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FOREWORD

The Task Force on International Private Enterprise commissioned
a number of research papers and studies relevant to its work.
It also received contributions from interested experts, various
U.S. Government agencies, and multilateral institutions. This
volume of the Report of the President's Task Force on

International Private Enterprise includes selected papers used
by the Task Force in its deliberations.
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FOREIGN AID, THE PRIVATE SECTOR, AND ECONOMIC GROWTH

INTRODUCTION

Does foreign aid help or hinder development? Advocates
claim that aid boosts ecconomic growth in poor countries by
supplementing their scarce savings, skills, and foreign
exchange. Without aid, these countries would either have to
cut back on their development programs or finance them by
raising taxes or by borrowing more heavily from commercial
sources. Higher taxes, they say, would have negative effects
cn output by increasing disincentives for savings, work effort,
and innovation. Further commercial loans, if available, would
heighten the burden of servicing debt, which is already
onerous. Thus the benefits of aid to the recipients can be
substantial. Yet the cost to rich country donors is meager and
is more than recouped through expanded trade and greater
international security.

These claims are disputed by some conservative critics.l/
Aid impedes development, they argue, because it gues mostly
from government to government. Thus it increases the
politicization of economic decisions and extends the public
sector at the expense of private enterprise. Growth is
retarded by the inefficiency and market distortions resulting
from excessive government intervention. Furthermore, the
critics maintain, foreign grants and subsidies allow
governments to persist with poor policies and wasteful projects
because they do not pay the full costs of their mistakes. The
poor countries would do better to attract direct foreign
investment and channel a higher proportion of commercial credit
to tne private sector, where it would be used more effectively.

Both sides in the debate tend to support their cases by
reference to conspicuous country successes or failures. But
what is the broader statistical evidence? We have tested
various claims using data for a cross-section of 21 countries
(see Table 1l.1). The countries selected span almost the full
spectrum of world incomes and represent a wide range of
economic performance over the past decade. With the exception
of the United States, the countries are grouped into pairs with
similar per capita incomes., Averade ratios or rates were
calculated for key variables for the ten-year period 1970-1979
to even out the effects of random short-term fluctuations.
Statistical (regression) analysis was undertaken to estimate
the strength of the links, if any, among the variables. Table
1.1 shows the basic data. Table 1.2 gives the regression
results. The findings are summarized below,

Aid/Gross Domestic Product Growth Links
At first sight, the data in Table 1.1 suggest a generally

positive correlation between aid and growth. With Jjust two
exceptions (Zambia and Uruguay), the couatries receiving higher
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levels of aid than their counterparts alsc achieved higher
rates of growth of GDP. However, the association proved to be
weak statistically (see equation 1 in Table 1.2). Aid
accounted for less than 1 percent of the variation in growth
rates among countries. One possible explanation is that
aid/Gross National Product (GWP) ratios were relatively low
(below 2 percent) for most middle income countries. But
separate regressions were also run on the ten countries with
per capita incomes of less than $1,300 in 1979. Although their
aid ratios reached as high as 8.8 percent, the direct impact of
aid on their grcwth was also shown to be statistically
insignificant. Substantial aid certainly does not guarantee
growth.

Two further hypotheses were therefore examined. First, the
effects of aid may be overshadowed by domestic policy
variables, which are more critical determinants of
development. Second, aid may reinforce effective policies but
is rarely sufficient to counteract an unfavorable policy
eanvironment,

The analysis focused on five policy variables frequently
discussed in the aid debate. These are listed below, together
with the usual a priori assumptions or hypotheses about their
impact on growth.

o] Tax levels--expected to have negative effects by
reducing incentives and net returns to the principal factors of
production.

o] Share of the private sector in domestic
credit--expected to be positively associated with growth
because private firms tend to be more efficient than government
and public enterprises.

o] Government budgetary surplus or deficit--~latter
expected to have a negative impact because increased government
borrowing "crowds-~out®™ the private sector from the financial
markets.

o] LDirect private foreign investment--advocates predict
positive effects by supplementing scarce capital and
technological and managerial know-how; opponents predict
negative effects because it is said to result in enclave
activities with few linkages to the domestic economy and
because resource rents are siphoned abroad.

o] Debt/service ratio--impact depends upon whether the
foreign loans being serviced are used effectively and in ways
that enhance output.
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Taxes

Taxation is a major policy instrument. The ratio of total
tax revenue to GDP indicates the extent to which the central
government preempts private income to finance public
expenditure. OQur statistical analysis suggests a strong
negative relationship with economic¢ performance. An increase
of 1 percentage point in the tax/GDP ratio was associated with
a decrease in the rate of growth of 0.36 percent in the group.
of countries as a whole. Forty~four percent of the
intercountry variance in GDP growth was explained by difference
in the overall tax burden (equation 2). For the ten
lower-income countries, the estimates were even higher, at
~0.57 percent and 66 percent, respectively. The results were
significant at the 1 percent level.

A more detailed review of tax/growth linkages has been
published elsewhere.2/ The evidence suggests that tax policy
in the countries under study affected econcmic performance via
two pasic mechanisms. First, lower taxes resulted in higher
real (after tax) returns to savings, investment, work, and
innovation, stimulating a larger supply of these factors of
production and raising total output. Second, the focus and
types of fiscal incentives provided by low-tax countries appear
to have shifted resources from less-productive to more
productive sectors and activities, thus increasing the overall
efficiency of ra2source utilization (total factor productivity).
The reverse seems to be true for some high tax countries. The
findings also imply that resources left in the hands of private
firms and individuals tend to be used more productively than
resources transferred via taxation to public sector programs.
This holds for the levels of taxation represented in the
sample. It is conceivable that if tax ratios fell below a
certain point, essential government services could not be
maintained, resulting in a drop in efficiency in the sectors
receiving those services.3. A study of 104 countries found a
negative relationship between the share of total government
consumption expenditure in GDP and the rate of growth of per
capita GDP during the period 1960-1976. However, chere was a
positive association with expenditure on education. There
might also be welfare losses. However, our analysis revealed
no significant differences between high and low tax countries
in such social /indicators as life expectancy and incone
distribution.%

Share of Private Sector in Credit

A second major policy variable is the share of the private
sector in domestic credit provided by the monetary authorities
and deposit banks. This indicator covers both domestic and
foreign currency loans channelled through domestic financial
institutions. It shows how large a piece of the financial
market's pie was availablie for private enterprises after the
borrowing needs of government had been met. Government
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includes local government authorities and other official
entities (such as public enterprises and parastatal bodies) as
well as the central government. Thus, this indicator provides
a broader measure of the relative size of the public and
private sectors than does the tax/GDP ratio.

Table 1.1 shows that, in all cases, the countries that
provided their private sectors with wider access to credit
realized more rapid growth than did their paired counterparts.
The statistical analysis (equation 3) indicates that an
increase in the share of the private sector of 10 percentage
points raised the GDP growth rate by 0.41 percent. This
coeftficient was significant at the 1 percent level, and the
equation explained 27 percent of tne intercountry growth
variance.3/ similar results were obtained by Mario Bleier
and Mohsin S. Khan using unpublished data on investment in 24
countries during 1971-1979. They found that a 10 percent
increase in the private sector's share of total investment was
associated with an increase in the real growth of GDP of 0.45
percent, When combined with the tax and aid variables, the
explanatory value was increased to 58 percent (equation 4).

The findings support the view that the private sector makes
more efficient use than government of the financial resources
provided to it. Several reascns have been given by
analystsﬁ . The private sector tends to have more
experienced management, greater competitive stimulus, more
entrepreneurial drive, and stronger work incentives and
motivations. Public enterprises are subject to tighter
political constraints and pressures from sectional interest
groups. They are also used for political patronage. They are
frequently set social objectives, such as preserving employment
and restraining rises in the ccst of living, which are
difficult to reconcile with efficiency. They are rarely
allowed to go out of business, even if their products and
plants are obsolete and incurring huge losses, Red tape and
excessive bureaucracy sometimes undermine the effectiveness of
government services. And a large public sector often coincides
with greater indirect government controls over private sector
decisions through licensing, rationing, and regulations. Such
interventions tend to distort incentives and bring about _misuse
or misallocation of resources in the economy as a whole.”

The tax and private sector credit variables remained
significant when investment and labor inputs were incorporated
into equation 5. This was true for the sample of 21 countries
as a whole and for the group of 16 developing countries. The
explanatory value of the equation was increased to 83.2 percent
and 84.5 percent for the two groups, respectively. But the
magnitudes of the coefficients for the tax and private sector
policy variables dropped, because part of their impact had been
absorbed into the input data for investment and labor force

growth, Their t-values were also reduced because of
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intercorrelation among the variables, but still satisfied a
one-tail significance test at the 1lU percent and 5 percent
levels, respectively.

Several studies have shown negative relationships between
taxes and investment rates and, to a lesser extent, between
taxes and employment growth§/. Our analysis suggests that a
1 percent increase in the tax/GDP ratio reduced investment
growth by 0.67 percent for the group as a whole and by 1.23
percent for the 16 developing countries. Both coefficients
were significant at the 1 percent level (equation 6). A 10
percent increase in the share of the private sector in domestic
credit raised invertment growth by 0.57 percent for the full
sample, significant at the 10 percent level (equation 7).

Robust results were also obtained when the tax and private
sector variables were combined with export and aid variables
and regressed against GDP growth (equation 8)., The estirates
for the first three variables wWere significant at the 1 percent
level. The aid coefficient had a positive sign but a weak
association with GDP growth. Strong positive links between
exports and economic growth have been noted in numerous
studies3/. However, the growth of exports is not a policy
variable itself, but rather the result of particular policy
instruments including fiscal incentives and provision of
creditll/, we estimated that a 1 percent reduction in the
tax/GDP ratio increased export growth by 0.40 percent. The
estimate was significant at the 10 percent level (equation 9).
our earlier tax study revealed a2 more significant relationship
for foraign trade taxes in particular.

Government Surplus or Deficit

The private sector's access to credit markets may be
constrained for two reasons. First, the government may own a
large percentage of productive assets and be responsible for a
high share of total employment and GDP. Thus public sector
requirements for short-term credit for working capital could be
substantial just to keep its operations running., Second, the
government may need to borrow on a still larger scale to cover
deficits on its current or capital expenditure accounts.

Comprehensive data for the share of the public sector in
assets, GDP, or employment are not available. We have
therefore confined our analysis to the level of the government
budget surplus or deficit. The results of equation 10 suggest
a strong positive relationship between surpluses and economic
growth and hence a negative association with deficits. In our
sample group as a whole, an increase in the central government
deficit of 1 percent of GDP was associated with a decline in
the rate of growth of GDP of (.61 percent. The estimate was
significant at the 1 percent level. The magnitude of the

impact was similar in all three groups. The explanatory value
of the equation ranged between 37 and 44 percent.
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Three factors may account for these findings. First,
substantial government borrowing "crowds out" the private
sector by raising interest rates. Thus, the most efficient and
dynamic segments of the economy (particularly new firms) may be
deprived of working capital and investment funds. Second,
deficit financing tends to be used to prop up_ loss-making
public enterprises with low economic returns.il’ Third,
deficits may reflect heavy government expenditure on free or
subsidized services. Although these services may yield
significant social benefits, deficit financing may mean that
scarce domestic savings are used to augment consumption at the
expense of investment, thus retarding economic growth and
perhaps social progress ian the long term.

Direct Foreign Private Investment

supporters of direct foreign private investment argue that
it stimulates development in the Third World by supplementing
scarce technological and managerial know-how, facilitates
access to export markets, and provides equity risk capital
which does not impose a debt servicing burden on the recipient
country. Opponents maintain that it often results in enclave
activities with few linkages to the domestic economy and that
resource rents are siphoned abroad.

The regression analysis did not provide macroeconomic
support for either of these viewpoints. Equation lla, relating
foreign investment to GDP growth, yielded a negative
coefficient, but the level of significance was weak and the
explanatory value very low. The policy environment appeared to
have a critical incluence on the outcome of foreign
investment. In Singapore, for example, direct foreign
investment averaged 7.9 percent of GNP during the 1970s. It
took place in an economy with relatively low tax rates, an
outward-looking strategy, and a small public sector which was a
net lender rather than borrower. A high GDP drowth rate was
achieved. On the other hand, substantial foreign investment
flowed to Liberia and Jamaica in the early part of the decade,
but was subject to sharply increased tax rates on mineral
exports or was channelled into highly protected import
substitution industries. Their growth rates were adversely
affected.

Debt Service

The final variable examined was the level of debt service.
This 1is the sum of interest payments and repayments of
principal on external public and publicly guaranteed debt
expressed as a percentage of GNP. Equations l2a and 12b
suggest that it has a powerful negative impact on growth. For
the 16 developing countries, a 1 percent increase in the debt
service ratio reduced the growth rate by 1.28 percent. The

estimate was significant at the 1 percent level and the
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equation accounted for 45 percent of the intercountry growth
variance. The effects were even stronger on the 10
lower-income countries, with a parameter estimate of -1.44 and
a R2 estimate of 0.64.

Three explanations for these results can be offered,
First, the higher the level of payments that must be made to
foreign creditors, the greater the diversion of domestic
resources and foreign exchange earnings from alternative uses.
that would have contributed to output. The inflow of financial
resources that created this debt may not have generated
sufficient growth to offset the costs of debt service, perhaps
because resources were used on unsound projects or wasteful
consumption. Second, large debt servicing requirements tend tno
accentuate the scarcity of foreign exchange. Allocation
systems for fcreign exchange often give priority to food
imports and public sector needs (including defense), resulting
in a shortage of raw materials and spare parts and low capacity
utilization in the more productive sectors. Third, as most
foreign debt is public or publicly guaranteed, the majority of
the loans tend to be used to finance government programs and,
to a lesser extent, those of the privileged large~scale private
enterprises. Small and medium-sized enterprises, which are
often more dynamic and efficient, tend to have more restricted
access to the foreign loans and foreign exchange which theg
need to acquire new technology and other imported inputs.l_/

The Impact of Foreign Aid on Policy Variables

Although it does not pretend to be exhaustive, the analysis
has identified some statistically significant policies and
other variables for explaining growth. When the significant
policy variables affecting the whole sample--taxes, government
surplus/deficit and the private sector share of credit--were
combined in a composite equation (13), the first two variables
retained significant t-values and the tax coefficient was
particularly robust. However, the significance of the private
sector variable dropped, probably because of intercorrelation
among the variables. The equation explained 64 percent of the
variance in the growth experience. For cross-sectional
analysis this degree of explanatory power is high, especially
when the components of growth such as investment and exports
are excluded. But, at the same time; it leaves ample scope for
other factors to play a part. The pcssibilities are numerous.
We examined two--per capita GNP and the share of industry in
GDP as an indicator of structural differences. Neither was
shown to be significant (equations 14 and 15). Previous
studies have considered such factors as country size and
changes in the terms of trade, which might have affected
mineral exporters in particular. But no significant
relationships with growth were found.13/
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The final hypothesis considered was that foreign aid
affected the outcome indirectly by influencing domestic
policies. We tested this hypothesis by regressing the aid
ratios against the policy variables. For the group of 16
developing countries, only one equation yielded significant
results. Aid was negatively associated with the size of the
governmental surplus (equation 1l6a). The estimate was -
significant at the 10 percent level, The aid parameter had a
negative sign when related to the tax/GDP ratios (i.e., it
reduced tax levels) and also a negative sign in association
with the share of the private sector in domestic credit (i.e.,
it reduced the PS share). In both cases, however, the link was
very weak. Thus, the findings seem to reject most of the
critics' arguments that aid causes or bolsters domestic
policies that impede development. But, by the same token, the
findings lend little support to those advocates who maintain
that aid invariably yields net benefits to the recipients,

