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ABSTRACT

The study examined the impact of trade openness on poverty in South Africa and Lesotho
separately. The study used the autoregressive distributed lag (ARDL) bounds testing approach
with annual data from 1980 to 2019. The study used the consumption-based measure of
poverty, measured by consumption expenditure as a target variable of investigation. The study
further employed three measures of trade openness, which are sum of trade to GDP, the ratio
of exports to GDP, and imports to GDP ratio. The use of three proxies of trade openness
allowed the study to check the robustness of the results and to examine the individual effects
of exports and imports on poverty. As a contribution to existing literature, the study included a
dummy variable for Lesotho to capture the effect of the structural break that occurred from

1990 resulting from retrenchments of Lesotho nationals from South African mines.

The overarching aim of the study is to contribute to the ongoing literature on the extent in
which trade openness impacts poverty in South Africa and Lesotho, which are members of the
Southern African Customs Union (SACU). The pursuit of the present study, among other things,
is motivated by SACU’s mandate highlighting the need to foster sustainable economic growth
and development among member countries. Such a mandate is underpinned by a focus on
generating employment opportunities and alleviating poverty in the SACU area. The study
provides a comparison of how the impact of trade openness on poverty differs between South
Africa which is an upper-middle income country and Lesotho which is a lower middle-income
country. The comparison also considers if the results differ with different proxies of trade

openness.

The results show that for South Africa, in the long run and short run, trade openness does not
lead to poverty reduction, irrespective of the proxy used to measure trade openness. Instead,
in the long run, trade openness, proxied by the sum of trade to GDP and the ratio of imports
to GDP, has a negative effect on poverty. In the short run, the sum of trade/GDP and
exports/GDP are both insignificant to poverty while imports/GDP have a negative impact on
poverty. For Lesotho, in the long run, sum of trade/GDP is insignificant to poverty while
exports/GDP and imports/GDP have a positive effect on poverty. In the short run, the sum of
trade/GDP has a positive impact on poverty, exports/GDP have a negative effect on poverty
while imports/GDP are insignificant to poverty. The coefficient of the dummy variable is

negative and significant in the short run, confirming the evidence of a structural break.

These results suggest that policies adopted in South Africa have not brought significant
poverty alleviation. This could be an indication of a situation where policies implemented over

the past tend to prevent the poor from benefiting from the gains of trade openness. Based on



the findings, the main recommendation for South Africa is that policymakers could review the
policies in place and understand the unintended consequences of each policy on poverty
reduction. Policymakers in Lesotho could ensure that they adopt policies that benefit the poor
directly. If well implemented, such policies could provide relief that will protect the poor from

short term adjustment costs arising from trade openness.

In view of the overall findings, the current study, therefore, recommends that there be a critical
review of policies to assess unintended consequences of trade openness that may lead to
increased poverty and ensure alignment of policies to overall poverty reduction objectives. In
this context, the study recommends that the mechanism of distributing gains from trade be
reviewed to ensure that gains from trade openness, such that the returns from trade, including

funds from SACU revenue, are invested towards poverty reduction.
Keywords

Trade openness, Poverty, Economic growth, Inflation, Education, South Africa, Lesotho,
Southern African Customs Union (SACU), Autoregressive Distributed Lag (ARDL)
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CHAPTER 1
INTRODUCTION

1.1 Background

South Africa and Lesotho, among other nations, actively participate in addressing the
Sustainable Development Goals (SDGs) established by the United Nations. The SDGs
represent a universal initiative to eliminate poverty, safeguard the environment, and ensure
global peace and prosperity by 2030. Alleviating poverty stands as the very first goal of the
SDGs, and both South Africa and Lesotho, given their intricate socio-economic histories,

encounter distinctive challenges in this pursuit (United Nations, 2021).

Although South Africa has made efforts in mitigating poverty, substantial challenges still
endure. The National Development Agency (2019), in its assessment of poverty-reduction
strategies in South Africa, highlighted that the country is faced with elevated levels of income
inequality and unemployment, contributing to the persistent rise in poverty. In response to this,
South Africa has some initiatives in place to improve social protection programmes, enhance
educational and healthcare access, and foster inclusive economic growth. Similarly, Lesotho
also grapples with elevated poverty rates, particularly in the rural areas where people continue
to face obstacles such as restricted access to fundamental services, limited economic

opportunities and limited access to social services (World Bank, 2019).

Since the end of apartheid, South Africa has implemented trade liberalisation measures which
have resulted in reduced tariff rates and increased trade openness. However, the country
continues to face challenges in achieving substantial economic growth and reducing high
unemployment levels. Poverty levels have risen despite these efforts. By 1994, many
quantitative restrictions had been lifted (except those related to agricultural products), while
also becoming a signatory to the Marrakesh Agreement under the Uruguay Round of the
General Agreement on Tariffs and Trade (GATT) during that year. South Africa committed to
binding 98% of its tariff lines. Additionally, the commitment entailed reducing the number of

tariffs and streamlining commodity lines (Mabugu and Chitiga, 2007 and Edwards, 2006).

In the case of Lesotho, over the past two decades, the country has capitalised on the
opportunities afforded by globalisation. The export-led growth model adopted in Lesotho relied
largely on its preferential market access to the US through the African Growth and
Opportunities Act. This served as a key enabler positioning Lesotho to attract significant
foreign direct investment in the textile and apparel sector. Despite that, even after over a
decade of export-led growth, poverty levels in Lesotho remain high while inequality has

worsened. This suggests that while trade has played a role in economic growth for Lesotho, it



has not effectively translated into poverty reduction and equitable distribution of income
(Arenas, Engel, Kotschwar and Maliszewska, 2018). Based on existing evidence, it emerges
that although in some cases, trade leads to a reduction in poverty, this trend is particularly
pronounced in countries characterised by well-established financial sectors, elevated levels of

education, and robust institutional frameworks.

Empirical evidence on the impact of trade openness on poverty reduction is mixed. As a result,
evidence from previous studies suggests that the extent to which trade impacts poverty
depends on various factors specific to the subject under study. For instance, in developing
countries, Beck, Demirguc-Kunt and Levine (2007) and Kpodar and Singh (2011) find that
trade does not have an impact on poverty. Likewise, Dollar and Kraay (2001) and Bayar and
Sezgin (2017) and Li, Islam and Fatema (2017) find no compelling evidence to suggest that
there is a relationship between trade and poverty in both developed and developing countries.
On the other hand, Guillaumont-Jeanneney and Kpodar (2011) find a negative relationship
between trade and poverty when sampling developed countries that are considered as low-
income countries. Similarly, Onakoya, Johnson and Ogundajo (2019) confirm a negative
relationship between trade and poverty in Africa. In contrast, Le Goff and Singh (2014) and
Fambeu (2021) find no significant relationship between trade and poverty in sub-Saharan
Africa.

From a poverty point of view, by means of the $1.90 purchasing power parity (PPP) per day,
the actual number of people living below the poverty line in Lesotho was 49.7% of the
population in 2017, which was down from 56.6% in 2002. In comparison, in South Africa,
55.5% of the population were living below the poverty line of $1.90 per day (World Bank, 2020).
In the case of South Africa, some of the most distinguished drivers of poverty include the

macroeconomic dynamics of the country as well as the dynamics related to the labour market.

South Africa also faces declining levels of income per capita, contributing to declining tax
income collected by the government and imposing limitations of using redistributive fiscal
policy as a tool to distribute income (National Treasury, 2024). In addition to macroeconomic
dynamics, the South African labour market has been identified as the chief factor behind the
nation’s social woes. Alongside this observation, the high unemployment rate in the country is
further aggravated by factors such as political uncertainty, weak economic growth and spatial

aspects to employment (Francis and Webster, 2019).

Linking the experiences of the two countries, one can argue that one of the reasons that
Lesotho’s economy is closely linked to South Africa could be associated with its proximity to
South Africa. Through the course of history, the Lesotho nationals have been migrating to

South Africa looking for opportunities in the mines. Hence, poverty levels in Lesotho have



been driven by factors emanating from inside the economy and external factors including
those from South Africa. As an example, the economic downturn in 1998 led to loss of
economic activity in selected sectors, which in turn contributed to work stoppages and
unemployment. On the other hand, other factors including large family size with low income,
retrenchment from South African mines, and lack of access to arable land have also

contributed to poverty in Lesotho (Omole, 2003 and RantSo and Ralitjeleng-Mahlelebe, 2023).

Furthermore, Lesotho's geographic position, in which the country is completely surrounded by
South Africa, makes it a unique case compared to other landlocked countries. This is because
while other Southern African nations rely heavily on South Africa, they still maintain direct land
connections to the broader African region. Additionally, no other states are as closely tied to
the South African mining industry through the migrant labour system as Lesotho (Cobbe, 2012
and Southall, 1990,). The close ties between South Africa and Lesotho, therefore, imply that

economic conditions in South Africa have a significant impact on Lesotho’s economy.

Since the early 1990s, the number of Basotho that were hired as mineworkers in South Africa
started to decrease. This was referred to as the “migration shocks” and represented a time
when lay-off were on an increase, contracts were not being renewed and hiring rates were at
the lowest. Although there was a persistent decline in the number of the Basotho migrant mine
workers, the Central Bank of Lesotho still maintained that the South African mining industry is
a key contributor to growth in South Africa and nearby countries. The declining number of
migrant mine workers has significant economic consequences for Lesotho, including reduced
household incomes due to declining remittances and a threat to government revenue from

customs union grants (Coplan and Thoahlane, 1995).

While Lesotho and South Africa experience poverty in varying levels, through external
assistance, they have drafted policies aimed at reducing poverty in their respective economies.
Lesotho’s Poverty Reduction Strategy (PRS) emphasises the relevance of trade policies to
boosting economic growth and transforming for the better the lives of the poor communities
(International Monetary Fund, 2006). The PRS, which was adopted in 2004, places significant
emphasis on trade, with the country enhancing its competitiveness and productivity, while also
broadening its export portfolio. The PRS was formulated in response to rising poverty levels
in Lesotho. Its main objectives were to create sustainable economic growth through
employment, access to education and health case, provision of infrastructure as well as

improving safety and security.

To respond to the stubborn poverty levels in Lesotho post the PRS, the Enhanced Integrated
Framework (EIF) was established in 2009. The primary objective was to deliver focused

strategic assistance to the agricultural sector, placing a strong emphasis on enhancing value
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chains and quality standards. The EIF plays a role in diminishing poverty and unemployment,
with direct benefits extended to women and youth through its initiatives. Furthermore, the EIF
has facilitated the creation of a favourable trade environment for the government and has
played a role in negotiating entry into new markets for goods and services originating from

Lesotho (Enhanced Integrated Framework, 2023).

In the case of South Africa, the country has implemented at least three categories of poverty
alleviation strategies. The initial approach, implemented in the 1980s, entailed assisting
impoverished households through social grants which were primarily distributed as pensions,
child support, and grants for disabled individuals. The second strategy centres on economic
empowerment by expanding involvement in the economy, exemplified by initiatives like Broad-
Based Black Economic Empowerment (BBBEE) and land reform. The Restitution of Land
Rights Act was enacted in 1994, while BBBEE was first introduced as the Black Economic
Empowerment (BEE) Act in 2003. The third aspect involves augmenting resources for
essential social services such as education, health, housing, and water. The main driver
behind the third aspect was the Reconstruction and Development Programme (RDP) which
prioritised basic needs such as access to jobs, housing, water, education, food and electricity
(Matube, 2005).

1.2 Problem Statement

This study is placed within the context of fundamental issues facing both South Africa and
Lesotho as highlighted by the SDGs. Poverty in South Africa and Lesotho represents a
significant crisis, manifesting in various forms and impacting a large portion of the population.
In South Africa, the percentage of people living below $1.90 per day fell from 68% in 2005 to
56% of the population in 2010; however, the estimate for 2022 shows an increase to 62.6% of
the population living below the $2.15 poverty line (World Bank, 2024a). In Lesotho, poverty
fell from 68% to 56% of the population between 2005 and 2010. The estimates for 2022 using
$2.15 per day show an improvement of 32.4% of the population that still lives below the poverty
line (World Bank, 2024b). The poverty-related statistics for South Africa and Lesotho, therefore,
indicate that a considerable proportion of the population in these two countries live below the

poverty line.

Lesotho and South Africa have implemented country-specific policies to address the high
levels of poverty. For South Africa, these policies include the RDP, BEE, and social grants. For
Lesotho, to help address the issue of poverty the government adopted policies such as the
Poverty Reduction Strategy and the EIF. The EIF was introduced later, in 2009, and aimed to

use agriculture to address issues associated with poverty. On the same breath, the rise of



international trade is of utmost importance to both countries as members of the world’s oldest

customs union.

Nevertheless, available literature on the relationship between trade openness and poverty is
mixed. While some studies, such as Hassan and Siddigi (2010) and Nessa and Imai (2023),
conclude that there is a positive and statistically significant relationship between trade and
poverty, while some studies have found a negative and statistically significant relationship
(Maluleke and Vacu-Nggqila, 2024, Guillaumont-Jeanneney and Kpofar, 2011 and Tariq, 2011).
Some studies have found there to be no evidence of a relationship between trade openness
and poverty (Singh and Haung, 2015) and some have found there to be a mixed relationship

between trade openness and poverty (Sattar, Karim and Munir (2022).

On the same breath, globalisation has accelerated especially over the past three decades due
to various factors such as technology, institutions, political and legal developments. During the
process of globalisation, many countries, including South Africa and Lesotho, have
implemented trade openness policies that either reduce or completely remove barriers on
trade of goods, services and capital, and as a result the volume of trade has increased over
time. Therefore, trade openness policies have given rise to some social and economic

implications for different economies.

While these studies have examined the relationship between trade openness and poverty,
most studies have used only one measure of trade openness, being the sum of trade as a
share of GDP. This poses a limitation on the robustness of the study and a further limitation of

not examining the individual effects of exports and imports on poverty.

It is against this background that this study is focused on estimating the relationship between
trade openness (using three proxies) and poverty in South Africa and Lesotho so that its

findings can inform future studies and provide implications for policy and development strategy.

1.3 Research question, objectives, and hypothesis of the study

1.3.1 Research Question

This study addresses a central research question that will enable the understanding of the
economic impact of trade openness on poverty. The underlying research question is,
therefore, does the government’s effort to promote trade openness lead to a corresponding

decrease in poverty?

The secondary research questions are:



What is the effect of trade openness on poverty for each of the trade openness proxies
employed by the study?
Does the effect of trade openness on poverty differ in the long run versus the short

run.

1.3.2 Objectives of the study

The main objective of this study is to examine the impact of trade openness on poverty in
South Africa and Lesotho during 1980-2019.

Specific objectives of this study are to:

e estimate the long run and short run impact of trade openness on poverty in Lesotho
and South Africa investigate if the impact of trade openness on poverty in Lesotho
and South Africa depends on the proxy used to measure trade openness.

e estimate the long run and short run impact of the control variables; inflation,
economic growth, and education on poverty in Lesotho and South Africa

e investigate the impact of the structural break associated with retrenchments of
Lesotho nationals from South African mines; and

¢ Investigate the trends in poverty and trade-related indices in South Africa and

Lesotho, and provide conclusions and recommendations based on study findings.

1.3.3 Hypotheses of the study

In fulfilling the main and specific objectives of the study, the following hypotheses are tested:

Trade openness, proxied by exports plus imports/GDP, has a positive effect on poverty
in the long run and short run.

Ho : there is no relationship between trade openness (exports plus imports/GDP) and
poverty in the long run and short run.

Hi : there is a positive relationship between trade openness (exports plus

imports/GDP) and poverty in the long run and short run.

Trade openness, proxied by exports/GDP, has a positive effect on poverty in the long
run and short run.

Ho : there is no relationship between trade openness (exports/GDP) and poverty in the
long run and short run.

H1: there is a positive relationship between trade openness (exports/GDP) and

poverty in the long run and short run.



Trade openness, proxied by imports/GDP, has a positive effect on poverty in the long
run and short run.

Ho : there is no relationship between trade openness (imports/GDP) and poverty in the
long run and short run.

Hi: there is a positive relationship between trade openness (imports/GDP) and poverty

in the long run and short run.

Inflation, proxied by changes in the Consumer Price Index, has a negative effect on
poverty in the long run and short run.

Ho : there is no relationship between inflation and poverty in the long run and short run.
Hi: there is a negative relationship between inflation and poverty in the long run and

short run.

Economic growth, proxied by GDP, has a positive effect on poverty in the long run and
short run during.

Ho : there is no relationship between economic growth and poverty in the long run and
short run.

Hi: there is a positive relationship between economic growth and poverty in the long

run and short run.

Education, proxied by government expenditure on education as a share of GDP, has
a positive effect on poverty in the long run and short run.

Ho : there is no relationship between education and poverty in the long run and short
run.

Hi: there is a positive relationship between education and poverty in the long run and

short run.

The dummy variable measuring the effect of the structural break has a negative effect
on poverty reduction in Lesotho in the long run and short run.

Ho : the structural break, represented by the dummy variable, does not have an effect
on poverty in the long run and short run.

Hi : the structural break, represented by the dummy variable, has a negative effect on

poverty in the long run and short run.



1.4 Significance of the study and motivation for selected countries

The main goal of the study is to contribute towards the investigation of the extent to which
trade openness impacts poverty within the two selected SACU member countries. For a
robustness check, the study employs three proxies of trade openness to determine if the
results will change under different proxies. The study also includes a dummy variable for
Lesotho to determine how the 1990 structural break caused by retrenchments of Lesotho
nationals from South African mines affected poverty in Lesotho. Moreover, the study also
reviews policies that are related to international trade and poverty reduction for the two

selected SACU member countries.

The reason for reviewing such policies is to enhance the understanding of how the evolution
of different policies impacts poverty alleviation. This study is different because most of the
previous studies that focus on the relationship between trade openness and poverty are mainly
based in Asia and other relatively developed regions. There are relatively few studies that
analyse the effect of trade openness on poverty in Africa and the Southern African region. In
addition to this, previous studies have focused on trade openness as measured by exports
and imports as a share of GDP, while this study has included the individual effects of exports

and imports on trade openness.

To date, on publicly accessible platforms, no study has focused specifically on trade openness

and poverty in the two selected SACU countries in the way it is done in the present study. The
comparison of South Africa and Lesotho is an important and relevant one in that the
economies, although in the same continent and belong to the same regional group, differ in
terms of political and economic landscape. At the same time, Lesotho’s heavy reliance on
South Africa makes it an interesting case study to examine side-by-side with South Africa to
unpack how effects of trade openness on poverty reduction in Lesotho versus the same for
South Africa.

Specifically, looking at previous studies conducted on SACU countries, and based on what is
available in the public domain, to the best of my knowledge this study is one of its own in as it
examines the relationship between international trade and poverty in SACU using a
comparative analysis of South Africa and Lesotho. Other previous studies that assess the role
of international trade in SACU countries have mostly focused on the role of international trade
on economic growth as opposed to its role on poverty reduction. Furthermore, this study is
different in that it includes the impact of decisions taken in South Africa on Lesotho, hence the

inclusion of a dummy variable.



1.5 Justification for selected countries

Dating as far back as 1889, as the Customs Union Convention between the British Colony of

the Cape of Good Hope and the Orange Free State Boer Republic, SACU was reborn in 1910

under a new agreement. SACU is particularly unique in the context of international trade in

that it is the oldest trade union in the world and its primary objective is to achieve economic

development because of regional trade. The selected countries are also particularly unique in

that they vary in economic growth rates, poverty rates and political structure.

There are four main reasons for the selection of the two SACU countries:

Firstly, the selection for the two SACU member states is because the countries have
quite different market sizes, in addition to their different levels of economic growth and
political structure. South Africa falls under the upper-middle-income country category,
while Lesotho is classified as a lower-middle-income country (World Bank, 2021a).
Secondly, from a political point of view, South Africa is a democratic country, governed
by a democratically selected political party for a fixed term after which the public,
through their votes, elect to keep the current governing party or choose a different one.
Lesotho is a constitutional monarchy, whereby the nation is governed by a King as
leader of the state, and the Prime Minister as leader of government (World Bank,
2021a).

Thirdly, apart from levels of development and market size differences, the two selected
countries also differ from a geographical point of view when considering that Lesotho
is entirely landlocked by South Africa. This poses a critical constraint on the
competitiveness of Lesotho’s exports to overseas markets particularly affecting the
textile and garment export industry. Findings from Mpata, Giersing and Kaombwe
(2005) show that when breaking down Lesotho’s export costs, the land component of
the transport and logistics cost is considerable when compared to the cost of
transporting via sea.

Fourthly, due to Lesotho’s dependence on South Africa, the political decisions taken
in South Africa impact Lesotho.

Lastly, the selected SACU countries differ in relation to their ability to manoeuvre
policies that have been introduced to encourage international trade. Lesotho’s trade
policy is primarily influenced by its SACU membership and through this membership
Lesotho is party to other regional trade agreements such as the Southern African
Development Community (SADC) and the African Continental Free Trade Agreement
(AfCFTA). However, although Lesotho as a small developing economy focusing on

increasing exports may propose changes to the Common External Tariff, this may not



be feasible in the short term as South Africa’s stance is that reforming the Common
External Tariff may have a negative impact on employment opportunities (Kingdom of
Lesotho, 2021).

The contribution of this study from this perspective would be to review how these policies have
evolved. Considering all these differences, this means that the selected countries experience
different benefits from trade openness due to them having different GDP sizes, levels of
economic development, different political structures, and different geography. It, therefore,
becomes especially critical to investigate empirically how international trade will impact each

country’s poverty levels.
Organisation of the study

The study is broken down into seven chapters. Chapter 1 of the study provides an introduction
and background to the study. Chapter 2 outlines the country-based literature from South Africa,
Chapter 3 outlines the country-based literature from Lesotho. Chapter 4 provides a review of
the literature, while Chapter 5 unpacks the methodological framework which describes the
data and estimation techniques. Chapter 6 presents the results and study findings. The last

chapter of the study, Chapter 7, provides concluding remarks and policy recommendations.
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CHAPTER 2
OVERVIEW OF TRADE AND POVERTY IN SOUTH AFRICA

2.1 Introduction

This chapter reviews the country-based literature for South Africa with emphasis on trade and
poverty during the period 1980-2022. The discussion is divided into two sections, in which the
first section examines trade-related developments and interventions, while the second section

reviews the poverty-related literature.

2.2 An overview of South Africa’s trade flows

2.2.1 Background

South Africa is an open economy with a relatively small population compared to other
emerging market economies, especially of those in Brazil, Russia, India, China, and South
Africa bloc. Due to the structure of its economies, South Africa countries tends to be more
reliant on international trade; however, its contribution to the global economy is relatively small.
For instance, based on the 2017 data, South Africa accounts for about 0.6% of world GDP
(Stern and Ramkolowan, 2021; Organisation for Economic Cooperation and Development,
2022). In contrast, other emerging economies like India account for 6.7% of world GDP

(Organisation for Economic Cooperation and Development, 2022).

The importance of trade in South Africa’s economy is evidenced by the share of the country’s
exports in GDP, which has been increasing over time. The main export products for South
Africa over the past two decades comprise natural or cultured pearls, ores, vehicles, mineral

fuels and machinery.

2.2.2 Trends in exports in South Africa

Figure 1 illustrates the trend of exports of goods and services as a percentage of GDP in

South Africa between 1980 and 2022. It can be inferred from Figure 1 that South Africa has
not made much progress with exports between 1980 and 2022, exports as a share of GDP
were at 31.87% in 1980 and have only grown to 33.53% in 2022, which is the highest that it

has ever been in the 42 years.

Figure 1 shows that there was a spike in exports in 1980 and a decline thereafter from
1981to 1985. Exports picked up again from 1986, boosted by growth in manufacturing
exports, which was underpinned by increased exports of non-ferrous metals, iron and steel,

and food products. There was a gradual decline again after 1986 until exports started to rise
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in the 1990s. This improvement was due to improved performance of exports of iron and
steel, chemicals, machinery, motor vehicle parts and accessories, non-ferrous metals and
food products (Trade and Policy Industrial Strategies (TIPS), 2002). In addition to
improvement of exports of these specific commodities, the 1990s was characterised by the
removal of trade sanctions at the end of Apartheid, which may have accounted for some of

the sudden increase in trade experienced during the mid-1990s (TIPS, 2002).

Figure 1 shows a spike in exports around 2008, which although it a period of economic
downturn globally, saw a surprising boost in exports for South Africa. According to the
National Treasury (2004), South Africa’s export prices rose faster than import prices, which
resulted in an improvement in the balance of payments in the last quarter of 2008 and
second quarter of 2009. This was mainly supported by commodity intensive growth in large
emerging countries such as China and India as well as the reputation of gold as a solid store
of value. The data reveals that exports as a share of GDP were at 32.25% in 2008, down to

24.94% in 2009 and thereafter the data shows a steady recovery in exports.

Comparing South Africa’s export growth against that of other countries in SACU, exports as
a share of GDP were 21% in 1980 and 47.22% in 2022 in South Africa, while the figures
were 53.05% and 43.54% in Botswana, 70.38% and 40.34% in Namibia, 74.6% and 43.83%
in Eswatini, and 1.75% and 44.99% in Lesotho in 1980 and 2022 respectively. When
comparing with another emerging economy, India’s exports as a share of GDP were 6.13%
in 1980 and 23.20% in 2022. While South Africa’s export performance when measured as a
share of GDP may be relatively better compared to India, South Africa still lags behind its
own SACU counterparts. Comparing the average growth of imports as a share of GDP in
1980-2022, the statistics show an average of 25.41% in South Africa, 52.13% in Botswana,
44.22% in Namibia, 58.63% in Eswatini and 25.49% in Lesotho. When comparing South
Africa to India, the average growth rate of imports as a share of GDP in India was 14.32%
during the same period (World Bank, 2024c).

