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PREFACE

This study of the international investment position of the United
States was prepared during the period from June to August 1987, when
the author, a graduate student and teaching assistant in economics at
the University of Michigan, was a summer intern at The RAND Cor-
poration.

The summer internship program is designed to give some of the
“best and brightest” graduate students a hrief exposure to RAND by
working on either an ongoing RAND research project or one that is
specifically formulated for them. This study is an example of the latter
type.

Popular beliefs and conventional wisdom about the international
investment position of the United States, and its turn for the worse in
recent years, are widespread. Moreover, such beliefs are often quite
influential in shaping the expectations and behavior of policymakers,
as well as publics, at home and abroad. The results can affect the cal-
culations of other countries and their relationships with the United
States. Moreover, these beliefs quite often spring from oversimplified,
if not simplistic, analysis based on partial, if not misleading, data.

These considerations lay behind my suggestion to the author, upon
her arrival at RAND, that she explore and refine both data and
analysis bearing on whether, when, and to what extent the United
States has become a “debtor country,” as well as the different mean-
ings and wide-ranging estimates that can be attached to the term. Her
study has broken new ground and produced results that are both signif-
icant and novel, and should be of interest to policymakers and staff
members of the Defense Department, the State Department, and the
National Security Council.

This work has been done as part of RAND's research program in
Internationa! Economic Policy under RAND’s National Defense ¢

Research Institute, a Federally Funded Research and Development

Center supported by the Office of the Secretary of Defense. 0O
]
Charles Wolf, Jr. e ———
Director
International Economic Policy Program
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SUMMARY

The definition of the term “debtor” adopted for the United States
has been the full balance sheet net international investment position
presented annually by the Department of Commerce (DOC) since that
figure first became negative in 1985. The net international investment
position is the difference between all U.S. assets abroad and all foreign
assets held in the United States. Thus, if foreign holdings in the
United States are larger than U.S. holdings in the rest of the world, the
net position is negative. According to DOC reports, debtor status, i.e.,
a negative net balance, occurred first in 1985 and then again in 1986.
The position is reduced, or declines, when foreign holdings in the
United States grow at a faster rate than U.S. holdings abroad. The
term “deterioration” is often used to describe a change of this kind.
However, because of its negative connotations, which are not neces-
sarily warranted, it will not be used in this report.

This report analyzes the net international investment position of the
United States in the years 1983-1986. Using the DOC framework, the
analysis will involve a clarification of the term “debtor” and a reevalua-
tion of some components of the net international investment position.

The DOC full balance sheet of assets and liabilities can logically be
divided into two sub-balances: nondebt and financial. The distinction
relates to the servicing returns/burden of assets/liabilities. Specifi-
cally, the nondebt balance includes equities, real estate, and direct
investment. These assets/liabilities carry variable income/payments.
The financial balance, on the other hand, involves assets/liabilities
with predetermined non-zero servicing returns/burdens. Two motives
lie behind this refinement of the “debtor” terminology. First, equities,
real estate, and direct investment represent ownership as opposed to
debt per se. Second, using the DOC presentation, comparisons have
been made between the debts of the United States and less developed
countries (LDCs). However, the definition of debt used for the LDCs
is closer to the financial net than to the full balance net.

In addition to refining the definition of debtor, this report analyzes
the calculation of the components of the international investment posi-
tion. This was motivated by the desire to bring all components of the
asset/liability position up to market value., Specifically, direct invest-
ment and U.S. Official Reserve gold holdings are maintained at book
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and official value, respectively, in the DOC accounts. Furthermore, in
the wake of the 1982 LDC debt crisis, it is appropriate to adjust the
value of U.S. financial institutions’ claims on foreigners.

In reference to the calculation of direct investment, both foreign
direct investment in the United States and U.S. direct investment
abroad are adjusted. The direct investment figures are revalued
througk the U.S. GNP implicit price deflator. With respect to gold,
two alternative adjustments are considered. First, the official gold of
the United States is revalued using a market price of gold (approxi-
mately $380 per fine troy ounce in the time period considered) as
opposed to the official price of gold ($42.22 per fine troy ounce).
Second, and alternatively, the official gold balance is removed from the
net international investment position because its presence is the result
of a monetary role no longer maintained. Finally, U.S. bank and non-
bank claims on 13 developing countries are revalued using secondary
debt market valuations.

The results of this analysis are the following: (1) elimination of full
balance debtor status of the United States in the years 1985 and 1986,
(2) reduction of the financial net in all four years, (3) movement of the
nondebt net from debtor to creditor status in all four years, and (4) no
significant impact on the rate of change of the net international invest-
ment position or of its sub-balance nets.

Regarding item (1), the full balance results indicate that values
range for the net international investment position; the range depends
on the definitions and adjustments made. The U.S. net international
investment position in 1985 ranges from net debtor of $111.9 billion to
ne creditor of $177.7 billion. For 1986, it ranges from net debtor of
$263.6 billion to net creditor of $49.8 billion. However, the rate of
change of the net international investment position is not significantly
affected by the recalculation.

Regarding item (2), the negative financial net position is made larger
in absolute value by the readjustment. This narrow definition of debt
turned negative for the first time in 1971. However, it became positive
again in the early 1980s. For the year 1983, the financial net ranged
from $77.9 billion to $38.3 billion; in 1984, from $12.8 billion to nega-
tive $26.8 billion; in 1985, from negative $83.8 billion to negative
$121.8 hillion; and finally, in 1986, from negative $208.7 billion to
negative $246.2 billion. Again, the rate of change is not significantly
affected by the recalculation.

Regarding item (3), the nondebt net is significantly increased by the
adjustment. Thus it moves from a negative net (net debtor) to a posi-
tive net (net creditor) in all four years. This result was expected
because the book value of older investments diverges more substan-
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tially from the market value of those investments than the book value
of newer investments diverges from their market value. Thus, newer
foreign investment in the United States is closer to its market value
and experienced smaller adjustments compared with older U.S. invest-
ments abroad. The average magnitude of the change in the net non-
debt position is approximately $260 billion.

The study considers analysis limitations and suggests further exten-
sions. In particular, key concerns in calculating the net international
investment position are (a) limitations on the definition of U.S. bank
and (b) the issue of the inclusion of international banking facilities
lorated in the United States. The study also addresses the issue of the
inclusion of the balance of payment statistical discrepancy. The DOC
and adjusted nets are recalculated assuming that the balance of pay-
ments statistical discrepancy represents a capital account rather than a
current account miscalculation. This calculation, assuming that the
statistical discrepancy represents unrecorded capital flows, reduced the
net inte;..2tional investment position.

The report briefly discusses the forces behind the decline in the net
international investment position and determines that it should not
necessarily be deemed a deterioration. A decline in the net interna-
tional investment position <imply indicates faster growth in foreigners’
assets in the United States than in U.S. assets abroad. The composi-
tion of the position as well as the direction of change must be con-
sidered.

Finally, the study addresses, and puts into perspective, concerns
voiced in the popular press over the similarity of the debtor position of
the United States (using DOC numbers) to that of the LDCs, the pos-
sible decline in the U.S. standard of living, and the vulnerability of the
United States to foreigners’ whims.

In reference to the first concern, the comparison is flawed. Dif-
ferent definitions of debtor are used, and the ability to repay differs
dramatically. The United States will not run into the LDC type of
exchange crisis because U.S. liabilities are denominated in its own
currency, dollars. Finally, the level of debt compared with the size of
the economy represents a smaller percentage in the United States than
in the LDCs.

In reference to the second concern—that sending dollars overseas
reduces the U.S. standard of living—it should be noted that our stan-
dard of living is measured by the amount of goods and services con-
sumed, not by the number of dollars kept in the United States. Thus,
as more dollars are sent overseas to purchase goods and services, the
standard of living is maintained or improved. The U.S. standard of liv-
ing will fall when it can no longer send dollars overseas.
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Finally, the mobility of capital is not determined by its nationality.
Investors in the United States can move investment overseas as easily
as foreign investors can; i.e., both U.S. and foreign investors have the
potential to cause destabilization. Thus, fear of the vagaries of
foreigners in particular is unfounded.
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I. INTRODUCTION

On June 23, 1986, the Department of Commerce (DOC) announced
that in 1985 the United States had a negative net international invest-
ment position. This was the first time since 1919 that the net interna-
tional investment position was negative. The popular press noted this
announcement and concluded that such a position made the United
States a “debtor” nation. Thus, headlines abounded declaring the
United States the world’s largest debtor. In 1987, the DOC announced
that the negative position grew by more than 100 percent in 1986.
However, the DOC announcement that “the net investment position is
a rough indicator, rather than a precise statistical measure, and should
be interpreted with caution”! was overlooked.

This report considers the U.S. “debtor” position. The motivation
behind the study is to clarify what is meant by “debtor.” Refining its
definition and the definitions of its components demonstrates that the
net international investment position is a rough figure. Specifically,
while the direction of the change in the U.S. position is clear,? it is not
certain that the United States became a debtor nation in 1985 (or even
in 1986). Furthermore, although the negative net international invest-
ment position has attracted a great deal of attention, three additional
issues are important: (1) the direction of change in the position, (2)
the rate of change in the position, and (3) the composition of the posi-
tion.

