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EXTERNAL FINANCE AND BUDGET DEFICITS IN DEVELOPING
COUNTRIES: A GENERAL SURVEY

BY B.E.S. MACHANGU

ABSTRACT

Wi : . . . .
hen a deliberate excess of expenditure over income is carried out by the government, it takes the

o , . . : .
J;j ;"" ;’f a budgeted deficit, financed by borrowing. either from foreign sources or domestic sources.
ally, the anticipated objec:ive is to stimulate economic acnviry and employment by injecting

Mmore . .
purchasing power into the economy.

relat; . . .
ton berween domestic savings on one hand and foreign

Whe re as there is evidence to show that there is negative

borrowing on the other, the trend of

the ; . . . .
Causation seems at least for the Tanzania case. 10 run from foreign borrowing to savings. The

analysj :
YSis from this paper recommends externa

as .
fut:: benefit cost question. Such borrowing, when carr
def re ) should be balanced against the cost of debt servi

Cit financed through borrowing should be of a rype that resul

[ financing (foreign borrowing) which can be viewed

ied out the net gain resources (present and
icing including repayment. Thus, a budgetary
ts in a net addition to national

outlay . . .
ay or aggregdte expendiiure, otherwise external financing may not be a satisfactory way of

dealing vispy budget deficits.
INTRODUCTION

];:r:::::ﬁl ?nancing to developing countries is
eSlern}; raced back to colonial links bc.:lw?en
he earlmlzlvt_tnal powers and overseas territories.

eco"omicyd Iterature on forelgn finance and

Optimistic °_Vf3|0pmem was dominated by a la.rge
twas genewflon of the lc?ss developed cpuntnes.
o develora' ly felt that a{d and other c.apna] flows

eXpansion Pflng.Countnc?s Wf)l.ll.d induce an
0"Vemioo their economic activities and output.

Ofiging in I';al external finance theory has its
eories of eynesmp economics. purll.cu]ur .lhc
e)’ne‘s (leconomlc growlh tha[ wrm?rs.llkc

eConomies 936) applied to industrialised

exter ] K.aleck (1933) shows the advantages

Country al finance for the development of a

deVelop;nand argued that the process of

Paymen, bem ‘k?nds to strain the b;}lar?cc of

ofCapital y raising the requq‘cninenls.lor import

for i"dustrgiolods asa resyll of higher m‘vcslm.cnl
ind“Slrial al raw malenals (b(?CilU-SC of growmg
roductiop fFOduct!on) and for l()()q if !mmc~
Xternal f; ?83 be!und denpnd. The function olv

nance is to relicve the shortage of

e
orej n
&N exchange 1o meet these requircments.

There arc major constraints inhibiting the
successful injection of foreign capital and the
acceleration of economic development pace. It
is in increasing the investment rate to accelerate
the process of economic growth that gives a
critical role to economic foreign capital. Within
the Hamold-Domor growth model, the
investment rate of developing countries is raised
by injections of foreign capital, so expanding the
domestic saving rate without reducing the level
of domestic consumption (Tripath, 1968). While
foreign capital is not absolutely necessary to raise
the level of investment, it speeds up the historical
process of reaching the stage of self sustained

growth.
REASONS FOR BORROWING

Forcign borrowing differs from domestic
borrowing in that it gives the borrowing country
command over more goods than it is currently
producing. Hence external borrowing allows the
government to finance itself without displacing
nouschold and the enterprise spending. However,
the payment of interest on an external debt and
the repayment of principal which require a transfer
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of resources abroad rather than merely a
reallocation of purchasing power among
residents, ‘drags’ behind the development of the
borrowers i.e. developing countries.

THE DUAL GAP ANALYSIS

The need for foreign borrowing can be viewed in
the context of the Dual Gap analysis, thus dealing
with the use of the external borrowing to
sypplement domestic resources to attain target

growth rate. It gives foreign capital significant
role (H.B. Chennery, 1960)

(1+G)-(S+T)=(M-X)

The Equation (1) above states a fundamental
relationship between a developing economy’s
resource gap and its foreign exchange gap, As
long as the developing country is spending more
on investment (1) and government expenditure

(G) than it is earning from the domestic resources

released through private savings (S) and taxation
(T), then there wil be

a domestic resource gap
that will spill over into

at the balance of payment,
with imports (M) greater than exports (X). This
follows from the national income analysis in

which the uses of national income C+I+G+X
- M).must equal the disposa] income (C+S + T).
Tht? internal imbalance in the resource gap is filled

Sources gap by allowing the
ment and government

: alidated in real terms. The
foreign exchange gap, however, must be filled by

capital inflow from overseas, through official
development assistance, commercial bank loans,
Or private excess of imports over exports plus
interest Payment on existing debt. The working
out of the external debt wil] depend, in turn, on a
reduction in the resource gap, lower interest rates,
and a declining current account deficit.

