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Preface

• Trade generates a winning side and losing side in the labor market, at the very least, in the 
short run.

• Who are the winners and losers?

• How do they fare in the short and long run?

• Is there anything that can be done to mitigate the negative labor market effects of trade?

• We will mostly focus on the effect of trade in developing countries but will cover 
developed countries as well. Interestingly, there is not much difference across the two 
regions.



Trade in Developing Countries
• Over the past four decades, developing countries have implemented large-scale trade 

liberalizations and become integrated into the global trade system, now accounting for 
over 40 percent of world trade (WTO 2016). 

• Increased international trade has been widely presumed to make households in 
developing countries better off; and much of the reduction in poverty in developing 
countries, especially India and China, has been attributed (sometimes loosely) to their 
more rapid growth as a result of trade. 



Sources of Change in Trade
• Large-scale trade policy changes implemented by these countries and their trading 

partners take a variety of forms.

• Some focused on reductions in import barriers, while others lowered costs of 
accessing export markets, improving our understanding of how importing and 
exporting shapes earnings and employment opportunities in developing countries. 

• Against this background, most recent studies in developed countries focus on 
importing shocks. (Why?) This needs to be kept in mind when assessing the evidence.



The share of world exports accounted for by non-high income countries nearly doubled, rising from 20 percent in 1985 to 39
percent in 2015. Much of this increase was driven by low- and lower middle countries, which together accounted for 12
percent of world exports in 1985 and 29 percent in 2015. China’s share of the world exports grew from 1.3 percent in 1985
to 12 percent in 2015.

Each country is classified into a time-invariant income grouping based on its income classification in 1987. The low-income
group includes countries such as China, India, Vietnam and Kenya. The lower middle- income group includes Chile,
Colombia and Mexico. The upper middle-income group includes countries such as Argentina, Brazil and Korea.

Source: Pavcnik (2017)



Trade in Developing Countries

• Not only do developing countries account for a larger share of the world trade, but they are 
also more dependent on international trade than they were before, as demonstrated by the 
share of imports or exports in a country’s gross domestic product (GDP) (Hanson 2012).

• For example, between 1985 and 2015, India’s exports as a share of its GDP increased from 5 
to 20 percent, and its import share increased from 8 to 22 percent. China’s export share rose 
from 8 to 22 percent and import share from 12 to 18 percent. Mexico’s exports as a share of 
its GDP increased from 15 percent to 35 percent, and the share of its imports climbed from 
10 percent to 37 percent. 

• The message is clear: developing countries are much more globally integrated today than 
they were in early 1980s.



Winners and Losers of Trade
• Most economic models of international trade, even the ones without any frictions in labor or 

credit markets such as the Hecksher-Ohlin model, predict that changes in income distribution 
come with changes in prices brought about by trade. 

• International trade, just like technological progress, domestic competition and shifts in 
consumer tastes, reallocates resources within a country, and both destroys and creates jobs, 
with implications for income distribution. 

• Although the aggregate benefits of trade for a country are often stressed, (some) trade 
economists have also emphasized that governments can design compensation schemes so that 
the winners compensate those hurt by trade and everybody can be made better off. 

• Over the long run, the hope has been that international trade fuels aggregate growth and that 
the benefits of growth are shared with the less fortunate within the society. 



The Effects of Trade on Employment and Earnings in 
Developing Countries
• In a simple version of textbook models, increased global integration of low-income economies was 

expected not only to increase aggregate welfare through the usual gains from trade, but also to reduce 
poverty and inequality in developing countries. 

• Trade theory would suggest that the effects of international trade when resources are fully mobile across 
industries depend on workers’ characteristics such as education. 

• Relative to richer economies, poor countries tend to be relatively abundant in less-educated workers. 
With international integration, these countries become more specialized in unskilled labor- intensive 
industries, increasing the relative demand for less educated workers. 

• Trade is therefore predicted to increase the wages of less educated workers and lower the real wage of 
educated workers in developing countries. 

• These model-based predictions were influential in the policy debates about liberalizing trade in 
developing countries in academia and in institutions such as the World Bank and the International 
Monetary Fund.



The Effects of Trade on Employment and Earnings in 
Developing Countries
• When confronted with the data, these predictions found little support in developing countries.

• Counter to the prediction, the earnings of better educated workers actually increased relative 
to less educated workers in several developing countries that implemented large-scale trade 
liberalizations during the late 1980s and early 1990s.

• In addition, the above framework assumes perfect mobility of workers across industries. 
However, the evidence pointed to lack of mobility of workers across industries in response to 
large trade shocks in developing countries, at least during the short and medium run after trade 
reforms (Goldberg and Pavcnik 2007a).

