	INTERNATIONAL INVESTMENT AND�PRIVATE �� 


	CAPITAL FLOWS





International investment motivated by risk and return


*get additional amount of diversification with international portfolios








Risk is considered to be the variability of returns





Variance is the most common measure


*the deviation about the mean value





The return on a portfolio is a weighted average of the returns on the individual assets:





Rp = aRA + bRB





where


Rp = portfolio return


a,b, shares of portfolio devoted to assets A and B


RA, RB  = returns on assets A and B





Variance of portfolio return depends on variability of individual assets and how they covary:





var(Rp)= a2 var(RA)+b2 var(RB)+2ab cov(RA,RB)





where


var = variance


cov = covariance (the degree to which 2 assets move together)





Example


RA=.10	RB=.08  


var(RA)=.00605 var(RB)=.00545  cov(RA,RB)=-.004825





by combining both assets we earn a return between the two individual returns but can reduce the variance much below the variance of either asset:





Rp= .5(.10) + .5(.08) = .09





var(Rp) = .25(.00605) + .25(.00545) + 2(.25)(-.004825) 


            =  .0004625





Diversification eliminates nonsystematic risk - the risk unique to a particular firm or industry or country





Systematic risk - the risk present in all investment opportunities that can never be eliminated 


�
As wealth grows, expect capital flows between countries as investors seek to maintain desired portfolio shares in each country


*note that we expect two-way capital flows as wealth increases even with constant interest differentials








Home Bias  Why are portfolios not more diversified?





*taxes – unlikely


*transaction costs – yet more active trading in foreign securities


*gains are small – maybe foreign income fluctuations are smaller than we think


*information costs











Besides portfolio investment, direct foreign investment (the purchase of 10% or more of a foreign firm) is increasingly important as multinational firms grow


�
Why not simply buy shares in a foreign firm rather than start your own operating unit in a foreign country?


*foreign firm may not operate in the best interests of the investor while a foreign subsidiary would


*the domestic firm may possess superior skills or knowledge compared to foreign firms so the foreign subsidiary would earn a higher return


*appropriate the market








Capital flight (massive outflows of money) has frequently been an important problem for developing countries


*political and economic instability discourages investment


*stability and certainty of property rights encourages investment





Capital inflows


*good in helping finance infrastructure


*bad if appreciation of currency


*respond by


	contracting fiscal policy


	quotas and taxes on inflows


	liberalize international trade





�











 





 











