Trade Liberalisation and Poverty:
What are the Links?

L. Alan Winters

1. BACKGROUND

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 ‘s#Vhile
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.

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,none of theseconditionsis met, and so we are
thrown back on fragmentaryevidenceon parts of the argument.The key to
assemblinghis evidenceinto a coherentpicture,aswell asto designingpolicies
to alleviate any ill effects,is to understandhe channelsthrough which such
effectsmight operate This is the main job of this paper.

| explorethe static effectsof tradepolicy on povertyvia four broadgroupsof
institutions: householdsdistribution channels factor marketsand government,
and then consider the dynamic questionsof volatility, long-term economic
growth,andshort-termadjustmenstressedNoneof theeconomicanalysisfor the
individual institutionsis very complex,but in eachcasethereare both pro- and
anti-poorinfluences.Thus whenwe cometo put themall together,it is hardly
surprisingthat thereis no universalconclusionasto whethera particulartrade
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
statementsbout'the poor’ will, at best,losea lot of information,while simple
generalisatins about all countrieswill just be wrong. What | do provide,
however s a checklistthatpolicy-makeramnight useto guidetheir thoughtsabout
whethera particularliberalisationis likely to be pro-poor.

An important aspect of any analysis of poverty is the definition and
measuremendf the phenomenoritself. While recognisingthat there are many
legitimateapproacheo this, | adoptherean absoluteconsumptiormetric This
entails that poverty is held to have fallen if fewer peoplefall below a fixed
thresholdin termsof their claims (entitlements)over goodsand services.The
thresholdis not necessariljthe samefor all countries,althoughonceone hasto
aggregatecrosscountries— for example to considerglobal effectsor effectson
subsetsof developingcountries— it becomesdifficult to make the casefor
differences. In choosing this definition of poverty | am not denying the
importanceof otheraspectdasedfor example,on social exclusion;however,a
sensibldirst steptowardsunderstandinghe effectsof tradeon povertyis to focus
on the simplestand mostdirectly observableaspectsf the question.

Thereare manyreasonsvhy peopleare poor, and evenwithin broadgroups
there are huge differencesin circumstancedetweenindividual households.
Thusthe effectsof manyshockswill differ acrossthe poor’, anda crucial part
of any practicalanalysismustbeto identify differentinterestswithin thatgroup.
A first step towardsthis is a poverty profile, including information on the
consumptionproductionandemploymentactivitiesof the poor.| do not labour
the point aboutheterogeneityoelow, but in truth it is hardto over-estimag its
importance.

3 Baulch (1996) offers a usefulaccountof different poverty measures.
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TRADE LIBERALISATION AND POVERTY 1341

While poverty profiles are a necessaryinput to thinking about the links
betweentradeand poverty,they shouldnot lead oneto believethat povertyis a
staticandunchangingstate. Thereis, in fact, a fairly rapid turnoverof families
into and out of poverty, andthe determinantf thosetransitionsappearto be
ratherdifferentfrom thoseturnedup by studiesof the staticcorrelateof poverty
(Baulch and McCulloch, 1998). This is potentially an important insight for
presentpurposesfor if trade affects the transition probabilitiesit could have
significanteffectson the stockof ‘poor’, while apparentlyhavinglittle to do with
that stockdirectly.

2. THE HOUSEHOLD

Povertyis a conditionof individualsor householdsso for convenience start
with a simple modelof the farm householdsee,for example,Singh,Squireand
Strauss1986).Thisis notto be takenliterally asreferringonly to the rural poor,
althoughthey are the majority group, but to any householdwhich potentially
makes production as well as consumptiondecisions.In the simplest case,
householdwvelfareis expressedis a function of the pricesof all goodsthat the
householdacesandincome.The latter is ‘full income’ comprisingthe value of
the full complementof time at prevailing wage rates,transfersand other non-
earnedncome (including a wide rangeof elementssuchasremittancespfficial
transferstransfersin kind, etc.) and profits from productiondecisions.

To a first-order approximation, the effect of a single price change on
householdvelfareis proportionalto its netsupplypositionin thatgoodexpressed
at currentpricesasa proportionof total expenditureln practicalterms,then,to
predictpovertyeffectswe needto knowthe price changesmplied by a shockand
poor householdshet supply positions.

For finite price changeghe household’'sresponsesnfluencethe size of the
welfareeffect, butif thereis full optimisationwith full information,theywill not
reverseits sign. Responsiveneds particularlyimportantwhenone considerghe
vulnerability aspectsof poverty. Policies which reducehouseholds’ability to
copewith negativeshockscould have major implicationsfor the translationof
tradeshocksinto actualpoverty.Moreover,fearof the consequencesf notbeing
ableto copewith negativeshocksmight inducehouseholdgo rule out activities
that would raisemeanincomesignificantly. Responsiveneds alsoimportantin
terms of spreadingshocksfrom one marketto the next. Thesefactors are all
consideredelow.

Giventhe prevalenceof small-scaleagricultureamongthe poor,the analysisof
pricesis indispensableBut the poor alsoderive someof theirincome(most,in
some cases)from labour and other factors of productionthat they own. The
proportionae shockto earnedincomeinducedby a tradeliberalisationdepends
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on the sharesof factorsin householdncome and the proportionatechangesn
their returnsor wages'

An important complicationin developingcountriesis that a given type of
labour may have different value to the householdaccordingto where it is
employed.If differentwagesare given exogenouslythe choicebetweenjobsis
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 higher costsof monitoring non-family workersmake family
labour cheaperthan bought-inlabour, while the transportationcostsentailedin
reachingotheremployerswill makeoutsidework lessattractiveto thefamily than
work at home.When the virtual wagefalls betweentheselimits, labouris not
tradedoutsidethe householdlf therangeis very largelabouris effectively non-
tradableasin de Janvry,Sadouletand Fafchampg1991)— but by changingthe
pricesof goodsproducedn the householdstradereformscould switchit between
tradableand non-tradablestatus.Indeed,the ability to switch betweenactivities
will be animportantaspectof adjustingto potentially impoverishingshocks.

A further necessarygeneralisatiorrecogniseghat sometransactiongmay be
quantity-conrained. Most obviously, someexternaljobs may be availableonly
for eithert or O hoursa day — e.g. factory work or serviceactivities such as
transportationservices.If trade shocksflip workersfrom t to O hours, poverty
impactscould be very great. The loss of a job is probablythe most common
proximatecauseof householdsiescendingapidly into poverty>

Finally, of course the setof factorsof productionand associatedeturnsthat
we considemustincludeland and otherassetsThe unequaldistributionof land
is an important contributory factor to poverty, and while addressingt is not
strictly a matter of trade policy, it doesclearly affect the outcomeof trade
liberalisationif the latter affectsthe rate of returnto land. If, for institutional
reasonsanassetannotbesoldor hiredout(asis very frequentlytrue of land)its
rate of returnis endogenous.

