DEVELOPMENT ECONOMICS

Annotated Outline

Session 8: Capital and Saving

Reading: Textbook GPRS Chapters 12

Other references (if available) 

· World Bank: World Development Report 1999/2000, WDI Tables.13 (attached)

· Gerald Meier: Leading Issues in Economic Development, 6th Edition, Oxford University Press, 1995,  pp. 163-173 [on investment requirements and sources of capital formation]

· Quirk, Peter J. and Owen Evans (1995),  Capital Account Convertibility: Review of Experience and Implications for IMF Policies,” Occasional Paper 131, International Monetary Fund, October.

· 林武郎，李慶男，台灣儲蓄率下`降原因之分析。行政院經濟建受設委員會，綜合計劃處，1998，4月。
· IMF Occasional Paper on Savings

· Pierre-Richard Agenor & Peter J. Montiel, Development Macroeconomics, Princeton University Press, 1996, Ch. 3 and Ch. 5

I. OVERVIEW

A. Emphasis on capital formation was most influential and durable in the past, especially during the 1950s and 1960s.

1. Capital fundamentalism: capital formation was the key to growth.  Harrod-Domar model provided theoretical basis.  

2. Capital shortage was thought to be the most important barrier to accelerated economic development; thus foreign aid is needed in the early stage of development.

3. The framework of capital fundamentalism was flexible to incorporate new economic ideas such as human capital.

B. However, high levels of capital formation may be nit much related to income growth when capital is used in projects of low productivity favoring a minority of elite groups.

II. INVESTMENT REQUIREMENTS FOR GROWTH

A. Savings and investment are vital determinants of economic growth., though capital accumulation is no longer viewed as the one central problem in economic development.  The effectiveness of investment is as equally important as the level of investment.  Where capital is used less efficiently, a greater share of GDP must be invested to achieve any given growth rates.

B. Effective use of capital.  The ICOR is related to factor intensity, which in turn is influenced by development strategy and factor prices. Range of ICOR 3.1-7.1 (Table 3-4).  Simple H-D model: ICOR 3%, a 5% growth rate requires 15% of investment over GDP.  The empirical record shows that many developing countries had difficulty maintaining investment at 20% or more of GDP during the 1980s, even though some of the most rapidly growing countries achieved investment ratios above 30%.

C. Capital-intensive or labor-intensive investment: a hypothetical case (Table 12-1).  Two countries with identical initial conditions.  Country A adopts capital-intensive strategy while Country B, labor-intensive.  Country B would enjoy higher growth rate, with lower investment/GDP ratio.

D. Investment ratios in developing countries.  

1. Heavy emphasis on capital intensive investment in LDCs:  (a)  often was unintended result of government policies; (b) was a pervasive belief that only capital-intensive technology is efficient, and the choice of technology is not sensitive to relative prices of labor and capital.  

2. Should not assume that capital intensity in investment always represents bad and labor-intensive investment always good.  

III. SOURCES OF SAVINGS

A. Taxonomy of savings:

B. Total supply of available savings (S) = domestic savings (

  + foreign savings (


C. domestic savings = government (public) savings + private domestic savings

D. private domestic savings = household savings + corporate savings

E. foreign savings = official foreign savings (foreign aid)  + private foreign savings

F. private foreign savings = external commercial borrowing + direct investment

G. Domestic savings

1. LDCs increased their GDI/GDP and GDS/GDP shares during 1965-92 (Table 12-2).  DCs’ GDI/GDP shares had declined at the same time.  Countries were different within each income groups.

2. More prosperous LDCs tend to cover their a larger share of their investment needs with domestic savings (i.e., smaller foreign savings or resource gaps).

3. Government policies have had a major impact on the ability of LDCs to mobilize domestic savings.

H. Government savings

1. Most of government savings come from budget savings.  In very few countries government enterprises have contributed to aggregate government savings.  

2. Many LDCs have been able to raise their shares of taxes in GNPs since the 1960s.  Average tax ratio to GNP had risen to 16% during 1972-76 from 11% during the 1950s.  The average ratio has fluctuated about that level since then.  

3. Please effect: for most LDCs the government’s MPC (marginal propensity to consumption) out of taxes has been sufficiently high that increased taxation may easily have resulted in less, not more, total domestic savings.

4. Tax ratios in LDCs rose marginally over the 1960s and 1970s, before leveling off in the mid-eighties, the share of public sector consumption expenditures expanded at rapid rates over the same period, generally in excess of GDP growth.  As a result, growth in government savings has not been a major source of investment finance in most of LDCs.

