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ECON3600  


 


TOPIC 8 - AUSTRALIA AND THE INTERNATIONAL ECONOMY – FOREIGN 


INVESTMENT 


 


 


There are three main ways in which a nation can interact with the rest of the world in a 


way that influences the aggregate level of economic activity in that nation – and hence its 


GDP, and the rate of growth of its GDP over time. 


 


(i) through the migration of people (either into or out of the nation)… people add 
to (or subtract from) both the demand for goods and services, and the supply 


of factor inputs (in the form of labour) into the production process. In 


Australian history (apart from short periods) the record has been one of 


immigration (i.e. the net movement of people to the nation).  


 


The effect of this – fairly obviously – has been to increase the level of GDP and the rate 


of economic expansion above the level it would otherwise have been. However, the effect 


that immigration has had on GDP per head, and the rate of increase in GDP per head 


(what we have been referring to specifically as economic growth) is less clearcut, 


depending on the effect of immigration has had on the relative rates of increase in 


economic expansion, and in total population, that it causes. 


 


This issue was the subject of an earlier topic. 


 


There are two other principal ways in which interaction with the rest of the world can 


influence the process of economic growth, namely via  


 


(ii) investment, via the flow of funds into Australia  
 


To the extent that inward foreign investment has implied the augmentation of domestic 


capital formation over and above what it would have been had there been sole reliance on 


investment decisions made within Australia (i.e. drawing on domestic savings alone) the 


consequence for the process of economic development is obvious. The other side of the 


coin of course is that a proportion of income generated within the domestic economy has 


to be paid overseas to the people who have funded overseas investment; and 


 


(iii) trade, whether in goods or services (i.e. a nation can buy and sell – import and 
export – both goods [or merchandise] and services [if it pays other countries 


for services such as transport or travel or if it receives payments from other 


countries for the provision of services such as tourism or education]. The trade 


in goods has historically been the more significant. 


 


Trade allows a country to concentrate its productive energies on those activities at which 


it is most efficient (or, less formally, which ‘it does best’).  
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This topic focuses on foreign investment. 


 


 


Some theory and principles 


 


The term investment refers, in economic theory, to the production of goods that can be 


used to produce other goods, and services. Such goods are referred to as capital goods. 


Hence the term capital formation is often used synonymously with investment (i.e. 


investment is the act of creating capital goods). 


 


(It should be noted that this contrasts with the way that the term ‘investment’ is popularly 


used – e.g. the purchase of an ‘investment house’ or a work of art. Such a purchase may 


only represent the transfer of ownership of an existing capital good, as distinct from the 


creation of a new one. Some economists prefer to emphasise the distinction by referring 


specifically where appropriate to ‘financial investment’.)  


 


The greater the amount of investment in any period the greater is likely to be the value of 


production in subsequent periods. (In Economics text books, when the concept of the 


Production Possibilities Curve is introduced this is often illustrated in terms of the choice 


between the current production of consumption vs. capital goods with the consequence of 


greater emphasis on the latter implying a greater ‘outward shift’ of the curve over time.) 


Accordingly decisions about investment (capital formation) have important consequences 


for the rate at which GDP increases over time (a country’s rate of economic growth). 


 


In macroeconomic terms (in a ‘closed’ economy) Investment (I) is funded by saving (i.e. 


that part of production and income that is not spent on (or does not consist of) 


consumption goods but, rather, capital goods). Acts of saving (by ‘savers’) create the 


supply of loanable funds, the demand for which comes from borrowers. Some borrowers 


seek funds to enable expenditure on consumption but most seek funds in order to 


undertake investment i.e. to enable capital formation. For this reason the market is 


typically referred to as the ‘capital market’. The price that is established in this market 


(that those who demand loanable funds pay and that those who supply loanable funds 


receive) is known as the ‘rate of interest’. The rate of interest may be thought of as the 


reward suppliers of loanable funds receive for saving some of their income rather than 


spending it on consumption. 


