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Chapter 12
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Despite the growing political priority given to making trade work for the majority in Latin
America, a notable gap exists in the knowledge about the distributive impacts of trade
integration. This study attempts to fill this gap: it surveys the most recent contributions to the
mainstream trade economics literature, assesses their relevance for Latin America and
concentrates on specific quantitative empirical available on the region. It concludes that
despite the impossibility to rigorously and unambiguously assert that trade openness is
conducive to growth and poverty reduction, the preponderance of evidence supports this
conclusion. However, the majority of empirical studies also show that the impact of trade on
growth and poverty is generally small and that the causes of indigence are to be found
elsewhere. Likewise, it is extremely arduous to find evidence that supports the notion that
trade protection is good for the poor.
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12.1. Introduction
In the last two decades, Latin American countries undertook significant structural reforms
with the objective of facilitating economic growth, development and poverty reduction. Trade
liberalisation featured prominently in the reform process and was pursued through a multi-polar
integration strategy including unilateral liberalisation and reciprocal negotiations at the
multilateral, regional and bilateral levels (IDB, 2002).
Trade liberalisation initiatives are not new for the region. Indeed, they materialised in two
successive waves of reforms documented by Devlin and Estevadeordal (2001) and Giordano
and Devlin (2011). However, in both episodes trade liberalisation were not systematically
accompanied by complementary policies to help countries maximise and better distribute the
benefits of trade reforms. Therefore, making trade work for poverty reduction is emerging as a
key priority for the region.
Latin America is one of the most unequal regions of the world. Most of the wealth is
concentrated on the richest tenth of the population, earning around half of total income, while
the poorest tenth earn only less than 2%. Inequality holds not only with respect to income
distribution but also with regards to access to education, health, credit and other assets that are
crucial determinants of national development, social cohesion and individual well-being. This
explains why Latin America, despite of being comprised mostly of middle-income countries,
suffers from high levels of poverty. Indeed, high inequality in the region is one of the main
causes of persisting poverty.
Income inequality has on average been growing during the last three decades. The pace of
this increase, however, slowed slightly during the 1990s and reversed in the 2000s. This trend
was the result of inequality rates falling in the most unequal economies such as Brazil, but rising
for some of the less unequal economies, including Uruguay, Venezuela and, most strikingly,
Argentina. It is therefore of the utmost importance to understand what has been the contribution
of trade liberalisation to these changing patterns of growth, inequality and poverty. Even more
so, if due consideration is given to the fact that on average Latin American countries are still
relatively closed to international trade and that, in the coming decades under the pressure of
globalisation, they are expected to open up even further, and adjust to compete in an
increasingly dynamic global environment.
Meanwhile, putting trade integration at the service of development has also emerged as a
priority at the multilateral level. The name of the ongoing round of multilateral trade
negotiations, the Doha Development Agenda, is indeed very telling of the importance of making
trade work for the poor. The launching of the Aid for Trade initiative at the 2005 Hong Kong
Ministerial Conference underscores the consensus of the members of the World Trade
Organization (WTO) about the need to formulate and monitor policies aiming at better
distributing the benefits of trade liberalisation. For Latin America, mobilising aid for trade and
harnessing trade liberalisation for development is a centerpiece of the development strategy
(IDB, 2006).
Despite the growing political priority given to making trade work for the majority in the
region, a notable gap exists in the knowledge about the distributive impacts of trade integration.
As Bardhan (2006) puts it: “Many people have strong opinions about globalization and all of
them are concerned with the well-being of the world’s poor. The strength of their conviction is
often in inverse proportion to their robust factual evidence”. Giordano (2007) highlights some
of the most striking knowledge gaps prevailing in Latin American policy circles.
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This study attempts to fill this gap by reviewing the relevant literature on the distributional
effects of trade liberalisation in Latin America. It focuses more specifically on the impact of
trade on growth, employment, wage inequality and poverty. Macro methods focus on crosscountry comparisons to evaluate the impact of trade on growth and its effects on income
distribution and poverty at the national level. But emphasis will be put on the newest microbased approaches that rely on household level data to evaluate the impacts of specific trade
reforms on relative prices and wages and to assess how this translates into changing inequality
and poverty outcomes. The study is organised as follows:
Section 12.2 reviews some of the most renowned surveys on trade, inequality and poverty.
As stated by Goldberg and Pavcnik (2004): “the number of literature reviews alone is so large
by now, that it seems that a review of the literature reviews would be appropriate”. Given this
state of affairs, the following sections will only cover a selective illustrative sample of the
literature, essentially the newest empirical contributions that focus on Latin America, restricting
the scope of the investigation to the analysis of trade liberalisation, in an attempt to disentangle
this discussion from the wider debate on globalisation.
Section 12.3 discusses the methodological foundations of the analytical debate. It first
reviews the concepts of globalisation, trade integration, inequality and poverty and discusses
issues related to their measurement. Subsequently it examines the causal links among them and
illustrates the main mechanisms through which trade liberalisation can affect poverty.
Section 12.4 reviews the empirical evidence on trade, growth, inequality and poverty. It
starts by briefly sketching the cross-country evidence and the wider debate on trade and growth.
This controversial empirical literature based on aggregate data found it problematic to identify a
robust relationship between trade reforms and poverty reduction. The remainder of the section
therefore focuses on the micro evidence on trade, inequality and poverty in Latin America.
Finally, section 12.5 discusses some of the recent literature on trade and complementary
policies.

12.2. An overview of the literature
In setting out the range of analytical tools available for evaluating the poverty impacts of
economic policies, Bourguignon and Pereira da Silva (2003) noted that: “while there is a wide
range of methodologies available for assessing the micro-economic impacts of micro policies
and similarly many tools for assessing the impact of macro policies on macro-economic
variables, there is a gap in understanding the micro implications of macro policies, including
trade policy”. Accordingly literature surveys have recently moved from macro/top-down to
micro/bottom-up approaches.
Bhagwati and Srinivasan (2002) and Berg and Krueger (2003) assess the importance of trade
policy for poverty reduction from a macro perspective. The latter focus mainly on the links
between trade and growth to determine the changes in poverty by evaluating the variations in
per-capita income. They conclude that generally openness to trade is an important contributor to
growth and that growth associated with trade liberalisation is as pro-poor as growth in general.
Winters, McCulloch and McKay (2004) and Ravallion (2004b) deepen the scope of the
debate. They conclude that, although there are many causes for optimism that trade
liberalisation will contribute to poverty reduction, once it is properly measured, the impact is
not expected to be substantial. They stress that it is hard to make an explicit theoretical or
empirical generalisation on whether trade liberalisation can facilitate poverty alleviation. The
ultimate outcome depends on a wide set of country-specific factors, such as the importance of
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local institutions in determining the transmission of border prices to local levels, the rigidities of
labour markets, the strategic responses of households at the micro level and the existence of
concurring factors that need to be controlled with a wide set of complementary policies.
Hertel and Reimer’s (2004) survey places particular emphasis on a new generation of
empirical studies, which strive to elicit the disaggregated micro household and firm impacts of
macro trade policy. They highlight the critical role of factor market adjustment. Most of the
evidence points to the dominance of earning-side impacts over consumption impacts, which is
problematic since household surveys are notable for their under-reporting of income. From the
perspective of the poor, the market for unskilled labour is the most important. In fact, they argue
that the poverty impacts of trade policy often hinge crucially on how well the increased demand
for labour in one part of the economy is transmitted to the rest of the economy via increased
wages, employment or both. Therefore, the authors recommend further econometric research
aimed at discriminating between competing factor mobility hypotheses.
Goldberg and Pavcnik (2004) shed more light on trade-related labour market adjustment.
Their survey focuses on the short- to medium-run changes in relative prices and wages, rather
than on the dynamic indirect relation linking trade, growth, income inequality and poverty.
They also narrow the appraisal of the empirical evidence, concentrating on recent major trade
liberalisation episodes that occurred in developing countries. They find that, despite
measurement problems, identification difficulties and conflicting evidence on some issues, the
empirical literature has established some consistent patterns that seem common across countries
and trade liberalisation episodes. Given the fact that the most heavily protected sectors in
developing countries employ a heavy proportion of unskilled labour, it should not come as a
surprise that trade liberalisation has a negative impact on unskilled workers in the short and
medium run. The empirical work surveyed consistently documents a lack of major labour
reallocation across sectors. Nevertheless, they confirm that the effects uncovered are small and
can explain only a small fraction of the general increase in wage inequality.
Harrison (2005) summarises the results of a research project that gathers cross-country and
country-specific case studies on the two faces of globalisation, i.e. trade and financial
integration. The conclusion succinctly summarises the emerging consensus on the indirect
relation between trade and poverty and its policy implications. Since the poverty outcome of
trade integration depends from a broad set of interrelated factors, a wide set of complementary
policies should flank trade liberalisation initiatives. Considering that trade liberalisation
generates winners and losers, it is crucial to provide opportunities to potential winners,
particularly through the generation of expanded market access and policies aiming at sustaining
their competitiveness. Likewise, it is crucial to provide transitional support to potential losers,
particularly in the form of measures facilitating the exit from contracting sectors and the
relocation to expanding ones, along with safety nets aiming at protecting the most vulnerable.
