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1. General Background

- Argued that economies open to international trade would, among others, lead to; 

- rapid industrial transformation, 

- fast changes in employment structure,

- higher growth in output, and eventually 

- drastic reduction in poverty.

- As argued, this would occur through; 

· factor productivity gains through higher specialization and exploitation of areas having comparative advantages

· scale of economies and expansion in markets for domestic firms leading to further increase in total factor productivity,

· stronger interaction with foreign firms and markets and hence technological innovations and improved managerial practices,

· lessening of anti-competitive and rent-seeking practices leading to reallocation of resources away from protected unproductive firms/sectors to more efficient activities,

· decrease in imports prices and rise in purchasing power of consumers through reduction in tariff rates and, above all 

· spill over effect on both factor and product markets leading to income and employment opportunities and thereby overall welfare gains.

· Theoretical bases-international trade theory of comparative advantages; countries gain due to differences in the relative cost of producing different goods and services. 

· Stolper-Samuelson and Heckscher-Ohlin trade theories considered to be somewhat relevant from developing country's perspectives. 

· S-S-H-O theories tell us that a country has a comparative advantages in the good that intensively uses the relatively abundant factor. Free trade would increase relative price of that good and increase the real return of relatively abundant factor. Changes in commodity prices due to trade liberalization magnify the resulting changes in factor prices. This means that there would be rise in relative returns to the abundant factor i.e. unskilled labor in the context of developing countries.


2. What Trade Liberalization Means and How? 


· Trade liberalization means: introduction of greater external competition into protected domestic markets for removing distortionary practices and enhancing economic efficiency at both macro and individual firm's level. This necessitates:

· elimination of preferential treatment for a specific sector,

· reduction in tariff rates and effective protection including reduction in the dispersion of tariff and average tariff rates,

· elimination in non-tariff barriers,

· reduction in cumbersome administrative procedures for imports and exports, and 

· removal of distortions in the exchange rate and financial system. 

· Trade liberalization takes place through three ways unilateral, multilateral (WTO negotiations) and regional bilateral agreements.

3. Channels and Mechanism of Trade Liberalization Affecting Poverty

· Ultimate impact of trade liberalization on poverty would depend upon the channels and transmission mechanism impinging on the economy in general and various contending classes and socio-economic groups in particular.

· Net effect would very much depend upon:

· existing initial conditions and structure of an economy,

· features, sequencing and their processes,

· state of market institutions and capacity to implement, 

· global economic environment and policies to rescue poor countries from shocks, and 

· parallel internal policy measures including a mechanism to compensate potential losers.

· Impact of trade liberalization is transmitted through the effect on; 

· prices and availability of goods (expenditure channel), 

· factor prices and employment (income channel), 

· government revenue and spending (transfers, tariff revenues and other taxes), 

· internal short run adjustment costs (volatility, risk), 

· external shocks (global liberalization and terms of trade), and  

· long term growth (investment/productivity gains).

3.1 Prices and Availability of Goods

· lowering prices of imports as well as prices of substitutes leading to increase in people's real income.

· removal of export taxes or prohibitions may also help poor if they are net producers of exports (as is often true in agriculture), and  

· but not straightforward and the effect depends on; creation or destroying of local market, affect of lower prices of imports on small producers or subsistence farmers (i.e. production and consumption), price responses particularly in agriculture, transmission mechanism of border prices to the domestic consumers and above all market condition (monopoly or competition as well as regularly mechanism).    

3.2 Factor Prices and Employment

· two factors may directly affect the wages and employment of the poor; first, the flexibility of labor markets constrained by labor regulations would be reflected in  the changes in real wages and second minimum wage legislation prohibiting downward adjustments in wages would lead to bring changes in employment, 

· in view of highly flexible labor market with high elasticity of labor (mostly unskilled), adjustment to trade shocks would take place through changes in both employment and relative wages. Under such conditions, the costs of trade reform for the poor could be very large.

3.3 Government Revenue and Spending

· reduction in tariffs would generally help raise revenue instantly but gradually may lead to revenue losses with adverse effect on macroeconomic stability and more importantly on social expenditures hurting the poor.   

3.4 Vulnerability to Shocks

· although trade liberalization would help diversify exports and reduce dependency on domestic market so that domestic economic downturns could be offset by growth in the international trade, abrupt changes in the terms of trade would affect growth. Similarly, shocks directly affecting certain sectors, such as agriculture or informal production may have significant effects on the poor. 