 


The supply of loanable funds comes primarily (in a closed economy, totally) from saving 


undertaken within an economy (i.e. from ‘domestic saving’). This supply may, however, 


be augmented by funds from outside the economy (i.e. from ‘foreign’ sources.) Because 


these funds generally lead to investment (capital formation) this is generally referred to as 


‘foreign investment’. 


 


(It should be noted explicitly, however, that ‘foreign investment’ does not necessarily 


lead to ‘investment’ in the strict economic sense i.e. to capital formation. The term may 


also encompass just a transfer of ownership of existing assets, including whole 
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companies. For this reason the contemporary debate about ‘foreign investment’ may 


often be about different issues.) 


 


 


Categories of foreign investment 


 


First up it should be noted that ‘foreign investment’ (FI) can imply both investment by 


foreigners in Australia, and ‘outward’ foreign investment (i.e. investment in other 


countries funded from saving in Australia). 


  


We may note (though we’ll only do so briefly) that in the last couple of decades a 


considerable amount of investment in other countries has been undertaken by Australian 


companies; (prior to this time, and to the process of financial deregulation, such 


investment was not permitted). ‘Outward’ foreign investment – not all of which has been 


very successful in that it has generated positive income flows – becomes a major theme 


in the economic history of Australia from the 1980s onwards.  


 


However, for the purposes of this course we will focus on the phenomenon that has had a 


significant impact on the course of Australian economic development for most of its 


history, namely investment in Australia which is based on overseas funds (i.e. ‘inward’ 


foreign investment). 


 


FI can be broken down into two major categories:  


 


o direct investment (often referred to as FDI [= foreign direct investment]); 
this typically has taken the form of a foreign corporation setting up a 


subsidiary to undertake manufacturing or mining activities in Australia; as 


such it usually implies real investment (capital formation) in such things 


as factories, plant and equipment; and 


 


o portfolio investment; this occurs when Australian companies borrow funds 
from overseas (the incurring of debt); the term can also describe the 


purchase of shares in these companies by overseas buyers (i.e. when 


equity is granted in exchange for funds) – though not sufficient to give the 


buyer any significant degree of control over the enterprise. 


 


The current generally accepted definition of foreign direct investment (FDI) includes the 


purchase of 10% or more of the shares of an enterprise by a foreign enterprise or person. 


Thus it encompasses the purchase of shares in a company that ‘reflects the objective of 


obtaining a lasting interest by a resident in one economy in an enterprise in another 


economy’. 


 


The critical difference between FDI and portfolio investment is thus whether or not there 


is transfer of control of assets and thus the way that assets are used in production. 
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Thus a wholesale transfer of ownership to a foreign entity implies direct investment; 


(even though the operation of the firm may be subject to the laws of the host country the 


assets pass to the ultimate control of the investing unit).  


 


By contrast, portfolio investment involves merely the borrowing of funds and simply 


amounts to entering an agreement to pay back the funds with whatever rate of interest is 


agreed. 


 


However, the line between direct and portfolio investment can be a bit blurred. Some 


portfolio investment (even where it is fairly minor) can imply some control being taken 


by the lender of funds. (This may occur for example if a financial institution places 


certain conditions on its loan.) Further, while the purchase of shares in a company (which 


as noted above comes under the heading of portfolio investment) does not generally 


imply control, there may be a transfer of control if the number of shares is large, the more 


so the purchase of shares approaches 100% (i.e. a full transfer of ownership or in popular 


terms, ‘a takeover’. This issue has been a matter of considerable public debate in recent 


decades (i.e. ‘Australian’ firms falling into foreign hands). The issue is complicated by 


(and concerns ameliorated by) the extent (if any) to which the transfer of ownership and 


control is accompanied by capital formation (takeovers in some cases leading to 


considerable investment which wasn’t being undertaken when the enterprise was 


‘Australian owned)’. 


 


 


There’s another major distinction that is also drawn. This is according to whether 


investment is undertaken at the initiative of governments (in which case it is referred to as 


public investment) or at the initiative of privately owned enterprises (private investment). 


