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|. Introduction

Over the past two decades, possibly no topic hes b®re discussed, or indeed no word more
frequently used (sometimesl nauseamthan "globalisation”. Omnipresent in the media &n

political debates (“the challenges posed by glsh#éibn demand it” is a widely-used argument
employed by governments as a defence for unpopoieasures), the phenomenon of
globalisation, and more precisely its costs anceben has also been a major object of study for

social sciences researchers.

From an economic perspective, globalisation essgntiencompasses two aspects: i)
liberalisation and the consequent increase in teadkfinancial flows between nations and ii) the
increased flows of foreign direct investment (FQWah, 2003). The rapidity of this global

economic integration during recent decades would Imave been possible without the
accompaniment of technological progress, the négvrimation and communication technologies

and the decrease of transportation costs.

According to some authors, contemporary globabsatias also been characterised by growing
inequality in income distribution, both in developand developing countries. As stated by
Cornia (1999:1), The data on growth and income inequality seem tdradict the optimism of

the proponents of globalisation. The empirical evice suggests in fact that, for most countries,

the last two decades have brought about slow granthrising inequality.

Obviously, we may be dealing withp@st hoc ergo propter haargument, so the questions that
arise are the following: is there a statisticalretation between the phenomenon of increasing
inequality in income distribution and globalisattoAnd if so, is this correlation evidence of a
causal relationship between the two? In other npoosaic words, is globalisation to be blamed

for the increase in inequality in wealth distrilmutiworldwide?

Various researchers have attempted to answer thesstions. There is a vast literature on this

issue, particularly relating globalisation to protlan fragmentation/outsourcing and inequality



in income distribution. Fenstra and Hanson (1928)hshown that there is a positive correlation
between the increase in inequality in the U.S. amudluction outsourcing processes. Due to the
process of fragmentation/outsourcing of productoamried out by multinational firms, it is
expected that globalisation leads to greater in@guaetween highly-skilled workers (human
capital) and the least-qualified workers. The iaseein labour factor income disparity will affect
the level of inequality of society as a whole, wattconsequent increase of the Gini index, the

most commonly-used measure of inequality in incamsg&ibution.

More recently, some authors have examined theioektip between economic freedom,
globalisation and income inequality (cf. Carter,020 Dreher and Gaston, 2008, Bergh and
Nilsson, 2010), the relationship between educapiolicy, enrolment and inequality (Bergh and
Fink, 2008) and that between openness, endowmedtsaquality (Gourdon et al. 2008).

Variables such as unemployment, the level of ecana®velopment — measured by per-capita
income — inflation, the education level and theamibation level of a country may also influence
the distribution of income. Thus, in our econontetstudy, in addition to the explanatory
variables summarising the effects of globalisatjopenness and FDI), all these variables will

have to be considered for a correct model spetiica

What is surprising is the conclusion of most enggiristudies that trade liberalisation has no
significant impact, or that it increases inequalityilow-income countries. This is not predicted

by the Heckscher-Ohlin (HO) model, specifically,e ttStolper-Samuelson theorem: trade
liberalisation will be good for the relatively aldant factor that increases its price in real and
nominal terms and relatively to the price of théestfactor. Since in developing countries
unskilled labour is the relatively abundant factibre theory predicts a decrease in inequality,
whereas in developed countries, which are relgtieddundant in physical capital or skilled

labour, it is expected that trade liberalisatiotr@ases inequality.

We inhabit a world of imperfect competition, whehe globalisation of production has brought
about a trade in intermediate products, mainly ie&rtintra-industry trade,that is not fully
explained by the HO theory. This trade in interrageliproducts is affecting the relationship

between trade liberalisation and income distribuaad can explain some of these unexpected



results (see, for example, Feenstra and Hanson,)200

As factor endowment differences matter, the foctighe empirical study is important: to
consider all the countries as a single, undiffeadedl class does not seem to be adequate. We
should separate the sample of the countries intbolgeneous groups: high-income countries,
middle-income countries and low-income countrieergd and Nilsson (2010) presented a
division between 43 high- and middle-income cowstrand 36 low- and lower-middle-income
countries, as well as a second division betweehi@8income countries and 37 middle-income

countries, excluding the 14 poorest economies.

Another important issue is that different autharach different and contradictory results due to
the use of different econometric specificationsléwvels or in the first differences, static model
or dynamic model), different estimators, differelefinitions of variables (different proxies for

the same variable), sample (cross-section or matalanalysis, small sample or not).

