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The Current World Economic Scene and its Impact on
Developing Countries

Warnasena Rasaputram

The impact of the recession in the Western world is being felt by every
country, though in varying degrees. This paper and the following one dis-
cuss its effects particularly on the developing countries.

Dr. Warnasena Rasaputram, Governor of the Central Bank of Ceylon,
analyses the situation in a wide ranging discussion of the world economic
scene in this paper. What is required, he states: is a concerted and co-ordi-
nated effort by all countries, by harmonising the conflicting objectives of
the day, so that developing countries can work as partners in development.
He maintains that the adjustment process itself has to be a global one and
any attempt to go alone by any sinle country will only confuse the issues.

Lumpur, at the end of November 1982.

This paper was presented by him at the Regent School of

Economics, Kuala

The world economic situation
not only continues to be gloomy but
also indicates that the prospects for
early recovery are getting bleaker.
There is an economic crisis In al-
most every sphere of economic acti-
vity. Growth rates of developed
countries are not only low but are
likely to remain low. There are
no convincing signs that their ave-
rage output rise of 13 percent will
improve significantly in the next
year. The per capita output of the
developing world declined. World
trade was adversely affected by in-
flation, exchange rate and interest
rate volatility, slow growth and stag-
nant demand. Stagnation in world
trade may enter a third successive
year. Deflation of commodity pri-
ces posed a serious threat to the sta-
bility of incomes of developing coun-
tries. Demand for primary products
continues to remain weak. High
levels of unemployment tend to en-
courage the bullding up of a wall
of protectionism. In fact there was
a decline In the volume of imports
by the developed countries by nearly
2 percent each year for the last
threz years.

The present economic situation
is plagued by two blg problems-un-
employment and inflation. OECD
countries have nearly 284 million
people or 8 percent of the work force
unemployed. In the United States
the unemployment rate as a percent
of work force reached 134 Dercent
while in France it reached nearly 154
percent. There is however, one sli-
ver lining around these dark clouds.
The inflation rate has slowed down.
In the advanced countries the rate
of inflation has been brought down
to single digit figure. But the ques-
tion arises whether this deceleration
is merely a product of the recession
or something more lasting.

The developing countries parti-
cularly of South East Asia showed
satisfactory rates of growth despite
stubborn economic difficulties. Their
terms of trade however, deteriorated
further by nearly 11 percent and a
few countries experienced declines of
as much as 30 percent in three years.
Unemployment remains high, ac-
cording to an estimate made by the
UNCTAD. Growth rate of GDP must
rise by more than 6 percent if the
unemployment situation is not allow-
ed to deteriorate from its current
situation. Acute forelgn exchange
shortages continued to reduce the
availability of goods and services
causing severe hardship to all sectors
of the economy. Projections of eco-
nomic growth for developing econo-
mies for the next3 years showg dis-
mal picture. Sharp increases in ofl
prices coupled with recession in the
developed countries had resulted
in severe balance of payments dif-
ficulties for the Third World coun-
tries. In fact the high oil prices
together with a weak demand for
their exports and higher imports of
capital goods particularly those con-
nected with raising energy supplies
caused a balance of deficit of nearly
$100 billion in each of the years
since 1979. The current account de-
ficits of most non oll
countries are in the region of 11-13
percent of GDP. As we are aware,
anything more than 5 percent of
GDP will undoubtedly cause severe
financing problems and debt service
burdens. The debt burden of some
countries had skyrocketed to levels
that are unprecedented. The rising in-
terest rates added a further burden.
It is estimated that 1 percent rise in
interest rates of Euro dollars would
raise the debt servicing burden by
$2 hillion. Take the case of Mexico.
In 1981 it had a debt service ratio
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of 80 percent followed closely by
Brazil with 58 percent. Of the ASEAN
* countries the debt service ratio is
highest for Philippines with 24 per-
cent, followed by Thailand 17 per-
cent, Indonesla 12 percent and Ma-
laysia 5 percent. There was an ur-
gent need to have more investments
_to ralse supplies and reduce the
heavy dependence on imported en-
ergy which ranged between 30 and
72 percent of exports in a few coun-
trles. There can, therefore, be a
conhtinuation of the deficits into 1984
while possibilities of financing these
deficits over a long period within the
context of the current economic
scene appears to be limited.

