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Abstract 

The Effect of Trade Liberalization on Income 

Inequality in the Case of China 

 

YAN SIYING 

International Commerce 

Graduate School of International Studies 

Seoul National University 

 

Since China adopted the reform and opening up policy in 1978, it has been 

accelerating its process of trade liberalization. After the accession into the WTO in 

2001, China has been more active in integrating into the world economy. But the 

income gap between the rich and the poor is widening in the background of trade 

globalization. We can see it from the fact that China’s Gini coefficient has been above 

0.4 since 2000, an international warning level for inequality. Under the 

circumstances of deteriorating income distribution, it is meaningful to study the 

relationship between trade liberalization and disparity of income distribution in 

China and provide suggestions on how to improve it.  



 

With Gini coefficient as measurement of income inequality, and trade 

dependence ratio as measurement of trade liberalization, this paper runs OLS 

regression using the time series data of China.  

It turns out that overall, trade liberalization has worsened the income 

inequality in China since the reform and opening up policy was adopted in 1978. 

Nevertheless, it is also proved that there is an inverted U shaped relation between 

trade liberalization and income inequality, which implies that as trade becomes more 

and more liberalized, income inequality gets worse at first and then gets ameliorated.  

There is no doubt that trade openness has provided great impetus for 

economic growth despite the fact that it has enlarged the income gap. But we should 

have the confidence that the negative effect on income distribution is temporary. 

With the further deepening of reform and the improvement of market economy, trade 

liberalization will gradually ameliorate the income inequality in the long run.  
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I. Introduction 

In the era of economic globalization, each country gradually integrates into the 

system of international labor division and cooperation in order to promote economic 

growth.  

 

Since China adopted the reform and opening up policy in 1978, it has been 

accelerating its process of trade liberalization. Tariffs have been dramatically cut and 

NTBs1 have been significantly eliminated. After the accession into the WTO in 2001, 

China has been more active in integrating into the world economy.  

 

There have been empirical studies supporting trade openness increases income. 

There are also statistics revealing that trade liberalization intensifies income 

inequality. In the case of China, the incomes of the poor are increasing, but it seems 

like that the rich are getting richer much faster. Thus, the income gap between the 

rich and the poor is widening in the background of trade globalization. We can see it 

                                                             
1 Non-tariff barriers to trade (NTBs) are trade barriers that restrict imports, but are unlike the usual 

form of a tariff. Some common examples of NTB's are anti-dumping measures and countervailing 

duties, which, although called non-tariff barriers, have the effect of tariffs once they are enacted.  

https://en.wikipedia.org/wiki/Trade_barrier
https://en.wikipedia.org/wiki/Import
https://en.wikipedia.org/wiki/Tariff
https://en.wikipedia.org/wiki/Dumping_(pricing_policy)
https://en.wikipedia.org/wiki/Countervailing_duties
https://en.wikipedia.org/wiki/Countervailing_duties
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from the fact that China’s Gini coefficient has been above 0.4 since 2000, an 

international warning level for inequality.  

 

Reform and opening up policy 

The paramount leader Deng Xiaoping brought up the idea of reform and opening up 

policy during the Third Plenum of the 11th Central Committee Congress of the 

Communist Party of China in December 1978. The economic reforms began to 

accelerate the market model from 1979. Meanwhile, China opened its economy to 

international trade.  

 

In 1992, the concept of socialist market economy was introduced by Deng Xiaoping 

for the purpose of incorporating the market into the planned economy in the People’s 

Republic of China. Since then, China has been in the transition from planned 

economy to socialist market economy.  

 

Before 1979, more than 90 percent of international trade was controlled by the 

central government in China. Since 1991, almost all exports were deregulated, as 

well as imports. The Chinese government abolished almost all the planning on 

https://en.wikipedia.org/wiki/Third_Plenary_Session_of_the_11th_CPC_Central_Committee
https://en.wikipedia.org/wiki/Third_Plenary_Session_of_the_11th_CPC_Central_Committee
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exports and imports by 1994.  

