Globalization of capital markets

1970s: Dismantling of restrictions and controls of capital transfers


( free flow of capital (formerly: subject to authorization by individual states)

( Anybody can invest assets where they yield the highest profits

No "commodity" is as mobile as capital. Great sums are sent round the world in seconds.
Types of foreign investments




1 Bonds: investor lends capital to get fixed payouts at regular intervals and at a pre-specified date receives the face value of the bond

Motives for international portfolio investments

Basic motive: to earn higher returns abroad

But: higher risks, e.g. currency fluctuations, possibly: less reliable legal system etc.

Motives for direct foreign investments

Also: higher returns, possibly due to:
- higher growth rates abroad







  - more favourable tax treatment







  - lower wages







  - better infrastructure

Additional reasons:

- Horizontal integration: Unique production knowledge/technology, over which the corporation wants to retain direct control

   (  direct investment instead of giving away licenses

- Vertical integration: Corporation wants to obtain control of a needed raw material

                                     ( security of supply, costs

- Avoidance of tariffs and other import restrictions

- Subsidies granted by governments to encourage foreign direct investment

- New market entrance

- Purchasing of foreign firm to avoid future competition
Effects of international capital flows
( greater efficiency in the use of capital ( higher world output and welfare

Effects on investing country and host country:

     Capital flows from the nation of lower returns to the nation of higher returns until returns have been equalized in the two countries





    




1. Portfolio investments


Purely financial assets: 


- bonds1, denominated in a national currency


- stock purchases that involve less than 10% of the voting stock of a corporation


Actors: banks, investment funds





2. Direct investments


Real investments in factories, capital goods, land, and inventories


( capital and management are involved


( investor retains control over the use of the invested capital


e.g. - foundation of a subsidiary


       - take-over of another firm


Any purchase of stock of 10% or more is direct investment.


Actors: Multinational corporations





3. Speculations


Short-term capital flows, e.g. currency speculations, futures (Termingeschäfte)





Investing country





Capital





Host country





Less domestic production


( less employment





More domestic production


( more employment





Increase in return on capital 





Winners: 


- workers, unless capital owners dismiss workers to increase (short-term)profits


- government (tax, less social benefit payments





Redistribution of income from labour to capital 





Winners: 


- capital owners  


- government (tax, but: more social benefit payments)





Source: Salvatore, Dominick, Introduction to International Economics, International edition, Wiley 2005.








