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Foreword

The socially costly process of structural adjustment undergone by most developing countries
in the decade since the "debt crisis" has been accompanied by dramatic changes in the nature of
international capital flows. Resource transfers towards the public sector have been replaced by
capital inflows to the private sector; aid has shifted away from development projects towards
humanitarian relief; and private investment has moved away from bank credit towards risk
capital.

This changing scenario of international financial markets offer new opportunities and pose
fresh problems for LDCs which necessarily condition their economic development strategies. On
the one hand, employment and wage policies in particular are now constrained both by the need
to maintain international trade competitiveness and by the need to attract foreign investment. On
the other, access to world capital markets appears to offer a new opportunity to raise productive
investment rates in order to support modernization and sustainable growth.

This study sets out to establish the relationship between foreign investment and employment
by looking at the direct impact of different types of capital flows (foreign direct investment,
commercial bank loans, portfolio asset acquisition and official development assistance) on levels
of capital formation in the public and private sectors of the host economy.

This relationship is complicated by the interaction between the public and private sectors, and
by the impact of structural adjustment policies and exogenous capital inflows on the level of
macroeconomic activity. The study explores these "second order” effects in some detail, and

shows the composition of capital inflows to be as significant as the level of resource transfer
itself.

The study argues that private investment is the main source of sustainable employment in the
host economy, and with appropriate institutional support, of the level of labour skills as well. In
view of the productivity growth associated with new investment projects, it is likely therefore,
that the direct contribution of foreign investment to employment will be relatively small;
although the indirect contribution may be substantial due to the growth of domestic income and
the release of external or other policy constraints.

Further, the study suggests that in poor countries the external finance of public investment in
infrastructure and labour skills (by official development assistance or commercial borrowing)
has a critical role. Underinvestment due to capital market constraints or misguided stabilization
policies can result in a level of private investment and employment growth which is lower than
could be attained by a more balanced and sustained strategy.

The study presents an analytical framework developed from the standard macroeconomic
policy model which introduces sectoral employment, heterogeneous capital inflows and their
inter-relationships. Careful exploration of this framework reveals not only that aid and
government borrowing can contribute positively to employment generation, but that the response
of private investment (and thus permanent jobs in the modern sector) to capital inflows depends
critically on both the form of the inflow and the macroeconomic policy regime in place.

This framework is then reduced to a form that can be tested rigorously on time-series data, and
applied to two case studies - Republic of Korea and Mexico. The results of these two case studies
confirm the validity of this new analytical approach, while revealing that major differences
between the behaviour of the public and private sector in the two countries mean that the
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effective "use" made of foreign capital to increase domestic investment and employment is much
greater in Republic of Korea than in Mexico.

Finally, policy implications are derived from the study which suggest the criteria which
should be applied to the design of a strategy towards foreign investment consistent with the
generation of higher yet sustainable employment levels in developing countries.

This study was initiated and supervised by Rolph van der Hoeven as part of the programme
of the Employment and Labour Market Policies Branch. Comments by Peter Richards are
gratefully acknowledged.

Gek-Boo Ng,
Chief,
Employment and Labour Market Policies Branch,
Employment and Training Department.
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1. Introduction

The politically difficult and socially costly process of structural adjustment undergone by most
LDCs during the past decade has been accompanied by dramatic changes in the nature of
international capital flows. Resource transfers towards the public sector have been replaced by
capital inflows to the private sector; aid has shifted away from development projects towards
humanitarian relief; and private investment has moved away from bank credit towards risk
capital. This changing scenario of international capital markets poses new problems for LDCs
and necessarily conditions their economic development strategies.

Standard theory would suggest that the shift in relative factor prices brought about by
structural adjustment policies would both generate greater employment from the existing capital
stock (a “substitution effect”) in the short term and attract further foreign investment which
would generate greater output and employment (a “growth effect”) in the medium term. Indeed,
many international institutions and developing country governments seem to have placed their
faith in foreign investment as the solution to the problem of sustainable growth and economic
modernization. However, in many countries public sector employment has been reduced and the
slow recovery of private investment has created few new jobs in the modern private sector
despite the decline in real wages. Meanwhile the informal sector still appears to act as an
“employer of last resort” causing concern as to the distributive consequences of the process of
economic globalization — and by extension the sustainability of structural adjustment policies
themselves.

Moreover, the marked heterogeneity in capital flows means that the different forms of foreign
finance are not substitutes; while a clear segmentation of labour markets in LDCs between public
and private employment, and between formal and informal sectors, persists. These structural
characteristics of international capital markets and domestic labour markets are clear in the
empirical literature, but are not reflected in analytical models of structural adjustment.

Changing employment levels, labour skills and wage rates are clearly a central consequence
of the investment process — which in turn determines both the economic success of the
adjustment programme itself and the social consequences thereof. However, rigorous work on
the relevant linkages is still at a comparatively early stage. Little appears to have been written
on the economic relationship between recent changes in international capital flows and labour
conditions in LDCs. The present study is thus a first attempt to define the main analytical
elements involved and to indicate the orders of magnitude to be expected. We take as a central
theme the link between external capital flows and the expenditure response of the public and
private sectors which in turn determine employment and human capital formation. We hope that
the model set out and tested here will contribute to further quantitative research on the subject.

The study is composed of four elements. First, the changing nature of international capital
flows and their contribution to resource mobilization in developing countries is outlined in
Chapter 2, with particular reference to the process of capital accumulation. Second, the impact
of these capital flows is examined in the context of structural adjustment in Chapter 3, in order
to establish the expected impact of different kinds of capital inflow on labour. Third, a formal
model is presented in Chapter 4, constructed on the basis of the conclusions of the previous two
chapters. This model allows the direct and indirect impact of capital flows on employment to be
identified under different macroeconomic policy regimes. Fourth, careful econometric tests are
carried out in Chapter 5 which allow the model to be calibrated for Republic of Korea and
Mexico. This process reveals critical differences in public and private sector behaviour in the two
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economies which determine the distinct impact of capital flows on employment. Finally, some
preliminary policy conclusions are derived from the findings of the study as a whole in Chapter 6.



2. International capital flows and investment
in developing countries

2.1 The changing nature of capital flows

Recent years have witnessed major changes in the composition of international capital flows
to developing countries, as Table 2.1 indicates. These changes include: (i) the relatively slow
increase of official development assistance and a shift away from project aid towards programme
assistance through the emergence of Structural Adjustment Loans (SALSs) and humanitarian aid;
(ii) the marked decline of commercial bank lending to public sectors and its replacement by
portfolio flows with a new regional distribution, conditionality and liquidity; and (iii) the sharp
rise and the increasing importance of direct foreign investment (FDI) with a greater concentration
on few countries and new sectors.

Several events in the global economy during the 1980s contributed to the these changes in the
composition of external capital flows. Firstly, the serious damage to the balance sheets of major
international banks following the Mexican default of 1982 revealed their incapacity to assess and
monitor loans to LDC governments adequately. The protracted attempts to write off these debts
with the participation of OECD government support and the negotiating skills of the international
financial institutions (IFIs) over the past fifteen years have not yet solved this problem.
Commercial banks subsequently withdrew from the market for loans to LDC governments as
indeed they were withdrawing from long-term credit provision within OECD capital markets too
as these became securitised. Only in the 1990s did banks and bondholders return to the
developing countries, although now in a relatively minor role in market-based flows, which are
now dominated by direct foreign investment and equity portfolio purchases — as investors moved
towards direct management control or stock market liquidity as means of coping with sovereign
risk.

Second, while the debt overhang significantly reduced the ability of developing countries to
attract new loans, capital markets in the industrial countries suffered falling saving rates,
persistent fiscal deficits and the deregulation of banking operations - all of which made most
LDCs relatively unattractive creditors. The increasing outflow of funds from non-bank
institutions such as pension funds and insurance companies moved towards a few developing
countries with dynamic stock markets. These “emerging markets” appear to be those with
rapidly growing industry and radical privatization programmes.

Thirdly, the LDC debt problem was aggravated by the chronic commodity crisis. The collapse
in commodity prices during the 1980s continued into the 1990s dramatically affected the export
earnings — and thus debt service capacity as well as growth potential — of most developing
countries. The inability of international commodity agreements to stabilise prices, together with
the residual debt problem severely affected the macroeconomic performance of many developing
countries and led to fundamental changes in the composition of official development assistance.
Non-market flows from governments, multilateral institutions and non-governmental
organizations (NGOs) stagnated after the mid-1980s: a significant decline in official development
finance to middle-income countries was balanced by a moderate rise in multilateral lending and
NGO grants. Despite this effort, non-market flows, upon which the low-income developing
countries rely, had fallen to 43 per cent of total capital flows to the developing countries by the
mid-1990s.



Fourthly, fiscal problems in the industrial countries and consequent downward pressure on
aid budgets coincided with the end of the Cold War which created new groups of countries
asking for foreign assistance. Although success of post-socialist reforms in stimulating the
economies of the new republics was expected to not only release aid but also initiate economic
growth which would benefit both developing countries (Stevens and Kennan: 1992), this virtuous
circle has been slow to establish itself. Indeed, elsewhere post-Cold War political instability has
led to a dramatic increase in the number of refugees forced to spend long periods in exile,
requiring aid flows to sustain both them and the host community; this has caused a further shift
of aid away from investment towards consumption.

Table 2.1 Total net capital flows to developing countries, 1980-94 (USSbillions) (at current prices)

1980 1986 1990 1994
Official Development Assistance 26.1 38.5 52.8 59.7
of which: bilateral ODA 16.9 29.8 393 413
multilateral ODA 9.2 8.7 13.5 18.4
Other official development finance 5.0 11.0 21.6 13.7
Grants from NGOs 24 33 5.1 5.7
Total non-market flows 335 52.8 79.5 79.1
Direct foreign investment 10.1 10.7 264 47.0
International bank lending ' . 18.3 7.0 15.0 21.0
Bond lending 12.0 -4.0 0.9 15.0
Other portfolio flows - 83 44 21.7
Total market flows 404 22.0 46.7 104.7
Total net resource flows (at 1993 prices and 73.9 74.8 126.2 183.8
exchange rates)
Total net resource flows 121.2 110.5 135.3 176.4
of which: non-market flows 54.9 78.0 85.2 75.9
market flows 66.3 42.5 50.1 100.5

Source: calculated from OECD (1996).

2.2 The segmentation of capital flows

The overall OECD-DAC aid effort remained stable during the 1970s and the 1980s at just
below 0.35 per cent of GNP; well below the UN target for aid from each donor country of 0.7
per cent. By the mid-1990s this had fallen below 0.30 per cent. Aid flows from non-government
organizations (NGOs) are also growing: in 1994, NGOs gave aid of about 5 billion dollars in
grants to developing countries, equivalent to 7 per cent of non-market resource flows.

Project aid was the main type of foreign assistance until the 1970s. Project aid is susceptible
to a strict control over the resources released and thus facilitates accountability; it has a greater
degree of specificity as compared to programme-assistance; it allows for the specification of the
commitments and obligations of both donor and recipient; and finally, project assistance can be
evaluated by means of sophisticated project appraisal techniques. Public investment in many
LDCs is directly linked to the flow of project aid.
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Programme assistance dominated aid in the 1980s, particularly World Bank Structural
Adjustment Loans (SALs). The shift of aid from project to programme assistance was intended
to enable recipient countries to adjust their economies instead of restricting aggregate demand
to close the balance of payments gap. The economic policy changes would involve tax reforms,
public spending control, trade liberalization, public enterprise and institutional reforms. It is
possible for the IFIs to characterize the majority of the SALs as successful in terms of their own
objectives, since they managed to strengthen the balance of payments in recipient countries,
improve exports and help trade liberalization. Exchange rates were also strongly affected, for
most programmes were associated with substantial currency depreciations which were sustained
in real terms. However, inflation proved difficult to contain except by stringent demand
repression, so the impact on economic growth was rather weak, making fiscal and monetary
policies unsustainable (Khan and Knight, 1985; Goldstein, 1986; and Killick, 1984).

Two lines of criticism have emerged from within the “aid community”. On the one hand in
practice these programmes, while derived from objectives which were widely recognized as
-desirable, frequently become over-complex and impossible to implement in practice (Mosley et
al., 1991), and were criticised because they depressed not only public investment but also private
capital formation (Servan and Solimano, 1993). On the other hand, the impact of SALs on social
welfare is highly controversial, because they often resulted in a deterioration in health and
education standards in recipient countries, especially in sub-Saharan Africa (e.g. Ghana) and
Latin America (Cornia et al., 1988; and Stewart, 1992) despite attempts to construct
compensatory “safety nets” for vulnerable social groups.

Above all, the employment losses and real wage declines commonly associated with structural
adjustment were not compensated by a reallocation of the stagnant real value of ODA towards
agriculture, industry or other production sectors (see Table 2.2) even though for the least
developed economies (LLDCs) in Asia and Africa this had become virtually their only source
of external resource receipts. Indeed, although the share of ODA allocated to Sub-Saharan Africa
rose from 30 per cent to 37 per cent (a region where in 1993 aid accounted for 16 per cent of
GNP) between 1983-84 and 1993-94, the proportion going to LLDCs worldwide actually fell
from 27 per cent to 24 per cent (OECD, 1996).
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Table 2.2 Composition of Official Development Assistance, 1975-94 (percentage of total ODA)

by purpose: 1975-76 1992-93
Social and administrative infrastructure 20 27
Economic infrastructure 10 28
Agriculture 8 9
Industry and other production 14 6
Food aid 13 2
Programme assistance and other 35 28
Total 100 100

by modality: 1980 1991 1994
Technical cooperation 28 30 31
Food aid and emergency relief 6 10 13
Debt forgiveness 7 15 8
Bilateral (project) loans 24 16 I5
Other modalities 35 29 33
Total 100 100 100

by region: 1983-84 1993-94
sub-Saharan Africa 30 37
South and Central Asia 20 15
Other Asia and Oceania 17 11
Middle East and North Africa 20 23
Latin America and the Caribbean 13 14
Total 100 100

Source: OECD (1996).

