Is Foreign Capital an Engine
for Development?
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I. Introduction

Controversies on the impact of foreign-capital imports on the
economic development "of less-developed countries have continued
between the optimists! and the pessimists.2 No reconciliation, how-
ever, has been made yet. :

As an optimist for developing countries, Frankel argues that the
inflow of foreign capital into developing countries tends to give
more benefits to the importing country and .affect adversely the ex-
porting country. This is hecause private exporters of foreign capital
take into account only the direct benefits of investment (income
effect). However, the movement of foreign capital results in the
international transfer of not only direct benefits of investment but
also of indirect benefits (development effect)3. A similar optimistic
- view was demonstrated by R. J. Ball on the ground that the burden
of the:debt incurred by the capital-importing country can be shifted
entirely to the capital-exporting country.! This argument assumes
that the marginal output-capital ratio in the capital-importing country
always exceeds the rate of interest or yield which is returned to the
capital owners. The common points among these optimists are the
assumptions that: (1) the inflow of foreign capital to developing
" countries is net additive to domestic savings of the country; (2) the
whole savings are transformed into investment, assuming that the
Harrod-Domar-like growth model is applicable to the capital-im-
porting economy, '

On the other hand, Hans Singer as a pessimist concluded that
the movement of foreign capital from an advanced country to a
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1 Frankel {1965}, p. 411, Ball (1962}, p. 610, Hirschman (1968), p. 205, and Xemp
(15962).

2 Singer (1950), Nurkse (1954), and Grifin (1970),

3 Frankel (1965).

4 Ball (1962)}. also see Massel {1964), p. 627.
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developing country serves only for the benefit of the advanced coun-
try since the capital-exporting country exploits development effects
or linkage effects from the capital importing country.® Singer’s con-
clusion, just opposite to Frankel’s, was based on the assumption of
an enclave-type foreign capital. Griffin, another pessimist, goes so
far as to maintain that imports of Foreign capital may even retard
development.® The reason is that the inflow of foreign capital is es-
sentially a substitute for domestic savings, not the pure addition to
it, and tends to raise capital-output ratio, Griffin’s growth equation
is a good contrast to Frankel's equation.” Those pessimists generally
believe that (1) imported capital is not purely additive to domestic
capital, (2) full-employment growth models like the Harrod-Domar
model are not properly applicable to developing countries, (3) foreign
capital and domestic savings are not homogeneous in economic de-
velopment, (4) structure-degenerating effects of foreign capital domi-
nates structure-developing effects.

Why do they observe the same object in such an opposite way?
This question reminds us of the well-known fable “The Blindmen and
the Elephant”. The problem, for this author, essentially comes from
what we might call Mynt’s failure; the failure in analysis due to the
tendency to apply general facts found from heterogeneous popula-
tions to a special sample.? If we average the temperatures of summer
and winter we find the temperature of spring which can explain
neither summer nor winter!

In order to minimize this kind of analytical faflure in evaluating
the impact of foreign-capital imports on the economic development
we need to classsify sample countries further into more homogene-

5 Singer (1950).
8 K. CGriffin (1970).

7 a) Frankel equation: Y:ADK‘BLQ. ‘This equation is the Cobb-Douglas function
adding D which is called as development medifier of foreign copital, and which s assumed
to be larger than one.

b} Griffin egnation: g=—ﬁﬁ%l——-ﬁ—

where:
g: the rate of income growth atiributable to capital impert
s: the original rate of domestic savings to GDP
c: the proportion of capital imperts “consumed”
k: the original capital-output ratio
K: the amount by which the k rises due to capital imports.
f: % of capital imports to GDP.

See M. Frankel and K. Griffin.
8 Mynt (1965).
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ous groups and to draw different hypotheses for each group. Existence
of surplus labor in an .agricultural sector is a good criterion for this

purpose,

The accumulation model developed by Lewis-Fei-Ranis for labor-
surplus economy deserves special attention in this respect.’ Their
celebrated analyses on the labor-surplus economy demenstrate the
process and strategy of capital accumulation with surplus-labor. Their
findings are theoretically sound and practically invaluable regard-
less of the argument of whether the marginal productivity of disguised
unemployment is zero or positive. _

There are, however, some questions waiting to be answered.
Firstly, the Lewis-Fei-Ranis hypotheses assume that the capital ne-
cessary for initial investment in industry is given no matter how. If
this assumption is not met, their model will not work. This problem
does matter particularly due to the fact that labor-surplus countries
are unlikely to have enough original accumulation of agricultural sur-
plus before industrialization. Secondly, since they do not distinguish
the role of foreign capital from that of domestic capital, both foreign
capital and domestic capital are implicitly assumed to be homogene-
ous. Imported capital, however, is not homogeneous to domestic capital
particularly in its role in economic development.”® Thirdly, the coun-
tries without surplus-labor also have an abundant factor, i.e., natural

