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US International Financial Flows
and the US Net Investment Position
New Perspectives Arising from
New International Standards

Christopher A. Gohrband and Kristy L. Howell

8.1 Introduction

The recent global financial crisis was precipitated in part by an inade-
quate understanding by regulators and policymakers of the size and scope
of risks undertaken by financial market participants around the world.
These events have drawn attention to gaps and limitations in aggregate
statistics for financial flows and positions, particularly for the purpose of
international comparisons. Although data gaps are, as the International
Monetary Fund (IMF) points out, “an inevitable consequence of the on-
going development of markets and institutions,” they become more appar-
ent when the “lack of timely, accurate information hinders the ability of
policymakers and market participants to develop effective responses” (IMF
2009, 4). In addition, some economists believe that policy responses might
have been better informed if macroeconomic aggregate statistics that were
fully integrated with more detailed data on the composition of financial
asset and liability flows had been available.! With this in mind, several inter-
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1. See, for example, Eichner, Kohn, and Palumbo (chapter 2, this volume), Bosworth (chapter
1, this volume), and Palumbo and Parker (2009).
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national organizations, including the IMF and the Organisation for Eco-
nomic Co-operation and Development (OECD), have undertaken efforts to
address data gaps in financial information and to improve the comparabil-
ity of external account statistics across countries.

One step that will help to close some of the information gaps is the timely
implementation of recently updated international standards for the compi-
lation of international economic accounts, in particular, the sixth edition
of the IMF’s Balance of Payments and International Investment Position
Manual (BPM6) released in 2009.2 This revision of the BPM was undertaken
partly in response to the product innovation and rapid growth in financial
markets since the standards were last updated in 1993. Extensive recom-
mendations for the presentation of financial transactions and the greater
prominence placed on the international investment position in BPM6 will
result in more informative international accounts that meet international
recommendations made in the aftermath of the financial crisis.

The US Bureau of Economic Analysis (BEA) produces the US balance of
payments (BOP) and the US international investment position (IIP), as well
asrelated statistics on direct investment and the operations of multinational
companies.’ The US BOP accounts summarize the economic transactions
between the United States and the rest of the world during a specific time
period, while the US IIP shows the value of US claims on nonresidents and
US liabilities to nonresidents at a given point in time. The BOP consists
of a current account, which reports flows of goods, services, and income;
a capital account, which reports capital transfers and other nonfinancial
transactions; and a financial account, which reports transactions in finan-
cial assets and liabilities. International accounts statistics are important for
understanding the role of an economy in the international financial markets,
for evaluating the impact of globalization on the domestic economy, and
for examining the changing nature of international investment over time.
However, the usefulness of the US international accounts is limited by the
current presentation of the statistics.

In this chapter, we describe a planned restructuring of the financial ac-
count in the US BOP and the US IIP to align their presentation and under-
lying concepts more closely with the international standards recommended
in BPM6.* The BEA’s new presentation will place greater emphasis on the
composition of financial flows and positions in terms of functional cate-

2. IMF (2009).

3. The US balance of payments accounts are also known as the US international transac-
tions accounts.

4. The BEA is also using the fourth edition of the OECD Benchmark Definition of Foreign
Direct Investment (BD4) (OECD 2008) as a source of guidance for the international accounts.
The BPM6 and BD4 are consistent in their approach to direct investment statistics. The BEA
first introduced its plans and strategy for implementing BPM6 and BD4 and making other
improvements to the international economic accounts in Howell and Yuskavage (2010). Up-
dates were provided in Howell and Howenstine (2011), Howell (2012), and Howell and West-
moreland (2013).
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gories such as direct investment and portfolio investment, on the types of
instruments and maturities comprised by investment within these categories,
and on the broad sectors of both US creditors and debtors. We also pro-
vide experimental statistics that are reorganized according to the new inter-
national guidelines.

We then explain some of the benefits of the transformed US BOP and
IIP statistics in a section on cross-border rates of return on investment. We
show that the restructured BOP and IIP statistics can also provide better
information on analytical issues addressed in the international economics
literature. Because only limited information on time series for capital gains
and losses have been available in the IIP, researchers have found it challeng-
ing to estimate rates of return on detailed cross-border investment posi-
tions using BEA statistics. Differences in assumptions have led to different
conclusions by researchers using these statistics. To fill this information gap,
we present rates of return measures based on previously unpublished time
series for capital gains for major types of investment including: direct invest-
ment, long-term portfolio debt, and portfolio equity. Results demonstrate
that there are considerable benefits to data users from adopting the new
presentation and providing more detailed data. The chapter concludes with
a progress report on recent initiatives to make the international accounts
more detailed and more timely.