Thus, the purpose of this paper is to test thetiogiship between globalisation, trade

liberalisation, measured by trade openness andgfordirect investment inflows, and income

inequality in the most developed countries. Thelgtwas carried out for 24 OECD countries
covering the period from 1997 to 2007. The exclusib certain countries is due to the lack of

data for some variables.

As globalisation is a dynamic phenomenon, we prefea dynamic specification and estimates
using the system GMM estimator. However, in ordecéompare results with other empirical
studies, we also conduct a static analysis, usiadixed-effects estimator.

There are historical hypotheses, such as thatuzihBts (inequality increases with economic
growth), that the present paper seeks to testgusinew specification and different estimators.
There is controversy over the discrepancy betwkearétical predictions and empirical results.
Is this accurate, or is it only a matter of wrorsgwmptions, taking into consideration only the
trade in finished goods and overlooking the tradmiermediate products (Feenstra and Hanson,

2001)? Or if the theory is correct, does the pnaobteside in the model specification and data?



There is a fear that globalisation increases incameguality. Feenstra and Hanson (2001)
consider that trade in intermediate products, kinteethe globalisation of production and the role
of multinational corporations, explains the inciagggap in the United States between the wages
of less-skilled workers and those in the Unitedeataf more skilled workers. In this paper, we
consider that FDI reflects both globalisation ahd fragmentation of production and that the
Gini index increases when wage differences increbises, it is expected that FDI may have a

positive effect (increasing) on income inequalitgasured by the Gini index.

In order to provide us with guidance as to the bestlel specification for this paper, the next
section presents a review of the literature, cargid two aspects: the relationship between
trade and income inequality and between FDI andmeinequality. In Section 3, we explain
how the data was collected and discuss the metbgigal issues. In Section 4, the econometric
model is specified and the explanatory hypothesedoamulated and justified. In Section 5, we

present and discuss the results, while in Sectjove@nake our concluding remarks.

Il. Literature review

II.1. The relationship between trade and incomejuradity

According to the neoclassical theory of internagiomade (Heckscher-Ohlin model and one of
its theorems, the Stolper-Samuelson theorem, 1®fERness to trade will lead to a rise in the
real and nominal return on the abundant factor aowntry and, conversely, to a fall in the real
and nominal return on the country’s scarce fackbus, in countries with an abundant supply of
cheap and low-skilled labour (usually the case efetbping countries), openness to trade will
have the effect of increasing the real and nommades of those workers, thus leading to a
decrease in inequality. On the other hand, in e@smtvith an abundant supply of physical and
human capital (usually the case of developed cms)iropenness to trade will lead to an

increase in the real and nominal income of the osviod those factors (for instance, highly



skilled workers). Consequently, inequality will ilease in developed countriedn short,
according to the Stolper-Samuelson theorem, glsaiadin will lead to a reduction in inequality
in developing countries and an increase in ineguah developed countries. However, this
conclusion contradicts the commonly-accepted "papulew"” on globalisation and its impacts,
as noted by Barro (2000:27)hé standard theory seems to conflict with the eame expressed
in the ongoing popular debate about globalisatidhe general notion is that an expansion of
international openness (...) will benefit most thendstic residents who are already relatively
well off".

Several empirical studies have been undertakemnder do test the impact of trade liberalisation
on income distribution, both in developed and depmlg countries. However, the plethora of
studies has not resulted in consensus. Some autavesfound evidence supporting the results
of the Heckscher-Ohlin model (such as Wood, 199durBuignon and Morrisson, 1990;
Calderon and Chong, 2001; Dollar and Kraay, 20Manson and Harrison , 1999). Other
authors have found no correlation whatsoever betweade liberalisation and income
distribution disparity (such as Edwards, 1997;3quire and Zou, 1998). Finally, several authors
have highlighted the existence of empirical evidersat contradicts the Stolper-Samuelon
theorem (Barro, 2000; Lundberg and Squire, 2003amdvic and Squire, 2005).

