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1.INTRODUCTION

Economic inequality, defined as the uneven distribution of resources and income within a society, has long been
recognized as a fundamental challenge in developing countries. This disparity not only undermines social jus-
tice and equitable wealth distribution but also exerts profound indirect effects on international trade relations
and trade dependence. Trade dependence, which refers to a country’s economic interactions through exports
and imports, serves as a critical mechanism for integration into the global economy and achieving sustainable
growth. However, economic inequality can act as a significant barrier to optimizing trade potential. In devel-
oping nations, inequality often restricts access to financial resources, technology, and essential infrastructure,
thereby weakening the competitive capacity of economic entities. This vulnerability can make these economies
more susceptible to global fluctuations. Moreover, inequality may negatively influence trade policies, exacerbat-
ing economic instability and reducing a country’s ability to strengthen its position in international markets and
foster effective trade relationships.

Conversely, trade dependence can reciprocally impact economic inequality. If not managed to account for the
interests of diverse economic groups, it may intensify existing disparities and widen class gaps. Thus, under-
standing the complex, bidirectional relationship between economic inequality and trade dependence is of para-
mount importance. Societies plagued by severe inequalities typically experience reduced public welfare, height-
ened social tensions, and limited economic opportunities for various groups. This not only hinders economic
growth but also diminishes labor productivity and escalates social costs (Eskandari et al., 2020: 198). Trade de-
pendence, as a key factor in economic development and stability, indicates the extent of a country’s interactions
with others via imports and exports. In developing countries, enhancing international trade can spur economic
growth and bolster productive infrastructure; however, excessive reliance on imports may expose these nations
to external shocks. These two variables—inequality and trade dependence—interact directly and indirectly, play-
ing a vital role in shaping economic and social dynamics (Sepehrdoust et al., 2020: 233).
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Economic inequality can directly and indirectly affect trade dependence. On one hand, it impedes the develop-
ment of productive and export capacities. In nations with unjust income and wealth distribution, low-income
strata are deprived of access to economic resources, educational opportunities, and entrepreneurial facili-
ties. These limitations reduce labor and capital productivity, ultimately diminishing national competitiveness in
global markets (Karimi Moughari, 2020: 222). On the other hand, countries with severe economic inequality may
become more reliant on importing goods and services to meet domestic needs. In some developing countries,
low-income groups may prefer foreign goods due to lower prices or varying quality, while in others, domesti-
cally produced items might be more affordable owing to easier access or government support. Local producers
often face challenges in competing with foreign products due to insufficient investment, weak infrastructure,
or low demand. These conditions vary by commodity type and each country’s economic characteristics. Con-
sequently, such nations become increasingly dependent on imports of essential and industrial products. Fur-
thermore, severe economic inequalities can lead to political and social instability, which typically erodes foreign
investor confidence and weakens international trade relations, potentially reducing exports and heightening
import dependence. Overall, economic inequality, by creating structural and social constraints, plays a negative
role in forming sustainable and profitable trade relationships for developing countries (Saberi far, 2020: 157).
Despite extensive research on economic inequality and its effects on growth and development, the relationship
between economic inequality and trade dependence remains underexplored. Most existing studies focus on
how international trade influences economic inequality, examining how trade and globalization can increase or
decrease internal disparities. However, the reverse impact—how economic inequality affects countries’ trade de-
pendence—has received less precise analysis. Many researches address direct links between inequality and pov-
erty, economic growth, and wealth distribution, but the role of inequality in shaping trade policies, international
trade interactions, and import-export structures is less emphasized. Moreover, studies predominantly center on
developed countries, leaving the effects in developing nations—facing challenges like political and social instabil-
ity—largely unknown. Additionally, the influence of economic inequality on the stability and resilience of trade
relations among countries, especially amid economic crises and global transformations, has been understudied.
These research gaps highlight the necessity of investigating economic inequality’s impact on trade dependence,
particularly in developing countries, potentially offering novel insights into international economics.