A key extensiorof the approachjust outlinedis to recogniseheimportanceof
intra-househldl distribution. It is frequentlyarguedthat the costsof povertyfall
disproportiomtely on women, children and the elderly. Two approacheseem
possible: either to describea householdand add some analytics for intra-

“ Lloyd (2000)showshow price andfactor effectscanbe combinedformally to predictrealincome
effects.

5 A generalobservationis that major shocksto welfare are usually associatedwith ‘corner
solutions’suchasthis. Smoothquantitativeadjustmentbetweerinterior solutionsneedto belarge
to matterseriously whereasat the cornerssmall shockscaninducequalitativechangesn life-style.
Below | considercollapsingmarketsandchangesn the setsof goodsthatareavailable,aswell as
job lossandcreation.
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TRADE LIBERALISATION AND POVERTY 1343

householddistribution, or to define welfare for individuals and add some
analyticsto describeinter-personatransfers.The former is probablythe more
effective route®

The easiestapproachis to assumeseparabilitybetweenhouseholdactivities
generatingand thosedistributing welfare. Thus the basicmodel could describe
the former, while the latter would be characterisedy a model of distribution. If
the determinant®f the distributive shareswvere not affectedby tradepolicy, the
welfareof eachpersonin the householdvould vary in proportionto thewholein
responseo a tradeshock.This would moreor lessremovegenderandagefrom
the picture andwould be very convenient.

Unfortunately, however, separability is just not plausible. First, the
homotheticityrequiredby separabilityis unlikely to hold. As householdncomes
change relative weights change(Kanbur and Haddad,1994). Second,for this
approacho be useful,intra-househl transferswill be necessaryo compensate
individualswho, becaus®f their non-transferablendowmentglabour),bearthe
brunt of adverseshocksIf subsistenceequirement®r culture precludethis, the
decisionis no longerseparableindthe effectsof specific pricesor factor shocks
impinge directly on individuals. For example,if female externalemployment
increases- becausesay,the wagerisesor malewagesfall — but womenreceive
little compensatorpelp with their traditionalin-homeactivities, femalepoverty
could result! Unfortunately,genderaspectsare likely to be very case-specific
and,worse,to be analysableonly with datathatarenot generallyavailable.Thus
otherthannotingthatgenderandintergenerationaksuesnustbetakenseriously,
and that they call for attentionand flexibility in the application of the basic
results,it is difficult to specifyhow to proceed.

3. PRICECHANGESAND TRANSMISSION

a. TheDirect Effectsof a Price Change:The Distribution Sector

| startby consideringa changein the world price, tariff or exchangeateof a
single good. Figure 1 summariseghe way in which such shocksmight work
throughto householdvelfarein atargetcountry.Schematicallyjt comprisedive
columnsof information. Theelementsoncerninghe distributionsectotie in the
middle of the figure wherel plot the transmissiorof price shocksfrom world

8 The fact that the majority of dataand the bulk of interventionsrefer to householdsatherthan
individuals suggestghat policy-makersand legislatorsseehouseholdss the fundamentalnit.

" Elson(1991)andHaddad Hodinottand Alderman(1994) provide usefuloverviewsof thesenon-
separabilitiesandtheir consequencegontanaand Wood (2000) operationalisesomeof themin a
CGE model.
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FIGURE 1
The Transmissiorof Trade Shocks
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pricesthroughto final consumersandbriefly describethefactorsinfluencingthe
extentto which shocksat one stageare passedhroughto the next.

Considerthe transmissionof price shocksin pure accountingterms. For an
import, the world price of a good, the tariff it facesand the exchangerate
combineto definethe post-tariff borderprice. Onceinsidethe country,the good
faces things like domestic taxes, distribution costs from the port to major
distribution centresyariousregulationswhich may add costsor control its price
andthe possibility of compulsoryprocurementy the authorities.The resulting
priceis termedthe wholesaleprice. Fromthe distributioncentrethe goodis sent
out to more local distribution points, and potentially faces more taxes and
regulations.This stagemay involve co-opsor otherlabour-manageénterprises,
which may respondto shocksdifferently from commercialfirms. | term the
resulting price the retail price, althoughof coursemarketinstitutionsmay 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
the household’ssndowment®f time, skills, land, technologyandrandomshocks
suchasweather Anything thatincreasegarm yields, for example would permit
a householdgreaterwelfare at any given price vector.

A correspondingaxonomycanbe constructedor exportgoods startingat the
bottom of the column. An export good is produced,put into local marketing
channelsaggregatednto nationalsupplyandfinally sold abroad.At eachstage
theinstitutionsinvolvedincur costsandaddmark-upsall of which enterthefinal
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TRADE LIBERALISATION AND POVERTY 1345

price.If theworld price of thegoodis given,all suchadditionscomeoff thefarm-
gateprice that determineshouseholdwelfare.

In determiningthe effects of world price or trade policy shockson poor
householdst is importantto havea clear picture of thesetransmissiorchannels
andthe behaviourof the agentsandinstitutionscomprisingthem. For example,
monopsonist buyersof export cropswill responddifferently to price shocks
thanwill producers’marketingcooperativesRegulationsthat fix marketprices
by fiat or by compensatorgtock-pilingcancompletelyblock the transmissiorof
shocksto the householdevel

Even more important, all thesevariouslinks must actually exist. If a trade
liberalisation itself — or, more likely, the changesin domestic marketing
arrangemets that accompanyit — lead to the disappearanceof markets,
householdssan becomeisolatedfrom the marketand suffer substantiaincome
losses.This is mostobviousin the caseof marketson which to sell cashcrops,
but can also afflict purchasednputs and credit. If official marketing boards
providedcredit for inputsandagainstfuture outputs,whereagpost-liberalisation
private agentsdo not, no increasein output priceswill benefit farmersunless
alternativeborrowing arrangement&an be made.The conversecaseis that if
tradereform opensup new markets,it can havedramaticallypositive effectson
povertyalleviation,asfor examplein Bangladestwith new sourcesof work for
females(see CUTS, 1998, Ch. 5) and new suppliesof farm equipment(see
Gisselquistand Harun-ar-Rishid, 1998).

