Working Paper Series

Department of Economics

Exports, Foreign
| nvestment and Growth In

Latin America
Scepticism by Way of Simulation

John Weeks

Department of Economics

School of Oriental and African Studies
London

Working paper seriesNo. 117
July 2001
I SBN No: 07286 0335 7



Exports, Foreign Investment
and Growth in Latin America

Scepticiam by Way of Smulation
John Weeks
Department of Economics
Schooal of Orientd and African Studies
London

July 2001



Exports, Foreign Investment and Growth in Latin America:
Soepticiam by Way of Smulation

Abstract

Common sense and economic theory indicate one can have too much even
of good things This paper invedigaes two fundamentd rdaionships
that export growth may gimulate or reduce growth of non-export sectors,
and that foreign direct investment may ‘crowd-in’ or ‘crowd out’ domestic
investors. These rdationships are firsd conddered by andysng descriptive
datidics. Then, these destriptive datistics are used in a growth modd.
The condusion is reached tha the dimulant effect of exports and foreign
direct invesment varies condderably across Lain American countries
This suggests tha purpossful policy can increese the benefits of bath
export growthand foreign invesment inflows.

Introduction

The prevaling devdopmentt drategy places emphess upon the ‘outward
orientation’ of countries, with particular emphass on export growth and dtracting direct
foregn invesment. If ‘outward-oriented economies redly do grow fager’ (Dollar 1992),
one would expect this to be trangmitted through exports impating a dynamism to the
economy as a whole and by drect foragn invesment dimulaing increesed totd
invesment in an economy or, a leadt, not reducing it. This pgper investigetes the role of
exports and foreign investment in the economic growth of the Latin American countries
over the lagt four decades. The purpose is to evduate the extent to which export growth,
on the one hand, and direct foreign invesment, on the other, have contributed to overal
economic growth.

All decidons involving the dlocaion of resources have an opportunity codt, and
this gpplies as much to export growth and foreign invesment as to other economic
vaidbles Rationd policy involves maximisaion of both subject to rdevant condrants
To foder export growth uncondraned by any objective function is merchantiliam,
discredited by Adam Smith over two centuries ago.  Similarly, a policy regime that seeks
to maximise foreign direct invesment flows as if these were codless is non-rationd. The
basc srategy issueiswhat policy framework islikdy to maximise the benefits of each.



Policy Congderations

Recent literature on growth of deveoping countries has stressed the importance of
exports and foreign direct invesment for simulating growth. For developing countries
both exports and foreign investment grew fager in the 1980s and 1990s than previoudy
(on FDI see Brewer & Young 1995, Greene & Villanueva 1991, and Mdlampdly &
Sauvant 1999),' but it does not necessarily follow that the faster growth of these implies
faser GDP growth. Whether faster economic growth results depends on a number of
factors, the two most important of which are 1) whether, a the one hand, export growth
subdtitutes for or enhances nonexport growth, and, on the other, whether foreign
investment crowdsout or crowds-in domedtic investors, and 2) if ether rdaionship is
negative, whether the growth-inducing effect of exports (foreign invesments) is gredter
then for the non-exports (domestic investments) they replace.

The two questions are dosdy reated, and much of the discusson of these issues
hes focussad on the role of foreign invesment, both in its invesment-enhancing role and
its function as a vehidle for export growth. Professond opinion shifted on this issue in
the 1990s. For example, the 1992 World Investment Report of UNCTAD expressed some
soepticism. - After pointing out that FDI as a share of domegtic investment in development
countries was typicaly low, below five percent, it went on to observe,

...[T]here may be drcumdances in which transnationd corporation activities may

not contribute to sustained long-term growth...For example, trandfer pricing may

reduce the potentid for growth through trade. Similarly, abuse of market power
by transnationd corporaions can difle the growmth of locd entrepreneurs.

(UNCTAD 1992, p. 14)

In the abdract, a government can ather pursue a neutra policy towards foreign
direct invesment and interndtionad trade or an inteventionis one  In practice, Al
governments intervene to some degree. With regard to FDI, the dichotomy between
policy neutraity and intervention became an anachroniam in the 1990s.  Prior to the debt
cids of the 1980s mog Lain American countries had vaying degrees of capitd

! Net flows of foreign direct investment to Latin America continued to increase at the end of the
1990s, even though total capitd flows declined (ECLAC 1999, p. 11-12).



controls, redrictions on externd participation in domestic asst and bond markets (which
were rdaivdy underdeveloped), and regulaions on foreign corporations acquiring
domedtic firms. In this context, direct foreign investment tended to result in the creation
of new asts indeed, a mgor motivaion for the package of regulaions was to ensure
this  As a reault, until 1980, the baance of payments entry ‘foreign direct investment’
could, for practica purposes, be interpreted as resulting in subssgquent capitd formation.

With the liberdisation of capita accounts and privetisation associated with the so-
cdled Washington Consensus, the nature of FDI underwent sbgtantid change  To
vaying degress in dl countries privatisation took the form of debt-equity ‘swaps, in
which public assts were sold to foregn firms  This is demondrated in Teble 1 for the
fird, second, third, and Sxth largest economies in the region in 1990. For the four
countries together, wdl over forty percent of foregn direct invesment involved
acquigtion of domedic assets through privatisation.  Acgquidtion by internaiond
corporations of domegtic private sector firms represented a second mgor change in the
fom of FDI in Lain Ameica dter 1980, though its extent was more difficult to
quantify.2

Table 1: Debt-equity Swapsin Four Lain American Countries, 1985-1989
(millions of current US dollars)

Country Tota FDI FDI by debt -equity DE/EDI (%)
Brazil 7687 4529 59
Mexico 10,098 3052 30
Argentina 3464 731 20
Chile 37 3160 8
Totals 25,196 11,472 46%

Source: UCTC 1991.

