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Abstract 

 
This paper examines the relationship between globalization, trade liberalization, income 

inequality, and poverty, emphasizing the conceptual and empirical challenges in 

identifying clear causal links. While inequality within many countries has risen in recent 

decades, evidence on global inequality trends remains inconclusive, with some findings 

suggesting a decline driven by growth in large developing economies. The paper reviews 

theoretical predictions and empirical studies on how trade openness affects wages, 

employment, and income distribution. It argues that the distributional effects of trade 

reforms depend heavily on country-specific conditions, including labor market structures, 

technological change, sectoral protection patterns, and institutional capacity. The study 

concludes that trade liberalization combined with other domestic policies determine 

inequality or poverty outcomes and its social impact. 
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Introduction 

 

Global income inequality has for long been a subject of much interest to economists. 

Underlying this interest is a perception that income inequality among nations and people of the world 

has been growing rapidly over the last two decades. Several studies and reports confirm a general 

tendency for income inequality to grow in both developed and developing countries in recent 

decades, though with some variation and exceptions. This trend is driven by factors such as 

technological progress, globalization, and national policy choices, leading to rising income gaps 

between rich and poor populations within many countries (Li, et. al. 1998; Dabla-Norris, E., et. al., 

2015; Makhlouf, 2023; Alvaredo, F., et. al., 2017 Gradin, 2024). 

 

The belief that globalization disproportionately benefits the rich and harms the poor has 

driven the popular opposition to globalization, though the evidence is mixed. While some data shows 

globalization has lifted hundreds of millions out of poverty and decreased global income inequality, 

it has also been associated with rising income inequality within some countries and created new 

vulnerabilities for vulnerable the poor and benefits the rich (Ghose, 2004; Bardhan, 2006; Rahim, H. 

L., et. al. 2014; Tabash, M., et. al., 2024). 

 

But a review of recent research shows that the empirical evidence available so far does not 

provide a firm basis for concluding that global income inequality has been growing rapidly since the 

early 1980s. Of course, there is little doubt that the ‘gap’ between the richest and poorest countries 

in terms of per capita income has been widening, but this does not necessarily imply a growth of 

inequality among nations or world population (Keely B. 2015; Alvaredo, F., et. al. 2017; World 

Social Report 2020; Dabla-Norris, E., et. al., 2015; Gradin, C. 2024). 
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Income distribution has undoubtedly worsened in some countries in recent years, but it also 

seems to have improved in some others. There exist some empirical studies which attempt to 

construct sophisticated indices of global income inequality (Chotikapanich, D., et al. 1997; 

Bourguignon, and Morrison, 1999; Beck, T., et. al. 2004; Chancel and Piketty, 2021; Niño-Zarazúa, 

et. al., 2017). However, the empirical evidence on trends in global income inequality remains 

inconclusive as the empirical evidence on trends in global income inequality remains inconclusive 

as different methodologies and data sources lead to differing conclusions, but generally, global 

income inequality appears to have fallen since 1990 due to economic growth in populous Asian 

countries, while inequality within countries has been rising. The lack of consensus also stems the 

varying definitions of "global income inequality". 

 

The issue of a possible link between trade openness and income inequality also remains 

unresolved. The mainstream economic theory predicts that growth of world trade would lead to a 

reduction in income disparities across countries. But these predictions are based on the assumptions 

whose validity remains open to question. 

 

Moreover, they do not receive much support from recent historical experience. During an 

earlier period of globalization (1870-1910), only a small number of countries of Europe and the ‘new 

world’ showed convergence among themselves, while the income gap between them and the rest of 

the world widened very sharply. Moreover, income distribution worsened in poor nations of the ‘new 

world’ but improved in the more developed nations of Europe (O’Rourke, and Williamson, 1999; 

Ghose, A. K, 2001; Williamson, J. G. 1996; Guillaume D., et. al. 2008; Huwart, and Verdier, 2013). 

 

The research on relationship between trade and growth is already quite large. Nevertheless, 

the relationship between trade and growth is not fully settled and a consensus yet to be reached on 

the effects of trade on growth (Frankel and Romer, 1999; Baldwin, 2000; Lewer, and Van der Berg, 

(2003; Winters, A., McCulloch, N. and McKay, A. 2004; Were, M., 2015; Huchet-Bourdon, M., 

et.al. 2018). Open international trade is seen as a potential driver of economic growth and poverty 

reduction, but realizing these benefits requires carefully designed national policies and infrastructure 

to ensure broad benefits.  

 

Trade Liberalization, Inequality and Poverty 

 

The measurement of trade liberalization is not without its problems. Over the years, trade 

protection has taken the form of non-tariff barriers (NTBs) that are inherently hard to measure. This 

use of NTBs is particularly pronounced in the developed nations. The traditional approach to 

circumventing this challenge is to use imports, exports, or the sum of the two as proxies of a country’s 

openness and interpret their increase over time as the consequence of the fall of trade and/or transport 

barriers. Both imports and exports are determined simultaneously with the other variables that are 

focus of empirical study (e.g. wages, prices, etc.). 

 

Of course, trade liberalizations in poor countries during the 1990s provide a strong 

measurement advantage because they created a large-scale, cross-country "natural experiment" that 

allows economists to study the effects of these policies on growth and poverty with greater clarity 

(Huy, Quang Doan (2019; Adão, R., et. al. 2022; Atkin, et. al. 2021). Also, tariffs are easier to 

measure than NTBs and comparable across time. While tariff coefficients may overstate the pure 

tariff effect in regressions employing tariff changes as the right-hand side variable, the coefficients 

nevertheless capture the combined effect of trade policy changes in each sector. 
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The concern about the endogeneity of tariffs in the econometric sense remains-that is, tariff 

changes could be correlated with unobserved sector-specific factors that also affected the dependent 

variable in the relevant regressions.  