CONCLUSIONS

The empirical findings presented in this paper are
['reliminary. They need to be confirmed by a larger sample of
countries. However, when combined with in-depth country
studies and other research findings of a more qualitative
nature cited in the text, they do suggest some tentative
conclusions.14/ Ficst, economic growth depends largely upon
domestic policies.lﬁ Second, financial flows from abroad
are mest likely to raise output if the policy environment is
hospitable and conducive to growth. This assumes, of course,
that the projects and activities being financed are well
selected in the first place. Third, at least in the market
economies covered in this analysis, the private sector tends to
be more efficient than the2 public sector and flourishes best
when provided ample access to credit and foreign exchange and
when not burdened by heavy taxes. Fourth, countries with
governments that do not resort to excessive domestic or foreign
commercial borrowing to finance budgetary deficits appear to
sustain more rapid growth. Fifth, to be most useful, foreign
aid should either reinforce effective policies or promote the
reform of defective policies. The evidence suggests that some
donors have peen somewhat indiscriminate in their distribution
of aid i» this respect. Stronger linkages between aid flows
and poli:y improvement may be desirable in the future, not only
to contribute more effectively to development but also to
overcome the "aid-fatigue" that seems to be increasing among
taxpayers in some donor countries,
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TABLE 1.1

BASIC ECONOMIC INDICATORS FOR SELECTED COUNTRIES 1970-1979
(average annual rates or ratios 1in percent)

GDI LAB EXP GDP TAX AID PS FPIX DS GS IND
GRO GRO GRO GRO GDP GNP DC GNP GNP GDP GNPPC GDP
Malawi 2.3 2.2 4.6 6.3 11.8 8.8 65.2 1.7 2.0 -6.2 200 20
Zaire -5.0 2.1 -1.1 -0.7 21.5 5.5 32.3 2.7 4.3 -10.4 260 24
Cameroon 7.9 1.3 0.5 5.4 15.1 5.0 109.54 0.6 1.7 -0.2 560 16
Liberia 5.2 2.6 2.3 1.8 21.2 4.4 80.1 5.8 4.2 -2.1 500 26
Thailand 7.7 2.7 12.0 7.7 i1.7 0.9 68.4 0.6 0.6 -2.0 590 28
Zambia -5.6 2.4 -0,7 1.5 22.7 3.7 51.1 -0.9 7.0 -9.9 500 41
Paraquay 18.7 3.1 8.4 8.3 10.3 2.1 78.1 0.8 1.5 0.0 1070 24
Peru 2.7 3.0 1.7 3.1 14.4 0.8 41.3 0.5 4.3 -4.0 730 43
I Jamaica -9.6 2.2 -6.8 -0.9 23.8 1.8 60.0 3.5 3.8 -9.3 1260 40 \
—~ Korea 14.9 2.8 25.7 10.3 14.2 1.9 90.6 0.4 3.8 -1.6 1480 39
— Chile -2.0 1.9 10.7 1.9 22.4 0.4 33.9 -0.5 4.6 -3.0 1690 37 -
I Brazil 10.1 2.2 7.0 8.7 17.1 0.2 90.7 1.2 1.5 0.0 1780 38 '
Uruguay 7.5 0.1 4.3 2.5 20.0 0.4 73.4 0.7 4.7 -2.3 2100 37
Singapore 6.0 2.7 11.0 8.4 le.2 0.6 232.94 7.9 1.1 1.3 3830 36
New Zealand 0.0 2.1 3.4 2,4 27.5 -0.3 77.0 0.0 0.0 -4.3 5930 31
Spain 2.5 1.1 10.8 4.4 19.1 0.0 83.3 0.4 0.7 -1.6 4380 31
U.K. 6.8 0.3 8.2 2.1 30.4 -0.4 51.4 -0.7 0.0 -3.7 6320 36
Japan 3.2 1.3 9.1 5.2 10.6 -0.2 87.9 -0.2 0.0 -3.0 8810 42
Sweden -1.1 0.3 2,6 2,0 30.9 -0.7 65.7 -0.1 0.0 -2.6 11930 32
U.S.A. 1.9 1.8 6.9 3.1 18.5 -0.3 67.9 -0.3 0.0 -2.1 10630 34
Notes:
GDhI = Gross Domestic Investment PS/DC = Share of Private Sector
LAB = Labor Force in Domestic Credit
EXP = Exports GNP = Gross National Product
GDP = Gross Domestic Product FPI = Direct Foreign Private :
TAX = Central Government Tax revenue Investment (net) 3
AID = Net Official Development DS = Debt Service i.e.,
Assistance (ODA) - repayment of principal




GS oV and interest on public
ici or publically guaranteed

gMpRC = i in US foreign debt .
IND = growth rate

a/ pigures in X indi ot was a net lender.

sources: world pevelopl P 198
world Tables 1l H e i ievy

several jssuesS.

IMF International Financial S jstics 1982.
IMF Government Financial stat r 1981.
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Regression
Equation
(1)
(1b)
(2)
(2a)
(2b)
(3
(3a)

(3b)

(4)

(5?

RumbeYr of
Observations

21

10

21

16

10

21

16

10

21

21

Dependent
yariable

GDP-GRO

GoP-GRO

GDP~GRO

GDP-GRO

GDP-GRO

GDhP-GRO

GDP-GRO

GDP-GRO

GDP-GRO

GDP-GRO

TABLE 1.2
XNTERCOUNTRY REGRESSION ANALYS1S OF SELECIED VARIABLES
1ndependent variables
Conatant AID TAX PS GD1 LAB EXP GS
4.292 0.040
( 4.697) (0.136)
4.077 -0.00%
( 1.805) (-0.003)
11.192 ~0.360
( 6.092) (~3.890)
15.831 0.630
( 6.011) (-h.303)
13.914 -0.573
( 5.368) (~3.946)
1.187 0.041
( 0.874) ( 2.637)
1.724 0.039
[¢ 1.064) ( 2.189)
-1.356 0.083
8.715 -0.140 ~-0.328 0.028
( 3.4464) (—0.639) -3.499) ¢ 2.073)
3,331 -0.112 0.020 0.289 0.251
( 1.509) (-1.483) (2.257) ( 4.979) ( 0.576)

000

JAld

.569

.660

.268

253

.253

.579

.832

®
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Regression
Equation
(5a)
(6)
(6a)
@)
(8)
(8a)
(8b)
(9)
(10)
(10a)
(10b)

(11a)

(12a)

Number of
Observations

16

21

16

21

21

16

10

21

21

16

10

16

16

Dependent

Variable

GDP-~GRO

GDI-GRO

GD1~GRO

GDI-~GRO

GDP-GRO

GDP~GRO

GDP~GRO

EXP~GRO

GDP~GRO

GDP-GRO

GDP-GRO

GDP~GRO

GDP-GRO

Constant

5.209
( 1.522)

16.717
( 3.751)

26.547
( 3.984)

~0.403
(-0.122)

4,664
( 2.466)

8.614
( 3.735)

5.344
( 2.892)

14.071
( 2.850)

6.497
(7.597)

7.083
(7.217)

7.063
(4.747)

4.919
(4.321)

8.567
(6.524)

Independent Variables

AID TAX PS

~0.240 0.020

(-1.717) (¢ 2.032) ( 3.408) ( 0.793)

~0.671
(-2,985)

-1.233
(-3.329)

0.057
( 1.510)

0.083 -0.205 0.022
( 0.544) (-3.035) ( 2.488)

0.025 =-0.399  0.020
( 0.158) (-4.059) ( 2.337)

0.022 -0.293 0.038
( 0.177) (-4.063) ( 2.646)

-0.397
(-1.598)

EXP Gs DF1
0.264
( 4.722)
0.233
( 4.281)
0.304
( 5.926)
0.615
(3.375)
061
(3.292)
0.600
(2.519)
-0.070
(-0.171)

R2

845

.107

824

.885

.966

.118

<375

436

442

.002

447
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Regression Number of Dependent
Equation Observations Variable
(12b) 10 GDP-GRO
(13) 21 GDP-GRO
(14) 21 GDP-GRO
(15) 21 GDP-GRO

(16) 16 GS
Source: Table 1-1.

Constant

8.460
(6.159)

9.619
(4.309)

9.549
(4.169)

9.753
(3.331)

-1.844

(-1.485)

Independent Variables

AlD TAX PS GDI LAB EXP GS DF1 DS GNPPC IND YRZ
-1.439 .638
(-3.756)
-0.274 0.015 0.343 .643
(-3.299) (1.035) (1.828)
-0.252  0.147 0.377 -0.000 .648
(~2.578) (1.005) (1.883) (-0.472)
-0.273 0.015 0.343 -0.005 643
(-3.150) (1.007) (1.817) (-0.074)
-0.682 «209 !
(-1.922) —_—
“y

The t-values are given in parentheses below the regression coefficients.
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GOVERNMEMT AND ECONOMIC GROWTH IN THE LESS DEVELOPED COUNTRIES

INTRODUCTION

For closi to 150 years, spending by Washington showed no
tendency to rise as a fraction of national income except when
it was performing what was regarded as its major function--
defending the nation. 1Its share stayed abcut 3 percent while
the population of the United states swelled from 5 million
persons hugging a narrow strip along the Atlantic coast to 122
million spread across a vast continent, while the United States
changed from an overwhelmingly agricultural to a predominantly
industrial country and became the driving force of the
industrial revolution that transformed the world in the
nineteenth and twentieth centuries, while the United States
moved from a minor country of only peripheral interest to the
Great Powers, to the Greatest Power of them all. This
remarkable fact should destroy once and for all the contention
that economic growth and development require big government and
especially centralized government. It is a fact that should be
taken to heart by the international planners....lﬁ

Adam Smith founded modern economics with a forceful
demonstration that free markets are the best route to
prosperity and ecoriomic growth. This theme has been developed
by economists ever since, including, in our own time, Nobel
Prize winners Milton Friedman, Fredrick Hayek, and T.W. Schultz.

In the 1950s, the vast majority of economists studying the
poor, less developed countries saw an expanded government role
as the route to faster economic growth. More important, the
majority of the governments of these less developed countries
followed policies of extensive government regulation of the
private sector and large-scale government spending. Both the
development economists and the less developed countries' (LDC)
governments were assuming that the LDCs live in a world where
Adam Smith's principles don't apply.

History has vindicated Adam Smith. The LDCs where the
government role was more limited, such as South Korea, Taiwan,
Hong Kong, and Singapore, have grown much more rapidly than
countries where the government role was more extensive, such as
India, Nigeria, and Argentina. This is true even though the
countries 1ir the successful group lack natural resources and
many of the tountries in the unsuccessful group have vast
natural resources.
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buring the 1960s and 1970s the argument for government
intervention in che economy shifted direction. The new theme
was that growth is less important than redistributing income
from the rich to the poor; therefore, an extensive government
economic role is justified even at the expense of growth. This
argument is fundamentally flawed, however. 1If per capita
product stays at $500, no amount of redistribution will bring
the poor to a decent standard of living. If, on the other
hand, the economy grows from $SUO to $2,000 per capita product,
the poor will gain immensely even without redistribution. Such
a multiplication by a factor of 4 took place in just 22 years
in the Far East.ll

A few development economists, including P.T. Bauer and T.W.
Schultz, were never fooled and consistently applied Smith's
free market economics to the study of the LDCs. Over the years
many otners have learned from experience. Many recent studies
are critical of the government role in LDC economies; this is
especially noticeable with regard to regulating foreign
trade.18.

The LDC governments have only partially learned the lesson,
however, and their movements toward freer markets and lower
spending are very slow at best. Economists need to make a
clear and forthright statement ‘that the LDCs are not in a
diftferent economic universe from the United States. The same
policies of less government spending and regulation that are
helping this country will also help the LDCs., #ore important,
there is a need for hard and convincing evidence that
government spending and regulation have been hurting the growth
of these countries.

It is the purpose of this study, commissioned by The
President's Task Force on International Private Enterprise, to
help provide that evidence through a rigorous statistical study
of the impact of government on the growth of the LDCs.

Before going into a description of the study and its
findings, it is worthwhile to state briefly why big government
will have a negative impact on economic growth. Government
regulation of private enterprise will usually slow economnic
grovwth for the simple reason that it increases costs., For
example, limitations on imports will force firms to use higher
cost domestic products or spvend resources on evading the import
restrictions. Either way, the firms affected by the
restrictions have higher costs, lower profits, and tend to grow
more slowly. Another form of regqulation is found in the
practice of setting minimum wage laws. Again, because of these
laws, costs rise, profits fall, and growth slows. Finally,
consider laws requiring a government license to engage in a
business. Firms may spend resources to obtain licenses. If
the license laws are strictly enforced they will limit the
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number of firms operating in a given field. With the number of
producers limited, all firms needing their products will have
to pay higher prices,

Analyzing all the possible circumstances that could
complicate the argument is beyond the scope of this
introduction. The central point is clear, however: regulation
of the private sector tends to increase costs, reduce profits,
and thus reduce incentives to invest and grow.

The basic analysis of government spending is also fairly
simple. A private firm operating in a competitive market has
incentives and pressures for efficiency and innovation which
are lacking (or at least much weaker) for government bureaus
and enterprises. The owner of a private company can get rich
from the profits of more efficient production, adapting his
product better to consumer demand and, especially, inventing
new products and production processes. Conversely, if his
costs rise, if he doesn't produce what the buyers want, or if
others are more guick to invent new products, he can lose sales
or even his business and fortune. The bureaucrat or manager of
a government enterprise has neither the carrot of a potential
fortune nor the stick of bankruptcy to motivate him.
Furthermore, the government enterprise is usually & monopoly
backed by the government's power to tax, The monopoly means
that 1f one set of managers fails to see the value of an
improvement, it is lost. In the private sector, if one firm
doesn't want a new idea, another may. Or the inventor himself
may start his own business., The private f£irm cannot tax the
gyeneral public to pay for its mistakes; the public enterprise
frequently can. Last, the public enterprise is under political
control and is frequently forced, against the Jjudgment of its
managers, to hire less competent employees, to hire too many
employees, to produce the wrong product, or to produce in the
wrong place. The unrequlated private firm is not under such
pressures. In sum, if government enterprise is substituted for
private enterprise, growth is slowed in three ways: there is
lower efficiency, resulting in less output and diminished
resources available for growth; more mistakes are made in
investment with other people's money; and innovation is reduced.

Unrtortunately, the losses go beyond the difference between
private and government spending. In order for government to
spend, it must raise revenue by taxes; borrowing, or printing
money. These revenue-raising devices impose costs on the
economy. Taxes reduce net returns to labor and business, which
reduces incentives to work, produce, and invest; therefore,
taxes reduce both current production and economic growth.
bomestic borrowing pushes up interest rates and thus reduces
private investment. International borrowing ultimately must be
repaid, requiring nigher taxes in the future., Finally,
printing money to pay the government's bills causes all the

economic disruptions of inflation. Among the effects of
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inflation on economic growth, especially harmful is the
uncertainty about future prices and market conditions that it
creates. This uncertainty reduces private investment.