2 For a detaled discusson, see UNCTAD (1998). The report observes, ‘The increasing
importance of [mergers and acquisitions] as amode of entry [of FDI] give[s] rise to concerns over
the loss of nationa control over enterprises...” (UNCTAD 1998, p. 21).



These changes in mode of entry of FDI had important consequences. With regard
to daidics dter 1980 FDI bdance of payments flows must be read differently than
before was no longer vdid to infer that the FDI badance of payments entry in a given
year would result in capitd formation in a subsequent year. Specificdly, it could no
longer be assumed that dl or even most FDI resulted in net crestion of assets (see Brazil
in Table 1). It follows that the interpretation of Fgure 1 is not sraghtforward. The chart
shows a dramédtic increase in the share of FDI in regiond GDP from the end d the 1980s
(@0 dhowing the pecentages exduding Brazil and exduding Brazl, Mexico and
Venezuela). There are a least two reasons thet the raw percentages overdate the growth
of FDI. Frg, after 1980 the meaening of the percentage is different, due to asset
acquidtions.  Second, GDP grew dower in the 1990s than in the 1970s, while the growth
rate of FDI was much the same?

From the perspective of neodlasscd theory, to find that FDI was not net assst
creating would not be interpreted as a problem requiring action.  If an economy is in full
employment generd equilibrium, the typicd dating point of neodasscd ‘dories, then
an ex-pod inflow of cgpitd to condruct physicd cgpitd would necessarily reduce some
form of expenditure by an equd amount. If government expenditure and exports were
condant in red terms the capitd inflow would result in 100 percent ‘crowding out' of
domedtic private invesment or domestic consumption.  If the capitd inflow prompted a
rise in the red interest rate, the crowding out could be greater than 100 percent (totd
investment could fdll).

This andyss is not condgent with the empiricd evidence, which indicates thet
for mogt countries and decades the reationship between FDI and domedtic invesment
was nondgnificant, and ggnificantly postive dmost as frequently as it was negative.  In
practice the empiricd evidence supports the primary motivaion of Lain American
governments for ther FDI polides in during 1960-1980: to ensure that foreign
investment would bring a net addition to domedtic invetment, ather by entering into
sectors domedtic capitd  was  incgpable of  efficiently developing, or by creding
complementary linkages to domegtic capitd.

% In other words, if GDP had grown in the 1990s at the rate of the 1970s, the ratio FDI/GDP in the 1990s
would have been on the4 trend line implied by 1970-1981.



With capita account deregulation and its associated domestic assst acquisition by
internationd  firms, the emphess on the advaitages of FDI <hifted from the
draightforward contribution to cgpitd accumulaion to more peculative  outcomes.
These indude the posshility thata FDI: 1) might provide technologies and skills not
otherwise avalable 2) access to new export markets, and 3) generate spread affects
within an indudry that rases the manegeid or technicd effidency of domedic firms
(UNCTAD 1999, pp. 34-35). Empiricd evidence suggests that now genera condusion
could be drawn about these outcomes, which seemed to depend on the specifics of each
country*  An agument sometimes encountered is tha the inflow of FDI reaulting
deregulation of capitd flows can subdtitute for policy interventions to generate more
competition in domestic markets.  This is an empirica assartion about which no generd
condusion can be drawn, and expert opinion is mixed.

One can condude that the mos generd agument in favour of FDI, both
andyticdly and empiricdly, is that it fosters economic growth in as far as it increeses
totd invesment, and, dightly weeker, thet its totd effect is more likdy to be pogtive if it
does not reduce domedtic investment. It is this issue, the possble crowding ou of
domedtic investment by foreign invesment, thet is the empiricd focus on FDI in this
paper.  Along with this the dosdy rdaed issue of the interaction between export growth
and nonexport GDP is conddered. Together, these two interactive relationships, FDI
and domedtic investment, and exports and nonexports, represent the principal modes of
tranderring the dynamiam of world markets to the domestic economy.

4 In asummary of the literature, a paper commissioned by the World Bank presents a generaly
favourable review of the impact of FDI, but comes to no generd concluson about specific
benefits (Blomstrum & Kokko 1999). Hanson concludes that ‘there is weak evidence that FDI
generates postive spillovers for host countries (Hanson 2001, p. 1). Even this minimaist
statement might not apply in al cases. In a study of Morocco for the second hdf of the 1980s,
Haddad ‘...rgect[g] the hypothesis that foreign presences accelerated productivity growth in
domestic firms (Haddad 1992, p. 51).
> For example,
It remains an unanswered question whether the transnational corporations' presence is a force for
reducing competition, and therefore efficiency...or whether transnational corporations bring more
efficient practicesto industries that are already concentrated... (UNCTA D 1992, p. 8)

Six years|ater, the World Investment Report was more definitive:
Worldwide cross-border [mergers and acquisitions]...were aimed at the globa restructuring or
strategic positioning of firms...One outcome is a greater industrial concentration in the hands of a
few firmsin each industry, usualy [transnational corporations].” (UNCTAD 1998, p. 10)



Andyticd Framework

Any serious trestment of the issue of complementarity versus sbditutability of
extend and internd vaiables mus be placed in an andyticad context. To do this a

forma modd is devdoped beow. If an economy is characterised by full employment,
then the rdaionships are draightforward in comparative datics as noted above. Any
increese in exports can occur only if resources dedicaied to nonrexports are reduced.
Smilaly, any inflow of foreign invesment, other things equd, mugt replace some form
of domedic expenditure. Implying as it does one hundred percent crowding-out in both
caxs the ddic full employment framework lacks interest andyticdly and for policy.
More interesing and redidic is to congder a growing economy, in which the actud rae
of growth fluctuates cydicdly bdow afull employment celling.