There are various factors that have led to the observed trend in South Africa’s exports over
the past two decades most of which relate to structural impediments that are inherent in the
South African economy. Among other factors, Hausmann and Klinger (2006) are of the view
that the unsatisfactory exports performance points to the country’s lagging structural
transformation that has caused an overreliance on commodities to achieve export growth.
Consequently, due to the country’s heavy reliance on commodities, some of which are
dependent on global conditions, and so South Africa has been experiencing a declining export

growth following the global recession of 2008 and the recent COVID-19 global pandemic.
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Figure 1: Exports of goods and services (% of GDP) in South Africa (1980-2022)
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Source: Own compilation from the World Bank (2024c)

Figure 2 illustrates South Africa’s main export products between 2002 and 2021. Figure 2
shows that between 2002 and 2021, the top five export products from South Africa were
dominated by mining products and machinery. Considering the trend in South Africa’s exports,
it can be deduced form Figure 2 that the exports of raw materials have been increasing during
the reviewed period 2002-2021. This is seen from the steady increase in the exports of natural
or cultured pearls and the export of ores, whose value peaked up to around US$35 billion in
2021. Generally, the increase in the export of raw materials can be attributed to South Africa’s
export basket being predominantly made up of raw materials from the country’s natural
resources, and the import basket being predominantly made up of capital goods, which are

used as inputs in the production process in the major industrial sectors.

Nevertheless, while South Africa’s exports show an upward trend in the period under review,
it is important to note that South Africa’s export growth rate has more than halved between
2010 and 2019. In addition, when looking at South Africa’s relative export performance in the
decade before 2002, Stern and Ramkolowan (2021) note that in 1990, exports from South
Africa were increasing at a lower rate when compared to the rest of the world. Exports from
South Africa contributed approximately 0.6% to world exports and 0.5% to world imports. an
improvement in the past decade, over the previous decade, South Africa’s relative export

performance shows a decline.
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Figure 2: Top five export products in South Africa (Nominal terms - US$ Thousands)*
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Source: Own compilation from the International Trade Centre (2022)

Apart from the heavy dependence on commodities, the other key contributing factor to the
changes in South Africa’s export trend is the lack of diversification in the country’s export
basket (Mlambo, Mukarumbwa and Megbowon, 2019). Unprocessed products make up the
bulk of exports, whereas manufacturing related products lag behind. Mlambo et al. (2019)
highlight that there is a positive correlation between processed products (also referred to as
products in the secondary sector of the economy) and economic growth, and a negative
correlation between unprocessed products (also referred to as products in the secondary
sector of the economy) and economic growth. In the context of South Africa, it is evident from
World Bank (2022a, b) data that the contribution of manufacturing (secondary sector) to GDP
is higher at 12% in 2020, compared to the contribution of agriculture to GDP, which stood at

2.5% in the same year.

To be able to meet customer demand, South Africa is heavily reliant on imports to bridge the
gap between what can be produced domestically and the needs of the consumers. On the
other hand, exports are critical in that they support the country to develop and sustain a
manufacturing base as well as provide jobs. It is also important to note that although South
Africa is an open economy, the size of the country has become smaller, thereby further
exposing it to the international economy.

1 Data is not available pre-2002
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2.2.3 Trends in imports in South Africa

Figure 3 illustrates the trend of imports as a share of GDP in South Africa between 1980-2022.
Figure 3 shows a downward trend in imports from 1980 to 1992 where imports started rising
until 2008 when there was a global economic downturn. Imports started improving again after
2009 and thereafter declined again until after COVID-19 pandemic. Imports started to improve
after 2020, boosted by the end of trading restrictions due to global shutdown caused by the
COVID-19 pandemic.

Comparing South Africa’s growth of imports as a share of GDP against that of other
countries in SACU, imports as a share of GDP was 66.44% and 42.06% in Botswana, while
the figures were 56.72% and 58.76% in Namibia, 114.04% and 47.59% in Eswatini, and
6.95% and 98.51% in Lesotho in 1980 and 2022 respectively. When comparing with another
emerging economy, India’s imports as a share of GDP were 9.24% in 1980 and 26.76% in
2022. This is compared to South Africa’s statistics which show that imports as a share of
GDP was at 24.63% in 1980 and 31.52% in 2022. The average growth of imports between
1980 and 2022 was 48.51% in Botswana, 52.04% in Namibia, 69.92% in Eswatini and
57.93% in Lesotho. When compared to India, the average imports as a share of GDP was
16.63%. This is compared to South Africa with average imports over 1980-2022 at 23.37%
(World Bank, 2024d).

The imports results are consistent with the findings from exports data which in that South
Africa lags behind its SACU counterparts with both imports and exports. Like exports, South
Africa’s imports as a share of GDP are higher than that of India, which is also an emerging
economy. Figure 3 shows that imports in South Africa were on a decline in the 1980s after a
massive depreciation of the real exchange rate from 1984 (Edwards, 2021). In addition, as
noted by Edwards (2021), this period was also characterised by a decline in import volumes
which was driven by weak economic growth and the consistent implementation of

surcharges on imports to resolve the balance of payments crisis.

Figure 3 shows an upward trend in imports in the 1990s. According to Rangasamy and
Harmse (2003), the improvement in imports in the 1990s is attributable to the fact that during
this period the average import weighted tariffs since the GATT offer, had been significantly
reduced from 28% in 1990 to 10% in 1998. This trend is seen throughout the 2000s until the
global recession in 2008, when, according to the World Bank (2024d), imports as a share of
GDP were at their highest at 33.71% and dropped drastically the following year in 2009 to
24.60% as a result of the global recession in 2008.
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Figure 3: Imports of goods and services (% of GDP) in South Africa (1980-2022)
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It can be inferred from Figure 4 that South Africa predominantly imports mineral fuels,
machinery and electrical machinery. It can be inferred from Figure 4 that South Africa
predominantly imports mineral fuels, machinery and electrical machinery. From 2006 to 2021,
it is evident that mineral fuels are the dominant import in South Africa. South Africa imports
more goods that will contribute towards production such as machinery and other production
related good, which is in concord with the argument by the World Bank (1987). In a similar
argument, Gumede (2000) maintains that for small and open economies such as South Africa,
the share of capital goods imports to total imports tends to be generally higher than the share
of raw material imports. This has been witnessed in the case of South Africa whereby apart
from mineral fuels, there is a general dominance of imports of machinery and electrical

machinery over that of commodities (see Figure 4).
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Figure 4: Top five import products in South Africa (Nominal terms - US$ Thousand)
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Figure 5 provides an overview of South Africa’s exports and imports composition between
intervals 1992, 2000 and 2019. From an export point of view, Figure 5 shows that South
Africa’s export basket is predominantly made up of raw material, especially from 2000. When
comparing the export of raw materials to the import of raw materials, shows that South Africa
is exports more raw materials than it does with the imports of raw material, which is not
surprising because the country is relatively more endowed in raw materials, namely, ores and

agricultural products.

In the case of capital goods and consumer goods, Figure 5 shows that there has been a surge
in import volumes in the past decade, compared to the previous two decades. By 2019,
consumer imports had increased 15.8-fold from their 1992 value, which signals a surge in
consumer demand in South Africa. Likewise, the imports of capital goods and intermediate
goods have more than tripled in value over the past two decades, following the increase in
demand for motor vehicle, parts and accessories (see, for example, Statistics South Africa,
2022).

2 Data is not available for periods pre-2002
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Figure 5: South Africa’s trade composition (Nominal terms - 1992, 2000 and 2019)
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2.2.4 Trends in Poverty and Trade openness in South Africa

Figure 6 depicts South Africa’s poverty data (consumption expenditure per capita) and trade
openness (sum of trade/GDP) from 1980-2022. It can be deduced from Figure 6 that there is
a relationship between poverty and trade openness due to the pattern of the line graph. The
two variables seem to track each other in that as trade openness increases, so does poverty
and likewise as trade openness decreases so does poverty. During the period 1980-1990,
there is an evident decline in trade openness, which corresponded with a decline in
consumption expenditure (increase in poverty) in the same period. Edwards and Lawrence
(2008) attribute this decline in trade to the economic stagflation that occurred in the 1980s.
Second to this, during this period, South Africa’s share in global commodity exports declined,
thereby reducing their contribution to GDP. The sum of trade as a share of GDP follows a

similar pattern to that of exports and imports when compared separately.

The improvement in trade openness can be attributed to the strong export performance,
especially non-gold related exports in the 1990s. This upward trend can be attributed to the
export boom which can be associated with strong performance in sectors such as chemicals,
metals (iron and steel, non-ferrous metals), metal products, and machinery (Lewis, 2001).
Similarly, from 2000 to 2010, there was an increase in trade openness and a resultant increase
in GDP growth. This increase can be attributed to an increase in the volume of exports and
imports as a percentage of GDP specifically among resource-rich countries (Calderén, Cantu

and Zeufack, 2020). Another factor that led to an improvement in trade openness and
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subsequent increase in consumption expenditure is the growth in import volumes between
2000 and 2005, which averaged 7.6% per year in that period (Calderdn et al., 2020).

Comparing South Africa’s poverty data to the rest of SACU, the World Bank (2024¢€) provides
data on household consumption expenditure per capita estimated at $911 and $2892 in
Botswana, $1628 and $3695 in Namibia, $1518 and $ 2343 in Eswatini and $38 and $792 in
Lesotho in 980 and 2022 respectively. When comparing with India, which is also an emerging
economy like South Africa, India’s household consumption data was at $310 and $1279 in
1980 and 2022 respectively. South Africa’s sum of trade as a share of GDP was $2644 and
$4015 in 1980 and 2022 respectively. The average household consumption per capita
between 1980-2020 was $1713, $2241, $1699, $446 and $606 in Botswana, Namibia,
Eswatini, Lesotho and India respectively. This is compared to South Africa with an average of
$3178. The results show that household consumption per capita in South Africa is higher when
compared to its SACU counterparts and to India (World Bank, 2024e).

Comparing South Africa’s sum of trade as a share of GDP against that of other countries in
SACU, sum of trade as a share of GDP, as per World Bank (2024f) was 119.50 and 85.60%
in Botswana, while the figures were 126.66% and 99.10% in Namibia, 188.64% and 91.42%
in Eswatini and 131.09% and 145.74% in Lesotho in 1980 and 2022 respectively. When
comparing with another emerging economy, India’s sum of trade as a share of GDP were
15.38% in 1980 and 49.96% in 2022. This is compared to South Africa’s stats which show that
sum of trade as a share of GDP was at 56.50% and 65.06% in 1980 and 2022 respectively
(World Bank, 2024e).

The average growth of the sum of trade as a share of GDP was between 1980-2022 was
100.64% in Botswana, 96.26% in Namibia, 128.55% in Eswatini and 143.59% in Lesotho.
When compared to India, the average sum of trade as a share of GDP was 30.95%. This is
compared to South Africa with average imports over 1980-2022 at 48.78% (World Bank
2024,f). Similar to the results for exports and imports, South Africa lags behind its SACU
counterparts when comparing figures for sum of trade as a share of GDP between 1980-2022.
Against India as an emerging country just like South Africa, South Africa’s sum of trade as a
share of GDP is higher.
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Figure 6: Poverty and Trade Openness in South Africa (1980-2022)

4500 70
4000 60
3500
50
3000
2500 40
2000 30
1500
20
1000
500 10
0 0
O gV o™ g0 P N NV N> O P O O X O & O N N> L B D A
D B P D D DD DL QRO QDA DD Q
NIRRT RN DT R R DT R AT AP AT AR AR DT DT AT DT AR DT AP

=== Poverty (final household consumption expenditure)

e=—=Trade openness (exports&imports % of GDP

Source: Own compilation from the World Bank (2024e & 2024f)

2.3 Trade policy developments in South Africa (1980-2021)

The South African government has adopted several initiatives to better position South Africa
in the global economy. These efforts were made in the times leading up to after 1990. These
efforts include various reforms to domestic trade administration processes, trade agreements
with other trade blocs and with other countries. The pertinent trade policy developments
adopted by the South African government are unpacked in this section of the study. This
section of the study will unpack trade policy developments from the 1980s to the 2000s, as

well as highlight some major trade agreements of which South Africa is part.

2.3.1 Coordinated attempts at liberalisation from the 1980s

In 1980, incentives were introduced to counteract the impact of import substitution by
compensating exporters for half of the tariff due on inputs. This was regardless of whether the
inputs were imported or not. In addition to this, different types of incentives were introduced —
these were calculated on the value added of the inputs, and exporters would be reimbursed
for the costs of non-intermediate inputs rising because of the import substitution strategy.
Moreover, exporters also benefited from different incentives and tax concessions to be in a

position to be able to market their products on an international platform (Jenkins, 2001).

In 1983, the government started to replace quantitative restrictions on imports with import
tariffs. This move was done to further liberalise trade. However, these incentives did not come

without challenges and uncertainty. In 1985, the government implemented import surcharges
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in response to tighter economic sanctions, which in turn significantly increased effective
protection rates (Industrial Development Corporation, 1990; Holden, 1992). In other countries,
these additional charges on imported products were in turn used to offset the effects of the
elimination of quantitative restrictions on imports (Industrial Development Corporation, 1990).
Towards the latter part of the 1980s, the Board of Trade and Industry, which had previously
been sensitive to private-sector petitions for tariff relief, began to take a proactive approach to
revising industrial policy. Since 1987, the Board has been less receptive to tariff protection
applications. The Board of Trade and Industry endorse 66% tariffs in 1987, which further
improved to 66% in 1987, 38% in 1988, and 20% in 1989 (Jenkins, Bleaney and Holden, 1995).

2.3.2 Recent developments: trade policy reform from 1990

Following the more concerted efforts at trade liberalisation in the 1980s, the General Export
Incentive Scheme (GEIS) was introduced in 1990, with the primary objective of encouraging
the export of manufactured goods. Unfortunately, the GEIS proved to be unsuccessful. The
contributing factors include the following: the GEIS brought about rent seeking, heightened
levels of corruption, lobbying and threats of countervailing duties. In addition, the GEIS had

very high bureaucratic costs (Gouws, 1997; Parliamentary Monitoring Group, 2014).

In April 1994, South Africa became a signatory to the Marrakesh Agreement, after signing the
Final Act of the Uruguay Round of Multilateral Trade Negotiations. The critical characteristics
of the agreement include reducing imports and the elimination of non-tariff measures,
strengthening of international trade laws such as those relating to anti-dumping policies and
placing a strong focus on new agreements on trade related to services, intellectual property

and investment measures otherwise not covered under the GATT (Jenkins, 2001).

The Marrakesh Agreement came into effect after an 8-year-long Uruguay Round and it set the
basis for the establishment of the World Trade Organisation, which came into effect officially
on 1 January 1995. It had 112 members by December of 1995. The WTO has five main tasks:

¢ Facilitating the implementation of the Uruguay Round’s outcomes;

e Providing a forum for multilateral trade negotiations and a framework for implementing
their outcomes;

¢ Administering the dispute settlement procedures;

e Administering the Trade Policy Review Mechanism; and

o Cooperating with the International Monetary Fund (IMF) and the World Bank to achieve

greater coherence in global economic policymaking (Jenkins, 2001).

21



In 1995, South Africa launched a five-year tariff reduction and rationalisation programme. The
tariff lines were divided into two categories; one group of products were to liberalise over a 5-
year period and the second group referred to excluded products that would liberalise over a
longer period which was eight years. Clothing, textiles and assembled motor vehicles formed
part of the second group that was allowed eight years to afford the group transition time and
offer some protection. During this 5-year period applicable to the first group, the number of
tariff lines applicable to tariff rates would be reduced from over 100 to 6, ranging from 0% to
30% (Edwards and Lawrence, 2008).

2.3.3 Trade agreements

South Africa became part of SADC in 1994, making it the 12" member state. The 12 members
of SADC at the time signed a trade pact in 1996, and afterwards began talks on phasing out
customs tariffs and other similar measures as part of the process of forming a free trade area.
In September of 2000, implementation of SADC protocol was initiated. Even though the draft
protocol contained the same conditions to all members, South Africa’s offer contained a
provision that it may decrease its trade barriers with SADC states who are not already
members of SACU (Jenkins, Leape and Thomas, 2000).

As per Moyo (2023), the minority members within SADC had to negotiate and agree on a
period of phasing down tariffs. Outward investment, particularly from South Africa was
expected to stimulate the development of industrial capacity in neighbouring nations
throughout this time, while some protection exists. This was expected to boost trade between
the member states. The appeal of this idea for South Africa is the twin benefit of increasing
neighbouring demand for South African goods, while also creating jobs in the region, which
would lessen the flow of cross-border job seekers to South Africa in the long run. Even before
the SADC Trade Negotiating Forum agreed on a tariff phase-down schedule, South Africa
went ahead and implemented their offer unilaterally, submitting it to parliament for approval in

November 1999 and planned to be officially introduced a year later in 2000.

According to Ngalawa (2014), the SACU agreement was renegotiated in December 1994. The
main challenges that the SACU trade bloc suffered were the revenue-sharing formula and the
envisaged Secretariat’s institutional structure, as well as tariff policy control. At the same time,
the member states had been in negotiations with the European Union (EU), SADC and Zambia
(Parliamentary Monitoring Group, 2008). The major obstacle was the differences in trade
policies that were adopted by the countries in question. Also, the main policy disparity between
the countries was the revenue-sharing formula. However, the 2002 SACU agreement, which

replaced the former SACU Agreement, ensured that there would be equal sharing of revenue
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generated from income collected from duties levied by the member states. Other benefits
included increased investment, competition, and movement of goods (Parliamentary
Monitoring Group, 2015).

In 1995, the trade negotiations between South Africa and the EU began. At this stage, South
Africa had been negotiating for Lomé status, which was denied. Instead, the two trade partners
agreed on a free trade agreement in exchange for phased exposure to European exporters.
The trade negotiations proved to be difficult because of the level of complexity that was
associated with the political differences between the two members (Gibb, 2000). One of the
major reasons for the complexity in the trade negotiations was the EU’s insistence that certain
agricultural products be excluded from the trade discussion. With agriculture being a dominant
part of South Africa’s economy, especially at the time of the discussions, this limited South

Africa’s negotiating power (Jenkins, 2001).

In addition to the above-mentioned challenge, South African manufacturers were hesitant
about the process because they were concerned about increased exposure to international
competition before the WTO commitments were fully fulfilled. Finally, smaller SACU/SADC
countries put pressure on South Africa, fearing that a free trade agreement between South
Africa and the EU would expose their economies to European competition. After difficult
discussions and negotiations about agricultural products specifics (such as nomenclature of
fortified wines and the status of canned fruit exports), a trade, development, and cooperation
agreement (TDCA) were finally completed at the end of 1999 (Jenkins, 2001).

The TDCA aimed at a gradual decline in tariffs over a period not longer than six years. This
maximum period of six years excluded certain agricultural and fisheries products. At the same
time, the agreement was also for South Africa to eliminate duties on most of the tariff lines of
imports that originate from the EU (Kalaba, Sandrey and van Seventer, 2005). The TDCA
came into effect in 1999, after it was negotiated for five years. This agreement formed he legal
basis for trade between South Africa and the EU. The agreement came into effect officially in
2004.

In 1999, South Africa concluded a 12-year bilateral agreement with the EU that included tariff
liberalisation, while the United States of America (USA) gave free access to a variety of
manufactured items under the African Growth and Opportunity Act (AGOA) the next year.
South Africa’s combined external trade as a share of GDP had increased considerably in the
previous 10 years after the agreement came into effect because of trade liberalisation (Nowak
and Ricci, 2006). Another trade agreement was one negotiated and signed between European

Free Trade Association states and SACU in Iceland in 2006. The agreement came into effect
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officially in May 2008. The agreement covered certain trade in goods, and later negotiated

other aspects such as intellectual property, investment, and procurement.

According to International Trade Administration (2024), in 2008, the USA and SACU signed a
Trade, Investment and Development Cooperative Agreement (TIDCA). The key focus of
TIDCA is the facilitation of consultative discussions, encourages cooperation and facilitates
discussions and agreements around customs, barriers to trade and investment promotion. In
2008, member states from the Common Market for Eastern and Southern Africa, the East
African Community and SADC entered into a binding agreement to negotiate a Tripartite Free
Trade Agreement. The Memorandum of Understanding governing the Tripartite Free Trade
Agreement covers the legal and institutional framework. In 2008, the Common Market of the
South (MERCOSUR) and SACU signed a trade agreement (COMESA, 2024).

Since the United Kingdom’s (UK) exit from the EU in January 2020, South Africa has signed
a new agreement with the UK along with other member of the SADC-EU Economic
Partnership Agreement (EPA). The EPA between the UK and the SACU member states, and
Mozambique (SACUM) was signed by all parties in October 2019. The SADC-EU EPA’s terms
have been mainly included into the new SACUM-UK EPA. Except for South Africa, the UK has
agreed to offer immediate duty-free, quota-free access to products exported from SACUM
states under this EPA. In exchange, SACUM members agree to gradually liberalise tariffs on

commodities imported from the UK (Jenkins, 2001; Department of Trade and Industry, 2019).

The other agreement that is relevant to South Africa’s trade is the African Continental Free
Trade Agreement (AfCFTA), under which free trading officially commenced on 1 January 2021.
The AfCFTA is a first of its kind trade agreement in that it aims to create a free trade area
between the 54 countries (this includes South Africa) in Africa. The concept of the AfCFTA was
approved in 2012 during the 18" Ordinary Session of Assembly of Heads of States and
Government that was held in Ethiopia. The decision was taken at this sitting to establish a
Continental Free Trade Area (AfCFTA, 2022).

The main objective that governs the existence of the AfCFTA is to boost intra-African trade
thereby positioning Africa as a competitor in the global trading environment. As of April 2022,
41 countries out of the total 54 countries have deposited their instruments of AfCFTA
ratification, which means that 76% of the signatories have committed to joining the
AfCFTA(TRALAC, 2022 and; AfCFTA, 2022). The key objectives of the AfCFTA include to
create a single market for the trade and movement of goods, services and people, to facilitate
investment in Africa, to promote social and economic development, enhance the

competitiveness of African countries and positioning Africa to be able to compete on a global
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scale, to promote diversification and well as to resolve the issues associated with multiple and

overlapping memberships (African Union, 2024).

Table 1: Trade-related interventions in South Africa (1980-2021)

Year Intervention Description

1980 Start of trade liberalisation Introduction of incentives to encourage import substitution.

1985 Introduction of import Implementation of import surcharges to further encourage

surcharges import substitution.

1990 GEIS is introduced Export incentives introduced to help exporters compete in the
international market.

1992 SADC Treaty is signed The signing of the SADC treaty comes after the abolishment
of the SADCC in 1992. The objective of the SADC treaty was
to promote economic integration within SADC following the
independence of the members.

1994 South Africa becomes a The objective was to promote development, reduce poverty

member of SADC and promote economic growth through regional integration.

1994 Marrakech agreement is signed | The Marrakech agreement was signed 15 April 1994 by 123
countries, including South Africa.

1995 South Africa becomes a institutional and legal foundation for the new multilateral

member of the WTO trading system that came into being on 1 January 1995

1995 Tariff reduction programme is South Africa launched a tariff reduction programme.

launched

1999 SA - EU negotiations finalised South Africa concluded a 12 year bilateral trade agreement
with the EU with the objectives of increasing trade and
reducing tariffs.

2002 2002 SACU agreement is The 2002 SACU agreement came after the 1910 initial

signed agreement and the revised agreement in 1969. The 2002
agreement encompassed change points in areas such as joint
decision-making processes, new revenue sharing formula and
the treatment of trade with non-SACU member shares.

2006 EU-SACU agreement is signed The trade agreement was signed in Iceland and established
the framework governing trade in goods.

2008 EU-SACU agreement is The trade agreement was extended to cover aspects such as

extended. intellectual property and investment.

2008 USA-SACU TIDCA is signed The key focus of TIDCA is the facilitation of consultative
discussions, encourages cooperation and facilitates
discussions and agreements around customs, barriers to
trade and investment promotion.

2008 COMESA, EAC and SADC The tripartite agreement between the three trade blocs is

agreement is in effect

signed in 2008.
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Year Intervention Description

2008 MERCOSUR and SACU trade The trade agreement was signed with the objective to
agreement is signed formalise a free trade area.

2012 SADC Free Trade Area comes The main objective is to deepen regional integration.
into force and is fully
implemented

2019 SACUM-UK EPA is signed by all | The agreement includes the UK providing duty-free and
parties in October 2019 guota-free access to goods originating from SACU and

Mozambique, except South Africa. T

2021 Ratification of the AfCFTA The main objective is to substantially increase trade within
Africa, particularly trade in value-added goods and services
across the different sectors of the economy.

Source: Nyiri (1993), Jenkins (2001), Southern African Development Community (2003), European Commission
(2009), International Monetary Fund (2022), Odhiambo and Malefane (2016), TRALAC (2018), African Union
(2023), European Council (2023), International Trade Administration (2023), Office of the United States Trade
Representative (2023), World Trade Organisation (2023)

2.4 An overview of poverty trends and poverty reduction strategies in South Africa

2.4.1 Overview of poverty outlook in South Africa

Before unpacking the poverty trends and poverty reduction strategies in South Africa, it is
important to consider South Africa’s history in the context of poverty. South Africa is a special
case in that it faced several decades of apartheid system and legislation which was founded
on the presiding system of colonialism. Hence, there are various aspects of South Africa’s
history that could be associated with the country’s poverty. These aspects are outlined by

Hunter, Hyman, Krige, Olivier, Dekker, Khandlhela and May (2003) as follows:

o The impact that the previous apartheid system had on the assets of the marginalised,
which includes land, unequal economic markets and distorted social institutions.

¢ The lack of access to basic needs by the marginalised, such as access to healthcare,
education, water and sanitation.

e The lack of accountability by all levels of the administration, which leads to a state that

is incapable of providing for its people.

On the back of this, the South African government has implemented four policies aimed at
poverty reduction between 1994 and 2011: the Reconstruction and Development Programme
(launched in 1994), Growth, Employment and Redistribution (1996), the Accelerated and
Shared Growth Initiative of South Africa (2006), and the National Development Plan (2011).

