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FOREIGN CAPITAL INFLOWSAND ECONOMIC GROWTH OF
DEVELOPING COUNTRIES:
A CRITICAL SURVEY OF SELECTED EMPIRICAL STUDIES

Abdul Waheed

Economists have always considered capital as thteat@lement of the process
of economic development. The straightforward vieWw aevelopment
economists is thatapital is essential for growth and its origin does nottera
Based on this view, the capital-deficient counttieswily resorted to foreign
capital as the primary means to achieve rapid eoangrowth. Unfortunately,
the growth experience of many of these countriessnod been very satisfactory
and, as a result, they accumulated a large exteletal and are now facing
serious debt servicing problems. This survey attenip integrate major
empirical studies on the macroeconomic effectsoogign capital inflows. It
concludes that the results of previous studies hargely been controversial,
mainly due to methodological problems and datatéitiuns. Since most of the
previous studies are cross-sectional in naturerethe a need for more
country-specific case studies, due to the uniqaeadteristics of each country
and the stringent conditionalities of debt reli@fiatives.
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1. INTRODUCTION

Foreign capital has played a significant role ie finocess of economic
development of many developing countries, but thgext is still highly
controversial: whether to review theoretical litera or empirical studies.
The debate on the issue dates back to the 1950%1 wmmany
capital-deficient countries resorted to foreign itapas the primary
means to achieve rapid economic growth. Unfortupatbe growth
experience of many of these countries has not besrsatisfactory. As a
result, they accumulated a large external debtaa@daow facing serious
debt servicing problems.
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This survey attempts to integrate the major emglirstudies on the
macroeconomic impact of foreign capital on the ecoes of the
developing countries. It does not, however, disdhgsdetails of the
theoretical literature as the same has already dsenissed in another
survey article by the same author (see Waheed [R00HAus, the main
objective of this survey is to review a set of enaail studies, explain
inconsistent and contradictory findings and sumseatie results.

The survey is divided into five sections. Followire brief
introduction, Section 2 discusses the empiricalifigs of the effects of
foreign capital on economic growth, domestic sasiagd investment.
Section 3 presents the major empirical studies et dustainability
analysis and debt overhang. Section 4 highlights Hources of
discrepancies in the previous empirical studiesti®® 5 summarises the
results, provides a conclusion and sets directionduture empirical
research.

2. EMPIRICAL STUDIESON FOREIGN CAPITAL

2.1. Foreign Capital and Economic Growth

Most of the earlier studies examined the directaotf capital inflows
or aid on developing countries’ growth in the comtef a neoclassical
framework, with growth in capital and labor inpwsplaining output.
However, they disaggregated domestic and importgutal and other
variables that aim to capture other aspects of |dpireg-country

performance, especially those that are indicathedfiency in resource
allocation. They also disaggregated the foreigntabmflows into its

components to assess the most influential flows.
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Papanek (1973) disaggregated foreign capital irdflanto three
principal components: foreign aid, foreign privateestment and all
other foreign inflow& He used cross section data of 34 countries in the
1950s and 51 countries in the 1960s. He foundathttree flows (foreign
aid, foreign private investment, and other foreigrilows) had a
statistically significant positive impact on growthnd the effect of
foreign aid on economic growth was stronger thameiotffactors. In
addition to these variables, he also consideredhtiesof exports, the level
of education, and the size of the manufacturingosebut the effects
found were not significant.

Later, Stoneman (1975) tested a new but simple haddbe impact
of foreign capital on the economic growth of pooutries. He criticised
his predecessors for failing to distinguish betwega main effects of
foreign capital: the direct balance of paymentsctf{inflows of capital
enable higher investment and consumption); andsffen the structure
of the economy (foreign inflows reduce exports,ndethe capital output
ratios, affect income distribution, etc). Stonerpanformed an Ordinary
Least Square (OLS) regression analysis for a fe@-yperiod between
1955 and 1970, on a main sample of 188 countried several
sub-samples, using the following explanatory vdesbgross domestic
savings, net inflow of direct investment, net inflof foreign aid and
other foreign long-term flows, and the stock offign direct investment.
The dependent variable was annual average grow@DR. His results
confirmed the favorable impact of foreign aid armmestic savings on

! Aid was meant as net transfers received by theemorent plus official long-term
borrowing; foreign private investment as privatadegerm borrowing plus net private
direct investment; and other foreign inflows as pavate transfers, net short-term
borrowing, other capital (net) and errors and omissin the balance of payments. All

explanatory variables were expressed as a peraenfdgDP.
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economic growth, but suggested that the stock okida direct
investment retarded growth and that the signifieaat this increased
when the lag of the dependent variable was used.

Balassa (1978) showed in the context of a simpdevtr model that
labor inputs (L), foreign capital inflows ¢K and capital formation from
domestic savings (& were positively related to output growth (Y), npi
pooled data of ten countries for the period 1960-ABwever the effects
of foreign capital inflow on output growth were diearas compared to
domestic capital.

Gulati (1978) tried to test the Galbraith hypotkefiat objects to
categorising all Less Developed Countries (LDC#) one homogenous
block of “Third World” and prescribing the same redly for each case.
He classified 38 LDCs into two categories: Modeluntries were the
ones whose development was hampered by the lackufficient
investment funds, implying that it was only thesemtries that could use
capital inflows to the best advantage. Model-Il mies consisted of 21
countries from African and Latin American contirenwhose
development has been hampered by the lack of armamicultural base,
as in Africa, or the lack of development-orientedial structure, as in
Latin Americé&.

2 K; was the current account balance during the perioduestion, expressed as a
proportion of initial year GNP, andg4kvas the average difference between gross fixed
capital formation and current account balance, esged as a proportion of initial year
GNP. L refers to labor force rather than employment

% Model-I countries were: Costa Rica, Egypt, Ghamnalja, Indonesia, Iran, Israel,
Malaysia, Mexico, Nigeria, Pakistan, the Philipgin8outh Korea, Sri Lanka, Taiwan,
Thailand and Venezuela.

Model-Il countries were: Argentina, Bolivia, BraziChile, Colombia, Dominican
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Gulati regressed the rate of growth in GDP on alial inflows and
savings in each of the categories of countriestferperiod of the 1960s.
He found that both savings and foreign capitabiBl were significantly
affecting the rate of growth of incomes in Modelduntries. The same
was not true for the culturally and socially-coasted Model-II countries,
where these financial variables did not seem taddevant at all in
explaining the growth rates. Thus, Gulati concluthed only some of the
LDCs, mostly in Asia, need foreign capital transfefor their
development efforts.

Mosley (1980) also disaggregated foreign capitébs into aid and
other financial inflows and lagged foreign aid avils by five years. With
a sample of 83 countries and taking into considmmathe period of
1969-77, a Two Stage Least Square (TSLS) regressgrperformed on
a system of two equations. In the first equatisonwgh (of GDP) was the
dependent variable and the explanatory variable® wavings, foreign
aid, and other foreign capital inflows. In the set@quation, foreign aid
was the dependent variable and GDP per capita h&asxplanatory
variable. The effect of foreign aid and other imffo on growth was
negative but statistically insignificant in the easf all 83 developing
countries. For the 30 poorest countries, foreigh \aas significantly
positive, when lagged by five years.

