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The Impact of Foreign Capital Transfers on

Developing Country Agriculture
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ABSTRACT

The impact of forcipgn capital transfers on developing country
agricalturce is examingd for 13 major bhorrowers during the period
1973-82,  Large foreign apiral transfers permit over-valued ex-
chanpe ratos o develen o continn, and these penalize apriculture
by reducing the fnvent ives to enport and bv increasing the incen-
tives to Impert.  Kesults indicate that an increasing ratio of
foreign debt to GRG0 associatod with an increasing ratio of agri-
cultural dampores to 30 and o deereaning cotio of agricultural
exports to UL Tt iv concluded that furthor borrowins by debt-
burdencd commtrics fnounlikelv to solve their basic problems unless
accompintled by che aprropriats coonomic policy changes necessary
for tong-term coonomic vrowth,
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‘The Impact of Foreign Capital Transfers on

Developing Countrv Apriculture

ABSTRACT

The impact of forcign capital transfers on developing country agri-
culture is cxamined for 13 major borrowers during the period 1973-82,
Large foreign capital transfers permit over-valued exchange rates to
develop or cont inue, and these penalize apriculture by reducing the
incentives Lo cxport and by increasing the incentives to import, Re-
sults indicate that an incveasing ratie of forcipn debt to GNP is
associated with an increasing ratio of agricultural impocts to CND
and a decreasing ratic o wricultural exports to GNP. It is concluded
that further borrowing bv o debt-burdencd countries is unlikely to solve
their basic problems unless accompanicd by the appropriate economie

policy changes necessary for long~term cconomic growtl,
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The Impact of Foreign Capital Transfers on
Developing Country Apriculture

Introduction

The traditional view is that transfers of foreign capital are bene-
ficial to the recipient countries, but the recent international debt pro-
blems 0 manv developing countries have called this view into question.
The present paper does not foeus on the current pasvments crisis, but
rather on the impact ol the forcien capital transfers themselves on devel—
opiny, country apviculture., Until the 19705, the resource transfer f{rom

|

developd to developing countries was Parzeiy throuph tforeiyn assistarce;

either commed i Teciotoancee, such ao foed ald, or forcivn exclunne dssist-
ance.  Both theso torme hove hoeen nsed sinee World War 17 to transfer
large amounts of rovoure to developing countrics in an offort to Nro-

mote coonomic developns

ntoIn ceneral oand often agricaltural development
In particnlar. The ifdea Shat more Poreisn assistar ¢ is always better

than less has provailed throashout the post-war period, and foreio
assistance copand Uoar partioularly hiel rates during the 1960s and 1970s
[Larson and Voel ],

Durine the 19705 priviate internationnl capital markets became open
to many develeping countrics, and vipital transfers on commercial terms
increased substantiallvy The borrowers foeluded not only private sector
Firms in developing countrics, but also public sector enterprises and
the povernmont » themselvea, 1{ was “tountit the international {inancial
crises of the carly 19805 thot doveloping courtry borrowers and their
creditors
fers, fnclading foreien dassistance, were always better than less.  As

'

bopan Lo quest jon seriously the belicer that more capital trans-
strony world markets for exports tocether with growing cconomics and low
real interest rates Juring the 1970s chanved to weak world aarkets, stag-
nant cconomics and hivh veal dnterest rates in the carly 1980s, manv
developing countries dic overed tho they could no longer service their
external debt, must to the dismav of their external creditors.,  Several
of the laryest develonping country borrowers have reached the verge of
detault, sending shock wives throughont international financial markecs,
Since Angust of 1982, some 30 countries Lave bepun to renegotiate terms
on as much as $100 billion of public and private external debt owed to

official and private creditors.