The socialist countries have had
their share of trouble. China moved
to modernise its economy. Certain
stfuctural problems caused a re-
duction in the planned rate of in-
crease in natlonal income of the
East European socialist block.

There was however, a determin-
ed effort by. all the countrles con-
cerned to meet the current challenge
in the context of ever changing

neéeds and priorities. There is an
awareness not confined to Third
World countries alone, that the

eisting configuration of economic
forces is unjust, inequitous and in-
efficient. The developing countries
have only been able to let off their
steam In international fora about the
inertia and inactivity of the deve-
loped countries to make concerted
efforts to reach a solution to the
existing problems despite thelr
being aware of them. The disap-
péintment about the inability to
solve pressing economic issues has
npw gone beyond the stage of show-
ing impatience.

Before I come to a discussion of
world recovery through  interna-
tional economic co-operatin, let
me point out some of the effects that
the current economic issues have
on developing countries.

Desplte bold attempts made by
developing countries to adjust their
economies they are obstructed by
imported inflation. The control of
inflation is given the highest priori-
tles by -most countries of the
world, However, the solutions at-
tempted by them may not be well
balanced. 1t is accepted that Infla-
tion cannot be tackled except
through action over a broad range
of economic policies including mone-
tary policy, fiscal policy, balance of
payments policles and other eco-
nomic policles that will ralse sup-
plies. Under the influence of mone-
tarism the developed countries have
given too much of emphasis to
monetary issues. -Another reason
that may have allowed an excessive
burden to fall on monetary policy
may be the fact that it is a vital
instrument in the hands of the Cen-
tral Bank alone which had taken
timely corrective action but not fully
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supported by fiscal policies of the
Government. The ultimate result is
an Increase in interest rates causing
a higher debt servicing burden to
the developing economies. It is re-
cognised that large budget deficits,
low savings and inefficlent financial
management have nullfied the ef-
forts made by resolute restrictive
monetary policies. The fiscal policies
of most developed countries are ex-
pansionary. Fiscal deficit of deve-
loped countries in 1981 was nearly
4 percent of GDP. The general fear
that reductions in budget deficits
will reduce domestic activity seems
to deter Governments from ac-
cepting bold policies. This type of
thinking is found in all parts of the
world. A temporary slow down of
economic activity in unavoldable if
pressures on inflation and balance
of payments are to be reduced. In-
stead they react by frylng to safe-
guard existing industries whilst
maintaining the level of employment
in import competing industries,
Thus the protectionist tendencles
in the developed countries had been
on the increase.

During World War II, the de-
veloping countries were compelled
to substitute a few imported items
due to supply shortages. Some of
these industries were started under
inefficient conditions and could not
stand the flood of goods from de-
veloped countries soon after the
war. However, with the breakdown

among industrialised countries and
such trade was mostly in competi-
tive goods. According to estimates
made by the Overseas Development
Council barrlers to exports of manu-
factured goods from developing
countries are removed, they alone
can raise export-earnings by as
much as $25 billion. But there is a
significant rise in protectionism in
recent years. Motivated by short
term political considerations, the
developed countries move towards
increasing protectionism has had
serlous adverse effects on the eco-
nomies of the developing coun-
tries.

A rise in protectionism com-
pounds the difficulty of finding long
term solutions. Protectionist mea-
sures get entrenched and vested in-
terests grow around them and pre-
vent their removal thus causing
higher costs to the economy. Though
imports from developing countries
are Insignificant and seemingly
minor, the developed countries
make a fuss about its influence due
to ‘regional and  political factors,
The developing countrles, on the
other hand, which still  speclalise
over a narrow range of products,
find their export incomes heavlly
eroded. This will naturally have a
serlous adverse effect on economic
growth at home and on the bud-
get through lower revenues. They
are unable to expand thelr exports
and export production. In an inter-

existing

“There is an awareness, not confined to Third World countries, that the
configuration of economic forces
inefficient... The disappointment about the inability to solve pressing econ-
omic issues has now gone beyond the stage of showing impatience.”