3.5 Long Term Growth

· Reduction in anti-export biases and more efficient allocation of resources leading to higher investment and productivity gains would have positive effect on an economy's long-term growth, 

· again the relationship not straightforward. Impact would depend up on existence of other complementary macroeconomic and structural policies as well as appropriate institutions. One example could be overvaluation of exchange rate that may inhibit growth. Pattern of growth would also be critical because it disproportionately benefits the rich and widens income distribution markedly. 

4. What Developing Country Experiences Indicate?

4.1 Economic Growth and Productivity 

a. Openness to Growth

· economic theory offering reasons for stimulating economic growth include  access to technology, appropriate intermediate and capital goods; benefits of scale and competition; flexibility induced by relying on market signals, and the constraints on government due to incompetence and corruption (Grossman and Helpmann 1991 or Lucas 1988). Cross-country studies including Dollar (1992), Sachs and Warner (1995) and Edwards (1998) have shown that openness is good for economic growth.  But, if openness pushes countries into less dynamic sectors (e.g. primary extraction) hence hurts the growth (Rodriguez and Roderik 2001). 

· Above type studies have been challenged by Rodriguez and Rodrik (2001) and many others on the grounds that their measures of openness are defective and their econometric work is too weak. Nonetheless, despite uncertainty about the size and extent of the effect, broad consensus is that trade restrictions are harmful to long-run growth. 

b. Growth to Poverty

· many empirical studies  conclude that trade liberalization would have at least some positive impact on poverty reduction. Studies that disaggregate the poverty population (for example, Ravallion (2004)), show that, depending on production, trade and consumption patterns, some poor positively and some negatively are affected by trade liberalization.

· the emerging consensus is that trade liberalizations in majority of cases worsened inequality (Cornia, 2004; Gunter and van der Hoeven, 2004).  Cornia (2004) shows that inequality worsened in 70% of the 73 developed, developing, and transitional countries analyzed. Gunter and van der Hoeven (2004) also conclude that globalization has worsened socio-economic inequalities, both within and between countries. 

· Studies also show that some agreements (for example, on free trade in goods) generally benefit developing countries, while others (for example, on trade-related aspects of intellectual property rights) are  costly for most of the least developed countries. 

· a recent World Bank study ( 2005) on Latin America by reviewing the evidence on the effects of trade reform episodes on income inequality, wage inequality, skill premiums and demand for skills shows that in the late eighties and early nineties there were clear cut evidence of big increase in wage inequality followed by moderate increase in the income inequality. This means, if effective redistributive policies are not in place either due to administrative, political economy constraints and other factors trade liberalization would have adverse effect on economic welfare.  

(Although many recent studies [de Janvry and Sadoulet (1995,2001), Ravallion and Chen (1997), Dollar and Kray (2000)] focusing on the statistical relationship between growth and poverty across countries and time periods have derived strong poverty impact of growth- (Ravallion and Chen finding an ε of 3), they are  methodologically challenged).    

c. Trade Liberalization and Productivity

· Many studies show that cheaper intermediates provide significant productivity and profitability stimuli, and that competition from imports seems to stimulate increases in technical efficiency,

· But studies also show that if higher productivity reflects declining inputs rather than increasing outputs, its short-term effect could be to reduce employment and hence exacerbate poverty. 

4.2. Households and Markets

· poverty effect of trade liberalization demands assessment of price changes impinging on poor households given their consumption and production bundles. Barrett and Dorosh (1996) in case of Madagascar found that one third of poor rice farmers were in net losses from higher prices or price variability. Levinsohn, Berry and Friedman’s (1999) find in the case of Indonesia poor suffered more from price increases in 1997 than the non-poor. Border price shocks, market creation or destruction and household response determine the extent of positive and negative effect. 

a.  Transmission of Border-Price Shocks

· Available evidence on the effectiveness of transmission on the agriculture is by and large, negative. Many export crops, especially those of small farmers, are sold through public or private marketing agencies, whose prices are less than the f.o.b. export price (Mundlak and Larson, 1992; Lloyd et al, 1999).The differential reflects transport, marketing and the other costs of the agencies (McKay et al, 1997), plus, in many instances, monopsonistic profits. 

· Price transmission is likely to be particularly ineffective for poor people living in remote rural areas. Producers or consumers could be completely insulated from changes taking place at the border – i.e. goods cease to be tradable. Goetz (1992) reports that high fixed transport costs prevented some households from trading in many parts of sub-Saharan Africa, and IFAD (2001) lays the blame substantially on poor infrastructure. Indonesia was insulated from much of the 1997 crisis. 

· Only a few countries like Vietnam were advantages due to increases in rice producer prices after lifting of export restrictions over the 1990s, and Vietnam transformed itself from a net importer into a significant exporter. 

