
Part II Role of Economic Policies

3 Macroeconomic and trade policy in industrial countries:
a developing-country perspective

International trade and capital flows form the pri-
mary economic links between industrial and devel-
oping countries. The policies in industrial coun-
triesfiscal, monetary, and tradelargely shape
the international economic environment for devel-
oping countries. Most of the influences are well
known. The pace of economic growth in industrial
countries affects the exports of developing coun-
tries, as does the scale of protectionism; interest
rates and exchange rates in industrial countries
influence the cost of borrowing for many develop-
ing countries; and so on.

Less familiar is the extent to which industrial
countries are affected by what happens in the
developing world. Some 30 percent of all their
exports in 1983 went there. The 48 percent decline
in U.S. exports to the five major Latin American
borrowers over 1981-83 was a major factor in the
deterioration of the U.S. trade balance over that
period. The past few years have also highlighted
the risks for the banks in industrial countries when
their developing-country borrowers run into debt-
servicing difficulties. Like many cliches, the phrase
"an interdependent world" is founded on solid
facts.

Recent economic developments have again
borne this out. The strong recovery in the United
States has been the main cause of expanding world
trade. The volume of world trade fell by 2.5 per-
cent in 1982, in line with the slowdown in the U.S.
economy, but recovered strongly to reach an esti-
mated 8.5 percent growth rate in 1984. Developing
countries benefited: their exports grew by an esti-
mated 9 percent in 1984, up from 1.7 percent in
1982. Although most major borrowers increased
their supply of exports by reducing domestic
demand and reforming their trade regime, the
expansion in foreign demand has also played an
important role. This is shown by the fact that
prices of developing countries' exports increased
more than those of traded goods in general.

However, the economic recovery in industrial
countries has been unusual in certain respects that

tend to limit its benefits to the rest of the world.
Worrisome features are the unprecedented level of
real interest rates, especially in the United States,
and the large appreciation of the U.S. dollar. High
real interest rates increase the debt-servicing bur-
den for borrowing countries. The high real
exchange value of the dollar has contributed to
depressed primary commodity prices in terms of
purchasing power over goods imported from the
United States, so net exporters of primary com-
modities that import a great deal from the United
States, like Brazil, have profited less from the
recovery in industrial countries than they normally
do at this stage of the business cycle (see Box 3.1).
Nonetheless, the dollar exchange rate may be a
factor behind the high U.S. trade deficits which
have led to rapid growth in export volume for sev-
eral developing countries.

This chapter first gives a broad description of
macroeconomic developments in the industrial
economies in the last fifteen years to illustrate the
changing nature of capital flows between indus-
trial and developing countries. It then analyzes
policy issues, paying particular attention to the
influence of macroeconomic policies on world
interest and exchange rates and on the volume of
credit available to developing countries, and to the
impact of protectionism on trade and on the debt-
servicing capacity of the major borrowers.

Macroeconomic constraints and capital flows

The upheavals of 1%9-73 produced major current
account imbalances across the world. Higher oil
prices transferred income from moderate and low
savers (industrial and developing countries) to (at
that time) high-saving oil exporters. The resulting
excess supply of world savings put downward
pressure on world output and interest rates. In real
terms, interest rates turned negative for several
years, clearly a situation that led to misallocation of
resources and that could not be sustained.

The current account developments during the
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Box 3.1 Primary commodity prices, business

Commodity prices have always been strongly influenced
by the economic cycle in industrial countries. Some
econometric evidence suggests that a one percentage
point rise in the OECD unemployment rate leads to a 15
percent fall in real commodity prices. However, this rela-
tionship seems to have changed in the present cyclical
upswing. In real terms, commodity prices fell 44 percent
between 1979 and 1982real in this case meaning the
nominal prices deflated by the U.S. GDP deflatorbut,
after rising in 1983, prices have fallen steadily since mid-
1984, despite the economic recovery.

Part of the explanation for the sharp fall in the period
1980-82 and for the unusual decline since mid-1984 lies
in the large real appreciation of the dollar since 1980. A
rise in the real value of the dollar with respect to other
industrial countries makes American goods more expen-
sive in terms of goods from those countries. For given
commodity prices, demand for primary commodities in
the United States will rise since their cost in terms of
U.S. goods has fallen. This will divert some commodity
exports from the other industrial countries to the United
States and also bring forth some extra supply. The net
effect will be a fall in commodity prices in terms of U.S.
goods and a rise in terms of goods from other industrial
countries. If the United States has a larger share in world
trade than its commodity imports have in total OECD
commodity imports, commodity prices will fall in terms
of traded goods in general after an appreciation of the
dollar. Empirical analysis shows that a 10 percent real
appreciation of the dollar brings real commodity prices in
terms of U.S. goods down by 6 percent.

This relationship has obvious implications for coun-

cycles, and the real exchange rate of the dollar

tries such as Brazil: Brazil is a net primary commodity
exporter, but a large share of its imports come from the
United States. For countries like Brazil many things went
wrong simultaneously in 1981-82. Interest rates rose
while the recession depressed commodity prices; the
dollar appreciation also depressed primary commodity
prices further and raised the cost of imports. Net pri-
mary commodity importers such as Korea at least got the
benefit of cheaper commodity imports. Box figure 3.1A
demonstrates this by plotting the real interest rate in
terms of export pricesLIBOR minus the rise in dollar
export pricesfor Korea and Brazil.

