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1. BACKGROUND

O PENNESS and trade liberalisation have been a major component of
conventional economic policy advice for the last fifteen years. There is

widespread acceptance that in the long run open economies fare better in
aggregate than do closed ones, and that relatively open policies contribute to
long-run development. Many commentators fear, however, that in the shorter run
trade liberalisation puts great stress on certain actors in the economy and that
even in the longer run successful open regimes may leave some behind in
poverty. Others additionally argue that being open – rather than just the process
of opening up – exposes an economy to shocks that generate uncertainty, cause it
to operate with higher levels of poverty than would a less open economy and
undermine policy measures designed to alleviate poverty and redistribute income.

This paper attempts to take these concerns seriously; it asks how a developing
country’s own trade liberalisation could translate into increased poverty, and
what information would be required to identify whether it will do so.1 While
companion papers, Winters (2000b and 2001a), describe two partial empirical
exercises and address the appropriate policy response to fears of liberalisation-
induced poverty, and McKay, Winters and Kedir (2000) survey empirical
evidence, this paper concentrates on positive economics, presenting a conceptual
framework into which to marshall and assess relevant evidence.2

If trade liberalisation and poverty were both easily measured, and if there were
many historical instances in which liberalisation could be identified as the main
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economic shock, it would be simple to derive simple empirical regularities
linking the two. Unfortunately,noneof theseconditionsis met, and so we are
thrown back on fragmentaryevidenceon parts of the argument.The key to
assemblingthis evidenceinto a coherentpicture,aswell asto designingpolicies
to alleviate any ill effects, is to understandthe channelsthrough which such
effectsmight operate.This is the main job of this paper.

I explorethestaticeffectsof tradepolicy on povertyvia four broadgroupsof
institutions: households,distribution channels,factor marketsand government,
and then consider the dynamic questionsof volatility, long-term economic
growth,andshort-termadjustmentstresses.Noneof theeconomicanalysisfor the
individual institutionsis very complex,but in eachcasethereareboth pro- and
anti-poorinfluences.Thus when we cometo put them all together,it is hardly
surprisingthat thereis no universalconclusionas to whethera particular trade
liberalisationwill increaseor reducepoverty.While thereis a strongpresumption
that the long-run effects on growth will benefit the poor, the detailed and
immediateeffectsdiffer both betweenhouseholdsand acrosscountries.Simple
statementsabout‘the poor’ will, at best,losea lot of information,while simple
generalisations about all countries will just be wrong. What I do provide,
however,is achecklistthatpolicy-makersmight useto guidetheir thoughtsabout
whethera particularliberalisationis likely to be pro-poor.

An important aspect of any analysis of poverty is the definition and
measurementof the phenomenonitself. While recognisingthat thereare many
legitimateapproachesto this, I adopthereanabsoluteconsumptionmetric.3 This
entails that poverty is held to have fallen if fewer people fall below a fixed
thresholdin termsof their claims (entitlements)over goodsand services.The
thresholdis not necessarilythe samefor all countries,althoughonceonehasto
aggregateacrosscountries– for example,to considerglobaleffectsor effectson
subsetsof developingcountries– it becomesdifficult to make the casefor
differences. In choosing this definition of poverty I am not denying the
importanceof otheraspectsbased,for example,on socialexclusion;however,a
sensiblefirst steptowardsunderstandingtheeffectsof tradeonpovertyis to focus
on the simplestandmostdirectly observableaspectsof the question.

Therearemanyreasonswhy peoplearepoor,andevenwithin broadgroups
there are huge differencesin circumstancesbetweenindividual households.
Thustheeffectsof manyshockswill differ across‘the poor’, anda crucial part
of anypracticalanalysismustbeto identify differentinterestswithin thatgroup.
A first step towards this is a poverty profile, including information on the
consumption,productionandemploymentactivitiesof thepoor.I do not labour
the point aboutheterogeneitybelow, but in truth it is hard to over-estimate its
importance.

3 Baulch(1996)offers a usefulaccountof different povertymeasures.
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While poverty profiles are a necessaryinput to thinking about the links
betweentradeandpoverty,they shouldnot leadoneto believethat poverty is a
staticandunchangingstate.Thereis, in fact, a fairly rapid turnoverof families
into and out of poverty,and the determinantsof thosetransitionsappearto be
ratherdifferent from thoseturnedup by studiesof thestaticcorrelatesof poverty
(Baulch and McCulloch, 1998). This is potentially an important insight for
presentpurposes,for if trade affects the transition probabilities it could have
significanteffectson thestockof ‘poor’, while apparentlyhavinglittle to do with
that stockdirectly.

2. THE HOUSEHOLD

Povertyis a conditionof individualsor households,so for convenienceI start
with a simplemodelof the farm household(see,for example,Singh,Squireand
Strauss,1986).This is not to betakenliterally asreferringonly to therural poor,
althoughthey are the majority group, but to any householdwhich potentially
makes production as well as consumptiondecisions. In the simplest case,
householdwelfare is expressedasa function of the pricesof all goodsthat the
householdfacesandincome.The latter is ‘full income’ comprisingthe valueof
the full complementof time at prevailing wagerates,transfersand other non-
earnedincome(including a wide rangeof elementssuchasremittances,official
transfers,transfersin kind, etc.) andprofits from productiondecisions.

To a first-order approximation, the effect of a single price change on
householdwelfareis proportionalto its netsupplypositionin thatgoodexpressed
at currentpricesasa proportionof total expenditure.In practicalterms,then,to
predictpovertyeffectsweneedto knowthepricechangesimplied by ashockand
poor households’net supplypositions.

For finite price changesthe household’sresponsesinfluence the size of the
welfareeffect,but if thereis full optimisationwith full information,theywill not
reverseits sign.Responsivenessis particularlyimportantwhenoneconsidersthe
vulnerability aspectsof poverty. Policies which reducehouseholds’ability to
copewith negativeshockscould havemajor implicationsfor the translationof
tradeshocksinto actualpoverty.Moreover,fearof theconsequencesof not being
ableto copewith negativeshocksmight inducehouseholdsto rule out activities
that would raisemeanincomesignificantly.Responsivenessis alsoimportantin
terms of spreadingshocksfrom one market to the next. Thesefactors are all
consideredbelow.

Giventheprevalenceof small-scaleagricultureamongthepoor,theanalysisof
pricesis indispensable.But the poor alsoderivesomeof their income(most,in
somecases)from labour and other factors of production that they own. The
proportionate shockto earnedincomeinducedby a tradeliberalisationdepends
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on the sharesof factors in householdincomeand the proportionatechangesin
their returnsor wages.4

An important complication in developingcountriesis that a given type of
labour may have different value to the householdaccording to where it is
employed.If different wagesaregiven exogenously,the choicebetweenjobs is
easy– take the activity for which the net wage is highest.More interesting,
however, is the (very common) casewhere the trade-off is betweenexplicit
wagesfor ‘traded’ labourandan implicit or ‘virtual’ wagefor work within the
household.

For example,the highercostsof monitoringnon-family workersmakefamily
labour cheaperthan bought-in labour, while the transportationcostsentailedin
reachingotheremployerswill makeoutsidework lessattractiveto thefamily than
work at home.When the virtual wage falls betweentheselimits, labour is not
tradedoutsidethe household.If the rangeis very largelabour is effectively non-
tradableas in de Janvry,Sadouletand Fafchamps(1991)– but by changingthe
pricesof goodsproducedin thehouseholds,tradereformscouldswitchit between
tradableand non-tradablestatus.Indeed,the ability to switch betweenactivities
will be an importantaspectof adjustingto potentially impoverishingshocks.