Market-based capital flows to developing countries were already growing rapidly during the
1970s, due mainly to expanding bank lending to governments as foreign direct investment (FDI)
actually decreased somewhat in this period. In the 1980s the debt crisis affected bank lending
and portfolio flows radically, although FDI remained fairly steady. In sharp contrast, all types
of market flows accelerated to reach record levels in the 1990s. However, FDI represents only
one third of net capital flows to developing countries in the 1990s, much the same as in the
previous two decades, as Table 2.3 indicates. Portfolio flows have revived again to take the place
previously occupied by banks and aid agencies, shifting from a net outflow in 1977-82 (mainly
due to capital flight) to a third of all net inflows by 1990-94,

However, the regional distribution has been uneven with the flow of capital towards Asia
being not only higher but less volatile over time than that towards Latin America - mainly
because Asia received a greater proportion of FDI, which is more stable, and Latin America a
larger share of portfolio flows which are more volatile. It is also worth noting that Latin America
suffered a substantial net outflow during the 1983-89 period due to debt service obligations and
capital flight. The other developing countries (predominantly Africa) have not benefited to the
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same extent from the boom in outward investment from OECD countries and once its own
capital flight is taken into account does not appear from the IMF estimates to have received net
more than US$1 bn a year during the whole period 1977-95.

Table 2.3 Private capital flows by main region, 1977-95 (annual average in USS billions)

1977-82 1983-89 1990-95

All developing countries:

Net foreign direct investment 11.2 13.3 434

Net portfolio investment -10.5 6.5 46.5

Other private and official 29.8 -11.0 51.2

Total net capital flows 30.5 16.7 141.1
Asia:

Net foreign direct investment 2.7 5.2 275

Net portfolio investment 0.6 14 11.7

Other private and official 12.5 10.1 20.5

Total net capital flows _ 15.8 16.7 60.1
Latin America and the Caribbean:

Net foreign direct investment 53 44 13.2

Net portfolio investment 1.6 -1.2 209

Other private and official 19.4 -19.8 10.4

Total net capital flows 26.3 -16.6 44.5

Source: Calculated from data in IMF: International Capital Markets (various years).

The major part of FDI flows goes to Latin America and Asia: together they absorbed more
than three-quarters of the total FDI flow to developing countries in the 1970s and 1980s, and
some 8 per cent in the first half of the 1990s. This form of capital flow - which has the most
direct effect on technology transfer and employment creation - is even more concentrated on
relatively few countries within these two regions. In fact, as Table 2.4 indicates, it is currently
focused on only ten countries (three in Latin America and seven in Asia) which accounted in
1993 for 79 per cent of the flow and 67 per cent of the accumulated stock of FDI in the
developing world. Moreover, Japan and the United States are the main sources of FDI,
accounting for about three-quarters of the total flow through the whole 1970-95 period. In fact
there seems to exist a “triad”™ pattern for FDI with US multinationals focusing on Latin
American markets, Japan on East Asia and the European Union members on Africa and Eastern
Europe (UNCTAD, 1996).

This regional allocation is determined by two factors: the rate of growth of local markets and
the local capability to act as an export platform; and the relative rates of return on investment and
low sovereign risk. Both these factors in turn depend upon the quality of economic infrastructure
and the skills of the labour force on the one hand, and the stability of the economic policy regime
on the other. The fact that the average rate of return on FDI from the USA for the period 1980-86
was 29 per cent in Asia compared to 12 per cent in Latin America (Claessens, 1993) may help
to explain the allocation between these two regions noted above.



Table 2.4 Geographical concentration of FDI, 1993 (USS billion)

Gross flow Net stock
AlILDCs 73.4 500.9
Ten largest hosts: 58.0 337.0
China 27.5 57.2
Singapore 6.8 50.8
Argentina 6.3 44.2
Malaysia 52 41.9
Mexico 4.9 40.4
Indonesia 2.0 26.9
Thailand 1.7 22.5
Hong Kong 1.7 21.7
Colombia 1.0 17.7
Taiwan 0.9 13.8

Source: UNCTAD (1996).

Portfolio flows (ie. purchases of securities on emerging capital markets) have become very
important for selected LDCs in recent years, although the country concentration is even more
concentrated than in the case of FDI (World Bank, 1993a). Three different elements are involved.
First, there is the sale of government securities on domestic markets, which often bear very high
real rates of inflation but clearly involve exchange rate risk. These instruments have become very
popular with nationals wishing to return flight capital while retaining liquidity, and with foreign
investors seeking high yields. Second, share issues associated with the privatization of state
owned enterprises, which have particularly attracted foreign companies interested in the sector
itself — often as potential suppliers, contractors or managers.

2.3 Capital flows, domestic resource mobilization and investment

It is a central contention of this study that sustainable employment generation requires high
rates of productive investment to provide both jobs and skills, while rising real wages depend
upon the increased productivity and eventual labour scarcity that are generated thereby. In
consequence, the potential contribution of foreign capital flows to improving labour conditions
will primarily be found in their contribution to productive investment.

‘Traditionally, external capital flows have been seen primarily as an addition to the resources
available to developing countries, the mobilization of which resources allows the domestic rate
of capital formation to rise and thus increase both output and employment. However, as Table
2.5 indicates, despite the globalization of capital markets and the absolute increase in net capital
flows discussed above, “external savings™ (ie. the current account deficit in the balance of
payments) have not in fact become significantly more important to developing countries as a
whole over the past two decades. As far as individual regions are concerned, the experience is
varied but this general conclusion still holds. Indeed in Africa, the most externally dependent
region, both external and internal savings have declined as a share of GDP. The declining rates
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of saving in Latin America and Africa are also a major source of concern, particularly when
contrasted with the rising saving rate in Asia.

~ Table 2.5 Resource mobilization in LDCs, 1973-93 (percentage of GDP)

1974-81 1982-89 1990-95

All developing countries:

Internal saving 26.6 22.7 257

External saving -0.7 1.8 1.7

Total resources 259 245 274
Africa:

Internal saving 290 17.6 17.4

External saving 29 4.8 33

Total resources 31.9 224 20.7
Asia:

Internal saving 26.5 27.2 314

External saving -0.8 0.9 0.8

Total resources 259 276 322
Latin America:

Internal saving 20.6 19.4 18.2

External saving 1.8 29 22

Total resources 254 223 204

Source: Calculated from data in IMF: World Economic Outlook (1995).

Although there is good reason to believe that FDI is stimulated by, and in turn stimulates
private investment in the host country (Dunning, 1988) the strength of this relationship varies by
region and is not necessarily true of other forms of private capital flows. Thus portfolio flows
towards equity issues and government bonds do not appear to lead directly to new fixed
investment in LDCs, but rather provide liquidity to large firms or reduce fiscal deficits. Moreover
new fixed capital formation seems to be the aim of most FDI in East Asia, while in Latin
Armerican countries it is often channelled towards the acquisition of existing corporate capacity.
In addition, there has been a worldwide shift of FDI flows from the manufacturing towards the
services sector, particularly the new capital intensive activities, such as telecommunications,
transportation, banking and public utilities (World Bank, 1993).

The fact that private capital flows are concentrated on particular markets is mainly due to
rapidly changing macroeconomic performance and new regulatory conditions in these countries
which made them attractive. These conditions include creditworthiness, low inflation, high real
interest rates and high dividend payout rates in the case of portfolio flows; and €xport promotion,
legislative incentives, good domestic infrastructure, country size, workforce skills and regional
market links in the case of FDI. In practice, this may mean that features that attract portfolio
flows to Latin America - such as high interest rates and overvalued exchange rates - are actually
dissuasive for both FDI and domestic fixed investment. The reverse appears to be true of Asia.
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Mosley, Harrigan and Toye (1991), Pfefferman and Madarassy (1992) and FitzGerald and
Sarmad (1990) all suggest — from quite different viewpoints — that overall private investment.
both in real terms and as a share of GDP, was significantly lower in the 1980s as compared to
the 1970s. Serven and Solimano (1992a), conclude that ... in many countries, macroeconomic
adjustment has not improved the response of private investment. Even when substantial progress
has been made in correcting imbalances and restoring profitability — often through drastic cuts
in real wages — the effect on private investment has been weak and slow to appear” (p. 96).

This relatively poor behaviour of private fixed capital formation in developing countries —
which appears to have been only partially reversed by the mid-1990s — is difficult to explain in
terms of conventional investment theories. Empirical studies of private investment determinants
in developing countries are usually based on theoretical models that were formulated for firms
in developed countries (Serven and Solimano, 1992b; Greene and Villanueva, 1991). Moreover,
evidence from country case studies indicates that policy regime stability, financial regulation and
growth expectations are key explanatory factors, though such influences are difficult to measure
in cross-country comparisons. Two recent econometric studies indicate, however, that external
capital flow variables are strongly significant as determinants of private investment in developing
countries (FitzGerald, Jansen and Vos, 1994; FitzGerald and Mavrotas, 1996) — both positively
as in the case of FDI and infrastructure aid, and negatively in the case of accumulated debt
burdens.

As Table 2.6 below indicates, the rate of investment (ie. gross fixed capital formation as a
share of GDP) has declined seriously in Africa over the past two decades, while in Asia it has
been steadily rising; in Latin America the rate of investment appears to have stagnated after the
debt crisis. This situation is serious enough. However, if we estimate an index of investment per
capita by multiplying these investment rates by the real GDP per head indices for each region,
a much more disturbing picture emerges: the index has almost doubled for Asia, but has fallen
by one half in Africa and by one third in Latin America. Broadly speaking, this index reflects the
capacity of the economy to replace the capital with which existing workers are employed, and
to provide more jobs for new entrants to the workforce. These trends would lead us to expect an
improving employment (and thus wage) situation in Asia and a deteriorating one in Latin
America and Africa, which is indeed the case as we shall see in the next chapter.

Table 2.6 Rates of gross fixed capital formation by region, 1973-95

1973-80 1981-87 » 1988-93

GFCF as % of GDP: |

All developing countries 25.9 24.5 274

Africa 31.9 224 20.7

Asia 25.7 28.1 322

Latin America 254 222 20.4
Index of real GFCF per capita:

All developing countries 100 114 135

Africa 100 68 52

Asia 100 147 190

Latin America 100 85 79

Source: As Table 2.5.




3. Evaluating the impact of international capital flows on labour

3.1 Structural adjustment and labour

Assessing the impact of different kinds of capital flows on labour in developing countries is
a difficult task. There is firstly little analytical literature or statistical data on the link between
capital flows and labour markets. Secondly, such linkages have been overshadowed in a number
of recipient countries by Structural Adjustment Lending and programme assistance since the
early 1980s. In particular, these programmes have been the condition for receiving Official
Development Assistance (ODA) or the renegotiation of the international commercial bank of
LDC governments through the good offices of the international financial institutions (IFIs).
These programmes are intended to stimulate private investment in general and foreign direct
investment (FDI) in particular, as well as to restore LDC access to global capital markets. In
consequence we must first consider the impact of structural adjustment programmes (SAPs) and
the associated structural adjustment lending (SALS) on the accumulation of physical and human
capital, before turning to the possible linkages between the labour market and capital inflows.

The assessment of the macroeconomic impact of structural adjustment in developing countries
1s approached in several ways in the published literature. The “before and after programme™ and
the “with and without programme” approaches are contrasted by Corbo and Rojas (1992) and
Summers and Pritchett (1993). Most evaluations aim at a comparison between what has
happened and what would have happened had the programme not been launched — that is, with
some counterfactual outcome which may be approximated in various ways. As the counterfactual
cannot be observed but depends on a simulation derived from behavioural assumptions the
results are necessarily hypothetical and thus controversial.

None the less, there does seem exist a widespread consensus to the effect that rural incomes
on average have improved in the Early-Intensive Adjustment Lending countries (EIALSs)
according to the available empirical evidence, accompanied by a deterioration of the economic
conditions for urban labour. This outcome has in effect been the explicit objective of standard
SAPs, in an attempt to correct of the “urban bias™ held to be responsible for both the stagnation
of tradeable primary production and the growth of a parasitic informal service sector in poor
countries. The median economy-wide compensation of employees as a share of GDP in EIAL
countries was the same in the late 1980s as it was in the 1970s, while in 13 out of 16 cases there
were no significant changes in the employee share during the adjustment years. There has also
been an increase in the average and median rates of growth of real rural incomes per capita in
most EIALs, with agricultural wages improving for about half these cases. In contrast, there is
evidence that in 7 out of 20 countries the share of the wage bill in manufacturing value added fell
during the programme years, while both average and median wages in the EIALs were lower in
the late 1980s than in the 1970s. In general, “... EIAL countries experienced a worsening in
labour's position in the 1985-87 period compared with 1970-80 and 1981-84 and compared with
the average experience of non-EIAL countries” (Maasland and van der Gaag, 1992, p. 42).

This major shift in labour remuneration under structural adjustment is also directly attributed
to shifts in the internal terms of trade in favour of agriculture rather than in capital inflows. None
the less, some authors (e.g. Mosley, 1991) point out that the “success” of EIALs may be due to
the amount of ODA they have received as a consequence of agreeing to adjust early under IMF
and World Bank guidance rather than to the benefits of the relative price adjustment as such.
Indeed, it does appear that EIALs did indeed receive more ODA than LDCs that did not adopt



12

SAPs until the late 1980s — although the direction of causality (ie. whether adjustment leads to
more aid or more aid leads to adjustment) remains open to dispute.

What'is clear, however, is that the overall improvement of employment and real wages
expected by the IFIs as a result of the SAPs has been very slow to appear. As for employment
(see Table 3.1 below), there has been a decrease in the unemployment rate in two thirds of the
EIALs during the 1985-87 period as compared to the period 1981-84 (Chile, Costa Rica, Ghana,
Jamaica, Republic of Korea and Mexico), but Bolivia, Colombia and Philippines were the
important exceptions.

Table 3.1 Unemployment rates in EIAL countries

EIALs 1970-80 1981-84 1985-87
Ghana 0 0.7 0.5
Jamaica 25.8 264 24.3
Philippines 4.2 5.7 7.2
Thailand . 0.9 2.5 n.a.
Republic of Korea 4.0 42 3.6
Bolivia 5.6 124 19.5
Chile 12.5 14.9 9.6
Colombia 8.9 10.4 124
Mexico 6.3 5.3 ' 4.9
Costa Rica 5.0 8.0 6.2

Source: Maasland and van der Gaag (1992).