Dowling and Hiemenz (1983) tried to find the redaship between
foreign aid, savings and growth in the presenqgeoti€y variables. Their
sample covered 52 countries of the Asian regiortHerperiod 1968-79.
They performed an OLS regression using standariheafory variables,

Republic, Ecuador, El Salvador, Guatemala, Hondutesq, Kenya, Morocco,

Nicaragua, Paraguay, Peru, Sudan, Syria, Tunigianta and Uruguay.
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i.e. foreign aid, other capital inflows and savingsd four policy
variable&. All three standard variables were found to beitjvedy and
significantly related to economic growth. They rapd that economic
policies have been conducive to a productive aflonaof foreign aid
(and other resources), especially in high growtantges of the Asian
region. Incorporating various aspects of governnyaiicies into the
regressions, liberal trade and financial policiesexconsidered as means
of improving overall growth performance in the cadehigh growth
countries. Liberal trade policies were considensghemore important in
explaining income growth in slow growing countrigmgether with
improvements in government tax revenues.

Gupta and Islam (1983) used data for 52 developigtries for the
period of the 1970s, making three income groupstaree geographical
regions. They specified a nine-equation simultaseonodel and
estimates were obtained using both OLS and TSL®adst However,
the TSLS estimates for the two groupings were noberaging based on
usual statistical criteria. Therefore, they reporoamly the OLS results.
Their major finding was that domestic savings a#i a&foreign capital
made a significant contribution to economic growttt that the former
was relatively more important than the latter. Tdisaggregation of
foreign capital into foreign aid and foreign prieatvestment suggested a
slight advantage of foreign aid over foreign prévahvestment but
encountered a trade-off. While foreign private stmeent had a less

“The four policy variables were: (i) the degrespénness of the economy (expressed
by exports plus imports as a proportion of GDR)lie role of government in domestic
resource mobilisation (measured by central govemrtax revenue as a percentage of
GDP); (iii) the share of the public sector in econo activities (measured by total
government expenditure in GDP); and (iv) a meastifénancial repression” (Mover

GDP) (Dowling and Hiemenz 1983, p.11).
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adverse effect on domestic savings than aid, foraid was found to be a
more significant contributor to growth.

In 1987, Mosley continued his study on foreign &islin his previous
study (Mosley 1980), he (1987) chose to lag aidathdr foreign inflows,
but this time for a period of seven years (rathantfive). His analysis
included OLS, TSLS, and the Cochrane-Orcultt iteegpirocedure for the
period 1960-83. For the entire sample of 67 coestaind for sub-samples,
the OLS results showed that the relationship betwieesign aid and
economic growth was not significant. Only exporbwth remained
significant throughout the period. Under both TSfere aid is also a
function of growth) and the Cochrane-Orcutt itemtimethod of
estimation, aid flows remained insignificant as etedminant of GNP
growth.

In another study, Mosley, Hudson, and Harrell, @98sing a
cross-country specification reminiscent of Balag$878), found no
significant statistical relationship between GNPwgth and aid as a
percentage of GNP for 81 developing countries lier period 1960-83.
There was little improvement in the results whenows subgroups were
used. A positive relationship (statistically sigeéint at 5 percent level)
was shown for Asia in the 1970s and early 1980s]ewd negative
relationship for all developing countries was prgsa the 1960s. They
also found that export growth was the only factwattseemed to be
consistently strongly correlated with developingHetry performance.

Shabbir and Azher (1992) employed a two-equationukaneous
model for economic growth and savings ratio (Nal@avings as a ratio
of GNP) using annual time series data for Pakigiathe period 1959-60
to 1987-88. The model was estimated by the TSL®oaetTheir results
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showed that foreign private investment exerted gmificant positive
effect on economic growth measured by GNP growth vehen total
disbursements were excluded. However,
this positive impact became insignificant when Itotboreign
disbursements were included. The impact of forgigmate investment
on national savings turned out to be negative amificant in both cases,
i.e. with and without foreign disbursements. Thdgoafound that
disbursement of grants, external loans, savings aad exports of goods
and services as a ratio of GNP had a positive impaa
the growth rate but the estimated coefficients wetatistically
insignificant.

Khan and Rahim (1993) also attempted to estimageirtipact of
foreign assistance on the economic development afisn. They
employed a single-equation model for estimatingregs/and economic
growth functions for the period 1960 to 1988. Thalgo separated
different types of foreign capital and estimatedirtteffects on GNP
growth and savings rate using the OLS method. Tdaye up with a
negative (but insignificant) impact of foreign asance on savings and
held that different types of foreign capital hadfedient effects. For
example, foreign aid in outright grants was fouach&ve no measured
effect on savings, foreign direct investment wagersely related to
savings (but the size of its co-efficient was indigant) and loans were
negatively related to domestic savings, (but with s@nificant
coefficient). Their second equation produced ai@ant positive effect
of foreign capital assistance (one year laggedhermgrowth rate of GNP.
The effects of foreign loans and grants were atssitipe on economic
growth but the latter was statistically insignifita

Igbal (1994) analysed the impact of structural stljient lending on
real output growth in Pakistan for the period 1929-The OLS results
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showed that real output growth declined with theailability of
adjustment lending and deterioration in the ternfistrade, while
favourable weather and real domestic savings gr@mduced positive
effects on real GDP growth. Igbal (1995), in anotstudy, used a
three-gap model to examine macroeconomic (forexghange, fiscal
and savings) constraints to Pakistan’s economiwtir@ver the period
1977-92. The OLS results showed that higher capagiilisation
increased both private and public savings; reablimtion reduced the
current account deficit; public investment crowded private investment
and growth in foreign demand stimulated economiwig. The results
of the foreign exchange constraint equation shotlvatireal devaluation
and growth in foreign demand allowed an accelergtedth rate of real
GDP in Pakistan.

Igbal and Zahid (1998) used a multiple regressi@améwork to
separate out the effects of key macroeconomic faain the economic
growth of Pakistan over the period 1959-60 to 19967 he quantitative
evidence from the OLS regression showed that huwrapital (proxied by
primary school enrolment as a ratio of labor forags an important
prerequisite for accelerating growth. The empirresllts also suggested
that the openness of the economy promoted econgroieth®. The
budget deficit and external debt were found to egatively related to
economic growth. They suggested that relying onekiio resources was
the best alternative to finance growth.

