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Balance of Payments Problems
of Developing Countries

—a Call for Action

to the World Bank Group

Ronnie de Mel

-Addressing the annual meetings of the World Bank IMF in Belgrade in October
this year Sri Lanka’s Finance Minister, Mr. R. J, G. de Mel made a strong plea
before this premier financial assembly for action to improve the balance of pay-
ments problems of the developing countries. He said these countries particularly
the non-oil producers were victims of exchange rate fluctuations and of a con-
sistent deterioration in their terms of trade which reflected external forces for
which these countries were not responsible and had no control of. He drew
attention to the instability of exchange rates, debt service burdens and the possi-
bilities of stagnation in their real per capita growth which these countries face.
Sri Lanka’s Minister called for a more firm surveillance of exchange rates and
lasting solutions which would require a redirection of -capital movements rather
than mere refinancing. Action, he said, must serve the spirit of the Fund’s Articles
and it was time for the community to accept the need for structural adjustment

palliatives.

in both developed and developing countries; all other remedies would be only

The current situstion in industiial
countries is characterised by Pper-
gigtently lower rates of growth and
higher rates of unemployment and
inflation. The mcderate prcgress
that we made through & co-ordi-
nated growth strategy has beeny
serigusly undeimined by instabilit

in exchange rates and by recent

| develcpments in'the ficld of energy.
The prospects, regretably seem to
be for the econtinuaticn of low
retes of growth in the ccming years.

. As it happens all too often in
this era of interderendence amceng
nations, the positicn of the deve-
loping coubtries is even worke.
Althcugh as a grcup.they have
sustained. growth rates higher than
those of industrial ccuntries, this has
been at the cost cf large O ficits on
current acccunt. Frcem $21 billion
in 1977 and $32 billion in 1978 the
combined deficit of develcpirg ccun-
tries i8 prcjected to rise to $47
billion this year (1978) and wdll
over $60 billion next year (19260).
Of course, these deficits get financed

ultimately, but it is mainly through
reccurse to recyclirg, that is to say,
barking credits. These have severe
limitaticns ag regards their impact.
On one hand, the lgans are of short
maturity while the develcpment
problems are long lasting. On the
other, these credits carry the inter-
naticnal market rate of interes
which is affected bY the anti-infla-
tionary policies adcpted by indust
trial countries and are hence costly.
These factors considerably worsen
the debt prcfile and increase the
burden ¢f debt service for the deve-
loping countries.

It is thus increasingly clear that
unless policies change radically and
scon encugh, we wculd be ¢Ver--
ccme by anciher set of ¢vents, The
werld econcmy will find  itself
trapPed in a vicicus cirde of slow
grewth, uwremplcyment, inflaticn
and inetgbility in mgnetary and
financial ficlds. In particular, deve-
lepirg countries will fird themselves
unablgto sustain even the inadequate
growth levels of recent years with

EcoNoMIC REVIEW, JANUARY 1_989



the possibility of stagnation in real
Per capita growth. Unless the inter-
national community acceptsthe need
for structural adjustments in both
developed and developing countries
all other remedies I cm afraid will
be only palliatives.

These international developments
‘have had serious consequences on

8ri Lanka.

In my statements to this distinguished
gathering during the previous 2 years
I have an insight into the radical new
measures adopted by Sri Lanka to reha-
bilitate our run-down economy and place
it on a path of self-sustaining growth.
Through drastic action on consumer sub-
sidies dating back to the 1940s and aggres-
sive monetary Dpolicies, a substantial
volume of domestic savings was mobilised
for investment and development. Effective
demand management policies, realistic
prices and appropriate incentives were
adopted to strengthen the balance of pay-
ments. As a result, our growth rate last
year leaped to 8.2%—over double the
average for the previous 5 years. Invest-
ment as a percentage of GNP rose from
15+ in 1977 to 20%; in 1978 and domestic
savings reached 15%.

I need no{ dwell on the difficulties
caused in our effort to pr 11 curselves
up by the boot strings. No
government in Bri Lanka: has had
the (Foliticnl courage to take these
hold decisions. We took them. But
having taken them we are helpless
spectators to recent international
developments which will reduce our
savings ratio by half with all its
implications for our balance of
payments, our domestic investment
and our growth. It is frustrating to
feel one’s efforts negatived in the
fashion by world events outside
our control.

In each of the past several years,
we were primarily concerned with
balance of payments adjustment.
The amended articles of the Fund
now Seek to redress the previous in-
equity by spreading the burden of
adjustment over buth deficit and
surplus countries. To have the
degired effuct, however, it should be
implemented in a manner that re-
flects the true spirit and intent of
the articles. Action which results in
& redistribution of the surplus
among industrial countries can
scarcely contribute to adjustment.
Rather, we would expect such action
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to improve the balance of payments
of developing countries.

