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Abstract

This paper reviews different literature strands and performs an empirical test to evaluate
how capital ownership, particularly its nationality, might affect long-run economic develop-
ment. Our results indicate that low and middle-income countries with larger foreign capital
stock in 1980 had lower economic growth over the next 39 years. The estimations also indi-
cate that these economies developed a less specialized export basket, which became relatively
more concentrated in low-tech goods. The results are inverted to high-income economies,
for which the effects are positive on GDP growth and export specialization and complexi-
fication. The results are in line with the evidence that countries can benefit from foreign
investment only if they have sufficiently developed ‘absorptive capabilities’ (e.g., financial
markets and human capital). The results can also be interpreted in light of theoretical
and empirical evidence that foreign capital might reinforce static comparative advantages
in developing economies, particularly in middle-income ones.
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1 Introduction

Foreign investment is frequently a matter of public interest in developing countries, being used
as a parameter of the government’s economic management success: a low inflow tends to be
understood as a sign that the economy is not performing well and that its future is worrisome.
The logic, implicit most of the time, is that foreign investment does not only reflects the current
state of the economy but is a central element in promoting growth. This position is based on the
standard introductory-level economic reasoning that capital will flow to where it is relatively
scarcer and, consequently, its remuneration tends to be larger; if this does not happen, it must
be due, allegedly, to high risks in the domestic economy.

However, even among critics of this mainstream reasoning, the expected effect of foreign
capital on the domestic economy is far from consensual. According to Dani Rodrik, “[o]ne
dollar of FDI is worth no more (and no less) than a dollar of any other kind of investment”
(Moran (2005)). This view differs from that of Ha-Jon Chang, for instance: “[t]he home country
appropriates the bulk of the benefits from a transnational corporation (...) the nationality of
a firm is still key to deciding where its high-grade activities, such as R&D and strategizing, are
going to be located (...) it would be very naive to design economic policies on the myth that
capital does not have national roots” (Chang (2012)). Part of the seemingly conflicting positions
on the matter can be attributed to the multitude of angles from which it can be addressed.
Looking at the effects of foreign firms‘ entrance into one particular sector in a developed country,
for instance, will provide some evidence on one specific way capital ownership can matter, but
might tell very little about, for instance, the question this paper aims at addressing: how the
presence of foreign capital can impact economic development on the long-run, particularly in
underdeveloped countries.

The idea that ownership matters for long-run growth is not new. In Singer (1950), for
instance, the concept that the terms of trade of primary commodity producers would tend to
deteriorate over time - which would become the core of the seminal Prebisch-Singer hypothesis
- emerges as one particular potential effect of investment from developed economies in under-
developed ones. Given the predominance of foreign investment in exports sectors, dominated
by primary goods in these less developed economies, Singer (ibid.) argues that the productive
units associated with these investments acted as enclaves in the host country, not promoting

structural changes. Moreover, the productivity gains in these sectors were not absorbed domes-



tically but sent abroad via profits or through the worsening of trade terms. Not least important,
Singer (1950) points to the opportunity cost of such capital inflow for the host economy, which
could reinforce the existing comparative advantages and discourage dynamic production com-
plexification. To the static view of trade that focuses on short-term productivity gains from
foreign investment, the author argues that “[w]e must compare, not what is with what was, but
what is with what would have been otherwise” (p. 476).

In a more recent work, Amsden (2001) discusses the convergence path that a group of
developing countries took after World War II and places capital ownership differences at the
center of the argument of why some of these economies continued to catch-up after the 1980s and
others stagnated. The basic idea proposed is that foreign companies invest less in innovation
and that those affiliates often crowd-out domestic firms in sectors with larger potential for
productivity increase. The work from Amsden (ibid.) is an important reference for the paper
and will be resumed in section 2.

The vast majority of the recent literature related to our question focuses on short-term effects
of foreign capital inflow as foreign direct investment (FDI henceforth). Although the goal of
this paper is to study the long-run effects of foreign capital stock, given the relevance of this
FDI literature and the fact that its inputs can offer us elements to think about our question of
interest, most of section 2 is dedicated to reviewing these works, focusing in identifying channels
through which foreign capital might affect the economic structure of developing economies in
the long-run. A brief comment on motives and strategies by multinational companies is also
added to the section as it can highlight, from a different perspective, some of the potential
consequences of the presence of those firms.

In section 2, thus, I present some theoretical and historical inputs related to the potential
effects of capital ownership on economies. By connecting different strands of the literature, the
goal is to present a coherent hypothesis of how capital nationality might matter for the long-run
economic development.

In section 3, I move to an empirical investigation of the hypothesis by checking the effects
that the stock of foreign capital in 1980 had on the development of 65 countries over almost
four decades. The main results, robust to a number of specifications and controls, including
those common in the long-run growth literature (e.g., institutional quality, cost of investment,
geographical distribution), indicate that larger foreign capital presence in developing countries

was associated with lower economic growth and a basket of exports less specialized and with



a larger share of low-tech goods. The results are inverted to high-income economies, for which
the effects are positive on GDP growth and export specialization. These estimations are only a
first approximation to the empirical examination of the question; notwithstanding, to the best
of my knowledge, this is the first paper to perform such an empirical exploration.

These results are in line with the hypothesis proposed here, that indigenous capital might
be important for economic development. In particular, combining the empirical results with
the theoretical discussion of the effects of foreign capital entrance, it is possible to conjecture
that, in the case of developing economies, foreign capital ownership might have reinforced the
static comparative advantages of the host countries, crowded-out local firms (due to increased
competition for credit and skilled labor) that could invest in proprietary innovations while
increased demand in backward sectors.

Besides this introduction, the paper contains three other sections. In section 2, the FDI
literature is reviewed with the goal of presenting the main channels through which foreign
capital can affect developing economies. As mentioned, also in section 2 the main argument
by Amsden (2001) is presented in order to further substantiate the hypothesis presented and
motivate the empirical test performed in section 3. Section 4 discusses the empirical results,

proposes an interpretation in light of the theoretical arguments presented, and concludes the

paper.

2 Foreign Direct Investment and a visit to the “Rest”

2.1 How FDI can affect the host economy

Foreign Direct Investment is related not only to capital ownership, but also to productive and
managerial control. If a foreign agent invests in a firm in another country but does not exert
any managerial role, the investment is considered purely financial.!

There are several theoretical channels through which the entrance of Foreign Direct Invest-
ment can affect the host economy. Since the resurgence of FDI in the late 1980s, the most
prominent channel in political and academic spheres has been knowledge transfer; that is, the
idea that multinational firms can bring productive knowledge upgrades to the host economy. In
practical terms, such knowledge transfers can emerge from partnerships between the affiliate and

domestic companies, from local firms ‘observing’ new products brought by the multinational,

!Different institutions have slightly distinct ways of measuring it, but, in general, FDI reflects acquisitions of
at least 10% of the voting stock of a resident firm by a non-resident investor.



and via the labor market (rotation of workers between firms, connections between workers shar-
ing some specific knowledge, and spin-offs, for instance). These transfers can be of two types,
horizontal or vertical. The former happens when the entrance of a multinational firm in a given
sector promotes an increase in ‘knowledge’ and productivity in firms of the same sector, while
the vertical case takes place when the affiliate entrance in a particular activity boosts the per-
formance of firms in other, related activities — particularly in those that produce inputs used
by the affiliate.

Firms tend to protect intellectual capital that provides them some market power while en-
courage productivity gains in suppliers so that their costs can be reduced; that is, multinational
corporations (MNCs) would tend particularly to promote vertical transfers. Assuming stronger
vertical linkages, there is no direct advantage for the host economy if the suppliers’ productivity
gains are absorbed entirely by the affiliate via lower prices, given that the productivity increase
will result exclusively in larger profits for the MNC.

The last point cited above is related to a second channel through which foreign firms* en-
trance can affect the host economy: pecuniary externalities. In contrast to knowledge spillovers,
pecuniary externalities take place via market transactions. These externalities can be related to
backward or forward linkages. When an MNC’s operation boosts demand for inputs, creating
the conditions for the production of new intermediate goods or allowing suppliers to take ad-
vantage of economies of scale, a backward linkage occurs. If the operation of the MNC reduces
the costs or improves the quality of inputs for other firms and sectors, it is said to have created
forward linkages.?

