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GOVERNMENT FOREiGN BORROWING AND ECONOMIC CROWTH:
' THE JAMAIQAN EXPERIENCE

The external debt of developing countries expan&ed tremendous}y
du;ing therdecadefof tﬁa 1970%a. Ka;z (13) estimated that rtheir
putstanding external éebt increased from US $57 million in 1969 to
: USV$258 million in 1977, g%owing at an gveragé annpél rate of 20 to .
21 pércant,, Government debi ié a major component of this growth. In
terms of the infiuential theoretical models-developed in the 1960's,
such a rapid’expaﬁsiaﬁ of foreign-cépital inflows!should have asiimulated
economic growth (Ghenéry énd Stromt (5), Mekinnon (15) ). Instead, the
-ecoﬁomies of the 1esslde§e1ﬂped cbﬁntties have deteriorated.

Three broad explanations have been advanced for this gimultanaiiy
" of debﬁ exéaﬁsion aﬁd écondmic depression. Demand-oriented explanations
argus that_developiﬂg countries have Increased their forelgn liabilicies
ic order to moderata the stagflationary effects of rising energy prices
{e.g. Sériar(ls),rislam (l2} ); Supply-oriented studies emphagize the
profir-seeking behavior of in:ernational banks burdened with'postwcPEC
excess liquidity (e.g. DeWite andrPatras (7}, Stallimgé {19}, Aronson
(1), Lipson (14} ). ﬁhiie they deal with important'facéts of the debt
.préblem; these two explanations ignore an equally importani aspect:
namely, that the debt aipansion might have contributed to the economic
- difficulties expe;iencad by 1DCs. - The third broad explanation dealswith
the latter possibility. Mozt of the relatéd litervature focuses on the
affect of foreign capitg}'on doméstic savings (e.g; Rahman-(17),

Weiskopf (22), Dacey (6),iGriffin.and Enog (B) ). Recent writings by
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Bhagwati and Gfindls {3,9) extended thé analysis fo the'criticai igsues
af deﬁendence and s%abiliéation, A fey gtudies ewphasiza the influaneé A
- of public écenoﬁig mapagement on vesource allocation (ﬁolsen {11y, |
Hollist (10} ).

This study qf the Jamalcan experience is ﬁitﬁin the-hhird genre
of deﬁt and dﬂvelbpmant analyses. Exteading the macro-sconomie
framework developsd by Bhagwati«Crinals_aﬁd'ﬁacey,-itrevaluates the f
influence of government foreign debt on the performance &E the Jamaican
economy during,the 1970%s. lts central thesis is that government
foreign borrowing contributed to econo#ie decline’ and iﬁcreaaed financial
' dependence. Domestic de?t,-though important, is not analyzad hera, The
'study also does not take full account of ulhher faceta-of éevernment
beﬁavidr and of non_gGVEinmeﬁtal activicias whiéh-affectad the economy.
The analysils 4s partial. Ncnetheiess3 irs ﬁualitativarcanclusions are
unlikely to berinvalidated by & compraﬁensiﬁe, general equilibrivm
treatment. |

The next;sectiOn of the paper briefly describes the psrformance of
the Jémaican economy at the start of the decade and its rapid deterioration
during the rest of the 18970%s.,  An examination of the growth and structure
- of Janafcan gavernment.faraign debt then follows., The remainder ef the

paper analyzds the influence of the debt on economic performance.

JAMATCAN ECONOMIC GROWFH AMD RECESSION®
Jamaica i3 a small Caribbean island sconomy, occupying apprbxi»

mately 11,000 square kilometers and with a population of 2.2 wmillion
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persons, ITts per capita income in 1970 was i $600 (us $720)f The
eoconomy is very aﬁen'aga:dgpendent. Foredgn trade comprised 74 percenﬁ
of GNP in 1970? ﬁf this, exports were 35 pevcent and imports 39 percemt.
Net fo?eign_bprxowing aﬁnunted to 22 percaent of gross acaﬁmulatian aﬁd
30 percenﬁ oflnatiunal savingé. The open unemployment rate was 18
percent. ‘Dufing the 1960's and saxly 19?0‘35 real income (in 1970 prices)
grew moderaﬁely,¢ Thé‘average ﬁnaual rate oﬁ growth of real CNP was
4 pereent betweenrlgﬁﬁfﬁ? and 1970/2. Beal GUP per caplita grew at
3 per#ent PET annw. 1Inflation was mild, nol ezceeding 3 percenl per
year; in the iSEO*af._Small balance of payments surpluses were consls-
tently achieved. Exﬁerﬂal debt was a small proportion of GNP,
.During'the decade .of the 1970%s, the Jamaican éeonomy experienced
a prolonged, deep recession; Reél Gip declined at an annual average
rate of iwﬁ ﬁercent bet&ean 1972 and 1977; real per capita GNP declined
by 3 peragﬁt; Tnco%e-declined in each year. Inflacion rates roze
rapiély frﬁmrg péfceﬁt DEY AN in‘lg?z,go an averéga of 22 percent
.Eﬁtwaen 19?4 aﬁd”19?3,‘&nd after Qecelerating to 10 perﬁent'durimg the
next two years, accelerated to 49 percent in 1978. Oéen unemploymentr
r.incieaséd to 24 percent of the iabor'ﬁerc@ in 1977. The balance of
payments deteriorated té crisis levels, moving from a surplus of J $44
miliion in 1972 to a defleit of J $2384. in 1976. WNet official foreign
.réSaerSg ﬁhich,amounteé to J $157 million dn March'lg?ﬁ, deereased |
sha;ply téggﬁggg_Jrsézé-millioﬁ in Decembey 1978, Total foreién debt
expandad frnmiJA$350 million (22 percent of GNP} im 1973 to J $1630

million (47 percent of GNP) in'19?8ﬁ2 O the basis of Katz's‘data,
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it appears that'ﬂnly four out df‘twenty middie income non~0ll producing
Latin Aﬁarican and Cardbbean countvies, namaly)Bolivia,lGuyana, Panama,
and Peru, hadrhigher-ékternai debt-GNP ratios in 1977. Annual net
foredgn borrowing Increased to an average of 37 percent of gfass
aceumulacion batween 1973 and 1973,

_ Thug, the Janmaican sconony moved frﬁﬁ 2 aituation of relatively
comfortable ecqnbmic.grawthrand foreign debt in the 1960's ro acute
econamicrcrisiﬁ and greater financlal dependence by the end of the
. 1970 s, It will be arguad that}thése changes ére partly a consequence

of the Jamaican government's foreign debt operaticuns.

