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In 1985, US datistics showed that the net international investment position
turned negative for the first time since World War 1. In 1989, the US net internationa
invesment position again turned negetive for the first time since World War I. How is
that possible? In the meantime, arevison had raised the vauation of US assets
oversess, by recognizing, for example, increased prices of capita assets acquired in the
digant past. Thisrevison was large enough to restore America s net creditor status,
though only temporarily.> The magnitude of this revision is oneindicator of how large
the measurement errorsin these data are, or at least how bad they have been in the pagt,
which in turn is one reason why they have been o little used. The worldwide
discrepancy is another tangible illugtration of the problem.

That said, | am persuaded that thisline of research by Lane and Miles-Ferretti is
avery ussful one. In part thisis because of the high margind product of researchin an
areawhere few others have explored. But it is aso because the authors have been able to
put together data for more countries than were available in the early 1980s. And the
vaiation in the datais sufficiently greet that measurement error need not necessarily
prevent us from learning anything by examining them.

Overdl, the results are much better than | would have predicted. Thereislittle
modeling as such. Indteed, they offer avariety of theoretica reasons for thinking that
income per capita, public debt, and demographics, should each have effects on the net
foreign asset pogition, and these tend to be borne out in the empirica results.  Inthe case
of indudtridized countries, income per capita has a strong positive effect on the asset
position, supporting the idea that countries become creditors as they grow rich. (This
certanly fits the experience of the Netherlands and the United Kingdom in their hey-
days, the United States until the 1980s, and Japan. The USin recent yearsisa
conspicuous outlier.)

Public debt seemsto have a negative effect on the investment position, as
hypotheszed. Thiseffect is even stronger among developing countries than
indudtriaized countries. The authors explain the discrepancy by the argument that credit

1 The US data system tends to collect better dataon capital flowing in than on capital flowing out. No
comprehensive survey of US residents holdings of foreign securities had been conducted since World War
I1, until onewas conducted in 1994. Kester et a (1995). (Measured U.S. net indebtednessis $1.474

trillion as of end-1999, and still climbing rapidly.)



condraints are pervasive in developing countries.  But | would have thought that credit
congtraints for these countries are even worse internationally (capital controls, default
risk, recurrent crises, absence of internationa bankruptcy court) -- that they would find it
even harder to finance budget deficits out of foreign borrowing than out of domestic
borrowing. | consder thisresult to be abit paradoxicd, but it is the same paradox found
in the Feldstein-Horioka literature: the saving retention coefficient is even higher for
indudtrialized countries than developing countries, which seems inconsistent with the
higher capital mohility that we expect for industrialized countries® The big question that
this research should try to answer is analogous to the one addressed by the earlier
Feldgtein-Horioka literature: Are net internationa investment positions as large as we
would expect from neoclassical theory and perfect capita mobility, and if not why not?

The clam is made that economic theory has stronger predictions about the long
run relationships among asset stocks than short-run relationships among flows. By way
of elaboration, the point is made that theory predicts that the stock of foreign assets
should depend negatively on the stock of government debt, but that the relationship
between the current account deficit and the budget deficit depends entirely on the origin
of the shocks:® | think the point is to look at low-frequency relationships, not at long-
term capital, whether stock or flow. Perhapsthetitle of the paper should be long-term
movements of capitd, rather than long-term capital movements.

Thethird finding is that demographics matter as well, with the young population
reducing the asset position and the pesk-earning fifties age cohort adding toit.*

Next come estimates with dynamic adjustment. The authors estimate the hdf-life
at five years, and describe this behavior of the investment position as quite persstent. |
would have expected dower adjustment, if anything, and am surprised it is not more
persstent. | suspect that if adjustment were soldly by current account surpluses and
deficits, the haf-life might be longer than five years, and that they are picking variation
in exchange rates and asset prices.