To intigte the andyds, we define the overdl rae of growth of GDP as the
weighted product of the growth rates of export and non-export va ue added.

D =Dy Dd®

If yy is not equa to yng, a changes from one period to the next. It is by
definition, [Yx, (]/[Yx; + Yrxeq]- For smplicity, we assume that the growth rate of
exports is exogenoudy given in the short run VXt = yx*),6 and the vdue added share of

export production is congant. Let non-export GDP be determined by two factors: 1) the
growth of domestic demand (&), and 2) and spread effects from the export sector.  We

asumein the short run that the growth of demand isgiven (g = &°). Therefore,
(1a) Y = yX*

@ e =Dyl Al

® Since actual export growth varies across countries, the implicit assumption is that it is determined by
domestic supply conditions. This, in turn, rules out ‘fallacy of competition’ effects, which may be too
optimistic. Faini found ‘that for a representative LDC a large share, ailmost 60%, of the benefits of
devaluation on export revenues vanish when other LDC competitors pursue similar policies (Faini 1990, p.
1).



3 w=In 1Yy a2t

(39 Y= [yx*][a +1(1- a)][a*]l 2(1-a)

The lagt eqution is more eadlly interpreted in logarithmic form.
(30)  Inbyp) =[a +1 1(1-a)]irly*] +1 o(1- a)lfa*]

This expresson indicates the possble complexity of the rdationship between the
growth rate of the export sector and the overdl rate of growth. The parameter | 1 shows
the effect of export growth on the non-export sector. We cdl this the coefficient of export
dynamism, because it summarises the trangmisson of export growth to the non-export
sector. Ingpecting the coefficient [a + | 1(1- &)], one can identify three cases:

a if ;1 = 0, export growth has a neutrd impact on nonrexport growth, non-

export growth is determined by the growth of domedtic demard, and equation
(3b) reducesto the origina growth expresson (1);

b) if I ; > O, export growth incresses the rate of growth of the non-export sector

above the rate implied by domestic demand; and

c) if 1 1 <0, export growth decreases the rate of growth of the ron-export sector

below the rate implied by domestic demand.

There would be an unambiguoudy postive complementary effect (1 1 > 0) viathe
demand for inputs and consumption demand by producers of exports for the nonexport
sector. A trade-off effect,| 1 < 0, would most obvioudy result when the expandon of
export production drew resources out of the non-export sector. This would be srong
when the economy was dose to full employment, but could dso occur if idle resources
were less agppropriate for export production than the resources employed in the non
export sector. A trade-off effect might dso increase or decrease if the compogtion of
exports changed over time, such that the demand for intermediate products from the non-
export sector increased or decreased.

Mexico in the 1990s was an goparent example of exports involving fewer input
linkages to the non-export sector. Dedining linkages was pointed out by an ECLAC
report, in a discusson of foreign invetment in the export sector, *...these [foreign ]
firms, which make intengve use of cgpitd and intraindudry trade [ie, outsde Mexico],



genedly creste few jobs for skilled works and their linkages with the rest of the
economy are dill minima’ (ECLAC 2000a, p. 37).” In such a Stuation it is possible thet
the parameter | ; might be negative, ie, that an increase in the growth rate of exports
would be associated with a decline in the growth rate of the non-export sector.

A negdtive | 1 implies a lower overdl growth rate, but this need not be the case in

a dynamic context. One could imagine an exogenous rate of growth of exports 0 high
that it generated a subdantid trade-off effect. However, the resultant rate of growth of
GDP might be unachievable in the absence of tha trade off. This would be the case if
the export sector were characterised by higher productivity change than the nonexport
sector.  Condder, for example, an ‘Adan Mirad€ rae of growth of exports of ten
percent, in an economy with an initid divison of the two sedors of 50 percent of GDP
eech. Assume further than the non-export sector's maximum growth rate, congrained by
internd demand growth and productivity change, were five percent. In this case, the
economy would initidly grow a 7.5 percent, and could achieve a higher rate of growth
only by a reaive and perhgps absolute decrease in the production of the nonexport
sector.

Smilar dgebra is use to fomulate a tes for the growth effect of direct foreign
invesment. By ddfinition, totd invesment is equd to invesment by domestic agents
plus investment by externd agents. If | and & are the shares of these in GDP, the overal
invesment rate in GDPis
@ i=lighlihs

Assume that foreign invesment inflows are exogenous, and domedtic invesment
is determined by a range of economic factors summarised in the term ‘b, and foreign
investmen itsAlf.

® g ={li] Ub] 23S
And totd investment becomes,

" Along the same line, Skott and Larudee conclude, ‘...liberdisation is likdy to bring long-run
indugtridisation in the Mexican case, but...this strategy implies substantid costs to a large
segment of the population in the short and medium term’ (Skott & Larudee 1998, p. 277). Theory
suggests that in the aosence of policy intervention, domestic linkages would we minor in Mexico
(see Rodriquez-Clare 1996, p. 867).
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©) it ={liy o] 2 [ig] s
Which amplifies to the fallowing,

63 = [ift](s{r 1-1 +1)[bt]sr2

Agan, expressd in logarithmic form,

(6b) Infi] =[1+s(r1- DI i]) +srAnb])

Here the key parameter is r 4, the ‘crowding’ coefficient. As for exports, there are
three possihilities

a rq1 =0, foreigninvesment has no impact on domedtic investment;

b) r,> 0, foreigninvesment ‘crowds-in’" domestic investment, and

C) rq<0,foreigninvesment ‘crowdsout’ domegtic invesment.