A more detailed study of the Philippines shows that, the services sector was the only one that
did not experience a decline in unemployment in 1984-85 (UNICEF, 1988). Employment
growth fell from 11 per cent in 1982-83 to 2 per cent in 1983-84 and then to 1 per cent in 1984-
85. Rural areas were more severely affected where employment fell by 7 per cent in 1983-84 and
1 per cent in 1984-85. In urban areas the decrease in wage and salary employment was
counteracted by an increase in own-account workers and unpaid family workers: as a result, the
urban informal sector expanded by 30 per cent between 1980 and 1985. Moreover, there was a
severe decline of real earnings for all groups of workers in 1982-85 with average earnings of
urban wage and salaries falling 46 per cent and earnings of urban own account workers by 49 per
cent. It is significant that this employment and earnings loss in the Philippines was associated
with the decline of capital inflows in the wake of the debt crisis, but above all with the collapse
of private investment.

An ILO study (Sattar, 1989) of adjustment in Asia concludes that in general the explicit
policy-employment link within the framework of adjustment programmes is minimal or non-
existent in most Asian LDCs. Indeed the “disemployment” effect of SAPs in recipient countries
is considered may be intentional and not accidental because “... the economic policy package
directed towards growth, inflation control or balance of payments equilibrium ignores the
employment implications, resulting in more unemployment than necessary or less employment
than would be feasible with a different policy mix to achieve the same ends. The term therefore
refers to a situation with less than the optimal level of employment associated with a given
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policy” (Sattar, 1989, p.2). After careful econometric analysis of employment data for nine
Asian LDCs over the period 1977-86 the author concludes that for the less developed Asian
countries (India, Indonesia, Pakistan, Philippines, Sri Lanka and Thailand) fiscal and monetary
policies have had significant negative effects on employment. Only in the case of three Asian
NICs (Republic of Korea, Taiwan and Singapore) does there seem to be a significant link
between stabilization policies and employment. This is partly because in these latter countries
supportive labour market policies (particularly for skilled workers) facilitated rapid recovery; but
above all because private investment responded strongly to new export opportunities and ample
credit facilities.

A more recent study on Indonesia explores the impact of the structural adjustment programme
on the labour market, undertaken in the early 1980s after the collapse of the oil prices and
consequent macroeconomic deterioration. The study concludes that, “... there is no doubt that the
impact of the economic reform programme has been, on balance, employment-friendly. This 1s
not to deny that growth of employment would have been higher if interest rates had been lower
and if the net domestic impact of the government budget had been cut less. Nor can it be denied
that many problems have emerged, including unequal geographical incidence of benefits,
concentration of land ownership and premature mechanization. Nevertheless, the net impact of
the programme on the demand for labour has been positive” (Godfrey, 1993, p. 29). The above
conclusion seems to confirm the central argument of this chapter: that the overall impact on
labour will depend on the macroeconomic regime as it affects private investment and public
expenditure and thus employment. Real wage cuts as resulting from stabilization and adjustment
programmes do not lead to significantly increased employment.

For Latin America as a whole it has been estimated that about four million fewer jobs were
created in the 1980s than would have been created if pre-crisis growth trends had continued
(Stewart, 1992). In Brazil, there was an increase in open unemployment between 1981 and 1984
in six major urban areas because growth was reduced in order to generate a capital outflow (i.e.
current account surplus) to service the debt (Macedo, 1988). This problem affected most of Latin
America during the mid-1980s (as Table 2.3 clearly indicates) and had a widespread negative
impact on production and investment, with inevitable consequences for sustainable employment
and wages. A recent ILO study of the Chilean labour market, covering the period 1973-92,
distinguishes two main periods in the impact of economic reforms and stabilization policies on
the labour market. In the period 1973-85, the negative impact on employment was severe with
accelerating levels of open unemployment of long duration. This is mainly attributed to factors
such as the initial shock of stabilization in 1975, the reduction of public employment in 1973-80,
and the magnitude of the internal and external financial imbalances accumulated in 1975-81. In
the 1987-1992 period, the employment trend was finally reversed in the tradeable sector as
exports and investment gradually recovered, although wages still lagged behind the expansion
of per capita GDP due to productivity growth (Garcia, 1993).

In Costa Rica, unemployment rose from 6 to 10 per cent of the workforce between 1981 and
1983 because of stagnant employment opportunities and a greater supply of labour following the
implementation of a structural adjustment programme in 1982 (ILO, 1992). In 1984
unemployment started to decline, reaching 4 per cent in 1989, but the key feature of the labour
market in the 1980s was the dramatic shift of employment out of agriculture into industry and
trade - which is not the outcome expected in the standard SAP design. Furthermore, real wages
fell by 40 per cent over the period 1980-82 and only regained their pre-crisis purchasing power
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in the late 1980s. This wage recovery was not however due to private investment or capital
inflows but rather to the role of governmental income compensation programmes during the
1980s. Skills training was also apparently crucial in facilitating relatively rapid adjustment by
increasing the productivity and adaptability of the Costa Rican workforce.

A study of Mexico provides further evidence as to the impact of structural adjustment on the
labour market in Mexico between 1981 and 1991 (Garcia, 1992). Even though it was impossible
to distinguish the impact of exogenous shocks from those of domestic adjustment policies, in
combination they provoked a negative effect on the Mexican labour market, particularly in the
two years after the debt crisis of 1982. During 1985-87 the contractionary tendencies continued,
and only after 1988 was there a substantial recovery of employment and wage indicators. This
seems to suggest two central conclusions. First, the negative impact on the labour market was
provoked by the fiscal and external sector adjustments in 1982-84 — as the main economic
reforms in Mexico were undertaken between 1985 and 1989, it is not possible to attribute the
impact to them. Second, following the “heterodox™ adjustment programme (which involved
negotiated agreements between government, employers and trades unions) a net positive effect
on labour markets was registered from 1988 onwards, which allowed employment and wages to
recover to some extent, but mainly because investment, exports and output recovered.

Turning to Sub-Saharan Africa, the ILO-JASPA African Employment Report (1990)
documents the impact of SALs in the labour market during the period 1986-90 when thirty-six
African LDCs entered SAPs designed by the World Bank. The total amount of SAL resources
rose from an annual average of USS$2 billion a year in the first half of the 1980s to US$4 billion
in 1990. Table 3.2 summarises unemployment the region during this period: the urban
unemployment rate ranges between 15 and 20 per cent, compared to about 10 per cent in the mid-
1970s. In absolute terms, there were approximately 9 million urban unemployed in Sub-Saharan
Africa by the end of the 1980s according the ILO. More seriously, the unemployed population
is still growing at 10 per cent a year in the 1990s, a much higher rate than the estimates 6 per cent
a year during the 1970s: urban unemployment is thus expected to triple during the 1990s, rising
from 9 to 28 million people, equivalent to an increase from 18 to 31 per cent in the urban
unemployment rate. This emergence of a large labour surplus is undoubtedly due to low rates
of aggregate investment and output growth (and thus labour demand) rather than wage levels or
labour market “stickiness” - that the reverse might be the case is not proposed by any serious
observer.

Out of 28 Sub-Saharan African countries for which recent data are available, only one
reported a modest increase in real wages during the 1980s. The other 27 countries experienced
considerable losses. On average, real wages declined by 30 per cent between 1980 and 1986 and
in some countries the average wage rate dropped by 10 per cent or more every year since 1980.
Real minimum wages fell by 20 per cent over the same period for the same sample of 29
countries. It is notable that the dramatic fall in real wages occurred during the first half of the
1980s (that was the case mainly in Sierra Leone, Kenya, Tanzania and Togo). According to the
ILO Report the economic crisis of the 1980s in Sub-Saharan Africa “... had indeed a devastating
impact on the labour market situation. The major characteristics of the Africa labour market
during the 1980s included increased urban female labour force participation, stagnating wage
employment, steep wage erosion, dramatic compressions in the wage structure, widespread
moonlighting, mounting youth unemployment, and the rising dependence on the informal and
agricultural labour sponges” (ILO, African Employment Report, 1990, p.53).



Table 3.2 Urban unemployment rates in selected sub-Saharan African countries

Country Year Open unemployment rate (%)
Tanzania 1984 21.6
Kenya 1986 ' 16.0
Nigeria 1985 9.7
Zambia 1986 10.0
Ethiopia 1981 23.0
Somalia 1982 223
Ivory Coast 1985 20.0
Senegal 1985 17.3
Botswana 1985 31.2
Zimbabwe 1987 18.3
Sierra Leone 1988 14.8

Source: ILO/JASPA: African Employment Report, 1990.

3.2 Structural adjustment and the formation of capital

Structural Adjustment Programmes (SAPs) are intended to restore business confidence and
provide further financial resources for firms, leading to increased private investment and FDI.
The inevitable fall in employment and wages as aggregate demand and public expenditure are
cut under the stabilization programmes is supposed to be compensated by sustainable labour
demand from tradeable production. Structural adjustment had a negative impact on private
investment in a substantial number of countries with structural adjustment experience. Both
World Bank studies and critics of adjustment lending come to the same conclusion concerning
private investment trends in developing countries since the early 1980s. Moreover, some
countries may not even have been able to replace depreciating capital because of the severity of
the investment decrease. For instance, Africa was estimated to need a minimum investment at
13 per cent of GDP to replace depreciated capital. In 1987, the investment rates of 7 sub-Saharan
Africa countries were below that level. In Latin America, the corresponding investment rate was
estimated at 14 per cent: in 1987, three countries were still below that level (Serven and
Solimano, 1992b).

The aim of Structural Adjustment Loans (SALSs) is the economic rehabilitation of the recipient
countries. This would normally involve significant private investment in traded goods and
services, stimulated by increased profitability arising from real devaluation, flexible labour
markets and financial liberalization. In spite of these reforms, private investment rates show little
sign of trend recovery in Latin America and Africa - as we have seen in Chapter 2 — where they
have been applied with most enthusiasm; and thus the export and employment targets of the
SAPs have not been achieved even if inflation is reduced and growth recovered. Indeed, the
World Bank itself concluded that “... adjustment programmes appear to have led to a drop in the
investment share in GDP (...) the hope for recovery of investment to sustain future growth did
not occur in most EIAL countries” (World Bank, 1990, p. 21). The record (see Table 2.6) of
steadily rising investment rates in Asia reflects a much more cautious and unorthodox style of
macroeconomic management.
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Much of the problem appears to have arisen because, on the one hand, large firms were
disconcerted by unstable macroeconomic policies and high real interest rates, while small firms
and household could not expand because of severe credit restrictions — all of which were intrinsic
characteristics of the design of SAPs. In order to ensure a realistic private employment target it
would have been necessary to abandon the standard assumption of a homogeneous private sector
in developing countries responding positively to reduced fiscal deficits and import liberalization.
and replace it with a set of differentiated policies based on the actual behaviour of private
investors — households, small-scale enterprises, domestic companies and multinational
corporations (FitzGerald, 1992 and 1993).

As we have seen in Chapter 2, despite the shift towards private capital flows, official
development assistance (ODA) is still crucial to many poor economies. Project aid has
traditionally provided immediate employment on a considerable scale — often in remote areas and
to relatively unskilled labour — in the construction of infrastructure projects. These projects, in
turn, have provided longer-term employment opportunities either by generating private
investment in productive activities or by improving human resources. Although the shift away
from capital aid towards humanitarian assistance and food aid tends to sustain consumption
rather than investment; employment may still be created in make-work schemes and in support
activities such as storage and transport financed from counterpart funds. Moreover, commodity
aid can support real wage levels by the provision of wage-goods in situations of acute shortage.

The decline in international commercial bank credit to LDC governments in the wake of the
debt crisis has clearly also had serious budgetary effects, particularly on the level of public
investment and by extension on employment and wages. In a number of cases, these governments
have recently returned to global capital markets thus loosening the budgetary constraint on public
expenditure; thereby permitting more public sector employment in social services and
infrastructure and lifting the foreign exchange constraint on domestic demand. In this way
aggregate output and thus employment rise again, although renewed debt accumulation still
contains serious dangers. The net impact of such borrowing depends upon whether aggregate
output is constrained by balance of payments problems or the need to reduce the fiscal deficit
(Bacha, 1990). The process of trade liberalization and real devaluation on the one hand and of
monetary stabilization on the other, have both led to a general situation where the traditional
external constraint has been replaced by a fiscal one.

In recent years, moreover, there has been a decline in the real level of Technical Co-operation
(TC) between developed and developing countries which has had negative effects on labour
skilling. The decline in the real value of ODA discussed in Chapter 2 has reduced the level of
TC grants, and although their share in ODA as a whole has remained fairly stable, the proportion
of bilateral aid assigned to TC (which relates more directly to labour training as such - as
opposed to advisory services) has declined steadily since 1970s as Table 3.3 indicates. This trend
in TC grants is likely to have a negative impact on training provision in developing countries and
therefore on skills generation, human capital formation, employment opportunities and growth.
Technical assistance supplements and upgrades the level of productive aptitudes, technical
capability and managerial capacity and thus acts as a means of improving productivity and trade
competitiveness in the recipient countries through innovation.
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Table 3.3 Technical cooperation grants

Year . (% of total glc):A) (% of bilateral Ogg)
1970 223 459
1975 21.5 46.6
1980 20.0 38.7
1986 204 35.5
1990 215 37.0
1994 212 36.5

Source: OECD: Development Cooperation, various issues.

3.3 Private capital flows and labour

As the World Employment Report (ILO, 1995) points out, “the reason why the rate of growth
of modern-sector jobs is essential is because these are “good jobs” in the case of a typical
developing country”. However, although these jobs offer a certain degree of security and access
to social services, in Latin America and Asia they have been accompanied by declining real
wages. The co-existence of falling wages and falling employment in these two regions, and rising
wages with rising employment in much of Asia would seem to indicate that the standard
assumptions of the neoclassical employment model, which informs standard adjustment policies,
are implausible to say the least. This model assumes that falling wages (and rising interest rates)
will cause forms to substitute labour for capital, and thus increase employment in the medium
term. Moreover, the lower capital-output ratio should raise potential output in a situation of
capital scarcity.

Table 3.4 Real wages in manufacturing

1970s 1980s

Annual trend:
sub-Saharan Africa -1 -12
Latin America 2 -3
East and South-East Asia 5 5
South Asia 0 2

Source: Calculated from data in ILO, 1995.