A further necessarygeneralisationrecognisesthat sometransactionsmay be
quantity-constrained.Most obviously,someexternaljobs may be availableonly
for either t or 0 hoursa day – e.g. factory work or serviceactivities such as
transportationservices.If tradeshocksflip workersfrom t to 0 hours,poverty
impactscould be very great.The loss of a job is probably the most common
proximatecauseof householdsdescendingrapidly into poverty.5

Finally, of course,the setof factorsof productionandassociatedreturnsthat
we considermustincludelandandotherassets.Theunequaldistributionof land
is an important contributory factor to poverty, and while addressingit is not
strictly a matter of trade policy, it does clearly affect the outcomeof trade
liberalisationif the latter affects the rate of return to land. If, for institutional
reasons,anassetcannotbesoldor hiredout (asis very frequentlytrueof land)its
rateof return is endogenous.

A key extensionof theapproachjust outlinedis to recognisetheimportanceof
intra-household distribution.It is frequentlyarguedthat the costsof povertyfall
disproportionately on women,children and the elderly. Two approachesseem
possible: either to describea householdand add some analytics for intra-

4 Lloyd (2000)showshow priceandfactoreffectscanbecombinedformally to predictreal income
effects.
5 A general observationis that major shocks to welfare are usually associatedwith ‘corner
solutions’suchasthis.Smoothquantitativeadjustmentsbetweeninterior solutionsneedto belarge
to matterseriously,whereasat thecornerssmallshockscaninducequalitativechangesin life-style.
Below I considercollapsingmarketsandchangesin thesetsof goodsthatareavailable,aswell as
job lossandcreation.
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householddistribution, or to define welfare for individuals and add some
analyticsto describeinter-personaltransfers.The former is probably the more
effective route.6

The easiestapproachis to assumeseparabilitybetweenhouseholdactivities
generatingand thosedistributing welfare.Thus the basicmodel could describe
the former,while the latter would be characterisedby a modelof distribution.If
the determinantsof the distributiveshareswerenot affectedby tradepolicy, the
welfareof eachpersonin thehouseholdwould vary in proportionto thewholein
responseto a tradeshock.This would moreor lessremovegenderandagefrom
the pictureandwould be very convenient.

Unfortunately, however, separability is just not plausible. First, the
homotheticityrequiredby separabilityis unlikely to hold. As householdincomes
change,relative weightschange(Kanbur and Haddad,1994). Second,for this
approachto beuseful,intra-household transferswill benecessaryto compensate
individualswho,becauseof their non-transferableendowments(labour),bearthe
bruntof adverseshocks.If subsistencerequirementsor cultureprecludethis, the
decisionis no longerseparableandtheeffectsof specificpricesor factorshocks
impinge directly on individuals. For example,if female externalemployment
increases– because,say,thewagerisesor malewagesfall – but womenreceive
little compensatoryhelp with their traditional in-homeactivities,femalepoverty
could result.7 Unfortunately,genderaspectsare likely to be very case-specific
and,worse,to beanalysableonly with datathatarenot generallyavailable.Thus
otherthannotingthatgenderandintergenerationalissuesmustbetakenseriously,
and that they call for attentionand flexibility in the applicationof the basic
results,it is difficult to specifyhow to proceed.

3. PRICECHANGESAND TRANSMISSION

a. TheDirect Effectsof a Price Change:TheDistribution Sector

I startby consideringa changein the world price, tariff or exchangerateof a
single good. Figure 1 summarisesthe way in which such shocksmight work
throughto householdwelfarein a targetcountry.Schematically,it comprisesfive
columnsof information.Theelementsconcerningthedistributionsectorlie in the
middle of the figure whereI plot the transmissionof price shocksfrom world

6 The fact that the majority of dataand the bulk of interventionsrefer to householdsratherthan
individualssuggeststhat policy-makersandlegislatorsseehouseholdsasthe fundamentalunit.
7 Elson(1991)andHaddad,HodinottandAlderman(1994)provideusefuloverviewsof thesenon-
separabilitiesandtheir consequences.FontanaandWood (2000)operationalisesomeof themin a
CGE model.
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pricesthroughto final consumers,andbriefly describethefactorsinfluencingthe
extentto which shocksat onestagearepassedthroughto the next.

Considerthe transmissionof price shocksin pure accountingterms.For an
import, the world price of a good, the tariff it faces and the exchangerate
combineto definethepost-tariff borderprice.Onceinsidethecountry,the good
faces things like domestic taxes, distribution costs from the port to major
distributioncentres,variousregulationswhich may addcostsor control its price
andthe possibility of compulsoryprocurementby the authorities.The resulting
price is termedthewholesaleprice.Fromthedistributioncentrethegoodis sent
out to more local distribution points, and potentially faces more taxes and
regulations.This stagemay involve co-opsor otherlabour-managedenterprises,
which may respondto shocksdifferently from commercial firms. I term the
resultingprice the retail price, althoughof coursemarket institutionsmay well
not resembleretailing in the industrial economysense.Finally, from the retail
point, goodsare distributedto householdsand individuals. Again cooperatives
may be involved, plus, of course, inputs from the householditself. More
significantly, the translationof price signalsinto economicwelfare dependson
thehousehold’sendowmentsof time, skills, land,technologyandrandomshocks
suchasweather.Anything that increasesfarm yields, for example,would permit
a householdgreaterwelfareat any given price vector.

A correspondingtaxonomycanbeconstructedfor exportgoods,startingat the
bottom of the column. An export good is produced,put into local marketing
channels,aggregatedinto nationalsupplyandfinally sold abroad.At eachstage
theinstitutionsinvolvedincur costsandaddmark-ups,all of whichenterthefinal

FIGURE 1
The Transmissionof TradeShocks
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price.If theworld priceof thegoodis given,all suchadditionscomeoff thefarm-
gateprice that determineshouseholdwelfare.

In determining the effects of world price or trade policy shockson poor
householdsit is importantto havea clearpictureof thesetransmissionchannels
andthe behaviourof the agentsand institutionscomprisingthem.For example,
monopsonistic buyersof export cropswill responddifferently to price shocks
thanwill producers’marketingcooperatives.Regulationsthat fix marketprices
by fiat or by compensatorystock-pilingcancompletelyblock thetransmissionof
shocksto the householdlevel.8

Even more important,all thesevarious links must actually exist. If a trade
liberalisation itself – or, more likely, the changesin domestic marketing
arrangements that accompanyit – lead to the disappearanceof markets,
householdscan becomeisolatedfrom the marketand suffer substantialincome
losses.This is mostobviousin the caseof marketson which to sell cashcrops,
but can also afflict purchasedinputs and credit. If official marketing boards
providedcredit for inputsandagainstfuture outputs,whereaspost-liberalisation
private agentsdo not, no increasein output priceswill benefit farmersunless
alternativeborrowing arrangementscan be made.The conversecaseis that if
tradereform opensup new markets,it canhavedramaticallypositiveeffectson
povertyalleviation,asfor examplein Bangladeshwith new sourcesof work for
females(see CUTS, 1998, Ch. 5) and new suppliesof farm equipment(see
GisselquistandHarun-ar-Rashid,1998).

The importance of transmissionmechanismsis well illustrated by the
contrastingexperienceof Zambia and Zimbabwe during the 1990s (Oxfam-
IDS, 1999). In Zambia, the government abolished the official purchasing
monopsonyof maize;theactivity becamedominatedby two privatefirms which
probablycolludedto keeppriceslow andwhichabandonedpurchasingaltogether
in remoteareas.9 In Zimbabwe,by contrast,threeprivate buyersemergedafter
privatisationof cottonpurchasing,includingoneownedby the farmers.Herethe
abolition of the governmentmonopoly resultedin increasedcompetition and
pricesand farm incomesroseappreciably.In a lessextremeexample,Glewwe
and de Tray (1989) show how transport and storagecosts attenuatedprice
changesof potatoesfollowing liberalisationin Peru.