There are drong a priori aguments for crowding out (sse UNCTAD 1999, pp.
37-43). For a given rate of growth, the range of investment opportunities should be
finte, and if foragn invedors exploit thess, fewer ae left for domedic invedors.
However, it is ds0 possble that some invesments would only be exploited by foreign
capita, because of grester access to or patent-based control of the rdevant technology.
As for the rdationship between the export and nonrexport sectors, whether crowding-out
or crowding-in of domedic by foreign invesment characterises an economy over a given
time period is an empiricad quedtion. As before, our method is to estimate the parameter
rq for eech Lain America country for various time periods, then to use the edimated
paamees in a growth modd. This procedure differs from that used by Agosn and
Mayer to test for crowding-in and crowding-out (Agosin and Mayer 2000), but our results
for Latiin America support ther condusion that crowding-in is an important phenomenon
in the region.

Parameters by Country: Exports and Non-Exports

The modd identifies two key parameters that affect a country’s growth rate in an
‘outwardly-oriented”  development drategy, 1) the redationship between export growth

1



and nonexport growth, and 2) the rdationship between foregn and domedtic investment.
The centrd hypotheds is that one cannot generdise about these parameters across
countries.  Rether, they ae detemined by the dructure of economies, world market
conditions & any moment, and policdes pursued by govenments For example, one
would not expect the same paameer for foreign invesment and domediic investment in
a petroleum-based economy as in one in which exports were of manufactures.  The
petroleum economy would tend to generate reatively few linkeges between ol and the
other sectors, compared to a country exporting manufactures based on the processing of
primary products.

Monetary and fisca policies would have a mgor impact on both parameters. If a
govenment follows a purpossful  demand-compresson programme, as maly Lain
American governments did in the 1980s one would expect the simulaing effect of
exports on norrexport production to be quite low. Smilaly, high interes rate credit
rationing associated with monetary restrain would tend to foser the crowding-out of
domedic invesment by fordgn investment. Theefore, our edimaions ae made over
three different time periods. The firg is 1960-1981, when mogt of the Latin American
countries enjoyed high growth raies within an import subditution drategy. This was
followed a period during which growth for most countries was near zero, due to demand
compresson asociaied with the debt criss (1981-1989). To a great extent, the purpose
of the demand compresson was to reduce import levels, thus forcing a trade surplus (see
De Pinies 1989). The subsequent decade was one of moderate, if unstable, recovery.

In order to move from our theoreticd categories to empirical ones, Smplifying
assumptions are made. In the case of export and nortexport production, it is assumed
that the proportion of vaue added in exports remained congant over the entire period
treeted for each country. Thus, if Yy, is export production in constant prices, and Xt is

exports, we assume for each country that Yy, = nKt, where mis a condant. This dlows

non-export production to be estimated as (Yt — Xt), where Y; is GDP. For foreign direct

investment, the empirica problem is that the reported flows do not immediately become
invesments in the concrete, because FDI is a baance of payments category and domestic



invesment from the nationd accounts®  Our procedure is to assume that foreign
invesment flows in one year trandate into actud invesments with a one-year time lag.
This dlows invesment by domestic @jents, as a portion of GDP, to be caculated as (I; —

IfH). While both of these assumptions ae oversmplifications, they dlow for proxy

edimeates of the key parameters.

Table 2 provides the edimaes of the dadicity between red exports and
cdculated nonexport GDP? For each time period, these dadticities are cdculaied by a
smple logaithmic regresson, In[Yny] = ag + aflnX;. If the dadticity was not
dgnificant a .10 or less probability, it is entered as zero. The seventeen countries fdl
into clear categories.  Fird, there are the export-dynamic countries  those for which
edimated nonexport GDP was condgently and postively rdated to exports in Al
periods (Brazil, Chile, Colombia, Ecuador, Guatemda, Honduras, and Uruguay). Two
other countries, Argentina and El Sdvador, should probably be added to this category.
For these, the rddionship was negdtive (Argentind) or non-sgnificant (B Savador) only
in the 1980s. The negative dadicity for Argentina could be explaned by demand
compresson, which redricted growth of domesticaly-consumed output.  In the case of El
Sdvador, the performance of domestic output is probably explained by the cvil war that
raged during the decade. For dl these countries, except Uruguay, the dadicity was
condderably greater during 1960-1981 than during the 1990s.

Second, there are three countries with lost export dynamism, srongly postive
dadicdities in the fird period, podtive, but lower dadidties in the 1980s then negdive
(Coga Rica) or nonggnificant (Dominican Republic and Paraguay) dadlidties in the
1990s. It would gppear for these three countries that sructurd changes, perhaps
associaed with policy changes, generated a declining tendency for exports to impat a
gronth dynamic to the rest of the economy. Three countries qudify as export nor-
dynamic after 1980, in which export growth was either neutra with respect to non-export
growth, or negatively reated (Mexico, Nicaragua, and Peru). There reman two

8 Though defined as direct investment in nationa dtatistics, capitd inflows may not represent
asset accumulation rather than investment as such. For a discussion of problems of measurement,
see Agonsin and Mayer (2000).

