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Abstract. Will opening up cause a worsening of the income distribution gap and have a negative

impact on economic development? Although scholars tend to believe that the world’s inequality has

deepened in the last two centuries, their researches have no firm conclusions on the relationship

between the openness of international trade and the inequality of income distribution. This article

confirms the relationship between trade liberalization and income inequality through empirical

analysis, pointed out that trade liberalization has a positive impact on income inequality. Suggestions

for policy making in shortening income gap are put forward as well.

1. Introduction

In four decades’ time, China’s remarkable achievements of foreign trade had become the focus of

world attention. Since 1992, China had autonomously initiated tariff rate reduction and non – tariff

barriers elimination in a vast scale. The general tariff level was lowered from 42.9% in 1992 to 15.6%

in 2000, and then 10.4% in 2004. Especially, the average tariff rate 23.2% was reduced to 15.3 for

agriculture products and from 14.8% to 9.0 for industrial products respectively between the years

2001 to 2005. On September 30 of 2018, the State Council Customs Tariff Commission announced to

reduce import tariffs for 1,585 tax purposes from November 1, 2018. At this point, the total tariff

level of China will be reduced from 9.8% in 2017 to 7.5%. Chinese government also substantially

reduced the non – tariff barriers such as quantitative restriction, and free convertibility of Yuan

under both current account and capital account, in addition, granting rights of self-managed import

and export to privately-owned production enterprises.

As is comprehensively integrated into trade liberalization process, China’ s economy has been

threatened by disproportional allocation of income, the disparity between rural and urban areas
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intensified gradually. Inequality of income distribution is caused by a number of factors. According

to international trade theory and income distribution grounds, foreign trade is proved to be one of the

factors. On the meantime, it is noticed that the deepening extent of income disparity is ascribed to the

intensity of trade liberalization. From theoretical perspective, the H-O-S theorem and SF theorem

revealed that trade liberalization could equalize the income level. However, China’ s changes in

income gap cannot be fully explained by these theorems. Such being the cases, how much trade

liberalization affects national income distribution and by what approaches does it affect the allocation?

From the results, whether it enlarge the gap of income level or contract that? The importance of this

not only lies in maintaining social equity but also in sustaining economic growth. From the point of

competitive advantages, when China is actively participating in economic globalization and

enhancing international competitiveness, emphasis on the issue of how to make a multitude of low

income earners benefit from trade is of great significance.

2. Literature review

Quite a bit developing countries such as China, India, Indonesia and Russia, trade and foreign

investment have not extensively covered the entire areas and populations, regional differences in the

level of openness directly affects regional income differentials [8]. In Mexico, Hanson found the

areas which were prone to participate in foreign trade and granted the opportunity of emigrants to the

United States suffered from income disparity aggravation. On the whole, people participating in the

globalization who were high-tech possessed and living close up to the external market are more likely

to gain profits [4].

China’s regional income disparity is more significantly expanding compared to other developing

countries attributed to its vast expanse of land resource, diverse topography and geographical location.

Cornia and Court announced that the regional imbalanced allocation in China is the key factor of the

world income distribution inequality [1].

From the literature point of view, the widening income gap in China has been the focus of academic

research by scholars. It could be broadly grouped into two strands according to world economists’

researches: The first is testing the convergence hypothesis under the framework of neo-classical

model. Trade, FDI and other variables are worked to be the determinants of economic growth. Jian et

al gathered the figures of 1952-1993 China's per capita GDP noting that convergence mainly occurred

at costal areas that are full-scale traded and bulk in capital influx since 1990, and then income gulf

between coastal and inland areas began to expand [12]. Kanbur and Zhang verified the positive

relationship between openness (effective tariff rate and trade volume / GDP ratio) and the regional
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income gap. The natural geographic advantages and vast-scale liberalized trade in coastal provinces

has been the crucial factor of inter-regional income imbalance since reform and open up [9].

The second is constructed by Spatial Agglomeration Model from the perspective of industrial

clustering. Krugman and Elizondo explored the impact of international trade on a country's regional

development by setting up spatial agglomeration model [5]. Krugman and Venables and Puga probed

into income disparity among countries and regions by view of industrial Clustering, and the affecting

factors such as international trade, transport costs and the free transfer of agricultural labor were

comprehensively taken into account [6] [7]. Dapeng Hu made Construction of spatial agglomeration

model to explain the growing Chinese difference between regions [2].

