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Abstract

This study investigates the relationship between globalization, economic growth and poverty
reduction using 93 developing countries for the period 2005-2018. Despite the spread of
globalization across countries of the world, poverty reduction is still the main topic of discussion
in the developing world. Although, some regions have made progress in poverty reduction, others
have stagnated or even regressed. The empirical literature has reported mixed findings for the
globalization-poverty nexus and this has made the debate open till date. The mixed findings
emanate from the problems of misspecification error, method of data analysis and proxies to
capture poverty reduction. This study adopts the recent measure of poverty reduction known as
household final consumption per capita to measure poverty reduction, applied a dynamic method
(GMM) as against the static model and updated data on relevant variable as well as utilized an
interactive model to explain the nexus. The baseline model shows that only economic and social
globalization are significant in poverty reduction in the developing countries while political
globalization is insignificant. The interaction of institutional quality with globalization revealed
that at better institutions, are needed for the impact of globalization to be felt by the poor. Although
the empirical result shows that globalization reduces poverty, economic growth is a more effect
tool to reduce poverty in developing countries because the result shows that 1% increase in
economic growth reduces poverty by 0.162% in the baseline model as well as subsequent models
as against a reduction from average globalization of 0.066%. Also, policy makers in the
developing countries should encourage school enrolment, fight against price instability and
increasing population because results reveal they are detrimental to the poverty.

Keywords: Globalization, Economic Growth, Poverty Reduction, GMM

1. Introduction

The neoliberal argument suggests that the number of people living in extreme poverty has been on
a decline in recent times. They attribute the progress largely on the rising density of economic
integration between countries and improvement in multilateral and bilateral arrangements (i.e.
globalization in general) promoted by World Trade Organization (WTO). Globalization is said to
have made the use of resources efficient and this has triggered countries and regions to specialize
in line with the principle of comparative advantage. On the contrary, anti-neoliberal stated that the
advanced countries have little interest in poverty reduction in the developing countries. They argue
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that world poverty and inequality have been rising, not falling, due to forces released by
globalization (Mazur, 2000).

The question on whether globalization is good or bad for the poor have been explored in empirical
studies with variant conclusions (Yanikkaya, 2003; Agenor, 2004; Collins & Graham, 2004;
Noguer & Siscart, 2005; Wacziarg & Welch, 2008) but some problems still exist. Prominent
among the problems is the issue of endogeneity because globalization can either be a cause or
effect of income. Also, no consensus as to the measurement globalization because different proxies
have been applied. Most previous studies tend to assign the concept of globalization, especially,
economic globalization to proxies, such as FDI inflows or trade openness. This error tend to
incorrectly estimate the impact of globalization on economic performance according to Dreher
(2006). This is an issue because FDI inflows and trade openness are only components of economic
globalization whereas the concept of globalization is broader and it include other factors such as;
cross-border transactions of goods and services, payments to foreign nationals and portfolio
investment among others. This study applied the KOF Index of Globalization, (Dreher, 2006 and
Dreher & Gaston, 2008) which provides various measures of globalization (economic, social and
political) as against using FDI and trade openness as proxy. The endogeneity problem between
globalization and income was addressed in this study using interaction term and the role of
institution as a means for globalization to reduce poverty was empirically verified.

2. Theoretical and Empirical Literature

The theoretical literature on globalization and poverty nexus have been expanding in recent times
with only few empirical studies. According to Agenor (2004) globalization exhibit a J-curve effect
on poverty and increases absolute poverty in the short run due to a number of factors. These factors
include: Shortage or poor human capital because globalization comes with advanced technology
which require highly skilled manpower than already existing to absorb the technological spillovers.
Cost of transport is another factor because as economies open up to the world through
globalization, cheaper capital becomes available. Also, globalization result to the replacement of
labour with capital in production, and poverty rate might increase before laid-off workers get new
jobs. In addition, increase in the level of competition caused by economic openness may lead to
rise in the poverty rate because domestic firms might be forced out of business. Globalization may
affect the size of government, for instance, decrease in social spending, which might increase
poverty rate. Sinn (1997) used the race to the bottom hypothesis to argue that open economies may
have to compete by lowering taxes followed by less social spending. However, it is not certain as
to whether globalization is the reason behind the fall in in poverty from 79% to about 27% between
the period using an 1981-2001 in China and a fall from 63% to about 42% an international poverty
line of $1.08 per day (at 1993 purchasing power parity) (Chen & Ravillion, 2004).