Turning to ex-ante evaluations, two international research projects led by Cline (2004) and
Hertel and Winters (2005) offer comprehensive assessments of the poverty impacts of the Doha
Development Agenda negotiated under the WTO. Both projects are illustrative of the most
recent vintage of macro-micro methodologies that couple computable general equilibrium
(CGE) evaluations accounting for commodity, terms of trade and factor market effects with
poverty incidence analysis based on household surveys. Bouët (2006) aptly summarises the
results of eleven studies pertaining to this new generation of models. He shows that the welfare
gains that may be expected from a highly hypothetical “full” liberalisation scenario (the
complete removal of trade distortions across the board) vary from 0.2% to 3.1% and that the
number of people who may be lifted out of poverty ranges from 72 million to 446 million.
These rather contrasted figures have spurred some criticism on the efficiency of CGE models to
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produce reliable ex-ante predictions of the poverty impacts of trade reforms (see, for example,
Ackerman, 2005). A careful analysis of the underlying factors explaining diverging results from
these “black-boxes” reveal the crucial importance of assumptions relating to simulated
scenarios, underlying data, behavioural parameters and theoretical specifications of the models.
There are only a handful of essays that attempted to summarise the literature on trade and
poverty in the region. Their conclusions are generally aligned with those of global studies.
Bouzas and Ffrench-Davis (2003) review the literature on globalisation and equity, placing
emphasis on financial and macroeconomic issues. They conclude that there is little consensus in
the literature as to what accounts for the increase in inequality and poverty in Latin America.
More generally, they underline the importance of country-specific analysis as they show that the
empirical work reviewed frequently reaches opposite conclusions, as in the case of Morley
(2000 and 2001) who finds a negative correlation between trade and equity and Behrman,
Birdsall and Székely (2003) who do not find any correlation between these two phenomena.
There seems to be more consensus on the importance of domestic policies and institutions in
transmitting the effects of globalisation. The authors advocate for the need of more research and
suggest to adopt a more balanced and careful approach than the one that prevailed in academic
and policy circles in the last two decades. A similar conclusion is reached by Ventura-Dias
(2005) in the case of Brazil, which focuses on the narrower issue of trade liberalisation.
Nissanke and Thorbecke (2010) discuss nine case studies regarding the impacts of
globalisation on inequality and poverty in Latin America, ranging from broad macroeconomic
regional analyses to micro-oriented specific studies of Central and South America. They
conclude that the impacts of globalisation on poverty and inequality are extremely complex and
context specific. Gasparini et al. (2011) systemically review the patterns and recent trends on
income inequality in Latin American countries for the period between 1992 and 2006 using
survey data from Socioeconomic Database for Latin America and the Caribbean. They conclude
that unequal income distribution was and still is a pervasive and crucial problem facing
countries in the region. Despite the difference among different countries, one pattern shared by
most countries in the region is the increase in income inequality in the 1990s and the decrease in
the 2000s. The recent fall in income inequality is significant and widespread, but it seems that
no fundamental or policy changes can account for this new trend.
This overview of the literature reviews on trade and poverty at the global and regional level
reveals a gap in the knowledge base with which policymakers address this emerging priority
(Giordano, 2007). The starting point to elucidate the trade-poverty nexus is therefore to shed
some light on the complex phenomena under study and to sketch an analytical framework that
links all the variables at play. This is the objective of the next section.

12.3. Defining the scope of the trade-poverty nexus
Most economists accept that in the long run open economies tend to produce better outcomes
than closed ones. But a consensus has not been reached on how exactly economic openness
should be measured and on the exact meaning of better outcomes from an equity and poverty
perspective. Even less clear is the causal direction of the relationship between these two sets of
variables.

Measuring trade, inequality and poverty
The concept of trade openness is the object of an unsettled debate. In fact the impact that
trade might have on poverty and inequality highly depends on how each variable is measured.
As Harrison (2005) points it out, measures of export activity are generally associated with
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poverty reduction, while removal of protection or import shares are frequently associated with
increasing poverty.
Trade integration - Openness to trade can be measured using direct policy measures such as
tariffs and equivalents of other trade protection instruments or indirect outcome-based measures
such as trade openness, i.e. the share of imports plus exports on GDP (see also Hausmann and
Klinger, 2006). Most of the recent studies favour the use of direct policy measures considering
that trade shares are determined by trade policies, geography, country size and macro-economic
policies (Harrison 2005). However, Berg and Krueger (2003) point out several problems that
arise in measuring openness looking directly at instruments that restrict trade, such as tariffs and
non-tariff barriers (NTBs). Simple and aggregate averaging does not capture the relative
importance of different categories of goods. At the same time, NTBs are extremely hard to
measure. Measures of trade protection in the services sector are often not available.
Goldberg and Pavcnik (2004) argue that the use of tariffs provides advantages as they can be
comparable across time and vary substantially across industries during trade reforms. They
maintain however, that even though the measurement of openness through tariff changes
represents improvements over previous measures, it depends strongly on the specific country
and its use of tariffs.
Ad Valorem Equivalent (AVE) tariffs have therefore been considered a more accurate
measure of openness than nominal ad valorem tariffs as they provide reliable estimates of price
or quantity distortions caused by trade policies. This issue is particularly relevant for CGE
models that rely heavily on the correct measurement of trade protection. Indeed, the shrinking
gains from trade liberalisation documented by Bouët (2006) are in large part due to the incorrect
measurement of trade protection, the lack of consideration of trade preferences and the use of
ad-hoc aggregation procedures. A robust identification procedure of AVEs, such as that used in
Giordano (2007 a and b) reveals a high sensitivity of CGE model results to the assumptions
made on trade protection measures, particularly in the agriculture sector.
Kee, Nicita and Olarreaga (2005) made a valuable contribution to overcome aggregation
problems in both tariff and NTBs. They built two average ad valorem measures of protection
for each trade restrictive policy instrument, which combined totalise the level of protection that
a given country imposes on imports. Accordingly the Tariff Trade Restrictiveness Index is a
weighted sum of protection levels built upon tariff rates and NTBs, import level data and the
elasticity of the demand for imports. By taking into account the sensitivity of imports to changes
in protection levels, the approach goes beyond the conventional methodology used in the
calculation of import-weighted tariff rates and reduces the possibility of trade protection
underestimation. However, this index has not been used in poverty related studies so far.
Inequality.- Turning to the next variable at hand, the effects of trade liberalisation on
inequality also depend on how this is measured, which is not an easy task considering that the
concept is in itself controversial. Ravallion (2003) emphasises the importance of distinguishing
the concepts of relative and absolute inequality. Relative inequality depends on the ratios of
individual incomes to the overall mean: if all incomes grow at the same time, relative inequality
remains unchanged. Absolute inequality, on the other hand, depends on absolute differences in
levels of living standards.
The perceptions that inequality raises because of trade openness often referred to inequality
measured in absolute terms. However, as illustrated by Goldberg and Pavcnik (2004), most of
the recent work on developing economies has focused on the relative version of inequality and
still found that trade reforms coincide with an increase in relative inequality, which implies an
even larger increase in absolute inequality.
POLICY PRIORITIES FOR INTERNATIONAL TRADE AND JOBS © OECD 2012

CHAPTER 12. AN UPDATED ASSESSMENT OF THE TRADE AND POVERTY NEXUS IN LATIN AMERICA – 359

In addition to the debate on the correct measurement of inequality at the individual,
household or national level, a recent debate has underlined the lack of consensus on how to
measure inequality at the global level (see for example: Lindert and Williamson, 2001;
O’Rourke, 2001; Cornia, 2003; Wade, 2004; and Sala-i-Martin, 2006). Three different measures
are commonly used: i) inequality among countries considering each country as a single
observation; ii) weighted inequality between countries, considering the size of the population as
weights; and iii) inequality among individuals without considering their country of origin.
Conflicting measures have produced contrasting views on the impact of trade integration on
inequality, as reported by Milanovic (2005).
Poverty. Finally, there is an unsettled debate on how to measure poverty, which generally
focuses on three alternative measures: the head-count, the poverty gap and the severity of
poverty index. The head-count is defined as the prevalence or incidence of poverty and is
measured by the fraction of the total population living below the poverty line (defined either as
a minimum income or a consumption level). The poverty gap is the mean shortfall from the
poverty line, expressed as a percentage of the poverty line and reflecting the depth of poverty as
well as its incidence. The severity of poverty index is computed as the degree of inequality
among the poor.
The measurement of poverty and its association with macro phenomena such as growth or
trade openness is also controversial for the very nature of the underlying data. Poverty measures
are usually extrapolated from household surveys. As stressed by Deaton (2003), national
accounts and micro household data are oftentimes difficult to reconcile, and the latter are in
most of the cases plagued by errors, omissions and under-reporting bias. Synthetic measures,
such as the poverty elasticity of trade opening often touted to support strong arguments about
the distributive impact of trade liberalisation should therefore be considered with caution.
Deaton (2003) and Ravallion (2003, 2004a) point out that an operational definition of
poverty raises not only important measurement issues but also philosophical questions. Defining
and measuring poverty is a very controversial issue because, besides being a subjective notion,
the perception of poverty varies among and within countries. According to Ravallion (2003),
those who say that globalisation is good for the poor tend to be absolutist while many of the
critics of globalisation appear to think of poverty in more relative terms, which is by nature
similar to a measure of inequality. Recent contributions to the literature are therefore
progressively adopting alternative conceptualisations of well-being, deprivation and poverty,
which increasingly capture the multi-dimension characteristics of poverty.