The importance of transmissionmechanismsis well illustrated by the
contrastingexperienceof Zambia and Zimbabwe during the 1990s (Oxfam-
IDS, 1999). In Zambia, the governmentabolished the official purchasing
monopsonyof maize;the activity becamedominatedby two privatefirms which
probablycolludedto keeppriceslow andwhich abandoneghurchasingaltogether
in remoteareas’, In Zimbabwe,by contrast,three private buyersemergedafter
privatisationof cottonpurchasingincluding oneownedby the farmers.Herethe
abolition of the governmentmonopoly resultedin increasedcompetition and
pricesand farm incomesrose appreciably.In a lessextremeexample,Glewwe
and de Tray (1989) show how transportand storage costs attenuatedprice
changesf potatoedollowing 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 aggregateit still left remotefarmerswith a hugeproblem.
This was said to have been exacerbatedby the difficulties of their re-entering subsistence
agriculture, becausethe necessaryseed stocks and practical knowledge had declined strongly
during the (subsidised)cash-cropperiod.| havealso heard,however,thatin the early 1980sthe
state marketing systemfailed to servethe Northern Provinceeffectively and that the economic
saviourwas illegal cross-bordetrade with Malawi. It is not clear when, or if, this ceasednor
whetherit actually mitigatedthe shocksof the 1990s.
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This discussiorpromptsthreecommentsFirst, andmostobviously,the effects
of a liberalisationdependon whereyou setoff from. For example,if animport
banplusgovernmentmonopolysubsidisesemotefarmers the first-roundeffects
of liberalisationwill beto hurtthosegroups'® The analysisof the povertyimpact
of trade liberalisation can be no more generalthan is the pattern of trade
restrictionsacrosscountries.

Second,usually many goods are liberalised at once, so that the effects on
individual householdwill be the sumsof manyindividual shocks Whensomeof
the goodsaffectedare inputsinto the productionof others,the net effectis quite
complex and it is important to considerthe balanceof forces. For example,
Zambianliberalisation raisedthe selling price of maizein the 1990s,but even
wherepurchasig arrangementsontinued,nput pricesroseby moreassubsidised
deliverieswere abolished;asa result, maize outputfell (Oxfam-IDS,1999).

b. Indirect Effectsand the Domainof Trade

Third, one needsto know how the householdwill accommodatehe 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 shockalsotransmitsthe shockto othermarketsandsetsoff
awholeseriesof second-roungrice andquantityeffects.A critical consideration
in assessingheseis the domainoverwhich the ‘second-roundgoodsaretraded,
becausehis definesthe rangeof agentswhosebehaviourcan be called uponto
equilibratethe variousmarkets.The trading domainsare summarisedn the far
right of Figure 1.

The price of agoodthatis tradedinternationallywill belargely determinedoy
the world price. Hence putting aside endogenousadjustmentin the various
marginsidentified above,the pricesof suchgoodswill not changefurtherasthe
marketequilibratesandall adjustmentvill bein internationallytradedquantities.
At the other extreme, if goods are traded only locally — say becauseof
transportationdifficulties, or local tasteidiosyncrasies- the trading domainis
very small and price s likely to bearpart of the adjustmentThe impactwill be
morenarrowly focusedgeographicallybut economicallymore significantwithin
thatdomain.In betweengoodsthat are tradednationally but not internationaly
will generatenational second-roundjuantity shocksbut probably rather small
price changesWhile small, however,the price changeswill be widespreacand
throughthis mechanismshockscould be spreadfrom one region of the target
countryto another.

10 secondround effectscould, of course be positive— seebelow.
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Theliteratureon growth linkages— e.g. Timmer (1997),Delgadoet al. (1998)
and Mellor and Gavian (1999) — arguesthat agricultural liberalisation and
productivity growth are so effective at poverty alleviation becauseheir demand
spillovers are heavily concentratedon relatively employmentintensive and
localised activities in which the poor have a large stake — for example,
constructionpersonakervantsand simple manufacturesThis literatureassumes
thatdevelopingcountryrural economiedaveexcesdabourandcandeliverextra
outputby taking on moreworkerswithout price increases? This, in turn, means
that shockshaveincomemultiplier effects.The basicidea,however,generalises
to the presentapproach,in which prices as well as quantities adjust: local
spilloversincreasdocal pricesand hencelocal incomes.

Positiveshocksto the urbaneconomy,on the otherhand,resultin more diffuse
spillovers,including to imports.In a fix-price world, importsare just a lost oppor-
tunity for generatingfurther employment,but in the long run, when pricesadjust
importsalsogeneratespillovers:outputof exportshasto grow, becausehe imports
haveto be paidfor. If thefactorsusedintensivelyin the exportsectoror in domestic
sectorson which urbanresidentsspendtheirincomeare not amongthe poorestthe
spillover from urbanshockswill be lesspro-poorthanagriculturalshocks.

Finally, therearetwo setsof goodsfor which explicit pricesarenot observed:
first, subsistencegoods.By definition theseare not directly subjectto trade
shocksbut theywill still be affectedby spillovers.Secondtherearegoodsthat
are just not available. While conceptuallysimple to deal with — the price is
infinity whentheyarenotavailable- changesn the availablesetcreatecomplex
measuremenproblemsin practice® Romer(1994) hasnotedthe large welfare
benefitsassociatedvith changesn availability, while Booth et al. (1993)show
how importantthey were evenfor the poor in Tanzania,and Gisselquistand
Harun-ar-Rasld (1998) show how liberalisation greatly increased the
availability of, for example,small tractorsand water pumpsto small farmers
in Bangladesh.

In manycasesof coursetradeshockswill be sufficiently 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 Enterpriseqloosely defined)determine

1 seeSection4b below for a discussiorof whethersuchchangesactually alleviate poverty.
12 Feenstrg1994) haspioneeredsolutionsto the measuremenquestion.
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outputby comparingpricesand costs.Costsdependon factor pricesand factor
input-outpu 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 supplyin the factor markets.In the
process,employmentand wages (and their equivalentfor other factors) are
determinedimplicit in this view is thatthe distributionof assetsgs givenandthat
any non-pecuniarydeterminantsof employment/factoruse remain unchanged.
Increasingassetstocksis an issue of economicgrowth, and perhapspublic
expenditurgfor educatiorandhealth)which | treatbelow. Redistributingthemis
a separatassueindependenbf tradepolicy.

a. ‘Trade Theory' — Fixed Factor Supplies

Assumingthat, for poverty purposesthe critical factor marketis for unskilled
labour, it is usefulto considertwo polar forms of that market. The first is that
assumedy traditional internationaltrade theory, in which factor suppliesare
exogenouslfixed, wagesare perfectly flexible and goodsare homogeneous.

Price changesaffect the incentivesto produceparticulargoodsandthe tech-
nologiesthey use.The simplestand most elegantanalysisof theseincentives—
the Stolper-SamelsonTheorem(amongthe mostpowerfulandelegantpiecesof
economicanalysison any subject)— generateghe powerful result that, under
particularconditions,anincreasean the price of the goodthatis unskilledlabour-
intensivein productionwill increasehe unskilledrealwageanddecreaséhat of
skilled workers®®

Following Wood (1994),imaginea world of two nationalfactors(skilled and
unskilledlabour)anda third (capital), whoserate of returnis fixed by virtue of
being perfectly mobile internationally. As the price of the unskilled labour-
intensive good rises, productionof it increasesdrawing factors of production
away from the other, skill-intensive, sector.Sincethe former wishesto employ
more unskilled per unit of skilled labourthanthe former releasegby virtue of
their factorintensities) this reallocationincreaseshe demandor andtherelative
wageof unskilled labour. This changecausesoth industriesto switch to more
skill-intensiveproductionmethods- i.e. to employlessunskilledlabour per unit
of skill —which, in turn, raisesthe marginalproductof unskilledlabourin both
industriesIf factorsare paidtheir marginalproductsunskilledlabourreceivesa
higher wagein termsof eachgood and so, a fortiori, hasa higher real wage
regardlessof its consumptio patterns.Similar reasoningshows why skilled
labour’sreal wagefalls.