Scholars in China research on this theme from their domestic point of view. Some analysts have

manifested that the geographical advantages of coastal areas are accountable for regional differences

[3]. But more scholars tested the relevance between trade and regional differences by using the

indicators of openness and per capita GDP growth rate among provinces. Shen K. and Ma J.

confirmed that the per capita GDP growth rate is positively correlated with the degree of trade

dependence from 1978 to 1999 inter-provincially as well as the level of FDI influx [10]. The areas

who were larger FDI recipients would maintain faster economic growth than other regions by

technology spillovers [11].

To synthesize, the impact of trade liberalization on developing countries, possibly through the

changes in commodity prices mechanisms and employment mechanisms, the differences in

participation in globalization, the geographical location, resources, as well as policies and

institutionally regional differences. Challenges are confronted with China in narrowing the wage gap.

In avoiding the expansion of income gap, China should reallocate trade policies and other regulations.

3. Empirical analysis

Combining new developments in the measurements of trade liberalization, the actual calculation will

be carried out for measuring the gaps in trade liberalization and income distribution. Time series data

from 1987 to 2017 are selected to analyze the impact of trade liberalization on income inequality

through a longer time span.

3.1. Time series multiple regression analysis

3.1.1 Establish regression model
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In order to examine the impact of trade liberalization on China's income distribution gap, we establish

the following time series model:

（1）

3.1.2. Variable selection

In the regression process, we use generalized least square method (GLS) to eliminate the

phenomenon of heteroscedasticity and serial correlation. The explained variable is lnGAP, the

logarithm of the ratio of urban-rural income gap. Because of the inconsistent measurements on the

Gini coefficient between scholars, different estimates cover different areas. There are national Gini

coefficient estimates, cities Gini coefficient estimates for rural areas, some use income data for

estimation, and others use consumer spending data to make estimates. The data is messy and

inconsistent, so this paper adopts the ratio of urban residents' disposable income and rural residents'

net income to measure the income distribution gap in China. Zhou yunbo drew a conclusion that the

income distribution gap between urban and rural areas is an important factor affecting the overall

income gap across the country, accounting for almost half of the total gap [13]. Zhu guanglei believes

that the gap between the rich and the poor was actually the difference between urban and rural areas

before and after the reform and opening-up in China [14].

In order to study more clearly the impact of trade liberalization on the income distribution gap in

China, this paper uses foreign trade dependence of OPENNESS to show the degree of trade

liberalization. In addition, several other explanatory variables have been added, namely the degree of

financial development and the degree of foreign investment. The following explains the explanatory

variables:

The dependence on foreign trade is measured by the ratio of import and export to GDP. If the

coefficient is positive, indicating that trade liberalization has increased income inequality; if it is

negative, indicating that foreign trade has narrowed income inequality.

The financial development theory before the 1990s rarely officially studied the issue of income

distribution. In the 1990s, economists looked at the relationship between financial development and

income disparity and poverty. In these study, some scholars believe that financial development and

income disparity are subject to inverted U-type relations, some believe that financial development has

reduced the income distribution gap, while others holds that financial development has widened the

income gap. Therefore, the variable of financial development degree is measured by the proportion of

China's broad money supply (M2) and GDP (lnM) and the proportion of FDI and GDP (lnFDI). The

data in this part are all from the China Statistical Yearbook from 1987 to 2017, in order to maintain
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the stability of the variables but without changing its nature, the paper takes the logarithm of the

above data.

