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Abstract. The article deals with the problem of the formation of the state capital and examines the influence of local or foreign
capital on the national economy. The extent to which GDP depends on foreign debt, on foreign direct investments and on financial
support was determined. GDP, the export/import ratio, inflation and average wage level are attributed to the key factors defining the
growth of economy, i. e. depending on the capital structure. The average wage level is employed as the unit for the calculation of
labour costs. It can be observed that the nature, intensity, and impact of the foreign capital vary in different business sectors. The
conclusion can be drawn that the impact of the foreign capital and its factors depend only on the country-specific features.
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1. Introduction

The capital and its classification was examined as early as in the nineteenth century, when the capital was
associated with goods and earnings, received for the goods, although there have been other assumptions.
Meanwhile, the neoclassical and neo-industrial theories differently interpreted the optimal value of the
capital structure for making financial decisions. At that time, various researchers acknowledged that the
concept of capital is one of the most controversial and depends on both the classification of assets and the
flow of time. In addition, the problems of the examination of the concept of capital arose when the concept
of assets began to be used interchangeably with the concept of capital. In the early period, the capital was
considered as a whole. Ben-Shabar (1967) noted that unfocused formation of the capital is one of the
problems of economic growth. The task of the capital structure is to establish a rational capital structure
according to the selected target. In the later period Chase-Dunn (1975), analysed the value and impact of the
capital addressing the problem of the capital structure. Other researches such as Cambini, Rondi (2010)
emphasize the importance of the capital as a physical property (machinery, vehicles, equipment, and other
devices that can be used to improve the production efficiency).

Over time, the concept of foreign capital obtained the heterogeneous comprehension. Currently, the
perception of capital is twofold, i. e. it is perceived at the macroeconomic and company level. “From the
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macroeconomic perspective, the capital along with the labour and land constitutes one of the three factors of
production. From the company perspective, the capital is defined as the balance capital and the financial
capital” (Cibulskiené 2005).

The article deals with the problem of the formation of the state capital and examines the influence of local or
foreign capital on the national economy. With reference to the scientific literature, the aim of the article is to
identify the main areas of foreign capital, which have the greatest impact on the national economy, to define
the main indicators of the economic development of the country which are mostly influenced by the foreign
capital, and to determine their relation to GDP. The research methods applied in the paper include the
systematic and comparative analysis of the scientific literature as well as the analysis of statistical indicators.

2. The state capital structure

The state capital structure is the combination of the national, equity, debt and private capital (Fig.1). The
foreign capital is perceived as the investment of funds made by other countries, foreign companies or
organizations. The need of the foreign capital and the planned combination depend on the structure and ratio
of the national, debt and equity capital. In addition, the national gross domestic product (GDP) and the state
debt depend on the structure of the foreign capital in the country as well as on its relation to the public and
local private capital.

In the case of different types of foreign funds as well as different nature or duration of the investment, the
foreign capital takes the form of multiplicity. However, regardless of the form of the foreign capital, its
attraction and distribution still aims at promoting entrepreneurship and the economic growth.

Capital distribution according to the forms of ownership in the market

State capital Private capital
Local state capital Foreign state capital Private foreign capital Private local capital
Tangible non- Debt Investments Foreign Foreign Foreign Local large Small and
financial foreign from foreign support capital and local business medium
capital countries companies capital business
companies
Local state capital | Foreign state capital Private local capital

Fig.1. The System of Capital Distribution (according to the forms of ownership in the market).
Source: compiled by the authors

The non-borrowed state capital is considered to be “the financial savings of the country, i. e. the portion of
the gross national disposable income, which is not spent for consumption or capital formation, is called an
external funding opportunity” (Komaromi 2008). When the country experiences more expenditure than
income to the budget, its external funding opportunities are negative. This is also known as the need for
external financing. The foreign capital reaches the country in various ways. For example: by direct
investments, foreign aid or foreign debt, which are difficult to control, especially the latter one, since it
mostly covers the gaps in the national budget and is often inexpediently used only to meet the domestic
needs rather than to develop business. In addition, the flow of the foreign debt is difficult to control.