8 Lest this seemautomaticallya good thing, rememberthat many shocksare positive and that
official bodieshave a tendencyto take a large cut out of the price in return for providing the
‘service’ of insulation.
9 Evenif the latter wasjustified in the aggregate,it still left remotefarmerswith a hugeproblem.
This was said to have been exacerbatedby the difficulties of their re-entering subsistence
agriculture, becausethe necessaryseedstocks and practical knowledgehad declined strongly
during the (subsidised)cash-cropperiod. I havealso heard,however,that in the early 1980sthe
statemarketingsystemfailed to servethe NorthernProvinceeffectively and that the economic
saviourwas illegal cross-bordertradewith Malawi. It is not clear when, or if, this ceased,nor
whetherit actuallymitigatedthe shocksof the 1990s.
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Thisdiscussionpromptsthreecomments.First,andmostobviously,theeffects
of a liberalisationdependon whereyou setoff from. For example,if an import
banplusgovernmentmonopolysubsidisesremotefarmers,thefirst-roundeffects
of liberalisationwill beto hurt thosegroups.10 Theanalysisof thepovertyimpact
of trade liberalisation can be no more general than is the pattern of trade
restrictionsacrosscountries.

Second,usually many goods are liberalised at once, so that the effects on
individual householdswill be the sumsof manyindividual shocks.Whensomeof
the goodsaffectedare inputs into the productionof others,the net effect is quite
complex and it is important to consider the balanceof forces. For example,
Zambianliberalisationraisedthe selling price of maize in the 1990s,but even
wherepurchasing arrangementscontinued,input pricesroseby moreassubsidised
deliverieswereabolished;asa result,maizeoutput fell (Oxfam-IDS,1999).

b. Indirect Effectsand the Domainof Trade

Third, one needsto know how the householdwill accommodatethe price
changes.An adverseshock may entail large lossesof utility if no alternative
activities exist, or relatively small lossesif they do. Similarly, positive shocks
may deliver great benefits if householdscan switch their activities to take
advantageof them.

Accommodatinga shockalsotransmitstheshockto othermarketsandsetsoff
awholeseriesof second-roundpriceandquantityeffects.A critical consideration
in assessingtheseis thedomainoverwhich the ‘second-round’goodsaretraded,
becausethis definesthe rangeof agentswhosebehaviourcanbe calleduponto
equilibratethe variousmarkets.The tradingdomainsaresummarisedon the far
right of Figure1.

Thepriceof a goodthat is tradedinternationallywill belargelydeterminedby
the world price. Hence putting aside endogenousadjustmentin the various
marginsidentified above,thepricesof suchgoodswill not changefurtherasthe
marketequilibratesandall adjustmentwill bein internationallytradedquantities.
At the other extreme, if goods are traded only locally – say becauseof
transportationdifficulties, or local tasteidiosyncrasies– the trading domain is
very small andprice is likely to bearpart of the adjustment.The impactwill be
morenarrowlyfocusedgeographically,but economicallymoresignificantwithin
that domain.In between,goodsthat aretradednationallybut not internationally
will generatenational second-roundquantity shocksbut probably rather small
price changes.While small, however,the price changeswill be widespreadand
throughthis mechanismshockscould be spreadfrom one region of the target
country to another.

10 Secondroundeffectscould,of course,be positive– seebelow.
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The literatureon growth linkages– e.g.Timmer (1997),Delgadoet al. (1998)
and Mellor and Gavian (1999) – arguesthat agricultural liberalisation and
productivity growthareso effectiveat povertyalleviationbecausetheir demand
spillovers are heavily concentratedon relatively employment intensive and
localised activities in which the poor have a large stake – for example,
construction,personalservantsandsimplemanufactures.This literatureassumes
thatdevelopingcountryrural economieshaveexcesslabourandcandeliverextra
outputby takingon moreworkerswithout price increases.11 This, in turn, means
that shockshaveincomemultiplier effects.The basicidea,however,generalises
to the presentapproach,in which prices as well as quantities adjust: local
spilloversincreaselocal pricesandhencelocal incomes.

Positiveshocksto the urbaneconomy,on the otherhand,result in morediffuse
spillovers,including to imports.In a fix-price world, importsarejust a lost oppor-
tunity for generatingfurther employment,but in the long run, when pricesadjust
importsalsogeneratespillovers:outputof exportshasto grow,becausetheimports
haveto bepaidfor. If thefactorsusedintensivelyin theexportsectoror in domestic
sectorson which urbanresidentsspendtheir incomearenot amongthepoorest,the
spillover from urbanshockswill be lesspro-poorthanagriculturalshocks.

Finally, therearetwo setsof goodsfor which explicit pricesarenot observed:
first, subsistencegoods.By definition theseare not directly subject to trade
shocks,but theywill still beaffectedby spillovers.Second,therearegoodsthat
are just not available.While conceptuallysimple to deal with – the price is
infinity whentheyarenotavailable– changesin theavailablesetcreatecomplex
measurementproblemsin practice.12 Romer(1994)hasnotedthe largewelfare
benefitsassociatedwith changesin availability, while Booth et al. (1993)show
how important they were even for the poor in Tanzania,and Gisselquistand
Harun-ar-Rashid (1998) show how liberalisation greatly increased the
availability of, for example,small tractorsand water pumpsto small farmers
in Bangladesh.

In manycases,of course,tradeshockswill besufficiently specificand/orsmall
for us to ignore second-roundeffects, and focus just on the direct impacts
describedpreviously,but in othersthe latter could be important.

4. FACTOR MARKETS: WAGES,EMPLOYMENT AND PROFITS

The left-hand side of Figure 1 describesthe link from trade to poverty
operatingvia factor markets– mostimportantly for povertythanfor less-skilled
labouremployedoutsidethe household.Enterprises(looselydefined)determine

11 SeeSection4b below for a discussionof whethersuchchangesactuallyalleviatepoverty.
12 Feenstra(1994)haspioneeredsolutionsto the measurementquestion.
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outputby comparingpricesandcosts.Costsdependon factor pricesandfactor
input-output coefficientswhich, in turn, dependon technology,on factor prices
and possibly on scale.Total output and the factor-mix determinetotal factor
demandwhich is equatedwith total factor supply in the factor markets.In the
process,employmentand wages(and their equivalent for other factors) are
determined.Implicit in this view is thatthedistributionof assetsis givenandthat
any non-pecuniarydeterminantsof employment/factoruse remain unchanged.
Increasingassetstocks is an issue of economicgrowth, and perhapspublic
expenditure(for educationandhealth)which I treatbelow.Redistributingthemis
a separateissueindependentof tradepolicy.

a. ‘Trade Theory’ – Fixed Factor Supplies

Assumingthat, for povertypurposes,thecritical factormarketis for unskilled
labour, it is useful to considertwo polar forms of that market.The first is that
assumedby traditional internationaltrade theory, in which factor suppliesare
exogenouslyfixed, wagesareperfectly flexible andgoodsarehomogeneous.

Pricechangesaffect the incentivesto produceparticulargoodsand the tech-
nologiesthey use.The simplestandmostelegantanalysisof theseincentives–
theStolper-SamuelsonTheorem(amongthemostpowerfulandelegantpiecesof
economicanalysison any subject)– generatesthe powerful result that, under
particularconditions,anincreasein thepriceof thegoodthat is unskilledlabour-
intensivein productionwill increasetheunskilledrealwageanddecreasethatof
skilled workers.13

Following Wood (1994),imaginea world of two nationalfactors(skilled and
unskilled labour)anda third (capital),whoserateof return is fixed by virtue of
being perfectly mobile internationally. As the price of the unskilled labour-
intensivegood rises,productionof it increases,drawing factors of production
away from the other,skill-intensive,sector.Sincethe former wishesto employ
more unskilled per unit of skilled labour than the former releases(by virtue of
their factor intensities),this reallocationincreasesthedemandfor andtherelative
wageof unskilled labour.This changecausesboth industriesto switch to more
skill-intensiveproductionmethods– i.e. to employlessunskilledlabourperunit
of skill – which, in turn, raisesthe marginalproductof unskilled labour in both
industries.If factorsarepaid their marginalproducts,unskilledlabourreceivesa
higher wage in termsof eachgood and so, a fortiori , hasa higher real wage
regardlessof its consumption patterns.Similar reasoningshows why skilled
labour’sreal wagefalls.