3. 2. Analysis of regression

Since the time series of each variable may be non-stationary, firstly, the ADF unit root test is

performed on each variable to reveal the variation law of each variable, and then the Granger

causality test is carried out to measure the causal relationship between the variables and the

urban-rural income gap. After the calculation of eviews 7.2, this regression model has passed various

hypothesis tests, that is, there is no autocorrelation, no heteroscedasticity, and the random

perturbation term is normally distributed. The final result of the model is:

（2）

R2=0.74, D.W.=1.63, F=22.35711

3.2.1 Stability test

Table1. Unit root test

Variables ADF test

statistics

C,T,

N

D.W. 1%

Critical

Value

5%

Critical

Value

10%

Critical

Value

Statio

nary

LNGAP -2.29883

0

C,0,

1

1.78562

9

-3.6701

70

-2.9639

72

-2.6210

07

No

DLNGAP -4.80628

0

0,0,1 1.96330

4

-2.6471

20

-1.9529

10

-1.61001

1

Yes

LNOPENES

S

-3.55488

5

C,T,

1

1.99913

5

-4.4407

39

-3.6328

96

-3.2546

71

No

DLNOPENE

SS

-3.83916

8

0,0,1 2.06420

4

-2.6471

20

-1.9529

10

-1.61001

1

Yes

LNM -2.09320

8

C,0,

1

1.77016

0

-3.6998

71

-2.9762

63

-2.6274

20

No

DLNM -4.11793

9

C,0,

1

1.83951

8

-3.71145

7

-2.9810

38

-2.6299

06

Yes
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LNFDI -3.00261

8

C,0,

1

2.21163

2

-3.7880

30

-3.0123

63

-2.64611

9

No

DLNFDI -3.17752

9

0,0,1 1.56738

1

-2.6471

20

-1.9529

10

-1.61001

1

Yes

From the test results in Table 1, the urban-rural income gap ratio (LNGAP), trade openness

(LNOPENNESS), China's broad money supply (M2) as a share of GDP (LNM) and the proportion of

FDI and GDP (LNFDI) are all I(1) sequences.

3.2.2. Granger causality test

Table2. Granger causality test

Null Hypothesis Obs. F-Statistic Prob. Results

LNOPENESS does not

Granger Cause LNGAP

27 2.33654 0.0945 Object

LNFDI does not Granger

Cause LNGAP

27 4.19361 0.0142 Object

Table 2 shows that in the 5% confidence level, LNFDI is the Granger Cause for LNGAP , and within

15% confidence, LNOPENESS is Granger Cause for LNCRGAP.

Table3. The results of Generalized Least Squared

Variable CoefficientStd. Error t-Statistic Prob.

C -0.003330 0.156029 -0.021341 0.9832

LNOPENESS 0.273843 0.048686 5.624715 0.0000
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LNM 0.194613 0.033743 5.767464 0.0000

LNFDI 0.165748 0.028576 5.800310 0.0000

R-squared 0.936470 Mean dependent var 1.029145

Adjusted R-squared 0.703529 S.D. dependent var 0.092541

S.E. of regression 0.050388 Akaike info criterion -3.006577

Sum squared resid 0.060934 Schwarz criterion -2.816262

Log likelihood 46.09208 Hannan-Quinn criter. -2.948396

F-statistic 22.35711 Durbin-Watson stat 1.626453

Prob(F-statistic) 0.000000

From the output of EVIEWS in Table 3, the equation is estimated to be good. It can be seen that all the

variables passed the test at a significant level of 1%.The R-squared is 0.936470, indicates that the

model is good fitted.

3.3. Findings

The coefficient of explanatory variable LNOPENNESS, LNM and LNFDI are 0.27, 0.19 and 0.16

respectively, this indicates that all the variables have positive influence on the gradual increase of

China's opening up in recent years.

The influence of trade dependence on China's income distribution gap is positive. This indicates that

with the gradual increase of China's opening up in recent years, China's income distribution gap has

also increased. The reason may be that with the reform and opening up, China gradually realizes the

opening up of the economy, while the industry that FDI inflow has a small proportion of the primary

industry, the service industry and manufacturing industry have a high proportion. The total proportion

of FDI entry of agriculture, forestry, animal husbandry, fishery, construction is less than 10% per year,

where the workers of education level and skill are not very high. Therefore, most of the labors in these

industries are farmers with low educational level. To a certain extent, the income gap between

unskilled labor and skilled labor, urban residents and farmers has been widened. In addition, after

China's accession to the WTO, the impact on agricultural products trade is relatively large. The trade

liberalization of agricultural products has led to a decline in the prices of many land-intensive

agricultural products, such as corn, wheat, oil crops, soybeans, cotton, etc., which reduced the income

of some farmers. The gap between urban and rural income distribution had been widened. At the
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mean time, the increasing money supply causes redistribution of wealth, which tends to exacerbate

the polarization of income and the widening gap between rich and poor. When super-currency flows

into the market, inflation and rising general asset prices will come out. Inflation will squeeze the real

income of residents and speculate to generate asset bubbles, which will cause redistribution of wealth,

widening the gap between the rich and the poor.