13 The Stolper-Samuelsofiheoremis describedn all InternationalEconomicstextbooks- see for
example Winters (1991) or, in more detail, Bowen, Hollanderand Vianne (1998).A full account
appearsn Deardorffand Stern(1994).
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Unfortunately for all its eleganceStolper-Samuelsoaloneis not sufficientto
answemuestionof tradeandpovertyin therealworld. Amongthe complications
14
are:

» The functional distribution of incomeis not the sameas the personal
distribution of income householdncomedependslsoon the ownershipof
factorsandon intra-householdactivity, which are both often very difficult
to ascertairempirically *>

« Dimensionality onceonemovesbeyonda modelwith two immobilefactors
andtwo goods,the resultsbecomelessdefinitive.

« Mobility: labouris requiredto be perfectly mobile betweenall sectorsand
regionsof theeconomy If labourmarketsare segmentedsimilar labourers
in differentmarketsaredifferentfactors,andwill faredifferently from each
other.

« Diversified equilibrium to guaranteethe Stolper-Samuelsomesult the
country must produce all goods before and after the price changein
question.If one distinguishesgoods by levels of sophistication,this is
unlikely, and perverseresultsare possible— e.g. Davis (1996).

» Non-tradedgoods pricesare determinedoy the needto clearthe domestic
market.Theseprice changewill tendto attenuateherateat which tradable
goodsprice shocksare translatednto changesn the relative demandgor
different factors.On the otherhand,if trade shocksinducechangesn the
realexchangeate,therelativepricesof tradedandnon-tradedjoods andif
these goods have different factor intensities, a further source of factor
marketeffectsis introduced,asidentified by Lal (1986)in the Philippines
and, perhapsWinters (2000b)in India.

Despitethesecomplicationsthe basicinsightof Stolper-Saraelsonseemsdikely
to holdverybroadly.An increasen thepriceof agoodwill increaseheincentiveto
produceit. Thiswill raisethereturnsto factorsof productionspecificto thatgood—
e.g. labourwith specific skill, specialistcapital equipment— and, assumingthat
someincreasein outputis feasible,will also generallyaffect the returnsto non-
specific, or mobile, factors.Generally,the returnsto at leastone suchfactor will
increaseand, providedthat economieof scalearenot too strong,thoseto at least
oneotherfall. Thusthepresumptioronwagesemainghatif thepricesof unskilled-
labour-intensie goodsincreaseonewould expectunskilledwagesto increase.

In world termsdevelopingcountriesare clearly unskilledlabour-abundan so
thatfreertradegravitategowardshigherwagesin general However,within those

14 An extendeddiscussiornis givenin Winters (2000a).

15 Recently, Lloyd (2000) has shown how to generaliseStolper-Samuelsorio the personal
distribution of income conditional on both households’endowmentsand their consumption
patterns.
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countriesit is not clearthat the least-skilledworkers,andthusthe mostlikely to
be poor, arethe mostintensivelyusedfactorin the productionof tradablegoods.
Thuswhile, for example thewagesof workerswith completedorimaryeducation
may increasewith trade liberalisation,those of illiterate workers may be left
behind or evenfall. One of the reasonsthat reforming agricultureis such an
importantelementin any future round of world tradetalks is thatfor this sector
onecanbereasonablyonfidentthatvery-low-skilledworkersin rural areas- the
majority groupamongthe poor— will benefitthroughthe productionresponses.

It is sometimessuggested- at least implicitly — that the factor intensity
approachto the distributionaleffectsof tradepolicy is refutedby the failure of
Latin Americanliberalisationin the 1980sto alleviatepoverty. Without denying
the needfor refinementin the argument,| would ratherarguethat the alleged
surprisearosemore from faulty premiseshanfrom theoreticalfailure. Thus,as
Wood (1997) argues, by the 1980s Latin America was not obviously the
unskilled-labow-abundantegionof theworld economy:both China’s*arrival’ in
world marketsandLatin America’sabundannaturalresourcesuggesbtherwise.
Similarly the growth of outsourcingfor which Northernfirms do notfind it most
efficient to seekthe lowest-gradelabour, suggeststhat Mexican exports are
intensivein 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 thatanincreasdn the demandor afactorincreases
its wage(realreturn)is if thefactoris availablein perfectlyelasticsupply.Then
the wage (return) will be fixed exogenously— by what the factor can earn
elsewhere which is assumedo be unaffectedby the trade shock— and the
adjustmentwill take placein termsof employment.

First, supposethat unskilled labour is the elastically supplied factor. Most
generallythis will be becausethe formal sectorcan draw effectively infinite
amountsof labour out of the informal sectoror subsistenceagricultureat the
subsistencevage (Lewis, 1954). Of course,if the formal wageis no morethan
the subsistencevage,this transferwill havevery little effecton poverty.Poverty
will only be alleviatedif the lossof labourin subsistencegricultureallows the
workers remainingin that sectorto increasetheir ‘wage’, becausethe sector
beginsto run shortof labour (the caseof successfublevelopment).

Probably more commonwill be where the formal sector has an effective
minimumwage,at which thereis excessupply.Thenaslabourerdransferto the
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formal sectorthey earnhigher wagesand poverty may be alleviated'® If trade
liberalisation raisesthe value of the marginal productof labourin the formal
sector it increaseslemandandalleviatespoverty. (It effectively reduceghe cost
of the minimumwageenforcement.)f, on the otherhand,it reduceghe valueof
themarginalproduct,it reduceemploymentandthushasadverseonsequences.

Onepossibilityis thattradecouldincreasemeasuregovertypreciselywhenit
raisesunskilled wagesin the formal sector. If, following Harris and Todaro
(1970), workers migrate until the (unchanged)subsistencewage equals the
expectedwagein the city, a risein the actualcity wagemustbe balancedby a
higherprobability of unemploymentn the city. Thusalthoughin expectedvalue
terms the trade shock would be beneficial (actually benefiting infra-margina
urban workers) and would impose no expectedcost on migrants from the
subsistenceareas, it would lead to an increasein urban poverty and, if
measuremenmethodswere urban biased,to an apparentincreasein overall
poverty.

In fact, neitherof the polar extremess likely to be preciselytrue,andsoin
practicalassessmentsf the effectsof tradeshockson poverty, determiningthe
elasticity of labour supply and locating the various pre- and post-reformwages
relativeto the povertyline areimportant.Also, if labourmarketsare segmented,
wageimpactswill belargerin affectedsectorsput lesswidespreadSegmented
marketsrestrict the set of people who can gain from liberalisation, and so
probablyhinder poverty alleviationin the long run.

