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Section 1- Opening up policies, Poverty-Inequality

Opening up policies, Poverty-Inequality and Development

Section 2 - Opening up policies, structural transformation and 
development

1) Trade structure and the development path: 
a-Diversification away from agriculture

b-Sophistication

2) Opening up, institutions and development: 

a-The impact of opening up on institutions

b-What accompanying measures to ensure that opening up is inclusive?
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Economists call institutions the rules and conventions that people follow in 
their daily lives. They are the rules of the game in economic, political and 
social interactions. 

What are institutions?

Main contributors: Douglass North and Daron Acemoglu.  

Definition by North:
"Institutions are the rules of the game in a society or, more formally, are the 

humanly devised constraints that shape human interaction.“

Crucial elements: institutions
– are humanly devised (contrary to exogenous factors like geography) 
– shape incentives (enforcement of property rights is crucial for incentives to 

invest)
– ensure even playing field (equal opportunity)
– set constraints on the actions of elites 

2) Opening up, institutions and development: 
The impact of opening up on institutions
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There are many « super » indicators
but the  most commonly used
datasets

-International Country Risk Guide 
(ICRG)

-World  Bank’s Governance
Indicators produced by  Kaufmann, 
Kraay and Zoido-Lobatón

Also indexes built by 
Transparency International  
Fraser Institute
Freedom House
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Acemoglu, Johnson, and Robinson (2005): institutions are an outcome of a 
nexus of a political and an economic equilibrium. 

-Agents that are in power determine institutions. 

-Institutions in turn determine the distribution of economic resources in 
the economy. 

-Ownership of economic resources in the economy in turn (partly) 
determines who is in power.

What determines institutions?

2) Opening up, institutions and development: 
The impact of opening up on institutions

The mutual feedback between the distribution of political power and the 
distribution of economic resources occurs through, and in turn determines, 
institutions

This view of institutions has the ability to explain, in particular, the long-
run persistence of bad institutions. 
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The long-run persistence of bad institutions. 

Agents that are in power (“the elites”) use bad institutions (such as 
corruption, insecure property rights, expropriation, etc.) to channel 
economic resources to themselves: “capture of rents” 

Their control of economic resources in turn keeps them in power, generating 
a vicious circle.

This makes it clear that opening up can impact institutions
What is needed to effect institutional change is a large and discrete 
change in the distribution of economic resources in society. 

Shocks to international trade (such as opening to trade or large changes to a 
country’s comparative advantage) can be large enough to do that, often 
precipitating institutional change. 

Unfortunately, it is not necessarily the case that the result is institutional 
improvement rather than a deterioration.
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Two main reasons why trade opening will lead to a change in 
institutions

1-trade can change agents’ preferences over institutions. 

Even if the exact same “elites” stay in power following a trade shock, 
institutions can change if trade changes their incentives to install certain 
institutions.

This is because exports create benefits that those in power want to maximize. 

Hence the elite may change equilibrium institutions if this helps raise the 
exports. This will depend on the country’s comparative advantage.

Hence whether or not trade opening improves or weakens institutional quality 
depends on whether the country’s comparative advantage is in sectors that 
require good institutions.
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Andrei A. Levchenko (2013): repercussions of opening up on 
institutions depend on the “institutional intensity” of the sectors that 
will benefit from the opening up shock

Institutional Intensity of a sector is measured as the share of 
intermediate inputs that cannot be bought on organized exchanges

Idea: inputs sold in spot markets (obtained on organized exchanges) do 
not require contracts and thus good institutions. 

inputs that cannot be bought this way require relationship-specific 
investments and thus rely on good contracting institutions being in place. 

The higher the fraction of such inputs in an industry, the higher is its 
“institutional intensity”
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Institutional Intensity is the 
share of intermediate inputs 
that cannot be bought on 
organized exchanges
and is not reference-priced
(Nunn, 2007). 
It is constructed based on US 
Input-Output Tables. 
.

Andrei A. Levchenko, 2013. "International Trade and Institutional Change," Journal of Law, Economics and 
Organization, Oxford University Press, vol. 29(5), pages 1145-1181, October
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If a country has a high IIX, that is comparative advantages in 
sectors that are “institutional intensive”, opening up should promote 
institutional progress.

The country IIX (Institutional intensity of exports) is constructed as 
the weighted average (weights are predicted exports shares of each 
sector i in country’s c total exports) of the sector-level index of 
institutional intensity,. The sum is made across sectors i = 1…I
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Organization, Oxford University Press, vol. 29(5), pages 1145-1181, October

There is some positive association between institutions and overall trade
openness, but it is not strong
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Positive association between institutions and the predicted institutional 
intensity of exports is much tighter
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Andrei A. Levchenko, 2013.

