Chapter 32
Macroeconomic Policy around the World

Introduction to Macroeconomic Policy around the World

There are extraordinary differences in the composition and performance of economies across the
world. What explains these differences? Are countries motivated by similar goals when it comes
to macroeconomic policy? Can we apply the same macroeconomic framework that we developed
in this text to understand the performance of these countries? Let’s take each of these questions
In turn.

Explaining differences: Recall from Unemployment that we explained the difference in
composition and performance of economies by appealing to an aggregate production function.
We argued that differences in productivity explain the diversity of average incomes across the
world, which in turn were affected by inputs such as capital deepening, human capital, and
“technology.” Every economy has its own distinctive economic characteristics, institutions,
history, and political realities, which imply that access to these “ingredients” will vary by
country and so will economic performance.

For example, South Korea invested heavily in education and technology to increase agricultural
productivity in the early 1950s. Some of this investment came from its historical relationship
with the United States. As a result of these and many other institutions, its economy has managed
to converge to the levels of income in leading economies like Japan and the United States.

Similar goals and frameworks: Many economies that have performed well in terms of per capita
income have—for better or worse—been motivated by a similar goal: to maintain the quality of
life of their citizens. Quality of life is a broad term, but as you can imagine it includes but is not
limited to such things as low level of unemployment, price stability (low levels of inflation), and
the ability to trade. These seem to be universal macroeconomic goals as we discussed in The
Macroeconomic Perspective. No country would argue against them. To study macroeconomic
policy around the world, we begin by comparing standards of living. In keeping with these goals,
we also look at indicators such as unemployment, inflation, and the balance of trade policies
across countries. Remember that every country has had a diverse set of experiences; therefore,
although our goals may be similar, each country may well require macroeconomic policies
tailored to its circumstances.

32.1 The Diversity of Countries and Economies across the World

The national economies that comprise the global economy are remarkably diverse. Let us use
one key indicator of the standard of living, GDP per capita, to quantify this diversity. You will
quickly see that quantifying this diversity is fraught with challenges and limitations. As we
explained in The Macroeconomic Perspective, we must consider using purchasing power
parity or “international dollars” to convert average incomes into comparable units. Purchasing
power parity, as we formally defined in Exchange Rates and International Capital Flows, takes
into account that prices of the same good are different across countries.

The Macroeconomic Perspective explained how to measure GDP, the challenges of using GDP
to compare standards of living, and the difficulty of confusing economic size with distribution. In
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China’s case, for example, China ranks as the second largest global economy, second to only the
United States, with Japan ranking third. However, when we take China’s GDP of $9.2 trillion
and divide it by its population of 1.4 billion, then the per capita GDP is only $6,900, which is
significantly lower than that of Japan, at $38,500, and that of the United States, at $52,800.
Measurement issues aside, it’s worth repeating that the goal, then, is to not only increase GDP,
but to strive toward increased GDP per capita to increase overall living standards for individuals.
As we have learned from Economic Growth, countries can achieve this at the national level by
designing policies that increase worker productivity, deepen capital, and advance technology.

The related measure gross national income (GNI) per capita also allows us to rank countries into
high-, upper-middle-, lower-middle-, or low-income groups. The World Bank updates the
classifications each year. Low-income countries are those with $1,085 per capita GNI per year;
lower-middle-income countries have a per capita GNI between $1,086 and $4,255; upper-
middle-income countries have a per capita GDP between $4,265 and $13,205; while high-
income countries have over $13,206 per year per capita income. According to the 2022
classifications, there are 27 low-income nations and 80 high-income nations. The other 110
measured nations occupy the two tiers of middle-income nations, and are comprised of the vast
majority—75%, of the world’s population. Despite the population and quantitative majority,
these nations only produce one third of global GNI and have nearly two-thirds of the world’s
people living in poverty.

% of % of
GDP (in Global Population Global

Income Group billions) GDP (millions) Population
Low income (81,085 or = ¢/57 ¢ 0.5% 665.1 8.6%
less)
Lower- and upper-
middle income ($1,086— $30,535 36.5% 5,853 75.7%
$13,205)
High income (more than o 0
$13.205) $53,396 63% 1,215 15.7%
World Total income 384,388 7,773.1

Table 32.1 World Income versus Global Population Note that while the income categories are
determined by GNI, many other economic measures use GDP. (Source: World Bank,
https://data.worldbank.org/indicator/NY.GDP.PCAP.CD)
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Figure 32.2 Percent of Global GDP and Percent of Population The two pie charts show that
low-income countries represent less than 1% of global income and make up 8.6% of global
population. The combined middle-income countries represent 36.5% of income and make up
75.7% of global population. And the high-income countries have 63% of the world’s income and
make up 15.7% of the population. (Source:
https://data.worldbank.org/indicator/NY.GDP.MKTP.CD)