More appropriate ecomomic policies must be carried out by develop-
ing countries as an essential part of the solution to the current inter-
national financial ecrisis.  Because agriculture is a mijor component of
the cconomies of most, if not all, developing countries, the impact of
economic policy changes on the agricultural sector hecomes particularly
important. The most appropriate solutions to the current problems may
not involve additional capital transfers from developed to developing
countrics, particularly if such capital transfers had certain adverse
Impacts when they originally occurred.
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Foreign Capital Transfers

The specific purpese of the present paper is te examine whether
larpe foreipn capital tronsfers have adversely affected the performance
of the avricultural scector in developing countries. Foreipn capital
transfoers ereate opportunitics for developine countries to allecate
additiona] resources to promete more rapid cconomic crowvtn and to ecarn
more roreipn exchanee to oserviece their debr, However, cuch cpportunities
miav o be wasted 10 the incerenaed capital tranafers enable developing coun-
tric te lelav makinge coonomic policy chanves that arc avprepriate for the
Tonger run.  For example, vichanpge rate, interest rate and asricultural
price pelicies can ¢ither stimulate economic srowth and prosperitcy in
the agricultural scetor or contribute Lo ite stagnation,  Economic poli-
cies that maintain over-vialued exchange rates and Tow avricultural prices
tend to discourave Tarm product ion and erports and to encoursoc Tood

imports.

Foreign capital transiers mav be g inted with declinineg farnm ex-—
ports and increasing farm imports,  The increaocd foreivn exchanee made
available throneh capital transfors miv resolve short -term problems of
foreign cxchange scarcity for the borrowine countre oad thoerehy allow

debt pavoent o to be o mer oand Imparts to continue.  Howowor, this mav also
permit an over-valoed cvohanee rato Lo develop or continue. Most devel-
oping countrice 1ix the vlae of thelir carvency in rolation o that ot a
major troading partoer, sanch as the L. dotlar, and (his crehange rate
can be peryed at o ovaine above whot o wonld be detormined in a4 Crec miarket

LT Largee cmonnts o0 toroion currency Jovns arc availtabl., i the offi-

cial exchanye it b over=valued, then revenues received in demestic

currency for eapert sales are accordin !y voduced, so that incentives

for producers to
¢
mported ponds ave roduced, so that incent ives Lo import are increased,
These additional dmports discourave the production of domest ic import
substitutes in a situation where such import snbatitutes mav well reflect
international comparative advantag..,

ort,or oeven to prodace those products whiich mivhe be

ported, are reduaced, In a similar wav, the derestic currency costs of

The net offect of an over-value! cohinnge rate is to tax exports and
subsidize dmports, both of which can cause an even proeater problem of
foreign exchange scarcity in the future. I a developing country thereby
fails to adjust, it vill need to borrow coven more toreign capital in the
future to cover its foreivn excliange gap, Howover, foreign debt cannot
increase forcver relative to a countrv's ourput, but ~an only delav the
decision to wove to a more appropriate o

“ehanve rate.  An over-valued
exchange rate impacts on ag-iculture, and hence on the overall economy,
in a substantial wav in most doeveloping countrive hecause adericulture is
almost alwavs a large sceotor of the cconory and bocause agricultural ex-
ports tyvpically represent o mijor source of forcion exchange carnings,
Exchanue rates can become aver-valued hecause of difTferencial races
of inflation and/or a country's structure of protecticn. ! Since all
countrivs have cxpericnced some infla ion during the 1970s, the exchange
rate will rtend to becone over-valued when the rate of inflation of a de-
veloping country is wreater than the rate of inf'ation of its major trad-
ing pa tners. DPomestic costs and prices will increase faster than the



http:ald;u.St

costs and prices of the imported poods, making the Jatter relatively less
expensive,  Protective trade policies such as import taritfs and quotas
and export taxes and vuotas also lead to an over-valued exchange rate by
raising the domestic price of the protected good and/or lowering the
price of the export pood.