Furthermore, Rodrik (1998) used the compensation hypothesis to conclude that open economies
develop larger welfare system similar to an insurance institution. Globalization increases poverty
in the long run according to some plausible mechanisms. For instance, Kawachi & Wamala (2007)
argue that trade openness can lead to a faster spread of infectious diseases such as HIVV/AIDs and
Avian influenza virus) and this might result to a fall in productivity with a consequent of an
increase in poverty rate. Also, the adverse effect may affect the poor people more than the rich
and this illustrates the possibility that trade openness can promote growth without decreasing
poverty. In the same vain, globalization can affect social norms and lifestyle patterns of the people.
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These might be in the form of their eating and smoking habits eating which might affect their
health and productivity negatively (Medez & Popkin, 2004; Yach, Wipfli, Hammond, & Glantz,
2007).

In addition, Wade (2004) explains what is known as the neoliberal argument, which holds that
world poverty and income inequality showed signs of falling around 1990 and this is attributed to
increasing economic integration. The empirical literature have always related globalization issues
for poverty reduction through economic growth. For example, Dollar & Kraay (2004) argues that
trade is good for growth, and that there is no systematic relationship between changes in trade
volumes and changes in the income distribution within countries. Thus, they conclude, if trade
increases growth rates, this can translate into proportionate increase in the income of the poor
people. The direct globalization-poverty nexus can mostly be felt in the short run and not
necessarily through economic growth. Growth does not necessarily translate to poverty reduction
because it occurs only when average real income increases, while absolute poverty depends only
on the real incomes of the poor people. Therefore, the capacity of economic growth to reduce
absolute poverty exhibits a large regional variations (Kalwij & Verschoor, 2007).

Among the pioneer studies that attempted to adopt household survey data for more than one
country is the study by Litchfield, McCulloch, & Winters (2003). They applied a multinomial logit
model and concluded that international trade is a means through which household can get out of
poverty in Vietnam. Several reasons were presented by Agenor (2004) as means through which
economic globalization can foster growth and decrease poverty in the long run. These include
direct applications of mainstream economic theory which include: specialization, economics of
scale, competition, incentives for macro-economic stability, and innovation. The more a poor
country is integrated into the global economy, the more her chances of increasing her returns on
higher education and this might in turns, decease the rate of poverty in the long run (Stark (2004).
Using household survey data, Heltel et al. (2003) concluded that trade liberalization leads to
poverty reduction in the long run but only when labour and capital are mobile across sectors. This
is basically because of the increase in the demand for unskilled labour which raises the income of
everyone including those that were formerly self-employed but can easily move into the wage
labor market. In the same vain, Edmonds & Pavcnik (2003) narrate how Trade liberalization of
rice in the 1990s in Vietnam led to a gainful reallocation of labor of the poor from household
occupations to the wage labor market. It is worthy to note that most of the studies reviewed focused
specifically on trade liberalization and not globalization in general. Since the proxy for
globalization is available, this study utilizes it to investigate it impact on poverty over the years.

