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The historiography of foreign investment in the four decades before World War I routinely classifies German (and also French) capital exports as “politicized”, by contrast with the market-oriented flow of funds from London (Feis 1930, Fishlow 1985). This literature emphasizes the differences in institutional frameworks and regulatory settings between European markets to distinguish between two models of foreign investment: “developmental” and “revenue finance.” Investment of a “developmental” kind was mainly the province of British investors, who benefited from a fairly deregulated market setting and superior financial technology to invest their savings in the most promising outlets abroad. On the contrary, “revenue finance,” as practiced by France and Germany did not chase after positive “fundamentals” in the emerging economies of the time. Instead, it was mainly lured by government loans raised to finance wars, military buildup, current expenditure or other “unproductive” aims. These more risky securities offered high yields in the short-run, and were often introduced and promoted in the Continental markets with the connivance or active support of the governments in lending countries.

Although it is undeniable that a measure of political intervention did condition the direction of foreign investment, this interpretation may be questioned. In a period remarkably characterized by low levels of regulation of international capital movements, the implicit hypothesis that more ‘politicized’ financial centers could compete with more `market-based' ones seems contrived. Dissatisfied domestic investors always had the easy alternative of investing their capital through the agency of a foreign financial center, as London.

Until recently, the only available database of pre-1914 foreign investment covered British capital exports since 1865 (Stone 1999). In the absence of other comparable databases, the literature has exclusively drawn inferences from British data, or from the comparison of aggregate stock measures available for a few dates (often only one, as 1914). Instead, this paper brings new empirical evidence to bear on the question of what were the determinants of European capital exports up to 1913. For that purpose, I compiled a comprehensive dataset of German capital exports between 1883 and 1913. This allows me to compare the patterns of “British” and “German” capital exports, and, hence, to test the conventional view about the distinctive nature of British investment. The results of this analysis are also relevant to research on the patterns of foreign investment in since the 1970s (Taylor and Sarno 1997, Alfaro, Kalemli-Ozcan, and Volosovych 2005).

Following up on Clemens and Williamson (2004), I try to identify the pull factors of foreign investments negotiated in Great Britain and Germany. Three main classes of variables were tested as determinants of capital imports: political conditions in recipient countries, measures of long-term prospects of growth, and institutional characteristics.

The empirical analysis shows that German capital flows responded to long-term prospects of growth of recipient countries (“fundamentals”) as much as British investment. It is hardly counter-intuitive to imagine that German investors were as savvy as their British counterparts, and that German capital markets and German banks tried to compete with their British competitors in placing the most promising issues of foreign securities. This suggests that the sharp distinction in the literature between “developmental” and “revenue” finances is probably a figment of the absence of detailed data on capital flows. In this limited information set, “European” investments automatically become “unproductive”, whereas North American or Australasian applications are necessarily “developmental.”

On the contrary, the results imply that the identity of the lender mattered not so much through the degree of political suasion on foreign investment, but because the hierarchy of pull factors differed between German and British flows. Natural resources mattered more than demographic variables (growth rate and education levels of population) to attract European investment. Next to them, monetary stability also played a prominent role and, in the German case, the quality of domestic political institutions and the colonial affiliation of recipient countries. The latter underscores the conclusion, also reached in studies of contemporary capital flows, that the long-run economic potential is not enough to attract foreign capital, in the absence of supportive political and economic institutions.
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