 

The focus on tariff changes is informative only to the extent that tariff declines capture the 

essence of globalization in the corresponding countries. This is the case in several Latin American 

countries where the tariff changes are significant especially when one considers that they go hand in 

hand with substantial reductions in the NTBs in the same sectors. 

 

Measurement of inequality poses several challenges. As has been noted (Lundahl, Mats., 

et. al. 2024; Ravallion M. 2003; Atkinson, A. 2015; Elford, G. 2017), the definition of inequality is 

controversial and complex, as it involves various dimensions, such as income inequality, wealth 

inequality, and inequality of opportunity. It's often debated whether one should focus on differences 

in outcomes, opportunities, or both. Recent research on trade reforms and inequality in poor nations 

has focused on the ‘relative’ version of inequality and found that trade liberalization can increase 

relative inequality by benefiting skilled workers and capital owners more, particularly in countries 

with large low-education labor forces or specific resource endowments (Goldberg, and Pavcnik, 

2004; Pavcnik, N. 2017; Santos-Paulino, 2012; Maasoumi, E., et. al, 2015; Cerra, Valerie., et. al. 

2021). This implies an even larger increase in absolute inequality. 

 

Several household surveys used to compute measures of inequality have come under 

scrutiny due to the "missing rich" problem, caused by higher non-response rates among richer 

households and sampling errors that underrepresent high-income individuals. These issues, 

combined with inconsistencies in survey design and measurement, can lead to biased estimates of 

income distribution (Alvaredo, F., et. al., 2019; Bourguignon, F., 2018; Chancel, et. al. 2023; 

Flachaire, et. al., 2023; Flores, I., 2019). 

 

With respect to measurement of inequality, what are of most concern are the 

counterintuitive results which show that when non-response rates are increasing with income, it is 

‘possible’ that the estimated variance of the truncated income distribution exceeds the variance of 

true distribution (Mistiaen and Ravallion, 2003; Han and Cheng, 2019; Korinek, et. al. 2006; Lakner 

and Milanovic 2013).  So that the usual measures of inequality based on second moments of the 

observed income distribution can be completely uninformative about true changes in income 

inequality. 

 

Yet it seems unlikely that this drives the recent findings on increased inequality in several 

poor nations. One needs to assume very particular income distributions for the estimated variance to 

increase when the true variance decreases or remains constant. Also, most empirical studies on 

inequality have used surveys for different years, documenting an increase in inequality occurring 

over a short period of time, often 3-5 years. 

 

For inequality results to be misleading due to high-income non-response, the rate of non-

response among high-income households must not only be higher but also have increased 

significantly over a 3–5-year period, making this group's systematic non-participation a more 

substantial problem that could skew data and analysis (Adam Bee, et. al 2015; Riphahn, and Serfling 

2005; Masselus, L. and Fiala, N. 2024; Korinek, et. al 2006; Szekely and Hilgert, 1999); this seems 

unlikely in practice. 

 

What is more disconcerting being the fact that the design of surveys from poor nations 

often changes from year to year, making comparisons across years difficult? Despite these 

difficulties, the widely documented increase in inequality for several countries is likely not just an 

https://www.google.com/search?rlz=1C1GCHQ_enSE1161SE1161&cs=0&sca_esv=ec29702a6463f262&sxsrf=AE3TifPCvx-Zq29BE2cKaPneHeBL0YxWUg%3A1759221491498&q=income+inequality&sa=X&ved=2ahUKEwio_azgioCQAxU2GhAIHWiQJZcQxccNegQIAhAB&mstk=AUtExfBMn8CU1V467wrhP1bH5jATVP7wXDRvbmT9leD9KdeFFFSa910jOPaFTzQsiYpFjHMzrd4wAmJQlHziCC8a_EDMY7WcOL646kIr1h6U-yDh7gn5uyZ2nG15vaATybQXIXgyClN91rJBAPtvhIk7pbonvxOqB99UNwMz1KRgad5NGGM&csui=3
https://www.google.com/search?rlz=1C1GCHQ_enSE1161SE1161&cs=0&sca_esv=ec29702a6463f262&sxsrf=AE3TifPCvx-Zq29BE2cKaPneHeBL0YxWUg%3A1759221491498&q=wealth+inequality&sa=X&ved=2ahUKEwio_azgioCQAxU2GhAIHWiQJZcQxccNegQIAhAC&mstk=AUtExfBMn8CU1V467wrhP1bH5jATVP7wXDRvbmT9leD9KdeFFFSa910jOPaFTzQsiYpFjHMzrd4wAmJQlHziCC8a_EDMY7WcOL646kIr1h6U-yDh7gn5uyZ2nG15vaATybQXIXgyClN91rJBAPtvhIk7pbonvxOqB99UNwMz1KRgad5NGGM&csui=3
https://www.google.com/search?rlz=1C1GCHQ_enSE1161SE1161&cs=0&sca_esv=ec29702a6463f262&sxsrf=AE3TifPCvx-Zq29BE2cKaPneHeBL0YxWUg%3A1759221491498&q=wealth+inequality&sa=X&ved=2ahUKEwio_azgioCQAxU2GhAIHWiQJZcQxccNegQIAhAC&mstk=AUtExfBMn8CU1V467wrhP1bH5jATVP7wXDRvbmT9leD9KdeFFFSa910jOPaFTzQsiYpFjHMzrd4wAmJQlHziCC8a_EDMY7WcOL646kIr1h6U-yDh7gn5uyZ2nG15vaATybQXIXgyClN91rJBAPtvhIk7pbonvxOqB99UNwMz1KRgad5NGGM&csui=3


September 2025                                                                                                                                        Social Science Spectrum 

89 
 

‘artifact’ of faulty survey design. The finding of increased inequality is based typically on 

comparisons of wages between the ‘skilled’ and ‘unskilled’ workers rather than on the second 

moments of the income distribution (Juhn, et. al. 1993; Lemieux T. 2008; Hutter and Weber, 2022). 