Given that economic inequality and trade dependence are pivotal in determining countries’ economic develop-
ment paths, analyzing their interrelationship is highly significant. Inequality, by creating barriers to equitable
access to resources and opportunities, can limit productive and export capacities, pushing nations toward
greater import reliance. Trade dependence may also amplify economic and political instability, adversely af-
fecting sustainable development. This study aims to bridge this research gap by conducting a more precise
examination. It enables a deeper understanding of economic inequality’s role in shaping trade dependence and
proposes effective policy strategies to reduce dependence and enhance economic development in developing
countries. The study’s importance lies not only in advancing scientific knowledge about the inequality-trade de-
pendence nexus but also in providing useful tools for economic policymaking to mitigate economic vulnerability
and boost domestic production. Designed to offer novel and practical insights for policymakers and economic
researchers, this research focuses on existing inequalities to formulate more sustainable trade strategies for
growth and development.

This study innovates in several aspects: employing the VAR model to analyze dynamic and temporal interactions
between economic inequality and trade dependence; interpreting results to offer policy recommendations for
reducing inequality and strengthening sustainable trade dependence; and utilizing global data from WDI and
central bank reports to enhance analysis credibility and enable cross-country comparisons.

The research is organized into five sections. The first introduces the topic and explains the importance of
examining the relationship between economic inequality and trade dependence. The second reviews prior re-
search and related theories on economic inequality and international trade. The third details data collection and
analysis methods, including preliminary tests, the VAR model, and statistical tools. The fourth presents modeling
results and examines the link between economic inequality and trade dependence in selected countries. The
fifth summarizes key findings, offers policy recommendations for selected countries, and suggests avenues for
future research.
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2.PURPOSE

The primary purpose of this study is to investigate the impact of economic inequality on trade dependence in
developing countries over the period from 2013 to 2023. By employing quantitative methods and the vector
autoregressive (VAR) model, the research aims to analyze the relationships between key variables. Data on eco-
nomic inequality and trade dependence were sourced from reliable international databases, such as the World
Development Indicators (WDI) and economic reports from central banks of selected countries. The study first
identifies long-term relationships using the Johansen cointegration test. It then examines the effects of shocks
from economic inequality on trade dependence via impulse response functions (IRFs) and uses variance decom-
position to clarify each variable’s contribution to fluctuations in others.

The results indicate that economic inequality has a significant and notable impact on trade dependence in de-
veloping countries, varying based on each country’s specific economic conditions and the studied time period.
By providing scientific and documented results, this study offers valuable insights for economic policymakers
to reduce inequality and foster more sustainable and balanced trade dependence through appropriate policies.
This research addresses a critical gap in the literature, where most studies emphasize trade’s effects on inequal-
ity, but the inverse—inequality’s influence on trade dependence—remains underexplored, especially in develop-
ing contexts. It seeks to enhance understanding of how inequality shapes trade policies, international interac-
tions, and import-export structures, ultimately aiding in the formulation of strategies to mitigate vulnerabilities
and promote equitable growth.

3. METHODOLOGY

This research examines the impact of economic inequality on trade dependence in developing countries. It is
based on the theoretical framework from Muhammad Tariq Majeed’s (2013) study, “Inequality, Trade and Devel-
opment: Evidence from Developing Countries,” which shows that trade’s effects on economic inequality depend
on countries’ development stages. Accordingly, a model was designed to analyze economic inequality’s influence
on trade dependence, incorporating other relevant economic variables.

The model is specified as:

TD = f(IHDI, GDP, Govexp, Inf)

Where:

» TD: Trade dependence, defined as the ratio of total exports and imports to GDP (Trade/GDP), indicating a
country’s integration into international trade.

» [HDI: Economic inequality, a modified version of the Human Development Index (HDI) that accounts for in-
equality in the distribution of health, education, and living standards.