An overview of the regional averages of GDP per person for developing countries, measured in
comparable international dollars as well as population in 2018 (Figure 32.3), shows that the
differences across these regions are stark. As Table 32.2 shows, nominal GDP per capita in 2020
for the 652 million people living in Latin America and the Caribbean region (excluding high
income countries in that region) was $6,799, which far exceeds that of South Asia and sub-
Saharan Africa. In turn, people in the world’s high-income nations, such as those who live in the
European Union nations or North America, have a per capita GDP three to four times that of the
people of Latin America. To put things in perspective, North America and the European Union
(plus the United Kingdom) have slightly more than 10% of the world’s population, but they
produce and consume about 44% of the world’s GDP.
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Figure 32.3 GDP Per Capita in U.S. Dollars There is a clear imbalance in the GDP across the
world. North America, Australia, and Western Europe have the highest GDPs while large areas
of the world have dramatically lower GDPs. Russia and other former Soviet nations, as well as
Argentina, Botswana, Brazil, Chile, Gabon, and Mexico, have a mid-tier per capita GDP of about
$6,000—-10,000. China, though a major economic engine for the world, is about $10,500. Egypt,
India, Indonesia, Mongolia, and Sudan are lower at about $920-3,500. (Credit: modification of
work by Bsrboy/Wikimedia Commons)
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Population (in millions) GDP Per Capita

East Asia and Pacific 2,361 $8,254

South Asia 1,857 $1,823.7
Sub-Saharan Africa 1,136.7 $1,499.4
Latin America and Caribbean 652 $6,799.2
Middle East and North Africa 465 $3,018.4
Europe and Central Asia 923 $7,688.5

Table 32.2 Regional Comparisons of Nominal GDP per Capita and Population in 2020 GDP per
capita excludes high income countries in each region. (Source:
https://data.worldbank.org/indicator/NY.GDP.PCAP.CD)

Such comparisons between regions are admittedly rough. After all, per capita GDP cannot fully
capture the quality of life. Many other factors have a large impact on the standard of living, like
health, education, human rights, crime and personal safety, and environmental quality. These
measures also reveal very wide differences in the standard of living across the regions of the
world. Much of this is correlated with per capita income, but there are exceptions. For example,
life expectancy at birth in many low-income regions approximates those who are more affluent.
The data also illustrate that nobody can claim to have perfect standards of living. For instance,
despite very high-income levels, there is still undernourishment in Europe and North America.

The differences in economic statistics and other measures of well-being, substantial though they
are, do not fully capture the reasons for the enormous differences between countries. Aside from
the neoclassical determinants of growth, four additional determinants are significant in a wide
range of statistical studies and are worth mentioning: geography, demography, industrial
structure, and institutions.

Geographic and Demographic Differences

Countries have geographic differences: some have extensive coastlines, some are landlocked.
Some have large rivers that have been a path of commerce for centuries, or mountains that have
been a barrier to trade. Some have deserts, some have rain forests. These differences create
different positive and negative opportunities for commerce, health, and the environment.

Countries also have considerable differences in the age distribution of the population. Many
high-income nations are approaching a situation by 2020 or so in which the elderly will form a
much larger share of the population. Most low-income countries still have a higher proportion of
youth and young adults, but by about 2050, the elderly populations in these low-income
countries are expected to boom as well. These demographic changes will have considerable
impact on the standard of living of the young and the old.
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Differences in Industry Structure and Economic Institutions

Countries have differences in industry structure. In the world’s high-income economies, only
about 2% of GDP comes from agriculture; the average for the rest of the world is 12%. Countries
have strong differences in degree of urbanization.

Countries also have strong differences in economic institutions: some nations have economies
that are extremely market-oriented, while other nations have command economies. Some nations
are open to international trade, while others use tariffs and import quotas to limit the impact of
trade. Some nations are torn by long-standing armed conflicts; other nations are largely at peace.
There are also differences in political, religious, and social institutions.

No nation intentionally aims for a low standard of living, high rates of unemployment and
inflation, or an unsustainable trade imbalance. However, nations will differ in their priorities and
in the situations in which they find themselves, and so their policy choices can reasonably vary,
too. The next modules will discuss how nations around the world, from high income to low
income, approach the four macroeconomic goals of economic growth, low unemployment, low
inflation, and a sustainable balance of trade.