26



Judging from the consumption expenditure trend between 1980-2019, the stats show that
there has been a gradual increase in consumption expenditure in South Africa. This means
that poverty has been gradually declining over time. However, using a different measure of
poverty, the poverty headcount ratio at national poverty lines (% of population), shows that
there has not been much progress in reducing the number of people living in poverty in South
Africa.

Table 2 provides a snapshot of the poverty trends in South Africa from 1980 to 2019. Due to
data availability, there is limited data on poverty trends pre-1994. However, there is sufficient
data post 1994 which marks the period during which some of the major poverty-reducing
interventions were introduced by the new government. 50% of the population was living in

poverty in 1980, and in 2019 50% of the population is living in poverty (Naidu, 2023).

Even though South Africa advanced in reducing poverty since 1994, between 2011 and 2015,
the trend of poverty reduction took another down13.8 turn, gradually threatening some of the
benefits witnessed since 1994. For instance, a total of 55.5% of the population (30.3 million
people) lives in poverty at the national upper poverty line (estimated at R992), whereas 13.8
million people (which is equivalent to 25%) live in food poverty. Similarly, poverty as assessed
by the international poverty standards of $1.90 and $3.20 per person per day (2011 PPP) is
estimated to be 18.9% and 37.6% in 2014 and 2015, respectively. This is an increase from
previous years where poverty standards were at 16.6% of the total population in 2010 and
35.6% in 2011 (World Bank, 2020).

Even though South Africa battles the problem of poverty, the country has proven more effective
at combating poverty, which is suggested by the decrease in the number of people living in
poverty from pre-1994 levels to post-1994 levels. The statistics show that from 25.5% in 2006
to 18.8% in 2015, the proportion of South Africans living below the international poverty level
of $1.90 per day decreased (Statistics South Africa, 2018), and the trend shows a drop over a
10-year period. Moreover, the findings from the World Bank (2018) reveal that an estimated
number of 2.3 million South Africans managed to escape poverty between 2006 and 2015.
This is when using R758 per person per month quoted in 2017 prices, which is referred to as
the national lower-bound poverty limit (Statistics South Africa, 2019). The main cause of this
change, as identified by Finn and Leibbrandt (2017), is that the changes in household
composition, which were cited as the reason why some people would exit poverty, and some

would enter poverty.

Looking at South Africa’s poverty trends over the years, in 2015, more than one out of every
five individuals (25.2%) lived below the food poverty level, while a third (33.8%) lived below

the lower-bound poverty line and around two-fifths (40%) lived below the upper-bound poverty
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line (Statistics South Africa, 2017). Various factors including gender, race, and locality are
some of the determinants of poverty in South Africa. Gender, race, and locality were
determined by Kehler (2001) as the contributing factors towards poverty. Kehler (2001) notes
that South Africa is still grappling with the inequalities caused by apartheid and colonialism
system and as a result there remains a huge gap between male and female, whites and blacks
as well as people residing in urban areas versus rural areas. As a case in point, Kehler (2001)
refers to the limitations experienced by black women in accessing resources, education and
other growth enhancing opportunities. The study cites that black women who live in the rural

areas are often faced with a heightened lack of access to resources and are therefore

subjected to live under immense poverty.

Table 2: Poverty indicators in South Africa (1980-2019)

Poverty indicators?

1980

1993

2000

2005

2008

2010

2014

2019

Poverty headcount ratio at $1.90
a day (2011 PPP) (% of
population)

No data

31.5%

34.8%

25.7%

16.7%

16.2%

18.7%

No data

Poverty headcount ratio at
national poverty lines (% of
population)

50.0%

No data

No data

66.6%

62.1%

53.2%

55.5%

50.0%

Poverty gap at $1.90 a day (2011
PPP) (% of population)

No data

10.8%

13.0%

8.2%

4.7%

4.8%

6.1%

No data

Poverty gap at $3.20 a day (2011
PPP) (% of population)

No data

23.3%

25.9%

20.4%

13.8%

13.6%

15.1%

No data

Poverty gap at $5.50 a day (2011
PPP) (% of population)

No data

38.4%

41.3%

36.9%

28.3%

27.5%

29.0%

No data

Households and Non-Profit
Institutions Serving Households
(NPISHSs) Final consumption
expenditure per capita (constant
2015 US$)

2342

2225

2512

2921

3295

3242

3414

3423

Source: Own compilation from the World Bank (2022e, f, g, h, i, j); Lachman and Bercuson (1992); Naidu (2023)

It can be inferred from Table 2 that, on average, poverty rates are falling per year. Where the
data is available such as in the case of household consumption expenditure, it can be inferred
that poverty rates declined from 1980 to 2019. This can be seen by the upward trend in the

consumption expenditure per capita which can be interpreted a reduction in poverty.

3 There are gaps in data between the years 1980-2019 depending on the measure of poverty.
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2.4.2 Poverty reduction strategies in South Africa (1990-2019)*
2.4.2.1 Background

To alleviate poverty and inequality in South Africa, the country’s post-apartheid administration
implemented a variety of poverty reduction programmes. South Africa is dealing with the triple
threat of poverty, unemployment and inequality, and to address these economic problems, the

following poverty-reduction strategies were adopted:

¢ The Reconstruction and Development Programme;
¢ Growth, Employment and Redistribution;
e The Accelerated and Shared Growth Initiative of South Africa; and

e The National Development Plan.

Furthermore, in response to high levels of poverty, the National Planning Commission was set
up by the President of South Africa in May 2010, with the aim of drafting the country’s National
Development Plan (National Planning Commission, 2011b; Zarenda, 2013). Since the fall of
apartheid in 1994, this report has highlighted both South Africa’s failures and accomplishments.
The failure to implement government initiatives, as well as the lack of vast partnerships, were
identified to be some of the primary causes for the country’s poor progress (National Planning
Commission, 2011b). The National Development Plan and its initiatives to reduce poverty are

dealt with in more detail below.
2.4.2.2 Reconstruction and Development Programme

The Reconstruction and Development Programme (RDP) was launched in 1994 as the very
first post-apartheid policy developed with the primary goal of poverty reduction. The premise
of the RDP seeks to redress the social and economic imbalances that were brought upon by
the apartheid and the negative impact it had such as issues of sexism, colonialism, inequality

and repressive labour policies (Republic of South Africa, 1994).

The RDP was based on the belief that dealing first with poverty reduction was an important
step towards improving social and economic status of minority group of people in South Africa.
The RDP policy document explains five broad programmes of the RDP. The first programme
of the RDP was focused on meeting basic needs. This includes improving access to education,
healthcare, jobs, water, and land. The second programme focused on the development of the

country’s human resources. The emphasis of the second priority was that education and

4 Available literature covers policy reduction strategies from 1990. Pre-1990, available literature discusses the policies that
governed the Apartheid system in South Africa.
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training opportunities should be made available to all and that education and training initiatives
should improve especially the lives of women and young people (Republic of South Africa,
1994).

The third programme focused on building the economy. This included improving critical sectors
of the economy such as trade and commerce, developing industry, improving infrastructure,
building, protecting the rights of workers and sustaining inter country relations especially within
southern Africa. The fourth programme focused on democracy While the fifth was the actual
implementation of the RDP. This aspect of the RDP addressed key questions such as how the

RDP will be funded and who will bear the costs of implementing the programmes.

Having outlined the poverty eradication programmes under the RDP, the policy was
condemned for placing huge investment towards infrastructure instead of towards economic
growth (Aliber, 2003). As a result of this diversion in RDP policy implementation, job creation
was negatively impacted, and the policy had very little impact on poverty reduction.

Consequently, the RDP was disbanded at the beginning of 1996.
2.4.2.3 Growth, Employment and Redistribution

Growth, Employment and Redistribution (GEAR) was launched in 1996, with the goal of
stimulating the country’s economic growth. Consequently, GEAR’s main goal was to use
economic growth to combat unemployment (Hirsch, 2005). Primarily, , GEAR can be defined
as an economic reform programme that is aimed at creating adequate jobs for all people
looking for employment opportunities (Department of Finance, 2014). Thus, GEAR aims to
contribute positively towards redistribution of income, creating a society that is safe and has
productive workplaces and creating health and education systems that are capable of meeting

the demand of the citizens.

The GEAR policy is built upon the following key principles: first is fiscal discipline, which aims
at reducing inflation and the associated budget deficit as a percentage of GDP. The second
principle highlights trade and industrial policy reforms, with the objective of reducing import
tariffs, and to encourage supply side incentives to boost competitiveness. Thirdly, GEAR is
built upon is export, investment, and the development of small and medium-sized enterprises.
Fourthly, the GEAR policy includes the restructuring of the ownership and management of
public assets from state ownership and management towards privatisation. The fifth principle
of the GEAR policy places emphasis on increased flexibility and its importance in collective
bargaining. This in turn supports competitive production and plays a role in wage
determination which is all important for the development of effective policy coordination which

is essential for achieving the GEAR objectives (Department of Finance, 2014).
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The GEAR policy aimed to bring down the fiscal gap as a percentage of GDP from 5% in 1996
to 3% in 2000. The second target of the GEAR policy was to increase economic growth as
measured by real GDP from 3.5% in 1996 to 3.8% in 1998 and to a further 6% in 2000
(Department of Finance, 2014). Having outlined the key objectives of GEAR, Table 3 highlights

the quantitative objectives of GEAR versus what GEAR achieved.

Table 3: Projected and actual results of key economic indicators based on GEAR (1996-2000)

Variables 1996 1997 1998 1999 2000 Average
Real GDP Projection 3.5 2.9 3.8 4.9 6.1 4.2
growth

Actual 4.2 25 0.8 2.1 3.4 2.6
Consumer Projection 8.0 9.7 8.1 7.7 7.6 8.2
Price Index

Actual 7.4 8.6 6.9 5.2 5.3 6.7
Fiscal deficit Projection -5.1 -4.0 -3.5 -3.0 -3.0 -3.7

Actual -4.6 -3.8 -2.3 -2.0 -2.0 -2.9
Employment Projection 1.3 3.0 2.7 35 4.3 29
growth

Actual -0.6 -1.7 -3.4 -2.0 -2.7 2.1
Private sector Projection 9.3 9.1 9.3 13.9 17.0 11.7
investment
growth Actual 7.7 4.8 -1.8 -3.3 6.4 2.76

Source: Department of Finance (1996); Streak (2004).

Table 3 outlines the performance of GEAR from 1996 to 2000 against key variables, such as
real GDP growth, fiscal deficit, inflation measured by the Consumer Price Index proxy,
employment growth and private sector investment growth. Real GDP growth, employment
growth and private sector investment growth performed poorly in the 1990s when compared
to the projections outlined in the GEAR policy. Real GDP growth was projected to grow at an
average of 4.3% between 1996 and 2000; however, the actual growth of real GDP was lower
at 2.6%. Employment growth proved to be the worst performer, with a projection of 2.9%
average growth between 1996 and 2000, against an actual average growth rate of negative
2.1%. Private sector growth was projected at 11.7% on average between 1996 and 2000;
however, the actual results show that private sector investment growth was below the target
at 2.76%.

Although the GEAR policy did not clearly outline specific targets aimed at poverty and

inequality reduction, it was clear that the objective was to decrease both poverty and inequality
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rates. Some of the studies that investigated poverty and inequality reduction during the period
in which GEAR was implemented show very minimal to no impact of GEAR policy on poverty
and inequality reduction. A poverty study by Woolard (2001) found that there was an increase
in the rate of poverty in children aged between zero and seventeen years. The increase in the

rate of poverty amongst this age group was from 58.8% to 59.2% between 1995 and 1999.

On the other hand, when evaluating the poverty in children from ages zero to six years, the
poverty rate decreased by a very small margin from 59.7% to 59.3% between 1995 and 1999
(Cassiem and Streak, 2001). A study conducted by Statistics South Africa revealed that there
was an increase in the number of households that were headed by unemployed people
(Ministry for Social Development, 2002). These households increased from 32% to 38%
between 1995 and 1999.

Further to this, a study by Seekings and Nattrass (2001) that focused on democracy and
income distribution in South Africa between 1994 and 2000 reveals that between these years,
the inequality rate did not reduce in South Africa. The study notes that the Gini coefficient,
which is used as a proxy to measure inequality, has remained high during the 1990s and that
even though data on income distribution in the 1990s is limited, there was indeed very minimal

to no improvement to income distribution.

Notwithstanding its focus on employment and poverty, the GEAR policy did not achieve many
of the objectives it had set out (Adelzadeh, Alvillar and Mather, 1998). The policy was mainly
unsuccessful, and according to sceptics, the GEAR policy did not manage to reduce the
unemployment rates. Although formal sector employment was supposed to expand to 1.3
million over a 5-year period, the numbers produced unsatisfactory results showing net job loss
of more than 800 000 people throughout the GEAR 1996—-2000 era (Adelzadeh et al., 1998).

2.4.2.4 Accelerated and Shared Growth Initiative of South Africa

In 2006, the South African government introduced a new economic policy — the Accelerated
and Shared Growth Initiative of South Africa (ASGISA). ASGISA was introduced as a result of
the country’s need to accelerate economic growth and address social and economic
challenges. ASGISA aimed to reduce poverty and unemployment by half between 2004 and
2014.

To achieve the above-mentioned objectives of the ASGISA programme, the programme
identified six critical bottlenecks to economic growth. These included the currency’s relative
instability, the effectiveness and capability of the domestic logistics infrastructure, the negative

impact of apartheid on geographical disparities resulting in shortage of appropriately skilled
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labour, the anti-competitive behaviour resulting from barriers to entry, limited new investment
opportunities and the cost factor (The Presidency, 2006). The other binding constraints were
environment regulations and the burden on small and medium enterprises and the lack of
capacity and leadership in state organisation (The Presidency, 2006). To tackle the above-
mentioned impediments, the ASGISA put in place several strategies such as infrastructure
development programmes, skills and education building programmes, investment generation

initiatives and capacitating small, medium and micro enterprises (The Presidency, 2006).

Considering ASGISA’s brief existence as a government programme, it is difficult to assess
whether it encountered any obstacles or whether it would have struggled to achieve its goals
by 2014. Notwithstanding some little success, poverty and unemployment levels remained
alarmingly high. The South African government admitted that there were inherent issues that
hindered the efficiency and efficacy of all ASGISA programmes. There are three issues that
were highlighted that contributed towards the failure of ASGISA programmes. The first issue
that was highlighted was that the funding allocated for ASIGA programmes was dependent on
current government funds, which resulted in a backlog and delay in implementing programmes.
The second issue that was highlighted was that even though ASGISA programmes were
coordinated through a public and private partnership, the actual coordination and practical

implementation of ASGISA still proved to be difficult.

The third issue was that there was considerable inconsistency between the strategies and
interventions. Consequently, the lack of no collaboration between the programmes and finally,
reporting and monitoring systems, became insufficient (The Presidency, 2007). Overall, the
ASGISA programme’s future remained uncertain because the government gave no formal
word on the outlook of the policy, owing to the new political leadership that came into power
in 2009, after President Thabo Mbeki was overthrown in ANC leadership elections (Masters,
2019).

2.4.2.5 National Development Plan

The National Development Plan (NDP) is South Africa’s current poverty-reduction strategy
introduced in 2011. The United Nations Organisation (2021) states that both the NDP and the
Millennium Development Goals have a common objective which is to reduce the number of
people living below the poverty line by 2030. South Africa’s development policy and blueprint
is the NDP: Vision 2030 — ‘Our future — make it work,” which was enacted in 2012. It preceded
both the African Union Plan 2063 and the United Nations 2030 Agenda for Sustainable
Development’s post-2015 development agenda. By 2030, the NDP has a 74% alignment with
the SDGs, and places emphasis on job creation, eradication of poverty, inequality reduction,

and an inclusive economy (Statistics South Africa, 2019).
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Up to the most recent National Development Plan 2030, the overarching national
developmental objectives — eradicating poverty, creating jobs, and reducing inequality —
remained unchanged. The SDGs provide South Africa with an ambitious outlook for
addressing and ultimately resolving its most crucial societal challenges. It is widely
acknowledged that persistent poverty and significant levels of inequality rank among the most
urgent of these issues. South Africa had a Gini coefficient of 0.64 in 2015, making it one of the
most unequal countries in the world, according to latest data on global inequality. The Gini
coefficient for per capita income reflects the extent of inequalities in accessing income from
wages, salaries, and social benefits, while the Gini coefficient for per capita spending is

derived from consumption patterns.

Overall, South Africa’s NDP seeks to create 5 million new jobs between 2010 and 2020, as
well as reduce unemployment and poverty to low levels by 2030 (World Bank, 2015). The NDP
also aims to create additional employment by creating an environment which encourages
economic growth, while also increasing labour absorption. The NDP outlines a long-term
strategy to enhance work opportunities and boost employment through a range of channels,
including public education programmes, access to health and dietary information, public
employment programmes, job training, work experience, and transportation (National

Planning Commission, 2011a).

Accordingly, the proposed interventions of the NDP ought to be implemented over a lengthy
period to enable them to have a significant impact on poverty. The NDP also suggests that by
2030, the economy should be capable of generating sufficient resources to finance
investments in both physical and human capital, and that it should be nearing full employment
(National Planning Commission, 2011a). These envisaged benefits from the NDP could
alleviate poverty in South Africa, provided there are no significant distortions affecting the

implementation of the interventions.

2.5 Conclusion

This chapter has discussed the developments in the trade sector in South Africa from 1980 to
2020, as well as the poverty landscape in the country. The discussion on the trade sector
looked at the interventions in as far as policies and trade agreements are concerned and
explained the trends in various trade flows. This chapter also looked at poverty trends and the
various poverty reduction policies that have been implemented by the South African

government since 1994.

In as far as investigating trade developments in South Africa, the study concludes that the

South African government has adopted several policies to position the economy as a global
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player and a competitor in the global trade environment. Some of the initiatives that South
Africa has taken over the years include it becoming a member of the WTO, gradually reducing
tariffs to open the economy to more trade and becoming an active member in multiple trade

blocs.

From the perspective of poverty, the poverty indicators that have been assessed in this chapter
show that on average the poverty rates are declining. However, South Africa remains a
poverty-stricken country with high levels of inequality. In addition to this, the study concludes
that even though South Africa has implemented four poverty reduction policies from 1994 to
date, there is no evidence that supports that these policies have resulted in a significant
reduction in poverty rates. Instead, during the period in which the GEAR policy was in place,
the performance of key economic indicators worsened when compared to the projected growth

as outlined in the GEAR policy.
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CHAPTER 3
OVERVIEW OF TRADE AND POVERTY IN LESOTHO

3.1 Introduction

This chapter reviews the country-based literature for Lesotho with emphasis on trade and
poverty during the period 1980-2021. The discussion is divided into two main sections: the
first section examines trade-related developments and interventions, while the second section

reviews the poverty-related literature.

3.2 An overview of Lesotho’s trade flows

3.2.1 Background

Lesotho is a small landlocked country that is a member of the Southern African Customs Union
(SACU) and is also a member of other trade agreements outside SACU. Lesotho gained
independence from colonialism in 1966 and has since pursued external trade dealings through
the adoption of various strategic policies coordinated using development planning. Through
SACU membership, the participating countries in the trade agreement benefit from duty-free
intra-SACU trade, while, on the other hand, extending a common external tariff against imports

from the rest of the world.

As a member of SACU, Lesotho further benefits from the free trade agreements that SACU
has with other countries or trade blocs. These include the Free Trade Agreement between the
European Free Trade Association States and the SACU members, which was incepted in 2014,
the Preferential Trade Agreement between MERCOSUR and SACU, which commenced in
2016, and the Economic Partnership Agreement between SACU members and Mozambique.
There is also an agreement between SACU and the United Kingdom, which was introduced
in 2021 (SACU, 2023).

Another way in which Lesotho benefits from trade within SACU is through the export of water
to South Africa through the Lesotho Highlands Water Project. Evidence shows that
subsequent earnings derived from exports, and remittances from migrant workers that are
working in South Africa, have led to the much-needed income in the Lesotho economy, thus
emphasising the importance of the country being integrated to South Africa (International
Trade Administration, 2023). Moreover, with the Lesotho currency, the Loti, being pegged one-

to-one to the South African Rand, this helps maintain stability in Lesotho.

Previous studies by Malefane (2022) and the International Monetary Fund (2022) highlight the

benefits derived by Lesotho from it having strong ties with South Africa, which, apart from
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migrant labour relations and monetary arrangement, are further underscored by the trade
relations between the two economies. As alluded to by the IMF (2022), both South Africa and
Lesotho enjoy the benefits of being under SACU as well as the advantage of being within

proximity of each other from a geographic standpoint.

Considering trade, the economy of Lesotho is mostly dominated by exports as the country
follows an export promoting trade strategy. Hence, at the core of Lesotho’s trade strategy is
the mandate to encourage export promotion and trade liberalisation. Overall, the main
contributing sectors that underpin the economy of Lesotho are manufacturing, mining,
agriculture, and services. From these sectors, Lesotho mainly exports diamonds, knit women’s
suits, non-knit men’s suits, wool, and low-voltage protection equipment. These products are
mainly exported to countries such as the USA, Belgium, South Africa and Switzerland

(Observatory of Economic Complexity, 2023).

A plausible explanation for these countries being key destinations for Lesotho’s exports is due
to the following factors: first, the USA grants Lesotho’s exports of textiles and clothing a duty-
free market access under the AGOA initiative. Since the inception of AGOA in 2002, selected
manufactured exports from Lesotho have been benefiting from a unilateral preferential access
to the North American market. The second factor explaining Lesotho’s key export destinations
is that the European countries are covered under the European Free Trade Association with
SACU, which also means that Lesotho benefits from trade with European countries under this
preferential trade arrangement (European Commission, 2023; Office of the United States

Trade Representative, 2023).

From an import perspective, Lesotho mainly imports refined petroleum, light rubberised knitted
fabric, processed fish, packaged medicaments, and medical instruments. These products are
mainly imported from countries such as South Africa, China, Taiwan, Italy, and India
(Observatory of Economic Complexity, 2023). In comparison to other SACU countries,
Lesotho’s share of imports in the country’s GDP exceeds that of its SACU counterparts, which
further points to the country’s strong dependence on imported goods, relative to the rest of its
neighbouring trading partners. Historically, Lesotho has been a net importer, since imports
have always accounted for a larger share in the country’s GDP. More recently, the country’s
imports as a percentage of GDP stood at 88% in 2021, down from 107% in 2010 (World Bank,
2023a).

In addition, evidence from World Bank data points to a wide discrepancy between the flow of
exports as a percentage of GDP and that of imports as a percentage of GDP. For instance,
between 1960 and 1970, exports accounted for close to 20% in relation to GDP, whereas the

share of imports in GDP imports was more than 40% (World Bank, 2024c, d). In recent years,
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there has been a stronger growth in the share of exports in GDP, although it remains below
that of imports. The surge in Lesotho’s exports over the past two decades can be associated
with the rising importance of the export industry in the country (Central Bank of Lesotho, 2010,
2015).

Looking at the evidence from the past two decades, it can be established that between 2010
and 2021, Lesotho’s exports as a percentage of GDP averaged around 42%, with exports
being at 41% in 2010 and 43% in 2021 (World Bank, 2023b). When comparing Lesotho’s trade
with the rest SACU countries, it emerges that Lesotho’s exports as a percentage of GDP in
2010 were more than that of South Africa at 25% of GDP but was less than that of the other
countries. By 2021, Lesotho’s exports as a percentage of GDP were more than that of both
South Africa and Namibia, which both stood at 31% (World Bank, 2023b).

3.2.2 Trends in exports in Lesotho

Figure 7 illustrates the trend of exports as a share of GDP in Lesotho between 1980-2022. It
evident that exports in Lesotho have been on an upward trend during the period under
review. Exports only started to decline after the global recession that took place in 2008.
There was a notable increase in exports between 1980 and 2000, and a further increase
between 2000 and 2010. This marked increase in exports can be attributed to the significant
growth of the textile and apparel industry which grew remarkably in the 2000s providing
more than of 50 000 jobs and becoming the largest private-sector employer in Lesotho
(World Bank, 2019a). This growth in exports can be mostly linked to the introduction of
AGOA in 2000.

One strong piece of evidence supporting the role of AGOA in Lesotho is the fact that Lesotho
was counted among the USA’s largest suppliers of goods imports in 2019. In the same year,
the value of exports from Lesotho to the USA equated to US$325 million. Although there was
a decrease of 22.8% from 2018 to 2019, overall exports from Lesotho to the USA increased
by 7% from 2009 (Office of the United States Trade Representative, 2023). As a by-product of
AGOA and increase in exports, Lesotho witnessed a surge in foreign direct investment, which
boosted the country’s competitiveness and led to the development of infrastructure and
capacity (Central Bank of Lesotho, 2006).

Comparing Lesotho’s export growth against that of other countries in SACU, exports as a
share of GDP was 21% in 1980 and, while the figures were 53.05% and 43.54% in
Botswana, 70.38% and 40.34% in Namibia, 74.60% and 43.83% in Eswatini and 21% and
47.22% in South Africa in 1980 and 2022 respectively. This is compared to 1.75% and
44.99% in Lesotho in 1980 and 2022 respectively. While Lesotho’s export performance when
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measures as a share pf GDP may be relatively less compared to its SACU counterparts,
Lesotho’s growth rate in exports from 1980 to 2022 has been drastic. Comparing the
average growth of imports as a share of GDP in 1980-2022, the statistics show an average
of 25.41% in South Africa, 52.13% in Botswana, 44.22% in Namibia, 58.63% in Eswatini and
25.49% in Lesotho (World Bank, 2024c).

Figure 7: Exports of goods and services (% of GDP) in Lesotho (1980-2022)
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Figure 8 illustrates Lesotho’s main export products between 2002 and 2021. The trends
depicted in Figure 8 show that between 2002 and 2021, the top export products from Lesotho
included cotton, electrical machinery and equipment footwear, gaiters and the like, articles of
apparel and clothing accessories (knitted), as well as articles of apparel and clothing
accessories not knitted. From the figure, it can be inferred that the economy of Lesotho is

heavily dependent on the export of clothing and garments relative to other products.