Box figure 3.1A Real LIBOR for Brazil and
the Republic of Korea, 1965-84
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Source: TMF International Financial Statistics.

mid-1970s, although easy to explain with hind-
sight, were unexpected at the time. First, the
OPEC surpluses were "recycled" with surprising
ease, largely because of the growth of the Eurodol-
lar market (see Chapter 6); the second surprise was
the pattern of current account deficits that
emerged.

Industrial countriesthe main oil importers
were expected to run deficits to offset the OPEC
surpluses, with developing countries playing a
minor role in recycling. Most observers judged
that the financial mechanisms needed for recycling
surpluses to developing countries simply did not
exist. Table 3.1 shows how things in fact devel-
oped. The seven largest industrial countries
quickly reverted to pre-1973 patterns in their exter-
nal accounts. They had a $2.8 billion deficit in 1974,
then swung back into surpluses averaging $20 bil-
lion a year in 1975-78 compared with $9.7 billion in
1973. Although some smaller industrial countries
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had deficits, industrial countries as a whole aver-
aged surpluses of $12 billion a year during 1975-78.
In contrast, oil-importing developing countries
went into substantial deficit in 1974 and 1975. Defi-
cits remained high in 1976-78, compared with the
level in 1973, although they declined somewhat as
a proportion of GNP in those countries.

OPEC surpluses were thus recycled largely to
the developing countries, not to industrial coun-
tries. This was made possible by a major change in
the structure of financial flows between industrial
and developing countries, as commercial banks
became much more prominent than they had
been. Although official loans and grants from
industrial countries increased considerably in
1974-75, the biggest change was the growth of
commercial bank lending to developing countries.
This established international capital markets as a
major channel for transmitting the effects of mac-
roeconomic policies in industrial countries to



Table 3.1 Current account balances of industrial and developing countries, 1970-84
(billions of dollars)

developing countries.
Industrial countries reduced their savings and

investment rates in the 1970s. As Chapter 4 makes
clear, however, savings ratios rose in most devel-
oping countries-the exceptions being in sub-
Saharan Africa. Therefore, much of the extra
finance obtained by developing countries was used
to increase investment. This allowed them to
maintain or even raise their GDP growth rates.
Without these expansionary policies in developing
countries and the resulting increase in their import
demand, the recession in industrial countries
would have been even deeper. However, with
their debt much increased and a higher proportion
of it carrying floating interest rates, developing
countries were more exposed to the fiscal and
monetary policies of the industrial world. The sig-
nificance of this exposure became clear in the early
1980s.

The beginning of 1980 saw industrial countries in
a deepening recession. In many of them budget
deficits were already so large that a fiscal stimulus
to escape recession was thought to be infeasible. In
the same period, governments in industrial coun-
tries turned to monetary restraint to tackle infla-
tion. The change in monetary policy was sharpest
in the United States. In 1979 the Federal Reserve
Board switched from targeting interest rates to tar-
geting the monetary aggregates. This change in
operating procedures, coupled with tighter
restraint, resulted in both higher and more volatile
interest rates, with major implications for coun-
tries with substantial parts of their debt at floating
rates or in need of refinancing. The increased use
of floating interest loans effectively shifted interest
rate risk to borrowing countries (see Box 3.2).

The second major increase in oil prices in 1979-
80 failed to stop the increase in real interest rates:
OPEC surpluses were short lived, and monetary
restraint in the major industrial countries was
much tighter. Developing countries were thus hay-

Note: World total does not equal zero because of measurement errors and incomplete coverage.
Annual average.
Based on a sample of ninety developing countries.

Source: IMF and World Bank data.

ing to pay higher interest rates on their external
debt at the same time as demand was falling in
their main export markets.

Macroeconomic policies, interest rates,
and exchange rates

Until the summer of 1982, policies in the industrial
countries produced predictable results. Temporar-
ily high real interest rates were the unavoidable
by-products of monetary disinflation policies.
Monetary restraint was most pronounced in the
United States. This contributed to both the appre-
ciation of the dollar and the fact that the downturn
in the United States was more severe than in the
other major industrial countries despite tighter fis-
cal policy in most European countries and Japan.
Moreover, the expansionary fiscal policy that
started taking shape in the United States in 1981
plainly laid the basis for economic recovery by rais-
ing both after-tax personal incomes and after-tax
returns on corporate investment.

Since mid-1982 developments in industrial econ-
omies followed a less predictable path. In the
United States changes in banking regulations
caused large, erratic movements in the demand for
money which were accommodated by the Federal
Reserve. At the same time, its earlier restraint
started to pay off: inflation came down in 1982 and
has since remained at around 4 to 5 percent (see
Figure 3.1). But nominal interest rates did not fall
in line with inflation; in real terms (measured by
nominal rates minus actual inflation), they there-
fore continued to rise (see Figure 1.4). Moreover,
long-term interest rates rose more than short-term
rates (see Figure 3.2). This upward tilt in the term
structure is an issue of considerable importance to
developing countries: since long-term rates reflect
expectations about the future path of short-term
rates, high long-term rates imply that developing
country debtors should anticipate that their debt
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Count ry group 1970-72 1973 1974 1975_78a 1979 1980 1981 1982 1983 1984

Industrial countries 7.0 10.3 -14.6 12.1 -5.6 -38.8 3.1 1.2 2.2 -34.2
United States 0.4 9.1 7.6 1.2 2.6 6.6 10.7 -3.8 -35.5 -93.4
Other six large industrial

countries 9.3 0.6 -10.4 19.0 4.6 -18.7 8.8 17.7 39.0 53.2
Middle Eastern oil exporters 2.0 6.5 55.9 33.8 61.9 99.6 56.3 3.3 -11.1 -6.0
Developing countriesL -12.8 -9.1 -21.0 -39.5 -51.7 -68.0 -105.1 -99.2 -56.7 -35.6



Box 3.2 Interest rate variability, risk shifting, and floating rate debt

For developing-country borrowers, it may appear that a
switch from fixed rate to floating rate loans passed all the
risk on to them. That is not necessarily so. The switch
does not have any consequence for real interest rates if
changes in real interest rates are brought about by
changes in inflation. However, if real interest rates fluc-
tuate because nominal rates do, the lender takes all the
risk under fixed rates while the borrower does so under
floating rates.