32.2 Improving Countries’ Standards of Living

Jobs are created in economies that grow. What is the origin of economic growth? According to
most economists who believe in the growth consensus, economic growth (as we discussed

in Economic Growth) is built on a foundation of productivity improvements. In turn,
productivity increases are the result of greater human and physical capital and technology, all
interacting in a market-driven economy. In the pursuit of economic growth, however, some
countries and regions start from different levels, as the differences in per capita GDP presented
earlier in Table 32.2 illustrate.

Growth Policies for the High-Income Countries

For the high-income countries, the challenge of economic growth is to push continually for a
more educated workforce that can create, invest in, and apply new technologies. In effect, the
goal of their growth-oriented public policy is to shift their aggregate supply curves to the right
(refer to The Aggregate Demand/Aggregate Supply Model). The main public policies targeted at
achieving this goal are fiscal policies focused on investment, including investment in human
capital, in technology, and in physical plant and equipment. These countries also recognize that
economic growth works best in a stable and market-oriented economic climate. For this reason,
they use monetary policy to keep inflation low and stable, and to minimize the risk of exchange
rate fluctuations, while also encouraging domestic and international competition.

However, early in the second decade of the 2000s, many high-income countries found
themselves more focused on the short term than on the long term. The United States, Western
Europe, and Japan all experienced a combination of financial crisis and deep recession, and the
after-effects of the recession—Ilike high unemployment rates—seemed likely to linger for several
years. Most of these governments took aggressive, and in some cases controversial, steps to
jump-start their economies by running very large budget deficits as part of expansionary fiscal
policy. These countries must adopt a course that combines lower government spending and
higher taxes.
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Similarly, many central banks ran highly expansionary monetary policies, with both near-zero
interest rates and unconventional loans and investments. For example, in 2012, Shinzo Abe

(see Figure 32.4), then newly-elected Prime Minister of Japan, unveiled a plan to pull his country
out of its two-decade-long slump in economic growth. It included both fiscal stimulus and an
increase in the money supply. The plan was successful in some ways and unsuccessful in others.
While real GDP growth in Japan has averaged around 1% since 2012 (and was only 0.2% in
2014 and 0.7% in 2016) and while the inflation rate has struggled to stay positive in recent years,
the unemployment rate continued to decline through the 2010s. By early 2020, prior to the
pandemic, the unemployment rate stood at just 2.5%. Public debt has also reached a plateau in
the last 5—7 years of about 230-240% of GDP, although this number did increase slightly in
2020 due to the pandemic. Shinzo Abe stepped down as Prime Minister of Japan in 2020, and
was assassinated in 2022.

R4y
Figure 32.4 Japan’s Former Prime Minister, Shinzo Abe Japan used fiscal and monetary

policies to stimulate its economy, which has helped bring down unemployment, but inflation
remains stubbornly low. (Credit: modification of “Shinzo Abe, Prime Minister of Japan” by

Chatham House/Flickr Creative Commons, CC BY 2.0)

As we discussed in other chapters, macroeconomics needs to have both a short-run and a long-
run focus. The challenge for many of the developed countries in the next few years will be to
grapple with the consequences of the pandemic. With high unemployment and no end of the
virus containment in sight, it will be challenging for these governments to refocus their efforts on
new technology, education, and physical capital investment.

Growth Policies for the Middle-Income Economies

The world’s great economic success stories in the last few decades began in the 1970s with that
group of nations sometimes known as the East Asian Tigers: South Korea, Thailand, Malaysia,
Indonesia, and Singapore. The list sometimes includes Hong Kong and Taiwan, although often
under international law they are treated as part of China, rather than as separate countries. The
economic growth of the Tigers has been phenomenal, typically averaging 5.5% real per capita
growth for several decades. In the 1980s, other countries began to show signs of convergence.
China began growing rapidly, often at annual rates of 8% to 10% per year. India began growing
rapidly, first at rates of about 5% per year in the 1990s, but then higher still in the first decade of
the 2000s.

We know the underlying causes of these rapid growth rates:
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e China and the East Asian Tigers, in particular, have been among the highest savers in the
world, often saving one-third or more of GDP as compared to the roughly one-fifth of
GDP, which would be a more typical saving rate in Latin America and Africa. These
countries harnessed higher savings for domestic investment to build physical capital.

o These countries had policies that supported heavy investments in human capital, first
building up primary-level education and then expanding secondary-level education.
Many focused on encouraging math and science education, which is useful in engineering
and business.

o Governments made a concerted effort to seek out applicable technology, by sending
students and government commissions abroad to look at the most efficient industrial
operations elsewhere. They also created policies to support innovative companies that
wished to build production facilities to take advantage of the abundant and inexpensive
human capital.

e China and India in particular also allowed far greater freedom for market forces, both
within their own domestic economies and also in encouraging their firms to participate in
world markets.