Ajit Ghose suggested that the available evidence on trends in global inequality comes 

mainly from studies on inter-country inequality (comparing average incomes across different 

countries) and intra-country inequality (measuring income disparities within individual countries) 

(Ghose, A. K., 2004; World Bank, 2002).  Studies of the first type have been concerned with testing 

empirically the catching up or convergence hypothesis. This states that poor nations and regions 

should be expected to grow faster than more developed ones, so that we should expect inter-country 

inequality to decline over time. Three arguments have been advanced in support of this view. The 

late comers into the world of modern economic growth enjoy an advantage because they can simply 

adopt and exploit technologies which the pioneers had to develop through their own efforts (Ghose, 

A., 2004; Yifu Lin, J., 2016; Vu, and Asongu, 2020). 

 

Secondly, the assumption of diminishing returns to capital in standard growth theory, as 

seen in neoclassical models, predicts that capital productivity is higher in capital-scarce poor 

countries, leading to a "catch-up effect" where they grow faster than richer, capital-abundant 

countries. For equivalent rates of investments, the poor countries should be able to achieve higher 

growth (Solow, R. 1956; Solow, R., 1994).  Thirdly, the bulk of workers in poor countries tend to be 

in low productivity agricultural activities. The structural change in employment that accompanies 

economic growth is a source of growth of labor production. 

 

None of these arguments are fully convincing. First, the expansion of the technological 

frontier can be such that there always remains a substantial technological gap between the pioneers 

and the latecomers. There is no reason why the pioneers cannot derive advantages from their 

accumulated experience of developing leading –edge technologies. Second, because there is 

considerable scope for ‘learning by doing’. And thirdly, because of the catch-up needs, there is a 

tendency in poor countries for premature adoption of technologies with relatively low labor intensity, 

so that the process of labor transfer tends to be extremely slow (Carroni, E., et.al. 2023; Acemoglu, 

D., 2002; Lahiri, et. al., 2018. If our concern is with the welfare of the world’s population, then global 

inequality should refer to the inequality of world income distribution. 

 

Unfortunately, the available statistical data on income distribution in individual countries, 

apart from being inadequate, suffers from serious limitations. Hence, estimating global income 

inequality is challenging due to inconsistent and incomplete data across nations, which highlights the 

limitations of available datasets rather than establishing widely accepted findings. Only a few 

attempts to estimate indices of inequality of world income distribution have been made and these 

succeed more in highlighting the limitations of the data than in establishing widely accepted results 

(Chancel, et. al. 2021; World Inequality Report 2022; Gradin, C., 2024; Milanovic, B., 2012; 

Makhlouf, 2023). 

 

Conceptually, it is not at all clear how and through what mechanism trade might affect 

world income distribution. It is easy to see that trade can affect inter-country inequality in so far as 

it affects growth. The relationship between inter-country inequality and international inequality is 

analytically tractable; to this extent, there is no difficulty in analyzing the effects of trade on 

international inequality. But observed changes in inter-country inequality tell us virtually nothing 

about changes in world income distribution. 

 

Trade Liberalization and Poverty 
 

https://www.google.com/search?rlz=1C1GCHQ_enSE1161SE1161&cs=0&sca_esv=db06df8ffc1e69f4&sxsrf=AE3TifO30bVBDpR-dXA9XY9jNILCNNig-A%3A1759309819491&q=neoclassical+models&sa=X&ved=2ahUKEwin7Lfm04KQAxXQBdsEHVFTDvcQxccNegQIAhAB&mstk=AUtExfAmsz-n8IPQvZF3FiZHz1ivgeh2_mAUSkddBIFY5EJDAmr4oUTsPIyF2R2fjiFQlJL1TZJwk29AgogFU4Fc-aWKRRGfh4mSDCamMjBJ44fmRmTlV2fVKiu6JWTV6vHDVNzuKJ7HLP--kLmcpz1vRwHi0h8SqF6WCfSTRW7cxbZVpnM3B5CgIGuESx5kgtGhCmZ1RckNbF_ct7lwVrC-1iCCMPwDaQVoKfflw63RXy_wx0XU4hKWdqDSAJ38jXq00TnBYI5wkeO7tSfrjc6vZ78I&csui=3
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Goldberg and Pavcnik and other noted that there is virtually no work on the relationship 

between trade liberalization and poverty (Goldberg, and Pavcnik, 2004; Harrison, Ann 2006; 

Mercurio, B., 2013. An operational definition of poverty raises itself important philosophical and 

measurement issues. 

Poverty has proved hard to measure even harder than inequality. This is not surprising, given 

that-when an absolute poverty line is used-poverty measurement requires getting the per capita 

income or consumption figures ‘exactly’ right, or at a minimum, measuring them consistently over 

time. This is a difficult task. 

 

A further difficulty is that existing research predominantly focuses on the impact of 

‘unilateral’ trade liberalization in poor countries. Several policies in developed countries, such as 

export and production subsidies, import tariffs and quotas that shelter agricultural and food products 

in the developed world from foreign competition potentially also have important implications for 

poverty in poor nations. 