A third important channel through which FDI can impact local economies is the realloca-
tion of resources. The idea is that MNCs’ entrance would increase competition in the local
market for inputs and goods, promoting productivity enhancing effects within and between
firms. Within local firms, the increase in competition might force companies to focus on goods
whose production is relatively more efficient and to promote improvements that reduce their
gap to the technological frontier (Aghion et al. (2009)); these productivity increases operate
at an ‘intensive margin’ (Alfaro and Chen (2018)). In contrast, the reallocation of resources

between-firms works at an ‘extensive margin’. MNC’s entrance will, on the one hand, increase

2These examples of pecuniary spillovers are positive; however, as might be clear, this need not be the case. If
the MNC behave as an enclave and import most of its inputs, for example, the demand for local inputs can be
reduced, which, following the same reasoning used to argue for positive leakages, tends to increase inputs prices
and decrease their variety, affecting negatively also other firms and sectors.



factor competition, increasing costs, and, on the other hand, decrease domestic firms’ products
prices due to higher competition in the goods market?. Both ‘extensive margin’ effects raise the
productivity threshold required for domestic firms’ survival, which forces some domestic firms
to exit, augmenting the overall productivity in the economy by increasing the weights of the
most productive firms in aggregate output and by liberating resources to the most productive
units.

Finally, the classical argument relating Foreign Direct Investment and the host country’s
economy is the accumulation of production factors, which would be more important the poorer
the host country is. The focus tends to be on capital accumulation, which is seen as the
limiting factor in underdeveloped economies. The ‘augmentation‘ of labor via human capital,
however, has gained increased importance. The latter can be affected by FDI if, for instance,
multinational firms invest more in employee training (assuming that the skills learned are not
specific to the firm itself).4

Before we look at the empirical evidence on these mechanisms, another theoretical explo-
ration is relevant: which circumstances affect the probability that the effects are positive or

negative.

2.2 When FDI can affect the host economy

The general idea behind most of the conditions for the host economy to benefit from FDI is
the same: the economy must have good competitive capacities (Moran et al. (2007)), which
tends to be associated with a given level of ‘absorptive capabilities’. In other words, foreign
firms’ entrance tends to work as a competitive shock, which either harms the local economy
and pushes local firms out of the market or stimulates domestic companies to become more
productive. What determines which of the cases will follow is the economy’s capacity to respond
to increased competition.

One important condition is the amount of human capital, or skilled labor, in the host econ-
omy before the FDI entrance. For the transfer of knowledge to happen, be it vertical or hor-
izontal, a minimum set of labor capabilities is needed. A minimum amount of skilled labor is

also relevant for pecuniary externalities to reach their full potential given that the expansion of

3These effects seem to assume that (i) resources are binding, which might be the case more for capital than
for labor in underdeveloped countries; and (ii), that the MNC and local firms produce substitutable goods.

AThere is another channel that relates FDI and host economy performance: macroeconomic volatility. This,
however, seems to be a less important channel, both in the FDI literature and for our particular questions.



sectors backward or forward, particularly in sectors with higher technological content, requires
this type of labor. If human capital is low, the host country might not be able to absorb the
knowledge at all; if skills are too concentrated in a small portion of workers, the multinational
company might absorb most of it, forcing other firms that use this labor out of the market.

A second aspect central to the effects of MNCs’ entrance into the host country is the local
financial market. In this case, too, there are a number of reasons for it. One is that for backward
linkages to take place, some initial capital will tend to be used by those firms that produce
inputs.® A second reason is to ensure that the entrance of an MNC does not make available
capital scarcer, an issue particularly problematic for underdeveloped countries. This might
generate a crowding-out effect, preventing local firms from taking advantage of externalities.
Still, a third reason® for the relevance of well-developed financial markets in the host economy
is facilitating the reallocation of capital from less to more productive companies.

These two elements (human capital and financial market) are the most important in the
literature regarding characteristics of the host country determining the effect of FDI on growth.
From them, and the idea that most benefits arise from the reallocation of resources, other related
conditions emerge, such as labor market flexibility, low regulatory barriers, and easy entrance
and exit of firms (Harrison and Rodriguez-Clare (2010)). In some accounts, the broad idea of
‘institutions’ also appears as an element of ‘absorptive capabilities’, and, thus, as a relevant
condition for the effect of FDI on the host economy(e.g., Durham (2004), Jude and Levieuge
(2017)).

2.3 Empirical evidence

In terms of empirical findings on the impact of FDI on the host economy’s productivity and
growth, the net effects are, in general, ambiguous.
There is robust evidence that MNCs tend to have higher productivity than domestic firms

in the same sector, even after controlling for the fact that FDI tends to flow to the more

S5For instance, Alfaro, Chanda, et al. (2010) present a model in which this channel is explicit. In it, final goods
are produced by combining intermediate goods that can be either domestic or foreign; these intermediate goods
are produced in a competitive market using skilled and unskilled labor and a range of differentiated inputs. These
differentiated inputs (a second upstream industry layer) are produced in a monopolistic competition environment.
To operate in the intermediate input sector, one must develop a new variety of intermediate input, which requires
upfront capital — and this is where financial markets can be crucial. In the model language, the increase in the
varieties of intermediate inputs encouraged by the MNC entrance and allowed by a sufficiently developed local
market leads to positive backward and forward leakages.

SFinancial markets development can also impact FDI entrance. On the one hand, developed financial markets
attract more international firms as they can finance larger portions of the investment locally; on the other hand,
exactly because foreign firms can finance locally, it tends to decrease the inflow of capital.



productive firms (see Arnold and Javorcik (2009) for Indonesia, for instance). However, a vast
literature, sparked by the work of Aitken and Harrison (1999), indicates that while FDI raises
productivity in plants that receive the investment, it reduces in others, tending to generate
negative or insignificant net (macro) effects for developing countries. There is also evidence
that FDI does not tend to crowd in domestic investment in underdeveloped countries, actually
crowding out in some periods and regions, particularly in Latin America (Agosin and Machado
(2005)).

Meyer and Sinani (2009) present a hypothesis, supported by a meta-analysis of empirical
works, that the effect of foreign firms’ entrance is not only conditional but non-linear: FDI
generates positive effects for economies at the extremes of a development index. Three main
factors would be determinants for such a result: income level, human capital, and institutional
development. The presence of non-linearities also appears in Jude and Levieuge (2017), in which
the authors find that for an ‘institutional index’, there is a threshold below which FDI has no
positive effect.

Harrison and McMillan (2003) analyze French multinationals in Cote d’Ivoire and find that
(i) domestic firms are more credit-constrained, and (ii) foreign firms borrowing domestically (in
the host country) exacerbates this constraint. That is, multinational firms tend to finance most
of their investment locally, which leads to a crowding-out of credit to local firms. In a similar
paper, using data from 38 countries, mostly with high and middle income, Harrison, Love, et al.
(2004) find the opposite, that FDI reduces credit constraints of local firms; that is, foreign firms
crowd-in domestic enterprises. To reconcile these different results, the authors argue that, in
general, FDI tends to increase domestic credit supply; however, in the case of countries with
underdeveloped financial markets with significant market imperfections, multinational entrance
may tighten financial constraints (this conciliatory explanation is also found in Harrison and
Rodriguez-Clare (2010), for instance).

In a seminal work, Borensztein et al. (1998) examine FDI flow from OECD countries to
underdeveloped economies from 1970 to 1989. The authors find that FDI has a positive effect
only if the level of human capital (measured by years in school) is above a given threshold; for
very low levels, the effect of the FDI on growth is negative. The threshold, equivalent to a male
population above 25 years with 0.52 years of secondary schooling on average, was satisfied by
46 out of 69 countries in the authors’ sample. When the authors test the level of human capital

needed for foreign investment to have a larger effect on growth than domestic investment, the



threshold becomes stricter, with only 29 countries meeting it.

Xu (2000) analyzes technology diffusion from FDI using US multinational enterprises data
from 1966 to 1994. The author finds that for developed countries as hosts, FDI increases growth
and is as important as international trade for technology spillovers. However, for underdeveloped
economies, there is no positive technology transfer. The author finds that technology transfer is
positively correlated with human capital and that there is also a threshold above which the host
country must be to benefit from technology absorption. This threshold is much higher than
the one found by Borensztein et al. (1998), between 1.4 and 2.4 years of male secondary school
attainment, not being achieved by the majority of underdeveloped countries in his sample.

There is also evidence that FDI can reinforce path-dependency in human capital. Te Velde
and Xenogiani (2007), using a sample of 110 countries from 1970 to 2005, find that the impact of
FDI on human capital formation depends on the initial skill level of the country: only economies
with larger human capital would tend to have their skill level increased with an inflow of FDI.
According to the authors, this is in line with some predictions from the new trade theory and
the idea that with liberalization in an environment of imperfect technology transfers countries
will specialize following their initial conditions: those with lower educational levels in low-
skill intensive production, while those with larger human capital and innovation rate in the
production of high-skill intensive goods.