This combination of technology, human capital, and physical capital, combined with the
incentives of a market-oriented economic context, proved an extremely powerful stimulant to
growth. Challenges that these middle-income countries faced are a legacy of government
economic controls that for political reasons can be dismantled only slowly over time. In many of
them, the government heavily regulates the banking and financial sector. Governments have also
sometimes selected certain industries to receive low-interest loans or government subsidies.
These economies have found that an increased dose of market-oriented incentives for firms and
workers has been a critical ingredient in the recipe for faster growth.

Growth Policies for Economically-Challenged Countries

Many economically-challenged or low-income countries are geographically located in Sub-
Saharan Africa. Other pockets of low income are in the former Soviet Bloc, and in parts of
Central America and the Caribbean.

There are macroeconomic policies and prescriptions that might alleviate the extreme poverty and
low standard of living. However, many of these countries lack the economic and legal stability,
along with market-oriented institutions, needed to provide a fertile climate for domestic
economic growth and to attract foreign investment. Thus, macroeconomic policies for low-
income economies are vastly different from those of the high income economies. The World
Bank has made it a priority to combat poverty and raise overall income levels through 2030. One
of the key obstacles to achieving this is the political instability that seems to be a common
feature of low-income countries.

Figure 32.5 shows the ten lowest income countries as ranked by The World Bank in 2020. These
countries share some common traits, the most significant of which is the recent failures of their
governments to provide a legal framework for economic growth. Civil and ethnic wars have
impacted Burundi. Command economies, corruption, as well as political factionalism and
infighting are commonly adopted elements in these low-income countries. The Democratic
Republic of the Congo (often referred to as “Congo”) is a resource-wealthy country that has not
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been able to increase its subsistence standard of living due to the political environment.
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Figure 32.5 The Ten Lowest Income Countries This bar chart that shows the ten lowest-
income countries by per capita income. They are, from lowest income to highest: Burundi,
Somalia, Mozambique, Madagascar, Central African Republic, Sierra Leone, Afghanistan,
Democratic Republic of Congo, Niger, and Sudan. (Source:
http://databank.worldbank.org/data/views/reports/map.aspx#)

Low-income countries are at a disadvantage because any incomes that people receive are spent
immediately on necessities such as food. People in these countries live on less than $1,035 per
year, which is less than $100 per month. Lack of saving means a lack of capital accumulation
and a lack of loanable funds for investment in physical and human capital. Recent research by
two MIT economists, Abhijit Bannerjee and Esther Duflo, has confirmed that the households in
these economies are trapped in low incomes because they cannot muster enough investment to
push themselves out of poverty.

For example, the average citizen of Burundi, a low-income country, subsists on $239 per year
(adjusted to 2020 dollars). According to Central Intelligence Agency data in its CIA Factbook, as
0f 2021, 85% of Burundi’s population is agrarian, with bananas as the main income producing
crop. Only one in two children attends school and, as Figure 32.6 shows, many are not in schools
comparable to what occurs in developed countries. Political instability has made it difficult for
Burundi to make significant headway toward growth, as verified by the electrification of only
11% of households and 40% of its national income coming from foreign aid.

Figure 32.6 Lack of Funds for Investing in Human Capital In low-income countries, people

“Access for free at openstax.org.” 8
Greenlaw, S., Shapiro, D., & MacDonald, D. (2024, July 18). Principles of Economics 3E.
https://openstax.org/details/books/principles-economics-3e



often spend all income on necessities for living and cannot accumulate or invest in physical or
human capital. The students in this photograph learn in an outside “classroom” void of not only
technology, but even chairs and desks. (Credit: “Living in Kuito” by Rafaela Printes/Flickr
Creative Commons, CC BY 2.0)

32.3 Causes of Unemployment around the World

We can categorize the causes of unemployment in the world's high-income countries in two
ways: either cyclical unemployment caused by the economy when in a recession, or the natural
rate of unemployment caused by factors in labor markets, such as government regulations
regarding hiring and starting businesses.

Unemployment from a Recession

For unemployment caused by a recession, the Keynesian economic model points out that both
monetary and fiscal policy tools are available. The monetary policy prescription for dealing with
recession is straightforward: run an expansionary monetary policy to increase the quantity of
money and loans, drive down interest rates, and increase aggregate demand. In a recession, there
is usually relatively little danger of inflation taking off, and so even a central bank, with fighting
inflation as its top priority, can usually justify some reduction in interest rates.

