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This paper examines the impact of globalization on income inequality in a panel of 78 
developed and developing countries over 2002–2015. Moreover, the indirect effect of 
financial development in the link between globalization and income inequality is also 
analyzed by incorporating the interaction term between globalization and financial 
development. The empirical evidence based on the first-difference generalized method of 
moments (difference GMM) estimator suggested by Arellano and Bond (1991) and the 
system GMM estimator proposed by Arellano and Bover (1995) shows that globalization 
tends to worsen income inequality. However, the magnitude of the impact of 
globalization on income inequality is decreased with higher levels of financial 
development. These findings suggest that a higher level of financial development results 
in equal income distribution in a globalized world. As a policy implication, policymakers 
should improve the level of financial development to mitigate the adverse effects of 
globalization on income distribution. 
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1 Introduction 
Rising income inequality across most countries over the years has created a 
lot of concerns among economists and policymakers in both developed and 
developing countries. Previous studies have found that income inequality 
negatively affects economic growth and its sustainability (Ostry et al., 2014; 
Berg and Ostry, 2013). Higher inequality can reduce growth by lowering labor 
productivity through decreasing the ability of lower-income households to 
stay healthy and accumulate physical and human capital (Galor and Moav, 
2004; Aghion et al., 1999). Unequal income distribution can also decrease 
aggregate demand and reduce growth because higher-income groups have a 
higher marginal propensity to consume than middle- and lower-income groups 
(Carvalho and Rezai, 2016). Some scholars argue that income inequality 
affects growth by rising financial instability. Higher inequality could be 
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associated with the global financial crisis by intensifying leverage, 
overextension of credit, and a relaxation in mortgage-underwriting standards 
(Rajan, 2011), and allowing lobbyists to push for financial deregulation 
(Acemoglu, 2011). Inequality may also damage trust and social cohesion and 
thus is also associated with conflicts, which discourage investment (Bardhan, 
2005). 

Due to the negative consequences of income inequality on economic 
growth, understanding the roots of inequality is important for implementing 
suitable policies that can allow for a more equalized society. In the literature, 
besides other factors1, globalization is viewed as an essential possible factor 
that can affect inequality (Asteriou et al., 2014). The fast rise of globalization 
over the decades has given rise to increasing debate about its implications for 
inequality and the distribution of income within and between countries. 
Accordingly, the first objective of the present paper is to empirically examine 
the impact of globalization on income inequality in a panel of 78 developed 
and developing countries. Moreover, in an attempt to fill the gap and 
contribute to the current empirical literature, we analyze the impact of 
globalization on inequality through the financial development channel. In 
other words, we explore whether there exists an indirect channel via financial 
development in the globalization–inequality nexus by suggesting that the level 
of financial development also matters in shaping the link between 
globalization and income inequality2. Therefore, the second objective of this 
study is to examine the role of financial development in the link between 
globalization and income inequality.  

To estimate the objectives outlined above, we adopt the first difference 
generalized method of moments (GMM) estimator suggested by Arellano and 
Bond (1991) and system-GMM estimator proposed by Arellano and Bover 
(1995). The main key findings reveal that income inequality has been 
worsened in a globalized world. Moreover, the negative impact of 
globalization on the distribution of income is lower in countries with higher 
levels of financial development. The rest of the paper is structured as follows. 
Section 2 reviews the related literature. Section 3 explains the econometric 
method and the data employed. Section 4 presents the empirical results, and 
the final section concludes.  

                                                                                                                              
1 These factors are reviewed in section 2. 
2 The importance of financial development in the link between globalization and income 
inequality is reviewed in section 2.4.  