Neither fixed nor floating rate loans provide complete
protection from fluctuations in real interest rates. This
protection can be obtained from loans whose interest
rate is indexed to inflation. Such instruments have
largely failed to materialize in international capital mar-
kets or in the domestic markets of most major industrial
countries (an exception is the United Kingdom, where
part of government debt is index linked). And even with
indexed loans, a borrower will be more exposed to inter-
est risk if the loan carries a short maturity since it will
have to be refinanced frequently at potentially higher
rates.

In assessing their financing options, borrowers also
need to consider an obvious, though occasionally over-
looked, point: their loan will be more expensive when-
ever the lender bears some or all of the interest rate risk.
The analogy is with, say, house or automobile insurance:

to escape risk entirely, one must pay a premium.
Moreover, a country should be concerned not only

about variability of interest payments on foreign debt,
but also about variability of national income, of which
interest payments are only one (negative) component.
Sometimes these offset each other. Take the example of
an exporter of primary commodities with a large foreign
debt.

When aggregate demand shocks are the main source of
global instability, interest rates will move up and down
with primary commodity prices. In those circumstances,
variable real rate debt may be attractive for a commodity
exporter: when low primary commodity prices reduce
export earnings, real rates are also likely to be low,
thereby reducing the country's debt service burden and
helping to shield national income from the fluctuations
in export revenues.

This example demonstrates that reducing the variabil-
ity of one component of national income (in this case real
interest payments on foreign debt) may in fact increase
variability of national income itself if the shocks to differ-
ent components are correlated among each other.
Whether indexed debt is attractive for a borrower will
therefore depend on the source of shocks to the world
economy and on the structure of trade of the country.

service obligation will remain high for some time
to come.

At least four factors have been proposed as
explanations of the higher real interest rates in the
United States.

Monetary restraint. Tight money helps to

Figure 3.1 Inflation in the United States,
Federal Republic of Germany, and France,
1965-84
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explain developments through 1982. As is to be
expected in periods of tight money, inflation and
output fell, the stock market declined, and real
interest rates went up. Monetary policy was
tighter in the United States than abroad, contribu-
ting to the real appreciation of the dollar. However,
such effects are temporary and should therefore
raise short-term interest rates initially before fad-
ing away. Accordingly, after a tightening of mone-
tary policy short-term rates should rise more than
long-term rates. In fact, short-term rates rose less
than long-term rates. Therefore, other factors must
also be part of the explanation of why real interest
rates stayed high after 1982.

Expectations of high future inflation. If future
inflation is expected to be much higher than the
current rate, long-term interest rates are high in
nominal terms but not in real terms. Such an argu-
ment is not consistent with the high real exchange
value of the dollar; high expected future inflation
should lead, other things being equal, to a dollar
depreciation, not the appreciation that in fact took
place. Thus, expectations alone cannot explain the
rise in U.S. interest rates.

A tax-induced investment boom. In 1981 the
United States changed its tax system in ways that



Figure 3.2 Difference between long- and
short-term interest rates in the United States
and Germany, 1965-83
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favored capital investment. The changes resulted
in (a) the strong stock market recovery in the
United States in 1983-84, and (b) the sharp rise in
investmentmore than usual at an early stage of
the business cyclehigh real interest rates not-
withstanding. As Figure 3.3 shows, the average
rate of profit taxation has indeed fallen consider-
ably. However, the 7 percent decline in the effec-
tive rate of profit tax can, on current estimates of
the marginal productivity of capital, explain less
than a percentage point increase in long-run inter-
est rates. Moreover, the effects of such a tax change
on the return to capital might be expected to
decline over time, because additional investment
in response to the increased after-tax return
should, over time, bring down the rate of return
on capital. This would point to a flattening of the
yield curvethat is, long rates rising less than
short rates; the flattening did not take place. Fur-
thermore, investment has not been particularly
high by historical standards: 14.7 percent of U.S.
GNP in 1983 compared with a 15.5 percent average
for 1970-79. Therefore, tax changes are also likely
to account for only part of the increases in real
interest rates.

Budget deficits. Controversy about the role of
deficits starts with their definition (discussed in
Box 3.3). But there is no dispute on the strong
pressures to increase deficits; in every industrial
country, public expenditure has been rising stead-
ily (see Figure 3.4), while taxes and social security
contributions have risen much less. In the United
States, net government receipts (total government

receipts minus social security outlays) actually fell
from 23.7 percent of national income in 1965 to 23
percent in 1984. But government expenditure on
goods and services (including interest payments
but not social security outlays) actually rose from
23.3 percent of national income in 1965, and 23.9
percent in 1979, to 27.4 percent in 1984.