The problem of defining “debtor” has three dimensions. The first
dimension involves the data used in compiling assets and liabilities.
The second involves the selection of the data to be included. In partic-
ular, the definitions of the components for the asset/liability sheet
must be specified.

The difference between the first and second dimension can be seen
by example. Suppose two surveys gather the same data. If the quality
of the data is limited, for example, both surveys will be affected. This
relates to the first dimension. However, when using the data both sur-
veys need not choose the same elements or compile them in the same

"Russell B. Scholl, “The International Investment Position of the United States in
1986,” Surtey of Current Business, June 1987, p. 38.

A “reduction” or “decline” in t'e net position occurs when the figure moves from
$88.5 billion to $4.4 billion as the DOC net did between 1983 and 1984, or when it moves
from negative $111.9 billion to negative $263.6 billion as it did between 1985 and 1986.
Alternatively, an “increase” or “improvement” in the position occurs when the net moves
from $4.4 Lillion to $277.1 billion as the adjusted net did in 1985.

e —— -




manner. For example, in the definition of U.S. bank, it is possible to
include branches of foreign banks located in the United States as
domestic banks. Alternatively, these branches could be counted as
foreign. The composition of the definitions relates to the second
dimension.

Finally, the third dimension is the selection of the components to be
counted as assets and liabilities in the balance sheet. This could be
called the format or the framework of the definition of debtor. Con-
tinuing with the example, this dimension relates t¢ the guestion of
whether U.S. banks should be included in the presentation.

This study will begin with the DOC data, definitions, and frame-
work. First, the data will be adjusted, then the impact of the adjust-
ments within the DOC presentation will be discussed. Moving away
from the DOC framework, the definition of “debtor” will be narrowed
from the full balance approach of the DOC net international invest-
ment position to “financial net.” The financial net is obtained by
removing equities, direct investment, and gold from the full balance. It
aims to show the net position in reference to assets and liabilities with
predetermined servicing burdens.? The financial net represents a truer
“debt” balance because it excludes those components of the full balance
which represent ownership, not debt per se. The excluded elements
have variable payments or returns, not predetermined ones.

Although the definitions of the components will be discussed, this
study will not modify them. This is not to suggest that their modifica-
tion would have no impact; indeed, it would. Thus, Sec. V suggests
component changes that might prove interesting.

Finally, the issues that have arisen as a result of the announced
debtor status are presented. The forces behind the decline in the full
balance net are analyzed in an attempt to determine the extent to
which the fall represents a decline or a deterioration. The concerns
brought up by the popular press are addressed. Although policy
prescriptions are not given, Sec. VI briefly discusses questions that
should be considered.

3This predetermined servicing burden could be characterized by a fixed interest rate
or by & rate that is a stochastic function of other rates. Thus, although the
payments/receipts themselves may be variable, the formula for their calculation is speci-
fied and the servicing payments/receipts are non-zero.




II. THE DATA

The Department of Commerce publishes the international invest-
ment position of the United States annually in the June issue of Sur-
vey of Current Business. For example, the June 1987 issue reports the
revised numbers for 1985 and the preliminary numbers for 1986. The
international investment table published there is reproduced here in
Table 1.} The annual August issue includes a more detailed breakdown
of the direct investment component of the position.? Technical notes
and footnotes in the tables clarify some points on the data. The June
1978 issue also contains an article on the definitions of the categories.

These DOC reports are based on Bureau of Economic Analysis
(BEA) data, and they give year-end totals as well as international
flows. The International Monetary Fund (IMF) also publishes a Bal-
ance of Payments Manual, which defines guidelines for the categories.
Finally, one can call the DOC itself and simply ask for clarification.

Additional inforination on some components of the international
investment position of the United States, as presented by the DOC, are
given in the Treasury Bulletin.* The Capital Movements section in the
annual March issues of the Treasury Bulletin contains a detailed break-
down of U.S. bank and nonbank claims and liabilities. Total claims
and liabilities are disaggregated by country and type, and by the
currency in which the claim or liability is denominated. The categories
are similar to those of the DOC, and the two data sources are basically
consistent with each other.* The IMF’s International Financial Statis-
tics is another source. For most countries, it reports U.S. liabilities to
the country (line 9a.d) and U.S. claims on the country (line 9b.d). The
claims reported in line 9a.d are also reported in the annual March
issues of the Treasury Bulletin Capital Movements section, Table
CM-II-2.5

A further source of data on the international assets and liabilities of
the United States and international transactions is the Federal Reserve

'Russell B. Scholl, “The International Investment Position of the United States in
1986," Survey of Current Business, June 1987, Table 1, p. 39.

2For example, see “U.S. Direct Investment Abroad: Detail for Position and Dalance
of Payments Flows, 1985," Survey of Current Business, August 1985, pp. 40-73.

*Published by the Department of the Treasury.

“The DOC is able to provide a detailed comparison of these two sources.

5The World Bank in its World Debt Tables publishes the total external debt of coun-
tries. The amount of that debt owed to the United States is not presented, and thus that
source was not helpful in this report’s calculations.
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Bulletin® The Federal Reserve Board publishes the Flow of Funds
Acconnts, which presents the U.S. asset and liabilities position, as well
as international transactions statistics. The Flow of Funds Accounts
prescntation is based in part on BEA data. However, it also draws
upon other sources, including bank call reports and nongovernmental
sources.” The Flow of Funds Accounts and the DOC international
investment position differ in their perspectives and in the definition of
snme components. The DOC is a net asset position from the point of
view of the United States. The Flow of Funds Accounts presents a
foreign suctor consisting of foreign assets in the United States and
foreign liabilities to the United States. Additional differences involve
the incorporation of the data on banking and gold. For example, the
DOC classifies International Banking Facilities (IBFs) as U.S. banks.
This is a location-based approach. The Federal Reserve System (which
otherwise follows a location-based approach) counts IBFs as foreign
banks, although their offices may be located in the United States.
Furthermore, gold is treated differently; this is explained below under
“The Gold Adjustment.” Thus, the Flow of Funds Accounts presenta-
tion of end-of-period assets and liabilities produces net positions over
time that differ from the DOC compilation of net assets.

The Federal Reserve Board also produces a detailed breakdown of
financial flows, claims, and liabilities. An introduction to international
and U.S. statistics on foreign lending by banks is given in the October
1986 issue of the Federal Reserve Bulletin.® Although some specific
tables in the Federal Reserve Bulletin are similar to tables in the
Treasury Bulletin,® others differ.!® And although DOC and Federal
Reserve Board items differ, the two data sets are reconcilable.!!

This report adheres to the framework presented by the DOC and
adopts the data sources that the popular press uses to discuss the
“debtor” position of the United States. Thus, Survey of Current Busi-
ness data were primarily used, and Treasury Bulletin capital flows data
were consulted for further detail. The Federal Reserve Board’s Flow of
Funds Accounts was not followed.

Published by the Federal Reserve System.

"See an unpublished manuscript by Guido E. Van der Ven and John F. Wilson, “The
United States’ International Asset and Liability Position: A Comparison of Flow of
Funds and Commerce Department Presentations,” Board of Governors of the Federal
Reserve System International Finance Discussion Papers, No. 295, November 1986.

8See Rodney H. Mills, “Foreign Lending by Banks: A Guide to International and
U.S. Statistics,” Federal Reserve Bulletin, October 1986, pp. 683-694.

9See, for example, Federal Reserve Bulletin, May 1987, Table 3.23, p. A64, where the
revised totals are the same as those in the Treasury Bulletin, March 1987, Table CM-IV-
4, p. 100.

1For example, Federal Reserve Bulletin, May 1987, Table 3.21, p. A62.

UFor a detailed comparison, see Van der Ven and Wilson, “The United States' Inter-
national Asset and Liability Position.”
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IHI. ADJUSTMENTS OF THE DATA

THE DIRECT INVESTMENT ADJUSTMENT

This report remains within the framework set forth by the DOC, as
explained in the previous section. Thus, in adjusting the data, we will
respond to the more common criticisms of the data presented in the
DOC international investment position.

Although the DOC updates the values of stocks and bonds,' it does
not update the value of direct investment. Thus, one of the most com-
mon criticisms of the DOC data is that direct investment is recorded at
book value. An alternative way to state this is that direct investment
is recorded at historic original cost.? The value of the direct investment
is not updated. Because much U.S. direct investment abroad is older
than foreign direct investment in the United States, the criticism of
this data is valid. The book value of older investments diverges from
the market value of those investments to a greater degree than the
book value of newer investments diverges from their market value.
Thus, we attempt to update the value of both U.S. direct investment
abroad and foreign direct investment in the United States.

Over time two forces act on the value of capital. First, inflation
raises its value in resale or replacement terms. Second, depreciation
reduces its value. As a first approximation, direct investment, which
represents actual physical capital and real estate, was simply inflated
to the year in question through the U.S. implicit GNP deflator. The
adjustment may appear one-sided to the extent that the direct invest-
ment flows are inflated but not depreciated. However, this is not the
case. Due to firms’ accounting techniques, capital flows that consist of
equity capital, reinvested earnings, and intercompany debt flows® have
already been reduced by depreciation allowances of the firms. Thus,
further depreciation of these flows is inappropriate. The calculations
are described in detail below.