Globalization and Income Inequality: Does the Level of Financial ... 161 

2 Literature Review 
In the literature, the relationship between globalization and income inequality 
is of both directions. Some scholars argue that globalization through trade 
liberalization and increased financial integration has improved overall 
incomes, in relative and absolute terms, narrowing the inequality gap 
worldwide (See Mills (2009) for a critical review). The others claim that, even 
though globalization raises income, the benefits are not equally distributed, 
leading to a rise in inequality, both within and between countries (Beck et al., 
2007; Dollar and Kraay, 2004; Goldberg and Pavcnik, 2007). The theoretical 
and empirical literature on the link between globalization on income 
inequality can be classified as follows: 

2.1 Trade and Inequality  
There is no definite theoretical conclusion on the relationship between trade 
openness and inequality as it depends on relative factor abundance and 
productivity differences across countries, and the extent to which individuals 
obtain income from wages or capital (IMF, 2015). The empirical evidence 
surveyed by Winters et al. (2004) demonstrated that the outcome of trade 
liberalization on inequality depends on many factors related to trade reform 
measures, institutions, and other country-specific factors. Kraay (2006) and 
Goldberg-Koujianou and Pavcnik (2007) found a definite link between trade 
openness and inequality. Foellmi and Oechslin (2010) show that trade widens 
income inequality because wealthy entrepreneurs invest more and benefit 
more from globalization, and less wealthy entrepreneurs lose due to the 
resulting increase in the capital rental rate. Ju and Wei (2011) derive an 
exciting result that trade liberalization generates unemployed capital and, 
hence, reduces the aggregate income of a labor-abundant country with a weak 
financial institution.  

On the contrary, trade openness was associated with a reduction in 
inequality from a panel of 51 developed and developing countries over the 
period 1981–2003 (Asteriou, et al. 2014). Cross-section evidence by Wu and 
Hsu (2012) suggests an equalizing effect of international trade on income 
distribution. Jalil (2012), using five alternative measures of openness for the 
period 1952–2009, found the existence of a non-linear relationship between 
trade openness and inequality in China. It is concluded that although 
inequality is rising with the increase of trade openness, it falls after a certain 
critical point.  
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2.2 Financial Globalization and Inequality 
Financial globalization through FDI, capital account openness and stock 
market capitalization has been the driving force of inequality. As Firms invest 
abroad, a shift from higher wages in the manufacturing and industrial sector 
in more industrialized countries will be replaced by comparatively lower 
average wages in service sector jobs, thereby resulting in increased inequality. 
Conversely, globalization decreases the level of inequality in many 
developing economies via the growth in industrialization, new employment 
possibilities, and an increase in wages for lower-skilled labor-intensive 
workers (Mills, 2009). On the other hand, as evidenced by Acharyya (2011) 
since the relatively high-skill intensive inward FDI for a less advanced country 
could be relatively low-skill-intensive outward FDI for the developed 
economy, there will be an increase in the demand for skilled labor in both 
countries, resulting in increased inequality. In their review on the impact of 
FDI on inequality in developing countries, Harrison and Rodríguez-Clare 
(2010) reported that FDI inducing higher inequalities because workers in 
foreign firms are paid higher wages due to higher productivity. Wu and Hsu 
(2012) used a cross-sectional dataset of 54 countries over the period 1980–
2005 and an endogenous threshold regime model and found that FDI is likely 
to increase income inequality in those host countries with low levels of 
absorptive capacity. Similar results were obtained by the International 
Monetary Fund (2007a,b) about the role of financial globalization (mainly 
FDI) in rising income inequality as measured by either the Gini coefficient or 
the quintiles' income shares.  

Greater capital account liberalization may increase access to financial 
resources for the poor, inducing the incomes of the poor to grow faster than 
average per capita GDP growth, which reduces inequality (Beck et al., 2007). 
However, recent empirical studies have suggested financial liberalization can 
be a source of inequality (Denk, 2015; Denk and Cazenave-Lacroutz, 2015; 
Brei et al., 2016). It is argued that a growing financial sector by facilitating 
access to investment products for the rich raises inequality. The very high 
wages in the financial industry is another source of growing inequality. Recent 
work by Furceri and Loungani (2015) and Furceri et al. (2019) suggests that 
capital account liberalization has led to a significant increase in inequality, 
especially in countries with low financial depth and inclusion. Asteriou et al. 
(2014) argued that greater capital account liberalization harms low-income 
people by exposing poor people to a likelihood of financial crises, especially 
when the quality of financial institutions is terrible.  
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Financial liberalization can also facilitate efficient international allocation 
of capital and promote international risk sharing. At the same time, increased 
financial flows, particularly FDI and portfolio flows have been shown to 
increase income inequality in both advanced and emerging market economies 
(Freeman 2010). Erauskin and Turnovsky (2019) described that financial 
liberalization increases the returns to investing abroad or reduce the costs of 
borrowing from abroad. Lowering the cost of investing abroad tends to divert 
resources from the domestic economy, reducing employment, raising the 
wage, reducing the return to domestic capital, resulting in more income 
inequality. In contrast, reducing the cost of borrowing stimulates the domestic 
economy, rising employment, reducing the real wage, increasing the return to 
capital, and increasing inequality.  