·  In Zambia, on the other hand, when the government abolished the official monopsony in maize, the activity became dominated by two private firms, which possibly colluded to keep prices low and which abandoned purchasing altogether in remote areas. Therefore, competitive environment is equally critical. 

b. Markets Creation or  Destruction 

· Greater openness can result in a wider variety of commodities being available, or create new opportunities for production (e.g. by allowing imported inputs). Gisselquist and Harun-ar-Rashid (1998) report significant direct benefits to agricultural producers in Bangladesh as liberalisation increased the availability of inputs. 

· But there is also a danger of market destruction due to the effects of increased import competition on a local market. Romer (1994) argues that the most substantial welfare costs of trade restrictions come from the goods and services that they exclude from the market and the loss of productive activities that results from that exclusion.  Winters (2000) also points out that if trade liberalisation, or accompanying changes in domestic marketing arrangements destroy markets, households can become completely isolated from the market and suffer substantial income losses. 

c. Household Response

Production

· Studies on agriculture (Schiff and Montenegro 1997) suggest that agricultural producers are responsive to price incentives only when they have access to the necessary complementary inputs such as inputs or credit (McKay et al., Morrisey and Vaillant 1997), as well as complementary policies related to information and extension services. 

· However, in many Asian countries the deregulation and market-oriented liberalization policies have failed to generate supply response either due to very low price elasticity or due to predominant role of non-price factors (Desai and Nombodiri 1997, 2002). The weakening of production base, weaker linkage between agriculture and non-agriculture growth, growing incongruence between the agrarian structure and the supply systems and weak research base are found to be working adversely to make the new market oriented policies effective in reducing poverty (Vyas 2002). 
· Watkins (1997) shows the prospective consumer gains from corn liberalisation – lower consumer prices – failed to materialize in many country. 

· In Malawi, however, trade liberalisation encouraged the emergence of traders to buy food commodities from farmers and sell in urban areas or export (Parris, 1999). Most smallholders who are unable to store their output and sell in the immediate post-harvest are found to be most sufferer.

· In Nepal's context also some studies (UNDP 2004, IPRAD 2005) reveal little price responsiveness and adverse terms of trade in agriculture. 

Consumption and Labor Supply 

· Very poor who are net consumers of purchased food items suffer most from the price rises, whereas farmers (net produces) just below the standard poverty line benefit and have the chances of escaping from poverty. Changes in input and output prices would have adverse effect on self-employed farmers. 

· In Pakistan a reduction in the effective domestic subsidies to rice and wheat (due, in the case of rice, to export taxes) were efficiency enhancing, but in both cases the burden were shifted heavily to the poor, who has  high and relatively inflexible expenditure share on these items. De Janvry, Fafchamps and Sadoulet (1991) shows that missing markets for, wage employment seriously disturbs households’ responses to commodity price shocks. 

4.3 Spillovers and Benefits to the Poor

· Mellor and Gavian (1999) argue that one of the main advantages of stimulating agriculture is that it strongly increases the demand for goods and services produced by the poor (multiplier effect). In general, surveys show that large shares of rural households’ incomes and consumption are related to locally produce non- tradable, such as services, bulky traditional starch items, perishable foods, and locally processed foods. This means that expenditure linkages are particularly important for the rural poor (Delgado 1995). 

· Impact on different groups have been found to be quite diverse. Löfgren (1999) shows that reduced agricultural protection in Morocco yielded substantial welfare gains in aggregate, but that producers and workers in rain-fed agriculture – mainly livestock farmers – were significantly disadvantaged. 

· The effectiveness of linkages in raising the incomes of the poor also depend upon local businesses being able to respond to increased demand. If institutional or other rigidities prevent this then the benefits may be dissipated in higher inflation. 

· Delgado et al (1998) warn that rising food staple prices have the potential to choke off growth from demand-side linkages if the conditions for a high supply response to prices are not in place. 

4.4 Trade Liberalization and Vulnerability

· Trade liberalisation will typically affect both the means and variances of a household's sources of income, and could in four ways affect household vulnerability: changes in mean incomes; changes in the portfolio of activities undertaken by households; changes in the variability of existing income sources (and/or the correlation between them); and poverty traps. 

a. Portfolio Choice

· An optimizing household will choose a portfolio which maximises its utility taking into account its degree of risk aversion (Ellis, 1993, Lipton, 1968), and clearly trade liberalization could alter the optimal portfolio. Generally trade liberalisation would encourage farmers to switch from subsistence to cash crops with higher returns but at the same time with higher variance. 