Internationalcapitalmobility tendsto increasethe effects,positiveor negative,
of tradeliberalisation.An inflow into a sectorthat hasgainedfrom liberalisation
is likely to boostwagesand/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’
Converselyhowever,if atradeliberalisationwould reducethe returnsto capital
if it wereimmaobile, it will generatea capital outflow if it is mobile andthis is
likely to reduceincome and so tend to be poverty-worsening® However, if
capital has beenattractedinto a country by distortionay policies — e.qg. tariff
protectionand tax holidays— the inflow could have beenimmiserising.Then,
while the outflow resultanton reforming thesepolicieswill still hurt workersin
theaffectedsectorsthe overallwelfareeffectstakingaccountof impactson other
sectorswill be positive — and larger than if there had beenno immiserising
investmentto undo.

16 Dependingon the measureof poverty used the relative levels of the ‘before’ and‘after’ wages
andthe povertyline, and how wagescontributeto householdncome.

17 Rama(2001), amongothers,suggestshat foreign direct investmentis good for wages.

18 For policy purposeswe should note, however, that this is not a cost of globalisation or
internationalisatioroverall. Ratherit representshelossof mitigation that capitalmobility 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,
developmentsn the productionsectorwill affectthe pricesfacedby consumers
andfeedbackinto the pricescolumnof Figurel. Thisis particularlyrelevantfor
non-tradald goodsandservicesof which, givenweakinfrastructureandtrading
institutions, there will be many in developingcountries.Their priceswill be
determinedby the needto equatelocal supplyanddemandandby the influence
on supply of endogenoushangesn factor prices.

An importantdistinctionin the analysisof the productionsectoris whetheror
not goodsarehomogeneouacrosdoreignanddomesticsuppliersHomogeneos
goods must have the same prices, and so trade defines the prices of both
internationaly traded and domesticoutput. Trade prices essentiallydetermine
internal producerand consumerprices and analysisis straight-forward The
alternativecaseis thatgoodsaredifferentiated,sothat eachvariety facesits own
downward-slojmg demandcurve, with links betweengoodsdependingon the
substitutality betweervarieties.In this casethe transmissiorof tradeshocksto
domestigpricesis diffused,affectingmoregoodsbut beingquantitativelysmaller
thanwith homogeneougoods.Diffusion typically attenuateshe shockto factor
prices, becauseas more goodsare affected, it is more likely that changesn
factor demand will be off-setting. The degree of substitutability between
domesticvarietiesandthosetradedvarietiesthat are affectedby the tradeshock
becomesa critical parametetin this view of the world (seeFalvey, 1999): the
lower it is, the lessextremethe effectsof a tradeshockgenerallywill be.

5. TAXES AND SPENDING

The right-handsetof boxesin Figure 1 illustratesthe final major static link
betweentradeand poverty:via taxesandgovernmenspendingThe early stages
of tradeliberalisationentail convertingquantitativerestrictionsand regulations
into tariffs andreducinghigh tariff rates.Particularlyif the latteris accompanied
by areductionin the scopeof tariff exceptionsandexemptionghis stageis likely
to increasetariff revenue ratherthanreduceit (Pritchettand Sethi, 1994; and
Hood, 1998).Removingexemptioncould haveanimpacton the poor, but given
that mostarethe resultof political processesyverwhich the poor havearguably
evenlessinfluencethanthey do in markets this seemspretty unlikely.*®

Eventually,however,a tradeliberalisationwill reducetariff ratesso far that
governmentrevenuefalls. This triggers the more commonly expressedwvorry
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/orlevy new taxeson goodsconsumedheavily by the
poor.Giventhe associatiorbetweenstabilisation liberalisationand povertyover
the 1980s,theseworries have somehistorical basis,but it would be mistakento
assumehatthe associations immutable.Ultimately it is a political decisionhow
to raiseand spendmoney.

A further questionunderthis headingis whethertradeliberalisationrestrictsa
government'sability to managespendingand taxationin a way that impacts
poverty. To startagainat the politically incorrectend of the question,a trade
liberalisation boundatthe WTO, or perhapsaspartof a BrettonWoodspackage,
makesthe price-reducingeffects of tariff cuts lessreversibleand constrainsa
government’qor its successor’sability to manipulatepolicy in arbitrary ways.
Giventhat suchmanipulationvery often redistributeseal incomefrom the poor
to therich, andthatuncertaintyreduceghe incentivesto invest,theseconstraints
are likely to be beneficial. Put more positively, WTO or the Bretton Woods
organisatiormay allow governmentsgo tie their own, or their successorshands
in waysthat would otherwisebe politically impossible.

Much morecommonis thefearthatbindingsand/orcommitmentsatthe WTO
preventgovernmentgrom pursuingpro-poorinterventionsFor example,f price
variability is aproblemit is arguedthatthe banonvariablelevies,which stabilise
the domestic prices of internationally traded goods, could hurt the poor by
subjectingthemto greateruncertainty.lt is sometimesarguedthat the Uruguay
Round Agreement on Subsidies precludes production subsidies that could
stimulateoutputand development see,for example the positionsof India and
Korea during the Uruguay Round negotiations(Croome, 1995, p. 201). The
Agreementdoesrestrict production subsidiesin principle, but for developing
countries the disciplines are very weak. A trading partner would have to
demonstratectualharm beforeacting againstthem, which seemsvery unlikely
for the sort of subsidieshat might help to alleviate poverty. Factor,regionalor
consumptio subsidiesare not subjectto WTO constraints.

All theseargumentsare essentiallyspecific examplesof the analysisabove:
theyaretradeinterventionsvhosedirect effectscanbe tracedvia the distribution
and enterprisesectors.In addition, however, they may have systemiceffects
becausethey affect whole classesof policies. Hence,evenif some subsidies
would be beneficialindividually, given the difficulty of identifying thesecases
and preventing their capture by interest groups, a blanket ban may be
advantageougWinters, 2000d).

Finally, somehaveargued(e.g.Rodrik, 1997)thatincreasedpennesseduces
governmentsabilities to raiserevenuebecausemobile factorscanno longerbe
taxed.In its direct form this argumentappliesonly to factorsthat can movein
responseto tax (or other) incentives, so international trade policy is only
indirectly relevant.For example the generalreductionin tradebarrierssincethe
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mid-1980shas madeit easierto ‘cut up the value chain’, which presumably
fosterscapitalmobility. Onthe tradeside,increasingwvorld competitionmakesit
morecostly for anindividual countryto tax exportsin termsof both erodingthe
tax base and distorting production patterns. However, it is not clear that
individual countrieshave ever had much scopefor suchtaxesin manufactures,
which is wheretradebarriershavecomedown moststronglyin recentdecades.
Note, also,thatin both theseexamplesijt is more other countries’policiesthan
the targetcountry’sthat matter.

