
































Development of globalisation over time

The mean indices and their components for each year of observation from Y30 to Yo+«
are reported in Table YC and Figure Y which is based on the unweighted Kearney index.
Ideally this should be weighted by the countries’ share of GDP or population to provide
a more accurate picture of the temporal changes in the global globalisation process.
Despite the short period it yet provides a partial picture of the development of the
globalisation index. In terms of total GDP produced, size of population and total trade
the small sample of included countries provide a satisfactory coverage of globalisation.

The unweighted economic integration increased during 1930 to YQAV from +,VY'to +,A5.
It declined sharply to ¢,#+ in 199A and remained below this level until Y¢++. The two
principal component indices continuously increased over time. These are preferred as
they are not restricted by assumption of the same weights or arbitrarily chosen weights.
The technology component continuously increased from +,YV to +,¥¥. The political
component is constant over time and as expected it does not change over a short period.

The average annual changes in index components and composite indices are reported in
Table YD. Here the changes are based on annual means neglecting the between country
variation. The between country variation is quite high as a share of the total variation.
Due to the increasing patterns of technology component and the principal component
indices over time, their per cent changes over time are all positive.

A comparison with previous resulis

A number of factors distinguish this study from previous ones. First, unlike previous
studies based only on trade proxy globalisation, our analysis is based on a general index
of globalisation covering various aspects of changes in international economy and in
world politics. It captures the free movements of goods, services, technology, labour,
capital and politics across borders and over time resulting from lower transportation
cost, lower trade barriers, faster communication technologies, competition and
standardizations. Second, the time period is very short and covers only the last years of
the second wave of globalisation. Third, the number of countries is also limited by data
availability.

Despite the limitations in the form of country and time coverage, our results provide a
clear picture of the heterogeneity in the process of globalisation over recent phase of
globalisation, disparity in development and its impacts on rising inequality between and
within countries and regions over time. Before turning to the regression analysis, we
note that the results indicate that globalisation has reduced poverty through faster
growth in several integrated economies. In our sample and period one can see a pattern
that globalised countries experienced high growth and reduced poverty. However,
inequality can be linked to poor governance, infrastructure and institutions, and taxes
and redistribution policies in lagging countries rather than their fast growth and
globalisation.

#. THE IMPACTS OF GLOBALISATION ON INCOME INEQUALITY
Specification of the relationship

Income inequality from a country perspective may depend on a number of internal and
external factors. Globalisation is one such main external factor. The link between
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globalisation, income inequality and growth has for years been the focus of much
researcher attention. However, with the exception of a partial view in studies like
Mahler (2001) and Agénor (Ye+Y) who looked at the relationship between inequality
and the economic components (trade, FDI and financial openness) of globalisation, the
lack of a globalisation index has not allowed statistical estimation and testing of the
relationship. In this section we aim to address this by means of regression analysis:

J
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where GINI and GINDEX refer to the Gini coefficient and globalisation index, REGION
is a J vector of regional dummies,  an error term and the subscript i refers to a country.
Since the two datasets, Kearney and WIID, do not overlap we were forced as a second
best alternative to use a cross sectional approach in establishing the relationship. The
Kearney database covers the period 1490-V+++, while the WIID covers the period
before YQ9A. The former is a balanced panel data of #Y countries, while in the latter YY#
countries are observed non-consecutively on an irregular basis.

The Gini coefficient is a standard measure of income inequality. It is given as a mean of
multiple observations for a given country in a given year. The multiplicity of
observations is due to the different definitions of income, area coverage and units of
measurement. [t is defined here in two different ways. First, the most recent observation
(149% to 199N is used in the cross sectional regression analysis. A number of countries
(1#) are observed prior to Y4%Q. For the second definition instead of the last year of
observation we use the mean Gini by country for all years that a country is observed.
For summary statistics of the inequality variables see Table ).

The globalisation index is defined in four different ways: the unweighted and weighted
Kearney and principal component indices. In the unweighted Kearney case all Y
indicators are given identical weights (w=)). In order to avoid the strong assumption of
equal weights, in the weighted Kearney case a number of factors are given double
weights (w=Y) on an ad hoc basis. The unequally weighted factors are foreign direct
investment, portfolic investment, international telephone traffic and internet users. The
unweighted principal component index is based on the first principal component of the
same Y indicators, while the weighted index is based on the weighted average of the
first three principal components.