Bergh and Nilsson (2010) used the KOF index of glishtion and the Fraser index of economic
freedom and concluded that reforms in favour oheoaic freedom tend to increase inequality in
wealthier countries, confirming the results of 8telper-Samuelson theorem. As for middle- and
low-income countries, it was shown that the maimedrof the rise of income inequality is social

globalization, one of the KOF index components cosipg the number of telephone calls and

the number of Internet users, among other indisator

I1.2. The relationship between FDI and income ireddy

! Not only between capital and labour, but partanlyi between different levels of qualification odibour,
considering the labour factor as not homogeneous.



According to Mah (2003:159), in order to account the distributive consequences of
globalization, it is also pertinent to study, tdgeat with trade, the impact of the increase of

foreign direct investment (FDI) flows on incometdisution. Again, consensus is lacking.

Mundell (1957) theorised that the increase of FHDW§ in developing countries leads to the
reduction of inequality in income distribution. Thathor argues that the rise of FDI flows from
developed economies to developing countries, biyeasing the existing amount of capital in the
host countries, will lead to a rise in the margiplaysical product of labour (firstly, since these i

a greater quantity of capital per worker and sebpristecause there is a positive correlation
between the use of more capital-intensive techsigunel relative returns to labour) and this will

lead in turn to a rise in both nominal and real ead herefore, income inequality will decline.

Contrary to the view of neoclassical economic thiewase find the dependency theory. This body
of theories argues that the dependency of devedopmuntries’ economies on advanced
economies has harmful economic and social consegadar the former, particularly in the long
term (Firebaugh and Beck, 1994; Stringer, 2006)s Tependency is created and exerted mainly
via foreign trade dependency and dependency on flEls (Firebaugh and Beck, 1994).
Proponents of this theory argue that the penetratio FDI in developing countries hinders
economic growth and promotes income inequality lbgating disparities and dualism in
economies and productive structures. For examipéeprultinationals, forming a highly capital-
intensive export sector, are distant and operadet &gm the rest of the economy, consuming
most of the resources and the existing credit apital, only to repatriate the profits and wealth
created. A similar divisive effect is found in tloeal communities, where the penetration of FDI
tends to produce and maintain local elites whosetian is to ensure the best interests of
multinationals, which are invariably the perpetoatiof cheap labourergo poor and

marginalised workers (Stringer, 2006

This pessimistic position with regard to the rolenaultinational firms (MNF) and FDI is,
however, contradicted by the latest World Investinfeaports (WIR). According to the WIR
(2009), the five most attractive countries for Miile the BRIC countries (Brazil, Russia, India

and China) and the United States. Despite theirbeatg considered developed countries, the



BRICs are characterised by having emerging, rapigvth economies, i.e. they are countries
with per-capita GDP that is higher than less dewedbcountries, but lower than advanced
economies (a minimum of $12,000). Among the fiftemajor FDI destination countries,
Vietnam currently occupies sixth position, followbyg Germany and Indonesia. This group of
fifteen countries also includes Poland, South Aframd Turkey, as well as France, the United
Kingdom and Canada. In addition, regarding theofacthat explain the attractiveness of FDI,
the report stresses the growth and size of thenaktenarket, access to international and regional
markets, the supply of skilled labour, the quabfyinfrastructures, the economic and business
environment and the legal environment. The supplgheap labour is also a factor mentioned,
but mainly as a requisite of labour-intensive irtdas (often low-skilled labour).

With reference to empirical studies carried outhwihe aim of testing the distributive
consequences of globalisation as measured by tpansion of FDI flows, we will mention,

firstly, the major studies that argue in favoudependency theory.

Feenstra and Hanson (1997) developed the arguhmntdpital flows from developed countries
to developing countries correspond to the outsograf activities that, from the developed
countries’ perspective, use mainly low-skilled lahdout, from the host countries’ perspective
(developing countries), are intensive in skillebdar. Thus, the penetration of FDI in developing
countries leads to an increased demand for skillmtkers (from those countries’ perspective), in
turn leading to an increase in the relative wageshose workers. Therefore, there is an
improvement in the situation of workers considegedlified and a degradation of the situation
of unskilled workers. Hence, the main consequeifitkeenexpansion of FDI flows to developing
countries is the increase in inequality in incornstribution.

The authors tested this hypothesis for Mexico, dher period 1975-1988 and concluded the
following: “contrary to the prevailing view in the literaturégreign direct investment has
important consequences for the relative wages amol@yment of skilled and unskilled workers.
We find that in Mexico over the period 1975-1988] 5 positively correlated with the relative
demand for skilled labour and that it can accoumt & large portion of the increase in the

skilled labour share of total wagégFeenstra and Hanson, 1997: 391).