. resources (either land or natural raw-materials or hoth), which is
comparable to labor in labor-surplus economies. We eannot say,
therefore, where the inflow of foreign capital plays a more efficient
role in economic development until both cases are analyzed and
compared. This is why we need to demonstrate explicity how labor-
surplus countries and countries without labor-surplus differ in (1)
the degree of need for foreign capital and (2) the impact of foreign-
capital on the economic development.

This study attempts to tackle these questions. For this purpose,
two types of country groups are differentiated according to the re-
lative degree of labor abundance; LSC (labor surplus country) and
NLSC {( non—labor-surplus country). It may be assumed that LSCs are
natural resource hungry countries while NLSCs are natural resource
abundant countries in a relative sensel' Under these considerations,
the purpose of this article is to test following hypothesis2;

8 Lewis (1984), Fei and Ranis (1964}, :

10 This is true particularly in that the inflow of foreign capital may empower the
country to break in three hottlenecks simultaneously; investment-Iumpiness bottleneck,
technology bottleneck and foreign exchange bottleneck. This is why Chenery-Adelman called
the inflow of foreign capital “virtually a separate factor of production”. See Adelman and
Chenery (1966).
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. “The development effect of foreign capital depends mainly on
the degree of labor surplus, ie., the contribution of foreign capital to
economic development of developing countries is more dynamic and
efficient in LSCs than in NLSCs. Natural resources as the abundant
factor is more powerful for industrialization than the human factor,
ie., labor, in a closed economy without the flow of foreign capital. In
an open economy with the flow of foreign capital, however, labor as
the abundant factor is more powerful than natural resources. There-
fore the pessimists’ view on the role of foreign capital in economic
development tends to fit in NLSCs while the optimists” view tends
to applicable to LSCs.”

II. Grouping of Sample Countries

Among developing countries which satisfy our data requirements,
several, countries having lopsided export surpluses {mainly oil pro-
ducing countries) were excluded.® As a result our sample is com-
posed of 41 countries as listed in Appendix A.

These sample countries are classified into two groups: LSCs and
NLSCs, according to the relative degree of surplus-labor. The prob-
lem is how to measure the relative degree of surplus-labor. The most
direct criterion may be population density per unit of arable land, or
the difference in product per economically active population between
industry and agriculture. This direct criterion, however, cannot be
adopted for this analysis because the necessary data are either un-
available or inaccurate. '

It was necessary therefore, to approach the problem using two
indirect criteria: population density, and percentage of agricultural
output in GDP. Since surplus-labor is preserved in the agricultural
sector and a labor-surplus economy is likely to be an agriculturally

11 These assumptions are very likely to fit the reality. Non-labor-surpius countries are,
by definition, land abundant countries in the relative sense of land per capita. Natural
_resources {other than land) per capita, however, may not necessarily be larger in non-labor-
surplus countries than in labor-surplus countries becanse of unequal distribution of natural
resources among countries, But to the extent that we may assume that natural resources other
than land are equally endowed per unit of land over the world, non-labor-surplus countries
have not only larger amounts of land per capita but also have more of other natural-
resources per capita than do labor-surplus countries,

12 As for theoretical frameworks to derive this hypothesis, refer to Seung Park, '
“Development Effect of Foreign Capital in the Labor Surplus Economy”. (Fh. D. diss,
State University of New York at Albany, 1974),

13 This is because of the fact that causality may run from domestic savings to the
capital flow rather than the other way avound if the flow of capital is outward to a significant.
degree, For detail, sce Waisskopf (1972).
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dominated economy, it is quite natural to say that the greater the
population density and the larger the share of agriculture in the GDP,
the more surplus labor there will be in the agricultural sector. In
other words, we may classify a country as a labor-surplus country
if she satisfles these two basic eriteria simultaneously. Based on this
distinction, 41 sample countries are ranked on these criteria, and
these two ranks are summed for each country. Finally, the degree
of surplus-labor is ranked by the order of the sum of the ranks as
shown in" Appendix A. As seen in Appendix A, 19 of the 41 sample
countries were classified as LSCs, and the other 22 countries were
classified as NLSCs. The decision to divide the countries into two
groups between ranks 19 and 20 was because of the large discontinui-
ty at this point between the ranks of Tanzania and Greece,

