CHAPTER 2

Theory of Capital Inflows

'Ihnohupurstmnlm of literature, the theory of capital
inflows.The theory of capital inflows | each composition is explained with
their theory and Mhmm@mm. Moreover,there are
assumptions and models of each part of capital inflows.

— , -

mmdmhummchmwmmmmuwmdm
analyze the variation in the foreign firms’ share in démestic sales and production,
and the variation in the share of foreign affiliate” production in total foreign
mtvmmm'mahnd ;mmmﬂmmmm
mdmauhnnngﬂnmwtufdmﬁ:uganﬂuhutmnmyw
a comparisonof, actual-events to supposed events-as-might oocur in a number of
proposed hypothietical Calemitives to” direct  foreign investment. The study has
dea&whmmmﬂudcmufdm fmelgnmmhn:ntm

It has been found that the technological advaniage possessed by
foreign firms over their local competitors is the major factor which enables the
firms to have a relatively high share in domestic sales and production in Thailand
or there is no evidence of any significant relationship between the foreign firms’
share in Thailand’s manufacturing industrics and the intangible assets associated

' J. Pongpisanupichit. Privaw Direct Foreign Investment and Thai Economy. Dootorsl
dissertation, Cornell University. 1985,



wﬂhprodnctdiﬁ‘mmﬁaﬂmwhbhmmdlhmghadu:ﬁuhg.ﬁi\mﬂu&n
that exporting and affiliate production represent alternative means for foreign firms
to participate in Thailand’s manufacturing industries. Tariffs imposed on final
products by Thailand(as measured in terms of nominal rate of protection) and the
relatively low wage rate in Thailand appear to have a significant influence on the
fmeisnﬁnm'decisinntﬁlubnﬁnmfmai;nlfﬁlhupmdmﬁmhﬁlﬂmdnf
exporting to the country.
W

Mhﬁnmﬂﬂmm disagreed with the existing

mmhmmmdcﬁmhmnurfmgndmﬁmmmhhu

developed countries Because fn ﬂildmmmhumly on either political
or economic nfuknginmmﬂun'jumlmd
simultaneous effect « The' sidy } 1o present & model of the determinants of
foreign direct investmefit based on mapplk:m of public choice to international
economic and polifical isspeg. | %odphmdﬂubpadmﬂnbuuuflh:

'offoumqmm;ﬂnqua]uymdwemmmdw:th

élﬂ%néﬁybm - 1976, 1879 and 1880. All four

: ‘ of foreign direct investment are
judg {hie pofat of 'view of the usual test statistics. The

politico-economic model mmﬂﬂw and political determinants

performs the best with respect to goodness of fit 11,5311 three years considered.
'

Portfolio Foreign Investment and Capital Flows

Herbiert. G. Grubel - illustraled that-the interdtional diversification of
portfolio was the source of an entirely new_kind of world, welfare gains from
internatiorial economic relations and intemational capital movements were a function
not only of interest rate differentials but also of rates of growth in total asset
holding in two countries. Information on rates of retum from portfolio investment
hmsﬁkmﬁwoflimﬁm&;mm&mﬂ,m@h
period from January 1959 to December 1966 and following monthly observations
for each of those 11 markets. The analysis suggested that its recent experience with

"F.Schneider and B.SFrey “Economic and Political Determinants of Foreign Dircot
Investment. Workd Developmeat, Vol 13 (1985):161-176.
H.G. Grubel “Internationally Diversified Portfolio:Welfare Gains and Capital Flows."The
American Ecosomic Review , Vol 58 (1968):1209-1314,



foreign investment returns would have given rise to substantial gains in welfare to
wealth holders. If past experiences were considered to be indication of future
dwe!wmﬂudahsugmt&thmﬁmh&maﬁmﬂdivmiﬁcﬁmufpmﬁoﬂm
is profitable.

The international capital movements can explain as resulting from the
umofhtalwahhmheldbyﬂnpublv; the size of the interest rate differential,
the size of the risk differential , the degr ffmhhmofmﬂmmdmtnm
fm:gnuutsmdﬂrumﬂﬂ:wb&’j;ﬁﬁ@mdﬁmﬂzchundﬂrwynf
facﬁurmmtmanmmmndnfmmhﬂndnw&
international  capital - flo s, theory eould ‘miot explain the real world

on-f-iuchndﬁrﬂnmmpmmmwm

emphasized the role and 1 wjm for foreign resources. The
mnmdmwmﬂnww&lﬁﬂ:tm was use in this study.The
econometric model of Thailand’s trade gap was estitosted by the ordinary least
Squnrunnﬂmd.tir N

The siudy found that the magnimde of Thailand’s problem
remarkably developed  in- figures because . of two-major-factors which were the
dependence ‘on fercign products. import and 'the incapability to expand export
markets. Capital inflows ,particularly in the form of loans, showed a highly increase
the niéastfement of the degree of| Thailiddl & depéridendy on/{oréign resources and
ﬂtpmght&vmyﬁffmlgnmmﬂzlmdymhnfﬁmuhmﬂm&md
ﬂrrlgldltyofﬂ::smtnﬂmd:l:mph}redmthnsmdy.

* Laddawan Pongtipsukon. The Foreign Capital Neods For Financing Trade Deficit. Master
Thesis, Department of Economics, Graduate School, Chulslongkorn University, 1865.