is unjust, inequitous and

of the world economy and the em-
ergence of an international economy
with independent states trying to
manage thelr economies, there de-
veloped a trend towards diversifica-
tion of their exports. With the help
of multinationals, some developing
countries have made great strides in
diversifying thelr exports, though
this diversification is still not very
significant. They have been able to
break into a small and insignificant
portion of the markets of the in-
dustrial world. There is no cause to
get alarmed with increasing im-
ports into developed countries, but
the cry has been raised that such
uncontrolled imports would ruin
some of the Industries in certain re-
gions of these countries. The fear
has- arlsen mainly because develop-
ing countries have been extending
their manufactured exports to -the
developed - countries at a very rapid
rvate of nearly 25 percent per an-
num. But when other western coun-
tries competed on equal terms, such
a cry was not raised. On the other
hand much of the Increase In
world trade in the past had been

dependent world their heavy de-
pendence on exports has thus re-
suited in a lowering of real income
as a consequence of direct action
taken by the developed countries.
Obviously exports of these products
will not have the same growth
momentum once they have been
denied access or granted limited ac-
cess to thelr products. They have
to make further efforts in looking
for new markets. But export promo-
tion is an expensive item 1in the

budgets of these countries. Some
countries have even entered into
long term debt based on export

projections. Once the markets are
closed the reopening of integrated
markets like those in the United
States, will be most difficult and
expensive.

Monopolistic practices can of-
ten depress prices of third world ex-
ports; the efficlent functioning of
a free market mechanism for Third
World Commoditles is often chal-
lenged. The importation of essen-
tial commodities s dependent on
export incomes. Serious disruption
of export incomes will compel the
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Third World countries to move their
resources away from export pro-
ducts, a decision that may lead to
the maldistribution of resources,
The countries that import Third
World Commodities have a responsi-
bility to assist in the stabilisation
of export incomes of the developing
world, elther individually, reglonally
or through multilateral institutions.
Regional schemes such as STABEX
for compensatory export shortfalls
of develuping countries are work-
ing well, but are inadequate. The

“Today the financial world is inr
disarray. Monetary crises have not
been overcome, financial relation-
ships are at a point of disruption and
money in general has run into a
maelstrom...”

need to compensate such  export
shortfails is well recognised by the
IMF and its facility is widely used.
What is required is a more libera-
lised Compensatory Financing Fa-
cility to take Into account real
export- losses, the conditlon of the
most serlously affected countries,
the size and nature of the loss due
to protectionism and the need to
compensate for the permanent loss
of markets. Discussions on this
subject at varlous forums such as
the North South Dialogue had been
inconclusive, but the Third World
countries would expect some lead
from a country like the United
States towards the adoption of 4
more positive approach to assist the
developing countries.

Lowering of real incomes both
due to protectionism and recession
has glven rise to a huge debt prob-
iem for the developing countries.
Interest rates, it was mentioned
had gone up mainly because of the
inabllity of the developed countries
to control inflation. It is only now
we see a breakthrough in the fight
aguinst inflation. However, infla-
tlonary expectations have not been
reduced by the same degree. What-
ever the outcome on economic acti-
vity this may have, it is necessary
for the developed countries to pur-
sue more restrictive budgetary poli-
cies so that the interest rates may
decline to satisfactory levels without
relaxing the tight monetary policles
that are being pursued. will
not only help the developed coun-
tries themselves to come out of the
present economic morass but also the
developing countries to forge ahead
with their development plans and
a reduction In thelr debt servicing
burden. The debt of the non oil de-
veloping countries can be further
divided Into debt of the middle in-
come countries and debt of the low
income countries. In 1974 the debt
of the low Income countries was
nearly half that of middle Iincome
countries. It was earlier believed
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that since the middle income coun-
trles have the potential for genera-
ting and malntaining continued
economic growth, their debt prob-
lem was not likely to cause serious
concern. But events have proved
otherwise, The recycling of sur-
plus funds by the banks was done
little too well. Between 1976 and
1979 the medium and long term debt
of all developing countries rose by
25 percent per year. Between 1979
and 1981 growth has been around 15
percent. But the total debt will
grow further and it is projected to
be in the reglon of $954 billion in
1986. The debt service burden is
however, expected to decline from 24
percent in 1982 to 20 percent in 1986.
Even though there is a slower
growth in the total debt, the low
income countries will not be in a
position to accelerate their growth
and help the adjustment of the bal-
ance of payments position without
outside help. These countries have
experienced balance of payments
deficits In the region of $100 bil-
lion per year for the last three
years. To restore economic health
whilst achieving a satisfactory rate
of growth, these countries must
receive concessionary aid with lon-
ger terms of maturity. In several in-
ternational forums these countries
have demanded implementation of
debt relief measures to get them out
of the morass of an ever deepening
debt situation. At the North South
Dialogue and subsequently at UNC-
TAD, low income developing coun-
tries demanded immediate debt re-
llef measures including the can-
cellation of that portion of the debt
development
assistance, rescheduling of all debts
and the establishment of a consul-
tatlve mechanism, that would lead
more or less to automaticity in debt
rescheduling. Though the middle
income countries do not favour such
drastic action for fear of adverse
reaction from the private capital
market, the present situation (where