This result also coincides with our common sense. All Asian
countries, excluding Malaysia, are classified as LSCs and all South
American countries belong to NLSCs. Countries in Africa and Cen-
tral America split. We also see that the two characteristics of popula-~

tion density and share of agriculture in GDP are highly correlated. -

The extréme exceptional cases are Ethiopia and Puerto Rico. Ethiopia
ranks twenty-fourth among the 41 countries in terms of popuulation
density, but ranks first in terms of the share of agriculture in GDP,
As a result she is classified as a LSC. On the other hand, Puerto Rico,
which is classified as a NLSC, ranks third in terms of population density
but last in terms of the share of agriculture in GDP,

Spearman correlation test and regression analysis are examined
for these two different gioups seperately and the results are com-
‘pared. In order to reduce random factors as far as possible, three-
year-average data are used for all variables, The basic data for sample
countries are found in Appendix B.

The variables used in the regression analysis are as follows:

1) D: Development effect which represents structural changes
in production towurd industrialization. D is measured
by percentage points for 3 years such that;

Y Y
D= (_Yﬂ)t_ (_Tli)t—s

where;

D:  development effect

Y: GDP

Y : GDP in modern sector which includes manufac-
turing, construction, electricity, transportation
and communications industries

t: 1970
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All data are in constant market prices if data
are available

2) :j’, : The annual average percentage of domestic savings to
GDP in current market prices for 3 years, 1968-70.

3)-E.. The annual average percentage of net inflow of foreign

N capital to GDP in current market prices for 3 years,
1968-70. The net inflow of foreign capital, F, is defined
as the defiicit on the current account of the balance of
payment. The negative sign refers to the net outflow of
foreign capital. '

£ Annual average percentage of increase in exports of
goods and services valued in U.S. dollars for the 3 years,
1968-70.

The following symbols will also be used for the regression an-
alysis:

R,: Partial correlation coefficient

SE: Standard Error

T : T.value.

IH. Results of the Test: Cross Section Analysis for 41 Sample
Couniries

(1) Foreign Capital and Development Effect

Spearman coefficient of rank correlation between. foreign capital
(F/Y) and development effect (D) for the labor-surplus countries
(sample 19) and non-labor-surplus countries (sample 22) are found
as follows.™

LSCs: +0.809
NLSCs: —0,342

14  Almost the same results are found if we take CDP growth rates instead of develop-
ment effect. The rank correlation coefficient between annual average growth rate of GDP
for 3 years (1968-70) and F/Y for that period is found to be +0.671 for LSCs, and —0.193
for NLSCs. However, the gap in rank correlations between LSCs and NLSCs is greater in
terms of the development effect than in terms of GDP growth, as is shown. This seems to
jmply that the difference between 1L5Cs and NLSCs in the impact of foreign-capital inflow
on economic development are greater in terms of structural changes than in terms of income

growth.
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On the other hand, the Spearman correlation coefficients between
domestic savings (8/Y) and development effect (D} are:

LSCs: +0,154
NLSCs: +-0,550

Similar results are obtainable by regression analysis.’s

L3Cs:D=0.229-4 0,611 %
(Ty (4.34)

NLSCs:D=1.501—0.073—%;~
(T (-1.81)

These equations show that a one percentage point increase in average
F/Y results in 0.8 percentage point increase in D over 3 years in
LSCs, while in NLSCs it results in a decrease in D of 0.07 percentage
points, The T-test shows that the coefficient of F/Y is significant at
the 1% level in LSCs, and at the 10% level in NLSCs.'® The regres-
sions of D on $/Y are:

LSCs:D=0. 15540, 140 %
(TY (0.95)

NL3Cs:D=—0,581+0, 106 —3—
(Ty (3.31)

15 Compare our results with Griffin’s equation, ie.,

Y4, 540,18 TI;— R? = (.33
(SE) (0.26)

where Y is the average rate of growth of GNP and F/Y is the same as ours, He obtained
this equation from 12 sample countries for the period 1962-64. From this equation he con-
cluded that there is no close relationship between the amount of foreign capital and the
rate of growth of GNP, particularly in view of the high standard error, {K. B. Griffin and
J. L. Enos, “Foreign Assistance: Objectives and Consequences”. Economic Development and
Culturel Change, Janvary, 1970.) His conclusion, in this author’s opinion, is the result of
the fact that his sample is composed of heterogenous countries, ie., both LSCs and NISCs.
16 T-tests are all two-tailed,
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The signs of the coefficients of $/Y are all positive. However,
the coefficient is not significant in 1.SCs even at the 20% level, while
it is significant, in NLSCs, at the 1% level.