In recent years, the expectations of developing country governments as to potential role of
foreign investment in creating “good jobs” have risen considerably. However, according to the
World Employment Report multinational enterprises (MNEs) employed some 73 million people
worldwide in 1993, and when indirect job creation is taken into account, this estimate rises to
about 150 million. However, “the 12 million jobs created by MNEs in developing countries
amount to a mere 2 per cent of the labour force in these countries; adding another 12 million jobs
on account of possible indirect employment pushes this figure up to 4 per cent” (op. cit., p. 45).
This estimate seems somewhat optimistic as it does not appear to take into account the
displacement of existing jobs by MNE investment — either because they crowd local firms out
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of the market with more attractive products, or because they take over and rationalize existing
large firms.

Even if we accept this estimate of global MNE employment, it is clear that FDI cannot
generate sufficient new jobs to balance the growth of the global labour force, because it can only
contribute positively to employment growth in the minority of middle-income LDCs which
receive the bulk of FDI (see Table 2.4). The World Investment Report (UNCTAD, 1995)
calculates that the inward stock of foreign investment in 1994 for developing countries as a
whole totalled some US$ 583 billions, which crudely divided by the ILO estimate of MNE
employment for that year, would approximate a “cost per job” of some US$50,000. The same
source estimates that FDI accounted for about 7 per cent of gross fixed capital formation in
developing countries in 1993, even though MNEs employ only 2 per cent of the LDC workforce.
Thus, on average it would appear that the capital intensity of these jobs created by FDI must be
two or three times greater than that of those created by domestic investors.

Despite this limited impact of FDI on employment, it is widely agreed that MNEs improve
the “quality” of labour both directly by training their own workforce, and indirectly by forcing
domestic firms to raise their demand for skilled labour (Bailey, 1995). The negative effects
arising from the slowdown of technical cooperation discussed above should thus be offset to
some extent by the increasing importance of FDI in recent years — at least for those LDCs
fortunate enough to Teceive it in substantial quantities. According to available empirical
evidence, FDI assists the spread of new technology and is influenced by the level of skilled
labour: indeed human capital formation through skilling forms a central element of recent
“endogenous growth” models (Romer, 1986, 1990; Lucas, 1988) through their effect on
productivity and investment. What is more, numerous studies (eg. Wheeler and Mody, 1991)
emphasise the importance of the existing stock of skilled labour as a factor attracting FDI in the
first place. This trend has a worrying implication: that an increasing gap is emerging between
those LDCs which possess labour skills and attract FDI, which then further improves labour
quality on the one hand; and those without such human resources, which do not receive enough
aid to build up labour skills, and thus attract FDI.

An effective training system should create both job opportunities and a competitive labour
force through involvement in international markets. This is potentially the key role of FDI in
labour markets in LDCs: competition gives firms incentives to acquire and train skilled workers
while links with foreign firms are important for firm level technological capability and learning.
Building and strengthening technical capacity (i.e. the ability of people to use and modify new
and existing technology) is crucial in helping LDCs to achieve sustainable growth.

FDI may also lead to an increase in local expenditures on research and development (R & D)
to adapt global technology to local needs which, combined with training, should result in an
overall improvement in productivity and trade competitiveness in recipient countries (World
Bank, 1993).

In consequence, it seems reasonable to expect that of all the forms of capital inflows, FDI will
have the greatest effect on private investment, and thus on productive employment — although
this will be in the “modern sector” of the economy and thus not in labour-intensive small-scale
activities, which must necessarily depend much more on domestic policies and factors such as
the access to bank credit, marketing networks and simple infrastructure. The macroeconomic
impact of FDI (and thus the indirect employment consequences) will also depend upon the sector
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to which it is directed: traded sectors (eg mining, manufacturing exports) will expand exports and
thus the overall level of activity and demand for labour; while the modemization of existing non-
traded sectors (eg banking, transport) will not have the same growth consequences and may even
lead to net employment losses in the short run as existing firms are displaced.

As we have seen in Chapter 2, the recent portfolio capital inflows are concentrated on
government stock and on privatization issues. In the short run, privatization is usually associated
with employment losses as the formerly state-owned enterprises are restructured and
unproductive labour is shed. The longer-run effects are difficult to gauge, but may be presumed
to be positive. Government securities issues on narrow domestic capital markets, however, do
appear to increase upward pressure on real interest rates, which in turn tends to “crowd out”
private investment, especially by the small firms which provide most employment in LDCs.
There i1s little evidence that portfolio inflows have a positive effect on private investment
directly, because firms in LDCs (as is also the case in OECD countries) do not rely upon equity
1ssues in order to finance fixed investment — relying for this mainly on retained profits and long-
term bank credit. In other words, except for the balance-of-payments relief — which may be short-
lived as very liquid liabilities are involved and exchange rates tend to become overvalued —
portfolio investment is not likely to have a positive effect on employment, and by extension on
human capital formation.

From the argument so far, it should be clear that the four distinct types of capital flow
identified in Chapter 2 (ODA, official borrowing, foreign direct investment and portfolio flows)
have very different effects upon employment, wages and skilling. In particular, we expect that
FDI will have much more positive effects on employment, wages and skilling than portfolio
flows. Similarly project-related ODA will have a more positive impact than programme loans.
In addition, the experience of structural adjustment demonstrates that the macroeconomic (or
“indirect”) effects on labour from international capital flows may be as important as the
microeconomic (or “direct”) effects identified so far, due to the impact of capital inflows on the
public sector budget, the domestic savings shortage, and the balance of payments. In order to
examine these effects in a more rigorous way, it is necessary to construct a formal model
framework, a task to which we turn in the next chapter.



4. A model of the employment impact of external capital flows

4.1 Macromodels and employment

In recent years a number of macromodels have been constructed related to the impact of
structural adjustment and stabilization programmes in developing countries. According to
Robinson (1991) there exist two main categories of Computable General Equilibrium models
(CGE). “Structuralist” macromodels in the tradition of Kalecki, Kaldor and Keynes, constitute
the source for basic features of macro-structuralist CGE models (Taylor, 1988, 1990M; Bacha,
1990). “Neoclassical structuralist” CGE models based on the work of Dervis, de Melo and
Robinson (1982) employ Walrasian general equilibrium and neoclassical trade theory. The
former stress macroeconomic closures, while the latter emphasize sectoral distortions. Earlier
CGE models (such as the Adelman-Robinson model of Republic of Korea and the Taylor-Lysy
model of Brazil) had considered the impact of policy alternatives on the degree of poverty and
income distribution but this feature is less important in the adjustment models constructed during
the 1980s, which were mainly concemed with the gains in static production efficiency to be
gained from price liberalization.

However, more recent models aim at studying the impact of structural adjustment on growth
and income distribution by including a considerable degree of disaggregation across sectors,
production factors and households (such as Bourguignon et al., 1991). These models are
distinguished by the degree of tradeability and input-output linkages that explain net factor
intensity across sectors. Employment is approached through several routes but emphasis is placed
on partial labour mobility between sectors and different rules for wage determination to take into
account real wage rigidity and labour market segmentation. A government sector with current
and capital expenditures as well as a financial sector that incorporates portfolio choice by
households and firms are also included in Bourguignon (op. cit.). This new approach, which
combines macro and micro elements in general equilibrium, offers greater disaggregation of
product and factor markets than the typical open-economy IS/LM framework from which they
stem, but has two shortcomings. First, it does not include explicit investment behaviour or capital
flows; and second it is too unwieldy to allow for analytical results, relying instead on numerical
simulation.

Another family of models of relevance to the effect of macroeconomic imbalance on labour
are related to the Revised Minimum Standard Model (RMSM) used by the World Bank. The
RMSM model and its extensions RMSM-X and RMSM-XX are rooted in Harrod-Domar growth
theory and subsequent two-gap models, and are discussed in detail by Addison (1989) and Mills
and Nallari (1992). However, employment does not appear to be considered explicitly as a key
macroeconomic variable or even as a target — except implicitly perhaps in the maximization of
GDP growth as the policy objective. Moreover, the RMSM does not consider heterogeneous
capital flows explicitly either. None the less, the World Bank model does have the virtue of
being relatively simple to construct and test, and in fact some of the functional forms have been
used in the model presented below.

The familiar “two-gap” models designed by Chenery (Chenery and Bruno, 1962; Chenery and
Adelman, 1966; Chenery and McEwan, 1966; and Chenery and Strout, 1966) from which the
RMSM itself derives explicitly consider how foreign capital is capable of easing the savings and
foreign exchange constraints and thus of having a positive impact in recipient countries.
However, these two-gap models are widely criticised on a number of grounds. First, output
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growth is not necessarily the main objective in the development process: other targets such a
poverty alleviation or sustainable development may be more important. Second, the mechanical
relationship the two-gap model supposes to exist between changes in external capital flows and
changes in output is implausible since it seems unrealistic to assume that foreign capital provides
a one-to-one increment to the capital stock. Indeed, external capital flows may even inhibit
domestic capital accumulation — as in the “displacement of savings” hypothesis of Griffin (1970)
suggests. Third, in most of the versions of the two-gap model, the required imports are treated
as one aggregate variable; but while imports of intermediate goods are essential for utilization
of existing productive capacity in developing countries, those of capital goods are necessary for
the creation of additional productive capacity. Financing these two categories of imports with
foreign capital logically has distinct effects on growth, gross domestic savings, exports and
production structure of the economy. Fourth, two-gap models cannot account for the potential
impact of foreign investment on relative prices in recipient countries (Findlay, 1973). As van
Wijnbergen (1985, 1986) points out, the downward pressure of capital inflows on real exchange
rates can have a negative effect on exports and growth. Finally, the “fiscal response” literature
has emphasized the importance of domestic borrowing to finance investment by the government
in developing countries, which may “crowd in” or “crowd out” private investment depending
upon whether the positive effect of public infrastructure provision outweighs the negative effect
of adsorbing available funds (Bacha, 1984, 1990).

Taylor (1988) has carried out an extensive application of “three-gap” models which include
public and private sectors (and thus “savings”, “external” and “fiscal” gaps) to several developing
countries in order to evaluate the impact of stabilization programmes in recipient countries. This
exercise overcomes some of the problems of excessive aggregation and behavioural
implausibility mentioned above but does not include employment or private capital flows
explicitly. The model presented in the rest of this chapter can be seen as an extension of this line
of enquiry, attempting to handle the weaknesses in the two- and three-gap models by specifying
private sector behaviour in more detail, and by allowing the consideration of the employment
impact of external capital flows in developing countries.

4.2 The logic of the proposed model

The main purpose of this chapter is thus to construct a simple model which will reflect the key
conclusions on the employment effects of external capital flows through their consequences for
public and private expenditure discussed in Chapters 2 and 3. In particular, these are: first, that
the direct impact of these flows is quite different, according to whether they affect investment
or consumption, and are directed towards the public or private sectors; and second, that the
indirect impact depends upon the macroeconomic policy regime in place, particularly as affected
by structural adjustment programmes.

Standard economic theory, of course, would link investment to employment in the familiar
way through a production function of the form:

Y = ALK [1]

where: Y = output, K = capital stock, L = employment;
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and a cost function of the form:
C=wL+rK [2]
where: C = production costs, w = wage, r = user cost of capital.

The maximization procedure (which is supposed to reflect firms maximizing their profits by
minimizing costs with capital and labour mutually substitutable along a continuous concave
production function) yields an equilibrium condition:

w/r = aK/bl [3]

On the reasonable assumption that labour is freely available at the ruling real wage (w), but
that the capital stock is exogenous — that is, determined by investment decisions in an earlier
period — at a given user cost (r); then employment is determined by:

L = (a/b)(r/w)K [4]

So a simple model can be constructed such that a flow of foreign capital (F) creates new
employment by adding to the capital stock:

AL = (a/b)(riw)F 5]

If 1t were the case that capital inflows depressed the factor price ratio — by reducing domestic
interest rates, raising real wages or reducing the local price of imported capital goods through the
so-called 'Dutch Disease' effect — then by applying the relevant elasticity (€<0),

AL = (a/b)(riw)(1+e)F [6]

However, this “standard model” suffers from a number of serious shortcomings. First, it could
logically only apply to private enterprise behaviour at best, and not that of the public sector.
Second, it allows for no constraint on the achievement of equilibrium position, other than the
shortage of capital. Third, it is assumed that capital inflows all add completely to the capital stock
and thus do not affect either public or private consumption.

In contrast, we propose to construct a complete equation system for an economy with various
institutional sectors, types of employment, categories of external capital flows and alternative
macroeconomic regimes. Our model is thus based on the employment and investment behaviour
of three institutional sectors (government, firms and households) in response to four types of
capital inflows under three policy regimes in an attempt to reflect the relationships identified in
Chapters 2 and 3 in a more plausible way. The model focuses on short-term employment effects,
but these have longer-term “dynamic” consequences due to changes in the productive capital
stock — a point taken up again at the end of this chapter. Our model does not, however, capture
the effects of domestic macroeconomic or structural variables on the level or composition of
capital inflows (which we assume to be exogenous), nor does it allow for changes in the human
capital stock except insofar as these are embodied in new investment. Nor does it reflect the
cumulative effect of the stock of FDI on new FDI flows (generally though to be positive) and that
of bank debt on further lending (clearly negative). Finally, changes in relative prices arising from
capital inflows and the supposed elasticity of employment to real wages are excluded as their is
little evidence that they are as significant in practice as is supposed in standard theory as we have
argued in Chapter 3 above. Indeed, the relative price effects are also absent in policy models
such as the World Bank's RMSM.
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The four external capital flows separately identified in our model are: loans for infrastructure
provision (F,); humanitarian aid in the form of grants (F,); direct foreign investment (F;); and
portfolio flows in the form of bond and equity purchases (F,). All four capital flows are taken as
exogenous in the sense that they are determined by causes outside the model. The real wage and
the user cost of capital are also given. Three types of employment are identified: employment in
the public sector (L,); employment in the modern private enterprise sector (L,); and employment
in the “informal” sector (L,) which includes both rural peasants and urban artisans etc..