Of course, if all LDC government spending were financed by
foreign aid the revenue raising problem would not exist.
However, as we will see later, the effect of foreign official
aid is as much to increase LDC spending as to finance it. In
sum, government spending is harmful in two ways: first,
government resource use is less efficient than private use and
generates less economic growth, and second, the process of
transferring resources to the government from the private
sector imposes addiltional costs and losses of output and
economic growth.,

However, theory will never suffice to convince LDCs of the
virtues of a more limited government role in their econonmies.
Only hard evidence that government spending and regulation have
be¢en hurting their growth can hope to change things. The
purpose of this study is to bring out the hard objective
evidence in the actual experience of LDC growth and lack of
growth,

For the study, annual data for the years 1960-1980 were
gathered for 65 LDCs, The data cover dgeneral government
expenditure divided into five types; revenue raising divided
into four types; interest rates and exchange rates; private
investment; education; literacy and health; the structure of
production; historical factors; political factors; and
geoclimatic factors. It is necessary to allow for all these
elements to avoid spurious relations.

The sample was restricted to countries with populations
over one million; a smaller country's economic growth is too
often dominated by special situations. Availability of data
limited the study to 65 countries and the period to 1960-1980.
The sources of the data are publications of the International
Monetary Fund (IMF), the World Bank, and the United Nations.
The IMF data were used as a base and other data were
integrated. The effort was enormous, but it produced one of
the best data sets in the world for investigating economic
growth in the less developed countries.

The rest of the report is organized as follows: Section II
describes the approach used in the study; Section III gives
further details about the data set assembled; Section IV gives
the statistical results; the last section is a nontechnical
statement of the findings of the research. Readers who are not
economists may want to skip directly to this final section.
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Regression Model

There are no generally accepted models of the growth
process and therefore no standard analytical frameworks that
are appropriate for studies such as this one .19 The best
approach possible is to use a very simple production function
framewcrk. The level of real product depends on the stocks of
labor, physical capital, and human capital available to the
economy and the productivity of their use, Productivity will
depend both on technology and the efficiency with which factors
of production are used. Per capita product will depend on per
capita stocks of human and physical capital, hours of work per
capita, and productivity. Increases in per capita product will
be a function of the increases in and the levels of the four
elements which determine per capita product. Further
formalization of this framework, while obviously possible, does
not seem to be wcrthwhile,

The explanatory variables used in the regressions are
discussed in detail below; of them, five directly relate to
human and physical capital. All other variables in the
regressions will exert their influence on growth either through
productivity or by changing the rate of accumulation of human
and physical capital. It is not always possible to say .f a
particular category of government spending or any nonecunomic
regressor is influencing the rate of accumulation or
productivity.

Economic growth is measured for purposes of this study by
the rate of increase in per capita gross domestic product (GDP).

The explanatory variables used as regressors are listed in
alphabetical order in Appendix A. The regressors divide into
10 categories: measures of government expenditure and revenue
raising; regulation and other government impacts; the level of
per capita product; international economic¢ conditions; human
and physical capital variables; the structure of production;
historical political factors; resources and geoclimatic
factors; population; and a time trend. All the regressors
listed in Appendix A are plausible influences on the growth
rate and virtually all of them have been suggested as
significant by scholars studying economic growth. There were
two additional motivations for looking at such a wide range of
potential influences on growth: (1) to avoid spurious
correlations between the key government expenditure variables
and economic growth and (2) because many of them are of
interest in themselves (the rate of population growth, changes
in the terms of trade, the country having been a colony,
etc.). A proper study of the impact of government expenditure
requiced the assembly of a uniquely large data set, which could
shed new light on many controversies in the study of economic
development. It would not make sense to miss the opportunity.
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The government expenditure used in this study is general
government expenditure, including national, state, and local
governments. It is divided into five types: consumption other
than defense or education, (OCSA); education (AEDS); defense
(ADS); transfers (ATRNS;, and capital expenditure (AKES). the
revenue sources are curreni revenue (AREVS); the deficit
(BREVS); and a partial measure of foreign aid, nfficial
transfers from abroad (AQOFTS). To run a pooled cross-section,
the expenditure figures must be comparable over time and across
countries; the most direct way to achieve this is to express
them all as shares in GDP. These eight regressors were also
made averages of three lagged values to prevent contemporaneous
correlation between these regressors and the disturbance.

The regqulation and other government impact variables are:
the rate of change of the money supply (DMSS); the inflation
rate (AINF); an index of the real exchange rate (AEXRR); and
the real interest rate (ARIR). The last three regressors are
also averages of three lagged values to avoid contemporaneous
correlation with the disturbance. The level of per capita
prnduct (LRGDP) was included because the author's cross-section
study showed that countries with lower per capita product grow
faster, a sort of "catch-up effect,"20/

The international economic conditions regresgors are: the
cnange in the country's terms of trade (DTRT); the growth rate
of world GDP (GDPWGR); and the world inflation rate (PIWGR).

The variaples for human and physical capital are: private
investment as a share of GDP (AIP); a direct measure of current
education outsut (EDO), and life expectancy at birth in 1970
(LE7), along with the government investment in hui:an and
physical capital (AEDS and AKES). All of these are investment
measures except LE7, which is a sort of stock measure, AIP is
also the average of three lagged values. The EDO is a relative
income weighted total of enrollment rates at all three levels
of education.2l/ A direct measure of education output is
useful since government education expenditure may not be a good
proxy for the level of investment in this kind of human capital.

The "structure of production" variables are: the shares of
agriculture, manufacturing, and other industry in GDP. They
are A, M, and O, respectively, in AppendiX A. The
"structuralist school"” has held that the structure of the
economy in terms of agriculture and industry shares influences
the growth rate independent of the level of per capita income
so that deliberately changing the structure could change the
growth rate.22/ The author's previous study found no
structural effects, but this study allows for a more rigorous
test,

The historical political factors examined were: a dummy

variable for the country having been a colony (COL); a dummy
for the country that has been a democracy since independeuce or
the 1953s (DEMO); the years the country has been independent
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(YI); two measures of internal political stability (the
political death rate (PDR) and the incidence of coups and
attempted coups (COUP); a dummy for wars with foreign countries
(WFs); and the share of the population which is of European
extraction (SEUR). The last variable comes from a study by the
author of the spread of modern economic growth and hiqher per
capita incomes from Western Europe to other parts of the
world.23/ This study showed a high correlation between the
European share and the level of per capita income attained.

The explanation agiven there was that Europeans brought with
them the market style, property rights, and the public goods,
which together helped European economic growth. Here, SEUR is
testing whether these effects still influence current growth.

The resources and geoclimatic factors are: agricultural
land per capita (AGLPC); the distance to the nearest seaport
for landlocked countries (DLP); a dummy for major oil producers
(0IL) (the other industry share in GDP [O] also picks up
general effects of having mineral deposits); rainfall (RAIN);
and temperature (not in Appendix A since it was insignificant).

The two population regressors are: the population in
millions (LPOP) and the growth rate of population (PGR). The
latter variable tests for neo-Malthusian and related concerns;
the total population is a measure of the scale of the economy,
because per capita income is a regressor. There is also a
linear time trend (T).

pata and Sources

The data set includes 65 countries and covers the years
1960-1980. The sample was limited to countries with
populations of one million or more, because in smaller
countries special circumstances can too easily dominate general
patterns. Missing data reduced the countries included to 65
and restricted the period covered to 1960-1980.

The countries in the data set are Cameroon, Chad, Egypt,
Ethiopia, Ghana, Kenya, Lesotho, Liberia, Madagascar, Malawi,
Mali, Morocco, Nigeria, Rhodesia, Rwanda, Senegal, Sierra
Leone, Somalia, South Africa, Sudan, Tanzania, Togo, Tunisia,
Uganda, Upper Volta, Zaire, Zambia, Bangladesh, Burma, India,
Iran, Israel, Jordan, South Korea, Malaysia, Pakistan,
Singapore, Sri Lanka, Syria, Thailand, Greece, Portugal, Spain,
Turkey, Costa Rica, Dominican Republic, El Salvador, Guatemala,
Honduras, Jamaica, Mexico, Nicaragua, Panama, Trinidad,
Argentina, Bolivia, Brazil, Chile, Colombia, Ecuador, Paraguay,
Peru, Uruguay, Venezuela, Indonesia, and Papua.

The basic data sources were the International Monetary Fund
publications, International Financial Statistics, and The
Government Finance Yearbook. Data not available from these
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sources were taken primarily from the World Bank World Tables
and a variety of U.N. publications, especially the Yearbook of
National Account Statistics. Because the coverage of
Government Finance Statistics starts at the earliest in 1970,
the non-IMF sources were used for government expenditure and
revenue from 1960 to 1970. 1In order to make a more consistent
series and because the IMF data are generally of higher
quality, whenever IMF data existed the data from other sources
were treated as a measure of the change in the IMF figure.

The following data were taken from the International
Financial Statistics with occasional use of the World Tables:
the exchange rate, the money supply, the discount rate,
official and private unrequited transfers, government
consumption expenditure, gross fixed capital formation,
increase in stocks, GDP, the GDP deflator, and population.
These data were annual for each country. The same source also
provided the world GDP measure and the world inflation measure.

The following data were taken from the Government Finance
Statistics Yearbook, 1983: total revenue (central government
and other levels of government); total expenditure plus 1lending
minus repayment (all levels of government); current expenditure
(all levels); capital expenditure (all levels); defense
expenditure (central government); educational expenditure (all
levels). Government expenditure data not available from this
source came from the World Tables and a variety of U.N,
publications. Missing defense expenditure data were filled in
from the SIPRI Yearbook.

A major decision had to be made for countries that only
reported central government expenditure on a systematic basis.
If all these had been excluded, the sample would have been
reduced to less than 50 countries. Such a step would not
really have been justified, since for many of them the central
government spends 90 percent and more of all government
expenditure., For countries where the central government spends
over 90 percent of total expenditure, estimating general ’
government expenditure shares in GDP from central government
shares will be accurate enough except for educational
expenditure, Educational expenditure data for these countries
were taken from the UNESCO Yearbook. Countries where the
central government does not spend 90 percent of general
government expenditure and which did not report expenditure of
other levels of government were excluded from the sample.

The other variables came from a variety of sources. Data
on wars came from the Political Handbook of the World. The
European share in the population and rainfall data came from -}
the World Factbook. Agricultural land data are from the FAQ
Production Yearbook. Life expectancy, enrollments, and the

shares of agriculture, manufacturing, and other industry in GDP
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came fromm the World Tables and the World Development Report.
The data on coups and political deaths came from the World
Handbook of Political and Social Indicators.

Regression Results

The regressions are all ordinary least squares (OLS). Most
of the regressors are lagged values, which avoid problems of
contemporaneous correlations between regressors and the
disturbance. All the regressions include as explanatory
variables private investment, the level of per capita product,
government expenditure shares in GDP, a human capital measure,
population, the population growth rate, and a time trend.
Other regressors are included in the reported regressions if
they are significant or of special interest. All the
regressions had heteroscedasticity, which was tested for by
Bartlett's test and corrected.

Most of the regression tables have four regressions, one
for each of four subsamples of the data. Two of these
subsamples are for annual observations of the growth rate, one
is for four-year periods, and one for seven-year periods. For
longer periods there were too few observations to test the
hypotheses properly. The first regression in each table is
usually what is called the "small annual"” subsample. It has
489 usable observations. While the whole data set is 1,190
observations, many of them lack data on foreign aid or the
discount rate. The small annual subsample is limited to the
higher-quality data, which include both of these variables.
The "large annual" subsample includes observations which have
data on foreign aid, 825 usable observations. The large annual
subsample contains poorer quality data and this probably
explains why the R2 only reaches .472, whereas it reaches
.629 for the small annual subsample. For the four~year
regressions, the dependent variable is the compound annual
growth rate over four-year periods. The explanatory variables
are mostly averages over three years, ending with the first
year of the growth period. As a result, there are only 151
usable four-year observations. The seven-year regressions use
the compound annual growth rate over seven-year periods and
there are Y8 usable seven-year observations.

For the longer periods, the R% is_.71. There are two
obvious explanations for the higher R%2: 1) the growth
process is more reqular and thus more easily explained for the
longer periods; and 2) the random error in the source data
washes out over the longer periods. It is difficult to choose
between the various subsamples for reliability. The annual
subsamples have more degrees of freedom, but the multi-year
subsamples look at longer periods.

The basic regressions are in Table 2.1. Table 2.2 brings
together the major results for government expenditure
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regressors and foreign aid. Table 2.3 summarizes results for
other variables of special interest. Table 2,1 and Tables
2.4-2.7 contain actual regressions behind the key Table 2.2.
(Many of the coefficients in Table 2.3 are insignificant, so
the actual regressions are not included in the paper.) The
regressions were also tried with income interaction terms--the
regressor times per capita real GDP, LRGDP. The interaction
terms were only statistically significant for the annual
subsamples. The coefficients in Table 2.2 are compared with
the results with interaction regressors in Table 2.8. Tables
2.9 and 2.10 have the most important regressions including
interaction terms.

The most important results are summarized in Table 2.2.
Panel A brings together the coefficients for OCSA--the share in
GDP of general government consumption expenditure other than
education and defense. The third line in Panel A allows for
the effects of this type of expenditure on taxes, deficits, and
private investment. The coefficients are all negative and
highly significant; this result suggests that this type of
expenditure has a marked negative impact on economic growth.
The growth rates and the shares in GDP are both in percentages;
so, taken literally, the coefficient of -.234 for the small
annual subsample says that an increase by 1 percent of GDP in
this category of government expenditure would slow growth of
per capita product by 0.25 percent. For this subsample, the
growth rate of per capita GDP averagdes 2.95 percent and OCSA
hias a mean of 6.6 percent of GDP. The impact of this kind of
spending on growth could be important.

Some readers may be bothered by the inference of causality
from a regression coefficient. Such caution is usually in
order, but it is argued at the end of this section that, for
the results in this paper, we can safely infer that causality
runs from government spending to changes in the growth rate.

The other lines in Panel A show us how the coefficient of
OCSA changes when first the private investment share (AIP) is
held constant in line 2 and when second private investment, the
share of taxes in GDP (AREVS) and the share of deficits in GDP
(BREVS) are all held constant in line 1. When we go from l/ne
3 to line 2, the coefficients of OCSA change very little,
indicating this kind of spending does not crowd out private
investment directly. When we go from line 2 to line 1 the
coefficients from three of the four subsamples decrease in
absolute value. Since the coefficients for AREVS and BREVS are
negative for these subsamples (see Table 2.4) we can infer that
part, but not all, of the negative impact of OCSA is due to the
need to raise revenue to finance this type of spending.

Panel B compares the impact of government educational
expenditure as a share in GDP (AEDS) with a direct measure of

education output by weighted enrollment rates (EDO). The
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coefficients for AEDS alone, when no other human capital
regressors are in the regression, are in line 3; they are all
positive but far from statistically significant. The
coefficients for EDO when AEDS is not in the regression are in
line 4; they are all positive and highly significant. The
contrast between lines 3 and 4 implies that education
contributes to economic growth, but government spending on
education in the LDCs is not efficient at producing actual
education. 1In the basic regressions for the annual subsamples,
the human capital regressor was life expectancy (LE7). EDO was
also significant when included with AEDS in these basic
regressions, but not as significant as LE7. For the longer
periods, the relation was reversed, with EDO slightly more
significant.

