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THEORETICAL ASPECTS QF EXTERMAL CEBT AND ECONOMIC
GROWTH IN DEVELOPING COUNTRIES

The experienca during the current decade of large public
sector external debt and lagging economic psriormance in Guyana
and Jamailca motivates a reconsideratian af the rals of foredign
debt capital in the economic growth of Commonwealth Caribbean

step
countries, As a first/in that evaluation, this paper axamines
theoretically the mechanisms by which external debt might affect
domestic economic growth. |

The discussion is slanﬁedﬁtawards the identificatien of

domestically manlpulable variables, and away from the important

igsues raised by loan charges and loan conditicnality. The main

reason for this focus is the Judgment that LDOC governments do have
sama PPl}EZ(?QFEDPmY° Correspondingly, sawe responsibility for
alleviszting the current economic malaise must rest with our govsrn-
ments, The ldentification of domestically controllable variables

may assisi in the effective rischarge of that responsibility , and

in a fuller appraisal of public economic policy,

XTERNAL DEBT AND THE SAVINGS GAP

Conventionally, external debt is thought to accalsrate the
growth and deavelopment pracess by closing one or both of two resaurcs
gaps? the savings—investaont gap, and the foreign sxchangs or irads

gap. é" Rosenstein-Rodon (1961), Chenery and Strout (1968) /.



by i) 2 B(e) # TCE) + K(E) = m(E)

The analytical basis of the savinos~gap approach is the
Harrod-Domar growth model extended ta the open economy. The Harrod=-
Domar madel, aon the assumption af a-canstant capital-output ratio,
makes the ratic of national savings to national income (or equiva-
lently, the ratio of investment tea national incoma) the ecentral
dynamic of income growth. Th2 growth problem facing underdeveloped
countriss, thereforse, is that of substantially lifting their invest-
ment rates to leavels required by thein ltarget rates of income growthe.

External borrowing is one mechanism for achieving higher in-
vastment ratics in the face of low rates of domestiec savings, 8y
providing the resources for invesutment, external debt can aid growth
and development. This may be shown in tha following simple algebraic
model. First, nots the followina definitional statements for incoms,

savings, trade gap, and capital infloue.

"y
-
S

I(t) = S(%) = M) - X(&) = D{(&) (2)
I(t) = kyY(%) (3)

whers Y is income, T is cansumption, I is investment, X is exports,
M is imparts, S is domestic savings, D is capital inflows (assumaed

to be debt in this paper)}, k is the incrsmental capital output ratio,

and v ia the rate of grawth of incoma.
Substituting for I from aquation (2) into equation {3) solu-

ing for y and rearranging we gets

(s + d) (4)
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where 8 ia the averaca propensity teo save, and d Ls the ratia
of foreign dett so national income.

1% is evident Pram equation (4) that external debt improves
the growth rate, provided that debt is used for investment, and that
neither the domestic savings ratio nor the output-—capital ratio decline
sufficiently to offset the positive effect of sexternal capital inflows.
These provisos are at ihe centre of scapticism aboui the benaficial
affects of external dsbt in savings~gap models.

Mot all external debt might be traneformed into investment.
Rahman (1967) demonstrates ihat any reasonable intertemperal utility
marimising madel would predict some allocation of sexternal loan
funds to current consumption. Even when loan uses arae specified (as
is Traguently tha cass with official loans) and there is no credit
diversion, external debt may have less "additionality' than the dabt

cs imply. The essential funoibility of credit permiis the

e
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stat
substitution af foreign funds for local budgetary resocurces in invest-
ment projects, thersby freeing local resources for lowsr priority
cansumptian expenditures. Z“For further discussion af fungibility,
additionality, and substitutability in credit see Von Pischke and
Adams (1979) 7.

might be argued that government consumption expenditures are

cl-

I
partially conducive to growth. Such expenditures may improve tne
livino standards and working abilities of ths poor, and might sven helpn
to maintain social stability. Manetheless, the allocation of external

debt funds to public consumption is difficult %o justify in the pressnce

of many feasible investment projscts that are compatible with social



goals. (On halance, the failure of LDC's governments to offectively
transform external debi into investment capital may well be one of
the mors important reasons why external debt has not had a more
beneficial impact on the sconomiss of debtor countries.