Budget deficits have grown in the major indus-
trial economies (see Table 3.2, which gives infla-
tion-adjusted deficits of all levels of government).
Only Germany and Japan managed to reduce their
inflation-adjusted deficits between 1979 and 1984.
The biggest change was in the United States, from
an inflation-adjusted surplus of 3.6 percent of
national income in 1979 to a deficit of 2.7 percent in
1984. Further large deficits are projected unless
current policies are changed.

To judge whether the growth of budget deficits
contributed to the rise in real interest rates, the
analysis cannot stop with figures showing deficits
as a proportion of national income. Since world
savings equal world investments, an increase in
government deficits can be matched in either of
two ways: a decline in investment or an increase in
domestic and foreign savings. One popular theory
argues that reductions in tax revenues will be off-
set one for one by private savings, with no need
for adjustment in investment, the current account
of the balance of payments, or world interest rates.
This hypothesis is not borne out by experience.
Private savings in the United States has been on a
steady decline since the mid-1960s with an upturn
only since 1982 as the economy came out of the
recession. A budget deficit of 2.7 percent of
national income is more than half the net private

Figure 3.3 Corporate income taxes as a
percentage of economic profits in
the United States, 1950-89
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Box 3.3 Measurement of government deficits

Problems with the measurement of government deficits
involve both accounting conventions and issues of eco-
nomic analysis.

Accounting issues. Most countries have several layers
of governmentnational, state, and local. The relative
importance of the national government varies by country
and reflects differences in the scope of its activities. All
their accounts should be included in computing the size
of the public sector debt, since all have to be financed.

Definitional problems also arise over the treatment of
inflation. If, for example, prices are rising at 10 percent a
year, a debt of $100 will, after a year, have a real value of
only $90. Inflation acts as a hidden capital levy on out-
standing debt. Knowing this, lenders demand compen-
sation in the form of higher interest rates. So some of a
government's debt interest represents repayment of
principal rather than the real cost of borrowing. How-
ever, standard measures of government deficits count
total interest payments on public sector debt as part of
public expenditure. They therefore overestimate the real
cost of servicing government debt. The inflation-
adjusted deficit (referred to in this chapter) treats only
the real interest costs of public debt as being part of
public expenditure.

Box figure 3.3A shows both concepts for the United
Kingdom. The difference between uncorrected deficits
and the inflation-adjusted balance narrows considerably
in the 1980s, reflecting falling inflation. It is striking to
see that the United Kingdom throughout most of the
1970s and early 1980s actually ran a budget surplus.

Analytical issues. Any analysis of the effects of budget
deficits needs to establish what it is that has produced
the deficit. A cut in, say, employers' contributions to
social security (basically a payroll tax) has different
effects on the economy from an increase in defense
spending, even though they may produce identical
increases in deficits. No single measure will capture all
relevant aspects of the complex spending and tax pat-
terns that make up fiscal policy.

A second issue concerns the cyclical adjustment of def-
icits. A government's budget is affected by the state of
the economic cycle: rising unemployment will produce a
rising deficit, because tax revenues decline while spend-

Box figure 3.3A Public sector surplus in the United
Kingdom as a percentage of national income, 1970-84

Percent
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ing on unemployment benefits increases. Some analyses
of budgetary policy exclude these cyclical influences in
order to establish the underlying fiscal stance. The figure
shows that the gap between the United Kingdom's infla-
tion-adjusted deficit with and without cyclical adjust-
ment widened dramatically after 1979-80, when unem-
ployment rose.

Cyclically adjusted deficit measures attempt to remove
the part of the deficit related to changes in the economy
other than changes in fiscal policy. However, deficits
caused by other factors still need to be financed by offset-
ing changes in either private or foreign savings or invest-
ment. Where therefore the concern is with the effect of
changes in public sector deficits on the balance between
savings and investment, and through that on interest
rates, rather than with the fiscal policy stance in itself,
cyclically adjusted measures are less useful.

(corporate and household) savings rate, adjusted
for inflation (see Box 3.3). And the change in the
inflation-adjusted fiscal deficit-6 .3 percentage
points of national income between 1979 and 1984
has not nearly been matched by the two percent-
age point increase in the private savings rate since
1979. Also, the tax changes in 1981 have broadly
offset the negative effects of high real interest rates
on the user cost of capital, so investment has not
fallen significantly since 1979. As a result, the
United States has been absorbing savings from the
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rest of the world on a considerable scale. In 1984
the U.S. current account deficit was more than
twice that of all developing countries.

These trends can be expected to put upward
pressure on world interest rates, to restore balance
between global savings and investment. Higher
interest rates drew foreign savings to the United
States. The large deterioration in the external posi-
tion of the United States and, to a lesser extent the
Middle Eastern oil exporters, was matched by dra-
matic reductions in current account deficits of oil-

1970 1975 1980 1984

Unadjusted

Inflation adjusted

Inflation and cyclically adjusted

Source: OECD National Accounts; national sources.
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Source: OECD National Accounts; national sources.

importing developing countries and industrial
countries other than the United States (see Figure
3.5).