• Indeed, frictions that impede workers from moving across industries, firms, or locations are a 
continuing theme in the developing country context, shaping trade’s unequal impact. 



Key Insight

• There are no easy answers to the questions “Is trade good for the poor?” and “Does 
trade increase inequality?” The answers are usually nuanced and context specific.



Evidence on The Effects of Trade in Developing Countries
• Over the past 25 years, economists have accumulated substantial evidence on the 

effects of trade in developing countries by looking at the key mechanisms through 
which international trade shapes earnings and employment opportunities in a country.

• Guided by predictions of economic theory, these studies analyzed detailed micro 
survey data of firms, individuals, and households from before, during, and after the 
international trade shocks to uncover the channels through which trade influenced 
individual earnings and employment. 

• Policy changes ranged from import liberalization to increased access to export 
markets, providing settings to study how increased trade—through exporting and 
importing—has shaped earnings and employment in developing countries.



The Effects of Trade on Earnings and Employment
• Frictions that impede workers from moving across industries, firms, or locations are 

a continuing theme in the developing country context, shaping trade’s impact.

• Consequently, trade influences worker earnings through several factors: industry 
affiliation, firm affiliation and location of residence all play a role in shaping trade’s 
impact on inequality. 

• Individual demographic characteristics––especially age and education––also play a 
role, in part because younger and more educated individuals tend to more easily adjust 
to changes in trade.



Key Lessons from Recent Research
• Effects of trade on earnings are geographically concentrated, depending on the 

region’s exposure to import and export shocks. 

• The reason is variation in industrial composition across different regions and low and 
imperfect interregional worker mobility, especially in the short run after large adverse 
trade shocks.

• Over the long run, the negative local effects are presumed to dissipate over time, as 
workers adjust to the trade shock. But how long does this adjustment take? 



The Effect over The Long Run

• Evidence is just starting to emerge. In Brazil, the unequal adverse effects of trade on 
local labor markets persist, and are magnified in the long run, up to 20 years after 
import liberalization (Dix-Carneiro and Kovak, forthcoming AER). 

• Lack of interregional mobility, local agglomeration forces and slow adjustment of 
capital explain why negative regional effects on earnings are amplified in the long-
term trends.

• The evidence for workers affected by China’s import competition in the United States 
also points to long-run persistence of shocks (Autor, Dorn, Hanson, Song QJE 2014).



Worker Industry Affiliation Plays a Role
• The traditional production gains from trade occur when international trade reallocates 

resources toward industries with comparative advantage, so that workers relocate from 
import-competing to export-oriented industries. 

• If workers cannot easily move across industries in response to trade policy shocks 
because of the need for industry-specific skills or rigid labor markets, in the short or 
medium run, industry affiliation can influence the effects of trade on workers’ 
earnings.

• However, a large body of literature points to a lack of labor reallocation across 
industries in the short-run aftermath of large-scale trade reforms in developing 
countries (see Goldberg and Pavcnik 2007a for a review)



Firm Affiliation Matters, as Does Worker Education
• A worker’s employer or firm affiliation provides another mechanism that shapes how 

international trade affects earnings and employment opportunities. 

• Firms differ in their performance within narrowly defined industries, and trade theory 
suggests that initially better-performing firms are better positioned to withstand and 
adjust to increased competition from imports, as well as to take advantage of new 
exporting opportunities (see surveys by Harrison and Rodriguez-Clare 2010, De 
Loecker and Goldberg 2014, Melitz and Redding 2014).



Firm Affiliation
• The key message from this literature is that it matters what type of firm a worker works for 

and how skilled the worker is. 

• Firm adjustment to international trade, in turn, affects worker earnings opportunities. Trade 
leads to unequal effects on employment and wages for workers across firms within an industry 
and for educated and less educated workers within a firm.

• Because better performing firms tend to pay higher wages and trade further increases wages in 
better performing firms, this increases inequality between workers across firms.

• Studies from developing and developed countries, including Brazil, the United States and 
Canada, find support for larger employment declines in less productive firm in response to 
increased import competition or bilateral trade liberalization (Menezes-Filho and Muendler
2011; Bernard, Jensen and Schott 2006; Trefler 2004).



Firm Affiliation
• Exporting also increases wages of workers employed in initially high-performing 

firms relative to other workers. High performing firms are better positioned to take 
advantage of new exporting activities than low-performing firms, and they share part 
of their revenue with workers.

• Exporting also increases the wage gap between more- and less-educated workers 
within firms. This occurs because the adoption and operation of new technology and 
innovation by exporting firms requires skill (Bustos 2011b). 