According to Alfaro, Chanda, et al. (2010), most of the studies find no horizontal spillovers
from the entrance of MNEs in the case of developing countries. More recently, IrSova and
Havranek (2013) perform a meta-analysis of 52 empirical studies (all post-2000) with data from
45 countries and also find that, on average, the entrance of foreign investment does not generate
horizontal spillovers.

In the case of vertical externalities, the results tend to be more positive. Havranek and
Irsova (2011) analyze 57 studies (post-2001) with observations from 47 countries and find an
average positive backward spillover from FDI — that is, foreign investment in a given sector
tends to increase productivity in domestic firms that produce inputs to this sector -, and a
small but still positive effect on forward sectors.

Alfaro and Chen (2018), using firm-level data from 2002 to 2007 for over 30 countries,
indicate that two-thirds of aggregate productivity gains from MNCs’ entrance are related to
between-firm selection and reallocation. The entrance of a multinational firm increased produc-

tivity cutoff for survival and loss of market-share by reminiscent local firms. The loss of market



share and revenue indicates a net negative effect on domestic firms after an MNC entrance’;
this result is heterogeneous, however, with industries relatively more intensive® in R&D and
skilled-labor suffering a smaller loss of market, which the authors interpret as evidence that
those industries have a larger scope for productivity upgrading.

Alfaro and Chen (2018) also test two channels of within-firm productivity improvement.
The authors find evidence that multinational entrance will force local firms to stop producing
some goods, which they interpret as evidence that domestic firms will focus on products that
they have relatively larger productivity. They also present evidence that multinational entry
will lead to an increase in innovation by domestic firms, although by a small magnitude. It is
interesting, however, that the effect is significantly heterogeneous among firms with different
productivities; the largest effects are on the 50 percent less productive firms, being negative for
the 25 percent more productive.

Thus, for underdeveloped countries, it seems that the evidence is that MNCs’ entrance will:
(i) increase competition, driving some firms out of the market; (ii) increase market concentration
with loss of individual domestic firms’ revenue; (iii) tend to generate a ‘hysteresis‘ in the human
capital levels, forcing the specialization of low-skill countries in low-skill industries and; (iv)
promote specialization on ‘core-advantage’ goods by domestic firms that manage to stay in the
market, particularly those less productive companies.

Moreover, in terms of conditions affecting the impact of foreign firms’ entrance, we have
that: (i) it does not generate benefits if the skills of the labor force are too low in the host
country; and (ii) the more developed the financial system, the more beneficial FDI would be
- given that it would prevent credit constraints to local firms, and provide credit that allows

firms to better absorb externalities.

2.4 The Multinational Corporation

To think about the longer-term effects of foreign firms’ presence in the host economy, it seems
important to understand the multinationals’ motivations. From a firm‘s standpoint, why would
it be better to produce — the same goods already produced, parts of these goods, or new ones -
in another country? In general terms, the answer must be an expected larger profit than if not

operating in that region. The question then becomes how a foreign firm is able to offset the

"As pointed by the authors, one can argue that, in terms of Kosova (2010), this captures only the static net
effect.
8 Above the median.

10



potential advantages of local firms (such as better knowledge of the market, legal and political
systems, language, culture, lower communication and transportation costs, etc.) and enter into
the market.

Hymer (1960) proposed a classical explanation, according to which, firms engage in FDI be-
cause some assets would be more productive under foreign control. FDI decision would involve,
then: (a) the ownership of an asset; (b) the production location; and (c) the choice of whether
to keep the asset internal to the firm. Examples of each of these elements are given by Desai
(2009) “[f]irms can invest abroad to serve a market directly; to gain access to inputs, raw mate-
rials, or labor; to increase operational efficiency; or simply to keep competitors from acquiring
strategic assets”. The study by Alfaro and Chen (2014) reinforces these motives, finding that
the focus of MNCs’ offshore production is market-seeking and input-sourcing while the focuses
of headquarters are on knowledge-intensive activities (R&D, management, and services).

Thus, in this view, the genesis of FDI is the investor’s possession of some ‘special’ asset. The
absorption of this asset - be it intermediate inputs, organizational techniques, specific know-
how, or technology incorporated into capital goods, for instance - is at the core of the idea that
FDI can help host economies to modernize, a motive even more important than the classical
physical capital accumulation. However, as seen in the previous sections, the absorption of
such assets is not trivial. The reasoning for that, as put by Alfaro (2017), is that “foreign
firms will seek to use this special asset or technology to their advantage and exploit the cost
advantage or monopoly power derived from it over indigenous producers. This might result in
the transfer of rents away from host country firms, which may have negative long-term effects

on the indigenous base of the economy.” (p. 435)

2.5 Revisiting “The Rest”

Most of the theoretical and empirical insights presented so far focus on the short-term effects
of multinational companies’ entrance into the host economy. As already mentioned, this is an
important focus, and it is not surprising that it has attracted a large amount of research in the
recent wave of globalization. However, this approach seems to lack a broader scope of analysis
necessary to study the relationship between firms’ ownership and economic development, a
long-term process.

Among a number of important contributions to the discussion of latecomer’s development,

the work of Alice Amsden, particularly the book ‘The Rise of "the Rest”’ (2001), is central
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to the hypothesis analyzed in this paper. This is because the core of the author‘s argument
overlaps with the question we are interested. According to her account, the countries of ‘the
Rest’ (China, India, Indonesia, South Korea, Malaysia, Taiwan, Thailand, Argentina, Brazil,
Chile, Mexico, and Turkey) were able to develop because by the end of World War II they
had accumulated manufacturing experience in low-tech sectors. That is, those nations would
have started to ‘rise’ relying on other countries’ commercialized technology to establish modern
industries, but without any proprietary innovations. However, as they developed, the limitations
of this path became increasingly apparent. The key to the continuity of the catch-up process
relies precisely on knowledge production, which, according to Amsden (2001), was related, in
these historical cases, to the firms’ ownership profile.

According to her argument, economic development involves directing capital (human and
physical) out of rent-seeking, agriculture, and commerce, and into manufacturing. One of the
latter’s key features that makes it essential for development is the centrality of knowledge-based
assets — a set of skills that allows its owner to produce and distribute a product at above market
prices or below market costs.

The way to promote this increase in manufacturing in a market economy would be to make it
more profitable. A common manner to do so is through import tariffs and subsidies, which were
combined in import substitution policies in most countries in the ‘rest’. However, if successful,
this policy could only be temporary: with development, wages tend to increase, and unless
local markets’ protections are also augmented, profitability in the manufacturing sector tends
to decline. The options in the long-term would be, thus, either to reduce real wages or to
increase productivity. Assuming that the latter is preferable, the challenge is to increase the
amount of knowledge in circulation in the economy. According to Amsden (ibid.), however,
knowledge is particularly hard to access, given that properties of technologies cannot be fully
documented, including managerial skills that are tacit rather than explicit. These characteristics
are reinforced by firms, which keep those knowledge-based assets as proprietary as possible to
guarantee technological rents. Firms, thus, have no incentive to sell such assets. And even
when technology is sold, only the codified part of it is, requiring skills on the buyers’ part to
implement it.

The ‘rest’ would have been able to ’rise’, compensating skill deficits, with a model governed
by an innovative control mechanism: a set of institutions that imposed discipline on economic

behavior. The central aspect was reciprocity: subsidies were given to make manufacturing
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profitable, but recipients were monitored according to performance standards.’

The debt crisis in the 1980s in Latin America and 1990s in East Asia would have been, ac-
cording to Amsden (2001), in large part consequence of an overexpansion of this model. What
is more relevant for us is that it revealed a difference between two groups of countries within
‘the rest’. Korea, Taiwan, China, and India invested more in their own national proprietary
skills during this development period after World War II, which helped those countries sustain
national ownership in mid-technology industries and invade high-technology sectors based on
national leaders. This pattern helped these countries resume growth after the crisis and gen-
erated engines for the new catch-up phase. The other countries, particularly those in Latin
America and Turkey relied more on foreign know-how over the period, did not advance on sec-
tors with higher technological content, and never resumed a consistent catch-up dynamics after
the debt crisis. Amsden (ibid.) argues that this difference is rooted precisely in the prevalence
of domestic firms in the former group, and of multinational enterprises in the latter one.'”