 


The former is relatively simple. Firstly, it has come about almost entirely at the initiative 


of ‘home’ governments borrowing from other countries. These governments are then free 


to decide how they will spend the funds that are borrowed. Secondly, public borrowing 


has been almost entirely in the form of portfolio investment, where governments have 


borrowed funds (for example on the London capital market). Usually these funds have 


been spent on the creation of new capital goods (e.g. the building of railways) – though 


there have been instances where some, or a good deal, of borrowed funds have been used 


merely to pay the interest on funds borrowed previously. 


 


By contrast, private investment has been in the form of both direct and portfolio 


investment and has come at the initiative of both domestic enterprises and foreign 


enterprises. Moreover, the extent to which foreign investment has resulted in investment 


in the strict sense of the term (capital formation) varies. 


  


The study of foreign investment is thus a complex one. The aim of this topic, however, is 


simply to make a few observations about some implications of foreign investment for the 


process of Australian economic development.  
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Foreign investment prior to the 1930s…the major role of public investment 


 


In the nineteenth and early twentieth centuries, private investment (i.e. that undertaken by 


business enterprises) was mainly in the form of investment in the mining and, 


particularly, in the pastoral industries. It has already been noted that investment in the 


form particularly of fencing and improved water supply was a major source of the 


productivity increases that underpinned the high absolute level of GDP/person that 


characterized Australia in the nineteenth and early twentieth centuries. The period was 


also characterized by high levels of investment in building and construction, including 


residential investment. 


 


Part of this was funded by domestic saving out of the high levels of income made 


particularly from mining and from wool production. But part (in the case of both mining 


and the pastoral industry) was funded from foreign sources, particularly in Great Britain. 


The significance of this investment in the overall process of economic development – 


including the significance of the drying up of this investment at the end of the 1880s – 


has already been noted. 


 


But public investment – that undertaken by governments [part of the G in the standard 


formula for GDP… C + I + G + X] was also a critical element in Australian economic 


development. Up until 1930 this constituted about half of total investment (capital 


formation). Public investment consisted very largely of expenditure on what is in more 


recent times termed ‘infrastructure’ e.g. urban facilities and means of communication, 


particularly in the nineteenth and early twentieth centuries, railways. 


 


Indeed – in contrast to several other ‘new’ countries such as America – ‘the government’ 


in Australia was accepted as playing a large role in economic development generally. 


Government was accepted as having a key role in ‘opening up’ the country and leading 


development of industries, particularly those based on use of the land. This has given rise 


to the term ‘colonial socialism’ and, because the centrality of the role of government was 


accepted almost without question (without the ideological underpinnings attaching to 


socialism in later twentieth century contexts), to the label ‘socialisme sans doctrines’ 


subsequently coined by a French historian of Australian development. 


 


Some of this public investment was funded domestically. But overwhelmingly it was 


based on borrowing undertaken overseas. 


 


Accordingly, public investment, and the fact that this was overwhelmingly funded by 


borrowing from overseas (especially from Great Britain), plays a very large role in the 


process of Australian economic development in the nineteenth and early twentieth 


centuries. 
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There are a number of key (inter-related) aspects of this which exerted an influence over 


the course of Australian economic development: 


 


 the way in which governments spent this money (for example on building 
railways – and indeed it was on railway building that the majority of public 


money was spent); 


 


 the return that governments received on their investments (and in particular on the 
operation of the railways that they built); 


 


 the governments’ ability to repay the loans plus interest; and, in the light of this,  
 


 the willingness of overseas lenders (‘investors’) to continue lending. 
 


The 1880s and the 1920s were two particular periods in which large-scale government 


borrowing funded investment expenditure, notably on railways and on urban 


infrastructure. But this expenditure did not result in the returns – whether in the form of 


revenue received directly from the operation of railways or from taxes generally – 


necessary for governments, firstly, to service the debt that had been incurred and, as a 


consequence, to sustain both the willingness of Australian governments to keep on 


borrowing money and the willingness of overseas investors to keep on lending it. 