 

Before the reform and opening up policy, imports in China were mainly controlled 

through high tariffs. Since the year 1992 when China started large-scale trade 

reforms, its tariff rates have been cut significantly almost every year. Remarkable 

growth have been seen in both exports and imports. China once ranked 32nd in terms 

of international trade in the world back in 1978. As trade is more and more liberalized, 

the ranking improved to 10th in 1997, 6th in 2001 and 1st nowadays.  

 

WTO Accession 

After the accession into the World Trade Organization (WTO) in 2001, China took 

several steps to promote trade liberalization. On January 1st, 2002, import tariffs was 

cut by the Chinese government for more than 5,000 goods. Meanwhile, quota and 

license arrangement were abolished for grains, cotton, chemical fertilizers, and so 

on. What’s more, laws and regulations those were not consistent with WTO rules 

were modified or even abolished.  

 

Also around that time, new laws and regulations were issued by the government 
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concerning service trade, financial institutions, telecommunications, and so on. Also, 

the Chinese government have been taking measures to ensure compliance with WTO 

rules on foreign investment, intellectual property and information transmission.  

 

There is no doubt that trade liberalization comes with both benefits and costs. Under 

the circumstances of deteriorating income distribution, it is imperative to analyze the 

effect of trade liberalization on income inequality before the Chinese government 

design or implement any related policies.  
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II. Literature Review 

In recent years, as the pace of globalization accelerates, the relation between trade 

liberalization and income inequality has caused great concern. Numerous studies 

have been done both theoretically and empirically.  

 

As one aspect of trade liberalization, there have been vigorous debates on whether 

poor people can gain from it. Some economists argue that poor people can benefit 

quite a lot from international trade. On the other hand, others hold the opinion that 

people who cannot be seen as poor get most of the benefit from international trade.  

 

Stiglitz (1998) and Hurrell and Woods (2000), among others, argue that globalization 

causes inequality to grow worse because trade increases differentials in returns to 

education and skills. They point out that certain geographic regions or groups of 

people are marginalized by globalization.  

 

Guillermo Perry and Marcelo Olarreaga (2006) studies 17 Latin American countries 

and concluded that in most cases trade reforms were accompanied by the 
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deterioration in income equality.  

 

These studies may be used for reference when studying the case of China, but most 

of them were done studying a group of countries. The studies using China as an 

object may be more enlightening.  

 

Zhao Ying (2003) did some research about the impact of China’s opening on its 

income gap from the two aspects of trade and foreign direct investment. The result 

implied that both FDI and trade openness would enlarge the income gap in China. 

Wang Shaojin (2007) studies the cross-province panel data from 1991 and 2004 and 

concluded that the increase of import and export and inflows of FDI both distributed 

to worsening the income inequality in China. Lu Xiaodong (2008) also employed the 

cross-province panel data from 1995 to 2005 and discovered that trade was one of 

the main reasons of the enlargement of China’s income gap.  

 

Some Chinese scholars had some a bit more special findings concerning this problem. 

Hu Chao (2008) employed the time series data from 1985 to 2005 and found out that 

trade has an inverted U shaped relation with income inequality. Trade was found to 
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first worsen the income inequality and then ameliorate it. Rao Yao (2008), as well, 

through theoretical studies and econometric models, concluded that trade is not 

always enlarging the income gap. Instead, the impact was like an inverted U shaped 

curve like the economist Simon Kuznets brought up in the year 1955. She asserted 

that trade would enlarge the income gap until it reaches a turning point and then 

starts to narrow down the income gap. And the economic situation in China was not 

well enough to reach the turning point at the present stage and income inequality 

would continue to grow worse with trade liberalization until it reaches the turning 

point and then starts to improve income distribution.  
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III. Data and Methodology 

Income share held by highest, second, third, fourth and lowest 20% of the whole 

national income in China can be intuitive and easy to figure out how the income 

distribution changes over time.  

[Figure 1] Income share in China 

 

                  Source: World Bank Database 

 

As shown in [Figure 1], as China is participating more and more actively in 

international trade, the income share held by highest 20% (the dark blue part at the 

bottom) has been gradually increasing. Back in 1980s, the share was around 20% of 
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the whole national income. But now it has increased to almost 30% recently.  