I. Private domestic savings.  Have increased over time (Table 12-3).

IV. DETERMINANTS OF PRIVATE SAVINGS

A. Household saving behavior.

1. All theories of household saving behavior seek to explain three observed patterns:

a) within a particular country at a given time, higher income households tend to save larger fractions of their income than lower-income households

b) Within a particular country over time, household savings ratios tend to be roughly constant, more so in DCs than in LDCs

c) across countries, household savings ratios vary with no clear relation to income.

2. Three hypotheses 

a) Keynesian absolute-income hypothesis (current income)

b) Freidman’s permanent-income hypothesis. (permanent income and transitroy income)

c) Kaldor’s class-savings hypothesis (labor income and property income)

B. Corporate saving behavior:

1. Little consensus among economists about determinants of corporate saving, particularly in LDCs.

2. Corporate savings relatively small in most of LDCs as the corporate sector is relatively small, except for a few large companies.  Family owned enterprises dominate private sector activities.

V. *DETERMINANTS OF PRIVATE INVESTMENTS (Agenor & Montiel, p. 84-86)

A. Comprehensive survey of empirical investment functions for LDCs: Chhibber & Dailami (1993) & Rama (1993). Rama: examined 31 studies conducted during 1972-92.  Interpretation of empirical  results should be careful.

B. Rama’s observations based on 31 studies on determinants of private investments::

1. Aggregate demands plays an important role driving private investments.

2. Relative factor prices (K, L, imported inputs) enter the stock version of the theoretical investment function.

3. A link between the financial system and private investment behavior is established through a credit variable, which is included to capture the effect of financial repression.

4. Indicators of foreign exchange availability (such as the stock of foreign exchange reserves or dummies for import controls) were included in some studies.

5. Relationship between public capital stock and private capital is substitutable or complementary:  infrastructural investment is complementary to private investment, while increases in other types of government investment tend to crowd out the private sector.  

6. Macroeconomic instabillity had negative effects on private investment.

VII. CAPITAL MOBILITY

A. Short-and long-run mobility.

1.  Short-run: a period of time in which both K and L resources are fixed.  Long-run: K and L can be adjusted.  

2. K is mobile across sectors of a given economy in the long-run.  A price-control policy for a particular sector or commodity will not affect K mobility in the short-run, but it will in the long run.  The longer such a policy remains in place, the more capital will tend to flow to other domestic activities not subject to price controls.

3. International capital mobility with respect to mobilization of savings

a) Domestic savings in LDCs may be highly mobile internationally like domestic savings in DCs.  

(1) Short-run massive capital flight in Mexico (1981-82 and again in 1994), Indonesia (1983, 1986)

(2) Longer-run capital flight in HK (1983-85), Philippines (1985-86). Both are because of political uncertainty.

b) Pros and cons of high degree of international capital mobility.

(1) Inward mobility (direct foreign investment) increases opportunities for financing domestic investment by foreign savings.

(2) High outward mobility (such as capital flight) constraints the effectiveness of several policies intended to expand domestic saving mobilization.  Example: high income tax rate for corporations: in the short-run, government taxes may be increased, but in the long run, capital might be moved out to lower-tax countries.

B. Evidence of international capital mobility.

1. Domestic policy implications of international capital mobility has been overlooked.  Wide existence of domestic controls on international capital movements and widespread view that these controls are effective. 

2. The impact of restrictions on international capital movements is limited:

a) The number of countries having explicit controls on capital movements has been diminishing.

b) Controls may be evaded in whole or in part.  

c) Empirical evidence suggests a fairly high degree of long-run international mobility of capital is sufficient to cause capital’s real after tax return to converge toward about 7.5% in both DCs and LDCs.

3. *Capital account convertibility.  (IMF)

a) IMF statistics show that capital accounts are almost fully convertible in most of DCs.  In LDCs, efforts to full convertibility are also under way.

b) IMF’s position: Encouraging capital account convertibility.  The Madrid Declaration of the Interim Committee of the IMF in October 1994 welcomed the growing trend toward currency convertibility and encouraged member countries to remove impediments to the flow of capital.  By IMF’s definition, capital account convertibility (CAC) refers to freedom from exchange controls, including quantitative controls, taxes, and subsidies, applicable to transactions in the capital and financial accounts of the balance of payments (BOP).  Moreover, currency convertibility also refers to these forms of control, although restrictions are often imposed on real transactions such as on inward foreign direct investment.

c) Liberalization does not mean the absence of regulations.  Prudential regulation and bank supervision are important.
4. *Saving-investment correlations (Agenor & Montiel, 1996, P. 166)

a) Feldstein and Horioka (1980): the degree of capital mobility among industrial countries could be tested by examing the degree of correlation between saving and investment rates.  Under perfect capital mobility domestic saving and investment rates should be uncorrelated.  