The analysis provided by Amsden (ibid.) converges with most of the literature reviewed
before regarding some of the potential advantages to the host country of an experienced multi-
national firm: short-term efficiencies and potential long-term spillovers. However, it highlights
with persuasive historical evidence some long-term negative effects that most literature either
ignores or did not evaluate econometrically so far. The potential main disadvantage of relying
on foreign capital is at the core of accumulation: the inability to acquire full-set entrepreneurial
skills and rents, given the historical fact that MNCs tend to invest less in knowledge-based

assets overseas than at home.

9Besides these incentives to the private sector, government direct intervention, particularly in infrastructure
investment, was important to increase physical capital and ensure demand for the emerging sectors.

%Tn industry segments with low entry costs (e.g., processing of imported inputs in pharmaceuticals or certain
forms of electronic assembly), MNCs did not constitute an entry barrier to local firms and probably involved
some knowledge transfer. However, the most important high-tech sectors have large sunk costs, so that the
first-mover advantage is high and firms initially established tend to crowd-out other enterprises in the future.
This would be important historically because Latin America was one of the first regions to receive multinationals
in those sectors, given its proximity with the United States, and its type of industrialization, labeled as of emigré
type - initiated by migrants from developed countries, and later by multinational firms. In other countries that
developed faster after 1960, the industrialization experience was related to colonization. This would have ended
up being an advantage given that the decolonization process enabled them to stay with their productive structure
but without foreign ownership. This process would have happened in different forms in China, India, Korea, and
Taiwan, for instance — all countries that managed to grow fast after the second World War, resume growth after
the 1990s crises, and move to a higher technological productive structure.
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3 Estimations

In the previous sections, I presented, on the one hand, channels indicated by the FDI litera-
ture through which foreign capital can affect the host economy in the short-run, and, on the
other hand, arguments of its potential long-run effects, particularly the hypothesis presented
by Amsden (2001) that relates capital nationality to the comparative growth of East Asia and
Latin America since the 1980s. In this section, and having in mind this theoretical discussion, I
design an empirical strategy to test if, and, to some extent, how, the presence of foreign capital

affects long-run economic development. The test is based on the following regression:

Ay; = Bo+ B1FDI; + foGDP; + 33X, + ¢ (1)

where Ay; is the change in the variable of interest between ¢ and t — x. For GDP per
capita, it is the accumulated growth rate'!; for other indicators of economic development that
are in share terms, such as the sectorial composition of the economy, or in index terms, such
as exports diversification and complexification, human capital, and total factor productivity, I
look at the change in percentile points. A list of the variables and their sources can be found
in the appendix.

Our main independent variable is F'DI;, the stock of FDI inflow as a percentage of GDP of
country 4 at the initial period (¢ —z). I interpret the variable as a proxy for the share of foreign
capital in the economy. Following the usual procedure of the literature on long-run growth and
convergence (e.g., Acemoglu et al. (2001) and Ciccone and Jarocinski (2010)), I control for the
GDP per capita at time t — x and for measures of institutions quality, human capital, cost of
investment, and geographical distribution. I also test three other controls that might be related
to the stock of foreign capital in the economy and that could have an impact on the long-run
economic growth: the share of commodities and of low-tech manufactures on the export basket
and income inequality.

For institutional quality, we use the rule of law index of the World Bank Worldwide Gover-
nance Indicators. This variable is frequently used in the literature!? as a proxy for expropriation
risk, which, in its turn, has been used as an indicator of institutional quality (Acemoglu et al.
(2001)). The geographical distribution is given by the latitude of the country and the cost of

investment is given by the variable “Price level of capital formation”, from the PWT 10.0. The

" The difference in log terms.
12Gee, for instance, Globerman and Shapiro (2002), Daude and Stein (2007), and Méon and Sekkat (2004).
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variable of income inequality, obtained in the World Inequality Database (WID), is the pre-tax
Gini index.

For the baseline estimation, ¢ = 2019 and ¢ — x = 1980. As robustness, I also use five-year
averages'3 of those variables in order to avoid capturing a year with unusual behavior.

The initial period, 1980, is chosen both due to data availability and for theoretical reasons. In
practical terms, for a number of countries, UNCTAD supplies information on FDI stock from
1980.'* The theoretical reasons are twofold: i) to test long-run effects on growth and avoid
reverse causality, in line with the literature that tests the effects of institutions, for instance, I
use the initial condition of interest as the independent variable; and ii) the process of divergence
in the economic growth path within developing countries would have started mainly in the 1980s,
in part, as hypothesized by Amsden (2001) and tentatively tested here, due to differences in
capital nationality at that moment.

Table 1 presents some descriptive statistics of our observations by regions; a complete list
by country can be found in the appendix. As can be seen, in terms of economies that were
underdeveloped in 1980, African and Middle East countries had the largest share of foreign
capital in 1980, and Asian countries, the lowest. In terms of accumulated growth between 1980
and 2019, the worst performance is the one from Sub-Saharan countries, followed closely by
Latin America and Caribbean economies. Regarding high-income countries, the distribution is
more homogeneous, with the exception of East Asia and Pacific, which is biased by extreme
values of foreign capital in Hong Kong.

There are two main goals of the empirical exercise. The primary one is to test if the
presence of foreign capital impacted the long-run growth of developing economies; based on the
hypothesis presented above, a negative, statistically significant coefficient would be expected.
A secondary one, however, is to check if foreign capital ownership had a different effect on
developed countries; considering the arguments presented, it would be expected a positive or
non-significant effect in the case of high-income economies. To test these two objectives, though,
we have to look at the effects on each country group. In the next subsection, I will restrain
the analysis to economies classified by the World Bank in 1980 as low or middle-income ones.

Subsection 3.2 presents the results for high-income economies.

B That is, 2019-2015 and 1984-1980, respectively.

Y There is also data of FDI inflow from 1970; however, the estimations using the inflow to extend the stock
seem inadequate, although UNCTAD (2019) performs such exercise when no direct information about the stock
is available: inflows are relatively high, which leads to a rapid fall in the stock in the estimated periods; moreover,
a depreciation rate should be accounted for and thus we would need a longer FDI inflow dataset before 1980.
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Table 1: Descriptive Statistics

Countries Accumulated growth Foreign K (%GDP)

Low and Middle-income countries

East Asia and Pacific 7 152.8% 5.8
Europe and Central Asia 2 90.1% 9.3
Latin America and Caribbean 11 37.2% 9.7
Middle East and North Africa 6 56.4% 10.6
South Asia 4 129.9% 2.5
Sub-Saharan Africa 14 35.7% 15.0
Total 44 68.6% 10.2
High-income countries
East Asia and Pacific 5 90.7% 136.9
Europe and Central Asia 13 63.7% 17.8
Middle East and North Africa 1 75.7% 13.2
North America 2 58.3% 11.2
Total 21 70.2% 45.3

Note: Accumulated growth is the real GDP per capita increase from 1980 to 2019 at national prices given
by the Penn World Table 10.0. Foreign K stock (%GDP) is the stock of FDI as a percentage of GDP in
1980 given by UNCTAD.

3.1 Low and middle-income countries

Table 2 reports Ordinary Least Regression regressions based on equation (1) of the main variable
of interest, accumulated GDP growth, against the share of foreign capital in the economy in
1980. I run estimations with individual controls and a regression with all the ones that are
individually statistically significant plus the initial income level.

The estimations indicate negative effects of foreign capital stock in the long-run growth of
developing economies. The coefficients are statistically significant and economically meaningful;
the only two specifications for which the results are non-significant are the ones with income
inequality and share of low-tech manufacture on exports as the unique controls. The signals of
the other variables are in line with what is expected: negative for the initial GDP per capita,
the share of commodities on exports, and income inequality, and positive for the rule of law
index. As presented in the appendix, the results are robust to the use of a five-year average for
the variables (instead of the single years of 1980 and 2019), with the difference that the result

is statistically significant even when controlling only for income inequality or share of low-tech
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manufacture exports.

Table 2: OLS Regressions

(1) (2) (3) (4) (5) (6) (7) (8) 9)

Dependent Variable: GDP per capita growth (2019-1980)

Foreign Capital Stock -1.07* -1.17* -1.39* -1.04* -1.08* -0.89* -0.97 -0.72 -1.26*
(0.50)  (0.38)  (0.24)  (0.38)  (0.49)  (0.42)  (0.59)  (0.57)  (0.30)

Initial GDP per capita -16.16 -30.82*
(13.44) (14.13)
Human Capital 23.51
(28.67)
Rule of Law 51.31* 82.31*
(14.43) (23.31)
Latitude 96.48
(76.67)
Price of Investment -46.43
(38.75)
Share Commodities X -0.87+ 0.84
(0.49) (0.82)
Income Inequality -268.07* -34.82
(108.62) (123.01)
Share low-tech X 1.72*% 1.13

(0.69)  (0.97)

Note: Except for the rule of law variable, which is a 5 year average of the index from 2010 to 2015, all
variables are their levels in 1980. The latitude is given by an index from 0 to 1. Share Commodities X is the
share of commodities in the export basket in 1980. Income inequality is measured as the pre-tax Gini index.

