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Abstract: An increase in investment, with other things remaining constant,
has unambiguous positive effects on the rate of economic growth, particularly its
private component which was found, in many previous studies, to have greater
effects on economic growth than public investment. This paper examines the ex-
tent to which this hypothesis holds true for an oil-exporting country such as Ku-
wait. Towards this end, the paper used annual data from Kuwait for the period
19872-94 and employed a simple growth model that separates the effects of pub-
lic and private Sectors investment. Contrary to previous findings, public in-
vestment was observed to exert a positive and a greater impact on economic
growth than does private investment.

Introduction

Economic growth is one of the most important objectives in almost every
country. It results from an interaction among many factors such as primary fac-
tors of production-labor and capital-, technical progress and socio-political fac-
tors. Because of this interaction, it is difficult to delineate the role of each factor
in economic growth. Growth model which traces its roots back to the neo-
classical framework of Solow (1956) represents a very important tool with which
to study the growth experience of a country and describe the role of each factor
in growth process. In such model, the rate of growth of output is related to the
rate of capital formation, labor force growth, technical progress and other factors
believed to be responsible for economic growth.

Many studies have used growth model to provide empirical evidence to serve
their purposes whether the purpose is to show the role of each factor of pro-
duction in growth process (e.g., Elias (1978), McCarthy et al. (1985), and Bur-
ney (1986), among others) or to examine the importance of exports for economic
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performance (e.g., Michaely (1977), Balassa (1978), (1985), Feder (1982) ar
many others). Most of these studies, however, have not make distinction betwes
the private and public capital or in other words, between the private and publ;
components of investment. Because investment undertaken by private sector |
believed to be more efficient and productive, many economists as well as man
international institutions like the International Monetary Fund and the Worl
Bank view that greater role of private sector in economic activity, among othe
factors such as minimum level of government intervention, trade liberation anc
more flexibility in financial system as the paving road for achieving a sustainec
higher rate of economic growth,

The importance of private investment as a key factor in promoting economic
growth examined by Khan and Reinhart (1990) who used a simple growth model
that separate the effects of private sector and public sector investment. The es-
timation was carried out using a cross-section data from 24 developing countries
and the results supported the hypothesis that private investment has a greater im-
pact on growth than does public investment.

Kuwait, together with other Arab states in the Gulf, despite of the fact that
they are among the developing countries in the world, have their peculiarity. Un-
like most of the developing countries, their économies are characterized by a
heavy dependence on oil production and exports, a higher real per capita income
compared to other developing countries, a limited supply of indigenous labor
force and an undiversified and a small productive base. Over the last two dec-
ades, there has been a number of studies that sought to understand and to explain
relevant phenomena of these economies. Most of these are macroeconometric
studies which aim at understanding the underlying inter-relationships and func-
tioning of the economy, forecasting major macro variables and assessing the im-

pact of various policy measures on the performance of the economy in the short
and medium terms. However, no study, as far as we know, has attempted to ex-
amine the source of growth in the context of growth model that separates the ef-
fects of private and public investment. .
For this reason, the purpose of this paper is to provide a quantitative picture of
the roles of private and public investment among other factors such as labor
force growth, exports or imported inputs, and technical progress in the growth
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process. The analysis is carried out using annual data from Kuwait for the period
1972-1994, for which sufficiently consistent data are available. Due to the sim-
ilarities between Kuwait and other Gulf states, the results could be then gener-
alized for other states. '

The plan of the paper is as follows: Section Il provides an overview of the Ku-
wait's economy (1970-94). The basic model to be estimated is outlined in Section
L. This is followed by a presentation and discussion of the empirical results in
Section V. Finally, Section V summarizes the main findings.

An Overiew of Kuwait's Economy (1970-94)

Kuwait's economy is characterized by heavy reliance on oil sector for its sus-
tenance. Following the two oil shocks of 1973 and 1978/79, major economic ag-
gregates increased substantially (see Table 1). Nominal GDP grew rapidly due to
large increases in oil revenues. The rapid increase in assets held abroad and their
annual returns contributed to the growth of GNP and national disposable income.
With small domestic base, the increase in national income led to a considerable
growth in the demand for imported goods and services. Furthermore, the increase
in government income and the adoption of vigorous development programs led
to significant demand for labor. Given the limited supply of skilled/semi-skilled
indigenous labor force, labor requirements were met by an expatriate labor force.
This resulted in distortions in populations/labor force structure.