Neither foreign resources nor domestic resources are the only
variable to determine the development effect, 1D, Therefore, D is
regressed on both variables, F/Y as the representative of foreign re-
sources and S/Y as (he representative of domestic resources. The
resulis follow:

LSCs:D= -0, 37710, 042 % 0,598 %
®,)) ©.10) ©.71)
T (0.3 (4. 04}

NSCs:D=—0, 99140, 124 %-H}. 027 %

(RQ (0. 51) 0. 11)
(T (2.57) {0.52)

All coefficients of independent variables are positive. But the
coefficients show that the development effect depends more heavily
on foreign capital than on domestic savings in LSCs and vice versa
for NLSCs. T-tests illustrate that, in LSCs, the coefficient of foreign
capital is significant at the 1% level while the coefficient of domestic
savings is not significant even at the 50% level. The opposite is true
for NLSCs. The coefficient of foreign capital in NLSCs is not signi-
ficant even at the 50% level while that of domestic savings is significant
at the 2% level.

From the analyses above, it is clear that the met inflow of for-
eign capital in L.SCs plays a very positive role in economic develop-
ment while in NLSCs it may even be inimical to economic develop-
ment, The analysis also shows that foreign capital is a more dominat-
ing factor than domestic savings in the economic development of
LSCs, and vice versa for NLSCs. Our analyses support both the
hypotheses of the foreign-capital optimists and of the pessimists; the
case of LSCs for the optimists, and the case of NLSCs for the pes-
simists, '

(2) TForeign Capital and Export

The rate of increase in export is highly correlated in LSCs with
the rate of foreign-capital inflow. However, the rate of export in-
crease in NLSCs is independent of the inflow of foreign capital. The
Spearman correlation coefficients between the average rate of increase
in exports for 3 years (1968-1970), 4E/E, and the average rate of
net inflow of foreign capital to GDP for the same peried, F/Y, are:

LSCs: +0, 602
NLSCs: —0. 032
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There are very weak relationships between export and domestic
savings for both LSCs and NLSCs. The Speayman correlation co-
efficients between average rate of export increase, 4E/E, and average
rate of domestic savings to GDP,.S/Y, for the 3 years (1968-70) are:

LSCs: +0, 263
NLSCs: +0, 327

These results are again confirmed by regression analyses. The
relationship between increases in export and the amount of foreign
capital is shown as follows:

" 4E F
LSCs: T T2.0614-2, 032 A

(T) (4.5
NLSCs:—Ag—=m. 439—0.061 L
(T} (-0.56)

The coefficient of foreign-capital inflow is significant at the 1% level
in LS8Cs, but is not significant in NLSCs even at the 507 jevel,

The regressions of the increase in export on both the inflow of
foreign capital and domestic savings, again as the representative of
domestic resources, are shown below:

AE S F
LSCs: TE =—4.930+0, 494 v +1.885 <

Rp (0. 35) {0.73)

T (1,51) (4. 26)
NLSCs: %-_— 8.382+0, 102 —YST—HJ. 022 TF~

(Ry) (0. 16) {0.03)

(T) (0. 68) (0.13)

For LSCs in above €quation, a single point in the Percentage
of foreign-capital inflow to GDP results in a 1.9 percent in-
crease in exports. This coeficient is significant at the 1 percent level,
On the other hand, the coefficient of domestic savings in the same

(3) Foreign Capital and Domestic Savings

Before going into our empirical test, it may be necessary to re-
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view very briefly the literature on the impact of foreign-capital im-
ports on domestic savings. It has been argued that the net inflow of
foreign capital substitutes domestic savings sO that the greater the
amount of foreign capital imported the less will be the rate of domes-
tic savings relative o GDP. Their findings by cross-section studies are
summarized here:

Y. GDP or GNP

g. Domestic savings

E: Export
¥: Net inflow of foreign capital
P: Population :
SBnl? S _ F _
Criffind =129 73y R2=0.54
(SEJ 0.11)
18 S _ F
Rahman =0 140 25
(T) (2.57)
Weisskopf™ S=a--0, 18Y —0.23F +0. 18E
(T (65.9) (—5.3} (4.6)
Landau® -%- =3a--0. 05 Iog;{j— —0. 53—$—
IBRD2 §=a+-0,14Y —0, 72F 0. 36E

Apparently these findings seem to be clear and a natural con-
clusion for every country since domestic saving is measured by de-
ducting consumption from GNP. In other words, the inflow of foreign
capital is not 2 part of the GNP of the country but, rather, constitutes
disposable income of the country, thereby increasing consumption.
This may be true at 2 given moment of time. However, it is not ne-
cessarily true if we allow for the flow of time. First of all, we should
not get mixed up between the amount of domestic savings and the
percentage rate of domestic savings to GNP. Even though the inflow
of foreign capital cesults in a decrease in the rate of domestic savings

17 32 sample countries for 1962-64, Criffin (1970). Also see Griffin and Enos (19707
For the comments for Griffin, see Kennedy and Thirlwall, Stewart and Eshag {1871).

