Developing Countries and Newly Industrialised Countries

1
Introduction

Economically, the world can be divided into groups of countries:

•
First world – a small group of rich industrialised countries, e.g. in Western Europe, North America, Australasia and Japan.

•
Second world (not so rich as first world) – former communist countries of Eastern Europe, e.g. Russia, Poland, Hungary.

•
Third world – a large group of poor countries in Asia, Africa and Latin America. These are also called developing countries or sometimes less developed countries (LDCs). Even within this group there are wide variations in prosperity, e.g. the newly industrialised countries of Hong Kong, Malaysia, Thailand, Taiwan, Singapore, and South Korea – the so-called ‘Asian tigers’ – have achieved rapid rates of economic growth in recent years and have closed the gap in living standards between themselves and the developed world.

2
Characteristics of developing countries


The characteristics of developing countries are different from each other but they do face some common problems.

2.1
The root of the problem. The production possibilities of an economy depend on:

•
the quantity of its resources (land, labour, capital and enterprise), and

•
the quality or efficiency of these resources.


Developing countries lack resources, particularly of capital, which has driven the economic growth of the developed world. Labour is not highly productive because of malnutrition, poor health and limited education. Land is often infertile due to climatic factors and past over-farming.

2.2
Characteristics

•
Poverty. Three-quarters of the world’s population have incomes which are considerably lower than those in the first world. However, even within developing countries there are also wide differences in income and wealth. Even the poorest countries have a rich elite. 


•
High population growth. Birth rates and death rates are higher than in the developed world but death rates are falling with improvements in disease control and public health, such as clean water and improved sanitation.


•
Agricultural dominance. About 70% of the population live off the land. Agriculture is largely at subsistence level – backward and threatened by natural disasters such as drought and man-made disasters such as civil wars. Manufacturing, therefore, contributes very little to GNP.


•
Unemployment and underemployment. In the countryside there is underemployment caused by the seasonal nature of traditional farming – outside the growing season there is little to do. In urban areas there is high unemployment, but higher wages in the towns attract people in from the country in the hope of gaining a job.


•
Lack of industrial capital – and hence a lack of investment in factories, offices and machinery.


•
Lack of infrastructure. There is a shortage of social capital – facilities like ports, roads, railways, electricity, schools, sewage disposal, etc., which are vital to economic development.


•
High dependence on one or two exports. These are usually primary products such as food or raw materials.

3
Domestic constraints on economic growth
3.1
Problems with investment. Growth depends on investment in capital. However, this raises a cruel dilemma because investment diverts resources away from the production of basic goods and services. In the short run, developing countries have to worsen their standard of living in order to improve it in the long run. Investment has to be financed. This finance may come from saving, taxation or borrowing from abroad in the form of aid or commercial investment. In most developing countries the level of saving is low because people cannot afford to save. Banking systems are not sufficiently developed to gather and channel savings to potential investors. Tax revenues are low because incomes are low. Aid and foreign investment is insufficient.


•
Inefficiency. Industry is inefficient because of the lack of investment in industrial capital and infrastructure. The quality of the labour force suffers from underinvestment in human capital, i.e. in healthcare, education and training.


•
Population growth. The rapid rates of population growth tend to cancel out the abilities of these economies to increase their output. This results in a lower output and income per head of population.


•
Migration to urban areas. The movement of underemployed workers from rural areas to urban areas, i.e. from farming to more productive manufacturing industry, is essential for development. However, in many countries migration has been so rapid that the urban labour supply has grown faster than job opportunities. This has increased unemployment, and overcrowding has added to pollution and congestion.


•
Social and cultural factors. In some countries, people are attached to a traditional way of life and are unwilling to change.

4
External constraints on economic growth
4.1
Falling export earnings. Developing countries typically depend on the exports of one or two primary products to earn foreign currency which they need to pay for imports of food, fuel, machinery and to repay debt. World production of agricultural products has expanded rapidly in recent years, forcing prices down. Demand for such products tends to be price inelastic so that exporters have suffered falling revenues. Demand also tends to be income inelastic, so although the developed world has experienced rising incomes, demand for agricultural products has not risen substantially.