8.2 A New Presentation of the Balance of Payments
and International Investment Position

The reorganized presentation of the financial account of the BOP and of
the IIP provides a uniform classification of international transactions and
positions, with greater comparability between the US accounts and those
of other countries that follow the international guidelines.

Tables 8.1 and 8.2 present experimental statistics for the new presenta-
tion of the U.S. BOP and the IIP based on a reorganization of currently
published statistics according to the new international guidelines.’ Tables
8.3 and 8.4 present the new presentations for the financial account of the
BOP and for the IIP alongside the existing presentations to give a prelimi-
nary indication of how the structure of the accounts will be changed in the
new presentation.

8.2.1 Balance of Payments

The proposed new presentation of the financial account of the BOP is
presented in table 8.3 (right panel), alongside the existing financial account
presentation (left panel). In the new presentation, transactions are arranged

5. The BOP tables also reflect planned changes to the current and capital accounts. With
the exception of changes to the primary income account (within the current account), which
correspond to changes to the financial account, the changes to the current and capital accounts
are outside the scope of this chapter and will not be discussed here.
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246 Christopher A. Gohrband and Kristy L. Howell

first according to whether they represent a change in an asset or a liability
position, and then according to four major functional categories: direct in-
vestment, portfolio investment, other investment, and reserve assets. Trans-
actions in a fifth major functional category, financial derivatives, are shown
on a net basis because the source data on the gross flows are not available.

These functional categories are intended to “facilitate analysis by distin-
guishing categories that exhibit different economic motivations and pat-
terns of behavior” (IMF 2009, 99). They capture the diversity of situations,
motivations, and behaviors at work in the financial world. Direct invest-
ment recognizes that enterprises seek profits through long-term influence
or control of other enterprises. Portfolio investment captures the behavior
of investors trading negotiable instruments and altering their portfolios to
meet a variety of objectives ranging from capital preservation to aggressive
growth. Other investment encompasses yet another distinct set of activi-
ties including the bank payments settlement system and financial interme-
diation through financial institutions that offer deposit and near-deposit
investment instruments as well as credit via loans and similar instruments.
Reserve assets are a unique category of assets controlled by monetary
authorities and used to meet balance of payments financing needs and
to implement exchange rate policies, and as such, are classified separately
from assets held by other entities. Financial derivatives include a variety of
instruments that are used to trade risk in financial markets.

Within each of the functional categories, transactions are further disag-
gregated according to instrument classification. For example, direct invest-
ment and portfolio investment transactions are separated into debt and
equity components. Some information on transactions by sector and by
original maturity is also provided within functional categories. This uni-
form presentation of changes in assets and liabilities is preferable to the
existing structure of the US financial account because it allows users to
more easily compare similar transactions for assets and for liabilities. For
example, statistics on foreign investment in US portfolio securities can be
easily compared with those on US investment in foreign portfolio securities
to gain insight into the relative risk preferences of these investors. Under
the existing structure of the financial account, which arranges transactions
according to the US sector for assets, and the sector of the foreign counter-
party for liabilities, and then by a mix of reporter types and instruments,
these comparisons are much more difficult.

In the new presentation, more detail is presented in the primary BOP
table. Additional breakdowns by instrument, sector, and maturity will be
provided by BEA in underlying detail tables organized by the functional
categories and standard components of BPM6. Users will be able to drill
down into the greater detail and compare asset and liability transactions by
functional category, by instrument, and other characteristics. Some detail in
the current presentation that is not found in BPM6, such as a delineation of
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liabilities according to the sector of the foreign counterparty (i.e., whether
the counterparty is a foreign official agency or a private foreign resident) will
continue to be published in supplemental tables because this information
still has value to users.