18 31 sample countries for 1962. See Rahman (1968},

19 He pooled time series data for 17 sample countries for, in general, 1953-66 into 4
single set of ohservations and obtained this results. Weisskopt {1972).

o0 Sample of 18 Latin American Countries. Landan {1971}

21 Pooled sample of 592 observations for 36 countries. See Chenery and Carter {LBR.D.)
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to GNP, it does not automatically mean a decrease in the amount of
domestic savings, Secondly, even in terms of the percentage rate of
domestic savings to GNP, the result depends on the strength of income
effect and domestic-saving-substitution effect (or consumption in-
ducing effect) of foreign capital. According to Criffin, the inflow
of foreign capital results, necessarily, in a decrease of percentage
rate of domestic-savings to GNP. His equations are: %

C=a(Y+F) and S=Y ~a(Y 1 F)
so that S/Y¥ = (I—a) —aF/Y

where; C: Total consumption
a: Average propensity to consume disposable income
Y: GNP
F: Net foreign resources
S: Domestic savings

In his equation, he was wrong in that foreign-capital inflow
affects only consumptions without any income-creating effect. This
fact is easily demonstrated by simple algebraic relations.

Suppose a country which did not import foreign capital at all
cat time zero {tg) imporis a certain amount of foreign capital (4F)

at time one (t,). Then equations 1 and 2 below, immediately follow:

S=Y —Corrrrirveininrinnn, (1)
oL N @
S, Y, and C stand for domestic savings, GDP, and total consumption
at t, without foreign-capital imports; and, $; Y, and C' stand for
the same things at t, with foreign-capita] imports, Then;:

Y =Y+ AY i, (3
C’ -_—C'd .;_Cff .................. (4)
C=CradY—gAF....... (5)
C'fza AF i (6}
C; and C. refer to consumption financed by domestic resources

(GNP) and foreign resources (4F) each, under the imports of
foreign-capital at t,. The letter o represents marginal propensity to
consume and g is the coefficient representing the degree to which
imported foreign-capital substitues for domestic respurces in

consumption. This § g meaningfull  because  imported foreign

22 Gnffin (1971).
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capital substitutes not only for domestic savings but also for
domestic consumption. For example, imported rice financed by
forign-capital may decrease the consumption of domestically pro-

duced rice. So that we may call p the “consumption-substitution
effect” of foreign-capital. The letter 5 stands for the rate of that
portion of imported foreign-capital which goes for consumption.

Now our purpose is to compare S with ), and S/¥ with §/Y’
Substituting equations (3) and (8) in (4), and again (3) and (4)
in (2), the net changes in domestic savings due to foreign—capital in-
flow, 48, can be calculated.

AS=SJ78=AY{1_Q)_AF(5_.B) .................. Laaans ( 7)
where 4Y(1- a) represents income effects and 4F (3-8 ) re-

presents consumption-inducing effects of foreign-capital. Equation
(7) is rewritten as:

fs___sa._(_af}g).‘.....; ................ (2)
where, f,: marginal net effect of foreign capital on domestic saving;
: 45
Le., "EF"

s : Marginal propensity to save
. . . s 1Y
» : marginal productivity of foreign capital; ic., o="5

Assuming that the marginal propensity to consume, « is constant, the
impact of foreign-capital inflow on the amount of domesticsavings
depends on three factors: the productivity of foreign-capital, o : the

domestic-savings substitution effect, s ; and the domestic-consump-
tion substitution effect, . If se>a—4, the net effect is positive.