With regard to fiscal policy, the automatic stabilizers that we discussed in Government Budgets
and Fiscal Policy should be allowed to work, even if this means larger budget deficits in times of
recession. There is less agreement over whether, in addition to automatic stabilizers,
governments in a recession should try to adopt discretionary fiscal policy of additional tax cuts
or spending increases. In the case of the Great Recession, the case for this kind of extra-
aggressive expansionary fiscal policy is stronger, but for a smaller recession, given the time lags
of implementing fiscal policy, countries should use discretionary fiscal policy with caution.

However, the aftermath of the Recession emphasizes that expansionary fiscal and monetary
policies do not turn off a recession like flipping a switch turns off a lamp. Even after a recession
is officially over, and positive growth has returned, it can take some months—or even a couple
of years—before private-sector firms believe the economic climate is healthy enough that they
can expand their workforce.

The Natural Rate of Unemployment

Unemployment rates in European nations have typically been higher than in the United States. In
2020, before the start of the COVID-19 pandemic, the U.S. unemployment rate was 3.5%,
compared with 8.5% in France, 10% in Italy, and 7.1% in Sweden. We can attribute the pattern
of generally higher unemployment rates in Europe, which dates back to the 1970s, to the fact that
European economies have a higher natural rate of unemployment because they have a greater
number of rules and restrictions that discourage firms from hiring and unemployed workers from
taking jobs.

Addressing the natural rate of unemployment is straightforward in theory but difficult in practice.
Government can play a useful role in providing unemployment and welfare payments, for
example, by passing rules about where and when businesses can operate, and assuring that the
workplace is safe. However, these well-intentioned laws can, in some cases, become so intrusive
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that businesses decide to place limits on their hiring.

For example, a law that imposes large costs on a business that tries to fire or lay off workers will
mean that businesses try to avoid hiring in the first place, as is the case in France. According

to Business Week, “France has 2.4 times as many companies with 49 employees as with 50 ...
according to the French labor code, once a company has at least 50 employees inside France,
management must create three worker councils, introduce profit sharing, and submit
restructuring plans to the councils if the company decides to fire workers for economic reasons.”
This labor law essentially limits employment (or raises the natural rate of unemployment).

Undeveloped and Transitioning Labor Markets

Low-income and middle-income countries face employment issues that go beyond
unemployment as it is understood in the high-income economies. A substantial number of
workers in these economies provide many of their own needs by farming, fishing, or hunting.
They barter and trade with others and may take a succession of short-term or one-day jobs,
sometimes receiving pay with food or shelter, sometimes with money. They are not
“unemployed” in the sense that we use the term in the United States and Europe, but neither are
they employed in a regular wage-paying job.

The starting point of economic activity, as we discussed in Welcome to Economics!, is the
division of labor, in which workers specialize in certain tasks and trade the fruits of their labor
with others. Workers who are not connected to a labor market are often unable to specialize very
much. Because these workers are not “officially” employed, they are often not eligible for social
benefits like unemployment insurance or old-age payments—if such payments are even available
in their country. Helping these workers to become more connected to the labor market and the
economy is an important policy goal. Recent research by development economists suggests that
one of the key factors in raising people in low-income countries out of the worst kind of poverty
is whether they can make a connection to a somewhat regular wage-paying job.

Economist Sir W. Arthur Lewis examined such transitions of labor and the impact on economic
development. His core theoretical framework—the dual sector economy—proposes that,
essentially, the marginal product of low-skilled workers is greater in the manufacturing sector
than it is in the agricultural sector. That’s because most agricultural societies are both mature and
have fixed inputs (land, water, and related resources); the marginal product of additional farmers
on that land is nearly zero, creating what Lewis termed “surplus workers.” Early-stage
manufacturing sectors, however, have great need for low-skilled workers, and can make better
use (greater marginal product) of them. Their wages will remain low, but as stated above, the
wages are more likely to be consistent and therefore move toward a large-scale transition of the
labor force.

We have seen this practically in many nations experiencing a shift in labor, particularly in China.
In many regions, it is marked by a level of migration—people leaving rural areas for cities or
manufacturing zones. At some point, nations achieve what economists call the Lewis turning
point, in which the surplus agricultural labor is fully absorbed into the manufacturing sector.
Typically, when this occurs, wages in both agricultural and manufacturing sectors begin to rise in
a sustainable manner. Despite massive transformation in the Chinese economy over the past
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decades, economists dispute whether China has actually reached the Lewis turning point.