· Fafchamps and Pender (2000) show that credit constraints faced by poor farmers in India make them unwilling to sink non-divisible and irreversible investments in risky tubewells despite the substantially higher returns. The existence of undiversifiable risk could undermine the potential gains from trade liberalisation among the poor and result in poverty traps. Poor may also lack information about the risks associated with new activities leading to sub-optimal choices. 

b. Variability of Existing Income Sources or Prices.

· Newbery and Stiglitz’s (1984) argued long back on the danger of ‘Pareto worsening trade’ effect of liberalization. As they argue if two economies are integrated through international trade and if their shocks are perfectly negatively correlated, then trade stabilizes the price and destabilizes revenue. In this case, if the poor are producers rather than consumers, they will become more vulnerable.

· Liberalization may also reduce price volatility if it allows households to import goods that would otherwise have been subject to large price swings due to the limited size of the local market. Del Ninno and Dorosh (2001) show how trade liberalisation helped to mitigate Bangladesh’s post-flood food crisis in 1998, with private imports stabilising prices and increasing supplies. 

· Srinivasan and Jha (2001) show that trade is stabilising in Indian food-grain markets. 

· On the whole the poor are much less well insured and less able to cope with negative shocks than are the non-poor (Jalan and Ravallion, 1999). 

c. Poverty Traps

· Shocks, including those induced by trade liberalisation, may give rise to poverty traps: that is, actual realisations of bad outcomes may of themselves change the inter-temporal distribution of income. 

· Morduch (1994) shows how credit constraints on the poor can result in them preferring low-return low-risk activities to potentially highly profitable but risky activities. Since credit constraints are related to income or wealth this can create a poverty trap (Galor and Zeira, 1993). 

· Alternatively, if households are forced to deplete productive assets in order to maintain consumption, this can reduce their permanent income and create a cycle of expected poverty. Similarly there can be inter-generational transmission of poverty effects if the response to a trade shock is to reduce expenditure on education - as Thomas et al (1999) identified for rural families following the Indonesian crisis of 1997 - or on child nutrition or health. 

4.5 Wages and Employment

· Unlike traditional international trade theory labour supply in developing countries is perfectly elastic. In this case the wage will be fixed exogenously and moving workers into the formal sector will alleviate poverty only if the loss of labour in subsistence agriculture is so large that the workers remaining in that sector increase their ‘wage’. Krueger (1983) study showed that developing countries’  manufactured exports were, indeed, labour–intensive, but that the employment effects of liberal trade policies were generally rather muted. Rama (1994) found a significant positive relationship between protection and employment in manufacturing, but no significant effects on real wages  Currie and Harrison (1997) find in case of that where profit margins were slim initially, the liberalisation of manufacturing led to job loss, but in most firms it led to lower margins and almost no change in output or falls resulting into decline in real wages. Winters (2000b) suggests similarly that the real exchange rate depreciation could explain the simultaneous increase in formal and decrease in informal manufacturing employment in India in the 1990s, the non-traded sector being “informal intensive”. 

· Recently debate is on relative wages between skilled and unskilled labor - the  skills gap. Wood (1997) in case of Latin America finds increasing skills gap contrasts with the earlier experience of East Asia, where liberalization was accompanied by a narrowing of the gap. Robbins and Grindling (1999) adduce a similar bias towards skilled workers in Costa Rica's liberalisation. Although liberalisation would generally raise the demand for relatively unskilled workers in many developing countries and so, on average, be poverty alleviating, there are bound to be exceptions e.g. possibly where natural resources dominate exports and where out-sourcing is important – as well as cases where segmented import-competing sectors suffer adverse shocks. 

· A recent study shows that despite skill intensity gains being apparent in developing countries, gains have been outstripped by welfare loses owing to unskilled job losses and wage vulnerability (Epitaru, 2003).
4.6. Revenue Implication

· Although reduction in tariffs may lead to an increase in trade tax revenues, subsequent move toward intensive trade liberalization may have losses in trade related tax revenues (Ebrill et al (1999). 
· Using panel data and covering 125 countries over the period 1975–2000, a recent study concludes that low income countries have recovered essentially none. The study also contrary to the expectations finds no strong evidence that the presence of a VAT has made it easier to cope with the revenue effects of trade liberalization (Baunsgaard and Keen, 2004). Likewise, a comprehensive study on trade liberalization, exchange rate changes and tax revenue in the context of Sub-Saharan Africa finds that appreciation of the exchange rate and increase in inflation in the course of trade liberalization leads to lower overall tax revenue (Agbeyegbe et al, 2004). A study on  Sudan also finds that tax reform pursued through reduction in tariffs would have the potentials of losses in revenue (Suliman, 2005). Similarly, a study on South Africa concludes that a sound macroeconomic policy environment with prudent exchange rate policies would be essential for ensuring enough earnings from imports to offset the loss in revenue from trade taxes due to reduced rates (Matlanyane and Harmse, 2002).