"The components of the adjustment are presented annually in the DOC June issue of
Survey of Current Business. They consist of an adjustment due to price changes in the
bonds or stocks, changes in the values of assets/liabilities denominated in foreign curren-
cies due to changes in exchange rates, capital flows and changes due to statistical
diacrepancies, and changes in coverage and “other” adjustments of the values of
assets/liabilities.

2This problem is mentioned in Louis Uchitelle, “Economic Scene: America's Role as
a Net Debtor,” The New York Times, July 1, 1987, p. D2.

See, for example, Survey of Current Business, June 1987, Table 5, p. 71.




The method of calculation was identical for U.S. direct investment
abroad and foreign direct investment in the United States. The calcu-
lation used DOC numbers, which are reported in U.S. dollars. Thus,
no adjustment was made for exchange rate fluctuations. The capital
flows for the years 1946 to the year in question (the calculation was
carried out for the years 1983 through 1986) were inflated and then
summed. To inflate each flow, the U.S. GNP implicit price deflator
was used as published in the Economic Report of the President.* The
new sum of flows was then added to the 1945 direct investment level,
also denominated in dollars of the year in question. As mentioned
above, the data were not depreciated. Firms fully expense out capital
costs over time through depreciation allowances. This accounting
affects reinvested earnings of the firms, which are a component of the
direct investment capital flow. In addition, depreciation charges are
included in intercompany debt positions. Therefore, it is not appropri-
ate to depreciate the flow data (again) to arrive at a reasonable esti-
mate of market valuation of these direct investments.

The calculation had a substantial impact on the direct investmeni
component of the international investment pesitivn. I'he magnitude of
the upward adjustment ranged from $276.7 billion to $324.8 billion for
11 8. direct investment abroad. The 1986 figure experienced the largest
adjustment; the value of U.S. direct investment abroad in that year
changed from a total of $260 billion to $585 billion. For foreign direct
investment in the United States, the range of adjustment was from
$46.2 billion to $64.8 billion. For 1986, total foreign direct investment
in the United States changed from $209.3 billion to $274.2 billion. The
results of this adjustment can be seen in Table 2.

The magnitudes of the adjustments were as expected. As mentioned
earlier, the motivation behind this calculation came from the fact that
much U.S. direct investment abroad occurred many years ago, while
much foreign direct investment in the United States is recent. The
older U.S. direct investment abroad experienced a larger adjustment in
value than did the more recent foreign direct investment in the United
States.

THE GOLD ADJUSTMENT

Another common criticism of the DOC data is that the U.S. Official
Reserve gold holdings are valued at the official price of gold.® The

4Economic Report of the President, 1987, p. 248.

For a discussion of the calculation limitations of the net international investment
position, see Robert A. Johnson, “U.S. International Transactions in 1985," Federal
Reserve Bulletin, May 1986, p. 287.



Table 2

DIRECT INVESTMENT ADJUSTMENT RESULTS, 1983-1986
(In millions of U.S. dollars, year end, making
no adjustment for depreciation)

Investment Category 1983 1984 1985 1986

U.8. Direct [nvestment Abroad

1. Department of Commerce 207203.00 212994.00 229748.00 259890.00
2. Adjusted value 483926.10 506414.56 540064.69 584737.58

3. Magnitude of adjustment
(line 2 — line 1) 276723.10 293420.56 310316.69 324847.58

Foreign Direct Investment in the United States

4. Department of Commerce 137061.00 164583.00 184615.00 209329.00
. Adjusted value 183269.25 215683.85 242911.98 274161.73

o

6. Magnitude of adjustment
(line 5 - line 4} 46208.25 51100.85 58296.98 64832.73

Net Direct Investment

. Department of Commerce

(line 1 - line 4) 70142.00  48411.00 45133.00  50561.00
8. Adjusted
(line 2 - line 5) 300656.85 290730.71 297152.71 310575.85

SOURCES: The 1983 and 1984 DOC direct investment levels were taken
from Russell B. Scholl, “The U.S. International Investment Position in
1985," Survey of Current Business, June 1986, Table 2, p. 28. The 1985 and
1986 direct investment levels were obtained from Russell B. Scholl, “U.S.
Net International Investment Position, 1986," Department of Commerce
News, June 23, 1987. The 1985 numbers are revised, while the 1986
numbers are preliminary. The numbers were drawn from various issues of
the Survey of Current Business and adjusted as explained.

official price of gold is $42.22 per fine troy ounce.® The market price of
gold is considerably higher—for the years in question, it was approxi-
mately $380 per fine troy ounce. Thus, this study adjusts the value of
the gold stock.

The calculation involved dividing the DOC number (line 4 in Table
1 above) by the official price of gold to find the holdings in ounces.
The number of ounces was multiplied by the London fixing p.m. price

8Survey of Current Business, June 1986, Table 2, footnote 1, p. 28. Specifically, the
price of gold is $42.2/9.
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of gold” quoted for the last market day of the year in question. The
magnitude of the adjustment ranged from $69.9 billion to $90.8 billion,
as expected. It can be attributed to the large divergence between the
market and official prices of gold. The results of the calculation are
presented in Table 3.

THE CLAIMS ADJUSTMENT

Finally, the 1982 debt crisis indicates that many U.S. claims on
foreigners are not worth their book value. Specifically, the existence of
secondary debt markets suggests that the value of the debts owed by
many less developed countries (LDCs) is lower than the book value, or
recorded debt value. Thus, we recalculated the DOC estimate of U.S.
claims on unaffiliated foreigners, as reported by U.S. nonbanking con-
cerns, and U'.S. claims reported by U.S. banks® using the secondary
debt market valuations.

Table 3

GOLD ADJUSTMENT RESULTS, 1983-1986
{In millions of U.S. dollars, vear end)

U8, Official Reserve
Gold Holdings 1983 1984 1985 1986

1. Department of Commerce 1112100 1109600  11090.00  11064.00

2. Adjusted value 10072115 81021.24  86598.31 101868.87

3 Magnitude of adjustment
tline 2 - line 1} JYE00 15 6992524 T5508.31 S0804.87

SOURCES: The 1983 and 1984 DOC gold levels were taken from
Russell B. S<holl, “The U.S. International Investment Position in 1985,
Surces of Current Business, June 1986, Table 2. p. 28. The 1985 and 1986
gold levels were ohtained from Russell B. Scholl, “U.S. Net International
Investment Position. 1986, Department of Commerce News, June 23,
1987, The 1985 numbers are revised, while the 1986 numbers are prelim-
Inary.

"London fixing post meridiem price of gold is the price of gold quoted in London,
based on the closing price of gold in New York City. It appears to be based on the
Handy and Harmon base price. [t can be found daily in the Wall Streot Journal under
“Cash Prices” in the Precious Metals section.

8Lines 18 and 19 of Table 1.
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The most commonly cited method for unloading LDC debt is
through a debt-equity swap. This process involves two independent
stages: (1) sale of the claim on the LDC in the secondary debt market,
and (2) conversion of the claim into equity in the LDC. It is the first
stage that has bearing on this analysis, Bank claims on LDCs should
be assessed at less than face value because they will not fetch face
value in the secondary debt market (regardless of what happens to the
claims beyond that). Thus, because a U.S. bank claim on a less
developed country can be traded in this manner, the claims should be
marked to market when considering the international investment posi-
tion.

Because of the “thinness” of the secondary debt market, the calcula-
tion was done for 13 countries: Argentina, Bolivia, Brazil, Chile,
Colombia. Ecuador, Mexico, Nigeria, Philippines, Poland, Peru,
Uruguay, and Venezuela. Furthermore, ranges of foreign debt prices
can be found. The ranges are presented in Table 4. Although the
DOC does not publish, for example, the total debt of Mexico to the
United States, Mexican debt is included in the international invest-
ment position of the United States. It appears primarily in “U.S. loans
and other long-term assets” (line 9), “U.S. claims on unaffiliated
foreigners reported by U.S. nonbanking concerns” (line 18), and “U.S.
claims reported by U.S. hanks, not included elsewhere” (line 19).1°
However, foreign countries’ total liabilities to U.S. banks and nonbanks
can be found in the Treasury Bulletin Capital Movements section and
in the IMF’s [nternativnal Financial Statistics. Using the Treasury
Bulletin breakdown (by country) of bank and nonbank claims.'' this
analysis multiplied the claims by an average of secondary debt market
prices (presented in Table 4). Seeking a “middle of the road” estimate

%A briet explanation of secondary debt swaps is as follows: The secondary debt
market may involve the swapping of LDCs’ debts for equity. This swap involves the pur-
chase of a foreign debt instrument at the market discount rate. Generally, a bank sells
its loans at the discount rate to a company wanting to invest in the debtor country. The
debt note is then redeemed at the debtor country's central bank or other designated
government authority for its original value in the local currency. The local currency is
invested in a local company. The conversion from debt into an equity clai.n on the
debtor country is then complete. See Brian Hannon and Scott Gould, “Debt/Equity
Swaps Help Latin America out of Its Debt Dilemma,” Business America, January 19,
1987, pp. 3-4. They also discuss the programs of Chile, Mexico, and Brazil and list some
foreign debt prices. See also Eric N. Berg, “Markets Fail to Develop for Third-World
Debt,” The Neuw York Times, June 1. 1987, Business Day, pp. Y21-Y23.