In the countries with developing economies, the foreign capital has a different structure than in the countries
with mature economies. The former countries attract not only foreign direct investors but also receive
financial support from the countries with mature economies. The financial support as a component of the
foreign capital is often disproportionately distributed to business regardless of the needs of the region and the
industries (Rostow 1953; Conlisk, Huddle 1968; Hymer 1976). The foreign grant funds are used in strict
control, however, the problems of distribution of funds caused by the corruption entrenched in the
developing countries are not taken into consideration. Meanwhile, the flows and trends of the foreign direct
investments are difficult to predict because it is foreign companies themselves that select industries for the
development of their business.

3. The concept of state debt

The foreign state debt is one of the components of the foreign capital, which typically is associated with
long-term commitments. The foreign state debt increases when the income exceeds the expenditure. When
the state is not capable to cover the domestic debt, it is obliged to borrow from the domestic and foreign
markets. The greatest problem lies in the arrival of the state revenue, in its management and in the control of
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the state debt risk. The main state revenue depends on tax charges. The national budget is formed on the
basis of the revenue, however, many countries; especially developing ones, lack sufficient domestic revenue
in order to form the non-deficit budget. The state debt is divided into domestic and foreign state debt (the
Law of the Republic of Lithuania on the National Debt 2009). The law defines the state debt as follows:
“State debt is the aggregate amount of the obligations assumed, but not discharged yet by the general
government entities entitled to borrowing in respect of the repayment to creditors of the funds borrowed
under government securities distributed by the government of the Republic of Lithuania (hereinafter referred
to as LRV), loan agreements, leasing (finance lease) agreements signed and other debt instruments.”
However, referring to individual legal instruments and classifications, the concept of foreign and domestic
debt may vary. In the European Union, the domestic and foreign debt is calculated taking into account the
currency of obligations, i. e. if the loan was granted in LTL, it is considered as the domestic debt, and if it
was granted in foreign currency — as the foreign debt.

The state often borrows funds in order to cover the deficit of the national budget and the debt liabilities of
social security funds as well as to balance the financial flows of the state and to finance state investments.
Borrowing grounded on covering of the existing debts and deficits of the budget is also known as “revolver
borrowing.” The state sector’s need to borrow increases the state’s national debt, i. e. the amount of
outstanding government debt (Mananse, Roubini 2009). This debt includes government securities held by the
non-bank private sector, banking sector and foreign sector.

However, the state can borrow only up to a certain limit since at the relevant time the national debt may
become unbearable for the state’s economy. This is particularly important in order to maintain the stability of
the national currency and the international standing of the state. The limit of the state debt is determined by
the ratio of GDP and the state debt. The acceptable ratio of GDP and the state debt is 20-60%. The
International Monetary Fund and the World Bank (2001) define the objectives of borrowing management in
a similar way: “... to ensure that the financial needs of the government sector are met and the debt liabilities
are implemented on time at the lowest possible cost and in accordance with prudent degree of risk.”

In the examination of the structure of the state debt, it should be noted that the domestic foreign debt and
foreign debt is not the same. The former is formed in the domestic market when the state is incapable to meet
its obligations on the domestic market which consist of the aggregate amount of debt of the government,
local authorities, the social security and the related objects with the right to borrow.

In turn, the total state debt is divided into direct and indirect. The direct government debt includes liabilities
made on behalf of the state; meanwhile the indirect debt consists of liabilities for which the state guarantees
were granted (Karazijiene, Sabonien¢ 2009). The domestic debt is the aggregate amount of the obligations
assumed, but not discharged yet by the general government entities entitled to borrowing in respect of the
repayment to domestic creditors of the funds borrowed under government securities distributed, loan
agreements, leasing (financial lease) agreements signed and other debt instruments.

The examination of the problems of the state debt can be carried out by applying various analytical indicators
(Wong, Jomo 2005). The share of the state debt, foreign or domestic debt within the gross domestic product
(GDP) shows the size of the state debt and indicates if the funds borrowed by the state can continue to be
used as a regulator of the state’s economic and social development.