In addition to the reorganization of financial account transactions, a
new definition and presentation of direct investment is also introduced in
the new BOP presentation. Historically, direct investment has been pre-
sented according to the “directional,” or net, basis—that is, according to
the direction of the direct investment relationship; for example, US direct
investment abroad and foreign direct investment in the United States—as
recommended in previous international guidance. On a directional basis,
transactions related to debt investments of foreign affiliates in their US par-
ents (known as reverse investment because they represent financial obliga-
tions, or liabilities, of the parents) are subtracted from transactions related
to debt investments of US parents in their foreign affiliates, which are finan-
cial claims, or assets, of the parents. The net transactions are included in
the financial account as US direct investment abroad. A similar treatment
is used to derive net transactions for foreign direct investment in the United
States.

In contrast, in the new presentation direct investment is presented on
an “asset/liability” basis, which is the basis recommended by the new stan-
dards.® In the asset/liability basis, debt claims and liabilities of related entities
are not netted. Instead, all debt claims of US parents and US affiliates on
their foreign affiliated counterparties are reported as gross amounts under
direct investment assets. Likewise, all debt liabilities of US parents and
US affiliates to their foreign affiliated counterparties are reported as gross
amounts under direct investment liabilities (table 8.3, right panel, lines 78—80
and 107-109). Although direct investment statistics on a directional basis
are useful for understanding changes in foreign ownership and control, the
presentation of direct investment on an asset/liability basis facilitates com-
parability between the international accounts and domestic financial and
balance sheet statistics.’

6. The directional principle has not been entirely displaced by the asset/liability basis. For
presentations of direct investment vis-a-vis a single partner country (bilateral statistics) the
fourth edition of the OECD Benchmark Definition of Foreign Direct Investment recommends
using the directional principle.

7. In the new presentation, direct investment statistics are presented on an asset/liability
basis to the extent possible given the available data. To achieve this, reverse intercompany debt
transactions have been reclassified from a directional basis to an asset/liability basis. However,
BEAs direct investment data collection system is not designed to fully capture reverse equity
investment or investments between certain related enterprises (“fellow enterprises”) that BPM6
defines as direct investment. Reverse equity investment transactions and some transactions
among fellow enterprises are commingled in source data from the US Department of the
Treasury and cannot be separately identified. Therefore, the asset/liability basis can only be
approximated using currently available source data. For further discussion, see Howell and
Yuskavage (2010) and Howell (2012).
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8.2.2 International Investment Position

The proposed new presentation of the IIP, shown in table 8.4 (right panel)
alongside the existing IIP presentation (left panel), uses the same functional
categories introduced in the new BOP table and presents direct investment
according to the asset/liability basis. The presentation of the IIP thus mirrors
that of the financial account of the BOP.

Unlike the BOP the existing presentation of the US IIP does not include
underlying detail tables, so much of the detail on instrument and maturity
that is shown in the new table was not previously published. For example,
details about short-term instruments, which are needed to construct port-
folio investment according to international standards, are not currently pub-
lished.® The new IIP presentation also represents a significant improvement
in the accessibility of these statistics because they are now provided in a
consistent time series in one table.

In the ITP, direct investment is presented with equity valued at both cur-
rent cost and market value. The current-cost and market-value methods are
two methods used by BEA to revalue direct investment equity positions from
historical cost to current period prices. The current-cost method revalues
parent companies’ shares of their affiliates’ investments in tangible assets—
plant and equipment, land, and inventory—using a perpetual inventory
model, general price indexes, and current replacement cost, respectively.
The market-value method revalues historical cost direct investment equity
positions to current period prices using the relationship between the book
value and the current stock market price for portfolio investment securities.’

Debt is valued at the reported book value for both measures in the IIP.
Unlike the current presentation, the new IIP presentation reports the equity
and debt components of direct investment separately. Previously this split
was shown only in direct investment tables published annually (in the
September issue of the Survey of Current Business) and only at historical
cost. The introduction of separate equity and debt components of direct
investment at both current cost and market value is in response to frequent
requests from customers.

8.2.3 Underlying Detail Tables

Underlying detail tables that provide additional analytical information,
including detail on sector and maturity, on components of the balance of
payments—such as portfolio investment, direct investment, and income—will
also form part of the new presentation of the international accounts. As ex-
amples of detail tables, table 8.5 provides information on portfolio investment

8. Short-term securities are those with an original maturity of one year or less.
9. For more information, see Landefeld and Lawson (1991)
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transactions, and table 8.6 provides information on primary income trans-
actions.