1“See Table | above.

MSee, for example, the Capital Movements section of the March issues of Treasury
Bulletin for the vear-end numbers of the previous year. Specinically, Tables CM-II pro-
vide information on bank claims, while Tables M-IV provide information on nonbank
claims. These numbers are also identical 1o the numbers reported in the IMF's Interna-
tional Financial Statistics, line 9b.d.
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Table 4

FOREIGN DEBT PRICES FROM THE FEARLY 198038
{In cents per U.S. dollar)

Country Fareign Debt Prices Average
Argentina 60-67 63.5
Rolivia HUBN 13!
Brazil Hd-78 66.5
(hile 66 70 68
Colombia R8T RY RT
Ecuador 62 62 622
Mexico 58 69 AR5
Nigerta 3760 8.5
Philippines T1-73 72
Poland 5 -53 315
Peru 1126 19.5
Uruguay T2TA PRE)

Venezuela T4 S8t A

SOURCES: Many sources were consulted to find
foreign debt prices: Hannon and Gould, “"De»t Equity
Swaps™, Charles W. Pluckham, “Legislators Look to
Secondary Debt Market to Lighten Banks' Debt lLoad,”
fnvestor's Daly. May 22,1987, p. 33, Jeffrey ). Sachs,
“Should Some Latin Debt Be Forgiven”? [t's the Right
Time to Offer ‘Real Relief.” The Neu Yor, Times,
August 9. 1987, Business Dav: 8. Karene Witcher and
Richard B Schmitt, ‘Growing Markst -n Third World
Debt Raises Questions an the Loans' Value,” The Wall
Street Journal, October 71986, p. 21

NOTE: Thc average is found by adding the 'ow and
high numbers 1n the range and then dividing that sum
by two

of debt value. the study used a simple average of the lowest and highest
debt prices. Marking to market (for lines {8 and 19) =erved to reduce
the value of U.S. claims on foreigners. The magnitude of the adjust-
ment ranged from negative $37.5 billion to negative $39.6 billion. The
results are reported in Table 5.




Table 5

CLAIMS ADJUSTMENT RESULTS. 1,83-1986
{In millions of U.S. dollars, vear end)

Claims Item 1983 1934 1985 1986

DOC Statistics

1. U.8 bank claims 434505.00  445631.00 447363.00 506402.00
2. U.S. nonbank claims 35077.00  23996.00  28583.00  32569.00
3. Total 469582.00  475627.00  475946.00  538971.00

Adjusted Statistics

4. U.S. bank and nonbank
claims (in 1986 dollars) 42993767 426071.88 437969.26 501462.60

5. Magnitude of adjustment
(line 4 - line 3) -39644.33 -39555.12 -37976.74 -37508.41

SOURCES: The 1983 and 1984 DOC claims levels were taken from
Russell B. Scholl, “The U.S. International Investment Position i 1985,"
Surves of Currcnt Business, June 1986, Table 2, p. 28. The 1985 and 1986
claims levels were obtained from Russell B. Scholl, “".S. Net International
Investment Position, 1986," Department of Commerce News, June 23, 1987,
The 1985 numbers are revised, while the 1986 numb-rs are preliminary. The
adjusted claims were drawn from various issues of the Treasurv Bulletin and
the IMF's International Financial Statistics and adjusted as explained. The
average of the foreign debt price listed in Table 4 above was used in the cal-
culation.




IV. DEFINITION OF DEBTOR

Section III discussed the adjustments to various components of
Table 1. Those adjustments affected the data alone. However, it is
important to consider not only the data but also the framework of
presentation. This section shows the impact of those calculations on
the U.S. international investment position as presented by the DOC—
its presentation is the one that has been adopted by the popular press
as the U.S. “debtor position.” Then the usefulness of this definition of
“debtor” will be considered.

Still using the DOC categories, it is possible to refine the term
“debtor position.” A possible distinction is along the lines of servicing
burdens of the assets or liabilities. Stocks and direct foreign invest-
ment differ from bonds and financial institutions’ credits and debits in
that the former nay or vield a variable and uncertain return while the
latter tace predetermined servicing burdens or returns. Thus, the full
balance sheet presented by the DOC can be broken down into two
subsheets: nondebt and financial balances. Furthermore, U.S. Official
Reserve gold holdings (line 4 of Table 1) are included in the DOC
international investment position. However, gold does not represent a
claim on anvone in particular and perhaps should not be included. Its
inclusion is the result of its previous monetary role. Thus, gold is
presented on a separate line in Table 6. Net figures including and
excluding gold are also calculated.

The sub-halances are as follows. The nondebt balance includes
stocks and direct investmenc. In Table 1, the U.S. assets included in
this balance are “direct investment abroad” (line 14) and “corporate
stocks” (line 17); the foreign holdings included have the same titles and
are located in lines 29 and 33. These assets/liabilities represent owner-
ship rights and entail variable returns/payments. Gold is then added
to this category because it has no servicing burden.! The financial net
includes all other categories. It is the financial net that is closer to the
“debtor” position calculations used for the less developed countries.
The full balance sheet is then the nondebt and financial balances com-
bined and is calculated including and excluding gold.

'Alternatively, it could be argued that gold has a fixed servicing burden of zero and
should therefore be added to the financial net. That calculation was not carried out.

This classification does not address the opportunity costs involved in the holding of
real assets. Real assets such as gold do have real implicit servicing burdens, which are
the opportunity costs of the returns forgone by holding rather than selling the assets.

14
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Table 6
NONDEBT, FINANCIAL, AND FULL BALANCES OF U.S. INTERNATIONAL
INVESTMENT POSITION: ADJUSTED AND DIVIDED
(In billions of U.S. dollars, year end)
1983 1984 1985 1986
Item DOC Ad;. DOC Adj. DOC Adj. DOC Adj.

Nondebt (Direct Investment + Stocks)

1. U.S. assets abroad 233.7 5105 2409 5343 2696 5799 3108 6356

2. Foreign assets in

the U.S. 234.3 2805 2604 311.5 3087 367.0 3768 441.6
3. Nondebt net

line 1 - line 2) -0.6 2300 -19.5 2228 -392 2129 -66.0 194.0
4. U.S. Official Reserve

gold holdings 11.1 100.7 111 81.0 111 86.6 11.1 101.9
5. Nondebt net, with

gold

tline 3 + line 4) 106 330.7 -84 3038 -281 2995 -54.9 2959

Financial

6. U.S. claims on

foreigners 629.2 5895 646.2 606.6 668.7 630.7 746.0 708.5
7. Foreigners’ claims

on U.S. 551.2 551.2 6334 633.4 7525 752.5 954.7 954.7
8. Financial net

(line 6 - line 7) 779 383 128 -268 -838 -121.8 -208.7 -246.2

Full Balance (Nondebt + Financial)

9. Full balance net,
with goid
{line 5 + line 8) 88.5 369.0 4.4 2771 -1119 1777 -263.6 49.8

10. Full balance net,
without gold
(line 3 + line R) 77.4 268.2 -6.7 196.1 -123.0 91.1 -2746 -52.1

SOURCES: The 1983 and 1984 DOC asset levels were taken from Russell B. Scholl,
“The U.S. International Investment Position in 1985," Survey of Current Business. June
1986, Table 2, p. 28. The 1985 and 1986 asset levels were obtained from Russell B.
Scholl, “U.S. Net International Investment Position, 1986," Department of Commerce
Neus, June 23, 1987. The 1985 numbers are revised, while the 1986 numbers are prelim-
inary. The adjusted numbers were drawn from various issues of Surtvey of Current Busi-
ness, the Treasury Bulletin, and the IMF's International Financial Statistics. They were
adjusted as explained.

NOTE: Numbers may not add exactly due to rounding. The calculations were carried
out in millions of dollars to the fourth decimal place.

L el
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It is now possible to analyze the impact of the adjustments on the
various positions. The direct investment adjustment positively affected
both the nondebt net and the full balance net. In all four years
(1982-1986) the nondebt net without gold moved from negative to posi-
tive with this adjustment. The nondebt net with gold also moved from
a negative to a positive number in the years 1984-1986. In 1983, it was
made a larger positive number. The gold calculation also increases the
net investment position. Finally, the claims adjustment negatively
affects both the financial net and the full balance net (i.e., reduces the
net). In 1983, the financial net is reduced although still positive. In
1984, the positive financial net is made negative. In 1985 and 1986,
the already negative financial net is made larger in absolute value by
the reduction in the claims values. The combined resuits are presented
in Table 6 above. In addition, Figs. 1 through 4 present the results
graphically, When considering the full balance with gold, as the DOC

500
W DOC

00 3 Adjusted

300 ¢ [

200 F

100 F

: -

-1C0

Billions of U.S. dollars

-200

_300 1 [l 1 1 '
Nondebt Nondebt Financial  Full balance Full balance

net net net ~net net
without gold  with goid without gold  with goid

SOURCE: Table 6.