Figini and Gorg (1999) proposed a slightly diffdragpothesis. They argued that multinational
companies not only outsource activities that usatively large numbers of low-qualified and
cheap labour, but also introduce new technologiest tvere not previously available in
developing countries. The role of these new teatwiest is crucial. Initially, the introduction of
new technologies leads to a shift towards a higleenand for skilled workers and therefore, to a
rise in their relative wages, increasing incomeguadity and market segmentation, since in this
early stage, low-skilled workers, now earning loelative wages, remain uneducated and
marginalised. However, eventually, previously louatified workers become more educated and
skilled due to the experience gained with the uUsth® new technologies (learning by doing).
Thus, in this second phase, previously unskilled law-skilled workers become skilled
themselves, which results in a decrease of theiqusewvage inequalities. So, Figini and Gorg
argue for the existence of an inverted-U shapeioalship between wage inequality and inward
flows of FDI.

The authors tested their hypothesis for Irelandh& period 1979-1995. They found evidence
supporting the inverted-U shape relationship betvweage inequality and inward flows of FDI.
Meschi and Vivarelli (2007) concluded that the wibn of new technologies originating from
the advanced economies only widen the income digsarin middle-income developing
countries (MICs), since these countries are charaetd by a higher absorption capacity of new
technologies than low-income developing countriekC¢). Mescher and Vivarelli (2007:19)
argued that [the] MICs have the necessary capabilities in order use the technologies
produced in more advanced countries and to followaehing-up pattern of development. While
this process may have a positive impact on econgmiath, it is very likely that it also implies
an (at least temporary) increase in the demand wades for skilled labour (...) In contrast,
trade with LICs is often confined to the importatiof older (or second-hand) capital equipment
that requires fewer skills to operate than techgatally updated equipment. Therefore — as far
as LICs are concerned — trade with more advancathities may not have the same adverse
consequences in terms of income distribution.



Other authors have found empirical evidence whidlppsrts the traditional neoclassical
economic theory and thus, the predicted negatiletioaship between the expansion of FDI

flows and inequality income in developing counttigse, e.g., Firebaugh and Beck, 1994).

Finally, some authors such as Mahler et al. (128@) Mah (2003) do not find any statistically
significant relationship between the expansion Bf ffows and income distribution disparities

in developing countries.

lll. Data and methodological issues

Our main objective is to study the relationshipwesn the widening in income inequality and
globalisation for 24 OECD countries. Economic gladzdion will be expressed by the evolution
of the proportion of trade in world production dmgthe share of foreign direct investment flows
and stocks. But trade and foreign direct investnaeatnot the only variables that affect income

distribution.

There are many variables, regarding the countwlg;h may affect the income distribution and
some may be considered in the empirical model. Vég give the following as examples:
primary school completion rate, secondary educagimmlment, the literacy rate among adults,
public spending on education as a percentage of,GibBlic expenditure on health as a
percentage of GDP, corruption (percentage of questi managers that indicated corruption as a
major constraint to business), number of listed elstin companies, annual inflation, Taxes on
income, profits and capital as a percentage of pathlic revenues, tax revenue as a percentage
of GDP, urban population as a percentage of tha,ttdte unemployment rate and long-term

unemployment as a percentage of total unemployment.

The variables used to represent the concept obgtattion areOPENNESSthe ratio exports of
goods and services + imports of goods and seréé¥3), and-DI (Foreign Direct Investment
as a percentage of GDP). The variable used to medka concept of inequality in income

distribution is the Gini index.
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In a first stage, data was extracted from the W@l elopment Indicators (WDI) 2008, a
database updated annually by the World Bank.

The observations for the Gini index in the WDI 2afX8abase were insufficient for the period
under review (1995-2007). Therefore, it was neagsgasearch in other databases in order to

obtain a greater number of observations for the @Gdex.

The search resulted in the use of the World Incbragquality Database, Version 2 (WIID2) May
2008 database, compiled by the World Institute Development Economics Research of the
United Nations University (UNU-WIDER). This datalasonsists of a compilation of 5,313
observations of the Gini index obtained from vasisources for 159 countries, for several years.
In addition, it contains more detailed informatiomgarding economic inequality, including

income distribution broken down into quintiles gretcentiles.