The Determinants of Capital Inflows

Jeerasak  Pongpisanupichit, Wisam Pupphnvun, Somjai
mmmmmmmmmmmvm examined
the development of FDI in Thailand and searched for factors affecting FDI in
WTMm?mmmhdm’l&dmfwmwhmhmm
tmltzauon,mammnmgurmmoqét’ antage through dynamic comparative
advantages or product life cycle , gmﬁgﬁf’mmmmingd:mdndvmmgamd
capital stock adjustment

_u:_tn of capital flows, the study used two
yate ibkmhnomhmbetmnﬂ::netmﬂuwuf
&g&sndnmshcpmdmtundﬂnmhhmsh:p
ign T funds and realized market investment
ded &m 1884-1888.For net inflow of foreign
st "muﬁfﬁﬂ:mmmdmdumpmdmgﬁnp
fo MMRWEWM the net inflow of
ﬂﬁg_mhbﬁ_ﬁmh GDP and investment returns 14
months later, with explanatory power of 31 ercent and 39 peroent respectively. In
the part of foreign\loan inflows, the study indicated ‘faotors affecting net forcign
loan inflows whicli are the country’s interest rate diffcrential, exchange rate risk,
domestic liquidity situation, and regulation and rules.OLS regression used in
analyzing the factors with monthly data from 1986 to 1988.

Sriseda_Jirkoonsawat. |stodied the impact f foreign on domestic
savings and factors affecting foreign capital inflows of ThailandIn the study ,
foreign cepital inllows is sepdrated ‘into foreign |direct investinént foreign loan and
portfolio, and the domestic saving is divided into private and government saving.
The data using in the study is from 1977-1890 with the multiple regression
analysis, it found that foreign direct investment ,foreign loan and portfolio are

*J. Pongpisanupichit et al., Direct Foreiga Investmeat and Capital Flows. TDRI Year-End
Cnnfmn:u. Bangkok The Thailand Development Ressarch Instituts, 1989,
Srisuda Jirakoonsawat. The Impect of Foreign Capital on Domestic Savings and Factors
Affecting Foreign Capital Inflows of Thailand. Master'sThesis, Department of Economics, Graduate
School, Kasotsart University,1991.
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positively correlated to the domestic saving that means foreign capital inflow has
directed impact on domestic growth and saving,

For the factors affecting foreign capital inflow,the study found that
the gross national product of Thailand and the profit and dividend yields of the
fmipdhmhmﬂmhnmaupmhiueﬁwmmhﬁgndmmm
th:pﬂtofpm&‘ohnnmmaﬂultpﬁyfmmdﬂntmmmhﬂh
positive relationship with portfolio but interest rate differential and
d:udend}rtldsufponfuhumunmi ﬁmmmmm&
smmdumﬁmtmwm.ﬁmMMthM

hip with loans
mniﬁﬁmﬂudolph?ammdmndmlh:
understanding of the cas: tors the surge in private capital inflows by
inchuding both pull ar } faﬂm!hnmodnlofﬂ:dﬂerminm:rfmm

capital inflows. In particular; humpmﬁﬂﬂjmmtmde]mwhnhboﬂ:
domestic and external eplansic vagﬁp?aupdemmnpmmmm
ecpMﬂmtndcwlnpmgm 'Iﬁ’e.jhdalmﬂtnmtudmmgpwldmfm
1886-1993 for 22 developing cotintrics, ineluding countries that have benefited from
ﬂ:eneww:veofpﬁuh%ﬂommdmmﬂhlﬁajhwemt received capital
ﬂmhm#ymﬂl:mﬂmd ic indicators for two
groups of countries; thoseﬂluhwmhdulgmﬁomcapmlmﬂuwsmdlhnu
&Mhmmmtihmuhlhmdﬂdcmﬁummphynngmﬁam
role in explaining private- capital flows. Thus| countries ymity expect to continue to
mumcmm!ﬂw;almgmdmmpnlkyufmmmnmﬂnnghtm
that is the increase of domestic savings, the use of capital flows to improve their
mmmmwmmmm.mmmnfmm
of exports.

Jerome L.St:in' studied private short-term capital movements
between the United States and United Kingdom. The study tried to decide which
model of capital flows was inconsistent with the data. The stock model and the flow

'L Hermandez. and H.Rudolph Sustainability of Capital Flows to Developing Countries:ls a
Generalized Reversal Likely? Working paper 1518. Washington D.C.'World Bank..1993,
*JL. Swein “International Short-Term Capital MovemenL” The American Ecomomic
Review, Vol.B5 (1965):41-46,
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model are used in the study with monthly data from November 1858 to December
1862.He found that empirical results which obtained by considering the interest rate
differential and the residual as determinants of the allocation of a flow of
international capital among countries were more practical than as determinants of
the allocation of a stock of capital among countries.It meant the flow theory can
explain the capital movement betier than stock. Moreover,he found that the interest
rmdiﬂ"umnﬁnlwuasisniﬁmlvﬂ_bl?hnplahhgﬂ: stock of U.S. capital.
/o )

George H. Boris and Kenntlh 3. Kopecky used a growth model to
mnmﬂynemmpﬁmﬂfhw and saving, flow of capital
aod the retum flow f fuers “and| dividends. from overseas. The feature of this

0 upi&lmvmhwmindmpmdmtufmﬁmﬂ
"wmmamdmmwmlmhm

fifferential in
worldwide interest rats f’mmhm@:hmﬂm;ﬁmﬂﬂmﬁ:
variables for 13 countrigs during I%l!ﬂhaﬁwwmwﬂ
capital can be explfing ﬂnuﬂ't. factors that explain the growth of an
economy which were fl; wih oquplnﬂoumdﬂhmhgr, the mmmt in
the terms of trade f.@dﬁs Iﬁ'.npmtdcapmlgooda the saving

Wmmmwmgmm
mﬂmm%epmwmmmmm
muphmwhyorhuwcaphﬂ mﬁrmbmuﬂ:emdelmpludﬂm
mmymdwtmwhmdumdmuﬂmuhuof
international réserves have no influence on the balance of trade.