An almost similar conclusion is applicable to the case of the
percentage rate of domestic savings to GNP instead of the amount
of domestic savings. Again, from previous equations:

S S IYC=aV)dFEYG=R) ©
Y'Y YiY+ 4Y)

Since C= «'Y, where «o° is the average propensity to consume:

5 ] AV (a*—a) — 4F(6—8) (10)

Y OY © Y
Because we may assume that a®)a , and 53, 4Y(a"~a)is always- posi-

tive and— 4F(5—p is always negative under the assumed conditions,
The net impact of foreign-capital imports on the rate of domestic
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savings to GNP, therefore, depends also on the income effect, 4%,

the domestic-savings substitution effect, 3 » and the domestic-con-
sumption substitution effect, 5 ; assuming that the Propensities to

consume, both average and marginal, are constant.

Now we arrive at the stage to show our analysis. The Spearman
correlation coeficients between the average percentage rate of for-
eign-capital imports of GDP, F/Y, and the average percentage rate
of domestic savings to GDP, S/Y, for the 3 years (1968-70) are found
below: ' .

LSCs: +0, 249

NILSCs: —0, 485

The results of simple regression analyses are:

- F
L8Cs: T—-—l‘i. 15140, 208 i

@y (0.92)

S . F
NLSCs: Y~ —20.124-0.811 i

ey {(—4,91)

The coefficient of fureign-capital Is significant in NISCs at the 1
percent level, but is not significant in LSCs even at the 20 percent
level. The above analysis illustrates that the relation between the

able on 3 grounds. Firstly, the inflow of foreign capital in LSCs tends
to have more efficient income creating effects than in NLSCs as
we have already seen. Secondly, the inflow of foreign capital in 1.SCs
tends to increase agricultural surplus more rapidly than in NLSCs
by providing jobs for surplus labor. Thirdly, the imports of foreign
capital in LSCs tend to develop export activities more effectively than
in NLSCs as we have demonstrated,”

IV. Conclusion

The analyses in this study lead us to the conclusion that the
development effect of foreign capital imported into developing coun-



122 JOURNAL OF ECONOMIC DEVELOPMENT

tries depends on the degree of labor-surplus and is independent of
the degree of natural-resources abundance. That is, forign capital
plays a more efficient role for economic development in LSCs than in
NLSCs. The imports of foreign copital in NLSCs may even be
inimical to industrialization. In an open economy with international
movement of capital LSCs are in a better condition than are NILSCs
for industrialization, while in a closed economy, the opposite is true.
This is so because while labor is a domestic good, other natural re-
sources (with the exception of land) are inteynational goods and
land is a relevant factor only to the agricultural sector. In a closed
economy, therefore, natural resources including land as the abundant
factor are more Powerful assets for industrialization than labor. In an
open economy, however, labor as the abundant factor is a more
powerful and effective asset for industrialization than are natural
resources. Surplus labor is 2 major lability for industrialization with-
out foreign capital. but it is the most important asset if foreign capital
fows nto the country. Thus we find 2 reconcilliation between the
optimists and the pessimists on the effectiveness of foreign capital for
developing countires; LSC is the case for the optimists and NLSC is
the case for the pessimists.

~ The reasons for the conclusion above can be summarized as
follows:

1) In NLSCs, there are still better opportunities for accumulat-
ing agricultural surplus before industrialization. NLSCs also have
the advantage of larger domestic markets because farmers do not need
to share their products with surplus-labor for consumption. As a
result, the need for foreign-capital is a matter of choice between
more rapid, or less rapid, industrialization. In LSCs, however, it is
2 matter of choice between industrialization with foreign capital and
stagnation without foreign capital. L8Cs need foreign capital more
seriously than do NLS5Cs.

2) -The exploitation of scale-economy advantages is the most
important and the most dynamic factor in economic development.
The most prominent role of foreign capital is to allow the economy
to exploit scale-economy advantages. This role of foreign capital can
be done efficiently in LSCs because scale economies are exploited at
lower cost. In NLSCs, however, scale economies can be exploited
only at a higher cost in the long-run due to higher and rising labor-
cost curves. Decreasing long-run cost curves tend to dominate the
modern industry sector of 1,SCs while, in NLSCs, increasing long-run
cost curves tend to dominate due to rising factor prices.