Economic transition is not without its downsides. Many manufacturing-focused countries still
rely heavily on their agricultural sectors for their own sustenance and as a core part of
international trade. As the agricultural sector faces competition from manufacturing, and as
people physically leave rural areas, farming economies can suffer downturns and
unpredictability. Finally, countries or individual farmers seeking to make up for their missing
labor may encourage migration and/or immigration that may cause political or financial conflict.

32.4 Causes of Inflation in Various Countries and Regions

Policymakers of the high-income economies appear to have learned some lessons about

fighting inflation. First, whatever happens with aggregate supply and aggregate demand in the
short run, countries can use monetary policy to prevent inflation from becoming entrenched in
the economy in the medium and long term. Second, there is no long-run gain to letting inflation
become established. In fact, allowing inflation to become lasting and persistent poses undesirable
risks and tradeoffs. When inflation is high, businesses and individuals need to spend time and
effort worrying about protecting themselves against inflation, rather than seeking better ways to
serve customers. In short, the high-income economies appear to have both a political consensus
to hold inflation low and the economic tools to do so. Despite this, periods of growing inflation
can stagnate economic growth and lead to significant political consequences for leaders. In 2022,
the U.S. inflation rate reached 9.1%, an unexpected peak that the country hadn't seen since 1981.
As is often the case, President Joe Biden was held politically responsible, and negotiated with
Congress to pass a massive economic and climate bill titled the Inflation Reduction Act.

In a number of middle- and low-income economies around the world, inflation is far from a
solved problem. In the early 2000s, Turkey experienced inflation of more than 50% per year for
several years and continues to experience high inflation today. Belarus had inflation of about
100% per year from 2000 to 2001. From 2008 to 2010, Venezuela and Myanmar had inflation
rates of 20% to 30% per year. Indonesia, Iran, Nigeria, the Russian Federation, and Ukraine all
had double-digit inflation for most of the years from 2000 to 2010. Zimbabwe had
hyperinflation, with inflation rates that went from more than 100% per year in the mid-2000s to a
rate of several million percent in 2008.

In these countries, the problem of very high inflation generally arises from huge budget deficits,
which the government finances by printing its domestic currency. This is a case of “too much
money chasing too few goods.” In the case of Venezuela, beginning in 2016 the government
covered its widening deficits by printing ever higher currency notes, with inflation reaching
1,000,000% by 2018. The crisis continues today, with high rates of inflation and high
unemployment (over 40%). There is some discussion of dollarization, or a conversion from
Venezuelan bolivars to U.S. dollars as the main currency, as a solution to the hyperinflation.
Even in 2019, over 50% of transactions in Venezuela were reportedly using U.S. dollars, and
banks issued debit cards denominated in U.S. dollars in 2021.

A number of countries have managed to sustain solid levels of economic growth for sustained
periods of time with inflation levels that would sound high by recent U.S. standards, like 10% to
30% per year. In such economies, the governments index most contracts, wage levels, and
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interest rates to inflation. Indexing wage contracts and interest rates means that they will increase
when inflation increases to retain purchasing power. When wages do not rise as price levels rise,
this leads to a decline in the real wage rate and a decrease in the standard of living. Likewise,
interest rates that are not indexed mean that money lenders will receive payment in devalued
currency and will also lose purchasing power on monies that they lent. It is clearly possible—and
perhaps sometimes necessary—for a converging economy (the economy of a country that
demonstrates the ability to catch up to the technology leaders) to live with a degree of
uncertainty over inflation that would be politically unacceptable in the high-income economies.

32.5 Balance of Trade Concerns

In the 1950s and 1960s, and even into the 1970s, low- and middle-income countries often viewed
openness to global flows of goods, services, and financial capital in a negative light. These
countries feared that foreign trade would mean both economic losses as high-income trading
partners "exploited" their economy and they lost domestic political control to powerful business
interests and multinational corporations.

These negative feelings about international trade have evolved. After all, the great economic
success stories of recent years like Japan, the East Asian Tiger economies, China, and India, all
took advantage of opportunities to sell in global markets. European economies thrive with high
levels of trade. In the North American Free Trade Agreement (NAFTA), ! the United States,
Canada, and Mexico pledged themselves to reduce trade barriers. Many countries have clearly
learned that reducing barriers to trade is at least potentially beneficial to the economy. Many
smaller world economies have learned an even tougher lesson: if they do not participate actively
in world trade, they are unlikely to join the success stories among the converging economies.
There are no examples in world history of small economies that remained apart from the global
economy but still attained a high standard of living.