Robust standard errors are in parentheses. + indicates statistical significance at 10%; *, at 5%.

To explore some channels that could explain the aggregated effects on GDP, I regress other
variables of interest; the results are presented in table 3. The statistical significance of the effects
is conditional on the controls, but three main results tend to be robust. One is that countries
with a larger share of foreign capital in 1980 tend to have a more diversified export basket in
2019 (as measured by different indexes: Gini, Theil, and HHI). At first, it is not straightforward
what this diversification means in terms of development; however, as well documented in the
literature (see Cadot et al. (2011) and Hoyos et al. (2021), for instance), there is an inverted
U-shaped curve between exports diversification and income: as low-income countries develop,

they diversify their exports; at some point, however, they specialize again, but in goods with
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higher value added. As can be seen in column (2), even controlling for initial GDP, countries
with higher FDI in 1980 specialized less in the following four decades.

A second result that tends to be robust is that countries with a larger stock of foreign capital
in 1980 developed a less complex export basket over time (as measured by the EXPY). Finally,
the initial level of foreign capital stock is associated with a larger share of low-tech exports over
time.

Combining these results, it is possible to hypothesize that a channel through which foreign
capital ownership might have harmed economic growth in these countries has been by preventing
export specialization and anchoring these economies in the production of a broad spectrum of
low-tech goods. Again, and as can be seen in the appendix, results using five-year averages are

the same, with an increased statistical significance.
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Table 3: OLS Regressions - Other variables

(1) (2) (3) (4) (5) ()

Human Capital 0.02 0.01 0.02 0.02 0.02 0.04
(0.06)  (0.05)  (0.06)  (0.06) (0.06) (0.07)
Agr (% GDP) 2.77 1.23 0.12 -0.62 -1.56 2.37

(2.06) (1.51) (2.44) (1.12) (243) (3.15)
Man (% GDP) -2.66%  -2.05  -054  -1.67 -0.36  0.66
(1.23)  (1.40) (1.11) (L15) (L16) (1.22)

Serv (% GDP) 078 -0.33  -0.11 011 013  -0.19
(0.63)  (0.48) (0.46) (0.38) (0.31) (0.58)
EXPY 0814+  -0.64 -0.78+ -0.89+ -0.72  -0.90
(0.47)  (0.45)  (0.42)  (0.47) (0.43) (0.73)
Gini (X) 0.15  -0.21% -0.17* -0.19%* -0.15 -0.13
(0.11)  (0.09)  (0.08) (0.09) (0.09) (0.12)
Theil (X) 100 -1.24%  -113*%  -1.17+  -097  -0.77
(0.62)  (0.56) (0.50) (0.59) (0.64) (0.73)
HHI (X) 713+ 701+ -6.89+ 7424+ -595 815

(3.99)  (3.97) (3.44) (4.13) (4.34) (4.91)
Share high-tech (X) 1.95 3.07 2.99 3.24 3.39 1.82
(1.46)  (1.97) (1.88) (1.95) (2.23) (1.42)
Share Commodities (X)  1.69 0.11 0.44 -0.44  -1.68 -0.65
(4.48)  (3.45) (3.59) (3.18) (2.77) (4.64)
Share low-tech (X) 4.96*  4.24%  3.72% 278+  2.64+ 3.82+
(2.43)  (1.67) (L75) (1.40) (1.40) (1.97)
TFP 0.00 0.24 -0.51 0.23 -0.32  -0.50
(0.61)  (0.40) (0.43) (0.49) (0.38) (0.55)

Note: Coefficients for the independent variable of interest, stock of foreign capital as
a share of GDP. Column (1) controls for the rule of law index; column (2) controls for
initial GDP; column (3) for the share of commodities on exports; column (4) controls
for initial income inequality; column (5) controls for the share of low-tech manufactures
on exports; and column (6), controls for initial GDP, rule of law, share of commodities
on exports, share of low-tech goods on exports, and income inequality. Robust standard

errors are in parentheses. + indicates statistical significance at 10%; *, at 5%.
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3.2 Rich Countries

The main focus of this paper is to check the effect of foreign capital stock on the long-run
growth of underdeveloped countries. However, a secondary hypothesis that emerges from the
theoretical analysis performed here is that the effects are different in high-income countries, that,
for instance, have the capacity to compete with foreign firms and absorb knowledge spillovers.
This hypothesis can also be tested using a sample of 22 countries classified as having a high-

income in 1980; the list of countries can also be found in the appendix.

Table 4: OLS Regressions - Other controls - High Income countries

(1) (2) (3) (4) (5) (6) (7) (8) )
Dependent Variable: GDP per capita growth (2019-1980)

Foreign Capital Stock 0.09 0.11* 0.13* 0.11+ 0.13* 0.13* 0.13* 0.20* 0.20*
(0.05)  (0.05) (0.04) (0.06)  (0.04) (0.04) (0.05)  (0.06)  (0.09)

Initial GDP per capita  -42.89 -89.05*
(33.82) (40.23)
Human Capital -18.05
(23.63)
Rule of Law 20.07* -0.14
(8.38) (18.75)
Latitude -51.74
(59.37)
Price of Investment -62.53
(76.38)
Share Commodities X 0.02 -0.54+
(0.15) (0.29)
Income Inequality -8.53 -161.05
(74.38) (128.45)
Share low-tech X -1.32+4 -2.61+

(0.69)  (1.46)

Note: Except for the rule of law variable, which is a 5 year average of the index from 2010 to 2015, all
variables are their levels in 1980. The latitude is given by an index from 0 to 1. Share Commodities X is
the share of commodities in the export basket in 1980. Income inequality is measured as the pre-tax Gini

index. Robust standard errors are in parentheses. + indicates statistical significance at 10%; *, at 5%.

As can be seen in table 4, the results are in line with such hypothesis: for high-income
countries, the stock of foreign capital tended to have a positive - albeit small - effect on the

long-run growth. Almost all the controls are statistically non-significant, probably due to the
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larger homogeneity of the sample. The exceptions are the rule of law, which is positive as
expected, and the share of low-tech manufactures on exports, which have a negative coefficient.
It is interesting to note that this latter result is the opposite of what is found for developing
countries (table 2): for high-income countries, economies which had a larger share of low-tech
manufacture exports in 1980 grew less in the following four decades.

Analyzing the effects on the variables that can indicate channels through which the aggregate
effect takes place, a different and, to some extent, inverted picture also emerges, as compared
to the impact in underdeveloped economies: there is some evidence that higher levels of foreign
capital stock in 1980 tended to be related, first, to increases in the share of high-tech goods in
the export basket and the inverse for low-tech goods; and, second, to a more specialized basket
of exports (larger Gini, Theil, and HHI indexes). There is also some (weaker) evidence of a
sectoral effect: positive on manufacturing and negative on services and agriculture. Once again,
the results are robust to the use of five-year averages, as can be seen in the appendix.

It is interesting that the results align well with the hypothesis proposed before based on
different strands of the literature. It is important, however, to keep in mind that the sample
for high-income countries is particularly small, and the confidence in the results should be

proportional to this limitation.