3) Due to the differences in long-run cost curves between LSCs
and NLSCs, cost-oriented foreign capital tends to flow into LSCs,
and to concentrate in the industrial sector which produces exportable
goods. In NLSCs, on the other hand, either market-oriented or re-
o urces-oriented foreign capital tends to dominate, and tends to split
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into the industrial sector which produces goods for the domestic
market only and the extracting industries which produces exportables.
As a result, foreign capital in LSCs builds import-substitution first
and transforms import-substitution to exports, thereby providing the
country with competitive power in the world market. In NESCs,
foreign-capital invested in the industrial sector tends to direct the
economy toward an autarky, necessitating protection even after jm.
port-substitution is finished. Thus the inflow of foreign capital ushers
LSCs hinto an export-led growth and NLSCs into an export-lagging
growth,

4) The opportunity cost of additional employment induced by
the inflow of foreign capital is lower for LSCs than for NLSCs. Due

to higher and rising labor cost, the inflow of foreign capital in NLSCs
the imports of foreign capital in NLSCs tend to induce the country
10 use more capital-intensive skill and to employ labor less. This
implies that the same amount of foreign capital has a greater income
and employment effect in 1SCs than in NLSCs,

3) In a closed economy, the development of the agricultural
sector is clearly more pessimistic in LSCs than in NLSCs, If foreign
capital is imported for the industrial sector, however, the agricultural
sector in LSCs is subject to more dynamic structural cranges in terms
of average product and agricultural savings than in NLSCs,

6) There is a strong tendency in NLSGsto substitute foreign-
capital imports for domestic savings. This results in a decrease in the
rate of domestic savings in relation to GDP. In LSCs, however, such
adverse tendencies do not exist. The facts show that the inflow of
foreign capital in LSCs tends to even increase the rate of domestic
savings in relation to the GDP even though the relationship is weak.

)] Lastly, the inflow of foreign. capital in NLSCs is more
likely to induce stronger inflation effects than in LSCs. This is because
of the fact that foreign-capital imports in NLSCs not only increase
demand pressure but also raise factor price (wage) more strongly,
Therefore, inflation in NLSCs tends to be characterized by cost-push,
compared with inflation in LSCs,

Our conclusions shed light on some policy implications in the
open economies of today’s world,

Firstly, for capital importing countries, it is to be recommended
that LSCs import as much foreign capital as possible within - the
limitation of their absorptive and debt—bearing capacities; and that
they invest this imported capital in the industrial sector, Tt is also
recommended that 1.SCs put their best efforts toward linking their
domestic industrial production with foreign trade. Exploitation of
domestic¢ surplus-labor must be the first target for their effort and the
exploitation of domesite nautral resources may be the next target.
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The agricultural sector, therefore, may be considered temporarily as
a status-quo sector in the strategy of industrialization.

For NLSCs, on the other hand, it is recommended that the first
effort should be centered on the exploitation of domestic natural re-
sources instead of labor and on increasing domestic savings. There-
fore the imports of foreign capital may be considered as nothing more
than a second-best tool. Foreign trade also is not so urgent a condi-
tion of industrialization. If a NLSC wants to develop domestic in-
dustry into export industry, removing technological gap between
the country and world market is the key factor. Agricultural de-
velopment ~ deserves receiving at least as much attention as the
industrial sector.

Secondly, for capital-exporting countries, it is recommended that
capital should go first, and in greatest supply, to 1.8Cs, if the criteria
are to maximize the welfare (or income) of the world. For the benefits
of NLSCs, exports of technologies rather than capital are necessary.
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Appendix A

Grouping of Developing Countries
by the Rank of Labor-Surplus

Population Share of Sum  The rank

density in Agriculture of of labor
1971(a) in GDP(b) ranks surplus

(per square {1967)

kilom@éter )

Density  Rank Share (%) Rank

1. Labor-Surplus

Countries
Korea {South) 324 2 35.8 5 i 1
India 168 7 44.5 2 9 2
Ceylon 191 4 35.4 7 11 3
Pakistan 121 9 42,1 3 12 4
Thailand 69 12 34.5 9 21 5
Ethiopia 21 24 59.4 1 .25 6
~ Philippines 126 8 278 18 26 7
Taiwan 390 R 21.8 26 27 8
Turkey 46 14 30.8 13 27 9
Burma 41 15 317 12 27 10
El Salvador 170 6 27.1 21 27 11
Honduras 23 23 35.8 6 29 12
Dominican Rep. 86 10 26.4 23 32 13
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Sierra Leone
Fiji

Syria

Cyprus
Kenya
Tanzania

36
29
a5
69
20
14

2. Non-Labor-Surplus

Countries

.Greece
Costa Rica
Columbia
Jamaica
Puerts Rico
Sudan
Paraguay
Panama -
Jordan
Nicaragua
Malaysia
Mexico
Tunisia
Iran
Bolivia