4.2
Trade barriers. Trade problems have been made worse by some developed countries erecting protectionist barriers against food products, e.g. the EU’s Common Agricultural Policy, and imposing controls on manufactured goods such as textiles which they claim are ‘unfairly’ produced by cheap labour.

4.3
Multinational company activity

Multinationals bring benefits to developing countries (see notes in Unit 1, Microeconomics, Topic 3, Supply). However, they also create problems. 

•
Multinationals have great power and may use the resources of a country to produce a product that is in their company’s interest rather than in the interest of the producer country. 

•
Methods of production have at times created great environmental damage.

•
Profits are returned to shareholders in the home country of the company and not spent in the producer country. 

•
Tax may be avoided by a process known as transfer pricing, thus reducing the revenues of the host government. 

4.4
Debt crisis


In the 1970s the price of oil increased sharply and non-oil producing developing countries had to borrow heavily from overseas banks to pay the increased bills. The major oil-producing countries such as Saudi Arabia and Kuwait invested their increased revenues in foreign banks. These banks in turn needed to lend out these funds to make a profit, and developing countries were targeted.


The 1980s were a disaster for the third world. Falling export earnings and rising interest rates reduced their ability to repay their debts. Particularly affected were Mexico and Brazil. African countries suffered too, e.g. Uganda spends more on debt repayment and interest charges than on education and health combined. So third-world countries had four options:

•
Borrow more to finance their debt repayment, thus storing up more problems for the future. This has resulted in some countries now paying out more than they receive.

•
Default on their debts and risk not getting future loans.

•
Reduce imports by imposing tight fiscal and monetary policies in order to reduce demand.

•
Appeal to the IMF for help. The IMF supplied funds and renegotiated the terms of debt repayment with the creditor countries but in return insisted on the tight fiscal and monetary policies referred to above. These policies often harm the poorest citizens of the debtor countries and have led to social unrest, e.g. in Indonesia.


Different countries have used all four options but each has had the effect of restraining economic growth.

5
Development strategies

Strategies which can be used to improve economic development vary according to the individual circumstances of the country concerned. Those which are appropriate for one country may be inappropriate for another. Policies should aim to improve the demand side, e.g. increasing the demand for third-world exports and the supply side, i.e. increasing the quantity of resources, particularly capital, and improving the quality of resources. Strategies are now aimed at sustainable development, i.e. development that brings lasting gains in employment and living standards, reduces poverty and does not damage the environment.

5.1
Strategies include:

•
Increasing productivity in agriculture. This has the effect of increasing food supplies and raising incomes in the rural economy, which in turn reduces the need for imports and creates a market for industrial goods.


•
Encouraging an increase in savings. Funds are then available for investment. This has been successful in the Asian tiger economies. For poorer nations, aid from the developed world is needed for initial projects. The nature of this aid has changed in recent years. Early aid was aimed at capital-intensive projects such as steel plants and chemical works but now it is targeted at labour-intensive projects which make use of intermediate technology that is cheap, easy to maintain, simple to use and environmentally friendly.


•
Export-led growth. This requires switching from low-earning primary commodities to industrial products in which the country has a comparative advantage. In the early stages of development these will rely on labour-intensive, low-technology methods. This was successful in the newly industrialised countries of Latin America and Asia. Cheap imports of textiles, shoes, televisions, toys and others created some problems in developed countries and protectionist measures were adopted. However, the World Trade Organisation has been successful in starting to have these reduced.


•
Investing in infrastructure. In the richer developing nations, e.g. the ‘tiger economies’, as incomes have increased governments have used increased tax revenues to invest in roads, ports, research, education and training, etc. In poorer countries, there is an ongoing need for aid from the developed world. This aid has been targeted towards low-cost housing, water supplies and sanitation, primary schools and preventative healthcare which is cheaper than curative medicine.


•
Population policy. Some developing countries have initiated campaigns to limit family size and provide cheap birth-control facilities.