 

On the other hand, the income share held by lowest 20% (the light blue part at the 

top) has dramatically decreased. This figure shows that the income share held by 

lowest 20% has decreased gradually since 1980s. Originally, it was around 4% and 

now it has decreased to almost 1.5% in 2010.  

 

Thus, we can see clearly that as time goes by, the rich are getting more benefits from 

trade openness than the poor in China.  

 

This paper uses the Gini coefficient as dependent variable. The Gini coefficient is to 

measure the income distribution of a nation. It is the most commonly used measure 

of inequality of a nation as a whole.  

 

Main independent variable is trade dependency ratio. Trade dependency ratio is used 

as a measure of the level of trade liberalization of a country as a whole, which is the 

sum of exports and imports of goods and services measured as a share of gross 

domestic product.  
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[Figure 2] Gini Index and Trade Dependency Ratio 

 

Source: World Bank Database; National Bureau of Statistics of China 

 

As shown in [Figure 2], since 1978, the trend of Gini coefficient and trade 

dependency ratio have been moving closely with each other. They both started to 

increase gradually after the reform and opening up policy of Deng Xiaoping was 

adopted in 1978. It is easy to let us make some connection between the trade 

liberalization and income inequality.  

 

The trade to GDP ratio fell sharply in 1997 because of the 1997 Asian financial crisis. 

It can also be observe that after 2001, this ratio increased much more dramatically 
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than previous years and I suppose the reason is China became a WTO member in 

2001 and further the participation in international trade. And since 2008, the ratio 

starts to fall obviously and I think it is because of the 2008 global financial crisis that 

hurts the economies of most countries all over the world, including China’s main 

trade partners like US and Japan, and also China itself.  

 

Based on these observations, I suppose they are somehow closely related, though not 

entirely.  

 

The basic model in this paper is set up based on all these observations and literature 

review, where α is the intercept and ε stands for the error term.  

 

[Model 1] 

GINI=α+β1*TRADE+β2*FDI+β3*EDU+β4*FIRST+β5*LnGDPpc+β6*POP+ε 

 

In the basic model, several control variables are added along with the main 

independent variable.  
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Gini stands for Gini index in the unit of percentage as the dependent variable, which 

is chosen in this paper to represent the level of income inequality in China. Since we 

are studying how trade liberalization affects the whole situation of income 

distribution in China, we use the national Gini index as the dependent variable, 

instead of urban Gini index or rural Gini index.  

 

Trade here stands for trade to GDP ratio, also known as the trade dependency ratio. 

It is used in this paper to measure the level of trade liberalization in China as the 

main independent varialbe. Based on the Heckscher-Ohlin model (H-O model), trade 

can be seen as one of the main factors that would have significant impact on income 

distribution in a country. The H-O model says that a country tends to export the good 

which is produced with the factor that the country is abundantly endowed with. The 

Stolper-Samuelson Theorem, one of the basic theories in the H-O model, states that 

with the increase of international trade, if the relative price of a good increases, 

returns to the factor that is intensively used in the production of the good will rise 

while returns to other factors will fall. Thus, trade will change the situation of income 

distribution within a country. In the case of China, as the pace of globalization 

accelerates, China has opened its market to the rest of the world step by step and at 



 

13 

 

the same time acquires momentum for its economic growth. As a coin has two sides, 

the problem of income inequality has been getting more and more serious and critical. 

Based on these facts, we expect trade to have a positive correlation with Gini index, 

implying that trade liberalization has worsened the income equality in China.  