Although almost every country now claims that its goal is to participate in global trade, the
possible negative consequences have remained highly controversial. It is useful to divide these
possible negative consequences into issues involving trade of goods and services and issues
involving international capital flows. These issues are related, but not the same. An economy
may have a high level of trade in goods and services relative to GDP, but if exports and imports
are balanced, the net flow of foreign investment in and out of the economy will be zero.
Conversely, an economy may have only a moderate level of trade relative to GDP, but find that it
has a substantial current account trade imbalance. Thus, it is useful to consider the concerns over
international trade of goods and services and international flows of financial capital separately.

Concerns over International Trade in Goods and Services

There is a long list of worries about foreign trade in goods and services: fear of job loss,
environmental dangers, unfair labor practices, and many other concerns. We discuss these
arguments at some length in the chapter on The International Trade and Capital Flows.

Of all of the arguments for limitations on trade, perhaps the most controversial one among
economists is the infant industry argument; that is, subsidizing or protecting new industries for a
time until they become established. (Globalization and Protectionism explains this concept in
more detail.) Countries have used such policies with some success at certain points in time, but
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in the world as a whole, support for key industries is far more often directed at long-established
industries with substantial political power that are suffering losses and laying off workers, rather
than potentially vibrant new industries that are not yet established. If government intends to
favor certain industries, it needs to do so in a way that is temporary and that orients them toward
a future of market competition, rather than a future of unending government subsidies and trade
protection.

Concerns over International Flows of Capital

Recall from The Macroeconomic Perspective that a trade deficit exists when a nation’s imports
exceed its exports. In order for a trade deficit to take place, foreign countries must provide loans
or investments, which they are willing to do because they expect eventual repayment (that the
deficit will become a surplus). A trade surplus, you may remember, exists when a nation’s
exports exceed its imports. Thus, in order for a trade deficit to switch to a trade surplus, a
nation’s exports must rise and its imports must fall. Sometimes this happens when the currency
decreases in value. For example, if the U.S. had a trade deficit and the dollar depreciated,
imports would become more expensive. This would, in turn, benefit the foreign countries that
provided the loans or investments.

The expected pattern of trade imbalances in the world economy has been that high-income
economies will run trade surpluses, which means they will experience a net outflow of capital to
foreign destinations or export more than they import, while low- and middle-income economies
will run trade deficits, which means that they will experience a net inflow of foreign capital.
This international investing pattern can benefit all sides. Investors in the high-income countries
benefit because they can receive high returns on their investments, and also because they can
diversify their investments so that they are at less risk of a downturn in their own domestic
economy. The low-income economies that receive an inflow of capital presumably have
potential for rapid catch-up economic growth, and they can use the international financial capital
inflow to help spur their physical capital investment. In addition, financial capital inflows often
come with management abilities, technological expertise, and training.

However, for the last couple of decades, this cheerful scenario has faced two “dark clouds.” The
first cloud is the very large trade or current account deficits in the U.S. economy. (See The
International Trade and Capital Flows.) Instead of offering net financial investment abroad, the
U.S. economy is soaking up savings from all over the world. These substantial U.S. trade deficits
may not be sustainable according to Sebastian Edwards writing for the National Bureau of
Economic Research. While trade deficits on their own are not bad, the question is whether
governments will reduce them gradually or hastily. In the gradual scenario, U.S. exports could
grow more rapidly than imports over a period of years, aided by U.S. dollar depreciation. An
unintended consequence of the slow growth since the Great Recession has been a decline in the
U.S. current account deficit's from 6% pre-recession to 3% most recently.

The other option is that the government could reduce the U.S. trade deficit in a rush. Here is one
scenario: if foreign investors became less willing to hold U.S. dollar assets, the dollar exchange
rate could weaken. As speculators see this process happening, they might rush to unload their
dollar assets, which would drive the dollar down still further.
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A lower U.S. dollar would stimulate aggregate demand by making exports cheaper and imports
more expensive. It would mean higher prices for imported inputs throughout the economy,
shifting the short-term aggregate supply curve to the left. The result could be a burst of inflation
and, if the Federal Reserve were to run a tight monetary policy to reduce the inflation, it could
also lead to recession. People sometimes talk as if the U.S. economy, with its great size, is
invulnerable to this sort of pressure from international markets. While it is difficult to rock, it is
not impossible for the $17 trillion U.S. economy to face these international pressures.