. the debt rescheduling will help the

bankers and the world economy)
these suggestions should receive
greater attention from the deve-
loped countries.

Today the financial world is in
disarray. Monetary crises have not
been overcome; financial relation-
ships are at the point of disrup-
tion and money in general has run
Into a maelstrom. Some problems of
development have been so aggrava-
ted that they are further away
from being solved. The income
gap Instead of narrowing down is
seen to be widening, The gap bet-
ween the rich and poor countries
will increase from $4070 in 1965 to
$8540 in 1985 and to $8812 in the year
2000. However, a serles of bold ini-
tiatives that have taken place in the
past, encourages us to believe that
these economic events deeply mark-
ed by collective malaise in economic

relationships can be overcome
through collective efforts.

It is well accepted that the
growth rates of indstrialised
countries will have an impact on
trade, income, output and the bal-
ance of payments of developing
countries. However, there are cer-
tain disadvantages arising when
high growth oriented
countries are heavily dependent on
developed economies. The demand
for oil and capital goods by the
developing countries will put them
in the red with regard to balance
of payments. If there is stagnation
in growth of developed economies,
this will cause balance of pay-
ments to deteriorate further and
will be accompanied by a worsening
of terms of trade. The expected aid
riows will be adversely affected be-
cause of slow growth in industria-
lised countries. Obviously the fin-
ancing requirements cannot be fully
met and will pose severe problems
in the context of imperfect capi-
tal markets that are heavily loaded
against poor developing coun-
tries.

Thus, there does not seem to
be any long term solution that s
in sight except to increase intra-

|

e there does not seem to be any
long term solution that is in sight
except to increase intra - regional
trade on the basis of collective self-
reliance.”

regional trade on the basls of collec-
tive self-reliance.

In the short run there is no
escape from being dependant on aid
flows, capital flows and high growth
rates of developed countries as it
is not possible to reduce the pro-
pensity to import in the short run,
On the other hand it is possible to
effect substantial reduction in the
collective import propensity
of developlng countries, in res-
pect to developed country imports
in the long run by a well design-
ed scheme of tradlng among them-
selves.

Since the objective of achieving
collective self reliance cannot be
realised in the near term, there is
a strong case for international as-
sistance not only to help the deve-
loping countries but also to assist
the developed countries. Apart from
the reverse flow arising from ald to
developing countries the industrial
countries would increase the effi-
clency in the use of resources and
in the alloeation of resources -on a
global scale. The allocation of world
capital stock will not only improve
efficiency mut also work towards
minimising the effects and possibli-
lities of world recession and or in-
flation. An UNCTAD study has in-
dicated that if the Third World
countries increase their growth rate
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by 3 percentage points, it will lead
to an increase in the growth rate
of the developed economies by 1
percentage point. We are quite aware
of the current global 1imbalance
which if allowed to grow, will cause
further {imbalances of a  serious
structural nature. For the sake
of efficlency and equity, there {s
an urgent need to encourage the
transfer of resources to stimulate a
more balanced and sustainable
growth. Any recovery of the indus-
trial countries and acceleration of
their growth without an equal sti-
muliis to the growth of the Third
World countries would rekindle in-
flation and cause serfous imbalan-
ces; Continuing deterioration of the
ineguitous distribution of income will
one day result in a situation where
developed countrles will be sur-
rounded by a massive population
of undernourished, underdeveloped
peoples of the Third World just
the same way South Africa 1s sur-
rounded by Black Africa. It is there-
fore essential to take the initiative
to transfer resources in a well mean-
ing manner, to reduce the existing
inequalities, by raising the efficiency
in the use of resources of the Third
World. Structural bottlenecks that
hamper the achievement of a higher
level of economic activity will have
to be removed by a well designed
and timely programme of action,
The Arusha Declaration of the
Group of 77 is important and re-
levant in the context of todays eco-
nomic scene. This declaration of 1979
observed that “the extent and per-
sistence of considerable underutil-
sation of resources leading to un-
employment in the developed world
should no longer be seen as an &x-
ceptionally prolonged through to
the business cycle with a more or
less automatic recovery to follow.
This situation inhibits an effective
international  adjustment process.
What would be required to restore
full employment is a new impulse
on g historic scale comparable for
example with the transfer of resour-
ces to Europe for post-war recon-
struction”. The Pearson Committee
emphasised this need and this was
resemphasised by the Brandt Com-
mittee. Despite these declarations
and recommendations, the developed
countries are hesistant to support a
massive transfer of resources even
in, the short term. Except for the
front runners like Netherlands, Swe-
den and Norway, the ratio of official
development assistance (ODA) as
pércent of Gross National Product