b) But several studies that included developing countries found that the inclusion of LDCs reduced the strength of the saving-investment correlation in their samples. 

c) Wong (1990) looked at 45 LDC countries for 1975-91 and found the saving ration did not have statistically significant effect on the investment ratio.  

d) Montiel (1994) did a comprehensive study using gross flow data, test of uncovered interest arbitrage, saving-investment correlations, and Euler equation tests to assess the country-specific degree of financial integration.  His evidence supports the findings of the existing literature: while the degree of financial integration differs markedly across LDCs, financial links with the world capital markets can be documented widely for such countries. 

VIII.   *Capital Account Issues (Based on Y.K. Wen’s notes)

A. Country experience (as of 1995)

1. Industrial countries:  

a) Adopted capital convertibility almost universally in the 1970s and 1980s.  

b) Promoted by: (a)  OECD Code of Liberalization of Capital Movements (1961, 1989); (b) the European Union (EU) Second Directive on Liberalization of Capital Movements (1988);(c) IMF’s policy.

c) The process of liberalization accelerated in the 1980s and early 1990s.

(1) UK removed capital controls in 1979

(2) Japan 1980

(3) Australia 1983

(4) New Zealand 1984

(5) Other European countries: Netherlands 1986, Denmark 1988, France 1989, Belgium, Ireland, Italy, and Luxembourg 1990.  Sweden 1989, Austria, Finland, and Norway 1990.  Portugal and Spain 1993, Greece 1994, Iceland 1995 which is the last industrial countries adopting full capital convertibility.

2. Developing countries:

a) Many of developing countries have lifted controls on capital movements, most relatively recently.  

b) As of the end of 1993, one fourth of 155 developing country members of the IMF were free of restrictions on capital transactions, in the forms of either exchange controls on capital movements or restrictions on underlying capital transactions.  (p.34) 

c) Developing countries with an open capital account include a number of oil exporting countries with relatively strong balance of payments positions, most Latin American and Caribbean countries, Hong Kong, Lebanon, Malaysia, Singapore, Thailand, and a few countries in Africa (The Gambia, Kenya and Mauritius), the Baltic countries (Estonia, Latvia, and Lithuania), and the Kygyz Republic.  

d) But many countries reimpose limited control in response to short-term large capital inflows (e.g., Malaysia reimpose limited controls on capital transactions in June 1992). p.43

e) Taiwan, not recorded in the IMF document, has lifted most of capital controls.  Degree of capital account opening in comparison other East Asian economies remains to be checked.

f) Developments following liberalization of capital accounts (p.18)

(1) Initially the BOP overall balance  responded strongly and positively  to the liberalization of capital accounts in most of developing countries reviewed.   BOP overall balance/GDP ratio: Argentina -7%  in 1989 to +2% in 1993; Venezuela—8% in 1988 to +3% in 1991.   

(2) But current account performance following liberalization was uneven, with deficits increasing in some countries (El Salvador, Jamaica and Malaysia) and increasing in others (Argentina, Estonia,The Gambia, Litithuania, Peru, and Singapore).  International reserves tended to increase, and official reserve holdings grew in all countries except Costa Rica.  Domestic policies were usually tightened as capital controls were eliminated, as part of a broad stabilization effort in the context of IMF-sponsored economic programs.  

(3) in some cases, deficiencies in financial sector reforms (particularly in the areas of supervision and intervention) have created problems.  in those cases in which banking sector problems intensified after rapid liberalization of the capital account (Argentina, Costa Rica, Latvia, and Venezuela), they appear to have reflected mainly magnified effects of preexisitng weakness in the structure of banks’ balance sheets, including large volumes of nonperforming loans and insufficient capital and institutional weakness.  Inadequate or delayed implementation of prudential reforms has spilled over into exchange markets in some countries (Indonesia and Venezuela).  

(4) In some cases, reintroducing control mechanisms, but their effectiveness is inconclusive. (p.19ff)

3. Failure of capital account liberalization in Argentina, Chile, and Uruguay

a) In the early and mid-1970s, Argentina, Chile, and Uruguay removed a number of restrictions on activities in domestic financial and commodities markets and on current and capital account transactions, with different pace and sequencing.    Their capital account liberalizations proved unsustainable because of inconsistencies between the tablitas (published schedules of future exchange rates) and other macroeconomic, incomes, and financial policies.  As the inconsistencies between macroeconomic policies became more apparent, capital flight, a balance of payments crisis, and the abandonment of the stabilization plan followed.   For example, Argentina made little progress in reducing the fiscal deficit, creating real exchange appreciation and unsustainable current account position.  