GOVERNMENT FOREIGN DEBT:- TRENDS AND STRUCTURE

Direct‘gGVQtnmeut foceign debt was the maj&r gxpansionary sleweunt
in the total external debt of Jamaica, Private and gﬂvarnmentwguaf;nteed
&eﬁt whilé 1ncraaéiﬁg“untii 1976 grew lesé :apidly than direct government
debt. Private foreign debt stagnateé, the small inéiaases :bwards the
end of ;ha periad'héing attributablg to growing arrears in debt repaymants
éaused by foieign-axcﬁange controls. Gavérnmenﬁ gua?aﬂteﬁd deﬁt of public
'jutilities and quasi-govermmental éntgrprises expanded fastér than pfivate
debt; Hawe?er, the major growth element was direet goverameat debb,
which increased from 29 percent of ‘external debt in 1973 o 44 percent
-in.1978. Table 1 contalns information on the gross foraign debt of the
Jawmaican govevament In current vaiueg and din conétant 1870 priges.
'rﬁnnuai percegtage-changes are also datﬁiled. ig can be éeen ffam Columns

1 and 2 that the nominal gross fofaign debt exwpanded from J 3100 million
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Table 1. JAME\ICM GOVERNMFNT GROSS FOREIGN DEBT OUTSTANDING
' - AT END . OF PER‘?OJ).

Ncmlnal Gross Rea1 Gross Nominal Gross Real Gross

~ Foreign Debt Foreign Debt  Foreign Debt Foreign Debt
Year March 31 .. March 31 pec. 31 Dec. 31
: (1} 2y - (3 {4} . (5} (6) (7y . (&)

JSM  Percent dsM  Percent JSM  Percent JSM Percent

Change Change = Change Change

- 1970 100 - 110 e 103 0 - 103 -

1871 102 2 1062 -7 116 -7 103 0 %
1972 117 14 109 7 128 16 117 13
1973 147 26 : 135 23 177 39 134 16
1974 206 40 186 1% 272 54 138 18
1975. 274 33 - 159 2 - 382 40 189 20
1876 398 45 o187 24 444 16 198 5
1917 472 19 21y 7 485 9 191 -4

1978 625 32 246 16 1178 142 361 9

SOURCE: Columns (1) o (4) hased on debt data in Jamaica
Department of Statistics Monetary Statistics;
Columns {5) to (8) based on data in Bank of
Jamaica Annual Reports. Deflation is by implicit
GDhp deflator {(1970=100) lagged one year fox
Column {3}, and unlagged for Column (7).
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‘a£ MarahVBI, 19?@’t0‘37$625fmilli0n_at Maréﬁ 3t 19?8, Gtow;h,waa'
.paiticﬁlar}y rapid af£;¥;l§?2. “The and of yaar daﬁ& on the nominal
“foreign debt show a favter upward trend lavgely because of a much lﬁrgar.
ptacentape jncr@ase late in 19’3 |

 One tmportdnt reascn for this deht eﬁpansioﬂ is éhe rapié increase
in real goveznmentrexpendﬂtur e feiative to fiscal revenues. fnother
:reason ig the paiicv af financ1ng the éuvrenf aceount daficit. by foreign
barrow1ng, Private capltal 1n£10wu, which had hiatoricaiiy offsat
Lurrent accounrs deficitsj became 1nggequatm atter 1972, Lon%aquently,
the govetnment beﬂan to aub%titut& toreign Toang {m&xnly Eurocurzenay)
o financ& the currant account deficit. Debt 1ncreases also reflect
the impdct af &amestic lﬂtl&tl@ﬁ on the- money value ot oavernmant
:transactlmne, Futhﬂr, the local currpncy value oE the debr in 19i8 was
'greahly Lnflated by an exchauge rate devaluatien tutallina 86 percent
iFoc governmnnt traﬂ"a ians,

Government fozeigﬁ ﬂebt grew in pxmportxon to p1ossrnationa1
‘prcduat. Gross dwbt outsranding at ygar~end acmprised G percent of GﬂP
dn 1970 rose to’ 11 percent iu 1973 and by 1978 compiised 34 percenL
" of GHP (Tablerl,,ﬁolumn 2). Eetimated aanual gross ﬁent'iﬂfiaws
aturally are a 5mdlier pzagnrtiau of groas natlaﬁai praducc. Cal&mns
3 and 4 shou Lha growtﬁ of annual gross debt 1nfiqu abbcluteiv and as
a pezc?nvagp af GHP.- These trends in the govelnment fareign dth, Gﬁ?
_ raticb demonstfate that Gov¢fnmant debt ﬁpaf&tlﬂﬂS 1ncrea Pd Jamaica's

foreign financial ﬁependenca in this period,



Pable 2. JAMAICAN COVERNMENT FOREIGN DERT AND ANNUAL GROSS
‘ FOREIGN DEBT INFLOWS IN RELATION TO GNP.

Gross Forelgn Débt " aAnnual Gross Forelign

Outstanding {Dec. 31} - | Debt Inilow
J$M  Percent o JEM Percent

GNP ‘ \ ' GNP

18790 . 1063 . 8 ‘ Y 0
i971. - - e 3 15 -1
g7z ... l28 g - I 2z -2
1973 _ 177 11 S 48 - 3
1974 - 272 13 ‘ 88 4
- 1975 . - 382 | 16 ‘ 126G 5
1976 - 444 18 -T2 3
1e77 - 485 i8 37 1
7