In the dynamic estimates, and the pandl estimates, the results work less well for
the United States, Japan, Germany and United Kingdom. Could this be because these are
the countries that borrow primarily in their own currency? A key question is whether we
should be thinking of the kind of portfolio balance modd where investors are
diversfying across currencies of denomination, or the kind where they diversfy across

2 E.g, Dooley, Frankel, and Mathieson, 1987.

3 The latter point is certainly true. Inthe 1980s the US current account grew worse when the budget deficit
widened, because the origin was fiscal expansion, whereasin the 1990s the current account grew worse
when the budget improved, because both were responding to a“New Economy” investment boom. Butis
the situation really so different with stocks rather than flows? Mightn't theory predict that the sign of the
correlation between the stock of foreign assets and the stock of government debt would reverse, if the
driving force were aNew Economy boom that raised the return to capital ?

* The paper mentions that “the over-65 age group exerts a negative effect, consistent with the running
down of net foreign assets.” In the case of those who have newly retired, | would expect a positive effect
onthelevel of assets. Only for the very old, those who have lived longer than expected, might one look
for anegative effect.



countries of issuance. Among other questions that turn on this decison, if it is a matter

of currency risk rather than country (default risk), it may be necessary to express foreign
haldings relaive to tota portfolio (wedth) rather than relative to income or exports as the
authors do throughot.

| see severd remaining puzzles and priorities for future research
(1) The relaionship between income and investment position gppears to have an
inverted-U shape. Thisfollows from the finding that the relationship is pogtive for one
income range and negative for another. If so, the relationship would be analogous to the
origind Kuznets curve, which said that income inequdity gets worse a early stages of
indudtridization, and then starts to get better when income passes a turning point, and to
the so-cdlled environmental Kuznets curve, which says that the same pattern holds for
pollution. We observe that high debt brings with it vulnerability to financid criss.
Perhaps dl three variables -- inequdity, pollution, and debt -- are unpleasant side- effects
of growth thet people are willing to put up with a early sages when maximizing GDP is
the overriding god, but which they can afford to reduce when the get richer. The authors
indeed find some evidence of the U-shaped relationship between income and investment
in cross-section data. The puzzle is that they do not find it in time series data

(2) Asthe authors say, future research should attempt to distinguish among different
components of the net investment paosition, breaking out FDI, equities and long-term debt
from short-term debt -- though it might be necessary at the same time to bresk out gross
assts from gross liahilities. | think we have decided, in the aftermath of the financia
crises of the 1990s, that the composition of net capitd flowsis as important as the tota
magnitude.

(3) I would suggest trying a more sophisticated gpproach to measuring the rate of return
variable.

A lot can be said on this latter problem.

The authors decompose the expected return differentid into two components -- a
redl interest differential and expected redl appreciation.

i) - Tw) - EtDsiaa =

(i) - EtDPig+n) - () - E:DPwie+1)) - (EtDSt41 - EiDPir+2) + E¢DPyyr+1))
Since the latter term is generdly inggnificant in their results, they are in effect saying

that expected return differentids are determined by differencesin red interest rates. | am
not sure if thiswill give the right answer in generd. Interest rates in Japan, for example,
have been below those in the US for most of the postwar period (real aswell as nomind);
yet this difference has been gpproximately offset -- perhaps more than offset, depending
on the measure -- by the upward trend in the vaue of the yen (which in red terms
averaged 3 per cent ayear). Because yen appreciation was such a strong trend, Japanese
bonds paid more than American bonds despite their low interest rate. In other words, redl



appreciation of the yen may have been large enough to change the Sgn of the difference
in expected returns®

At the one-year horizon, there is good reason for thinking that speculators expect
the redl exchange rate to regress gradually toward PPP, at least among the dollar and
magjor European currencies.  (Forget theyen.) Actudly, there are two reasons for
thinking so. Firgt, survey data suggest that expectations of market participants are
formed in thisway. Second, studies of PPP suggest that the actud red exchange rate
process has an autoregressive component, and rational expectations implies that
investors expectations would in turn be formed in thisway.

Let me make a pitch for inverting the equation -- running it with rates of return on
the left-hand side and asset position on theright.  Write the demand for domestic assets
asalinear function of the expected return differentid:

Xy =@+ BE[Fg11) - Tt
Theninvert:
- h- -1
Fit+y) ~ Twern) =0 a +b Xit) tet+1
() The logic isthat measurement errorsin the rates of return (e) are large.