° The dadticity of non-export GDP with respect to exports is not caculated for Panama, because
of the high proportion of re-exportsin that country’ s trade statistics.
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anomdous cases, Bolivia and Venezuda® which show negative dadiicities during 1960-
81l. Bdlivia is the only one of the seventeen in which there was a change from a negative
to a podtive dadicity over the three periods Venezuda is the only country in which
there is no Sgnificant pogdtive rdaionship between exports and nonexport GDP for any
time period, perhaps due to the particular character of its petroleum-dominated export
sector.

The review of countries over time periods confirms the hypothes's that one cannot
generdise about the dynamism imparted by exports to the nonexport economy. For
some countries during some periods, the transmisson of export dynamism was drikingly
high (eg., Colombia, the Dominican Republic, El Sdvador, and Mexico for 1960-1981,
and Honduras in the 1990s, dl with dadticities near or above unity). For a few, it gopears
to have been negative to an equdly driking degree (Bolivia and Venezuda, 1960-1981).
Even more urprisng, there were countries for which the rdatiomship changed
dramaticadly, and cannot be eesly explaned by demand compresson (Coda Rica and
Mexico, 1960-81 compared to the 1990s). Findly, one can note that differences in
eladicities cannot be explained by the sze of economy (eg, Costa Rica and Mexico), nor
by the importance of petroleum in exports (again, Ecuador and Venezuda). The
vaidion in outcomes is shown grgphicdly for three mgor countries of the region in
Figures £3: Braazl, for which the rdationship was srongly postive throughout the forty
years, Mexico, podtive for the 1960s and 1970s, then nontSgnificant and negative, and,
Venezuda, non-dgnificant for the entire period.

The vaidions suggest that policies may mdter; ie, that there may be policies
which fogter and undermine the dynamic transmisson of growth from exports to the rest
of the economy. During the 1960-81 period when import subditution dominated the
Latin American policy agenda, fifteen of the countries disolayed a pogtive link between
exports and the nonrexport sector, while for the 1990s, when an ‘outward-oriented
policy framework reigned, the number fdl to ten. The average vdue of the dadicity in

10 These are the only two countries for which there are no consistent data for the 1960s. If the
eladticities for the other two countries are calculated for the 1970s only, none show negative
elagticities.
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the 1990s was only margindly higher then during the 1980s'' when a lack of
tranamisson dynamism might be explained by demand compression.

Parameters by Country: Foregn and Domedtic Investment

As for exports and nonexports, the dadicity between foreign and domestic
invesment shares are cadculated in a smple regresson, reported in Table 3 for eghteen
countries.  For these dadlicities? the first period covers the 1970s only, because rdiable
ddidics ae not avaldble for the previoudy. Recdl that ‘domedtic investment was
edimaed as totd invesmet in the curent year, minus foragn invesment in the
previous year.

These cdculated dadticities do not in themsdves indicate direction of causdity,
though caudity follows formdly from our assumption that foragn direct invesment is
exogenous and domedtic investment endogenous.  There are strong reasons to believe that
foreign investment crowds out or crowds in domedtic invesment and not the reverse
Frd, the cog of cgpitd in the Lain American countries was higher over most of the
thirty-year period than in the developed countries, especidly in the 1980s and 1990s, in
some years due to redrictive mongtary policies. While in principle domestic agents could
borrow in developed country money markets once capita accounts were liberdised, in
practice there were formidable barriers and high risk premiums  Second, foreign firms
typicaly enjoyed competitive advantages over nationd firms through brand recognition
and scde-economies in marketing.  Mexico represented an example of the second effect
in the 1990s when foreign firms took over large shares of consumer markets (ECLAC
2000).

Tumning to the datidics in Table 3, the most common outcome is a norrSgnificant
dadicity (34 out of 52, or 65 percent). The eighteen datidticdly sgnificant dadticities
show grong evidence that foreign investment crowds out domedtic investment, for ten are

1 This refers to the average when non-significant values are treated as zero.
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negative.  This result supports the conduson of Agosn and Mayer (2000) that crowding-
out was a subgtantid phenomenon during the last three decades of the twentieth century
(their data end in 1997).2* For dl years, 1970-1997, seven countries show sgnificant
crowding-out coefficdents, while for only two is there dgnificant crowding-in. We ae
less interesded in the datidics for al years, because, agan, our hypothess is tha the
internd-externa  interaction, of invesment in this case, vaies over countries, and for
countries over time. The dadticities by country and period support this view. Agan, the
vaigly of outcomes is shown grgphicdly for three mgor countries in Figures 46. For
Brazil the rdationship is nondgnificant ovedl, and negaive for Colombia  For
Mexico, shown in Fgure 6, the time pattern for exports and norn-exports is repeated for
foregn invesment.  During 1970-1981, the rdationship is drongly podtive, non
sgnificant in the 1980s, then negetive in the 1990s'* Ingpection of Table 3 shows that
severd other countries made a shift from posgtive to negetive interaction.

Externd Effectsin a Harrod-Domar Growth Modd

In the two previous sections, it was shown that there is consderable variation in
the interaction of extend and internd varidbles with regard to exports and investment.
In this section, we invedigate the impact of that variaion on the growth of GDP, by use
of amodified Harrod-Domar modd.®> As before, if the growth rate of export vdue is yx

and non-export vaue ynx, by definition,

EIRVER A ks Y K

2 Note that these eadticities are between shares not (for example) dollar for dollar. This
accounts for the rather high numbers for some countriesin some periods.

13 Agosn and Mayer goply their modd across dl Lain American countries, and find that
crowding out dominates in the long run (as specified in their modd).

