact that
northern MNFs provide their workers with know-hoagvanced skills and organisational
abilities. MNFs consequently allow an over-pay tevent manpower turnover. In addition,
since the skills provided by learning-by-doing araining is higher in the case of skilled than
in that of unskilled workers, the premium is higtier the former than for the latter. The
MNFs’ wage premium has two impacts in terms of meanequality. It firstly generates an
FDI-driven Kuznets effect since workers are bep@d in the ‘modern’ (MNFs) than in the
‘traditional’ (domestic) sector. It secondly incsea the skill premium in the ‘modern’ sector

since the MNFs premium is higher for skilled thandnskilled workers.

4.5. Intermediate emerging countries

Within a simple North-South two-country model, spésation in trade typically fosters the
production of unskilled-intensive goods in the $oudowever, by introducing new countries
with unskilled labour costs in-between those of M@th and the South, there is room for

growing inequality in these intermediate countries.
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A rather simple HOS framework with the North (N)damvo southern countries (S1 and
S2) showing different unskilled labour endowmends @asily produce such a result. By
assuming that S2 is relatively more skill endowkdnt S1, the before-openness (autarkic)
skill premia hierarchy isy < ay, < ay, with @ being country' s skill premium. Openness
results in factor price equalisation with the woskill premium «y, being in betweert,
and ax;. Then, «), can be either higher or smaller thag, depending on the size of each

Southern country and on the endowments differebedsween N, S2 and S1. In particular,
when S1 (China + India) is significantly biggernh®2 (Latin America), then openness raises
the skill premium and inequality in the latter.

4.6. Growing South and technological catching up

Within the HOS model, North-South openness lesseaguality in the South through the
Stolper-Samuelson effect. However, within the sanuelel, there are two channels through
which openness can in contrast increase inequaligynerging countries. The first consists in
increasing the size of the South. The goal is teedksplay the fact that new emerging regions
and countries continuously join the globalized esop. Since these new comers are highly
endowed with unskilled labour, this leads to a fisaghe relative endowment of unskilled
labour of the globalized economy, and thereby toiramease in the skill premium and
inequality in those southern countries that wereaaly globalized (Hellier, 2012). Another
extension consists in assuming that total factodpctivity is higher in the North than in the
South at the outset of globalization, and thatSbeth subsequently catches up the northern
productivity. It can be shown that this is equivelléo an increase in the size of the South,

with the same impact on the skill premium, i.esimg inequality.

4.7. Assessment

Table 1 summarises the main channels through whiehelopment, globalization and
technical progress impact on inequality in deveigptountries. It is clear that a number of
mechanisms with opposite impacts are at work.

The Stolper-Samuelson effect lessens inequalityzniéts hypothesis as well as Lewis
turning point predict a rise of inequality durirftetfirst stage of development and a decrease
afterwards. The cornering of more skill intensiads, technological transfers, foreign direct

investments from northern countries, the growinge sof the South and catching up in
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productivity are inequality-enhancing. Finally, ogas in the structure of production

(tradables/non-tradables) and the hierarchy ot skilowment at the world level may lead
either to higher or to lower inequality, dependong the sectoral skill intensities and on the
country’s position on the skill endowment laddércdn be noted that the different dimensions
of the globalization process are at the core ofagority of explanations. These dimensions
are the pattern of trade within a North-South sgesation framework, FDI, technological

transfers from the North, the entry of new emergtogntries into the globalized economy.
Finally, the government policies in terms of labanarket institutions and education also

influence the moves in inequality in the short &dlas in the longer term.

Table 1 The mechanisms influencing inequality in emergingntries

Channels Impact on inequality in emerging countries

Kuznets hypothesis and Lewis turning point ~ Positive: Inequality increases during the first stage of
development, and decreases afterwards.

Stolper-Samuelson effect Negative: Decrease in inequality in emerging
countries when North-South openness occurs

Cornering of new more skill intensive goods Positive: Increase in the skill premium, ie., in
inequality.
Technological transfer Positive: Transitory increase in inequality due to the

demand for skilled workers to adapt to the new
technology, and lasting increase when the new
technology is sufficiently skill intensive.