In terms of the export basket, the top exports from Lesotho to the USA include knit apparel at
$219 million, woven apparel at $84 million, and precious metal and stone at $19 million
(Kategekwa, 2023). In addition, the USA's total exports to Lesotho totalled $1.2 million in 2019,
which predominantly comprised the export of capital goods (World Integrated Trade Solution,
2023). Furthermore, evidence suggests that exports, particularly of manufactured items, have
accounted for a higher share of Lesotho’s economy since the implementation of trade
advantages and concessions on textiles under AGOA in 2000 (Mokhethi and Végel, 2015).
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Figure 8: Top five export products in Lesotho (thousand US$)
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3.2.3 Trends in imports in Lesotho

Figure 9 illustrates the trend in imports in Lesotho between 1980-2022. Similar to the trend in
exports, it is evident from Figure 9 that imports in Lesotho have been on a steady incline since
1980. The reason for the consistent increase in imports can be attributed to the benefits of
AGOA membership, which Lesotho importing large amount of apparel to be used an
intermediate input in Lesotho textiles and clothing subsector. The other factor that could have
caused the recent surge in Lesotho imports is the construction of the Phase Il of the Lesotho
Highlands Water Project, which commenced in 2022 and is expected to be completed in 2027
(African Development Bank, 2023).

Comparing Lesotho’s growth of imports as a share of GDP against that of other countries in
SACU, imports as a share of GDP was 66.44% in 1980 and 42.06% in Botswana, while the
figures were 56.72% and 58.76% in Namibia, 114.04% and 47.59% in Eswatini and 24.63%
and 31.52% in South Africa in 1980 and 2022 respectively. This is compared to Lesotho’s
stats which show that imports as a share of GDP were at 6.95% and 98.51% in Lesotho in
1980 and 2022 respectively. The average growth of imports between 1980-2022 were
48.51%, 52.04%, 69.92% and 57.93% for Botswana, Namibia, Eswatini and South Africa
respectively (World Bank, 2024d). This is compared to Lesotho with an average growth of
imports between 1980-2022 at 23.37% (World Bank, 2024d).

5 Data is not available for periods pre-2002
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Figure 9: Imports of goods and serviced (% of GDP) in Lesotho (1980-2022)

x o D
WYy Y
)

WA
Figure 10 illustrates Lesotho’s import basket and shows the main import products between

120

100

8

[=]

6

[=]

a

[=]

2

(=]

[=]

2,
I ——

|III|||||” ‘H | |
O

@ x"gbm\‘?%(o'» N?’QQ@ N 4’9 @ S @ ‘30 @ @ W

Source: Own compilation from the World Bank (2024d)

2002 and 2021. Trends depicted in Figure 10 show that the top import products during the
reviewed period include mineral fuels, knitted or crotched fabrics, machinery and mechanical
appliances, electrical machinery, and equipment, as well as vehicles other than railway. It can
further be inferred that Lesotho predominantly imports mineral fuels, electrical machinery, and
equipment as well as vehicles. These import products reflect the country’s advancement in

industrialisation processes.

Lesotho’s imports are peculiar in a sense that they mainly are sourced from one country, South
Africa, which to date, remains as the major sources of Lesotho’s imports. Evidence shows that
Lesotho imports about 85% of the goods it consumes from South Africa, including large
quantities of agricultural inputs (International Monetary Fund, 2022). However, Lesotho also

sources some of its intermediate goods, especially fabrics, from China and Taiwan.
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Figure 10: Top five import products in Lesotho (thousand US$)
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Figure 11 provides an overview of Lesotho’s export and import composition between the
intervals 2000, 2008 and 2017. From an export point of view, the figure shows that Lesotho’s
export basket is predominantly made up of raw materials goods, while the import basket is
predominantly made up of consumer goods and capital goods. The import of raw materials
refers to predominantly agricultural products which are sourced from South Africa. Fabrics,
which are grouped under intermediate products, are mainly sourced from China and Taiwan

(International Monetary Fund, 2022).

The economy is mainly dependent on the textiles and clothing sector in that the apparel
industry contributes more than 60% of the export basket (Ayoki, 2016). Nevertheless,
Lesotho’s trade openness started declining from 2012, which, according to the Organisation
for Economic Cooperation and Development (2013), was during a period when Lesotho
experienced a downturn in the economy because of drought, which subsequently reduced

agricultural production by an estimated 70%.

6 Data is not available for periods pre-2002
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Figure 11: Lesotho’s trade composition (2000, 2008 and 2017)
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3.2.4 Trends in Trade Openness and Poverty in Lesotho

From an overall trade openness point of view, Figure 12 depicts Lesotho’s trade openness
and poverty (consumption expenditure per capita) from 1980 to 2021. It can be deduced from
the trends shown in Figure 12 that there is a correlation between trade openness and poverty
in Lesotho. Between 2000 and 2005, an increase in trade openness can be seen from Figure
12. This increase could be attributed to Lesotho’s trade relationship with the USA through
AGOA. Lesotho became eligible for AGOA in 2000 and started to experience growth in exports

and also attracted investment in the clothing and apparel sector.

Comparing Lesotho’s sum of trade as a share of GDP against that of other countries in SACU,
sum of trade as a share of GDP, as per World Bank (2024f) was 119.50 and 85.60% in
Botswana, while the figures were 126.66% and 99.10% in Namibia, 188.64% and 91.42% in
Eswatini and 56.50% and 65.06% in South Africa in 1980 and 2022 respectively. This is
compared to Lesotho’s stats which show that sum of trade as a share of GDP was 131.09%
and 145.74% in 1980 and 2022 respectively.

The average growth of the sum of trade as a share of GDP was between 1980 and 2022 was
100.64% in Botswana, 96.26% in Namibia, 128.55% in Eswatini and 48.78% in South Africa.
When compared to India, the average sum of trade as a share of GDP was 30.95%. This is
compared to Lesotho with average imports of 143.59% over 1980-2022 (World Bank, 2024f).
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Figure 12: Trade openness and Poverty in Lesotho (1980-2022)
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Trade policy developments in Lesotho (1980-2021)

Focusing on the trade-related interventions that took place in Lesotho after 1980, there are
several trade developments that were introduced, as shown in Table 4. Some of these trade
developments include the introduction of the Lesotho currency in 1980, as well as the
establishment of structural adjustment programme and the introduction of the export finance
scheme in the late 1980s. One of the significant interventions that took place in the Lesotho
economy is that in 1988, the IMF implemented the Structural Adjustment Programmes with
the aim to limit the extent of government interference in the economy, encourage private sector
intervention and promote that income from exports should exceed import costs and be able to

pay for debt servicing (Setai, 1991).

Structural adjustment measures are broadly implemented when a country has a
disproportionate balance of payments, with more imports compared to exports, and increasing
debt coupled with inflation and unemployment. Citing challenges such as high civil servant
budget, high imports and budget deficit, the government of Lesotho took part in the Structural
Adjustment Programmes for three years from 1988 to 1991 with the World Bank and the IMF.

Since the mid-1990s, Lesotho has implemented measures to facilitate trade and open up its
economy. These efforts are reflected in the liberalisation of key sectors, expansion of export
markets, and the establishment of conditions conducive to private sector investment (Mabugu
and Chitiga 2007). Consequently, during the 1990s and 2000s, Lesotho signed several trade

agreements as shown in Table 4, with the intent to move towards trade integration. During that
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time, Lesotho concluded different trade agreements with countries in sub-Saharan Africa,

Europe, and North America.

To further highlight the importance of regional trade in the economy of Lesotho, in 1996, the
country adopted the Sixth National Development Plan. The plan emphasised the importance
of deepening regional economic integration, expanding markets, and creating an environment
that fosters access to capital markets (International Monetary Fund, 2022). In 2000, Lesotho
formulated National Vision 2020, which outlines the objectives for the country by 2020.
National Vision 2020 was formulated through a collaborative effort with other countries and
focused on topics related to trade, investment, economic growth and economic diversification
(Government of Lesotho, 2022). In 2003, National Vision 2020 was officially launched. The
Plan focused on three elements: proximity to a large and sophisticated economy, the need for

a diversified economy and building strong export markets in neighbouring countries.

Furthermore, in 2002, the SACU members addressed outstanding issues with the previous
1969 Agreement and introduced the 2002 SACU Agreement. The 2002 SACU Agreement
addresses the joint decision-making process in that the members created institutions that
would be responsible for ensuring equal representation and participation of members in
decision-making processes. The agreement included a revision of the revenue sharing formula
by including a customs excise and development element. The agreement also included
addressing questions related to trading between SACU members and external parties (South

African Revenue Service, 2023).

Apart from SACU membership, Lesotho is also a member of SADC since its original inception
in 1980, when it was still referred to as the Southern African Development Coordination
Conference (SADCC). The core objectives of SADC are to attain economic development,
economic growth, maintain peace and security, while eradicating poverty and improving the
standard of life of the people of southern Africa (see, for example, Jenkins, 2001; Southern
African Development Community, 2020). These objectives of the SADC agreement hinge on
increased regional integration that is built on democratic principles and development that is

sustainable and equitable (Jenkins, 2001).

In addition to the trade agreements within southern Africa, Lesotho has other trade
agreements that allow preferential market access to the EU and the USA. Both the EU and
the USA are key destinations of Lesotho’s exports with the USA serving as a dominant
destination for the Lesotho’s garment exports. Therefore, the trade relationship between
Lesotho and the EU, and the one between Lesotho and the USA are critical to Lesotho’s

foreign investment flows into the garment sector.
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Generally, there are notably four trade agreements that are important to Lesotho’s trade in
clothing and textile, and these include AGOA, the Cotonou Agreement, the SACU and the
SADC agreement (International Monetary Fund, 2004). Lesotho became a member of AGOA
in 2000 and the major advantage of this trade agreement is the access to the USA market for
textiles and clothing (TRALAC, 2023). In addition, Lesotho has since signed a new agreement
with the UK along with other members of the SADC-EU EPA.

The SACUM-UK EPA was signed by all parties in October 2019. The SADC-EU EPA’s terms
have been mainly included into the new SACUM-UK EPA. With the exclusion of South Africa,
the UK has agreed to offer immediate duty-free, quota-free access to products exported from
SACU member states and Mozambique under this EPA. In exchange, SACU member states
and Mozambique agree to gradually liberalise tariffs on commodities imported from the United

Kingdom (South African Revenue Service, 2021).

On 1 January 2021, free trading officially commenced within the African Union countries under
the auspices of the AfCFTA. The AfCFTA is a first of its kind trade agreement in that it aims to
create a free trade area between the 54 countries (this includes Lesotho) in Africa. The
concept of the AfCFTA was approved in 2012 during the 18" Ordinary Session of Assembly of
Heads of States and Government that was held in Ethiopia. The decision was taken at this
sitting to establish a Continental Free Trade Area (TRALAC, 2022).
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Table 4: Trade-related interventions in Lesotho (1980-2021)

Year Intervention Description

1980 Introduction of the Loti as the The Loti, which is Lesotho’s currency, was issued by the
Lesotho currency Central Bank of Lesotho in 1980 with the aim of establishing

financial independence from South Africa.

1980 SADCC is formed Lesotho was the founding member of SADCC, which was
formed in Zambia in April of 1980. In 1992, SADCC
transformed into SADC.

1988 Introduction of the Export The establishment of the Export Finance Scheme with the

Finance Scheme objective to assist exporters with diversifying and expanding
their export base by providing short term funding and
insurance for exports from Lesotho.

1988 Lesotho becomes a member of Lesotho is a member of GATT which is later abolished and the
GATT WTO is formed.

1988 Implementation of Structural The Structural Adjustment Programmes were implemented in
Adjustment Programmes, an effort to ensure a healthy balance of payments by
supported by the IMF promoting that income from exports should exceed import

costs.

1992 SADC Treaty is signed The signing of the SADC treaty comes after the abolishment
of the SADCC in 1992. The objective of the SADC treaty was
to promote economic integration within SADC following the
independence of the members.

1995 Lesotho becomes a member of Lesotho benefits from the WTO membership through

the WTO participation in the Doha Development Agenda negotiations
and other elements of the WTO. Through the WTO, Lesotho is
a member of the informal least developed country consultative
group and the African, Caribbean and Pacific Group of
Countries (ACP).

1996 Liberalisation of the agriculture In 1996, the agricultural sector was liberalised and price, fixing
sector in Lesotho and the quantitative restrictions on the importation of maize

and wheat were removed.

1996 Independence from Britain Lesotho became a fully sovereign state named the Kingdom
of Lesotho, gaining full independence from Britain.

2000 Establishment of Vision 2020 The objective was to accelerate sustainable economic growth
and poverty alleviation over the next 20 years.

2000 Introduction of the interim The Interim Poverty Reduction Strategy Paper was produced

Poverty Reduction Strategy by the Technical Working Group and laid the foundation for a
Paper (PRSP) full PRSP. An integral element of the interim PRSP was the
adoption of export promotion.

2000 Cotonou Agreement is The agreement was adopted in 2000 after the abolishment of

established

the Lomé Convention that was established in 1975. It provides
the basis for the agreement between EU and ACP. The aim
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Year Intervention Description
was to eliminate poverty and ensure an effective integration of
the ACP countries into the world economy.

2000 Lesotho becomes part of AGOA | Lesotho became part of AGOA which grants market access to
the USA. In 2001, Lesotho’s textile sector started the enjoy
the benefits that came with AGOA. Lesotho mainly exports
apparel to the USA under AGOA.

2001 Launch of the New Export The objective is to boost exports of the country by providing

Finance and Insurance Scheme | finance that is specific to export related investments.
2002 2002 SACU agreement is The 2002 SACU agreement came after the 1910 initial
signed agreement and the revised agreement in 1969. The 2002
agreement encompassed change points in areas such as joint
decision-making processes, new revenue sharing formula and
the treatment of trade with non-SACU member shares.

2004 PRSP is adopted in Lesotho The dissemination and official adoption of the PRSP took
place in 2004.

2008 USA and SACU sign a TIDCA The key focus of TIDCA is the facilitation of consultative
discussions, encourages cooperation and facilitates
discussions and agreements around customs, barriers to
trade and investment promotion.

2009 Interim EU-SADC EPA is agreed | Botswana, Lesotho, Swaziland, Mozambique, and Namibia
agreed an Interim region-to-region EPA with the EU.

2012 SADC Free Trade Area comes The main objective is to deepen regional integration.

into force and is fully
implemented

2019 SACUM-UK EPA is signed by all | The agreement includes the UK providing duty-free and

parties in October 2019 guota-free access to goods originating from SACU and
Mozambique, except South Africa. T

2021 Ratification of the AfCFTA The main objective is to substantially increase trade within
Africa, particularly trade in value-added goods and services
across the different sectors of the economy.

Source: Nyiri (1993), Jenkins (2001), Southern African Development Community (2003), European Commission
(2009), International Monetary Fund (2022), Odhiambo and Malefane (2016), TRALAC (2018), African Union
(2023), European Council (2023), International Trade Administration (2023), Office of the United States Trade
Representative (2023), World Trade Organisation (2023)

3.3 An overview of poverty trends and poverty reduction strategies in Lesotho

3.3.1 Overview of poverty outlook in Lesotho

Poverty trends in Lesotho are triggered by different factors some of which are structural, while
others emanate from natural causes. The major factors that contribute to poverty in Lesotho

include, to some extent, the impact of natural disasters like droughts and floods, and to a
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larger extent the inadequate macroeconomic administration and political crisis (Sechaba
Consultants, 1994). In addition to these factors, the migration of Lesotho nationals to South
Africa in search of work at the mines together with the migration of the educated Lesotho
nationals in search of a better standard of life in South Africa, have also contributed to the
extent of poverty in Lesotho (Sechaba Consultants, 1994; Kingdom of Lesotho, 1996; United
Nations Development Programme, 2000). In recent years, poverty trends in Lesotho are more
related with global crisis and rising food insecurity. These aspects are discussed in the latter

part of the current discussion.

In addition to these factors, political factors have also contributed towards economic
stagnation in Lesotho and further increases in the country’s poverty margins. One of the major
events that resulted in the loss of economic activity in some sectors of the Lesotho economy
was the political crisis that took place between August and September 1998 (Kingdom of
Lesotho, 1998). The political instability during the two months in 1998 had a negative impact
on investor confidence and led to work stoppages, reduced working hours and inconsistent
production and delivery of goods. Consequently, there was a rise in unemployment due to
several companies that had to close. The number of establishments that closed operations
are estimated at 246, while the number of jobs lost are estimated between 292 and 3 771
(Mhlanga, 2019).

During the past decade, Lesotho has witnessed some improvement in poverty rates, even
though the overall poverty remained high. Between 2002 and 2017, the rate of poverty in the
country decreased from 56.6% in 2002 to 49.7% of the population in 2017 (Sulla, Zikhali, and
Mahler, 2019). When applying the national poverty line to measure poverty rates in Lesotho,
using the Lesotho Maloti, poverty was measured at 759.20 using 2002 prices and reduced to
648.88 using 2017 prices (Sulla et al., 2019). This reduction in poverty translated to 57 000
people who managed to escape poverty between 2002 and 2017 (Sulla et al., 2019).

In comparison to national levels, when applying the international poverty line based on
US$1.90 per day, in 2017, 27.3% of people in Lesotho were living in poverty. Although this is
lower relative to other countries in sub-Saharan Africa, it is still ranking high when comparing
to lower middle-income countries such as those that are in the SACU region. When comparing
to the rest of the SACU members in the same period between 2002 and 2017, poverty rates
for South Africa, Botswana and Namibia were 18.9%, 16.1%, and 13.4%, respectively (World
Bank, 2022e¢).

Table 5 provides a snapshot of the poverty trends in Lesotho in 1980, 1990, 1994, 2002, 2017
and 2019. Where there is data, all the poverty indicators show a decline in poverty between

the years. For example, between 1980 and 2019, the poverty levels in Lesotho have been on
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the decline, this is evident by the upward trend in household consumption expenditure.
Similarly, between 1994 and 2017, the poverty headcount ratio declined from 50.5 in 1994 to
27.3 in 2017. The data is consistent across the other measures of poverty that have been
tabled. It is however important to note that there was an increase in poverty in 2002. The
reason for this outlier could be that although household consumption increased for households
in urban areas, it declined for households in rural areas and this could be attributed to the Nifio
drought, which along with other difficulties, led to crop losses and severe food insecurity,
especially in rural regions where subsistence farming is the primary means of sustenance
(World Bank, 2021b).

Table 5: Poverty indicators in Lesotho (1994-2017)

Poverty indicators?’ 1980 1990 1994 2002 2017 2019

Poverty headcount ratio at $1.90 a

day (2011 PPP) (% of population) No data No data 50.5 61.9 27.3 No data
Poverty headcount ratio at.natlonal No data 68 No data 56.6 497 59.5
poverty lines (% of population)
Poverty gap at $1.90 a day (2011

. N N 28. 2. 4 N
PPP) (% of population) o data o data 8.6 325 9 o data
Poverty gap at $3.20 a day (2011

N N 40. 48.7 21. N

PPP) (% of population) o data o data 0.6 8 6 o data
Poverty gap at$5.50 aday (2011 | \ o0 | No data 53.9 65 386 No data

PPP) (% of population)

Households and NPISHs Final
consumption expenditure per 40.77 127.09 178 481 905 830.85
capita (constant 2015 US$)

Source: Own compilation from the World Bank (2022e, f, g, h, i, j), Wason and Hall (2004) and Roux (2024)

Considering the household and final consumption expenditure as the measure of poverty,
Figure 13 shows the trend of final household consumption expenditure per capita from 1980
to 2020. This means that when household final consumption expenditure increases, the
poverty rate decreases. Although the household final consumption expenditure per capita in
Lesotho has been increasing over time from 1980 to 2020, Lesotho lags behind its

counterparts in the SACU area.

7 Data on poverty is limited for Lesotho. The table shows only the data that could be found from public sources.
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Figure 13: Household consumption expenditure per capita in SACU-US$ (1980—-2020)
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3.3.2 Poverty reduction strategies in Lesotho (1980-2019)2

Poverty reduction has been a challenge that the Lesotho government has been struggling with
since its independence in 1966. Since the country’s independence, the Lesotho government
has put together policies and plans that are aimed at poverty reduction both at a sectoral level
and at a national level. These strategies include Government Induced Social Protection
Measures, Community Development and Lesotho Fund for Community Development, Foreign
Direct Investment and the Poverty Reduction Strategy Paper. The Lesotho government
adopted the Poverty Reduction Strategy Paper with the aim to improve economic growth and

address structural challenges such as poverty.
3.3.2.1 Government Induced Social Protection Measures

Since 1980, when the government adopted a policy of food self-sufficiency, it has sought to
shield farmers from high agricultural input costs by providing subsidized seeds and fertilizers.
The goal has been to help farmers access improved inputs, achieve greater yields, and attain

household and national food security (Mphale, Rwambali, and Sechaba Consultants, 2003).
3.3.2.2 Community Development and Lesotho Fund for Community Development

The Lesotho Fund for Community Development was founded in 1999 with the aim of reducing
poverty among the poorest people in Lesotho. The fund was set up to reduce poverty through

implementing various programmes that could impact on social, environmental, and economic

8 There is limited information on poverty reduction strategies in Lesotho pre-1990.
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aspects within communities. Apart from social and environmental projects, the fund was also
established to set up an education programme with the objective of providing quality education
to disadvantaged children in communities. The fund also provides support for orphans and

vulnerable community members (Government of Lesotho, 2001).

The community development programmes are aimed at ensuring that communities benefit
from the support that is offered by the programmes. The programmes are established to
reduce poverty rates within communities and to improve the quality of life. It is believed that
Lesotho was well-positioned to successfully implement community development programmes
because the country had effective District Councils who would be responsible for ensuring that
the programmes are carried out successfully (Government of Lesotho, 2001). The District
Councils were established in 1948 by the colonial government as statutory bodies that were
designed to facilitate the participation of the people. They were also tasked with advising the
National Council on matters related to local issues. These bodies were granted significant
authority to enact legislation, oversee finances and fulfil a range of other duties (Government
of Lesotho, 2001).

An area in which the District Councils were particularly effective in was when they rallied big
crowds to participate in local diamond mining. This resulted in many Lesotho natives that had
settled in South Africa having to return to Lesotho to participate in the diamond mine economy.
Local diamond mining expanded quickly from the late 1960s to the early 1970s and developed
into a sustainable economic activity that employed 3 600 people (Government of Lesotho,
2001).

3.3.2.3 Foreign Direct Investment

A year after gaining independence, the Lesotho government established the Lesotho National
Development Corporation in 1967, which was a key tool for attracting foreign direct investment
(FDI) in the commercial, industrial, mining, and tourism sectors. The Lesotho National
Development Corporation concentrated on promoting foreign-owned businesses, while letting
its partner Basotho Enterprise Development Corporation (BEDCO) handle promoting local
businesses. Because the government supports and pays close attention to international firms,
this resulted in significant differences between incentives given to domestic business and

international business (Mashinini, 2000).

Among the advantages that international investors receive for investing in Lesotho are tax
cuts, training incentives, and purpose-built infrastructure. On the other hand, local companies
in Lesotho do not receive the same advantages as foreign investors in that local businesses

continue to deal with high rates of taxes and restrictive trade regulations. These differences
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between local and international businesses have a detrimental effect on efforts to reduce
poverty, create jobs, and overall economic growth because of their restrictive nature on local

enterprises (United Nations Conference on Trade and Development, 2002).

Despite the above-mentioned bottlenecks faced by foreign investors in Lesotho, one of the
developments witnessed in the country’s FDI subsector is that by 2004, 49 clothing
manufacturers had opened in four industrial zones mainly for the purposes of export
processing, which are the Thetsane and Maseru industrial zones areas in the Maseru district,
and the Maputsoe and Ha Nyenye industrial zones in the Leribe district. Lesotho was also
utilising the Agreement on Textiles and Clothing, which the WTO established in 1994 and
which calls for the gradual removal of all quotas in the sector within 10 years, to further its
expansion of the textile industry. at that time, several developing nations, including Lesotho,
saw the removal of sector-specific limitations as an opportunity to boost trade by maximising
textile and apparel exports. As a result, the manufacturing industry in Lesotho started to

expand more quickly than other economic sectors (Bennet, 2006).

The manufacturing industry in Lesotho reached its peak in 1996, when employment reached
56 000 people and a growth rate of 14% was recorded, making the manufacturing subsector
the country’s biggest employer. AGOA, which was introduced by the USA with the goal of
promoting the establishment of market-driven economic policies, political diversity, and the
removal of barriers to USA trade and investment, further stimulated growth in the textile
industry (Mutume, 2006).

Selected African goods, notably textiles, were given duty- and quota-free access to the US
market under AGOA. Consequently, Lesotho was selected by various foreign investors as an
ideal location to conduct business because of the flexible labour rules and the nation’s
privileged access to the US market under AGOA. Due to the Multi-Fibre Arrangement’s (MFA)
rigorous quota restrictions on the markets of the EU and the USA, this resulted in an influx of
Asian investors into Lesotho. The MFA was a quota system put in place by industrialised
nations in 1974 to safeguard their domestic textile and apparel industry and preserve jobs in
the sector. However, the MFA system has been phased out, which has affected the

international demand for textiles, including those produced in Lesotho (Grogan, 2023).

Overall, from an FDI point of view, it may be inferred that the textile industry’s contribution to
Lesotho’s economic growth and subsequently to the elimination of poverty has been declining.
This is because although there is a 10% reduction in company tax and a 0% tax on revenue
for selected enterprises that operate in Lesotho, China’s persistent dominance in the textile
and apparel sector has created competition for Lesotho, which is causing a redirection of

foreign investment (Makhetha and Rantaoleng, 2016). This factor, coupled with the declining
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international demand for textiles following the phasing out of the MFA, are new challenges to

Lesotho’s FDI, which is traditionally dominated by the clothing and textiles subsector.
3.3.2.4 Poverty Reduction Strategy Paper

The PRSP, which was introduced in Lesotho in 2000 and adopted in 2004, came because of
deliberations to alleviate Lesotho nationals from persistent poverty levels in the country.
Alongside the long-term vision of the country, his Majesty King Letsie Ill, who is the Monarch
of Lesotho, urged the citizens to work together to create a long-term Vision 2020 that would
direct economic development in the next 20 years to accelerate sustainable growth and the

reduction of poverty (Kingdom of Lesotho, 2006).