The two gap analysis of the role of external
aid is also significant in indicating that one gap
may be greater than the other, exact; if for
example, the foreign-exchange gap is greater than
the saving gap, foreign aid becomes the means of
permitting the required imports, so that the full

expenditures to be v
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saving potential can be realised and resources will
not be left under utilised because of an import
bottleneck.

The savings gap exists because of
insufficient domestic savings to undel’tt.lke
intended investment. Thus foreign caplt‘t}l
becomes a supplement to domestic savings. It is
argued that domestic and foreign exchangf’:
savings are not perfect substitutes. Growth is
limited by the need for necessary imports.
Chennery (1966) emphasised on the gaps that the
inflow of the two external resources as separate
factors of production the effective use of which
makes possible a rapid sustained development.

If exports and capital transfer. are
insufficient to use available domestic savings,
domestic investments is limited by lack of foreign
exchange. The gaps are not additive. The dual
gap analysis is criticised because it assumes' no
substitution between domestic and foreign
resources. It assumes developing countries h'ave
the absorptive capacity to use foreign capital.
Excessive use of capital increase only
Cconsumption. It operates at a highly aggregated
level, and since it allows structural constraints to
be overcome in the short run, this may ha}VC
adverse effect like increasing the consumption
ratio. Itencourages capital intensive projects thus
increasing the capital/output ratio. .

Development requires capital fonnauqn
and that capital formation requires saving. Public
investment which is financed by borrowin_g
(domestic) does not add to capital formation if it
merely deviates funds otherwise available for
private investment. When borrowing from
abroad, additional resources become available
because the borrowing will be accompanied by
increased imports. This borrowing provides
additional financing for a given growth rate with
a lower rate of tax and higher rate of current
consumption. By the 1970's many developing
countries relied on foreign borrowing to finance
increasing public sector deficits. When the inflow
of foreign capital dried up in the early 1980’s some
countries were able to reduce their fiscal deficits
but many were not (World Bank, 1989). Foreign
Capital inflow leads to a reduction in the rate of
growth in GNP. Griffin and Enos (1970) regressed
the average growth rate of twelve Latin American
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‘;guntries on the ratio of aid to GNP for the period
57-1964. They found that the coefficient of

re i : N .
Wgressmn was negative. Their estimated equation
as:

Y'=4227-6.78 (A/Y); RZ = 13---remrmreeees ()
BALANCE OF PAYMENTS

::]"al';(‘;ng'f countries the current account of the
the GNP (l\);l)’ments increase by only 2% p.a. of
Serviee problorld Baqk, 1989). Exle}'nal debt
account def; ems mamfetst themselves in current
When this icit and fc.)relgn faxchange shortages.
magnitd occurs, dllfﬁculues may'be of such
part Ofaco:S lo’l'eqmre a restructuring of all or
a tendenc ntry’s debt stock. There is, however.
creditors [g' On.the part 'of’ both de'btors and
terms. Bon.avmd renegotiation of onjlgl'nal !oan
payment Schozl"'e"s are aware thfll deviation from
and tendere l}ICS damages thejlrcredlt standings
temporar s view rescheduling as at least a
COnsequez[l'mPedlr}lcnl to their cash flows.
in arrears t))' a nallpn may be already heavily
reschedulip efore it elects to undergo the
without g Sg at its ficbt. If allmfvcd lo“conlu.we
accord beip uccesstul rcschcdu‘lmg/rchnancmg
lead 10 4 uf‘|r.caCth' debt service problems can
the debror al alcra.l moratorium on Puymcnl by
declarai ' ".OUl‘rlght rcpudlauor} of debtor, ora
10n of default by the creditor.
In‘ }I’? contemporary world. however.
ey aT;,tc,()srlerlcrn?lion?I bankruptcy are severe.
trade links , ('Crlal.nly mcluc'ie the brcakmg. of
the denia[m‘p‘m} which the nation ‘normally‘rches.
and jp ex[rccr"dnslhal are [.hCIIbeIOOd of trade,
enforceq qu(ljnc cases a deliberatc government-
ade boycott.