2.3 Other Links to Inequality 
Other factors, such as technological change, education, and employment, are 
essential in explaining inequalities. The introduction of new technologies in a 
country, for example, by investing in Information and Communication 
Technologies (ICT), creates a shift in demand from lower-skilled workers to 
a more qualified knowledge-based labor force (Brown and Cambell, 2002). 
Stimulating R&D investment and increasing patent protection may increase 
income inequality by raising the return on assets (Chu, 2010). Regarding the 
link between education and inequality, greater access to education would be 
expected to reduce income inequality as a more significant share of the 
population may be engaged in high-skill activities. In developing countries, a 
move away from the agricultural sector to the industry is expected to improve 
the distribution of income by increasing the income of low-earning groups. 
Similarly, an increase in the relative productivity of agriculture is expected to 
reduce income disparities by increasing the income of those employed in this 
sector (Asteriou, et al. 2014).  

2.4 The Role of Financial Development in the Link between 
Globalization and Inequality 
There are numerous theoretical and empirical studies investigating the 
relationship between globalization and financial development. This idea was 
pioneered by Mishkin (2009), who argued globalization affects financial 
development by promoting the quality of institutions. He states that “One of 
the most powerful weapons for stimulating institutional development is 
globalization”. These institutions, which include property rights, the efficient 
legal system, eliminating corruption, quality of financial information, 
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corporate governance, and prudential regulation and supervision of the 
banking system, are essential in promoting financial development. Better 
institutions enable a country to allocate capital to the most productive uses. 
Globalizing the domestic financial system by opening the domestic financial 
markets to foreign capital directly increases access to capital and lowers its 
cost for those with productive investments to make. 

Moreover, it can promote reforms to the financial system that improve its 
functioning. Trade liberalization, as another driver of globalization, can 
weaken the political power of entrenched business interests that might 
otherwise block institutional reforms, a point that is emphasized by Rajan and 
Zingales (2003). Free trade also promotes financial development by reducing 
corruption that may create as a result of high tariffs. Importers have incentives 
to pay customs officials to look the other way when the importers avoid tariffs 
by smuggling in goods. Law and Azman- Saini (2012) verified the hypothesis 
put forward by Mishkin (2009) and found that globalization is a crucial factor 
in promoting institutional reforms, and these sound institutions are essential 
in promoting financial development. It is also revealed by García (2012) that 
globalization leads to financial development.  

As an alternative and possibly complementary hypothesis, Rajan and 
Zingales (2003) argued that trade openness and capital inflows, as two main 
drivers of globalization, will simultaneously promote financial development. 
Law (2009) showed that trade openness and foreign capital inflows are 
contributing factors to financial development, especially in countries where 
institutional quality is excellent. Shahbaz and Rahman (2012) also note that 
foreign direct investment and imports promote economic growth that leads to 
financial development.  

On the other hand, there has been a recent growing interest in the 
importance of financial development as a means to reduce income inequality. 
In the literature, there are two linear hypotheses that explain the link between 
financial development and income inequality: the inequality widening 
hypothesis and the inequality-narrowing hypothesis. The inequality-widening 
hypothesis states that financial development might benefit the rich and well 
connected while excluding the poor, especially when institutional quality in 
society is weak. This hypothesis claims that the rich can offer collateral and 
are more likely to repay a loan (Rajan and Zingales, 2003). The poor, who do 
not enjoy this benefit, might find it difficult to obtain loans even when 
financial markets are well developed; thus, this might worsen income 
inequality. Kunieda et al. (2014) discover that financial integration worsens 
income inequality by benefiting the most privileged. Hazari & Mohan (2015) 
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find that capital accumulation results in wage reduction and welfare loss of 
the vulnerable group. Furceri and Loungani (2015) study the impact of capital 
account openness on inequality and find that liberalizing domestic financial 
systems can aggravate income inequality. In a recent study, Kunieda et al. 
(2018) find that financial liberalization can hurt income inequality both within 
and across countries. 