In cases whare the savings gap is bhinding, extornal debt is
likely to depress the domestic savings rtate. Theoretically this
conclusion follows from the proposition that a propartion of dgot
funds ars allocated to consumption, therehy raising the level of
total consumpition. If income remains constant, or grows less rapidly,
the average propensity to save is reducsd. A substantial body of
literature has developed around this contention. {lany smpirical
studies, notably Weisskapf (1972), Rahmarn (1968}, Griffin and Enas
(1970), Chenery and Eckstein (1970), and Leff (1968), demonstrate a
nagative relationship between domestic savings {or the domestic

gsavinge ratse) and foreign capital inflows. Empirical disputants

a positive association., The smpirical evidence, while statistically
overwhelming, is subject to the serious lagical chjeciion that the
negative correlations provide no basis for inferences abgut cawsation,
gince a negative sign 1s the autcome of the accounting identitiss and,
more importantly, since capital inflows are frequantly motivated by
low domestic savings Z"Papanek {(1272) H7,

o

The depression of the savings rate, if it does occur, can
have mal-cansequences that extend inte the longrum. Grinols and
Dhagwati (1976) on the basis of dynamic simulations, suggest that

the savings rata may take many years to rscover. In effeet, the



debtor country may remain depandent fer a long time. Dacy (1975)
focuases o, the slowar vate of guowth of incame i.:. the post-azid
paeriocd. Basically, he concludes uvhat forsign capital inflouws can
pramote or retard growth, depending on the private marginal propen~
sity So save and the government propensity to consume farseign
capital. A modified version of his model is presentad here since

it helps to bring gutv the czitical rales of government,

Let private savings be deseribad by the behavioural functions

Sp= aYy (t) + 3r (%)  + B >0 (5)

whera Sp is privats domestic savipngs, Y ig disposable incoma,

D
. and r 1s the real rate of interest. Unlike Dacy, I do not assume
habii persistencs in personal savings and consumption, nor a popula-
tion growth effect. Also, I assume that raal interest rates affact
savings decisions.
Disposable incoms is given by the differsnce bstwean national

income and taxes (R),

Yy {(t) = Y () ~ R (%) (6)

Government savings ig tne differenca bstwesn government tax

revenuss (R) and government consumpiion (CG)s

Govarnmant consumpiion itsslf is defined by 3

a

- Co (8) = €5 (6=1) + SAR (&) +A AD (k) (8)

(SJ}‘! >



with tha side condition that =

C, 't) 4 ey (b=1) (9)

to reflect the assumption that government congsumption expenditures
arg irreversible. éS is the government propensity to censume tax

ravanues, and A ig its prapensiiy to consume dabt,

R (t) = =Y (t) (10)

I

Y (&) /71 vy (e=1) 7 ¥ (6=1) (11)

il

slads & y (%)
P%_Z . "-‘eke-l..
>

-

s ()% {12)

where ¥ is the tax rate.

Combining equatiens (7), (8) and (10), we get:
P
q 8q (t) = 5q (5=1) + ¢ (1=&) AaY (£} = A B(t) (13)

and combining eguatians (5), (6), (18), (11) and {12), we obtain:

. sp (t) = /= -5s(t);<"-u<t - T s(t):?f_7 ¥(t=1) + Br{t) (14)

From eouation (13), it is evident that government savings
decline so long as the proportion of Foreign aebt consumed, i.a8.
;}1} D(t)9 gXcesds government savings out of the tax ravenuss
gensrated by income grouth. The propensities to consume dabt and
to consume tax ravenue, as wall as the tax rate are critical para-
maters Yor the lavel of governmsnt =savings.
. Fquation (14) makes clear the depressant sffect of taxss on
. private savings out of income growth. However, if government savings

dacline, then tha income grawith effect on private savings wmust be



largs engugh to offset this decline if tetal savings is %o recover
to pre=dent levels. This means that ithe grouth rstg itsself must
increasae rapidly and/er the capital—output ratio must decling.