® The exports of goods as a ratio of GDP and impafrgoods as a ratio of GDP were

taken separately to represent the openness ottmomy.
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Bowen (1998) tried to measure the direct and imdirelationships
between foreign aid and economic growth using assoountry data for
67 less-developed countries for the average ohlibas for the period
1970-88. The direct aid-growth relationship wassighificant, nor were
most direct relationships in the model. Howevedinect aid-growth
relationship, via its interaction with domestic s&g, was significant and
negative. To determine the most appropriate exgitamaf the results, a
TSLS regression analysis was applied to a systesqudtions modeling
the aid-savings relationship. The results showeat tow per-capita
income, rather than low savings rate, led to highevels.

Burnside and Dollar (2000) estimated a model uaipginel data for
56 countries. They used the TSLS method to estirsateiltaneous
equations model for growth, aid, and poficy making identifying
assumptions about the exogenous determinants,gi@idy and growth,
they determined the separate effects of aid anidypoh growth. They
found that foreign aid had a robust positive immgaceconomic growth in
a good policy environment. When they entered foreigl directly into
their model, it was not significant. However, it svaignificant when
interacted with the policy index. Foreign aid wasrid skewed towards
poorly growing countries when interacted with pa@tidn and donor
interest variable.

In a more recent study, Hansen and Tarp (2001) iemimthe

® Explanatory variables were: an index of institneibquality, ethnic fractionalisation,
the frequency of assassinations, and inefficientythe financial system. Policy
variables were: trade openness, inflation, shateudfet surplus in GDP and share of
government consumption in GDP.

" To capture donors’ strategic interest, Burnsidel d@ollar used dummies for
Sub-Saharan Africa, Egypt and Central America anteasure of arms imports lagged

one period.
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relationship between foreign aid and growth in @BIP per capita. The
average rate of growth of GDP in 56 countries ciogethe years
1974-1993 in five periods was regressed on sevpddicy and
institutional control variables and foreign aid.elthresults showed that
foreign aid in all likelihood increased the growtte, and this was not
conditional on “good” policy (as suggested by Biostesand Dollar
(2000)). They, however, found decreasing returrieteign aid, and the
estimated effectiveness of foreign aid was higlelgsitive to the choice
of estimator and the set of control variables.
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Table 1 summarises the results of selected stodi¢lse relationship
between foreign capital and economic growth. lteeds that in most
cases the empirical studies found a positive iahip between foreign
capital and economic growth of developing countries

Table 1. Impact of Foreign Capital on Growth:
Results of Selected Studies

Sample size Dependent| Explanatory | Significant
Study and Period Methodology Variable | Variable(s) |Var. Sign.
Papanek 34-LDCs
(1973) 1955-65 oLS Y S ALOlL| Al| +
Stoneman | 188 Countries IS -
(1975) 1955-70 OLS Y AS LIS g Al +
Balassa
(1978) 1960-73 oLsS Y K, Ks, L Al | +
Dowling and . A, S, |, and
Hiemenz 51%3(,;_\88?3 OoLS Y Four policy A,|S, *
(1983) variables
Mosley 67-Countries| OLS Y A'S |LL E E +
(1987) 1960-83 2SLS A Y
Bowen 67-LDCs OoLS Y S,A,LE |ES| -
(1998) 1970-1988 2SLS S Al A -

Source: As shown in the first column of the talNete: S=Savings, Y=GNP,
GDP Growth rate, kedomestic capital, Kforeign capital, L=labor force,
A=Aid, I=foreign private investment, I1S=Investmestbck, Ol=other inflows,
E= Exports.

2.2. Foreign Capital and Domestic Savings

One of the first studies of aid-savings relatiopsas made by Rahman
(1968) who adopted an earlier suggestion by Haaveahmt domestic

savings was not only a function of income alone was also related
inversely to foreign aid (the so-called Haavelm@dihesis). Rahman
used cross-section data for 31 less-developedgesiitt 1962 and ran an
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OLS regression of savings ratio on the ratio ofteamflows to GNP. He
maintained that Haavelmo’s hypothesis might betrigincluding that
governments in developing countries may “volunyarglax domestic
savings efforts when more aid is available thaewtise”.

Griffin (1970), using data from 32 LDCs for the jper 1962-64 and
estimating a simple model employing the OLS techejcalso found a
negative relationship between foreign aid and ddimesavings’ .
However, he used the current account deficit aseasore of foreign
capital and estimated gross domestic savings aditteeence between
gross domestic investment and the capital accalahbe. Hasan (2002)
later argued that Griffin’s regression results wbased on an identity
rather than a behavioral equation. Consequentiygudata derived from
an ex post accounting relationship tends to yield a biased spurious
negative correlation and regression coefficienmitirly, as argued by
Papanek (1972), a current account deficit can hanfied by various
ways, such as foreign aid, foreign private investinshort-term capital
borrowing, change in foreign exchange reservesjdation of private
assets abroad, and even errors and omissionsinfyéa current account
deficit as foreign aid serves as a poor proxy.

Furthermore, Papanek (1972) also argued that amsawelationship
between domestic savings and aid shown in manigtstat researches
might be grossly misleading. His objections to fhevious studies
stemmed from his: (a) mistrust of the data usegetwerate the results; (b)
dissatisfaction with the specifications of the emmetric models, and
most importantly; (c) disagreement on the fact thatregressions could
prove anything in a casual sense. He argued tleabliservation of a

8 See Rahman (1968), p.137.
° See also Griffin and Enos (1970) for further disian on the negative effects of

foreign aid on domestic savings.
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negative correlation says nothing about causatiowas possible that
high aid inflows per capita and low average savipgspensities were
both caused by some third exogenous factor, sugh)gseriods of war or
political crisis; (b) changes in the terms of traged (c) climatic or other
exogenous shocks. However, Papanek (1973)'s owlysssi@onfirmed
the negative association between savings and aidh® at some pain,
wanted to minimise its significance, partly becaatéhe above reasons
and partly because of the fact that savings hae tmlculated through the
conventional accounting relationship (S= |-F). Hfiere, he argued that
this negative relationship was more likely to be thsult of exogenous
factors affecting both rather than a causal ratatip.

Weisskopf (1972a) also tested the hypothesis that level of
domestic savings in underdeveloped countries whawerally related
not only to the level of national income but alsdhe level of net foreign
capital inflow. He criticized Rahman (1968) andftariand Enos (1970)
for not excluding from the regression those coastfor which there was
a net outflow of capital. This is because when floev of capital is
outward, one would expect the causality to run fawmestic capital to
the capital flow. The second criticism was thatytldel not address the
guestion of whether the level of domestic savingseoved in each
country reflected amx ante behavioral function or merely aax post
accounting relationship. Weisskopf (1972a)’s enapiriresults from the
time series data for at least seven years for 4énaeveloped countries
showed a negative impact of foreign capital infldsoxied with trade
deficit) on domestic savindd He concluded that approximately 23
percent of net foreign capital inflow substituted lomestic savings. He

19 Weisskopf (1972)'s model consisted of seven equatibased on standard
macroeconomic relationship and embodying two inddpat constraints on growth that

have been emphasised in a two-gap model.
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further elaborated that the negative impact of ifprecapital inflow
applied to ex ante savings but not to ex post gavin

Mead Over (1975) criticised the Griffin-Enos approathat aid
donations were not determined by the gap betweamngsa and
investment but rather according to the donor irststeéOver (1975) found
this assumption to be naive and concluded that thes of OLS was
inappropriate because foreign aid was not indep#nafethe error term.
Over (1975) replicated the Griffin-Enos study, gsaimost the same data
but assuming foreign aid as endogenous in a simpétem of two
equations. In the first equation, the ratio of fgnesavings to GNP was
regressed on the ratio of investment to GNP. Instmond equation, the
ratio of domestic savings to GNP was regressedenhieoretical values
of foreign aid*. Using data for thirty-six developing countries floe two
year-period of 1962-64, he obtained a significansifive relationship
between foreign aid and domestic savings (thatig, supplemented
rather than substituted domestic savings).