Between 1979 and 1984, the U.S. inflation-
adjusted budget deficit (see Box 3.3) deteriorated
by $162 billion, a shift that was far greater than, for
example, the $70 billion current account deteriora-
tion of oil-exporting countries over the same
period. To put this in perspective, total gross world
savings in 1979 is estimated at $2,060 billion. The
$162 billion increase therefore represents 8 percent
of world savings in 1979. Budget shifts of this size
can explain a significant part of the increase in real
interest rates. Fiscal deficits can also explain the
upward tilt in the term structure of interest rates.
Since the U.S. budget deficit is expected to remain
high, future short-term interest rates are also

Table 3.2 Inflation-adjusted government budget balance as a percentage of national income in selected
industrial countries, 1965-84

Note: Negative sign indicates deficit.
Source: OECD National Accounts; national sources.

expected to be high-a view consistent with high
long-term interest rates at the moment.

To bring real interest rates down for more than a
short period, a credible change in fiscal policy in
the United States therefore seems desirable. The
high dollar exchange rate has stimulated exports to
the United States and has therefore increased pro-
ducton in other countries. Avoiding any reces-
sionary impact of such a policy change will require
careful coordination with monetary policy in the
United States and also with monetary and fiscal
policies in other industrial countries. However,
failing such a policy change, high real interest rates
and a continued high exchange value of the dollar
would eventually tend to reduce growth in indus-
trial countries and continue to divert world savings
away from developing countries. Moreover, sus-
tamed trade imbalances and exchange rate mis-
alignments will lead to increased protectionist
pressure in industrial countries. In those circum-
stances, developing countries would find it
increasingly difficult to increase export earnings
and service their debts.

Protectionism

Increased protectionism in industrial countries
against developing countries' exports reduces the
export earnings that developing countries would
otherwise obtain. That is detrimental to their
capacity to import and to service their debt. It
therefore is a threat to efficient economic growth
and to a satisfactory solution of the debt problems
many developing countries face.

In aggregate, exports from oil-importing devel-
oping countries have in fact grown faster than
world trade in general since 1974 (in volume
terms). With less protectionism they would have
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Figure 3.4 Government expenditures as a
percentage of national income in Europe,
the United States, and Japan, 1965-84

Percent
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1965-73 3.8 1.0 -3.6 1.8 1.8 1.6 1.5 1.4
1974-78 2.7 -2.4 0.3 0.5 2.4 1.0 0.1 -0.6
1979 2.1 -1.9 -0.7 0.8 -4.4 3.6 0.7 -1.3
1980 3.4 -2.1 4.5 2.2 -3.6 2.0 0.7 -0.2
1981 2.2 -2.5 2.0 0.5 -3.3 2.4 0.6 -0.8
1982 1.5 -1.9 -0.3 -0.4 -2.8 -2.0 -1.6 -1.3
1983 -1.1 -1.7 -0.4 -1.5 -3.4 -3.0 -2.7 -2.4
1984 -0.3 -0.4 -4.7 -1.9 -1.7 -2.7 -2.3 -1.9



Figure 3.5 Changes in current account
balances between 1981 and 1984
(billions of dollars)
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done that to a larger degree. Furthermore, their
export prices have grown less (by nearly a percent-
age point a year) than the unit value of trade in
general since 1974.

The harm done to industrial countries by their
protectionist measures is well documented. The
losses they inflict on developing countries can also
be substantial. Increased protectionism in indus-
trial countries would reduce the volume of exports
from developing countries and adversely affect the
latter's terms of trade. By way of illustration, an
increase in protectionism big enough to produce a
10 percent deterioration in the terms of trade of
Latin America would cost the region as much as
the real interest cost of their entire debt.'

At the moment, the most severe trade interven-
tions in industrial countries aimed at developing
countries are almost all directed primarily against
major debtor countries (the Multifibre Arrange-
ment being an exception). Restrictions on steel
imports in Japan, the United States, and the EC
affect each others' exports, but also those of Korea,

1. The calculation is as follows: in 1983, the ratio of external debt
(including short-term debt) to GDP was 54.8 percent in Latin Amer-
ica. Assuming that 3.5 percent is the expected real interest rate in the
long run (see Chapter 10), such a debt to GDP ratio leads to real
interest payments equal to 1.9 percent of GDP a year. Exports were
19 percent of CDI', so a permanent 10 percent terms of trade deterio-
ration would also yield a permanent annual loss of 1.9 percent of
CDI'. An increase in protectionism in industrial countries that would
permanently worsen Latin America's terms of trade by 10 percent
would thus deprive the region of income equivalent (in discounted
value terms) to its entire external debt.
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Brazil, and to a lesser extent Mexico, three of the
largest developing-country debtors. Restrictions
on imported sugar in Europe, Japan, and the
United States hit Latin America and the Philip-
pines, another country with debt problems.
Restrictions on beef imports in Japan and the EC
damage Argentina's terms of trade. The list is long
and getting longer.

In the next few years, without a significant
increase in capital inflows, the major debtors will
need to run substantial trade surpluses. That will
require an increase in their domestic savings.
These increased savings, however, also need to be
translated into increased export earnings: in tech-
nical terms, the ex ante trade surplus needs to be
brought in line with the ex ante excess of domestic
production over expenditure. If industrial coun-
tries increase barriers to exports from developing
countries, that will require a much larger real
depreciation of the exchange rateor much higher
levels of unemployment. Lower levels of trade
therefore imply higher social costs for the adjust-
ment programs of developing countries. This in
turn seriously threatens the continued implemen-
tation of such programs and, more generally, the
creditworthiness of these countries and, by strain-
ing the ability of major debtors to repay their
debts, the stability of the global financial system.