 


The reality of the economic situation in both cases – essentially the decreasing returns to 


investment in economic development based on rural industries (firstly in the case of the 


pastoral industry and then in the 1920s on the new agricultural-based rural industries) – 


and the drying up of the overseas funds which had sustained economic expansion in the 


1880s and 1920s beyond the point that was justified by the underlying economic reality 


were major explanations of the 1890s depression and the slide into depression that was 


occurring in the late 1920s before it got swamped by the world events in 1929. 


 


 


After 1930 


 


After 1930, and particularly after the Second World War, the situation changed.  


 


Public investment as a proportion of total capital formation in the economy fell. Whereas 


in the early twentieth century it had represented up to – and in some years just over – one 


half of total investment, it fell steadily to around 30% of the total in the second half of the 


century and came to follow or support private investment in setting the direction of the 


economy. 


 


Moreover, the public investment that was undertaken in the second half of the twentieth 


century was based to only a small extent on overseas borrowing. Indeed in the closing 


years of the century overseas borrowing fell to almost zero and in some years was 


actually negative as the public overseas debt was paid off.  
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So, in comparison to the nineteenth and early twentieth century, public investment, based 


on overseas borrowing, came to have relatively little influence on the course of economic 


development. 


 


By contrast, private investment (i.e. investment undertaken by private enterprise as 


distinct from governments) came to be relatively more important. 


 


And private investment funded from overseas sources increased as a proportion of total 


private investment; from only about 10% in the years just following the war to nearly 


double this by 1970 and more than 30% in the later years of the century. 


 


In summary, 


 


 private investment came to be of much more importance than public investment; 
and  


 


 investment funded from overseas (i.e. foreign investment) was of decreasing 
importance in public investment but of increasing importance in private 


investment. 


 


This was accompanied by a change in the nature of (now mainly private) foreign 


investment. 


 


In the 1930s and early post-WWII decades private foreign investment took the form 


principally of direct investment. In the 1950s and early 1960s, direct investment 


represented about 90% of the total.  


 


Up until about the mid-1960s this was directed overwhelmingly to the manufacturing 


sector of the economy. One of the main examples was General Motors building a car 


manufacturing plant to make Holden cars. 


 


This investment was a critical factor in the development of the manufacturing sector that 


underpinned the long boom.  


 


As a result, by the end of the 1950s about one-quarter of total manufacturing company 


assets in Australia were overseas-owned. Furthermore, this foreign ownership was 


concentrated in certain sectors of manufacturing. Several were two-thirds or more 


foreign-owned and some – motor vehicle manufacture was the outstanding example – 


being virtually 100% foreign-owned. 


 


After the mid-1960s foreign investment (in company with domestic investment) in 


manufacturing started to decline as manufacturing industry was starting to run into the 


difficulties that were subsequently to be spelt out in the mid-1970s by the Jackson 


Report. But the possibilities created by the large scale mineral deposits, particularly of 


coal, iron ore and bauxite, and the demand for these minerals from the booming 
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economies of Asia, notably Japan, meant that this was replaced by investment in the 


mining industry. This investment was needed to bring mines into operation and to 


actually mine the minerals.  


 


Foreign investment was if anything more critical to the development of the mining sector 


than had been the case with manufacturing. 


 


By virtue of the fact that foreign investment resulted in a significant proportion of capital 


formation, and hence of aggregate economic activity and employment, that would 


otherwise not have taken place it thus played a significant role in the long post-war boom. 


 


 


Policy towards foreign investment 


 


In the period up until about 1930, when public borrowing was the major basis of foreign 


investment, there was relatively little questioning of the wisdom of this – such was the 


need to ‘develop’ a new country – even when borrowing by governments was the source 


of major difficulties as it was in the depressions of the 1890s and 1930s. 


 


By contrast, after 1930, as foreign investment increasingly took the form of private 


investment, its desirability came to be more closely examined.  