Fig. 1—U.S. international investment position,
net results for 1983, year end
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does, it is interesting to note that all the adjustments combine to move
the United States out of its negative net investment position, not only
in 1985 but also in 1986. Alternatively, when the financial net is
adopted as the appropriate definition of debtor, the United States is a
“debtor” in those two years.?

The magnitude of the levels involved in the international investment
position is uncertain. The results above indicate that the levels can be
changed substantially. Nevertheless, although the full balance “debtor”
status disappears, the decline of the net investment position is still evi-
dent. Figure 5 clearly shows that the adjustments did not substantially
slow the decline of the U S, international investment position. And,
although we find thw. the United States is not a full balance debtor
nation in 1986, 1t will most likely fall into negative numbers even with

500
Hl 0OC
400 } &= Adjusted
300 F
W
8
S 200°F
R
&
o 100 ¢
°
w
§ 0 H ]
5
-100 }
-200
- i 1 1 1 s
Nondebt Nondeht Firancial  Fuli balance Full balance

net net

net . ne _net
withoutgold  with gold withoutgold  with gold

SOURCE: Table 6.

Fig. 2—U.S. internstional investment position,
net results, for 1984, year end

‘As will be explained later, the United States became a “debtor” as early as 1971
using this measure.
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Fig. 3—U.S. international investment position,
net results for 1985, yvear end

ments in 1987; however, this prospect may be partially offset

by the asymmetrical adjustments (as a result of the October 1987 stock
market decline) of U.S. and foreign holdings of equities.
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Fig. 5—U.8. international investment position, summary of net

results for 1983-1986, gold included, year end



V. LIMITATIONS AND EXTENSIONS

The limitations of this report, and indeed of the international
investment position computations in general, can be divided into three
types: (1) problems with the data, (2) limitations on the adjustments
presented, and (3) problems associated with the format of the presenta-
tion of the U.S. international asset and liability position.

DATA

The data can be considered as the first of three dimensions of
“debtor.” Discrepancies in the data collection are evidenced in part by
the reporting of a statistical discrepancy in the balance of payments
accounting. These net unrecorded flows could be attributed to capital
or trade flows or to a combination of both. For example, the Depart-
ment of Commerce admits that the 1986 merchandise deficit with
Canada was not $21 billion as it had reported, but closer to $11 bil-
lion.! It is possible to argue that the statistical discrepancy represents a
combination of miscalculations of exports and imports as opposed to a
miscalculation of capital flows. Thus, in Sec. Il the international
investment position was not adjusted to account for the statistical
discrepancy. On the other hand, it can be argued that this correction
and revision of the trade figures make the current account figures more
reliable and thus suggest that the statistical discrepancy represents
unrecorded capital flows.2 Thus, the other extreme position is that the
entire statistical discrepancy represents unrecorded capital flows.?

Another problem with the data is related to the reports of affiliates
transactions. Intercompany transactions often occur at internal
transfer prices or transactions prices. These internal prices may not be
equal to either market or book value. Thus, ambiguities result from
the internal accounting methods of the firms. Further, the direction of
adjustment is uncertain.

iThe Wall Street Journal, “Hiding a Boom in a Statistical Bust,” August 6, 1987,
p. 22.

2See, for example, Jack Baume, “A Note on the U.S. as a Debtor Nation,” Survey of
Current Business, June 1985, p. 28; or Peter Isard and Lois Stekler, “U.S. International
Capital Flows and the Dollar,” Brookings Papers on Economic Activity, 1, 1985,
pp. 219-225; or Russell B. Scholl, “The International Investment Position of the United
States in 1986,” Survey of Current Business, June 1987, p. 38,

3A positive statistical discrepancy indicates unrecorded capital inflow. The statistical
discrepancy became persistently large and positive beginning in 1978. Between 1960 and
1975 it was almost always negative, being positive only in the years 1966, 1968, and 1975.
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In addition, Isard and Stekler enumerate and adjust for two further
limitations on the daia.! First, they note that borrowing abroad by U.S.
companies by issuing Eurobonds through their Netherlands Antilles
financial affiliates is recorded as a reduction in U.S. direct investment
claims on foreigners, rather than as an increase in the claims of
foreigners on the United States. Although a reduction in claims has
the same impact on the net position as an increase in liabilities, the
distinction is important when investigating the causes behind changes
in the net position or analyzing the composition of the net position.®
Second, they mention the problem of ambiguity in interbank transac-
tions.

There is also the problem of “off-balance sheet” transactions. Off-
balance sheet activities include commitments, guarantees, trading posi-
tions, and other bank products that expose banks to risk but do not
appear in their balance sheets.® They may have an impact on the per-
formance and assets and liabilities of financial institutions. Further-
more, the creativity of the banking industry has led to the creation of
short-term note issuance facilities, which also carry out off-balance
sheet activities.”

Although the corporate stocks in the international investment posi-
tion are maintained at market value, there are shortcomings in the
adjustment to market value. Specifically, these shortcomings are the
result of insufficient information and volatility of th. data. In updat-
ing the stocks, the mix of foreign-held stocks in the United States is
compared with the Standard & Poor’s 500. The mix of U.S. stocks
held abroad is valued using share price indices for major countries (as
published by the IMF).® The DOC adjustments on the values of U.S.
stocks abroad are less precise than their adjustments on the foreign-
held stocks in the United States. This is due to information deficien-
cies.? Second. fluctuations in the value range of stocks in the stock
market can lead to changes in their recorded values, which affect the
international investment position. Recently, part of the decline of the
international investment position has been the result of large increases

41sard and Stekler, “U.S. International Capital Flows,” p. 221.

5In the Flow of Funds Accounts, borrowing abroad by U.S. companies through their
Netherlands Antilles affiliates 13 not included in direct investment but is counted in
foreign holdings of U.S. bonds.

5The Economist, “International Banking,” March 21, 1987, p. 39.

"See The Economist, “International Banking,” and Robert N. McCauley, “Are Large
U.S. Banks Moving International Activity Off Their Balance Sheets?” Federal Reserve
Bank of New York, Quarterly Review, Summer 1986, pp. 42-44. Any adiustment for con-
tingent off-balance sheet activities should avoid double accounting. For example, in the
case of a loan guarantee, if the contingency is realized, a transfer of liability may occur
intranationally although liabilities internationally remain unchanged.

8Telephone conversation with Russell B. Scholl.
*Ibid.




in the values of stocks held by foreigners in the United States. Thus,
changes in stock values can have an impact on the position.

ADJUSTMENTS

The adjustments have the potential to affect two dimensions of
“debtor”: data, and composition of components. This study’s adjust-
ments deal with the former; the extensions address both dimensions.
There are also limitations on the three adjustments calculated in Sec.
II1 above. First, all three adjustments are approximate in nature.
Second, if the items marked to market were actually sold off, the
impact of their sale on the market would have to be considered. For
example, if the government were to unload gold reserves, the price of
gold would be affected.!® Furthermore, the foreign debt prices used in
the claims adjustment originate from a very thin market. Only a small
percent of LDC debt has actually been sold; the impact of widespread
debt sale is not addressed. The limitations and extensions of the three
adjustments will be discussed in turn.

In the direct investment adjustment, a general implicit price deflator
is used. Perhaps it would be interesting to do the adjustment with a
more investment-specific implicit price deflator, such as the gross
private domestic investment implicit price deflator.!’ Furthermore, the
adjustment is approximate because it does not deal with some impor-
tani issues, such as exchange rate fluctuations. It is also important to
consider the location and types of the investments or stocks. Location
is of consequence if country-specific inflation rates and exchange rates
are to be addressed. Finally, industry-specific adjustments could be
made if the exact composition by industry of the investment figures
was found. For example, real estate values have tended to increase
quite rapidly, but the value of assets in the oil industry has fallen.
Furthermore, assets seized in politically troubled countries such as Iran
may still be on the books.

As mentioned in the discussion of data ambiguities above, it is often
suggested that the positive statistical discrepancy in the balance of
payments accounts represents an inflow of capital. Thus, it is sug-
gested that the discrepancy should be considered as an increase in
foreign investment in the United States.

Adjustment of the data can be made assuming that the statistical
discrepancy is entirely due to unrecorded capital flows. First, the

1%The magnitude and timing of the impact would depend on whether it is known in
advance that the gold sale is going to occur.

""This can also be found in the Economic Report of the President, 1987, p. 248.
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cumulative statistical discrepancy from 1960 to the year in question
(1983-1986) is calculated. Second, the cumuleiive statistical
discrepancy is subtracted from the DOC full balance net. Finally, it is
subtracted from our adjusted full balance net. Two additional nets
result and are shown in Table 7. Adjustment of the DOC net in this
manner leads to “debtor” status as early as 1983.12 Adjustment of our
full balance net in this manner leads to a negative net in 1986.