How to measure trade openness, inequality and poverty is therefore a very controversial
issue in itself. Each measure entails a number of assumptions that may have an impact on the
results of the empirical analysis. In fact, each measure provides information on a specific aspect
of the multifaceted and multidimensional poverty phenomenon. It is therefore useful to
precisely track the links among trade integration and the complex dimensions of inequality and
poverty.

Sketching a conceptual causal framework
Standard international trade theory provides several explanations of how trade liberalisation
can stimulate growth. Once a country opens up its economy, it has the possibility to access new
markets, new technologies and appropriate intermediate and capital goods, which in turn cause
increases in production, scale economies and competitiveness. The workhorse of the theory of
long-run economic growth is the neoclassical model based on Solow (1963). In this framework,
the level of GDP per capita in the steady state depends on anything that affects the level of
productivity, such as distortions that affect the allocation of resources, as well as the
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determinants of the level of steady-state capital stock, such as the savings rate. By allowing a
more efficient allocation of resources, openness raises the steady-state level of income and the
growth rate for any country out of equilibrium.
Endogenous growth theory emphasises that trade liberalisation can promote economic
growth in the long run through dynamic effects (Wacziarg, 2001; Wacziarg and Welch, 2003).
This theory highlights the importance of technology diffusion that brings together trade and
learning by doing. Moreover, it stresses that openness allows specialisation of industries with
scale economies and therefore boosts growth in the long run (see for example: Lucas, 1988;
Grossman and Helpman, 1991; or Krugman and Venables, 1993).
Despite the effort found in the literature to demonstrate that openness leads to economic
growth, empirical findings are ambiguous. From the static point of view, general second-best
theory suggests that in presence of other distortions in the economy, free trade may not be the
best option for growth. Open economies may also have a tendency to stagnate in industries
without learning by doing; for example, when comparative advantages reside in activities of
little value added. At the same time, economic models with increasing returns to scale and
externalities may generate situations in which factors of production flow out of the poor areas to
the rich ones, generating the so called “growth traps” (Easterly, 2001).
Nevertheless, it is widely agreed that the best way for a country to reduce poverty rates is to
grow. Trade liberalisation might have an impact on growth and thereby an indirect effect on
poverty reduction. As Sala-i-Martin (2007) puts it: “growth of per capita GDP shifts the mean
of the income distribution to the right. If the dispersion (or inequality) of the distribution does
not change, the poverty rate automatically declines. Poverty can also decrease if, for a given
mean income, the dispersion of the distribution, that is inequality, declines”. In other words,
even though trade-induced growth can worsen inequality, it has to be very strongly so if it is to
increase poverty.
Winters (2000a) developed a conceptual framework decomposing the links between trade
policy and poverty through changes in relative prices, wages, public finance and other general
equilibrium effects.
Prices, income and consumption patterns. Trade liberalisation policies can affect households
and markets through the effect that tariff changes have on relative prices. If the price of a given
good increases, this would have a positive effect on the households that produce such good and
a negative effect for the ones that consume it. Thus, the net effect will ultimately depend on
whether household members are net consumers or producers. Several studies, which are
discussed in greater detail later, show how changes in prices due to trade reforms can affect the
poor. In the case of Mexico, Nicita (2004) shows how international prices affected domestic
prices differently depending on the household income level and geographical location. De
Janvry et al. (1995) use a household survey of the ejidos (common lands) in Mexico and find
that a significant number of maize producers do not produce for the market and consequently
have not been directly affected as producers by falling prices following the implementation of
NAFTA. On the contrary, significant gains accrued to consumer who benefited from falling
food prices. The extent to which the majority of the poor in Latin America are connected to
local and international markets is just beginning to be explored (IDB, 2007)
Wages and employment. Another mechanism by which trade liberalisation can directly affect
the poor is through the effect it has on wages and employment. In theory, developed countries
are relatively abundant in skilled labour, while developing countries are relatively abundant in
unskilled labour. According to a simple version of the standard two-factor, two-country
Heckscher-Ohlin model, developing countries will specialise in the production of
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unskilled-labour-intensive products, while developed countries will specialise in skilled-labour
intensive products. According to the Stolper-Samuelson theorem that links product prices to
factor returns, the price decrease in the import sector will reduce the wages of skilled workers
(used intensively in the import-competing sector) and benefit the unskilled workers (used
intensively in the export sector). Because the model assumes that the factors of production can
move across sectors within a country, the price changes affect only the economy-wide returns to
factors of production. Thus, trade liberalisation should be associated with reductions in poverty
and inequality in the developing countries. However, the increase in the skill premium and
evidence of rising wage inequality in many developing countries in the aftermath of trade
liberalisation, contradicts the prediction of the Stolper-Samuelson theorem.
Several explanations have been offered to reconcile empirical findings with the theory in
Latin America (Perry and Olarreaga, 2006). On one hand, labour in developing countries is not
as mobile as the model assumes. Trade specialisation according to comparative advantage
causes an increase of unskilled labour income only if unskilled workers are able to move out of
contracting sectors into expanding ones. Labour market rigidities may have prevented this
outcome (Goldberg and Pavnik, 2004).
Another reason is that Latin American countries, Colombia and Mexico for instance,
protected the sectors that employed mainly unskilled labour prior to the liberalisation episodes.
Many studies in the literature point at this last argument as one of the reasons why Latin
American experiences do not match the theory (see for example: Revenga, (1997); Harrison and
Hanson, (1999a); Attanasio, Goldberg and Pavcnik, (2004); among others).
In the presence of extreme factor endowments, Davis (1996) shows that the distributive
impact of trade liberalisation depends on the correct comparison of factor endowments, which is
not the global economy but the cone of diversification within which one produces. In the face of
the emergence of countries like China and India which export a great amount of goods produced
with an intensive use of unskilled labour, Latin America may no longer have a comparative
advantage based on a relatively abundant unskilled labour force (see for example: Wood, 1997;
Leamer et al., 1999; and Gourdon, Maystre and de Melo, 2006).
Likewise, the initial unequal distribution of factor endowments and the endogenous
emergence of institutions that advantage the elite class may explain the persistence of inequality
and poverty in the region (Engerman and Sokoloff, 2002).
Government Revenue and Expenditure – Trade liberalisation can also affect poverty through
government revenue and expenses. Given that in developing countries a considerable amount of
government’s revenues comes from trade taxes, trade reforms may produce an important fall in
net revenues, thereby restricting the fiscal policy space. But trade reforms can also have a
positive effect on government revenues through the expansion of the taxation of increased
production driven by exports. The question is therefore how the fiscal effects of trade reforms
translate into inequality and poverty. As maintained by Emini, Cockburn and Decaluwe (2005),
the impact of the adoption of an alternative tax may be detrimental for the most vulnerable
groups, particularly the poor. The authors evaluate the effects of replacing tariffs with value
added or consumption taxes and in, both cases, the substitution effects cause an increase in
poverty. This issue is particularly important in Latin American where several countries are
facing the challenge of adapting their fiscal policies to a more open trading environment, while
trying to preserve or even increase the progressiveness of the fiscal regime (see: Pauvonic,
2005; Barreix, Villela and Roca, 2004 and 2006).
Firm heterogeneity. The incorporation of heterogeneous firms and monopolistic competition
into international trade models has changed the way scholars conduct empirical research in
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international trade (Melitz, 2003). Harrison et al. (2011) focus on the recent theoretical and
empirical literature that explores the impacts of trade on inequality using these new models,
extended approaches of comparative advantage, models taking into account labour market
frictions and models of incomplete contracts. They find that the new mechanisms help to
explain the well-documented rising inequality in low-income countries, which is in
contradiction to the implication of the traditional Heckscher-Ohlin model. Likewise, Singh
(2010) reviews the literature on the links between trade and economic growth undertaking an
extensive account of the microeconomic evidence based on firm or industry level data. He
concludes that most macroeconomic studies find supportive evidences for the positive and
significant impacts of trade on output and growth. However, microeconomic studies find more
support to the effects of productivity on trade rather than the opposite direction.
Uncertainty and other dynamic general equilibrium effects. The static analysis considered so
far abstracted from the possibility of dynamic general equilibrium effects. In a world with
uncertainty, it is possible that trade liberalisation affects the likelihood of falling or indeed
emerging from poverty. First, by increasing trade exposure and generating volatility, trade
liberalisation changes the risk of being exposed to exogenous shocks that may have an impact
on poverty (Krebs, Krishna and Maloney, 2005). Moreover, by restricting the possibility of
using trade policies to compensate adverse exogenous shocks, trade liberalisation may limit the
capacity of governments to react to unexpected shocks. Second, as previously noted, trade
liberalisation may be coupled or even induce skill-biased technical change, which in turn may
have adverse distributional effects. Finally, short-run adjustment costs may be magnified in
presence of labour markets rigidities and can cause negative impacts on poverty (Banerjee and
Newman, 2004). All these issues that seem to bear a relation with the distributional impact of
trade liberalisation in Latin America are explored with greater detail below.