Different macroeconomic regimes are represented by the authorities maximizing GDP subject
to alternative binding constraints in addition to the usual capacity constraint defined by fixed
capital. Labour is assumed to be freely available to the public and private sectors at the going
wage, while the informal sector can obtain extra employees from within the household. The three
possible constraints, of which one can be taken as binding at any one time — unless a “corner
solution” emerges by coincidence (Bacha, 1990) — are as follows: (i) a balance of payments
constraint, where imports rise with GDP to the level warranted by exports and capital inflows;
(i) a fiscal constraint, where government expenditure rises with GDP to the level warranted by
tax revenues and borrowing limits; and (iii) a savings constraint, where investment rises with
GDP to the level warranted by domestic and external savings.

4.3 The strﬁcture of the model

We can now proceed to examine the behavioural relationships which make up the model.
These can be conveniently grouped under three blocks corresponding to the external, public and
private balances of the economy (FitzGerald, 1993).

The external balance is defined as:
X“M‘J+Ei=1m4FgE R [7]

where X and M stand for exports and imports of goods and non-factor services respectively; J
represents net factor payments depending on debt etc.; and R stands for changes in external
reserves. The sum () of all four net capital flows, as equivalent sources of foreign exchange,
enters here too. We assume that exports and factor payments are given in the short run as well
as the capital flows, and that imports are a linear function of real GDP (Y), so that:

M=M,+mY [8]
The fiscal balance is defined as:
(G+1)-(T+F, +F) =2 [9]

where the difference between the sum of current government expenditure (G) and investment (L),
less the sum of tax income (T) and the inflow of development loans (F,) and humanitarian grants
(F,), yields the domestically financed fiscal deficit (Z). Tax income depends on real income (Y):

T=ty [10]

Current government expenditure depends the ability to respond to household demand for
welfare and administrative services (reflected in Y) and the availability of grant support for such
activities (F,) the existence of which tends to generate additional government activities:

G=g,Y +g,F, [11]
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Similarly, investment in the public sector depends on the demand by firms for infrastructure
(reflected by Y) and the effect of foreign aid projects (F)):

l, = R,Y + h,F, [12]
The private sector balance is defined in terms of the 'accumulation account' :
S,+F,+F,=Z+1 +R - [13]

which shows the balance between the sources of funds to the private sector — private savings (S,)
plus FDI (F,) and portfolio purchases from abroad (F,) — on the one hand, and the uses of funds
— acquisition of government liabilities (Z) in the form of money or bonds, plus gross capital
formation (1,) and accumulation of central bank reserves (R) — on the other. As usual in models
of this kind, private savings depend on aggregate income (Y):

S, =sY 4]

A key behavioural equation in this model is the private investment function, which is in effect
an investment demand (') function where the independent variables are changes in the level of
GDP (AY), the level of FDI (F,), reflecting technology transfer, and the level of public
investment (I):

I'=rAY + r,F+ rl, [15]

This function is derived from the “externally constrained accelerator model” discussed and
tested in FitzGerald et al. (1994). Unless otherwise constrained, ex ante investment demand will
be realized (ie I, = L), so that either the acquisition of government liabilities (Z) or reserve
accumulation (R) will be determined by [13].

The three types of employment identified in the model are expressed as follows. Employment
in the public sector depends upon the level of current and capital expenditure by the government:

L,=a,G +a,l, [16]

Employment in the modern private (i.e. “corporate”) sector depends upon the capital stock in
the sector (K,), arising from private investment in previous years, as discussed in Chapter 3:

L, =a,K 17
* where K, = K, + 1, 17

Note that equation [17] corresponds to the standard form discussed above for an elastic supply
of labour to the modern private sector at the given wage. '

Employment in the informal sector depends upon the general level of activity (Y) and thus
demand for petty services etc, extra labour being available from the household (particularly in
the form of rising female participation rates):

Li=L,+aYy [18]
Finally, total employment is defined as:

L=L,+L,+L, [19]



4.4 Macroeconomic behaviour in the model

Macroeconomic equilibrium is attained as the government maximizes GDP by expanding
demand subject to an overall capacity constraint provided by the previous accumulation of capital
in the public and private sectors. This maximization of GDP can be taken to be the result of
monetary policy, independently of the fiscal variables themselves — for example by domestic
variations in the reserve requirements on banks. However, in general, we expect one of the three
policy constraints to bind in practice.

The overall capacity constraint is simply that:

Y < akK
where a is the output-capital ratio. So that by solving for Y-max (Y") we obtain:

Y = akK [20]
For the three policy constraints we derive in turn:

— from the external constraint that the change in reserves (R) should not be negative

Rx>0
and substituting into [7] and [8], Y-max is
Y = X-J-M,+ z:i=1 waFH/m [21]

— from the fiscal constraint that the domestically financed net fiscal deficit (Z) should not
exceed a maximum proportion (z) of GDP

Z<zY
substituting [10], [11] and [12] into [9] and solving for Y yields:
Y ={F.(1-h) +F,(1-g)}(g, +h,-t-2) [22]

— finally, from the savings constraint that private investment should be no more than the
resources available to finance it

o< |,
by substituting [12], [14] and [15] into [13] we get:

Y ={h,(1+r)F, + g.F, + ,F, + (X-J-M, - r,Y,,)¥
G tm Feg Taten T g
In this way, for a given set of foreign capital inflows (F,) and any one binding constraint, the

corresponding set of employment levels (L;) can be derived by substituting equations [20] to [23]
into equations [16] to [19].

What is immediately clear by inspection is that not only do the sectoral employment levels
depend on the policy regime which obtains, but also that the marginal effect of changes of
external capital flows will correspondingly differ under these three policy regimes. IN other
words, there are no less than sixteen possible answers to the question “what effect does an
external capital inflow have on employment in developing countries” depending upon which of
the four possible constraints binds and which of the four types of capital flow is involved.
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4.5 Some preliminary results

In this section we explore the way in which the model generates direct (ie. microeconomic)
and indirect (ie. through changes in the macroeconomic equilibrium) effects of changes in capital
flows for employment. This joint effect can only be regarded as a “partial equilibrium model”
because so many other factors (such as labour market clearing and the international capital
market itself) are not endogenized. None the less labour incomes are implicit in our model
through: the policy-determined public sector wages in the government expenditure coefficients
(equation [16]); informal sector incomes in the direct link to GDP (equation [18]); and an
efficiency wage linked to technology in private sector firms (equation [17]).

To consider the direct effect of the four types of external capital flows (F,), on employment
(L) we first examine the case where none of the three policy constraints bind and thus Y is given
by production capacity (equation [20]). Substituting [11], [12] and [15] into [19], after
substituting [12] into [15], allows for the “crowding in” of private by public investment and
yields:

L = a,(g,Y+g,F,) + a,(h,Y+h,F,) + a,K,,
+a,(nAY+rF, + LhY + rhF) + (L.+a,Y) [24]
And this, when differentiated gives us:

oL/oF, = (a, + a,r,)h,

oL/6F, = a.g, -
oL/oF, = a,r,
oL/oF, =0

Generally, we can say the following about these derivatives. The effect of portfolio inflows
(F,) is, of course, zero by construction as they do not lead to greater private investment. It is
reasonable to suppose that the labour content of public investment is greater than that of private
investment (a, > a,) and that project loans generate a disproportionate increase in public
investment (h, > 1), so that the condition for these latter to generate more employment - in the
short run at least - than FDI (that is, {a, + a,r,}h, > a;1,) is met. Finally, given that (h, > g, > 1),
it seems reasonable to assume that the employment content of current expenditure is much
greater than that of investment (a, > a,) so that the net employment effect of project aid is less
than that of consumption aid (ie. {a, + a;r;}h, <a,g,).

In consequence, it would thus appear that generally:
oL/eF, > 6LIoF, > oL/6F, > oL/oF,

The “indirect impact” of the four different forms of capital flows on employment depends on
their respective effect on aggregate output (Y) which then from the differential of [20] yields the
employment impact, because

oL/eY = a,g, + ah, + as(r1 + r3h1) +a,

However, the function for aggregate output depends, in turn, on which of the three policy
constraints is operative (equations [21] to [23]).




First, if the external constraint binds, then:
oY*/oF, = aY*/oF, = dY*/oF, = aY*/oF, = 1/m

Second, if the fiscal constraint binds and we assume — as seems reasonable — that the
denominator (i.e. the net budgetary effect of output growth) is positive, then:

aY*/aF, = (1-h,)/(g,+h,t-z) > 0
aY*/aF, = (1-g,)/(g:+h,t-z) > 0
aY*/oF, = 3Y*/oF, = 0

Third, if the savings constraint binds and we reasonably assume that the denominator (i.e. the
modified Keynesian multiplier) is positive, then:

OY*IOF, = hy(1+1,) {s+t+m-{r,+g,+h,(1+1,)}} > 0
dY*I5F, = g, As+t+m-{r,+g,+h,(1+r;)}} > 0
OY*3F, = r, {s+t+m-{r,+g,+h,(1+r;)}} > 0
aY*/oF, = 0

From these results it is already clear that the effect of the different inflows is extremely
sensitive to the policy regime. In particular, the twelve derivatives set out above for the four
types of capital inflow and the three policy regimes imply that:

(a) if the external constraint binds, all capital inflows will have the same positive effect on
GDP because they allow imports (and thus the activity level) to rise by an equal
amount;

(b) if the fiscal constraint binds, then both forms of capital inflow to the public sector allow
GDP (and thus the budget deficit) to rise without violating the domestic borrowing
limit; however, capital inflows to the private sector do not have this positive effect;

(c) if the savings constraint binds, then the two public sector inflows and FDI all allow
GDP to rise because they raise investment as well, as providing funding; portfolio flows
(in our model, at least) do not have this effect.

We can finally derive the three sets of indirect employment effects, therefore:
binding external constraint
(OL/aY)(@Y/IoF,) = (aL/aY)(8Y/oF,) = (oL/BY)(OY/oF,) =
(oL/3Y)(AY/OF,) = {a,g,+a,h,+a,(r,+r;h,)+a.}/m.
binding fiscal constraint
(oL/3Y)(3Y/oF,) = {(a,g,ta,h,+a,(r,+r:h,)+a,)(1-h,)}/(g,+h,-t-2)
(LY (aY/oF,) = {(a,g,+a.h,+a,(r,+1;:h)+a,)(1-g.)} (g, +h,-t-2)
(oL/aY)(aY/aF ;) = (oL/aY)(@Y/oF,) =0
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binding savings constraint

(OL/BY)(8Y/IoF,) = (a,g,+a,h,+a,(r,+r;h,)+a,){h,(1+1,)} /
{s+t+m-{r+g,+h,(1+1)})

oL/oY)OY/oF,) = +3a,h,+a,(r,+ +a
(oL/o {g(+ Y 1oF r,+g(,i’r?’( 2 )}}a3(1 r;h,)+a,)g, /

(6L/BY)(0Y/oF,) = (a1g1+azh +a,(r,+r;h,)+a,)r, /
{s+t+m r1+g1+h( A

(oL/aY)(8YIoF,) =

Which constraint binds in practice will depend not only on the parameter values and stock
positions in any one period, but also the level of economic development and the priority given
by the government to stabilization as apposed to growth. Thus, for instance, the poorer primary
exporters in sub-Saharan Africa are generally understood to be balance-of-payments constrained
due to deteriorating terms of trade, while the richer primary exporters in Latin America are
mainly seen as fiscally constrained due to chronic inflation, and the successful industrial
exporters of S.E. Asia can be said to be savings constrained due to excess investment demand.
Thus, we would logically expect programme aid to have a far more positive employment effect
in Africa than in Asia and direct foreign investment to contribute more to employment in Asia
than in Latin America. Programme aid would have the greatest employment effect in Latin
America, due to the combination of the lifting of the fiscal constraint on growth and private
investment; while in fact the major capital transfer of recent years has taken the form of portfolio
flows, which have little or no employment effect.

The process of structural adjustment itself is intended to relax these constraints (Summers and
Pritchett, 1993): lifting the balance of payments constraint by real devaluation; the fiscal
constraint by public sector reform; and the savings constraint by financial liberalization. None
the less, in practice these three constraints still appear to be real enough — if only because it has
not proved possible to implement and sustain reforms that are sufficiently radical to clear markets
by price alone.

4.6 Dynamic effects

The model we have explored so far might appear to be essentially static in nature. This is not
in fact so, because modern sector employment (L,) depends upon the capital stock: jobs created
in this sector are “permanent” so to speak, and thus this part of our model is “dynamic” because
investment in any one year raises employment in subsequent years as well. None the less,
employment in the other two sectors is determined by the current level of aggregate demand (),
either directly in the case of the “informal” sector (L,), or indirectly through tax revenue in the
case of the public sector (L,). As we have seen, when one of the three “policy” constraints binds,
the effect of capital inflows (F)) is to release this constraint and create additional employment be
allowing aggregate output — and thus demand — to rise. However, this is a temporary gain which
will be reversed if the flow does not continue in subsequent years.

The rise in these two forms of employment (L,, L,) will only be permanent — and thus
“dynamic” — when the overall capacity constraint binds, and thus further investment will
permanently raise the level of aggregate real demand. In this case, there will be a permanent
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upward shift in the labour demand function for these two sectors as a result of the income

generated by the new capital stock, as well as the increased employment required to operate it
directly.(L,).

Consider the situation in equation [20] above. Substituting [11], [12], [16] and [18] and then
differentiating with respect to Y yields an expression for the additional public and informal
employment (L’) generated by an increase in the capital stock (K):

SL'/8K = af [25]

where E =a,g, +a,h, +a,
=L+ L

Substituting [12] and [15] and differentiating with respect to the two relevant capital flows
(F,, F,) yields:

dK/8F, = r,.h,
SK/6F, =T,
So that:

SLU/SF, = ry.hy.c.p
8L/SF, = r,.a.p

In other words, only development loans and FDI will have an additional dynamic employment
effect in the strict sense defined in our model — and even then only when none of the three policy
constraints bind so that capital stock alone constrains the level of aggregate demand — which is
not genrally considered to be the case in LDCs.