Correlation between globalisation, inequality and poverty

Correlation among the different unweighted components of the Kearney globalisation
index, and different aggregate globalisation indices are reported in Table Y. Calculations
here are based on cross-sectional data obtained as multiple periods means to be used in
the regression analysis. The correlation coefficients and their significance are very
similar to those based on non-averaged individual observation reported in Table Y. All
coefficients are positive and significantly different from zero indicating positive within
and between group correlation among the indices and their decomposition. An
exception is insignificant correlation of the political component with economic and
personal components. In general the correlation among the aggregate indices (+,AY to
+,99) is stronger than correlation among the index components (+,YO to +,#0). The
between group components correlation varies in the interval ,YY to +,AQ.
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Correlation among the income inequality, poverty and globalisation indices, based on
over time mean values, are also reported in Table Y. The two Gini coefficients are
highly correlated with each other ( +,AY). They are negatively correlated (-0.22 to —0.37)
with the personal, technology and political components, but uncorrelated with the
economic component. The same negative relationship holds between inequality and the
aggregate globalisation indices (-+,YAto -+,TY).

The poverty measures representing per cent of population below the national poverty
line, below $) and below $Y per day are positively correlated (+,¥0to +,AY). However,
none of these three poverty measures are correlated with the fourth measure based on
the share of Y+ per cent poorest of national income or consumption. The first three
poverty measures are uncorrelated with inequality, while the last measure is negatively
correlated (-+,V# to -+,Al)). Increased inequality is more disadvantageous to the poorest
Y+ per cent of population. Concerning correlation between our four poverty measures
and four globalisation indices, results show that globalisation reduces poverty (-+,Y) to
+,0¢) and increases (+,YY to *,YV) the poorest share of national income or consumption
thereby also reducing inequality. The declining poverty is mostly associated with the
technology component of globalisation. For more details see Table Y.

Estimation results

The estimation results from a regression of the Gini coefficient on the unweighted
Kearney globalisation index, when Gini is defined as the most recent year of
observation, are reported in Table QA. Results based on an alternative definition where
Gini is defined as mean income inequality over time are reported in Table OB.
Regression results from the two Gini measures on the unweighted (first) principal
component measure of globalisation are presented in Table OC. Results based on
weighted first three principal components are not reported here due to limited spaces.

It is worth mentioning that, since we use cross sectional regression analysis, it has not
been possible to identify unobservable country specific effects. However, in addition to
the globalisation index we have added a number of dummy variables representing
unobservable regional effects. These capture regional heterogeneity in income
inequality.

For sensitivity analysis, a number of alternative specifications of the simple relationship
(equation Y) are estimated. In the basic model in Table QA (Model AY) variations in
income inequality are explained by an aggregate unweighted Kearney globalisation
index. The coefficient is negative and statistically highly significant. It indicates a
negative relationship between the level of globalisation and income inequality. The
same relationship applies when globalisation is differently weighted (Model AS).
However, globalisation explains only Y\ per cent of the variations in income inequality
among the §+ countries.'” This is in line with Lindert and Williamson (Y**Y) who found
the net impact of globalisation too small to explain the long-term rise in world
inequality. The inclusion of the squared globalisation indices in Models A\ and AQ
were insignificant indicating absence of Kuznets U-shaped relationship between
inequality and globalisation.

" The income inequality variable for South Africa and Morocco is missing. These two countries are
excluded from the regression analysis.
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Results from a decomposition of the unweighted Kearney globalisation index into its
four sub-components (Model AY to AQ) show that economic integration and political
engagement do not individually explain any of the variations in income inequality."’
However, simultaneous inclusion of the four components (Model A¥%) indicates that
personal contacts and technology transfers reduce inequality, while economic
integration increases inequality. Political engagement is found to have no significant
effect. Personal contact is the single component contributing most to the explanation of
inequality variations. To control for regional heterogeneity we added a number of
regional dummies. Accounting for regional heterogeneity (Model AV) captures most
variations in inequality among the countries. The explanatory power of the model
increases from ¢, to +,5Y. Similar results are obtained when the globalisation index is
weighted (Model A\ +). However, the globalisation index turns out to be insignificant. It
should be noted that there is a risk that regional inequality and globalisation are
correlated biasing the effects of globalisation on income inequality. This applies as well
to the case where both sub-components of globalisation and regional effects are
included (Model AN).

Regression results corresponding to Models A\ to AA based on alternative definitions
of income inequality, where mean Gini coefficient over time is used, are reported in
Table OB and labelled as Models B\ to BA. The signs of coefficients are not changed.
However, their significance and sizes in a number of cases are changed. The regional
variables play an even more important role in the explanation of variation in income
inequality.