The implementation of the Vision 2020 was built on the foundation of the Poverty Reduction
Strategy (PRS) which was the first step towards the Vision 2020 (International Monetary Fund,
2022). These two publications are a result of protracted consultation and participation
procedures that included local communities, the National Assembly, government ministries,
the private sector, civil society organisations, academia, and development partners. When the
government of Lesotho was preparing the PRS, it consulted more than 200 people in different
villages and communities across the country (Kingdom of Lesotho, 2006). The contributions

of the masses were incorporated in the Vision 2020 and PRS.

Lesotho’s PRSP presents a deliberate approach to achieving rapid and long-term equity-
based economic growth. It comprises plans and intermediate goals to address the country’s
core problems. Some of the core issues that are outlined in the PRS include HIV/AIDS,
employment, food security and infrastructure (International Monetary Fund, 2006). In terms of
structure, there are three interrelated approaches upon which Lesotho’s poverty reduction

strategy is built:

1) The creation of employment through the providing an operating environment that is
favourable and promotes investment in the public sector;

2) The distribution of programmes that are aimed at poverty reduction and that seek to
empower poor people by providing them with income generating opportunities; and

3) Providing a guarantee that policies are favourable and will be implemented fully against

priorities, and that red tape is removed, and productivity is restored.

To end hunger, food insecurity and malnutrition, the government of Lesotho has utilised the
poverty reduction strategy to drive change in the following areas: the quality of and access to
healthcare, the provision of food packages to the poor, and the provision of services in the

country (Kingdom of Lesotho, 2006).
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As a key element addressed in the poverty reduction strategy, the reduction of rural poverty

included the following elements:

e To develop and encourage early childhood schooling;

e The promation of culture to unite the communities and develop tourism industry as a
means to generate income;

e The assessment of legislation is biased to one gender and discriminates the other
gender and thereafter the introduction of policy reforms that are in accordance with
international standards and aligned to those of which Lesotho is a signatory; and

e The proactive prevention of the disregarding of the vulnerable through a fair and
effective justice system and the improvement of facilities used by people with
disabilities (Kingdom of Lesotho, 2006).

Through the consultative process, eight key national priorities were identified and can be

summarised as follows:

e The people place employment and income generating opportunities as high priority.
This employment can be in the form of formal employment of informal employment that
is generating a source of income.

¢ People want to be in a position where they can provide food for their families. This can
either be food that they grow themselves through subsistence farming or food that they
purchase using their income.

e People want access to infrastructure in a way that will lead to the creation of more
factory sites and increase the chances of job creation (Central Bank of Lesotho, 2006).

e Moreover, they want to live in an environment that is peaceful and secured and that is
governed in a democratic, just and transparent manner.

e People want access to healthcare services in all areas of the country and for the
services to be delivered efficiently to all people.

e There is an emphasis on ensuring that all people have access to education, especially
education that is relevant and productive.

¢ People want a guarantee that the environment is preserved for future generations to
live on.

e Lastly, people want to be able to access important public services such as passports
and to be able to easily access these services in places that are accessible to them
(Central Bank of Lesotho, 2006).

The main strengths associated with Lesotho’s PRSP include the extent of community

involvement and consultation in identifying the critical needs of the community is as far as
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poverty is concerned. Also, the commitment towards addressing sensitive issues affecting the
community such as HIV/AIDS, gender equality and the protection of youth and children. And,
lastly, its in-depth analysis of each issue that is identified under each priority area and followed
through with specific approached of addressing each issue (International Monetary Fund,
2006).

Looking at the developments in the country’s poverty status, it can be maintained that although
the poverty rate in Lesotho is currently lower than it was 20 years ago, the overall levels of
inequality and poverty in the country remain relatively high. Evidence from the World Bank
study focusing on poverty in Lesotho (Sulla et al., 2019), reveals that during the time of the
implementation of the PRSP, the poverty rate in Lesotho fell from 56.6% in 2002 to 49.7% in
2017. This decline in poverty, measured by Poverty headcount ratio at national poverty lines,
can be attributed to the impact of the country’s social protection programmes that were
introduced during the past decade, which somehow helped to augment income received by
the poor households. However, even with the decline in poverty during the past decades,
overall, the incidence of poverty persists in significant magnitudes in Lesotho with over 75%
of the population being categorised as either extremely poor or susceptible to poverty (Sulla
et al., 2019).
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CHAPTER 4
THEORETICAL AND EMPIRICAL LITERATURE REVIEW

4.1 Introduction

This chapter aims to provide theoretical and empirical foundations of the relationship between
international trade, economic growth and poverty. The first part of the chapter discusses the
main theoretical frameworks that underpin the linkages between international trade, economic
growth and poverty, mainly: the Heckscher-Ohlin trade theory and the Stolper-Samuelson
theorem. Generally, the Heckscher-Ohlin theory of trade is built on the premise that if a country
exports the goods that use its most abundant factors intensively, this can lead to economic
growth, and wealth is distributed to the owners of the factors of production (in the case of poor
countries that use labour more abundantly, wealth is distributed to the poor). The Stolper-
Samuelson theorem concludes that as the price of goods that are produced by low-skilled

labour increases, the wealth of the poor increases.

4.2 Theoretical linkages between trade and poverty

4.2.1 Heckscher-Ohlin trade theory

One of the predominant trade theories that is commonly used to analyse the effects of
international trade is the Heckscher-Ohlin model, designed by Heckscher (1919) and further
refined by Ohlin (1933). The model focuses on two nations, two commodities and two factors
of production. It shows that each nation can export the goods that use their most abundant
factor intensively and import the goods that uses intensively the scarce factor. For the welfare
of countries to be maximised, the partner countries should export the goods in which uses

their abundant factor most intensively and import the goods in which uses the scarce factor.

Since the comparative advantage of developing countries lies in their abundant labour, the
main beneficiaries of export-led expansion would be labour, and since the owners of labour in
most countries appear to be much poorer than the owners of capital, opening up to trade
should favour the poor more than it would favour the rich (Samuelson 1948; Dornbusch,

Fischer and Samuelson, 1980).

The effects of international trade on a household's welfare can be analysed through two
primary channels: consumption and income. The first channel examines the impact on
household expenditure, as trade influences the prices of consumption items, either increasing
or decreasing the overall cost of living for households. The second channel evaluates the

impact on earnings, as international trade may affect the wage incomes of individuals based
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on their industry affiliation or skill level. Even if wage losses occur, households may still
experience overall welfare gains if consumer prices decline in a way that benefits households.
Therefore, it is crucial to consider the combined impact on a household's budget when
analysing the effects of international trade. Income elasticity is another channel through which
international trade can affect welfare. For instance, if the intensive good has a high-income

elasticity of demand, that is, the price of the good is likely to increase (Bergstrand, 1990).

Having stated the above, it is also important to note that there are cases whereby poor
countries or poor households will be negatively impacted by trade liberalisation. This occurs
in cases where the unskilled are predominantly employed in nontraded sectors (these are
sectors that are rendered by the locals and may include services such as health, retail and
construction), whereas exports are heavily dependent on semi-skilled labour in the short to
medium term (Stewart, 1991). Even though the export market will readjust in the long-term,
poor households are most positioned to suffer temporary adverse shocks, most specifically in

the form of unemployment (Metcalfe and Steedman, 1981).

In conclusion, when evaluating the impact of international trade through the Heckscher-Ohlin
model, it is paramount to note that the model hinges on two views: the first view being of the
increased welfare to poor households who produce and sell labour intensive goods, as well
as relatively less poor households who produce and sell capital intensive goods; the second
view is the cautionary view that states that the poor households may be at a disadvantage of
temporary shocks in the form of unemployment in periods where the export market is

demanding goods that are produced by semi-skilled labour.

4.2.2 Stolper-Samuelson theorem

Another element of trade theory, the Stolper-Samuelson theorem, becomes important in
investigating the theoretical linkages between trade, economic growth and poverty. The
Stolper-Samuelson theorem states that rising the price of a labour-intensive good increases
real labour incomes, while decreasing returns to capital, which is why developing countries
are often urged to increase labour-intensive non-traditional exports. Lower prices for capital
goods or increased competition following trade liberalisation could motivate firms to import
machines and increase their demand for skilled labour (Harrison and Hanson, 1999; Behrman,
Birdsall and Szekely, 2000; Acemoglu, 2003).

However, it is also important to note that to benefit the poor in the form of increased incomes,
the poor need to be flexible enough to be able to move in-between sectors depending on the
economic cycle at that particular. This means that for the poor to benefit from comparative

advantage, they need to switch from contracting sectors and into expanding sectors at any
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given time (Harrison, 1996). Another point similar to that of Harrison (1996) is the one raised
by Attanasio, Goldberg and Pavcnik (2004), which suggests that in the real world, the mobility
of labour may be limited. Attanasio et al. (2004) continue that the reason for limited mobility of
labour is because of barriers to entry and exit for firms, as well as because of barriers to entry

and exit for the actual workers.

Another argument that is brought against the Stolper-Samuelson theorem is from Winters
(2000), who contends that the theorem falls short of addressing real-world questions about
trade and poverty, since it is less effective in multi-commodity multi-factor models and that the

function and personal income distributions are only closely connected.

4.2.3 Alternative approach: Winters (2000)

In response to the arguments against the basic assumption governing the Stolper-Samuelson
theorem, Winters (2000) provides the theoretical structure for explaining the connection
between trade reforms and poverty across three groups of institutions, namely households
and markets, wages and employment, and the government revenue and spending. These are

explained in the discussion below.
4.2.3.1 Household and markets

Since majority of the poor in most countries mainly rely on self-employment as a means of
generating income, the best way to think about poor households is by means of a household
engaged in farming activities which produces products or services, sells its labour and is also
a consumer (Singh, Squire and Strauss, 1986). The real income of the household improves
when there is a rise in the price of the good or service in which they are the net seller of (this

includes labour, products, and services).

Conversely, the real income of the household reduces when there is a decrease in the price
of the good or service in which they are the net seller of (this includes labour, products, and
services). Having explained that although the direct impact of trade openness on poverty is
through price changes of the product that the poor workers are the net seller of. It is also
important to note that apart from wages earned during production, poor households generally
have several income sources, including transfers and remittances from absent members of

the family and income in kind.

The capacity of a household to react to a trade shock influences the size of the impact it
experiences, but this does not necessarily prevent the shock itself. In addition, the impact of
international trade on government revenue is also dependent on how households adjust their

spending when there are price increases. For example, when international trade leads to the
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increase in the price of agricultural goods and services, there may be spillover effects on the
local economy and hence the poor households. For example, when the direct beneficiaries of
the increase in the price of agricultural products adjust their spending patterns, they are most
likely going to spend their extra income on goods and services that are produced locally by
the poor. These goods and services include building, personal services as well as basic

manufacturing services.

The common concern is that opening up the economy would expose it and its component
households to increased risk. They would undoubtedly be exposed to new threats, but the net
effect could be to minimise overall risk, because global markets are often possess more
stability when compared to domestic ones. Conversely, trade liberalisation will increase the
risk either by weakening existing stabilisation mechanisms (which could either be autonomous
or policy-based) or by actively transitioning to a portfolio that provides higher average rewards

but greater uncertainty.
4.2.3.2 Wages and employment

Most of poor people rely on job markets for most of their earnings. Job markets or labour
markets are also a significant route out of poverty (when a person secures employment) or
into poverty (when a person is no longer employed). The effects of international trade on
wages and jobs are therefore significant, particularly with regards to unskilled labour. If
international trade boosts demand for labour-intensive goods, it boosts demand for labour,

and either wages or jobs (or both) will rise.

However, if the poor are, for the most part, in fully unskilled households, while semi-skilled
labour receives a boost, poverty would be unaffected or, potentially, intensified. If poverty is
calculated by including people below the poverty line, it is also relevant where the different
wage rates are relative to the poverty line. If incomes are moved from the poverty line to higher
levels, or if the expanding markets give wages above the poverty line, the poverty line will
decrease. If, on the other hand, incomes do not exceed vital levels, poverty reported may not

be affected despite improvements in welfare.
4.2.3.3 Government revenue and spending

One of the concerns about the effect of international trade on poverty is that it can decrease
government revenue, thereby having a negative impact on poor households that are
dependent on government income. Engagement in international trading and opening up the

economy could potentially reduce revenues that are earned in the form of import taxes. For

60



low-income countries, this could result in unbalanced and compromised government budget
(Shrestha, Kotani , Kakinaka, 2021).

Winters, McCulloch and McKay (2004 ) note that neither theory nor evidence indicates a clear
connection between trade liberalisation and income. Milner, Morrissey and Rudaheranwa
(2001) explain that in the case of tariffs, government revenue would rise with international
trade only if the initial tariff level reaches its maximum level of revenue. According to McCulloch,
Winters and Cirera (2001), the magnitude of the reduction in government revenue would be
minimised if trade volumes and collection rates rise as tariffs decrease. This means that when
government revenue falls (as a result of reduced tariffs, even reaching levels of zero), it is not
a guarantee that the poor will be negatively impacted (McCulloch et al., 2001). It is then up to
the governments and policymakers how the economy makes up for the deficit from other

sources of income, such as taxes and a decrease in government spending.

4.2.4 Institutional approach

One channel through which international trade can be connected to economic growth and
poverty alleviation is through strong social and economic institutions (Pietrucha, Zelazny,
Koztowska and Sojka, 2018). If this is not the case, then the poverty rates in a country are
likely to not be affected by trade openness. Looking at the evolution of institutions in recent
decades, it can be noted that in the 1990s, there was a revival of institutional economics which
has focused its responsiveness to the part of institutional factors in probing the effect of

modifications in levels of quotas and tariffs on economic growth (Le Goff and Singh, 2014).

In the opinion of New Institutional Economics, trade restructuring is institutional change and
the adjustments in tariffs and quotas usually create only a minor part of a considerably bigger
and more intricate process. In this case, international trade is associated with changes in the
relationships that government maintains with the private sector and the world at large.
International trade therefore gives birth to new expectations and adjusted rules in as far as

policies are written and ultimately executed.

As North (1990) explains, institutions governing the economy of a country can vary from
unspoken customs, taboos and old traditions that exist in traditional communities, to more
documented and formalised bodies and laws that govern economic and social conduct in an
advanced society. Clearly stipulated, unambiguous and secure property rights and neutral
implementation of contracts amongst parties are the foundation for a market economy. If these
circumstances do not hold, market movement might be infeasible or extremely sub-optimum.
Individuals will be unwilling to finance fixed assets and will also be reluctant to take part in

long standing contracts.
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4.3. Controversies on trade policy orientation and its implications for poverty

reduction

The controversies around free trade and trade policies have culminated in developed countries
adopting trade plans, growth strategies and investment strategies. Although several
developed countries depended on trade barriers to introduce so-called import-substituting
industrialisation during the thirty years since World War Il, many of them have since undergone
trade reform to different degrees, and we have witnessed a significant change from import-
substituting industrialisation to export-oriented industrialisation. At that time, protectionism
remained the dominant policy of foreign trade for many decades, while import substitution

industrialisation was followed by many developed countries (Singer, 1950).

Rodrik (1995) uses Latin America as an example of a region that has reversed the protectionist
policies that have been in place for decades and have implemented trade liberalisation
programmes. Another study by Musa (1998) revealed that industrialised countries started to
move away from protectionist policies in the 1960s and 1970s and increasingly adopted trade
liberalisation policies. This was supported by the framework provided by the GATT, which

outlined a more coordinated trade liberalisation.

The claims in favour of import-substituting industrialisation are based on two key premises.
Firstly, it was argued that there is an observable secular decline in the international relative
prices of the chief exports of developed countries, primary capital. Second, the manufacturing
industry needs pension assistance in the form of subsidies before the ‘infant factories’ become

grown-up and can cope with their counterparts in the industrialised economies.

In recent years, however, export-oriented industrialisation is at the centre of international trade
(Atesoglu, 1994). With export-oriented industrialisation, developing countries predominantly
have a competitive advantage in labour-intensive manufacturing and consume capital-
intensive products and services. However, higher prices for investment goods mean less gross
investment over time, a lower rate of investment expansion, and a lower level of consumption

(North, 1994), which could counteract the effect of international trade on poverty reduction.

4.4 Empirical studies on international trade and poverty

This section provides an overview of the studies that have been conducted on trade openness
and poverty over the past 12 years (2010—-2024). The review provides a mixture of country
studies as well as panel studies. From the reviewed studies (Table 6), there is no consensus,
and evidence is not unanimous. There have been four outcomes, namely positive, negative,
no impact and inconclusive or mixed. The empirical evidence indicates that the effect of trade

openness on poverty differs from developed to developing countries. The study has found that
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most previous literature have used only one measure of trade openness, being the sum of
trade as a share of GDP. This fact further contributes to the justification of this current study
since it has employed three measures of trade openness to examine the effect of trade

openness on poverty.

Starting with evidence that suggests that there is a positive relationship between trade
openness and poverty, Hassan and Siddigi (2010) investigate the relationship between trade
openness and poverty in Pakistan using the Johansen cointegration technique for the period
1973-2007, the study revealed that trade openness has a weak but positive and significant
relationship with poverty in the short run and the long run. This suggests that an increase in
trade openness results in a decrease in poverty in Pakistan for the sampled period.
Furthermore, the study also investigates the significance of agriculture sector in Pakistan. It
shows that due to the increase in the share of agriculture to GDP, poverty decreases but

insignificantly both in short run and long run period of times.

Similarly, in a study that analysed the relationship between trade and poverty in Africa, Le Goff
and Singh (2014) show that trade openness tends to reduce poverty in countries that have
well-developed financial sectors, provide quality education at high standards, and have well-
developed institutions. The study covered the period 1981-2010 and employed the System
Generalised Method-of-Moment (GMM) estimator. Huazhong, Huazhong and Huazhong
(2017) estimate the connection between international trade and poverty in 31 emerging
countries for the period 1994-2014. The findings of the study reveal that on a general level,
the magnitude of the ability of exports to reduce poverty is greater than that of imports.
Furthermore, the study adds that specifically exports in the service sector play a bigger role
towards poverty reduction. On the other hand, the agricultural sector imports play a big role

towards poverty reduction.

In comparison, Anetor, Ebes Esho and Verhoef's (2020) examine the impact of trade on
poverty alleviation across 29 countries in sub-Saharan Africa for the period 1990-2017 used
the Feasible Generalised Least Squares FGLS technique. The results of their study reveal
that trade openness has a positive and significant impact on poverty alleviation. Yameogo and
Omojolaibi (2021) investigated the relationship between trade openness, economic growth
and poverty level from 1990 to 2017 in 40 countries in sub-Saharan Africa using the Panel
ARDL and the System of GMM Technique. The findings from the study revealed that trade
openness has a negative impact on poverty in the short run while it has a positive effect in the

long run.

Adegboyo, Efuntade, Olugbamiye, and Efuntade (2021) use the ARDL estimation technique

to estimate the relationship between trade openness and poverty in Nigeria between 1985-
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2020. The study uses the KOF globalization index as a proxy for trade openness and working
poverty rates as a proxy for poverty and found that an increase in trade openness leads to a
reduction in poverty. Sunge, Kumbula and Makamba (2021) used the GMM estimation
technique to estimate the relationship between trade openness and poverty between 2003-
2017 in the Sub-Saharan African region. The study found there to be a positive relationship

between trade openness and poverty during this period.

Agu, Fasina and Oshodi (2022) used the ARDL estimation technique and estimated the
relationship between trade openness in Nigeria between 1986-2019 and found there to be a
positive relationship between trade openness and poverty. Fauzel (2022) studied the
relationship between trade openness and poverty in Mauritius between 1990-2017 using the
VECM technique. The study found there to be a positive relationship between trade openness
and poverty in the long run while there is a negative relationship between trade openness and

poverty in the short run.

Gonese et al.,(2023) investigates the relationship between trade openness and poverty in
SADC between 1980-2019 using the panel ARDL estimation technique. The study uses the
human capital index as a non-income measure of poverty and finds there to be a positive
relationship between trade openness and poverty in the long run. Furthermore, the study finds
that trade openness leads to a reduction in poverty in the presence of high economic growth
and human capital development. Nessa and Imai (2023) use the GMM to estimate the
relationship between trade openness and poverty for 98 developing countries between 2000-
2016. The study uses three subsamples which are low income, lower-middle income and
upper-middle income developing countries and finds that trade openness reduces poverty
significantly and that this relationship is further boosted by the upper-middle income

developing countries.

In their study, Chhabra, Giri and Kumar (2023) estimate the relationship between trade
openness and poverty for Brazil, Russia, India, China and South Africa (BRICS) between
1991-2019 using the GMM and DCCE estimation technique, found there to be a positive
relationship between trade openness and poverty reduction. The study found that although
trade openness leads to a reduction in poverty through an increase in income, the negative
effects of governance on poverty reduction dilute these benefits through a weakened trickle-
down effect. This coupled with rising inequality dilute the positive impact of trade openness on

poverty reduction in the BRICS trade bloc.

Focusing on South Africa, Maluleke and Vacu-Ngqila (2024) employed the ARDL approach to

cointegration and found a positive relationship between trade openness and poverty reduction
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only in the long run. These findings led to the conclusion that in the long run, trade openness

leads to a reduction in poverty in South Africa.

Using a sample of developing and emerging countries, Pradhan and Mahesh (2014)
investigate the role of international trade in eradicating poverty in 25 countries over the period
2000-2010. Their study employs the Johansen cointegration method. The findings of the study
suggest that poverty has a negative association with total trade, exports, imports, as well as
merchandise trade. This suggests that an increase in trade openness, results in increased
poverty for the selected developing countries when considering the sampled period. Similarly,
a study by Guillaumont-Jeanneney and Kpodar (2011) investigates the relationship between
trade openness and poverty for a sample of developing countries during 1966—2000 using the
General Method of Moments (GMM) estimation method. The results of the study reveal that

there is a negative relationship between trade openness and poverty.

In comparison, Tariq (2011) employed the GMM to estimate the relationship between trade
openness and poverty in Pakistan over the period 1970-2006 and found there to be a negative
relationship between trade openness and poverty. This suggests that in this case, an increase
in trade openness, accentuates poverty and does not alleviate poverty. Instead, the study

revealed that human capital plays a critical in poverty reduction as opposed to trade openness.

A study by Onakoya et al. (2019) examines the relationship between trade openness, poverty,
and economic growth for 21 African countries over the period 2005-2014. The study employed
the Johansen cointegration method of estimation. The results of the study reveal that
international trade has a negative relationship with poverty, which suggests that for the 21
countries under study, as trade increases, the poverty rate increases. In this instance, trade

openness does not lead to poverty alleviation, but results in increased poverty.

On the other hand, literature also reveals there to be no relationship between trade openness
and poverty. A study that investigated the relationship between trade openness and poverty in
43 countries in Africa over the period 1980-2011, Anyanwu (2013) used the two-step (IV)
efficient GMM estimation method, and the findings reveal that there is a positive but
statistically insignificant relationship between trade openness and poverty. Similarly, looking
at studies in sub-Saharan Africa, a study by Singh and Huang (2015) analysed the relationship
between trade openness and poverty for the period 1992-2006 using the Feasible
Generalised Least Squares method. Their study finds that there is no statistically significant

relationship between trade openness and poverty.

Agusalim (2017) studied the dynamic effect of trade openness on poverty in Indonesians
between 1978 to 2015 using VECM technique. The study revealed that trade liberalisation

insignificantly impacted poverty in the short run while in the long run, it was found to lead to a
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reduction in poverty. Sattar, Karim and Munir (2022) use 45 developing countries from Asia
and Africa to investigate the relationship between trade and openness between 1995-2020
using the GMM estimation technique. The study found there to be an unclear relationship
between trade openness and poverty reduction. However, the study did find there to be an
indirect link between trade openness and poverty reduction through economic growth and
financial development. The study found that trade openness coupled with increased economic
growth and improved financial development has a positive impact on poverty reduction
through a decrease in inequality, balanced income distribution and therefore a reduction in

poverty.
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Table 6: List of empirical studies

Impact of trade

Kumar (2023)

India, China and
South Africa
(BRICS)

Author Country Period Methodology openness on poverty
alleviation
Hassan and Siddigi | Pakistan 1937-2001 Johansen Positive
(2010) cointegration
Anyanwu (2013) 43 African 19802011 Two-step (V) Positive
countries efficient GMM
Le Goff and Singh African countries 1981-2010 GMM Positive
(2014)
Huazhong et al. 31 emerging 1994-2014 GMM Positive
(2017) countries
Agusalim (2017) Indonesia 1978-2015 VECM Positive
Anetor et al. (2020) | 29 countries in 1990-2017 FGLS Positive
Sub-Saharan
Africa
Yameogo and Sub-Sahan 1990-2017 Panel ARDL and GMM | Positive
Omojolaibi African countries
(2021)
Adegboyo, Nigeria 1985-2020 ARDL Positive
Efuntade,
Olugbamiye, and
Efuntade (2021)
Sunge, Kumbula Sub-Sahan 2003-2017 GMM Positive
and Makamba African countries
(2021)
Mbah, Agu, Fasina Nigeria 1986Q1- ARDL Positive
and Oshodi (2022) 201904
Fauzel (2022) Mauritius 1990-2017 VECM Positive
Gonese, Tsegaye, SADC 1980-2019 Panel ARDL Positive
Khumalo and
Kapingura (2023)
Nessa and Imai 98 developing 2000-2016 GMM Positive
(2023) countries
Chhabra, Giri and Brazil, Russia, 1991-2019 GMM and DCCE Positive
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Guillaumont- Developing 1966—2000 GMM Negative
Jeanneney and countries

Kpodar (2011)

Tariq (2011) Pakistan 1970-2006 GMM Negative
Pradhan and 25 developing 2000, 2005, Johansen Negative
Mahesh (2014) countries 2010 cointegration

Maluleke and Vacu- | South Africa 1990-2021 ARDL Negative
Ngqila (2024)

Onakoya et al. 21 countries in 2005-2014 Johansen Mixed
(2019) Africa cointegration

Sattar, Karim and 45 developing 1995-2020 GMM Mixed
Munir (2022) countries

Singh and Huang 37 countries in 1992-2006 FGLS None

(2015)

sub-Saharan
Africa
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CHAPTER 5
METHODOLOGY

5.1 Introduction

This chapter outlines the methodological aspects of the current research. The chapter is
divided into three main sections, which are explained as follows: In the first section, the
discussion focuses on the empirical model, followed by a full description of the variables.
Thereafter, the discussion elaborates on the analytical framework that will be adopted in this
study. This study is based on time series data from 1980 to 2019 for South Africa and Lesotho,
with poverty data represented by final household consumption expenditure, per capita
represented in US$, and trade data represented by exports and imports as a percentage of
GDP.

