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In the absence of a direct measure of trade openness at the state/regional level and its effects on poverty and
disparity the CUTS study provides a maiden attempt to fill the vacuum. The study has established that states with
relatively high levels of income are also the states with greater exposure to trade and such a relationship has
grown over time. The regional/state level disparity tends to widen as more open states grow much faster compared
to those states which are less open. The study further finds evidence in support of a lower incidence and depth of
poverty for urban areas as compared to rural areas. Furthermore, there is clear evidence in support of increasing
inequality in rural areas when the level of inequality is correlated with the state level openness index| This
Briefing Paper is based on a CUTS study which focuses primarily on identifying the inter-linkages between trade
openness at the state level and incidence of poverty.
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such changes are diverse. Not surprisingly, the evolvid@ Economic Reforms and Formal Employment in India

relationships between poverty and inequality to0 hayshe of the most interesting issues in the face of economic
numerous interpretations, of which a notable contributigierajisation in India has been the downward flexibility of
is Dreze and Sen (2002). It is estimated, based on gfinal wages and its implications for the level of employment.
international poverty line of around US$1 per day at 19985 simple to understand that if the fall in labour supply
purchasing power parity, that around one-third of the worldsgtweighs the increase in the demand for labour due to falling
poor in the mid-1990s lived in India (Datt and Ravallionyages, then the level of employment must fall. Mitra (2006)
2002a). Therefore, the incidence of absolute poverty in In@igtimated growth rates in wages and employment during the
is an important determinant' of t.he global incidence of poverbte-reform (1979-80 to 1990-91) and post-reform (1990-91 to
The GDP and per capita income growth rates in Indi@g7-98) periods. He found that the rate of growth of workers
during first three decades of planning focused on 3-3js higher in the second period compared to the first one.
percent (popularly known as ‘Hindu growth rate’) and %endulkar (2004) notes that the organised labour market in
percent per annum respectively. In 1980s, an acceleratigéfia is undergoing some churning. Formal rules incorporated
took place with the trend growth rate of GDP touching i protective labour legislation continue to persist, despite

percent per annum. There was further acceleration with {i@pility to protect employment in the face of growing
two respective growth rates attaining levels of 6.7 and 418mestic and foreign competition.

and 6.1 percent in 2002-07. It is widely believed that thgotective schemes and the constant search by the employers
reforms of the 1990s were instrumental in achieving sutfiswitch to cost saving techniques, including resorting to
high growth rates. However, itis not clear how much Indigxible labour allocation modes and outsourcing to sectors
poor have shared in the gains from economic growth.  \here labour laws are less stringent, creates a state of
The relationship between GDP growth and poverpadundancy (Datt, 2003). For the full benefit of labour
reduction after the onset of economic liberalisation is quiioductivity to percolate to the workers, it is imperative that
contentious. As opposed to the general belief of povetfye social security network and health benefits, old age
falling in the 1980 there exist two polar notions about thanefits and unemployment benefits or employment
impact of reforms on poverty. One group strongly claimgsyrance are given an important place in the agenda on
that poverty reduction in India in the decade of the 199Q%,our market reforms. Mitra (2006) argues that the presence
has been dismal. These stud|e$ include Ninan (1994-29Q9)Iabour contractors, who regularly draw a part of the
Dev (1995), Tendulkar and Jain (1995) and others. Ning@rkers’ pay or other benefits receivable as rents, complicates
claimed that, while rural, urban and overall national povefiie situation even more.
levels recorded a significant decline during the pre-reform
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economic reforms were initiated in India. Tendulkar and Jain

(1995) claimed a sharp increase in rural poverty rates wit >‘%Pend|ture within urban areas in most states. Further, the

O . real wages of agricultural labourers and public sector
moderate rise in urban poverty rates during 1991-9 . .

2 , ; ermployees have increased more slowly than per capita GDP,
although the reforms were only ‘indirectly’ responsible for : ; e o .
such a trend suggesting some intensification of economic inequality

among occupation groups.