13 TheStolper-SamuelsonTheoremis describedin all InternationalEconomicstextbooks– see,for
example,Winters(1991)or, in moredetail,Bowen,HollanderandVianne(1998).A full account
appearsin DeardorffandStern(1994).
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Unfortunately,for all its elegance,Stolper-Samuelsonaloneis not sufficientto
answerquestionsof tradeandpovertyin therealworld. Amongthecomplications
are:14

● The functional distribution of income is not the sameas the personal
distributionof income: householdincomedependsalsoon theownershipof
factorsandon intra-householdactivity, which areboth often very difficult
to ascertainempirically.15

● Dimensionality: onceonemovesbeyondamodelwith two immobilefactors
andtwo goods,the resultsbecomelessdefinitive.

● Mobility: labour is requiredto be perfectlymobile betweenall sectorsand
regionsof theeconomy.If labourmarketsaresegmented,similar labourers
in differentmarketsaredifferentfactors,andwill faredifferently from each
other.

● Diversified equilibrium: to guaranteethe Stolper-Samuelsonresult the
country must produce all goods before and after the price change in
question.If one distinguishesgoods by levels of sophistication,this is
unlikely, andperverseresultsarepossible– e.g.Davis (1996).

● Non-tradedgoods' pricesaredeterminedby the needto clearthe domestic
market.Thesepricechangeswill tendto attenuatetherateat which tradable
goodsprice shocksare translatedinto changesin the relativedemandsfor
different factors.On the otherhand,if tradeshocksinducechangesin the
realexchangerate,therelativepricesof tradedandnon-tradedgoods,andif
thesegoods have different factor intensities,a further sourceof factor
marketeffectsis introduced,as identified by Lal (1986) in the Philippines
and,perhaps,Winters (2000b)in India.

Despitethesecomplications,thebasicinsightof Stolper-Samuelsonseemslikely
to holdverybroadly.An increasein thepriceof agoodwill increasetheincentiveto
produceit. Thiswill raisethereturnsto factorsof productionspecificto thatgood–
e.g. labour with specific skill, specialistcapital equipment– and, assumingthat
someincreasein output is feasible,will also generallyaffect the returnsto non-
specific,or mobile, factors.Generally,the returnsto at leastonesuchfactor will
increaseand,providedthat economiesof scalearenot too strong,thoseto at least
oneotherfall. Thusthepresumptiononwagesremainsthatif thepricesof unskilled-
labour-intensive goodsincreaseonewould expectunskilledwagesto increase.

In world termsdevelopingcountriesareclearly unskilledlabour-abundant, so
thatfreertradegravitatestowardshigherwagesin general.However,within those

14 An extendeddiscussionis given in Winters (2000a).
15 Recently, Lloyd (2000) has shown how to generaliseStolper-Samuelsonto the personal
distribution of income conditional on both households’endowmentsand their consumption
patterns.
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countriesit is not clearthat the least-skilledworkers,andthusthemostlikely to
bepoor,arethemostintensivelyusedfactor in theproductionof tradablegoods.
Thuswhile, for example,thewagesof workerswith completedprimaryeducation
may increasewith trade liberalisation, thoseof illiterate workers may be left
behind or even fall. One of the reasonsthat reforming agriculture is such an
importantelementin any future roundof world tradetalks is that for this sector
onecanbereasonablyconfidentthatvery-low-skilledworkersin rural areas– the
majority groupamongthe poor – will benefit throughthe productionresponses.

It is sometimessuggested– at least implicitly – that the factor intensity
approachto the distributionaleffectsof tradepolicy is refutedby the failure of
Latin Americanliberalisationin the1980sto alleviatepoverty.Without denying
the needfor refinementin the argument,I would ratherarguethat the alleged
surprisearosemorefrom faulty premisesthanfrom theoreticalfailure. Thus,as
Wood (1997) argues,by the 1980s Latin America was not obviously the
unskilled-labour-abundantregionof theworld economy:bothChina’s‘arrival’ in
world marketsandLatin America’sabundantnaturalresourcessuggestotherwise.
Similarly thegrowthof outsourcing,for which Northernfirms do not find it most
efficient to seek the lowest-gradelabour, suggeststhat Mexican exports are
intensive in labour that is relatively skilled by local standards(Feenstraand
Hanson,1995).Finally, of course,it may take time for marketsto clear. Thus
Chile’s liberalisations(trade and otherwise)were associatedwith worsening
inequality over the 1980s,but inequality measureshave now returnedto pre-
reform levels – and at vastly higher averageincome levels and lower poverty
levels(FerreiraandLitchfield, 1999).

b. ‘DevelopmentTheory’ – Infinitely Elastic Factor Supplies

Oneexceptionto therule thatan increasein thedemandfor a factor increases
its wage(real return)is if the factor is availablein perfectlyelasticsupply.Then
the wage (return) will be fixed exogenously– by what the factor can earn
elsewhere,which is assumedto be unaffectedby the trade shock – and the
adjustmentwill takeplacein termsof employment.

First, supposethat unskilled labour is the elastically supplied factor. Most
generally this will be becausethe formal sectorcan draw effectively infinite
amountsof labour out of the informal sectoror subsistenceagricultureat the
subsistencewage(Lewis, 1954).Of course,if the formal wageis no more than
thesubsistencewage,this transferwill havevery little effecton poverty.Poverty
will only be alleviatedif the lossof labour in subsistenceagricultureallows the
workers remaining in that sector to increasetheir ‘wage’, becausethe sector
beginsto run shortof labour(the caseof successfuldevelopment).

Probably more common will be where the formal sector has an effective
minimumwage,at which thereis excesssupply.Thenaslabourerstransferto the
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formal sectorthey earnhigher wagesand poverty may be alleviated.16 If trade
liberalisation raisesthe value of the marginal product of labour in the formal
sector,it increasesdemandandalleviatespoverty.(It effectively reducesthecost
of theminimumwageenforcement.)If, on theotherhand,it reducesthevalueof
themarginalproduct,it reducesemployment,andthushasadverseconsequences.

Onepossibility is thattradecouldincreasemeasuredpovertypreciselywhenit
raisesunskilled wagesin the formal sector. If, following Harris and Todaro
(1970), workers migrate until the (unchanged)subsistencewage equals the
expectedwagein the city, a rise in the actualcity wagemustbe balancedby a
higherprobabilityof unemploymentin thecity. Thusalthoughin expectedvalue
terms the trade shock would be beneficial (actually benefiting infra-marginal
urban workers) and would impose no expectedcost on migrants from the
subsistenceareas, it would lead to an increase in urban poverty and, if
measurementmethodswere urban biased,to an apparentincreasein overall
poverty.

In fact, neitherof the polar extremesis likely to be preciselytrue, andso in
practicalassessmentsof the effectsof tradeshockson poverty,determiningthe
elasticity of laboursupplyand locating the variouspre- andpost-reformwages
relativeto thepovertyline areimportant.Also, if labourmarketsaresegmented,
wageimpactswill be larger in affectedsectors,but lesswidespread.Segmented
markets restrict the set of people who can gain from liberalisation, and so
probablyhinderpovertyalleviation in the long run.