1978 1175 34 | 250

SOURCE: Grosﬁ deht oucatandlnq thalﬂLd from Bank of Jamaica
' : ‘annmal Reports: Annual Gross Debt Tnflows from
Bank of Jamaica Balance of Payments of Jamalca;
and GNP from Jamaica Deépartment of Btatistics
Natlonal income and Praduct Accounts.
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Proﬁecf and program<&id loans from mult l?até*al agencies and
Weqtcrn gavernmenrh defrersed suhstantiaijy ab a pxoportian of Jamailcan
Agﬁvernmant foreign debt. in ccutrast, the quanﬁat&tive importance cf
‘commarc1al cr&d;t (essentially. commercial bank loans and suppllers
‘credit} increased.‘ These commercial debis averaged 7 percent of
Jamaican gcﬁarnmentigimss,foreign'deht bet@eeh.l??ﬂ énd‘l??ﬁi then.
d&clined to 63 pereent in 597? and 51 percent in 19?8 Covernment
-indebtednnsq to fsrélgn comnercial bdnka roaa pa?thularlj fast from j
19?3,_,This cemponent of the debt amounted ko J 314 million (in current
prices) or 1& perceni of total gaverpmem? tcr?ign debt ar the end of
| 1970, and rosea to J $46 ‘millicn {34 pafceut of total government fﬁreicn
débt) by-ﬁ@cembet 1973, Tts share of total government forelgn debg, having
xpeaked at 687parcent in 1975,1de§reased to 45 ?ercént.in 1978, -

| _ Thé Lerm to ma?urity structuré'of the, Jamaican governmbnt fmreign
debt was shortennd b; the larga share of fozcion cemmPrcial credlrs.

Table 3 contains'data—showing tha changas over time. "Short rerm'’

'_ dabt (Lae., 0 to5 years) was a nﬁgljgible pxoport¢on of total forelign

debt in 1970, V“Short £o medLum' term debt (5 LO years) accounted for
,'Li peréent,'?medium“‘term debi (10-15 years) fox 16'percens; and long
. term debt {mare-;han-iéryears} for ?3 ?ercent‘s Short to‘me&ium and -
medium term débﬁhiﬂc%eased their sharesrfelative ﬁé lungftefm debt
._between‘i§72:aﬁd 1974, Shortrterm.deﬁt made‘thé majox gains after

1974,
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FOREEG HLBT CﬁPITﬁL TORM&EION AJD FROQTH

Government foreig,n debt can contribum £o dome tic crapirtal fqrmai:_i_(m
and econpmic growth by closing the savings and fgrelgn exchange gaps
(Chenegy and Strpﬁt-(5) J. Damésticlsavings ére‘ﬁsually inadequate o
: finance‘aacéiﬁfaied ﬂevelopﬁgnt. Forelgn debt can sﬁpﬁiement dﬂmastip
savings. Furtherﬁore; gince ﬁaveidying countries are not self-
sufficient in the production of capital goods tequired to transform
rfinancial savings into investment, uapital fcrmaticn is conﬂtraina& by
'tha_capacity ro impart {Senqupta (20) }. Fareign'debt satiafies some
oi the aésoéieted foreigﬁ aznhénga réqﬁirementsi',Thésa two potential
“roles oz government foreign debt are illustrated with the help of.

a simple Harrodanomar open econowy model. |

Deflne'national income, domesiic savingé, trade gap, and government
1_£o§eign'inflows by ;he‘fcllawing equations |
(W) Y=CHI+X - |
@) T-Se=m-%x=D
By 1= wyr '
whe:a Y ia na;iunal-ihcomé, ¢ is caﬁéumption, 1 is iﬁVestmént, X ié »
expofts; M is:impotté, S is domestic saﬁings,'ﬁ is government féreign
-'debt 1nf10ws, k is the: incremerial ﬂapihai nutput ratla, and y is che .
aunual growth rate of nationnl innoma, Then submtxtuting for I from

,equation {2) into equation,(B) and soiv1ng for ¥y yields.

"(ﬁ) Yy o= g (s %‘d}

where 8 is the .average domestic uropensity to sava, nd d is the ratlo

of governmentrfo;algn dabt to national income.



Table 3. PER@ENTAGE ﬂATURETY COMPOSITION OF JXMAICAN
' GOVLR“MENT lﬁRLIGN DWBT

. o . More
: O ko5 B to 10 10+ to 15  Than 15 .
Year - Years Years - Years Years  All
870 o - 11 17 73 100
Sxe7i 1T -8 _ Cle % - 100
1972 S S 23 15 85 100
CA%T3- T 0 8 _ 33 oo 23 : 38 100
1974 - 4 . 30 _ 38 - 28 100
1975 - - 26 o 5¢ 1i 12 - 100
1976 - , “;24 N B i T O S 100
1977 36 ; 34 12 18 100 .
1978 46 - 16 8 . 30 100

SOURCE: ~ Estimates for 1970 to 1974 obtained from TMF
.~ Couniry Reports; 1975 to 1978 from Bank of
E,Jamalca &nnual Repartw,
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Assume fucthar an iwpurt vonstraint H > nl where m is the niﬂimum
ratic of importa to invemtment and- substitutp for n in eguation (3) and

solve: for y:

(5) y{w

- mi
whefe k-isrthé-ra;io of égportsftqrnatibnal 1ncome,

- Equa#ibﬁs‘(é} and-(ﬁ)-make ciéar-ﬁha paténiiél_incame generating
fqlé o?ﬂgoy@rn@gnt-foréign ho?rowing; For the'moment,rtﬁe-relatioqship
embodied in equatidg'(é)_is of primary éoncern.- Aésuming constant
ddﬁestic savingsiéﬁd capztal‘output'ratins,_én.expansicn of gcvarﬁmen;
foreign debt contributes to growth provided that the debt is uged for '

- fnvestment. - Iqm&ican gcvexnment foxeign debt aperatiens ‘are now |
analyzed in terms of the latter proviso, Specifically, an attempt is -

"made to apsess the degree to which debt has been Lranszormea into

"investment.

Rahnan 17y damanssrates that anf rea*onab1é interﬁtumpnraT'
Qtlljty maximizing model af gcvernment borrcwing wauld prediat some
allqcation'of foreign loan recelpts to gurrent conaumptian. The |
‘incteasing sﬁafgs”ﬁf'gbmmercial cradits-aﬁd-shart term loans in the
Jémaicﬁn goverﬁmént debt structurs shm&n in Table 3:suggest$ that a
rising proportion af~extéinal debﬁ.waé.ailoeated to-cbnéumption'rather
than.t0 capital investment, The absence of lender restrigtiong on the
use of thes& Lradifa and .the Larzesponding freedom ef che govexnment
to consumng foreign_laans made these types of cammezclal credits

particularly attractive. Further, some proportion of foreign funds were
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expendad in. the natlanakifation of Lornign entefprisegy mainly hotele.
'While tha governmant hudgetary ac»auntu racord thes$ transactions as
capital expenditures th&y cl@arly do not add to the countzy 8 capztal
stock. Strxatly defined they are consumption expenditureg,