4 For a detaled discusson of Mexico, see Weeks and Dagdeviren (2000). See dso Ibara
(1995), who argues that the ‘credibility’ of government trade reforms affected investment inflows
to Mexico. De Médlo dso comes to a ‘crowding-out’ conclusion about FDI in Mexico: ‘In the
cae of Mexico, the postive rend in FDI may be offseting the negative trend in capitd
formation’ (De Mdlo 1999, p. 148).
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We assume, as above, that export growth is exogenoudy given, and the raio of
vaue added to gross output for exports is congant. Therefore, the rate of growth of
export vaue added equasthe rate of growth of exports ().

@ =X

The growth rate of nonexport GDP is determined by the growth of effective
demand. The two dements that determine the demand for the non-export sector are
interna  demand, gpproximated by aggregate investment, and the demand generated by
the export sector.'® Thus if (1Y) =i, then

B8y = [id "™

This differs from expresson (1), above, in thet it uses export growth ingead of the
growth rate of export vaue added. Following the previous discusson, the coefficient b2
incorporates two components, as discussed above.  Firg, there is a demand effect by
incomes generated in the export sector that are spent on non-export products, and the
direct demand for intermediate products. This is dways podtive. Second, the growth of
exports may shift resources out of the non-export sector and wipe out domestic input
uppliers The combination of these effects is the overdl dadiicity of non-export output
with respect to export output, discussed above.  This dadticity, Expt;, is assumed to be a
dructurd parameter for each decade and country. Invesment itsdf is assumed to
conform to a mechaniam in which any peiod's actud invesment rate reflects a partid
adjusment to adedred rate. If the desred rate of invesment isi*,

@) k=iealifeal sifj =1, k=i

Desred invesment is assumed to be import condrained and affected by the mix
between lays by foreign and domedic invesors. Whether the laiter influence is pogtive
(crowding-in) or negative (crowding-out) is treated as an empirica question. Whether
the one or the other is dominant depends on the dructure of the economy and policies
towards foreign invesment, as discussed above.

15 Thisis smilar to the modd used in Weeks (2000).
18 Theinclusion of export growth follows Kaldor’' s concept of the ‘ super-muitiplier’ (Kaldor 1979).
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If Efdy is the dadlicity of the share of foreign investment in GDP to the share for
domedtic investors (trested as a Structurd parameter by decade and country), and m isthe
growth rate of imports, one can write,

B0)  i* = {[m]*Efdi]®%}

Import growth is assumed to be proportiond to export growth in the long run.

m = [%]¢

Subdituting, collecting terms, and expressng the rexult in  logaithms, one
obtains,

(4 Iny] =8y +aginfi.] «aginix..g + agn{Efci] + adn[Expt]

The equation is edimaed over three decades, with the data being averages by
decade. Since the 1980s was a decade of severe demand compresson that lowered
growth rates in the region for any level of invesment or export growth, a dummy varigble
is introduced for this sub period. Coefficients g and @ are predicted to be pogtive. If
crowding out predominates, as Table 2 suggests, and the bendfits of a unit of foregn
invesment do (do not) out-weigh the benefits of a unit of domedic invetment, then ag
will be podtive or non-dgnificant (negative).  The same holds for coefficent ag, with
respect to exports and nonrexports.  The complete form taken by the estimating equation
isasfollows.

(5) INy] = 8y +aqInfi-1] +alnx ¢ + adnEfdi] + aln[Expty + agd80s+ e

The datidicd results ae presented in Table 4. The predicted coefficients
vaigbles of the modd are dgnificant a .10 probability or less and of the expected sgn.
The codfficent on the invesment varidble indicates that the adjusment to the desred
levd is dmogt complete for the modd’s lag dructure (the adjustment coefficient is .975).
Export growth is highly corrdated with the GDP growth rate, and its coefficient implies
that a ten percent increese in export growth (say, from five to 5.5 percent) increases
overdl growth by dightly less than two percent. These results were expected, and the
point of the growth modd is to assess the impact of possble complementarities or trade-
offs between extend and intend vaidbles Both of the dedidties ae datidicdly
dgnificant and podtive.  They indicate that, for any levd of investment and rate of export
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growth, crowding-in and the transmisson of export dynamism to non-exports raises the
overd| growth rate.

Postive and dgnificat  coefficients for the dadicities are not an obvious
outcome.  Indeed, it contradicts the smple outward-orientation story. With regard to
exports, that gory places emphass upon export growth as such. A postive coefficient
for inter-sectord transmisson indicaes tha the export growth rae is subject to
diminishing retuns with respect to the overdl growth rate. Exports in red terms cannot
grow without limit. As the rae of growth rises aggregete cgpedity utilisation limits the
extent to which the non-export sector can grow. The podtive coefficient on Expl
indicates there to be an optimd rate of export growth, given the structure of an economy,
in which the overdl growth rate is maximised.