 

World Bank views the removal of these protectionist measures as an important tool in 

combating global poverty and simulations based on computable general equilibrium models suggest 

large welfare gains stemming from removal of these barriers (Anderson, K., 2003; Kutlina-

Dimitrova, Z. and Lakatos, C., 2017; Hess, S. and Von Cramon-Taubadel, S., 2008; Abrego, L., et. 

al. 2019). We are not aware of any empirical studies that analyze the implications of these policies 

for the well-being of the rural poor in poor countries by linking inter-temporal variation in trade 

policy measures to household surveys that span trade liberalization episodes. 

 

A possible explanation for increase in the skill premium documented in several poor 

countries is that the returns to particular occupations that require a higher level of education have 

increased. Cragg and Epelbaum observed a rapid increase in occupational premium to skill-intensive 

occupations account for a significant fraction of the estimated skill premium increase. Controlling 

for occupation compresses the original estimate of the change in the premium of post-secondary 

education from 67 to 40 p.c. (Cragg,M.I. and Epelbaum,M.,1996; Acemoglu, D. and Autor, D., 2010; 

Deming, D. J. and   Noray, K., 2020; Tanaka, S., et. al., 2023). 

 

The usual premise is that developed countries are relatively abundant in skilled labor, while 

poor nations are abundant in unskilled labor. According to a simple 2x2 version of the Hecksher-

Ohlin (HO) model, poor countries will specialize in the production of unskilled labor-intensive 

products (textiles and footwear), while developed countries will specialize in skilled-labor intensive 

products (e.g. machinery) (Leamer, Edward., 1995). The Stolper-Samuelson theorem, on the other 

hand, links product prices to wages in a HO model where 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 in export sector (Abrego, and Huw Edwards, T., 2002; Chiquiar, D. 2008; 

Michael, A.M., 2016). 

 

Since 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 liberalization should be associated with reductions in poverty and inequality in poor nations. 

The increase in skill premium and inequality in many poor nations in the aftermath of trade 

liberalization thus at first glance contradicts the predictions of the Stolper-Samuelson theorem. 

 

This observed increase in the skill premium (wages of skilled versus unskilled labor) in many 

poor nations, especially in Latin America, is consistent with the Stolper-Samuelson theorem's 

predictions when considering protectionist policies that were reduced or eliminated during trade 

reforms (Sala-i-Martin, Xavier, 2007; Dix-Carneiro, R. and Kovak, B. K. 2023; Goldberg, P. and 
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Pavcnik, N. 2007). Before liberalization, unskilled labor-intensive sectors often faced the highest 

tariffs, which shielded them from foreign competition. 

 

Given this evidence, the increase in ‘skill premium’ is exactly what Stolper-Samuelson 

would predict since trade liberalization was concentrated in unskilled-labor-intensive sectors, the 

economy-wide return to unskilled labor should decrease. This case shows the advantages of 

exploiting the sectoral variation in tariff changes, as opposed to relying on time variation alone to 

identify the effects of trade policy changes. 

 

The assertion suggests that simply comparing trade levels "before" and "after" liberalization 

is a flawed approach because trade liberalization doesn't lead to a state of complete autarky (no trade) 

and free trade but rather a movement from high protection to lower protection. The assertion suggests 

that simply comparing trade levels "before" and "after" liberalization is a flawed approach 

because trade liberalization doesn't lead to a state of complete autarky (no trade) and free trade but 

rather a movement from high protection to lower protection; the pattern of protection across sectors 

prior to liberalization is crucial in determining the effects of trade reforms (Goldberg and Pavcnik, 

2004; Goldberg, and Pavcnik, 2007; Goldberg and Pavcnik 2016). 

 

The above evidence is not sufficient to conclude that the increase in skill premium was driven 

by trade reforms via the H-O mechanism. Other pieces of evidence cast doubt on this explanation. 

First, the HO model implies that industries that experience a tariff-induced decline (increase) in their 

relative prices, would contract (expand). Hence labor should reallocate from sectors with the largest 

tariff cuts to sectors with smaller tariff cuts. Yet, a common finding of studies of trade liberalization 

in poor nations is the lack of such reallocation. 

 

Several studies have pointed out that the lack of effective labor allocation after trade reforms 

is a phenomenon that can be observed in several developing countries due to barriers like low worker 

mobility, imperfect labor markets, and sectoral mismatches (Li, Jie., et. al. 2019; Revenga, A. 1997; 

Feliciano, Z., 2001; Alessandria, G. et. al. 2022; Alessandria, G., and Avila, O. 2023; Dix-Carneiro, 

R., and Kovak, B. K. 2019). These studies attribute the lack of labor allocation in response to trade 

reforms to either rigid labor markets or to the existence of imperfect product markets and not through 

labor reallocation across sectors. But Grossman finds greater employment than wage sensitivity to 

trade shocks for the US. 

 

A second piece of evidence that seems inconsistent with Stolper-Samuelson effects is that 

empirical work on poor nations typically finds that the share of skilled workers has increased 

substantially within ‘most’ industries in the last two decades (Schwellnus, C., et. Al., 2018; Kunst, 

D., et. al., 2022). 

 

Even though the above facts seem more consistent with skill-biased technical change than 

the Stolper-Samuelson effects following trade reforms, trade could still have contributed to the rise 

in skill premium if technical change had been an endogenous response to more ‘openness’(Pi, and 

Zhang, 2017; Sampson, 2016). 

 

The higher share of skilled workers in most industries points to skilled-biased technical 

change, an explanation that has received a lot of attention in the context of rising inequality in 

developed countries.  Leamer has argued that sector bias, not factor bias, determines changes in wage 

determination is often true, particularly in models of skill-biased technical change (SBTC) in 

diversified economies (Leamer, Edward 2005; Stehrer, R., 2010; Xu, B., 2001; Qiu, et. al. 