4. Suggestions for policy making

Although it is demonstrated in this paper that foreign trade enhanced income disparity, the dynamic

profits such as economic growth, technological progress and improvement of households’ living

standard brought by trade liberalization were conspicuous. Therefore, we should not deny trade

liberalization due to its negative impact on income distribution in the previous time. On the contrary,

reasonable effects must be made to guide China’s process of trade liberalization, which make Chinese

people can not only enjoy the benefits of participation in free trade according to comparative

advantage, but also improve the domestic distribution of income inequality. A series of suggestions

will be put forward.

4.1. Adjust the upgrading merchandise trade structure

More than half of China's total volume of imports and exports are contributed by processing trade.

The expansion of labor-intensive exports, in the short run, is capable of creating lots of employment

opportunities, and this is helpful to improve the degree of inequality in income distribution. In the

long term, China should encourage the technology innovation and increase the inputs to the capital

and technology industries. These industries should be guided transferring from import-substitution

industries to the export-competing industries. Through the absorption of capital and technology from

abroad, more households will get benefit from trade and the income level will increase in the whole

country. Of course, one of the premises is the abundant supply of well-trained labor. In addition, the

transformation of trade growth mode from the extensive form to the intensive form, the reasonable

allocation of resources, the price equalization from free trade, are all the impetus for fostering income

equality.

4.2. Accelerate the upgrading of processing trade

In the short term, the processing trade is the most significant channel for China to access to the global

division of labor, which makes the country’s comparative advantage brought into full play. The

labor-intensive processing trade has solved the employment problem for a large number of labors,

and to some extent ceased the degree of inequality in income distribution. However, the processing

trade in China is often engaged in the labor-intensive manufacturing industries and assembly line in
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the downstream industry chain in international trade and earns a small processing fee, which is not

conducive to the long-term economic development and income distribution balance. Therefore, the

transformation and upgrading of processing trade has become the great urgency in the moment.

4.3. Train competent personnel for future trade development

Whether the upgrade of processing trade, the upgrade of the industrial structure, or upgrade from

labor-intensive goods to capital and technology intensive goods, they all posed a further requirement

for high-skilled labors. If the competent personnel for future trade development can’t meet the

requirements, it will result in an increasing demand for the well-trained labor, and then lead to the

intensified income discrepancy of high-qualified labor and low-qualified labor. At that time, in spite

of the upgrade of merchandise trade structure and industrial structure realized, residents will worsen

the income gap.

Although the results from the empirical perspective show that the popularization of higher education

exacerbates income inequality, this is mainly because of the low coverage of higher education, and

uneven opportunities in accessing to education. Meanwhile, the developed areas attract more highly

educated labor force influx, which is leading to inter-regional income distribution inequalities.

Therefore, in the long run, only continue to increase the inputs into education and training can more

people be equal to access to education and therefore to improve their income level. Consequently,

training competent personnel for future trade development needs could compensate the income

disparity on the impact of the current educational reconstruction.

4.4. Give correct guidance to trade development of the central and western areas

In the purpose of fundamentally changing the backward state of the central and western regions and

reducing their income gap compared to the eastern areas, central and western regions should be given

preferential policies.

Chinese government should increase the transfer payments to the central and western regions and the

technology investments to improve transportation and other infrastructure. In the mean time,

government should improve the soft investment environment to attract external capital and labor to

flow to the central and western areas; reduce regional trade barriers and eliminate the local

protectionism, increasing inter-regional flow of capital and labor; invest education in the middle and

west parts to enhance the quality of the population and then increase their participation in the modern

economic competition; increase the eastern and western economic and technical cooperation.
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