Rather than one of these two extremes, the statistical discrepancy
probably represents a combination of miscalculation of current and
capital accounts. Thus, the appropriate adjustment lies somewhere in
between.

Table 7

U.S. INTERNATIONAL INVESTMENT POSITION, 1983-1986
tIn millions of U.S. dollars, vear end)

Item 1983 1984 1985 1986

DOC Statistics. Adjusting for Statistical Discrepancy

1. Full balance net 88494 4384 111882 -263564
2. Cumulative statistical

discrepancy 123604 150942 168862 192809
3. Line 1 - line 2 -35110 146538 280744 -456373

Section IV Statistics. Adjusting for Statistical Discrepancy

4. Full balance net,

with gold 168965 277074 177669 49747
5. Cumulative statistical
discrepancy 123604 150942 168862 192809

6. Line 4 - line 5 245361 126132 8807 ~143062

SOURCES: The statistical discrepancy was added trom 1960
to the vear in question. The figures for the yvears 1960 to 1984
were taken from line 65 of “Table 1 - U.S. International Trans-
actions.” Survey of Current Business, June 1986, pp. 42-43. The
figures for 1985 and 1986 were taken from line 65 of “Table 1 -
U.S. International Transactions,” Surcey of Current Business,
June 1987, p.55. The 1985 numbers are revised, the 1986
numbers are preliminary. Line 4 uses the adjusted figures from
line 9 of Table ¢ above.

12For 1982, the adjusted net is still positive.
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The gold adjustment could be done with different gold prices.
Perhaps an average price of gold for the year could be used, as oppeosed
to the market price for the last day of the year. Perhaps no adjust-
ment should be made at all, as these are official reserves and will most
likely be retained.

Furthermore, the DOC is asymmetric in its treatment of gold. U.S.
gold reserves are counted as assets of the United States. However,
foreign gold reserves are not counted as foreign assets. A
composition-based correction would involve the addition of foreign gold
reserves. This adjustment would move away from the DOC presenta-
tion and would adopt a convention followed by the Federal Reserve
System in the Flow of Funds Accounts.!® It would also serve to reduce
the net international investment position.

Finally, the claims adjustment is very approximate in nature. While
the methodology of the adjustment seems to be correct, it needs to be
applied more comprehensively. First, not all claims have been marked
to market. Second, only an average of foreign debt prices was used.
The foreign debt prices are problematic because they vary across time
and transaction. Some of them had large ranges of values. Third,
there was no adjustment of line 9 of Table 1, which contains U.S. offi-
cial loans and other long-term assets. The official nature of this line
prevents it from presentation on a country-by-country basis.
Nevertheless, the direction of the calculation is apparent.

Looking beyond our adjustments, the definition of the components
merits consideration. Thus, the second dimension of the definition of
debtor needs to be addressed, particularly the definition of “U.S.
banks.” DOC and Treasury Department data consider branches of
U.S. banks located abroad as foreign banks. Branches' claims on
foreigners are not included in their numbers, and claims on foreign
branches are counted as claims on foreigners. Also, branches of foreign
banks located in the United States are counted as U.S. banks. Thus,
their claims on foreigners are counted as part of U.S. claims on
foreigners. Basically, this delineation is along the lines of location
versus nationality of charter.!* In considering whether this delineation
is appropriate, one should take into account the importance of foreign
banks in the U.S. banking system, the degree of their integration into
the system, and the rules by which they operate. Wallich suggests that
if one wants to find “who owes whom,” banks need to Ye classified by

%Van der Ven and Wilson, “U.S. International Asset and Liability Position,” p. 5.
However, most recent publications of Flow of Funds Accounts data have excluded gold
altogether.

1*Another possible delineation would be along the lines of ownership.
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country of charter.!® Thus, it might be interesting to use the data from
the Federal Reserve Bulletin.'® The banking offices covered are the U.S.
offices and foreign branches of U.S.-chartered banks and U.S. subsid-
iaries of foreign-owned banks. F reign bank branches located in the
United States and foreign subsidiaries of U.S. banks are not included.!”

Similarly, there is a question about the propriety of including in the
U.S. balance sheet the transactions of International Banking Facilities
that are located in the United States. An alternative calculation of the
U.S. debtor position might adopt the Flow of Funds Accounts account-
ing rules for this area.'®

FORMAT

Data limitations affect the first dimension of “debtor,” and the
adjustments carried out in this report also operate within those limita
tions. Composition of the components, such as the definition of “U.S.
banks.” is important and offered as an extension. Finally, selection of
compor.ents represents the third dimension ot “debtor™ the format
Division of the DOC full balance net international investment into two
sub-balances, each of which could independently define “debtor,”
addre.ses this third dimension. Comparisor over time of the full bal-
ance net to the financial net'® indicates that the format, or selection of
elements to be included, has a significant impact on the results
obtained.

As mentioned in Sec. I, there are at least two different presentations
of the U.S. international exposure or “debt.” When looking at the
LDCs, one finds ev~n more definitions of debt. Choosing among these
accounting metnuds is not a simple issue. Therefore, it is important to
recognize the limitations and potential biases of the approach chosen.
We choose the DOC presentation. As mentioned above, it might be
interesting to take the approach of the Federal Reserve Board. In
addition, to compare the United States with the LDCs, similar delinea-

Y'Henry Wallich, “Capital Movements—The Tail that Wags the Dog,” The Interna-
twnal Monetary Sastem, proceedings of a conference sponsored by the Federal Reserve
Bauk of Boston. Mav 1984, p. 182,

'6Federal Reserve Bulletin, International Summary Statistics section, May 1987, Table
3.21, “Claims on Fe »ign Countries Held by U.S Offices and Foreign Branches of U.S.-
Chartered Banks.” p. A62.

Vd.

"lsard and Stekler, “U.S. International Capital Flows,” perform an adiustment of this
nature.

YCompare Fig. 5 above te Fig. 6 below.
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.ions of “debtor” should be used.®® Yet another approach is explored by
Kimelman, McKeon, and Sargen, whu aim to improve the usefulness
and clarity of existing data sources. They try specifically to reduce sta-
tistical discrepancy by revising data and making estimates of their
own.?!

This report focuses on the first and third dimensiors of debtor.
This is not to suggest that the secend dimension is trivial. The choice,
as well as the composition, of the components is important. Although
this study is limited to the DOC categories, it explores different delin-
eations of debtor. In the next section, the significance of the delineu-
tions will be seen as we compare the United States with the LDCs.

“*The problems with this comparison are discussed in detail in Sec. V1.

“'See the paper by Nancy Kimelman. James McKeon, and Nicholas Sargen, “U S,
Flow of Funds: The International Dimension,” Salomon Brothers, Inc.. New York, June
1985,




VI. IMPLICATIONS

This section brieflv considers two topics: (1) forces behind the
decline in the U.S. net international investment position, and (2) con-
cerns over the decline.

Attention has been focused on the negative net international invest-
ment position of the United States ancd on the deficit in the current
account. Although our revised numbers show a positive net interna-
tional investment position for the United States in 1985 and 1986,
some policy concerns are still relevant, for three reasons. First, the
rate of change of the international investment position has been rapid;
our adjusted numbers still show a rapid decline. Second, the net finan-
cial position of the United States is negative. Third. the United States
will probably become a tull balance debtor in 1987 even with our
numbers. Because the concerns voiced are related to changes in the
asset and lLiahility levels, as well as to the asset and liability levels
themselves, policy should be directed toward the trade and capital
flows involved. The asset and liabilities will be affected secondarily.

FORCES BEHIND THE DECLINE OF THE U.S.
INTERNATIONAL INVESTMENT POSITION

Many torces are behind the decline in the net international invest-
ment position of the United States. However, most simply put, the
decline is due to the greater growth of foreign assets in the United
States (and U.S. liabilities to foreigners) relative to the growth of U.S.
assets abroad (and foreigners liabilities to the United States).

This report will now consider the hrief DOC explanations of the
main factors responsible for the change in the net international invest-
ment position in the vears 1983 1o 1986. First. the phenomena behind
the decline in the position are noted. Then the forces behind the
observed phenomena are discussed through a brief analysis of U.S,
government policies and economic arguments that attempt to explain
the observed flows.

The change in the international investment position is briefly
explained annually in the June issue of Survey of Current Business.
The DOC attributed the 1983 deterioration primarily to three factors:
(1) a shift to net capital inflows, mainly by U.8. banks; (2) a stronger
expansion by the United States than by other major countries —thus
the current account deficit increased sharply: (3) higher interest rates

28
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in the United States, facilitating the capital account adjustment.! The
combined results lead to a decline in the net international investment
position.

The decline in the 1984 net international investment position was
attributed to four factors.? First, the performance of the U.S. economy
continued to be strong relative to its major trading partners. Second,
there were strong credit demands in the United States, some to finance
mergers and acquisitions. Third, the United States had relatively high
interest rates.” Finally, the dollar appreciated against major currencies.

Despite the decline in the dollar’s exchange value in 1985, demand
for U.S. securities remained high.' The United States continued to
experience growth greater than or equal to that of its major trading
partners, although slower.” Banks continued to increase foreign bor-
rowing., while curtailing lending to foreigners.® The current account
deficit grew larger. The end result was a substantial decline in the net
international investment position.