More recent studies covering a larger period after reforms |, > . - . "
: : While expenditure based data suggest rising disparities
find that in the second half of the 1990s the rate of povewthe nineties, the same does not apply to other social

reduction was significant, especially in the urban areas. Datéicators. For example, there has been some narrowing of

: N
(e slresEn it overll pevEnty e LH e ES moder%;lee rural-urban gap in terms of life expectancy and school
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despite significant reductions in urban poverty, mainly due
to the stagnation in rural poverty rates. Sundaram R . o : o

Jeglonal disparity is a potential cause of worry if it sharpens
gr litical tensions especially in a diverse federal polity such
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On the basis of real per capita net state domestic prodectintry opens up to trade or embarks on a trade liberalisation
Marjit and Mitra (1996) find no evidence in favour ofprocess. Thus, widening interregional income differences
convergence across 24 Indian states over the period 196182 be explained through such openness to trade.
to 1989-90. Ghose; Marijit and Neogi (1997), Kurian (2000) Elizondo and Krugman (1992), based on North American
etc., have corroborated further the above results in thEnee Trade Agreement (NAFTA) experience, demonstrated
studies. Krishna (2004) argues that while in the 1980s tiht liberal trade policies should disperse economic activities
states improved their growth performance relative to tlaeross locations and thus reduce regional disparity within a
previous two decades, the performance in the 1990s is qaidentry. The reason is that liberal trade policies will break
uneven. States that could take advantage of the reformshaf influence of the ‘home market’ and activities should
the 1990s, which allowed much scope for policy making disperse. Likewise one of the main objectives of the

the state level, seem to have performed better. European integration under the EU was to achieve greater
equality in productivity and income across Europe and it
3. The Trade Openness Index (TOI) was successful in achieving it, which is demonstrated by

the tendency of the long run convergence in productivity
he CUTS study has constructed the TOI at the subndincome in the EU.
national/regional/state level for the first time for India, |ncrease in trade should improve real incomes in regions
although th'ere exists very little theoretical an_d empiricgl WORfoducing exportables and reduce that in regions producing
on the subject and that too does not establishes a direct fijortables, but the gains from trade ensure overall positive
between economic growth through trade liberalisation Qfkifare effects. Thus, income is redistributed from the import
the one hand and poverty reduction and regional dispaiiympeting to the exporting regions (Marijit and Beladi 2005)
on the other. This study is also handicapped by the sag§ich may give rise to an increase in regional disparity. Now,
and therefore tries to establish linkages among the thig@rder to see how openness affects poverty and inequality,
indirectly. The literature on the relationship betweegmployment levels and regional disparity, we have, to first
openness and economic performance mainly focuses ondfigasure openness. Though the term ‘openness’ is widely

impact of trade orientation on productivity and thigsed in international and economic growth literature there is
relationship has long been a subject of intense debate amgyGonsensus on how to measure it.

economists. Various measures are used in the empirical studies, which,
Grossman and Helpman (1991) argue that whether or gy alia, include ‘trade dependency ratios’, the ‘rate of

a country grows more from openness to trade depends Q}gort growth’ (Balassa, 1982), ‘the trade orientation index’

number of factors, including its comparative advaniage defined as the distance between actual trade and the trade
a-visthe rest of the world. Buffe (1992) contends that whethgfedicted in the absence of distortion (Leamer, 1988; Wolf,
an export boom acts as an engine of growth depends on{8§3) the World Bank’s outward orientation index which
structural characteristics of the economy. Benefits of trad@ssifies countries into four categories according to their
openness have received an enormous amount of intefggkeived degree of openness (World Bank, 1987) and the
since the time of David Ricardo and include seminal StUd'é‘émposite openness index which is based on trade related
by Scitovsky (1954), Keesing (1967), Bhagwati (1978jngicators such as tariffs, quotas, black market premia, social
Krueger (1978), Liet.al(1997) etc. All these studies emphaS'SSrganisation and the existence of export marketing boards

that openness exposes countries to the most advanced ig§aghs and Warner, 1995). All these indices use data at the
and methods of production and thus enhances efficiency. Magional level, but to find trade openness at the state or

recently Romer (1968,1992), Lucas (1988), and Barro and Salgshional level, there is a need to construct a regional openness

Martin (1995), while propqunding ‘Inclusive Growth Theory’jndex, which requires substantial amount of ingenuity if it is
have shown the positive impact that trade openness can hau§e sensible and practicable.