Sanctio

NE
GATIVE FACTORS: INFLATION

T . .
uc}::ZI:r:;g:’S in ‘.hC halanc.e ()I"paymcnl are
1 y the increase in inflation rate (Dobb.
It causes uncertainty and instability in
Prices, makes longer-term investments
the fu[u::i r?orc difficult to finance. It also makes
ess Cerlaip irchasing powcr~ol finance contracts
regulated n and even when |‘nlcres.l rates are not
» Uncertainty about futuie inflation make

Telatjye
rlSkiera

it hard for lenders and borrowers to agree upon
appropriate fixed nominal interest rates. The
lender risks inflation turning out higher than
expected. The higher and more variable the
inflation, and the longer the time horizon, the
greater the risks.

The government of developing countries
turned to their central banks because domestic
financial markets were too shallow to meet their
needs. To the extent that central banks financed
such borrowing by issuing money, the result was
higher inflation. The average inflation rate in
developing countries raised from 10% a year in
1965-75 10 26% in 1974-82 and 51% in 1983-73.
Half of all developed countries continue to enjoy
single digit inflation, but the number of countries
with double and triple-digit inflation has risen in
recent years e.g. Argentina had inflation of 174.8%
Nigeria 9.7%. Zairc 106.5% and Mexico 159.2%.
The high inflation underscores the interrelation
of external debt, and fiscal policy such as repeated
devaluation and added inflationary pressures, but
deficit financing has provided the primary impetus
(World Bank, 1989).

The size of their debt in relation of GNP
matters because it affects the liquidity position of
the cconomy and of the investors holding it.
When making forcign borrowing, one needs not
reduce her/his expenditure. Outlays in the private
seclor resources needed for the public outlay are
acquired abroad via an import surplus. Loan
financc now imposcs a burden on future
gencration by leaving it with reduced capital
endowment at home but by saddling it with an
obligation to service forcign debt (Boween W. G,
Davis R. G. and Kopf D. H., 1962). Inflationary
financing crates excessive demand for resources
in the cconomy. In the context of the inelastic
resource supply of resources in underdeveloped
countries, there takes place a rise of prices; and
although the risc of price is symptom and not the
course of inflation, it is the mechanism by which
the transfers pf incomes take place cither to private
entrepreneurs or of the government.  As argued
by Lewis (1955), if it becomes excessive not only
may voluatary saving be discouraged-but the use
of money as medium of exchange may be
discouraged. ravolving socicty in real resource
costs and welfare losses. Since inflation reduces
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purchasing power, the money holders may be
expected to avoid the loss by cutting down their
holdings of money for transaction purposes
(Maurice Dobb, 1951).

A high inflation rates, privates sector
borrowers often find it too risky to take on
purchasing power obligations, because they fear
their income will fail to keep pace. The public
sector, in contrast does not have this problem. It
can go bankrupt in its domestic markets as long
as it has power to print money. Thus at high
inflation, most indexed contracts are issued or

backed by government or public entities (W. A.
Lewis, 1955).

POSITIVE FACTORS

As put forward by Thirwall (1994) there are some
advantages of inflation, especially the ability of
inflation to release resource for the development
by the redistribution of income between classes
within the private scctor and from the private
sector to the government. The real appreciation
of the exchange rate favour production of non

tradable over tradable goods, and encourage on
imported inputs.

FOREIGN EXCHANGE RATES

Overvalued exchange rate and controlled interest
rates combines to stimulate capital outflows.
These flows were illegal in countries with foreign
exchange controls, but such control have rarely
been effective. Although capital flight is hard to
measure, the discrepancies between increasc in
external debt and uses of finance recorded in the
balance of payment account especially for many
Latin America in the early 1980’s point massive
capital flight. For example capital outtlows in the
West African countries werc massive in 1980’s
and the government faced severe liquidity
problems because liabilitics and assets rose much
faster than wage linked incoming cash flow
(World Bank, 1989).

Some countries including Turkey, Uruguay
and Yugoslavia have adopted foreign currency
deposit schemes. Since domestic value of the
foreign exchange deposits are dominated in
domestic currency, the bank lose with cach
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devaluation of the interest rate and the differential
is insufficient to cover the change in currency
value. This puts pressure on the Central Bank.lo
provide accommodation e.g. in Yugoslavia,
Central Bank losses to the foreign currency
deposit scheme have added to inflation pressures.
(World Bank, 1989) .