Forelgn governmental and multilateral Lending agencies whirh
pravide&'ZS‘parc&nt of. the gross extexnal debt betwsen 1970 and 1977,
_have usually reqtlic?ed ‘the use of their funds to investment projects.
__Hmwever, even wh@n loan usas are syaciﬁled and there is no expllcit
credit diversion to conaumpLiau purposesﬁ exte*nal debt may result ia
19&& addlficnal investment than the debt qtat;stics imply {(Vou ?ischke _
~ and Adams (21) } The funngllity of cradit permits the subqtitution
of foreign funds for 1oca1 budgetary resourcea in inventmant prajsctb.
LhOSE 1ocal resnurcae ‘are then allocated Lo canqumptlon,expenditureq
whizh w@éld noi have been finanhed in the qbsence of the foreign
-resources¢ In such C&SGS,VLhE increase in doma%tic invesfmaﬂt is 1eas
than the foraign debt 1nLlow. |

7 Jamalcan govarnment axpeﬂdlzura data are nok suf31c1ently Qell
jclnsaiﬁled R 73 9nable qu#ntitatlve est*mates of the Invegtmant
‘additioualify cf govarnmont foreign borro:mng Nanethelpss, an analyeils
" of gome unretined Jtatistlcal series provides a basiu for gqualitative

—_quhclugiuns.  Table 4 rﬂpcrts tha annual levals and percentage changes
iﬁ real domes tie investment and capital expend;tures by the government
~ and. the eccnomy as a whnia. Column 1 @hgwo real government “capital
expendituxe Ancreasing rdpidly frgn 3 $63% million in 1970 to J $182

million in 19?:, the average annual rate of growth beimg 19 percent .
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. pable 4, JAMAICAN REAL CAPITAL EXPENPITURES AND INVESTMENT

Real tovt. Capital - . Potal Real Groas

. EBxpenditures Mar. 31; Fixed Investment

Yaar BM Parcent Change 8 Parcent Change
(ty {2} {3y (43
1870 0 - &3 e . 367 e
97L& - 21 333 3
i%72 84 pRY . 335 1
1973+ BY. 5 . 339 1
974 78 o =12 - i -1g
1975 149 82 - 302 - 2
- 1978 . 186l . S ' 201 ~33
1877 182 ' A3 ‘135 =33

.1%78 1400 . =23 : 145 10

SOURCE: Government capital expenditure data from Jamalca
. pepartment of Statistics Monetary Statistices;
fized investment data from National Income and
product Accounts, Deflator is implicit GDP N
deflator (1970 = 100), lagged one year for capital
expenditures, and unlagged for fixed investment.
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The rate of capit&l expenditure growth iz greater than the 10 percent
recoraed for real foxe¢gn ‘debt, thereby implying a,cbngiderable invastment
impact of oovernment Emreign borrowing. This interpr@tation dayives
some support from the fact that government reautrént axpendiibures
innreaéed less rapidly_than capital expenditures (i.e. by § parcent)
and indeed less rapidly than goveinment fareign‘débt. Thus governmext
capltal éxgendi;ure.incﬁaaaed ralative to resource avallability. However,
thisrassessment of the investment effécts af gGVarﬁment foreign debé |
must be“qualified in-viaw of the follbwing conslderations.

Inéreases in the sross debt outstsnding underestimate the growth
'of gTO8S deht lnf]owe which stlictly speaking should be the Flows
correlated with capital expamdmtures. rhe-undg:estimate arises-from
.the fact that repaywent of old debt is synchronous with inflows of new
debﬁ. utock changes in the debt ouzetanding are rha net outcome of
thegeftwo transactions and are therefmre smaller than the gross
inflﬁws'whenever‘&ebtfgayments'are being made. Further,
.there is no additionality fromrtha brmpcrtion-of debt inflows utilized
to repay old debt. Anothar meortant qualifieatxﬁn Ls that the
_rbudbetary data on capital- expenditurea overgstimate ths browth in
government investment. The earlier commeni about the vse of debt
Vproceeds for nationalizatibn is pertinent. Natiana; intome accounia
data subpo:t the conténtion that capital expéndi;u?es overestimate
government investment. The averége annual percentage change in gcvernment ;
rconsumption computed on the basis of naticﬂal income data is 1alger

- {13 percent) than that computed with budgetary data on recurrent
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ﬁxpenditurEb {9 percent) In othey wo:és, the capital expenditure series
nvareatimate guvcrnment iﬁvesiment expenditures thereby implying a
1arger {nvestment effect of foreign debt than actually pecurred.

Two further éonsideratimne are that not all g0VErnment capital
expansion is foreign financed, and not all vnvefnment debt is aﬂpended
in the government gector itself., Govermment exgen&;turﬁa were also
financed ﬁith lécalvdehtxproceeds, The real gross domestic debt
incre&seé from J $1i2 milllon in 1970 to } $299 million in 1976, and
‘nearly dcubled to $5729 mxlllon in 1977. Domestic debi averaged 63
p&rcent of the total grosg debt of the government between 1970 and
“19?8 Tﬁerefore,'it is necessary t0 relate capiﬁal expenditure growth
toe 0hang$s in thc Lotal governmhnt debt, Such a cpmpariEOn revealsri
that rﬂaj tota1 government dabt expanded at an annual average rate of
15 pexcenﬁ compared to the 17 pereent growth of eapltal expenditures.
These statisticé indicéte less investment effect than the compariscn
ij external debt and capltal expenditures implied, Finally, since some
7 éf the aﬁﬁernal debt oaténsfb&y'financas private sector accumulavion
through loans by public sector deveiopment banka and agenaips, ir is
' n&ceesary to remove tnig component from th» governwent debt seri&b
in orde;,to establish a meaningful basis for comparison bstween the
dabt series and the governmen; investnent series. Datga consﬁraints
prevented this exercise.