2023). Sector bias, referring to the distribution of technological progress across industries, is the 

primary driver of changes in relative factor prices, such as skill premia, in these scenarios, as opposed 

https://www.google.com/search?rlz=1C1GCHQ_enSE1161SE1161&cs=0&sca_esv=c3481c731caf225c&sxsrf=AE3TifOvi9DZzr-arj_Hc-kzfCq2MBRBkQ%3A1759481063674&q=skill-biased+technical+change+%28SBTC%29+in+diversified+economies&sa=X&ved=2ahUKEwizpo3e0YeQAxXDSPEDHVBwGDgQxccNegQIAhAB&mstk=AUtExfDa1qhxC9ONP7_kAgjsJ0jGV_UsGhJwNbGBDwY7CBJxCO5HD215o09TsVOqXiX2rKm5iJ97sfcntDKV1OSbp1agtJ3AQxVMF7JjZ6xwiMrnYw0ZFEai-Hm1z2O9JqDKjNWNqjxbjvs1ZdBd4ZmU1P2XC_ePIyIdvGZScQ2q4OBuDYdNp-4h897UGVlWovsi0a4vHexUd4J3xeCPEZZNSlGEZL-wOp7It4Mu6jgBq69U8VsoYc1-PctXqrm_N6QWDVq2Ix-AtQpC5bSjeZkSHsHj&csui=3
https://www.google.com/search?rlz=1C1GCHQ_enSE1161SE1161&cs=0&sca_esv=c3481c731caf225c&sxsrf=AE3TifOvi9DZzr-arj_Hc-kzfCq2MBRBkQ%3A1759481063674&q=skill-biased+technical+change+%28SBTC%29+in+diversified+economies&sa=X&ved=2ahUKEwizpo3e0YeQAxXDSPEDHVBwGDgQxccNegQIAhAB&mstk=AUtExfDa1qhxC9ONP7_kAgjsJ0jGV_UsGhJwNbGBDwY7CBJxCO5HD215o09TsVOqXiX2rKm5iJ97sfcntDKV1OSbp1agtJ3AQxVMF7JjZ6xwiMrnYw0ZFEai-Hm1z2O9JqDKjNWNqjxbjvs1ZdBd4ZmU1P2XC_ePIyIdvGZScQ2q4OBuDYdNp-4h897UGVlWovsi0a4vHexUd4J3xeCPEZZNSlGEZL-wOp7It4Mu6jgBq69U8VsoYc1-PctXqrm_N6QWDVq2Ix-AtQpC5bSjeZkSHsHj&csui=3
https://www.google.com/search?rlz=1C1GCHQ_enSE1161SE1161&cs=0&sca_esv=c3481c731caf225c&sxsrf=AE3TifOvi9DZzr-arj_Hc-kzfCq2MBRBkQ%3A1759481063674&q=skill+premia&sa=X&ved=2ahUKEwizpo3e0YeQAxXDSPEDHVBwGDgQxccNegQIBBAB&mstk=AUtExfDa1qhxC9ONP7_kAgjsJ0jGV_UsGhJwNbGBDwY7CBJxCO5HD215o09TsVOqXiX2rKm5iJ97sfcntDKV1OSbp1agtJ3AQxVMF7JjZ6xwiMrnYw0ZFEai-Hm1z2O9JqDKjNWNqjxbjvs1ZdBd4ZmU1P2XC_ePIyIdvGZScQ2q4OBuDYdNp-4h897UGVlWovsi0a4vHexUd4J3xeCPEZZNSlGEZL-wOp7It4Mu6jgBq69U8VsoYc1-PctXqrm_N6QWDVq2Ix-AtQpC5bSjeZkSHsHj&csui=3
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to factor bias, which describes technology's benefit to one factor over another generally.This 

argument requires that product prices do not change, which is unlikely to be the case during a trade 

reform. 

Leamer further notes; “Wage determination in an HO model is described by the Stolper-

Samuelson theorem which links product prices with wages. This theorem reminds us that what matter 

is not the level of imports of apparel but their price…Two conclusions emerge (i) The residual 

globalization effects on income inequality generally dominate the technological effects. (ii) The 

1970’s was the Stolper-Samuelson decade with product price changes causing increases in inequality. 

We need to explore other ways of measuring the factor shares and TFP”. 

 

Trade liberalization can increase the skill premium if it causes endogenous skill-biased 

technical change (SBTC), where technical innovations become more skill-intensive due to increased 

market "openness" (Pi, and Zhang, 2017; Behar, A., 2016; Goldberg, P. and Pavcnik, N. 2004; 

Michael, A., 2016). While Stolper-Samuelson effects of trade liberalization traditionally predict a 

rise in the skill premium in labor-abundant countries, the observation of a rising skill premium despite 

this prediction suggests a strong influence of SBTC. In this scenario, trade liberalization can not only 

increase demand for skilled labor in developing economies but also spur innovation and the adoption 

of new, skill-based technologies. This combination can lead to greater wage inequality by increasing 

returns to education and disadvantaging less skilled Workers (Wang et. al., 2021; Acemoglu and 

Restrepo, 2018; Kumar and Mishra, 2008). 

 

Quality Upgrading of Firms and/ Products 
 

A puzzling finding of studies on trade liberalization in poor countries is the lack of labor 

‘reallocation’ across sectors. The puzzle arises because trade liberalization is theorized to shift labor 

from less productive to more productive sectors, but empirical evidence from poor countries shows 

little such labor reallocation across sectors, even as productivity gains are observed at the firm level. 