The inequality-narrowing hypothesis puts forward the idea that when the 
financial sector grows, the poor, who were previously excluded from 
obtaining loans, might gain access (Beck et al. 2007; Clarke et al. 2006; 
Hamori and Hashiguchi 2012; Jalil and Feridun 2011; Mookerjee and 
Kalipioni 2010). Galor and Zeira (1993) argue that financial development 
accumulates human capital; thus, income distribution can improve. Claessens 
and Perotti (2007) and Demirguc-Kunt et al. (2008) find evidence supporting 
the importance of access to finance in reducing poverty and inequality.  

According to the above discussion on the impact of globalization on 
financial development and the subsequent impact of financial development on 
income inequality, we hypothesize that globalization may have an indirect 
effect on income inequality via financial development. To test this hypothesis, 
we include relevant financial development variables as an indicator variable 
in the link between globalization and income inequality. Therefore, this study 
contributes to the existing literature by examining the impact of globalization 
on income inequality via financial development. To the best of our knowledge, 
there is no single study in existence that adequately covers the linkages among 
these variables. 

3 Empirical Approach and Data 

3.1 Empirical Model 
To test the role of globalization in income inequality, we specify the following 
log-linear equation proposed by Baltagi et al. (2009) in the use of a panel data 
framework. 

𝑙𝑛𝐺𝐼𝑁𝐼௜௧ ൌ 𝛽଴ ൅ 𝛽ଵ𝑙𝑛𝐺𝐿𝑂𝐵௜௧ ൅ 𝛽ଶ𝑙𝑛𝐺𝐷𝑃𝐶௜௧ ൅ 𝛽ଷ𝑙𝑛𝐻𝐶௜௧ ൅ 𝛽ସ𝑙𝑛𝐼𝑁𝐹௜௧ ൅
𝛽ହ𝑙𝑛𝐹𝐷௜௧൅𝜀௜௧ (1) 

where GINI is an indicator of income inequality, GLOB is globalization, 
GDPC is the real income per capita, HC is human capital, INF is inflation rate, 
FD is financial development, 𝜀 is the error term, 𝑙𝑛 is natural logarithm, and 
the subscripts 𝑖 and 𝑡 represents country and time, respectively. The control 
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variables are included in the inequality equation based on the literature survey. 
For example, greater economic development, which is proxied by GDPC, 
tends to improve the income distribution (Agnello et al. 2012; Gimet and 
Lagoarde-Segot 2011; Kuštepeli 2006; Mookerjee and Kalipioni 2010). We 
control for human capital or educational attainment because these factors have 
been found to affect income inequality (Ang 2010; Beck et al. 2007; Huggett 
et al. 2006). Inflation has been found to increase income inequality (Ang 2010; 
Beck et al. 2007; Dobson and Ramlogan-Dobson 2010; Hamori and 
Hashiguchi 2012). Thus, the coefficients 𝛽ଶ and 𝛽ଷ are expected to be less 
than zero, whereas the coefficient of 𝛽ସ is expected to be greater than zero. 

To analyze the effect of globalization on income inequality through the 
financial development channel, Equation (1) is extended to incorporate the 
interaction term between globalization and financial development. Therefore 
the empirical model is as follows: 

𝑙𝑛𝐺𝐼𝑁𝐼௜௧ ൌ 𝛽଴ ൅ 𝛽ଵ𝑙𝑛𝐺𝐿𝑂𝐵௜௧ ൅ 𝛽ଶ𝑙𝑛𝐺𝐷𝑃𝐶௜௧ ൅ 𝛽ଷ𝑙𝑛𝐻𝐶௜௧ ൅ 𝛽ସ𝑙𝑛𝐼𝑁𝐹௜௧ ൅
𝛽ହ𝑙𝑛𝐹𝐷௜௧ ൅ 𝛽଺ሾ𝑙𝑛𝐺𝐿𝑂𝐵௜௧ ൈ 𝑙𝑛𝐹𝐷௜௧ሿ ൅ 𝜀௜௧ (2) 

If 𝛽଺ is negative and statistically significant, and GLOB alone is 
significantly positive, then this supports the view that globalization has an 
indirect effect on income inequality via financial development such that 
financial development decreases the magnitude of the impact of globalization 
on income inequality.  