To summarize the opinions of a number of researchers, it can be stated that the state’s political and financial
stability depends on the state debt. In addition, borrowing is an inevitable and non-reprehensible
phenomenon of the economic development; moreover, reasonable borrowing have a positive impact on the
economic development of the developing countries. The focused policy and the implementation of economic
restructuring measures, strict borrowing restrictions and strong debt limits encourage investors to have more
confidence in the country, increase investments, and provide the country with cheaper borrowing abroad
(Ciburiené, Povilaitis 2005; Karazijiené, Sabonien¢ 2008). Certainly, there is always a risk that the state debt
will become unbearable for national budgets and aggravate the state’s economic development, especially
when the borrowed funds are not used for the intended purposes.

4. The attitude towards the foreign direct investments: the relation between the purposeful selection
and the state’s well-being

It is usual that the well-being of the contemporary society depends on the strategic direction of the national
and international business. International companies are capable to properly identify and promote local labour
force to effectively work in the country (Krupka 2007; VVosylius et al. 2013; Tvaronaviciené et al. 2013). In
this way, international companies use the local labour force and compete with local business in the sector. In
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the global market, it is important for competing international companies to adapt to local market and to meet
the needs of a local consumer, therefore they establish smaller subsidiary companies. As a result, the
subsidiary companies make better use of the latest technologies and management techniques that ensure
rapid development in the local economy. However, the market stability can be disrupted if an international
company as a market participant introduces new concepts of control (Geroski 1992).

The foreign private capital is also known as foreign investments where private persons or companies, as
investors, seek for profits. The foreign investments are divided into foreign securities and the foreign direct
investments (hereinafter referred to as FDI), which are classified according to various characteristics
(Ginevicius et al. 2005). There is no doubt that the foreign direct investments (FDI) influence the economic
development of states, in particular of young countries such as Lithuania. The foreign capital is vital for such
a state because it encourages the development of the state in one way or another. Namely FDI indicates the
state’s openness for investments and the state’s integration level into the international market, as well as the
growth of the state. In the state economic policy, FDI is often implicitly regarded as a positive phenomenon
and is purposefully used to achieve economic growth (Seckuté, Tvaronaviéius 2007). However, the scientific
literature distinguishes between two types of impact of FDI on the economic growth: positive and negative.
A positive attitude is usually based on J. H. Dunning’s theory (1977). FDIL, “as a factor of economic
development, can accelerate the development of the industry because of increasing productivity” (Dunning
1993). Maurer (2011) noted that FDI can contribute to the economic development; however, its impact is
rather limited.

In any case, FDI can be viewed as a form of neo-colonialism because of the activities of multinational
corporations. However, it is necessary to consider the fact that namely multinational companies determine
the level of growth of investments in the country, and especially in those countries which attracted FDI
during the process of privatization. In addition, it should be noted that a disproportionate amount of foreign
direct investments has been allocated to third-world countries, such as Brazil, Mexico and South Africa,
simply for political reasons and in order to avoid taxes. It is also worth mentioning that developed countries
are tend to avoid the merging of companies from economically stronger country, for instance, “at the end of
late twentieth century, the United States were anxious about the investments of Japanese companies in many
branches of the state industry” (Mosley 1986).

Tvaronavi¢iené and KalaSinskaité (2005) note that, in Lithuania, the individual flows of FDI directed to
different industries have a different impact on both the industries receiving FDI and the entire development
of the economy. Cegyté and Mie¢inskiené (2009) highlight the negative impact of uneven distribution of FDI
flows in Lithuania and argue that it promotes asynchronous economic development. This raises the question
how to attract FDI from foreign capital and to purposefully distribute it. For example, Tvaronaviciené et al.
(2008) state that, in Lithuania, during the privatization of AB “Mazeikiy nafta” (JSC), the foreign direct
investment stimulated by the state did not give the expected results. Such a situation arose because the
government followed only the political reasons, regardless of the unique privatization of AB “Mazeikiy
nafta” (JSC), i. e. the successful FDI basically meant the discovery of an investor capable to supply oil.
Although the FDI theory of positive impact explains that the profit gained in the domestic market depends on
the amount of the foreign capital flows, the cost flexibility, accumulated experience and knowledge drain
(Cegyte, Mieinskiené 2009), the aforementioned case of privatization is in contradiction to this theory since
the performance result of AB “Mazeikiy nafta” (JSC) is almost exclusively dependent on the degree of
utilization of productive capacity rather than on the operational effectiveness. The utilization of productive
capacity, in turn, depends on the supply of oil (Tvaronavicien¢ et al. 2008).

