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Trade reform wave of 1985-95
• Unilateral

• Developing countries (Latin America, South Asia, Africa)
• Eastern Europe and former Soviet Union 
• China, Vietnam 

• Regional
• EEC – 1986 – expansion & single market act
• NAFTA – 1994 

• Multilateral
• Uruguay Round (1986-94) – creates WTO 1995



Trade openings
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Trade/payments reform process

• Devalue overvalued currency and unify the exchange rate

• Eliminate quantitative restrictions on imports

• Reduce import tariffs





World trade/gdp ratio
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Trade reform wave of 1985-1995

• What happened?

• Why did it happen?

• Consequences? Future?



Why?

• Standard political economy analysis → economic interests

• Import-competing producers versus exporters & consumers - Olson (1965)

• Problem: 
• special interests account for status quo bias, but not why reform takes place

• “Because of their neglect of ideas, political economy models often do a poor job 
of accounting for policy change” (Rodrik 2014) 



Ideas about balance of payments adjustment
• Adverse shock:

• Terms of trade, loss of aid, loss of foreign lending
• Shortage of foreign exchange

• Adjustment:
• deflation, depreciation, or import controls

• Early postwar view: don’t devalue or change exchange rate
• Exchange rate ineffective at maintaining external balance (elasticities condition)
• Adverse terms of trade effect
• Increase inflation
• Undesirable income redistribution

• But – does nothing to increase export earnings



1950 draft



The Friedman Trilemma
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Balance of payments shock
Terms of trade deterioration

Loss of foreign aid
Loss of foreign lending

Import repression
Maintain exchange rate

Foreign exchange rationing
QR on imports

Export promotion
Devaluation & flex

Eliminate QRs
Reduce tariffs



Balance of payments shock
Terms of trade deterioration

Loss of foreign aid
Loss of foreign lending

Import repression
Maintain exchange rate
Ration foreign exchange

QRs on imports

Export promotion
Devaluation & flex

Eliminate QRs
Reduce tariffs



Resistance to devaluation







Balance of payments shock
Terms of trade deterioration

Loss of foreign aid
Loss of foreign lending

Import repression
Maintain exchange rate
Ration foreign exchange

QRs on imports

Export promotion
Devalue & adopt flexible ER

Eliminate QRs
Reduce tariffs





• The heart of liberalization is the conversion from using trade policy for 
payments balance to using the exchange rate.” – Paul Collier

• Why no reform in 1970s?
• “foreign exchange reserves kill the will to reform”

• Why reform in 1980s?
• Era of scarce foreign exchange – all three BOP shocks
• Goal: increase foreign exchange earnings by increasing exports!
• Learning from experience – cost of import controls, benefit of exports





Share of countries with multiple exchange rates
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Drivers of reform

• Shift from import repression to export promotion to overcome 
foreign exchange shortage

• Not special interests, but economists in central banks & finance 
ministries

• Idea 
• import controls are costly and don’t promote exports
• Exchange rate adjustment promotes exports and saves on imports





Cases

• Taiwan (1958) – S. C. Tsiang
• Korea (1964) - USAID
• Chile (1975) – Sergio de Castro & the Chicago Boys 
• Sri Lanka (1977) – J. R. Jayawardene 
• Turkey (1983) – Turgot Ozal
• Mexico (1985) – Manuel Mancera
• Vietnam (1989) - IMF
• India (1991) – Manmohan Singh
• China (1994) – Zhu Rongji



Mexico

• 1982: debt & BOP crisis → import repression

• 1985: still in crisis → shift to freer trade

• What changed?   The economic team







Mexico – share of imports covered by licensing



Mexico’s battle of ideas

• President Jose Lopez Portillo (76-82)
• Ajit Singh, Nicholas Kaldor

• Carlos Tello – head of central bank
• Jose Andres de Orteyza, Ministry of 

National Patrimony and Industrial 
Development

• Vladimiro Brailovsky, director-
general of the Institute of Industrial 
Planning

• President Miguel de la Madrid (82-88)
• Balassa, Harberger, Dornbusch

• Manuel Mancera – head of central 
bank (Yale)

• Francisco Gil Diaz – central bank 
(Chicago)

• Pedro Aspe (MIT)



Mexico – share of imports covered by licensing



Reduction in foreign aid → reform

• Greece (1953)
• Taiwan (1958)
• Israel (1962)
• Korea (1964)

• Vietnam (1989)
• Tanzania, Kenya (1992)

• Michael Bruno (World Bank): “We did more for Kenya by cutting off aid for 
one year than by giving them aid for the previous three decades” 











India’s FX reserves (months of imports)
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Vietnam’s trade
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Conclusions

• Rationale for controls
• Reluctance to devalue & use trade policy for BOP purposes

• Reform
• Need to earn more foreign exchange, not just conserve it
• Use exchange rate for BOP, devalue to realistic exchange rate
• Not driven by special interests
• Circumstances and economists in governments from mid-1980s
• Also – democracy plays a role

• Future
• Reform more difficult: exchange rates reformed, reserves high, democratic recession
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