Internationalcapitalmobility tendsto increasetheeffects,positiveor negative,
of tradeliberalisation.An inflow into a sectorthathasgainedfrom liberalisation
is likely to boost wagesand/or employment,which will increasethe welfare
benefits and, if they exist, the poverty alleviation benefits, of a trade
liberalisation. However, outflows from losing sectorswill also be larger.17

Conversely,however,if a tradeliberalisationwould reducethe returnsto capital
if it were immobile, it will generatea capital outflow if it is mobile andthis is
likely to reduceincome and so tend to be poverty-worsening.18 However, if
capital has beenattractedinto a country by distortionary policies – e.g. tariff
protectionand tax holidays– the inflow could havebeenimmiserising.Then,
while the outflow resultanton reformingthesepolicieswill still hurt workersin
theaffectedsectors,theoverallwelfareeffectstakingaccountof impactsonother
sectorswill be positive – and larger than if there had beenno immiserising
investmentto undo.

16 Dependingon the measureof povertyused,the relative levelsof the ‘before’ and‘after’ wages
andthe poverty line, andhow wagescontributeto householdincome.
17 Rama(2001),amongothers,suggeststhat foreign direct investmentis goodfor wages.
18 For policy purposeswe should note, however, that this is not a cost of globalisation or
internationalisationoverall.Ratherit representsthe lossof mitigation thatcapitalmobility brought
the unliberalisedeconomy,not a lossrelative to neverhavinghadan inflow at all.
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c. DifferentiatedProducts

Of course, if the target country is not a price-taker in every good,
developmentsin the productionsectorwill affect the pricesfacedby consumers
andfeedbackinto thepricescolumnof Figure1. This is particularlyrelevantfor
non-tradable goodsandservices,of which, givenweakinfrastructureandtrading
institutions, there will be many in developingcountries.Their prices will be
determinedby the needto equatelocal supplyanddemandandby the influence
on supplyof endogenouschangesin factor prices.

An importantdistinctionin theanalysisof theproductionsectoris whetheror
notgoodsarehomogeneousacrossforeignanddomesticsuppliers.Homogeneous
goods must have the same prices, and so trade defines the prices of both
internationally tradedand domesticoutput. Trade prices essentiallydetermine
internal producerand consumerprices and analysis is straight-forward. The
alternativecaseis thatgoodsaredifferentiated,sothateachvariety facesits own
downward-sloping demandcurve, with links betweengoodsdependingon the
substitutability betweenvarieties.In this casethe transmissionof tradeshocksto
domesticpricesis diffused,affectingmoregoodsbut beingquantitativelysmaller
thanwith homogeneousgoods.Diffusion typically attenuatestheshockto factor
prices,because,as more goodsare affected,it is more likely that changesin
factor demand will be off-setting. The degree of substitutability between
domesticvarietiesandthosetradedvarietiesthat areaffectedby the tradeshock
becomesa critical parameterin this view of the world (seeFalvey,1999): the
lower it is, the lessextremethe effectsof a tradeshockgenerallywill be.

5. TAXES AND SPENDING

The right-handset of boxesin Figure 1 illustratesthe final major static link
betweentradeandpoverty:via taxesandgovernmentspending.Theearlystages
of tradeliberalisationentail convertingquantitativerestrictionsand regulations
into tariffs andreducinghigh tariff rates.Particularlyif the latter is accompanied
by a reductionin thescopeof tariff exceptionsandexemptionsthis stageis likely
to increasetariff revenue,rather than reduceit (Pritchettand Sethi, 1994; and
Hood,1998).Removingexemptionscouldhaveanimpacton thepoor,but given
thatmostaretheresultof political processes,overwhich thepoorhavearguably
evenlessinfluencethanthey do in markets,this seemspretty unlikely.19

Eventually,however,a tradeliberalisationwill reducetariff ratesso far that
governmentrevenuefalls. This triggers the more commonly expressedworry
about liberalisation and poverty – namely that the government,finding its

19 Exemptionstypically createrentsfor the exemptionholder,not lower pricesfor consumers.
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revenue constrained,will curtail expenditureon social and other poverty-
alleviating policies and/or levy new taxeson goodsconsumedheavily by the
poor.Giventheassociationbetweenstabilisation,liberalisationandpovertyover
the 1980s,theseworrieshavesomehistoricalbasis,but it would be mistakento
assumethattheassociationis immutable.Ultimately it is a political decisionhow
to raiseandspendmoney.

A furtherquestionunderthis headingis whethertradeliberalisationrestrictsa
government’sability to managespendingand taxation in a way that impacts
poverty. To start againat the politically incorrectend of the question,a trade
liberalisation boundat theWTO, or perhapsaspartof a BrettonWoodspackage,
makesthe price-reducingeffects of tariff cuts less reversibleand constrainsa
government’s(or its successor’s)ability to manipulatepolicy in arbitraryways.
Given that suchmanipulationvery often redistributesreal incomefrom the poor
to therich, andthatuncertaintyreducestheincentivesto invest,theseconstraints
are likely to be beneficial. Put more positively, WTO or the Bretton Woods
organisationmayallow governmentsto tie their own, or their successors’,hands
in waysthat would otherwisebe politically impossible.

Much morecommonis thefearthatbindingsand/orcommitmentsat theWTO
preventgovernmentsfrom pursuingpro-poorinterventions.For example,if price
variability is aproblemit is arguedthatthebanonvariablelevies,whichstabilise
the domestic prices of internationally traded goods, could hurt the poor by
subjectingthemto greateruncertainty.It is sometimesarguedthat the Uruguay
Round Agreement on Subsidies precludes production subsidies that could
stimulateoutputanddevelopment– see,for example,the positionsof India and
Korea during the Uruguay Round negotiations(Croome,1995, p. 201). The
Agreementdoesrestrict productionsubsidiesin principle, but for developing
countries the disciplines are very weak. A trading partner would have to
demonstrateactualharmbeforeactingagainstthem,which seemsvery unlikely
for the sort of subsidiesthat might help to alleviatepoverty.Factor,regionalor
consumption subsidiesarenot subjectto WTO constraints.

All theseargumentsare essentiallyspecific examplesof the analysisabove:
theyaretradeinterventionswhosedirecteffectscanbetracedvia thedistribution
and enterprisesectors.In addition, however, they may have systemiceffects
becausethey affect whole classesof policies. Hence,even if somesubsidies
would be beneficial individually, given the difficulty of identifying thesecases
and preventing their capture by interest groups, a blanket ban may be
advantageous(Winters,2000d).

Finally, somehaveargued(e.g.Rodrik,1997)that increasedopennessreduces
governments’abilities to raiserevenuebecausemobile factorscanno longerbe
taxed.In its direct form this argumentappliesonly to factorsthat can move in
responseto tax (or other) incentives, so international trade policy is only
indirectly relevant.For example,thegeneralreductionin tradebarrierssincethe
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mid-1980shas made it easierto ‘cut up the value chain’, which presumably
fosterscapitalmobility. On thetradeside,increasingworld competitionmakesit
morecostly for an individual countryto tax exportsin termsof botherodingthe
tax base and distorting production patterns. However, it is not clear that
individual countrieshaveever hadmuch scopefor suchtaxesin manufactures,
which is wheretradebarriershavecomedown moststrongly in recentdecades.
Note,also,that in both theseexamples,it is moreothercountries’policies than
the targetcountry’s that matter.

6. SHOCKS,RISKS AND VULNERABILITY

Thestaticanalysiscomparestwo perfectlystablescenarios,but, in reality, the
world is full of shocks.Thusanidealanalysisshouldtry to dealdirectly with the
effectsof tradeliberalisationon the chancesof moving into or out of povertyin
an uncertainworld. This requires information on the way that liberalisation
affectsthe distribution of shocksand households’ability to copewith them. It
would alsorecognisethat thesefactorsfeedbackontothestaticlevel effectsjust
considered,makingan alreadycomplexstory evenworse.This is an areathat is
very important and yet poorly researchedand should clearly be a priority for
future attention.