 

FDI is the percentage of net inflows of foreign direct investment in total GDP. Using 

foreign investment could impact income equality. Since China adopted the reform 

and opening up policy in 1978, the level of the openness to foreign capital has raised 

significantly. Foreign investment may positively affect the income distribution in the 

way that it covers the shortage of fund for economic development. At the same time, 

the inflows of foreign capital provides more job openings and reduce the 

unemployment rate in China. In this way, it could help raise national income and 

contribute to narrowing down the income gap. On the other hand, foreign investment 

could negatively affect the income distribution in the way that foreign capital is 

usually invested in the sector of tradable goods. In that case, it could be easier and 

more possible for skilled labors to find jobs and get their waged raised. Therefore, 

the income gap between skilled labors and unskilled labors may be widened. Another 

fact worth mentioning here is that since the infrastructure, environment for 
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investment and financing in East China (provinces, coastal) are far more favorable 

than those in Middle China and West China, resources are not evenly allocated 

among these regions in China. Foreign direct investment is as well much more 

focused in East China, especially coastal areas. This may enlarge the income gap 

among different regions in China. Overall, foreign direct investment may have a 

complicated effect on the income distribution.  

 

EDU is used as a measurement of tertiary education level in China. It is the sum of 

the students who are currently enrolled in and those who have already graduated 

from universities and colleges divided by the total economically active population. 

Education is closely related to individual income level. According to Kuznets, as an 

economy grows, mass education will create more employment opportunities and 

thus ameliorate income inequality. With the rapid growth of China’s economy, 

university enrollment has increased day by day. It becomes more and more fair and 

possible for every individual in China to get tertiary education so they can get a job 

much more easily than before. Eventually, this is believed to help improve the 

income inequality in China. Thus, EDU is expected to have a negative correlation 

with Gini index, meaning that as the labor with tertiary education increases, the level 
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of income inequality decreases.  

 

FIRST stands for the employment in agriculture of total employment in China. As 

the industrial structure develops in a country, it is thought that it could help narrow 

down the income gap. Generally speaking, with the development of a society, the 

leading industry shifts from primary industry to secondary industry and then to 

tertiary industry. In this procedure, since secondary and tertiary industries can 

accommodate a lot more labor force than primary industry, their income can be 

increased. Therefore, the overall income level can be raised and income inequality 

can be eased to some extent. If the employment in agriculture is high, then the 

possibility these employees transfer to secondary or tertiary industries is low. The 

economic structure is a typical example of W. Arthur Lewis’s Dual-sector Model. In 

a developing country, there is quite a large portion of unproductive labor hidden in 

the agricultural sector. It makes it more difficult to raise their income and meanwhile, 

the problem of income inequality becomes tougher to tackle. Since Deng Xiaoping’s 

reform and opening up policy was adopted in 1978, the share of primary industry in 

the whole GDP has been continuously declining and the share of secondary and 

tertiary industries have been ascending correspondingly in China. The leading 
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industry shifted from primary industry to secondary industry. In this paper, the 

employment in agriculture of total employment is used to measure the level of 

industrial development in China and it is expected to have a positive correlation with 

Gini index because the more labor work in primary industry, the more unfavorable 

it is for the income equality.  

 

LnGDPpc means the natural logarithm of GDP per capita of China, a variable chosen 

in this paper to represent the level of economic growth of a country. The level of 

economic growth is believed to, directly or indirectly, influence the income 

distribution to some extent. According to the inverted U-shaped relation between 

income inequality and economic growth, which was first brought up by economist 

Simon Kuznets in the year 1955, in the beginning stage of a country’s economic 

growth, especially when national income per capita increases from the lowest level 

to middle level, income distribution tends to deteriorate at first. Then with the 

continuous development of the country’s economy, income inequality will be 

improved gradually until it is relatively fair. As the income inequality rises first and 

then falls again, it is believed to form an inverted “U” shape when and if it was 

graphed.  
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From the 1980s, the Chinese economy has ever been growing quickly. But at the 

same time, the income gap has been enlarging and it looks like it is going to enlarge 

further. So if the economic development of China fits what Kuznets curve graphs, 

the income gap is still in the left side of the curve, referring to the fact that the income 

inequality is increasing and it has not reached the turning point, which is followed 

by the gradually falling stage, yet. Based on this theory, GDPpc, which represents 

the level of economic growth of a country here in this paper, is expected to have a 

positive effect on Gini index, which means that with the increase of GDP per capita, 

income equality tends to deteriorate in China.  