This suggests that the lack of labor reallocation after trade liberalization in poor countries stems from 

several factors, including labor market rigidities like hiring and firing costs, rigid minimum wage 

laws, and inflexible labor laws that prevent workers from moving to more profitable sectors 

(Topolova, P., 2010; Hoekman, B. and Winters, A.L., 2005; F. Landesmann. M. and Foster 

McGregor, N., 2021; Dix-Carneiro, R. 2014; Atkin, D. and Khandelwal, A. K. 2020; Khandelwal, 

A. K., et. al., 2013; Cravino, J. and Sotelo, S., 2019). Poor infrastructure and low skills may also 

hinder workers' ability to transition to new industries.  

 

Recent research has focused on compositional changes in response to trade liberalization that 

may induce reallocation of both capital and labor towards ‘higher quality’ firms. The basic idea is 

that trade openness induces a ‘quality’ upgrading of firms, where quality can mean either ‘firm 

productivity’ or ‘product quality.’ 

 

What is essential for establishing a connection with the inequality debate is that these ‘higher 

quality’ firms employ a higher proportion of skilled workers, so that aggregate demand for skilled 

workers increases relative to that for unskilled workers. 

 

Schott provides strong evidence of ‘complete’ specialization by countries within product 

categories, with the skill and capital-abundant countries specializing in the production and export of 

higher unit value products (Schott, P., 2004; Pham, C. S., 2008; Pham, C. S. and Ulubasoglu, M. A., 

2015). While these findings do not tell us directly how countries adjust to trade liberalization, it 

seems plausible to assume that as poor countries become more open to trade, they engage in more 

product differentiation along the same lines as more developed countries. 
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The main challenge is to define ‘quality’ in an operational way. As Erdem and Tybout have 

pointed out, separating firm productivity and product quality isn't possible given the accuracy of 

available, as standard datasets often conflate these two concepts (Erdem, and Tybout, 2003; Ozler, 

and Yilmaz, 2009; Sanchez-Fernandez, R. and Angeles Iniesta Bonillo, M. 2007; Fu, Q., et. al. 2024; 

De Loecker, J. and Syverson, C., 2021). For example, the assertion that high revenue-based 

"productivity" may mask higher prices for better quality instead of true efficiency is a valid concern 

in economic analysis. While revenue metrics can be convenient, they fail to distinguish between 

increased output volume and higher prices due to superior product quality, a distinction that requires 

physical output data and advanced analytical methods to accurately assess a firm's or industry's true 

productivity (Berglund, C. and Harmon, R., 2007; Van den Ven, M., et. al., 2023; Chu, et. al., 2025; 

Syverson, C. 2010); high "productivity" might actually reflect higher prices for higher-quality goods 

rather than true efficiency.  

 

What matters is the proportion of skilled and unskilled workers that are required to produce 

goods ‘before’ and ‘after’ a trade liberalization episode. Hence, rather than resorting to specific 

interpretations of product ‘quality’ that may be controversial, empirical work in this area could 

directly examine how within-firm relative demand for skilled workers are affected by trade 

liberalization, and whether this effect is different for firms with initially low versus high skill-

intensity. 

 

Changes in Industry Wage Premiums 
 

The empirical evidence suggests that the increase in economy-wide skill premium alone 

cannot fully explain the growing wage inequality (Borrs, and Knauth, 2021; Amiti & Davis, 2012; 

Dinopoulos, E., et.al., 2011; Winkler, E. 2019; De Loecker, and Syverson 2021). Trade theory 

suggests that changes in trade policy, like falling tariffs, can affect industry wages through various 

channels, including changes in product prices and firm-level productivity, labor mobility and 

bargaining power, and the transfer of technology. In short and medium-run models of trade where 

workers cannot easily move across sectors, tariff cuts translate into proportional declines in industry 

wage premiums. This channel may be particularly important in poor nations, where labor mobility 

in the aftermath of a trade shock may be obstructed by labor market rigidities (Heckman, and Pages, 

2000; Ahn, JaeBin., et., al., 2022; Helpmann and Itskhoki, 2010; Rodríguez-Clare, et. al., 2022). In 

principle, these labor market rigidities might not be important in practice because of vast non-

compliance with labor market regulations. 

 

It is true that the standard H-O model is incompatible with data which shows a rising wage 

inequality in each of the trading countries. It can be shown that ‘variety’ trade can be a possible 

source of increased wage inequality in each country. 

 

Does Liberalization Raise Wages or Employment? 

 

Traditional international trade theory assumes that factor supplies are fixed, and wages are 

flexible. In a two-factor world, the Stolper-Samuelson theorem predicts that an increase in the price 

of goods that is labor-intensive in production will increase its production and thus increase the real 

wage. While its basic insight is almost certainly robust, the Stolper-Samuelson theorem is not 

sufficient to answer questions of trade and poverty in the real world. 

 

The theorem, which predicts how price changes in goods affect factor prices, is limited in 

complex "multi-commodity, multi-factor" economic models because the link between functional and 

personal income distribution is weak (Menedez, et. al. 2023; Lopez Gonzalez, J., P. Kowalski and P. 

Achard., 2015; Harrison, Ann., et. al., 2011). Consequently, rising unskilled wages due to higher 
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prices don't guarantee lower poverty because poor households may not be reliant on this income 

source, or they might be unemployed and unable to benefit from wage increases. For poverty to 

decrease, poor households must have their incomes rise, which depends on whether they have access 

to jobs that pay higher unskilled wages (Bhagwati, and Srinivasan, 2002; Jadoon, et. al., 2021; 

McKnight, et.al., 2016; Cerra, V., et. al., 2021). 

 

The critical issues, then, are the effects of trade liberalization on the demand for labor- the 

shock to the labor market- and the elasticity of labor supply-where the economy lies between the two 

polar extremes of vertical and horizontal curves of labor. In addition, empirical analysis should 

recognize that adjustment takes time, so that short-run effects may differ from long-run ones (Milner 

and Wright, 1998; Itskhoki, O. and Helpman, E., 2015; Mrabet, and Lanouar, 2012. 