There is, of course, a wider sense in which “dynamic” employment effects of foreign capital
inflows might be expected. The residual element of observed output growth that cannot be
attributed to the accumulation of factor stocks (capital, labour and skills) is commonly known
as “total factor productivity” and is broadly interpreted as reflecting technological progress. In
our model this would broadly correspond to changes in the capital-output ratio (o) over time as
this is our only constraint on output. To the extent that higher rates of investment in general —
and technical assistance or FDI in particular — raise the rate of total factor productivity growth,
then there would be a strong dynamic effect of current investment on future employment.
However, there is little theoretical justification for this view (Roemer, 1986), and the available
empirical evidence (Taylor, 1996) indicates that in practice the difference between the long-run
growth performance of industrializing LDCs is almost entirely attributable to factor
accumulation, and that there is no strong correlation between the rate of total factor productivity
growth and the rate of investment. These findings would tend to justify the modelling approach
adopted in the present study.



5. Testing the model empirically: Republic of Korea and Mexico

5.1 Constructing an empirically testable form of the model

In order to test our model empirically, three major practical problems have to be addressed.
The first is how to reduce the number of behavioral equations to be tested to the minimum of
“reduced form” equations which still reflect the essence of the original model. The second is the
choice of appropriate countries upon which to test these equations, countries which both possess
sufficiently long continuous data series and have received significant amounts of the different
types of capital flows. The third is to find appropriate empirical definitions of our analytical
variables which correspond to variables reported in the official statistics.

The reduction of the equations to a reduced form was carried out in two steps. The first was
to substitute for most of the identities in the model set out in Chapter 4 and the second was to test
the resulting equations econometrically to see which form (and by implication macroeconomic
policy regime) performed best for the period as a whole. Empirical studies of LDCs using time-
series analysis are characterised by omitted variables problems, simultaneity bias, autocorrelation
problems and in general, severe misspecification which makes the reported “empirical evidence”
vulnerable to reservations as to the validity of the obtained estimates. A neglect of possible non-
stationarity of the series in question is also another central feature of the empirical literature, thus
raising doubts about the robustness of the reported empirical estimates.

The “general and unrestricted model” used here is tested against a family of “nested models”
by using standard F-type statistical tests. The general to specific methodology or the
encompassing principle is to commence from as general a model as is feasible — i.e. one upon
which undue a priori restrictions have not been placed in terms of variables included, functional
form, and systematic and error dynamics — and “test down” using “specification” tests such as
the F-ratio, likelihood ratio, Lagrange multiplier or Wald test to arrive at a preferred
parsimonious model. Ideally, at each in this procedure tests for misspecification should also be
applied. The aim is to adopt a consistent approach to model specification that reduces the
likelihood of arriving at final model forms that are misspecified.

The main constraint related to this approach is of course the lack of sufficient degrees of
freedom. In some cases, given the degrees of freedom constraint, may be impossible to include
all the current or lagged variables of interest in the general, unrestricted model. In these cases
additional tests can be adopted for misspecification due to omission of variables. This involves
adding possible omitted variables, together and one by one, to the parsimonious model and
evaluating their significance using t and F tests.

In our case, it is likely that many of the explanatory variables in our equations are not truly
exogenous. The application of least squares to a single equation model assumes that the
explanatory variables are truly exogenous, in other words that there is one way causation between
the dependent and the explanatory variables. Where, however, the equation forms part of a larger
system of simultaneous equations, the explanatory variables are very likely also to be determined

by the dependent variable. In this case, the assumption that the error term is independent or
orthogonal with respect to the explanatory variables is violated and least squares yield biased and
inconsistent estimates. It is important to test for residual orthogonality to determine if a problem
of simultaneous equation bias exists. In this case, we can tackle the problem by using an
instrumental variables estimator.
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The choice of countries (Republic of Korea and Mexico) was determined by a number of
practical considerations. First, the availability of a long series of macroeconomics data that
would be strictly comparable — that is, drawn from international sources (in this case the World
Tables and the International Financial Statistics), data on public and private employment (which
is available for surprisingly few countries and was drawn directly from the official statistics of
the two countries), and data on private investment (supplied by the IFC). These sources provided
a data set covering most of the 1970-1992 period. Second, they should be countries where foreign
investment in its various forms has been an important factor in the investment behaviour of the
public and private sectors, so that our hypotheses could be tested. Third, there should be a
reasonably stable labour market regime (in terms of institutional structure, government policy
etc) over the period as a whole, so that employment would be determined by the process of
capital accumulation rather than sudden changes in labour supply or contractual conditions.
Fourth, the two countries should be reasonably similar in size and structure, but differ to some
extent in their investment and employment behaviour, so that a valid comparison could be drawn.

Table 5.1 below sets out the structure of the labour force in the two countries towards the end
of our period. The balance between waged and unwaged employment (roughly equivalent to
modern and informal sectors) is remarkably similar in the two countries on a sector-by-sector
basis. The main difference is the greater absorption of labour out of agriculture into industry in
Republic of Korea as compared to Mexico, due as we shall see below to higher rates of private
investment. The higher absorbtion into modern services in Mexico is almost entirely due, as we
shall also see below, to public sector employment in Mexico being far higher than in Republic
of Korea.

Table 5.1 Structure of labour force in Republic of Korea and Mexico (percentage of total)

Republic <()]f 91(9(;r)ea M(elgigg)

Agriculture:

Waged 1.2 9.3

Unwaged 15.5 133
Industry:

Waged 30.5 232

Unwaged 5.1 4.6
Services:

Waged 29.0 35.6

Unwaged 18.7 14.0
Total:

Waged 60.7 68.1

Unwaged 393 , 31.9

Source: World Bank: World Development Report 1995.

The definitions of all the variables are standard, except that formal sector private employment
(L,) has had to be proxied by manufacturing employment due to lack of disaggregated data on
an annual basis for formal and informal private employment in the primary and tertiary sectors
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in both countries. In consequence, the residual category of employment (L,) which should
correspond to informal sector private employment — i.e. that which does not work with the
private capital stock in our model ~ is somewhat overstated. However, if we assume that the ratio
of private industrial employment to private formal employment is stable, than this should not
affect the results too much. ‘

Table 5.2 Definition of variables in the model

M:  Imports

X: Exports

AR Net factor payments depending on debt, etc.
R: Changes in external reserves

Y: Gross Domestic Product at market prices

Z: Domestically financed budget deficit

T: Government revenue

G: Government expenditure

I Private investment

L: Public investment

S, Private savings

F,:  External capital flows to the public sector

F,: Direct Foreign Investment (FDI)

F.: Portfolio flows

F: Total external capital flows (F=F, + F, + F;)

L,:  Employment in the public sector

L,;  Employment in manufacturing (private sector)

L. Other employment (private sector; L,=L-L,-L,)
L: Total employment (L=L, +L,+L,)

5.2 The case of Republic of Korea
5.2.1 Investment and employment

The 1970s were difficult years for Republic of Korea. Exports rose rapidly in the first half of
the decade, but stagnated in the second, due to the impact of oil price increases which lead to
continual devaluation of the won and political instability in 1979. It was only in the 1980s that
successful stabilization programmes were implemented and output began to accelerate: GDP
doubled between 1970 and 1980, and tripled between 1980 and 1990.

This rapid growth of output and employment was sustained by an extremely high rate of
investment throughout the two decades, averaging over 30 per cent of GDP. It is now widely
agreed that it was this rapid rate of capital accumulation and the accompanying absorbtion of new
technologies, rather than any “miracle” of organization or culture, which explains the Korean
economic phenomenon. Public investment accounted for about one-third of the total in the 1970s,
but this had declined to one-fifth by the 1980s. None the less, given the rapid rate of growth,



A
22

public investment in 1991 was still 9 per cent of GDP and ten times larger in real terms than it
had been in 1970.

The financing of this investment has been primarily from domestic saving, which has also
been maintained at a very high rate: it financed about two-thirds of domestic investment in the
early 1970s, rising to almost nine-tenths by the late 1980s. Although the public sector has
maintained positive savings rates throughout, these have only been sufficient to finance about
a third of its investment, so as Table 5.3 (“domestic finance™) indicates, the private sector has had
to provide a high level of funding to the public sector, mainly by various forms of financial
repression which channelled funds through the banking system. This does not, however, appear
to have crowded out private investment at all.

Table 5.3 Republic of Korea: Investment structure (percentage of GDP)

1971 1981 1991
Publ. Priv. Total Publ. Priv. Total Publ. Priv. Total
Investment (I) 8.7 16.4 25.1 7.7 21.8 295 9.0 30.1 39.1
Net Saving 3.7 13.1 16.8 35 18.9 224 33 33.1 36.4
Accum. Balance -5.0 -33 -83 -4.2 -2.9 -1.1 -57 3.0 2.7
Domest. fin. (Z) 2.7 2.7 - 2.1 -2.1 - 5.9 -5.9 -
Extern. fin (F) 23 6.0 83 2.1 5.0 7.1 -0.2 2.9 2.7

Source: Appendix 1.

The structure of employment, following our definitions, also changed considerably over the
period. Public sector employment (L,) grew rapidly, almost doubling over the period, although
its share of total employment remained stable at under 5 per cent of the total. Manufacturing
employment — our proxy for modern sector private employment (L,) grew rapidly in both
absolute and relative terms as a result of the rapid investment process: tripling in absolute terms
and rising from 13 to 27 per cent of total employment. Table 5.4 does not reflect other modern
private employment (eg in banks) but the net result seems to have been a rapid decline in the
proportion of the workforce in unskilled occupations held in agriculture or informal service
activities. Total employment expanded by some 80 per cent over the period as a whole, while
output expanded six-fold — so that the average increase in productivity was impressive.

Table 5.4 Republic of Korea: Employment structure

1971 1981 1991
Employment (millions)
Public sector (L) 0.44 0.67 0.85
Private sector:
Manufacturing (L.,) 1.36 2.86 4.94
Other (L,) 8.29 10.6 12.79
Total employment (L) 10.07 14.05 18.58
Share of total
Public sector (L,) 43 4.7 4.6
Private sector:
Manufacturing (L,) 13.3 204 26.6
Other (L,) 82.4 74.9 68.8

Source: Appendix I.
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5.2.2 Foreign capital inflows

As Table 5.3 has indicated, external finance played an important role in financing investment
in the 1970s, but less so by the end of the 1980s. Both the public and private sectors have seen
large inflows, although the public sector reduced its reliance on these sources steadily and finally
became a net re-payer both because the government wished to avoid excessive external
indebtedness and because it could rely on domestic sources of finance.

Since the early 1960s, the Korean current account has been managed by the authorities
through administrative controls: when deficits emerged, restrictions were tightened on outflows
and those on inflows loosened, and vice versa. In the first half of the 1980s Republic of Korea
had some difficulties in attracting foreign capital due to political instability and continued won
depreciation, so the authorities allowed greater entry to foreign investors to the stock market in
1981 through investment trust funds set up for this purpose. In 1985, Korean firms were allowed
to raise capital overseas by issuing convertible bonds and depository receipts. FDI, however, was
licensed only for sectors where significant modernizing technology transfer was expected. In
consequence, as Table 5.5 indicates, net FDI (that is, allowing for the outflows due to investment
by Korean enterprises abroad) has been of relatively minor importance to Republic of Korea both
as a proportion of GDP and as a share of capital inflows.

By the second half of the 1980s, the current account of the balance of payments moved into
surplus as the world economy recovered and the rapid appreciation of the Japanese yen improved
the competitiveness of Korean exports. Reserve levels rose sharply and the authorities reduced
net capital inflows by permitting outflows again. However, by 1990 the current account again
moved into deficit due to rising domestic wages as labour demand exhausted the available supply
— particularly of skilled workers — and real won depreciation exacerbated a slowdown in world
demand. Facing these difficulties in financing the mounting external deficit, the authorities once
again liberalized capital account inflows by allowing domestic firms to issue securities abroad.
At the end of the period covered by our data, Republic of Korea witnessed a fresh inflow of
capital, as the industrial prospects of the economy picked up in 1991 and the interest rate
differential over foreign markets rose. In fact, for 1990-94 the total inflow was some US$32
billion, ten times the level for the 1980s — although it was still relatively small in relation to the
economy as a whole (4% of GDP) due to the high domestic savings rate and continued official
control over capital movements. The early 1990s saw a relaxation of the restrictions of inward
portfolio flows, as Korean firms were allowed to borrow and issue securities abroad. However,
these new portfolio flows did not appear to be contributing to corporate capital formation and the
authorities, fearing capital account instability, continue to be cautious about full capital account
liberalization.

Table 5.5 Republic of Korea: Level and composition of net capital inflows

1971 1981 1991
As percentage of GDP:
Net inflows to public sector (F)) 23 2.1 -0.2
Net inflows to private sector:
Direct investment (F,) 0.4 0.1 -0.1
Portfolio and loans (F,) 5.6 49 3.0
Sub-total 6.0 5.0 2.9
Total net capital inflows 8.3 7.1 2.7

Source: Appendix 1.




5.2.3 Testing the model

The econometric tests of the relationships hypothesised in Chapter 4 within the data trends
discussed above are presented in Table 5.6 below. They were obtained by OLS methods, within
the methodological procedure discussed in 5.1 above. The fit is very good for all the equations
(except for private sector employment) and the coefficients are of the right sign and significant
to a reasonable level. The methodology itself discards the variables that are not significant, and
the most interesting result in this context is that portfolio flows and bank loans to the private
sector (F;) appear to have no effect on private investment (1) although GDP growth, lagged DFI
(F,) and public investment (I,) do have strong multiplier effects by providing demand
expectations, technology and infrastructure respectively. '

The equations for government current expenditure (G) and public investment both indicate
the expected effect of external finance to the public sector (F,) although the low values of the
coefficients seem to imply that external finance is a substitute for domestic finance of the deficit
(Z) rather than a stimulus to increased fiscal expenditure.

The results for the employment equations are not as good as might be hoped, but they are
significant. Public sector employment is well explained by the model, most of the variation being
due to current expenditure and about half the absolute level for the period as a whole to the
intercept term. Just over half of the variations in private sector employment are explained by
private investment. The resulting coefficients are compared with those for Mexico in 5.4 below
and then built into the simulation model so as to trace the direct and indirect effects of capital
inflows.