| The . preceding digcussion reveals the difkivulty mt drawing any
Eir@_conﬁlusiang about the influance of Jamaican goverﬁment forelgn

debt on capital formation.. It ap;de"ars that the influence was a pogitive
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one. Governmenfrdebt Qperatiéns boosted the overall rate of capital
farmationrin the ecognmy-ﬁhrough its own direct lnvestment and through
the financial countvibutions of govefnmental apencies gc privace
investment., Yet, as Table 4 (Coluwns (3) and (4) ) shows, the investins:ht.
performance of the economy Satﬁriprated considerably during rhis perviod.
I¢ can be séid thar gavérnment debt operations wmoderated this decline

in dnvestment. Howsver, a relﬁvant‘guestiﬁn iz whether the debt
opératioﬁs themsalvaé were negabively lionked with private dnvestwment

behavior,

FOREIGN DEBT, TAXATION AND DOMESTIC SAVINGS

Covernmeni f_dreign debt can influence gféwt“n via its effects on
domestic savings behavior. Critiaaliparaﬁateré are governsment propenyity
to consume foreipn debt procseds, gavernmeﬁt pfopénsiﬁﬁ Lo coﬂsuﬁa tax
revenues, the bax~GNP ratio, the private consuiption~disposable income
:ratio, the natiénal-éaﬁiags rate, and the intremental-capital output
‘ratio. The ﬁhéoreticél xalationshigﬁ are ‘shown in the follqwing model
‘adupted from Dacey (6)‘7 |
o Letrﬁational gavings 5% be compriséﬁ of pfivate savings, Sp,
poverment savings, 8¢, and government debt inflows, D.

(6) sk %'sp + 8+ D

Private savinga_i@-déﬁermined.by digposahie national income Yd:

n s = 0¥y |

where disposable income is the difference between gatiohal income and
tax revenues, R. That is,

(8} deY“R
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Govecrmment savings ig the difference between government Lax revenues
and govermment consumption, Cqs

(9) Sg =R~ Cg

Government consumption is srealf defined by:

{10) Cp = Cp {--1) + 6(R;R:(31)} &_R(ﬁﬂb‘(ml})

whare (-1} inéicates the one period lagped valve of the variables, &

ié the—gcvaﬁumant propensity to constme faxes, aad A is its propensity
to ponsuma foﬁaign dabt, :Further define tax revenues, national incone,

and the growth of duncome by the fellowing three equations

{11} R = LY
{12y Y = (1 + v (~1}} ¥ (-1}
(13) y = ¥/k

whéxﬁ  4s tha Effactivartax rate, and ¥ = S*JY.

| Caﬁﬁiﬁing'equazinns {9}, {10) and (11) one obtains

(34) 8, ~ EG(»t} = L{1-8) (¥ ~ ¥(-13) = l(DMD{“l))

an& combining NQhﬂtLﬂﬂa (), (8), (11}, {32} and (13} yialdS‘

p

Bquation (14} shows that goveroment savings decline so long as the

(%) 8, = (@ + astel « or - agsEcly Y1)

proporiion of incrameﬁtal foreign debt inflows consumed exceeds govern-
fment aavings §ut of tawx revenues generated by nominal fncome growth.
Whether this hupﬁpns depends on the magnitudes of the changes in the

- variables and the relative size of the paramﬂtéis, ;, 63 and k. o
Fux thermore, By depresalon i government gavinge in rvesponse to foréigu
debi can qnly.be“nffsat if increases in personal savings induced by

income growth are large enough to accomadate both the fiscal revenuse
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drag on pfivaté saﬁiﬁgggti;e. (mqﬁ - Qgs*kwl) in eqﬁatisn (15, and
the negative effeat‘of tﬁe debt on gcéarnment savings.

The Jamaiqaﬁ government propensity to consuﬁe foreign debt seems
té bg'small.- However, as Tabie 5 shows tha ?ax'rate has been prowing
over time; &x?anding‘gmvefnmant reﬁenuea and axpenditu:eé inspite of the
decelerarion of nominal income. Tha gpverﬂmant‘prnpeﬁaity Eo consume
tax revenues which 1 much 1arger'than the tax vate and wost llkely
largerJthan-the propaﬁsiﬁy_ta cunsumé;fpreign debt~rose from .67 in

1970 ro .85 in 1976. The potential Eox ﬁaﬁtwindﬂced leakage of fiscal

savings eﬁisteé thrdughdéé the'period;r Urilizing historical values fox

the patam&tersgrfor@igﬁ‘debt inflowsgrand nom?ua; GNf‘together with:

ﬂypothe;ical ﬁélues’of the propensity to ccﬁsumE‘dabé,ronﬂ can iiiustrate
T _ o

thé effects of foréign debt on governmeni savings. Table 6 reports

- tha praportioﬁ-qf fig#&l savings last'through govaznmeﬁt congumption of

foreign_deﬁt.for aﬁeiége propensity té consume debt equal to .1, .3,

gnd'.ﬁ regpectively. Even for the lowest assumed propensity o congume

debt, the caléulatiqns'?éveal sizeabls conﬁractiﬁn&ryréffeats on

_ government sévinga-between 1871 andrl9?5 when net increments in debt

infiows were ﬁﬁsitiveo

xﬁe depreéaing influence of govgrnmenc deht consumptlon was ﬂﬂt-

‘offget Ey_expageions‘in private éavings. Total nowminal domestic savings
declined from J $1?$'million in lg?ﬁ to minug J $47-million in 1977,
Dissavings within the ﬁgfsanai sector began in 1971 buﬁ were affset

by increases in tﬁe adrporéte aaﬁings rate from an average of 46 percent
-(1965~?ﬂ) tb-ST percent (1971-75), However, corpotate savings itself

- sontracted substantial after 1976, As a reanlt, the overall ratio of



Tabile 5.

‘Yeay -

1870
1971
1872
1973
1974
1575
19746
1977
1978

SOURCE:

] G

JAMATCAN PROPENSITIES TO CONBUME BFFECTIVE TAX RATES AND
INCREMENTAL CAPITAL-OUTPUT RATIOS _ :

Tax as
%2 GNP

{1}

- 20

22
22
21
27
27
28
31
32

Govt. Consumption
ag % Tax Revenue

{2}

Private Consumption
as % Disposable Income ICOR.