 

POP represents the annual rate of population growth in China. It is chosen here in 

this paper as an independent variable is because of the fact that in China, the 

population growth rate in rural areas is higher than that in urban areas. China is 

traditionally an agricultural country and a majority of the rural population makes a 

living by farming. The need for more labor force makes the population growth rate 

in rural areas remain at a high level. With the deepening of trade liberalization, a 

large portion of the rural population will migrate into big cities to seek jobs while 
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the rest of them are left still in rural areas to farm their lands. Usually these migrants 

from rural areas will be engaged in jobs which mostly involve manual labor due to 

their low education level. These jobs are relatively low paid jobs. In this way, the 

income gap between these migrants and other high-income people will grow wider. 

Based on this, POP is expected to have a positive correlation with Gini index, 

meaning that with more people born in China, the income inequality will get worse.  

 

Considering that export and import may have different effects on income distribution, 

EXP, export dependency ratio (export to GDP ratio), and IMP, import dependency 

ratio (import to GDP ratio), are used in Model 2 and Model 3 to replace TRADE.  

 

[Model 2] 

GINI=α+β1*EXP+β2*FDI+β3*EDU+β4*FIRST+β5*LnGDPpc+β6*POP+ε 

[Model 3] 

GINI=α+β1*IMP+β2*FDI+β3*EDU+β4*FIRST+β5*LnGDPpc+β6*POP+ε 

 

Date Sources  

The research data in this paper is the time series data from 1982 to 2014 since some 
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data is not available from 1978. Trade dependency ratio, export dependency ratio, 

import dependency ratio,  GDP per capita, employment in primary industry, FDI, 

GDP, labor with tertiary education and population growth are all collected and 

computed from National Bureau of Statistics of China, Chinese Statistical Yearbook 

and World Bank Database. Gini index usually includes national Gini index, urban 

Gini index and rural Gini index. In this paper, we use national Gini index as 

dependent variable and it is collected from Chinese Statistical Yearbook.  
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IV. Empirical Results 

Regressions are run for three models using Stata and the results are as follows.  

[Figure 3] Regression Results 

 

 

As is shown in the regression result, most of the independent variables we chose in 

this paper show significant correlations with the dependent variable Gini index.  
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EXP positively affects GINI, as is shown in the result. Since the reform and opening 

up policy, most of China’s exportation has been labor-intensive products due to its 

comparative advantage in labor. The overall relative price of these export goods 

increased due of the great demand in the global market. This export-oriented 

development strategy accelerated the process of industrialization and the great 

demand for labor induced those surplus labor in rural areas to migrate to urban areas. 

The national income improved and the relative income level of labor, which was 

used to paid low levels, was supposed to rise and then to narrow down the income 

gap. But with labor continuously flooding into export industries from rural areas and 

other industries, the relative income level may fall instead of rise in the short term. 

Furthermore, with the increase of exports from other developing countries, China 

has to lower the price of exports to maintain price competitiveness. In most cases, 

the price is lowered through exploiting the labor. In this regard, the income gap can 

be widened in the short run.  

 

IMP does not show significant relation with GINI. On the other hand, according to 

the SS Theorem, through importation, income inequality is supposed to be reduced 

through the drop in the relative income of the owners of capital and technology, 
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which are the scarce factors in China. But considering the unique situation in China, 

a majority of imports is for the purpose of being processed and exported again to the 

global market. Most imports are not imported for consumption, but for processing. 

The effect of importation on easing the income inequality is undermined.  

 

TRADE has a positive linear relation with Gini index, which means as trade is more 

liberalized in China, the income inequality gets more serious. Overall, the result is 

not consistent with The Stolper-Samuelson theorem. Why? Is that the theory is 

wrong? Or is it not applicable to China?  

 

In order to find out the answer, this paper puts TRADE and TRADE² into an equation 

to run regression with GINI, as is shown in the following equation.  