6. SHOCKS,RISKSAND VULNERABILITY

The staticanalysiscompareswo perfectly stablescenariosbut, in reality, the
world is full of shocks.Thusanideal analysisshouldtry to dealdirectly with the
effectsof tradeliberalisationon the chancesof movinginto or out of povertyin
an uncertainworld. This requiresinformation on the way that liberalisation
affectsthe distribution of shocksand householdsability to copewith them. It
would alsorecognisehatthesefactorsfeedbackontothe staticlevel effectsjust
consideredmakingan alreadycomplexstory evenworse.This is an areathatis
very importantand yet poorly researchedind should clearly be a priority for
future attention.

The simplest analysis of risk supposesthat both foreign and domestic
economiesare subjectto independentandomshocksand that despiteany trade
liberalisation the economiesarenot completelyintegrated By increasingoreign
exposurefradeliberalisationincreaseshe weightof foreignrelativeto domestic
shocksn thedeterminatiorof domestiovelfare?® Simplerisk spreadinguggests
thatatlow levelsof trade furthertradeliberalisationwould tendto reduceoverall
risk, butif foreignshocksaremuchgreatethandomesticones,onecouldgetthe
oppositeeffects.

The most obvious application of the independentisks 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,they may preventthe largestvariations
in price by permitting tradein extremeconditions.If world marketsare more
variablethan local ones,however,variancecould be increasedby openingup.
One possibility is that, say, for favourableproductionconditions,the domestic

20 Foreignshocksare, of course transmittecthroughthe links discussedbove As above they will
passthroughdifferentamountsof therisk ontothe pooraccordingto the specificsof the case-e.g.
much if a sector makes heavy use of casual labour. Thus sectorswith apparently similar
distributions of international shocks can have very different implications for the probability
distribution of shocksfacing the poor.
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marketis atypically stableandthat openingup ‘imports’ price variation.A more
interestingbut not very realistic caseis that of Newberyand Stiglitz's (1984)
‘Paretoworseningrade’.Imaginea goodwith anelasticityof demandf oneand
random supply shocks: producer revenue is completely stable with price
fluctuation perfectly off-setting quantity shocks. Now put two economies
togetherand et their shocksbe perfectly negativelycorrelated.Trade stabilises
the price anddestabilisesevenuesoif it is the producersavho arepoor,the poor
becomemore vulnerable.

A third possibility is that, becausdradeliberalisationaltersthe setof feasible
policies, it affects the ability of governmentsto operate price 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 * Thusthe UruguayRoundconstraintson 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- observedjuite frequently—is thatliberalisation
leadsfarmersto switchfrom crop x (subsistencéood, say)to cropy (cashcrop).
Their risk then switchesfrom var (x) to var (y), and thus could obviously
increaseHowever,if this switchis madeknowingly andhasno externaleffects,
it is not clearthatit is welfare worsening,evenif the varianceincreasesThus,
just aswith the Harris-Todaroexampleabove higherexpectedvelfaremight be
correlatedwith increasingobservedpovertyif farmersaccepthighervariancein
order to reap higher meanrewardsand periodically get unfortunatedrawings
from the distribution.

Of course,the switch from subsistenceo cash crops may not be made
knowingly (governmentgio not alwaysconveyinformation on risk accurately)
andtheremay be seriousimplicationsfor intra-householdncomedistributions.
If, for example,adult malesreceivethe returnsfrom cashcropsbut femalesand
childrenbeartherisksof failure in termsof nutrition or schooling the decisionto
switch may not be optimal for the householdoverall. The important point,
however s that not everyex postdesceninto povertyis theresultof anexante
flawed responsdo tradeliberalisation.

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

2! Note, however, that such insulating policies increasethe variability of world prices. If all
countrieseschewedhem at once net variability could decline eventhoughinsulation had been
removed.
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sufferthe costsof areform(e.g.higherfood prices)without reapingthe expected
rewards.The policy implication of this is to examinethe effectivenes®f capital

markets(which is wherethe marketfailure exists)and safetynetsasa meansto

spreadinghe benefitsof liberalisation.

Turning briefly to country-leveldata,thereis a presumptionthat more open
economiessuffer more heavily from termsof trade shocks;e.g. Rodrik (1998).
This question has at least two elements. First, if opennessencourages
specialisatioronewould expectthe net bartertermsof trade(NBTT — the ratio
of import to exportprices)to becomemore volatile with opennessin fact, this
appearsiot 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
doesreceiveempirical support(Rodrik, 1998; and EasterlyandKraay, 2000).A
possiblethird elementis whether open economiesgeneratelarger or smaller
domesticshockswhich couldgo eitherway. Krueger(1990),for example argues
that opennessncouragedetter policy positionsall round and receivessome
empirical supportfrom Romer(1993) on inflation and Adesanddi Tella (1997
and 1999) on corruption. Rodrik suggeststhat open economieshave greater
incomevolatility overall, which suggestghat the secondelementpredominates,
but, of course,this doesnot necessarilymean greaterconsumptionvolatility.
Thus,overall,tradeliberalisationhasambiguousmplicationsfor macrostability.

7. ECONOMIC GROWTHAND TECHNOLOGY

Economicgrowthis the key to permanenpoverty alleviation. Unlessgrowth
seriouslyworsensincomedistribution, the numbersin poverty measuredn any
absoluteway will fall asaverageincomesincrease.This observationmakesit
tempting to think about the effects of trade liberalisation on poverty as the
productof a growth effect and an inequality effect. | discussthe formerin this
section,but arguethat the latter is not a useful componentof poverty analysis.
Povertyand inequality are different phenomenawith poverty referring only to
the lower end of the income distribution. Any simple parameterisationof
inequality runs the risk of implying worsening poverty merely becausethe
incomedistribution hasworsenedn its upperregions.If oneis to focuson the
lower end alone, one needsto analyseprices and incomesin the sort of way
describedn this paper.In short,oneshouldderiveone’sview of thelower endof
incomeinequality from poverty analysis,not vice versa.

Ultimately the question of whether growth does actually assist poverty
alleviation is an empirical one. Recentevidencesuggestghat on averagethe
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incomesof the poor grow proportionatelyto the overall averagge.g.Romerand
Gugerty,1997; Gallup, Radeletand Warner,1998; Dollar and Kraay, 2001;and
White andAnderson2001.Thereareclearly particularcasesvherethisis not so,
andit is worth trying to find out why, but there hasbeenno challengeto the
generakesultthatthe poorgainsignificantly from growth. In fact, attemptgo see
if opennesswas one of the factors leading to unsatisfactoryoutcomeshave
suggestedtherwise— White and Andersonand the later versionsof Lundberg
and Squire(2000).