The second “dark cloud” is how the smaller world economies should deal with the possibility of
sudden foreign financial capital inflows and outflows. Perhaps the most vivid recent example of
the potentially destructive forces of international capital movements occurred in the East Asian
Tiger economies in 1997-1998. Thanks to their excellent growth performance over the previous
few decades, these economies had attracted considerable interest from foreign investors. In the
mid-1990s, however, foreign investment into these countries surged even further. Much of this
money funneled through banks that borrowed in U.S. dollars and loaned in their national
currencies. Bank lending surged at rates of 20% per year or more. This inflow of foreign capital
meant that investment in these economies exceeded the level of domestic savings, so that current
account deficits in these countries jumped into the 5-10% GDP range.

The surge in bank lending meant that many banks in these East Asian countries did not do an
especially good job of screening out safe and unsafe borrowers. Many of the loans—as high as
10% to 15% of all loans in some of these countries—started to turn bad. Fearing losses, foreign
investors started pulling out their money. As the foreign money left, the exchange rates of these
countries crashed, often falling by 50% or more in a few months. The banks were stuck with a
mismatch: even if the rest of their domestic loans were repaid, they could never pay back the
U.S. dollars that they owed. The banking sector as a whole went bankrupt. The lack of credit and
lending in the economy collapsed aggregate demand, bringing on a deep recession.

If the flow and ebb of international capital markets can flip even the economies of the East Asian
Tigers, with their stellar growth records, into a recession, then it is no wonder that other middle-
and low-income countries around the world are concerned. Moreover, similar episodes of an
inflow and then an outflow of foreign financial capital have rocked a number of economies
around the world: for example, in the last few years, economies like Ireland, Iceland, and Greece
have all experienced severe shocks when foreign lenders decided to stop extending funds.
Especially in Greece, this caused the government to enact austerity measures which led to
protests throughout the country (Figure 32.7).

Figure 32.7 Protests in Greece The economic conditions in Greece have deteriorated from the
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Great Recession such that the government had to enact austerity measures, (strict rules) cutting
wages and increasing taxes on its population. Massive protests are but one byproduct. (Credit:
modification of work by Apostolos/Flickr Creative Commons)

Many nations are taking steps to reduce the risk that their economy will be injured if foreign
financial capital takes flight, including having their central banks hold large reserves of foreign
exchange and stepping up their regulation of domestic banks to avoid a wave of imprudent
lending. The most controversial steps in this area involve whether countries should try to take
steps to control or reduce the flows of foreign capital. If a country could discourage some
speculative short-term capital inflow, and instead only encourage investment capital that it
committed for the medium and the long term, then it could be at least somewhat less susceptible
to swings in the sentiments of global investors.

If economies participate in the global trade of goods and services, they will also need to
participate in international flows of financial payments and investments. These linkages can offer
great benefits to an economy. However, any nation that is experiencing a substantial and
sustained pattern of trade deficits, along with the corresponding net inflow of international
financial capital, has some reason for concern. During the Asian Financial Crisis in the late
1990s, countries that grew dramatically in the years leading up to the crisis as international
capital flowed in, saw their economies collapse when the capital very quickly flowed out.

Market-Oriented Economic Reforms

The standard of living has increased dramatically for billions of people around the world in the
last half century. Such increases have occurred not only in the technological leaders like the
United States, Canada, the nations of Europe, and Japan, but also in the East Asian Tigers and in
many nations of Latin America and Eastern Europe. The challenge for most of these countries is
to maintain these growth rates. The economically-challenged regions of the world have stagnated
and become stuck in poverty traps. These countries need to focus on the basics: health and
education, or human capital development. As Figure 32.8 illustrates, modern technology allows
for the investment in education and human capital development in ways that would have not
been possible just a few short years ago.

M
Figure 32.8 Solar-powered Technology Modern technologies, such as solar-power and Wi-Fi,
enable students to obtain education even in remote parts of a country without electricity. These
students in Ghana are sharing a laptop provided by a van with solar-power. (Credit: “Hands on
computer class - children in Ho, Volta Region, Ghana” by EIFL/Flickr Creative Commons, CC
BY 2.0)

Other than the issue of economic growth, the other three main goals of macroeconomic policy—
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that is, low unemployment, low inflation, and a sustainable balance of trade—all involve
situations in which, for some reason, the economy fails to coordinate the forces of supply and
demand. In the case of cyclical unemployment, for example, the intersection of aggregate supply
and aggregate demand occurs at a level of output below potential GDP. In the case of the natural
rate of unemployment, government regulations create a situation where otherwise-willing
employers become unwilling to hire otherwise-willing workers. Inflation is a situation in which
aggregate demand outstrips aggregate supply, at least for a time, so that too much buying power
is chasing too few goods. A trade imbalance is a situation where, because of a net inflow or
outflow of foreign capital, domestic savings are not aligned with domestic investment. Each of
these situations can create a range of easier or harder policy choices.
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