Therefore, it can be stated that, in order to attract FDI, or to purposefully use the financial support from other
countries, the host country has to acquire the economic skills of country management. In order to achieve
this, it is advisable to refer to the practice of the countries with high-economies and to evaluate the future
positive or negative effects of the directions of foreign capital expansion. In particular, taking into account
the fact that the flows of FDI often depend on the governance structure of the host country (Poukliakova
2008; Tvaronavi¢iené, Lankauskiené 2011, 2013; Tvaronaviciené, Grybaité 2012).

In addition, FDI, its attraction and management are affected by the external and internal factors of the
country. Transnational companies choose the country for more favourable taxes, for incentives to the
creation of business, for open country’s economy, which is formed by the government’s foreign domestic
policy. Foreign investors are deterred by the corruption entrenched in the country and the bureaucratic
mechanism, which suspends the establishment of the company and postpones the start of business. The
researchers Zemguliené¢ and Zaleskyté (2006) examined the impact of the investment structure on the
national economic growth and determined that FDI has different effects in the industrial and service sector.
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According to them, the increasing FDI flows into the services sector affect the economic growth rates, and
increasing investments in the industry accelerate the growth of economy. Based on the findings (Table 1), it
can be said that in order to achieve a positive effect of FDI, the state must take into consideration the
development trends of the industrial and service sector (Tvaronaviciené, Lankauskiené 2011). It is likely that
once a certain level of FDI is reached, after a certain period of time, the effect or direction of investments
may vary in different business sectors (Kalasinskaité 2009).

Table 1. The Most Significant Factors Determining FDI in Developing and Transition Countries

Factor Significance

Amounts of previous | indicates a potential FDI factor
FDI

Growth of GDP defines the market size

Average rate of | allows to measure labour costs
remuneration

Export/import ratio indicates the country’s openness
to other countries
Inflation is considered to be the unit of the

state’s risk and the consequence
of the macroeconomic policy
Local investments indicates the business climate

Source: composed by authors with reference to Ginevicius et al. 2005; Zemguliené, Zaleskyté 2006; Eremina 2009; Kalaginskaité
2009; Tvaronavi¢iené, Tvaronavi¢ius 2006; Tvaronaviciené¢ et. al. 2005

5. Definitions of the financial support and the determination of its impact on the development of the
state

The foreign financial support is granted in the forms of grants, subsidies and loans on favourable conditions.
In the early stage of development of the state, when imports exceed exports, the lack of national financial
resources or payment problems may arise. This leads to the need for financial support. Taking into account
the country’s needs and integration into the global society, the state can receive the targeted financial support
from the international organizations and foundations. Such financial support has been granted to the third-
world and other developing countries since 1960. At that time, it was believed that the financial support can
be granted only to the third-world country, i. e. this type of foreign capital has “to move from rich to
developing countries” (Conlisk, Hudle 1968; Tvaronavi¢iené et al. 2013). It was agreed that the financial
support creates a positive attitude towards the international community, reduces the political tension between
the countries, thus promoting the harmonious development of the developing countries. When assessing the
beneficiaries, the alternative criteria allowing to determine the recipient country were identified, such as
poverty level, national income. Grants, loans on favourable conditions or services from the developed
countries or non-governmental organizations were granted to the developing countries.

During the integration into the EU, favourable conditions for the foreign capital to enter occurred in
Lithuania and other transition countries. As a result, in Lithuania, FDI became particularly significant in
some business sectors, a special priority focus is given to the EU support funds. The significant benefit of the
financial support is closely related to the intensity of support in the specific industry or region. Jakaitiené and
Klyviené (2007) argue that EU support indirectly promotes the attraction of FDI into the country. However,
it is observed that the benefit of investment varies in different business sectors (Ginevicius et al. 2008;
Tvaronaviciené et al. 2013).