Eduardo Ferandiz¢ Arias and - peter J. Montgil  explained the
factors| driving and-directifig the capital inflows! . The Gapital iflows should feature
some combination of push and pull factors. The pull view peroeived inflows as
attracted to the recipient countrics by an improved domestic policy environment .
This push view attributes phenomenon to lower returns available in the creditor
countries. The combination of low interest rates and recession forced low rates of

‘G.H. Bort and K.J. Kopecky. “International Mobility and Movement of Capital. ", Capital
Movemeats and Bconomic Growth in Developed Countries. New YorkNationsl Burean of
Buunnin;kmunh,iﬂ:.

E. Fernandez-Ariss and PJ. Montiel. “The Surge inCapital Flows to Developing
Countries: An Analytical Overviews.” The World Bank Boonomic Review, Vol10(1885):51-77.
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retumn on industrial-country assets, creating an incipient capital outflows as
investors in the countries sought higher-yielding assets for their portfolios. The
studied stated that push variables were easier to measure than pull factors in case of
the domestic factors. Inflows are endogenous with respect to a wide range of
domestic policies, and no single indicator was likely to represent the broad thrust of
such policies with the same degree of accuracy as external interest rates do for

!
T,
Capital inflows and the Thai economy
_—-- |
/ studied whethe r eapital inflow influx into the
country would limit pfmme!m? policy effectiveness. The concept was

proposed by the Hypothesis 'mﬁplulﬂnws The study used ordinary
gression flows in the context of Hypothesis of
mﬂw.-mommy policy effectiveness Reaction

w@iﬁdhmmthmﬂbmkhham

in cmuf’l‘haﬂmd' hnnutmluw&fummdlﬂsrﬁnammlhh&mlmm
lemﬂmmd:udﬂ:.ﬂmkof'lhnﬂmdm mdlunsnﬂtdmhnlsletplm
the financial liberalization period jin 1880.Afier, financial Jiberalization, it can’t be
find any significant/of such sterilizationi policy. Although' domestic interest rates
were drastically sensitive to changes in foreign interest rates right after the

Narongchai Akrasanee, Karel Jansen, Jeerasak l='*+uu:g;pimumupiui:litm
mﬂmdﬂ::mkuffmipmphlhﬂzmindﬂemtufwm

" Prisades Jindshra Capital Flows and Monitary Policy in Thailand. Maswer’s Thosis,
Graduats School. Thammasat University, 1995,
NAkrasance , Klansen and J.Pongpisanupichit Iniernational Capital Flows and
Economic Adjustmetn inThailand. Research Monograph No.10. Bangkok  “The Thailand
Development Ressarch Institute,1993.
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shﬂythdhmshmhuf:ﬂmﬂﬁnmhﬂrmufmm
structural change and searched for the impact of the inflows in the patterns of
Thailand’s domestic savings and investment, on the rate and structural of economic
growth, and macroeconomic stability.It was particular focus on the policy problems
that inflows created , and on how actual economic policy responded to them. The
characteristic of the methodology was the interaction between international financial
ﬂummdih:uﬁn;nmdhveshnm}buhm&urnfﬂ:mhhﬁmﬁmﬂlmh
mcmtyﬂ:ummmemnf ypothesized that structural differences in
the spending behavior of houscholds - Zad" one corporated businesses,private

0 1620-1990 and are divided into 5 periods which are
‘ B'.},l 1886 and 1987-1900. In those 5 periods,the

&@@M'fm‘ﬁuum,hmwmufm

components, namely, Foreign Direct Investment(FDI), Portfolio Foreign Investment
(PFI) ,and Foreign Loans and will be explained in its parts as follows:

2.2.1 Some Characteristics of Foreign Direct Investment

The ) Fur¢ign Direot Investhient was  défined ¢ “ Foreign Direct
Investment is the class of capital movements which aims mainly at the control over
management and profits of the enterprise abroad. In other words, it includes the
ownership of the firms by capital participation with management authority by: (1)
the acquisition of the stocks of the existing foreign firms to participate in the
management of the firms concerned , or take-over of the existing firms themselves;
(2) the establishment of a new subsidiary abroad (in case of 100 percent ownership)
or participation in a joint venture through stock holdings: and (3) the acquisition of
real assets for the purpose of business activities(e.g. the establishment of new
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fmignhmhs,ofﬁnumdm,mkg-umnfemﬁngm or the
3
expansion of the existing fmiguhmhmmdfactmis.)"

The Patterns of Foreign Direct Investment

For the geographic |patem of foreign direct investment,Aliber
thought that it reflects the dispersion in capithlization rates for equities denominated
hdi&mlmmhﬁﬂﬁdﬂhﬁiw&ﬂnhrwt net source of
foreign investment because eapitalizafion rates for U.S. firms are higher than those

nffmug:nﬁnmlﬁ;ﬁ’l ‘unrﬁGauaé'ﬁEde.S.equJﬁmfhcta
preference by the mafk  having assets denominated assets exceeds that on
assets denominated Bs_'l'hamgem]JS foreign direct investment
which occurred in mmdudwuhﬂ:fallmﬂnmncypmmmmm
dollar assets relative’ to ghat o amrlm%m Prior to World War I, the currency
premium in sterling asSets' was highicr than that on dollar assets, and Great Britain
was the largest source fur‘fmi%iﬁreu mvestment.
e N
T&dﬁmmed;h_ﬁgpa"”'fmemdneumMMntmﬂwt the

size of the host-country market. the value of patents,the height of tariffs, the costs
of doing business) abroad in a particular indiisify, and the dispersion in
mmmmmwnﬂwmmmm Other things
hmgaqm],fnrmy mdt&mnhmﬂlﬂamnmﬂm foreign
investment will tubegreat:rmﬂtmemﬂmﬂsmwhwhﬂ:apmadm
capmlnmunmmmu.’ﬂnhghﬁm tariffs,the .greater the incentive to
exploit the patent<inthe fost country! e greater the dispersion in capitalization
mhmhmhmmmmwmmw licensing in a host-
mm&yﬂaﬂbtufunnsﬂmsh ,It'ﬁm indu | enc: ;hltl:u:nme of the
market ‘among possible host countries will dominate ; mcapllahzmon
rates. thus foreign investment may be higher in developed countries than in the
developing countries, where markets are smaller.Where the cost of economic
distance is high and the value of the patents is low,direct investment will tend to
be low.