6
Aid from the developed world
6.1
Motives for giving aid

(a)
humanitarian
(b)
political – both communist and non-communist gave aid to countries to win political friends

(c)
economic – if the developing world becomes more productive and prosperous they will be able to contribute more to the world economy and provide markets for other countries.

6.2
Types of aid
(a)
Gifts of foodstuffs for humanitarian reasons.

(b)
Grants and loans. Grants do not have to be paid back and have no conditions on how they are spent. However, because of corruption, developed nations are reluctant to give this type of aid. Loans may be at commercial rates of interest or they may be ‘soft’, i.e. at rates below commercial rates. 

(c)
Writing off debt. A recent initiative has seen the US and British governments write off the debts of certain countries on condition that the money saved is used for the relief of poverty.

(d)
Tied aid. Grants or loans may be tied to the purchase of equipment from the donor country.

(e)
Technical assistance and education. Technical experts may give technical advice and wealthier nations provide facilities and finance for overseas students to attend universities and colleges.

(f)
Bilateral and multilateral. Bilateral aid is given by one country to another. Multilateral aid is given by the main international agencies, the World Bank and the IMF, which are in turn given the funds by member countries.

6.3
Disadvantages of aid
(a)
Aid may not reach those most in need. It may be diverted into military investment or into prestige projects which benefit those already well off.

(b)
Donors may finance capital expenditure on a project such as new roads, but fail to support current expenditure such as repairs and maintenance.

(c)
Tied aid may force a developing country into buying equipment, etc. from the donor when it may have been cheaper to borrow and look for a cheaper supplier.

(d)
Aid can lead to dependency on rich countries and can reduce the poorer country’s incentive to grow from its own resources.

(e)
Food aid can destroy local agriculture by driving down prices.

7
Newly industrialised countries (NICs)
7.1
A number of countries previously categorised as LDCs have developed their economies and have become important players in the global economy. These include Taiwan, South Korea, Singapore, Hong Kong, Mexico and Brazil. They have characteristics which separate them from other LDCs:


•
large increases in growth rates


•
rapid development of manufacturing industry


•
rising exports


•
rising standards of living.

7.2
Reasons for rapid development:
•
High rate of capital investment financed by a high rate of consumer saving and from growing export sales.

•
Much of the new investment has been in knowledge-based, high-value-added industries.

•
Large investment in education and training has improved the quality of the labour force.

•
Movement of labour from low-productivity industries, e.g. agriculture, into high-productivity industries.

International Trading and Monetary Organisations

1
The World Trade Organisation (WTO)

The WTO consists of about 120 countries. The WTO was formed in 1995 and replaced the General Agreement on Tariffs and Trade (GATT), but with much stronger powers of enforcement. It exists to negotiate reductions and removal of trade barriers between member countries. A country can complain to the WTO about unfair restrictions taken against it by another country and if the complaint is justified the WTO will enforce the offender to change their policy or offer compensation.

2
The International Monetary Fund (IMF)

The IMF was set up in 1947 to promote world recovery after the Second World War. It has continued to this day and now has over 160 member countries. It acts as an international bank which aims to:

•
encourage the growth of world trade

•
provide conditional financial support to member countries with balance of payments difficulties

•
help members facing currency collapses with large-scale loans

•
offer assistance on matters of economic policy.


In recent times it has given substantial help to Russia and to several Asian countries such as Indonesia and South Korea.


The IMF has been criticised for propping up inefficient, mainly third-world economies by giving loans at less than commercial rates, but on the other hand it has tried more recently to give loans conditional on governments imposing tight economic controls on their expenditure.

3
The World Bank (International Bank for Reconstruction and Development: IBRD)

The World Bank was set up at the same time as the IMF. While the main aim of the IMF is to help countries with short-term difficulties in their balance of payments, that of the World Bank is to provide long-term assistance for development. It is now the world’s largest source of multilateral aid. Member countries contribute funds in proportion to their national income and loans are made chiefly to developing countries at low rates of interest. At first loans were given for infrastructure projects, but more recently they have been targeted at projects that relieve poverty in the longer term, such as healthcare and education.
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