3y T Y

87 1
33 2
g5 : 0
87 2
99 0
5% 1
109 2.
113 .
111 -

Pl O G O R D D

ALl computations based.on data in Jamaica Department of
Statistics National Income and Product Accounts.
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private ﬂaQings to GNP.declined. Téble 3, Celumn 3 indicates therrise
in private cansumptiqnuas a proportion of disposab;e.incomﬁ. The
Ceconomy did not experieance any improvements in‘pfcdﬁctﬁvity‘to cémpensate
rqfor léwer levels of real investment. Columm 4, ?ablﬂ 5 shows that
there was nﬂ-tendeﬁcy for the incremental capital-ouiput ravio to fall,
The very small vélues of the ICOR in 1977 and 1975 meraely reflect the
—aﬁnormal situatien of ﬁractically no real invaatmaﬁt’and méssiva
cansamption_of eﬁisiiﬁg-capital siock. fhe combination of-these trendg
in theleffective tax ratg,_private congump tion propensities; and tha
iﬁcremental capital~output ratio resulted in a fiaﬁél dfag 6n private
savings equivalent to 20" to 30 perceni of private savings between
1970 and 1977 (Table 6).

7 The depressioﬁ‘of private savings and investment ia not_attri;
butable sglely to-fiscal policy. Other forces were at work {Bourne 4).
Litvestment in the wmlaing industry declined because ca@ital stock had
baen,bﬁilt up 3uffic£ently auring‘tha precading decade,rbgcause final
demand éontrécted during the U.5. economic recéssian,in 1?73 and 1974,
anﬁ possibly a5 4 power play by the cémpanies to protest a bauxite
7 prodﬁctien levy imposed by the Jamaican govermment in 19?4._ Investment
'in otﬁer sectors was adversely affected by declining levels of profits
and gtéatsr profit inﬁtability, by waduced availabilify of fmported
capital goc&é;‘and by political uncertainty. Notwithsfanding the
1nf1uenéa of tﬁese éthar factors, the figcal drag on private saﬁings

and invesiment was-ﬁndeniably important,



Table 6.

Yaaxy

1970
-1971
1972
1973
1974
1975 .
1978
1877

. SOURCE: .
- Department of Statistics Natlonal Income and Pro&uct

ILLUST TIV? MEASURES OV DEBT KND FESCRL BFFECTS
ON GOVERNMENT AND PRIVATE SAVINGS

Percentage Fiscal Savings Percentage Fiscal prag-
Lost Through Foreign Debt .on Private Savings

e 1 A= .3 = .5

-3 g .14 20
21 63 106 22
5 15 25 - 21
23 68 114 ' 21
3 27 45 . 29
13 40 67 25
-3 -9 -15 28
-21 . ~G4 ~106 31

Computed on basis of national income data in Jamaica

Acoounts.
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FOREIGN DEBT SERVICE AND I_msém{cz ALLOGATION
Tha iﬂfluencercfrjamaican gove?nment foreign debs transactiogs'is
ot confined to the investuient and sééiugs aspects analyzed so far,
iiﬁterest'and aﬁortizaﬁinﬁ payments on the'foreign debt are of considerable
importance. These debt service and redemption payments constltute an
autflow'oﬁ foreign exchanges. They a;é‘campeting ﬁlaiﬁﬁ on'the foreign
purchasing péwer of the ecopomy, compebing with demands for forelgn
exchange for #ha purchase of impartéd consumer, iatermediﬁte, and
capital goods and services, If debt service absorbs arlarge proparilon
of:available faréign exchange regources, foreign debr adversely affects
domegtin consumption? praﬁnctieﬁ,'and economic growth,

Table 7 iﬁdiaﬁnes rhe increase in debt paymgnts on iaterest and
capital aqéaunt_in,current values and as percentages of gross exports
of goods and sexrvices, rlnterest payments on-govarmment debtkrose
paxticularly rapldly bétwéen 1973 and 1978 iaxgelf as a congequence of
the growth in ﬁhe'debt itzelf and also because af'higherirates of interest
ggevailing,ap coﬁmé;cial debts. A sepé:ate series is nok available for
amortization payments on purely government debt aé distinct from
,gbvernmantwgqafante&d debt., The Table therefore répozts amortization
payments on direect aﬁd indivect govermment foreign debt. rﬁs can be !
seen from column 4 of tﬁe Tabie, these.payments absorb a-significant
and growing propbrtion-of the curreﬁt f0reign exchaﬁge garnings of
Jamaica._ The severity af—tﬁe‘burﬁen o1 fnreignléxchange resources ls
accentuated by the fact that since 1976 the economy had no gross forelgn
reserves'but‘instead“has'féreign veserve liabilities totaiing J 424

million at the end of 1978. Moreover, the debt cycle phenomenon



1) ) 1l , b x # - , 'q\'r *
Eabig is  JAMBICA POREIGK DEBRT. SERVICE RE*AGS Interest Plus

Interest Payments : Amortization ' Amortization
o . Total as ' .~ Percent of. . Percent of
Gov't Gov't Guaranteed % Exports of Total Exports of Exports of
bebt = - Debt Goods & Services SM Goods & Services $M  Goods & Services
$M ‘ SM . :
Year {1} (2} {3} {4 (5} {6} {7}
1872 7 3 2 6 1 16 3
1873 8 & . 2 1 — 15 2
- 1974 13 . 4 3 24 3 45 & L
1875 25 ] 20 4 31 3 76 7 W
187¢ 30 23 6 48 & - 101 12
1977 30 24 & 75 8 133 15 -
3 6 339 1§

L1978 40 7 18 281 -1
S00RCE: Cdmputations based on data in Bank of Jamaica Ennual Reports.

1
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ideﬁ;ifiedlby Avrmﬁoﬁié (2j iz evident in the Jamalcan case. 1In 1877,
ﬁnlike sarlier years, debt paymentsg exceeded new debt inflowa,_thereby
inceeasing the demands on current export eamings. |

The figimg foreign debt payméntsriﬂ a situation of rapildly
diminishing foreigﬁ raénge-availability:and Limiced revérsibiiity of
government® s 6wn foraign’exchange demands led to some rationing out of.
private demands For fﬁrﬁiﬂn ewcnangev_ Government accémmodated its
owm requirements by crowding out the transamtion% of the uonwoovernmgntal
sectors, thereby caus ing rhe pronounced decline in consumer and capital
goods importa aftér.lQ?Q; The post-QPEC increase in the dmport bill
fuel and other raw material was also a depresslnﬂ influence on consumer
and capital goods impurts. qowever, recognltion of this factai does
not negate the CGﬁclugian that éebt payments depress&d import expenditurés;

'?oreign,dabt péymeuts absorbed domestic financiai reséurcES'as
“well, Bomestlc vuxrency was e¥pended to acquire the requisite fcreign
currency from the public; The gQV9rnment seaured the ragulred dcmestic
financlal resources By logal debt creation and by fiscal measures,
Coaaequentlj, thern was a net outflow of resources aqual to the 1ntarest
payments on the forglgn deht, Thisa trgnsfer of frsourceﬂ i burden ome
since the consumpiion content of Jamailcan government debt expénditureé
make it unlikely that the agbt generéted ‘a2 straam of inéome greater than :

the interest paymenks.