Increase in the production of tradables at the Indeterminate:  Different  possible  outcomes

expense of non-tradables. depending on factor intensity in each sector.

Foreign Direct Investment from the North Positive: Increase in inequality deriving from capital
skill complementarity and /or the wage policy of
MNFs.

Growing size of the South and productivity Positive: Increase in inequality (the skill premium)
catching up due to higher (efficient) unskilled labour endowment
at the world level.

Intermediate country Indeterminate: depending on the position of the
country on the skill endowment ladder.

This large set of possible channels and their eglittory impacts lead to the conclusion
that a number of very different profiles may coexidepending on the weight of each
mechanism and on the countries’ specificities. T¢vaclusion is in accordance with the
observed differences between countries and regiohfrward in Section 3. This shows the
need to assess the impacts of each determinantfahd countries’ characteristics upon the

changes in income distribution.
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5. Empirical evidence

5.1. Methods

Openness and income inequality
A first set of approaches aim at measuring theceffef increasing openness upon income or
wage inequalities in a cross section of countiiégse analyses regress the level of inequality
on the level of openness. They usually use aggeegatsures of overall inequality such as
the Gini coefficient or the share in national inemof the bottom 20%. The main
globalization variables are FDI inflows, trade (bais percent of GDP), or existing synthetic
indicators as the KOF globalisation index. Otherialdes depicting the integration in the
world economy are also used (e.g., intellectuaperty rights enforcement). A set of control
variables that affect inequality are typically oduced into the regression (education,
working sector, gender, age, capital per workea] exchange rate, level of development,
government size, etc.). Technology indicators (saglmports of capital goods or imports of
goods incorporating technological upgrading fromaated countries) can also be inserted.
Three mains empirical relations are tested cormdipg to three different hypotheses
concerning the impact of openness upon inequalihdérson, 2005). First, greater openness
increases overall inequality in all countries. Aaed hypothesis that emanates from the HOS
approach is that greater openness reduces inggualdeveloping countries, but increases
inequality in developed countries. Finally, thedhinypothesis consists in estimating the HOS
mechanisms by introducing the impact of factor emdent. The higher one factor’s relative

endowment, the greater the effect of an increagp@mness on its relative return.

Openness and the skill premium

A second set of studies has estimates the effemp@finess on the skill premium. The goal is
to determine the share of the changes in relatisges that can be attributed directly or
indirectly to openness (Sections 3 and 4). Threm i@annels can be tested. First, according
to the HOS approach, a reduction in the barriergade disminishes the skill premium in
emerging countries (Section 3). Second, a redudtiothe barriers to FDI can shift the
structure of production towards more skill intemsigectors, which increases the skill
premium (see subsections 4.3, 4.4 and 4.6). Tairdduction in the barriers to both trade and

FDI increases the utilisation of foreign skill-insve technologies by firms, which increases
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the skill premium (subsections 4.2, and 4.4). Thisd channel goes through the impact of
openness upon the technology utilised by the South.

Two main empirical methods are used to test thgpetheses: the supply and demand
approach and the cost function approach (Ande2@05).

The supply and demand approach consists in estightite impact of trade or technology
indicators, on the relative wage of skilled workexsntrolling for relative supply. If the effect
is significant, it can be concluded that openneasg$oreign technology affect the relative
demand for skill.

The cost function approach consists of direct estitns of the impact of several foreign
technology indicators on the share of skilled wames$otal wage bill, using flexible cost
functions (usually a translog cost production fimtt and controlling for the relative wage.
The share of skilled wages in the total wage k@behds on the skill premium, on the capital
used in production, on the value added and on yphe bf technology used by the firm.
Finally, other studies use mandated wage regresdioeamer, 1998) to test the Stolper-
Samuelson theorem and isolate the impact of teoggolrom trade on factor prices (skill
premium). The change in relative wages due to # shproductivity reveals the impact of
technological change. Any change in relative wagygs to other factor than productivity is

interpreted as the effect of globalization.