The datidicd realts tdl a smila dory for foreign direct invesment. They
indicate that dimulating foragn invesment inflows will increese aggregate growth more,
by increesng totd invesment, if there is some degree of crowding-in. In other words,
the oft-liged advantages of foreign invesment are not suffident, in the Lain American
cax, to overcome the depressng effect of crowding-out on aggregete investment. To
indicate the rddive importance of the tranamisson of export dynamism and crowding-in,
the regresson modd can be used to smulate counterfactuds.  In Figure 7, we assume the
aggregate investment rate and the export growth rate to be equa to the Lain American
average for the thirty years (19.2 percent of GDP and 6.1 percent, respectively), and let
the two dadidities vary over their observed ranges for the three decades (see Téble 1).
For convenience, the intercept term is adjusted so that the two Smulations intersect when
both edadidties are zeo. The dmulaion lines indicate the gans in economic growth
derivative from pogtive interaction between internd and externd varidbles

Table 5 provides a more specific Smulaion, in which the Expi and Efdi
parameters for the 1970s are applied to the 1990s. The 1980s are excluded from the
gmulaion because of the criss nature of that decade The exedse dmulaes the
folowing countefectud: what would have been the rae of growth of the Latin
American countries in the 1990s, given the actud invesment rate and export growth, if
the eadticities of the 1970s had ill gpplied between exports and non-export GDP, and
between foreign and domedtic invesment? The fird row of the table gives the cross-
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country average growth rate for the 1970s when import subditution policies st the
framework for deveopment policy, and the 1990s, when ‘outward-orientation’ was the
agenda. In the subsequent rows are cdculaions of the difference in growth rates between
the two decades atributed to the different varigdles in the modd.!” The redionship
between exports and non-export GDP was .51 in the 1970s and .22 in the 1990s the
corresponding numbers for the interaction of foreign and domedic investment were .89
and -.17, respectivdly. We can note that the modd generates a very dight increase in
growth, .06 percentage points, as a result of the margin rise in the growth rate of exports,
and a dedline in growth of .12 percentage points due to the fdl in invetment. However,
because of a subgantid fal in the transmisson of export growth to the non-export sector,
the net effect of the dightly higher export peformance of the 1990s was to reduce the
ovedl rae of growth by .55 percentage points. Put another way, because of the decline
in the tranamisson of export dynamism, the same growth stimulus provided by export
growth of 7.5 percent in the 1970s would have required a growth rate of 10.7 percent in
the 1990s.

The aggregate invesment rate was lower in the 1990s then the 1970s, and the
model associated a amall, .14 percentage point decline in growth as a esult.  Because of
the <hift from cowding-in to crowding-out, the net fdl in growth associated with
invesment peformance was .26 pecentage points. This is the equivdent of a one
percentage point ‘discounting’ of the aggregete invesment rate;  that is an investment
rate of 21.2 percent of GDP would have been required in the 1990s to achieve the same
growth stimulus that the 20.2 percent rate achieved in the 1970s. In an important sense,
investment in Lain America was less dfident in tems of dimulaing growth in the
1990s than in the 1970s.

The modd implies that taken together the logt of export dynamism and the shift
from crowding-in to crowding-out reduced growth across Latin American countries by
three-quarters of a percentage point, forty percent of the difference in the growth raes
between the 1970s and 1990s. Overdl export and invesment performance in the 1990s
compared to the 1970s reduced growth by dightly more, by .81 percentage points (last

7 The investment rate during the 1970s was 20.2 percent of GDP, compared to 19.2 percent in the
1990s, while the rate of growth of exports rose from 7.5 to 7.8.



row of Table 4). These dmulaions have important policy implications, which ae
pursued in the concluding section.

Policy and Outward Orientetion

It has become an atide of fath tha ‘opening a country to internationd
trade and invesment flows will improve growth peformance!® Any change in a
trade or cgoitd account regime involves policy decisons to minimise the cos and
maximise the bendfits of the outcome sought, which in this case is an increese in
economic growth.  The conventiond wisdom holds that the growth outcome will
be optimised by the reduction of govenment regulations. This policy prescription
is goplied to dl countries with rare exceptions, and, by the naure of its generd
gpplication it is implied that dl countries should teke the same path to openness
There is little theoreticd judification for this generdised approach. For example,
Pritchett has demondrated that ‘openness has a vaidy of meanings each
meesured  differently, and the vaious messures ae not, in gened, corrdated
(Pritchett 1996).

This paper has trested the issue of openness and growth from an empiricd
persoective. We defined ‘export dynamiam’ as the transmisson of export growth
to the non-export economy, and viewed foreign investment in tems of whether it
crowds-in or crowds-out domedtic invesment. Using these concepts, the principd
results are the following:

1. among the Lain American ocountries and for individud countries over

time, there gopears great differences in the degree of export dynamism, and

whether crowding-in or crowding-out dominetes the capitd market;

18 See discussion by KozulWright and Rowthorn:
Economists have, by and large...suggested that a failure to attract FDI will mean losing out on the
potential benefits of globalization. Faith in these benefits has underpinned support for...liberalizing
investment. (KozulFWright & Rowthorn 1998, p. 74)
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2. gmulaion exerdses indicate that the impact on growth of the degree of
export dynamiam and the predominance of crowdingin or crowding-out is
condderable; and

3. these empiricd differences do not seem explaned by sze of country or

ample dructurd characterigics such as whether exports are dominated by

petroleum;

therefore, we conclude that the differences across countries and over time

are, to asubstantia degree, policy-driven.

Mo Lain American countries in the 1990s had subdantidly reduced
government regulations with respect to exporting and capitd flows  The outcomes
with regard to export dynamism and investment ‘crowding varied gredtly across
countries.  Indeed, for only one country (Bodlivia) did export dynamism improve in
the 1990s compared to the 1970s, and for the region on average there was a shift
toward crowding-out. An andyds of why this shift occurred is beyond the scope
of this paper, though it may have in pat resulted from the heavy debt burden
inflicting many of the countries of the region (Borensztein 1990).