** Kiyoshi Kojima Japanese Direct Forcign Investmeat A Model of Multinatioal Busioess
npﬂ‘lﬂon.:; Tokyo: Charles E. Tuttle Company, 1968,
R.Z Aliber " A Theory of Direct Foreign Investment” in The International
Corporation’ A Symposium, ed. by C.P. Kindleberger. Massachusoties: MIT Pross, 1970,
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One consequence of this view is that foreign direct investment will
tend to be larger in the more capital-intensive industries, since the disadvantage of
ﬁ:hﬂﬂt-ommhyﬁ:mﬂishrger,thﬂhrgﬂﬂrmnﬁbuﬂmofmpitﬂm
production,Similarly foreign direct investment should tend to be high in research-
ntensive industrics, since research is a form of capital investment.Foreign direct
nvestment may be small in some capital-intensive industries like steel production
emmhmtofdnmghnmuahmdnhshnofmﬂrmof
patents is low. /,/

memmumﬁmwm;smwmmwh
difference in capitalization, s Tt*:hbm:rmvoimﬂnpmnhnunflpamm,
country firm incurs /&d mtuf damghuamnbmad.lumm the
explanation for takegVers ma lse‘ln ferms of certain complimentarities not
necessarily availablé to gthg mcmsnyﬁnm

hmsofﬂ:muwhmhﬂny_w ; “pam,mdﬂmmhu valuation of
hrmst&ﬁncM%mhsﬁhhnhw
currency premiumJf the price offered for & patent is ‘very low, then the firm may
invest in that counify rather than license,even though its profit rate will be lower
ﬂnnﬂ::pmﬁtm:anfhostmemﬁm Given the national differences in
capitalization rates, the foreign firm might invest the receipts outside the United
States and incfease its total ecamings) Bach foreign fimycomiipares the income stream
from investment in'a country whose currency-is subject to a lower currency
premium. If the price offered for@ patent is very low, then the firm may invest in
that Gouniry rathe} thair liende, even| though its profit ratd will be lower than the
profit rates of host country competitors.

Given the national differences in capitalization rates, the foreign firm
might invest the receipts outside the united States and increase its total eamings.
Each foreign firm compares the income stream from investment in a variety of
countries and the capitalization ratio the market attaches to each income
stream.Some foreign firms might found it attractive to have direct investments in
the United States, for the presence of dollar income stream may increase the market
valuations of their equities by more than would larger income streams from sources



outside the United States. The difference in the capitalization rates applied by the
market to the income is consistent with a currency premium, as long as the market
recognizes that the foreign firm receives and income stream generated in a currency
in which the market attaches a high currency premium.

mmmmrmdpnkmhnm;m

/o
Fm:gndmhmmhuswﬁmnrmgl{mdkbergu

hnsntnhdahnutth:mWﬁhhm b4

ecis power.It is said that the 100 percent
mmmmmmdmmm-
making so far that it tells "pmtr.iﬁwmmn.mmﬂufmlmor
udges . research, and top personnel
ordinarily reserve for centralized
decision. If this is true, usmﬁ&mﬂhﬂdwdmuypoﬂfohumm

A :4;'

Thel AT SR which cconomists have boen
hhdmm.pmwmhqus@@mhpmnuﬂu
muhnfmmmoﬁmdnmﬂiﬁhhﬁmﬁmﬂhw:inpanhmuhufwhnm
may loosely characterize-asopure nationalism; On the first:score,For example, The
United States assumes that it has-the right if require ‘parent companies to direct the
operations of their subsidiaries in'ways that conform to American purposes,While
foreign govémments, Sovereign over the’ territory) where thése subsidiaries are
located,deny the existence of such a right. ‘

i **me

What it has been called pure nationalism is the uncasiness that many
people instinctively have when they contemplate the fact that the activities of
institutions within their economy and policy are “controlled” from outside the
political unit. It could argue that this feeling,like so many of the instincts direct
investment or the international corporation arouses over the glove, is not to be

*“CP. Kindleberger American Business Abrosd. New Haven: Yale University Pross,
18469,
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trusted.The international corporation should be judged by how it operates, not for
what it is. Scratch any of us deeply enough and it will be found instincts of
nationalism, overlain though they may be with layers of civilizing repression, and
equally,instincts of peasant attachment to the soil: also populist fear of outside
capital, mercantilist pleasure in expanding exports, and perhaps others. The reactions
are understandable, but they are not on that account to be approved.

The political as distinet economic and legal,issue of control
is thus made up of two clements, one mVolving by govemnments to achieve
national purposes ﬂnuugh_ﬁnmmﬂﬂml corporations with headquarters in their

other eotntrics to resist them, and one it has been called pure

napan; "laﬁadvam:xipw:rnfare:gnmmpmmdnu
expensive to operal m"}w in travel, communication, and
srstonding. Twamhmhmmmwufhmg

hmm&«dmuymlfhﬁwltmymmmm
mbﬂmfme@guuﬂusmhbymfﬁmm:mm

mpmymymﬂnmmudmwmqummuvm
nnguamnvﬂmﬂprm;tmmd Bﬁc&meafmknnrwl:dgenf
mqumueﬂsmmdhhmmtofmm be able to economize
through synchirenizing opemtions It;may-merely have differentiated products built
on advertising.Of it- miy 'have truly” superior managémentBut some special
mmmmmﬁm:ﬁmugnmgmhahkmwmﬂzdum
of operating ‘at a-distance,

The firm must be able not only to make higher profits abroad than it
could at home, But it must also be able to earn higher profits abroad than local
firms can eamn in their own markets, For all its imperfections, the international
capital market would be expected to be able to transfer the capital from on country
to another betier than a firm whose major preoccupations lie in production and
marketing.