Bowles (1987) attempted to address the issue cfataalationship
between foreign aid and domestic savings, applyiedivariate Granger
causality tests to the annual data related to 2@tces over the period
1960-1981. He found mixed results. In half of ti& @untries, time
series data did not indicate any causal relatignbbiween foreign aid
and domestic savings. In three cases, domestingaeaused aid, in five
cases, aid caused domestic savings and in two, thees was a feedback
between foreign aid and domestic savings in thex@asense.

" The theoretical values of foreign aid were calmdaasf= i—s, wheref is the aid rate
(Foreign aid as a ratio of GNH)the investment rate (Total investment as a ratio o

GNP), ands the savings rate (Gross domestic savings as@obGNP).
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Analyses of the aid-savings relationship for thensaountries over
time have provided a somewhat greater insighttimofactors involved.
Pakistan’s experience with foreign aid during therigd 1951-70,
discussed by Islam (1972), throws some light onajwgarent instability
of aid-savings relationships in developing coustriEssentially, Islam
(1972) concluded that the major influences on gg/mate over time were
due to institutional reforms, changes in the temfstrade, and the
government’s fiscal policy rather than the voluniéooeign aid.

Levy (1984) estimated a model for Egypt in whichefgn aid could
increase investment and, thus, through a produdtiontion, increase
output, leading to higher income. Despite this bessd effect, his
empirical estimates suggested that the displaceeféut of foreign aid
on public savings was large. However, he did noklat the dynamic
aspects of his model, that is, the possibility flatire savings may be
higher despite current displacement.

As stated earlier, Bowen (1998) also conducted@dydb measure the
direct and indirect relationship between foreighand economic growth
using a cross-country data for 67 less-developadtces for the average
of variables for the period 1970-88. His model wazed an indirect aid
growth relationship via its interaction with donmesavings, which was
significant and negative.

Razzaque and Ahmed (2000) performed a time-serieglys
(1973-1998) to re-examine the relationship betwkmaign aid and
domestic savings for the Bangladeshi economy usiagCointegration
technique. The study found a negative long-runtimiahip between
domestic savings and foreign aid. The short-ruati@iship between
these two variables was also significantly negatitAowever, the



18 Journal of Economic Cooperation

estimated coefficient of foreign aid from differeathniques varied quite
markedly.
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Table 2: Selected Empirical Sudies on Aid-Savings Nexus

Sud Samplesize | Metho- | Dependent Explanatory Significant
uay and Period | dology Variable Variable(s) Var. Sign.
Rahman 31-LDCs o
(1968) 1962 OLS SAV TFCI TFCI —
Griffin 32-LDCs o
(1970) 196264 oLS SAV AID AID -
Weisskopf 44-LDCs TD (7 equations o
(1972) 1953-66 | 'SLS SAV model) D —
Over 36-LDCs AID INV i
(1975) 1962-64 | 1SS SAV AID AID +
Bowen 67-LDCs TSLS GNPGR | SAV, AID, FINV, | EXP, SAV| *“+”
(1998) 1970-1988 SAV EXP, AID AID ="
Razzaque
and Ahmed | 1973-1998 | OLS PCS PCGDP, PCA PCA “
(2000)
Waheed wyn
(2003) 1972-2001 OLS GDS GDP, AID GDP, FA +

Source: As shown in the first column of the talNete: OLS=Ordinary Least
Square, SAV= Savings, TFCI=Total Foreign Capitaflohr, LDCs=Less

Developed Countries, TD=Trade Deficit, TSLS=Two détal east Square,
AID=Foreign Aid, FINV=Foreign Investment, EXP=Expar PCS=Per capita
Savings, GDP=Gross Domestic Product, PCGDP=Pert&&idP, PCA=Per
Capita Aid, INV=Total Investment.

A study by the same author (see Waheed (2003)}iigehcertain
limitations of the previous studies on the aid-sgsirelationship. These
were: misspecification of the savings function, oseross-section data
and less attention to time series econometricinie tseries studies.
Waheed (2003) used the time series data of Pakestahpaid due
attention to standard time series econometric igcles, which were
ignored by most of the previous studies. The usth@e Cointegration
tests (CRDW?, Engle-Granger and Johansen-Juselius) confirmed th
existence of a significant long-run positive radaghip between domestic
savings and foreign aid. The bivariate (Granger 8imds tests) and

2 CRDW denotes Cointegrating Regression Durbin Watsst.
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trivariate (Granger test) causality analyses atsafianed a significant
positive bi-directional causality between foreigid aand domestic
savings in Pakistan.

Table 2 summarises the results of selected stumheaid-savings
nexus. It reveals that in most cases the empirgtaldies were
cross-sectional, and found a negative relationséipreen foreign capital
and domestic savings.

2.3. Foreign Capital and Domestic | nvestment

There were a few attempts to relate foreign aidapital formation in
developing countries. Halevi (1976) examined tHati@nship between
long-term capital inflows in aggregate capital fatron and in its
components, private and public investment and auopsion, for
forty-four countries in the late 1960s. When alli@bles were expressed
in per capita terms, he found a positive and sicgiit relationship
between long-term capital (aggregate) and privat@ public capital
inflows and investment. He also found that longrtercapital
was positively related to public consumption andjaively related
to private consumption. He concluded that there wasignificant
link between long term capital inflow, investmemdagrowth but
stated that such capital inflow also tended toease public consumption.

Levy (1987) argued that foreign aid falls into tgeneral categories.
A part of foreign aid is more unanticipated, tréamsi and of “relief”
nature, such as drought-related food transfer, caédand refugee
relief, and balance of payments crisis supportctvican be considered to
augment consumption. The second category of aid mainly
intended for development purposes, is more permaaed is anticipated
from previously negotiated commitments by donorssing a
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cross-country data for fifty-nine countries for tperiod 1968-80, he
concluded that most of the anticipated foreign gfan tends to be
invested®.

