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International trade and its liberalization can expand the range of
goods and services available to the poor and reduce prices of those
goods and services, increasing real income and reducing poverty. In
practice, trade expansion creates both winners and losers. In the
process, trade can reduce relative poverty, absolute poverty, both, or
neither, but is usually found to benefit the poor. Cross-country
regressions suggest that, on average, economic growth resulting from
trade liberalization and openness benefits the poor proportionately
with the rest of the population.1 However, the effects of trade openness
on the poor, beyond the effect on overall growth, are not systematic
and there is considerable variation across countries and time periods
(Berg and Krueger 2002).

Developing economies on average impose much higher trade
barriers than developed countries and would increase their welfare
substantially by liberalizing their own trade regimes (Dollar and Collier
2002). Empirical analysis indicates that trade expansion following
reform has had positive net effects on income and employment for the
poor (Bannister and Thugge 2001, McKay et al. 2000). Policies aimed
at increasing the access of the poor to the gains from trade by
targeting sectors of greatest importance for the poor, institutional
structures, and investment responses, can mitigate negative impacts
and increase the beneficial effects of trade expansion. Rather than
attempting to restrict trade, policy responses that use trade expansion
to increase opportunities for the poor to participate in productive
activities, increase productivity in tradable goods sectors, and increase
growth will yield the greatest benefits for the poor.

Benefits of Trade for the Poor

Trade-induced price changes may result directly from changes
in supply or demand, or indirectly through changes in the exchange
rate resulting from alterations in the terms of trade. Trade can raise
real incomes and reduce absolute poverty by lowering prices of
imports and import substitutes consumed by the poor or by raising

1 While empirical studies crediting trade with contributions to growth have been
criticized on methodological grounds, even the critics agree that it strains credulity
to believe that trade liberalization in recent decades has not played a significant
role in economic growth and poverty reduction (e.g., Rodriguez and Rodrik 1999,
Cooper 2002).
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prices of exports or import complements produced by the poor.
Relative poverty can also be reduced to the extent that lower priced
imports or higher priced exports disproportionately involve the poor.

However, the greatest impact of trade on the poor is generally
through its contribution to economic growth. This indirect effect can
be substantial and often outweighs more direct poverty reduction
effects (Frankel and Romer 1999). Efficiency gains from trade can also
increase employment or investment opportunities (including
investments in human capital), or increase availability of
complementary factors of production that raise the productivity of the
poor. Access of the poor to these potential benefits is a critical factor
in determining the poverty reduction effect.

While trade liberalization and expansion benefits the poor in
general, not all of the trade-related effects on poverty are necessarily
positive. In general, changes in trade flows or patterns alter the nature
of risks and uncertainties faced by the poor. Changes in trade flows
or patterns have the potential to disrupt social stability, unsettling
conditions particularly for those on the margins of society. Changes
in terms of trade or exchange rates particularly affecting tradable
sectors involving large numbers of poor or near poor, such as small-
scale agriculture, can have large impacts (positive or negative) on the
incidence of poverty. Trade-related environmental changes may also
negatively affect the poor. The potential adjustment costs may be high
for some individuals, arguing for complementary policies to ease the
transition.

The Domestic Context

Effects of trade and trade policy on poverty are influenced by the
nature of poverty in an economy, including the institutional context
and the international trading environment. The domestic context
involves the sectors of greatest interest to, or involvement of the poor,
such as agriculture and labor-intensive manufactures, as well as the
degree and distribution of poverty within and between households.
Agriculture is a key sector for poverty alleviation, due to the strong
connection between small-scale agriculture and poverty in most
developing economies, its linkages to other sectors, its products’
potential for greater trade, and the potential of farm households to
serve as a broad base of demand for other domestic products. Growth
in small-scale agriculture can also help stimulate nonfarm rural
activities involving the rural poor.
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Computer simulations of multilateral trade liberalization indicate
that the largest gains (almost half) would come from OECD
agricultural policy liberalization, but the greatest gains to developing
countries would come from liberalizing their own policies (Anderson
2002).2 However, removing protection in OECD markets would lead to
an increase in producer prices for agricultural products, benefiting
producers of those products in developing countries. Removal of
developed country agricultural production and export subsidy
schemes would yield an increase in world agricultural prices of an
estimated 12 percent (USDA 2001). At the household level, net sellers
of food would be better off on average from the higher prices following
agricultural trade liberalization. Most of the other net buyers of food
are unskilled labor, the demand for which would rise when cuts are
made in textile and clothing protection abroad with the approaching
end of the Multifibre Arrangement. Consequently, even net food
importing developing countries could be better off (Anderson 2002).

Growth in export-oriented sectors can benefit poor women where
these sectors are more likely to employ women, as in Southeast
Asia’s electronics industry. Traded services are also becoming
increasingly important in regional economies, are rapidly growing
destinations for foreign direct investment in developing Asia, and can
facilitate substantial poverty reduction through expansion both of
services available to the poor and of employment opportunities. Traded
services—including tourism, finance, and information processing—
also employ a high proportion of women (McGill 2003).