In Table OC we present regression results on the link between income inequality defined
in two different ways and globalisation computed using the first principal component
method. As in the previous cases the results indicate a negative relationship between
globalisation and income inequality. The squared globalisation index is positive and
weakly significant (Models CY and CQ) indicating a U-shaped or declining negative
relationship. The fit of the model is somewhat lower compared to the two Kearney
based indices. Adding regional dummies to the relation (Models CY and C¥#) produces
similar results in terms of signs, significance and the size of effects. Again the
globalisation index turns out to be insignificant when regional dummies are added to the
model.

Our results are in line with Mahler (Y++) who using Luxembourg Income Study data
found little evidence of a systematic relationship between the three main modes of
economic globalisation namely trade, outbound investment and financial openness and
either the distribution of disposable personal income or earnings of households. The
overall conclusion is that economic integration does not systematically lead to increased
income inequality across entire economies.

It is to be noted that the results presented here are primary tentative. The results provide
some initial support to the hypothesis of the existence of a (negative) relationship
between inequality and globalisation but several essential improvements are still
necessary to confirm this finding.

" Agénor (2003) found an inverted U-shape relationship between globalization and poverty. The index of
globalization was based on trade and financial integration. The index is similar to our economic
integration component.
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Some guidelines

The index should take an axiomatic approach that sets out its desirable properties and
provide a family of indexes that fulfil such properties. The index should fully quantify
globalisation by including several other relevant components. These could include some
measure of cost-benefit ratio of globalisation, impacts on standards of living,
environmental aspects, wage inequality, skill biased technological change, the volume
and directions of foreign trade and movements of skilled labour, and democracy and
conflict, shift in power and aspects of cultural uniformity.

The direction of causality, simultaneity and bias due to omitted effects must be
investigated. Non-linearity would also shed more light on the Kuznets inverted U-
hypothesis about the inequality-globalisation relationship conditional on growth.

Industrialized countries dominate the current sample, with different relationships
between development, redistribution and inequality than developing countries. The
sample of countries should be expanded to include more developing and transition
countries.

An identification of major determinants of globalisation and quantification of their
effects on the ranking of countries are key issues based on which policy options could
be provided. Analysis will help in identifying ways for a fair treatment of products,
services and people that enables poor countries to benefit from globalisation to a greater
extent.

V. THE IMPACTS OF GLOBALISATION ON POVERTY
Model specification

In several studies the relationship between globalisation and poverty is examined.
Cornia and Court (Y++)) find that rising inequality threatens growth and poverty
reduction targets and persistent poverty at high levels makes poverty reductions
difficult. Results in Agénor (2003) suggest that at the low levels globalisation hurt the
poor, but at higher levels it reduces poverty. Ravallion (YY) sees reducing inequalities
in opportunities within the developing countries to be crucial to realize the poverty-
reducing potential of globalisation. Globalisation is one external factor that might affect
the earnings, distribution of income and poverty. In this section we aim to address the
link between globalisation and poverty by the means of regression analysis:

J
(Y)  POVERTY, = 2. + AGINDEX, + ¥ 7, REGION , +v,
J=\

where GINDEX refer to globalisation index, REGION is a vector of regional dummies, v
an error term and the subscript / refers to a country.

The poverty data are prepared by the World Bank’s Development Research Group
(http://wwww.worldbank.org/) and Human Development Report Ye¢+Y (Ye¢+Y). The
POVERTY variable is defined in four different ways: per cent population below the
national poverty line, per cent populations with income below $),+A and $Y,10 per day
in YQQY international prices'", and share of the Y* per cent poorest of national income or

' This is equivalent to $\ and $V in QD prices, adjusted for purchasing power parity.
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consumption from Y3R¢-Yee¢). National estimates of poverty line are based on
population weighted subgroup estimates from household surveys.

To conserve spaces, the globalisation index chosen is the unweighted Kearney index
defined previously. Information on national poverty line is only available for YA
developing and transition countries included in the globalisation database, and for YA
countries we have information on the share of population with income below $) and $V
per day. The observation period covers mainly 1437-Y+++ with a few exceptions dating
back to YAAR Information on share of the Y* per cent poorest of national
income/consumption is available for 0% countries."” The Bank does not provide data on
poverty in industrialized countries. These are excluded from the poverty regression
analysis.