Panel C presents the same comparisons as Panel A did for
the share of military expenditure in GDP (ADS). The third line
again indicates the 'net' impact, allowing for the influence of
this kind of spending on private investment, taxes, and
deficits. The impact is roughly zero, except for the
seven-year subsample, where it is significantly negative. A
comparison of lines 1 and 2 indicates the coefficients increase
when AREVS and BREVS are held constant so part of the impact of
military spending is through the financing. However, even when
tax and deficit shares in GDP are held constant, the impact of
military spending is not statistically significant. Assuming
that the first three subsamples present an accurate picture,
the impact of ADS is markedly different from the strong and
significant negative impact of OCSA.

Panel D provides the same anlaysis as Panels A and C for
current nonconsumption expenditure (ATRNS). The net impact in
line 3 ranges from positive and significant--the small annual
subsample--to negative and insignificant--large annual
subsample. Between lines 2 and 3, the coefficients all
decrease in algebraic value, which indicates some crowding out
of private investment. A comparison of lines 1 and 2 gives no
consistent picture. The coefficient for ATRNS is statistically
significant for the small annual subsample and has a value of
.085 in line 3. The mean value for ATRNS for this subsample is
4.6 percent of GDP, so the implied impact of this type of
expenditure is limited.

Perhaps the most important regression results are in line 3
of Panel E, which gives the net impact of the government
capital expenditure share in GDP (AKES). The coefficients in
line 3 are all negative, but only the coefficient for the small
annual subsample is statistically significant. Thus, on net,
government capital expenditure is at best no help to growth and
is perhaps slightly harmful. This surprising result is
explained by comparing lines 1,2, and 3. In line 1, holding
constant both private investment and revenue raising, the
coefficient of AKES is positive in three of the four cases,
though the statistical signficance is only in the 10-25 percent
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range. When we allow for the revenue raised to finance
government capital expenditure (line 2) the coefficients fall
almost to zero, and when we allow for crowding out of private
investment (line 3) the three coefficients that were positive
become negative. In sum, there is some return to government
investment, but the return does not cover the opportunity cost
in terms of higher taxes, larger deficits, and the crowding out
of private investment. For the small annual subsamples, the
mean value of AKES is 7.1 percent of GDP so that & sizeable
fraction of the LDCs' GDP is going for government investment
with no return in faster growth.

In contrast to government investment, private investment
(AIP) does increase the growth rate. AIP is the first
regressor in Table 2.1; the coefficients are all positive and
the significance levels run from better than 1 percent to 17
percent. While the payoff to private investment is much better
than public investment, it is not what one would hope for. The
last section of the report gives some possible reasons for this
result.

Panels F and G summarize the regression results for
official unrequited transfers (AOFTS)-~our proxy for foreign
aid--and private unrequited transfers (APUTS). The "net
impact,” allowing for effects on government expenditure and

private investment, is as usual in line 3. For official
transfers, only one coefficient is positive and statistically
significant, while one is negative and significant at the 10
percent level and two are insignificant. For private
transfers, two of the coefficients are positive and highly
significant, one is positive and significant at the 20 percent
level, and one is insignificant. In short, private transfers
help, but official transfers may be doing nothing to further
economic ygrowth.

This result will be surprising to many people, but it is
easily explained by comparing lines 1, 2, and 3 of Panel F. 1In
line 1 the regressions include taxes, deficits, government
spending, and private investment. Holding all those constant,
official transfers have a positive and statistically
significant impact in three of the four subsamples. In line 2
the regressions don't include taxes and deficits; the
coefficients for AOFTS are reduced in size and significance,
indicating a positive association between government
revenue-raising and foreign aid. In line 3 taxes, deficits,
government expenditure, and private investment are all dropped
from the regressions. This again reduces the coefficients for
AOFTs. Thus the problem with official foreign transfers is
that they reduce private investment, increase government
expenditure, and even increase taxes and deficits; that is,
such aid causes government expenditure to increase by more than
the external financing it provides. AQOFTS does not include all
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foreign aid, and it is possible that broader, but unavailable,
measures of official aid would show different results.
However, there is no reason to believe AOFTS is a bad proxy.

In Table 2.1 the second regressor in each of the four
regressions is LRGDP, the lagged level of per capita income.
The coefficient is always negative and highly significant.
Thus the "catch-up effect," so visible for che developed
countries, also exists for LDCs. The simple correlation
between per capita product and growth rates is positive. For
example, the World Bank's "low income economies" (excluding
China and India) grew at 0.8 percent per annum 1960-1981;
"lower midale income economies" grew at 3.4 percent per annum;
and "upper middle income economies," at 4.2 percent per annum.
Evidently, the simple correlation is misleading.

Panel A of Table 2.3 summarizes the coefficients for A, M,
and O--the shares of agriculture, manufacturing, and other
industry in GDP. For three of the four subsamples, they were
not statistically significant and therefore not included in the
basic regressions in Table 2.1. The exception is the large
annual subsample. The other industry share (0) includes
minerals and was close to significant for two more of the
subsamples. The dummy for a major oil producer (OIL) had a
positive and statistically significant coefficient in three of
the four cases (see Panel B). These results suggest that
minerals are an aid to growth; the results for M cast doubt on
the "structuralist®™ notion that changing the structure of the
economy Will promote faster growth. Perhaps the benefits of
industry are a result, not a cause, of healthy growth., In
other words, the industry share increases naturally with per
capita GDP--included in the regressions--but promoting it to
artificial levels does not accelerate growth in most cases.

Panel C contains the coefficients for agricultural land per
capita (AGLPC). The coefficients are both positive and
negative, with none statistically significant. Thus, there is
no evidence that a shortage of agricultural land was hurting
growth over the 1960-1980 period.

Panel D cf Table 2.3 brings together the coefficients for
the rate of increase of population (PGR). The signs are
negative, with one coefficient statistically significant, two
close to significant, and one not significant. The
coefficients range from ~.,18 to -.398. Taking the middle of
this range, a coefficient of -.3 would imply a 1 percent
decrease in the population growth rate, which would increase
growth by .3 percent. There is room for various
interpretations of the PGR results. The author's
interpretation is that slower population increase would help
economic growth, but not by much.

Panel E has the coefficients for population (LPOP).
Because the regressions contain a variable for per capita
income, LPOP tests for possible advantages of large (or small)
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size for economic growth. (Population is measured in
millions.) The coefficients for the multiyear periods are
negative and statistically significant, suggesting that larger
countries are at a disadvantage. The coefficients for the
annual regressions are all insignificant. 1In Tables 2.9 and
2.10--regressions with income interaction terms--the
coefficients for LPOP are negative, but the interaction terms
are positive. This would imply that smaller countries have
advantages, but only at low income levels.

Panels F, G, and H of Table 2.3 look at the impact of world
economic conditions on LDC growth. Panel F looks at the impact
of world growth rates (GDPWGR); they seem to be quite important
in the annual regressions with positive, highly significant,
and numerically large coefficients. For the longer periods,
GDPWGR is either insignificant or evaen has the wrong sign. The
impact of changes in the country's teims of trade is examined
in Panel G. 1In three of the four cases DTRT is not
statistically significant and in one it has the wrong sign.
When DTRT and DTRTX-~-the change in terms of trade times the
level of per capita income--are added to the small annual
subsample interactions regressions in Table 2.9, the
coefficient of DTRT is .037, with a t-value of 1.46, and the
coefficient of DTRTX is -.018, with a t-value of 3.00. This
indicates some impact of change in the terms of trade at very
low income levels. DTRT and DTRTX were statistically
insignificant in the interactions regressions for the large
annual subsample. Thus there is some evidence of impact of
changes in the terms of trade on short-run LDC growth, but no
evidence of long-term influence. Panel H looks at the impact
of world inflation rates (PIWGR); the coefficients are not
statistically significant. To sum up these three sets of
results, world economic conditions can have a significant
impact on LDC dgrowth in the short run, but over longer periods
there is no evidence of impact of world prosperity, LDC terms
of trade, or world inflation.

In Panel I we have the results from adding COL--a dummmy
variable for the country having been a colony--to the basic
regressions in Table 2.1. The coefficients are all negative,
but none are even close to statistically significant. Thus, by
this test, colonialism is not now slowing the growth of the
former colonies. When the former colonies were divided up into
four classes--former U.S. and Japanese colonies, former British
colonies, former French colonies, and former colonies of other
countries--the coefficients were generally positive, but
statistically insignificant. (These regressions are not
included in the report.) It is accordingly difficult to
empirically establish any lingering effects of colonialism on
the growth of the LDCS. Of course, the use of dummy variables
may not be the right test, but the author knows of no better
one. The effects of colonialism on the level of per capita

income in former colonies is not relevant for this study. In a
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forthcoming studv with a differet body of data, however, the
author found no negative relation between having been a colony
and the level of per capita income.

Panel J looks at the coefficients if YI--years the country
was independent--is included in the regressions. Many students
of development from various disciplines have suggested that the
recently independent ex-colonies are tndergoing a process of
"nation building" which, until completed, can harm economic
growth.

Panels K and L look at certain internal political factors.
Panel K gathers together the coefficients for the dummy
variable (DEMO). Three of the coefficients are negative; two
of the three are also statistically significant and large in
absolute value. The fourth coefficient is positive but
statistically insignificant. These results support a painful
idea that has circulated in development circles for many years,
that democracy is an expensive luxury for poor countries.

Panel L includes the coefficients for COUP~--total successful
and attempted coups divided by the years since the coup to the
current year. This variable is one of two tried as measures of
internal political instability. Three of the four coefficients
are negative; for the annual subsamples the coefficients are
also statistically significant. Clearly, political stability
aids growth.

The set of variables classified as "regulation and other
government impacts" is of course incomplete since most
government regulatory activities have not been investigated to
the point where we have internationally comparable quantitative
measures. (The World Bank has done some work on price
distortions, but the published results are not usable in a
study such as this one.) The variables we do have showed some
importance, especially in the two annual subsamples. The
change in the money supply was close to significant and had a
negative coefficient. The lagged average inflation rate was
statistically significant, with a negative coefficient for the
large annual and the four-year periods subsamples. These
results provide some support for ideas that inflation and rapid
monetary 4growth impose costs on the economy. AEXRR is a
three-year lagged average of an index of the real exchange
rate~-base 1960=100; it had positive coefficients for the
annual subsamples. The coefficients were significant at the 16
and 4 percent levels in the small and large annual subsamples,
respectively. AEXRR is obviously an imperfect measure of
exchange rate distortions, so it is not surprising that it was
not significant for the other subsamples. An alternative to
AEXRR based on blackmarket exchange rates was for some unknown
reason insignificant in all regressions. The final variable in
this set is the real interest rate (ARIR).
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Only the 489 observations in the small annual subsample
contain data on the interest rate, so this regressor could not
be tested for the other subsamples. In the small annual
subsample regressions ARIR has a positive and highly
significant coefficient. This result implies that efforts to
hold down interest rates in spite of inflation have hurt
economic growth.

The regressions were also run with income interaction terms
of the regressor times per capita income. The main interaction
results are in Tables 2.9 and 2.10. The interaction regressors
are indicated by the basic regressor symbol, with an "X" added
at the end. The interaction terms were statistically
significant only for the annual subsamples and there, of
course, for only some of the regressors. The major results for
these subsamples from Table 2.2 are compared with the
interaction results in Table 2.8. The impact of a unit change
in a regressor where there is also an interaction regressor
will be the coefficient of the basic regressor plus the income
level of the country times the interaction regressor's
coefficient. 1In Table 2.8, when the regressors being compared
had interaction terms, the comparison was made at the subsample
mean per capita income. When the interaction regressor was of
very low statistical significance or when the inclusion of the
interaction regressor reduced the original regressor to very
low significance the interaction term was not used.
Accordingly, some of the regressors compared in Table 9 do not
have interaction terms.

In Panel A, OCSA does not have an interaction term. The
coefficients from the regressions with interaction terms have
lower t-values but the coefficients remain significant and the
absolute value of the coefficients increases. 1In Panel B the
coefficients for government educational expenditure (AEDS,
AEDSX) remain not statistically significant, while three of the
four coefficients for the direct measure of education (EDO,
EDOX) are significant. The interaction regressors for military
spending were themselves not significant, but in the
regressions with interaction terms the coefficients for ADS
increased in significance and algebraic value. For the large
annual subsample the military spending coefficient went from
insignificant to positive and significant. 1In Panel D the
transfer expenditure interaction coefficients were not
significant, but the significance level for ATRNS fell.

Panel E looks at government capital expenditure. The two
regressors AKES and AKESX were both statistically significant
in the basic regressions in Tables 2.9 and 2.10. The net
impact at the sample mean was zero for the small annual
subsample (compared to negative and significant in Table 2.2);
for the large annual subsample, the net impact at the mean
remained negative. Panels F and G show that the inclusion of
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interaction terms in the regressions made very little
difference in the results for official transfers (AQOFTS) or
private transfers (APUTS). In general, the inclusion of
interaction terms made some difference in the results, but it
did not change any of the basic implications.

Before summarizing the findings of the report, it is
appropriate to address two methodological issues: the use of
international cross-section regressions and the inference of
causality from regression coefficients.

Some economists have doubts about the validity of
cross-section regression studies of the LDCs. OCne criticism of
studies such as this one is that the countries are too
different in history, size, structure, etc., to be comparable.
Thus the claim is that South Korea and Somalia or India and
Paraguay are just too different to include in the same
redression. This view, while intuitively plausible, on closer
examination appears to be unfounded and perhaps even
unscientific.

Factors like size, per capita income level, and even many
historical influences can be allowed for by including them in
the regressions as is done here. Some critics of the approach
taken here have suggested the set of 65 countries ought to be
divided by geography, size, or income level into more
homogenous groups and the regressions run inside these groups.
Such an approach would create samples too small to test for all
the possible influences on growth and would tend to produce
samples too homogenous in key variables to allow tests of their
impact. In addition, such an approach implicitly raises doubts
about the point of economic studies of the LDCs. If they are
too different to put in the same regression, how much of what
Wwe know about one group is relevant to another? If conclusions
are not relevant across groups of countries, of what scientific
value are they? Furthermore, if generalization is not possible
across countries, who is to say it is possible across time?

Why should we believe the exvnerience of India in the 1960s is
relevant to current issues, even in India? Perhaps the
strongest answer to criticism of international regressions is
that the regressions implicitly test if the countries are
comparable. If the impact of government consumption
expenditure or any other factor is very different in the types
of countries in the sample, the standard error of the estimated
regression coefficient will be high and the coefficient will be
statistically insignificant. Thus, if many of the coefficients
are statistically significant, as this study found, then the
countries are shown to be sufficiently comparable to include in
the same regression.
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Finally, rejection of cross-section statistical studies can
make us prisoners of conventional wisdom for long periods. If
cross—section studies are not used, we need decades of
experience to test accepted theories.

Causality is a perennial problem for empirical studies in
economics. Ultimately, problems of causality can be solved
only by sophisticated theoretical frameworks which don't yet
exist in the study of economic growth and development. Without
such a framework it usually behooves the researcher to be
cautious about suggesting causality. If the regression of Y on
X produces a negative coefficient, how do we know that (1) the
correlation is not spurious and that Z, a more fundamental
influence, is not causing the changes in both X and ¥, and (2)
the increases in X cause the decreases in Y and not the reverse?

While these problems could exist for the coefficients of
regressing per capita income growth on the various government
expenditure shares, they most likely do not. Let us look at
the issue of third factors and spurious correlations. First,
the factors allowed for in these regressions cover most of the
range of plausible influences on economic growth. Second, as
outlined in the introduction, there are good reasons for
believing government expenditure will have an impact on
economic growth.