From the WIID2 database, it was possible to obsaweral values for the Gini index, which we
designated a&INIW. Additionally, given the fact that the observasdor the Gini index over

the period 1995-2007 were still meager for soment@es, an alternative solution was
undertaken for these cases; the missing Gini inoleservations were obtained through the

calculation of average rates of growth.

IV. Empirical model
IV.1. Dependent variable
The dependent variable used is the Gini index obthifrom the UNU-WIDER database: the

missing values inputted were obtained by calcujptine average growth rate among the
available values. The dependent variable is c&RdW.

11



As the Gini index ranges between 0 and 1, we aesidered the logistic transformation of the
Gini index (variableeOGISTIC GINIWwhere LOGISTIC GINIW = GINIW / (1-GINIW)).

IV.2. Independent variables: hypotheses

Variables used to compute the effects of globatisabn income distribution ar®PENNESS
(ratio exports of goods and services + importsarfds and services/GDP) aR®I (net inflows
as % of GDP). As there are other explanatory caasésequality in income distribution, we
decided to introduce control variables, namely, vheable PCGDP (GDP per capita, PPP,
current international dollars)) (unemployment as % of total labour force)JU (long-term
unemployment, as % of totalNFLATION (consumer prices, annual %) a@@MPANIES

(IListed domestic companies, total).

Taking into consideration the explanatory variabéetected, the following hypothesis were

formulated:

H1. Greater trade openness between OECD couteaes to decreased income inequality in all
OECD countries.

The OECD comprises developed countries with sinfdator endowments and a trade pattern
based on the intra-industry trade. According todfnan’s (1979, 1980) models of intra-industry
trade, it is expected that trade between similamtites increases real wages and decreases

income inequality.

Mah (2003), according to the Stolper-Samuelson rémp expects a negative (positive)
coefficient for this variable if the country is ablour (capital) -abundant country. This theorem
applies when we are considering the Heckscher-QHl®) framework, in which countries have
different levels of development. From this moded @an predict that trade openness (free trade)
will benefit the relatively abundant factors (urkdd labour in developing countries and capital

in developed countries).

12



In our study, we cannot apply the HO model, becaillsgf the OECD countries are developed.

H2. The impact of FDI inflows on income inequaldyffers depending on the stages of the

presence of multinationals.

This hypothesis is considered by various authofs Kgini and Gorg, 1999; Feenstra and
Hanson, 1997; Mah, 2003)

There are spillover effects at both the intra- amer-industry levels due to the presence of
multinationals. The acquisition of skills is regaddas a process of learning-by-doing. The blue-
collar workers become more skilled in order to warikth new technology. So, according to
these authors, wage inequality initially widenswesgn qualified and non-qualified workers, but

with the process of learning-by-doing (externalremuies), the gap is gradually reduced.

Thus, the coefficient of this variable can be puesiin the first stage and negative in the last
stage. In the transition from the first stage ® $lbcond stage, it is possible that the coeffi@ént
this variable is not different from zero.

We consider that the Gini index increases when va#fgrences increase.

H3. Greater per-capita GDP leads to increased iedaequality

This is the Kuznets hypothesis if we consider trst part of the inverted U relationship between
the Gini index and per-capita GDP. The central gqoef Kuznets’ (1955) paper was: “Does
inequality in the distribution of income increase adecrease in the course of a country’s
economic growth?”. Kuznets considered that “therowaing of income inequality in the
developed countries is relatively recent and prbbdim not characterise the earlier stages of
their growth” (p.18).

Barro (2000) considers that “A Kuznets curve woslbw up as an inverted-U relationship

between the Gini value and log(GDP)”. Thereforethé Kuznets hypothesis is valid, it is

13



expected that the coefficient BEGDPIis positive. If we wish to consider the quadrdticction
we should introduce into the equation the varia®€GDF), the coefficient of which is
expected to be negative. We included this variable,it was insignificant. Thus, we did not

consider the quadratic specification.
H4. An increasing share of unemployed workers widlen the income inequality.

We consider two variables: total unemploymdd} and long-term unemploymernit{U). The
workers who are unemployed receive a lower wagbs{dy). So, income inequality eventually

increases.
H5. A higher inflation rate will increase the inedjty

There are some arguments that relate higher ioflatiith opportunities to increase profits and
earn higher wages if the companies are non-rislei@g@v The standard argument is that inflation

is pro-rich. So, it is expected that income inefjyahcreases.
H6. Income inequality and the number of domestimganies are robustly related.