Mosley (1987) found a positive relationship betwéeneign aid and
private investment. Bhalla (1991) estimated a sinipVestment-growth
model for Sri Lanka for the period 1956-86 and fdua positive
relationship. Snyder (1996) evaluated the relatignbetween foreign
aid and private investment using annual panel t@té86 developing
countries over the period 1977-1991. He found aatieg relationship
which was robust to various specifications andnegtion techniques.
The explanation offered by Snyder for these resuitas the
discouragement of private investment, as Dutch adis¥ effects
undermined domestic competitiveness. He also ribigtdsome types of
aid, such as those for the support of infrastregtwould have a less
adverse effect than other types of foreign aid.

The discussion on this section can be summarisaéfeyring to an
analysis of 131 empirical studies by Hansen andg Taf00) which
looked at the effects of foreign aid on savingsesiment and growth.
They classified 131 regression results into twaigeo In the first group,
with a total of 104 regressions, the explanatoryialdes included a
clearly identified measure of aid (A), roughly eeplent to the DAC
(Development Assistance Committee) concept of iaffidevelopment
assistance (ODA). The remaining 27 studies, in Wwigid could not be
separated from the various aggregate foreign infloeasures, were

13 Levy (1987) estimated a simple model by OLS antdS Siethods respectively.
4 The Dutch disease phenomenon basically descritsmiation where an inflow of
foreign exchange in any form puts upward pressure¢he real exchange rate of the

recipient country by stimulating rapid domestidatibn.
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placed in a second group (F). The number of regnessn which the

impact of either A or F on respectively savings, (Byestment (I) and
growth (G) was analysed. It added up to respegtde) 18, and 72. They
finally recorded the number of significantly pogi(+), insignificant (0),

and significantly negative (-) relations betweere tependent and
explanatory variables. Their results showed thattrabthe studies found
a significant positive effect of foreign aid anddmn resource inflows on
economic growth and investment. In case of savingest of the

empirical studies showed a negative effect of fpreaid and foreign
resource inflows on domestic savifiys

3. EMPIRICAL STUDIES ON DEBT ISSUES
3.1. Debt Sustainability Analysis

Avramovic et al. (1964) conducted a detailed eropirresearch on the
external debt problems of a country. They iderdifitne following
variables as responsible for a country’s short-téetnt servicing capacity
problem: fluctuating (exports, capital flows, immduced by internal
shocks), offsetting (reserves, compensatory fingnagompressible
imports) and rigid (interest payments, amortisagi@yments, essential
imports). Of these nine variables, they considaredfollowing three:
amortisation, interest, and exports in the formdebt service ratio to
make a judgment on the sustainability of debt pedicApart from this
indicator, they also focused on the external peréorce of the economy
in relation to the debt service claim on it. Acdagd to them, the
bunching of maturities mainly caused the most serlmuidity crisis. To
avoid risk from such a crisis and hence the prdibghf such a crisis,
they suggested that attention should be focusedhenadvantage of

!5 For more details, see Hansen and Tarp (2000)&p382.
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longer maturities of debt, and balancing these atdeges against the cost
of long-term debt.

The shortcomings of debt-service ratio are welivknoForemost, we
have seen in the past that many countries havees@abt servicing
problems with low values of debt service ratio whibthers have
successfully managed a high value of debt sendtie.rSecondly, debt
service ratio is not a crucial variable for susahitity of debt policies.
Third, there is no direct link between the debverratio and efficiency
of the economy. To overcome some of these shortasnattempts have
been made in the empirical literature to develguantitative technique
by examining identified cases of debt difficulti@s. those involving
debt rescheduling). For this, they have resortestatstical techniques
like discriminant analysis, logit or probit analf§i Table 3 summarises
the identified macroeconomic indicators of extemhabt crises obtained
from discriminant, logit and probit analyses.

The first study that follows the discriminant apgeh was made by
Frank and Cline (1971). They identified three Valea (the ratio of debt
service to exports, the ratio of amortisation pagta¢o debt, and the ratio
of imports to reserves) as being most relevant florecasting
debt-servicing difficultie¥’.

16 Discriminant technique assumes the existence siindt subpopulation, (here two:
rescheduling and non-rescheduling countries). ®@mwther hand, logit or probit analysis
is used to predict the probability of reschedulmy the basis of the values of the
underlying attributes.

" They considered eight indicators in all. The offe indicators were: (i) growth rate
of exports; (ii) non-compressible imports as aticacof total imports; (iii) per capita

income; (iv) ratio of imports to GNP; (v) exportituation index.
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A different approach for the quantitative analydithe debt servicing
problem was suggested by Feder and Just (1977y. Milesed a logit
model to relate a set of economic indicators to pinebability of
rescheduling. Their logit model indicated that sxonomic variables
were significantly related to debt-servicing capadn addition to three
ratios (imports to reserves, amortisation to defit debt service), as
suggested by Frank and Cline (1971), their resntteated that export
growth, per capita income and the capital infloovslébt service ratios
were also significant indicators of debt servicoagacity. Feder, Just and
Ross (1981) continued their previous work usingsdm®e logit approach
covering more countries and providing appropriategiaonal
representation. They also criticised previous stsidior omitting the
private non-guaranteed debt in their analysis. fMin@dings are reported
in Table 3.

Lee (1983) examined various aspects of the exteletatl problem of
Asian Developing Countries. He described the varioebt burdens
in-depth, e.g. debt service payments to exports, slervice payments to
GNP, interest payments to exports, interest paysneiot GNP,
outstanding debt to exports, outstanding debt toPGMternational
reserves to outstanding debt, and internationaérves to imports.
Besides, he used critical interest rate to cheekdibt sustainability of
Asian developing countrié He concluded that in addition to rising
interest rates, the long run debt servicing capatfitAsian developing
countries generally deteriorated during the peti®@4-1981 mainly due
to a change in their capital output ratio and mebsaving rates.

18 These Asian countries were China, Hong Kong, Kor®mgapore, Indonesia,
Malaysia, Philippines, Thailand, Bangladesh, Burimaja, Nepal, Pakistan and Sri

Lanka.
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Kharas (1984) disagreed with the previous empistadies that were
based on pure empirical approach and lack of tieafainderpinnings.
According to him, this weakens the confidence aittterpretation of the
results and their use for forecasting purposesisngrowth-cum-debt
model, the creditworthiness variable was deriveddayparison of actual
capital stock with a critical level representing tetock necessary to
generate the tax base that provides the govermwignenough revenues
to service debt. The probability of reschedulingswaked to debt
service-capital ratio, net inflow-capital ratioyvestment-capital ratio and
population-capital ratid. The dependent variable was whether a country
actually rescheduled its debt service paymentobima given year. He
estimated two probit models for forty-three cowsgriover the period
1965-1976. He concluded that countries with a Iheglel of debt service
to GDP have a greater probability of reschedulirige higher level of net
foreign capital inflows and per capita income weoesidered as a factor
raising the degree of creditworthiness. Simildnigher investment rates
were considered a factor reducing the risk of redahng.