One important category of influences on economic growth is
not, however, adequately covered by the regressors used here.
That category is regqgulation. How do we know the coefficients
found here do not merely reflect bias from missing government
requlation regressors? One can never be certain.. That
situation is unlikely, however, because of the large
differences in the coefficients for the various types of
government expenditure. Government requlation has, in general,
grown along with all types of government expenditure, so that
if the coefficients for expenditure were mere proxies for the
missing requlation regressors, the large differences between
the coefficients for OCSA and ATRNS ought not to exist.
Furthermore, the notion that the expenditure coefficients are
proxies for missing requlation data does not square with the
changes in coefficients when taxes and deficits or private
investment are added to (or dropped from) the regressions.
There is obviously, some correlation between expenditure and
regulation which would change the coefficients if we had the
missing regulation regressors, but there is no reason to
believe the results here are spurious because the set of
regulation variables is incomplete.

The other causality problem is reverse causality. How can
we be fairly certain that government expenditure is influencing
economic growth and that economic growth is not influencing the
government expenditure shares in GDP? First, simple reverse

causality has peen eliminated because the government
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expenditure shares are lagged so they take place before the
growth rates regressed on them. Thus the only way that changes
in the growth rate could cause the changes in government shares
would be if there were long runs of high or low growth rates.
That is, if growth were already slow in 1960 and it induced
larger government spending in 1961 and 1962, while slow growth
continued from there on, we would get the negative coefficient
when we regressed growth rates from 1963 to 1980 on lagged
government spending shares. However, the growth rates are not
highly correlated over time. They frequently change from high
to low and back again. Many countries switch from positive to
negative growth rates and back again more than once. Thus. the
long runs necessary to produce reverse causality with lagged
regyressors don't exist.

From a substantive point of view the results also do not
square with a reverse causality. Slower growth could cause
higher government spending shares in GDP in one of two ways:
(1) the growth of actual government spending could be
independent of the growth of national product, so that when the
growth of national product slowed the steady growth of
government spending would increase its share in GDP or (2) slow
growth of GDP could induce the government intentionally to
spend more either to reduce suffering or to induce faster
growth. Neither of these possible reverse causality scenarios
fits the pattern of coefficients for the various government
shares, The first hypothesis of exogenous growth in government
spending would imply the coefficients for all government
spending shares ought to be similar and negative. 1In fact, the
coefficients for the various types of government spending are
quite different, with some (AEDS, ATRNS) mainly positive. The
second possible route for reverse causality, deliberate
increases in government spending when growth slows, would imply
that maximum increases in government spending ought to come in
transfers (ATRNS) or capital spending (AKES). In fact, the
strongest negative coefficients are for OCSA. Finally, no
scenariv LIr reverse causality can explain the changes in the
expenditure ccefficinnts when taxes, deficits, and private
investment are added or removed from the regressions.

In sum, in spite of the usual dangers of inferring
causality from regression coefficients, the richness of the
empirical results for this study allows that luxury with
relative safety.

CONCLUSION

The mass media frequently peint & picture of total gloom
and doom about the less developed countries. It is easy to get
the impression that all LDCs face starvation or, at the very
least, continuously falling standards of living. The United
Nations and other 1international organizations frequently
provide the basis for ever deeper pessimism. Their gloom is so
pervasive one wonders if it isn't a form of marketing.
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The real picture is quite different. In the last two
decades, the majority of the LDCs have achieved significant
growth and increases in their standards of 1living. The higher
income LDCs have been, on average, growing faster than the
developed countries, and they are slowly closing the gap. Tk
real problem is not lack of growth, but rather inadeguate
growth, especially among the poorer LDCs. This study and
previous work by the author have shown that the poorest LDCs
have the potential for faster growth than either the better-off
LDCs or the developed countries. This conclusion 1is
statistically solid. The gap between rich and poor countries
ought to be closing, but it is clcsing only for a minority cf
the LDCs, why is this tremendous potential for growth and
human betterment not being realized?

Economic theory and history point to the answer, The
mainstream of economics has demonstrated again and again the
harmful effects of government spending, taxation, and
requlation beyond the basic essentials. $Some development
economists (including many at the World Bank) have of late been
doing very valuable research on the real effects of LDC
government policies; they are finding that the policies are
often very harmful. The march from 12th-century under-
development to relative affluence in today's developed
countries has been by the free market route, with limited
government intervention in the economy. Recent experience with
the welfare state in North America and Europe has again
demonstrated the harmful impact of big government and economic
growth. Socialism has failed economically from Havana to
Poland and Peking. Despite all this, the governments of most
LDCs have acted, and the majority continue to act, as if they
live in a different economic universe, where government
spending and regulation promote economic growth.

The point of this study was to determine the results of LDC
government spending and regulation., Have they helped or hurt
LDC growth?

The data for a thorough study of regulation and price
distortions were generally not available. The study did look
at government efforts to keep up the value of their currency in
spite of inflation, and the results indicate this has hurt
their growth. For countries for which we had data on interest
rates, the statistical results show a strong connection between
interest rate distortions and economic growth, Efforts to hold
down interest rates in spite of inflation hurt economic
growth. The data also indicate “hat rapid inflation and growth
of the money supply are harmful to growth. However, the
conclusions about inflation and monetary growth are not so
solid.




Tne focus of the study was on the eifects of government
expenditure on economic growth. This is a very important area
that has been virtually neglected. Government expenditure was
broken down into five types., General administration '
expenditure has the strongest statistically negative impact on
growth. Military spending does not have a clear-cut impact on
growth. In some cases, it was found to slow growth and in
others it appeared to help. ,

The most important f£inding was that what is called
development expenditure has no positive impact on growth. The
explanation is threefold: (1) government investments are often
inefficient, generating on average a low return; (2) the
taxation and borrowing needed to finance government capital
expenditure slow growth; and (3) government investment "crowds
out" private investment which does contribute to economic
growth. The development budget is the main tool for promoting
growth in most LDCs, but in fact the huge sums spent are not
increasing economic growth, All capital expenditure vequires
diversion of resources from current use for food, clotuing,
health care, education, etc. The development expenditure of
LbC governments thus reduces the meager current standard of
living of their citizens without the compensation of higher
standards of living in the future.

Educational wxpenditure by LDC governments aids economic
growth, but the effect is surprisingly weak and not at all
statistically clear cut. However, if we measure education
directly by enrollments there is a strong impact on growth.
The implication is that government educational spending is
inefficient and more spending doesn't translate well into more
actual education. Transfer expenditures include paying
interest on the national debt, social security, and similar
"safety net" expenditures. Surprisingly, such expenditures do
not slow economic growth; they may even heln it.

Unlike government investment, private investment in the
LbCs does promote growth, and if such investment were
increased, growth would accelerate. However, private
investment helps less in the LDCs than in the developed
countries. Part of this result is simply due to deficiencies
in the data. Many government enterprises which operate
autonomously are counted as private even though they are in
fact as public as the Post Office in the United States.
However, this is not the whole explanation. An additional
factor is probably various government policies which, on the
one hand, prevent private enterprise from entering the most
profitable and productive activities and, on the other hand,
make nonproductive investment profitable. If government limits
imports enough it will be profitable for an auto company to
make automobiles in Chile, but it will not help Chile's T
economic growth, This sort of thing is extremely widespread in g
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the LDCs, so that a substantial share of genuinely private
investment 1is misdirected due to gyovernment distortion of
prices and other incentives.

Slow growth of so many LDCs is frequently explained by lack
of industry. Very expensive limitations on imports into LDCs
are often justified as promoting industrialization, which is
supposed to accelerate economic growth, Industry is certainly
a part of economic growth, but it does not follow that
promoting i1t artificially will accelerate growth. It may be
that industry only helps growth if it appears naturally and
thus is efficient. The data seem to confirm this view.
Countries with a larger share of industry than is typical for
their income level do not necessarily grow faster. Thus, all
the regulation and expenditure being used to promote industry
may not be helping growth. The data are ambiguous on this
point, however, and it is not as well established as some of
the otner findings.

Conventional wisdom holds that the LDCs need more aid from
the developed countries, and that if they get it, they will
grow significantly faster. The data refute this conventional
error. The statistical tests were run on four subsamples of
the total data set. For twe of the subsamples foreign aid did
no good, for one it actually did harm, and for only one of four
was it a net benefit. Even for this one, massive amounts of
aid would be necessary to increase economic growth by even 0.5
percent per year. The reason for the ineffectiveness of
foreign official aid is clear from the data: foreign aid
promotes additional government expenditure and reduces private
investment.

These results may be surprising to many, but they would not
surprise P.T. Bauer, who wrote:

Since official wealth transfers go to governments
and not to the people at large, they promote the
disastrous politicization of life in the Third World.
The tendency towards politicization operates even in
the absence of these transfers, but is much buttressed
and intensified by them., Aid increases the power,
resources and patronage of governments compared with
thez‘r}est of society and therefore their power over
it.22

Official aid retards development in many other
ways, some of which will be considered briefly and one
at great length. As already mentioned many, perhaps
most, aid recipients miuch curtail the inflow and
deployment of private capital...Such restrictions are
anomalous, even perverse, in terms of such commonly
declared objectives of aid as economic development and
the relief of povertv or unemployment. They are
perverse hecause sho:-taye of development capital is
often the basic argument advanced for aid,
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Often slow growth of various LDCs is "“"explained" by
neo-Malthusian problems like population growth, lack of natural
resources and overcrowding on agricultural land. Clearly,
natural resources aid economic dgrowth and, in the 1970s, oil
helpec¢ a great deal. The impact of natural resources in the
period from 1960-1980 was not, however, generally very large.
Overcrowding on agricultural land, surprisingly, makes no
difference whatsoever,

The effects of population growth need not be through strain
on land or other natural resources; they can simply mean that
it takes more capital, teachers, doctors, etc., to maintain a
given standard of living. This seems to be the case for the
LDCs; countries where the population grows faster tend
economically to grow slower, The size of the impact is not
that large. The average annual rate of increase of population
in the LDCs was around 2.5 percent over the 1960-1980 period.
If the rate of increase dropped to a tiny 0.5 percent, the
nunbers suggest per capita national product would have grown,
at most, 0.6 percent faster per year. Actual economic growth
rates over the period ranged from 7 percent per year down to -2
percent, with an average of 3 percent. So, lower birth rates
do help, but they are not the most important factor.

The study looked at three dimensions of international
economic conditions that affect LDC economies: 1) world
prosperity; 2) world inflation; and 3) changes in the terms of
trade of the LDCs, that is, the prices they receive for exports
relative to the prices they pay for imports. General world
prosperity atfects the LDCs a great deal in the short run, but
not over longer periods. World inflation showed no impact on
LDC growth. The terms of trade may have an impact in the short
run, However, for longer periods the terms of trade are
probably not important and, therefore, it would be incorrect to
blame lack of growth in the LDCs on changes in their terms of
trade. Thus, world economic conditions cause fluctuations in
LDC growth rates, but they are not an excuse for long-term slow
growth.

The study also looked at political influences on economic
growth. One frequent explanation given for slower growth of
the LDCs is the lingering effects of colonialism. The
statistical results show little or no continuing adverse
effects of having been a colony. There is only weak evidence
that the time span since a country became independent makes any
difference.

Lack of industry, lack of natural resources, rapid
population growth, world economic conditions, and colonialism
are possible explanations for inadequate economic growth in the
LDCs. Various researchers have considered one or more of them
important causes of slow LDC growth. However, the hard

statistical evidence shows they aren't that important,




especially in the long run. We can therefore conclude that it
must be government policy that is creating the gap between the
"catch-up" potential and actual LDC performance.

The study also examined the effects of democracy, wars, and
political stability on economic growth. It is f£requently
debated whether democracy is a luxury that the LDCs cannot
afford. Certainly the growth-minded "Gang of Four" are not
very democratic. The statistical evidence tends to support the
view that democracy slows economic growth. Further tests need
to be run on this question, The countries involved currently
in serious wars, Lebanon, Indochina, Iran, etc., supply no
current data; still, there is some evidence that wars have a
negative impact on growth. Two measures of internal political
instability were tried: 1) the incidence of coups and
attempted coups and 2) the rate of political deaths. The
incidence of coups is negatively related to economic growth.

Three important conclusions emerge from the research in
this report. First, there is no natural vicious circle of
poverty; the poorest of the LDCs can and should be growing
faster than either the better-off LDCs or the developed
countries. They can and should be closing the gap. Second,
the failure of so many LDCs to realize their potential is not
due to lack of resources, natural or man-made, but rather due
to inefficient use of resources. Finally, the biggest cause of
the inefficient use of resources and unnecessary slow growth of
S0 many LDCs is big government. Their governments, with few
exceptions, spend too much, tax too much, and over-regulate the
private sector. A corollary of the last two conclusions is
that foreign aid will not help the LDCs grow faster. Foreign
aid encourages inefficient use of resources because it is other
people's money being spent by governments. More important,
foreign aid encourages big government. Most official aid goes
directly to the governments, and even the little that does not
is dispersed only with the governments' consent.

This study is the first attempt to do a comprehensive and
rigorous 7nalysis of all the factecrs influencing LDC
growth .28, It is to be hoped that it will add to the body of
evidence from less rigorous studies and help convince the LDCs
to reduce government spending and regulation in order to
realize their potential.




NOTES

l6. See Milton and Rose Friedman, Tyranny of the Status Quo,
(New York: Harcourt Brace Javanovich, 1984).

17. See the World Development Report 1984, Appendix A.

18. Criticism of the performance of development economics and
development economists has been attacked as being unjustified
and as distracting attention from the main point to demonstrate
the harm f£rom big government in the LDCs. While development
economists are now more critical of the government's role in
LDC economies, there are still few studies coming out that
examine the negative impact of government and many that suggest
additional government spending and regqulation would be

helpful. The failure of development economics to look honestly
at the negative role of government in economic growth is a
serious failing that must be discussed.

19. See Moses Abramovitz, review of Towards an Explanation of
Economic Growth, Journal of Economic Literature, (Nashville:
Amer ican Economic Association, March 1983).

20. See Daniel Landau, "Government Expenditure and Economic
Growth: A Cross-Country Study," Southern Economic Journal,
(January 1983).

21. Ibid.

22. Hollis, Chenery, "The Structural Approach to Development
Policy," American Economic Review, (May 1975).

23. See Daniel Landau, "Explaining Differences in Per Capita
Income Between Countries: A Hypothesis and Test for 1950 and
1970, " Explorations in Economic History, 1985 (forthcoming).

24, See P.T. Bauer, Equality, the Third World and Economic
belusion, (Cambridge, Mass: Harvard University Press, 1981).

25. Ibid. p. 106.

26. An extensive but not exhaustive literature search turned
up three empirical papers studying the general relationship
between government and economic growth: by this author,
Gemmell, and Marsden. All are 1983 publications and none of
their references are empirical studies of government and
economic growth.




APPENDIX

DEFINITIONS OF REGRESSORS

N A The share of agriculture production in GDP, lagged
‘ average
ADS Military expenditure as a share in GDP, lagged three-:

year average

AEDS General government educational expenditure as a share
in GDP, lagged three-year average

AEXRR Index of the real exchange rate--1960=100, lagged
.~ three-year average

AGLPC Agricultural land per capita
AINF The inflation rate, lagged three-year average

AIP Private investment as a share in GDP, lagged three-
year avercge

AKES General government capital expenditure as a share
in GDP, lagged three-year average

AOFTS Official transfers from abroad as a share in GDP,
lagged three-year average, the proxy for foreign aid

APUTS Private transfers from abroad as a share in GDP,
lagged three-year average

AREVS Current revenue as a share in GDP, lagged three-
year average .