The geographical distribution of poverty and logistical hindrances
to trade play a role in how trade-related changes in poverty occur,
emphasizing the importance of transport infrastructure.3 Logistics
improvements can reduce transport costs and the time for products
produced by the poor to reach their destinations, and increase the
reliability of that timing.

2 Most welfare gains from OECD trade liberalization would accrue to consumers
in OECD economies.
3 For example, a reduction in logistics costs of US$200 per twenty-foot equivalent
unit  (20-foot container) in East Asia could increase the volume of trade in each
country by about 13 percent (Carruthers and de Monie 2002).
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The institutional context partially determines the possibilities and
potential methods for maximizing the gains from trade. It also
influences how much of, and how, those gains reach the poor. This
is particularly true for flexible labor markets, institutions assigning and
protecting property rights and encouraging innovation, equitable
dispute resolution systems, social services that augment the human
capital of the poor, and efficient financial intermediation. With
deepening integration of the economies in the region, domestic “behind
the border” issues such as competition and investment policies
increasingly affect the transmission mechanisms by which trade
contributes to poverty reduction.

The International Trading Environment

In the international trading context, multilateral commitments
such as the negotiations, agreements, and dispute resolutions of the
World Trade Organization (WTO) can ensure that trade liberalization
is met by reciprocal liberalizations from trading partners, but also
restricts policy options. Regional and subregional trading
arrangements also affect trade and investment flows and may act as
either building blocks or stumbling blocks to progress on multilateral
trade liberalization.

Developments in individual economies can alter the international
trading context. For example, the accession of the People’s Republic
of China (PRC) to the WTO has important implications for regional
and global trading patterns, with the full effects still unclear. Economic
models suggest the net effects are likely to be significant for the PRC
itself, small and positive for Republic of Korea; Taipei,China; and Hong
Kong, China; and small and negative for Southeast Asia
(Ianchovichina et al. 2003). However, many private businesspersons
expect the effects to be more substantial, highlighting the likely
unevenness in distribution of the impacts both between and within
economies, as well as on poverty.

Policy Implications

To some extent, trade liberalization creates conditions that help
the poor to capitalize on the efficiency gains from trade. It forces
governments and societies to become more transparent when faced
with benchmarks from international standards. It imposes or reinforces
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market discipline. A society can try to maximize the static welfare
gains from trade for the poor with policies targeting the sectors or
geographic regions of most importance to the poor to increase
productivity and the efficiency of trade. To raise investment and
productivity for greater growth, trade liberalization should be
accompanied by priority investments in transport and communications
infrastructure, market facilitation, education, and governance
improvements (McCulloch et al. 2001).

Studies suggest that factor markets provide the key linkage
between trade liberalization and poverty, since households are
typically much more specialized in their income sources than
consumption patterns (Reimer 2002). Policies that increase access
for the poor to the gains from trade—by facilitating participation in
market activities through more flexible labor markets, easier access
to credit for small-scale enterprises (especially in rural areas where
the majority of the poor are), or enhancement of an individual’s skill
and ability—can have a snowballing effect on poverty reduction. The
ability of greater trade to attract informal sector workers into the formal
sector through a flexible labor market can reduce poverty, while
simultaneously raising government revenues as more economic
transactions become recorded. Furthermore, each new job in the
formal sector typically generates additional informal-sector jobs
through subcontracting chains and increased demand. Policies that
expand market opportunities for the poor in particular can thus have
the greatest impact on relative as well as absolute poverty reduction.

A recommended policy mix for successful implementation of
trade liberalization includes factors conducive to growth in general
such as macroeconomic stability, a competitive exchange rate, labor
market flexibility, competitive product markets, and policies that do
not discriminate against foreigners in investment. It also includes
policies and infrastructure to enable the poor in particular to take
advantage of the gains from expanding trade through institutional
reforms that enable both input and output markets to expand and
function more efficiently, and to be more accessible to the poor. To
minimize transitional costs of trade liberalization for the poor, reforms
should be as broad-based as possible, sequenced, and phased to
allow for ease of adjustment, and accompanied by social safety nets
and other reforms that facilitate the adjustment (Bannister and Thugge
2001). Land titling and secure property rights play an essential role
in ensuring the poor can take full advantage of the changes.

A society can use trade in the broader development context to
enhance the dynamic efficiency of economic growth and distribution
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of gains to the poor. The actual path of adjustment will be influenced
by initial endowments and policies, the types of trade reform
implemented, progress on reforms behind the border, and trade
facilitation, among other factors. Thus, the optimal policy mix remains
country-specific, but with a conducive policy environment, international
trade can make a substantial contribution to poverty reduction.
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