• GINI=α+β1*TRADE+β2*TRADE²+ε 
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[Figure 4] 

 

 

As the figure shows, TRADE² comes back with a negative relation with GINI, which 

means there is an inverted U shaped relation between trade liberalization and income 

inequality. Trade enlarges income gap at first. But when it reaches certain level, it 

begins to narrow down the gap in the long run just as the SS theorem predicts.  

 

But considering the positive relation with TRADE and GINI, it means even though 

there is an inverted U shaped relation, overall, trade has worsened the income 

inequality in China since the reform and opening up.  
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The impact of trade on income equality can be seen from two aspects. The first one 

is the impact of exportation on income equality. As we discussed earlier in this paper, 

in the initial stage of reform and opening up, most of China’s exportation was labor-

intensive products due to its comparative advantage in labor. The overall relative 

price of these export goods increased a lot due of the great demand in the global 

market. This export-oriented development strategy accelerated the process of 

industrialization and the great demand for labor induced those surplus labor in rural 

areas to migrate to urban areas. The national income improved and the relative 

income level of labor, which was used to paid low levels, was supposed to rise and 

then to narrow down the income gap. But with labor continuously flooding into 

export industries from rural areas and other industries, the relative income level may 

fall instead of rise in the short term. This may lead to the widening of income gap 

unexpectedly in the short run.  

 

What’s more, as the share of capital-intensive and technology-intensive products in 

total exports began to grow gradually, capital and technology owners also started to 

benefit from trade and the income gap between them and those employees working 

in labor-intensive industries got widened.  
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On the other hand, compared to other developed countries, China is still relatively 

lagging behind in capital and technology. The need for capital-intensive and 

technology-intensive products is usually satisfied through importation. The increase 

of imports will lead to the decline of the domestic price of that product and 

meanwhile the domestic production of that product will decline. Accordingly, the 

relative price of capital and technology will decrease. For the owners of capital and 

technology in import-competing industries, who used to be paid high, their interests 

will be damaged. Through importation, the relative price of those products which are 

produced with scarce factors like capital and technology will drop. Thus, income 

inequality is supposed to be ameliorated through the drop in the relative income of 

the owners of capital and technology. But considering the unique situation in China, 

a majority of imports is for the purpose of being processed and exported again to the 

global market. Most imports are not imported for consumption, but for processing. 

The effect of importation on income inequality is destroyed.  

 

Also for the employees who used to work in import-competing industries, they may 

have to lose their jobs. Although eventually, they may find new jobs elsewhere, it 
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may be not so easy for them to get themselves employed again so quickly.  

 

To sum up, overall, as trade becomes more and more liberalized in China, income 

inequality has worsened since the reform and opening up in 1978. In the beginning 

stage of trade liberalization, trade has intensified the income inequality in China. But 

with the further deepening of trade openness, trade is believed to help ease the 

income inequality just as the SS Theorem predicts in the long run. Time and patience 

is needed in this regard. To take another look at [Figure 2], it is not difficult to find 

that for the last decade, Gini Index was not that fluctuated as it was before that. The 

whole line of Gini Index looks quite similar to the left side of an inverted U shape. 

At least this proves that trade will not always worsen the income inequality in China. 

Trade will eventually help to narrow down the income gap and bring about a more 

even income distribution in China as long as we have the patience and confidence.  

 

As [Figure 3] shows, EDU has a positive relation with GINI, though not in all the 

models, according to the regression result. It implies that with more people getting 

higher education, the income inequality has got worse. But according to Kuznets, as 

an economy grows, mass education will create more employment opportunities and 



 

27 

 

thus ameliorate income inequality.  

 

Similarly, in order to further examine the relation, this paper puts EDU and EDU² 

into an equation to run regression with GINI, as is shown in the following equation.  