In this case we do not know the type of effectj.€+?) whether it is positive or negative. More
companies mean more industry and more capital @ml. There are also labour mobility and
country-specific external economies, due to thdaggration of industrial activity. Everything
depends on the firm’s priority: either to greatguity between wages and profits (negative effect
on the Gini index and hence the reduction of inéty)aor favouring the increase in profits,

leading to greater inequality.

IV.3. Model specification

To analyse the effects of globalisation on incomequality, we formulate the following

empirical model, in which countries are represetgdand time by t:

14



(1)  LOGISTICGINIWit = o + Xit + ni + 5t + it

Here, Xit is a vector of explanatory variables afirced aboveni corresponds to a country’s
fixed effect,ot is a period effect that affects all countrieshet same time angt is a normally
distributed error term.

As changes in income inequality may influence sexganatory variables we have a potential
endogeneity problem. For panel data studies tloblpm was resolved by Arellano and Bover
(1995) and by Blundell and Bond (1998, 2000) byhgsa system GMM estimator. The system
equation uses first-difference equations instruednby lagged levels and level equations
instrumented by the first-differences. The systeMMcworks for unbalanced panels and for
small samples (few periods and many countrieshgugie Windmeijer (2005) correction (two-
step estimation). The estimator is consistentefitistruments are valid and there is no second-
order autocorrelation.

In order to compare the results, we will estimat following dynamic model, using the system
GMM estimator:

(2)  LOGISTICGINIWit = o +y LOGISTICGNIWit-1 +BXit + ni + t + it

V. Empirical analysis

The static panel data models were estimated witiieldoOLS, fixed-effects (FE) and random-

effects (RE) estimators. The F-statistic testsriti hypothesis of the same specific effects for
all countries. As this hypothesis was rejectedca@d not use the OLS estimator. The Hausman
test can be used to test the null hypothesis thatiam effects and fixed effects are both
consistent but only RE is efficient under the al&tive hypothesis that only the FE estimator is

15



consistent. As the Hausman test concludes thatdsitimators are consistent, we will use the FE

estimates for purposes of comparison with the dynanodel.

Table 1
Static Estimations
Dependent variableOGISTICGINIW

Fixed-Effects Model Random-Effects Model
FDI .311767t-03 (2.07161) * .123833t-03 (.657086)
OPENNES1 -.280225 -2.31937) * -.18318{ (-4.84055) ***
PCGDF .125555t-04 (2.60747) * .896983F-05 (7.15683) ***
U .010777 (2.62357) ** .800157t-02 (2.88306) ***
LTU .287748-02 (1.43174 .1€5322E-02 (2.48969) *
INFLATION .011609 (2.49467) * .955268t-02 (2.39812) *
COMPANIES .3201641-04 (1.13762 .325607E-04 (4.97572) ***
CONSTANT .18185:(3.44008) ***
N 23C 23C
Adjusted F .83909:« .23290°

CHISQ(3) = 1.23¢

Hausman Test ($1RE vs FE) p_val [ 7956]
-value =[.

T-statistics (heteroskedasticity corrected) an@imd brackets.

**x[xx[* denote statistical significance respectilyeat the 1%, 5% and 10% levels.

The fixed effects estimation shows that globalmat{trade liberalisation), measured by trade
openness QPENNESSE is associated with a decreasing inequality oh rcountries (OECD
countries). The Gini index decreases wWHPENNESSncreases. However, if the globalisation
is due to foreign direct investmeri@l), the results suggest that globalisation increaszsme
inequality in OECD countries. This is in accordamdth the hypothesis that the effect of FDI
inflows increases income inequality in the firshgd. The Kuznets hypothesis that inequality

increases with economic growth is confirmed. Thealde per-capita GDP has a positive and

16



significant coefficient. The explanatory variableemployment ) has the expected positive
and significant coefficient, showing the positiverrelation between unemployment and

inequality. The variable long-term unemploymentnd statistically significant. The variable

inflation is positively related with income ineqity) as was expected.

