'Caps‘"ﬁl Plows & beodbﬁ«a Comnivies ! The Allschdn Posele ” |

(rowrinches ¢ Teanne (RES, 2072 p,
s Lucas (ABR,/990) asked wl, more Coprtal ologsn ' fho P
poer Countrits

+This paper aryues Hhat phe capital Phat daes Flow
Slows #o Phe wrong Countrics.

* Neoclhss ‘eal Grovtd ‘u..,,
Rupid Prod. Grvuth w9 Copital Inflovs

(oot becanse I T and S¥ )

‘The papee shows Hat on auage Te dhekr
indlicatbe The ewsch of&u’k !

. Sample ! 68 non-0ECD developing couninies, 190 <2000



2 REVIEW OF ECONOMIC STUDIES

W MOZ S
TZA
a2 M
% SEN MWI
5 vag MR
i Licy) HND  BQH LKA
5w - -PER 3}y NPL &l cYp
S AWA P GHA, 0y TUN
o JORMEEM—P G R isg HT! PAKTHA o
~ L "\-‘|
% . o S8 i B0 URPS .
E NGA ZAI|= N GABSYR RO
s VEN
= HREEP
O 9 1
TWN
o -]
I T T L] T T gD S
-4 -2 0 2 6

Srodustivity Growth (%)

FIGURE 1
Average productivity growth and average capital inflows between 1980 and 2000. 68
non-OECD countrics.

negative and at best zero. The non-OECD countries that have grown at a higher rate
over 1980-2000 have not imported more capital. This finding is robust to many controls.

'The allocation puzzle is illustrated by Figurc 1, which plots the average growth rate
of total factor productivity (TFP) against the average ratio of net capital inflows to GDP
for 68 developing countries over the period 1980-2000.2 Although the variables are aver-
aged over two decades, there is substantial cross-country variation both in the direction
and in the volume of net capital inflows, with some countrics receiving more than 10 per-
cent of their GDP in capital inflows on average (Mozambique, Tanzania), whereas others
export about 7 percent of their GDP in capital outflows (Taiwan). More strikingly, the
correla.tlon between the two variables is negaiive, the opposite of the theoretical predic-
tion.® To illustrate with two countries that are typical of this relationship (i.e., close to
the regression line), Korca, a development success story with an avcrage TFP growth of
4.1 percent per year and an average annual investment rate of 34 percent between 1980
and 2000, received almost no net capital inflows, whereas Madagascar, whose TFP fell by
1.5 percent a year and average annual investment rate barely reached 3 percent, received
7 percent of its GDP in capital inflows each year, on average.

As we show in this paper, the pattern observed in Figure 1 is just onc illustration of a
renge of rosults that point in the same direction. Capital flows from rich to poor countrics

2. Net capital inflows are measured as the ratio of a country’s current account deficit over its
GDP, averaged over the period 1980-2000. The construction of the data is explained in more detail in
section 3.

3. The regression line on figure 1 has a slope -0.72 (p-value of 0.1%).
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REVIEW OF ECONOMIC STUDIES

TABLE 1

Productwity Catch-Up and Capital Inflows between 1980 and 2004
Group averages. 68 non-OECD countries.

(1) @ @
Catch-up Capital inflows Obs.
T AD/Y,

Non-OECD countries -0.10 31.49 68
By income:

Low Income -0.22 56.49 26

Lower Middle Income -0.15 37.02 23

Upper Middle Income -0.06 12.94 13

High Income (Non-OECD) 0.54 -57.85 6

By region:

Africa -0.17 39.09 31

Latin-America -0.24 36.89 20

Asia 0.19 11.28 17

China and India 0.53 3.24 2

All but China and India -0.12 32.35 66

All but Africa -0.04 25.12 37
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Productivity catch-up (7) and change in external debt (AD/Yy) together witls
predicted investment (AD'/Y;) and predicted saving (ADS/Yp) terms. 1980-2000. 68
non-OECD countrics.

growth framework. We observe that capital flows are not only negatively correlated with
the model predictions but also tend to be smaller in absolute value. This is especially true
if we look at the saving component, which implies that a one percentage point increase in
the productivity catch-up variable # should raisc capital inflows by 5.25 percent of initial
output.?! For a country such as Korea, with a productivity catch up equal to 0.61, the
model] predicts investment and saving components of net capital inflows each in excess
of 130 percent of initial output. Conversely, for Madagascar, with a relative productivity
decline m equal to -0.47, the model predicts investment and saving components of net
capital outflows cach in cxcess of 100 percent of initial output!