5. Conclusions and Policy Implications 

· A thorough review of empirical studies does not help to derive definite conclusions because of differential impact across the countries. It is interesting to note from overall policy perspective that in countries where other macro policies and including institutional environment are not good enough emphasis alone on trade liberalization and openness would have very adverse poverty impact. Based on the overview major conclusions that could be derived are: 

a. Although trade reform has positive growth and poverty effect at least at the aggregate level as country experiences show, the magnitude of impact is debatable on both practical and methodological grounds. 

b. Generally, for the positive impact of trade reform, reductions in the cost of the consumption bundle of the poor, as well as opportunities to move out of unemployment for better factor earnings would be the key.

c. Most of the static effects of trade liberalization have been on the direction to increased demand for skills with possible employment or real wage losses to the unskilled. 

d. The external and internal shocks emanating from absolute price rise or relative changes in prices have increased the vulnerability of the poor including marginal and small farmers. In many cases, there has been market destroying effect with detrimental impact on small producers in both agriculture and non- agricultural sectors. The external shocks have adversely affected the terms of trade. 

e. All in all wage inequality, poverty traps and rising income inequality have been general phenomenon is the course of intensive trade liberalization in low income countries which is a major areas of policy concern. 

· Under these circumstances, following steps in tandem with trade liberalization would be essential:

· Broad-based Reforms for Progressive Transformation of Society: This calls for agrarian reforms including steps to carry out land redistribution to those who are deprive of land assets. For broad-based and sustained reforms to be effective in addressing poverty, there is also need to carry out structural reforms in industry and trade for ensuring income and employment opportunities to the small producers and business people. The wider the domain of reform is made, the more individual sectors or groups would in a position to benefit. The development of market institutions especially safeguarding the interest of local small producers, craftsmen's and entrepreneurs would also be crucial in this respect. 

· Consistency in Macroeconomic Polices and Introduction of a Priory Ex-ante Impact Analysis Techniques in Policy Making: For avoiding adverse effect or enabling to evolve compensatory policies for the losers a practice of ex-ante poverty impact assessment of macroeconomic policies would be essential. That would also ensure internal homework by involving concerned stakeholders at the same time helping to contain external influence in policy making. Synchronization of macroeconomic policies would also be key in the whole process.  

· Appropriate Sequencing and Credibility of Reforms: In this respect the processes followed and initiatives taken to institutionalize policy coordination would be key to avoid distributional conflict and ensure the safe guarding of interest of voiceless and non-vocal socio-economic groups. Credibility is also important through better governance and regulatory mechanism for preventing undue advantages by some groups at the costs of the majority.

· A Need of New International Financial Architecture: For safe guarding the interest of poor including assurance for progressive socio-economic transformation of low income countries, a new international financial architecture would be equally essential which could provide genuine unconditional support.    

· Some Other Specific Complementary Reforms: Trade reforms could be detrimental to reduce poverty if complementary reforms are not pursued simultaneously. For this following are worth mentioning: 

· Infrastructure Development: Better roads, electricity and communication facilities for improved access especially in backward areas. 

· Development of Markets: Encouraging the development of markets through decontrol and the removal of monopolies (both state and private trading monopolies) as well as technical assistance, extension services in agriculture, and training in up-to-date business practices including development of credit markets for better access to financial services and credit facilities. 

· Suitable Labor Policy: Needing flexibility in the labor market but at the same time ensuring productivity of labor through better training. Discouragement to the informalization of labor market.
· Social Safety Nets: To compensate the loser's well-functioning social safety nets is a key in which insurance should be a part and parcel. 

· Access to Social Capital: Right based approach in health and education would be essential. Actions to increase supply and quality of public education, to help overcome liquidity and informational constraints by poor families and workers and to evolve towards more competitive and efficient training and remedial education services, would play a complementary role in this regard. 
· Widening of Domestic Tax Base: Policies to compensate/augment revenues would also be equally essential with priority on enlarging the base of the domestic taxes for reducing dependency on tariff revenue. At the same time alternative domestic tax should not be regressive with high tax incidence among the poor.

· Organized Voice of Unheard: Encouragement to the suppressed and voiceless to organize themselves for enhancing their collective bargaining power would be critical for safeguarding their interest.  
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