Thus Kindleberger agreed with Stephen Hymer that direct investment
tends to be monopoly competition and it can be further imply that first, direct
investment will not occur in industries with pure competition. Second,a company is
not interested in acquiring local partners in a joint venture, seeking to keep the
good thing for itself: at the same time, the local investors naturally resist the
suggestion that they should buy the shares of the parent company: the return on the
uvﬁmﬂlmckindihmdasmpnnﬂf}viﬂlﬂnmﬁmhﬂhynfﬂn!mﬂaimﬂﬁm
which they observe. Mdﬁmh@tﬁe&phmmtwudmmh
smmw.whﬂwmﬂdmhhmfhmmbmdmm
levels of profit.

L cﬁuumdnmm Moreoverthere is a
determinate solution ; maﬂmdbyﬂnmmibhhmdm Firms

EMWBMMMMWMuMMM
the basis for intervention and, " padﬁeﬁy;‘mﬁnymmmdmm:hm-
run or long-run idterests. The difficulties crowd 'id -especially where firm and
mw.w@@mmmmmwcf conduct or wear

Take the interést of thie') firmlin |the | shorf Tun; it benefits from paying
the lowest possible prices for outputs. Under competition, it pays competitive prices
for factors and sells goods at competitive prices. In monopolistic competition it
benefits frum buying af monopanistic priccs and selling at fonopoly prices - the
short run. But lhuﬂ-rmmmmhmmayheedm“uumdmenhy An
important judgment is how long these reactions will take to be realized, and at what
rate of interest on should discount the difference between monopoly profits and
some lower level that produced a lesser reaction. The company with a low rate of
interest may maximize its life expectancy, if not its short-run profits,by charging
prices below the monopoly and, approaching the competitive level, by paying
somewhat more than monosony wages, rents, royalties, and taxes, to the extent that
it can affect its taxes by choosing where to camn income. It may buy supplies
locally in the host country despite their higher price, or it may import supplies from
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the parent despite their higher price, depending upon which government it chooses
to court more assiduously. Still a longer-run view may be to calculate competitive
price and buy and sell where profits would be maximized on this basis. The
procedure can be defended by liberal standards.

For the host country,short-run maximization conduct turns on whether
it wants to attract another company as' investor. If so, it must behave generously
toward direct investors .If not, the  -- ion course in the very shortest run
probably lies through confiscation. " _

2 £

. mwﬁmhmmmm
mommhmwhanﬂ:ymm,ﬂucﬂd:m
m@mwwwm
l;#c,&:ﬁ:nbsuver’s international social welfare
! 'wﬂlbqwmu!f having to be combined with
and and hence receiving lower retumns, and
gain for the investing country may

.....

mhd:speculhmﬁhfu*@iﬂ:iﬂsufwhbmwhnhmmgmﬂedu
unattractive. onih:uﬂnrlnad. ﬂuhﬁ‘tMyﬂmemlihlymhagmfm
laburmdlossesfgécapﬂﬂ,uwellasthewodd litan gain.

\Z Y

WWEMWWMEEEMm&

equalizing factor prices internationally, there are also possibilities of dynamic gains:

of training wWorkess,  dr/stisiilation’ savings 'and /capital) formation through private
and governmental ‘increases in income.

Thchohnulogyﬂmﬁbm:guﬁmhhﬂht&hnnmtymn}'
beaumhleﬁurﬂnhnmeomuy,wnhmsetof factor proportions, but not for
the host country, with cheaper labor and more expensive capital
Nonetheless,economies of scale may make it economical for the international
company to adopt on technology worldwide rather than to adjust its technology and
factor proportions from country to country to varying factor endowments and
prices.



2.2.2 Background Theory for Foreign Direct Investment

The theory of foreign direct investment developed almost exclusively
during the 1860s and 70s response to an unprecedented growth. In the fifties, the
differential rate of return hypothesis gained the popularity. It was explained that
foreign direct investment is a function of international differences rates of retumn
mcapﬁalmmtl"omignmf- tment flows out of countries with low
returns to these expected to yield hig ns per unit of capital. It is derived
ﬁmﬂnmmmﬁmmmmmmmumun
Etmummm;fgsby mghmurgmnlutwwhnfequmng&:

with | marginal cost of capital. The output
e relationship between the FDI of the firm and its

g PEJMWMMHEESHHMMWIM

investment of a Countfy riges mgsmhganpm was developed later by
Jorgenson whose his ,‘ m:ﬂglshnrmdﬂu:elauomthbﬁwmlh:ml
and the output in the host countiy }umgapmlhedfomnfﬂn flexible

accelerator model by Koye' mﬂﬂx sical domestic investment theories.

g

hypothmmuhbm‘imﬂby‘fm : that foreign firms decided to invest
mo&rmuﬂu&oﬁhmmmtw'h&twwohewmm
hwodnauhubemjdemdhﬁrmmytm&mdhgﬁnﬂlymhd&dmm
costs, that were land mimmnnlomt.ﬂym and Caves traced the
hypothesis in, the saiie directionHymer believes that the \primary objective for firms
to have overseas investment is 16 control foreign operation due to imperfect market
mmhmmmwmmm ‘because of the firm's
mmmmmusmhmmmmhmmm
entreprencurship,etc.Caves explains that FDI occurs mainly in industries
characterized by certain market structures in both home and host countries. He

“Dale W. Jorgonson “Capital Theory and Investment Behavior.” The Ameriosn

Economic Review, vol. 53 (1963) 247-269.