3.2 Estimation Method  
To estimate (1) and (2) we adopt the generalized method of moments (GMM) 
estimator suggested by Arellano and Bond (1991). The GMM method tackles 
the problems of country-specific effects or any time-invariant country-specific 
variable by taking the first differences of (1) and (2). Then, to resolve the 
resulting correlation between lagged dependent variable and disturbance 
terms after first differencing, Arellano and Bond (1991) suggest the use of 
instrumental variables. Namely, the differenced lagged dependent variables 
and other endogenous variables can be instrumented with their lags in levels, 
lagged two or more periods while the exogenous variables can serve as their 
instruments. The method is known as the first-difference GMM estimator, and 
it can be either a one-step GMM estimator or a two-step GMM estimator. The 
one-step GMM estimator assumes independent error terms and homoskedastic 
error variances across countries and times. Meanwhile, the second-step GMM 
estimator uses the residuals of the first-step estimation to construct a 
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consistent variance-covariance matrix when the assumptions of independence 
and homoscedasticity do not hold. 

A central problem with the first-difference GMM estimator, however, is its 
neglect of potential information in the level relationship and the relations 
between the levels and the first differences (Ahn and Schmidt, 1995). 
Moreover, as noted by Blundell and Bond (1998), the level variables are weak 
instruments for their first differences if they exhibit persistence. Arellano and 
Bover (1995) suggest addressing these problems by estimating the level and 
first-difference regressions as a system, which is known as a system-GMM 
estimator. In the estimation, the level regression is instrumented with lagged 
first-differenced variables while the first-differenced regression instrumented 
with lagged level variables. As pointed out by Blundell and Bond (1998), the 
system GMM estimator provides an improvement over the first difference 
GMM estimator when the dependent variable is highly persistent with the 
autoregressive term close to unity and the number of periods is small. In light 
of these econometric issues, we adopt the two-step system GMM in the 
analysis. Still, the results from the two-step first-difference GMM are also 
reported for comparison. 

The consistency of the GMM estimator depends on two specification tests, 
Sargan over-identifying restrictions, and a serial correlation test in 
disturbances (Arellano and Bond, 1991). To test the overall validity of the 
instruments, we use Sargan over-identifying restrictions in the estimation 
process. Failure to reject the null of the Sargan test would imply that the 
instruments are valid, and the model is correctly specified. To test the serial 
correlation in disturbances, one should reject the null of the absence of first-
order serial correlation (AR1) and not the absence of second-order serial 
correlation (AR2), respectively. 

3.3 Data 
To estimate Equations (1) and (2), the sample consists of annual cross-country 
observations for 78 developed and developing countries over the 2002–2015 
period based on the availability of data. The income inequality, or Gini 
coefficient indicator (GINI) is obtained from the Standardized World Income 
Inequality Database (SWIID) created by Solt (2016). The SWIID provides 
comparable Gini indexes of net income inequality based on disposable 
household income.  

The globalization (GLOB) indicator employed in the analysis is the 
economic globalization index constructed by Dreher (2006) from the KOF 
website (updated in 2016: http://globalization.kof.ethz.ch/). The index (ranges 
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from 0 to 100) is a weighted average of two indices: (1) actual flows of trade 
and capital and (2) restrictions on trade and capital. The actual flows are; trade, 
foreign direct investment, portfolio investment, and income payments to 
foreign nationals (all variables are expressed as a percentage of GDP). The 
restrictions include hidden import barriers, mean tariff rates, taxes on 
international trade, and capital account restrictions. Among the studies that 
employed this globalization index are Bergh and Nilsson (2010), Villaverde 
and Maza (2011), Lalountas et al. (2011), Samimi et al. (2012).  