In addition to the trade openness variable which is proxied by exports and imports as a share
of GDP, exports as a share of GDP and imports as a share of GDP. Therefore, this study
includes three proxies of trade in which to measure the effect of trade openness on poverty.
The inclusion of exports of goods and services as a percentage of GDP and imports of goods
and services as a percentage of GDP is used to ensure the study is robust as well as to
examine the individual effects of exports and imports on poverty. The data is obtained from
the World Bank and Penn World Tables (Feenstra et al., 2015), which are deemed reputable
sources of data. The control variables included in the study are inflation rate proxied by CPI,
economic growth proxied by GDP per capita and human capital proxied by Governments

expenditure on education as a share of GDP.

5.2 Empirical model and definition of variables

The study investigates the impact of trade openness, inflation, economic growth and education
on poverty using the theoretical model of Maluleke and Vacu-Nggila (2024), Le Goff and Singh
(2014) and Berg and Krueger (2003) and. In the initial study, Le Goff and Singh (2014)
estimate the relationship between trade and poverty using pooled cross-country and time-
series data from 1981 to 2010 for 30 African countries. The control variables used in this study
include GDP per capita as a measure of economic development, education as a measure of
human capital, private credit as a share of GDP as a measure for financial deepening and

Consumer Price Index as a measure of inflation.
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5.2.1 Empirical model

The current study adopts, with modifications, the model of Le Goff and Singh (2014) and Vacu-
Nggila (2024). The first modification is that the current study uses the Le Goff and Singh model
in a time-series context and not in a cross-sectional context. The second modification is that
this study employs final household consumption expenditure per capita as a measure of
poverty, whereas Le Goff and Singh (2014) use the headcount ratio. The reason for using final
household consumption expenditure in the present study is because of the gaps in data for
headcount ratio. According to Zizmond (2015), final household consumption expenditure per
capita is favourable because it is in line with the World Bank’s (1990) definition of poverty,
which is defined as not being able to attain the minimum standard of living that is measured
in terms of basic consumption needs. Furthermore, according to Statistics South Africa (2024),
there is global consensus that household consumption expenditure is an important measuring
tool that offers policymakers unique insights into living standards, specifically around poverty
and inequality. The third modification is that the Le Goff and Singh (2014) study includes
bureaucracy quality as a measure of institutional quality, whereas this study does not include

this variable due to gaps in data.

The general specification for the empirical model for the current study can be described as

follows:

Model 1: Trade openness (exports plus imports as a share of GDP)

Poverty = f(trade openness, economic growth, macroeconomic instability, education)..(1)
The specification in (1) can be presented in equation form as follows:

POV, = By + BiTOP; + BoINF4+B3GRO; + BoaEDUp + €p oo (2)

Model 1 (augmented with dummy variable): Trade openness (exports plus imports as a

share of GDP, with dummy variable)

Poverty =

f (trade openness, economic growth, macroeconomic instability, education, dummyy variable)

The specification in (3) can be presented in equation form as follows:
POVt = BO + ﬁlTOPt + ﬁz[NFt+ﬁ3GROt + ‘B4EDUt + ,BSDUMII + St ...................................... (4)
Model 2: Trade openness (exports as a share of GDP)

Poverty = f(exports, economic growth, macroeconomic instability, education) .............. (5)



The specification in (5) can be presented in equation form as follows:
POV, = By + BLEXP; + BoINFi4+B3GRO; 4 BoEDUp 4 €4 oo (6)

Model 2 (augmented with dummy variable): Trade openness (exports as a share of GDP,

with dummy variable)

Poverty = f(exports, economic growth, macroeconomic instability, education, dummy).(7)
The specification in (7) can be presented in equation form as follows:

POV, = By + B1EXP; + BoINFi+B3GRO; + BuEDU; + BsDUMp 4 €5 oo (8)
Model 3: Trade openness (imports as a share of GDP)

Poverty = f(exports,economic growth, macroeconomic instability, education) .............. (9)
The specification in (9) can be presented in equation form as follows:

POV, = By + BiIMP; + BoINFy+B3GRO; + ByEDUp 4 €1 oo (10)

Model 3.1 (augmented with dummy variable): Trade openness (imports as a share of

GDP, with dummy variable)

Poverty = f(exports,economic growth, macroeconomic instability, education) ............ (11)
The specification in (11) can be presented in equation form as follows:

POV, = By + BLIMP; + BoINF,+B3GRO; + BLEDU; + BsDUMy + € oo (12)

Where POV is the dependent variable representing Poverty measured as household
consumption expenditure per capita; TOP, EXP, IMP, INF, GRO, EDU and DUM are the
regressors representing trade openness, exports, imports, inflation, economic growth,
education and the dummy variable respectively. Trade openness, exports and inflation
represent trade openness proxies in Model 1, 2 and 3 respectively. The dummy variable is
included under the augmented versions of Model 1, 2 and 3 to account for structural breaks
in Lesotho occurring from 1990 as a result of the retrenchments of Lesotho nationals from

South African mines.

The subscript t represents time while 5, and g; (where | = 1,2...,5) represent the intercept and

parameters to be estimated; while &, represents the error term.
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5.2.2 Theoretical and Empirical Underpinnings of the Model
5.2.2.1 Poverty (dependent variable)

The phenomenon of poverty, as explained by Calderén, Loayza and Schmidt-Hebbel (2005),
is complex. It manifests itself in different ways and in different situations across places and
across people. In most cases, poverty is defined as a situation of not having adequate
resources. Poverty can also be associated with a lack of opportunity or poor education and
may therefore be linked to insecurity for the future. When defining the extremes of poverty,
one can say that poverty is being unable to meet basic human needs such as food, water,

housing and healthcare services.

Generally, the literature distinguishes between five indicators of poverty: final household
consumption expenditure per capita, the headcount ratio, the poverty gap, the Gini coefficient,
and the income of the poorest quintile. This study will adopt final household consumption

expenditure per capita.

Final household consumption expenditure per capita is defined as Households and Non-Profit
Institutions Serving Households (NPISHSs) final consumption expenditure per capita (constant
2015 US$). According to Zizmond (2015), because of unavailability of full datasets in most of
the developing countries, there are several poverty proxies that have been developed over

the years.

Some studies have used poverty indicators based on the income inequality data developed
by Deininger and Squire (1996) and Lundberge and Squire (1998). These datasets include
income, headcount ratio and the Gini coefficient as proxies for poverty. Another poverty proxy
that has been used to measure poverty in developing countries is annual income per capita.
However, according to Odhiambo (2009, 2011), the annual per capita income is not a reliable
measure of poverty, and for this reason Ravallion (1992) proposes the final household income
expenditure per capita as a reliable measure of poverty. Studies that have used the
consumption-based model include Maluleke and Vacu-Nggqila (2024) and Maluleke (2018).
Ravallion (1992) and Zizmond (2015) assume that the higher the final household consumption

expenditure per capita, the lower the poverty rate.
5.2.2.2 Trade openness

Trade openness can be categorised into two categories, which are incidence-based measures
of trade openness and outcome-based measures of trade openness (Spilimbergo, Londofio
and Székely, 1999). The incidence-based measures of trade openness are based on

international trade policy and on data on tariffs. On the other hand, the outcome-based
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measures of trade openness are based on trade data. Because the current study aims to
estimate the relationship between actual trade openness on poverty, and not the impact of
trade liberalisation policies on poverty, the measure of trade openness that is used is the one
that relies on trade data. Thus, this study adopts the outcome-based measures of trade

openness.

The study adopts three measures of trade openness, the first one being the sum of exports
and imports as a share of GDP, the second one being exports as a share of GDP and the third
one being imports as a share of GDP. The reason that the study includes exports and imports
separately in addition to the sum of exports and imports is to determine whether exports and
imports as single factors would have a significant impact on poverty levels in South Africa and
Lesotho between 1980-2019.

According to the World Bank (2023c), the benefit of the outcomes-based measure of trade
openness is that it considers the importance of exports and imports of goods and services in
an economy, thereby providing a reasonable indication of the reliance of domestic producers

on international demand and of domestic consumers on international supply.

The sum of exports and imports as a percentage of GDP is regarded as a conventional
measure of trade openness and has been used in similar previous empirical studies based on
developing countries, including those by Anyanwu (2013) and Singh and Huang (2015). For
instance, Anyanwu (2013) estimates the relationship between poverty and economic growth
in 43 African countries and employs trade openness variable which was measured by the ratio

between exports and imports as percentage of GDP.

In another study, Onakoya et al. (2019) estimate the relationship between trade, poverty, and
economic growth for 21 African countries and also employ the conventional measure of trade
openness. Similarly, Anetor et al. (2020) use the conventional measure of trade to estimate
the relationship between trade, poverty and economic growth for 21 African countries. More
recently, Hassan and Siddigi (2010) used the conventional measure of trade openness to

assess the impact of foreign direct investment on trade and poverty.

Similarly, Silajdzic and Mehic (2018) use exports as a share of GDP and imports as a share
of GDP individually to determine the impact of trade openness on economic growth. The study
also uses exports and imports as a share of GDP as a proxy for trade openness. A study by
Maluleke and Vacu-Nggila (2024) in their study on the relationship between trade openness
and poverty in South Africa uses two proxies of trade openness. The study uses the sum of
exports and imports as a share of GDP and uses exports as a share of GDP. In a study to

examine the impact of trade openness on economic growth, Malefane and Odhiambo (2018)
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employ three proxies of trade openness. The first proxy is the sum of exports and imports as
a share of GDP, the second one is exports as a share of GDP and the third one is imports as
a share of GDP.

Based on previous studies, this study expects that the coefficient for the three proxies for trade
openness (sum of exports and imports/GDP, exports/GDP and imports/GDP) will be positive.
This will indicate that as trade increases, this will lead to an increase in household

consumption expenditure, which will therefore result in a corresponding decrease in poverty.
5.2.2.3 Control variables

In line with Maluleke and Vacu-Nggqila (2024) and Le Goff and Singh (2014), this study includes
a set of control variables that are widely used as variables determining poverty, as can be
seen in Table 7. The selected control variables are economic growth, measured by the GDP
per capita, macroeconomic instability, which is represented by the inflation rate and human
capital which is measured by government expenditure on education. Berg and Krueger (2003),
Grossman and Helpman (1991) and Lucas (1988) explain that the justification for including
GDP per capita as a measure of economic growth can be attributed to the common
understanding that economic growth is key to sustained poverty alleviation and trade
liberalisation is argued to lead to the needed increases in productivity to sustain growth. Based
on previous studies, this study expects that the coefficient of the economic growth will be
positive, indicating that as economic increases, this will lead to an increase in household

consumption expenditure, which will therefore result in a corresponding decline in poverty.

Macroeconomic instability is an important variable in that inflation is a critical issue for
policymakers and causes uncertain and unstable economies, hence the inclusion of the
inflation rate in the empirical analysis of the current study. In addition, Munir and Kiani (2011)
maintain that an increase in the inflation rates negatively impacts on the poor and the
consumption basket of the poor reduces significantly. The study expects inflation to have a
negative coefficient, which means that an increase in the inflation rate will lead to a decline in

household consumption expenditure, which will lead to increased poverty.

The inclusion of education as a control variable in this study is important because according
to Hajebi, Billing and Hajebi (2023) government expenditure on education is considered an
effective mechanism to motivate individuals to improve their level of educated. In addition, Le
Goff and Singh (2014) explain that as the population is education, people can be able to
acquire new skills needed to support growing sectors and respond promptly to the new
requirements of the labour market (Le Goff and Singh, 2014). Since an improvement in the

level of education points to an increase in the human capital of the country, increased
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government expenditure on education is expected to have a positive impact on economic
growth and consequently inequality reductio which would lead to a decrease in poverty (Hajebi
et al., 2023).
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Table 7: Data sources and variable description

Variable Description Source

Households and NPISHs final consumption expenditure

. World Bank Data
per capita (constant 2015 US$)®

Poverty (POV)

Trade openness (TOP) Sum of exports and imports as a share of GDP World Bank Data
Exports (EXP) Exports of goods and services as a share of GDP World Bank Data
Imports (IMP) Imports of goods and services as a share of GDP World Bank Data
Macroeconomic Inflation measured as annual percentage change in

. . . World Bank Data
instability (INF) consumer prices

GDP per capita measured as Nominal GDP divided by Penn World Tables

Economic growth (GRO . )
ic growth ( ) population size (Feenstra et al., 2015)

Government expenditure on education as a percentage

Education (EDU) of GDP

World Bank Data

5.3. Estimation techniques

5.3.1 Stationarity tests

The autoregressive distributed lag (ARDL) works on the assumption that all variables should
be stationery in levels meaning that they are integrated of order zero, i.e. [(0), or are integrated
of order one, i.e. I(1). Therefore, it is necessary that prior to the ARDL estimation technique,
unit root tests are carried out to determine the stationarity property of the data. Three types of
stationarity tests are employed in the current study: these are the Augmented Dickey-Fuller
(ADF) unit root test, the Phillips-Perron (PP) unit root test, and the Perron (1989) test, which

tests for unit roots in the presence of structural breaks.

The idea that a time series known to possess statistical properties that remain constant over
time is referred to as the assumption of stationary data. A stationary time series, more
particularly, is one in which the mean, variance, and autocorrelation structure do not change
over time. This is an essential assumption since numerous time series analytic methods, such
as those employed in forecasting, are founded on the notion that the underlying patterns and
relationships in the data are constant across time. The most common type of statistical test to

determine whether a time series is stationary or not is the ADF Test (Rudebusch, 1992). This

9 Poverty data is in constant terms while the other variables are in nominal terms. This is due to a gap in data for Lesotho.
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study will first apply the ADF and the PP test to the natural logarithm of the series to determine

stationarity.

Another important factor that needs to be accounted for when dealing with time series data is
testing for stationarity in the presence of structural breaks. Structural breaks refer to large,
uncommon shocks (both exogenous and those induced by policy) that impact the level or the
rate of growth of the series and cause regime transitions (Startz, 1998). For the purposes of
testing for unit roots in the presence of structural breaks, this study employs the Perron (1989)

test.

5.3.2 Cointegration test

This study employs the ARDL method to evaluate the long run and short run effects of trade
openness on poverty in South Africa and Lesotho. The ARDL model was initially developed by
Pesaran and Shin (1999) and later refined by Pesaran, Shin and Smith (2001). The step that
follows post the estimation of the level of integration of the variables is to find the short run
and long run dynamic relationship between the variables of interest. The study applies the
bound test approach to cointegration within the framework of the ARDL approach to uncover
the presence of cointegration among the variables. Consequently, the purpose of a bounds
test is to investigate the presence of a long-term association between poverty and the

explanatory factors.
According to Pesaran et al. (2001), the advantages of the ARDL model include the following:

e The ARDL technique is free of residual correlation which means that the technique
does not face problems associated with endogeneity.

e The ARDL model is best suited for studies with a small sample size, whereas the
conventional cointegration technigues such as Johansen cointegration is better suited
for studies with a large sample size.

e The ARDL technique does not require the variables to be classified into 1(0) or (1)
which implies that the ARDL approach does not face the pre-testing problems related
with standard cointegration, which necessitates that the variables are already
classified into 1(1) or I(0).

The bounds test's determination of cointegration is accomplished by examining the F-test,
which is utilised to assess the existence of the long-term relationship (Pesaran et al., 2001).
In the process of applying the ARDL bounds test, the estimation approach requires the two
steps. The first step of the analysis is where the F statistic determines the existence of any

long-term relationship between the variables. The second step of the analysis involves the
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estimation of the coefficients of the long run relationship and determination of their values,
followed by the approximate calculation of the short run elasticity of the parameters with the

error correction representation of the ARDL technique.
The ARDL model for the current study can be specified as:

AlnPOV = [24)) + 2?21 ﬁli AlnPOVt_i + 23:0 2i Al')’lTOPt_i + ZE?ZO 3i AlnINFt_i +
Y™ _ o Bai AINGRO,_; + X7 _y Bs; AIMEDU,_; + ,InPOV,_; + @,InTOP,_; + @3 AInINF,_, +
DaINGRO;_1 4 D5INEDU;_1 4 € oo (13)

where In represents the log of the variables, TOP, INF, GRO and EDU, which have been
defined previously as the control variables representing trade openness, macroeconomic
stability, economic growth and education, respectively; a, is the constant term; g, to Ss
represent the short run coefficients; @, to @5 represent the long run coefficients; and e;

represents the error term.

To establish whether there exists a long run relationship between the variables, the
cointegration test is performed using the following equations, which indicate both the null and

alternative hypotheses underlying the test:

Hy: By=B,=P3 =1 =Ps=0

Hy: By # By # Pz #Ps# Ps #0
where H, represents the null hypothesis and H; represents the alternative hypothesis.
To establish the validity of the null hypothesis, the following conditions are checked:

o If the calculated F statistic is higher than the upper bounds F statistic, the conclusion
is that there is cointegration, thus, the null hypothesis if no cointegration is rejected.

e However, if the calculated F statistic is lower than the lower bounds F statistic, the null
hypothesis cannot be rejected, thus, the conclusion is that there is no cointegration.

e Lastly, if the calculated F statistic lies between the upper bounds and lower bounds,

the result the cointegration test is inconclusive.

5.3.3 Error correction model

Following the cointegration test, the estimation of the Error Correction Model associated with
the ARDL is determined. The specification of the ARDL-based Error Correction Model for the

current study is specified as follows:

AlPOV = ag + Yiw; aq; AnPOV_; + 1o @y AInTOP,_; + Xli_gaz; AMINF,_; +
Yo Aai AIMGRO_; + X1 g as; AIMEDU;_; + @ECT; 4 € wvvvvvviiiiiiieiiiee (14)



where ¢ represents the coefficient of the error correction term, illustrating the long run

dynamics; ECT is the error correction term; and ¢, is the residual error term.

According to Malefane and Odhiambo (2021), for the long run relationship between the
variables to exist, the coefficient of the error correction term ¢ is expected to be less than 1,
negative and statistically significant. The error correction term is a used to analyse the short-
term dynamics and long-term relationship between variables. It measures the speed at which

the variables return to their long run equilibrium following a short-term shock.

The methodology applied addresses the hypotheses that has been outlined in the beginning
of the study. The ARDL model is applied to evaluate the long run and short run effects of trade
openness on poverty. This is done by first confirming, through the bounds test, the presence
of cointegrating relation between the variables. This addresses the hypothesis that trade

openness has a positive effect on poverty in the long run and short run.
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CHAPTER 6
DISCUSSION OF EMPIRICAL FINDINGS

6.1 Introduction

This chapter provides an analysis of the results of the estimation techniques explained in
Chapter 5. The chapter is divided into five sections including the introductory remarks.
Following this introduction, the second section presents the results of the unit root test, which
are obtained from the Augmented Dickey-Fuller (ADF) test and the Phillips-Perron (PP) test.
Thereafter, the discussion focuses on the results of the F-bounds cointegration test, followed
by the results of the long run estimations. The last section presents the results of the error

correction model, which are accompanied by stability diagnostics.

6.2 Descriptive Statistics

Descriptive analysis was carried out before the variables were transformed into logs. The
variables used are POV (Poverty ((Household consumption expenditure per capita)); TOP
(Trade openness (Exports and imports)/GDP)); EXP (Exports (Exports/GDP)); IMP (Imports
(Imports/GDP); INF (Inflation (Consumer Price Index)); GRO (Economic growth (Real GDP
per capita)) and EDU (Education (Government expenditure on education)). The study adopts
annual data, spanning over the period 1980 to 2019. Table 8 and 9 presents the mean, median,
maximum and minimum values, standard deviation, skewness and kurtosis for the variables

in this study for South Africa and Lesotho respectively.

For South Africa, the results show that POV has a mean of 2757.041, maximum of 3439.975
and minimum of 2225.081. TOP has a mean of 42.581 with a maximum value of 57.04 and a
minimum value of 29.381. EXP has a mean of 25.012 with a maximum of 32.254 and a
minimum of 18.9552. IMP has a mean of 22.13 with a maximum of 33.719 and a minimum of
15.366. INF has a mean of 8.771 with a maximum of 18.654 and a minimum of -0.692. GRO
has a mean of 11187.575 with a maximum of 12918.651 and a minimum of 9396.513. EDU
has a mean of 5.381 with a maximum of 6.6 and a minimum of 4.6. All variables are positively
skewed except EXP. Regarding kurtosis, all the variables are less than 3, implying that the

observations are fat or short-tailed in distribution.

For Lesotho, the results show that POV has a mean of 424.479, maximum of 905.26 and
minimum of 40.771. TOP has a mean of 131.875 with a maximum value of 160.861 and a
minimum value of 113.719. EXP has a mean of 25.493 with a maximum of 53.226 and a

minimum of 1.518. IMP has a mean of 55.075 with a maximum of 94.878 and a minimum of
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6.957. INF has a mean of 10.151 with a maximum of 33.812 and a minimum of 3.218. GRO
has a mean of 1822.443 with a maximum of 3098.559 and a minimum of 984.523. EDU has

a mean of 6.381 with a maximum of 9.73 and a minimum of 3.014. All variables are positively

skewed. Regarding kurtosis, all the variables are less than 3, implying that the observations

are fat or short-tailed in distribution.

Table 8: Descriptive Statistics for South Africa

POV TOP EXP IMP INF GRO EDU
Mean 2757.0414 42.581 25.012 23.13 8.771 11187.575 5.381
Median 2496.066 41.58 25.493 22.85 7.284 10946.266 5.23
Maximum 3439.957 57.704 32.254 33.719 18.654 12918.651 6.6
Minimum 2225.081 29.381 18.955 15.366 -0.692 9396.513 46
Std. Dev. 462.229 7.758 3.36 4.61 4.652 1201.092 0.519
Skewness 0.471 0.22 -0.007 0.191 0.331 0.124 0.702
Kurtosis 1.467 2.035 2.313 2.232 2.144 1.542 2.524
Table 9: Descriptive Statistics for Lesotho

POV TOP EXP IMP INF GRO EDU
Mean 424.479 131.875 25.493 55.075 10.151 1822.443 6.318
Median 390.985 130.019 18.692 59.987 9.754 1605.725 6.553
Maximum 905.26 160.861 53.226 94.878 33.812 3098.559 9.73
Minimum 40.771 113.719 1.518 6.957 3.218 984.523 3.014
Std. Dev. 310.776 11.678 20.618 32.291 5.73 702.34 2.138
Skewness 0.223 0.509 0.064 -0.193 1.811 0.603 -0.149
Kurtosis 1.458 2.475 1.206 1.388 8.303 1.942 1.725
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6.3 Results of unit root tests

Table 10: Results of unit root test for South Africa

ADF

Variable Model i in(t)e;d(rer:\t(i)c:n
Levels 1st difference Levels 1st difference 9

LPOV Constant -0.1806 -3.9590%*** 0.0812 -3.7430*** 1(2)
Constant & Trend 26591 3.9725 -1.6633 -3.8683** 1(1)
Without Constant & 1.5654 B 2.2900 -
Trend

LTOP Constant 14773 -6.3816%+ -1.4023 -6.4341%** 1(2)
Constant & Trend 27178 64573+ -2.5705 -6.5470%* 1)
Without Constant & 0.0333 } 0.0766 -
Trend

LINF Constant -2.6836* 5.1924%% -2.6798* 7.6575%* 10)
Constant & Trend 48277 5,110 -4.8483 7.7733% 1(0)
Without Constant & ) _ _ -
Trend

LGRO | Constant -0.9603 -3.7412%%+ -0.7315 -3.7885%+ I2)
Constant & Trend -2.7305 -4.0568** -1.8512 -4.1369** 1(1)
Without Constant & 0.1282 B 0.3991 -
Trend

LEDU Constant 25381 -7.8165** -2.5415 -7.8165*** 1(1)
Constant & Trend 2.7169 7.7054%** -2.7555 7.7054%* 1(2)
Without Constant & 0.1804 B 0.1804 -
Trend

LEXP | Constant -2.5076* -6.0709%* -2.7265* 6.9828++ 1(0)
Constant & Trend -3.5231* -5.9507** -3.5231* -7.0830%+ 100)
Without Constant & ) ; _ -
Trend

LiMP Constant -1.4773 -6.3816%** -1.4023 -6.4341%% I(1)
Constant & Trend -2.7178 6.4573% -2.5705 6.5470%+ I(1)
Without Constant & *kk
Trend 0.0333 - 0.0766 -6.5334

Levels of significance denoted by *** for 1%; ** for 5%; and * for 10%

For South Africa, LPOV is stationary at I(1) using both the ADF and PP tests when constant
and constant and trend are included. These results are consistent throughout the three proxies
of trade openness represented by LTOP, LEXP and LIMP. On the other hand, the results are
mixed across the other control variables, namely LINF, LGRO and LEDU. LINF is stationary
at levels when constant and constant and trend are included when using both ADF and PP
test. LGRO is stationary at first difference when constant and constant and trend are included
when using both the ADF and PP test. LEDU is stationary at first difference when constant

and constant and trend are included when using both the ADF and PP test.
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For Lesotho, LPOV is stationary at I(1) using both the ADF and PP tests when constant and

constant and trend are included. LTOP and LIMP are stationary at levels and at first difference.