Table 5.6 Republic of Korea: Estimation of behavioural relationships
Import equation

M = 99823 +0.32Y
(0.63) (16.67)
R* = 0.97 ~ DwW=172
Government expenditure equation
G = -1088.07 +0.15Y +0.30 F,
(-4.72) (52.78) .75
R* = 0.99 DW=1.73
Public investment equation )
I, = -712.78 +0.08Y + 0.08F,
(-1.50) (11.61) (1.00)
R* = 0.92 DW=1.57
Private investment equation
I, = -2513.25 +030AY + 12.59 F,(-1) +3.4211,
(-2.56) (1.84) (3.22) (14.17)
R? = 0.96 DW=2.05
Public sector emplovment equation
L, = 385.06 +0.02G +0.002 I(-1)
(19.52) (5.22) (0.19)
R* = 0.96 DWwW=1.61

Private sector emplovment equation
AL,, = 0.0051,

(141) Tax rate (t): 0.17
R* = 0.55 DW =171 Savings rate (s): 0.23
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3.3 The case of Mexico
5.3.1 Investment and employment

The 1970s were a period of rapid expansion for the Mexican economy, particularly in the
latter half when oil revenues raised exports substantially. However, the subsequent decade was
marked by the debt crisis and successive stabilization programmes which were only rewarded
with a macroeconomic recovery in the late 1980s due to a heterodox “pact” between government,
business and labour.

As Table 5.7 indicates, aggregate investment rates did rise during the 1970s, but this was
mainly due to the increase in public invesment derived from oil revenues and external borrowing:
the private sector rate changed very little. The 1980s saw a decline in the investment rate for
much the same reason: the public investment rate fell sharply under the stabilization programmes
and private investment recovered only very slowly at the end of the decade. The public sector had
great difficulties with maintaining a minimum saving level throughout the period, and thus was
forced to rely upon domestic finance to fund the larger part of its investment — through high
reserve requirements on banks and excessive monetary emission. There is not evidence, however,
that this led to crowding-out of private investment because private savings rates appear to have
risen in response to these fiscal deficits (due to credit rationing by banks which prevented
consumer expenditure from rising) and to have declined in the late 1980s as the fiscal position
improved.

The low rates of private saving and investment in the Mexican economy are a source of
considerable concern to the authorities, and are responsible both for the difficulties in sustaining
growth and the tendency to generate large current account deficits on the balance of payments.
This is one of the major contrasts between Mexico and Republic of Korea, and also helps explain
their distinct employment experiences, as we shall see.

Table 5.7 Mexico: Investment structure (percentage of GDP)

1971 1981 1991
Publ. Priv. Total Publ. Priv. Total Publ. Priv. Total
Investment 4.6 14.3 18.9 12.1 15.3 274 4.9 17.0 21.9
Net Saving 1.7 14.9 16.6 0.9 19.6 20.5 0.0 14.2 14.2
Accum. Balance 2.9 0.6 -23  -112 43 -6.9 -4.9 -2.8 -1.7
Finance: internal 29 -2.9 - 104 -104 - 52 -5.2 -
Finance: external 0.0 23 23 0.8 6.1 6.9 -0.3 8.0 7.7

Source: Appendix II.

The structure of employment in Mexico reflects the severe imbalances in the economy as it
expanded and contracted over the two decades. Public sector employment (L,) tripled during the
1970s as employees were taken on at the government level and by state enterprises, partly in
order to provide employment as such but also to cope with the increased level of expenditure.
Despite the prolonged cris of the 1980s, public sector employment did not begin to fall in
absolute terms until the 1988 - it is only after the period considered here with mass privatization
in the mid-1990s that the figure declines significantly. As Table 5.8 shows, public sector
employment rose from 9 per cent of the workforce in 1971 to 19 per cent in 1991.
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Manufacturing employment — our proxy for modern sector private employment (L,) — rose
much less rapidly, and most of this growth was in the 1970s, during the 1980s the stagnation in
output after the debt shock and the subsequent investment in labour-saving technology in the late
1980s combined to keep it stable. As a result, its share in total employment declined. As a result.
our residual category (F,) which reflects mainly unskilled employment in agriculture and
informal urban services, clearly grew in absolute and relative terms.

Table 5.8 Mexico: Employment structure

1971 1981 1991
Employment (millions)
Public sector (L,) 1.16 346 428
Private sector:
Manufacturing (L,) 1.77 2.56 2.51
Other (L,) _ 10.27 15.31 16.33
Total employment (L) 13.32 21.55 23.12
Share of total
Public sector (L,) 8.7 16.0 18.5
Private sector:
Manufacturing (L) 13.2 11.9 10.9
Other (L) 77.1 71.1 70.6

Source: Appendix II.

5.3.2 Capital inflows to Mexico

As Table 5.7 has indicated, external sources of finance have been important for Mexico,

equivalent to 10 per cent of total investment in 1971, rising to a quarter in 1981 and over a third
in 1991.

Mexico had a relatively restrictive policy on foreign capital inflows in the early 1970s, due
to both limits on foreign ownership of key sectors of the economy and strict obligations on
foreign firms to export (which reduced FDI), the lack of a domestic stock market and government
control over firms' borrowing abroad, and a desire not to increase the debt burden. However, the
advent of oil revenues in the latter part of the decade changed this stance radically. The
government initiated an accelerated investment process which involved an enormous increase
in the foreign debt, while the overvaluation of the exchange rate made borrowing abroad
attractive for domestic firms — if only to finance the diversification abroad of their owners'
portfolios.

In 1982 the external debt became unpayable, and the government was forced to negotiate with
its creditors under strong conditionality, as well as initiating a radical stabilization programme
combined with measures to liberalize trade, deregulate the financial system and privatize state
enterprises. In the mid-1980s, all restrictions on foreign investment were removed and a domestic

securities market was developed in order to attract private risk capital to both government peso-
denominated debt and private sector securities.
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The resulting composition of net capital inflows is shown in Table 5.9. The public sector
moved towards heavy external indebtedness in the 1970s and then towards repayment in the
1980s. The private sector, in contrast, has become steadily more reliant on the external sector.
However, the restrictions on foreign ownership in the 1970s and the unattractive circumstances
of the debt crisis in the early 1980s meant that FDI only became relatively important at the end
of the decade. The expansion was due, therefore, to bank borrowing abroad by private firms,
because portfolio flows into Mexico do not become important until the end of the 1980s. It is this
reliance on external borrowing which has made Mexican firms extremely vulnerable to
devaluation and required extensive bailouts by the government of leading firms and their bankers
in both 1983 and 1995.

The mid-1990s, a period not covered by our data, saw a continuation of the trends discussed
above. The public sector maintained a reasonable balance but private sector saving continued to
decline as firms and banks borrowed abroad to take advantage of the interest rate differential and
the stable nominal exchange rate sustained by the capital inflows themselves. FDI rose rapidly
in order to take advantage of the export base provided by Mexico's membership of the North
American Free Trade Agreement, while portfolio investment was attracted by the interest rate
differential on government securities and the new privatization issues. However, the Mexican
authorities refused to regard the current account deficit as unsustainable as long as it was
generated by the private sector, and in 1994-95 the currency collapsed as foreign portfolio funds
were suddenly withdrawn. The subsequent drastic stabilization programme once again affected
investment and employment negatively.

Table 5.9 Mexico: Level and composition of net capital inflows

1971 1981 1991
As percentage of GDP:
Net inflows to public sector (F,) 0.0 0.8 -0.3
Net inflows to private sector:
Direct investment (F,) 0.7 1.1 1.7
Portfolio and loans (F;) 1.6 49 6.3
Sub-total 2.3 6.0 8.0
Total net capital inflows 23 6.8 7.7

Source: Appendix II.

5.3.3 Testing the model

The econometric tests of the relationships hypothesised in Chapter 4 within the data trends
discussed above are presented in Table 5.10 below. They were obtained by OLS methods, within
the methodological procedure discussed in 5.1 above. As in the case of Republic of Korea, the
fit is very good for all the equations (except for private sector employment) and the coefficients
are of the right sign and significant to a reasonable level.

The econometric programme itself discards the variables that are not significant, and the most
interesting result in this context is that portfolio flows and bank loans to the private sector (F,)
appear to have no effect on private investment (I,), as is also the case for Republic of Korea.
GDP growth has a strong multiplier effect, and lagged DFI (F,) has a coefficient greater than
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unity, indicating that corporate investment by foreign firms generate further investment
elsewhere in the private sector. Public investment (I,) also has a positive effect on private
investment: though it is not large there is clearly net crowding in rather than the crowding out
as argued by the World Bank and the IMF (as well as the Mexican authorities) as an argument
for reducing public investment.

The equations for government current expenditure (G) and public investment are not entirely
satisfactory, probably because Mexican expenditure decisions have been highly infuenced by
short-term stabilization policies and the political cycle rather than by longer-term development
criteria. However, both equations indicate the expected effect of external finance to the public
sector (F,) although the low values of the coefficients seem to imply that at least half of external
finance has in fact been used to reduce the domestic borrowing requirement (Z) or perhaps to
avoid increasing tax pressure - which is comparatively low in Mexico - rather than to provide a
stimulus to increased fiscal expenditure as such.

The results for the employment equations are not as good as might be hoped, but they are
significant. Public sector employment is well explained by the model, most of the variation being
due to current and capital expenditure by the government. Only a third of the variations in private
sector employment are explained by private investment, and the coefficient is rather lower than
expected. These results are compared with those for Mexico in 5.5 below and then built into the
simulation model so as to trace the direct and indirect effects of capital inflows on employment.

Table 5.10 Mexico: Estimation of behavioural relationships
Import equation

M = -11792.89 +0.19Y
(-2.51) (6.80)
R* = 0.79 DwW=1.30
Government expenditure equation
G = -22701.32 +0.29Y +0.33 F,
(-2.13) (4.50) (0.73)
R* = 0.77 DW=1.08
Public investment equation
I, = 10084.09 +0.19AY +0.11F,
5.07) (1.73) (0.51)
R* = 0.20 DW=0.98
Private investment equation
I, = 8363.1 +061AY +1.33 F,(-1) +3.4211, +12073.7 YRD
(3.43) (3.94) (1.08) (2.33) (6.12)
R* = 0.82 DwW=228
Public sector employment equation
L, = 903.69 +0.06G +0.04 1,
(2.78) (8.33) (1.61)
R* = 0.89 DW=1.14

Private sector emplovment equation
AL, = 0.0021,

(1.61) Tax rate (t): 0.17
R* = 0.31 DW=1.74 Savings rate (s): 0.23
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5.4 Comparing the models for Republic of Korea and Mexico

Comparing two country experiences is invariably a difficult task because of the institutional
and structural differences between them. None the less, a comparison of parameters from the
model estimates does yield some very interesting information.

Table 5.11 shows the parameter values from the estimated behavioral equations of the model.
This is the best way of comparing the employment effects of foreign investment systematically,
because it allows us to distinguish clearly between the causal linkages — an approach which is
very rare in comparative studies of employment.

The first major difference is in the employment coefficients (a,) themselves. In the case of
Republic of Korea, the employment coefficients for public expenditure (a,, a,) are much lower
than in Mexico: this is undoubtedly due to the much greater administrative efficiency of the
Korean public sector and possibly also to a greater tendency to adsorb civil servants for socio-
political reasons in Mexico, but it also means that the employment effect of a given level of
public expenditure (both current and capital) is much greater in Mexico.

However, in the case of private investment the relationship is the reverse: the marginal
employment creation by private investment (a,) in Republic of Korea is over twice as high as in
Mexico. As there is no reason to believe that incremental labour productivity (i.e. the marginal
labour-output ratio) in Republic of Korea is lower than that of Mexico, the answer probably lies
in the greater efficiency with which capital is used in Republic of Korea — which leads to more
output per unit of capital and thus more labour requirements. Moreover, while in Mexico the
employment coefficient is higher for public than private investment, the reverse is the case in
Republic of Korea: so that, a switch of resources from public to private use in Republic of Korea
would increase employment, in Mexico it would reduce it.

The next link back up the chain of causality, so to speak, is private investment behaviour,
where the coefficients (r;) are again quite different. The accelerator term (r,) which links changes
. in output to private investment, is much higher in mexico than in Republic of Korea, which may
be due to Korean firms taking a longer-term view based on export prospects while Mexican firms
are more sensitive to fluctuations in domestic demand. In consequence, private employment is
likely to fluctuate more in Mexico than in Republic of Korea.

The effect of direct foreign investment on domestic private investment (r,) in Republic of
Korea is much higher than in Mexico, which clearly indicates a strong multiplier effect from
foreign technology transfer. When this is combined with the direct employment effect (a,) of
private investment, it seems reasonable to conclude that FDI generates more employment in
Republic of Korea than in Mexico; but as we have seen, this does not reflect a more labour
intensive “choice of technique” by foreign firms but rather the combination of the higher
multiplier effect on private investment as a whole and the more effective use of the capital stock.
In other words, the direct and indirect employment impact of FDI is derived more from the
behaviour of the private sector as a whole than from the activities of multinational firms as such.

The third determinant of private investment (and thus private employment) is the effect of
public investment, where the relevant coefficient (r,) for Republic of Korea is much higher than
. that for Mexico, although both are positive. In both cases this indicates a net “crowding in”
effect, and thus the double contribution of public investment to employment ~ directly in the
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public sector and indirectly (and possibly more permanently) in the private sector. The
implication is that the indirect effect of public investment on employment (r;.a;) is much greater
than the direct effect (a,) in Republic of Korea, while in Mexico the reverse is true. Again, the
only possible conclusion is that the difference in the dynamism of the private sector and the
effectiveness of public sector are quite different in the two countries.

In both cases, as we have seen, the measured effect of portfolio purchases and bank lending
(F,) on private investment was not significant, and thus by implication it has no employment
effect. This would seem to indicate that these forms of foreign capital inflows substitute for
corporate savings rather than raise investment.

In contrast to the private sector experience the effect of official development assistance and
public borrowing abroad (F,) on the public sector is remarkably similar in the two cases. The
impact of these flows on both current government expenditure (g;) and public investment (h.) is
almost the same in the two countries, but it is interesting to note that: the combined increase in
expenditure is less than one-half, in other words that the greater part of these capital inflows are
used to reduce deficits rather than increase activities (and thus employment); and that the impact
on current expenditure is greater than on public investment. If we then take into account the
relative direct employment effects of current and capital expenditure (a, > a,) this balance can be
seen as quite positive for labour demand.