Estimation resulis

The estimation results from a regression of the poverty on the unweighted Kearney
globalisation index are reported in Table £. For sensitivity analysis, a number of
alternative specifications of the relation in equation Y are estimated. In the basic model
(Model C)) variations in poverty are explained by the aggregate unweighted Kearney
globalisation index. The coefficient is negative and statistically weakly significant.
Globalisation at most explains only Q per cent of the variations in poverty among the
countries. It indicates a negative relationship between the level of globalisation and
poverty at the national level. However, the relationship is not significantly different
from zero when poverty is defined as income below $) (Model CY) or $Y per day (CO).
To control for regional heterogeneity we added a number of regional dummies.
Accounting for regional heterogeneity (Models CY, CY, C# and CA) captures most
variations in poverty among the countries. The explanatory power of the models
increases to up to +,0V in Model CA

Again the results presented here must be interpreted with cautious. With the exception
of Models CV and CA the sample is very small and the periods where poverty and
globalisation are measured do not overlap in all cases. In Model CA where the sample is
largest (the regions of Middle East and North Africa, South East Asia, Latin America
and sub-Saharan Africa) the poorest Y per cent have a significantly lower share of
income compared to the reference group, East Europe. The share among the East
European countries is insignificantly different from that of the West Europeans
indicating no link between globalisation and poverty when poverty for the poorest is
defined as the share of national income and consumption. As mentioned previously,
several factors limit comparability of this study with those found in the literature. The
strength of the current study is computation of a multidimensional index of
globalisation and the use of statistical methods to establish the relationship between
globalisation, inequality and poverty conditional on regional location of countries. The
main limitations are the short time period and small number of countries included in our
regression analysis.

'"No data is available for Argentine, Saudi Arabia and Taiwan.

' Alternatively one could assign the minimum poverty rate of Y per cent to the industrialized countries
and instead of least squares apply tobit analysis to the censored data to establish the link between poverty
and globalization.
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A SUMMARY

This study addresses the measurement of two indices of globalisation, Kearney and
principal component analysis, that quantifies the level and development of globalisation
to rank countries. The indices are composed of four main components: economic
integration, personal contact, technology, and political engagements, each developing
differently over time. Alternative weighted and unweighted versions of the two indices
are also computed.

The results show that internal and external conflicts seem to effectively reduce
countries’ globalisation prospects. The low rank of countries is often associated with
political and personal factors that several developing countries are unable to address.
The high ranked countries share similar patterns in various component distributions.
The mean globalisation by region shows that technology factors play an important role
in the ranking of regions. This breakdown of the index into major components provides
possibilities to identify sources of globalisation and associate it with economic policy
measures to bring about desirable changes in national and international policies.

When looking at the simple correlation among the income inequality, poverty and
globalisation indices, we find the Gini coefficients negatively correlated with
disaggregated personal, technology and political components, but uncorrelated with the
economic component. The same negative relationship holds between income inequality
and the aggregate globalisation indices. We do not find correlation between the share of
poor and inequality, but their share of income is negatively correlated with income
inequality. This is interpreted as increased inequality being more disadvantages to the
poorest population. Concerning correlation between poverty and globalisation indices,
results show that globalisation reduces poverty and increases the poorest share of
income, thereby reducing inequality. The reduction in poverty is mostly associated with
technology component of globalisation.

In a regression analysis we investigate the relationship between inequality, poverty and
globalisation. Results show that the globalisation index explains only V-1) per cent of
the variations in income inequality, and Q per cent of poverty among the countries. By
decomposing the aggregate globalisation index into four components, results show that
personal contacts and technology transfers reduce inequality, while economic
integration increases inequality. Political engagement is found to have no significant
effects on income inequality. Economic globalisation component increases poverty,
while personal contact reduces poverty. When controlling for regional heterogeneity, we
find that the regional variable plays an important role in the explanation of a variation in
inequality and poverty, which makes the globalisation coefficient insignificant.

Although the current version of the index quantifies the level of globalisation well, it
has certain limitations and the results should be interpreted with caution. We have
addressed a number of extensions to overcome several of the shortcomings. These
concern an axiomatic approach to set out the desirable properties of the index, the use of
panel data, identification and incorporation of more dimensions or components and the
use of estimation methods that avoid the choice of weights attached to each index
component on an ad hoc basis. These are important issues in understanding how
globalisation functions and how to use the generated information in policy formulation
and development evaluations. The index is in an early stage of development but has
identified several directions along which future advances can be made. In order to make
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the regression results on the link between globalisation, inequality and poverty more
stable and to cover different phases of globalisation one should extend the data both in
time and country dimensions.