• Likewise, the production and marketing of high-quality products requires skilled 
workers or more effort from skilled workers, increasing the relative demand for 
services of more skilled labor (Verhoogen 2008; Brambilla, Lederman and Porto 
2012).



Geographically Concentrated Effects of Trade
• International trade has unequal effects on the earnings of individuals residing in 

different local labor markets. 

• The economic activities of certain regions within countries are more closely linked to 
international trade. 

• Some regions have a high concentration of industries subject to import competition, 
while others specialize in export-oriented industries or industries that are gaining 
market access abroad.

• In this setting, nationally implemented trade policy (or other trade shocks) are 
predicted to have different effects on wages across regional labor markets.



Geographically Concentrated Effects of Trade
• Why are the effects of trade concentrated only in local labor markets?

• Part of the answer is low and imperfect interregional worker mobility, especially in the short run after 
large adverse trade shocks.

• Regions that are benefiting from trade and have increased employment opportunities observe inflows of 
workers.

• However, most studies that focus on import competition shocks find that even when there are 
meaningful declines in trade protection for local industry, populations do not respond to these adverse 
trade shocks by moving over time. 

• This was the case in India, Brazil, and Mexico, Five to eight years after the onset of reforms (Topalova
2010, Kovak 2013, Dix-Carneiro and Kovak forthcoming, Chiquiar 2008). 

• The low degree of mobility out of labor markets with adverse labor demand shocks is not unique to 
developing countries.



Why Don’t People Move Across Regions?
• Moving is costly, and imperfect capital markets might preclude people from borrowing to 

relocate. Topalova (2010) shows this in the case of India.

• The causes of mobility might not just be financial. In lower income countries, with 
imperfect insurance markets and low levels of public social safety nets, individuals rely on 
their families and communities for help in times of crisis (Munshi and Rosenzweig 2016).

• Workers that lose jobs in import-competing industries might not have the skills demanded 
in industries and regions with expanding employment opportunities.

• It can be hard for individuals to learn about opportunities for themselves in other 
locations. For example, a recruitment campaign that provided information about job 
opportunities in business process outsourcing in urban areas of India to young rural 
women led to increased mobility and labor force participation (Jensen 2012).

• Housing costs might also play some role.



The Local Effects Are Persistent and Magnify over Time
• Evidence on this question is just starting to emerge: the negative effects of import competition 

on earnings and employment through local labor markets persist, and are even potentially 
magnified in the long run.

• Consider the case of Brazil, where the 1990-95 unilateral trade liberalization lowered 
domestic tariffs on imports. 

• Dix-Carneiro and Kovak (forthcoming) find that individuals in regions exposed to greater 
tariff cuts experienced larger reductions in earnings. 

• What is perhaps more striking is that the magnitude of the effects increases over time. 

• Consider individuals in two regions, one that experienced a 10-percentage-point-greater 
decline in tariffs between 1990-95 than the other region. The decline in earnings was 5.29 
percentage points greater in the more affected region that in the less affected region between 
1991 and 2000. The gap in earnings widened to almost 16 percentage points by 2010.



How Workers Adjust?
• How do workers adjust, given that they do not migrate away? The informal sector plays an 

important role, especially over the long run (Dix-Carneiro and Kovak). 

• About 10 years after the onset of reform, in 2000, not only is the growth in non-employment 
higher in regions more hard hit by the 1991 trade reform, but informal employment also grows 
more relative to less affected regions. 

• Informal employment therefore in part buffered the employment losses. Over 20 years, the 
informal sector fully absorbs the displaced workers. 

• Twenty years after the onset of reform, total regional employment growth since 1991 (formal 
and informal combined) is similar across regions facing larger and smaller tariff reductions. 
However, the reform had a negative long-run effect on regional earnings (formal+informal).



Trade and Income Inequality
• While trade contributes to earnings inequality within a country, the academic literature 

has concluded that it is not its main driver (Goldberg and Pavcnik 2007a, Helpman
2016). 

• In general, changes in a country’s earnings inequality are likely not driven by a single 
factor, and in developing countries the relationship between trade and technology is 
highly intertwined. 

• However, trade’s adverse effects appear to be highly geographically concentrated and 
long lasting in developing and developed countries alike.



The Effects Beyond The Labor Market
• The concentrated adverse effects of trade on adult local labor markets spill over into 

worse educational outcomes for children in affected families, increased crime rates 
and worse health outcomes in affected communities and lower provision of local 
public goods.

• While there are few studies of the effectiveness of the social safety net and other 
policies aimed at mitigating such adverse effects, the existing evidence is not 
encouraging.