* GDP: Gross domestic product, a measure of economic size and production level, defined per capita or in
total, representing economic capacity and development.

» Govexp: Government expenditures as a percentage of GDP, indicating government activity in the economy.

 Inf: Inflation, the annual percentage change in general price levels, derived from the Consumer Price Index
(CPI), reflecting economic stability.

The selected independent variables cover key factors influencing trade dependence. This definition strengthens
the research’s conceptual model and sets the stage for precise analysis using the panel VAR model. The panel
VAR serves as the primary model, capable of analyzing dynamic relationships between endogenous and exog-
enous variables. Additional analyses, such as impulse response functions, variance decomposition, and Granger
causality tests, deepen the examination of variable interrelations.

The study population comprises the United Arab Emirates, Egypt, Iran, Iraq, Oman, and Jordan from 2013 to
2023. These countries were selected due to similar development levels and geographic location in the Middle
East and North Africa. Data for economic indicators were gathered from reputable international databases. The
research hypotheses are:
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* Economic inequality negatively affects trade dependence in developing countries. Countries with higher ine-
quality exhibitless stability ininternational trade relations and greater vulnerability to external economic shocks.

This section presents descriptive statistics for key variables across all countries and analyzes their characteris-
tics over the study period. The data were collected for various economic and social variables. Table 1 provides
descriptive statistics, including mean, standard deviation, minimum, maximum, and median for each primary
variable across all countries.

The average per capita GDP in the studied countries is 3.90, indicating a relatively high level, ranging from 3.52
to 4.66, reflecting notable economic differences globally. The average government expenditure as a percentage
of GDP is 15.58, suggesting relatively high government consumption compared to GDP, with values ranging from
7.27% to 26.52%, indicating diverse fiscal policies. The average Inequality-adjusted Human Development Index
(IHDI) is 22.79, highlighting broad differences in human development and socio-economic inequalities, with
fluctuations underscoring internal disparities.

The average inflation rate is 7.36%, varying widely from -2.08% to 43.49%, showing severe inflationary volatil-
ity in some countries and relative stability in others. The average trade dependence is 83.94%, indicating high
reliance on international trade, ranging from 29.86% to 176.93%, revealing significant trade diversity among
countries.

From these descriptive statistics, the studied countries exhibit notable economic and social differences. For
instance, higher per capita GDP countries are more sensitive to inflationary fluctuations and government con-
sumption changes. Nations with higher trade-to-GDP ratios show greater dependence on international trade
relations, impacting their economic policies.

The panel VAR model was used to analyze relationships among variables over time and across countries. It is
a powerful tool for examining dynamic interactions and mutual dependencies among key economic variables,
particularly per capita GDP, government expenditure, IHDI, inflation, and international trade. The panel VAR
model is defined as:

Y_{it} = \sum_{k=1}"{p} A_k Y_{i,t-k} + \epsilon_{it}

Where Y_{it} is the vector of model variables for country i at time t, A_k is the coefficient matrix for lag k, p
is the number of lags (determined by criteria like AIC or BIC), and \epsilon_{it} is the random error, assumed
independent, homoscedastic, and normally distributed.

The unit root test, a key step in panel data analysis, assesses variable stationarity using the Im, Pesaran, and Shin
(IPS) test. The null hypothesis assumes a unit root (non-stationary), while the alternative indicates stationarity.
To reject the null, the test statistic must be sufficiently negative with a p-value < 0.05. Results from Table 2 show:

* Per capita GDP: IPS statistic -3.45, p=0.002 (stationary).
* Government expenditure: p=0.005 (stationary).

» IHDI: IPS -1.95, p=0.052 (marginally stationary).

* Inflation: p=0.001 (stationary).

* Trade: p=0.004 (stationary).

For VAR estimation, optimal lag selection is crucial to accurately capture variable dynamics without overfitting.
Information criteria (AIC, SC, HQ) were used, with the minimum value indicating the optimal lag. Table 3 shows
lag 1 as optimal, agreed upon by all criteria.