Table 2

Dynamic estimations

Dependent variableOGISTICGINIW

Variables

1STEP ESTIMATION

2-STEP ESTIMATION

LOGISTICGINIW (-1)
FDI

0.897897 (14.8)**
0.000117778 (1.3

0.431772 (1.2:
0.000512862 (0.67

OPENNES!1 -0.0234765-2.42)** -0.489845 -1.85)*
PCGDF 3.64434-007 (0.376€ 1.42006-005 (2.23)*
U 0.00179216 (1.2 0.0161680 (0.45:
LTU -0.000151869-0.464 0.00155278 (0.17
INFLATION 0.00426595 (0.96 0.00450861 (0.19
COMPANIES 1.20888-005 (3.64)*** 1.23799-00%
Constar 0.0166056 (0.39! 0.0637987 (0.094
Sargal 365.6 [0.981] df=42 3.045 [1.000] df=42
AR(1) tes -3.623 [0.000 -1.268 [0.20t
AR(2) tes 0.01004 [0.99: -0.1021 [0.91¢
Observation 20¢ 20¢

Paramete 18 18

The null hypothesis that each coefficient is edqaalero is tested using one-step and two-step tavasdard error.
T-statistics (heteroskedasticity corrected) areoimd brackets. ***/**/* denote statistical signifince respectively
at the 1%, 5% and 10% levels. P-values are in sgoackets. Year dummies are included in all spatibns (this

is equivalent to transforming the variables intgidgons from time means).

In the FE model, all explanatory variables are piddly correlated with the effects and

therefore, only estimators based on deviationshefdbservations can be consistent (Arellano
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and Bover, 1995; Blundell and Bond, 1998, 2000)dymamic panel data models, the system
GMM estimator eliminates the unobserved countryeBpeeffects through the equations in first
differences. This estimator also controls for tmelageneity of the explanatory variables. A
standard assumption on the initial conditions adldhe use of the endogenous lagged variables
for two or more periods as valid instruments ifréhes no serial correlation (see Blundel and
Bond 1998, 2000). The validity of instruments istéel using a Sargan test of the over-
identifying restrictions. First-order and seconder serial correlation in the first-differenced
residuals is tested using AR1 and AR2 statistiagl{&0 and Bond, 1991). The system GMM
estimator is consistent if there is no second-omial correlation in the residuals (AR2
statistic). The dynamic panel data model is vdlitié estimator is consistent and the instruments
are valid. Therefore, we decided to use the sysEM estimator, but correcting the likely
downward bias-estimated standard errors, using\Mimelmeijer correction (2-step estimation in
Table 2).

As shown in Table 2, the dynamic model, using p-gf&timation, presents consistent estimates,
with no serial correlation (ARI, AR2 statistics)rfthe GMM-SYS estimator. The specification
Sargan test shows that there are no problems wéhvalidity of the instruments used. The
model presents two significant variabl&RENNES&nd PCGDP, confirming the static results
that trade liberalisation (globalisation) decreasesme inequality in rich OECD countries and
that there is a positive relationship between ineanequality and per-capita GDP. The effect of
FDI inflows on income inequality is not significaimt the dynamic model. The dynamic results

also reveal that unemployment and inflation doena@rt significant influence on inequality.

VI. Conclusions

The study was carried out for 24 OECD countriesecong the period from 1997 to 2007, using
static analysis (fixed-effects estimator) and dyitaamalysis (system GMM estimator).

The static and dynamic estimations confirm thaddrberalisation has a negative effect on the
Gini index, suggesting that globalisation by tratbereases income inequality in rich OECD

countries. This result confirms the Bergh and Mis2010) findings of a robust positive

18



relationship between the Economic Freedom Indexcandtry income inequality. The static and
dynamic models also confirm the Kuznets hypothesdisa positive relationship between
inequality and economic growth. This is in accoamwith other empirical studies. The paper
could not confirm an inverted U relationship betwegeer-capita GDP and income inequality,
measured by the Gini index, because the quadeatic @CGDP) is not significant. Therefore,
this specification was not considered. It is pdssibat with more observations, we can reach the
Barro (2000) conclusion of “a clear empirical remgitly” (the Kuznets curve). The variable FDI
is statistically significant, with a positive efteon inequality in the static model, as was
expected. Globalisation through FDI increases iabtyu However, the effect of FDI on
inequality is insignificant when we control for patial endogeneity using the system GMM
estimator with the Windmeijer correction for smalhmples. Unemployment and inflation
increases income inequality in OECD countries if w&e a static analysis. In dynamic

estimations, both variables were found to be infigant.
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