Rmd?nmnn International Investment and International Trade in the Product
Cycls" wabdmmd of Economics, vol. B0(May 1966).

Seephen H. Hymer “Internationsl Investment and International Trade in the Produot
Cyele.” Quarterly Journal of Economios, voL5%(1963):247-256.

Richard E. Caves “Iniernational Corporations: The Industrisl Economic of Forsign
Investment™ Bconomics,vol. 38(Feb 1871),



devides FDI into horizontal and vertical . horizontal FDI usually occurs in
industries where product differentiation and oligopolistic power exist while vertical
FDI occurs mainly because the firms want to securc its raw materials or
intermediate products for its own operation in the home market.

In Buckley and Casson  opinion, the internalization of markets
across national boundaries leads to FDI, and this process is continued till the
benefits and costs of further | /:cequa]mduﬂrmurguﬁen:ﬁn
mhﬂ:wnﬂmnfmhybargmmgﬂbzwmm minimization of
i tirough transfer pricing and the ability to
‘Dfiﬁwmhmnmee.g. from administrative and

PP Vi WLC)
FDI A m Inﬂowsnf Fm@m:u{hmmmw
GDP, /=  Gross Domestic Product attime t
Y, = Yield from investment at time t
MLC, = Minimum Labour Cost at time t

2.2.3,The

securities, and financial derivatives-except when these transactions relate to the
direct investment to reserve assets components of the financial account. Both short-
characteristic of instruments classified as portfolio investment is that such
instruments are traded or tradable. That is, the instruments offer investors the

“Poter JBuckley and Mark Casson The Economic Theory of the Multinational
Enterprise. London:Momillan, 1985.



flexibility to shift, regardless of the underlying maturity of the instrument, invested
capital from one instrument to another. Portfolio investors are more concerned than
direct investors about rates of return that are independent of any influence investors
may have and about being able to move funds quickly if circumstances so dictate.

The Objectives of Portfolio Investment

Establishing portfolios *t(s{/;guhwdnala is the most diverse of
mveaunentsﬂmum 'Ihﬁunndimﬂfcirmmsm needs, and

Ter /wi lyJu their requirements, time horizons, risk
O‘Q}@mnfpmtfohummmum“ﬁ:
s sn%mhhmmkmdmmmhmﬂ:

= one objestive; to provide the largest pool of assets
&umwhnhﬂnuwmm&mexp&n&ﬁumwnmﬁmdm Since
Ih:ﬁ:hnmmgﬁm,huwcm mmm@émbwﬁﬂﬂrvﬂmd
mwﬂlhwﬁn mdwuhuwmhuﬁnu&-v}lhntﬂun'pmuhmmgpow
will be. m&mufnﬁﬂiuwmmmm vary in each case, based
upon the time horizon within which we have to work and the likelihood that the
portfolio will Enjpy & net cash inflew) of willl e |stbject % cash withdrawals. The
latter is a matter ‘Of liquidity. The' art ‘of portfolio management consists of nothing
more than selecting securities that fit within the time and cash flow constraints of the
mwhmmufhmmdemﬁnMHmﬂynvmma
constant theme.

Traditionally investors differentiate among four goals: current income,
growth in current income, capital appreciation, and preservation of capital. If viewed
rationally, however, all investors should want to achieve all four of these goals:
obviously, no one wants to lose money, while everyone wants to have as much as
possible. The problem is that most of the time circumstances deny investors

" Donald E. Fischer and R.J. Jordan Security Analysis and Portfolio Managemeat
Englewood Cliffs, N.JPrentice-Hall ,1893.



opportunity to achieve all four goals simultaneously. The search for capital gains
inevitably involves risk of loss of capital; assured income is seldom available with
opportunities for capital gains - high income is frequently associated with high risk.
Therefore, when the time horizon is short of when investors have to face cash
withdrawals from the portfolio, they lean toward assets with the greatest certainty of
income and capital value. As the time horizon stretches out into the future, and when
investors are adding to rather than withdrawing principal, they can live more
comfortably with uncertainty, /78

_gméﬂm&&vmmmuumbmof
s For these i

mﬂuw:ﬂmhbudgehd.‘ﬂ:ﬁmk?mlym to program. It should be
s i " : . mmmchmnmﬂucy
¥ paper, certificates of
deposit. and bankers acceptances- mw!mhﬂa:uﬁmdsmmﬁud.

Furtheimore, if the asééts have poor ‘marketability, such as residential
real estate or stock i a closely held business, Tiquidity needs should be estimated
especially carefully and funded gefierously.

2.Almost as important as risk and retumn in investment decision
making is time horizon. This is the investment planning period for individuals. It is
Hichly variihle from adividasl o idividial

As indicated in the discussion of life cycles, individuals who are early
in their life cycle have a long horizon, one which can absorb and smooth out the ups
and downs of risky combinations of assets like common stock portfolios. These
individuals can build portfolios of riskier assets and can use more risky investment
strategies.



Other individuals who are later in their lifetimes have a much shorter
horizon and should therefore tend toward less volatile portfolios, typically consisting
of more bonds than stocks, with the former of higher quality and shorter duration
(maturity/coupon combination) and the latter of higher quality and lower volatility.

taxes were an important modifier of ategy. High bracket investors should
consider investing the fixed income portiofi.of their portfolio in a diversified group
of municipal bonds if their taxable equivalent expecied retum exceeds that of taxable

3.Individuals are subject f}: wide range of marginal tax rates and

issues of equal risk. Thesc s#in¢ jnvasior no doubt will look to investing the equity
portion of their portfolios in. a ', group of stocks with large capital gains
components relative § ig:‘mm?ulpmhulﬂfﬁlh
4.The disgus auFrigsmmmdﬂummfmmt
investment decisions, the maji lmeemhtymihﬂpmbnbhvnlanhtymﬂ:pmof
the asset and, in icul J?dlpﬁhly}éhhvemthcp:mofﬂlsmﬂnrlypmuf
add
assets, =—— = "fd
Ehs -

Since everyone abviously wants to make as much money as
mmhmw;mmmgﬂdmmquf
loss. Mnmfﬁfmmmﬁmhwnﬁjm Even if the chance of
Inssmnmnﬂ,ﬂnowmumbemmg;mﬂumdwﬂmlmtmhn
avoid the risk altogether or must insure against it if it is unable to avoid.

