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Foreign investment and income
It is important in formulating a modelling reference case to recognise the distinction between the level of production in Australia (indicated by gross domestic product) and income flowing from that production (and from other sources) which accrues to Australians (indicated by net national income). The difference between these two measures reflects the net claim on Australian production falling to non-residents by virtue of foreign investment and other international financial transfers.

This chapter provides an overview of developments in foreign investment and income flows between Australia and the rest of the world. The chapter then outlines the foreign investment component of the modelling reference case. The associated changes in the terms of trade and goods and services trade with the rest of the world are discussed in chapter 11.
12.

 SEQ Heading2 1
Australia’s foreign investment and income flows in a balance of payments context
The main focus of Australia’s balance of payments transactions remains on merchandise imports and exports, which accounted for 41 per cent of balance of payments transactions (both credits and debits) in 2010‑11, down from 49 per cent in 1990-91. The share of services trade relating to ‘direct services’, such as transport, tourism, cross-border supply of business services and the provision of education services, has also declined over this period. 

While merchandise trade remains the single largest type of transaction in terms of balance of payments inflows and outflows, international capital flows and direct investment have increased in relative importance, notwithstanding the global financial crisis-driven turnaround in 2008‑09 (figure 12.1). Inflows of portfolio investment increased as a share of balance of payments transactions from an average of 13 per cent in the 1990s to 20 per cent in the 2000s and direct investment increased slightly from 6 to 8 per cent over this period. Portfolio investment outflows as a share of balance of payments transactions increased from 3 to 10 per cent, and Australian direct investment abroad increased from 4 per cent to 7 per cent of transactions.

Figure 12.

 SEQ Figure \* ARABIC 1
Australia’s balance of payments inflows and outflows,
1991‑92 to 2010‑11

Per cent
	Inflows (Credits)
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Source: ABS (Balance of Payments and International Investment Position, Australia, June 2011, Cat. no. 5302.0).

The increases in gross direct investment and portfolio income in balance of payments transactions reflect the increasing globalization of Australia’s capital markets, coupled with growth abroad and the commercial incentive for market access. Domestic and international reforms over the past three decades have also contributed to this development. These include major financial deregulation in Australia in the 1980s followed by ongoing pro-competitive financial and other economic reforms. Foreign direct investment (FDI) is one of the more stable forms of capital inflow because it typically involves a substantial commitment from the investor. Portfolio investment, in comparison, can be recalled relatively quickly and comes with no effective management control or necessarily lasting commitment. 

Trends in Australia’s direct investment

The economic reforms of the 1980s helped create a more open and outward looking environment for Australian businesses. In the decade leading up to these reforms, direct investment inflows were typically some four to five times greater than outflows. Since that time, foreign direct investment outflows have moved more or less in line with inflows. Recently, the growth in foreign investment associated with the mining boom has seen inflows grow ahead of outflows (figure 12.2).

Figure 12.

 SEQ Figure \* ARABIC 2
Australia’s foreign direct investment inflows and outflows,
1970 to 2011a
$ billion
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a The temporary decline in outflows in 2004‑05 coincided with the relocation of News Corporation from Australia to the United States.

Source: ABS (Balance of Payments and International Investment Position, Australia, September 2011, Cat. no. 5302.0).

Traditionally, foreign direct investment in Australia has been concentrated in the manufacturing sector (figure 12.3, right hand panel).
 Since the early 2000s, however, foreign direct investment in other sectors has increased in importance. In particular, the level of inward investment in mining has more than quadrupled and now exceeds that in manufacturing. The level of inward investment in services activities, including wholesale and retail trade and finance, has also increased substantially. 

With respect to Australian direct investment abroad, finance and insurance, mining and manufacturing remain the three largest sectors, although mining has also experienced the largest growth (figure 12.3, left hand side panel).
Figure 12.

 SEQ Figure \* ARABIC 3
Industry composition of the stock of Australia’s foreign direct investment, 2001 and 2010
$ billion

	Direct investment abroad
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	Direct investment in Australia
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Source: ABS (International Investment Position, Australia: Supplementary Statistics, 2010, Cat. no. 5352.0).

Australia’s direct and portfolio investment in a national context

Direct and portfolio investment by offshore businesses augments national savings to fund new investment activities. The economy-wide average for the foreign ownership share of industry capital has a historical average of around 20 per cent going back to 1960. This share has increased in recent years, averaging about 30 per cent during the 1990s and 40 per cent during the 2000s. Portfolio investment has been the larger portion of this offshore element (about two-thirds from 1989 to 2011), with the remainder from foreign direct investment (figure 12.4).

Figure 12.

 SEQ Figure \* ARABIC 4
Direct and portfolio investment as a share of Australian gross fixed capital formation, 1989 to 2011
Per cent
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Sources: ABS (Balance of Payments and International Investment Position, Australia, June 2011, Cat. no. 5302.0); ABS Australian System of National Accounts, 2010‑11, Cat. no. 5204.0).
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Towards a modelling reference case

Net national income in Australia depends on the income from Australian production that flows to Australian residents and foreign-sourced income that accrues to Australian residents. The MMRF model determines this flow of income by deducting the net claim of non-residents from domestic production (as reflected in the income account balance).

It is, therefore, important in formulating a modelling reference case to take into account the claim of non-residents on Australian production and how these claims might change over time. This requires assumptions about the distribution of income generated in production that accrues to domestic and foreign investors (which depends on assumptions about capital ownership and returns on non-equity (debt) investments). It also requires assumptions about investment income earned overseas and the nature of the securities generating that income (that is, equities or debt).
The approach used in MMRF to modelling foreign investment and income flows is set out in box 12.1.
Do not delete this return as it gives space between the box and what precedes it.
	Box 12.1
Modelling of foreign investment and net international income flows in MMRF

	The modelling of foreign investment in the Australian economy, Australian investment abroad, and the associated financial flows is highly stylised in MMRF.