This analysis underlines the main features of Kuwaits economy dulirig the
1970s and early 1980s as follows:®
1-A heavy dependence on the outside world with regard to oil revenues, in-

vestment income, imports and labor force.

2-The prominent role of public expenditure in determining the level of economic
activity.

3-A limited absorptive capacity with small domestic market.

4-A limited supply of skilled indigenous manpower and sturctural imbalance in
the population and labor force composition (the Kuwaiti share in total labor
force did not exceed 21% on average, Table 1). '

5-Low share of commodity producing sector in government investment program.
During the period 1982-90, the economy faced new unfavorable internal and
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external conditions which led to further structural imbalances. The fall in o;
prices, the stock market crisis in 1982 and the Gulf war are examples of suc
conditions. Despite of the drop in oil revenues, the Kuwaiti economy during thi
period is characterized by a continuous increase in public expenditure, particular
1y, the subsidy program causing further distortion in household consumption be-
havior, and a continuous rise in the demand for imported goods and labor force
leading to a further structural imbalance in the human resource base (Table 1).
Finally, the Kuwaiti economy suffered a devastationg setback due to the Iraqi
invasion and occupation in the early 1990s. The economy then faced new chal-
lenges in addition to earlier structural problems in 1970s and 1980s such as:
1-Increasing budget deficit
2-Declining income from foreign assets held abroad, and
3-Falling trade surplus.

With such new challenges, the government has taken serious steps towards re-
ducing public expenditure, especially through rationalizing its welfare program,
and raising non-oil revenues. However, such measures are believed to be a short-
run elimination of deficit problem. For maintaining a reasonably high economic
growth and ensuring an elimination of budget deficit, the government should
seek a permanent solution (rather than temporary solution) which implies re-
moving the imbalances that exist within the system. This requires reducing the

size of public sector, diversifying the economy, increasing productivity and ex-
panding the role of private sector in economic activity.
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Model

Following Ram (1985), Khan and Reinhart (1990), among others, the role «
investment in economic growth can be analyzed in the framework of a pr
duction function that relates output to factors of production, and a variable mea:
uring total factor productivity.

Y = AT, L, X) W
Where Y is the aggregate real outplit, K is the stock of Capital, L is the lab
force and X represents other factors affecting growth and A measures factor pr
ductivity. Eq. 1 can be expressed in terms of growth rates. Taking total d
rivatives, and manipulating the terms slightly, .one gets the following expression:

dy _dA | ,9Y &K L, 9YLdL , ,9YXdX

Y & P& Y TOEYT Ay X @
Since the change in capital stock is simply the amount of investment 1, then re
placing dK by I gives:

dY _ dA Y] 1 ay.L] dL 3y X7 ax -
—_— = — + AL | = A= e | e 3
Y A [BK]Y+[6LY]L+[A6XY x
Eq. 3 can be expressed as: '
Y=b0+bl%+b2L+b3X @

Where a dot over a variable represents its rate of growth. The constant term b,
is assumed to capture the growth in prodi;ctivity. The terms b, b, and b;, which
denote, réspectively, the marginal productivity of capital and the elasticities of
output with respect to L and X.*

Based on the argument by the proponents of "export led growth" such as Ba-
lassa (1978), Tyler (1981), and Feder (1982), the other determinants of growth
introduced in addition to capital, labor and productivity of growth is the exports
growth. According to this line of argument, exports growth raises factor pro-
ductivity and leads to economic growth by giving rise to various benefits, such
as more efficient utilization of resources and adoption of technical considerations
that result from foreign competition and gains of scale effects associated with
large international markets. Following that, the variable X in the model above
could be the growth of exports. Because many developing countries rely to a
large extent on imports of capital and intermediate goods as inputs in the pro-
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duction, the variable X, and, therefore, could also be imported inputs as sug-
gested by Lewis (1979).

According to Eq. 4, the effects of private and public investment are merged
into a single total investment variable. Therefore, this model does not provide
any information regarding the independent effects of private and public in-
vestment on growth. To study the effects of each factor independently, total in-
vestment 1 is split into private sector investment Pl and public sector investment
GI. In this case, Eq. 4 can be rewritten as:

Y=a°+a,%1.+a2%1.+asf,+a4x ®

Where a, and a, are the marginal productivities of private and public in-
vestment respectively.’