3. Data, Model and Empirical Strategy

The total number of countries used in this study was 93 and the choice of countries selected for
this study was primarily dictated by available of data and their classification by World
Development as developing countries. The period of study covered is 2005-2013 and was based
strictly on the availability of data for some relevant variables. Our data on globalization measure
is the KOF Index (Dreher et al., 2008), regulatory quality data was obtained from World
Governance Indicators (WGI) and data for all other variables were retrieved from World
Development Indicators (2014).
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A number of proxies to measure poverty have been suggested in literature. Poverty headcount,
Gini coefficient and income per capita have been suggested but these proxies are not without
problems because the dimensions of poverty such as deprivation in education, health and standard
of living are not accounted for. Also, the data on poverty head count and poverty line measured in
terms of United States Dollar (USD) was 1.25 a day between 1981-2011 but recently, this has
changed to 1.90 USD averaged for the period of three years (See World Bank, 2016). Again, these
data is only available for few countries and few years and this has made the usage of the other
proxy for poverty rate was necessary. More reliable to measure poverty is data that captures ability
to acquire basic necessities of life (see Woolard & Leibbrandt, 1999; Ravallion, 1992; Odhiambo,
2009). Poverty have always being measured in terms of income but the expenditure approach
which have been adjudged to be more appropriately captures the ability of households to provide
for their basic needs such as food, clothing and shelter. Some other studies have shown that
household consumption per capita is more reliable and stable compared to income (Odhiambo,
2009). Therefore, this study utilizes the total final consumption per capita of household as a proxy
for poverty reduction (see Quartey, 2005) and this measure tallies with the definition of poverty
according to the World Bank in 1990 as “the inability to attain a minimal standard of living”
measured in terms of basic consumption needs.

3.1 Model Specification

We employed a specification that is largely similar to that of Berg & Nilsson (2014). However,
until the study by Berg & Nilsson (2014), this study utilizes a dynamic model which tends to
capture the previous information about poverty to form part of the model since poverty is a
dynamic phenomenon. Therefore, our baseline model to examine the impact of globalization on
poverty can be expressed as follows:

Poverty,, = g, + ,GLOT, ; + B,GROWTH, ; + BZHUM, | + B,INF, , + B,POPG, | + 14 +v, + &, (1)

Where: Poverty is proxy for household consumption per capita, GLOT denote average total
globalization, GROWTH represents gross domestic product per capita, HUM is human capital
proxied by school enrolment, INF denote inflation rate and POPG is population growth rate and
4, and v, represents country specific and time effects respectively. Since poverty is a dynamic

phenomenon because poverty in the past affects current rate of poverty. Therefore, in a dynamic
framework, the model for this study is specified as:

Povertyi’t =a, +a1Povertyiyt +a2GLOTm +a2GROV\/TH“ +053HUMLt +0{4INFH +a; POPG“ UVt E,
)

Equation 2 captures the dynamism in the relationship between the variables based on the fact that
the lagged dependent variable is part of the independent variables. However, the model has a
potential problem of endogeneity as well as reverse causality because of the relationship between
the lagged dependent variable and the error term. To overcome this problems, the generalized
method of moments (GMM) estimator specifically developed by Arrelano & Bond (1991),
Arrelano & Bover (1995), and Blundell & Bond (1998) for dynamic panel data modelling was
applied. Specially, to control for country unobserved effects, these estimator applied the
differencing procedure for the variables or used instruments. Again, the lagged dependent variable
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and previous information of the independent variables are used as internal instruments. To
eliminate unobserved specific effects, the first difference of equation (2) is presented as:

Poverty, — Poverty . , = 8(Poverty, , — Poverty, ,) +«, (GLOT,, —GLOT, ;) + a, (GROWTH, — GROWTH ;)
+ 0(3(HU|\/| it HUM it—1) ta, (INFit - INFit—l) + QS(POPG“ - POPGit—l) + (git - 8it—1)
(3)

Applying the differencing method suggests that the constant variables over time are eliminated.
Also, internal instruments are needed to remove the likely endogeneity of the independent

variables and the problem that might arise when the newly constructed error term it = €t is
correlated with the lagged dependent variable Poverty, — Poverty, ,. The instruments uses the powers

of the panel structure of the data in that they comprise of previous information or observation of
the independent and lagged dependent variables. However, this method allows for current and
future values of the independent variables to be affected by shocks emanating from poverty rate.
It is this type of endogeneity problem that the GMM is designed to handle. If it is established that
the error term is not serially corrected and the independent variables are weakly exogenous, the
GMM panel estimator considers the following conditions of moment:

E[Povertyit_2 (gi,t — & )J =0 4)
E[GLOT (‘9 it it )J =0 (5)
E|GROWTH,, (;, ¢, )|=0 (6)
E_HUMit—l(gi,t &t J: 0 (7)
E_INFit—l(gi,t _‘9i,t—1)J: 0 (8)
E[POPG, (&, —&,.4)|=0 )

In theory, the potential set of internal instruments emanates from all sufficiently large observations
(instruments grows with time period, T). This study falls under this situation and uses three lags
of each time-varying independent variables. The GMM estimator which is shown in equation 3 is
called the difference GMM. Despite its advantages in favour of a simpler panel data estimator, the
difference GMM has some statistical problems. This is because the persistence of the explanatory
variables over time renders the lagged levels of these variables weak instruments in the difference
GMM (Blundell & Bond, 1998; and Alonso-Borrego & Arrelano, 1999). The presence of weak
instruments in the difference GMM regression equation affects it asymptotic and small sample
performance to produce inefficient and biased coefficients. Therefore, to reduce the possible biases
and inefficiencies associated with the difference GMM, an estimator that put together the
difference and level equation into a system of equation is considered for this study. The method is
known as the system GMM developed by Arrelano & Bover (1995) and Blundell & Bond (1998).
The findings of this study are based on the results of twostep system GMM.

Furthermore, the consideration to introduce interaction terms in regression models have gained
supports in empirical research of the 21st century and this is due to the fact that interaction terms
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are ways to establish indirect link between variable. This study adopts this approach to examine
the link between globalization and poverty reduction in developing countries. The variables to be
interacted is the institutional quality explains country characteristics in terms of the economic and
political structure as well as the ability of the government to formulate and implement sound
policies that promote private sector growth. The proxy used to capture this is the regulatory quality.
Therefore, the model with interaction term is specified as:

Poverty,, =, +a,Poverty, +a,RUQ, , +@,GLOT,  +@,GROWTH, , +a,HUM, , +INF, +a,POPG, , +a,(GLOT *RUQ) + 11, +v, +&,,
(10)

The equation (10) is the model with the interaction term. Recently, the importance of multiplicative
interaction models in economic analysis have been established. Including interaction terms to a
regression model have the potential to greatly expand the understanding of the relationships among
the variables in the model and allows for more hypotheses to be tested. In the globalization-
poverty nexus, the use of institutional quality became necessary because the policy to allow free
trade between countries depends on good institutions (Anderson & Marcouiller (2002). Therefore,
since the debate as to whether globalization reduces poverty or not has not ended, the empirical
verification of this nexus contingent on institutions quality is paramount.

However, the interpretation of interaction terms in recent times has been viewed differently
(Brambor, Clark, & Golder, 2006; Kam & Franzese; 2007). They suggests researchers to desist
from current practice of interpreting interaction terms based on a single constant effect but should
focus on interpretations which are based on multiple marginal effects depending on the variable
(s) upon which the interaction is based (Brambor et al., 2006; Kam & Franzese, 2007).

oPoverty,

OGLOT,
significance of the marginal effect cannot be concluded by the standard errors of (as,as) because

the standard cannot be averaged according to Kam & Franzese (2007). They suggest the
computation of a new standard error for the different values of RUQ and considering minimum,
mean and maximum. Therefore, the interaction terms in this study would be interpreted based on
marginal effects with robust standard errors. For the equations (10), the marginal effects estimation
is described below as follows:

The marginal effect of institutional quality is = a, +azRUQ,, for equations (10). The

O cooerty, = >Var(&3) + RUQ, Var(a,) + 2RUQ,COV (as «, ) (11)