• GINI=α+β1*EDU+β2*EDU²+ε 

[Figure 5] 

 

 

The negative relation between EDU² and GINI means that there is also an inverted 

U shaped relation between education and income inequality. But there is still a 

positive relation between EDU and GINI, which means overall, education has 

worsened the income equality in China.  
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This is probably due to the fact that the penetration of education will have two 

different kinds of effects on one economy. On one hand, the increase of labor with 

tertiary education will at first worsen the income equality. But then, when the 

education penetration rate keeps rising and reaches a certain level when most people 

can get high level education, the income inequality will be reduced. On the other 

hand, the accumulation of human capital in the society will compress the relative 

wage of these people and therefore ease the income inequality. Considering China’s 

basic conditions, the penetration rate of higher education is still relatively low and 

education resources are mainly relocated in Eastern China, most of which is coastal 

area. Considering this specific condition in China, the opportunity for people to 

receive higher education is unequal. It is not so easy for people from rural areas and 

low-income families to receive quality education. People from urban areas and high-

income families are more likely to receive higher education and get high-paid jobs 

and thus the income gap is widened.  

 

On the whole, the penetration level in China is not high enough to have eased the 

income inequality.  
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As [Figure 3] shows, LnGDPpc has a positive linear relation with Gini index, which 

indicates that on the contrary to the continuous increase of overall income level, the 

unfairness of income distribution has grown more and more severe and critical. 

According to Kuznets curve, in the beginning stage of a developing country’s 

economic growth, income distribution tends to deteriorate at first. Then with the 

continuous development of the country’s economy, income inequality will be 

improved gradually until it is relatively fair.  

 

In order to see if Kuznets curve is applicable to China, this paper puts GDPpc and 

GDPpc² into an equation to run regression with GINI, as is shown in the following 

equation.  

• GINI=α+β1*GDPpc+β2*GDPpc²+ε 
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[Figure 6] 

 

 

As the result shows, the negative relation between GDPpc² and GINI implies an 

inverted U shaped relation between economic growth and income inequality, which 

is exactly what the Kuznets curve predicts. The positive relation between GDPpc 

and GINI implies that on the whole, since 1982, with the rapid economic growth, the 

income distribution has become more and more uneven.  

 

Under the general principle of “letting some people get rich first”, which was brought 

up by the greater leader Deng Xiaoping after the policy of reform and opening up, 

most of the government development policies have favored heavy industries, cities 
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and special economic zones. This unbalanced growth makes it contribute negatively 

to the income distribution in China. Since we discovered the existence of an inverted 

U shaped relation between economic growth and income inequality, we can say that 

China still has to further develop its economy until entering a relatively fair stage.  

 

As [Figure 3] shows, FDI has a positive relation with Gini index, implying that as 

more foreign capital flows into China, the income inequality becomes worse. As we 

discussed in previous sections of this paper, foreign investment could have a 

complicated effect on income distribution in the case of China. FDI could cover the 

shortage of fund for development and create jobs and lower the unemployment rate 

and thus help improve income equality. However, taking into account that the 

allocation of foreign investment is highly unbalanced in China, the momentum it 

provides for economic growth is mostly performed in East China. For this reason, 

the income gap among different regions in China may grow. In the case of China, 

this negative effect of FDI on income equality may have been stronger than the 

positive effect since 1978. This may be a reason why in the regression result, FDI 

showed a positive linear relation with Gini index.  
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Just as foreign investment is most allocated in East China, it is also concentrated 

mostly on capital-intensive and technology-intensive industries. This will surely 

widen the income gap between these foreign-funded industries and other industries.  

 

Nevertheless, it is believed that with the deepening and expansion of foreign direct 

investment, eventually all the industries will be benefited and at that time the income 

gap will be narrowed down. Meanwhile, as preferential policies originally designed 

to attract foreign investment, such as the preferential tax policies for joint ventures 

from 2000 to 2008, are now gradually withdrawn, more opportunities are given to 

domestic companies to compete and develop in a relatively more fair environment. 

This might help ameliorate the income inequality in China in the long run.  