 


However, for some decades, particular in these immediately following WWII, because 


foreign investment was of such obvious significance to the development of the 


manufacturing sector, policy towards it was benign, even encouraging. 


 


Whilst it was acknowledged that there were costs, or disadvantages, associated with 


foreign investment – including the increasing liability for the payment of dividends 


overseas and the fact that foreign investment implied increasing foreign ownership and 


the relinquishment of economic (and possibly even political) control – it was considered 


nonetheless that these were outweighed by the benefits. 


 


These benefits were considered to include not only the higher rate of investment than 


would otherwise have been possible but also the technologies and ‘know-how’ that 


accompanied it and flowed through to Australian industry generally. 


 


By the late 1960s, however, attitudes towards foreign investment began to harden, 


particularly where it involved simply a takeover of an existing Australian company. In 


such a case the costs – in terms of the loss of ownership and control – were seen to 


outweigh the benefits, especially if there was little actual real investment eventuating. 


 


In a famous case the government led by John Gorton effectively prohibited a foreign 


takeover of an Australian-owned insurance company (MLC Ltd) and, in a more general 


policy, limited the capacity of firms that were partly foreign-owned to borrow funds on 


local capital markets according to the proportion of Australian-held equity. In the early 


1970s another general measure – in the form of a Companies (Foreign Takeover) Act – 
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served to prevent takeovers of Australian companies which were considered to be 


contrary to the national interest, a measure that was strengthened by the Whitlam 


Government between 1972 and 1975. 


 


The attitude hardened even further as foreign investment was directed increasingly to 


mining. 


 


It was regarded as one thing for a foreign company (e.g. General Motors) to build a 


factory and start producing cars but another for a foreign company to come and exploit 


Australian natural resources. 


 


In the early 1970s the Whitlam Government was especially critical of the level of foreign 


investment, an attitude essentially maintained by the Fraser Government that succeeded it 


in 1976 despite the fact that a lower level of aggregate demand, including investment 


demand funded from overseas, was one of the characteristics of the period, explaining the 


lower rate of economic growth in the years after 1974. 


 


 A Foreign Investment Review Board (FIRB) was established to vet foreign investment 


proposals and served for some time in the later 1970s and early 1980s to restrict the 


amount of foreign direct investment. One of the guidelines the FIRB was given by the 


government, for example, was a so-called ‘50% rule’ in which proposals for investment 


projects were required to have no more than 50% foreign ownership. 


 


 


After about 1980 


 


Partly in view of the mounting criticism of investment which implied foreign ownership 


and control, and the policy just outlined, from the early 1980s portfolio investment 


became the most important category of foreign investment. 


 


This consisted largely of borrowing by Australian firms to support their activities. It 


attracted little interest from economists and policy-makers because it was considered 


essentially as a firm’s own business (in much the same way as borrowing by individuals) 


– whether funds came from within Australia or overseas was neither here nor there. 


 


But some portfolio investment very conspicuously just involved the takeover of existing 


Australian firms as distinct from a foreign firm setting up operations in Australia. The 


popular response to such investment – represented for example by the takeover of 


Arnott’s Biscuits – was very different to most of the direct investment of the 1940s and 


1950s – represented for example by General Motors establishing a car plant in Australia. 


During the 1990s there was indeed much criticism from popular commentators of the 


way in which Australia was being ‘taken over’ by foreigners. 


 


In fact such instances were relatively insignificant and FDI continued to be encouraged 


and welcomed by government for the net benefits that it was seen to bring, particularly in 


the context of the process of ‘globalisation’ and the fact that increasingly Australian firms 
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were undertaking investment overseas (a process of what is termed outward investment), 


doing so either by setting up subsidiary companies in other countries or simply taking 


over overseas companies. 


 


In addition to what could be considered as the ‘traditional’ benefit of foreign investment, 


namely that the capital formation that took place may otherwise not have occurred there 


were other reasons why inward FDI was looked favourably upon:  


 


 greater exposure to international technology;  
 


 the broader focus that global companies have to world markets; and 
 


 the way that foreign-based companies are an important channel through which 
Australian business can be integrated into global business networks. 