Since the purpose is to investigate the relationship between investment and
growth, the fourth determinant of growth X is not a primary concern of this
paper. In this case, Eq. 5 is estimated using alternatively the growth in exports
and imports, thus:

Y=a°+31% aZ%+a3L+a4EX (6a)
Y=g +a o Seal+am (6b)

Where EX is the growth in the value of exports and IM is the growth in value
of imports. Total imports are used as proxy for imported inputs based on assump-
tion that imported inputs are a fixed proportion of total imports.

Empirical Results

Annual observations from Kuwait for the period 1972-94 are used for estima-
tion and testing of parameters in several variants of Eqs. 6a and 6b. The data
were obtained from the Annual Statistical Abstract published by the Ministry of
Planning in Kuwait and from the Quarterly Statistical Bulletin of the Central
Bank of Kuwait. All the monetary variables are at 1984 constant prices. Because
of the absence of simultaneous bias, the ordinary least-square (OLS) is usesd in
the estimation. To account for possible structural shifts in the data due to some
important events such as first oil shock 1973/74, second oil shock 1978/79, and
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Iraqi invasion and occupation of Kuwait 1990/91, several dummy variables tal
ing the value 1 for years 1973-75, 1979-81, 1990-92, and 0 otherwise, have bee
used. In the case when the coefficient of the dummy is found to be insignifican
the equation is re-estimated after deleting the dummy. The estimated dummie
reported below are the resuits of this process.

In the beginning, Eqs. 6a and 6b are estimated when private and total in

vestment are combined as one single explanatory variable. These shall be used a:

a benchmark against which to compare our other results. We note from the re-

sults reported in Table2-lines (1) and (2), that each of the coefficients, as ex-

pected, is positive and statistically significant at 5% level except the coefficient
of labor force growth which is found to be insignificantly different from zero. In
particular, the investment - income ratio exhibits a positive impact on economic
growth. A 10% increase in the investment-income ratio independently augments
economic growth by slightly less than 1% in both cases when the growth of ex-
ports and the growth of imports are the third factor in the growth model, re-
gardless of whether the increase in the investment-income ratio .comes from an
increase in private investment or public investment. How would the results, then,

differ when the total investment is disaggregated into its public and private com-
ponents?

Table 2 also reports the results when total investment is split up into private
and total investment-lines (3) and (4). By reviewing the results, we find out that
the coefficient of public investment, which represents the marginal productivity
of public investment, is positive and is significantly different from zero almost at
5% level. Thus, public investment exhibits a very important impact on economic
growth of Kuwait, especially when the growth of imports as proxy for imported
inputs is introduced in the specification. The coefficient (marginal productivity)
of private investment, on the other hand, is found to be not significantly different
from zero, indicating that private sector investment has not affected the growth
of output over the last two decades. The coefficient of labor force growth con-

tinues to be not significantly different from zero and when the grthh of exports
is used, its sign becomes negative. In this case, one could conclude that labor
force in Kuwait has no direct effect on growth. The proper explanation of this is
that most variations in GDP are due to variations in oil sector which is the dom-
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inant sector in economic activity (its contribution in GDP, on an average, ¢
ceeds 65%). Variations in oil GDP results mostly from variation in oil price a1
o0il production and no role for labor force variations.

For further investigation of the role of investment, growth model on the bas
of Eqs. 6a and 6b is re-estimated after excluding the private investment and lab¢
force growth variables which are expected not to have any effects on the overa
gooadness-of-fit of the model because they have insignificant coefficients. The re
sults, as presented in lines (5) and (6) of Table 2, show that the estimated co
efficients of public investment, although they decrease in size, become more sig
nificant. Like previous findings, exports and imports continue to exhibit positiv«

impacts on economic growth of Kuwait.

On the basis of the above results, one could conclude that the direct effects of
public sector investment on growth outweigh the direct effects of private sector
investment which is different from the findings of many studies related to de-
veloping countries which have shown that private sector investment plays a dom-
inant role in growth relative to either total investment or public sector investment
(e.g., Khan and Reinhart, 1990). The important role of public sector investment
in the economic growth of Kuwait may be attributed to the characteristics of Ku-
wait's economy in which the government owns the country's oil and non-oil
wealth. Thus, the public sector dominates economic activities, and directly and
indirectly the government is the sole producer and supplier of most commodities
and services.