However, once we take into account the large difference in the indirect effect of public
investment on private investment, and of private investment on private employment in the two.
countries, it is clear that the net employment impact of official development assistance and public
borrowing abroad in Republic of Korea is much greater than in Mexico. Once again, this is due
to private sector behaviour rather than that of the public sector as such.

Table 5.11 Model parameter values from the estimated equations

Republic of Korea Mexico
m: 0.32 0.19
a, 0.02 0.06
a, 0.002 0.04
ay 0.005 0.002
2% 0.15 0.29
- 0.30 0.33
h;: 0.08 0.19
h,: 0.08 0.11
I 0.30 0.61
Iy 12.59 1.33
b5 3.42 0.40
s 0.23 0.19
t: 0.17 0.14

Finally, two exercises were carried out by constructing separate simulation models for the two
economies, using the equation forms discussed above and the parameters set out in Table 5.11.
In its reduced form, the simulation model contains eight behavioral equations which determine
endogenously the level of imports (M), taxation (T), government current expenditure (G), public
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investment (I,), private savings (S,), private investment (I,), public sector employment (L,) and
formal private sector employment (L,). The equation forms are set out in Table 5.12, as are the
four identities which balance the model: the balance of payments, the budget balance, the
aggregate savings-investment balance and the composition of employment. The simulation
assumes that over the period as a whole it is the external (ie foreign exchange) constraint which
binds, so that foreign capital inflows affect the level of imports and thus economic activity.

The two employment equatioris perhaps require some explanation. The first suggests that
public sector employment is largely determined by the level of government expenditure and
public investment, rather than the public capital stock as such, so L, is a linear function of G and
I.. This does not capture properly the determination of part of public sector employment by the
level of state enterprise output, but no data was available on this. The second suggests that, in
contrast, that the level of employment in the formal private sector (L,) is a function of the private
capital stock so that changes in this stock (ie private investment 1) will dete'rfni,rie“the change in
L,. Although depreciation is implicitly captured by the "marginal capital-employment ratio” (a,),
the equation does not really allow for the effect of technological change on productivity and thus
the capital/labour ratio - which is a key factor in explaining the econometric results.

Table 5.12  Structure of the simulation model

1. Behavioural equations
M= M,+mY

T = tY
G=gY+gF

I, = hYY+hF,

S, = sY

I, = rAY +rF,+r],
L= aG+a)l,

AL, = aj,

I1. Identities
X-M-J+2Z.....F=R
G+L)-(T+F)=2
S,+F,+F,=Z+I,+R
L=L +1,+L,

The simulated macroeconomic trends for investment and employment generated by the
exogenous variables (mainly GDP) and the recorded capital inflows, were then adjusted by
adding a further US$100 millions to the two forms of capital inflows (F, and F,) in each year, this
allows us to trace the impact of capital inflows through the economy to the employment
outcomes.

Table 5.13 reports the net marginal effect of these two forms of capital inflow (“ODA” and
“FDI”) received by the two countries in 1971 and 1990 — the full results are in the Appendix.
Three simple measures are presented: the increase in formal sector employment L,+L,)asa
percentage of total employment (L); and the “cost per job” is obtained by dividing the inflow by
the number of jobs created.
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The numerical results should not be taken too literally, but they do permit an interesting
interpretation. As we have already seen ODA (which includes both aid and public borrowing, net
of repayments in both cases and is thus the net capital flow into the public sector) creates more
jobs in Mexico than in Republic of Korea; while the reverse is true of FDI (again, net of
outflows). Table 5.14 indicates the scale of the difference, and in particular the much greater
catalyzing effect of FDI on private investment and thus the capital stock in Republic of Korea,
which creates over ten times as much employment per dollar invested than in Mexico.

The other striking implication of our results is the way in which the employment effects have
changed over time. Even after allowing for the real depreciation of the dollar over the period, the
shift is dramatic and reflects two different trends. In the public sector of both countries the "cost
per job" (that is, the inverse of the employment generated by public borrowing abroad) has risen
several times because in both cases public sector employment growth has been deliberately
restricted while public expenditure has risen in real terms, so the marginal contribution of ODA
to new employment has progressively diminished. In the private sector, the marginal investment
associated with a unit increase in employment (the “cost per job” in Table 5.13) has increased
five-fold in Republic of Korea and three-fold in Mexico — this clearly reflects the changes in
capital/labour ratios over time and is of course the main reason why formal sector private
employment has risen relatively slowly in the two cases. This estimate is consistent with our
global estimate of an average capital stock per MNE employee of US$50,000 in Chapter 3, but
suggests that wide variations are present within this average depending on the local
circumstances.

Overall, however, perhaps the most important result to emerge from these simulations is that
the marginal contribution of foreign investment to employment is relatively small and declining.
The main changes are due to fiscal strategy in the public sector and technological change in the
private sector. Both of these are strongly affected by developments in international capital
markets, of course, but the differences between the two cases indicates that domestic response
is more important.

Table 5.13  Simulation of the employment impact of an extra US$100 mn in capital inflows
in 1971 and 1990

Republic of Korea Mexico
In1971:
impact of extra ODA (F))
as % of total employment 0.019 0.04
000s job created 1.99 5.78
“cost per job” (US$’000s) 50 17
impact of extra FDI (F,)
as % of total employment 0.169 0.005
*000s job created 17.74 0.72
““cost per job” (US$’000s) 6 138
In 1990:
impact of extra ODA (F))
as % of total employment 0.002 0.008
‘000s job created 0.4 1.89
“cost per job” (US$’000s) 250 53
impact of extra FDI (F,)
as % of total employment 0.021 0.001
‘000s job created 391 0.24
“cost per job” (US$°000s) 26 417

Source: Appendix.
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It was not possible to construct a full model of the two economies along the lines suggested
in Chapter 4 because of the difficulty of modelling output and exports in a plausible manner,
without appropriate estimates of the capital stock. We cannot, therefore, compare the effect of
the policy constraints individually in a rigorously quantitative manner. What we can do,
however, is to compare the ‘multipliers’ corresponding to the four constraints in order to give
some idea of their “shadow price” of foreign investment for each country. In each case, the
multiplier is an approximation of the direct increase in GDP resulting from a constraint being
marginally released due to an appropriate capital inflow. The external multiplier (from equations
[8] and [21]) captures the external constraint, released by all forms of inflow. The fiscal
multiplier (from equations [9] and [22]) reflects the fiscal constraint, released by all forms of aid.
The savings multiplier (from equations [14] and [23]) reflects the additional resources provided
by inflows to the private sector. The capacity multiplier relates to the increased capital stock
arising from higher FDI as discussed above (equation [25]).

Table 5.14 shows the estimates of these multipliers for Republic of Korea and Mexico. All
the figures are drawn from our econometric estimates shown in Table 5.12, except that to
estimate the capacity multiplier it was necessary to impute a standard capital-output ratio (= 3.3)
for both countries. As can be seen the multipliers are highest for the fiscal constraint - which
underlines the importance of understanding the public-private macroeconomic relationship in
employment policy design. Comparing Republic of Korea with Mexico indicates that the
multipliers are higher in Mexico for the policy constraints; but the reverse is the case for the
capacity constraint. This implies that the long-term sustained impact of FDI in Republic of
Korea is almost ten times greater than in Mexico — due above all to private sector behaviour.

Table 5.14  Output constraints in Republic of Korea and Mexico: Comparative output multipliers

' Republic of Korea Mexico
External multiplier | 3.1 53
Savings multiplier 43 53
Fiscal multiplier 5.9 7.1
Capacity multiplier 3.8 04

Source: see text.

Finally, lest it should still be thought that these markedly different trends in employment
creation by the private sector in the two countries are due to high labour costs in Mexico as
compared to Republic of Korea, it is worth bearing in mind that in Mexico wages have risen far
more slowly, both in absolute terms and relative to per capita incomes for the country as a whole,
than in Republic of Korea (as Table 5.15 indicates) without leading to superior levels of
employment generation.

Table 5.15 Real wage trends in Republic of Korea and Mexico

Republic of Korea Mexico
(1960-78) (1962-85)
GDP per capita 6.9 29
Agricultural wages 7.1 1.3
1875 (1962-85)
GDP per capita 7.4 1.6
Manufacturing wages 9.1 -1.2

Source: World Bank: World Development Report 1995.




6. International capital flows and employment in LDCs:
Conclusions and policy implications

In this study we have attempted to address the question of how foreign capital flows affect
employment and wages in developing countries through their effect on investment. The answer
to this question is taken for granted in the standard model of structural adjustment, but in fact it
is not easy to resolve in either theory or practice.

In Chapter 2, we established the radical changes that have taken place in the level, destination
and form of capital flows towards developing countries over the past two decades. It is not
immediately clear whether these changes have a positive effect on employment and wages in
most LDCs, because the external contribution to their resource mobilization has not increased
substantially while in Latin America and Africa the level of fixed capital formation per capita
has actually fallen. In particular, it appears that the changes in the composition of capital flows
(from public to private, from project aid to emergency assistance, and from FDI to portfolio
flows) can have negative effects on domestic capital formation and thus on employment.

In Chapter 3, we explored the literature on employment and wage trends in developing
countries. It was necessary to disentangle the effects of structural adjustment programmes from
those of capital flows as such but a fairly consistent picture emerged. Structural adjustment
policies appear to be main explanation for the trends in urban and rural incomes (and thus wage
levels) on the one hand, and fiscal stabilization for the decline in public sector employment on
the other. However, the manifest failure of employment to recover after these policy shocks in
Latin America and Africa, and the success of East Asia in this respect, do appear to be the
consequence of the private investment response rather than labour market inflexibilities as the
standard model suggests. It is widely agreed that direct foreign investment has considerable
potential for both creating stable jobs and for training the workforce, but the available data
indicates that these positive effects are confined to a very small minority of the workforce in
relatively few developing countries.

In Chapter 4 we brought together the stylized facts derived from Chapters 2 and 3 into a
formal macroeconomic model. This model can be seen as a further development of the ‘two-gap’
model which was originally operationalized in a policy-useful format by the World Bank and
subsequently expanded to include a fiscal gap in addition to the savings and trade gaps. Our
developments of this standard model has two key aspects: the disaggregation of capital flows into
four distinct categories on the one hand; and the explicit definition of three types of employment
- public, modern private and informal- on the other. This produces a new and surprisingly rich
picture of the complex relationship between international capital markets and domestic
employment. Rigorous mathematical analysis of the properties of this model revealed that in
order to capture the full effect of foreign capital inflows it is necessary to trace their indirect
effect on private investment through the overall macroeconomic equilibrium. By extension, this

process depends upon the binding constraint experienced by the economy at any one point in
time.

The last step was to test this model on two empirical cases in Chapter 5, with a dual objective:
first, to test the validity of the behavioral assumptions of our model on time-series data; and
second, to measure the relevant coefficients in order to gauge the order of magnitude of the direct
and indirect effects of external capital flows on employment in the three sectors. The two cases
chosen were Republic of Korea and Mexico, and the results of the econometric tests are of
considerable interest. The fitted equations tend to confirm the assumptions of the model as
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against alternative formulations, and reveal considerable similarities as far as the effects of
capital flows on public expenditure are concerned, although the effect of this latter on
employment in turn has been much higher in Mexico than in Republic of Korea. In marked
contrast, the effects of capital inflows on private investment are much higher in Republic of
Korea than in Mexico, and the consequent employment effects much more positive. A simulation
model based on the estimated equations and coefficients confirmed this outcome in terms of the
‘cost per job’ - that is, the marginal effect of external capital flows on employment.

While we have some reason to be confident of the strength of the overall argument presented
in this study, it is not easy to draw pricise policy conclusions from an analytical exercise of this
scope and degree of abstraction. None the less there are some general themes which emerge from
the study that do have useful policy implications. The following are the most important of these
implications:

a) because the present pattern of international capital flows can only help a minority of
developing countries raise their employment and wage levels significantly, in most cases
these new flows should be regarded by policymakers as complementary to the raising of
public and private investment rates by domestic resource mobilization and not as a
substitute;

b) because the composition of foreign capital flows is more significant for positive effects on
labour than their absolute amount, project and training aid should be preferred over
consumption support and foreign direct investment should be encouraged in place of
portfolio inflows by appropriate macroeconomic and administrative measures;

c¢) because the key factor which determines the effect of foreign capital flows on employment
is the investment response of private firms, stable legislative and financial structures which
encourage firms to take long-term decisions to expand productive capacity are more
conducive to employment generation than either fiscal demand expansion or monetary
stabilization programmes;

d) because private investment in the modern sector is particularly sensitive to the level and
volatility of income growth, interest rates and the real exchange rate it is essential for
economic policymakers to maintain real GDP growth steady, real interest rates low and the
real exchange rate competitive in order to generate "good jobs";

e) because foreign direct investment is the most desirable form of capital inflow due to its
embodied technology transfer, multiplier effects on domestic investment and consequences
for skilling, promotion policies should be geared to this rather than other private flows and
public investment should be raised for the provision of economic infrastructure and an
educated workforce;

f) because short-term capital flows have a particularly destabilizing effect on macroeconomic
activity and on the sustainability of fiscal policies, there is a strong case for the
maintenance (or reimposition) of financial controls over portfolio purchases by non-
residents and borrowing abroad by domestic corporations in order to protect private fixed
investment and thus employment;

g) because declining real wages appear to have little positive employment generation effects
and clearly have serious social costs (not only for those employed in the modern sector but
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also for those in the informal sector who depend on their expenditure) there is no obvious
macroeconomic case for further dismantling of labour protection mechanisms;

h) because cross-border investment is particularly sensitive to the "country risk" arising from
policy regime instability, there are good employment reasons for pursuing regional
arrangements designed to "lock in" not only trade concessions but also mechanisms for

| mutual investor protection, macroeconomic coordination and eventually fixed exchange
rates;

i) because the Bretton Woods institutions have a key role in determining the access of
developing countries to international capital markets, their policies in this respect should
be geared explicitly towards employment generation - as Article I of the International
Monetary Fund makes clear;

j) finally, much more research is needed into the behaviour of private investors - both foreign
and domestic - in order to design more effective employment strategies for developing
countries as the best sustainable means of overcoming poverty in developing countries.
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