The over-valoed excinnge rate acts as an implicit tax on the apri-
cultural sector for countries tnat export agricultural ooods, while con-
sumers ol food bare suhaidiszed indircetly becanse of the low prices for
these fmported items. The depresaed prices for food reduce the incen-
tives ror dometic fond roinet fon and ean cause stagnation of the agri-
cutural sccetor {Larson ol
MAay Inere e because the over-—volued carchange rate nekes food, as well
as other dtem, relativels Cheap to fmport. In this situation develop-

ing conntrics Wil tend to oot Lo and mpert more and to become

1

Vouel o At the same time, Imports of food

more dependent upon toreicn Toans g source of foreion cxchanee rather
than commcditie. wold in internntiond markety,

Beliavior of Maicr Develoning Country Borrower:

Inorder to evigluat e the imoact of toreien capita! trans!iers on
developing country aericulture, the present paper examines the ratio of
foreign dobt to aross national product in various developineg countries
as compared to the ratio o avrisuliaral imports and cxports to pross
national product in the same countrics, Fivures ror forcign debt are
taken {from the World Bank 's wor b hode

stated bocanse short-ters debt (nnder

and ray be somewnhat under-—

) T ot included and be-

cause private sector doebt o withoul sov vyt Faarantec mayonet be fully

reportoed. Pipures tor prosc nations] prodoct reported by the World Bank
are converted to o dol oy it Ulie it e exciiange rate and are thus
subjoct to the uaual problom. of snel conve rsions, Apricultural impores
and exports are o taken from the Food and Avriculture Oreanication's Trade
YL‘(II'hnu_v_‘r.. Dot cire from the decade 19773 Laromth Lo which covers the

pueriod cfomaior prowth o in the foreicn doebt of develo conntries,  Be-

Calse G vear—to=vear variations on odebt ond pross nnd Do product

but especially in avricultural produ - tion and henc. Liports and exports,
three vear averaves are used.  That Ley the ratios o torcipn deb, apri-
cultural dmports and agricaltural cxports to gross national vroduct are
averaged for tle first three vears of the period, 1972-740 and subtracted
from the same rotios averaged over the last three vears of the period,
1980-82,

The cvidunrm for the 13 major developing country borrowers is shown
in Table 1.,=/ A« expected, the ratio of foreign debt to GNP has in-
creased for most of the major barrowers (9 of 13) over the decade 1973
to 1982, For the Y countries with an Increasing ratio of forcipn debt
to GNP, the ratio increases more rapidly {or Fevpt, Tsracl, Turkev,
Mexico, Vencouela, Brazil and Arveenting and oo, rapidly for Alperia and
Rorea. Four developine countrios (Chilc . Indiy, Indonesia and Yugoslavia)
had decreasine foreipn dobe to COF ratios in (his poriod,

As discussed in the previous section, countries with an increasing
(decrcasing) ratio of forcign debt to GXP can re expected to have an in-
creasing (decreasing) ratio of agricultural imports to GNP and a decreas-



Table 1: Foreign Debt, Apricultural Tmpoarts, and Agricultura}l Exports
Relative to Gross Nacional Product for Thirteen Major Develop-
ing Country Borrowers, 1973-75 and 1280-82

Change in Three Year Average Ratio:
1973-75 Compared to 1980-K2

. Foreign Agricul tural Agricultural
Major .
Borrower st Debt / ImerLs Exports

to GNpP-— to GNP to GNP
Algeria + 3.65 +0. 4 -1.4
Arventina + 6,1 +0,3 -0.1
Brazil + 6.6 ~-2.7 -0.6
Chile -22.1 -1.7 +3.1
Eyivnt +21.3 +5.8 -4.5
India - 2.7 -0.3 +0.1
Indonesia - 9.8 -0.9 0.9
Israel +17.8 +0.7 +1.0
Korea + 2.2 +0.7 +1.5
Mexico +11.5 +0, 8 -0.3
Turkev +14,2 0.0 +0.7
Venezuela +10.6 +0.9 -0.2
Yugoslavia - 0.5 -0.2 +0.5

a/s.. ) . ) )
A The World Bank defines major borrowers as those countries with debt
outstanding and disbhursed estimated at more than $13.5 billion in 1982,

b/ . ) . . . . .
—/Porclgn debt is defined as public and private debt outstanding and

disbursed.