The roots of protectionism

Increased protectionist pressure during the past
fifteen years is closely related to the change in the
nature of the disturbances to the international
economy that took place over the same period.
One example is the change in cyclical behavior of
inflation. The 1970-73-75 economic cycle (trough-
peak-trough) is the only major business cycle in
U.S. history in which inflation during the contrac-
tion exceeded inflation during the upswing, by
some 8.4 percentage points. Until then, inflation
was dominated by demand fluctuations: an
increase in aggregate demand brought forth higher
output, but also (in time) higher prices. But supply
shocks, such as an increase in raw material prices,
lead to low output and high inflation simultane-
ously. Demand management can cure one or the
other, but not both at the same time. More rapid
structural adjustment was necessary to restore
growth, yet that was seldom forthcoming. As a
result, economic growth slowed down.

Many commentators and governments have
attributed this slowdown to the large increase in
oil prices in 1973-74. But that is not the whole

Increased surplus or Increased deficit or
decreased deficit decreased surplus



story. Difficulties had started earlier. In the United
States large fiscal deficits in the late 1960s triggered
an economic boom and an acceleration in inflation.
In European countries real wages began rising
faster than labor productivity. Labor markets
became increasingly rigid. Profits came under
pressure, and investment became more sluggish.

The boom in commodity prices began in 1972,
stimulated by near simultaneous expansion in the
industrial countries (see Figure 3.6). Its final phase
was the jump in oil prices in 1973-74. Since real
wages did not adjust sufficiently, profitability
declined steeply. Investment therefore slowed
down just when higher oil prices were making
much of the existing capital stock obsolete. As part
of a process of structural adjustment, countries
required more, not less, investment. Increasing
obsolescence of the capital stock meant that supply
side weaknesses were projected into the future as
the structure of the capital stock got increasingly
out of line with new factor prices.

The link between aggregate supply shocks, ris-
ing unemployment, and increasing capital obsoles-
cence helps to explain the revival of protectionist
sentiment. When economies were growing rap-
idly, they could accommodate increased exports
from developing countries. Necessary changes in
the allocation of the capital stock could be made on
the margin out of gross investment; low unem-
ployment meant limited resistance from labor
unions to structural change; and so on. But with
the need to effect long-term restructuring at a time
when growth was slowing and inflation accelerat-
ing, rising imports were seen as an additional com-
plication. They became a convenient excuse for
policy failures, especially when accommodating
them would require further structural adjustment
(steel is a good example).

Moreover, there is abundant evidence to show
that import restrictions do not save jobs, do not
improve the trade balance, and add upward pres-
sure on the real exchange rate. This highlights the
perversity of protectionism. Not only do its roots
lie in a failure to adjust, but its adoption simply
compounds that failure.

Japan and the United States offer good illustra-
tions of what might happen if protection increases.
Both countries are currently projected to approach
their natural rate of unemployment in 1985. There
are, of course, serious difficulties in defining the
natural rate of unemployment. In this context, it is
defined as the rate of unemployment below which
wage-price pressure cannot be contained because
additional jobs cannot be created without bidding

workers away from other parts of the economy.
Therefore, when imports are restricted, every job
gained in import-competing industries means a job
lost in export industries. Protectionism might save
jobs in, say, steel, but, by keeping wages higher
than they would be otherwise, it will not save jobs
in general. Capital that would have gone to high
technology industries or into agriculture will
instead be directed to protected sectors. This
implies that protection accorded to import-compet-
ing industries is protection taken away from export
industries. An import control therefore has effects
similar to an export tax: it will bring down imports
and exports, not just imports alone. For the same
reason, trade intervention will not improve a coun-
try's trade balance, since exports will go down in
line with imports. Developing countries, denied
the access to markets in, say, the United States
access they need to earn the dollars that can then
be used to buy U.S. goodswill cut back on such
imports.

In Europe, of course, full employment is still far
out of reach. However, this does not mean that
increased protectionism there will save jobs. Real
wages are rigid in relation to the prices of all con-
sumer goods. Protectionism, by making foreign
goods more expensive, will lower the real wage in
terms of foreign goods. To maintain the real wage
in terms of all goods consumed, it will therefore be
necessary for wages to go up in terms of domestic
goods. This may actually lead to a fall in employ-
ment. Moreover, to the extent that such employ-
ment losses are temporary until wages adjust, pro-

Figure 3.6 Indexes of real commodity prices,
1965-84

Index (1980 = 100)
160

130

90

50

10

Commodities except oil

Note: Data are nominal prices deflated by the IMF world export
unit value index.

Source: World Bank data.

39

1965 1970 1975 1980 1984



tectionism will cause a temporary decline in
income. This could lead to a deterioration in the
current account balance, as consumers will cut
expenditure less than one for one with a tempo-
rary fall in income.

The new protectionism

Tariff reductions undertaken since World War II
were continued in the Tokyo Round negotiations,
which lowered tariffs to levels not seen before in
this century. But while the reductions have been
extended to the developing countries under the
Most Favored Nation clause, tariffs have been low-
ered less than the average on products of interest
to developing countries. Moreover, the fact that
tariffs rise as raw materials go through progressive
stages of processing means that the trading system
discourages processing industries in the develop-
ing countries.

A more serious danger to developing countries'
exports is the growing use of nontariff barriers
(NIBs). On one measurethe proportion of
imports subject to restrictionthe extent of NTBs
more than doubled in the United States between
1980 and 1983 and increased by 38 percent in the
EC. A much larger share of industrial-country
imports from developing countries is subject to
NTBs than imports from other industrial countries
(see Table 3.3). Such ratios do not reflect tightening
of existing NIBs and may therefore underestimate
their increased use. One example is the progres-
sive tightening of the Multifibre Arrangement each
time it is renegotiated.