21



Table 5: OLS Regressions - Other variables - High income countries

(1) (2) (3) (4) (5) (6)

Human Capital 0.02* -0.00 0.02%* 0.02* 0.01 0.04
(0.00)  (0.01)  (0.00)  (0.00)  (0.01)  (0.03)
Agr (% GDP) -96.30* -86.86* -100.83* -96.60* -109.71* -90.24*

(11.69) (11.77)  (4.73)  (15.01)  (9.57)  (12.66)
Man (% GDP) 0.13 0.31 0.43 0.82 1.32%  2.17*
(0.52)  (0.93)  (0.28)  (0.78)  (0.38)  (0.29)

Serv (% GDP) -0.07 -0.26* 0.00 -0.13 0.10 -0.20
(0.09)  (0.07)  (0.06)  (0.11)  (0.11)  (0.17)
EXPY 0.02 -0.00 0.02 0.01 0.02 0.04
0.01)  (0.02)  (0.01)  (0.01)  (0.02)  (0.04)
Gini (X) 0.01 0.01+ 0.01+ 0.01 0.02* 0.03*
(0.00)  (0.01)  (0.00)  (0.01)  (0.01)  (0.01)
Theil (X) 0.02 0.04 0.03+ 0.02 0.06* 0.08
(0.02)  (0.02)  (0.02)  (0.02)  (0.02)  (0.06)
HHI (X) 0.05 0.06 0.06+ 0.04 0.14%* 0.15
(0.03)  (0.06)  (0.03)  (0.04)  (0.06)  (0.15)
Share high-tech (X) 0.05* 0.00 0.04* 0.03 0.01 -0.09
(0.01)  (0.03)  (0.01)  (0.02)  (0.04)  (0.06)
Share Commodities (X)  -0.29 0.37 -0.28 -0.18 -0.83 -1.31
(0.24)  (0.57)  (0.25)  (0.26)  (0.50)  (0.98)
Share low-tech (X) -0.21%* -0.07 -0.21%* -0.14*  -0.16+ 0.08
(0.03)  (0.11)  (0.03)  (0.06)  (0.09)  (0.21)
TFP 0.02* 0.04+ 0.03+ 0.03+ 0.06* 0.03

(0.01)  (0.02)  (0.01)  (0.02)  (0.03)  (0.03)

Note: Coefficients for the independent variable of interest, stock of foreign capital as
a share of GDP. Column (1) controls for the rule of law index; column (2) controls for
initial GDP; column (3) for the share of commodities on exports; column (4) controls
for initial income inequality; column (5) controls for the share of low-tech manufactures
on exports; and column (6), controls for initial GDP, rule of law, share of commodities
on exports, share of low-tech goods on exports, and income inequality. Robust standard

errors are in parentheses. + indicates statistical significance at 10%; *, at 5%.
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3.3 Robustness

Besides adding different controls, another important robustness check is to analyze the sensi-
tivity of the results to specific countries. This is a particularly important concern given that
the sample is relatively small and it is possible that some countries with extreme levels of FDI
stock or accumulated GDP growth are biasing the results. To test this, I run regressions based
on equation (1) excluding one country at a time. The estimations are performed in both its
“saturated” form (controlling for initial GDP, rule of law, income inequality, and the shares of
commodities and low-tech manufactures on exports), and with only the rule of law index (as it
is the only control that is significant both individually and with the other controls).

The results of the exercise with our baseline sample of low and middle-income countries
are displayed in figure 1. As can be seen in the figure on the left, the estimated coefficient is
strongly robust to the exclusion of any particular country. In terms of statistical significance,
the exclusion of Liberia increases the confidence interval and the estimation becomes non-
significant at 10% in the “saturated” form - it remains significant when controlling only for the
rule of law. On the right of figure 1, I perform the same exercise but in a sub-sample already
excluding Liberia. As can be seen, coefficients are again robust, although statistically significant
is conditional on the controls.

Figure 1: Robustness check for low and middle-income countries
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Note: Dots indicate estimated coefficients. The bars indicate a 90% confidence interval.

The same exercise is performed for the sample of high-income countries. As shown in figure
2, Hong Kong is an outlier, decreasing the positive aggregated coeflicient’s size and statistical
significance. Excluding that economy, the positive impact of FDI stock in the long-run economic

growth of rich economies becomes larger and highly significant.
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Figure 2: Robustness check for high-income countries
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GDP per capita (log points)
GDP per capita (log points)

o DEBIEE B E LR -hhhE

0 5 10 15 21 0 5 10 15 20
Episodes excluding one country at a time Episodes excluding one country at a time

Controls Controls
= Ruleoflaw ¢ Saturated * Ruleoflaw ¢ Saturated

Note: Dots indicate estimated coefficients. The bars indicate a 90% confidence interval.

Overall, these results, combined with the use of different controls in the previous subsections,
suggest that the effects of foreign capital in the long-run economic growth - negative in the case
of low and middle-income countries, and positive for high-income ones - are significantly robust.
I also test the robustness of the effects on the group of other variables (exports composition,
etc.) of the exclusion of these outliers; as can be seen in the appendix, in both cases the results
persist, and in the case of high-income countries, become even more significant (statistically

and in terms of economic meaning).

4 Discussion and Concluding remarks

The idea that capital ownership might be important for economic development has been in a
long trend of discredit. On theoretical grounds, the canonical policy recommendations, steam-
ing from the more widely accepted economic theories, would be to allow capital to circulate
freely and to open the economies to international trade. This would allow factors’ remuneration
to equalize and economies to explore their comparative advantages, increasing aggregate pro-
duction. This shift has also been met by political changes, such as the shift towards liberalism
in the West, the fall of an alternative capital ownership arrangement represented by the Soviet
Union, and, finally, the advance of globalization.'® In developing countries, which are relatively
scarce in capital, this general view was translated into a common sense that foreign capital is

essential to economic development: not only because these economies need capital in “quanti-

151n recent years, there has been some indications of a retreat in free trade ideology, as evidenced by an increase
in tariffs in the US and more explicit discussions about industrial policy. These, however, are still short-term
movements, and less motivated by economic theoretical arguments than by political motivations.
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tative” terms, but also due to the belief that foreign capital would be qualitatively different by
incorporating higher technology. The main assumption is, then, that this technology embedded
in the foreign capital would spill over to the various sectors of the host economy and increase
its productivity.

The theoretical and empirical evidence presented in section 2 indicates that foreign capital
entrance tends to positively affect the host economy in specific circumstances, particularly if
the incumbents’ firms in the latter have the tools to react to such entrance. That is, an MNC’s
entrance behaves as a competitive shock, and if the established companies can compete with
it by increasing their productivity, the whole economy tends to benefit, at least in the short
run. In less developed countries, where indigenous firms have worse conditions to compete,
the idea that technological upgrading will happen is, thus, questionable. This might occur in
economies with very low levels of development, as Meyer and Sinani (2009) point out, given that
basic improvements can be accomplished by the mere presence of a multinational company in
a region. However, for middle-income countries, whose technological upgrading relies on more
active use of ‘absorptive capabilities’, the idea that technology will spill over from the foreign
company to the rest of the economy seems questionable. Moreover, the “competitive shock”
represented by a multinational firm is specific to a sector and has, thus, heterogeneous effects
on the economy, both statically and over time.

Some firm-level empirical evidence indicates a productivity increase after the entrance of
foreign firms in a given country. This, however, should not be confused with knowledge spillover
and technological upgrading. The productivity gains, in the case of underdeveloped countries,
seem to stem from (i) local firms focusing on the production of those commodities they are
relatively more efficient, and (ii) larger and more efficient production of non-specialized inputs
demanded by the MNC. In both cases, the positive effect on productivity is apparent; however,
they also have in common another aspect: they reinforce the country‘s specialization on its
static comparative advantage. And, thus, its potential negative dynamic effects on the host
country‘s development should also be clear. By constraining indigenous firms to produce less
complex goods, innovation production and dissemination'® would be reduced, as well as demand
for skilled labor, which also affects its supply over time, as the evidence of path-dependency

presented by Te Velde and Xenogiani (2007) indicates.

16 As mentioned, it is likely that some improvement related to better technology reaches backward sectors, but
it tends to be contained there and most of its gains to be absorbed by the MNC.
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Using a sample of 44 economies classified as having low or middle-income in 1980, I find
robust evidence that a larger stock of foreign capital is associated, in these developing economies,
with a lower accumulated GDP growth over almost 40 years. Moreover, a larger stock of foreign
direct investment is associated with a larger share of low-tech goods in the export basket, which
also tends to be less specialized and with a lower level of complexity.

It is possible to interpret these results in light of the large FDI literature as evidence of the
necessity of pre-conditions in the host economy for positive effects of foreign capital, and of
the predominance of vertical knowledge transfers and backward pecuniary externalities given
that MNCs tend to produce final goods when in developing economies. These effects tend to
have a positive impact in the short-run, but might generate detrimental dynamic consequences,
with local manufacturers specializing in producing inputs whose productivity gains might be
transferred to the MNCs via lower prices due to monopsonistic power of these firms. These
results are robust to a number of controls often adopted in the literature to explain long-run
growth, such as institutional quality, cost of investment, and geographical distribution.

The paper also presents some evidence supporting the idea that foreign capital can be
positive for more developed economies. In those countries, higher initial levels of foreign capital
stock tended to be related to a more specialized basket of exports, which is also less concentrated
on low-tech goods.