Table 8.5 provides a good illustration of the benefits of the new symmetri-
cal presentation of assets and liabilities. Statistics on portfolio investment
are presented by instrument in section A of the table, with total equity and
short-term and long-term debt transactions and positions separately iden-
tified. The new presentation allows users to observe total foreign portfolio
investment in US securities in a single table; transactions of foreign official
and private foreign investors are combined. A comprehensive view of short-
term debt, which was previously commingled with other banking instru-
ments in the US international accounts, is important for understanding the
investment activity leading up to and during the financial crisis.

Table 8.5 shows that foreign demand for long-term US securities, espe-
cially corporate debt, was very strong in 2006 and 2007, partly as a result
of the sale of securitized US mortgages and other assets to foreigners. Resi-
dents of the United States also purchased significant amounts of long-term
foreign debt and equity.

The intensification of the financial crisis in 2008 brought about significant
changes in patterns of cross-border portfolio investment. Investors in the
United States moved out of foreign securities as reflected in a shift from net
purchases to net sales. Foreign investors moved out of most types of corpo-
rate and agency debt and purchased short- and long-term US Treasury debt
in record amounts (table 8.5, lines A16 and A21).

In 2009 and 2010, US demand for foreign securities recovered, although
it was tempered in 2010 by the rise of the debt crisis in Europe. The continu-
ing concerns over European sovereign debt have kept foreign demand of US
Treasury securities strong and net foreign sales of US corporate and agency
debt have continued.

Table 8.6 provides additional information on primary income flows be-
tween US and foreign residents, including investment income and compen-
sation of employees. Investment income is classified similarly to financial
account transactions and positions; that is, according to the same functional
categories (direct investment, portfolio investment, other investment, and
reserve assets) and then by the type of income (income on equity and interest
income). This parallel presentation of income in the BOP and positions in
the IIP facilitates the calculation of rates of return by type of instrument.

8.3 [Evaluating Rates of Return on Cross-Border Investment

To demonstrate the usefulness of the additional detail and the parallel
presentations planned for income and positions in the BOP and IIP, we are
introducing previously unpublished data in this chapter, providing a new
perspective on the differentials in rates of return on US investment abroad
and foreign investment in the United States from 1990 to 2005.
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Research into differentials in rates of return between US investment
abroad and foreign investment in the United States has led to a range of
conclusions. Some researchers have found that the United States enjoys a
significant advantage in investment returns. Based on an average of three
earlier studies, Curcuru, Dvorak, and Warnock (2008) report a differential
of around 3 percent more per year on US investment abroad compared to
foreigners’ investments in the United States. Based on their own estimates,
Curcuru, Dvorak, and Warnock find that the differential for 1990-2005 for
all types of investment was about 1.0 percent, mainly attributable to the
differential in income yields on direct investment.'® Curcuru and Thomas
(chapter 7, this volume) find a slightly higher average differential of 1.4 per-
cent for all types of investment over the period 1983-2010, which they at-
tribute entirely to a 5.6 percentage point gap between returns on US direct
investment abroad and foreign direct investment in the United States.

The calculation of rates of return for components of the US interna-
tional investment position has been hindered by a lack of publicly available
detail on revised valuation adjustments for the components. Although BEA
publishes detailed time-series statistics of investment positions and related
financial flows and investment income, BEA has not published detailed time-
series statistics identifying changes in investment value (valuation changes)
due to price changes, exchange rate changes, and other (statistical) changes
for components of US-owned assets abroad or foreign-owned assets in the
United States.!' In this chapter, we draw on a previously unpublished series
of revised valuation adjustments (table 8.7) to clarify the rates of return from
capital gains implied by price and exchange rate changes for components of
investment relative to annual investment positions.

Table 8.7 provides annual time series from 1989 to 2009 of investment
positions, changes in investment positions due to price, exchange rate, and
other changes, and income accrued on investment for inward and outward
investment by four major components of investment. The major compo-
nents are direct investment, portfolio investment in long-term debt securi-
ties, portfolio investment in equity securities, and all other investment in
short-term securities, bank deposits, trade credits, and similar instruments. '?
Using these time series we compute estimates for the total rate of return, the
rate of return from income accrued, and the rate of return from capital gains.