LEXP is stationary at first difference when constant and constant and trend are included using

both the ADF and PP test. The order of integration for the other control variables is mixed.

LINF is stationary at levels when constant and constant and trend are included when using
both the ADF and PP tests. LGRO and LEDU are stationary at first difference when constant

and constant and trend are included using both the ADF and PP tests.

Table 11: Results of unit root test for Lesotho

Variable

Model

ADF

PP

Levels

1st difference

Levels

1st difference

Order of
integration

LPOV

Constant

-3.5734

-4.6273%

-3.4770**

-4.5872%**

I(2)

Constant &
Trend

0.3520

-5.9667***

1.0149

-6.0050***

I(1)

Without
Constant &
Trend

5.0801

LTOP

Constant

-3.7647%**

-6.5395***

-3.6508***

12.0533***

1(0)

Constant &
Trend

-3.6371**

-5.7317***

-3.5437**

13.2228**

I(1)

Without
Constant &
Trend

LINF

Constant

-2.9252*

-8.3864***

-2.7940*

18.1967***

10)

Constant &
Trend

-4.9915%**

-8.2711%**

-4.9610***

18.4908***

1(0)

Without
Constant &
Trend

LGRO

Constant

0.5557

-5.0517***

0.4422

-5.0517***

(D)

Constant &
Trend

-3.2079*

-5.0251***

-3.2022*

-5.0251***

I(1)

Without
Constant &
Trend

LEDU

Constant

-1.2609

-3.2102**

-1.6805

-7.8040***

1(2)

Constant &
Trend

-0.1434

-8.2462***

-0.6262

-8.2923***

I(1)

Without
Constant &
Trend

0.5008

0.5087

LEXP

Constant

-1.4697

-4.9163***

-1.4279

-4.8805***

I(1)

Constant &
Trend

-0.2414

-5.1638***

-0.3473

-5.0780***

I(1)

Without
Constant &
Trend

1.1314

1.4674

LIMP

Constant

-4.0072***

-5.2674***

-4.0072%**

-5.4149%**

1(0)

Constant &
Trend

-0.5811

-7.2511%**

-0.3418

-7.6014***

I(1)

Without
Constant &
Trend

3.5691

2.3785

-4.0418***

I(1)

Levels of significance denoted by *** for 1%; ** for 5%; and * for 10%
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In South Africa and Lesotho, there is evidence of a cointegrating relationship among the
variables. This can be seen by the F statistic for each equation which is greater than the
asymptotic critical values either at 1%, 5% or 10% level of significance. In South Africa, when
the ratio of total trade to GDP is used as an indicator of trade openness (i.e. Model 1), the
results reveal that the F statistic is 5.089 and is greater than the critical values at 1%, 5% and
10%, which means that there is a cointegrating relationship among the variables. For Model
2, the F statistic is 6.654 and is greater than the critical values at 1%, 5% and 10%, which
means that there is a cointegrating relationship among the variables. For Model 3, the F
statistic is 4.579 and is greater than the critical values at 5% and 10%, which means that there

is a cointegrating relationship among the variables.

For Lesotho, when the ratio of total trade to GDP is used as an indicator of trade openness
(i.e. Model 1), the results reveal that the results reveal that the F statistic is 5.267 and is greater
than the critical values at 1%, 5% and 10%, which means that there is a cointegrating
relationship among the variables. Under the augmented version of Model 1, when the dummy
variable is included, the F statistic is 6.132 and is greater than the critical values at 1%, 5%
and 10%, which means that there is a cointegrating relationship among the variables. When
imports to GDP is used as an indicator of trade openness (i.e. Model 2), results reveal that the
F statistic is 4.839 and is greater than the critical values at 5% and 10%, which means that

there is a cointegrating relationship among the variables.

Under the augmented version of Model 2, when the dummy variable is included, the results
reveal that the F statistic is 10.984 and is greater than the critical values at 1%, 5% and 10%,
which means that there is a cointegrating relationship among the variables. When exports to
GDP are used as an indicator of trade openness (i.e. Model 3), the results reveal that the F
statistic is 16.855 and is greater than the critical values at 1%, 5% and 10%, which means that
there is a cointegrating relationship among the variables. Under the augmented version of
Model 1, when the dummy variable is included, the results reveal that the F statistic is 14.841
and is greater than the critical values at 1%, 5% and 10%, which means that there is a

cointegrating relationship among the variables.

After confirming that there is cointegration among the variables, the study uses the AIC to
determine the optimal lag length (3,0,2,3,0), (1,1,1,1,0) and (1,0,2,1,0) for South Africa under
Model 1 (where the ratio of total trade to GDP is used as a proxy for trade openness), Model
2 (where the exports to GDP is used as a proxy for trade openness) and Model 3 (where
imports to GDP is used as a proxy of trade openness) respectively. The optimal lag length
for Lesotho is determined as(3,3,1,4,3), (1,0,0,2,0), (3,2,0,3,4), (3,0,0,4,0), (1,0,0,2,0) and

(3,0,0,1,0) under Model 1, augmented version of Model 1 which includes the dummy
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variable, Model 2, augmented version of Model 2 which includes the dummy variable Model

3, and augmented version of Model 3 which includes the dummy variable respectively.

Panel A
Country Model Function F statistic Cointegration
status
. F(LPOV|LTOP, LINF, .
South Africa Model 1 (case 2) LGRO, LEDU) 5.089 Cointegrated
F(LPOV|LTOP, LINF, . .
Lesotho Model 1 (case 2) LGRO, LEDU) 5.267 Cointegrated
Model 1(dummy) F(LPOV|LTOP, LINF, ,
Lesoth 6.132%** Coint ted
esotho (case 2) LGRO, LEDU, DUM) ointegrate
. F(LPOV1|LEXP, LINF, o .
South Africa Model 2 (case 2) LGRO, LEDU) 6.654 Cointegrated
F(LPOV1|LEXP, LINF .
Lesotho Model 2 (case 2) L(GRg, LE|DU) ' ' 4.839*%* Cointegrated
Model 2 (dummy) F(LPOV1|LEXP, LINF, .
L h 10.984***
esotho (case 2) LGRO, LEDU, DUM) 0.98 Cointegrated
. F(LPOV2| LIMP, LINF, .
h Af M | 2 4.579*
Soutl rica odel 3 (case 2) LGRO, LEDU) 579 Cointegrated
F(LPOV2|LIMP, LINF .
Model 3 (case 2 ! ! kk
Lesotho ( ) LGRO, LEDU) 16.855 Cointegrated
Model 3 (dummy) F(LPOV2| LIMP, LINF
Lesoth ' ' 14.841*** Coint ted
esotho (case 2) LGRO, DUM) ointegrate
Asymptotic critical values
Pesaran et 1% 5% 10%
al. (2001): I0)
300, table 1(2) 1(0) I(1) 1(0) I(1)
CI(ii), case 2
4.13 5.00 1.52 2.02 0.69 0.96

Levels of significance denoted by *** for 1%; ** for 5%; and * for 10%

6.4 Long run estimation and discussion of the results

For South Africa, when the ratio of total trade to GDP is used as an indicator of trade openness
(i.e. Model 1), the long run results reveal that the coefficient of total trade to GDP (LTOP) is
negative and statistically significant. From the estimated results, this can be interpreted as a
1% increase in trade openness leads to a 0.173% decrease in household consumption
expenditure, thereby an increase in poverty, ceteris paribus. The results are not in line with
theory and the hypothesis of the study, which is that there is a positive relationship between
trade openness and poverty. However, the results can be explained by Harrison and Hanson
(1999), Behrman et al. (2000) and Acemoglu (2003), who found that trade liberalisation could
result in firms increasing their demand for skilled labour and eventually unskilled labour may

not be in demand, further pushing them into poverty.
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In contrast, for Lesotho, when the ratio of total trade to GDP is used as an indicator for trade
openness (i.e. Model 1), the long run results reveal that the coefficient of the ratio of total trade
to GDP (LTOP) has no significant impact on poverty in the country. This result is not in line
with theory and with the hypothesis of the study which is that there is a positive relationship
between trade openness and poverty. Under the augmented version of Model 1, where the
dummy variable is included, the long run results reveal that the coefficient of the ratio of total
trade to GDP (LTOP) is insignificant. This result is not in line with theory and the hypothesis of
the study, which is that the coefficient of the dummy variable is negative and statistically
significant. The dummy variable is statistically insignificant. This result is not in line with theory
and the hypothesis of the study which expects the dummy variable to be negative and
statistically significant representing a negative relationship between trade openness and

poverty.

The insignificant result for the ratio of total trade to GDP (LTOP) could be related to the fact
that Lesotho is an LDC, which according to Malefane and Odhiambo (2018), LDCs tend to
experience dynamic losses from trade with respect to technical progress and economic growth.
Furthermore, this result is consistent with Singh’s and Huang’s (2015) study, who found that

there is no association between trade openness and poverty in sub-Saharan Africa.

In addition, Anyanwu (2013) found no significant relationship between trade openness and
poverty in a study that focused on 43 countries in Africa. To explain these results, the current
study recalls the findings of the United Nations Conference on Trade and Development (2004),
which examined international trade and poverty reduction in LDCs. The study found that in the
case of LDCs, the extent to which international trade has an impact on poverty reduction is
dependent on several factors including the development of manufacturing sector, services
sector, or the exploitation of mineral resources. In some cases, therefore, an increase in
international trade is not accompanied by an increase in private consumption per capita, which

could lead to no significant relationship between trade and poverty.

In terms of the other control variables, for South Africa, where the ratio of total trade to GDP
is used as an indicator for trade openness (i.e. Model 1), the long run results reveal that the
coefficient for inflation (LINF) is negative and statistically significant. These results are in line
with theory and the hypothesis of the study which is that there is a negative relationship
between inflation and poverty. For inflation (LINF), the results can be interpreted as a 1%
increase in the inflation rate leads to a 0.105% decrease in household consumption
expenditure, thereby an increase in poverty, ceteris paribus. In contrast, for Lesotho, the long
run results reveal that the coefficient of inflation (LINF) is statistically insignificant. The results

for inflation in Lesotho can be explained by a study by Blank and Blinder (1985) which found
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that although there are several studies that confirm a significant relationship between poverty

and inflation, there is still no evidence to prove that this relationship indeed exists.

For South Africa, the long run results reveal that the coefficient for economic growth (LGRO)
is positive and statistically significant. The results for South Africa can be interpreted as a 1%
increase in the economic growth leads to a 1.345% increase in household consumption
expenditure, thereby a decrease in poverty, ceteris paribus. These results are in line with
theory and the hypothesis of the study which is that there is a positive relationship between
economic growth and poverty. In contrast, for Lesotho, the long run results reveal that the
coefficient for economic growth (LGRO) is statistically insignificant. The results for economic
growth in Lesotho are consistent with the findings of Oloyede, Osabuohien and Ejemeyovwi
(2021), who found an insignificant relationship between poverty and economic growth for the
Economic Community of West African States and SADC. The result for education is consistent
with other studies, for example, that by Thapa (2013), who found that an increase in education

results in a decrease in poverty.

For South Africa, the long run results reveal that the coefficient for education (LEDU) is positive
and statistically significant. The results can be interpreted as a 1% increase in Government
expenditure on education leads to a 0.223% increase in household consumption expenditure,
thereby a decrease in poverty, ceteris paribus. This result is in line with theory and the
hypothesis of the study which is that there is a positive relationship between education and
poverty. Likewise, for Lesotho, the long run results reveal that the coefficient of education
(LEDU) is positive and statistically significant. The result for education (LEDU) can be
interpreted as a 1% increase in Government expenditure on education leads to a 1.627%
increase in household consumption expenditure, thereby a decrease in poverty, ceteris
paribus. The results for education are consistent with theory and are in line with the hypothesis

of the study.

Similarly, under the augmented version of Model 2, when a dummy variable is included, the
long run results reveal that all the control variables are statistically insignificant. These results
are in line with Model 1, where all the variables, except for education (LEDU), are statistically
insignificant in Lesotho. These results are not in line with theory and the hypothesis of the
study. This means that the inclusion of a dummy variable does not help to explain the impact
of inflation, economic growth and education on poverty. The hypothesis of the study expects

the dummy variable to be negative and statistically significant.

For South Africa, when exports to GDP is used as an indicator of trade openness (i.e. Model
2), the long run results reveal that the coefficient of exports to GDP (LEXP) is not statistically

significant. These results are not in line with theory and the hypothesis of the study which is
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that there is a positive relationship between trade openness and poverty. The results for
exports to GDP (LEXP) are consistent with the findings from Rodriguez-Castelan, Vazquez
and Winkler (2020) who found there to be no evidence a relationship between poverty and
household incomes. This is because, while growth in exports leads to higher labour income, it
can also raise the supply of labour through inflows of migrants, particularly unskilled ones.
Internal and external migration flows therefore offset the positive impacts of exports for the
average person. In turn, remittances also tend to decline in response to rising exports (Lopez,
Molina and Bussolo,2007).

In contrast, in the case of Lesotho, the long run results reveal that the coefficient of exports to
GDP (LEXP) is positive and statistically significant. The results can be interpreted as a 1%
increase in exports leads to a 0.461% increase in household consumption expenditure,
thereby a decrease in poverty, ceteris paribus. These results are consistent with theory and
the hypothesis of the study which is that there is a positive relationship between trade
openness and poverty. Similarly, under the augmented version of Model 2, when a dummy
variable is included, the long run results reveal that the coefficient of exports to GDP (LEXP)
is positive and statistically significant. The results can be interpreted as suggesting that a 1%
increase in exports leads to a 0.452% increase in household consumption expenditure,

thereby a decrease in poverty, ceteris paribus.

In terms of the other control variables for South Africa, the results reveal that the coefficient
for inflation (LINF) is negative and statistically significant. The results for LINF can be
interpreted as a 1% increase in the inflation rate leads to a 0.156% decrease in household
consumption expenditure, thereby an increase in poverty, ceteris paribus. This result is in line
with theory and with the hypothesis of the study that there is a negative relationship between
inflation and poverty. In contrast, for Lesotho, the results reveal that the coefficient for inflation
(LINF) is statistically insignificant. Similarly, for Lesotho, under the augmented version of
Model 2, when the dummy variable is included, the results reveal that the coefficient for

inflation (LINF) is statistically insignificant.

For South Africa, the long run results reveal that the coefficient for economic growth (LGRO)
is positive and statistically significant. The results can be interpreted as a 1% increase in
economic growth to a 1.208% increase in household consumption expenditure, thereby a
decrease in poverty, ceteris paribus. This result is in line with theory and the hypothesis of the
study which is that there is a positive relationship between economic growth and poverty.
Similarly, for Lesotho, the long run results reveal that the coefficient for economic growth
(LGRO) is positive and statistically significant. This can be interpreted as a 1% increase in

economic growth leads to a 0.762% increase in household consumption expenditure, thereby
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a decrease in poverty, ceteris paribus. The results for economic growth are in line with theory
and the hypothesis of the study which is that there is a positive relationship between economic

growth and poverty.

Similarly, for Lesotho, under the augmented version of Model 2, the long run results reveal
that the coefficient of economic growth is positive and statistically significant. This can be
interpreted as a 1% increase in economic growth leads to a 0.387% increase in household
consumption expenditure, thereby a decrease in poverty, ceteris paribus. For South Africa, the
results reveal that the coefficient for education (LEDU) is statistically insignificant. Likewise,
for Lesotho, the results reveal that the coefficient for education (LEDU) is statistically
insignificant. These results are not in line with theory and with the hypothesis that of the study

which is that there is a positive relationship between education and poverty.

Furthermore, for South Africa, in Model 3, when the ratio of imports to GDP is used as an
indicator of trade openness, the long run results reveal that the coefficient of imports to GDP
(LIMP) is negative and statistically significant. This result can be interpreted as a 1% increase
in imports leads to a 0.238% decrease in household consumption expenditure, thereby an
increase in poverty, ceteris paribus. This result is not in line with theory and the hypothesis of
the study which is that there is a negative relationship between inflation and poverty. Brooks
(2003) explains that the impact of imports on poverty depends on the extent that lower priced
imports or higher priced exports disproportionately involve the poor. In addition, Marchand
(2017) found that welfare gains through consumption are expected to benefit the poor only if

cheaper imported goods are relatively more important in poor households’ budgets.

In contrast, in the case of Lesotho, when imports to GDP is used as an indicator of trade
openness, the long run results reveal that the coefficient of imports to GDP (LIMP) is positive
and statistically significant, which can be interpreted as a 1% increase in imports as a share
of GDP leads to a 0.837% increase in household consumption expenditure, thereby a
decrease in poverty, ceteris paribus. This result is in line with theory and with the hypothesis
of the study which is that there is a positive relationship between trade openness and poverty.
A study by Akmal, Ahmad, Ahmad and Butt (2007) found that by imports may lead to increased
availability of goods at cheaper prices, improved efficiency, skills, competition and
technological ability which all enables the people to access a variety of goods at a cheaper
price. Similarly, for Lesotho, under the augmented version of Model 3, where a dummy variable
is included, the coefficient of LIMP is positive and statistically significant. This can be
interpreted as a 1% increase in imports leads to a 0.934% increase in household consumption

expenditure, thereby a decrease in poverty, ceteris paribus.
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In terms of the other control variables, for South Africa, under Model 3, the long run results
reveal that the coefficient for LINF is negative and statistically significant. The results for
LINF can be interpreted as a 1% increase in the inflation rate leads to a 0.157% decrease in
household consumption expenditure, thereby an increase in poverty, ceteris paribus. In
contrast, for Lesotho, the results reveal that the coefficient for inflation (LINF) is statistically
insignificant. For South Africa, the coefficient for economic growth (LGRO) is positive and
statistically significant. The results for LGRO can be interpreted as a 1% increase in the
inflation rate leads to a 1.381% increase in household consumption expenditure, thereby a

decrease in poverty, ceteris paribus.

Similarly, for Lesotho, the long run results reveal that the coefficient for economic growth
(LGRO) is positive and statistically significant. The results for economic growth (LGRO) can
be interpreted as a 1% increase in economic growth leads to a 0.449% increase in
household consumption expenditure, thereby a decrease in poverty, ceteris paribus. In
comparison, for Lesotho, under the augmented version of Model 3, where the dummy
variable is included, the results reveal that the coefficient for economic growth (LGRO) is
positive and statistically significant. The results can be interpreted as a 1% increase in
economic growth leads to a 0.688% increase in household consumption expenditure,

thereby a decrease in poverty, ceteris paribus.

For South Africa, the long run results reveal that the coefficient for education (LEDU) is
positive and statistically significant. The results for LEDU can be interpreted as a 1%
increase in the inflation rate leads to a 0.169% increase in household consumption
expenditure, thereby a decrease in poverty, ceteris paribus. These results are in line with
theory and the hypothesis of the study which is that there is a positive relationship between
education and poverty. In contrast, for Lesotho, the results reveal that the coefficient for

education (LEDU) is statistically insignificant.

90



Table 12: Results of the long run estimation for South Africa and Lesotho (Model 1-3)

South Africa

Model 1 Model 2 Model 3

Regressor Coefficient Probability Regressor Coefficient Probability Regressor Coefficient Probability
-0.1730* -0.2166 -0.2387**

LTOP 0.0824 LEXP(-1) 0.1963 LIMP 0.0465
(-1.799) (-1.319) (-2.077)
-0.1057*** -0.1562*** -0.1573***

LINF(-1) 0.0004 LINF(-1) 0.0000 LINF(-1) 0.0000
(-4.026) (-4.834) (-5.248)
1.3458*** 1.2084*** 1.3814***

LGRO(-1) 0.0000 LGRO(-1) 0.0000 LGRO(-1) 0.0000
(9.295) (6.899) (8.587)
0.2237*** 0.0296 0.1693*

LEDU 0.0054 LEDU 0.8115 LEDU 0.0632
(3.004) (0.240) (1.929)
-4,1113%** -2.3482* -4.1527***

C 0.0009 C 0.0825 C 0.0028
(-3.678) (-1.792) (-3.250)

Lesotho

Model 1 Model 2 Model 3

Regressor Coefficient Probability Regressor Coefficient Probability Regressor Coefficient Probability
-1.1554 0.4612*** 0.8376***

LTOP(-1) 0.3424 LEXP(-1) 0.0000 LIMP 0.0000
(-0.964) (6.633) (7.829)
-0.4084 0.0287 -0.0645

LINF(-1) 0.1606 LINF 0.5963 LINF 0.2706
(-1.4373) (0.535) (-1.120)
-0.5532 0.7621*** 0.4490**

LGRO(-1) 0.5907 LGRO(-1) 0.0000 LGRO(-1) 0.0171
(-0.5435) (4.781) (2.511)
1.6275%** 0.0956 0.1828

LEDU(-1) 0.0001 LEDU(-1) 0.5912 LEDU(-1) 0.2579
(4.351) (0.542) (1.151)
13.7935 -1.4146 -0.8694

C 0.2148 C 0.2490 C 0.4833
(1,266) (-1.174) (-0.708)

Lesotho — (augmented with dummy variable)

Model 1 Model 2 Model 3

Regressor Coefficient Probability Regressor Coefficient Probability Regressor Coefficient Probability
1.1415 0.4520%** 0.9347***

LTOP 0.6822 LEXP(-1) 0.0000 LIMP 0.0000
(0.413) (7.609) (11.417)
0.0755 0.0475 -0.0454

LINF 0.8798 LINF 0.3402 LINF 0.2079
(0.1525) (0.968) (-1.285)
-0.2359 0.3877** 0.6886***

LGRO(-1) 0.9144 LGRO(-1) 0.0355 LGRO(-1) 0.0000
(-0.108) (2.198) (5.446)
1.5544 -0.0137 0.1417

LEDU 0.1677 LEDU 0.9353 LEDU 0.1537
(1.410) (-0.081) (1.461)
-0.0934 -5.8773*** -2.8821***

C 0.9941 C 0.0000 C 0.0018
(-0.0074) (-6.959) (-3.415)
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6.5 Short run estimation and discussion of the results

Tables 13-15 present the short run results for South Africa and Lesotho. In the case of Lesotho,
when total trade to GDP is used as a proxy for trade openness, the short run results reveal
that the coefficient of total trade to GDP (LTOP) is positive and statistically significant in the
short run. The results can be interpreted as a 1% increase in trade openness results in a
0.571% increase in household consumption expenditure, thereby a decrease in poverty,
ceteris paribus. This result is in line with theory and the hypothesis of this study which is that
there is a positive relationship between trade openness and poverty in the short run. For
Lesotho, considering the augmented version of Model 1 in Table 13, the dummy variable is
statistically insignificant, which suggests that the structural break resulting from mining
retrenchments in South Africa that occurred from 1990, did not have a significant impact on

poverty in the short run.

The short run results of the control variables for South Africa indicate that the coefficient for
inflation (LINF) is negative and statistically significant at zero lag length. The short run results
can be interpreted as a 1% increase in inflation in the current period leads to a 0.015%
decrease in household consumption expenditure, thereby an increase in poverty, ceteris
paribus. This result is in line with theory and the hypothesis of the study, which is that inflation
has a negative effect on poverty. In the case Lesotho, the results reveal that the coefficient for
inflation (LINF) is statistically insignificant. Blank and Blinder (1985) found there to be no
relationship between poverty and inflation. LGRO is statistically significant at a lag length of

one but is negative and statistically insignificant at zero lag length.

For South Africa, the short run results reveal that the coefficient for economic growth (LGRO)
is positive and statistically significant in the short run at zero lag length. The results can be
interpreted as a 1% increase in economic growth in the current period leads to a 0.918%
increase in household consumption expenditure, thereby a decrease in poverty, ceteris
paribus. This result is in line with theory and with the hypothesis of the study, which is that
economic growth has a positive effect on poverty. Similarly, For Lesotho, the short run results
can be interpreted as a 1% increase in economic growth leads to a 1.349% increase in
household consumption expenditure, thereby a decrease in poverty, ceteris paribus. Brooks

(2003) found that trade expansion has a positive effect on income and employment of the poor.

For Lesotho, the short run results reveal that the coefficient for economic growth (LGRO) is
negative and statistically significant at zero lag length. The short run results of LGRO can be
interpreted as a 1% increase in past economic growth leads to a 0.437% decrease in
household consumption expenditure, thereby an increase in poverty, ceteris paribus. This

result is not in line with theory and the hypothesis of the study, which is that economic growth
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has a positive effect on poverty in the short run. For Lesotho, under the augmented version of
Model 1, where the dummy variable is included, the short run results reveal that the coefficient
for economic growth (LGRO) is positive and statistically significant. The results can be
interpreted as a 1% increase in economic growth results in a 0.497% increase in household
consumption expenditure, thereby a decrease in poverty, ceteris paribus. This result is in line
with theory and the hypothesis of the study which is that there is a positive relationship

between economic growth and poverty.

For South Africa, when exports to GDP is used as a proxy for trade openness (i.e. Model 2),
the short run results reveal that exports to GDP (LEXP) are statistically insignificant. This result
is not in line with theory and with the hypothesis of the study which is that there is a positive
relationship between trade openness and poverty. This finding is consistent with Rodriguez-
Castelan et al., (2020) who found there to be no evidence of a relationship between exports
and poverty. In comparison, for Lesotho, the short run results reveal that the coefficient of
exports (LEXP) is negative and statistically significant. The short run results can be interpreted
as a 1% increase in exports leads to a 0.171% decrease in household consumption
expenditure, thereby an increase in poverty, ceteris paribus. This result is in line with theory

and the hypothesis of the study. This result is consistent with the findings from Brook (2003).

For South Africa, in terms of the other control variables, the short run results reveal that the
coefficient for inflation (LINF) at one lag length is positive and statistically significant. The
results can be interpreted as a 1% increase in inflation leads to a 0.016% increase in
household consumption expenditure thereby a decrease in poverty, ceteris paribus. This result
is not in line with theory and with the hypothesis of the study which is that there is a negative
relationship between inflation and poverty. This result is in line with the findings from Cutler

and Katz (1991) who found there to be a negative relationship between inflation and poverty.