In their classic essay, “An Econometric Approach to
Creditworthiness: Is there Life after Debt?” McFaddet al. (1985)
carried out an in-depth analysis of the debt sergiproblem. They also
differ from others in their definition of debt s@wg by including a
number of indicators of repayment problems in addito rescheduling
incident, such as arrears in debt servicing, thstexce of upper credit
tranche facility and current negotiation to resahedrivate or official
debt for the country under consideration. Usingrionpd data for 93
countries over the period 1971-82 and various pramd logit
specifications, they estimated the probability of cauntry’s debt

¥ However, the author used GDP as a proxy for capiteck because of the non

availability of the capital stock data across coest
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repayment problems in the following years as ationof an indicator of
the debt problem in the previous period and a nurabmacroeconomic
ratios such as debt-service/exports, exports/GDmRd areal
GDP/population. Apart from these improvements, Miden et al.
(1985) made another advancement by specifying astonating a
structural model, which separately identified symotd demand for new
loans as well as limit on arrears that will be pigied before debt must be
rescheduled or restructured. Their estimates stegekat the demand
for new loans was extremely sensitive to debt-serviatio, smooth
export fluctuation, strong cross country variatiomvillingness to borrow,
openness (measured by import ratios) of the economy
etc. The supply function is dependent on paymeaoblpms and the
principal due and insensitive to standard indicataf country
performance.

In contrast to other probit analysis, Berg and S4d¢888) developed
a cross-country statistical model of debt reschieduby incorporating
the key structural characteristics of developingrtdes, such as trade
regimes (outward or inward), degree of income idityy share of
agriculture in GNP and per capita GNP. They foumat higher income
inequality was a significant predictor of debt tesduling in a
cross-section of middle-income countries. They &smd that outward
orientation of the trade regime was a significamtdgctor of a reduced
probability of debt rescheduling.

Since all econometric models were estimated acatiserse group
of countries over a long period, it was therefomulatful that stable
parameters exist across countries. To overcomenbékness, Schinke
(1990) used the spreads (over LIBOR) for measuoieditworthiness in
his model. The rationale behind this as explaine8¢hinke was that the
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higher the probability of default, the higher the&krand thus the spread
and the lower the creditworthiness. Schinke fouvad tdebt-output ratio,
reserve-GNP ratio, debt service-export ratio, ayearopensity to invest
and current account/GDP ratio were significant joteds of
creditworthiness in case of the Chilean economy.

Table 3: Selected Sudies of Repayment of Crisis
in Developing Countries

Frank and | Feder and | Feder-Just and | Mc- Fadden

Variables Cline (1971) | Just (1977) | Ross(1981) | et al. (1985)
Debt-Service/Exports + + + +
Principal-Service/Debt -

Imports/Reserves + + +

Debt/GDP

Debt/Exports +

Debt-Service/Reserves
GNP per capita - - -
Imports/GDP +
FOREX inflows/Debt-Service - -
(Current Account)/Exports
Exports/GNP

Rate of Domestic Inflation
Growth Rate of Exports -
Growth Rate of GDP -
Growth Rate of Money Supply
Growth Rate of Reserves
Growth Rate of GNP per capita
Total Borrowing/Total Imports

Source: As indicated in the first row of the talNete: Variables with significant

effects are shown by the sign of effects.

In a very recent study, Waheed (2003) performeigdlaanalysis on
external indebtedness of Pakistan by utilisingrg i@ng time series data
from 1961 to 2001. Besides eight debt burden abttskervice indicators,
the author also considered four key performanceators, namely (i)
current account balance to GDP; (ii) fiscal acccualance to GDP; (iii)
national savings to GDP and (iv) total investmenGDP, in order to
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supplement his findings from the debt indicatorrapph. Based on the
debt indicator and key performance indicators,athor concluded that
Pakistan’s debt servicing capacity has declined tree.

For any particular country, debt sustainability lgsia has some
limitations. First, the calculations are sensitive the projections of
exogenous variables and the margins of error angtably large. Second,
debt sustainability analysis measures a countafslity to pay” but the
debt problem may be derived from a lack of “willimggs to pay”. The
literature on sovereign debt has, however, pdld kttention to this issue.

3.2. Debt Overhang

There have been several attempts to empiricallgsasshe external
debt-growth link—the debt overhafignd crowding out effect—mainly
by OLS. Most of the empirical studies include andtrd set of domestic
variables, debt policy and other exogenous expteyaariables. Most of
the studies found one or more debt variable to iggeifeantly and

negatively correlated with investment or growthpeeding on the focus
of the study). For instance, Borensztein (1990)uatad the effects of
foreign debt on investment in a heavily-indebtedrtoy using numerical
simulations of a simple rational expectation growthodel. He

distinguished between two effects. The effectstdueebt overhang” of
the past accumulated debts and the effect of “cratibning” or inability

to obtain new financing. His results from simulagsandicated that credit
rationing has powerful disincentive to investmestcampared to debt
overhang. Similarly, Cohen’s (1993) results ford@eloping countries

20 Debt overhang refers to the existence of a laefp that has adverse consequences for
investment and growth because investors expectctira¢ént and future taxes will be

increased to affect the transfer of resources abroa
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over three sub-periods of 1965 to 1987 showedthiwatevel of stock of
debt does not appear to have much power to exgiairslowdown of

investment in developing countries during the 198@s found that the
actual flows of net transfers are important andatial service of debt
‘crowded out’ investment.

Elbadawi et al. (1997) also confirmed a debt oveghaffect on
economic growth by using a cross section regredsiod9 developing
countries spanning Sub-Saharan Africa (SSA), LAtimerica, Asia and
the Middle East. They identified three direct chalenin which
indebtedness in SSA works against growth: curreht ohflows as a ratio
of GDP, past debt accumulation and debt servide. rle fourth indirect
channel works through the impacts of the above méiaron public sector
expenditures. They found that debt accumulatiorerdeggrowth while
debt stock spurs it. Their results also showed ttiaidebt burden led to
fiscal distress as manifested by severely compddssédgets.

Table 4 summarises the discussion on this seasiind the potential
factors related to the debt repayment problem ueld@ing countries.

Table 4: Potential Factors Related to Repayment Problem

Factors in Debtor Countries

a) Shocks due to weather, social unrest and palliticcertainty.

b) Poor economic policies (high current consumptiom tax
revenue, high fiscal and current account deficitgd drade
policy).

c) Poor economic performance (low growth, low exgohigh
imports, severe domestic inflation, unemploymenticep
distortion, high interest rate, volatile exchange).

d) Speculation and capital flight.

e) Short-term borrowing at commercial terms.
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Factors in the World Economy

a) Input (mainly oil) price shocks.

b) Decrease in the price of developing country exports
c) Decrease in demand for developing country exports.
d) Reduction in grants and concessional term loans.
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4. SOURCES OF DISCREPANCIESIN EMPIRICAL STUDIES

Most results of empirical studies regarding the maconomic impact of
foreign capital inflows on the economy of develapioountries are
conflicting. This may be due to the different saespltime periods,
variable measures, etc. or to the inadequacy antdin to the
econometric techniques. Some of these issues iaftylaiscussed in the
following sub-section.