In terms of financial development, we focus on banking sector 
development. This variable is measured by domestic credit to the private 
sector (expressed as a percentage of GDP). We focus on the banking sector 
since, as argued by Gimet and Lagoarde-Segot (2011), the banking sector 
seems to exert a stronger influence on income inequality than does the stock 
market. The data set for this banking sector development indicator is obtained 
from the World Development Indicators (WDI), World Bank. Annual data on 
real GDP (gross domestic product) per capita based on purchasing power 
parity (PPP) are from the WDI. The inflation rate as measured by the 
consumer price index is also from the WDI. Human capital is measured by the 
gross enrolment ratio that is the ratio of total secondary enrolment, regardless 
of age, to the population of the age group that officially corresponds to 
secondary education. This data set is also retrieved from the WDI. Table 1 
presents the list of countries, descriptive statistics, and correlations among the 
variables.  
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Table 1 
Descriptive Statistics and Correlations of Variables 

 GINI GLOB FD GDPC HC INF 
Descriptive 
statistics 

      

Mean  36.666 64.724 67.778 20096.440 84.878 5.437 
Standard 
deviation 

8.638 17.300 48.734 16555.430 27.749 6.106 

Minimum  21.311 19.620 1.620 610.893 10.422 -3.286 
Maximum 59.659 99.150 219.282 96711.050 163.101 54.915 
Correlations       
GINI 1.000      
GLOB -0.520 1.000     
FD -0.336 0.522 1.000    
GDPC -0.616 0.690 0.607 1.000   
HC -0.464 0.727 0.581 0.693 1.000  
INF 0.192 -0.402 -0.412 -0.325 -0.299 1.000 

Notes: (1) List of countries: Australia, Austria, Bangladesh, Belgium, Bolivia, Brazil, Bulgaria, 
Burkina Faso, Canada, Chile, China, Colombia, Costa Rica, Croatia, Cyprus, Czech Republic, 
Denmark, Dominican Republic, Ecuador, Egypt, El Salvador, Estonia, Ethiopia, Finland, 
France, Germany, Ghana, Greece, Guatemala, Honduras, Hungary, India, Indonesia, Iran, 
Iceland, Ireland, Italy, Japan, Jordan, Latvia, Lithuania, Luxembourg, Madagascar, Malawi, 
Malta, Malaysia, Mali, Mexico, Netherlands, New Zealand, Nigeria, Norway, Panama, 
Paraguay, Peru, Philippines, Poland, Portugal, Romania, Russian Federation, Senegal, Sierra 
Leone, Slovak Republic, Slovenia, South Africa, South Korea, Spain, Sweden, Switzerland, 
Thailand, Tunisia, Turkey, Uganda, Ukraine, United Kingdom, United States, Uruguay, 
Venezuela. 
(2) GINI: Gini index, GLOB: globalization index, FD: financial development, GDPC: real GDP 
per capita, HC: human capital, INF: inflation. 

4 Empirical Results 
Table 2 contains the results for the specifications without and with the 
interaction between globalization and financial development, i.e., model (1) 
and model (2), estimated using both first-difference GMM and system GMM 
estimators. The specification tests reported in both tables suggest the 
appropriateness of the GMM estimators. The Sargan test does not reject the 
over-identification restrictions, suggesting that we have valid instruments. 
Moreover, the serial correlation test fails to reject the null of no second-order 
autocorrelation while it rejects the null of no first-order autocorrelation. 
Accordingly, the residuals of the level equation (before differencing) do not 
suffer from the autocorrelation problems. 

The results from estimating the baseline specification without the 
interaction term between globalization and financial development, i.e., model 
(1), as given in columns (a) and (b) of Table 2 indicate that globalization has 
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a positive and statistically significant impact on income inequality. In other 
words, income inequality has been worsened in a globalized world. However, 
the results from estimating the extended specification with the interaction term 
between globalization and financial development, as given in columns (c) and 
(d) of Table 2, show that the coefficient of the interaction term is negative and 
statistically significant. It indicates that globalization has an indirect effect on 
income inequality via financial development. Moreover, since the coefficient 
of this interaction term is negative, higher levels of financial development will 
decrease the magnitude of the impact of globalization on income inequality. 
In other words, the adverse effects of globalization on the distribution of 
income is lower in countries with higher levels of financial development. The 
empirical results demonstrate that even though the values of the estimated 
coefficients vary depending on the estimation technique, the overall results 
from alternative techniques are qualitatively very similar. 