 

As [Figure 3] shows, FIRST has a positive linear relation with Gini index, suggesting 

that income distribution becomes more unequal when the employment rate in 

agricultural sector goes up in China. As we discussed earlier in this paper, with the 

continuous advance of trade liberalization in China, the industrial structure has been 

adjusted. The leading industry has undergone the procedure of shifting from primary 

industry to secondary industry and tertiary industry.  
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Along with the adjustment of industrial structure, since secondary and tertiary 

industries can accommodate a lot more labor than primary industry, a large portion 

of unproductive labor hidden in the agricultural sector can be drawn out and get 

employed and thus ease the income inequality. If the employment in agriculture is 

high, then the possibility these employees transfer to secondary or tertiary industries 

is low. In other words, the more labor work in primary industry, the more unfavorable 

it is for the income equality.  
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V. Conclusion 

This paper uses Gini index as a measure of the level of income inequality of China 

as a whole and trade dependency ratio as a measure of the level of trade openness of 

China to study the relationship between these two.  

 

It turns out that overall, trade liberalization has worsened the income inequality in 

China since the reform and opening up policy was adopted in 1978. Nevertheless, it 

is also proved that there is an inverted U shaped relation between trade liberalization 

and income inequality, which implies that as trade becomes more and more 

liberalized, income inequality gets worse at first and then gets ameliorated.  

 

There is no doubt that trade openness has provided great impetus for economic 

growth despite the fact that it has enlarged the income gap. But we should have the 

confidence that the negative effect on income distribution is temporary. With the 

further deepening of reform and the improvement of market economy, trade 

liberalization will gradually ameliorate the income inequality in the long run.  

 



 

35 

 

Meanwhile, due to the similar inverted U shaped relation between education and 

income inequality, China should continue to increase the investment to education to 

the level where education starts to help with the income distribution and undo the 

negative effect it has done until now.  

 

What’s more, the inverted U shaped relation is also found to exist between economic 

growth and income inequality, exactly as the Kuznets Curve predicts. With the 

continuous development of China’s economy, the day will come when the income 

inequality starts to get better.  

 

Last but not least, since the unbalanced allocation of FDI has caused the income gap 

to widen among different regions, the infrastructure in Middle and West China 

should be further improved to attract foreign investment so that FDI could be more 

evenly distributed and narrow the gap between different regions.  

 

Since the reduction of income inequality is one of the three main tasks for China 

nowadays, Chinese government should take these implications into consideration 

when they make policies.  
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국문초록 

 

중국은 1978 년 개혁 개방 정책을 채택한 후, 무역 자유화의 프로세스를 

가속화하고 있다. 2001 년 세계 무역기구 (WTO)에 가입 한 후, 중국은 세계 

경제로의 통합에 대해 더욱 적극적이다. 그러나 빈부 소득 격차는 무역 

세계화의 배경에 확대된다. 이것은 중국의 지니 계수가 2000년부터 불평등에 

대한 국제 경고 수준인 0.4 이상되었다는 사실을 통해 알 수 있다. 소득 분배 

악화의 상황에서, 중국의 무역 자유화와 소득 분배의 불균형의 관계를 연구하고 

그것을 개선하는 방법에 대한 제안을 제공하는 의미가 있다. 

소득 불평등의 측정방법인 지니 계수 및 무역 자유화의 측정방법인 무역 

의존 비율을 통해 이 논문은 중국의 시계열 데이터를 사용하여 OLS 회귀를 

실행한다. 

결과는 중국이 1978 년 개혁 개방 정책을 채택한 후, 전체적으로 무역 

자유화가 중국의 소득 불평등을 악화시켰다는 것이다. 그러나 무역 자유화와 

소득 불평등 간의 역 U 자형 관계가 있다는 것도 입증했다. 무역이 더 

자유화됨에 따라, 소득 불평등이 먼저 악화한 다음에 개선될 거라는 뜻이다. 

무역 개방이 소득 격차를 확대했다는 것이 사실이지만 경제 성장에 큰 

자극을 제공 했다는 점에 대해 의심할 여지가 없다. 그러나 소득 분배에 미치는 
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부정적인 효과는 일시적이라고 기억해야 한다. 개혁의 심화와 시장 경제의 

개선에 따라 무역 자유화는 장기적으로 소득 불평등을 점점 개선할 것이다. 

 

주요어: 무역 자유화; 소득 불평등; 지니 계수 

학번: 2014-24322 
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