It is pnssihle for LDC—gouernﬁents to minimise the deprsssion
of domestic savings. Among %“he measures which can 08 adopted ara
restraint in government cansumption, appropriate financial policies
to stimulate s8x ante savings and ta restrict financial disinter-
maediation, and the adaption of poligies which reduce the capital-
output ravio.

Yith respect to the _neremental capital output ratio (ICOR),
the nature of investment is crucial., Thirlwall (1874) identifies

L
four means by which investmsnt may .pedse the ICOR, whish can serve

as guidelines to governments. Fipst, investment funds can oe
allocated to bottlesneck sectors. Second, those projects with large
positive externalitiss could be given priority. Third, there ars

thoss projects whose production reduce idle capacity in other industry.

Fourth, labour intensive technigques could be favoured,

EXTERMAL DEBT AND THE FOREIGH EXCHAMGE CONSTRAINT

A fareign exchange constraint may be binding on the economic

o

performance of an LDC if the productive utilisation of domestic
regourcaes is affectively restricted by the insufficisncy of comple-
mantary imports. UWhen tha foreign exchange constraint is binding,

8x ante domestic savings c¢nd foreign savings are complementary

[/ Weisskopf (1972)_/. However, external debt can maks a development



contribucion over and above its contribution to total availability
aof investment resourcas.

Developing countries are not self-sufficient in the production
of intermediate and investment goods, They are more usually depan—
dent on the, imports of capital qoods for the realizatien of invesi-
ment proframmes. In genseral, therefore, there is a minimum level of
there is a minimum level

imporis requiped Tor investment. Similarly

7
af imports required for current praduction. The influence aof exter-—

1L a

nal debt in the context of the imported capital goads constraint is

gasily shoun ZE,Q. Senqupta (1968)_7 ny stipulating thats

Mo ml

which when substituted inte aquation (3) and rearranged, gives the

maximum growth rats of income as:

y £ _X.4d (15)

Given a minimum impart investment ratio of “m¥, the capital autput

ratie "k, and she export-income ratio “x", an increase im the exter-—

nal debt ratiao "d7 relaxeas

the foreign aexchange constraint on growihn.
Tho role of debt within the more general minimum imports to

national income constraint can he seen {rom the relationship:

Y = (1 =mwq) {X+0D) (186)

i
whers m4y is the ratie of minimum imports %o domestic income.

In addition to permitting higher levels of incomae and higher

rates of Teasible growth, sxternal debt finance can lower the incremental
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capital—output ratio. This occurs when the availability of inter-
wadiate imports resulis in the selimination of production bottle—
naclks and higher levels of capacity utilisation Zn Chenery and Strout
(1966), MeKinnon (1966) 7

These productivity and incoms effacts are reversibls uhan
capital~inflora cease / Shaguati and Grinols (1975)_7° The reduced
availability of intarmediats inpuvs cause underutilisation of installsa

F

capaclity. urther, she regduction of imports reduces tatal invastment

by a mulitip (1 + A ) times tha raduced imports, The fall in
investment then has a multiplier effect on incomes of ( 1 +cx_k—q)uk 9
where *X is the average propensity to consuwme out af incomes. The
reversibility of income growth and productivity have the policy
implication that LDC governmencs durineg and after the period of capital

o
1

inflows should adopt measures to reduce the severity of the foreign
exchange constraint. Policy measures aof this nature are espscially
necessary since capital inflows have the potentisl for creating shori-

run and madium=-run balance of payments prablems.

ATERMAL DEBT AND THE BALAMCE OF PAYMEMTS

———————— — = —

Foraion debt capital generates an obvious raverss forsign
axchanga movement in the form of dsbt service and amortization paymants
Avramovic and his assgeiates (avramovic 1964) develop the notion of =a

debht oyocle, during the early stages of which net capital imporis ars

m

to accommnodatoc growth requirements and debt payments. In the

o

asuffician

later stages of the debt cycle, service charges and amortization are
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mors likely to excsed new capital inflous thereby making demands
on available foreign exchange resourcss as wWall as an domastic
savings.