A number of improvements and extensions are important to consolidate the results and bet-
ter understand its channels; to start with, an alternative and more complete measure of foreign
capital stock and a deeper investigation of the lack of specialization of exports in developing
economies with larger foreign capital. The goal of this paper has been to retake an idea that
has a long history by presenting theoretical, econometric, and historical evidence: that capital
nationality matters for long-run economic development. The entrance of foreign firms tends
to be positive in some circumstances, as indicated. However, the transition from middle levels
of development into high ones requires production based on knowledge-based assets, which are
firm-specific. A predominance of foreign firms at this intermediate level of development can
crowd out indigenous firms in those industries, reducing domestic income via lower profits (no
technological rents) and wages (lower overall productivity and persistence of duality in the la-
bor market), and precluding the endogenous growth of such knowledge-based assets, reinforcing

static comparative advantages.
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5 Appendix

5.1 Variables

Change in GDP per capita is the difference in the log of the GDP per capita at national prices
given by the Penn World Table (PWT) 10.0. The index of human capital and the total factor
productivity (TFP) is also the one provided by PWT 10.0.

The data for the sectoral composition of the economy (Agriculture, Manufacture, Services)
comes from the the World Bank.

Estimations of the measures of complexity of exports (EXPY), diversification of exports
(Gini, Theil, HHI) and technological share of exports are made by Hoyos et al. (2021) based,

respectively, on Hausmann et al. (2007), Cadot et al. (2011), and Lall (2000).

30



Table 6: List of low and middle-income countries

Country Foreign K (%GDP) Growth Country Foreign K (%GDP) Growth
Algeria 3.61 25.5% Mali 12.31 196.6%
Angola 0.85 2.7% Morocco 10.33 91.7%
Argentina 2.55 19.5% Mozambique 0.23 84.0%
Bangladesh 2.76 128.0% Niger 5.29 -25.0%
Bolivia 11.93 45.1% Nigeria 1.01 27.9%
Brazil 9.15 26.0% Pakistan 2.23 77.1%
Cambodia 5.28 167.6% Paraguay 3.91 51.4%
Chile 35.31 107.5% Peru 5.35 56.5%
China 0.35 207.3% Philippines 3.56 62.6%
Colombia 2.26 68.6% Portugal 9.34 69.2%
Congo 17.06 -4.8% Republic of Korea 1.74 206.1%
Cote d’Ivoire 5.21 25.0% Senegal 3.56 38.0%
Egypt 11.24 114.5% South Africa 19.62 8.9%
El Salvador 13.11 48.7% Sri Lanka 4.71 151.6%
India 0.24 162.7% Thailand 2.92 154.5%
Indonesia 5.38 139.6% Tunisia 34.80 77.5%
Tran 3.10 24.5% Turkey 9.29 111.0%
Jamaica 16.98 21.3% Uganda 0.34 100.3%
Kenya 3.67 35.2% Uruguay 3.97 70.7%
Lebanon 0.37 4.6% Venezuela 2.32 -105.5%
Liberia 92.86 -60.8% Zambia 46.30 25.2%
Malaysia 21.11 131.6% Zimbabwe 2.26 47.2%

Table 7: List of high-income countries

Country  Foreign K (%GDP) Growth Country Foreign K (%GDP) Growth
Australia 14.30 61.18 Italy 1.86 37.03
Austria 3.85 60.46 Japan 0.30 64.75
Belgium 5.76 56.09 Netherlands 12.43 61.99
Canada 19.62 48.82 New Zealand 10.12 59.50
Hong Kong 615.88 123.33 Norway 10.24 64.05
Denmark 5.90 60.12 Singapore 44.29 145.10
Finland 0.85 66.04 Spain 2.21 66.02
France 4.51 49.57 Sweden 2.01 64.16
Greece 7.96 23.55 United Kingdom 11.15 67.95
Ireland 162.95 151.56 United States 2.89 67.79
Israel 13.21 75.78

5.2 List of countries

31



5.3 Using 5 years average

Table 8: OLS Regressions - 5 years average - Low and middle-income coun-

tries

(1) (2) (3) (4) (5) (6)

Human Capital 0.02 0.01 -0.00 0.01 -0.00 0.01
(0.04)  (0.04) (0.05) (0.05) (0.04) (0.05)

Agr (% GDP) 3.21 1.58 2.51 0.02 1.13 4.68*
(2.22) (1.52) (1.70) (1.04) (1.54) (1.94)

Man (% GDP) -1.834  -1.53 -0.33  -1.20 0.01 0.77
(1.02) (1.14) (0.97) (0.89) (1.07) (0.95)

Serv (% GDP) -0.43 -0.28 -0.06 0.04 0.07 0.01
(0.37)  (0.31) (0.28) (0.22) (0.23) (0.35)
EXPY -0.75*%  -0.64*  -0.68* -0.77* -0.624+ -1.09+
(0.33) (0.31) (0.27) (0.36) (0.32) (0.62)

Gini (X) -0.19+ -0.20%  -0.19* -0.27*  -0.15 -0.31*
(0.10)  (0.09)  (0.09) (0.09) (0.11) (0.10)

Theil (X) -1.09  -1.13+ -1.13+ -1.61*% -0.92 -1.97*
(0.63) (0.64) (0.57) (0.64) (0.76) (0.62)
HHI (X) -8.25 -7.64 -7.56  -856  -5.80 -12.15+
(4.99) (5.05) (4.49) (5.14) (5.44) (6.45)

Share high-tech (X) 1.84 2.54 2.31 2.57 3.19 1.90

(1.57)  (2.06) (2.06) (2.33) (2.82)  (L.71)
Share Commodities (X)  -1.05 -2.20 -0.92  -2.01 -2.94 -5.66
(4.19)  (342) (3.62) (3.21) (2.62)  (3.79)

Share low-tech (X) 4.67%  3.54%  3.23%  210% 178+  3.50%
(217)  (1.48) (1.53) (1.00) (1.01)  (1.58)
TFP 006 016  -040 019  -020  -0.53

(0.49)  (0.32) (0.38) (0.40) (0.38)  (0.57)

Note: Coefficients for the independent variable of interest, stock of foreign capital as a
share of GDP. Column (1) controls for the rule of law index; column (2) controls for initial
GDP; column (3) for the share of commodities on exports; column (4) controls for initial
income inequality; column (5) controls for the share of low-tech manufactures on exports;
and column (6), controls for initial GDP, rule of law, share of commodities on exports,
share of low-tech goods on exports, and income inequality. Robust standard errors are in

parentheses. + indicates statistical significance at 10%; *, at 5%.
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Table 9: OLS Regressions - Other controls - 5 years average - Low and middle-income countries

(5) (6) (7) (8) (9)

Dependent Variable: GDP per capita growth (2019-1980)

(1) (2) (3) (4)
Foreign Capital Stock.5  -0.78%  -0.81*  -0.94*  -0.74*
(0.32)  (0.23)  (0.16)  (0.23)
v.5 -14.53
(11.06)
hc_b 24.03
(24.32)
Rule of Law 41.57*
(11.00)
Latitude 87.61
(64.27)
pli5

Share Commodities X_5

Income Inequality_5

Share low-tech X_5

-0.76%  -0.58%  -0.73+ -1.06*

(0.37)

-0.58+

(0.31)  (0.22) (0.32)  (0.17)

-31.06*
(14.71)

76.13*
(17.39)

-61.80+
(31.33)

-1.07*
(0.43)

0.84
(0.74)

-226.83* -85.11

(100.52) (100.03)

1.39*
(0.56)

0.65
(0.87)

Note: Except for the rule of law variable, which is a 5 year average of the index from 2010 to 2015, all variables are their levels

in 1980. The latitude is given by an index from 0 to 1. Share Commodities X is the share of commodities in the export basket

in 1980. Income inequality is measured as the pre-tax Gini index. Robust standard errors are in parentheses. + indicates

statistical significance at 10%; *, at 5%.
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Table 10: OLS Regressions - 5 years average - High-income countries

(1) (2) (3) (4) (5) (6)