 

It is also important to bear in mind that trade reform's effects on factor markets (like labor 

and capital) depend on how it alters output, which, in turn, is influenced by the goods market's 

structure and how easily consumers can substitute between imported, exported, and locally produced 

goods (Falvey, R. 1999; Lewis, et. al., 2022; Fajgelbaum and Khandelwal, 2016; Herrendorf, et. al., 

2013). Thus, the impact on wages and rents hinges on changes in a country's production mix, which 

is shaped by market dynamics and the availability of alternatives for consumers. 

 

There are several studies of the ‘labor market’ effects of trade reform, but most of them 

presume segmented markets and deal only with the manufacturing sector and so make it difficult to 

draw conclusions about overall ‘poverty’ (Acemoglu and Autor 2011; Grimshaw, et. al., 2017; 

Hanaki, et. al., 2021; Zhao, et. al., 2025). Moreover, they rely on inter-sectoral and inter-firm 

variations to identify effects and so have little to say on general equilibrium effects which one would 

expect to be smaller than partial equilibrium ones. The most striking common feature of these studies 

is the low wage and employment effects they find whilst the most marked difference is the variety 

of explanations offered for it. 

 

An early discussion of trade and employment was by Krueger who argued that trade 

liberalization in developing countries should boost labor-intensive output and increase employment 

a theory supported by the early success of East Asian economies (Krueger, A.O., 1988; Arbache, J. 

L. 2001; Beker, V. A. 2012; Busse, et. al., 2024). Her case studies showed that developing countries 

manufactured exports were, indeed, labor-intensive, but that the employment effects of liberal trade 

policies were generally muted. She concluded that this was because of other distortions in factor 

markets. 

 

Several studies (Winters, et. al., 2004; Wolcott, E. L. 2021; Santos and Neves Sequeira, 

2014; Pi, and Zhang, 2018) have paid much attention to the mismatch between employer-needed 

skills and worker-possessed skills, leading to increased relative wages for skilled workers (the skill 

premium), wage inequality, and workforce challenges. This is frequently linked to income inequality 

and thence, casually and less justifiably, to poverty. 

 

Of course, a widening skills gap could reflect falling unskilled wages (relative to the no-

reform counterfactual). Many studies have questioned the factor abundance model (Heckscher-Ohlin 

model) because it predicts that increasing trade should benefit unskilled labor in poor nations, 

but rising income inequality within these countries, a widening skill gap, suggests otherwise. The 

observed outcome of increased inequality points to other factors, such as skill-biased technological 

change, weakening labor institutions, or differential access to education, which may be more 

significant drivers of income distribution than the simple factor proportions assumed by the model 

(Acemoglu, D., 2002; Harrison, Ann., et. al., 2011; Meschi, and Vivarelli, 2009; Dabla-Norris, et. 

al., 2015). 

https://www.google.com/search?rlz=1C1GCHQ_enSE1161SE1161&cs=0&sca_esv=f442afecdae9aeb2&sxsrf=AE3TifPghzvg999R5KEVwrhDDVAHy_4rcg%3A1759921818317&q=Heckscher-Ohlin+model&sa=X&ved=2ahUKEwjDwZLWu5SQAxWXHxAIHRClIekQxccNegQIAhAB&mstk=AUtExfAGKDp5e2GHDVHQEQHQzl8Z40ebwXzhigGHM-mLXy_0_WZ8kN2wt6WpCRGQeEzAR784Z023aQ4xUiS39P0WEt_DnYoGc1YE8FEsbK5TwMmoSbyZd2rcL_Tjjkwsiu4AJ10A0-Jse4WFydcYDN9R-tNjLbB8Jd3BqvNCbRFewH7dOzM&csui=3
https://www.google.com/search?rlz=1C1GCHQ_enSE1161SE1161&cs=0&sca_esv=f442afecdae9aeb2&sxsrf=AE3TifPghzvg999R5KEVwrhDDVAHy_4rcg%3A1759921818317&q=Heckscher-Ohlin+model&sa=X&ved=2ahUKEwjDwZLWu5SQAxWXHxAIHRClIekQxccNegQIAhAB&mstk=AUtExfAGKDp5e2GHDVHQEQHQzl8Z40ebwXzhigGHM-mLXy_0_WZ8kN2wt6WpCRGQeEzAR784Z023aQ4xUiS39P0WEt_DnYoGc1YE8FEsbK5TwMmoSbyZd2rcL_Tjjkwsiu4AJ10A0-Jse4WFydcYDN9R-tNjLbB8Jd3BqvNCbRFewH7dOzM&csui=3
https://www.google.com/search?rlz=1C1GCHQ_enSE1161SE1161&cs=0&sca_esv=f442afecdae9aeb2&sxsrf=AE3TifPghzvg999R5KEVwrhDDVAHy_4rcg%3A1759921818317&q=skill-biased+technological+change&sa=X&ved=2ahUKEwjDwZLWu5SQAxWXHxAIHRClIekQxccNegQIBBAB&mstk=AUtExfAGKDp5e2GHDVHQEQHQzl8Z40ebwXzhigGHM-mLXy_0_WZ8kN2wt6WpCRGQeEzAR784Z023aQ4xUiS39P0WEt_DnYoGc1YE8FEsbK5TwMmoSbyZd2rcL_Tjjkwsiu4AJ10A0-Jse4WFydcYDN9R-tNjLbB8Jd3BqvNCbRFewH7dOzM&csui=3
https://www.google.com/search?rlz=1C1GCHQ_enSE1161SE1161&cs=0&sca_esv=f442afecdae9aeb2&sxsrf=AE3TifPghzvg999R5KEVwrhDDVAHy_4rcg%3A1759921818317&q=skill-biased+technological+change&sa=X&ved=2ahUKEwjDwZLWu5SQAxWXHxAIHRClIekQxccNegQIBBAB&mstk=AUtExfAGKDp5e2GHDVHQEQHQzl8Z40ebwXzhigGHM-mLXy_0_WZ8kN2wt6WpCRGQeEzAR784Z023aQ4xUiS39P0WEt_DnYoGc1YE8FEsbK5TwMmoSbyZd2rcL_Tjjkwsiu4AJ10A0-Jse4WFydcYDN9R-tNjLbB8Jd3BqvNCbRFewH7dOzM&csui=3
https://www.google.com/search?rlz=1C1GCHQ_enSE1161SE1161&cs=0&sca_esv=f442afecdae9aeb2&sxsrf=AE3TifPghzvg999R5KEVwrhDDVAHy_4rcg%3A1759921818317&q=weakening+labor+institutions&sa=X&ved=2ahUKEwjDwZLWu5SQAxWXHxAIHRClIekQxccNegQIBBAC&mstk=AUtExfAGKDp5e2GHDVHQEQHQzl8Z40ebwXzhigGHM-mLXy_0_WZ8kN2wt6WpCRGQeEzAR784Z023aQ4xUiS39P0WEt_DnYoGc1YE8FEsbK5TwMmoSbyZd2rcL_Tjjkwsiu4AJ10A0-Jse4WFydcYDN9R-tNjLbB8Jd3BqvNCbRFewH7dOzM&csui=3
https://www.google.com/search?rlz=1C1GCHQ_enSE1161SE1161&cs=0&sca_esv=f442afecdae9aeb2&sxsrf=AE3TifPghzvg999R5KEVwrhDDVAHy_4rcg%3A1759921818317&q=differential+access+to+education&sa=X&ved=2ahUKEwjDwZLWu5SQAxWXHxAIHRClIekQxccNegQIBBAD&mstk=AUtExfAGKDp5e2GHDVHQEQHQzl8Z40ebwXzhigGHM-mLXy_0_WZ8kN2wt6WpCRGQeEzAR784Z023aQ4xUiS39P0WEt_DnYoGc1YE8FEsbK5TwMmoSbyZd2rcL_Tjjkwsiu4AJ10A0-Jse4WFydcYDN9R-tNjLbB8Jd3BqvNCbRFewH7dOzM&csui=3
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Most of the recent experience concerns Latin America. Latin America’s increasing skills gap 