Source: World Debt Tables: External Debt_of Developing CCJntries, The World
Bank. Washington, D.C. 1983-84 odition.




ing (increasing) ratio of apricultural exports to GNP. o Results for the
Ffour developing countrics with a decreasing ratio of torcivn Jdebt to NP
are totally consistent with the cxpected relationship as they all have a
decveasing ratio of apricul o ad dmports to OXF and an imeressi Ny ratio

o apricultural cEports to G, Resulte tor the Y Jevelosine countries

with an increasing ratic of foreiva Jdoht Lo GUF are Glso quite consistent
with the cxpected Perativme iy as the ratio of oriceitaral impores to
GNP inerveases ror 8 of (he o comntrics, amd the ratic o arricultural ex-

ports te oXP decrcases for o of the 9 countric.,

For the vther developing countrics who hiad come toreian debt as of
the end of 1950 the results are simidar te these of the major developing
country horrower hut tesn clear cut. This mav have occurred because
foreipn debt or avvicaltural FIports or oNport:soarc not oas fmportiant for
these other countrics aa o 1 major bhorrowers,  bFor ocxample, foreien
debt mav be unimporcant for some of e comntries in ocitier absolute
or o relative terme, so that it would be surprisine oo Yind resalts as
clear ont as those for tin Serjor borrower s, In addivion, oriculrural
exports frorm some of these other countrive mav be uninortant or concen-
trated in oue or two primary commod itics Tor which the Impact of world
market conditions s more important Chan the Impact ot foreivn capital
treastfers on cuchance rates, as the expected relationshiip holds much
more consistently for apricultural imports than for CNPOTL s,

In Tuture rescarch it mirht be userul to try other classirications
to Improve the results for these other borrowers., Rather than examining
countrics with a cortain aboselute Size of citernal debt, a classirica-
tion by the size of the forcign debt relative Lo GNp mivht indicate more
clear relationships.  These other borrowers could alse be classified
according te the absolute size of their apricultural dmports or exports

o
I

or the size of cither of these relitive to 0N !

Im future such rescarch,

Conclusions

Large foreign capital transfers appear to aftfect adversely the per-
formance of developing conntry agriculture, most likelv through the im-
pact on exchange rates.  Booorowing permits over=vilued cxchange rates to
develop or continue, and this reduces the ineent jvos Lo export and in-

creases the incentives to import. The cvidenee for 13 major developing
country borrowers indicates that an inereacin. ratio of foreign debt to

NP

s dusocicted with an Increasinge ratio of cricnltural limports to
GNP and o decreasing ratio ot decioultural eioris to GNPL O Large foreign

borrowin. .

Mrdny the 1Y 00 were not advioable oy many developing coun-
triva, not o only becanae o the subaeguent Pavients crises but also be-
caude i Lhe wdverao dmpact oon the periormance of their gvrvicultural
Sectors,  Farther toreign borrowing, cepesially to rescue countries in
debt di!rlvi\'u?{‘.', 1o mlikeis to resolc o he ;)1'\){\](-1115; underlivinge the debt
crisis ualess aceonpanicd by sicnificant ceonomic policy vhinpes with
respect teoedchange rates and other distortions, Ii wedd he unwise to
use capltal transiers to rescue countries from short-term debt problems
and theroby delav the policy changes NEeCesLary tor long-~term economic
growth and development,
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Footnotes

1 Sce Balassa and Associates for a tull discussion of effective
protection and for estimates of effective protection for several devel-
oping countrics., More recent estimates of cffective protection for
selected countries can be found in Bale and Lutz,

2/ - ‘ .

= The World Bank has detined major borrowers as those countrics
with debt outstanding and disburs 1 of more than $13.5 billion in 1982,