Openness and employment

The factor content of trade is used to evaluatentimaber of jobs created or destroyed by
openness. This method consists in calculating theuats of skilled and unskilled labour (i)
that are contained in the production of goods egobby a country and (ii) that would be
necessary to produce the imported goods if these d@mestically produced. The difference
measures the net impact of trade on the demarskiited and unskilled labour. CGE models
are built and simulated to estimate the effectshainging trade patterns on employment and

incomes.

5.2. Assessing the Kuznets hypothesis

A large amount of empirical studies have soughégsess Kuznets hypothesis (KH). This
literature is described in Hellier and Lambrect@12). The results are not really conclusive.
On the one hand, most of the estimates in crog®reaf countries seem to confirm KH. On

the other hand, the results are rather diverselation to the turning point and they are often

not conclusive when longitudinal analyses are a®ersid and countries taken separately.



19

5.3. Overall estimations

A weak impact of greater openness on income inggual

Anderson (2005) reviews several recent empiricatke/dhat study the effects of greater
openness on inequality in developing countries. tMa®ss-country studies reveal that
openness has had a weak impact on overall incoeguatity after controlling for other
observable determinants of inequality (White & Arsian, 2001; Edwards, 1997; Calderon &
Chong, 2001; Ravallion, 2001; Barro; 2000; Lundb&r&quire, 2003). In addition, several
longitudinal studies of countries taken separatelyf small groups of countries show that
openness has strengthened the relative demankiifeddabour (Robbins, 1996; Beyer et al.,
1999; Gindling & Robbins, 2001; Robbins & Gindlint99; Green et al., 2001; Feenstra &
Hanson, 1997; Te Velde & Morrissey, 2004; Te Vel#@)3). These two results contradict
each other. One possible explanation is that omsnimgluences income inequality through
other channels than that featuring the relative ateinfor skilled labour. As an example,
Anderson (2005) suggests that increase in theveldemand for skill could have been offset
by a decrease (i) in the average gender wage bjam &verage incomes in core relative to

peripheral regions, and (iii) in the level of huncapital inequality.

Technological transfers and skill-biased technatagjichange

From a sample of low and middle income countriesnt€ & Vivarelli (2007) study the
impact of technological transfer on the employment skilled and unskilled labour.
Technological transfer is measured asithygorts from industrialised countries of those good
that incorporate technological upgrading. They fihdt imported skill-biased technological
change is an influential determinant of the incegiasthe relative demand for skilled workers
within developing countries in the 1980s. This sgg that openness-driven technological
change may explain the increased demand for skdleaur in the South.

From a sample of 65 developing countries over #reod 1980-1999, Meschi & Vivarelli
(2008) use a dynamic specification to estimate ithpact of trade upon within-country
income inequality. The dependent variable is thiemeded household income inequality
(EHI) provided by the University of Texas InequgliProject (UTIP). The independent
variables are (i) international trade variablegefalatively total trade, imports and exports
according to their origin/destination areas) andgiset of control variables that depict the
level of development, the skill supply and the maconomic environment. The results

suggest that trade with high income countries wwsecome distribution in developing
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countries both through imports and exports, whetesde with other developing countries
have the opposite effect. The authors interpretgimdings as upholding the hypothesis that
technological differences between trading partr@es a relevant part in explaining the
distributive impact of globalization. In additiothese previous results only hold for middle

income countries suggesting that these have ttaegrpotential for technological upgrading.

A stronger influence of intellectual property right

Adams (2008) examines the impact of globalizationr@wome inequality for a cross-section
of 62 developing countries over a period of 17 y§a085—-2001). He lays a special emphasis
on the impact of intellectual property rights (IPR$he dependent variable is the Gini
coefficient. The independent variables comprisebalization variables (FDI inflows share in
GDP, integration in to the world economy measuredrade share in GDP, IPRs), and other
variables such as the country’s population, humapital (the gross secondary school
enrolment), the level of development (GDP per @pihe Government consumption, and a
proxy for institutional or governance infrastruefurThe results indicate that globalization
has a positive and significant impact on incomeguradity, but explains only 15% of the
variance in income inequality. The strengthenindgRiRs produces a significantly positive
effect on income inequality. Foreign direct investin may reduce income inequality in
developing countries (negative and significant toieint) but this result is not robust for
several model specifications. In addition, the itogbnal infrastructure is negatively
correlated with incoménequality suggesting that institutions may offdet negative impact

of globalization.