Winners and losers from regional integration. Linking trade integration to growth, inequality
and poverty is an elusive endeavour; understanding the distributive impact of preferential
opening is even harder. Yet, in Latin America, regional integration has shaped the way through
which the economies opened up to international trade. Venables (2003) provides a framework to
explain how the real income effects of regional integration are distributed amongst member
countries. He argues that countries with “extreme” comparative advantages do worse than those
with comparative advantages intermediate between the partner and the rest of the world. His
analysis warns of the dangers of south-south integration, showing that it may draw
manufacturing production into richer countries at the expense of the poor members of the
region. It also suggests that low-income countries with prevailing incidence of poverty may be
better served by north-south integration with high-income countries. In Latin America, the
asymmetric distribution of the benefits of regional integration is emerging as one of the most
hotly debated issues. Hence, there is growing consensus on the need to compensate asymmetries
by complementing integration at the regional level with local development and productive
integration policies at the national level (Giordano, Lanzafame and Meyer Stamer, 2005).
The debate surrounding the measurement of the key variables at play in the trade-poverty
nexus and the variety of channels through which multilateral and regional trade liberalisation is
causally connected with poverty reduction, suggests that the assessment of the distributive
impact of trade integration is mainly an empirical question, which is explored in the next
section.
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12.4. Evidence on trade, inequality and poverty in Latin America
Finding criteria to organise the empirical literature on the trade and poverty nexus is not an
easy task: as contributions vary in several dimensions, there is neither an obvious nor an ideal
taxonomy. With some degree of arbitrariness, the literature has been organised in four main
categories according to the methodology used to explore each dimension of the trade and
poverty nexus.

Trade and growth
Some of the early contributions to the trade and growth cross-country literature find a
positive correlation. Dollar (1992) classifies Latin America as only moderately open with
respect to Asia and concludes that shifting to a level of openness and exchange rate stability
comparable to the latter would allow the region to increase per capita growth by 1.5 percentage
points. Sachs and Warner (1995) include thirteen Latin American countries in their panel and
show that in the period 1970-1989 open economies performed better than closed ones.
However, in Latin America, which started the liberalisation movement later, results are mixed
and rather inconclusive: Argentina, Costa Rica, Ecuador, El Salvador, Guatemala and Uruguay
are found to grow more after the liberalisation episode, while the opposite holds in Brazil,
Colombia, Mexico, Nicaragua and Paraguay. Building on Leamer (1988), Edwards (1998)
attempted to refine the openness measure using nine alternative indicators and included ten
Latin American countries in the panel. He finds that trade openness favours growth, that poor
countries catch-up (trade openness allow them to grow faster) and that physical and human
capital accumulation has an important positive role, while political instability is detrimental.
These studies were subsequently criticised for the measurement of openness and difficulties
in justifying the causality direction. It is not clear if trade opening causes economic growth or if
the opposite holds: countries open up to international trade once they reach a relatively high
level of economic growth. Rodriguez and Rodrik (2001) were at the forefront of the critique.
They objected to the choice of the openness indicators, maintaining that they are weak measures
of the incidence of trade barriers, and they challenged the econometric strategies used, arguing
that they produced biased interpretations. Moreover, they pointed out that the trade
liberalisation episodes were significantly correlated with other macro- and micro-economic
reforms, like the deregulation of foreign direct investment and labour markets, all very relevant
features of Latin American structural reforms.
Dollar and Kraay (2002) tried to correct such methodological issues. They find “no evidence
whatsoever of a significant negative relationship between any measure of openness and average
income of the poor”. They maintain that the scope of their database covering 76 countries and
their empirical techniques correct the shortcomings of the studies by Spilimbergo et al. (1999),
Barro (2000) and Lundberg and Squire (2000) who found a positive correlation between trade
openness and inequality. As it will be stressed later, in line with Leamer et al. (1999) they find
nevertheless that cropland per capita is associated with higher inequality. In line with Lindert
and Williamson (2001), Dollar (2004) therefore attempts to close the debate on trade and
growth noting that: “even though no one study can establish that openness to trade has
unambiguously helped [the poor], the preponderance of evidence supports this conclusion. […]
As far as we can tell, there are no anti-global victories to report for the postwar Third World”.
However, as newer data become available the terms of the debate may change again. This is
particularly important in the case of Latin America, which on average opened up to trade in the
nineties, a period not covered by the empirical studies reported so far. Although it does not
explicitly address the distributive question, the contribution by Estevadeordal and Taylor (2007)
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stresses the importance of correctly identifying the period of the analysis, what they call the
post-GATT “great liberalisation” period. Noting that the empirical basis for judging recent trade
reforms is remarkably weak, they use a model-based econometric technique, which highlights
the role of tariffs on capital goods, compiles a new set of disaggregated tariff measures and
employs a treatment-and-control empirical analysis of pre- versus post-1990 performance of
liberalising and non-liberalising countries. They find evidence that liberalising tariffs on
imported capital goods did lead to faster growth, and by a margin consistent with theory.
Despite its liveliness and uncertain final outcome, the relevance of the trade and growth
debate is of limited relevance for Latin America. It certainly provides support to the notion that
trade protectionism is not a recipe for poverty reduction, but it offers little guidance on how to
make trade integration work for the poor. Therefore the use of case studies, which rely on highly
disaggregated data and take into account country-specific factors, can provide clearer answers
on the likely impacts of trade liberalisation on growth, inequality and poverty.

Trade and wage inequality
Shifting the focus from trade and growth to trade and wage inequality, Milanovic and Squire
(2005) shed new light on the debate. They use data covering the last two decades and show that
increasing trade integration leads to rising inequality in poor countries and falling inequality in
rich countries. They stress the lack of labour mobility and the power of unions to explain why
increasing openness to trade is associated with rising wage inequality between industries in poor
countries. Easterly (2005) argues that these findings are coherent with his “productivity” view,
whereby exogenous differences in productivity lead capital to flow from poor to rich countries
and exacerbate inequality in poor countries. Considering that in Latin America wage inequality
accounts for a large share of income inequality, there is an abundant literature that explored how
labour markets adjust to trade liberalisation using country case studies.
This debate is grounded on earlier contributions that focused on the experience of advanced
economies, stating that unskilled workers in industrial economies would be affected by
competition from low-wage countries, causing wages to fall relative to those of skilled workers
(see for example Leamer, 1993 and 1994; and Wood, 1994). But it appears that, following trade
liberalisation, wage inequality increased in developing countries and emerging evidence is
suggesting that low-wage countries experience a similar rise in wage inequality, which happens
to be inconsistent with the predictions of the neoclassical Hecksher-Ohlin-Samuelson
framework (see: Robbins, 1996; Londoño and Szekély, 2000; and Wood, 1997).
In the case of developing countries, Rama (2003) shows that although wages grow faster in
developing economies that do integrate with rest of the world, openness to trade nevertheless
has a negative short-run transitory effect. Moreover, the effects of integration are not symmetric
and wage inequality in developing countries is explained by a skill-biased wage premium. But
foreign direct investment seems to be a more powerful driver of skill-biased wage inequality
than trade integration. Indeed, Behrman, Birdsal and Szekély (2003) analysed a panel of
18 Latin American countries in the period from 1977 to 1998 and found that trade openness had
no significant effect on wage differentials, which are explained by other factors such as
domestic financial reforms, capital account liberalisation, tax reforms and technological
progress.
Several theoretical studies attempted to explore how trade integration may contribute to
skill-biased technological change and wage inequality. Acemoglu (2003) shows that trade
opening may induce an increase in skill-biased technological change, creating a powerful force
towards higher skill premia in both, skill-abundant and skill-scarce countries. Thoenig and
Verdier (2003) show that skill-biased innovation may be a defensive strategy to adapt to
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globalisation. Feenstra and Hanson (2003) show that trade of intermediate goods has the same
impact on labour demand as does skill-biased technical change. Following Acemoglu’s
framework, Berman et al. (1998) and Berman and Machin (2000), on a sample of developed and
developing countries, found that there has been a pervasive skill-biased technological change
around the world, including in middle-income countries. Latin American countries are not the
exception, rather the contrary. Sánchez-Páramo and Schady (2003) describe the evolution of
relative wages in Argentina, Brazil, Chile, Colombia and Mexico and find strong and consistent
evidence of skill-biased technological change (except in the case of Brazil). At the same time, in
their study, trade appears to be an important transmission mechanism as the increases in the
demand for skilled workers took place at a time when countries considerably increased the
penetration of imports.
The latest trade theory incorporating heterogeneous firms and labour market frictions has
spurred a number of studies on the effects of trade on income and inequality. Among others,
Davis and Harrigan (2011) combine firm heterogeneity and efficiency wages at the firm level to
show that international trade tends to eliminate the “good jobs”, which are with firms that have
low probabilities to catch low-productivity workers and thus have to pay higher wages. As a
result, trade openness lowers wages and wage inequality. Egger and Kreickemeier (2009)
introduce workers’ fair wage preferences into a general equilibrium framework with
heterogeneous firms and justify the simultaneous occurrence of increasing profits and increasing
unemployment in the process of globalisation. Helpman et al. (2010) develop a new framework
that incorporates firm and worker heterogeneity, search and matching frictions in the labour
market, and screening of workers by firms. Their model finds that trade liberalisation raises
wage inequality and unemployment in both developed and developing countries. In general
equilibrium, risk adversion intensifies these effects because risk-adverse workers require a
premium for the risk of wage inequality and unemployment origin in heterogeneous firms.
Amiti and Davis (2012) build a general equilibrium model featuring firm heterogeneity, trade in
final and intermediate products, and firm-specific wages. They conclude that trade liberalisation
enhances wages for workers in firms that are exposed to globalisation and reduces wages in
those that are either marginalised from the global economy or oriented toward the domestic
market.