Empirical analysis confirms that opening up of countries with high IIX
improves the institutional quality
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Two main reasons why trade opening will lead to a change in 
institutions

1-trade can change agents’ preferences over institutions. 

Another reason why institutions improve or deteriorate after opening up relates 
to who is in power (Stefanadis, 2010)

If productive agents are in power, opening up (which creates export 
opportunities that require production) will improve institutional quality to 
ensure that production is maximized.

If rents seekers are in power, opening up will deteriorate institutions
Under autarcy the small elite is limited in how much it can suppress economic 
activity in the rest of the economy because they themselves consume the goods 
that the economy produces. 
A trade opening implies that the prices of all goods are now set in the world 
markets, and thus the elite can buy from abroad instead. 
The elite can expropriate domestic agents even more.
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Hence the repercussions of opening up on institutions depend on the 
context

-the underlying comparative advantages

-who is in power

This point to the possibility of a divergence in institutions as countries open

-they will improve in some countries

-they will worsen in others
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Two reasons why trade opening will lead to a change in institutions

2-Trade can change the relative political power of agents in the economy.

Numerous illustrations from historical studies: change can be positive 
or negative 

Puga and Trefler (2014) on Medieval Venice, shows two stages. 

The Mediterranean trading opportunities in the 10-12th centuries led to an 
establishment of a broad-based merchant class, that used its economic power 
to push for: 
-constraints on the executive (by ending the practice of hereditary Doges): 
they instituted a de facto parliament.

-establishment of robust contracting institutions. 

In the long run, however, wealth concentrated in a narrower set of merchant 
families, who used that concentrated wealth to institute an oligarchy.
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Acemoglu et al. (2005) shows institutional benefits from Atlantic trade in 
the early modern era. 

Opportunities created by that trade led to a rise of a merchant class in Great 
Britain and select other polities in Europe (such as the Netherlands)

They used their trade-based wealth to acquire a seat at the political table. 

This merchant class was interested in :
-well-functioning contracting institutions 
-protecting themselves from expropriation by the state

So they shaped the institutional formation accordingly which led to the 
establishment of modern capitalist institutions. 
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However trade opening does not always brings in power those that 
favor better institutions

Numerous examples where international trade contributed to 
concentration of political power in the hands of groups that were 
interested in setting up, or perpetuating, bad institutions

Best studied story is that of Caribbean sugar cane



63

Best studied story is that of Caribbean sugar cane
Sugar boom between 1650 and 1800

Caribbean islands appeared to be very suitable for sugar cane cultivation (85% 
of world sugar in 1800 originated from there).

In 1650 Caribbean islands were typically smallholder peasant societies 
-farming foodstuffs for self-consumption
-perhaps tobacco for export

Introduction of sugar led to dramatic transformation:
-land use was given over almost entirely to sugar, so much so that many 

islands had to import food. 
-land ownership consolidation: from smallholder patterns of land use to 

giant plantations (in the hands of white settlers)

-planters used their economic power to obtain political power and install 
the worst institutions (planter-dominated legislature, judiciary, and police):

Exploitation of indigenous population (no outside option)

Slavery: 9/10 inhabitants of the Caribbean were slaves in 1800
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During 18th, West Indies sugar faced increased competition from new 
sugar cane producers and from European beet sugar.

Dippel et al. (2015)
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This led to a secular decline in sugar prices

We have seen that enhanced export opportunities for sugar cane led to 
institutional deterioration.
What about the rising import competition and declining export 
opportunities?

Dippel et al. (2015)
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Wage w of sugar cane workers

N is the economic and 
political strength of 
the planter elite

C is coercion (incarceration)

θ is bargaining (other work option 
than sugar cane)

Dippel et al. (2015) propose the following model to understand the 
repercussions on the relative power of (poor) sugar cane workers with 
respect to (rich) planters/owners.

Dippel et al. (2015) exploit the relative evolution of Virgin Islands compared to 
other Carribean islands to extract the causal effect of the negative price shock 
on the power of workers (wage and risk of being incarcerated).
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Virgin Islands’ early exit from sugar was due to exogenous hurricanes in early 
19th century which destroyed the colony’s sugar infrastructure and left planters 
too indebted to rebuild given the low price of sugar. 
So sugar’s differential decline in Virgin Is. is explained by exogenous agro-
climactic factors and not fundamental differences in comparative advantages.

Dippel et al. (2015)
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This confirms the role of globalization in shaping institutions 
notably via the terms of trade (relative prices):

-this affects relative economic powers
-this affects relative political powers
and hence institutional quality 

But the direction of the impact (improvement or deterioration) 
depends on the context.