B. Transition to an open capital account (IMF)

1. Preconditions and sequencing: 

a) Preconditions:  

(1) the freeing of capital account transactions should be undertaken subsequent to, or at least broadly simultaneously with, certain other reforms, including domestic financial market reforms and a sound fiscal policy.  For financial sector reform: interest rates are internationally competitive; strengthening prudential regulations and requirements; sound banking system that has deposit insurance and large banks are not permitted to fail; flexible exchange rate regime.   

(2) One of the key macroeconomic preconditions for opening the capital account that has characterized a number of successful liberalizations is a fiscal reform that significantly reduces the fiscal deficits and finances the remaining deficit in a non-inflationary manner.   The problems that Argentina, Chile and Uruguay encountered in the early 1980s also suggest that maintaining capital account convertibility requires strengthening the prudent supervision of financial institutions as well as carefully formulating financial policies that establish more flexible interest rates, restructure and recapitalize domestic financial institutions, and more clearly define the scope of the protection offered by the official safety net that underpins the domestic financial system.  Domestic interest rates on traded financial instruments must be comparable to those prevailing in international financial markets.  In addition, the domestic financial system must be strengthened so that it can compete effectively with external financial institutions and withstand the effects of high asset price variability.  Therefore, any financial system with large holdings of  bad debts or nonperforming loans must be restructured, and eventually, the capital position of domestic financial institutions (especially banks) must be raised to meet appropriate capital adequacy standards, such as those established for international banks by the Basle Committee on Banking Supervision. 

b) Sequencing: Liberalization in industrial countries tended to follow the gradual and phased approach to economic reform, with capital account liberalization typically following relatively broad trade and domestic financial reforms.  Experience in some LAC countries in the late 1970s and early 1980s shows the dangers of moving too rapidly in opening the capital account without supporting policies.  Rapid liberalization may leave little time for the adoption of complementary policies, including development of well-functioning financial instruments and prudential arrangements.  

C. Effectiveness of control mechanisms

1. Controls on capital outflows had only limited effectiveness.  The evidence points to the general inefficiency of such controls in maintaining an unsustainable exchange rate.   

2. Controls on capital inflows has been more effective, but evidence inconclusive.

D. Constraints on macroeconomic policies

1. An open capital account places a particular premium on appropriate macroeconomic policies.  Monetary policy is required to manage the risk of large capital reversals so that interest rates and exchange rates are broadly consistent with underlying fundamentals and market conditions.  

2. In recent years several developing countries that have liberalized their capital accounts, many from a position of capital outflows, have experienced sizable net capital inflows.  Involved risks of monetary and credit expansion, and surging inflation.  The threat of sudden reversal  further underscores the need for careful adjustment to such inflows.

E. IMF’s approach to capital account liberalization

1. Has recognizes the freedom accorded to members to maintain or impose capital controls in order to achieve balance of payments and exchange rate stability.  In September 1994, the IMF Executive Board emphasized that global economic performance will be enhanced by the welcome trend toward currency convertibility and liberalization of capital movements.  But the Board has also underscored the importance of appropriate prudential regulatory and supervisory framework in guarding against the propensity of financial intermediaries to take on additional risk in an environment of unrestricted capital flows.

2. In the context of Article IV consultation, the IMF has been supportive of the liberalization of capital flows in industrial countries.  The impetus for such liberalization was largely based on the OECD code and the EU directives.  

3. For developing countries, the IMF has taken a case-by-case approach to capital account liberalization in its consultation with them.  Although the IMF has generally supported a gradual approach to capital account liberalization, it has encouraged an acceleration of this process in some cases.  A case-by-case approach has also been followed for the reimposition of capital controls in light of their diverse circumstances. 

VI. HOMEWORK AND NEXT SESSION

A. Homework, Study Guide, Ch. 12, Exercise 1.

B. Next session: Read Ch. 13, Fiscal policy.  

C. One additional session on computer simulation (World Bank’s Two-gap model).

	APPENDIX 1: SUMMARY FEATURES OF EXCHANGE ARRANGEMENTS AND REGULATORY FRAMEWORK
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	Source: Except for Taiwan, see International Monetary Fund: Exchange Arrangements and Exchange Restrictions Annual Report 1997; for Taiwan: Author's own compilation.


� Quirk and Owen (1995), p. 1.


� Quirk and Owen (1995), p.2, except for Taiwan


� Mathieson and Rojas-Suarez (1993), pp.23ff


� Mathieson and Rojas-Suarez (1993), pp.30-31
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