Recent studies have also revisited and extended the classic comparative-advantage
framework by taking into account a continuum of skill levels. Ohnsorge and Trefler (2007)
model two-dimensional worker skill heterogeneity (for example, quantitative and
communication skills) in a continuum of industries, which require different skill bundles. In
their model, even though workers are perfectly mobile, wages will differ across and within
industries because of worker heterogeneity. Blanchard and Willmann (2010) lay out a model in
which heterogeneous workers self-select into a continuum of occupational tasks depending on
the wage structure and individual specific costs of education. They demonstrate that trade
liberalisation can lead to crowding out of the middle occupations towards the skill acquisition
extremes in one country and expansion of middle-income industries in another. Costinot and
Vogel (2010) arrive at similar conclusion using a model with a continuum of goods, each of
which is produced with labour alone and differ in their skill intensities.
Since the mix of countries in aggregate studies may be a crucial factor leading to different
results, it is worth surveying some recent case studies dealing with these issues. They focus
mainly on Mexico, Colombia, Argentina and Brazil, with scattered contributions on a handful of
other countries. They present a fairly heterogeneous body of contrasting evidence.
Mexico. Hanson and Harrison (1999b) examine the implications of the 1985 trade reform on
relative wages and employment, showing that wages of the more educated and more
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experienced workers rose. They find that the trade reform did play a role but other factors such
as foreign direct investment, export orientation and technological change were also important
(Feenstra and Hanson, 1997). This confirms the earlier findings of Harrison and Hanson (1995)
who developed a model of trade and foreign direct investment to study the effect of the latter on
the relative demand for skilled labour. Using state-level data for the period 1975 to 1988, they
find a positive correlation between FDI and the relative demand for skilled labour that explains
a large portion of the increase in the skilled labour share in total wages, consistently with the
hypothesis that outsourcing by multinationals has been a significant factor in the increase of the
relative demand for skilled labour. Cragg and Epelbaum (1996) and Revenga (1997) provide
further evidence along these lines.
Robertson (2000) recaps the evidence on the Mexican case arguing that trade liberalisation
and labour deregulation led to an erosion of rents in protected industries which were less
skilled-intensive, while foreign investments increased the demand for highly skilled labour. But
Acosta and Rojas (2002) argued that technological change effects dominate trade-induced
effects. Finally, Hanson (2005) goes one step further as he controls for regional disparities
differentiating states with high and low exposure to globalisation. His results are in line with
previous studies, but he shows that income inequality is explained by the fact that relative
labour incomes in states exposed to globalisation grew 10% faster than those in low-exposed
states, where poverty rose relatively to high-exposure states by 7%.
Frías et al. (2011) explore the relationship between exports and wage premia, defined as
wages above what workers would receive elsewhere in the labor market. They construct a new
combination of employer-employee and plant-level data and decompose plant-level average
wages into a component reflecting skill composition and one reflecting wage premia. An
exogenous shock, the peso devaluation of late 1994, leads to different changes in export level of
firms within the same industry. Their estimations show that about two thirds of the higher
wages in larger, more productive plants are explained by higher levels of wage premia, and that
nearly all of the differential within-industry wage change caused by the export shock is
explained by changes in wage premia. The authors conclude that wage premia, rather than
sorting on individual ability, are the reason that explains the well-documented correlation
between exporting and wages in Mexico. Frías et al. (2012) focus on the effect of exporting on
the shape of within-plant wage distributions. They find that exporting raises within-plant wage
dispersion, but not uniformly between all the quantiles, with little effect at the low end of the
wage spectrum. Verhoogen (2008) proposes a new mechanism linking trade and wage
inequality: export-led quality upgrading, whereby more productive plants produce
higher-quality goods than less productive ones using a higher-quality workforce, which requires
higher wages. During trade liberalisation, only the most productive plants can enter the export
market, upgrade quality and raise wages relative to less productive ones. Therefore, he explains
why within-industry wage inequality rises in Mexico in a period of trade expansion.
Most of the literature has focused on wage earners and largely ignored the self-employed
workers. To fill this gap, Popli (2010) analyses income inequality and poverty among the
Mexican self-employed workers over the period of 1984 to 2002. He finds that in the first
decade following trade liberalisation, inequality and poverty among the self-employed workers
have increased. As the economy stabilised and economic growth resumed, inequality started to
diminish but poverty kept increasing. He decomposes the inequality and poverty indices into
within and between group components and finds that rising returns to skilled labour, regional
differences regarding the impact of liberalisation and sectoral shifts in employment are
important factors that explain the development of both inequality and poverty.
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Colombia. Attanasio, Goldberg and Pavcnik (2004) carry out an empirical investigation
using detailed micro level data from 1984 to 1998, concluding that trade reforms affected wage
inequality through their impact on skilled-biased technical change, industry wage premiums and
informality. The increase in the skill premiums was primarily driven by skilled-biased
technological change (as in Kugler, 2002). However, they argue that wage inequality may have
been in part motivated by tariff reductions and increased foreign competition, as the sectors with
the largest reductions in tariffs were those with the sharpest contraction of sector-specific wage
premia, in non skilled labour-intensive sectors and in those sectors that had lower average
wages previous trade reforms. The overall effects of the trade reforms on wage inequality are in
any case small (see also Bussolo and Lay, 2003). Goldberg and Pavcnik (2003) provide
additional empirical evidence on the widely unknown relation between trade opening and
informality, showing that labour market institutions play a crucial role. In fact they document
that firms responded to the trade chock by increasing informal employment, but only in the
period before the labour market reforms, when they had to face rigidities and imperfections.
Eslava et al. (2011) investigate the impacts of Colombia’s trade reform between 1988 and
1998 on its labour reallocation using the National Household Surveys data. They find that
workers employed in less protected sectors earn lower wages and are less likely to be employed
in the formal sector after controlling for individual characteristics, year and sector effects. These
negative effects of trade liberalisation are wider for less-educated workers. The findings also
apply to displaced workers caused by trade reforms within the first two years after the shock,
but their situations recover after three years of displacement, which is faster than what is
observed in the US and other developed countries. Trade reforms hurt those currently employed
but facilitate reallocation for those who experience unemployment. Overall, trade liberalisation
reduces household income only for female-headed households in the first two quintiles of the
income distribution.
Argentina. Bebczuk and Gasparini (2001) provide an overview of inequality trends in the
period of trade adjustment and document a dramatic increase in the relative wage of skilled
workers that is indirectly attributed, among other things, to trade opening. Galiani and
Sanguinetti (2003) endeavour to track the causality link between the two phenomena using
aggregate industry level and micro household surveys data. They find a positive correlation
between college wage premia and import penetration. As in other countries, however the direct
trade-related effect explains only a small part of wage inequality. Galiani and Porto (2006)
attempted to pursue a stronger identification strategy, one that is similar to Attanasio et al.
(2004) but compares two episodes of trade reform. They evaluate the shift from high protection
to liberalisation in the 1970s, compared with slowdown of reforms in the 1980s and multilateral
and preferential opening in MERCOSUR in the 1990s. They find that the large tariff cuts (70%)
of the 1970s explain up to 25% of the observed surge in wage inequality, while the moderate
tariff cuts (12%) of the 1990s explain only 10% of the wage premium. They conclude that tariff
reforms contributed partially to the observed increase in wage inequality, but other concurrent
factors linked to the globalisation process played a significant role, a conclusion stressed by
Acosta and Rojas (2002).
Assuming a theoretical structure allowing for labour skill upgrading instead of quality
upgrading, Bustos (2011a) studies the impacts of Brazil’s tariffs cuts on the labour demand of
Argentinean firms during the MERCOSUR creation period (1992 to 1996). Firms starting to
export after trade liberalisation experienced faster increases in technology investment and skill
upgrading than those that focused on the domestic market. Specifically, new and continuing
exporters as well as foreign owned firms spent 53% to 69% more on technology than
non-exporting domestic firms. Trade liberalisation had heterogeneous effects on firm skill
intensity. Firms above the median size upgraded skills and firms below the median size
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downgraded skills in response to tariff reductions in Brazil. Along the same line, Bustos
(2011b) focuses on technology upgrading caused by trade liberalisation. He finds that firms in
industries facing higher reductions in Brazil’s tariffs increase investment in technology and
upgrade technology faster. The bigger the size of the firm, the higher this effect of tariffs is.
Brambilla et al. (2010) investigate the linkages between exports, destination markets and
utilisation of skilled labour by firms. Their theoretical model suggests that firms exporting to
high-income countries will hire more skilled workers and pay higher wages than firms that
export to low or middle-income countries, and domestic firms. They test this hypothesis using a
panel data of Argentinean manufacturing firms ranging from 1998 to 2000. They find that the
exogenous Brazilian currency devaluation of 1999 led to changes in the export levels and
destinations, which helps to explain the causal effect of exporting to high-income countries on
skill utilisation.
Chile. In the case of Chile Beyer, Rojas and Vergara (1999) and Pavcnik (2000) found
evidence of skill-biased wage premia, but while the former attributes it mainly to trade
liberalisation, the latter stresses the role of investments, foreign technical assistance and
patented technologies.
Brazil. The results for Brazil, which accounts for a great proportion of the poor in the region,
depart from those obtained in other countries and provides fruitful ground for evaluating the
conditions under which trade reforms do not have an adverse effect on industry wage
differentials. Evidence produced by Arbache and Corseuil (2004) and Arbache, Dickerson and
Green (2004) found results in line with other Latin American case studies. But Pavcnik et al.