ARIR Real interest rate, lagged three-year average

ATRNS General government current non consumption expend-
iture as a share in GDP, lagged three-year average

BREVS General government budget deficit-total expenditure
minus current revenue-as a share in GDP, lagged three-
year average

coL Dummy variable with a value of 1 if the country was
a colony and 0 otherwise

Coup Total of coups and attempted coups from 1948 to current
) year divided by the number of years since the coup or
attempt




DEMO

DLP

DTRT

EDO

GDPWGR

Le7
LPOP

LRGDP

0CSA

OIL

PDR

PGR

PIWGR
RAIN

SEUR

- 43 -

(con't)

Dummy variable with a value of 1 if the country has
been a democracy and ( otherwise

Distance from the capital to the nearest seaport for
landlocked countries only

Percentage change in the money supply over the current
period '

Change in the country's terms of trade

Weighted total of enrollment in primary, secondary,
and higher education as a percentage of relevant age
group, average for years 1965 and 197%

Growth rate of world GDP average over the current
period

Life expectancy at birth in 1970

Population in millions,'lagged

Real gross domestic product per capita. It is lagged
one year in the annual regressions and an average of
three years ending in the first year of four and seven-
year period regressions

The share of manufacturing output in GDP, lagged
average

other industry share in GDP, lagged average

General government consumption expenditure other than
defense and education, lagged three-year average

Dummy variable with a value of 1 if the country is
a major oil producer and 0 otherwise

Political deaths-from internal situations-since 1948
per million of the population divided by the years
since the deaths took place

Growth rate of the population in percent, average over
the period studied

World inflation rate
Average annual rainfall in inches

Share of the population of European extraction




WES

Time trend

A dummy variable with a value of one if a war with

a foreign country was fought on country's soil since
1940

Years the country has been independent

The regressor times LRGDP




Regression No.

TABLE 2.1
BASIC REGRESSIONS

1 3

Subsample small Annual Large Annual 4 - Year Periods
Iv. b t P.V. I.V. b t BV. IV, b t PV,
AIP .153 3.08 .002 .059 1.51 13 059 1.37 .17
LRGDP -.3U5 5.14 .000l1 -.310 6,13 .0001 =311 4.80 .0001
GDPWGR . 3U2 2.88 .004 .238 2.17 .006
OCsA -.241 3,07 .002 -.125 2.93 .004 -.183 2.70 .008
AEDS .169 1.52 .129 .083 .83 .40 -.067 .46 .64
ADS .05¢6 607 .54 -.008 14 .88 -.030 .34 .73
ATRNS .1U4 2.63 .009 -.011 32 .75 083 1.14 .25
AKES .011 .27 .19 .005 14 .88 .0C4 .08 .94
DMSS -.017 1.12 .26 -.016 1.52 .13 INF -.0069 1.80 .07
LPOP .0013 .61 .54 .0003 17 .86 -.008 3.34 .001
PGR -.398 2,55 .01 -.18 1.50 .13 -.262 1,35 .18
LE7 .150 3.39 .0oug .143 4.83 .001 EDO 032 4.87 .0001
T .00u .000 .99 .019 .60 .55 .029 .76 .45
AOFTS U77 1.09 .28 .133 2,13 .033 -.021 .29 77
DEMO =2.41 3.94 .0001 -.178 3.65 .0003 pLP -,004 2.74 .007
AEXRR 0073  1.40 .161 .0089 2,10 .036 RAIN -.011 1.58 12
Ccoup -.405 2.79 .005 -.261 2,24 .025
OIL 2.06 3.03 .003 1.10 1,77 077 1.61 1.88 .06
APUTS .090 4.04 .0001 .039 2,86 .004 .030 1.43 .15
WES -.708 1.93 .054 A .020 .92 .36
ARIR .056 3.70 .0002 M .105 2.81 .005

0 .082 2.85 .005

AINF  -.007 2,70 .007

SEUR .019 2,79 .005
INT -4.11 1.58 .12 -7.51 3.12 .002 3.46 2,92 .004
R2 .629 .472 J14
D.F. 467 800 133
D.W. 1.86 1.77 1.12
B.T.* .21 .66 .50

*
Bartlett's Test with 4 degrees of freedom.
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TABLE 2.1 (CON'T)
BASIC REGRESSIONS

Regression No. 4
Subsample 7 -~ Year Periods
I.V. b t P.V.

AIP .082  1.73  .088

LRGDP -.28% 3.94 .0002
ocsa -.243 3.03 .003
AEDS -.022 .14 .89
ADS -.236 2.51 .014
ATRNS .082 1.83 .071
AKES .0l6 .33 .74
LPOP -.0008 2.64 .010

PGR  -.199 .93 .36
EDO 022 2,56 LU12
T 021 .46 .65
AUFTS  .169  2.39  .019
DLP  -.005 2.57 .01
INT  3.44  2.52  .014
K2 717

D.F. 84

D.W.  1.92

B.T. .40
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Included in Regression

I.v.

TASBLE 2.2
MAJOR RESULTS SUMMARIZED

Subsample

small Annual Large Annual 4-Year Periods 7-Year Periods

b t

b

t

b

t

b

t

Panel A: Current Consumption Expenditure-Other than Education

or Milizary-as a Share in GDP

Taple 5 AIP, AREVS, BREVS OCSA -,196 1.86 =-.u7a 1.18 -.114 1.47 -.300 3.10
Table 2 AIP, NO AREVS, BREVS -.241 3,07 ~-.1% 2,93 =-.183 2.70 -.243 3.03
Table b6 No AIP, AREVS, HHEVS -.234 2,96 =-.12¢ 2,96 -.172 2.54 -.230 2.85
Panel g: Government Educational Expenditure as a Share in GDP

Table 5 LE7, AREVS, BREVS AEDS 173 1.24 .147 1.26 .001 .0009* -.065 .38*
Table 2 LE7, NO AREVS, HREVS .169 1.52 .83 .83 =-.067 .46* 022 .14
Table 7 AEDS only 131 1.18 .073 J2 036 .23 .147 .93
Taple 7 X only 018 2.39 .U25 4.64 .032 4.87 022 2.75
Panel C: Military Expenditure as a ghare in GLP

Taple 5 AIP, AREVS, BREVS ADS .074 .73 .059 .88  .087 .84 -.270 2.75
Table 2 AIP, No, AREVS, BHEVS .Us6 .67 ~.008 .14 -.030 .34 -.236 2.51
Taple 6 Mo AIP, AREVS, BREVS .048 .51 =~-,003 .06 =-.037 .43 -.227 2.39
Panel u: Transfers and Other Current Nonconsumption Expenditure as a2 Share in GDP

Table 5 AIP, AREVS, YKEVS ATRNS .08l 1.80 -,018 .48 .166 1.74 .052 1.02
Teble 2 AIP, Mo AREVS, BREVS .104 2.63 ~.011 .32 .083 1.:4 .082 1.83
Taple b No AIP, AREVS, BREVS 085 2,17 =~-,022 .68 .064 .89 .058 1.33
Panel E: Government Capital Expenditure as a Share in GDP

Table 5 AIP, AREVS, HREVS AKES .146 1.16 .173 1.56 .098 1,24 -.027 .33
Tanle ¢ AIP, No AREVS, BREVS LULL .27 .005 .14  .Co4 .08 .016 .33
Taple 6 No AIP, AREVS, BREVS -.069 1.91 ~-.024 78 =021 .47 -.011 «25
Panel F: 0fficial Transfers Received as a Share in GDP

Tacle 5 AlP, ARLVS, BREVS AOFTS  ,136 L.76 .146  2.31 -.052 .74 .216 2.88
Tanle 2 AIP, No AREVS, BREVS .077 . 1.09 133 2.13 .021 .29 .169  2.39
Table ©u No. Gov, Exp., AIP U206 .51 .101  1.92 -.089 1l.61 -.008 .15
Panel G: Private Transfers Received as a Share in GDP

Table 5 AIP, AREVS, BREVS APUTS  .097 4.29 .040 2.92 .030 1.48

Taple 2 AIP, No AKEVS, BKEVS .U90 4.04 .039 2.86 .030 1.43 .005 . 25%%
Taple 8 No Gov. Exp., AIP .093 4.11 .039 2.84 .027 1.30
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TABLE 2.2
MAJOR RESULTS SUMMARIZED

Included in Regression Subsample
; Small Annual Large Annual 4-Year Periods 7-Year Periods
I.V. b t b t b t b t

Panel A: Current Consumptjon Expenditure—Other than Education or Military-as a Share in GDP
Taple S5 AIP, AREVS, BHREVS OCSA =-.196 1l.86 =-.070 1l.18 -~,114 1.47 -.300 3.10

Table 2 AIP, no AKEVS, BHEVS -.24l 3.07 -.125 2,93 =-,183 2.70 -.243  3.03
Taple b No AIP, AHEVS, HBREVS -.234 2,96 =.126 2,96 =-.172 2.54 -.230  2.85 |

Panel b: Government Educational Expenditure as a Share in GDP
Table 5 LE7, AREVS, BHEVS  AEDS A73 0 1.24 .147 1.26 ,001 .0009* -.065 .38%°

Tanle 2 LE7, NO AREVS, HREVS .169 1.52 .us3 .83 =-,067 .46* .022 14
Table 7 AZLS only A3l 1.1k .U73 .72 036 .23 .147 .93
Taple 7 ELO only Ol 2.39 U25 4.64 .032 4.87 022 2.75

Panel C: Military Expenditure as a Share in GLP

Table 5 AIP, AREVS, BREVS ALS 074 .73 059 .88  .087 .44 -.270 2.75
Table 2 AIP, NO. AREVS, BREVS .Us6 .67 =-.008 .14 -.030 .34 -.236 .51
Table 6 No AIP, AKEVS, BREVS 048 .51 -.003 06 =-.037 .43 -.227 2.39

Panel L: Transfers and Other Current Nonconsumption Expenditure as a Share in GDP

Table 5 AIP, AREVSH, BREVS  ATRNS .08l 1.80 -,018 .48 ,166 1.74 052 1.02
Table 2 AIP, NO ARLVS, BREVS JA04 2,63 -.011 .32 .083 1.14 .082 1.83
Table b6 No AIP, AREVS, BREVS 085 2.17  -.U22 .68 .064 .89 .058 1.33

Panel E: Governunent Capital Expenditure as a Share in $LP

Table 5> AIP, AREVS, HREVS  AKES .146 1.16 .173 1.56 ,098 1.24 -.027 .33
Table 2 AIP, NO AKEVS, BREVS A .27 .005 .14 004 .08 .016 .33
Taple 6 No AIP, AHEVS, BREVS -.069 1.91 -.024 .78 -.021 .47 -.011 .29

Panel F: Official Transfers Received as a Share in GDP

Tabnle 5 AIP, AREVS, BREVS  AOFIS ,136 1.76 .146 2.31 -.052 .74 .216 2.88
Table 2 AIP, NO AREVS, BREVS 077 1.09 <133 2.13 .021 .29 .169 2.39
Table 8 No. Gov. Exp., AIP JL20 LS 101 1.92 -.089 1.61 -.008 .15

Panel G: Private Transters Received as a Share in GDP
Table 5 AIP, AREVS, BREVS APUTS .097 4.2y .040 - 2,92 .030 1.48

Tanle 2 AIP, No ARLVS, BREVS 090 4.04 .03y 2.86 .030 1.43 .005 . 25%"
Table 8 No Gov. Exp., AIP .093 4.1l .039 2.84 .027 1.30
*EDO not LE7

**APUTS was not statistically signiticant for 7-year periods. It was dropped from the basic
regression in Table 2 and not tested further.
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TABLE 2.3
SUMMARY OF RESULTS FOR OTHER VARIABLES OF INTEREST

Panel A: Structure of the Economy
Subsample I.V. b t I.Vv. b t IV. b t RrR2 D.F.

Small Annual A 019 .56 M~ =021 .35 O .018 .34 .628 426
Large Annual .020 .92 105 2.81 .082 2,85 ,472. 800
4-Year Periods 028 .81 008 .12 .061 1.33 .724 118
7-Year Periods .003 .08 -.004 .06 .051 1.07 .730 77

Panel B: Major Oil Producer
I.V. b t R2 D.F.

Small Annual OIL 2.00 3.03 .629 467

Large Annual 1.10 1.77 .472 800
4-Year Periods l1.61 1.848 .714 133

7-Year Periods 111 .14 .717 83

Panel C: Adricultural Land Per Capita

small Annual AGLPC  .913 1.14 .028 428
Laryge Annual 421 .89  ,473 786
4-Year Periods -.770 1.14 .715 127
7-Year Periods -,249 .31 .715 &80

Panel D: Population Growth Rate

small Annual PGR -.398 2.55 .629 467
Large Annual -.18 1.50 .472 800
4-Year Periods -.262 1.35 .714 133
7-Year Periods -.199 .93 .717 84

Panel E: Economies of Scale

Small Annual LPOP L0013 .61  .629 467
Large Annual .0003 .17 .472 800
4-Year Periods -.008 3.3¢ .714 133

7-Year Periods -.007 2.64 .717 84




TABLE 2.3 {CONT'D)
SUMMARY OF RESULTS FOR OTHER VARIABLES OF INTEREST

Panel F: Growth Rate of World GDP
Subsample I.V. b t R2 D.F.

smal.l Annual GbPWAR .302 2.88 629 467

Large Annual .238 2,77 .472 800
4-Year Periods 145 .80 713 127
7-Year Periods -,468 1.56 .725 83

Panel G: Change in Terms of Trade
Small Annual DTRT -.026 1.94 .631 428

Large Annual -.006 .44 .473 1786
4-Year Periods -, 006 .46 713 127
7-Year Periods 003 .13 .730 8l

Panel H: World Inflation Rate
Small Annual PIWGR -.027 .031 .627 423

Large Annual -.040 .60 473 786
4-Year Periods 096 .68 713 127
7-Year Periods .238 1.00 .7_18 80

Panel I: Country Was A Colony
Small Annual COL -.290 .51 .630 466

Large Annual -.312 .72 .473 799
4-Year Periods -.529 .77 .720 120
7-Year Periods -.249 .31 .715 80

Panel J: Years the Couritry Has Been Independent

small Annual YI 0006 .19 029 466
Large Annual .0005 .19 473 786
4-Year Periods -.0006 .17 .714 132

7-Year Periods ..0003 .08 117 83




TABLE 2.3 (CONT'D)
SUMMARY OF RESULTS FOR OTHER VARIABLES OF INTEREST

Panel K: Demccracy
Subsample I.v.