on economic growth of a country.
All these studies of the impact of openness on economiq construction of TOI

performance deal with how a country as a whole benefi . . .
from international trade but they do not study (or give Iittllcg.ﬁe SolistilEon £ 0L I e LUV Sty s Eese e ins

attention to) how regions/states within a country get affect nl ereulaeti;n?;\f i:rsa(ér;i;;;?“q:fea;nul:ﬁgfs ?esftrﬁcr{]?h\g?nr:ds;s
WS Ui GIUMTY EMEEEES 7 IHEMEenEl [Eee, Tbgthe case where onl tf):.e nation engages in trade with the
Heckscher-Ohlin model of trade predicts that with the y . ngag .
. : . . ... rest of the world as a sovereign entity and the regions trade
introduction of international trade, there would be a shift in . o

via the nation. So it is not the case that West Bengal and

factor employment in different industries, which will uItimateI)f:,unjab are directly trading with US. India’s overall factor

lead to factor price equalisation across countries. The same . . : o
. : endowments, among other things, will determine India’s
thing can be foreseen at the regional level.

. : g gattern of trade and those states whose endowments match
Ignoring factor price equalisation, the CUTS study argues . . N :
o . X well with national characteristics will have trade patterns

that it is quite possible that as a state engages more_in. . :

. ) ; . . similar to the nation. However, the production patterns of

international trade its factors of production shift from thgt tes are affected by active government policies and

Uiy 91 GRITTPEHIE SEE; MEE W (IS Eeeie IOWt Iszrefore actual tradeyma notgreflect the ngture driven

to the exporting sector. This will result in greater developme&%m arative advantage of )r/e ions

of those states which can attune their production structure P . 9 g ' :
However, given the national trade and production

to international demands. It is not implausible to assume o . .
that different regions will be affected in different ways as S how ml.JCh of T replllcated atthe level O.f a particular
State is the main consideration here. As a region opens up
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for trade, the exporting region should gain and impogoncentrated in the items, which at all India level contribute
competing regions should lose. Therefore, if initially, thé&rgely to export value, then it is reasonable to conclude that
exporting regions are relatively well off, trade is going ta particular state is attuned to exports and thus is more ‘open’
increase interregional disparity. Trade reallocates resour@gglvice versa
towards exporting sectors and therefore those regions, whichThe CUTS study calculates the industry-wise annual
are on the borderline of being identified as import competinglue added for each state according to the 2-digit level
ones in the pre-reform situation, should switch first tblational Industrial Classification, NIC). Then it obtains
becoming exporting regions. shares of products in total exports and imports. The export
Eventually, there will be more regions emerging aand import shares of the goods at the all India level and
exporters. With full mobility of factors across states, it igross value added shares of the same at the state level were
difficult to predict interstate variations of income, except i€alculated. Then correlation coefficients between them were
there is some specific factor such as land. However, initiabtained, which were calculated for 23-year period for 15
distribution of income is very important for determiningnajor states in India. High correlations contributed to high
whether trade leads to further disparity. For a specific statggenness, as measured by the index. According to the
the level of output (both agricultural and industrial) has beewthors’ estimation, in 2002-03 Tamil Nadu was the most
linked to All-India trade figures to get an appropriatéopen’ state while Assam was the least open (see table 1).
indicator of how ‘open’ it is. If most of the production is

Table 1: Yearly Openness Index Ranks of Indian States

1980-81 | 1981-82 | 1982-83 | 1983-84 | 1984-85 |1985-86 | 1986-87 | 1987-88 | 1988-89 | 1989-90 | 1990-91 {1991-92

Andhra Pradesh 9 55 35 9 105 55 5 4 7 5 5 12
Assam 3 n Bi5 2 2 14 n 5 4 135 14 145
Bihar n 12 15 14 15 9 13 15 15 15 15 145
Gujarat 75 8 85 75 8 7 9 8 9 7 75 6.5
Haryana 55 8 14 13 13 15 14 14 15 n 9 6.5
Karnataka 75 10 13 10 55 125 12 125 9 10 75 9
Kerala 14 13 85 35 515 125 10 125 15 12 15 13
Madhya Pradesh 13 14 105 15 14 4 5 n 14 8 5 3
Maharashtra 15 15 105 75 8 n 15 95 9 9 15 105
Orissa n 4 6.5 35 3 25 75 95 13 135 13 105
Punjab n 8 Bl5 6 4 25 15 1 15 15 1 15
Rajasthan 1 1 1 1 1 1 15 2 15 15 2 15
Tamil Nadu 515 55 6.5 15 12 55 5 6 35 3 4
Uttar Pradesh 4 2 85 5 105 9 8 7 6 10