5.4. Asian countries

Asian NICs
East Asian countries experienced a decrease imiagoequality after the trade liberalisation
and the development of exports introduced in tHg0%%nd 1970s.

Wood (1994, 1999) finds rising demand for unskilledbour and decline in wage
inequality in South Korea, Taiwan and Singaporéfing trade liberalisation. Openness has
reduced income inequality and stimulated employmafter China’s FDI liberalization in
the late 1970s, Hong Kong reallocated much of fiskiled labour intensive production
facilities to China, and thus outsourced a largaelof its production. Hong Kong specialized

in turn in skill intensive manufacturing activitiesd outsourcing based services such as
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marketing or distribution. Hsieh & Woo (2005) firdlarge increase in the relative demand
for skilled in Hong Kong after China’s reforms. Fé&orea, Kang (2001) shows that
international trade (especially exports) concemtgatmore on skilled labour-intensive

products, tended to heighten wage inequality.

China

Benjamin et al. (2005) measure the effect of triloeralisation on income inequalities in
China from 1987 up to 2001. They find that incomequalities increased in urban districts.
This rise in inequality seems to coincide with tbpenness of the Chinese economy,
suggesting that China’s economic transition cowddehaffected income inequalities in urban
areas. Income inequality has also risen in rurgidis, but this increase has been lower than
that observed in urban districts.

Over the twenty last years, China has received moos amounts of foreign direct
investments. Chen at al. (2011) examine the litkvéen FDI and inequality. They find that
FDI increases inter-enterprise wage inequalityirgt feason is that foreign firms offer higher
wages, whereas private domestic and collectivelgamivfirms have lower wage levels. In
addition, wage growth in multinationals is signéfitly higher than that in domestic firms.

Finally, the recent increase in wages observed liné&se urban districts has been
interpreted by certain economists as resulting ftbenLewis turning point. This hypothesis
has been tested. Its relevance is defended by @ai &£011) and Zhang et al. (2011). Itis in
contrast challenged by Ge & Tao Yang (2011) whd fio support for Lewis turning point.

India
Empirical studies reveal a rather mixed effect pérmness on income and wage inequality in
India.

Using district-level data from 1983 to 2000, Top&d2005) finds that the development
of trade had no effect upon income inequality (@thburban and rural districts), whereas it
increased poverty in rural areas. Chamarbagwal@6j2@rgues that rising wage inequality
between skilled and unskilled workers is due taramease in the relative demand for skill
within industries (particularly within services)tinar than to trade liberalisation. Dutta (2007)
shows that workers in industries with higher tariffad higher wages before liberalization.
These industries employed a large amount of ureskiVorkers, and were the most affected
by tariff cuts, which reduce the protection fromigéh unskilled workers benefited. The
author concludes that trade liberalisation may hageeased wage inequality between skilled
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and unskilled workers. In contrast with the prengdiesults, Kumar & Mishra (2008) find

that increasing openness has reduced wage inggbativeen skilled and unskilled workers.
Within a CGE model, Kucera. & Roncolato (2011) usecial accounting matrices and
Leontief multipliers to estimate the effects ofdealiberalisation from 1993 to 2004 on
employment and incomes. They make a distinctiorwéen trade with developed and
developing countries. They find that trade libesation shed 2.3 million jobs (with 75 per
cent of the loss resulting from trade with devehgpcountries) and entailed higher income
inequality. The negative effect that results froadée with developing countries is higher for

labour incomes than for the capital incomes.

5.5. Latin America

For Latin America, the empirical literature suggesh relationship between trade
liberalisation, wage inequality and employment ikait odds with the predictions of the HOS
theory.

Marquez & Pagés (1997) find for 18 Latin Americauitries that trade reforms had had
a negative effect on the employment growth rate.