10. The BEA has addressed rates of return on direct investment in two articles in the Survey
of Current Business: Landefeld, Lawson, and Weinberg (1992) and Mataloni (2000).

11. Since this chapter was first presented, the BEA has begun publishing revised time-series
statistics disaggregating the year-over-year change in the IIP into financial flows, price changes,
exchange-rate changes, and other changes beginning with the year 2003. Prior to the June 2012
release of the US IIP, this disaggregation was only published for the most recent year. See the
link for “Changes in yearend positions” at http://www.bea.gov/international/index.htm#IIP.

12. In the new presentation, all income and IIP tables will be organized by common func-
tional categories, providing a clearer and more precise relationship between income statistics
and underlying position statistics.
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The calculation of capital gains explains much of the difference in results
of different studies of rates of return. The computation methodology for
computing rates of return (the total rate of return and its two components,
income return and capital gains return) is summarized in the following equa-
tions:

(1) RTOT, = (INC,+ PRCHG, + XRTCHG,)|AVGPOS,,
) RINC, = (INC)IAVGPOS,,
3) RKG,= (PRCHG, + XRTCHG )| AVGPOS,,

where RTOT, is the total rate of return for year #; RINC, is the rate of return
from income for year t; RKG, is the rate of return from capital gains or losses
for year t; INC, is income for year t; PRCHG, is the change in the invest-
ment position caused by a change in price for year t; XRTCHG, is a change
in the investment position caused by a change in exchange rates for year ¢;
and AVGPOS, is the average investment position for year ¢, computed by
taking the average of the investment position for year ¢ and the investment
position for year ¢ — 1.

Price changes and exchange rate changes from table 8.7 are included in
our measure of capital gains because these changes affect the value of assets
held by investors in a given year. “Other changes” from table 8.7 are excluded
because these changes in value do not accrue to investors over the year. They
instead indicate that assets in a particular account were found to be larger
or smaller at the end of the year for statistical reasons that do not reflect
return to investors.

“Other changes” are changes in position that cannot be attributed to price
changes, exchange rate changes, or financial flows. Often, “other changes”
reflect changes in IIP positions from series breaks in the underlying data. For
example, the introduction of new derivatives data caused “other changes”
for US assets abroad and foreign assets in the United States to be very large
in 2005. That “other changes” are statistical in nature and do not belong in
measures of investment returns does not make them unimportant. “Other
changes” have had a significant impact on the international investment posi-
tion over time. Because any revision to positions automatically generate
price and exchange rate changes in the methodologies used to compile the
IIP, it is unlikely that significant price or exchange rate changes have been
erroneously included in “other changes.” It is far more likely that financial
flows have been commingled with statistical changes in the “other changes”
category. This has happened when surveys of positions caused revisions to
position estimates, but surveys of transactions did not detect the transac-
tions that caused the revisions to positions. The unexplained changes in posi-
tions could not be attributed to financial flows, price changes, or exchange
rate changes and were classified as other changes.

Rates of return based on the table 8.7 time series are presented in table §.8.
The difference between total returns on US assets and total returns on US
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Table 8.8 Rates of return on investment (1990-2005)
Claims (%) Liabilities (%) Difference (%0)
All asset classes
Total return 7.6 6.1 1.5
Yield 5.0 3.8 1.2
Capital gains 2.6 2.3 0.3
Direct investment at market value
Total return 10.2 6.8 34
Yield 6.9 2.1 4.8
Capital gains 32 4.7 -1.4
Long—term debt
Total return 7.7 6.4 1.3
Yield 7.0 6.3 0.6
Capital gains 0.7 0.0 0.6
Equities
Total return 8.5 10.3 -1.9
Yield 2.5 2.1 0.3
Capital gains 6.0 8.2 2.2
Other assets
Total return 4.3 39 0.4
Yield 4.2 39 0.3
Capital gains 0.1 0.0 0.1

liabilities is 1.5 percent as compared to 1.0 percent from Curcuru, Dvorak,
and Warnock for the same time period (1990-2005). Most of the difference
between our results and those of Curcuru, Dvorak, and Warnock is attrib-
utable to capital gains. This study’s difference in capital gains is 0.3 percent,
whereas Curcuru, Dvorak, and Warnock found a difference of zero. The
total return differences reported in this chapter lie between those found by
Curcuru, Dvorak, and Warnock and by those studies reported by Curcuru,
Dvorak, and Warnock averaging 3 percent.