The simplest analysis of risk supposesthat both foreign and domestic
economiesaresubjectto independentrandomshocksandthat despiteany trade
liberalisation,theeconomiesarenot completelyintegrated.By increasingforeign
exposure,tradeliberalisationincreasestheweightof foreignrelativeto domestic
shocksin thedeterminationof domesticwelfare.20 Simplerisk spreadingsuggests
thatat low levelsof trade,furthertradeliberalisationwould tendto reduceoverall
risk, but if foreignshocksaremuchgreaterthandomesticones,onecouldget the
oppositeeffects.

The most obvious applicationof the independentrisks model is if farmers
produce a crop which is transformedfrom non-tradableto tradable status.
Postponingconsiderationof changesin price stabilisationpolicies, this seems
likely to reducevariability sincefor mostgoodsworld marketsare likely to be
morestablethanlocal ones.In particular,theymaypreventthe largestvariations
in price by permitting trade in extremeconditions.If world marketsare more
variable than local ones,however,variancecould be increasedby openingup.
One possibility is that, say, for favourableproductionconditions,the domestic

20 Foreignshocksare,of course,transmittedthroughthelinks discussedabove.As above,theywill
passthroughdifferentamountsof therisk ontothepooraccordingto thespecificsof thecase– e.g.
much if a sector makes heavy use of casual labour. Thus sectors with apparently similar
distributions of international shocks can have very different implications for the probability
distributionof shocksfacing the poor.

1354 L. ALAN WINTERS

ß Blackwell PublishersLtd 2002



marketis atypically stableandthatopeningup ‘imports’ pricevariation.A more
interestingbut not very realistic caseis that of Newberyand Stiglitz’s (1984)
‘Paretoworseningtrade’.Imaginea goodwith anelasticityof demandof oneand
random supply shocks: producer revenue is completely stable with price
fluctuation perfectly off-setting quantity shocks. Now put two economies
togetherand let their shocksbe perfectlynegativelycorrelated.Tradestabilises
thepriceanddestabilisesrevenue,soif it is theproducerswho arepoor,thepoor
becomemorevulnerable.

A third possibility is that,becausetradeliberalisationaltersthesetof feasible
policies, it affects the ability of governmentsto operateprice stabilisation
policies. For example, if prior to liberalisation domestic food prices were
stabilised by varying trade policy, moving to a fixed tariff could increase
instability.21 ThustheUruguayRoundconstraintson variableleviesor on export
subsidiescould, in principle, increasedomesticinstability in certaineconomies
even if they raise averageincomes. If economiesare inherently inflexible,
increasinginstability could increasethe incidenceof poverty.

Anotherpossibility,however– observedquitefrequently– is thatliberalisation
leadsfarmersto switchfrom cropx (subsistencefood, say)to cropy (cashcrop).
Their risk then switches from var (x) to var ( y), and thus could obviously
increase.However,if this switch is madeknowingly andhasno externaleffects,
it is not clear that it is welfareworsening,evenif the varianceincreases.Thus,
just aswith theHarris-Todaroexampleabove,higherexpectedwelfaremight be
correlatedwith increasingobservedpoverty if farmersaccepthighervariancein
order to reap higher meanrewardsand periodically get unfortunatedrawings
from the distribution.

Of course, the switch from subsistenceto cash crops may not be made
knowingly (governmentsdo not alwaysconveyinformation on risk accurately)
and theremay be seriousimplicationsfor intra-householdincomedistributions.
If, for example,adult malesreceivethe returnsfrom cashcropsbut femalesand
childrenbeartherisksof failure in termsof nutrition or schooling,thedecisionto
switch may not be optimal for the householdoverall. The important point,
however,is thatnot everyexpostdescentinto povertyis the resultof anexante
flawed responseto tradeliberalisation.

An alternativelenson the previousparagraphis the observationthat the poor
can often not afford the risks of being entrepreneurial(Morduch,1994).Their
inability to bear the downsiderisks entailedin producingcashcrops(because,
say, a price fall would push them below subsistence)might explain the
unwillingnessto pursuehighermeanreturnscreatedby trade.If so,thepoormay

21 Note, however, that such insulating policies increasethe variability of world prices. If all
countrieseschewedthem at oncenet variability could decline even though insulationhad been
removed.

TRADE LIBERALISATION AND POVERTY 1355

ß Blackwell PublishersLtd 2002



sufferthecostsof a reform(e.g.higherfood prices)without reapingtheexpected
rewards.Thepolicy implication of this is to examinetheeffectivenessof capital
markets(which is wherethe marketfailure exists)andsafetynetsasa meansto
spreadingthe benefitsof liberalisation.

Turning briefly to country-leveldata,thereis a presumptionthat more open
economiessuffer more heavily from termsof tradeshocks;e.g.Rodrik (1998).
This question has at least two elements. First, if opennessencourages
specialisationonewould expectthe net bartertermsof trade(NBTT – the ratio
of import to exportprices)to becomemorevolatile with openness.In fact, this
appearsnot to happen– seeLutz andSinger(1994),andalsoEasterlyandKraay
(2000),who find very small countrieshaveno worsevolatility thanlargerones.
Second,a given volatility in the NBTT implies a greatervolatility in national
income the more open the economy,which one expectsto increase,ceteris
paribus, with trade liberalisation(and also as size falls). This secondelement
doesreceiveempiricalsupport(Rodrik, 1998;andEasterlyandKraay,2000).A
possiblethird elementis whether open economiesgeneratelarger or smaller
domesticshocks,whichcouldgoeitherway.Krueger(1990),for example,argues
that opennessencouragesbetter policy positionsall round and receivessome
empirical supportfrom Romer(1993)on inflation andAdesanddi Tella (1997
and 1999) on corruption. Rodrik suggeststhat open economieshave greater
incomevolatility overall, which suggeststhat the secondelementpredominates,
but, of course,this doesnot necessarilymeangreaterconsumptionvolatility.
Thus,overall,tradeliberalisationhasambiguousimplicationsfor macrostability.

7. ECONOMIC GROWTH AND TECHNOLOGY

Economicgrowth is the key to permanentpovertyalleviation.Unlessgrowth
seriouslyworsensincomedistribution, the numbersin povertymeasuredin any
absoluteway will fall as averageincomesincrease.This observationmakesit
tempting to think about the effects of trade liberalisation on poverty as the
productof a growth effect andan inequality effect. I discussthe former in this
section,but arguethat the latter is not a useful componentof poverty analysis.
Povertyand inequality are different phenomena,with poverty referring only to
the lower end of the income distribution. Any simple parameterisationof
inequality runs the risk of implying worsening poverty merely becausethe
incomedistributionhasworsenedin its upperregions.If one is to focuson the
lower end alone,one needsto analyseprices and incomesin the sort of way
describedin this paper.In short,oneshouldderiveone’sview of thelower endof
incomeinequality from povertyanalysis,not vice versa.

Ultimately the question of whether growth does actually assist poverty
alleviation is an empirical one. Recentevidencesuggeststhat on averagethe
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incomesof thepoorgrow proportionatelyto theoverall average(e.g.Romerand
Gugerty,1997;Gallup,RadeletandWarner,1998;Dollar andKraay,2001;and
White andAnderson,2001.Thereareclearlyparticularcaseswherethis is not so,
and it is worth trying to find out why, but therehasbeenno challengeto the
generalresultthatthepoorgainsignificantlyfrom growth.In fact,attemptsto see
if opennesswas one of the factors leading to unsatisfactoryoutcomeshave
suggestedotherwise– White and Andersonand the later versionsof Lundberg
andSquire(2000).

By thesametoken,theeffectsof tradeliberalisationon growthis anempirical
ratherthana conceptualmatter.22 Thereis plenty of theoryto suggesta positive
link, basedon factorssuchastechnologyflows, the pricesof capitalgoods,and
accessto specialisttoolsandinputs,and,indeed,mosteconomistsbelievethatthe
link is positive.The evidence,however,is not unchallenged.