4.1. Absence of Lag Structure

There is a lag period between the flow of capitatl ats growth
effects. The length of this lag varies since thstaf@on period will
vary with the nature of the projects undertaken ahd ability

of the countries to absorb foreign capital inflowdosley (1987)
also pointed out that the absence of any sort of $tructure
from most models is a serious omission. White (B)98uggested
that a better procedure, more in line with modegnemetric techniques,
would have been to include several lags of foraighto eliminate those
that appear to play no part in the data generation
process.

4.2. Open-Endedness of Theories

A fundamental problem with the growth regressioasdetermining
what variables to include in the analysis. Thishem occurs because
growth theories are open-ended. Therefore, withh sstudies, there
will always undoubtedly be the omitted variable lgemn; some factors
will be varying across countries (and/or time), evhiaffect growth
and are not included in the analysis. Levine ancheRe(1992)
reported that over 50 variables were found to bgnitantly
correlated with economic growth. Of the forty-onerowth
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studies surveyed in Levine and Renalt (1991), yihtee included
investment, twenty-nine included population growvittirteen included a
human-capital measure and eighteen included a meeasiu initial
income.

This issue of open-endedness has not been dimdtsessed within
the literature. Instead, a number of researcheve paoposed ways to
deal with the robustness of variables in growthresgions using
sensitivity analysfs. Levine and Renelt (1992) explained the sensjtivit
analysis in detail based on Edward Leamer’s ideagxireme bond
analysis (see Leamer 1983). In such an analysigetficient is robust if
the sign of its OLS estimates stays constant aaosst of regressions
representing different possible combinations o&otrariables.

To the extent that foreign capital correlates vaitly of these omitted
variables, the equation is subject to a specificegiror that will cause the
estimate of the foreign capital coefficient to ligsked. Levine and Renelt
(1992) examined the robustness of some establigisaidts in the growth
literature. They found that many of the macroecaicomdicators
commonly used in the literature were indeed cotedlavith growth, but
that the results were fragile.

4.3. Simultaneous Bias

It is believed that a simple model is not an aceun@presentation
of the data. Specification tests, such as thetistts, are only valid
on the assumption that the specified model is carré the model

1 Making/carrying out a sensitivity analysis meandslrassing the questions: Do the
conclusions withstand slight alterations in thehtiband-side variables, in functional
form, serial correlation assumptions, measuremenbr eprocesses, distributional

assumptions, sample period, and the weighting séofations?
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is not correctly specified, the significant t-sséiis will be
meaningless.

It is obvious that the savings and growth perforoganf a country
depends on many factors beside foreign capitadw¥| such as level and
structure of consumption, balance of trade, taxesysfinancial markets
and the rate of population growth. The estimatioethud used also
affects the results. The ordinary least squarenasibn results may be
misleading if foreign capital and economic growtie aimultaneously
determined.

There are a few studies that adopted a simultanappsoach. The
most substantial attempt to tackle the simultangibblem was made by
Gupta and Islam (1983) who included a range of dgaphic variables
in their nine equations systefisHowever, they estimated the model
using OLS on each equation, which they argued wyield estimates of
direct effect. Snyder (1990) also estimated a smpiwo
equation simultaneous model using the OLS methachul&neous
estimation techniques could not be applied to hixdeh as it was
underidentified®. Snyder argued that TSLS could be inefficientrira
samples, particularly when the number of paramdtels estimated is
large.

*2The demographic variables included in their modete: (i) dependency rate; (ii)
birth rate; (iii) female labor force participatioate; (iv) infant mortality rate; (v) total

labor force participation rate; (vi) population déw; (vii) percentage of labor force in
agriculture.

% The identification problem asks whether one caniohunique numerical estimates of
the structural coefficients from the estimated mdliform coefficient. If this can be
done, an equation in a system is identified, otisgwit is un-identified or

under-identified.
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4.4. Parameter Heter ogeneity

Another problem with conventional growth analysishe assumption of
parameter homogeneity. That is, the parametersitstribe growth are
identical across countries. This assumption islgumgplausible.

Foreign capital may well contribute to growth, bath the extent to
which and the period over which it occurs may beywdifferent for
different types and different sectors. There istmeoretical foundation
whatsoever for the assumption that the impact oéifm capital on
growth is constant either across countries or actioze. White (1992b)
reported that this indeed is the case in a crostsseregression.

4.5. Causality versus Correlation

Besides statistical problems, the question of thesality direction is
largely unanswered. Does foreign capital causeubutp output cause
foreign capital? If a significant negative corraat between domestic
savings and foreign aid can be shown, which wathésdirection of
causality? Does it represent a displacement effattstnatively, does
causality run from low savings to high aid ratios?

While it seems almost self-evident that we neederoc theory to
interpret the statistical relationship in an ecoratly meaningful way,
the growth literature to date has not optimallyegrated econometrics
into economic theory. In most of the earlier stadi®o systematic causal
analysis was made. Most of the earlier studies saga priori a specific
pattern of causality without making allowance fdret statistical
requirements of the causality test. This is difica be justified on any
grounds.
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4.6. Definition of Variables

In the empirical literature, little attention wasi@ to the definition
of variables. For example, Griffin (1970) aggregatdl aid inflows
and identified them with the deficit on current awgot. This is
obviously inappropriate in principle because suchdeficit may
be financed by several ways - official aid, privateestment, suppliers’
credit, or emigrants’ remittances. Hence, to lumpd d&low
with other financial flows and use these figurea éssis for commenting
on the effects of official foreign aid is likely twe highly suspicious.

There is also the problem of whether to use comenits) gross
disbursement, net disbursement or net transfess.difference between
net disbursement and net transfer is that the fordeducts only
repayments of capital while the latter deducts rege payments
as well. Lipton (1972) argued that net figures dtidoe used if the
foreign exchange constraint was binding and grosa binding savings

gag”.