The largest of the total returns differentials between claims and liabilities
is for direct investment at 3.4 percent, where the differential for income yields
is partly offset by a negative differential for capital gains.'3 As noted also by

13. Direct investment at market value is used to derive the results in this chapter. The inter-
national standards for compiling the international investment position recommend the market
value of direct investment as the preferred valuation. Positions for equity and debt securities
are also presented at market value. The BEA publishes three valuations for direct investment
(available at http://www.bea.gov/international/index.htm#iip). These three valuations are mar-
ket value, current cost, and historic cost. Historic cost is also known as book value.

If the rates of return were recalculated using either current cost or historic cost, capital gains
would be much lower because, unlike the market value, these valuations are not influenced much
by equity prices, which tended to raise asset valuations from 1990 to 2005. Also, the differential
for income yields on direct investment would still be large. A refinement of this study would
utilize different measures of income from direct investment that would reflect different valua-
tions of the direct investment positions when measuring income yields.
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Curcuru and Thomas (chapter 7, this volume), total returns differentials for
other investment categories show little evidence of a significant advantage
for US investors. The differential for long-term debt is 1.3 percent, for equi-
ties it is —1.9 percent, and for other types of investment it is 0.4 percent.

8.4 Progress Report on Initiatives to Improve the International Accounts

Improved source data will be needed to make the new international ac-
counts presentation as complete and accurate as possible. Some new source
data have already become available and discussions are taking place to make
changes to collection procedures for other source data. Several lines in the
proposed tables discussed earlier are denoted “not available” (n/a) because
the required source data are not currently available. In many cases, the trans-
actions for those lines are included elsewhere in the accounts but we are
not currently able to present the transactions separately. For instance, some
financial flows related to insurance companies’ liabilities to their customers
are included indistinguishably with other changes in liabilities and cannot be
reported under the new instrument category “insurance, pension, and stan-
dardized guarantee schemes.” Howell and Westmoreland (2013) describe
several of these improvements that are still under study.

The BEA has been working with the US Department of the Treasury to
introduce revisions in monthly, quarterly, and annual data collected through
the Treasury International Capital (TIC) reporting system, the primary
source of data on financial transactions and positions for the US inter-
national accounts. These revisions will allow BEA to increase and improve
sector and maturity breakdowns throughout the international accounts.
Also, BEA has recently incorporated new data from the new TIC form SLT,
“Report of US and Foreign Resident Aggregate Holdings of Long-term
Securities,” that collects cross-border holdings of US and foreign long-term
securities.'* As shown in table 8.5, these data allow BEA to provide sector
breakdowns for US assets and US equity liabilities that were not previously
available. In addition, the new data have improved the position estimates for
long-term securities that BEA previously projected using transactions data
and price changes. The new source data also provide new information that
will allow BEA to improve its coverage of financial flows.

The financial crisis and subsequent events in global financial markets re-
sulted in a call for more frequent and timely information on cross-border
linkages and the exposure of economies to global market developments. As
aresult, in May 2010, the IMF executive board prescribed quarterly report-
ing of IIP statistics with a four-year transition period as a requirement of
the Special Data Dissemination Standard, to which the United States is a

14. For more information on the TIC Form SLT, see http://www.treasury.gov/resource
-center/data-chart-center/tic/Pages/forms-slt.aspx.
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subscriber.' Consistent with this requirement, the BEA committed to intro-
ducing quarterly IIP statistics by 2014 and the BEA published quarterly ITP
statistics for the first time on March 26, 2013.!® These statistics provide users
with more frequent and more timely information on the US external position
that can be compared with quarterly BOP statistics and other information
on current market developments and trends. It will also improve the com-
parability of the US IIP statistics with those of partner countries, many of
which now publish IIP statistics on a quarterly basis.

8.5 Conclusion

The restructuring of the US financial account and IIP to align them with
the new international statistical standards will present cross-border transac-
tions statistics in relevant functional categories by instrument, sector, and
maturity. The new presentations will enable further analyses of rates of
return, addressing important questions raised by users of the data that could
not be fully addressed using the existing presentation. By moving to the
internationally accepted standards, the financial account and the ITP will
be more comparable to foreign statistics that follow BPM6 and to related
national accounts statistics that follow the SNA.
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