OGLOT,,

The equations (10) yield the standard error of the marginal effect of globalization on poverty
conditional on the quality of institutions. From this equation, the institutional quality indicator will
have significant effects on poverty level if the marginal effects in equation (11) is found to be
significant. Brambor et al. (2006) illustrated that only a hand-full of studies which adopted the
multiplicative interaction approach calculated the marginal effect by obtaining robust standard
errors. It therefore means that majority of the studies that used multiplicative interaction models
without considering the computation of a separate standard error are misleading and this study is
timely to fill the gap especially in the international trade literature.
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4. Results and Discussions

The discussion of the results of this study commences by explaining the bi-variate relationship
between the variables under consideration and the Pearson correlation analysis was applied (Table
1). All the variables produced a positive and strong relationship with poverty rate except for
inflation rate and political globalization. This suggests that a large percentage of the variables
considered in this study have positive and strong correlation with poverty and when taken seriously
by policy makers, the rate of poverty in developing countries might fall continuously. Specifically,
all the components of globalization and average total globalization shows a strong and positive
relationship with poverty reduction expect for political globalization whose correlation value is
0.11.

Table 1: Correlation Matrix

Variable Poverty GDPC HUMAN INF POPG RUQ GLOT ECG SOLG POLG

Poverty 1

GDPC 0.97 1

HUMAN  0.78 0.76 1

INF -0.01 -0.02 0.02 1

POPG -0.59 -0.57 -0.57 -0.02 1

RUQ 0.52 0.49 0.49 -0.25 -0.35 1

GLOT 0.78 0.76 0.76 -0.09 -0.52 0.70 1

ECG 0.61 0.60 0.60 -0.17 -0.41 0.64 0.78 1

SOLG 0.87 0.84 0.76 -0.07 -0.63 0.58 0.85 063 1
POLG 0.11 0.10 0.07 0.03 -0.01 0.27 0.48 0.01 0.13 1

Note: GDPC=GDP per capita, HUMAN=Human Capital, INF=Inflation rate, POPG=Population growth,
RUQ=Regulatory quality, GLOT=Total globalization, ECG=Economic globalization, SOLG=Social globalization,
POLG=Political globalization. All variables are logged except regulatory quality.

Table 2: Twostep System GMM: Impact of Globalization on Poverty Reduction (Baseline Models)

Variable Model 1 Model 2 Model 3 Model 4
Lagged Poverty 0.801 (0.011)*** 0.807(0.011)**= 0.771(0.116)*** 0.808 (0.011)***
Growth 0.162(0.009)*** 0.161(0.010)**= 0.177(0.009)*** 0.164(0.009)***
Human capital 0.021(0.009)** 0.023(0.009)** 0.024(0.100)** -0.025(0.009)***
Inflation -0.001(0.002)*** -0.001(0.0002)*** -0.001(0.002)** -0.001(0.0002)***
Population growth -0.009(0.002)*** -0.009(0.002) -0.006 (0.003)** -0.010(0.003)***
Globalization (Total) 0.066(0.018)*** -

Economic Globalization 0.030(0.045)**

Social Globalization - 0.068 (0.012)***

Political Globalization - - 0.007(0.006)
Constant -0.104 (0.054)** 0.003 (0.038) -0.006 (0.034) 0.050 (0.038)
Groups 91 91 91 91

No. of Instruments 33 33 33 33

AR(1) 0.003 0.003 0.003 0.003

AR(2) 0.872 0.893 0.860 0.872

Hansen 0.075 0.064 0.077 0.059

Notes: the standard errors are reported in parentheses. The number of instruments for all models are greater than the number of groups and
significance is indicated as follows: ***, ** and * for 1%, 5% and 10% respectively. Time dummies are jointly significant. All model are estimated
using xtabond2 as in Roodman(2009)
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Table 3: Twostep System GMM: Impact of Globalization on Poverty Reduction
(Interactive Models for Globalization (Total))