Small Annual DEMO -2.41
Large Annual -.178
4-Year Periods -.286
7-Year Periods - .74

Panel L: Incidence of Coups

Small Annual CouP =-.405 2.79
Large Annual -.261 2.24
4-Year Periods -.211 1.06
7-Year Periods .119 .73




TABLE 2.4
CURRENT REVENUE AND DEFICITS
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~ Regression No. 1 2 3 4
~ subsample Small Annual Large Annual 4-Year Periods 7-Periods

I.v. b t I.V. b t I.V. b t I.V. b t
AIP .143 2.85 .054 1.38 .080 1.90 .086 1.74
LRGDP  -.358 5.49 -.361 6.47 -.307 4.96 -.334 4.31
GDPWGR  .2Y9 2.85 .232  2.70
OCsA -.196 1.86 .076 1.18 -.114 1.47 -.300 3.10
AEDS .173 1.24 .147 1.26 .0001 .0009 -.064 .38
ADS .074 .73 .059 .88 .087 .83 -.270 2,75
ATRNS .081 1.80 -.018 .48 .167 1.74 -.052 1.02
AKES .146 1.16 172 1.55 .098 1.24 -.028 .33
DMSS -.016 1.10 -.016 1.51 INF -.007 1.89
LPOP .0007 .33 .00003 .01 -.008  3.43 -.007  2.72
PGR -.42 2.69 -.181 1.53 =.225 1.20 ~-.181 .85
LE7 .146 3.32 134 4.45 EDO .03l 4.80 EDO .021 2.44
T .020 .43 .031 .96 .020 .54 .028 .59
AOFTS .136 1.76 146 2.31 -.052 .74 .216 2.88
DEMO  -2,23 3.52 -1.66 3.38 pLP -.003 2.03 DLP -.005 2.64
AEXRR .0ua 1.06 .008 1.96 RAIN -,010 1.49
COUP -.330 2.19 -.242 2.07
OIL 1.62 2.26 .79 1.23 l1.61 1.97
APUTS .097 4.29 .040 2.92 .030 1.48
WFS -.66 1.78 A .008 .38
ARIR .059 3.88 M .083 2.18

o) .068 2.28

AINF -.007 2.57

SEUF L0700 2,97
AREVS -.115 .92 -.1531  1.39 -.079 1.12 .087 1.40
BREVS =-.174 1.46 -.190 1.85 ~-.066 1.48 -.019 .41
INT -1.64 .55 -3.82 1.23 3.19 2.74 3.41 2.44
R2 .632 .478 .741 .728
D.F. 465 798 129 82
D-W 1.87 1.78 2.01 1.95




TABLE 2.5
NET EFFECTS OF GOVERNMENT CAPITAL EXPENDITURES

Regression No. 1 2 3 4
Subsample Small Annual Large Annual 4-Year Periods 7-Periods
I.V. b t 1.V, b t I.V. b t IV. b t

LRGDP  -.264 4,51 -.285 5.97 -.281 4,59 -.251 3.55
GLPWGR  .302 2.86 .239 279
0ocsa -.234 2.96 -.127 3.96 -.173 2,55 -.230 2.85
AEDS 139 1.25 .084 .85 -.047 .32 .033 .21
ADS -.U48 .51 -.003 .07 -.037 .43 -.226 2.39
ATRNS .086 2.17 -.023 .68 .064 .89 .057 1.33
AKES -.069 1.91 -.024 .79 -.021 .47 -.011 .25
DMSS -.019 1.30 -.017 1.6l
. LPOP .002 1.01 U004 .22 -.008 3.19 ~.006 2.49
PGR -.331 2.13 -.148 1.26 -.247 1.27 -.180 .83
LE7 .193 4,60 .148 4.98 EDO .034 5.03 EDO .023 2.78
T .053 1,25 .027 .90 .044 1.16 .036 .79
AQFTS .U68 .94 141 2,25 -.025 .34 .151 2.13
DEMO  -2.69 4.41 -1.74 3.57 DL® -,0036 2.62 DLP -.0046 2.39
AEXRR .005 .90 .009 2.07 RAIN -,012 1.58
coup -.461 3.17 -.297 2.62
OIL 2.36 3.48 1.08 1.73 1.51 1.77
APUTS .u97 4,33 .039 2.83 .028 1.34
WES -.65 1,74 A .019 .90
ARIR 065 4.36 M J110  2.96

0 086 2.99

AINF -.008 3.15

SEUR .019 2.86
INT ~.488 1.86 -7.30 3.04 3.75 3.2 3.79 2.77
R2 .622 .471 .710 .707
D.F. 468 801 134 85
D-W 1.83 1.77 2,15 1.87
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TABLE 2.6

EDUCATION
Regression No. 1 2 3 4
. Subsample Small Annual Small Annual Large Annual Large Annual

I.v. b t I.V. b t I.V. b t I.V. b ot
AIP .208 4.37 .159 3.18 .076 1,93 065 1.66
LRGDP -.180 3.83 -.260 4.71 -.237 4.85 -.283 5,73
GDPWGR .298 2.81 .290 2,75 243 2,79 231  2.68
ocsa -.298 3.84 -.249 3.13 -.145 3.38 -.116  2.70
AEDS .131 1.18 072 .72
ADS .U54 .59 047 .51 -.049 .95 -.039 .78
ATRNS .131 3.35 .103 2.53 -.008 .24 -.007 .20
AKES 040 .90 022 .49 011 .31 .005 .14
DMSS .013 .89 ~-.016 1.10 -.014 1.37 -.016 1.53
LPOP -.0022 1.19 -.002 1.32 -.0019 1,07 -.002 1.22
PGR -.54 3,63 -.457 2.92 -.250 2.09 -.156 1.30
EDO 017 2.38 .025 4,64
T -.065 1.56 -.005 .12 -.005 .17 .022 1
AOFTS .085 1.18 051 .72 .093 1.49 A17 1,92
DEMO -1.05 2.25 -1.55 2,97 -.669 1.53 -1.32 2.99
AEXRR .010 2.06 .009 1.89 011  2.59 010 2.40
CoUP -.44 3.00 -.550 3.76 -.327 2.80 -.366  3.20
OIL 1.02  1.67 1.56  2.37 907 1.44 .89 1.46
APUTS .089 3.96 092 4.11 036 2.62 .036 2,63
WE'S -.533 1.45 -.530 1.45 A -.011 .56 .018 .88
ARIR .053 3.48 +056 3.69 M 121 3,22 .087 2.33

0 .042 1.50 072 2.54

AINF -,007 2.67 -.007 2.80

SEUR .023 3,54 015  2.36
INT 3.46 2.54 2.36  1.63 1.01 .61 -2.11 1.21

.620 .623 .457 .470

D.F. 468 468 801 801
D-W 1.84 1.86 1.71 1.76
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TABLE 2.6 (CONT'D)

EDUCATION
Regression No. 5 6 7 8
Subsample 4-~Year Periods 4~Year Periods 7-Year Periods 7-Year Periods
I.V. b t I.V. b t 1I.v. b t IV. b =~ t
ATP 081 1.75 .056 1.32 099 2.02 .083 1.74
LRGDP -.126 2.21 -.307 4.78 -.167 2.90 -.290 4,16
ocsa -.236  3.25 -.182 2.68 -.254 3.08 -.244 3,07
AEDS .036 .23 .147 .93
ADS .028 .31 -.032 .38 .176 1.87 -.238 2.62
ATRNS L1000  1.28 .078 1.10 102 2,21 .083 1.84
AKES .007 .14 -.003 .06 .007 .13 .018 .41
AINF -.0u68 1.63 -.0069 1.80
LPOP -.0U6Y 2,65 -.0078 3.32 -.0058 2.22 -.0068 2.76
. PGR -.385 1.84 -.269 1.39 -.357 1.68 -.195 .92
& EDO 032 4.87 022 2.75
T -.034 .86 .027 .71 -.021 .48 .023 .55
AUFTS’ -.036 .46 -.024 .33 164 2.25 A70  2.44
DLP -.004 2.71 -.003 2.711 -.004 2.20
j RAIN -.0u0e .82 -.011 1.65
OIL 1.18 1.29 1.65 1.95
APUTS U29  1.29 .028 1.37
INT 6.11 5.37 3.42 2.90 5.30 4.43 3.44 2.53
R2 .662 .713 .694 .716
D.F. 134 134 85 85
D-W 2.19 2.11 1.96 1.91
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 TABLE 2.7
NET EFFECT OF FOREIGN OFFICIAL AID

Regression No. 1 2 3 4

Subsample Small Annual Large Apnual 4-Year Periods 7-Year Periods
" I.V. b t IV. b t 1.V, b t IWV. b .t

LRGDP -.286 4,92 -.273 6.30 -.267 4.65 ~-.212 3.04

GDPWGR .298 2,78 231 2.67

DMSS -.015 1.04 -.014 1.38

LPOP U4 2.23 U014 .78 -.0062 2.67 ~-.005 1.96

PGR -.314 2.03 -.145 1.24 -.262 1l.41 ~-.197 .87

LE7 299 5,57 155 5.34 EDO .035 5.62 EDO .022 2,78

T .060 1.42 019 .64 .038 1.04 .0055 .12

AUFTS 025 .51 101 1,91 -.089 1.60 ~-.008 .14

DEMO ~3.44 6.24 -1.88 4,06 DpLP -.,0028 2,09 DLP ~-,0036 1.82

AEXRR 0085 1.67 .010 2.48 RAIN -.,010 1.47

COUP -.401 2.92 -.267 2.39

OIL 2.34 3.55 1,13  1.84 1.59 1.89

APUTS 092  4.10 039 2.84 .027 1.30

WES -.267 .77 A 016 .79

ARIR .063 4.25 M .104 2.87

0 078 2.76
AINF -.0078 3.09
SEUF .015 2.43

INT -8.38  3.65 -8.44  3.65 2.13  2.18 2.33  1.80
R2 .604 .462 .694 .659

D.F. 473 806 139 . 90

D= 1.74 1.72 2.03 1.83
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TABLE 2.9
SMALL ANNUAL SUBSAMPLE REGRESSIONS WITH INCOME INTERNATION TERMS

Regression No. 1 2 3 ' 4
Regression Type Basic Dropping AIP, Dropping LE7, EDO, EDOX
AIPX LE7X
I.V. b £ b £ b £t  I.V. bt
AIP .311  3.59 .187 2.8 239 2.79
AIPX  -.058 2.91 -.012 .94 -.044 2.30
LRGDP -.713 7.74 =-.712 17.72 =.557 6.57 -.687 7.56
GDPWGR  .266 2,65 .267 2.63 .267 2.61 .249  2.47
OCcsA  -.419 2.85 -.370 2.51 -.621 4.37 -.516 3.98
OCSAX .085 2,14 072 1.82 .138 3.59 .133  3.94
AEDS 418 1,72 360 1.49 .278 1.15
. AEDSX -.059 1.03 -.035 .64 =-.018 .34
N ADS 110 1.21  .097 1.06  .080 .88 100 1.10
ATRNS L057  1.37 027 .67 .085 2.05 .042 .99
. AKES 142 1.81 -.027 .43 .055 .76 .080 1.03
: AKESX -.039 2.20 -.,0063 .44 -.012 .78 -.024 1.42
DMSS  -.048 1.75 -.063 2.32 -.064 2.32 -.055 2.04
DMSSX .010 1.40 015  2.22 .017 2.45 .013 1.87
LPOP  -.010 2.74 -.008 2.25 -.013 4.01 -.016 4.84
LPOPX L0074 3.94 .U065 3.68 .0077 4.14 .0094 4,91
PGR -.331 2.12 -.280 1.79 -.529 3.54 -.391 2.55
LE7 L3159 132 2.95 EDO ,010 1.01
LE7X .023 3,24 .007 1.52 EDOX  .0037 1.93
T -.00U6 .01 037 .89 -.052 1.26 .022 .51
AOFTS 076 1.04 .030 .42 .089 1.21 .047 .64
DEMO -1.57 2.45 =-2.09 3.31 -.82 1.72 -1.21  2.30
) AEXRR .009 1.78 .0067 1.29 .0085 1.66 .008 1.59
: COUP  =-.340 2.42 -.375 2.65 -.378 2.65 -.512 3.65
oD 2.21  3.32  2.40 3.61 1.37 2.27 1.89  2.91
APUTS .074 3,15 .098  4.34 .084 3,57 .079 3.33




WFS -1.48 2.84 ~-1.53 2.34 -1.45

WFSX .458 2.88 327 2.25 . 400
ARIR .04l 2.75 .045 3.04 .038
INT .011  .004 -1.02 .39 5.89

R? .674 .664 .660
D.F. 459 461 461

D~W 1.95 1.89 1.89

*
B.T. 2.19

2.19
2,51
2.53
4.23

2.22
2.68
3.11
2.94

%*
Bartlett's Test 4 Degrees of Freedom.
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TABLE 2.10
LARGE ANNUAL SUBSAMPLE REGRESSIONS WITH INCOME INTERACTION TERMS

Regression No.

Regression Type Basic

Dropping AIP,

AIPX

Dropping LE7,
LE7X

EDO,

EDOX

I.v.

b

b I.V.

AIP
AIPX
LRGDP

GDPWGR

0Csa
AEDS
ADS
ATRNS
AKES
AKESX
DMSS
DMSSX
LPOP
LPOPX
PGR
PGRX

175
-.025
-.708

210

141

091

.204

.020

115
-.032
-.035

L0067
-.0067

.004
-.473

089

.0u3

.028

.082
-.0u7

.011

.087

.015
-.059

.016

-.672
.218
.148
.108
.189
004
.036
021
.036
0072
.0061
.0037
.454
089
.002
.051
.088
.008
.012
<119
.0085
018
.011
.243

8.21
2.63
2.25
1.11
2.90

.12

.69
1.69
2.17
1.81
1.90
2.11
2.27
1.94

.09
1.24
2.97
3.10
1.79
3.44
2.05

.40
1.16
3.26




AOFTSX =.Ub5 2.75 =-.U68 2.85 =-.067
DEMO ~-1.30 2.53 ~1.39 2.73 ~-.467
AEXRR  .0096 2.31  .0084 2.02  ,0LU
CouP  -.445 2.17 -.581 2.93 -.54
cCouPx  .U65 1.23  .090 1.70  .072
oD .30 .47 .275 .43 .007
APUTS  .040 2.79  .042 2.98  .045
AGLEC -1.14 1.62 -.85 1.23 =-2.44
AGLPCX .23  1.36  .179 1.04 .45
INT 2.76 .98 =-2,91 1.03 5.92
R? .537 .534 .523
D.F. 788 790 790

D= 1.84 1.83 1.78
B.T." .18

2.81
1.05
2.50
2.66

1.33°

.01
3.12
3.74
2.61
3.26

-.054
-.815
.010
-.542
.068
-.051
.036
-1.34
. 227
2,23
.533
789
1.82

2.25
1.78
2.49
2.67
1.27

.08
2.50
1.93
1.28
1.09

*
Bartlett's Test 4 Degrees of Freedom.
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REVIEW OF MAJOR STUDIES OF
FOREIGN ASSISTANCE AND U.S. TRADE

SUMMARY

Several major governmental and appointed bodies have
reviewed U.S. foreign assiscance programs of the past 25 years,
each 2commending actions to improve the effec’iveness o2f that
assistance in view of major concerns of the : .ues. While few.
of the studies focused specifically on actions to promote
private sector involvement in foreiyn economic development; all
profiered recommendatio relevant to private sector
initiatives.

The rationale developed by these gr.,ups for foreign
economic assistance changed over time in response to the
changing political environment. In the early rzports,
countering the Coimmunist expansion was the doni.ant goal, while
later reports place mor# emphasis on political stability, world
economic health, and buf ness opportunities in the Third World.

The studies also refsact changing views about the most
appropriate approach to development assistance, Early reports
emphasize measur2s to €xpand investment and improve :echnical
assistance, consistent with the Marshall Plan focus on
aggregate production., However, by She 197Us, a greater concern
with the distribution of the benefits of development became
evident. Tsday, more ¢uphasis is begin given to private sector

o

<evalooment ary market opportunities in developing countries.