 


The FIRB (established in the 1970s) still exists, but for the last couple of decades the 


restrictions on foreign investment have been watered down and in practice there has been 


very little restriction on foreign investment as a result of government policy. 


 


The very fact that outward FDI now equals approximately one half of inward FDI and an 


increasingly ‘global’ rather than narrow ‘nationalistic’ outlook has come to prevail has 


also led to the issue fading from the radar. 


 


One of few exceptions to this generally welcoming attitude came in 2001 when the 


international company Shell attempted a takeover of Woodside Petroleum, a large oil and 


natural gas producer on the North West Shelf (albeit a company already two-thirds 


owned by a number of foreign companies, including Shell itself). 
 


The grounds for opposition (and thus the pressure on the commonwealth whose ultimate 


decision it was to permit or reject the investment) were essentially that the passing of 


ownership would entail the passing of control over how the massive resources – possibly 


one of the richest oil and gas deposits in the world – would be exploited.  


 


Specifically, if Shell gained control of the field the way it was feared that the extent to 


which, and the way in which, it would be developed – and hence the benefits that would 


accrue to Australia as a result of development – would take place in the context of Shell’s 


worldwide activities. 


 


On the other hand it was argued that disallowing the takeover would send a more general 


message that the Australian government did not welcome foreign investment. 


 


In the event the then Treasurer, while affirming that the government’s policy was to 


continue welcoming foreign investment, rejected the bid on the grounds that the control 


that complete foreign ownership would give could result in the project not being 


developed to its full capacity (exploitation of reserves in other countries being preferred) 


and Australian export sales thus not being maximised. 
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But the Woodside case was the exception rather than the rule. It’s likely that foreign 


investment, and the proportion of the country’s capital assets that are owned – and to 


some extent controlled – overseas will continue to increase, as indeed (in the process of 


globalisation) will the ownership and control of enterprises overseas by Australians. 


 


In recent years two issues relating to foreign investment have been matters of public 


debate. 


 


The first relates to the foreign funded purchase of residential real estate, some of which is 


existing and some new (the latter thus leading to (residential) investment in the strict 


sense of the term). While significant in some respects this will probably not have a great 


effect on the course of Australian economic development. Purchases of real estate are 


subject to FIRB approval. All applications are subject to what the FIRB describes as the 


‘overarching principle’ that foreign purchases will in fact be of (or lead to the 


construction of) new dwellings (i.e. result in capital formation). Non-residents are not 


permitted to purchase existing dwellings. Even with this restriction the demand from 


foreign investors is considered to be (at least partly) responsible for an increase in the 


price of real estate. In the context of a rapid rise in the price of real estate in some 


markets the issue became one of public debate and while highly significant in some 


respects is unlikely to become a major aspect of Australian economic history. 


 


Of more significance for the nature and course of Australian economic development in a 


larger sense is the likelihood of overseas buyers of Australian minerals (notably coal and 


iron ore) seeking to take larger ownership of mining companies already operating in 


Australia.  


 


Such actions will transfer ownership and hence alter the nature of the groups who are the 


beneficiaries of the production and income of these companies. However, as many of the 


existing owners of several mining companies already reside outside the country, this may 


not mean a greatly increased flow of income away from Australia.  


 


And increased foreign ownership may also lead to capital formation that would not 


otherwise have occurred. Indeed there may even be some direct investment in ‘new’ 


mining projects leading to the creation of production and income that, similarly, would 


not otherwise have occurred. 


 


But the most important consideration – and an issue likely to affect the long-term process 


of Australian economic development – is the transfer of control over the decision-making 


process within these companies that may follow from increased foreign ownership. Given 


that many are multi-national companies, this may create the same problems that were the 


concern of those who opposed the Woodside takeover early in the 2000s, namely that 


some decisions to produce – or perhaps not to produce – may be in the interests of the 


company but not those of the Australian nation and people.  
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