Commodity by commodity, NTBs do consider-
able harm:

Agriculture. Although much attention is paid
to the trade barriers erected against the manufac-
tured exports of developing countries, in fact they
are less prevalent than those against agricultural
exports. In 1983, 29 percent of developing coun-
tries' agricultural exports to industrial countries

Table 3.3 Share of imports subject to nontariff
barriers in industrial-country markets, 1983

Note: Data are based on 1981 weighted averages for all world trade in
all products except fuels.
Source: World Bank data.
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were affected by NTBs; for manufactured exports,
the ratio was 18 percent. The persistent protection-
ism of the main industrial countries has produced
surpluses that are often dumped on world mar-
kets. This inhibits domestic production in develop-
ing countries, even though it would often be more
efficient than production in the industrial coun-
tries. The tariffs and NTBs used to protect sugar
growers in industrial countries inflict income
losses on developing-country sugar exporters
equal to nearly 10 percent of all the aid from indus-
trial countries to all developing countries. The loss
of export revenues is estimated to be almost 30
percent of the total aid bill (see Box 3.4).

Steel. The volume of steel imported into the
United States fell 3.3 percent a year in 1971-73
when quotas were imposed. It then grew at an
annual rate of 8.3 percent in the mid-1970s after
quotas were removed. But when the trigger price
mechanism was introduced in 1977 it slowed down
to 2.6 percent a year.

Footwear. Korean exports of footwear to the
United Kingdom increased by 57.5 percent a year
in real terms in 1973-79 but fell 19.1 percent a year
in 1979 and 1980 after nontariff barriers were
imposed.

NTBs do much more damage to the competitive
structure of a market than tariffs. Once the quotas
have been fulfilled, marginal foreign competitors
are excluded from the marketthereby increasing
the monopoly power of domestic firms. Tariffs do
not remove marginal foreign competitors but sim-
ply give them a cost disadvantage. From the
exporter's point of view, voluntary export
restraints (VERs) are preferable to quotas adminis-
tered by importers; with VERs, exporters can at
least sell their products at market prices prevailing
in the importing country rather than at the lower
world price. However, the long-term damage of
VERs is likely to be higher than that caused by
quotas administered by importers: they lock in the
existing set of suppliers and keep out any lower-
cost competitors that may emerge. Taking the
Multifibre Arrangement on textiles as an example
of a VER, Korea or Hong Kong may not lose too
muchbut newcomers like China or Sri Lanka cer-
tainly do.

Even more damaging than the direct costs of
trade restrictions could be the signal they send to
developing countries about the merits of export-
oriented policies. Further proliferation of NTBs
could very well revive (and justify) the export pes-
simism that prevailed in many developing coun-
tries in the 1930s and 1940s. Yet the empirical evi-

Market

Percentage of imports from:

Industrial All developing Major
countries countries borrowers

EC 10.2 21.8 24.9
Japan 9.3 10.5 9.6
United States 7.7 12.9 14.5
All industrial countries 10.5 19.8 21.9



Box 3.4 The costs of protecting sugar and beef

Sugar and beef are the two agricultural commodities
most affected by trade barriers in the industrial coun-
tries. They account for about half of all the export earn-
ings lost by developing countries as a result of interven-
tion in agricultural trade. Box tables 3.4A and 3.4B show
one study's estimates of the costs involved.

Welfare costs are defined as the amount of money that
exporters would need to receive to be as well off with
protectionism against them in industrial countries as
they would be without such measures. These costs are
derived from a model of the world market in sugar (raw
and refined) and a model of the world beef market. The
research covered seventeen industrial countries and
fifty-eight developing countries. It distinguished
between different forms of trade controls and included
the special arrangements on preferential access that the
EC has with various groups of developing countries.

For developing-country exporters of sugar, the foreign
exchange losses from these barriers amounted in 1983 to
almost $7.4 billion (at 1980 prices and exchange rates).

Box table 3.4B Estimated effects of trade barriers on
beef and veal exporters
(millions of 1980 dollars)

Welfare costs
Latin America 506.4
Africa (sub-Saharan) 7.6
Other developing Countries 21.7
Total 535.7

Loss in export revenues
Latin America 4,692.6
Africa (sub-Saharan) 99.0
Other developing countries 303.5
Total 5,095.1

Source: Zietz and Valdez (background paper).

For comparison, the aid programs of all industrial coun-
tries in 1983 totaled $22.5 billion (again at 1980 prices and
exchange rates).

Losses of welfare and of export revenues are heavily
concentrated in Latin America (especially Argentina,
Brazil, Dominican Republic, and Mexico) and in the Phil-
ippines and India. All are among the biggest debtors in
the world. Sub-Saharan Africa, although also a net loser,
is not affected as much as Latin Americapartly because
it has no big sugar producers and also because many
African countries have preferential access to EC markets.

Trade barriers on beef and veal exporters also pro-
duced substantial welfare losses and export revenue
shortfalls for developing countries (Box table 3.4B).
Moreover, these losses are almost completely borne by
Latin American beef producers, mostly Argentina and,
to a lesser extent, Brazil. Again the main developing-
country losers from industrial-country protectionism are
countries that currently have external debt problems.

dence of the benefits of trade for growth is
overwhelming. At a time when more and more
governments in the developing world are accept-
ing this link, increased protectionism in industrial
countries is a major threat to economic growth.