Green et al. (2001) show that trade liberalisatioBrazil provoked a substantial rise in
the returns to college education because of incrgaglative demand for skilled workers.
However, they find no change in overall wage inditjuaFor the same country, Maia (2001)
examines the impact of trade and technology oreskdnd unskilled labour before and after
trade liberalisation. She concludes that traderagsti more unskilled than skilled jobs and
that technology created a large amount of skilledl destroyed millions of unskilled jobs.

Feenstra & Hanson (1997) show that the Americargtmadoras’ in the north of Mexico
have sparked a significant increase in the reladiemand for skilled workers in the border
region with the US, where there is a large conegioin of foreign direct investment. Hanson
& Harrison (1999) examine the changes in wageseangloyment of skilled and unskilled
workers after trade liberalisation in Mexico. Thiayd little variation in employment levels,
but a significant increase in skilled workers’ tela wages. However, in contrast with the
Stolper-Samuelson prediction, they find no corretabetween the intensity of skilled labour
and changes in relative prices.

Galiani & Sanguinetti (2003) estimate the correlatibetween trade liberalisation in
Argentina during the nineties and growing wage uaitjes over the same period. They

examine whether those sectors where trade libatialis produced larger effects are those
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with a higher rise in wage inequality. They fing@sitive and significant correlation between
the rise in import penetration ratios and the iis¢he college wage premium observed in
Argentina during the nineties. However, trade ldbsation can only explain a relatively
small proportion of the observed increase in wageuality.

Robbins & Gindling (1999) find that the skill premmn increased after liberalisation in

Costa Rica as a result of the changes in the ateiof labour demand.

5.6. Other countries

Several works analyse the effects of trade libgatibn implemented since the early 1990s in
South Africa. These approaches estimate the effeadicome inequality and on employment.
As for other developing countries, they find ratih@xed evidence. Edwards (2004b) finds
that tariff reductions had a negative effect on @agompared to returns to capital between
1988 and 2002, and then increased income inequadityyeen labour and capital. Thurlow
(2006) and Cockburn et al. (2007) use a Compui@bleeral Equilibrium (CGE) model based
on factor content of trade to simulate the effegftsariff reductions on income inequality.
They find that tariff reductions increased incomequality. However, in contrast to Thurlow,
they find that tariff reductions widened the gendeige gap and deepened poverty. Edwards
(2004a) shows that import penetration between 188F 2000 had a negative effect on
employment in large firms, but not in small firnMdoreover, employment in export-oriented
firms declined a lot, particularly for the unskdlsuggesting that trade expansion increase the
relative demand for skilled workers. Kucera & Roato (2011) estimate the impact of trade
liberalisation from 1993 to 2004. They show thattBoAfrica has gained employment from
trade with developed countries and lost employnieh trade with developing countries.

Trade liberalisation increased income inequality.

6. Conclusion

Over the last thirty years, the variation of indgyawithin developing countries has been
rather diverse. Even if the general diagnosis @ tf an increase in inequality, the profiles
are different across countries and across groupsowontries (Asian NICs, Latin America,
China, India etc.) and the most recent variati@ensto point to a return to more egalitarian
growth paths. The theoretical explanations are digerse. Several mechanisms are at work

with opposite impacts. If globalisation is at therec of a majority of explanations, the
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insertion into the world economy creates differemd contradictory mechanisms. The
Stolper-Samuelson effect lowers inequality, as w&elrowth-related pro-education policies.
On the other hand, technological transfers, thaerang of new skill intensive industries, the
increase in the size of the South and technologiatdhing up tend to increase inequality.
Finally, the empirical literature is rather coniidry. On the one hand, most cross-country
studies find a weak impact of globalization on imeinequality. On the other hand, several
longitudinal studies concerning countries takerasgjely or small groups of countries reveal
a positive correlation between openness and tlagiveldemand for skilled labour, thereby
increasing inequality. These apparently conflictiiigdings are not surprising given the
different and opposite mechanisms linked to glaagion. One can logically expect different

profiles depending on the weight of each mechaimistne different countries and over time.
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