Having decided between gross and net figures, ¢x¢ problem is
how these figures will be adjusted? Should theyctwverted to their
grand equivalent or not? Further problems includeuse of current or
constant prices and the choice of the exchange Vdtéte (1992a)
suggested that since the value of additional ressumade available by
the aid was presumably the variable of interes, figures should be
deflated by an import price ind&x

4.7. Quality of Data

24 See Lipton (1972) p. 169.
5 See White (1992a) p. 203.
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To test the relationship between foreign capital @onomic growth it is
clearly essential to use accurate quantifiable.d@testions about the
accuracy of the data are by no means confined dor¢hiability of
statistics on foreign capital; they also apply thep aggregates like
growth, savings and investment. As statisticiang aational accounts
experts continually stress, the less a countrgiekbped, the more likely
it will be the case that the national economic aggtes will be
incorrectly calculated. The accuracy of the daty mlao be correlated
with factors such as administrative competenceneeic structure,
economic policies and political instabifify

4.8. Research Design

All these studies attempted to infer causal retestiops from different
research designs. These are: time series, cragmsand panel analysis.
There are well known difficulties with cross seatidata. These are
multiplied with panel data (where time series tog same cross section
are pooled). Some of the problems associated Wltitoss section data
are: first, the cross section analysis deals widrge group of countries,
but they differ from one another in size, opennésstor endowment,
institutional background, and the level of develeptattained. All these
differences cannot be treated as random; the sed®mn analysis is
likely to lead to specification errors. Second, minethodology employed
in the derivation of data between countries isedéht. In addition, the
exogenous factor may influence differently the daffaindividual
countries. For this reason, the assumption of asteon (equal) variance
of disturbance terms in cross-section regressiafyais may not hold. As
a result, use of the ordinary least square (OLShatecannot provide the

% For details, see Kravis (1984).
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best estimates of the regression coefficients. llyjinaesides the above
problems, there is also the question of the usefdnof applying
cross-section results to policy formulation foriindual countries.

4.9. Spurious Regression

The bulk of the previous studies used standardauetric techniques.
However, the failure of those techniques to tak# iaccount the
non-stationary behavior of macroeconomic time senesulted in
“spurious regression”. It is now standard in tinegiess econometrics to
test for Cointegration between the variable undeutsy, which was
ignored by previous studies. To do this properlyldaequire finding the
cointegrating relationship or error correction meulsm for each time
series. There is also need to test the order efjiation of each time
seried’.

The test for order of integration is important hesmonly variables of
the same order of integration exhibit a stable {ong relationship and
they are cointegrated. If the variables are nomtegirated, this implies
that the error term is non-stationary and OLS e are not reliable.

4.10. Sock and Flow M easures

In the case of differences, which may account f@sé contradictory

" This is simply a unit root test to identify at wharder of integration the series is
stationary. (An | (0) variable is stationary inéw (i.e. it has constant mean and constant
variance around the mean; any shock that causesiation from the mean will have
only a temporary effect), which does not mean thatlevel is constant over time (it
may, for example, have a trend). An | (1) varialdlestationary in first differences
(changes), an | (2) variable is stationary in seladifferences (changes in changes), and

SO on.
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findings, flow instead of stock measure may be u$ddw measures
describe the amount of foreign capital coming iatocountry within a
limited time period, while stock measures describe accumulated
amount that exists in a country.

It is believed that the current inflows of foreigrapital cause
short-term increases in growth due to the contigioutb capital formation
and demand as foreign corporations purchase labhdy,land materials
and start production, while the long-run structudatortions of the
national economy produced by foreign investmentthedepatriation of
profits tend to produce negative effects over tiffeus, short-term flows
of investment and aid have positive effects on dgnowbut their
cumulative effect over time is negatitfe.

5. SUMMARY AND CONCLUSION

The traditional macroeconomic rationale for foreaapital relates to its
ability to supplement domestic savings, foreign hexmge, and
government revenue, thereby contributing to highesnomic growth.
This process presumes a simple Harrod-Domar coiriexhich growth
is driven by physical capital formation. In the Har-Domar model,
output depends upon the investment rate and theuptioity of
investment. Savings finance investment, and in @@nceconomy total
savings equal the sum of domestic and foreign gaviA savings gap
exists if domestic savings alone are insufficienfinance the investment
required to attain a target rate of grof¥ithn addition to the savings gap,
there is also a trade gap or foreign exchange daphwis based on the
assumption that not all investment goods can bdymed domestically.
Hence, a certain level of imports is required ttaiat the desired

28 For details, see Bornschier et al. (1978), p. 667
9 See Harrod (1939), Domar (1946) and Rosentein-R(H261).
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investment and ultimately economic growth. This amips financed with
either export earnings or foreign capital inflowk.exports are not
sufficient to cover imports requirement (as in ttese of developing
countries), then foreign exchange shortage becothes binding
constraint on economic growth. These two gaps arebmed in the
two-gap model, mainly associated with Chenery anou§(1966). Over
the years, a number of other gaps have been prdpsseh as the
technology gap, the food gap, the gender gap anenkironment gap.
More closely related to the two-gap models is #eznt concern over the
third “fiscal” gap between government revenue amgeeaditures, as
illustrated by the three-gap models by Bacha (129@) Taylor (1990).
Although the fiscal gap is a subset of the savgeys, the former may be
the binding constraint if there is some limit orbpa spending.

To summarise, gap models predict a positive roléodign capital
whereby it supplements domestic savings, increfmesgn exchange
earnings and government revenue, and hence proewiasmic growth.
The empirical studies of the effects of foreignitamn domestic savings,
investment and economic growth were discussed ig strvey. The
overall effects of foreign capital on economic gtown most of the
empirical studies were positive and the negatiteces were mainly due
to methodological issues or data limitation.

In recent years, the external debt and debt seryiproblem of the
developing countries became the centre of discnssiempirical studies.
Gap-models mainly focus on filling resource gapsublh foreign capital
inflows and no distinction is made between aid,ngrédoans, foreign
private investment, and other flows. However, wtiese gaps are filled
through debt-creating flows, problems may ariséorecipient countries
in the form of future repayments, which may haveease implications
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for their macroeconomic performance. Empirical stadelated to two
types of debt problems were discussed in this suivee first was related
to the debt servicing problem and the second taléi overhang issue.
The empirical evidence on debt servicing difficuttfyows that such a
problem occurs when payment arrears accumulate.d€bé overhang
occurs when a country’s foreign debt is very imaottand adversely
affects economic growth. This problem is less gagillentified in
empirical studies since economic growth is influeshby a host of other
factors besides foreign debt.

This survey tries to explain what are believeddat® most important
developments. Sometimes, the explanation may bsitoplified, or too
abbreviated. Consultation of the original work isherefore,
recommended for a greater understanding of the adtimation
techniques, and results. Nevertheless, it is olsvithat most of the
previous empirical studies are cross-sectionakiune. There is a great
need for case-by-case studies in view of each cganunique
characteristics. It is also expected that timeesewould provide better
estimates of the relationship between foreign efavings and growth.
As concluded by Cassen et al (1986:41), “Befordhang definitive can
be said about the quantitative impact of aid on noemnomic
performance, detailed studies of particular coestaver reasonably long
periods are required. Aggregative regression ssudiee unlikely to
resolve the issue either way”. A similar concluswas drawn by White
(1992b: 134): “Further work should be based on tyuevel studies and
should employ more detailed macroeconomic modelahsen and Tarp
(2001) stress the need for more theoretical worlorbeany kind of
regression is used for policy purposes. Thus,uhed empirical work in
this area should focus more on theoretical undenpgs and econometric
techniques and be based on country-specific stutitgs is particularly
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important given the stringent conditionalities ebd relief initiatives.
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