(GNP) has increased only slightly
from .35 percent in 1979 to 0.037
percent in 1981, There was, how-
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ever, a decline in the tatal resource
flow from 1.17 percent of GNP in
1979 to 1.04 percent in 1980. The
reluctance on the part of the deve-
loped countries, parficularly at a
time of recession is a result of a
lack of political will and the reluc-
tance on their part to increase any
further assistance for fear of gene-
rating inflatlon. This same argu-
ment has been used against 8
fresh allocation of SDRs. There has
been a decline in the share of
SDRs in international liquidity in
recent years. The inflation argument
cannot be maintained under such
a declining ratio. There is no evi-
dence to suggest that economic ex-
pansion in developed countries
prompted by.expansion of domestic
demand is less inflationary than a
transfer of resources to developing
countries either through SDR crea-
tion or development assistance. Such
arguments are not only misleading
but lead to misallocation of resour-
ces and building up of rigidities.
The growth of unemployment in
the developed countries had reached
unprecedented levels and would
create uncertainty about the in-

(.

scious of the need to protect their
interests. If one looks at the record
of multi-lateral institutions en-
gaged purely in reconstruction and
development, one notes that during
the first few years of the World
Bank’s existence, it loaned only to
industrialised countries. It diver-
ted its atfention to the developing
countries after the Korean boom
but mainly to develop the infra-
structure that would normally help
the export oriented agricultural and
mineral sectors. It is only very re-
cently that it began to get inter-
ested In the development of rural
areas and raising of the standard of
living of the poorest of the poor.
Assistance both from the World
Bank and the IMF had risen sub-
stantially between 1979 and 1981.
But projections of World Bank lend-
ing indicate that it will not grow
as fast as In the past. It 1s most un-
fortunate that at this time there is
an unwillingness by the developed
countries to raise the resources of
multilateral organisations, This has
not only restricted their flexibility of
operations, but also reduced the

“The only way the Third World can hope for a greater share of the gains of
their own production and trade is by widening their spheres of influence,
particularly in the decision making process, rather than have decisions made

Jor them™

come generation aspect in  the
future. Labour, in their concern for
security and o permanent income
could push costs to a point that

would enhance inflationary pres-
sures
All these merely indicate lack

of concerted effort among the de-
veloped countries and even a strong
political leadership to surmount the
pressures of varlous lobbies of these
countries and effectively respond to
the call of the Third World. The ef-
forts they have taken so far are
only based on self interest and not
on enlightened self interest. Why did
the North so far accept the fact
that the needs of the Third World
have a major role to play to restore
economic health of all the coun-
tries?

The industrialized countries be-
gan to take an interest in the eco-
nomic development of the - Third
World countires only after the com-
munist countries became an effective
threat to the economic dominance of
the North. The emergence of Ching
as a superpower in Asia, and the
Korean War, made the North con-

ability of the developing countries
to make both short term and struc-
tural adjustments, The widening of
the gap between developed and de-
veloping countries will ultimately
lead to social and economic in-
justices that will threaten the secu-
rity of the world. Revolutionary
changes in the policies of the world
are required to change the fortunes
of the developing countries to levels
that can be considered as tolerable,
let alone to be satisfactory.