The time is also opportune for the
Fund to act more g'm]y in itg sur-
veillance of exchange rates. In spite
of significant changes that have
occurred in exchange rates and re-
lative prices, current account im-
balances have been slow to adjust
themselves. Exchange rate instabi-
lity among industrial countries has
meantthatdeveloping countries have
encountered serious Problems in
resching and maintaining appro-
priate exchange rate levels. In addi-
tion, reserve management policies
bave been rendered difficult. The
erratic behaviour of exchange ratso
has also caused sharp declineginthe
value of reserve assets held by
them.

It is evident that the deficits of
non-oil developing countries largely
reflect external forces for which the
deficit countries were and are not
respongible. I have already touched
on the terms of trade effect of in-
creasing prices for imports of manu-
factured ‘goodg and oil. Recession
and riging protectionism in deve-
loped countries have also under-
mined exports from developing
countries. Great cmphasig has been
placed on exchange rate policies
as & means of correcting eXternal
imbalances. But protectionist
measures continually ergde the effi-
cacy of these policies by preventing
the price mechanism from fune-
tioning. .

The policies of multilateral finan-
cial institutions should now tuke
account of these factors if & mean-
ingful solution to balance of pay-
ments adjustments is to be foun
As an urgent step: '

The Oil Facility in the Fund should be
reactivated or alternatively a new
Facility should be set up.

Access to this facility should not attract
conditionality any higher than that
applicable to drawings in the first
tranche.

The repayment period should at least be
10 years.

The interest on such borrowings by the
Most Seriously Affected Countries
should be offset through an Interest
Subsidy Account.

P

The Fund guidelines on condi-
tionality provide that the Fund will
pay due regard to the economic
priorities and circumstances of mem-
bers including the causes of their
balance of payments problems. We
eXpect that as a result, programmes
for assistance will contain identi-
fiable action to reflect this concern.
We welcome the recent decision of
the Fund to increase to 1009, of
quota the amount which a member
could draw in a sirgle ycar under
the Compengatory Financirg Faci.
lity for Export Fluctueticrs. But
under this facility financirg is limi-
ted to export shorifalls, I would,
therefore, urge thot access to this
Facility be liberalised to ccmpensate
for import fluctuations and the dete-
rioration of the terms of trade of
developing countries.

We also welcome the recent acti-
vity inthe Bankto direct programme
lending with the specific objectives

" to contribute to the adjustment rro-

cess. Even though a limit of 109
was set asfar back ag 1971, for pro-
gramme lending the volume of lend-
ing has fallen well short of this.
The Bank’s Articles permit prc-
gramme loans only under excep-
tional circumstances. J am sure
that recent internstional dovelep-
ments can be easily accommcdated
within this definition. The size of
the balance of payments problems
and the erosion of domestic savings
would warrant that we revise the
target to at least 25?. More impor-
tant, the fundsshou d be committed.
Once the overall Dpriorities are
known, the quick disbursing cha
racter of programme lcansg should
also help to step up the overall rate
of disbursements.

Simultaneously, the Bank should
look afresh at its record in Iccal cost
fingneing. Today external develop-
ments outside our control have
seriously jeopardized efforts at mobi-
lising domestic resources. Together
with the shift in lending to projeccts
aimed atthe¢ poorest segments ofthe
population where the local cost con-
tent ig high, the need exists for a
larger local cost component to
supplement internal rescurces.

With respect to co-financing undertaken
by the Bank, two points are topical. The
Bank should continue each programme
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without reducing allocations to countries
merely because they had succeeded in
obtaining other support in the form of co-
financing. Secondly, co-financing is a
burden sharing operation and if cost over-
runs and other liabilities were incurred in
a project the Bank should not leave the
additional financing entirely to the country
concerned and the other co-financiers.
Over and above all this, however, the Bank
should seek snpport for co-financing from
capital surplus countries on a substantially
wider scale. It scarcely needs emphasis
that new arrangements should be additional
to the normal flow of bilateral and multi-
lateral assistance.

. These matters that I mentioned are of
course extentions of facilities and arrange-
ments already accepted and adopted. But
as most adjustments require structural
changes, new facilities should be conceived
within the Bank and Fund. In this con-
nection, attention shoud be given to a
long term facility for financing p
changes, new facilitizs shoald be conceived
. witain the Bank and Fund. In this con-
nection, attention should be given to a
long term facility for financing

of capital goods by the poorest developing
countries, This facility could promote
high levels of activity in the industrial
countries and thus the international adjust-
ment process by stimulating the external
_demand for their capital goods.