By the sametoken,the effectsof tradeliberalisationon growthis anempirical
ratherthana conceptuamatter? Thereis plenty of theoryto suggest positive
link, basedon factorssuchastechnologyflows, the pricesof capitalgoods,and
accesdo specialistoolsandinputs,and,indeed mosteconomistbelievethatthe
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 measureof openness
were flawed and/orendogenoué® They include opentrade (the result of trade
liberalisation) as only one of severalindicators of opennessand one which
generallyseemdo weighratherlightly in the overallresult(e.g.Harrison,1996).
In part, | suspectthe weaknesof the empirical link betweenliberal tradeand
growthreflectsthe difficulties of measuringradestancesonceonecomesinside
the boundaryof nearautarchy:for example tariffs needto be aggregatedQRs
assessednd aggregatedthe degreeof credibility and negotiability of trade
barriersrepresentedandthelevel of enforcemenmeasuredseeWinters,2000d).
A seconddifficulty is that, to be fully effective,tradeliberalisationneedsto be
partof a packageof measurepromotinggreateruseof the market,more stable
and lessarbitrary policy intervention,strongercompetitionand macroeconomic
stability. With the exceptionof the last, opennesss probably essentialto the
long-runachievemenof thesestancesandit probablyhelpswith the lastaswell
(Krueger, 1990). Isolating suchjoint effectsis very complex, although Taylor
(1998) and Wacziarg(2001) have madesomeprogress.

Overall, the fairestassessmeris that trade liberalisationalone hasnot been
incontrovetibly linked to subsequentconomicgrowth, but that the general
tendencyof the evidence— cross-sectiorand casestudy — is strongly in that
direction?* Even Rodriguezand Rodrik concedethat liberalisationhascertainly
not beenidentified as a hindranceto growth. Thus one would need strong

221t is dealtwith morefully in McKay, Wintersand Kedir (2000)andin Winters (2001b).

23 Srinivasanand Bhagwati(2000) chide the professionfor beingtoo concernedaboutRodriguez
and Rodrik’s critique of the cross-sectiorstudies.The latter were not, they argue,the basison
which wise economistselievedthat liberalisationstimulatedgrowth.

24 Jones(2001) showsthat evenRodriguezand Rodrik’s datatend towardspositive effects.
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evidenceto concludethatany particularliberalisationwould not eventuallyboost
incomeand alleviate poverty.

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

The evidencethat accessto imports enhancegerformanceis quite strong
(Esfahani,1991; and Feenstraet al., 1997), while that which postulatesa link
from exporting to technologyis, surprisingly to some, weaker. While macro
studiesandcase-studiehavesuggeste@dn exportlink, detailedandformal work
basedon enterprisedatais doubtful: Bigstenet al. (2000)find links for Africa,
while Kraay (1998)is ambiguousfor Chinaand Tybout and Westbrook(1995)
find nothingfor Latin America® Similarly it is quite difficult to provethat FDI
boostsefficiency (e.g. Haddadand Harrison,1993).In both caseghe problemis
one of causation:efficiency and exporting are linked becauseefficient firms
export, FDI and efficiency becausenvestorschooseefficient firms and sectors.

Of coursetechnologicalflows neednot dependjust on tradeor technology
policies in a WTO-sense;they may arise autonomouslyor through direct
interventiors in researchand developmenin favour of developingcountries.
An example of the latter is the green revolution, which developedand
disseminatechigh-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 mechanismsdentified are
quite varied. For example,farmershave benefitedwhere marketshave been
open(becausericesare largely fixed), while net buyersof food have gained
wherepolicy hasmeantthatagriculturaloutputhasto be domesticallyabsorbed
ratherthan exported(Binswangerand Quizon, 1986). Non-farmershave also
sometimedeenmajor beneficiariesvia increasedlemandfor locally produced
inputs or consumptiongoods (Moseley, 1999) or where demandfor local
serviceshasincreasedMellor andGavian,1999).Whateverthe route, effective
accesgo improvedseedsand otherfood technologiess likely to have major
effectson poverty?®

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

25 Tybout (2000) suggestshat this may be becausehe lastwasableto identify the temporallinks
betweenproductivity and exporting more accuratelythan the others.Bigstenet al., on the other
hand,suggestheresultis substantiveandthatsmall poor countriescangain advantagefrom trade
that largereconomiescan generateor themselves.

26 |FAD (2001) makesa passionateasethat technologyis key to solving rural poverty.
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however,if liberalisationreducescapital goodspricesand leadsto substitution
againstlabour (e.g. Robbinsand Gindling, 1999).

When technicaladvancediffers acrosssectorsits sectoralcompositionis as
importantasits bias.Increasesn the efficiencyin a sectorwill increasedemand
for the goodconcernedstronglyin openeconomiespandthus,generally for the
factorsthat produceit. Factorsspecificto that sectorwill benefit,aswill mobile
factors that are usedintensivelyin the sector(asin Section4 above)?’ Thus
progressn unskilledlabour-intensivesectorswill probablyaid the poor, at least
immediately,evenif it is biasedagainstunskilledlabouruse.

Growthdoesnot appeatexplicitly in the analyticalframeworkof Figure1, but
it is presenthroughoutandvital. Growthwill affectrelative pricesaswell asthe
incomesgeneratedor householddy the productionsectorbothin termsof their
averagelevel and the numberof peopleworking in that sector.By generating
greaterdemand,growth will raise householdsalesand assistgovernmentin
raising revenueand spending.To the extentthat it is basedon technological
improvementsgrowth will increasethe outputthat farm householdgenerateat
anygivenprice level andto the extentthatit is dueto accumulationincomeswill
rise accordingly. While it may be difficult to identify the effects of trade
liberalisation on economicgrowthdirectly, theylie at the heartof boththe policy
andthe positive debateson tradeand poverty.

8. SHORT-TERMADJUSTMENT

Trade liberalisation is generally held to have long-run benefits, but it
requiresadjustmentn a country’soutputbundleto achievethem.If adjustment
is costly this could leadto periodsof declineand/orpoverty beforethingsget
better.

For assessmentsf the overall economic benefits of liberalisation, it is
importantto distinguishbetweenthe social costsof adjustment- net lossesto
society,through,for example higherunemployment- and private coststhat are
counterpartgo private gainselsewhere- for example,a cutin wagesduesolely
to the loss of a subsidy.For presentpurposeshowever,the distinction is less
significant. Our question is just whether individuals or householdsslip
temporarilyinto poverty asan economyadjuststo more opentrade.

The most significant adjustmentproblem lies in the market for less-skilled
labour, especiallyemployment,and so | concentrateon that. There are two
separatguestionshow long do spellsof unemployment/uner-employmentast
andwho suffersthem?

27 This arguments speltoutin Haskeland Slaughte1998)but datesbackto Findlay and Grubert
(1959).
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a. How Long DoesUnemploymenLast?