Variable Model 1 Model 2 Model 3
Lagged Poverty 0.793 (0.011)*** 0.795(0.011)*** 0.793(0.111)***
Growth 0.166(0.009)*** 0.161(0.010)*** 0.168(0.009)***
Human capital 0.028(0.009)** 0.022(0.010)** 0.021(0.100)**
Inflation -0.0005(0.0002)*** -0.001(0.0003)*** -0.001(0.0003)**
Population growth -0.010(0.002)*** -0.009(0.002)*** -0.009 (0.003)***
Regulatory Quality 0.017(0.006)*** 0.007(0.006) -0.087(0.084)
Globalization (Total) 0.057(0.017)*** 0.073(0.020)***
Economic Globalization -

(Economic 0.024(0.022)
Globalization*Regulatory

Quality)

Social Globalization -
Political Globalization - -

Constant 0.127 (0.039)** -0.055 (0.063) -0.123(0.074)
Groups 91 91 91
No. of Instruments 33 34 35
AR(1) 0.003 0.003 0.003
AR(2) 0.867 0.867 0.866
Hansen 0.058 0.074 0.079
MARGINAL EFFECTS Maximum Mean Minimum
0.097(0.015)*** 0.064(0.045)* 0.032(0.069)

Notes: the standard errors are reported in parentheses. The number of instruments for all models are greater than the number of
groups and significance is indicated as follows: ***, ** and * for 1%, 5% and 10% respectively. Time dummies are jointly
significant. All model are estimated using xtabond?2 as in Roodman(2009)

The baseline models (Table 1) is presented to show the empirical results of the nexus between
globalization, economic growth and poverty reduction in developing countries. The three division
of globalization (economic, social and political) revealed interesting relationships with poverty.
While average total globalization, economic and social globalization are means through which
poverty can be reduced, political globalization is not significant in reducing poverty in developing
countries. This finding is consistent with the studies by Wade (2004) and Bergh & Nilsson (2014)
who conclude that globalization generate mutual benefit across the world. Similarly, economic
growth which has been widely considered a perquisite for income generation and poverty reduction
in many countries produced a positive result in this study. In fact, the result shows that economic
growth is a more effective tool for poverty reduction than globalization. This can be revealed by
the fact that a 1% increase in average total globalization reduces poverty rate by 0.067%, 0.030%
for economic globalization and 0.068% for social globalization while for economic growth, the
rate of reduction in poverty is 0.162%. This results suggests that more should be done to promote
rapid economic growth for poverty reduction. However, the issues of high rate inflation and rapid
population growth must be addressed because the results in this study (Table 1) shows that poverty
is increased when inflation and population growth are increasing.
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Furthermore, the role played by institutions in the globalization-poverty nexus was empirical
investigated and the results presented in table 3. The results are based on the calculated robust
standard error approach suggested by Brambor et al (2006). The estimated result shows that higher
level of institutional quality is essential for globalization to reduce poverty in developing countries.
Countries are expected to promote good institution for the effects on globalization to be felt by the
poor. Also, the promotion of globalization is essential for the improvement of quality of
institutions (Bergh, Mirkina & Nilsson, 2014).

5. Conclusion

This study investigates the impact of globalization and economic growth on poverty reduction
using 93 developing countries for the period 2005-2013. The debate as to whether globalization
reduces poverty in developing countries has not been laid to rest. The empirical findings of this
study found that globalization is a poverty reducing agents and countries must have effective
regulatory quality to direct the impact of globalization to the poor. This finding is consistent with
the study by Wade (2004), Bergh & Nilsson find globalization to be of mutual benefit to all. The
finding by Le Goff and Singh (2011) also conclude that trade openness is an essential for poverty
reduction in Sub-Saharan African countries especially when the macroeconomic structure of these
countries are stable. Additional findings were produced by economic growth which is shown to be
more effective to reduce poverty. Worthy to note are impacts on poverty emanated from the
inflation rate, human capital development and population growth. To effectively address the plight
of the poor in the developing countries, policy makers must consider a stable economy, promote
human capital development through school enrolment and control the growing population which
usually erode the gains from globalization.
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