The estimated coefficients of controlled variables included in the 
specifications indicate real GDP per capita improve the distribution of income 
in line with the findings of Agnello et al. 2012; Gimet and Lagoarde-Segot 
2011; Kuštepeli 2006; Mookerjee and Kalipioni 2010. Inflation has been 
found to increase income inequality. This result is consistent with the findings 
of Ang 2010; Beck et al. 2007; Dobson and Ramlogan-Dobson 2010; Hamori 
and Hashiguchi 2012. The estimated coefficient of human capital or 
educational attainment is positive and statistically significant in all 
specifications except in model 2 (model with interaction term) when estimated 
using difference GMM. This finding indicates that human capital or 
educational attainment tends to worsen income inequality. One explanation 
for this puzzle is that return to education decreases with the level of schooling 
(Psacharopoulos and Patrinos, 2004).  
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Table 2 
Estimation results 

 Model 1 without interaction Model 2 with interaction 
 Difference 

GMM 
System GMM Difference 

GMM 
System GMM 

 (a) (b) (c) (d) 

𝑙𝑛𝐺𝐿𝑂𝐵 0.019***  
(0.01) 

0.053*** 
(0.002) 

0.070*** 
(0.006) 

0.177*** 
(0.008) 

𝑙𝑛𝐹𝐷 -0.006*** 

(0.001) 
0.003*** 
(0.001) 

0.058*** 
(0.008) 

0.160*** 
(0.010) 

𝑙𝑛𝐺𝐿𝑂𝐵
ൈ 𝑙𝑛𝐹𝐷 

- - -0.016*** 
(0.002) 

-0.038*** 
(0.003) 

𝑙𝑛𝐺𝐷𝑃𝐶 -0.036*** 

(0.003) 
-0.032*** 
(0.002) 

-0.034*** 
(0.002) 

-0.027*** 
(0.002) 

𝑙𝑛𝐻𝐶 0.006*** 

(0.002) 
0.024*** 
(0.003) 

0.002 
(0.002) 

0.007** 
(0.003) 

𝑙𝑛𝐼𝑁𝐹 0.001*** 

(0.000) 
0.001*** 
(0.000) 

0.001*** 
(0.000) 

0.001** 
(0.000) 

𝑐𝑜𝑛𝑠𝑡𝑎𝑛𝑡 1.268*** 

(0.024) 
0.353*** 
(0.028) 

1.042*** 
(0.036) 

-0.135*** 
(0.020) 

Sargan test: 
pvalue 

0.3371 0.743 0.381 0.6799 

AR1: p-value 0.004 0.001 0.004 0.001 
AR2: p-value 0.181 0.084 0.191 0.087 

Notes: Numbers in parentheses are standard errors. ** and *** denote significance at 5% and 
1% levels, respectively. 

5 Conclusion 
Using data from a panel of 78 developed and developing countries covering 
2002-2015, this study examines the direct effect of globalization on income 
inequality and the indirect effect via financial development in the link between 
globalization and income inequality. In particular, we aim to evaluate the 
indirect impact of globalization on income inequality via financial 
development by incorporating an interaction term in the regression of 
globalization on income inequality. The empirical approach is based on 
employing the first-difference generalized method of moments (GMM) 
estimator suggested by Arellano and Bond (1991) and the system-GMM 
estimator proposed by Arellano and Bover (1995). The empirical results 
indicate that globalization has worsened income inequality. However, by 
incorporating financial development in the link between globalization and 
income inequality, the results demonstrate that the magnitude of the impact of 
globalization on income inequality is decreased with higher levels of financial 
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development. In other words, the negative impact of globalization on the 
distribution of income is lower in countries with higher levels of financial 
development. As a result, financial development is essential in mitigating the 
adverse effects of globalization on income inequality. In terms of policy 
implications, policymakers should improve the level of financial development 
to explore the benefits of globalization in reducing income inequality. 
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