Asnoted at the end of section 2, the saving component is very responsive to growth in
the model because of the assumption that consumers arc infinitely-lived and can perfectly
smooth consumption. Introducing financial frictions or assuming different preference
structures could reduce significantly the importance of the saving component.“? By
contrast, observed flows are of the same order of magnitude as the investment component
of predicted flows. The ratio of the sum of the absolute value of the observed net inflows
amounts to 76 percent of the model prediction based on the investment component. We
conclude that the model is able to reproduce the magnitude of capital flows (the range

21, The slope of the investment term AD/Y; is (Ag* J4% = 2.14 while the slope of the saving term
AD* /Yo is (14 (1 —e)k*@~D/R* 712 (Ag*)* (1 - ¢/20) (Rg”)?® = 5.25.

22. In the limit case where households cannot access financial markets, the saving component would
equal zero. .
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30 REVIEW OF ECONOMIC STUDIES

TABLE 3

Decomposition of Average Investment Rates between 1980 and 2000. Convergence: (k* — ko) /(Tijo);
Productivity: 7k~ g*n/T; Trend: A [ T, 1). percent of GDP. Group averages.

(1) (2) (3) (4) (5)  (6)
Average Investment Rate Total Convergence Productivity Trend Capital Wedge Obs.
{pereent of oulput) ik The
Non-OECD countrics 13.52 0.11 -0.92 14.33 11.54 68
By Income Level:
Low Income 8.49 -0.21 -1.56 10.26 18.92 26
Lower Middle Income 14.06 0.29 -1.64 15.42 8.84 23
Upper Middle Income 15.69 0.40 -1.35 16.64 6.13 13
High Income (Non-OECD) 28.52 0.17 5.54 22.82 1.58 6
By region:
Africa 10.26 -0.74 -1.18 12.19 16.05 31
Latin-America 13.40 0.39 -2.67 15.69 8.50 20
Asia 19.59 1.32 1.62 16.65 6.88 17
China and India 15.76 0.40 3.02 12.34 10.35 2
All but China and India 13.45 0.10 -1.04 14.39 11.57 66
All but Africa 16.25 0.82 -0.70 16.13 7.76 37
TABLE 4

Decomposition of cumulated capital inflows relative to initial output between 1980 and 2000. AD/Yy is the
observed ratio. See appendiz A for definition of the various components. Saving wedge 7, calibrated to equate
observed and predicted capital inflows. Group averages.

1) (2) (3) (4) (5) ® (™
Observed Convergence Investment Saving Trend Wedge Obs.
Capital Flows AD/Y, ADe/Y, AD'/Yy, AD®/Y, AD'/Y, Ts
(percent) '
Non-OECD countries 31.49 5.85 -28.18 21.97 31.75 1.07 68
By Income:
Low Income 56.49 -14.55 -49.76 85.39 35.42 2.11 26
Lower Middle Income 37.02 17.38 -62.62 47.96 34.30 1.28 23
Upper Middle Income 12.94 22.85 -40.99 -15.93 4a7.00 0.68 13
High Income (Non—OECD) -57.85 14.37 225.12 -270.35 -26.98 -3.43 6
By Region: :
Africa 39.09 -31.64 -41.53 78.20 34.06 1.79 31
Latin-America 36.89 20.96 -100.07 62.09 53.92 1.83 20
Asia 11.28 56.84 80.74 -127.75 1.44 -1.14 17
China and India 3.21 11.39 141.57 -132.15 -17.60 -2.53 2
All but China and India 32.35 5.79 -33.32 26 .64 33.24 1.18 66

All but Africa 25.12 37.45 -16.99 -265.14 28.81 0.47 37
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