Human Capital 0.02%* 0.00 0.01%* 0.02* 0.01 0.04
(0.00)  (0.01)  (0.00) (0.01)  (0.01)  (0.03)
Agr (% GDP) -80.59* -74.66* -81.66* -79.70* -89.63* -67.04-+
(8.38)  (7.52)  (359) (10.46) (6.79)  (22.19)
Man (% GDP) 0.47 0.66 0.56+ 1.10 1.36* 2.72+
(043)  (0.78)  (0.27)  (0.78)  (0.44)  (0.67)
Serv (% GDP) 005  -0.11% 002 -0.09 001  -0.12
(0.04)  (0.03) (0.04) (0.05)  (0.06)  (0.27)
EXPY 0.02 0.00 0.02 0.01 0.02 0.03
(0.01)  (0.01) (0.01) (0.01) (0.02)  (0.03)
Gini (X) 0.01%* 0.01%* 0.01* 0.01* 0.02* 0.03+
(0.00)  (0.01)  (0.00)  (0.00)  (0.01)  (0.01)
Theil (X) 0.03+ 0.04+ 0.03+ 0.03 0.06* 0.07
(0.02)  (0.02) (0.02) (0.02) (0.03)  (0.05)
HHI (X) 0.08* 0.07 0.08* 0.06 0.11* 0.14
(0.04)  (0.05) (0.04) (0.04) (0.05)  (0.12)
Share high-tech (X) 0.05%* 0.01 0.05* 0.04+ 0.01 -0.05

(0.01)  (0.03)  (0.01)  (0.02)  (0.04)  (0.06)
Share Commodities (X)  -0.27  0.17  -024  -0.14  -0.66  -0.97
(0.21)  (0.35)  (0.22)  (0.23)  (0.42)  (0.80)

Share low-tech (X) 0.29%  -0.11  -0.28%  -0.21%  -0.17%  0.02
(0.03)  (0.09)  (0.03)  (0.06) (0.08)  (0.14)
TFP 0.03*  0.05%  0.03+  0.04*  0.07%  0.05

(0.01)  (0.02)  (0.02) (0.02)  (0.03)  (0.04)

Note: Coefficients for the independent variable of interest, stock of foreign capital as a share
of GDP. Column (1) controls for the rule of law index; column (2) controls for initial GDP;
column (3) for the share of commodities on exports; column (4) controls for initial income
inequality; column (5) controls for the share of low-tech manufactures on exports; and column
(6), controls for initial GDP, rule of law, share of commodities on exports, share of low-tech
goods on exports, and income inequality. Robust standard errors are in parentheses. +

indicates statistical significance at 10%; *, at 5%.
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Table 11: OLS Regressions - Other controls - 5 years average - High-income countries

(1) 2) (3) 4) (5) (6) (7) (8) )
Dependent Variable: GDP per capita growth (2019-1980)
Foreign Capital Stock_5 0.11* 0.12* 0.13* 0.11+ 0.13* 0.13* 0.13* 0.20* 0.21*
(0.05) (0.05) (0.04) (0.06) (0.04) (0.04) (0.05) (0.05) (0.08)
y-5 -20.92 -65.03
(25.82) (37.06)
he 5 -15.20
(21.24)
Rule of Law 17.70* -0.68
(7.39) (16.63)
Latitude -43.33
(51.64)
pli5 -75.89
(115.73)
Share Commodities X_5 -0.04 -0.54%*
(0.12) (0.25)
Income Inequality_5 -1.95 -108.22
(64.41) (110.30)
Share low-tech X_5 -1.20%  -2.29+4
(0.56)  (1.28)

Note: Except for the rule of law variable, which is a 5 year average of the index from 2010 to 2015, all

variables are their levels in 1980. The latitude is given by an index from 0 to 1. Share Commodities X is the

share of commodities in the export basket in 1980. Income inequality is measured as the pre-tax Gini index.

Robust standard errors are in parentheses. + indicates statistical significance at 10%; *, at 5%.
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5.4 Results for other variables excluding outliers

Table 12: Low and middle-income countries - Excluding Liberia

(1) (2) (3) (4) (5  (6)

Human Capital 0.11 0.04 0.06 0.10 0.09 0.21
(0.13)  (0.14)  (0.21) (0.14) (0.20) (0.22)
Agr (% GDP) 2.77 1.23 0.12 -0.62 -1.56 2.37
(2.06) (1.51) (2.44) (1.12) (2.43) (3.15)
Man (% GDP) -2.66*  -2.05 -0.54 -1.67  -0.36  0.66
(1.23)  (1.40) (1.11) (1.15) (1.16) (1.22)
Serv (% GDP) 078 033 -0.11 011 013  -0.19
(0.63) (0.48) (0.46) (0.38) (0.31) (0.58)
EXPY -0.81+ -0.64 -0.784+ -0.89+ -0.72  -0.90
(0.47)  (0.45) (0.42) (0.47) (0.43) (0.73)
Gini (X) -0.15 -0.21%  -0.17*  -0.19%* -0.15 -0.13
(0.11)  (0.09) (0.08)  (0.09) (0.09) (0.12)
Theil (X) -1.00  -1.24* -1.13* -1.17+ -0.97 -0.77
(0.62) (0.56) (0.50) (0.59) (0.64) (0.73)
HHI (X) -7.13+  -7.01+ -6.89+ -7.42+ -595 -8.15
(3.99) (3.97) (344) (4.13) (4.34) (4.91)
Share high-tech (X) 1.95 3.07 2.99 3.24 3.39 1.82

(1.46)  (1.97) (1.88) (1.95) (2.23) (1.42)
Share Commodities (X)  1.69 0.11 0.44 -0.44  -1.68 -0.65
(4.48)  (3.45) (3.59) (3.18) (2.77) (4.64)

Share low-tech (X) 4.96*  4.24*  3.72* 278+ 2.644+ 3.82+
(2.43)  (1.67) (1.75) (1.40) (1.40) (1.97)
TFP 0.00 0.24 -0.51 0.23 -0.32  -0.50

(0.61)  (0.40) (0.43) (0.49) (0.38) (0.55)

Note: Coefficients for the independent variable of interest, stock of foreign capital as
a share of GDP. Column (1) controls for the rule of law index; column (2) controls for
initial GDP; column (3) for the share of commodities on exports; column (4) controls
for initial income inequality; column (5) controls for the share of low-tech manufactures
on exports; and column (6), controls for initial GDP, rule of law, share of commodities
on exports, share of low-tech goods on exports, and income inequality. Robust standard

errors are in parentheses. + indicates statistical significance at 10%; *, at 5%.
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Table 13: High-income countries - Excluding Hong Kong

(1) (2) (3) (4) (5) (6)

Human Capital 0.05 0.00 0.05 0.03 0.04 0.03
(0.06) (0.05) (0.07) (0.06) (0.07) (0.06)
Agr (% GDP) -96.30%  -86.86* -100.83* -96.60* -109.71* -90.24*

(11.69) (11.77)  (4.73)  (15.01)  (9.57)  (12.66)
Man (% GDP) 0.13 0.31 0.43 0.82 1.32%  2.17*
(0.52)  (0.93)  (0.28)  (0.78)  (0.38)  (0.29)

Serv (% GDP) 0.07  -0.26*  0.00 -0.13 0.10 -0.20
(0.09)  (0.07)  (0.06)  (0.11)  (0.11)  (0.17)
EXPY 0.17%  0.14%  0.16*  0.16*  0.16%  0.16*

(0.04)  (0.03)  (0.04)  (0.03)  (0.04)  (0.04)

Gini (X) 0.05%  0.07%  0.06*  0.06*  0.05%  0.08
(0.01)  (0.01)  (0.01)  (0.01)  (0.01)  (0.02)
Theil (X) 0.19%  0.23%  0.19%  0.20%*  0.19%*  0.25%
(0.04)  (0.05)  (0.03)  (0.03)  (0.03)  (0.06)
HHI (X) 0.42%  047%  0.39%  043*  0.40%  0.46*
(0.14)  (0.16)  (0.12)  (0.12)  (0.10)  (0.19)
Share high-tech (X) 0.13* 005 0124+  0.11* 0.4+  0.07
(0.06)  (0.07)  (0.06)  (0.05)  (0.08)  (0.10)
Share Commodities (X)  -3.57  -2.64  -3.71  -354  -3.38  -2.36
(2.35)  (1.91)  (251)  (227)  (213)  (1.68)
Share low-tech (X) 0.43% =016 -0.35%*  -0.36%*  -0.40%  -0.21
(0.10)  (0.19)  (0.12)  (0.13)  (0.10)  (0.29)
TFP 0.11%  017%  0.15%  0.15%  0.13*  0.14%

(0.04)  (0.05)  (0.04)  (0.04)  (0.05)  (0.05)

Note: Coefficients for the independent variable of interest, stock of foreign capital as a share
of GDP. Column (1) controls for the rule of law index; column (2) controls for initial GDP;
column (3) for the share of commodities on exports; column (4) controls for initial income
inequality; column (5) controls for the share of low-tech manufactures on exports; and column
(6), controls for initial GDP, rule of law, share of commodities on exports, share of low-tech
goods on exports, and income inequality. Robust standard errors are in parentheses. + indicates

statistical significance at 10%; *, at 5%.
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