Panel cointegration tests (Pedroni, Kao, Phillips-Perron) examine long-term relationships. Significant statistics
reject the null of no cointegration. Table 4 results confirm long-term relationships among variables.

Now, analyzing IRFs and variance decomposition to assess shock effects on system dynamics and each variable’s
role in explaining others’ changes.

For IRFs (Chart 1):

» Shock to IHDI: Increases IHDI initially (0.56), with negative effects from trade and inflation later; positive but
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weaker in long term (periods 9-10).

» Shock to trade: Strongest initial impact on GDP and IHDI (positive); negative on GDP and IHDI in periods 3-5;
diminishes but persists in GDP and inflation.

* Shock to GDP: Positive on GDP (0.008), negative on IHDI and trade initially; reduces with more fluctuations.

» Shock to Govexp: Positive on GDP and inflation early; less noticeable later.

» Shock to inflation: Affects GDP and trade notably; negative on IHDI and trade; mostly negative on GDP and
IHDI in periods 6-10, positive on inflation.

Trade and inflation are most shock-affected, showing oscillatory responses. IHDI and GDP show less impact,
with early positives. Long-term effects persist more in trade and inflation.
Variance decomposition (Charts 2-6) analyzes shock effects across periods 1-10 for IHDI, Trade, GDP, Govexp, Inf.

* Period 1: IHDI shocks minimal; trade shocks affect GDP and Govexp most; GDP shocks on itself, Govexp, Inf;
Govexp on GDP, Inf; inflation on GDP, Govexp.

* Period 2: IHDI shocks on Trade, GDP; trade on Trade, GDP; GDP on GDP, Govexp; Govexp on GDP, Govexp;
inflation on Trade, Inf.

* Period 3: Similar patterns, with IHDI on Trade, GDP; trade on GDP, Inf; etc.

* Periods 4-5: Consistent focus on GDP and Govexp from most shocks.

* Across periods, GDP and Govexp are highly shock-impacted; Trade and Inf influenced by GDP shocks; IHDI
less so, except early.

5.CONCLUSION

Based on the analyses, including the VAR model, IRFs, and variance decomposition, the results indicate a nega-
tive relationship between economic inequality and trade dependence in developing countries. The findings con-
firm the first hypothesis: economic inequality negatively impacts trade dependence. Shocks to inequality (IHDI)
show no direct short-term trade effects but lead to negative changes in trade and economic variables later,
indicating reduced trade dependence and lower international trade stability in developing countries. The sec-
ond hypothesis is also supported: higher-inequality countries are more vulnerable to external economic shocks,
reducing their ability to maintain stable trade relations and exposing them to greater economic fluctuations.
IRF analyses reveal that shock effects vary over time, creating more volatility in trade and inflation. Variance
decompositions show significant impacts on GDP and government expenditures, with IHDI exerting more influ-
ence initially, diminishing over time.

In conclusion, economic inequality not only negatively affects trade dependence in developing countries but
also reduces trade relation stability and increases vulnerability to economic shocks. These findings are crucial
for economic and trade policymakers, emphasizing the need to reduce inequality as a key factor in strengthen-
ing trade relations and improving economic stability.

Policy recommendations include: strengthening inequality-reduction policies through redistributive measures
like enhanced access to health, education, and finance; developing export sectors and reducing import depend-
ence via domestic production support, infrastructure improvements, and innovation; bolstering resilient eco-
nomic policies against global shocks by diversifying economies and strengthening local industries; promoting
foreign investment and trade through better business environments; enhancing workforce education and skills
for global competitiveness; innovating fiscal and monetary policies to support SMEs and financial systems; and
fostering regional /international cooperation via trade agreements and barrier reductions.

Implementing these can help developing countries reduce inequality, strengthen international trade, and en-
hance economic/trade stability against global fluctuations.

Keywords: Economic inequality, trade dependence, vector autoregressive model (VAR).
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