The phrase “time for action” has
been often repeated at various in-
ternational forums. But action
taken so far has been insignificant
compared to the magnitude of the
problem. In a world of conflict-
ing objectives, political factors must
necessarily take precedence. HoOw-
ever, care should be taken not to
give rise to further complexities or
to by-pass the deep rooted problems,
or else the harmonisation of develop-
ment policies towards the attainment
of the desired goals not only be-
comes difficult and imperfect bhut
also unattainable in the context of
the existing political environment.

We are now looking for better
instruments ‘and better ways and
means of overcoming the misery of

17



—~

the poor countries. Collective self
rellance alone cannot be considered
a rapid way of developing the
economies in an interdependant
world. They have to be supported
and assisted by the developed coun-
tries. We have seen the collapse of
the mercantilist era and of the
world economic order which existed
since Bretton Woods. What is re-
quired now Is the establishment of
a new international economic or-
der. Third World countries are de-
manding a comprehensive reform of
the International monetary system.
They are demanding a greater share
in the decision making process. They
feel frustrated when the decisions of
development lending institutions like
the World Bank are on a vote hea-
vily welghted against the Third
World. Similarly IMF is considered a
rich mans club primarily to deve-
lop monetary relationships to give
security and stability to developed
countries. The IMF has not only
hardened its conditionality clauses,
but refused to increase the condi-
tional lquidity position (SDR). The
institutions that have been borne
out of one set of circumstances are
seldom capable of adapting themsel-
ves to a new set of attitudes and
needs. The only way the Third
World can hope for a greater share
of the gains of their own produc-
tion and trade is by widening their
spheres of influence, particularly in
the decislon making process, rather
than have decisions made for them.

The Non-alignment move arose
from a desire for self-preservation
and self-advancement. In recent
years it has veered away from poli-

tical Issues into economic issues
especially after the Lusaka meet-
ing. Consistently economic deec-

larations emphasised the need for
collective self-reliance for the at-
tainment and distribution of bene-
fits arising out of economic deve
lopment. The general dissatisfac-
tion with the policies pursued by
the developed countries in regulat-
ing the international monetary sys-
tem, with only a scant respect for
the ideas and aspirations of the
developing countries, would make
them move away into finding solu-
tions in their own way. What s
required is a concerted and co-or-
dinated effort by all countries, by
harmonising the conflicting object-
JAves of the day, so that develop-
ing countries can work as partners
in development.

A solutlon must have a last-
ing impact on the attitudes and
psychology of the people. It has to
be worked not only within existing

political and social conditions and
the value system but also
taken into the possible changes
that can be foreseen. This re-

quires a new approach and a new
scenario towards global economic
development. The ideals and aspi-
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rations ot the younger generations
will have to be given adequate
weightage. Economic problems af-
fect the youth of the developing
countries most while in the deve-
loped countries they are faced with
a different set of problems. But in
all cases the youth are seeking to
establish Dpeace through methods
that may be different. Youth does
not tolerate extremes of wealth and
poverty and openly favour have-nots
against the haves. Equity in the dis-
tribution of income is one of the
abjectives through which they aim at
increasing efficiency of workers,
raising dignity of labour, preventing
unfair competition, exploitation and
all types of privileges. Youth are
frustrated as employment opportu-
nities are limited. What is therefore
required is a new look at the
strategies of development, and a
new lnok at the methods of achie-
ving the ultimate goal. Any ex-
hibition in the form of “emperors
new clothes” will not only alienate
the younger generations but will
make them lose confidence in the
methods. Apart from pressing for
timely corrective action to restore
world economic health and stability,
there should be an acceptance of the

. urgent need to reform the existing

system on a time bound programme
of action.

Let me conclude my remarks by
saying that the world economic
malaise may be on a kondratles 50
year cycle but the instruments avall-
able for correcting this can be ap-
plied successfully only within the
context of an interdependent
world. The adjustment process itself
has to be a global one and any at-
tempt to go alone by any single
country will only confuse the issues,
Concerted efforts on demand man-
azement policles together with sup-
ply policies need to be defined, eva-
luated, identitied, discussed, accep-
ted and implemented. The bleak
economic future before us cannot
be solved by resorting to abstract
expressions of political and economic
semantics.