On the other hand, how would the results differ if the attention shifted towards
analyzing the growth of non-oil output? In other words, what is the role of each
factor in the growth of non-oil output? This can be found by re-estmating Eqgs. 6a
and 6b using the growth of non-oil output as dependent variable, and other var-
iables in growth model related to non-oil sector as explanatory variables. Several
variants of Egs. 6a and 6b were tried and unfortunately, the results generally
were not good. Table 3 presents some of these results. As we can see from the
Table, most of the coefficients are either insignificant or have incorrect signs.

Considering only regressions (1) and (3), we observe that labor force and ex-
port growth are the only factors responsible for the growth of non-oil output. The

importance of labor force for economic growth can be easily explained in terms
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that most of the activities included in non-oil sector are labor intensive. Ther
fore, an increase in the growth of labor force independently augments the grow
in non-oil activities. Because this paper is addressing the effects of private ar
public investment, the estimated coefficients of these factors - line (3) - are four
to be not significantly different from zero. Thus, on the basis of these estimate

there is little doubt that both private and public investment have no direct effec
on the growth of non-oil output.

Conclusions

This paper has attempted to shed light on the extent to which Kuwait hac
gained from the beneficial effects of investment and particularly its private com-
ponent previously found for most developing countries. Towards this end, the
paper used data from Kuwaiti economy and employed a simple growth mode]
that allowed private and public investment to exert differential effects on output
growth.

The main finding of this paper is that the marginal productivities of private and
public investment differ in Kuwait. Public investment is found to have larger ef-
fects than private investment in the growth process as indicated by the level of
significance and the size of marginal productivity. When the emphasis shifted to-
wards analysing the growth of non-oil output, e'xcluding oil-sector, the growth of
labor force and exports seem to be more responsible for the growth of non-oil
output. This finding obviously contradicts that of previously found because most
developing countries in that private investment play a much greater role in the
growth process than does public investment. The adverse results can be justified
in that public sector which dominates economic activity in Kuwait. and thus,
fluctuations in public spending (current or investment) cause similar fluctuations

in the level of economic acitivity.

Emphasizing only on the effects of private and public investment that have
been analyzed in this paper, the policy implications should not be thought as en-
couraging public investment at the expense of private investment. After pro-
viding all necessary infrastructures such as roads, telecommunications, electricity
and water, schools and hospitals, government should try to promote the role of
private investment by creating conditions that make private investment more at-

YA




tractive. Conservative macroeconomiic policies, legal protection for private prop-
erty, easy access to loans and imported inputs by private sector are examples of
these conditions. Promoting private investment among other factors, for Kuwait
and other states in the Gulf, is seen by many economists as the means for pre-
venting the deterioration in level of per capita income and removing the imbal-
ances that exist within the system.
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Notes:

1. These are the basic elements of what is known as the market-oriented adjus
ment strategy. According to supporters, developing countries with many ec
onomic difficulties - rising foreign debt burden, increasing balance of pay
ments and government budget deficits, and in some cases declining economi
growth - have to adopt such development strategies. For more review of lit
erature, see Khan and Reinhart (1990), Fosu (1990) and Lim (1994).

2. For more details, see Sirageldin et al. (1985) and Hoque (1994).

3. Eq. 2 is obtained as follows:

First: Taking the total derivative in (1), yields

dY = f (X, L, X)dA + A(@Y/3K)dK + A(@Y/dL)L + A(dY/0X)dX

Second: Dividing throughout by Y and multiplying the third and fourth terms
respectively, by L/L and X/X, gives:

dY/’Y = (K, L, X)(dA/Y) + A@Y/3K)dK/Y)
+ A@Y/OLYL/YYAL/L) + A@Y/IX)X/Y)N(dX/X)
Third: Substituting (1) for Y in the first term, one could obtain Eq. 2, namely:

dY/Y = dA/A + A(@Y/9K)(dK/Y) + A@Y/ILYL/Y)(dL/L)
+ AQ@Y/X)X/MY)(AX/X)

4. When b,, b; and b, are set to zeros, the familiar incremental capital output re-
lationship known as "ICOR" is obtained. The capital-output relationship as
represented by ICOR usually used by the World Bank to determine external fi-
nancial needs for developing countries.

S. In developing countries, private and public investment are inter-related. One
direction of relationship is that public sector investment is financed either
through taxes, issuance of bonds, or printing more money (inflation tax). Giv-
en the scarce financial resources, private investment will be depressed. The

other direction of relationship is that when public investment is allocated to-
wards expanding infrastructural base and providing public goods. This type of
public investment could create a better environment for investment op-

portunities and affect the marginal productivities of private investment, labor
and total productivity, a;, a; and a,, respectively.
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