Conclusions

The rapid growth in capital flows has cemented the
links between industrial and developing countries
that developed through the growth of trade over
the past forty years. Protectionism and the level of
economic activity rightly concern developing
countries, since they affect those countries'
exports and terms of trade. Those concerns still

exist, but increased financial links of developing
countries with world capital markets have added
important channels through which macroeco-
nomic developments in industrial countries are
transmitted to developing countries.

The significance of this has become clear in the
past few years. Macroeconomic and trade policies
in industrial countries directly affect the cost of
debt servicing, the volume of capital flows, and the
ability of developing countries to earn foreign
exchange. High real interest rates have dramati-
cally increased the debt service burden of develop-
ing countries, the appreciation of the dollar has
depressed commodity prices, and so on. Structural
adjustment, sound fiscal policies, and continued
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Box table 3.4A Estimated effects of trade barriers on
sugar exporters
(millions of 1980 dollars)

Effect and exporter

Annual
average,
1979-81 1983

Welfare costs
Latin America 670.4 1,111.0
Africa 76.7 130.9
Other developing countries 507.3 886.2
Total 1,254.4 2,128.1

Loss of export revenues
Latin America 2,224.2 3,391.0
Africa 269.2 421.9
Other developing countries 2,614.9 3,578.1
Total 5,108.3 7,391.0

Source: Zietz and Valdez (background paper).

Annual
average,

Effect and exporter 1979-81



Box 3.5 Implications for developing countries of changes in interest rates, terms of trade,
and growth in industrial countries
The external accounts of developing countries are influ-
enced by developments in the industrial countries. Box
table 3.5A tries to quantify just what that influence is. It
considers only "first-round" effects, ignoring any policy
response by developing countries ("second-round"
effects are examined in Chapter 10). This is a good mea-
sure of welfare costs because, if developing countries
were to receive these amounts, they would in fact be able
to pursue previous policies and would therefore be as
well off as they would be in the absence of such adverse
developments in the industrial countries.

Interest rates. Higher interest rates lead immediately
to higher interest costs on variable interest rate debt (37
percent of the total debt, including undisbursed debt, of
developing countries at the beginning of 1984). Further-
more, as more and more fixed rate debt is repaid and
needs to be refinanced, interest payments on it will
increase. So will payments on new debt. Thus the extra
cost to developing countries is initially only $2.3 billion
but it increases to $8 billion in 1990.

The terms of trade. An improvement of one percent-
age point in the developing countries' terms of trade
with respect to industrial countries would have yielded

Box table 3.5A Effects of macroeconomic changes on the current account balance of all developing countries
(billions of dollars)

Source: van Wijnbergen (background paper).

them $2.2 billion in 1984. As trade expands, so the bene-
fits increase to $4.8 billion in 1990.

Growth. Faster growth in industrial countries will
increase the volume of exports from developing coun-
tries and improve their terms of trade. Terms of trade
effects on economic welfare will dominate, unless
increases in volume are produced with resources that
would otherwise be idle. This has not been the case
recently since increased exports have largely been at the
expense of domestic expenditure. The focus therefore is
on terms of trade effects, which depend on world
demand and supply and also heavily on what happens
to the exchange rate of the dollar. If it appreciates, then
developing countries might gain little or no improve-
ment in their terms of trade, since prices of their primary
commodity exports would be depressed (see Box 3.1)
while prices of their dollar-denominated imports would
rise. The second set of estimates assumes a dollar appre-
ciation large enough to prevent any real increase in com-
modity prices, which is what has happened during the
1983-85 recovery. Without the real increase in commod-
ity prices, the current account gain in 1990 is reduced
from $7.7 billion to only $2.9 billion.

and coordinated monetary restraint in industrial
countries to bring down real interest rates and
more properly align exchange rates are of utmost
importance if adjustment policies in developing
countries are to lead to renewed growth and
restored creditworthiness (see Box 3.5).

There are, moreover, new reasons for concern
about the protectionist trends emerging in indus-
trial countries. The costs of such policies to indus-
trial countries' consumers and developing coun-
tries' exporters are well documented. The recent
debt service problems have added a new dimen-
sion to these concerns. Capital flows allow a more
efficient use of world savings if borrowing coun-
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tries follow rational policies. Servicing of the
resulting foreign debt would be impeded seriously
if increased protection in industrial countries were
to deny developing countries access to industrial
countries' markets. This is turn would jeopardize
the effective functioning of the financial system.

The industrial countries' policies that have been
singled out as beneficial for developing countries
would also foster stable and noninflationary
growth in industrial countries and would create a
more liberal trading environment. They would
therefore benefit industrial and developing coun-
tries alike.

Type of change 1984 1990

One percentage point increase in interest rates
Existing variable rate debt -2.3 -2.3
Existing fixed rate debt refinanced at new higher rate 0.0 -1.6
New debt 0.0 -4.1
Total -2.3 -8.0

One percentage point improvement in terms of trade 2.2 4.8

One percentage point improvement in industrial countries' GNP growth
A. Without dollar appreciation

Through terms of trade effect of increased commodity prices 2.2 4.8
Direct terms of trade effect 1.3 2.9
Total 3.5 7.7

B. With dollar appreciat ion
Through terms of trade effect of increased commodity prices 0.0 0.0
Direct terms of trade effect 1.3 2.9
Total 1.3 2.9