The decline in the 1986 position can be primarily explained by three
factors. First. low U.S. inflation and rising securities prices attracted
foreign capital to the United States.” Thus, large purchases of U.S. cor-
porate stocks and bonds continued. Second, U.S. banks continued to
be net borrowers, thus reducing the net position.® And finally, foreign
official reserve assets in the United States increased. This occurred as
some countries intervened in the exchange markets in order to limit
the decline of the dollar against their currencies.”

These explanations give a brief history of the net position, but they
do not really clarify the motivations or causes behind the capital move-
ments. To evaluate the change in the net international investment
position, this study must take a closer look. First, the policy mix of
the United States can be analyzed as one of the causes behind the

'Russell B. Schall, “The International Investment Position of the United States in
1983." Surves of Current Business, June 1984, p. 74.

‘Russell B. Scholl. "The International Investment Position of the United States in
1984." Survey of Current Business, June 1985, p. 25.

'As will he briefly discussed below, the combination Ui ught monetary policy, federal
government deficit growth. and the 1981 tax law change can explain in part the high U.S.
interest rates.

‘Russell B. Scholl, “The International Investment Position of the United States in
1985," Surves of Current Business, June 1986, p. 26.

“Thid.

"Thid.

‘Russell B. Scholl, “The International Investment Position of the United States in
1986," Surtey of Current Business, June 1987, p. 8.

wry

Ibid.

hid.
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observed changes. Then the study will consider the economic reason-
ing behind observed flows.

The changes described above can be explained in part by the U.S.
macroeconomic policies of the early 1980s. High returns on U.S.
investments can be attributed in part to favorable government policies
as opposed to inherently higher profitability. In particular, the 1981
tax law cut taxes and thus increased after-tax returns. Furthermore,
tight monetary policy from late 1979 to the early 1980s, designed to
combat inflation, put upward pressure on interest rates. In addition,
the increased purchase of corporate stocks and direct investment can
be attributed in part to the reduction of impediments in U.S. labor
markets, which created a more favorable environment for business.
Federal borrowing also served to reduce the international investment
position as more treasury securities were purchased by foreigners.'®
Given the climate created by the policies, the changes observed can be
clarified through economic reasoning.

Consider the increased foreign purchases of equities and direct
investment in the United States. This flow indicates the strength of
the U.S. economy: economic theory suggests two basic explanations for
it. First, there is the safe haven argument—the idea that, compared
with the rest of the world, the United States looks like a politically and
economically stable country. Thus, for reasons of low political risk,
foreigners are investing in dollar-denominated assets in the U'nited
States. Second. there is the portfolio analysis approach. This
approach recognizes that U.S. assets vield a high rate of return, and
thus investors allocate a portion of their portfolios to U.S. assets. The
argument is then that the high rate of return attracts foreign investors
to U.S. assets. Frankel identifies the differential between real interest
rates in the United States and those in other countries as the major
cause of the increased attractiveness of U.S. assets in the early 1980s.!!
Thus, the portfolio approach finds some empirical support.

Safe haven and portfolio arguments explain the increased purchases
of corporate stocks. bonds. and government bonds. Direct investment
is also spurred by these considerations. Yet there are other motives for
direct investment, for example, the desire to increase market share in
the U'.S. market and to avoid protectionist measures. In 1986, a surge
in German investment was motivated by the former.!” while increases

"They ran be counted along with increased credit demand as the result of mergers
and acquisitions in 1984,

UJeffrey A. Frankel, “The Dazzling Dollar,” Brookings Papers on Economic Activity,
1. 1985, p. 199

“Thomas F. O'Boyle, “German Companies Seek More U.S. Assets,” The Wall Street
Journal, October 7. 1986, p. 36.
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in Japanese investment can be explained in part by the latter.”® So
some of the direct investment flows may have been motivated by fears
of protectionism.

The discussion above has primarily focused on the causes of capital
inflows. There is also the issue of capital outflows, which would serve
to improve our international investment position. As explained above,
the basic implication of the recent decline in the net investment posi-
tion can be that the growth of foreign investment in the United States
has been larger than the growth of U.S. assets abroad. A possible
explanation is a lack of viable investment opportunities abroad.!
Further, increases in direct investment are explained in part by rein-
vested earnings. The level of reinvested earnings depends upon the
profit level and the availability of profitable investment opportunities.
In reference to profit level, profits in the United States have led to
increased reinvested earnings, which have served to accelerate foreign
investment in the United States. The relative growth of the United
States compared with other developed countries may partiy explain
this.

The financial net position has been falling since 1982. Although the
fall is often labeled a deterioration, this is not necessarily the case.
Borrowing abroad or domestically brings with it predetermined non-
zero servicing pavments as well as the obligation to repay the principal.
Although the source of funds is unimportant to the borrower, borrow-
ing from abroad is included in the international investment position
while domestic borrowing is not. In particular, increased borrowing
abroad reduces both the financial net and full balance net. However, it
could be argued that U.S. corporations and banks are taking advantage
of an integrated banking and financial system. If they opt to borrow
internationally, it must be that the best arrangement is an interna-
tional one. In addition, both the financial net and full balance net are
reduced when loans to foreigners are reduced. Again, this should not
necessarily be deemed a deterioration. On the claims side, the prob-
lems with LDC debts have caused banks to curtail loans to foreigners.
The lending frenzy that changed the net financial position from a
negative to a positive number in 1981 is over."® Thus, claims and flows
that served to increase the net international investment position have
diminished.

YiDaniel Yergin, “Worrying About ‘Investment Frictions'—When Main St. Belongs to
the Japanese,” The New York Times, July 5, 1987, Business Day.

YKimelman, McKeon, Sargen, “U.8. Flow of Funds,” p. 7.

%In addition, banks have sold a small percentage of their LDC loans in secondary
debt markets.
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CONCERNS

Predominantly, four concerns are voiced in relation to the negative
net international investment position of the United States: (1) fear
that the United States is becoming like Mexico or Brazil; (2) fear that
the U.S. standard of living will fall; (3) increased vulnerability of the
U.S. economy and economic variables, such as interest and exchange
rates, to the actions of foreign investors; and (4) impact, adverse to the
United States, on relations with foreigners. These concerns merit
attention even though the revised numbers yield a positive net interna-
tional investment position.

The headlines have said it again and again: “Largest Debtor” and
“Even Bigger Debt than Mexico or Brazil.” They voice one of the
major concerns: that the United States is becoming like Mexico or
Brazil. Upon careful consideration, it is apparent that the comparison
is flawed. The net international investment position, as published by
the DOC, has caused commotion since 1986, when the negative net
international position of 1985 was announced. The popular press has
adopted the DOC’s net international investment position as the
“debtor” position of the United States. However, it would be more
appropriate to use the financial net to compare U.S. and LDC debtor
positions. While many definitions are used for LDC debt, they are
closer to the financial net than to the full balance sheet net. It is
interesting to note that when one looks at the U.S. net financial posi-
tion using the DOC numbers (unadjusted), the United States actually
became a “debtor nation” in 1971. Figure 6 shows the DOC financial
net from 1970 to 1986. Tables 8 and 9 present the numbers from
which Fig. 6 is derived. Although the DOC does not calculate the
financial net, this calculation uses unadjusted DOC numbers. Adjust-
ment of these numbers would only reduce the net balance. Thus, con-
cern over debtor status should have started in 1972.

Putting aside the inconsistency of the comparison due to the dif-
ferent definitions of debtor, still other factors should be considered
before placing the United States in the ranks of Mexico and Brazil.
LDCs, including Mexico and Brazil, face exchange-rate risk to the
extent that they borrow in a currency other than the one in which
their export earnings are denominated. Most U.S. export earnings and
debt are denominated in dollars. Thus, the United States is not
exposed to exchange risk and will not encounter the LDC type of debt
crisis—one where exports don't generate enough foreign exchange to
service and repay the liabilities,

Second, the comparison involves levels of debt. The more important
issue is not the level per se, but how large the level of debt is compared
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Fig. 6—U.S. net financial position, 1970-1986, year end,
using Department of Commerce data

with the size of the economy. A measure often used to determine this
is a calculation of the percent of GNP that the debt level represents.'®
Indices on debt burden, ability to repay debt, and servicing burden are
calculated as percentages. Thus, because of the large size of the U.S.
economy, the U.S. debt as a percent of GNP is much smaller than the
LDCs’ debts as a percent of their GNPs. Furthermore, the United
States differs from LDCs to the extent that U.S. debts represent assets
sufficiently productive to generate a rate of return at least equal to the
interest rate on the debts.