Furthermore, the deat-stimulated growth in income and
expsnditures lieads to an increassd demand for imports. Expendi-
tures of debt funds may themselvss gensrate complementary demands
for importis which can possibly excesd the foreign exchange pro-
vided by the dsbt / Polak (1943) /.

For these rasssons, it is important that countries pursuing
an external dett-financed development strategy endeaveur te generais

he sarly adoption of

o

foreign exchnange savingse. This may imply
oxport promotion policiss. Harrod (1963) recognised sixteen years
ago that whe foreion exchange slack can also be pravided by restrain-

ing the growth rate of consumpiion,

EXTERHAL DEBT, CEPENDEMCE, AND DESTABILISATION

Bhaogwati and Grinals (1975) sys%ematiéally examine the wide-
spread, controversial propesition that exiernal capital inflows can
e drastically reduced by "donor" countries as an instrument eof econag=-
mic destabilisation. They demonstrate that for the five countries
simulated, namsly Ghana, India, Israsl, Philipines, and South Karea,
one could identify a 'raeseource crunchn! and a 'productivity affact!?,
which can politicelly undermine radical governments. The analytics
of thoir proposition are -roadened hera ta taks fuller account of

the arguments developed in sarlier sections of this paper.
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An abrupt cessation of debt inflows may create 2 resaourcs
crunch in that the higher leveles of income and private consumption
assoclated with sxternal debt are not only nat sustainable inta tha
pasi~dsht period, but are also drastically reduced, thoreby creating
sconamic disloecation and pelitical disaffection. External dsbi
might have depressad the lgvel and growih zate of domestic savings,
Govarnment cansumption would have risen under the influence of debt
receipts. Given its limitad (or zera) reversibility, gevernment
eonsumption expenditures do net rapidly adjust downwards in response
to the reducsd inflow of Zebt Ffunds. Instead, efforts may be made
to sustain pre-sxisting levels of government consumption by unpopulazn
increases in the effactive btax rate (¥). Tha failurs of govarnment
consumption to dscline combined with the possibly further tax~induced
depression in personal savings prevent the raguired recovery in the
national savings rate, and furiher depress the growih rate of income.
In any avent,; significant cuthacksin governmant consumption if they
oceur will be ftrousblescome, especially if the related emplayment

opportunities were partisanly distriauted,

[0

The cessation of debt also means the raduced availability of

fareign exchange. Governmenis may then attempt to accommodate their
own Toreign exchange consumption demands by reducing the availability
of imported coods to private households and entsrprises. The reduced
supply ot consumer goads can result in excess demand inflation,
eegpecilally since same amount of ecentral bank money creatian replaces
foreign debt. (Since nominal intereat ratss ars gensrally rigid,

o

inflation reduces rsal rates of intersst and further depresses savings).



The reducsed availability af intermediate imports has tha nagative
productivity effect on income and output described in the section
on foreign exchange constrainits,.

The compination of stagflation, rising effectivae rates of
taxation, and growing disparitiss in cansumption might incrsass
economic discontent and political disaffection to the point wherae
gqavernments lose legitimacy and are remaoved., In this sense, exter-
nal debt can have a poli

Howaver, it should be apparent from the roles of public
cansumption, fiscal and c—edit policy, and impart policy in the
above gesnaria that domestic economic wpolicy at diffarent stages
of the debi cycle are central ta the influence of extsrnal debt
on domestic sconomic perfarmance. LDOC governments are not
incapable of substantially moderating resource crunches and negative
productivity effects. Policy measures related to public consumption,

investment and taxation, to private savings rataes, and to financial

markei conditicns can help.

CONCLUSION

This theoretical appraisal of the rola of sxternal dabt in
the acenomic growth of lesser daoveloped countries lead to the cenclu

sion that public sectar external debt can havae significant net bene-

a2
1

e

icial effects an the economic performance of desbtor countrias.
Whether these benefits accrue or net depends greatly on the canduct
of domeostic economic pelicy. To be sure, extarnal debt does havs

some negativse features. Lenders are never aliruistiec or purs.



lonetheless, ths negative consequences can be substantially
moderated by apprapriatas domestic palicy. 1In the final analysis,
external debt, like domestic delxu, can only help those debtors

who fslp themsslves.
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