Portfolio mmhmntmbeexphmdbyﬂ:ﬂnoryofpmﬁolm
uh@hundcwlopedbyhhrkuwm and Tobin . Markowitz views investor as a
risk-averter. In a given expected rate of return,Those will always prefer the
investment with minimum risk and in a given level of risk those will always prefer
the investment with maximum expected return. Markowitz assumes that the investor
considers an investment in terms of the probability distribution of its retum over a

: Harry M. Markowitz “Portfolio Slection.” Journal of Finanoe,vol. 2(1952):77-01.
James Tobin “Lisvidity Priference as Behavior Towards Risk™ Review of Econmomic
Studies, vol.25(1958):65-86.



fixed holding period, that his decisions involve only consideration of the expected
return and risk associated with and investment.

Markowitz showed that the variance of the rate of retum was a
meaningful measure of portfolio risk under a reasonable set of assumptions,and he
derived the formulas for computing the variance of a portfolio. This formula for the
variance of a portfolio not only indicated the importance of diversifying one
inmhnemstnmdmelhr.multhk/ olio, but also showed how to
effectively diversify. Thlhhwﬂzmw’_gbmadmuvﬂﬂw
mguﬂmgmmmummm#esmmmmmmumu

lduﬁﬂsnﬁngdfexpmdmnmmm

‘ one period expected utility, and their
utility curves demogsfrats diminishing marginal utility of wealth. Third, investors
cstimate the risk of thefpofifdliy i the basis of the variability of expected returns.

mhlybmnpwbdmﬂnnmdmk.mﬂrwmlny
curves are a functiog : _wﬁn-nmdmk,oftlmrtmmywrvumn

| and : variance(or standard deviation) of
el investors prefer higher retums to lower
pected retumn, investors prefer less risk to

more risk. S Vi
(A vy
Undw*thu: assumptions, a single asgev’of portfolio of assets is
mﬂnedhbee%mtifmnlhuuutnfpmﬁolmofuutsnﬁcmhghn
expected return with the same(or lower)risk, or lower risk with the same(or higher)
expected retur.

Thapplicaﬁmufpmﬂ‘uliomnd:ltomnd:mpoﬂfoliuﬂnmyhu
shumﬁnﬂm!&hoﬂusﬁyhmdmeﬂkofﬂnmbyﬂmifyhgm
pmﬁolwmﬂyltmhmmmmyumdmmnhnm&l JLevy and
Snmatmdﬂranmn]ﬂarkuwﬂzpmvﬂenpmmexphmfmﬂn
diversification of risk asset, but the degree of which divemsification can reduce risk

™ Herbert G. Grubel “Intornstionally Diversified Portfolios:Welfare Gains and Capital
Flows" mAmmRammua{mﬁaﬂm -1314.
™ Michael Samat and HLevy “International Diversification of Investment Portfolios.”
mm&mw'mlﬂﬂ(upnﬂﬂmu
W:Ill.m H.Brangson , Financial Capital Flows in the US Balance of Payments.
Amsierdam North Holland Puhhlin; Company,1968.



depends upon the comelation among security returns, If the retums are not
correlated diversification could eliminate risk. But if security returns are perfectly
correlated, no amount of diversification can affect risk. The international
diversification will be better. Grubel's study can explain international capital
from the traditional yield theory which is use only interest rate attracting to support
portfolmmushmtdacnml-lnlko ﬂmmﬁgmwﬂlhmluut

holdings in two countries is the capital movements. Thus, it
mpmaibhthntmmuhrm £oofiomic growth of one country causes
the rise of that country’s purchases of foreign assets and causes the

raie differentials remained at zero.

a8 one of variables in explaining portfolio
bﬂhuhnwadlhatmmgdumm interest rate

gawsuhm:mhanmhﬁonmmtm
mﬂlumnlmenm'emtﬂ:mihnofupmmd

SEA

i

!J..
The variables vlﬁ:ﬂmg abaé,;{im be written in portfolio investment
ﬁmﬁﬂn as. - ‘;,. . .«J-q.""-a —

Z—uz‘

|
. T

where:

PFI '= Inflows of Pertfolio Investment to Thailand

l.‘.'ildDP, = GmsaDmﬁchd:mammct

ARG Y nfial at time 't

y; = Yield from market investment at time t
2.2.4 Forcign Loans

Foreign loans are forms of foreign capital. They are, however,different
from other forms of capital because they are borrowed from foreign lenders to be
used in a debtor country, Through a specific contract between domestic borrowers



and their foreign lenders, the loans explicitly impose commitment or obligation on
the part of debtors to service their debts for a specific period of time . Unlike
foreign direct and portfolio investment, the lenders of foreign loans do not have
MWMﬁMMMﬁM’WHMM

Fomgnlumhum[km:mﬁumm&ﬁamgn

direct investment and portfolio foreign | ther variable is current trade
balance nfﬂnnmwwmm&:ﬁﬁsufbmhbebnhm'ﬂm:m

The function, of capital inflows cam be written-in each part as follows:

Foreign Direct Investment function

Reviewing the past studies which stated about factor affecting foreign
direct in investment above. The size of the market should be one of factors
because it can serve the investment. Furthermore, there should be factors which is
non economic aspects such as incentive to attract investment from abroad by
government . It may be seen in the form of tax reduction. Another factor affects in
determining investment abroad should be the government stability of the host

" Chel Koagchon,Thailand ‘s Perspective on Foreign Losns. BangkokThe Thailand
Dovelopment Rescarch Institte, 1995,
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country.Therefore, the function of determinants of foreign direct investment which
will be used in this study is:

FDI = §(GDP, ,y, ,POP,’ ,MW,,D1 D2)

where!
o
FDI Inflows of Fore Investment to Thailand.
GDP, Gross Domestic Prodi price at time t
y, 214 fron W t
MW, = unvin '
POP,” = at time t
DI = ion ;D1 = 1.if political shock,and D1 =
D2 = 2= 1 if exemption from tax,and

t:;'_ i
5
as

the same as yield from mvmﬂ;t.'llw ‘minin labor cost is in the unit of one

effects in f

deptmwd,:tml]m:hlghmkdhmﬂr. mmwmmm

AR AR IR N AR o v o

find out exchange rate effects to portfolio Investment. Thus,the function used in this
study will be

PFI = §GDP, ,r,° .y’ ,Er,,Di)
where:

PF1 = Inflows of Portfolio Investment to Thailand



3

{."i‘DPt = Gross Domestic Product at constant price at time t
I, = Interest rate differential at time t
Yy = Yicld from market investment at time t
ER, = Deviation of exchange rate at time t
D1 = Political situation ;D1 = 1 if political shock,and D1 = 0,
otherwise
The data of Gross io Product and Yield from market

investment are in the unit of millions of

9

%pﬂtltudyﬂmﬁmuunshuuldlhuhmﬂz

- beﬂ’eﬂ of exemption of tax in motivate
mahrmummpom&nurm:md this

| D
i
L

ER, = d:-ﬁiuhnofaxohm;emntu:met
D1 = Domestic political situation ;

D1 = 1 if political shock,and D1 = otherwise
D2 = Withholding tax ; D2 = 1 if exemption from tax,

and D2 = 0,otherwise

™ The domestic yields from loans will not be used to estimate becauss those yields can
not be collecied.
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Current trade balance is in the unit of millions of Baht because it can
be obtain from the balance value of export and import the same unit of yield.

2.4 Statement of Hypothesis
Hypothesis lordelumhnntuﬂ-‘ordq?lred. Investment

mm&bm&w«gmﬂmwanp)mmm
Dmlwmﬂ@hmhhmmmmnmednmm
MMW{ _mll how good situation of economic. This will
motivate the foreignd ebtment .On the other hand, if GDP  decrease,FDI

.-
4

—

relationship.If mmﬁc.fmlllp investors will increase their
investment and if

M&mqyﬁ:ﬂmﬂ decrease, FDI will increase

a,fa_‘

Pmmuwwmmlmmmpmm
relationship with FDI.The latge amount of population in the home country shows
mmmﬁmmwmpﬂmmmuur small
amount of populatiod, P

J

Minhmnmwmufﬂ:hmtopnmtryhuﬂnmpﬁwrehﬁomhipwhh
FDLIt can be shid that if the miinimuan labor st is 1ow;EDL: will be high and if the
minimum labor cdét is-high FDI will be 16w.

A Mw&hbkﬂ)ﬂ)uquhmm ﬁurpbﬁm-lmmﬁmluhnuldhaw
nmgﬂveu@.mm&nmwhuanhbkpom ﬂ:mmmrmﬂmmt
more and whenever the country has an political instability, the investors will not
have confidence to invest.

The second dummy variable (D2) is substitute for withholding tax on
interest and it should have a positive sign. Whenever government use this policy,it
will be the motivation for FDL.



Hypothesis for determinants of Portfolio Investment

Gross Domestic Product has a positive relationship with Portfolio
Foreign Investment. If GDP increases, it will attract more PFI in the country.On
the other hand,if GDP is decrease , PFI will decrease too.

Interest rate differential domestic and foreign rate has the
positive relationship with PFLIf the between domestic interest rate and
m@m:Muh;pmwmh@Mmhmtmwmﬁm
d:ﬂ'umnlmnlkrmw

| finves and yelds from investment have a
_Wmﬂnm&ﬂwﬂlmmm
o Mthmhamdmmmgmportl’oho
a ‘3:, 7

“investment and deviation of exchange rate should
hawapmlhvemhm"lf"&ma 4valqaofmhmg=ml=.mmhumm
portfolio will increase. = .

— —

'h‘.

| K e J "q__}u-

Dm@g?mnbk substitute fm'pommmnmmesm

wnhportfnhummﬁwntﬂ:muhlhm -.*'J

Hypothesis for determinants of Forelgn Loans.

The' difference between domestic and foreign interest rate goes in the
mduuﬁmwﬂhfm:gulumsﬁm:fﬂ:umahgqmmm
w@mmmmfhmmmumfm@
Ioammﬂdmmmﬂmiumamhenhumdﬁme:ﬂurdmucmfmmgn
sources.

Current trade balance which we can get from the difference between
export and import has a negative relationship with foreign loans or has a negative
coefficient. High positive in current trade balance shows that there is current trade
nmphulﬂumfnmfmignhmswiﬂbcinluwhwlﬂnth:mhnhmd,high
negative in current account balance shows that there is current trade deficit.



Foreign loans and deviation of exchange rate should have a positive
relation. If there is high value of exchange rate ,foreign loans will also increase.

Dummy variable substitution for political situation has a negative sign
the same as in the FDI and PFL Instability politic in the country cause the risk in
foreign loans so foreign loans will be contracted.

Dummy variable bt i wihholding tx on interet i forign
loans has positive sign. IF there is exemiption on the levying of withholding tax,it
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