Whil+ ~he rationale and emphasis of the studies have
varied, .nere are several important recurring themes, AaAll of
the stuaies recomrmend measurcs to improve the flow of resources
to developing councries through direct investment, financial
capital, and the transfer of human services. In order to
increase private investment in developing countries, many
studies recommended actions to >mprove the investment climate
in such countric~. emphasizing the primacy of LDC government
pol.cies for development. U.5. actions to promote investment
weri: encouraged, including greacer use of government gquaranties
tu reauce investsrs' ri-kg, tax incentives for investment, and
assistance in funding preliminary feasibility studies. The
need to expand the privace sector role in providing financiaa
capital was commonly expressed, with several studies
reconmmending greater assistance fo lccal and interriediate
financial insti.utions as a mean: of leveraginy piivate
capital. Most o° the studies ucyed greater involvement of
business, labor, and professional groups i.1 developing
countries to facilitate the development of skills needed by
citizens of both less developed countries (LDCs) and the United
States.
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Most of the studies suggest actions to improve trade
relations with and among LDCs, particularly *+o help LDCs expand
their exports. Providing LDCs easier access to developed
country markets through reduced tariffs and expanded quotas was
a common recommendation. Several studies also urged the
development of regional markets and free trade arrangements
among developing countries. To help achieve the benefit of
market opportunities, several studies recommended expanding the
efforts of U.S. commmercial officers and Agency for
International Development (AID) missions to actively assist the
U.S. private sector in LDCs,

The studies co:atain many interesting suggestions. These
include actions to atimulate private investment such as:

0 allowing corporations to defer taxes on income earned in
LDCs until profits are repatriated to the U.S.;

0 allowing tax deductions for losses due to exchange rate
fluctuations;

0 purchasing nonvoting equity capital of LDC private
enterprise; and

0 extending risk guaranties and tax credits tu portfolio
investments of institutional investors.

Recommendations to improve tiie provision of human services
include:

0 providing tax credits and guaranties for exports of U.S.
services as well as goods;

0 augmenciiag sals ‘es LLUCs can pay advissrs and firms for
technical assistan.z; and

0 encouraging LDCs to eliminate policies which limit
royalties and impede repatriation of income.

To help U.S. firms identify business opportunities in
developing countries, the most recent study recommended an
informational campaign to inform U.S. companies of
opportunities in the Third World, including "opportunity
fairs," bilateral working committees of government and business
leaders, and greater publicity of U.S. Government services
available to firms abroad.

One study recommenaed restructu.ing the entire assistance
program to increase its autonomy and effectiveness. The new
approach wc.1ld establish a U.S. development bank, operating as
an independent government corpcratinan, to finance projects and
programs, and a U.S. development instituate, operating as a

government foundation, to coordinate public and private
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technical assistance. The same study also recommended reducing
government restrictions on assistance to improve its utility
and to help stimulate indigenous private sector develupment,

Taken together, the previous studies provide a useful
perspective on actions to promote dgreater involvement of the
private sector in development activities. 1In considering
possible actions to stimulate private enterprise, it is prudent
to consider the economic and political costs as well as
potential benefits, balancing optimism about private sector
initiative with skepticism about the effectiveness of policies,
informed by a consideration of the concerns and conditions in
particular recipient countries.

INTRODUCTION

Over the past 25 years, several major governmental and
appointed bodies have been convened to examine U.S. foreign
asvistance (bcth economic and military) and the context in
witich and means by which it is carried out. Most have been
composed of leaders in the private sector and government and
have either been appointed by the President or convened uncder
the legislative auspices of the foreign ass stance acts. The
specific focus of these bodivs has varied w-J='7, reflecting in
large part the gener=l econumnic and internat.onal political.
climate of tne times. However, most have dealt primarily with
U.S. Government actions and have tended to emphasize investment
and financial assistance rather than commercial trade. 9Dnly a
few have focused specifically on the roles of the private
sector and private enterprise as principal instruments of
foreign assistance and the economic development process.

This paper presents in summary form a review cf reports of
eight major . .udies coiuducted since the late 1950s. The
purpose is to evaluate findings and recommendations that are »£
relevance to the work of the present Task Force. A brief
introduction to the reports treated here is presented below.

0o The Straus Report, Expanding Private Investment for Free
World Ecnnomic Growth, 1959. This study was directed by
Ralph I. Straus, a special consultant to the Undersecretary
of State for Economic Affairs, and was conducted under the
uthority cf the Mutual Security Act of 1954 which

thorized a "...study of the ways and means in which the
role of the private sector of the national economy can be
more effectively utilized and protected, in carrying out
the purposes of this Act.”

v The Draper Committee Report, Economic Assistance
Programs and Administration, July 1959. This committee was
appointed by President Eisenhower to eval:2te the mutual
security programs, including both economic and military
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assistance and to recommend "the most suitable means
whereby the free world's defenses mav be insured." 1In its
third report, the committee £focused upon the U.S. economic
assistance programs and -heir administration.

0 The Clay Committee Report, The Scope and Distribution of
United States Military and Economic Assistance Projrams,
March 1963. This committee was appointed by President
Kennady to examine the scope and distribution of U.S.
foreign military and economic assistance and to recommend
changes to enable an optimum contribution to strengthening
the security of the United States and the free world.

0 The Watson Committee Report, Foreign Aid Through Private
Initiative, July 1965. This advisory committee was
authorized by the Foreign Assistance Act of 1963 and
empowered to "...carry out studies and make recommendations
for achieving the most effective utilization of the private
enterprise provisions of the Act."

0 The Miner Committee Report, Trade and Investment in
Developing Countries, April 1967. This commi-tee was
established by the National Export Expansion Council of the
Department of Commerce and charged to seek ways that U.S.
aid progams could make a greater contribution to U.S.
export development objectives.

o The Peterson Task Force Report, U.S. Foreign Assistance
in the 1970's: A New Approach, March 1970. This task
force on international development was appointed by
President Nixon to provide comprehensive recommendations
concerning the role of the United Scates in assistance to
less developed countries in the 1970s.

0 The Williams Commission Report, United States
International Economic Policy in an Interdependent World,
July 1971. This commission on international trade and
investment policy was appornted in 1970 by President Nixon
and charged with examining the principal problems in U.S.
trade and foreign investment and with producing
recommendations designed to meet the challenges of the
changing world in the 197Us.

0 The Fowler-McCracken Commission Special Report,
Goverament-Business Cooperation in the Developing World,
Fall 1982. This commission on improving government-
business cooperation in the conduct of U.S. international
economic policy is sponsored by the International
Management and Development Institute.
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ASSESSMENT OF PREVIOUS REPORTS

The past commission reports on U.S. foreign assistance have
been as much products as shapes of their times, generally
reflecting the then dominant rationale for assistance, In the
Cold War years, halting Communist expansion was the primary
concern. Both the Draper Committee (1959) and the Clay
Committee (1963) stressed the necessity of foreign economic
assistance in maintaining the defenses of the free world
against the spread of Communism. Later reports place much less
emphasis upon this concern, giving greater attention to such
benefits as political stability, a healthy world economy, and
business opportunities which would derive from econonmic
development in the Third World.

The Peterson and Williams reports, both commissioned in the
early 1970s, reflect the change in rationale occurring in the
years of detente and growing domestic economic prcblems. The
Williams Commission treated development assistance in the
broader context of international economic policy, stressing the
interdependence of U.S. and world economic health. The
Peterson study stressed the interdependence of developed and
developing nations and the relationship of economic health and
political stability. It stressed the "common concern" the
United States shares with other nations for generating
broad-based development, and specifically downplayed the need
for "security measures that were once needsd in a sharply
divided world" but "which are not necessarily effective in
today's world."

In the 1980s, concerns about the vitality of American
business and growing trade deficits are influencing the
rationale for foreign assistance. The Fowler-~McCracken
Commission's study (1982) placed great emphasis on the business
opportunities in developing countries, particularly growing
markets for American goods. While the emphasis is changed, the
conclusions are less so, many resembling those made by the
Miner Committee of the National Export Expansion Council 15
years earlier, which predictably emphasized market
opportunities.

These previous studies also have reflected the dominant
approach to development assistance. Optimism for the
"take-off" of developing economies, fueled by the success of
the Marshall Plan in postwar Europe and Japan, created high
expectations for development efforts in the 1950s and 1960s.
The approach was an augmented Marshall Plan, supplementing
large capital investments with technical assistance to provide
the resources and training necessary to expand aggregate
production. Consistent with this approach, the earlijer reports
(thraugh 1965) place the most emphasis on external investment
and teznnical assistance.
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Mounting evidence of increasing poverty in many developing
nations in spite of some significant strides in expanding
production contributed to increasing concern about the
effectiveness of the traditional approach and more emphasis on
the distribution of the benefits of development. The Peterson
study reflects this evolution, stating "development is more
than economic growth" and that "popular participation and the
dispersion of the benefits of development among all groups in
society are essential."” Dissatisfaction with the traditional.
approach eventually culminated in the *New Directions" to ‘
assistance which dominated U.S. and World Bank policies during
most of the 197ds. "Redistribution with growth" and
satisfaction of "basic human needs" became the goals, with
greater assistanc=: provided for nutrition, health care,
education, and rural development than formerly. It is notable
that during these years no major studies were commissioned to
examine private sectcer involvement in development activities.

Today, the approach appears again to be changing, with a
much renewed emphasis on the role of the private sector. Both
the Fowler-tcCracken Commiscion and the present Task Force on
International Private Enterprise exemplify this shift in
approach, which gives priority to trade as well as investment
opportunities in developing nations.

Although the emphasis of the previous studies has varied
over the years, several important themes have been present
throughout (see Appendix A). All of the studies recommend
measures to improve the flow of resources to developing
countries through direct investment, financial capital, and the
transfer of human services. 1In order to increase private
investment in developing countries, many studies recommended
actions to improve the investment climate in such countries,
emphasizing the primacy of LDC government policies for
development. U.S. actions to promote investment were
encouraged, including greater use of government guaranties to
reduce investors' risks, tax incentives for investment, and
assistance in £ ..ing preliminary feasibility studies. The
need to expand the private sector role in providing financial
capital was commonly expressed, with several studies
recommending greater assistance to local and intermediate
financial institutions as a means of leveraging private
capital. Most of the studies urged greater involvement of
business, labor, and professional groups in developing
countries to facilitate the development of skills needed by LDC
and U.S. citizens alike.

Most of the studies suggest actions to improve trade
relations with and among LDCs, particularly tc help LDCs expand
their exports. Providing LDCs easier access to developed
country markets through reduced tariffs and expanded guotas was
a common recommendation. Several studies also urged the

development of regional markets and £free trade arrangements




among developing countries. To help achieve the benefit of
market opportunities, several studies recommended expanding the
efforts of U.S. commercial officers and AID missions to
actively assist the U.S. private sector in LDCs.

Other goals considered important include continuity in
funding assistance and independence of operations from
short-term political considerations, negotiation of investment
treaties and agreement to arbitration of investment disputes,
greater LDC responsibility for planning and financing
development efforts, development of local institutions, greater
international involvemment, improved coordination of
development assistance with other U.S. policies, and
clarification of U.S. laws applying to foreign enterprise such
as antitrust laws and the Foreign Corrupt Practices Act.

Some of the other recommendations by past commissions are
relevant to present private sector initiatives, particularly
the recommendations by Straus and the Watson, Miner, and
Fowler-McCracken commissions, which concentrated specifically
on private enterprise, and those of the Peterson Task Force
(see Appendix B). Straus provides detailed recommendations for
increasing the flow of private direct investment and finance
capital to developing countries, including a strong emphasis on
tax incentives. Straus advocates special tax status for
foreign business corporations (FBCs), allowing deferral of
taxes on foreign generated income until profits are
repatriated, deduction of losses to foreign subsidiaries and ,
from exchange rate ftluctuations, and allowing investors in LDCs -
to treat capital losses as deduction £from ordinary income. To
increase the capital available to local private enterprise,
Straus recommended the novel approach of purchasing nonvoting
equity capital of LDC private enterprises. Commercial bank
activity would be encouraged by providing foreign branches the
same tax advantages as FBCs, and by easing regulations on their
operations, particularly those limiting ownership of stock in
other corporations. Straus' other recommendations include
measures to promote the formaticn of private investment
companies, increase assistance to private financial
institutions, ensure LDC investigation of private financing,
and emphasize business in technical assistance activities,

The Watson Committee also focused on investment and
finance, but with greater emphasis on means for expanding the
role of the private sector in providing human services such as
technical assistance. Recommendations include providing
yuaranties and tax credits for exports of U.S. services as well
as goods, and creating an organization to attract private
technical assistance coordinated with public assistance.

Watson recommended generating more edquity capital by extending
risk quaranties and tax credits to portfolio irvestments of
institutional investors and also urged the World Bank and
Inter-American Development Bank to indemnify investors against

risks of currency devaluations.




The Peterson Task Force also recommended establishing a
development institute to operate as an independent foundation
to coordinate research and technical activities with private
organizations. In addition, it recommended establishing a
development bank to operate as an independent government
corporation supporting development programs formulated by LDCs,
private enterprise, and international organizations. Peterson
also argued for reduced procurement restrictions placed on
assistance to make it more useful and to facilitate development
of LDC private enterprise,.

The Miner Committee focuses much more on expanding trade
with developing countries, particularly to increase U.S.
exports., It calls for expanded AID and Export-Import Bank
programs and cther means to provide adequate foreign exchange
to LDCs to finance imports of U.S. goods and places more
emphasis on U.S. export potential in AID programs generally.
Where financing is not available from AID or Export-Import
Bank, Miner would establish a "National Interest Fund" to
finance exports to LDCs when the "national interest" is
involved. The private sector role in technical assistance
would be promoted by having the U.S. Government augment
salaries and fees LDCs are able to pay advisors and consulting
and engineering firms. '

The Fowler-McCracken Commission, exploring the prospects
for greater government and business cooperation in addressing
the problems of the developing world, concentrated mainly on
investment and trade. This commission sees great opportunities
for trade and investment in the developing world, emphasizing
informational approaches such as trade and investment
"opportunity fairs," bilateral working committees of business
and government officials, a national campaign to inform and
involve small and medium-sized U.S. companies in business
ventures in LDCs, educational programs in business schools and
for the general public emphasizing the importance of
international trade and the needs and goals of ‘Third World
people, and greater publicity of government services available
to firms operating abroad. Private sector initiatives in
providing human services would be encouraged by eliminating LDC
policies which limit royalties and impede repatriation of
income.

Taken together, the several previous studies provide a
useful perspective on possible actions to promote involvement
of the private sector in development activities. 1In evaluating
the merits of these and other possible actions, it would be
appropriate to consider not only potential benefits of new
actions to stimulate private enterprise but the costs as well,
In doing this, some of the relevant questions are: What
activities must be given up if assistance efforts are
redirected? Where is the U.S. comparative advantage in its
activities? 1Is the United States better equipped to assist a
specific sector, such as agriculture? What conflicts exist
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among policies to stimulate private enterprise, or between
these and other development goals? For example, stimulation of
U.S. exports may compete with growth of an indigenous private
sector in LDCs. Tax incentives for investment may skew
resource use toward greater capital intensity, adding to
unemployment problems. What are the political costs of the
approach? Can too great an emphasis on private enterprise lead
to animosity and distrust of U.S. motives by LDCs, or renewed
opposition to private enterprise if the actions fail to produce
their advertised benefits? '

Generating new efforts which are truly useful to both
developing countries and the United States requires balancing
optimism about the potential benefits to be derived from
private sector development with a he