The mostcommonlycited cross-countrystudies(e.g.Dollar, 1992;Sachsand
Warner, 1995; and Edwards,1998), received rough treatmentrecently from
Rodriguezand Rodrik (2001) on the groundsthat their measuresof openness
were flawed and/orendogenous.23 They include opentrade(the result of trade
liberalisation) as only one of several indicators of opennessand one which
generallyseemsto weighratherlightly in theoverall result(e.g.Harrison,1996).
In part, I suspect,the weaknessof the empirical link betweenliberal tradeand
growthreflectsthedifficulties of measuringtradestancesonceonecomesinside
the boundaryof nearautarchy:for example,tariffs needto be aggregated,QRs
assessedand aggregated,the degreeof credibility and negotiability of trade
barriersrepresented, andthelevelof enforcementmeasured(seeWinters,2000d).
A seconddifficulty is that, to be fully effective, tradeliberalisationneedsto be
part of a packageof measurespromotinggreateruseof the market,morestable
and lessarbitrarypolicy intervention,strongercompetitionandmacroeconomic
stability. With the exceptionof the last, opennessis probably essentialto the
long-runachievementof thesestances,andit probablyhelpswith thelastaswell
(Krueger,1990). Isolating such joint effects is very complex,althoughTaylor
(1998)andWacziarg(2001)havemadesomeprogress.

Overall, the fairest assessmentis that tradeliberalisationalonehasnot been
incontrovertibly linked to subsequenteconomicgrowth, but that the general
tendencyof the evidence– cross-sectionand casestudy – is strongly in that
direction.24 EvenRodriguezandRodrik concedethat liberalisationhascertainly
not been identified as a hindranceto growth. Thus one would need strong

22 It is dealtwith morefully in McKay, WintersandKedir (2000)andin Winters (2001b).
23 SrinivasanandBhagwati(2000)chide the professionfor beingtoo concernedaboutRodriguez
and Rodrik’s critique of the cross-sectionstudies.The latter were not, they argue,the basison
which wise economistsbelievedthat liberalisationstimulatedgrowth.
24 Jones(2001)showsthat evenRodriguezandRodrik’s datatendtowardspositiveeffects.
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evidenceto concludethatanyparticularliberalisationwould not eventuallyboost
incomeandalleviatepoverty.

The link from opennessto growth operatesat least partly via technical
progress, for example by making new inputs, new technologies,or new
managementtechniquesavailable to local producers.Such flows could arise
from trade– eitherimportsor exports– or from direct flows of technologyfrom
abroad.

The evidencethat accessto imports enhancesperformanceis quite strong
(Esfahani,1991; and Feenstraet al., 1997), while that which postulatesa link
from exporting to technologyis, surprisingly to some,weaker.While macro
studiesandcase-studieshavesuggestedanexportlink, detailedandformal work
basedon enterprisedatais doubtful: Bigstenet al. (2000) find links for Africa,
while Kraay (1998) is ambiguousfor China andTybout andWestbrook(1995)
find nothingfor Latin America.25 Similarly it is quite difficult to provethat FDI
boostsefficiency (e.g.HaddadandHarrison,1993).In bothcasestheproblemis
one of causation:efficiency and exporting are linked becauseefficient firms
export,FDI andefficiency becauseinvestorschooseefficient firms andsectors.

Of coursetechnologicalflows neednot dependjust on tradeor technology
policies in a WTO-sense;they may arise autonomouslyor through direct
interventions in researchand developmentin favour of developingcountries.
An example of the latter is the green revolution, which developedand
disseminatedhigh-yield varieties of grain to many parts of the developing
world. While most commentatorshold the greenrevolution to have beena
significant stepforward in poverty alleviation, the mechanismsidentified are
quite varied. For example,farmershave benefitedwhere marketshave been
open(becausepricesare largely fixed), while net buyersof food havegained
wherepolicy hasmeantthatagriculturaloutputhasto bedomesticallyabsorbed
rather than exported(Binswangerand Quizon, 1986). Non-farmershavealso
sometimesbeenmajorbeneficiariesvia increaseddemandfor locally produced
inputs or consumptiongoods (Moseley, 1999) or where demandfor local
serviceshasincreased(Mellor andGavian,1999).Whatevertheroute,effective
accessto improvedseedsand other food technologiesis likely to havemajor
effectson poverty.26

The fear is often expressedthat technologicaladvancehurts the poor by
reducingthe demandfor unskilledlabour.This may be true of generaltechnical
progressthat is biasedagainstunskilled labour,althoughwhy any trade-related
technicalprogressshouldbe so is unclear.Sucheffectsmight appearto apply,

25 Tybout (2000)suggeststhat this maybebecausethe lastwasableto identify the temporallinks
betweenproductivity and exportingmore accuratelythan the others.Bigstenet al., on the other
hand,suggesttheresultis substantiveandthatsmallpoorcountriescangainadvantagesfrom trade
that largereconomiescangeneratefor themselves.
26 IFAD (2001)makesa passionatecasethat technologyis key to solving rural poverty.
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however,if liberalisationreducescapital goodspricesand leadsto substitution
againstlabour(e.g.RobbinsandGindling, 1999).

When technicaladvancediffers acrosssectorsits sectoralcompositionis as
importantasits bias.Increasesin theefficiency in a sectorwill increasedemand
for thegoodconcerned(stronglyin openeconomies)andthus,generally,for the
factorsthat produceit. Factorsspecificto that sectorwill benefit,aswill mobile
factors that are usedintensively in the sector(as in Section4 above).27 Thus
progressin unskilledlabour-intensivesectorswill probablyaid the poor,at least
immediately,evenif it is biasedagainstunskilled labouruse.

Growthdoesnot appearexplicitly in theanalyticalframeworkof Figure1, but
it is presentthroughoutandvital. Growthwill affect relativepricesaswell asthe
incomesgeneratedfor householdsby theproductionsectorboth in termsof their
averagelevel and the numberof peopleworking in that sector.By generating
greaterdemand,growth will raise householdsalesand assistgovernmentin
raising revenueand spending.To the extent that it is basedon technological
improvements,growth will increasethe outputthat farm householdsgenerateat
anygivenpricelevel andto theextentthat it is dueto accumulationincomeswill
rise accordingly. While it may be difficult to identify the effects of trade
liberalisation on economicgrowthdirectly, theylie at theheartof boththepolicy
andthe positivedebateson tradeandpoverty.

8. SHORT-TERMADJUSTMENT

Trade liberalisation is generally held to have long-run benefits, but it
requiresadjustmentin acountry’soutputbundleto achievethem.If adjustment
is costly this could leadto periodsof declineand/orpovertybeforethingsget
better.

For assessmentsof the overall economic benefits of liberalisation, it is
important to distinguishbetweenthe social costsof adjustment– net lossesto
society,through,for example,higherunemployment– andprivatecoststhat are
counterpartsto privategainselsewhere– for example,a cut in wagesduesolely
to the loss of a subsidy.For presentpurposes,however,the distinction is less
significant. Our question is just whether individuals or householdsslip
temporarilyinto povertyasan economyadjuststo moreopentrade.

The most significant adjustmentproblem lies in the market for less-skilled
labour, especiallyemployment,and so I concentrateon that. There are two
separatequestions:how long do spellsof unemployment/under-employmentlast
andwho suffersthem?

27 This argumentis speltout in HaskelandSlaughter(1998)but datesbackto FindlayandGrubert
(1959).
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a. How Long DoesUnemploymentLast?