THE EFEECT& OF ABRUPT DBBT TERMINATION

After buildlng up rapidly to J $120 million in 1975, ETOSs foreign

debt inflows decreased_drastically to J 837 million in 1977. Debt
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payments exceeded gréss_inflﬁws in 1977, Abrupt-cessation or large
redﬁcﬁione”in-gross féféign debt iaflows have several deleterious
effects on gurreﬁt-and iuture‘economic activity., Goverument cousumption
whichlincreéSadfuudarrthe influence of debt Funds has limited reversi-
bilicy aﬁd thérefére did_not‘fully-adjuét dovnwards din response Lo the
raeducad inflbws 5£ deb§¢ Hominal grosérdébt iﬁflaws declined:by 50 °
percent in 1976 and-ég_percent in 1977. In real terms,;the percentage
declines ware 46 énd 55-peréent reapaﬁtiﬁelyQ in-cnntfast, nominal
govermment consum@éian‘expemdituzes increased by 23 percent in 19767_
and 10 percent_in.19?7;iand real govarnment consumﬁtion‘éxpenditurés
rose by 12 andré‘ﬁatQEﬂtmin those years. ‘the éoﬁtinuéd growth of
government cansﬁmption expeﬁditﬁré-was_financeﬂ by increases in thé;
'éverage'affaézivg rét& of taxation whicﬁ depressedrpriﬁatﬁ savings and
further depfesseé the gfowth rage cf income;" |
.Bﬂmaaéic debﬁ,greaﬁien also 3timniétad‘gtowth in government -

c&ésumptian.“ The go#grnment substantially iucxeaéed the level of
~§e§iﬁit‘financing tﬁfcughout the pefiod; DefieitS'ﬁéra J $Q1,miliién
in 1970, but by 1976 aﬁéuﬁteé to J #418 milliuﬁ in nominal ferms and
) J-$lé? millién iﬁ;i??o pricés, Tha déficif éé-a,perdentagg of GHP rose
from 4 percent in 1970 to 17 pafcent in 19?6.‘ There was some restraint
- on Eurthe£ gxawtﬁ-iaA197? unéer the terms éf'the Standby Loan Agveement
médé Qiﬁh the intefﬁaticnalrﬁonetary Fund in May 1977, The deficit was
financed partly by‘aﬁso£bing some o£ the fiﬁaﬁci&l sévings-cf the
community. Credit from ccmmerciai.bénks, the main saviﬁgs institutions,

increased from J $44 wmillion {1l percent of bank assers} in 1970 to
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J $100.million:{10 percent) in 19?Srand much mbr&_rapiﬁly to $248 million
{33 pércent of bénk‘a$setgjrin 1977, HMuch of the expénsion in government
internal debt was in thé.fnrm of central bank‘credi;,.'The Mmoney ﬁalue
of central bank direct Qredit to the government escalated from J $41
milllou {4 percent Qf'GNP) in 1970 ko J 3402 (14 pexcent of.GN?) in 1977.
This massive exﬁansion“in credit to the g0$arnﬁent Was inflatianazy“‘
Thus, the stiort-1ived expangion of foreign debt caused domestic price
inflation by Lnducing higher levels of govermment consumption bhat
_ subaequﬂntly could cnly be sustalned by monetary and grediL expansglon.

The reduction of debt inflﬁws to che government cantributed to the
inilationary pre#ﬁures iy yet another way. Debt expenditures generéted
Lomplementary import demands in excess of the debt praceeds (Polak (16) Ve
During the downswxng of the debt cycle, the economy was left with debL~
gtimulated_import demands by hougseholds and firms in excess of the
yeﬁuced avaikaﬁilityrof_foreign exchangg; ?heae démaﬁds have beaen
partly rationed out by guvarnmﬂnt.rastricticnﬂ:on trade and capiﬁal
pransaction. - Consequently domestic gnpplé was ra&uce& snd excess demand
ﬂmidened witﬁ Anfiavionary affectS;

ProducL1VLty and income effects of foreign debt inflows are
reve rfible when uth inflows cease (Bhagwati and Grincls {3y y. “he
reduced availabilicy 0f‘imported inputa'resulted in smder~utilized
installed productive capacity. The degree of-undarfutiiization was
accentuated by goyernmaﬁt cxmvding-aut of private import demand. In
saﬁa cifcumstances, unavaiiaﬁility 6f imparned inguts led to mavkedly

" lower levels of production, closures, and uvnemploywent., Yurther, the
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reduction of caplital gooda iﬁpnrts vesulted in the contvaction of
investment. Some idéa of the importancé of ihesé effects can bs given
by use of the Bhagwatimcrinois médel, Total investment félls by a
multiple of (1 + k).times the veduction in importé, that is by the sum
of the import reduction and the imports absorbad through debt COMSUp Lion.
Tﬁe decrease in investment then has a multdplier effect on income of.
{1+ Bkml)tk“l where 3 is the privare propensity to consume disposable
income. On the basis of the average private congumption proponsity
betwéén“l974 and 1976, the average incremental capltal output ratio

for the period 1970 to 1976, and the average impor: reduction'ip

1976 and 1977, the incomé lusses asgeciated with a 10 percent government
~ propensity ﬁo consume debt were comiputed for four yvears followling upen
Ehg import.decline. The-computed dollar amounts are $132 million ‘
for yeax i, $228 million fnr'year Z, $264 million for year 3 And

5300 million for year 4, For larger assumed values of the government
propensity to consume foreign debt, the cqmputed income losses ave

@uch greater. These figures, though based on a ra;her simple wmodel,

do make therpﬁint.that debt ceésatiﬁn in the context of debt dependencé
results in substantial contractions of Jamaican national incomes. The
‘current economic dislocation and the pleas by Jamaicaﬁ ofificials for
new debt and debt reécheduiing attest to the dmportance of these

aconomic affects.