Results suggest that Virgin islands saw
-relative rise in workers’ wage (w. r to planters)
-decline in coercive institutions

-reduced number of incarcerations
-more freedom given to indigenous population
-reduced share of slaves in the population
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Section 1- Opening up policies, Poverty-Inequality

Opening up policies, Poverty-Inequality and Development

Section 2 - Opening up policies, structural transformation and 
development

1) Trade structure and the development path: 
a-Diversification away from agriculture

b-Sophistication

2) Opening up, institutions and development: 

a-The impact of opening up on institutions

b-What accompanying measures to ensure that opening up is inclusive
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New models and new empirical analysis improve our understanding of the 
channels through which trade can affect poverty and inequality

and the factors that impede individuals from sharing more equally the benefits 

The academic consensus is that although opening contributes to inequality 
within a country, it is not its main driver.

The course so far has highlighted several channels through which 
opening up shapes poverty and inequality. 

Whether opening benefits the poor or increases inequality within a country is 
to be context specific.  It depends on:

-nature of changes in trade policy or patterns and the mechanisms involved

-the mobility of workers and capital across firms, industries, and geographic 
locations

-the position of affected individuals in the income distribution of a country. 



71

This is consistent with surveys showing that the public does not perceive 
trade as the main culprit for inequality between rich and poor within a 
country. 

Pavcnik N., 2017, The Impact of Trade on Inequality in Developing Countries, Proceedings of Jackson Hole Economic
Symposium. (also NBER Working paper 23878).

Less than 8% on
average of the
respondents
consider trade as
the number 1
cause of inequality
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Note that lower income countries tend to view trade slightly more as the 
main driver of inequality than higher income countries.

Although we saw earlier that they were more favorable of trade’s benefits in 
general and more likely to perceive trade as beneficial to worker livelihood in 
own country.

Possible explanations

-poverty in most developing countries has declined, especially extreme 
poverty over the past four decades

-no experience of large downturns in economic activities or quickly 
rebounded during the 2007–08 financial crisis which avoided the usual calls 
for protectionism that arise during economic downturns

-the effect of trade on income inequality might not yet be a first order concern 
for developing countries,. 
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Although opening is not the primary contributor to changes in aggregate 
inequality

There are adverse effects of import competition especially as they appear 
to be highly geographically concentrated and long-lasting

Also they spill over to factors such as education of the next generation, 
community crime, and adult health.

Is resorting to protectionism a solution?

Evidence that trade increases aggregate income and growth

Efficiency gains from reallocation between sectors and within sectors (between 
firms)

Opening up improves firm outcomes, such as productivity and innovation

Beyond that, protectionism too would generate winners and losers.

NO
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How can we ensure equality of opportunity and broader sharing in gains 
from trade?

1-Compensation

In the US evidence of a rise in transfer payments in response to increased 
import competition:

-unemployment and trade adjustment assistance
-disability benefits, retirement benefits,
-other government income assistance, and medical benefits. 

But these income transfers offset only about 10 percent of the income loss for a 
household without children (Autor, et al. 2013, 2016).

In Europe, more generous social transfers may explain why inequality did not 
rise as fast as in the US.
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Fast rise in inequality in 
the US

Much less in Western 
Europe where state 
redistribution and 
regulations help limit 
abuses of dominant 
positions by companies
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How can we ensure equality of opportunity and broader sharing in gains 
from trade?

2-Active labor market policies

This includes retraining and other forms of active labor market programs such 
as subsidies to encourage firms to recruit laid-off workers.

Unfortunately little impact in most cases despite high cost (especially 
vocational training which is very expensive) 
Literature review by McKenzie (2017)

He looks at 3 interventions:
-vocational training to improve the technical skills 
-employment subsidies to the employers
-public information on jobs, skill certification, organization of job 
fairs, and transportation services 

Goal of these programs is to reduce frictions in the labor market and 
promote mobility



77

Groh et al. (2016) Randomized Control Trial in Jordan on a short-
term (6-month) subsidy of firms to recruit workers 

Expectation of a lasting impact on employment if :
-experience gained acts as a stepping stone to longer-term employment 
(higher productivity)
-firms learn about the quality of workers and those who are good 
matches.

Results: Half of the individuals given the voucher used it
38% increase in employment during the period of the subsidy 

However, once the subsidy ended, effect disappeared quickly
as firms fired workers, other workers quit 
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No long-term significant impact on employment. 
Subsidies did not provide the stepping stone to additional work that 
theory might suggest if the main problems is labor frictions.

Groh, Matthew, Nandini Krishnan, David McKenzie and Tara Vishwanath, 2016, Do wage subsidies provide
a stepping stone to employment for recent college graduates? Evidence from a Randomized Experiment in 
Jordan” Review of Economics and Statistics 98(3): 488-502.
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One successful program was recruitment campaign that provided 
information about job opportunities in Business Process Outsourcing 
in urban areas of India (Jensen, 2012)

The program was targeted to young rural women. 