(2004) show that while industry wage premia are in fact an important component of worker
earnings, their structure is relatively stable over time, and they find no statistical association
with changes in trade policy. They conclude that trade liberalisation in Brazil did not
significantly contribute to increased wage inequality between skilled and unskilled workers.
Likewise, Goldberg and Pavcnik (2003) found no significant effects of trade opening on
informality. Gonzaga et al. (2006) go even further: using a wide set of instruments to test the
trade transmission mechanism they conclude that trade liberalisation reduced wage disparities in
Brazil.
Ferreira et al. (2007) combine the methodology used by Pavcnik et al. (2004) and Gonzaga
et al. (2006) to study net trade-induced changes in industry-specific wage and skill premia.
Their main finding for the period from 1988 to 1995 is that trade liberalisation in Brazil did in
fact contribute to the observed reduction in wage inequality in the entire Brazilian economy, not
just in manufacturing. Unlike in other countries of the region, pre-liberalisation tariffs adjusted
by import penetration were highest for skill-intensive goods and fell more than those protecting
other goods. This led to a decline in their relative prices and, consistently with the
Stolper-Samuelson theorem, this decline led to a reduction of skilled wages and to a movement
of workers away from previously protected industries. Menezes-Filho and Muendler (2011)
compare resource allocation, especially labour, before and after the trade liberalisation of the
1990s by tracking individual workers across jobs using economy-wide linked
employer-employee data. They find that tariff reductions lead to worker displacements,
particularly from more protected industries. But neither exporting firms nor industries with
comparative advantage absorbed trade-displaced workers for several years. In fact, exporters
hired fewer workers than the average employer after the trade reforms.

Trade and poverty in partial equilibrium
The most widely used methodology to assess the direct impact of trade liberalisation on
poverty relies on partial equilibrium estimates coupled with cost-of-living simulations (see
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Porto, 2003). The methodology tracks two transmission channels: on one hand trade reforms
cause the relative prices of traded goods to change, on the other these price variations affect
households as consumers and income earners. This approach has the merit of being based on an
intensive use of household data information and the shortcoming of abstracting from general
equilibrium effects such as terms of trade effects, consumption effects (households pay different
prices for traded and non-traded goods) and labour income effects (factor demand and wages
adjust in response to the trade shock). Price shocks that originate the effects on the poverty head
count ratio may be observed ex post in time series or predicted ex ante with partial or general
equilibrium model simulations.
Argentina. Porto (2003) examines the implications of national and foreign trade reforms on
poverty in Argentina. The former includes the removal of import tariffs while the latter refer to
the elimination of agricultural subsidies, tariffs and non-tariff barriers in developed countries.
His results indicate that from an initial head count ratio of 25.7% in 1999, a combination of
national and foreign trade reforms would cause a decline in poverty ranging from 1.6 to
4.6 percentage points, depending on assumptions relating to the deepness of trade liberalisation.
Effects induced by foreign reforms are found to be much larger than national reforms. In later
work, Porto (2006) applies the same methodology to assess the effects of preferential opening in
MERCOSUR. He finds that regional integration had pro-poor distributive effects because tariff
reduction was greater in relatively skilled intensive sectors. The average compensating variation
for the poor amounts to up to 6% of initial expenditure, whereas for the middle-income
households the gain amounts to around 3%.
Mexico. Nicita (2004) applies the same technique to study ex post the effects of trade
liberalisation in Mexico between 1989 and 2000, taking into account regional differences. He
finds that trade liberalisation, which lowered the relative prices of non-animal agricultural
products, reduced the cost of consumption but put pressure on households’ agricultural income,
thereby widening the income gap between urban and rural areas. While all income groups have
benefited, richer households have benefited more in both absolute and relative terms: real
income increased by 6% in richer households and by 2% in the poorer. Similarly differences are
found in the geographic distribution, with the states closest to the northern border gaining three
times more relative to the least developed southern states. From a poverty perspective, trade
liberalisation had the direct effect of reducing the head count ratio by about three percentage
points.
Colombia. Relying on a standard partial equilibrium methodology, Goldberg and Pavcnik
(2005) limit the analysis to urban poverty and do not find any correlation between trade and
poverty. Poverty in urban areas is highly correlated with unemployment, employment in the
informal sector and non-compliance with minimum wages. In the period under scrutiny
(1986-1994) most of the reduction on urban poverty is accounted for by within-group changes
in poverty, rather than movements of individuals out of groups with high poverty rates, such as
unemployed, informal workers or minimum wage earners. It is therefore not surprising that they
fail to find any evidence of a link between trade and urban poverty. They note, however, that in
Colombia agriculture trade liberalisation has been limited and that it may bring about a
significant effect on poverty in the short and medium run, a finding confirmed by Giordano,
Mendez-Parra and Watanuki (2007 b).
Brazil. Krivonos and Olarreaga (2005) assess the impact that a potential liberalisation of
sugar regimes in OECD countries could have on household labour income and poverty in
Brazil. They estimate the extent to which world prices are transmitted to 11 Brazilian states in
order to capture the fact that some local markets may be relatively isolated from changes in
world prices. They then proceed to estimate the impact that changes in domestic sugar prices
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have on regional wages and employment, depending on worker characteristics. They measure
the impact on household income of a 10% increase in world sugar prices. Their results suggest
that workers in the sugar sector and in sugar producing regions experience wage increases and
expand employment opportunities. More interestingly, households at the top of the income
distribution experience larger income gains due to higher wages, whereas households at the
bottom of the distribution experience larger income gains due to movements out of
unemployment.
Menéndez et al. (2009) study the impact of trade liberalisation and international trade on
poverty and income inequality across Brazilian states from 1987 to 2005 using panel regression
techniques. Trade liberalisation is measured by the weighted average of national industry-level
tariffs, where the weights are the initial shares of employment by industries within each state.
International trade is measured by import penetration (imports as a percentage of output plus net
imports), export exposure (exports as a percentage of output) and trade openness (the ratio of
imports plus exports on GDP). For each state, they apply the Gini and the Theil indices to
measure inequality and headcount index and the poverty gap for poverty. They find that poverty
and inequality are higher if the state is exposed to a lower tariff level. This means that, at the
state level, trade liberalisation might contribute to poverty increases. For urban areas, the
negative effect of trade liberalisation is even higher and statistically more significant. However,
in the rural world, trade liberalisation seems to have reduced inequality and did not have any
significant effect on poverty. Import penetration has effects similar to trade liberalisation, while
on the contrary, rising export exposure appears to have significantly reduced household welfare.
Borraz et al. (2012) assess the linkages between trade liberalisation, poverty and inequality
in Brazil for the 1991-2006 period through the price and income transmission channels
proposed by Porto (2006) and complemented by Nicita (2009). They find that: i) the
consumption effect of tariff reduction through the prices of the tradable goods is positive for all
individuals and is higher for poor individuals than for richer ones; ii) the consumption effect
through non-tradable goods prices is negative but small (i.e. the typical household is worse-off
compared to the pre-liberalisation scenario), but the aggregate consumption effect is positive
and pro-poor; iii) the impact on labour income is negative but close to zero, which is consistent
with evidence that labour force mobility across industries after trade liberalisation in Brazil is
limited (Goldberg and Pavcnik, 2003); iv) the headcount poverty ratio decreased during the
trade liberalisation episode; and v) contrary to previous studies (Gonzaga et al., 2006; Ferreira
et al., 2010), they find that tariff reduction cannot be associated with increased inequality and
had no statistical impact on Gini coefficients.
Peru. Field and Field (2010) analyse household responses to changes in relative prices of
traditional versus export-oriented products with a panel of rural households between 1994 and
2004. They find that changes in relative prices lead to the production of new agricultural
products, and the magnitude of the response was mitigated by households’ lack of land
ownership and access to regional and local markets. Consumption of the households that
adopted export-oriented crops increases in proportion to the increase in the fraction or amount
of land devoted to exportable products. These households were less likely to be below the
poverty line at the end of the period.
Chile. Finot et al. (2011) study the effects of trade opening on household welfare for Chile
between 1999 and 2006 following the methodology laid out in Porto (2006). They focus on the
short-term effect by only analysing the price channel (the direct effect on the tradable good
price and indirect effect on the non-tradable good price) and ignoring the dynamic effects of
labour market changes. Like other studies on short-term pass-through, they relax the perfect
competitive market assumption of Porto (2006) and estimate the coefficient of the international
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price pass-through to the domestic market. They find that tariff reduction between 1999 and
2006 was favorable in terms of income for all households and yielded a short-term benefit
equivalent to 0.15% of total household income. However, the lower-income households have
experienced a greater variance in the observed impacts on the prices of their baskets than
higher-income households. They nevertheless conclude that trade liberalisation had a clear
pro-poor property.
Uruguay and Paraguay. Using the same methodology as Borraz et al. (2012), Borraz et al.