The financial and not only financial support is granted for a wide variety of applications, including grants
(goods of frequent consumption in order to facilitate the short-term deficit of goods, for example, during
famine in Ethiopia), rehabilitation (eg., restoration of buildings after the war), stabilization (in particular, a
short-term grant helping to conduct balanced payments until the state itself is able to do so), and “the long-
term support, which aims at raising the level of long-term income” (Mosley 1986). However, the financial
support does not guarantee a sustainable development of the state (Tamositiniené et al. 2007). It is likely that
many financial support programs will be criticized since the support programs may leave defects in the
internal economic development and create political dependence of the countries seeking sustainable
development, especially if the countries choose inappropriate development methodologies or
disproportionately use the funds according to the residential areas.



Razauskas (2008) points out another negative aspect of financial support for the country, i. e. “the successful
use of the support has a negative impact on the inflation control.” The negative effect is particularly strong
when the donor country gives financial support with certain limitations. The recipient country may be forced
to import goods from the donor country, which are usually supplied at higher prices, but of lower quality
than in the international markets. In most cases, such donor countries are interested in resolving their own
settlement problems, therefore the granted support is not huge (Cass 2007).

6. The interaction of the foreign direct investments and the state external debt with the country’s GDP

After the start of the economic crisis in Lithuania, the flows of revenue into the national budget reduced. Due
to rising unemployment, social benefits significantly increased. This resulted in a more rapid gross
expenditure of the government sector. According to the Bank of Lithuania (2009) the government debt
comprised 15,6 percent of GDP in 2008. However, compared to the year 2007, the ratio between the debt
and GDP fell by 1,4 percent (Fig. 2). The domestic debt comprised 35,8 percent of gross debt. It grew by
13,6 percent within a year and resulted in the increase of the gross debt as the foreign debt slightly decreased
within a year.

FDI and Gross External Debt as Component Parts of GDP
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Fig.2. Gross External Debt and FDI as Component Parts of GDP.
Source: Statistics Lithuania

However, in 2009, the continuing growth of unemployment, the decrease of remuneration and the diminished
consumption determined event lower revenue flows into the budget. In this way, the state, lacking their own
financial resources, was forced to borrow from the foreign markets. The government foreign debt contained
the Eurobonds and the securities of the Lithuanian Government. In comparison with 2008, when the
government did not issue any Eurobond, the state external debt had a tendency to decline (Table 2).

FDI, which has a large impact on the Lithuanian financial system and economic activity, also decreased
because of the economic crisis. Within a decade, the foreign capital flows were rapidly growing with the
expected future return. FDI flows intensified after Lithuania entered the European Union. The main channels
through which the investments reached the region were as follows: FDI (including the establishment and
acquisition of credit institutions), portfolio investments (including investments in stocks and bonds).

Table 2. Government Sector External Debt

2004 2005 2006 2007 2008
Total 7495,9 | 8010,9 | 10218,7 | 11226,6 | 11161,3
The central | 7466,7 | 7983,7 | 10195,3 | 11199,8 | 11125,8
government
The local | 29,2 27,2 23,4 26,8 35,5
government

Source: Statistics Lithuania 2013



Conclusions

To sum up the perception of the state capital and its influence on the development of the country, it should be
noted that a controversial impact of the state capital structure on the economic development is observed. It
should be noted that the task of the capital structure is to establish a rational capital structure according to the
selected target. In case of the foreign capital and the state capital, a part of which is borrowed, the problem
arises how to purposefully distribute it. This problem can be solved when the state has adequate management
skills.

The impact of foreign capital and its factors depend only on the features of the host country such as market
size, political - economic stability and the level of human resources in the country.

The granted financial support creates a positive attitude towards the international community, reduces the
political tension between the countries, thus promoting the harmonious development of developing countries.
In addition, it increases the capabilities of the state to increase the flows of FDI.

The state foreign debt consists of government securities held by non-bank private sector, banking sector and
foreign sector. While these securities are actively bought and held, the national debt may grow. However, the
state can borrow only up to a certain limit since the national debt may become unbearable to the state’s
economy at a certain point in time.
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