Presentations were offered on the BPO sector and the possible jobs
-call center operator, secretarial services, transcription and 

online technical support
-more skilled activities, such as accounting or software 

development

They also mention level of compensation; information on the names of 
specific firms looking for workers; strategies for how to apply for jobs 
(how to create and submit resumes, plus lists of websites and phone 
numbers)
The also gave interview skills lessons and tips; assessment of English 
language skills; and a question-and-answer session. 
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The program was evaluated by RCT (random selection of villages 
where program was offered)
It led to increased mobility and labor force participation

Jensen (2002)
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Jensen (2002)

The intervention increased schooling of younger girls in these village 
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Conclusion
Promising to attempt to reduce the spatial mismatches and diffuse the
negative/positive trade shocks, which tend to be spatially concentrated

Subsidies to recruit in depressed areas may not work as firms do not 
wish to recruit for structural reasons not frictions.

Long run 
repercussions on 
women 
empowerment 
(later marriage 
and lower 
fertility)

Jensen (2002)
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2-Active labor market policies

What about labor clauses to promote workers’ rights in trade agreements?

Carrère C, Olarreaga M and Raess D., 2018, Labor clauses in trade agreements: worker protection or protectionism? 
University of Geneva, mimeo.

They have grown in 
importance but some worry 
that they can be counter-
productive as they could 
raise costs and deter trade.
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Carrère C, Olarreaga M and Raess D., 2018, Labor clauses in trade agreements: worker protection or protectionism? 
University of Geneva, mimeo.

If anything, the inclusion of 
labour clauses in bilateral and 
regional trade agreements tends 
to increase, not reduce, exports 
from low-income country to 
high-income countries. 

Consistent with the literature 
showing that better working 
conditions increase labour 
productivity in low-income 
countries, as well as demand for 
those products in high-income 
countries
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How can we ensure equality of opportunity and broader sharing in gains 
from trade?

3-Provision of public goods

Government could in principle help individuals and communities smooth these 
adverse shocks, and more generally, invest in local infrastructure and the 
provision of public goods (health, education)

Reduction of schooling fees would prevent school drop out of kids after a 
negative shock on the family income

Higher quality of education and training (not only for those negatively impact 
by opening,  but all) would facilitate structural transformation as newly created 
jobs are more skilled than farming job.

One key dimension is to avoid full decentralization as local governments of 
areas negatively impacted would not have the resources to finance the necessary 
public goods. Need for spatial redistribution inside countries.
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It is important to note that unfortunately globalization tends to reduce the 
fiscal capacity of developing countries’ governments

The immediate repercussion of import tariff reduction is a cut in fiscal revenue

Moreover it seems that tax systems around the world become less redistributive 
as a consequence of globalization

Egger P, Nigai S and Strecker N (2019). “The Taxing Deed of Globalization.” American
Economic Review 109(2):353-90.

This is due to the high 
international mobility of 
rich people and 
corporations. This raises 
the fiscal competition 
between countries and 
leave the middle class 
paying taxes. This calls 
for international 
cooperation not 
competition
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How can we ensure equality of opportunity and broader sharing in gains 
from trade?

4-Ensure equal opportunities for firms to export markets

Improving the access of small firms to global markets is also likely to help 
reduce income inequality:

-small firms generally employ mostly unskilled labor (the share of skilled 
workers in large firms is typically >50%, twice that of small firms)

-participation of more firms will limit power concentration among 
international “oligopoly” firms which use their market power to capture price 
rents.

One promising way to improve the access of small firms to global 
markets is to reduce non-tariff barriers because they correspond to 
fixed costs and hence induce a selection (exclusion of the smallest firms)
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NTM imposed by rich countries (often for protectionist reason and not
health or environmental reasons) have discriminatory effect:

-hurt the poorest countries more (barriers are sunk costs)
-hurt the smallest firms (and unskilled workers) more

Non-tariff barriers are more prevalent now than tariffs 
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World bank enterprise surveys

Online platforms reduce the cost of reaching foreign consumers for 
firms that do not have the capacity or the volume to otherwise promote 
their products in foreign markets.

Supporting the rapid increase in online exports in low-income countries (IT 
infrastructure, access to finance, education) would help reduce the wage gap 
between skilled and unskilled workers.

Another promising way to support small firms is to promote online trade. 
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THE END

The exam will be a two-hour exam.
To prepare for the exam, working on the slides is sufficient. I do not
expect you to read in-depth the academic papers that I presented in
class.
The list of references is given in case you wish to go further into the
details but I will not ask in the exam for notions that I did not cover
during the class and on the slides.
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