The empirica rexults suggest that polides mater for dimulating growth,
and the deregulation path to openness was not approprigte for al countries  For
some countries of the region, the dructure of the economy and inditutions may
imply tha trade and cepitd account deregulaion would feclitate  export
dynamian axd complementarity beween domedic and foregn  invesments
However, it would gppear tha for a subdantid number of the countries this is not
the case and a range of polides consgent with multilaterd rules, could be used
to achieve a more growth-oriented outcome. The centrd issue is not whether
governments should foster openness, but whet policy best achieves does 0 given
the drcumgances of eech country. Equaing openness with a paticular policy to
achieve it (dereguldion) is to confuse indruments with outcomes. It would seem
gopropriate to look back a a literature on ‘openness, when citicd views could be



found, that Stressad costs as well as benefits™ The generd thrust of expert opinion
before the politicd hift tha brought on the Washington Consensus was tha
policies toward FDI and the export sector should be pat of a govenment's
gened devdopment drategy,”® raher than deivaive from dbdract, a priori
principles.

19 For example, Hymer (1976) and Hymer and Rowthorn (1970). In the same vein is the more recent article
g)g/ Kozul-Wright and Rowthorn (1998, pp. 87-89).

This approach istaken in Kosacoff and Ramos (1999), and Held and Szalachman (1998).
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Figurel

Foreign Direct Investment in 18 Latin American Countries,
Percentage of GDP, 1970-1999
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Figure 3

Mexico: Constant Price Exports
& Non-Export GDP, 1960-1999
(positive until 1980s, then negative)
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Venezuela: Constant Price Exports

& Non-Export GDP, 1973-1999
(negative entire period)
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Figure5

Brazil: FDI and 'Domestic' Fixed Investment as

Percentages of GDP, 1970-1997
(non-significant)
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Colombia: FDI and 'Domestic' Fixed Investment as
Percentages of GDP, 1970-1997
(negative overal)
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Figure 7

Mexico: FDI and 'Domestic’ Fixed Investment as

Percentages of GDP, 1970-1997
(positive until 1980s, then negative)
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Simulated Growth Rates over the Cdculated Range of
Eladticities between FDI & DF, and Exports & Non-
export GDP, Latin America, 1970-1997
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Table2: Elasticity of Non-export GDP with Regard to Exports,

Countries
Argentina
Bolivia*
Brazil
Chile
Cdombia
CostaRica
Dom Rep
Ecuador

B Sdvedor
Guaemaa
Honduras
Mexico
Nicaragua
Panama
Paraguay
Peru
Uruguay
Venezeula
Average (nsgn =0)

pos'neg/nsgr
*1970-1999

1960-199

All yeary 1960-81 1981-90  1990-99
39 .56 -.21 39
NN -181 -.09 3
.69 87 49 .58
A4Q .25 .54 .65
T 121 3] 45
.39 .59 .29 -.24
43 115 45 ngn
.59 57 13 40
.69 101 nson 24
9] 74 .34 A2
94 51 179 .32
41 102 nson -.12
21 71 -.44 ngn

not applicable
.61 .93 Nis nn
8] .80 -.69 nson
24 31 3] 44
nson - 12 nson nson
49 51 2q 22
15/0/2 15/2/d 10/4/3 10/2/5




Table 3: Elasticities between Foreign Direct Investment and

Domestic Fixed Investment (Estimated), Latin America, 1970-1997

Argentina
Balivia

Brezil

Chile

Colombia
CogtaRica

Dom Rep
Ecuador

El Salvador
Guatemda
Honduras
Mexico
Nicaragua
Panama
Paraguay

Peru

Uruguay
Venezuda
Average (nsgn=0)
(excluding Venez)

eladticities

pos/neg/nsgn

al

€ars
4.1
ng
nsgn
nsgn

nsgn
-4

3.7
nsgn
nsgn

-1.6
nsgn
ng
nsgn
nsgn

13

-2.(
-.33

2/6/8

19709
nsgn

nsgn|
nsgn
3.
1.7

1.7
6.1
nsgn
nsgn
87
nsgn

nsgn|
nsgn
nsgn|
nsgn

.89

3/3/14

19809 19909
nsgn nsgn
nsgn -6
nsgn nsgn
nsgn nsgn
-1.3 -1.3
nsgn nsgn
2.8 nsgn
nsgn -.§
nsgn nsgn
nsgn nsgn
nsgn nsgn
nsgn -1.1
nsgn g
nsgn 3.2
nsgn nsgn
nsgn 14
30 -1.
104 nsn
-.32 -14
(27
2/2/14 3/5/1d
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Teble4:
Regression Model for Latin American GDP Growth,
Data by Decades, 1970-1999

Variable Coeff't Sd. Error] T-stal  Signif
(Constant) 070 021 3259 002
LN[INVGDPZ] 025 012 1974 055
LN[XPTGRW] 188 050 3753 001
D80S -022 005 -4224 000
EFDI 001 001 1710 094
EXPT 021 009 2207 033
R(ad)) = 583 F=14675 ©@.000
DF =44

Implied reaction coefficient for DFl =.975
Notes;

LN[GDI/GDPFjisthe natural log of estimated domestic investment in GDP,
lagged two years
LNXPTGRW isthe natural log of real export growth,
D80Sisa dummy vairable for the 1980s
EFDI isthe calcul ated elasticity between FDI and GDI
EXPTisthe calculated elasticity between exports and non-export
GDP
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Table5

Decomposing Differencein Growth Rates for Latin America,

1970s and 1990s
Growth rates;

Actual
Change
Difference due to:
1. Export growth
2. Xpt/Nxpt eadticity
net expt effect
3. Investment/GDP
4. Fdi/Dfi dadticity
net I/Y effect
Totd:

19703
534

1990
349
-1.84

.06
-.61
-.55
-12
-.14

-.26)

-.81]