The key to answeringhis questionlies in the speedof labourturnoverandthe
flexibility of factormarketsUnfortunately thereis apparentlyery little research
directly on labour turnoverin developingcountries(Matusz and Tarr, 1999).
These authors suggestthat, in industrial countrieswhere liberalisation more
frequently meansthe contractionof a sector,not its demise,it is surprisingly
rapid in mostcircumstanceslf so, unemploymenbf displacedworkerswill be
relatively short-lived.In somecasesworkersdisplacedfrom low-paid jobs not
only foundnewjobsquickly, butathigherwagegJacobson1978).In developing
countriessuchbenigneffectsarealsoarealisticpossibility,althoughthe evidence
is basedon aggregateemploymentdata rather than surveysof workers. For
example,Mauritius hassuccessfullycombinedtradeliberalisationwith poverty
reduction(see,for example,Milner and Wright, 1998, who identify increasing
unskilledandfemalewagesasexportshoomed)Panamas anothercase:a strong
liberalisationof tradein 1996/97and of domesticregulationsin previousyears
precededa decreaseén unemploymen{16.2to 13.2 percentin 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 transitional economiesin
which much more than trade liberalisation was happeningand in which the
general retrenchmentcreated a very unfavourable environment for trade-
displacedworkers.

Not all is sorosy, however,evenin ‘regular’ (i.e. non-transition)liberalis-
ations.Workersmay suffer long-lived and deeplossesof incomeif they have
previouslyenjoyedvery high levelsof protectionor if they hadbuilt up strong
firm-specific humancapital. For example,Jacobsoret al. (1993aand 1993b)
find thatthe US workerslaid off afterlong job tenureearne®5 percentbelow
their pre-dismissalvagesafter five years.RamaandMaclsaad1999)find that
employeedisplacedfrom the EcuadorianCentralBank in 1994 had regained
on averageonly 55 per cent of their pre-dismissalsalariesafter 15 months
despitegenerallylow unemploymat levels. Mills and Sahn(1995) found that
of Guineanpublic sectorworkerslaid off over 1985-88,half of thosewho
foundnewjobsincreasedheir earningsHowever their averagainemployment
duration exceededtwo years and fully 30 per cent of them were still
unemployedoy 1992.

It seemdikely that transitionallosseswill be greaterthe more protectedthe
sectorwas originally and the greaterthe shock. In particular, labour markets
sufferingvery large shockscanbecomedysfunctionalbecauseevennormalturn-
overceasessincumbentdarenot resignfor fear of not finding anewjob. Thus
major reforms— e.g.transition— or concentratd reforms— e.g. closingthe only
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plantin a town — do seemmore likely to generatetransitionallossesthrough
unemploymenthan more diffuse reforms.On the otherhand, it is preciselythe
sectorswith highestprotectionor the economiesvith mostwidespreadlistortion
that offer the greatestong-runreturnsto reform.

b. TransitionalUnemploymenand Poverty

Transitionalunemploymentor a decliningrewardfor skills) is unfortunatefor
anyonewho suffersit, butit doesnot necessarilyeadto poverty.Individualswho
havelived beyondthe reachof povertyfor sometime will generallyhaveassets,
or accessto credit, with which to smooth consumptiorf® Thus for such
individualsit is only longer-livedshocksthat fall within the remit of this paper.
The poor, on the otherhand,will havevery few assetsandsowill be unableto
smoothoverevenshortspellsof unemploymentHence evenswitchingfrom one
unskilledinformal sectorjob to anothercould causeseverehardship gspeciallyif
temporary stressled to permanentor semi-permangnconsequencessuch as
losing one’s placein the queuefor rentedhousingor educationservices?® This
suggestshatattentionto transitionalunemploymenshouldmainly befocusedon
thosewhowerepooror near-pootnitially. Thisis notalwaysthe casen 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 betweertradepolicy andpovertyis evidentlyvery complexandcase-
specific. The framework developedhere defies further summary,but it does
suggest seriesof key questionghatmight helpto exploreatradeliberalisations
effectson poverty>°

Will the effectsof changedborder pricesbe passedhroughto 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 seemscallousto suggestconsumingassetsrecall that most precipitousdeclinesin

incomeresultfrom losing public support-i.e. from beingunableto continueto live comfortablyon

the proceedof distortionsor transfersthat othersfinance.

29 LokshinandRavallion(2000)find thatthe effectson the poor of 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 shockthatunderminesanimportantmarketcould well causepoverty,while
onethatintroducesnew employmentopportunities goodsor serviceso the poor
cangreatly enhanceheir welfare.

Is reform likely to affectdifferenthouseholdnemberdifferently?

Within a household, claims and endowments are typically unevenly
distributed. Hence particular members— usually femalesand children — may
lose personallyevenwhen the householdin aggregategains. Converselysome
reformsdirectly boostfemaleearnings.

Will its spilloversbe concentratecbn areas/activitief relevanceto the poor?

Adjustmentto a shockresultsin it being transmittedfrom one market to
another.Frequentlythe diffusion will be so broadthatit haslittle effecton any
particularlocality or sector,but sometimes- e.g.whereservicesaretradedonly
very locally — the transmissioris narrow but deep.Thenit is necessaryo ask
whetherthe second-rouncffectshave seriouspoverty implications.

Whatfactorsare usedintensivelyin the mostaffectedsectorsandwhatis their
elasticity of supply?

Changesin the prices of goods affect factor rewardsaccordingto factor
intensities, but if factor supplies show some elasticity, employmentwill be
affectedaswell aswages.Povertyeffectsdependheavily on wherethe various
wageslie relative to poverty lines. Moreover,falling unskilled wagesgenerate
poverty only to the extentthat poor householdsdependdisproportiomtely on
suchwages.

Will the reform actually affectgovernmentevenuestrongly?

In the limit cuttingtariffs will reducegovernmentevenue- zerotariffs entail
zero revenue— but many trade reforms actually have positive revenueeffects.
Evenwhererevenuefalls, it is not inevitablethat compensatingax increaser
expenditurecutswill impinge on the poordisproportionatelyThat, ultimately, is
a political decision.

Will reform exposethe poor to greaterrisk?
Foreignmarketsmay or may not be morevariablethandomesticones;evenif
they are, risk spreadingcanreduceoverall risk asthe economyopens.

Doesthereformdependuponor affectthe ability of poor peopleto takerisks?
For the very poor the consequencesf 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 increasesneanincomes.

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

Economic growth is the key to sustainedpoverty reduction and trade
liberalisation generallyappearso fostergrowth Thusit will normally havestrong
long-run poverty alleviation effects.

Will transitional unemploymenbe concentrate on the poor? Will it be deep
or long-lived?

Almost by definition the poor,havefew assetssoevenrelatively shortperiods
of transitioncouldinducedesceninto deeppoverty. Adjustmentwill typically be
harsher if the trade reform is associatedwith macro-stabilishon or is
concentratd on a particularlocality. However,many reforms show quite rapid
positive employmentresponses.
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