During the 1979’s many devcloping
countries allowed their exchange rates to
appreciate in real terms. This was made possible
by relatively favourable terms of trade and .by
availability of foreign loans to finance the resulting
current account deficits. As an alternative 10
foreign borrowing as argued by Tripath (1968),
meeting the resource gap, investment budget can
be put into practice, as a more or less continuous
process. He suggested two Kinds of view namf:ly
concentrating on productive and quick yiclding
projects at the initial stage of development. .He
argued that gradual increase in ‘Y’, narrowing
down of the non-monetised sector, and a gradual
larger magnitude of domestic funds without
excessive inflationary pressure may be incurred.
Sccondly, as a temporary sporadic measure 0
bridge the gap in invisible resources, so as to
provide facilities for the development of basc
overheads which require farge resources for their
implementation. Once the bottleneck are broken,
the economy will proceed an its onward march
of cumulative cconomic progress. (World Bank,
1989)

Mjema (1994) argued that the most
plausible atmosphere where foreign aid could
reduce the domestic savings of a recipient country,
is when the recipient government in anticipation
of inflows of foreign aid scts to deliberately lower
its tax. In so doing the foreign aid recipient
government reduces the domestic savings which
could have been raised through taxation. The
recipient government hopes that this domestic
savings gap will be filled by the availability of
forcign aid savings. Closely related to the tax
cffort, the recipient government can also alter the
consumption habit towards more consumption
in anticipation of an aid inflow. As argued by
Griffin and Enos (1970) the availability of low
interest lcan to a recipient have an adverse impact
of reducing the incentive to save by private sector.
Inthis case if the share of the private sector saving
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is large, the reduction in incentive (0 save in this
sector could be detrimental to total domestic
savings.

CONCLUSION

It is thus the income gain to domestic factors
which renders foreign borrowing such an
Important instrument of developing policy.
Capitdl import include the provision of foreign
;’:: hii:?tge :“d the collateral advantage gained from
mana roduction of advanced technology ‘and
consf;rlal know how. It relaxes the savings
COunui;mi It supplement§ the less devel9pm;_;
il the l's ow domestic savings, hence helpm‘g to
ad(miones;ourm’r gap or savings gap and prqvudes
fill the fa f_Orelgn exchange there by helping to
oreign exchange gap-
its risk:\t the same time foreign porfowing has
Serviceé especially when the obligation of .dc!)l
2 count Xf:eed what can be accommodatec} within
an instr:,y s balance of payment constraint. As
is goner rlrllent of' d;velopment, external finance
refloct ally of llmlted. value. It 'however often
the deve':‘acl'oeconomlcs cqnstramls. It retards
Foreign l;)pmen't of .domestlc mana.gerlal‘lalent.
govemnrleorrowlng is benefit-cost issue for any
external ;l. As rgcon?meqded by Qoode, (1984)
country’ orrowing is viewed in terms of a
ry’s debt servicing capacity-
to nali\’nenl the qbvious ad_ditions made by aid
economic al saving, foreign exchange and
aid does | growth, ha.rdly have any ».vorth unless
deVelopmead l~cCofgmsable pen§ﬁts in economic
on Pover::m‘ Parl.lcqlarly hlghllghled.me effects
disll‘ibu(ioy alle.wa'uon and-mf:ome and asset
interplay 0';~ Institutional pessimists argue that the
these coy power and economic interest prevents
Provided ntries (developing) U':IllSlng the aid
alleviatio In a manner conducive to poverty
nin these countries.

of the sSl:[me: theorists pinppints the df:ﬁciencies
fun damenf in the .vfievelopmg countries and the
support 4 al requirement Of mobilising mass
hey asg; the key to m.eanmgful development.
corruptio rt much aid is 'ﬁllered away through
C°“nlriesn(]fnd ,thal the aim of less developing
Ut rathe CD’s) rulers is not to relieve poverty

r the contrary, to make sure that the
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incomes of the masses aré kept low and social
services are retarded. Foreign finance is part of a
structural relationship between rich and poor
countries which has evolved overtime to
underdeveloped the later. The objectives of the
developed are primarily to use the poor countries
to further their own economic interest.
Governments in developing countries may
voluntarily relax domestic efforts when more
foreign aid is available than otherwise. The
possibility also exists that some proportion of the
foreign capital inflow may be devoted to uses with
asmall impacton economic growth (Hugg, 1993).
Though borrowing abroad gives command over
more goods and services than it is currently
producing, but entails a future real cost and
transfer problem. Whether such borrowing
should be undertaken is essentially a benefit cost
question that can be analysed by reference to the
value of the financed expenditures and the
country’s debt services capacity which depends
on the growth of output, export, and of imports.
Budgetary deficit financed through borrowing
should be of a type that results in a net addition
{c naticnal outlay or aggregate expenditure,
otherwise external financing may not be a
satisfactory way of dealing with budget deficits.
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