This leads to two important differences between U.S. and LDC
debtor positions: composition and cause. For example, Mexico and

5This is a measure used when evaluating the debt positions of the LDCs. Also
important are rate of change in the debt position and ability to generate funds for servic-
ing and principal payments.
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Table 8
U.S. NET FINANCIAL POSITION, 1970-1977, USING
DEPARTMENT OF COMMERCE DATA
(In millions of U.S. dollars, year end)
Item 1970 1971 1972 1973 1974 1975 1976 1977

1. U.S. assets 165385 179004 198694 222430 255719 295100 347160 379105
2. Gold 11072 10206 10487 11652 11652 11599 11598 11719
3. Direct investment 75480 82760 89878 101313 110078 124050 136809 145990
4. Corp. stocks 6573 7641 10537 10026 9011 9585 9453 10110
5. U.S. financial

assets

(line 1 - lines 2,34} 72260 78397 87792 99439 124978 149866 189300 211286
6. Foreign assets

in U.S. 106912 133493 161658 174536 196988 220860 263582 306364
7. Direct investment 13270 13914 14868 20556 25144 27662 30770 34595
8. Stocks 27209 30811 39059 33516 24221 35638 42949 39779
9. Foreign financial

assets

(line 6 - lines 7,8) 66433 88768 107731 120464 147623 157560 189863 231990
10. Financial net

(line 5 - line 9) 5827 -10371 -19939 -21025 -22645 7694 -563 -20704

SOURCES: The DOC asset levels were taken from Russell B. Scholl, “The U.S. International

Investment Position in 1985," Survey of Current Business, June 1986, Table 2, p. 28.

Brazil owe money primarily to commercial banks.!” As explained above,
the negative U.S. net international investment position is presumed to
be the result of many factors, predominantly foreign funds sent to the
United States for safekeeping and high returns.'® Thus, there is a
sharp difference in the nature of the debt positions.

In concluding the comparison of the United States and the LDCs,
Both the United States and LDCs have to
make interest payments on the “financial” portions of their debts. The
issue of interest payments relates to the concern that the U.S. standard
of living will fall as the United States sends more dollars overseas.
The popular press in the United States has voiced this concern.

there is one similarity.

V1The Washington Post, “Editorial,” July 31, 1986, p. A24.
¥bid.




35
Table 9
U.S. NET FINANCIAL POSITION, 1978-1986, USING
DEPARTMENT OF COMMERCE DATA
(In millions of U.S. dollars, vear end)
Irem 1978 1979 1980 1081 1982 1983 1984 1985 1986

1. U.S. assets 447847 510563 606867 719687 824875 874053 B9B18T 949371 1067888
2 Goid 11671 11172 11160 11151 11148 11121 11096 11090 11064
3. Direct investment 162727 187858 215375 228348 207752 207207 212994 229748 259890
4. Corp. stocks 11236 14834 19166 17661 18974 26551 27926 39839 50904
3. U.S financial

assets

dine I ~ lines 2,3.41 262213 296699 1361166 461527 587001 629178 646171 668694 746030
6. Foreign assets

nts 371730 416106 S00RI0 STN9R3 BRAGTH TS558 893803 1061253 1331452
7. Direct investment 12471 A4462 B3046  LORTI4 124677 137061 164538 184615 209329
8. Stocks 42087 48318 K4M6Y 64626 TETE2 97256 95836 124133 167440
9. Foreign financial

agsets

line 6 - lines 7,8} PRTIBY 313326 353215 SUD643 487236 Ah1242 633429 752505 954683
iO. Financial net ) T

tline 5 - hine &) -24949  -16627 7951 H6884 99765 TTY36 2742 -83811 -208653

SOURCES: The 1978 1984 DOC asset levels were taken from Russell B. Scholl, “The U.S. International
Investment Position in 1985.7 Surces of Current Business, June 1986, Tahle 2, p. 28. The 1985 and 1986 asset
levels were obtained from Russell B. Scholl, U5, Net International Investment Position, 1986," Department
of Commerce Neus. June 23. 1987 The 1985 numbers are revised. while the 1986 numbers are preliminary.

However, the U.S. standard of living, which is determined by the
volume of goods and services that the United States consumes, will fall
when foreigners don’t want our dollars anymore and we can't buy as
many of their goods and services. Thus, when the United States
begins to experience a current account surplus and the capital account
also turns around, the standard of living will be affected. At present,
the current account deficit and the falling net international investment
position indicate an elevated standard of living. In conclusion, the
interest burden will nct reduce the standard of living unless the United
States encounters the LDC type of situation where a current account
surplus becomes necessary to generate payments. Furthermore, the
severity of the burden is still quite different between the United States
and the LDCs.

Other concerns are that the potential vulnerability of the United
States to future shocks will increase as a result of increased foreign
exposure; that increased foreign exposure will constrain U.S.

e Y




36

authorities in their ability to have an impact with policy; and that the
United States will become a hostage to the whims of foreign investors.
Whether foreign investors hold American investments reflects rather
than causes fundamental problems in the U.S. economy. Furthermore,
the whims of U.S. investors are as potentially destabilizing as the
whims of foreign investors. One should consider the percent of total
investment that foreign investment represents. The vulnerability of
the investment and exchange markets would depend on the magnitude
of the foreign investment and on the elasticity of demand and supply
in these markets. Since the announcement of the negative net interna-
tional investment position of 1985, capital inflows have continued.
This suggests that confidence in dollar-denominated assets has not fal-
len, and that pessimism is not necessarily well-founded.

Regarding the negative international investment position and the
value of the dollar, no relationship has been observed between the
assets and liabilities levels themselves and the exchange and interest
rates. However, capital flows do have an impact on these rates. Spe-
cifically, increased demand for dollar-denominated assets will tend to
cause the dollar to appreciate.

In considering the international investment position, not only is the
position itself important, but also the composition of the position, the
rate of change of the position, and the direction of that change. Gen-
erally, the United States is not worse off in welfare terms when for-
eigners invest here. To the extent that equity holdings do not bring
predetermined fixed servicing burdens with them, they do not represent
a vulnerability in terms of servicing and principal repayment burden.
As mentioned earlier, their inclusion in the full balance sheet definition
of debtor can be questioned. However, within that definition, increased
foreign direct investment in the United States leads to a decline or
deterioration of the net balance. Nevertheless, there are benefits from
this element of the position. For example, in the past, direct invest-
ment has been a principal means of introducing new products and new
technologies into the U.S. market.!”® Second, a high percentage of the
staff employed in foreign direct investment operations generally con-
sists of U.S. citizens.® Thus, a reallocation of employment to the
United States occurs as a result of these firms. However, more
recently, concerns over “investment frictions” have been voiced. These
frictions can be the result of poor management, poor local relations,
and fear by the local U.S. citizens of foreign control of the local

9«Foreign Investment in the United States: Policy, Problems and Obstacles,” New
York City: The Conference Board, 1974.
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economy.’’ The latter is not necessarily a well-founded fear because
U.S. firms are able to vacate an area as easily as foreign firms.
Whether increased foreign direct investment in the United States is
viewed as a “deterioration” of the net international investment posi-
tion, as opposed to a “decline,” depends in part on these considera-
tions,

Finally, concern has been voiced over the effect of the negative
international investment position on U.S. relations with foreigners.
Four topics could lead to strained international relations. First, in an
era of concern over “competitiveness” and “fair trade” issues, the
increased Japanese investment in the United States is not met with
completely open arms.”®> The appearance that Japan is buying up
America with profits from “unfair” trade relations—whether it really is
or not—could get blown out of proportion in political spheres.?® A
second criticism relates to the allocation of world investment. If the
safe haven argument is valid, politically unstable countries will suffer
capital flight. Thus development will be slowed in these countries.
Third, the U.S. mix of loose fiscal policy with tight monetary poucv
leading to high interest rates is viewed by some as an inappropriate
stimulus of foreign investment in the United States. Fourth, the issue
of NATO burden-sharing has emerged. The issue is not the level of
alliance defense provision but rather the division of the bill.

“'Yergin. "Worrying About ‘Investment Frictions’.”
“Ibid.
- Ihid.




VII. CONCLUSIONS

This study demonstrates that a range of values is possible for the
net asset position of the United States. The range is affected by the
data used, the definitions of the components compiled, and the com-
ponents selected. Thus, the definition of the term “debtor” is impor-
tant. Furthermore, policymakers must consider not only the implica-
tions of the definition, but also the composition of the decline of the
position.

This study differs from others on this topic because it attempts to
revise the direct investment, gold, and financial claims components of
the DOC international investment position. Furthermore, it divides
the full balance net investment position into two sub-balances, nondebt
and financial nets, to observe the impact of the framework on the
debtor status.

The financial net became negative as early as 1971, and if this nar-
row definition of debtor is adopted, debtor status was achieved in that
year. However, the definition of debtor generally adopted for the
United States has been the DOC full balance net. The combined
results of this study’s revisions significantly alter the DOC position.
Table 10 presents a comparison of the DOC full balance nets and the
adjusted full balance nets. However, although the debtor status of the
United States is eliminated in some years of the 1980s, the decline in
the U.S. position is not significantly altered.

Table 10

US INTERNATIONAL INVESTMENT POSITION. DEPARTMENT
OF COMMERCE AND ADJUSTED, 1933 1986
tIn billions of U5, dollars, vear end)

Item

1983 1984 1985 1986
DOC full balance net,
with gold Ha.h 4.4 -111.4 -263.3
Adjusted full balance
net, with gold 369.0 277.1 1777 498

SOURCE: Table 6.
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