West Bengal 2 3 12 15 8 9 75 3 35 5 5

1992-93 | 199394 | 1994-95 | 199596 | 199697 |1997-98 | 1998-99 | 199900 | 2000-01 | 2001-02 | 2002-03

Andhra Pradesh 85 6.5 12 75 6.5 95 12 12 iV 125 12
Assam 14 15 14 15 15 15 13 15 15 15 15
Bihar 15 14 15 14 14 12 8 14 14 125 14
Gujarat 10 95 10 95 9 75 6.5 85 6.5 7 8
Haryana 6 n 8 6 6.5 13 15 85 85 9

Karnataka 85 35 8 75 105 75 105 5 10 7 6.5
Kerala 13 13 7 13 12 14 14 13 13 14

Madhya Pradesh 4 5 4 4 4 2 4 6 25 7 6.5
Maharashtra n 95 10 1n5 8 95 105 n 85 10

Orissa 12 8 10 95 13 6 6.5 7 6.5 5

Punjab 2 15 2 2 2 1 2 1 4 1

Rajasthan 1 15 1 1 1 35 1 2 5 2 35
Tamil Nadu 3 35 55 5 5 35 3 4 1 4 1
Uttar Pradesh 7 12 13 ) 105 u 9 10 n n 10
West Bengal 5 6.5 55 3 3 5 5 3 25 3 85

Note: The state with lowest openness index value is assigned rank 1 and vice-versa.




3.2 Results of the Study poverty the study suggests that trade exacerbates poverty

The study concludes that there is ample support in favadfirrural areas relative to that in the cities where trade has
of the initial hypothesis that increases in regional dispari§ased the situation in deep pockets of poverty.
across Indian states have some correlation with trade
openness over the years. The study clearly establishes &h‘tonclusion
fact that states with traditional emphasis on production of )
commodities that are intrinsically import competing in naturd N the absence of a direct measure of trade openness at the
have suffered income losses over these years, but thdretate/regional level and its effects on poverty and disparity
appears no clarity from the empirical results whether industrifle CUTS study provides a maiden attempt to fill the vacuum.
employment/ unemployment is affected by the openness'fborder to develop the statg level trade openness index, it
trade. The estimated correlation coefficients show that thef@s used a proxy measure with _Usual assumptions. The study
is no uniform and monotonic relation between the growtﬂas established that states with relatively high levels of
rates of employees and workers and the TOI. income are also the states with greater exposure to trade and
As regards TOI and poverty the study reports that stagdch a.relati.onship has grown over time. The regional/state
specific trade openness and urban HCR show a trend!®Ye! disparity tends to widen as more open states grow
negative correlation implying that higher the TOI, lower ignuch faster compared to those states which are less open. It
the urban poverty andce versaln contrast to this, TOI further finds evidence in support of a lower incidence and
does not lower the rural HCR, which reinforces theif!€Pth of poverty for urban areas as compared to rural areas.
conjectures that trade does help the urban skilled populatighaddition, there is clear evidence in support of increasing
and other factors of production more than their rurdi€quality in rural areas when the level of inequality is
counterparts. As regards trade openness and depthcgfrelated with the state level openness index.
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Endnotes

1 The authors claim that the methodology they developed is not only applicable to the Indian case but should be usefulsémhmany
countries where state-level trade data are not available. In doing that they try to devise a proxy, which allows thentatesaners
time in terms of their exposure to trade. Stated differently, the level of openness facing each state is the one viseatwis the world
and not in comparison to another state within the same nation. There are very few studies available, which are closesentthaepr
One such study referred by the authors is that dealing with the EU by Egger, Huber and Pfaffermayr (2005).

2 For example, Datt (1999), Datt and Ravallion (2002a), Sundaram and Tendulkar (2003 a, b, c).
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