To support this stylised modelling of international financial flows and investment income, the model database distinguishes between equity and debt, where:
· equity investment includes direct investment and portfolio investment in shares and other equity instruments; and
· debt investment includes bonds, deposits and other non-equity securities.
Level of foreign investment in Australia

The aggregation of these two components represents the level of net foreign investment in Australia. Changes in foreign investment are modelled by reference to changes in the current account balance — that is, Australia’s net borrowing from the rest of the world. In the model, the current account balance is determined by: 
· income from exports of goods and services less the outflows associated with importing goods and services (the trade account balance);
· net income from international investment (the income account balance); and

· international transfers such as foreign aid (net current transfers).
The level of foreign investment is denominated in Australian dollars, and does not take into account the effect of price and exchange rate effects. Equity investment is assumed to account for 35 per cent of the current account balance, with changes in debt investment being calculated as the residual. These changes are used to update the level of foreign equity and debt investment in the model database. 

Foreign investment income

Changes in net income from foreign investment are modelled as:

· changes in investment income on equity (such as dividends and reinvested earnings) — modelled as the gross flow of after-tax profit remitted overseas, which is determined by applying foreign ownership shares (table 12.1) to non-labour income for each MMRF industry, less any withholding and other taxes paid by non-residents, and
· changes in investment income on debt (such as interest payments) — modelled by applying an exogenous interest rate to the opening stock of net debt.

	

	


The important issue for modelling foreign investment and income flows in the modelling reference case is how they will change over the course of the projection period and whether the approach used in MMRF provides a sufficiently suitable approximation for assessing the impacts of COAG reforms.

The available data indicate that foreign investment — both inwards and outwards — has increased over time. At least in terms of the growth in foreign direct investment, which aligns quite closely with what is modelled in MMRF and consists of both equity and debt investment, the movement in inflows and outflows has been broadly similar over the last 40 years, except for the late 2000s, where inflows associated with the mining boom grew at a faster rate than outflows.

Given this relatively stable long-term trend between foreign investment inflows and outflows, the Commission has modelled changes in foreign investment in its modelling reference case using the standard relationships in MMRF.

While MMRF distinguishes between domestic and foreign ownership of capital, it does not distinguish the degree of management influence conferred by that ownership — that is, between direct and portfolio investment.

The relative level of funding of domestic capital through foreign equity investment is determined by these (fixed) ownership shares. Net borrowing (lending) requirements from the rest of the world that are not met through (net) equity investment are assumed to be met through debt (such as bonds, deposits and other non-equity securities).
Table 12.

 SEQ Table \* ARABIC 1
Foreign equity ownership shares by MMRF industry, 2005‑06

Per cent

	MMRF industry
	Share
	MMRF industry
	Share

	1.
Livestock
	20
	33.
Other manufacturing
	50

	2.
Crops
	20
	34.
Electricity generation: coal
	20

	3.
Dairy
	20
	35.
Electricity generation: gas
	20

	4.
Other agriculture
	20
	36.
Electricity generation: oil
	20

	5.
Forestry
	20
	37.
Electricity generation: hydro
	20

	6.
Fishing
	20
	38.
Electricity generation: other
	20

	7.
Coal mining
	40
	39.
Electricity supply
	20

	8.
Oil mining
	50
	40.
Gas supply
	20

	9.
Gas mining
	30
	41.
Water & sewerage services
	20

	10.
Iron ore mining
	20
	42.
Residential construction
	20

	11.
Other metal ore mining
	20
	43.
Non-residential construction
	20

	12.
Other mining
	20
	44.
Wholesale trade
	20

	13.
Meat products
	20
	45. 
Retail trade
	20

	14.
Dairy products
	20
	46.
Mechanical repairs
	20

	15.
Other food, beverages & tobacco
	20
	47.
Hotels, cafes & accommodation
	20

	16.
Textiles, clothing & footwear
	20
	48.
Road freight transport
	20

	17.
Wood products
	20
	49.
Road passenger transport
	20

	18.
Paper products
	20
	50.
Rail freight transport
	20

	19.
Printing
	20
	51.
Rail passenger transport
	20

	20.
Petrol
	20
	52.
Pipeline transport
	20

	21.
Other petroleum & coal products
	40
	53.
Water transport
	20

	22.
Chemical products
	30
	54.
Air transport
	20

	23.
Rubber & plastic products
	20
	55.
Services to transport
	20

	24.
Other non-metal mineral products
	20
	56.
Communication services
	20

	25.
Cement & lime
	20
	57.
Financial services
	10

	26.
Iron & steel
	40
	58.
Ownership of dwellings
	0

	27.
Alumina
	60
	59.
Business services
	10

	28.
Aluminium
	60
	60.
Government administration & defence
	0

	29.
Other non-ferrous metals
	20
	61.
Education
	0

	30.
Metal products
	30
	62.
Health
	0

	31.
Motor vehicles & parts
	50
	63.
Community services
	0

	32.
Other equipment
	20
	64.
Other services
	20


Shares are constant across States.
Source: MMRF database.
�	The ‘stock’ of FDI is a measure of all such investment at a point in time. It reflects the accumulated effects of all previous FDI activity and the effects of exchange rate changes and other revaluations on the value of FDI. Stock data abstract from the substantial year to year variation that occurs in annual ‘flow’ data.


� 	Net national income also takes into account depreciation of the capital stock.
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