contrasts with the earlier experience of East Asia, where liberalization was accompanied by a 

narrowing of the gap. Various explanations have been given for this difference (Wood, and Mayer, 

2011; Kay, C. 2002; Cornia, G. A., 2012; Gasparini, L., et. al., 2011; Dix-Carneiro, R. and Kovak, 

B. 2025). Some concern the different timing of the liberalizations; the entry of large countries with 

large surplus labor like China into the global market, coupled with skill-biased technological change 

and increased capital mobility in the 1980s and 1990s, led to increased wage inequality in Latin 

America by creating a global competition for unskilled labor that Latin America did not possess. The 

region's previous perceived advantage in unskilled labor was eroded, while its debt crisis also played 

a role in its vulnerability to these changes. 

  

Some Conclusions 
 

One potentially important dimension of the skill gap is whether openness stimulates poor 

countries’ demand for education and acquisition of human capital. Simple Stolper-Samuelson theory 

suggests that the returns to skill will decline and with them the incentives for education. The 

alternative studies have quite the opposite implications. 

 

The effects of trade liberalization on wages and employment are complex to predict 

because they have varied impacts depending on factors like a country's development level, the 

specific industries, and whether the focus is on exports or imports (Paz, L. S., 2014; Lee, J.-W., & 

Wie, D., 2015; Beaton, K., et. al., 2021). Although liberalization will often raise the demand for 

unskilled workers in many poor nations and so, on average, can be poverty-alleviating, there will 

also be important exceptions, e.g. possibly where natural resources dominate exports and where 

outsourcing is important-as well as cases where segmented import-competing sectors suffer adverse 

shocks. Overall, the effects on the wage gap between skilled and unskilled workers are often 

complex, sometimes widening this gap, and the overall impact on employment can be ambiguous, 

with some studies showing increases and others showing decreases or shifts in job types. 

 

The most heavily protected sectors in several poor nations tend to be sectors that employ a 

high proportion of unskilled workers earning low wages. It should not come as a surprise if trade 

liberalization has a negative impact on unskilled workers; if there is a puzzle, this is why most poor 

countries find it ‘optimal’ to protect low-skill intensive sectors. 

 

There is some evidence that trade liberalization decreased the industry wage premiums in 

those sectors that experienced the largest tariff reductions. This is consistent with the dissipation of 

industry rents, or alternatively, the existence of labor market ‘rigidities’ that constrain labor mobility 

across sectors in the short and medium run. But the effects of trade reforms on industry wages are 

generally estimated to be small. In general, the price (wage) response to trade liberalization is more 

pronounced than the quantity response. This is again indicative of market rigidities that may be 

relevant in poor nations in the short run. 

 

Similarly, there is little evidence that trade reforms are associated with an increase in 

informal employment and a worsening of working conditions (Goldberg, P. K., 2003; Kar, S., 2016; 

Topalova, P. 2010). To the extent that one finds such evidence, it seems to be relevant in settings 

characterized by severe labor market rigidities. A study of labor market institutions and their 

interactions with trade policy is essential for understanding the effects of trade liberalization on 

inequality and poverty. 
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