(2011) study the cases of Uruguay and Paraguay in the context of MERCOSUR. In the case of
Uruguay, they find that tariff reduction decreased the prices of tradable goods and benefited the
lower-income segment of the population more than the higher-income one. The impact on the
non-tradable goods prices is pro-rich. Trade liberalisation had a positive impact and a pro-poor
effect on labour income. Considering all three effects together, the average income increased
across the entire income distribution during the trade liberalisation period, but there is no
evidence of absolute pro-poor or pro-rich pattern: the poverty level decreased, but the income
inequality did not change significantly. In the case of Paraguay, trade liberalisation only mildly
benefited the lower-income segment of the population. The impact through the prices of
non-tradable goods is only mildly pro-rich. Tariff reduction negatively affected the labour
income in the whole population. The loss is bigger for those with higher wage. Overall, the
average income of the whole population decreased during the liberalisation process. Trade
integration did not clearly reduce the poverty headcount ratio, but it led to smaller income
inequality.
Partial equilibrium associated with cost-of-living national case studies are illustrative of the
simplest methodology available to track the trade and poverty nexus in household surveys. The
growing evidence accumulated on Latin America is suggestive of the wide range of poverty
effects generated by trade integration. These studies have the advantage of being easier to
understand than more complex models and allow the consideration of detailed market structure
and behavioural heterogeneity. However, they fall short of accounting for the general
equilibrium effects that reverberate across sectors and national markets.

Trade and poverty in general equilibrium
Computable general equilibrium simulations allow the consideration of complex relations
among sectors and agents in the economy. CGE models are typically based on neoclassical
theories of firm and household behaviour and operate on a time frame long enough to achieve
market equilibrium. While most are perfect competition and comparative static in nature,
imperfect competition and dynamic versions are increasingly used to address specific issues (see
Reimer, 2002 and Permartini and Teh, 2005).
A shortcoming of many CGE studies is that standard models typically lack sufficient
disaggregation to fully trace the impact of policy simulations on poverty. In order to address this
shortcoming, the most readily available technique is the association of a CGE simulation with a
subsequent tracking of distributional effects in household surveys (Decaluwé et al., 1999).
Almost all CGE applications performed to date in multi-region global models that include Latin
American countries or in single-country models focusing on specific Latin American countries
follow this so called “micro-macro” approach.
The most comprehensive assessment of the distributive impact of trade integration with CGE
models in Latin America is provided by Vos, Ganuza, Moreley and Robinson (2006). Building
on a previous collection of studies coordinated by Vos, Taylor and Paes de Barros (2004),
which dealt with the broader impact of economic liberalisation, this collection of 16 comparable
country case studies assesses the poverty effects of a wide array of scenarios such as unilateral
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tariff reductions, export subsidies, exchange rate devaluations and export promotion. The
studies also consider a hypothetical “full” multilateral WTO liberalisation scenario, whereby
tariffs and domestic support subsidies are completely eliminated, and a preferential Free Trade
Areas of the Americas (FTAA) integration scenario where tariffs are eliminated on a
preferential basis among the countries of the Western Hemisphere. The results show that in
almost all cases unilateral liberalisation increases output and either wages or employment,
depending on the assumptions made on the labour market closure. Labour inequality rises in
almost all cases, particularly between skilled and unskilled workers, but does not lead to
inequality in per capita income because of offsetting positive employment effects. As these
counterfactual results contrast with the historical evidence surveyed in previous sections, they
suggest that other disturbances had a significant role in the post liberalisation adjustment.
Unilateral trade reform scenarios lead to small positive poverty reduction effects in all
countries but Ecuador. The WTO and FTAA scenarios are pro-poor in the majority of the
experiments but cause a modest increase of poverty in Costa Rica (only WTO), Ecuador,
Paraguay and Venezuela, mainly due to the regressive outcome of agriculture liberalisation that
is not compensated by expansion in other sectors. In these experiments, labour markets
parameters are crucial to explain the inequality and poverty effects of trade liberalisation. In
particular, average wage increase changes in the remuneration structure and quantity adjustment
in the form of reduced unemployment explain, in this order, most of the pro-poor trade effects.
The production of CGE based micro-macro poverty assessments is expanding in Latin
America, as shown by IDB, ECLAC and CEPII (2007). This is fortunate because the high
aggregation of the models used in multi-country projects prevents a detailed analysis of the
countries of the region, as they are generally limited to the larger countries such as Brazil,
Mexico and Argentina (see, for example, Hertel and Winters, 2005 and Polaski, 2006).
Likewise, highly aggregate studies are often based on oversimplified simulation scenarios that
prevent an accurate exploration of trade policy chocks and their distributive impacts.
This is particularly important in agriculture trade liberalisation simulations, which are key
for poverty reduction in the region because the sector is plagued by residual pockets of
protectionism at the multilateral level (Falconi, Giordano and Sumpsi, 2005, Schejtman and
Berdegué, 2006). In an attempt to provide a more accurate assessment of the likely poverty
impacts of the Doha Development Agenda for a wide set of Latin American countries, Giordano
(2010) reviews the available literature and compile macro-micro CGE evaluations based on
detailed “realistic” scenarios (based on proposals of the European Union, US, G-20 and others)
coupled with country and sector case studies analysing the poverty impacts of trade
protectionism. The case studies attempt to assess the extent to which international prices are
transmitted to regional households. They show that agriculture protectionism is highly
detrimental for the poor in the region and that the Doha Development Agenda is an opportunity
for poverty reduction in Latin America. This is confirmed by Lara and Soloaga (2007) and
Gomez and Soloaga (2007) who, in the case of Bolivia and Nicaragua respectively, find that an
ambitious Doha scenario may contribute to poverty reduction, while a limited one may have a
regressive outcome. Moreover they show that domestic investments in complementary
agriculture extension may have a greater impact than trade liberalisation.
A precise measurement of trade liberalisation is also crucial to assess the poverty impact of
preferential integration. In the case of Costa Rica in the Central American-United States Free
Trade Agreement (CAFTA), Sánchez (2007) uses a dynamic CGE model coupled with
micro-simulations and models the impact of tariff phase-out schedules and tariff-rate-quotas. He
shows that trade liberalisation may boost growth by two percentage points annually, which in
turn may generate a small decline in the poverty head count. Using a disaggregated rural
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economy-wide modelling approach, Taylor et al. (2010) examine how agricultural tariff
removal as called for in CAFTA affects the rural welfare in El Salvador, Guatemala, Honduras,
and Nicaragua. The disaggregated modelling approach takes into account two critical
characteristics of Central America countries, the heterogeneity of rural households and the
diversification of these households’ activities and income sources. The simulation results show
that agricultural tariff reduction leads to lower nominal incomes for nearly all rural household
groups. However, consumption costs decline substantially too. The net effect on rural
households’ welfare of agricultural trade liberalisation in Central America is found to be
positive in most cases.
Giordano, Mendez Parra and Watanuki (2007b) evaluate a wide set of Andean trade and
integration options and the impact of the Andean-US bilateral agreements. The results indicate
that the impact of the trade agreements with the United States, the European Union and
MERCOSUR is unambiguously expansionary, although the gains are modest. The impact of a
bilateral agreement with the US is pro-poor for signing countries (Peru and Colombia) as it
reduces poverty and narrows inequality, while the opposite holds for Bolivia if it does not join
the agreement, and even more so if it loses current preferential access to the US market. Labour
income gains via job creation are the primary drivers of inequality and poverty reduction,
particularly in rural areas. Wong and Kulmer (2011) examine the impact on poverty and income
distribution of a free trade agreement between Ecuador and the European Union. The scenario
in which the European Union expands the generalised system of preferences and expands
market-access for bananas generates the greatest export growth. However, the three provinces
specialised in the exports of banana expand their welfare, at the expenses of other agricultural
sectors. This sector-unbalanced growth would lead to increased poverty and unequal income
distribution. Tellería et al. (2011) analyse the possible effects on Bolivia of joining the
agreement negotiated between the Andean countries and the European Union. They find that
being part of the agreement allows Bolivia to benefit from the wide-ranging preferences offered
by the EU. However the gains are largely limited to higher-income population and may not
alleviate inequality.
Finally, in the case of Brazil, Ferreira Filho and Horridge (2005) highlight the importance of
moving away from the representative household hypothesis considering higher within-country
heterogeneity. The model distinguishes 10 different labour types and has 270 different
household expenditure patterns. Income can originate from 41 different production activities
located in 27 different regions in the country. The CGE model communicates to a
micro-simulation model that has 112 055 households and 263 938 individuals. Poverty and
income distribution indices are computed over the entire sample of households and individuals
before and after the policy shocks. The results show that trade policy shocks do not generate
dramatic changes in the structure of income distribution and poverty. The simulated effects on
poverty and income distribution are in fact positive but rather small. The benefits are
nevertheless concentrated in the poorest households.
Cicowiez et al. (2010) access the effect of both world and domestic trade reform in
Argentina on poverty and income inequality by combining results from a global economy-wide
model, a national CGE model, and micro-simulations. The results show that global trade
liberalisation (including subsidies and import taxes, but not export taxes) of all goods leads to a
decrease in both poverty and income disparities in Argentina. However, liberalisation only in
the agriculture sector does not diminish them. The elimination of export taxes, either on all
goods or only in agriculture, causes an increase in the poverty headcount and inequality. The
increase is even higher if Argentina eliminates export taxes unilaterally.
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This succinct review of the newest contributions to the micro-macro poverty literature does
not aim at surveying all available studies, a task that largely exceed the scope of this paper. It
rather intends to highlight the need of more research specifically focused on Latin America and
the advisability of moving away from misleading simplifications of the trade policy shocks,
particularly those that simulate unrestricted liberalisation across the board or do not accurately
take into account the existence of a complex web of trade preferences.