Thekey to answeringthis questionlies in thespeedof labourturnoverandthe
flexibility of factormarkets.Unfortunately,thereis apparentlyvery little research
directly on labour turnover in developingcountries(Matusz and Tarr, 1999).
Theseauthorssuggestthat, in industrial countrieswhere liberalisation more
frequently meansthe contractionof a sector,not its demise,it is surprisingly
rapid in mostcircumstances.If so, unemploymentof displacedworkerswill be
relatively short-lived.In somecasesworkersdisplacedfrom low-paid jobs not
only foundnewjobsquickly, butathigherwages(Jacobson,1978).In developing
countriessuchbenigneffectsarealsoa realisticpossibility,althoughtheevidence
is basedon aggregateemploymentdata rather than surveysof workers. For
example,Mauritius hassuccessfullycombinedtradeliberalisationwith poverty
reduction(see,for example,Milner and Wright, 1998,who identify increasing
unskilledandfemalewagesasexportsboomed).Panamais anothercase:astrong
liberalisationof tradein 1996/97andof domesticregulationsin previousyears
precededa decreasein unemployment(16.2 to 13.2per cent in oneyear)anda
reductionin poverty as informal sectorwagesrose and poor workers entered
formal employment(World Bank, 1999). Harrison and Revenga(1998) find
manufacturing employment increasing almost immediately after half the
liberalisationsthey study; the other half are mostly transitionaleconomiesin
which much more than trade liberalisation was happeningand in which the
general retrenchmentcreated a very unfavourable environment for trade-
displacedworkers.

Not all is so rosy, however,evenin ‘regular’ (i.e. non-transition)liberalis-
ations.Workersmay suffer long-lived anddeeplossesof incomeif they have
previouslyenjoyedvery high levelsof protectionor if theyhadbuilt up strong
firm-specific humancapital. For example,Jacobsonet al. (1993aand 1993b)
find that theUS workerslaid off after long job tenureearned25 percentbelow
their pre-dismissalwagesafter five years.RamaandMacIsaac(1999)find that
employeesdisplacedfrom the EcuadorianCentralBank in 1994hadregained
on averageonly 55 per cent of their pre-dismissalsalariesafter 15 months
despitegenerallylow unemployment levels.Mills andSahn(1995)found that
of Guineanpublic sectorworkers laid off over 1985–88,half of thosewho
foundnewjobsincreasedtheir earnings.However,their averageunemployment
duration exceededtwo years and fully 30 per cent of them were still
unemployedby 1992.

It seemslikely that transitionallosseswill be greaterthe more protectedthe
sectorwas originally and the greaterthe shock. In particular, labour markets
sufferingvery largeshockscanbecomedysfunctionalbecauseevennormalturn-
overceasesasincumbentsdarenot resignfor fearof not finding a newjob. Thus
major reforms– e.g.transition– or concentrated reforms– e.g.closingthe only
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plant in a town – do seemmore likely to generatetransitional lossesthrough
unemploymentthanmorediffuse reforms.On the otherhand,it is preciselythe
sectorswith highestprotectionor theeconomieswith mostwidespreaddistortion
that offer the greatestlong-runreturnsto reform.

b. TransitionalUnemploymentand Poverty

Transitionalunemployment(or a decliningrewardfor skills) is unfortunatefor
anyonewhosuffersit, but it doesnotnecessarilyleadto poverty.Individualswho
havelived beyondthereachof povertyfor sometime will generallyhaveassets,
or accessto credit, with which to smooth consumption.28 Thus for such
individuals it is only longer-livedshocksthat fall within the remit of this paper.
The poor,on the otherhand,will havevery few assets,andsowill be unableto
smoothoverevenshortspellsof unemployment.Hence,evenswitchingfrom one
unskilledinformal sectorjob to anothercouldcauseseverehardship,especiallyif
temporarystressled to permanentor semi-permanent consequences,such as
losing one’splacein the queuefor rentedhousingor educationservices.29 This
suggeststhatattentionto transitionalunemploymentshouldmainly befocusedon
thosewhowerepooror near-poorinitially. This is notalwaysthecasein practice,
however, for the middle class will typically be more articulate and more
influential politically thanthe poor.

9. TRADE LIBERALISATION AND POVERTY: A CHECKLIST

Thelink betweentradepolicy andpovertyis evidentlyverycomplexandcase-
specific. The framework developedhere defies further summary,but it does
suggestaseriesof keyquestionsthatmighthelpto explorea tradeliberalisation’s
effectson poverty.30

Will the effectsof changedborder pricesbe passedthroughto the rest of the
economy?

Tradepolicy andshocksoperateprimarily via prices.If price changesarenot
transmittedthe most direct effects on poverty (positive or negative)will be
nullified.

28 In caseit seemscallous to suggestconsumingassets,recall that most precipitousdeclinesin
incomeresultfrom losingpublic support– i.e. from beingunableto continueto live comfortablyon
the proceedsof distortionsor transfersthat othersfinance.
29 LokshinandRavallion(2000)find that theeffectson thepoorof shocksin Hungaryarelong but
not infinitely lived.
30 Winters, McCulloch and McKay (2002) organisesempirical evidenceunder the questions
definedhere.
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Is reform likely to destroyeffectivemarketsor createthem?
A shockthatunderminesanimportantmarketcouldwell causepoverty,while

onethat introducesnewemploymentopportunities,goodsor servicesto thepoor
cangreatlyenhancetheir welfare.

Is reform likely to affectdifferenthouseholdmembersdifferently?
Within a household, claims and endowments are typically unevenly

distributed.Henceparticular members– usually femalesand children – may
lose personallyevenwhen the householdin aggregategains.Converselysome
reformsdirectly boostfemaleearnings.

Will its spilloversbe concentratedon areas/activitiesof relevanceto the poor?
Adjustment to a shock results in it being transmittedfrom one market to

another.Frequentlythe diffusion will be so broadthat it haslittle effect on any
particularlocality or sector,but sometimes– e.g.whereservicesaretradedonly
very locally – the transmissionis narrow but deep.Then it is necessaryto ask
whetherthe second-roundeffectshaveseriouspoverty implications.

Whatfactorsare usedintensivelyin themostaffectedsectorsandwhatis their
elasticityof supply?

Changesin the prices of goods affect factor rewardsaccording to factor
intensities,but if factor suppliesshow some elasticity, employmentwill be
affectedaswell aswages.Povertyeffectsdependheavily on wherethe various
wageslie relative to poverty lines. Moreover,falling unskilled wagesgenerate
poverty only to the extent that poor householdsdependdisproportionately on
suchwages.

Will the reform actually affectgovernmentrevenuestrongly?
In the limit cutting tariffs will reducegovernmentrevenue– zerotariffs entail

zero revenue– but many tradereformsactually havepositive revenueeffects.
Evenwhererevenuefalls, it is not inevitablethat compensatingtax increasesor
expenditurecutswill impingeon thepoordisproportionately.That,ultimately, is
a political decision.

Will reform exposethe poor to greaterrisk?
Foreignmarketsmayor maynot bemorevariablethandomesticones;evenif

they are,risk spreadingcanreduceoverall risk asthe economyopens.

Doesthereformdependuponor affecttheability of poor peopleto takerisks?
For the very poor the consequencesof evensmall negativeshocksare very

serious. Hence they might be unwilling to seize risky income-raising
opportunitiesand so reap only the negative elementsof a reform package.
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Similarly, if a reform makesit more difficult for the poor to continue their
traditional insulation strategies,it may increasetheir vulnerability to poverty
evenif it increasesmeanincomes.

Will the reform stimulate growth? Will the growth be particularly
unequalising?

Economic growth is the key to sustainedpoverty reduction and trade
liberalisation generallyappearsto fostergrowthThusit will normallyhavestrong
long-runpovertyalleviationeffects.

Will transitional unemploymentbe concentrated on the poor? Will it be deep
or long-lived?

Almost by definition thepoor,havefew assets,soevenrelativelyshortperiods
of transitioncouldinducedescentinto deeppoverty.Adjustmentwill typically be
harsher if the trade reform is associatedwith macro-stabilisation or is
concentrated on a particular locality. However,many reformsshowquite rapid
positiveemploymentresponses.
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