CONCLUSION
This study examined the comnection between Jamaican government

foreign borrowing and the economic recession dn Jamaica during the

B LT
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1970 g, 1t was argued that though ga?ernment foreign borrawingrappears
Lo have canLtibuLed o ﬂqvernment fixed 1nvastm9nt, the investment
&dditiauaiity of therdéht wag less than the rapld growth of the debt
ma&limply. éome,dabt p;ﬁceads were allocated to goQéfnmant consunption.

- Government foraigﬁ borrdwimg alsa led to lower levels af gavergméﬂt
aéviﬂga énd Eo 10wér ievels of private saviugs. Thus, government foreign
har;awing depressed domestic saviags. Debt service and amortization
paﬁﬁante ébscfbed‘an increasing propovkion of‘foreign'exchaﬂge and
domeétic reséurceﬁ chersby reducing thé availability of consumer and
eaﬁitaingoodsrimports for. the nongovernmental sectors of the economy,
-and increaséd inuaﬁé—tramsfers fruﬁ Jamaica to its foreign creditors.‘
lhe abrupt downswing in gross forPign debt 1n£10wq tc the Jamaican |
goverpmant furthef'aggravatad economic difficulties by resulting in!
higher rates of taﬁétion which depressed private éa#ingg and in
inflaiiaﬁaty finance as the govecroment atﬁeﬁpted o maintain its
_previous levels of real ccnﬂumbtian exﬁenditﬁres, Inflationary pressures

were also inareaaed by Import restrictlons which sought te ration out

rrhose plivate dmport demands induced by the previGU& fTorelgn borrﬁwlng
Finally, debt contraction reversed earlier growth impulses by resulting

' 4n excess capacity and lower levels of investment. The maln conclusion i 0

to be dtawﬁ from this analysis Is that excessive goverﬂﬁent forelgn
borrowing ‘irs a majbfcausa af i:hé serious economic difficulties curranr;'l}ﬁi '
béiﬁg ax perianced by Jama;ga,‘

These ecaﬂomic Droblems could have been mitigated by early

adoption of_appropriate policies of consumption restraint and sxport
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“pr@mo;ion, The bal&nﬂg c§ ﬁaymentﬁ crisis anﬁ_associated foreign_'
exchange-raﬁiéﬁigg &ﬁiéh feia?ﬁad“pfqductihn'aﬁd grcwih were the outcome
' of deteriorating export production perfﬁrmgnce‘analyﬁﬁd'by Bourne {4).
The basic sniﬁtiﬁng lie in the aréa'af pfsducﬁian levels and structore.
Since adjustment 1a likaly to be pfﬂtractﬁd; eziermalrfinéncé can
petfoim & vaié&ﬁlﬂlf&éiiitatﬂ;y funct;mn'iﬁ sﬁﬂﬁthiﬁg'the transition.
The.aétué1 1nflueﬁae Qf‘fdr&igﬁ debt does not depend cﬁ any int?insin
'charactaxiatie of debt per se. Bxternal débt is not necassarily
dﬁhiliﬁa&iﬁg;fﬁven when allowances are méda fof‘tharecanomic costs
aaéociuta&‘withfiéan_coﬁﬁiti&n&iﬁﬁy. Eﬁﬁéséiareqanﬁmin policies at
dlfferant stages_of the debt ﬁyﬁléKEYE central to the influencs er
-Eﬁr@ign bﬁfrﬁﬁing on damémtic zeonomic fﬁrfexmaﬂaé‘ When gevé#uman%ﬁl
'pmliciéﬁ nre nnﬁrgéuﬁdly baséd'énd necessary polley iﬂiti@tiVﬁg Are

B t@k@%_gr-azé weakly adopied, 3h@ﬁ‘gﬂvarnment-fgraigﬁAhcrfmwing is
riik&ly to advégaalyjﬁffaat aﬁoﬁomiﬁ da&alcpﬁént;aﬂd further iﬁcreése

© pational dependence on foreign Eloance.
| ~deyp relg ,

For Qnuﬁtfiégytlikﬁ'Jamaiﬁa# whdoh enéﬂr the amﬂte s@aga& ot
'eéonamic‘&eﬁressiaﬁ with inmuifigigﬁt forsign ege&anga'ta sarvics
foraign debt witﬁaut delatarious ﬁﬁﬂsagu&nﬁéﬁ fgf ﬁﬂér@nﬁ productlon
and 1iving aténﬂ&fﬁa?‘ﬁhﬁ Eui@r& ig indeed bleak., A1l the iémaiging
‘aptiané_%_néﬁldgbﬁ; debi zenggétiﬁfiwﬁs, ﬁnii#tgfai rescheduling {ﬁhe
ﬂﬂrfant;emﬁhemism for defauit)-% aﬁé'vezy péinful thgﬁgh ﬁgt

nécesgarily &quaily .
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Revised version of a paper ?r?sented at Annual Conference of
Catribbean Studies Associatioa$ Curaéa0, Mayiamlﬁ,.198ﬁ.

Th&”empirical_data utilized in_this:study, except where otherwise

stated, were-obtalned from tha following officlal sources: Jamaica

Dapariment of Stavistics, National Income and Product Accounts, and

The Labour Force; Bank of Jamaica Anuuval Reports, moathly Statilstical

Digest, and Balance of Payments of Jamaica.

Kafz {13§:ta§orts ﬁigher ratios of foreign debt to GNP. IHis
estimafed'raﬁios arve -03, 60, and -45; 1973, 1976, and 1977
feépecéiﬁelyf | | |
Tﬁelaxcﬁanga'ﬁaté for government transﬁntioﬁs‘wés devélued‘15;§<

peréént in Janﬂéry'1978, then by 48 percent in May, and a phased .

davaluatiqn of Y percent over the remaining wonths of the year.

The devaluation was particularly steep fox government transactions

since these were excluded {rom the earlier devajuations in 1977

" when Jamaica témporarily adoﬁte&la dual exchange rate systen, The

. dual rvate system was temminated in April 1978,

Towardé‘the.eﬁd.mf the period, small commeraiél loans were also

-pecelved from foreign governments, notably Canada and Venezuela.

The tezms vsed here, i.e. "thrt",'“shﬂrtétOMmédium", ete., are
hot‘definitiye, and are merely convenient ways of lab&lling the

particular debt categories.
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