For South Africa, the results reveal that the coefficient for economic growth (LGRO) is positive
and statistically significant at zero lag length. The short run results can be interpreted as a 1%
increase in economic growth leads to a 1.119% increase in household consumption
expenditure, thereby a decrease in poverty, ceteris paribus. This result is in line with theory
and the hypothesis of the study which is that there is a positive relationship between economic
growth and poverty. For Lesotho, the short run results reveal that the coefficient for economic
growth (LGRO) is positive and statistically significant in the short run at one lag. The short run
results can be interpreted as suggesting that a 1% increase in economic growth leads to a
0.527% increase in household consumption expenditure, thereby a decrease in poverty,
ceteris paribus. This result is in line with theory and with the hypothesis of the study which is

that there is a positive relationship between economic growth and poverty. This result is
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consistent with the findings from Garrett (2010) who found there to be a positive relationship

between economic growth and poverty.

For Lesotho, under the augmented version of Model 2, where the dummy variable is included,
the results reveal that the coefficient for economic growth (LGRO) is negative and statistically
significant at one lag length. The result can be interpreted as a 1% increase in economic
growth leads to a -0.226% decrease in household consumption expenditure, thereby an
increase in poverty, ceteris paribus. The short run result is not in line with theory and the

hypothesis of the study.

For Lesotho, the short run results reveal that the coefficient for education (LEDU) is negative
and statistically significant. The results can be interpreted as a 1% increase in government
expenditure on education results in a 0.286% increase in household consumption expenditure,
thereby a decrease in poverty, ceteris paribus. This result is not in line with theory and with
the hypothesis of the study which is that there is a positive relationship between education
and poverty. Under the augmented version of Model 2, where the dummy variable is included,
the short run results reveal that the coefficient for education (LEDU) is negative and
statistically significant at zero lag length. The short run results can be interpreted as a 1%
increase in government expenditure on education leads to a 0.165% decrease in household

consumption expenditure, thereby an increase in poverty, ceteris paribus.

This result is not in line with theory and with the hypothesis of the study which is that there is
a positive relationship between education and poverty. A study by Ngepah, Makgalemele and
Saba (2023) found there to be a negative and significant relationship between education and
poverty. The study found that those whose future consumption lies below the food poverty line

are relatively more vulnerable.

For South Africa, where imports to GDP is used as a proxy for trade openness (i.e. Model 3),
the short run results reveal that the coefficient for LIMP at one lag length is negative and
statistically significant. The short run results can be interpreted as a 1% increase in imports
leads to a 0.079% decrease in household consumption expenditure, thereby an increase in
poverty, ceteris paribus. This result is not in line with theory and the hypothesis of the study
which is that there is a positive relationship between trade openness and poverty.
Comparatively, for Lesotho, the short run results reveal that the coefficient for imports to GDP
(LIMP) is statistically insignificant. This result is not in line with theory and the hypothesis of
the study. This finding can be backed up by Chau (2022) who finds there to be a low, positive

yet insignificant relationship between trade and poverty.

In terms of the other control variables, for South Africa, the short run results reveal that the

coefficient for inflation (LINF) at one lag length is positive and statistically significant These
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can be interpreted as an indication that a 1% increase in inflation leads to a 0.023% increase
in household consumption expenditure, thereby a decrease in poverty, ceteris paribus. This
result is not in line with theory and the hypothesis of the study which is that there is a negative
relationship between inflation and poverty. In Lesotho, the coefficient for inflation (LINF) is

statistically insignificant. The results are not in line with theory and the hypothesis of the study.

For South Africa, the coefficient for economic growth (LGRO) is positively and statistically
significant at zero lag length. These results can be interpreted a 1% increase in economic
growth in the current period leads to a 1.131% increase in household consumption expenditure,
thereby a decrease in poverty, ceteris paribus. This result is in line with theory and the
hypothesis of the study, which is that there is a positive relationship between economic growth
and poverty. For Lesotho, the coefficient for economic growth (LGRO) at one lag length is
positive and statistically significant which aligns with the results from the long run analysis.
The short run results can be interpreted as a 1% increase in economic growth leads to a
0.370% increase in household consumption expenditure, thereby a decrease in poverty,
ceteris paribus. The results are in line with theory and the hypothesis of the study. For Lesotho,
the results reveal that the coefficient for education (LEDU) is positive and statistically
significant at zero lag length. This result is in line with theory and the hypothesis of the study

which is that there is a positive relationship between education and poverty.

Under the augmented version of Model 3, when the dummy variable is included, the short run
results reveal that the coefficient for the dummy variable is negative and statistically significant.
This means that the structural break that occurred in Lesotho from 1990 as a result of mine
retrenchments in South Africa, had a negative impact on poverty reduction in Lesotho. This is
consistent with the hypothesis of the study, which expects the dummy variable representing

minor retrenchments in South Africa to have a negative and statistically significant coefficient.

The short run results are reported in Tables 13-15. For both South Africa and Lesotho, the
coefficient of the error correction term is negative and statistically significant. This confirms the
existence of a long run relationship between the dependent and the independent variables.
For South Africa the coefficient of the error correction term is -0.318, -0.302 and -0.775 for
Model 1 (Table 13), Model 2 (Table 14) and Model 3 (Table 15) respectively. This suggests
that 31%, 30% and 77% of the adjustment back to long run equilibrium is corrected after one
year. For Lesotho the coefficient of the error correction term is -0.195, -0.069, -0.585, -0.614,
-0.438 and -0.616 for Model 1 (Table 13), augmented version of Model 1 (Table 13), Model 2
(Table 14), augmented version of Model 2 (Table 14), Model 3 (Table 15) and augmented
version of Model 3 (Table 15) respectively. This suggests that 19%, 6%, 58%, 61%, 43% and

61% of the adjustment back to long run equilibrium is corrected after one year.
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Table 13: Results of the error correction model (Model 1) for South Africa and Lesotho

South Africa

Lesotho

Model 1 (augmented with dummy

Model 1 Model 1 .
variable)
Regressor Coefficient | Probability | Regressor Coefficient | Probability | Regressor Coefficient | Probability
COINTEQ -0.3181*** 0.0000 COINTEQ -0.1955%** 0.0000 COINTEQ -0.0696 0.0000
D(LPOV(- 0.2449* 0.0641 D(LPOV(- 02021 0.1571 D(LGRO) -0.4069 0.1378
1) )
- - _ *

D(LPOV( 05538+ 0.0001 D(LPOV( 0.1812 0.1603 D(LGRO(-1) | 0.4799 0.0877
2)) 2))
D(LINF) -0.0158** 0.0157 D(LTOP) -0.1692 0.2154 DUM 0.0035 0.8350
D(LINF(-1)) | 0.0102 0.1875 1D)()LTOP(' 0.5718%** 0.0006
D(LGRO) 0.9183**=* 0.0000 ZD)()LTOP(- 0.2715* 0.0196
?)()LGRO(_ -0.0629 0.6314 D(LINF) -0.0081 0.7132
D(LGRO(-
2)() GRO( 0.6036*** 0.0001 D(LGRO) -1.3494*** 0.0005

D(LGRO(-

(LGRO( 0.4139 0.1066

1)

DILGROC | § 7737wmr 0.0067

2))

DILGROC 1§ 9913w 0.0016

3))

D(LEDU) -0.0592 0.5340

D(LEDUC -0.4270** | 0.0002

1)

ZD,)()LEDU(' -0.2229* 0.0400
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Table 14: Results of Model 2 for South Africa and Lesotho

South Africa Lesotho
Model 2 Model 2 Model 2 (augmgnted with dummy
variable)

Regressor Coefficient | Probability Regressor | Coefficient | Probability | Regressor Coefficient | Probability

COINTEQ -0.3024*** 0.0000 COINTEQ -0.5856*** 0.0000 COINTEQ -0.6145*** 0.0000

D(LINF) -0.0227*** 0.0026 D(LPOV(- 0.3008** 0.0151 D(LPOV(- 0.3603*** 0.0039
1) 1)

D(LINF(-1)) | 0.0166** 0.0427 D(LPOV(- 0.4209** 0.0005 D(LPOV(- 0.4192%* 0.0003
2)) 2)

D(LGRO) 1.1195%** 0.0000 D(LEXP) 0.1592*** 0.0064 D(LEXP) 0.1205** 0.0170
D(LEXP(- -0.1719%** 0.0076 D(LEXP(-1)) | -0.2267* 0.0007
1)
D(LGRO) -0.4379* 0.0868 D(LGRO) -0.4216* 0.0832
D(LGRO(- 0.5270** 0.0272 D(LGRO(- 0.6949%** 0.0031
1) 1)
D(LGRO(- 0.5778** 0.0131 D(LGRO(- 0.6538*** 0.0037
2)) 2))
D(LEDU) -0.0987 0.2088 D(LEDU) -0.1654** 0.0344
D(LEDU(- -0.2863*** 0.0024 D(LEDU(- -0.3315%** 0.0005
1) 1)
D(LEDU(- -0.0508 0.5473 D(LEDU(- -0.0832 0.3073
2)) 2))
D(LEDU(- | 0.1721* 0.0267 D(LEDU(- 0.1842*+ 0.0130
3)) 3))
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Table 15: Results of Model 3 for South Africa and Lesotho

South Africa Lesotho
Model 3 Model 3 Model 3 (augmgnted with dummy
variable)
Regressor Coefficient | Probability Regressor | Coefficient | Probability | Regressor Coefficient | Probability
COINTEQ -0.775*** 0.0000 COINTEQ -0.4384*** 0.0000 COINTEQ -0.6160*** 0.0000
D(LPOV(- 0.309*** 0.0000 D(LGRO) -0.4205** 0.0356 D(LPOV(- 0.0135 0.8757
1) 1)
D(LIMP) -0.079*** 0.0001 D(LGRO(- 0.3705* 0.0673 D(LPOV(- 0.2802*** 0.0020
1) 2))
D(LIMP(-1)) -0.058*** 0.0003 D(LEDU) -0.0684 0.3319 D(LGRO) -0.2037 0.2404
D(LINF) -0.007 0.2700 D(LEDU(- 0.0717** 0.0163 DUM -0.1572%** 0.0000
1)
D(LINF(-1)) 0.023*** 0.0003
D(LGRO) 1.131%* 0.0000
C -1.038*** 0.0000
@TREND 0.004 0.0000
Table : Summary of test statistics for South Africa and Lesotho
South Africa Lesotho
Test statistic
Model Model 1 Model 2 Model 3
M 12 M | M 11 M |12 M |
1 ode odel 3 ode (Augmented) ode (Augmented) odel 3 (Augmented)
R-squared 0.927 0.854 0.816 0.768 0.419 0.785 0.8084 0.687 0.7688
Adjusted R- 0.896 | 0.841 0.798 0.631 0.368 0.687 0.7205 0.649 0.7399
squared
SE of
) 0.008 0.010 0.010 0.047 0.061 0.043 0.4140 0.046 0.0399
regression
F statisti 29.850 0.003 0.003 5.609 8.189 8.008 9.2057 18.157 26.6072
statistic
[0.000] [0.000] [0.000] [0.000] [0.000] [0.000] [0.000] [0.000] [0.000]
DwW 2.175 2.093 1.658 1.965 2.204 1.774 1.867 2.153 1.932
AIC -6.446 -6.229 -6.199 -2.968 -2.628 -3.158 -3.269 -3.195 -3.478

Levels of significance denoted by *** for 1%; ** for 5%; and* for 10%

After diagnostics checks, stability tests were conducted to ensure that the estimated models the

coefficients are stable. Stability tests that were carried out include the plots of CUSUM and the plots

of CUSUMAQ. The results of these plots can be seen in Figures 14-16.
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Figure 14: Plot of CUSUM and CUSUMAQ for South Africa and Lesotho (Model 1)
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Figure 15: Plot of CUSUM and CUSUMAQ for South Africa and Lesotho (Model 2)
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Figure 16: Plot of CUSUM and CUSUMAQ for South Africa and Lesotho (Model 3)
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It can be observed from Figures 14-16 that the CUSUM plot provides further evidence of the
stability of the model. However, based on the CUSUMQ plot, the ARDL plot is stable for the
reviewed period, except for 2008, where the plot slightly touches the boundary for both

101




investigated countries. The instability of the CUSUMQ plot around 2008 can be explained by

the global financial crisis which took place in 2008.

Table 16: Summary of empirical findings

. South Africa Lesotho
Variables

Long run Short run Long run Short run

LTOP N

LINF N +

Model 1

LGRO + + -

LEDU + +

LTOP

LINF

LGRO Only applicable for Lesotho +

LEDU

Model 1 (augmented
with dummy variable)

DUM

LEXP +

LINF + +

LGRO + + + +

Model 2

LEDU

LEXP +

LINF +
Only applicable for Lesotho

LGRO +

Model 2
(augmented with
dummy variable)

LEDU

LIMP +

LINF N +

LGRO ; N .

Model 3

LEDU + +

LIMP +

LINF

LGRO Only applicable for Lesotho +

LEDU

Model 3 (augmented
with dummy variable)

DUM

(+) is positive determinant; (-) is negative determinant
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CHAPTER 7
CONCLUSION

7.1 Introduction

This chapter provides concluding remarks based on the previous chapters of this dissertation.
The discussion also incorporates further implications that are based on the empirical results
from the preceding Chapter 6. The current chapter is organised into different sections. The
first section following this introduction is the summary of the study, which succinctly unpacks
the main findings of the study. Following this, the second section summarises the empirical
findings. The last section of the chapter concludes with a discussion of the limitations of the

study and recommendations for future studies.

7.2 Summary of the study

This study aims to investigate the impact of trade openness on poverty in Lesotho and South
Africa. The study aims to answer the question, “Does the government’s effort to promote trade

openness lead to a corresponding decrease in poverty?”

To answer this question, the study applies the autoregressive distributed lag (ARDL) approach
to cointegration on the time series data covering the period 1980-2019. This study is mainly
driven by the existing multidimensional disparities among these two countries despite their
pursuing similar trade facilitation objectives under the auspices of the Southern African
Customs Union (SACU), the inconclusive literature on the same topic resulting from the use

of different models and the dependence of Lesotho on South Africa.

One fact is that among other SACU countries, Lesotho is the only small, landlocked economy
that is surrounded entirely by South Africa, and is the only LDC among other SACU members.
On the contrary, other SACU countries, namely, Botswana, Eswatini and Namibia, share a
border with at least one other country apart from South Africa and have long surpassed the
LDC status. It is, therefore, important to understand how structural changes in South Africa
affect poverty in Lesotho. To account for this, the study included a dummy variable to account
for structural changes associated with retrenchment in South Africa and their effects on

poverty in Lesotho.

Prior to the empirical analysis, country-based literature review, exploring trade-related and
poverty-related developments and interventions, was conducted in Chapters 2 and 3. From
Chapter 2, it can be noted that South Africa continues to grapple with pervasive poverty and

considerable inequality. Furthermore, the findings show that despite the implementation of four
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poverty alleviation policies between 1994 and the present, there is still a lack of substantiating
evidence indicating a substantial decrease in poverty rates. Notably, during the tenure of the
GEAR policy, key economic markers performed poorly in contrast to the growth projections

laid out in the policy.

From Chapter 3, the main findings from country-based literature for Lesotho are that despite
a decrease in the poverty rate, overall inequality and poverty levels in the country remain
relatively high in present times. The reduction in poverty between 1980-2019 is attributed to
social protection programmes implemented in Lesotho in the past decade, which somewhat
enhanced the household income. However, despite these efforts, over 75% of the population

in Lesotho is still classified as either extremely poor or vulnerable to poverty.

Hinging on its intended objectives and hypotheses, the study employs the ARDL estimation
technique to estimate the impact of each of the selected explanatory variables on poverty
South Africa and Lesotho. The use of ARDL technique is advantageous in a sense that it allows
the examination of the hypothesised relations in both the short run and long run. The study
employs three measures of trade openness, namely total trade to GDP, exports to GDP and
imports to GDP.

For South Africa, the long run results reveal that when the ratio of total trade to GDP (LTOP)
is used as a proxy for trade openness, then, trade openness has a negative and statistically
significant impact on poverty. This means that an increase in total trade to GDP leads to an
increase in poverty, ceteris paribus. For Lesotho, the coefficient of the ratio of total trade to
GDP (LTOP) is statistically insignificant in the long run. However, for South Africa, when
exports to GDP (LEXP) is used as a proxy for trade openness, trade openness has an
insignificant impact on poverty in South Africa in the long run but has a positive and statistically
significant impact on poverty in Lesotho. This means that for Lesotho, in the long run, an
increase in exports leads to a decrease in poverty, ceteris paribus. In comparison, for South
Africa, when imports to GDP (LIMP) is used as a proxy for, trade openness has a significant
negative impact on poverty in the long run and a significant positive impact on poverty in
Lesotho. This means that, for South Africa, in the long run, an increase in imports leads to an
increase in poverty, ceteris paribus. For Lesotho, in the long run, an increase in imports leads

to a decrease in poverty, ceteris paribus.

Contrary to findings of some studies that the impact of trade openness on poverty tends to be
insignificant in either the least developed or low-income countries but is likely to be significant
in upper-middle-income countries, this study find that exports and imports in Lesotho are

significant in reducing poverty. This result can be explained by the proposition that trade
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openness that is accompanied by an increase in labour productivity and employment in low-

income countries has a significant and positive impact on poverty reduction.

The long run results of the control variables is mixed between the two countries. For instance,
for South Africa, inflation has a negative relationship with poverty when the ratio of total trade
to GDP, exports to GDP and imports to GDP are used as proxies for trade openness (i.e.
Models 1, Model 2 and Model 3 respectively) while the study finds no evidence of a relationship
between inflation and poverty in Lesotho poverty when the ratio of total trade to GDP, exports
to GDP and imports to GDP are used as proxies for trade openness (i.e. Models 1, Model 2
and Model 3 respectively). For South Africa, economic growth has a positive relationship with
poverty while in the case of Lesotho economic growth does not have an impact on poverty
when the ratio of total trade to GDP is used as a proxy for trade openness (i.e. Model 1) but a
positive relationship when exports to GDP and imports GDP are used as a proxy for trade

openness (i.e. Model 1 and Model 2 respectively).

For South Africa, in the long run, education has a positive relationship with poverty when the
ratio of total trade to GDP and imports to GDP are used as a proxy for trade openness (i.e.
Model 1 and Model. On the other hand, in the long run, for South Africa, education does not
have an impact on poverty when imports to GDP is used as a proxy for trade openness. In
comparison, in the case of Lesotho, in the long run, education has a positive impact on poverty
only when the ratio of total trade to GDP is used as a proxy for trade openness (i.e. Model 1.
On the other hand, in the long run, education is statistically insignificant where the ratio of total
trade to GDP and exports to GDP are used as proxies for trade openness (i.e. Model 1 and

Model 2 respectively).

In comparison, the results from the short run estimations indicate that, for Lesotho, when the
ratio of total trade to GDP is used as a proxy for trade openness (i.e. Model 1), the coefficient
of the ratio of total trade to GDP (LTOP) is positive, which means that LTOP has a positive
impact on poverty. On the other hand, the coefficient of exports to GDP (LEXP) reveal that
exports have a negative relationship with poverty. For South Africa, the results reveal that

imports to GDP (LIMP) have a negative relationship with poverty.

For South Africa, in the short run, inflation has a negative impact on poverty reduction when
the ratio of total trade to GDP and exports to GDP are used as a proxy for trade openness (i.e.
Model 1 and Model 2) while the study found there to be no relationship between inflation and
poverty when imports to GDP is used as a proxy for trade openness (Model 3). For Lesotho
the study found there to be no relationship between inflation and poverty when the ratio of
total trade to GDP is used as a proxy for trade openness (i.e. Model 1). For South Africa,

economic growth has a positive impact on poverty when the ratio of total trade to GDP, exports
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to GDP, and imports to GDP are used as a proxy for trade openness (i.e. Model 1, Model 2
and Model 3). In comparison, for Lesotho, economic growth has a positive impact on poverty
only when the ratio of total trade to GDP is used as a proxy for trade openness (i.e. Model 1)
while economic growth has a negative impact on poverty where exports to GDP and imports
to GDP are used as a proxy for trade openness (Model 2 and Model 3). For Lesotho, education
has a negative impact on poverty when the ratio of total trade to GDP is used as a proxy for
trade openness (i.e. Model 1) while it has a positive impact when exports to GDP and imports
to GDP are used as proxies for trade openness (i.e. Model 2 and Model 3). For Lesotho, under
the augmented version of Model 2, where the dummy variable is included, the results reveal
that the coefficient of the dummy variable is negative and statistically significant which
suggests that the retrenchment of Lesotho nationals from South African mines from 1990

onwards had a negative impact on poverty reduction.

7.3 Summary of the empirical findings and policy recommendations

As previously mentioned, the empirical estimation was carried out to test the different
hypotheses surrounding the impact of selected variables on poverty. Since the results show
that in the case of South Africa, there is a negative and statistically significant relationship
between trade openness and poverty in the long run while the relationship is insignificant in
the short run. It can be concluded that during the reviewed period, an increase in trade
openness, proxied by the ratio of trade to GDP, contributed negatively towards poverty
reduction in that an increase in trade results in a decrease in household consumption
expenditure in the long run. In line with these results, South Africa still faces relatively high

levels of poverty compared to other middle-income countries such as Mauritius and Libya.

For Lesotho, the relationship between trade openness and poverty is found to be statistically
insignificant in the long run and negative in the short run. In contrast, trade openness has
positively impacted poverty reduction in the short run. The conclusion reached by the current
study is that trade openness has not brought about meaningful reduction in poverty in the long
run. The results for South Africa are inconsistent with other previous studies and are also
inconsistent with the SACU mandate, which includes poverty reduction. Other previous
studies have concluded that trade openness has a positive impact on poverty reduction by
increasing the value of trade and investment thereby contributing towards job creation. In the

case of Lesotho, the long run results are inconsistent with other previous studies.

The reason for the insignificant results in the long run could be attributed to the fact that
Lesotho is LDC and some studies have found that for LDCs, trade openness does not

contribute towards trade openness. This is because for trade openness to have a positive and
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significant impact on poverty reduction, trade openness measures need to result in job
creation and productive labour. In the case of LDCs, trade openness on its own does not have

an impact on poverty reduction.

Exports are insignificant in South Africa in the long run and short run while imports have a
negative relationship with poverty in the long run and short run. In Lesotho, exports have a
positive relationship with poverty in the long run and a negative relationship with poverty in the
short run. Imports have a positive relationship with poverty in the long run and no relationship
with poverty in the short run. It is evident from the two proxies of trade openness, namely the
sum of trade to GDP and the ratio of imports to GDP, that an increase in trade openness in

South Africa was associated with worsened poverty between 1980 and 2019.

In Lesotho, exports and imports separately have a positive effect on poverty reduction
between 1980 and2019 in the long run while the short run results are mixed. In the long run,
trade openness, measured by the ratio of exports to GDP, has a positive effect on poverty in
Lesotho. In contrast, trade openness, measured by the ratio of imports to GDP, have a
negative and insignificant effect on poverty respectively. Compared to South Africa, it can be
argued from the present results that in the long run, Lesotho enjoys poverty-reducing gains
from trade openness through exports, but not through imports. The short run results can be
further explained by the inclusion of the dummy variable to the equation in which imports to
GDP are used as a proxy of trade openness. According to the results, the dummy variable has
a negative coefficient indicating the negative impact of the retrenchments of Lesotho nationals

on poverty.

In terms of the other independent variables, both the long run and short run, the results are
mixed for South Africa and Lesotho. For South Africa, inflation has a positive effect on poverty
reduction in the long run across Models 1-3. In contrast, inflation is insignificant to poverty in
the long run and short run in Lesotho across Models 1-3. For South Africa, in the long run,
education has a positive effect on poverty reduction under Model 1 and 2 while there is no
relationship between education and poverty in the short run. For Lesotho, education is
insignificant to poverty in the short run. In the long run, education has a negative effect on

poverty under Model 1 and 2 while education has a positive effect on poverty under Model 3.

It is evident from the results that for Lesotho, exports and imports at their individual level play
a huge role in the poverty dynamic in the country in the long run. In the short run the results
are not favourable in that the coefficient of export to GDP (LEXP) is negative while that of
LIMP is insignificant. It is therefore in line with this finding that this study proposes that
policymakers in Lesotho review trade policies and poverty reduction policies in line with the

dynamics of the country, while upholding the broader objectives of the common customs union
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(SACU). In this way, policymakers in Lesotho could ensure that as part of short run
interventions, they promote policies that benefit the poor directly and provide relief that will
shield the poor from short term adjustment costs associated with costs incurred from balance
of payments adjustment because of opening to trade. Such adjustment costs may have harsh

consequences on the poor by exposing the poor to shocks in the economy.

For South Africa, there is a need for a review and possibly an overhaul of existing policies on
trade openness. These policies need to carefully consider the country specific dynamics and
evaluate how the policies practically impact on the poor. Policymakers in South Africa should
therefore aim to guarantee the necessary conditions within institutions and incorporate policies
that are pro-poor which will empower those in need to engage in available economic

opportunities and subsequently benefit from the fruits of the pro-poor policies.

Furthermore, policymakers in South Africa should ought to review current policies to
understand the extent in which the existing policies as well as the associated institutional
frameworks enable poverty reduction. The review should consist of a critical analysis of the
elements of the policies, including policies on government expenditure, fiscal policy and
macroeconomic policy. Such a critical analysis could help identify the bottlenecks that are

currently impeding the South Africa from fully benefiting from trade openness.

7.4 Limitations of the study and areas for future research

The present study is not free of limitations, but such limitations are not expected to affect the
significance and/or validity of the results. The main limitation is that the study employed only
one proxy for poverty, which is the household consumption expenditure. Future research can
include other measure such as the headcount ratio and the poverty gap index, particularly to
incorporate other robust measures of the intensity of poverty. The second limitation is that the
period covers pre-Covid era. Future studies could include the period after Covid-19 and make

future recommendations based on the period after Covid-19.
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