12.5. Trade integration and pro-poor complementary policies
Despite the complexity of finding a clear connection between trade liberalisation and poverty
reduction in both theoretical and empirical studies, there is a nearly general consensus among
academics that protectionism is not a suitable policy tool for eradicating inequality and poverty.
It is also widely acknowledged that trade liberalisation is a means to achieve growth with
poverty reduction and not an end in itself. Trade integration alone is in fact not sufficient to
generate sustained growth, even less to promote development with equity and poverty
reduction. Indeed, the literature reviewed so far very often emphasises the fact that the
distributive outcome of trade integration is inextricably intertwined with a wide array of
structural and policy determinants.
Empirical evidence on the interaction between trade integration and complementary policies
is very recent and limited. In a panel of more than 100 countries, Bolaky and Freund (2004) find
that trade opening promotes economic growth only in countries that are not excessively
regulated. Indeed, trade openness is associated with lower levels of living standards in
excessively regulated economies. They argue that in highly regulated countries, trade fails to
generate growth because resources are prevented from flowing to the most productive sectors
and firms, and trade is likely to occur in goods that do not display comparative advantages.
Chang, Kaltani and Loyaza (2005) extend the scope of the analysis and provide empirical
evidence of why trade-induced growth performance depends on macroeconomic, structural and
institutional characteristics that make a country able to adjust to a more open trading
environment. They interact trade openness with proxies of educational investment, financial
depth, inflation stabilisation, public infrastructure, governance, labour market flexibility and
flexibility of entry and exit of firms from the market. They find that trade liberalisation
promotes growth, except in those countries in which complementary areas are distorted. Using
econometric analysis, López (2011) examines the complementarity between trade policy and
public social spending in the reduction of poverty and income inequality in eight Latin America
countries. He finds that the benefits of trade liberalisation, especially for low income and middle
income households, are related to the amount of social capital provided by the State. However,
non-social capital spending mainly benefits high income population and has no
complementarity with trade policy.
Against this background, multilateral institutions are increasingly putting emphasis on the
need to flank trade liberalisation with complementary domestic policies, encompassing
macro-and micro-economic interventions, institutional reforms and social policies. For example,
the OECD Trade and Structural Adjustment report (2005) recommends adopting
macroeconomic policies that promote stability and growth, labour market policies that facilitate
workers mobility across occupations, companies, industries and regions, an efficient
institutional and regulatory framework, and trade and investment policies that support structural
adjustment and are implemented gradually in order to enable affected parties to adapt and avoid
policy reversal. Referring more specifically to Latin America, in its contribution to the WTO
Aid for Trade Task Force, the Inter-American Development Bank (2006) set the contours of a
pro-poor trade agenda for the regions. In this light the most pressing challenges that the region
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faces are to: i) increase welfare through trade performance; ii) equitably distribute the gains
from trade; iii) adapt to the complexity of modern trade agreements; iv) promote ownership of
trade reforms; iv) further expand trade-related institutional capacity; v) secure adequate funding
for trade-related assistance; and vi) implement complementary domestic policies to secure an
efficient and socially equitable transition to freer trade.
Since the launch of Aid for Trade initiative a number of contributions have outlined the
importance and potential role of Aid for Trade in supporting economic development of poor
countries.
Higgins and Prowse (2010) conclude that the focus of Aid for Trade programming should be
threefold. First, it should support trade and integration polices that enable governments to
expand revenues, which in turn support a countries’ poverty reduction efforts. Second, it should
support trade expansion that creates and increases incomes for poor people. Third, it should
mitigate and compensate for the adverse impacts of trade changes, particularly when they affect
poor people.
OECD (2009 and 2011) focus on the policy implications of the Aid for Trade agenda,
identifying the main objectives of any initiative, i) increasing trade, ii) diversifying exports,
iii) maximising linkages with the domestic economy, and iv) increasing adjustment capacity. In
the process of achieving these goals, special attention needs to be directed to the benefit of the
poor from Aid for Trade policies. Various diagnostic tools, such as stakeholder consultation,
benchmarking, the Diagnostic Trade Integration Studies (DTIS) method and value chain
analysis, can be used to identify the constraints that prevent developing countries from
expanding trade.

12.6. Conclusion
Summarising the findings of more than one hundred essays on the trade and poverty nexus is
a daunting task. This survey focused on the most recent contributions available in the
mainstream trade economics literature, attempted to assess the relevance of the literature for
Latin America and concentrated on specific quantitative empirical work on the region. It
addressed the issue of how changes in relative prices due to unilateral, multilateral and
preferential trade liberalisation affect growth, wages and income inequality and poverty. It did
not address certain aspects such as the links of trade with gender, small and medium enterprises,
local development or the political economy, which bear an important relationship with the trade
and poverty nexus. The reason is that the underlying rationale of this research was to restrict the
analysis to theoretical and quantitative empirical work, leaving the investigation of more
complex qualitative issues for future undertakings.
Despite the move towards more open trade regimes, Latin American economies are still
relatively closed to international trade. Under the pressure of globalisation, it is likely that in the
coming years the region will need to open further and adjust to compete in an increasingly
challenging global environment. Latin America being one of the most unequal regions of the
world, the assessment of the trade and poverty nexus is crucial to devise policies aiming at
better distributing the gains from trade. Latin America-specific research on this topic will
provide policymakers and stakeholders with evidence necessary to underpin a debate which
seems to be nurtured more by anxiety than rigorous knowledge.
In this light, it is useful to refer to a few conclusions with the aim of building up a solid base
for policy debates and future research.
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There is a gap in the availability of methodologies to explore the link between macro policy
reforms like trade liberalisation and micro-economic determinants of welfare and poverty. It is
therefore crucial to invest in the generation of data and research techniques, to adapt the
research agenda to the specificity of Latin America and to consider qualitative issues that are
difficult to measure. Meanwhile, normative statements referring to the trade policy nexus should
cautiously consider the limitations of current positive knowledge.
Trade openness, inequality and poverty are wide multidimensional concepts. Measuring and
attributing causal relations among these variables without carefully qualifying the specific
dimensions explored or the particular transmission mechanisms at play may be misleading. It is
important to disentangle the specific dimension of the trade and poverty nexus from the wider
debate on globalisation and financial integration, the competing concepts of relative and
absolute inequality and the objective and subjective dimension of poverty and deprivation.
Despite the impossibility to rigorously and unambiguously assert that trade openness is
conducive to growth and poverty reduction, the preponderance of evidence supports this
conclusion. However, the majority of empirical macro studies also show that the impact of trade
on growth and poverty is also generally small and that the causes of indigence are to be found
elsewhere. But it is in fact extremely arduous to find evidence that supports the notion that trade
protection is good for the poor. The question is therefore how to make trade and growth more
pro-poor and not how to devise improbable alternatives to trade integration aiming at improving
the livelihood of the poor.
Specific evidence on Latin America reveals that deductive generalisations of the neoclassical
trade theory and global cross-country empirical studies may be of little help in understanding
the trade and poverty nexus in the region. Several factors may explain why the integration of
Latin America into the global economy may not necessarily bring about rising wages of
unskilled workers and poverty reduction. The most compelling arguments are related to the
existence of rigidities in the labour markets, the historical pattern of protection that created rents
in unskilled intensive sectors, the emergence of low wage countries such as China and India that
shifts the comparative advantage of Latin American economies, and institutional factors that
protract the effects of an initial unequal distribution of factor endowments against the poor.
Trade liberalisation may in fact be associated with rising inequality. But country case studies
present contrasting indications. Although there is some evidence of rising inequality in the
aftermath of trade opening, such as in the case of Mexico, Colombia, Argentina and Chile, it
seems that the specific effects of trade liberalisation are small or indirect. Skill-biased technical
change, often directly related with the increase of foreign direct investment or with capital
account liberalisation, seems to have a stronger explanatory power than trade liberalisation.
There is also little evidence that trade opening has generated more informality. On the other
hand, the case of Brazil, where trade liberalisation seems to have contributed to the reduction of
wage inequality, is illustrative of the conditions under which trade reforms may have
progressive distributive effects.
The empirical analysis addressing the direct effect of trade integration on poverty reveals a
similar landscape. Trade integration seems to be good for the poor but the effects are small.
Generalisations should be taken with a great deal of caution because this is a domain where data
may present considerable shortcomings. In any event it seems that foreign trade reforms are
more important for poverty reduction than unilateral ones or than the national component of
reciprocal trade reforms. The countries of the region may therefore expect further contributions
of trade integration to poverty reduction, particularly from the liberalisation of the agriculture
sector where the greatest pockets of residual protectionism are still concentrated. However,
predicting ex ante the pro-poor effects of trade reforms is an extremely sensitive task highly
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dependent on the quality of the data and the correct specification of the simulation instruments.
It is hard to overstate the importance of strengthening the capacity of policymaking in this area.
Finally, considering that the trade and poverty nexus depends on a number of interconnected
factors a consensus is emerging on the need to flank trade integration initiatives with a wide
array of complementary policies. There is in fact increasing evidence that the outcome of trade
opening may be regressive in the presence of distortions in complementary areas such
macroeconomic policies, infrastructure, regulations, financial depth, labour markets, governance
and human capital.
It is therefore of the utmost importance to mainstream trade into the development agenda of
Latin American countries and to align consensus, policy priorities and financial resources with
the objective of making trade work for the poor.
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