8. Rhodesia
Uruguay
Brazil
Argentina
Chile
Venezuela
Australig

—

67
35
19
173
310
6

4
20
24
15
g
26
28
18
5
14

" 18

11
8
12
11
2

Appendix A (Continued}

18
19
17
11
26
32

13
18
27

5

3
38
40
25
22
30
a6
21
20
28
39
31
29
34
37
33
35
41

28.7
30.5
279
224
34.5

1 38.6

19.1
23.3
29.7

9.8

5.6
354
32.9
21.3
16.1
25.8
277
13.1
12.5
18.7
27.6
18.6
12.9
152
14.3
10.5

6.7

7.5

(a) Statstical Yearbook, 1972, United Nations,

{(b) Constant market prices. For
are unavailable, current market p
Nationgl Accounts Statistics,
Yearbook of Korea, 1973, Th

18 32
14 33
17 34
25 36
10 36
4 36
28 41
24 42
15 42
38 43
41 44
8 46
11 51
27 52
a1 53
23 53
19 55
34 55
36 58
29 57
20 59
30 61
35 64
32 66
33 70
a7 70
40 75
39 80
—_—

rice series are used. Source:
1971, United Nations. And, Econo
e Bank of Korea,

14
15
ig
17
18
19

20
21
22
23
24
25
26
27
28
29
30
31

127

32 -

33
34
35
36
a7
38
39
40
41

Yearbook of
mic Statistios
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Appendix B

Basic Data for Sample Countries

Develop-  Rate of Net rate of Average

ment domestic  foreign-cap-  rate of
effect®  savingst) ital inflow  export
(D) (5/Y) to GDP®® increase®
(F/Y) {4E/E}

(% point) (%) (%) (%)

1. Labor-Surplus
Countries
Korea (South) 8.8 14.7 121 29.6
India 0.0 144 1.0 4.4
Ceylon 0.8 15.4 15 ~0.3
Pakistan 1.0 114 2.9 5.3
Thailand 1.9 20.1 36 31
Ethiopia 2.0 12.7 1.8 8.5
Philippines —0.38 18.5 23 an
Taiwan 7.1 23.3 5.2 29.4
Turkey 0.1 16.3 23 114
Burma 0.7 79 —~2.3 -15
El Salvador 0.8 11.1 18 34
Honduras 3.0 16.3 3l 5.2
Dominican Rep- 2.8 2.3 6.0 12.3
Sierra Leone -0.3 12.8 1.4 6.8
Fiji 3.8 21.9 2.8 135
Syria 6.0 11.3 41 9.7
Cyprus 2.4 16.4 83 0.3
Kenya 1.0 17.3 29 112
Tanzania 1.5 185 3.0 54
2, Non-Labor
Surplus
Countries

Greece 32 17.4 11.6 a7
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Costa Rica
Columbia
Jamaica
Puerto Rico
Sudan
Paraguay
Panama
Jordan
Nicaragua
Malaysia
Mexico
Tunista
Iran
Bolivia

S. Rhodesia
Uruguay
Brazil
Argentina
Chile
Venezuela
Australia

Appendiz B (Continued)

0.8 18.4
1.0 19.7
0.7 218
~1.9 11.8
0.8 13.1
2.1 219
~15 7.9
34 15.0
22 19.6
1.7 17.8
1o 175
4.8 38.5
0.5 12,0
2.9 13.8
0.7 104
0.6 18.1
2.7 22.0
—0.7 174
1.1 28.7
1.3 28.4

5.5
13
49

2.6
3.0
18
29.0
24

—4.2

1.1
4.7
~5.1
4.0
0.3
—-0.7
0.0
—14
—12
—8.7
0.5

17.5
2.7
7.5

8.9
12.8
13.7

8.7

6.0
10.5
11.0
13.8
13.3

7.8

5.6

89
15.3

9.2

9.1

2.2
11.3

129

Source: United Nations, Yearbook of National Accounts Statistics 1971
LM.F., Balance of Payments Yearbook, 19668-70, Vol. 23.

Y

(a)  D=(g— )

where;

D:
Y:

Ym:

t:

Development effect
GDP

GDP in modern industry' sector which includes manufacturing,

construction, electricity, transportation and commumnication

187¢

All data are in constant market prices as long as data are available.

{b) The annual average rate of domestic savin

prices for 3 years, 1968-70.

gs to GDP in current market
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(¢) 1968-T0 three year average. Positive sign refers to the net inflow of
foreign capital. F is defined by the deficit (or surplus) on the current
account of the balance of payments and therefore equals net import on
the expenditure of GDP. Current market prices are taken in genemsl,
however if current market price series are not available or if there were
clear distortions in the exchange rate for the relevant years, constant
market price series are takem.

(d) The annual average rate of increase in exports of goods and services
valued in U.S. dollars for the three year period 1960-70.