There is also & clear case for long
term financing by the Fund for
balance of payment support over
- periods of 5-10 years. This mechan-
ism would help to make less de-
manding the adjustment of the
balance of payments of developiug
countries by lengthening the period
of adjustment. Thig facility should
be managed by the Fund and pro-
vided to members with large pay-
ments imbalances Which originated
due to external factors.

Notwithstandingthe financialfaci-
lities of the Fund and support from
the Bank group, it is inconceivable
that deficits of the order of $40-50
billion for non-oil developing coun-
tries Wwithout compensating ‘move-
ments of long-term capital can lagt
for any length oftime, The situstion
will surely lead to tremend ous finan-
cial burdens and deadlocks. Lasting
solutions will require a redirecticn
of capital movements rather than
mere refinancing.

The current level of ODA asgis-
tance of one-third percent of GNP
is cloarly insufficient. While the
counfries that have reached or ex-
ceeded the target of 0.7 % should be
congratulated, there is an urgent
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need for those falling behind to
esbablish their asgistance Programme
on a firm basig and make binding
commitments for at least the next
3 years. This ig particularly neces-
sary in the current inbternational
gituation.

On the role of long term capital,
T have heard with much interest the
stress placed on developing countries
following appropriste policies to en-
courage Private direct investment.
At the same time, however, let us
also place in Perspective the realities
of the situaticn from the point of
view of & small economy at & low
level of development. We have left
behind the era Where & pool of
Private Savings Seekg a profitable
investment outlet overseas. Today
investible savings are concentrated
in corporate hands, These funds are
available for invegtment elsewhere
only in lines of activity similar to
those in Which they are already en-
only in lines of activity similar to
those in which they are already en-
gaged. Not all the incentives in the
world would move them into a high
priority area of a developing country
if their interests do not coincide.
Thigis by no means to detract from
the catalytic role direct investment
has played in the economic deve-
lopment of many a nation. Rather,
to draw attention to its limitations
in particular though not infre-
duent situations.

To return to Bank matters, the Sixth
Replenishment of 1IDA should be effected
without delay so as to resuit in a significant
increase in real terms. Reflecting the shift
of wealth among the regions of the world,
contributions to IDA should come from
a wider group of countries, The additional
contribution from new donors, it should be
stressed, should not prejudice the increase
in real terms of the cont:ibutions of the
traditional donors,

At a time when onn-economic factors
stand in the way of increased bilateral
assistance, multilateral institutions can fill
the void to some extent. In this context,
and at a time when some certainty is
necessary With respect to aid flows, it is
unfortunate that the doubling of the Bank’s
capital has been delayed. Political support
was pledged 2 years ago. It is urged that
member countries speedily approve and
accept the capital increase,

The present opportunity should be
grasped also to use the SDR mechanism
to promote the flow of real resources to
developing countries. After a lapse, SDR
allocations have been resumed. The pro-
condition, therefore, exists and arrange-
ments should be devised to consciously

channel such created liquidity to fulfil the
developmental needs of developing coun-~
tries. More than any of the recent improve-
ments which affect the characteristics of
the SDR and enhance its usability, only
regular and adequate allocations will
enable progress towards making SDRs
the principal reserve asset.

One final word is apposite. 1t is not
nearly enough to review the policies and
procedures of the Fund and Bank Groups
in the context of our ne¢ds and aspirations.
Policy making and implementation will be
more effective if representation at the level
of Executive Directors and the professional
staff is broad-based and take account as
much as possible of the diversity of .eco- -
nomic environments, Only then would the
spirit of the Articles be best served.

Gold Boom.... (continued from p. 17)

determined for the private trade.
The country depends on imports to
obtain new gold supplies for indus-
trial and ornamentsal uses. During
the last two decades imports of non-
monefary gold have been around
Rs. 2 million per annum with the

-excePtion of 19756 when the import

level rose to Rs. 7 million. Balance
of payments statistics do not show
any import or export of monetary
gold by the Central Bank for recent
Yoars. Besides ornamental uses,
gold has been traditionally used as
a store of value and & means of
hoarding wealth by the people.

The local gold prices have closely
followed the trends in the London -
market. The local price which was
around Rg. 1600 per ounce ab the
beginning of 1976 had doubled to
reach a level of nearly Rs. 3,200
in February 1978, and at the begin-
ning of 1979 the price was nearly
Rs. 4,000. Bince then the price rise
had been very rapid, a 68 per cent
increase during January-October
this year. The price stood at Rs.
6,732 in October, and this repre-
sents an increase of over 270 per
cont above the price level of three
years back. In Bri Lanka, however,
the prices of other assets, in parti-
cular urban and property land

values, have recorded much higher

increases in the past two Years.
With gold prices reaching such high
levels, pure-gold jewellery will be-
come out of reach for all but the
very rich. Other customers will
have to turn to jewellery with lower -
gold contents such as the nine-
carat gold commonly used in most
Western countries.
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