(ii) If the rates of return are measured as ex post returns, then there is atheoretical
argument for believing that these large measurement errors -- which areinvestors' ex
post prediction errors -- are uncorrelated with the ex ante asset quantity variable.  That
theoretica reason is, of course, rationa expectations. Let us accept the standard rational
expectations methodology for present purposes.

(ii1) This specification readily lends itsdlf to intuitive interpretation as the answer to the
question: “If | increase my internationa indebtedness by one percentage point, by how
much do | drive up the interest rate | have to pay?’

(iv) If one wantsto test the null hypothesis of perfect capitd mohility, it ismuch esser to
test b =0 thanitistotest b= ¥.

(V) You can have fun imposing the condraint thet b is determined by optimal portfolio
diversfication, which can give you the condrant thet the coefficient matrix is
proportiona to the variance of the error term € in the same equation.  Going to the
multi-dimensiona caseisoptiond, where b~ L isamatrix, proportiond to the variance-
covariance matrix of e:

b l=rE(eed.

® Frankel, 1991, Section 8.2. When Japan removed its capital controls after 1979, the net flow was out
rather than in. So perhapsthe real interest differentials are giving usthe right answer. [Thiswould be
easier to understand if we weretalking about flows. The low real interest rate in Japan signals an excess of
national saving relative to real investment, and the high real interest rate in the US signalsthe reverse; the
discrepancy in each country isthe net capital flow.]



Lane and Miles- Ferretti do invert the equation in part 5, to the extent of putting
the ex post red interest differential on the left-hand sde. | might understand proceeding
in this manner if the logic were that we are talking about assets other than bonds here
(e.g., FDI), so that some broad measure of real return to equity is what matters. That gets
into the other point about decomposing the aggregate investment position into FDI versus
bonds etc. But let us stay with the idea of one aggregate asset. If that one asset were
short-term default-free hills, then the only source of uncertainty would be in the exchange
rate, for those countries able to borrow in their own currency.

Fice+1) = Twee+) © Tige) - Twery - EtDSten

Thiscaseis particularly smple, and alows one to mode and measure the first and

second moments with some precison.  But it requires also getting data on the stocks of
domestic and foreign assets that are outstanding and that thus have to be held by
someone, not just net domestic debt to foreigners. Indeed, the net internationa
indebtedness variable, which is the focus of this paper, does not enter into the asset
suppliesat dl. Reather, to get net indebtedness to matter, it comesin as a determinant of
demand rather than supply, assuming ahome biasin asset demands.  Such ahome biasis
easy to derive from the optimal diversfication framework, by the way, because resdents
of each country consume more of their own goods, and so each view the other’ s currency
as somewhat risky.®

| am not recommending that Lane and Miles-Ferretti go down thisroute. Their
unique contribution is working with the data on the net foreign investment postion.
Their title and introduction state explicitly that their motivation isto shift the emphass
from short-term flowsto long.” Long-term loans and bonds, equities and FDI are as
important as short-term bonds.  Astheir graphs show, equities and FDI grew rapidly
among emerging marketsin the 1990s.  In these markets, default risk has been as
important as exchange risk.  So the authors need not focus on short-term interest rates
and exchange rates in measuring expected returns.  And they need not get sidetracked
cumulating government bond supplies in each country.

Even at the stlage where the authors continue to aggregate al asset categories
together, | would like to propose trying an dternetive gpproach for measuring the
aggregate rate of return: the “net investment income” line of the balance of payments,
expresed relative to the net internationd investment pogition.

® In the framework of mean-variance optimization with nonstochastic goods prices, the home bias in asset
preferencesis equal to the home biasin consumption preferences, times aterm equal to 1 - the inverse of
the coefficient of relativerisk aversion. (E.g., Frankel, 1994, p.11.)

" They describe Feldstein-Horioka as focusing on short-term capital flows. But in fact Feldstein and
Horioka gave as motivation for their paper the observation that the existing interest rate parity literature
focused on short-term capital mobility and their goal was to address long-term capital mobility. In my
view the distinction between short-term and long is misplaced here. Lane and Milesi-Ferretti want to talk
about net stocks of assets whereasthe earlier literature they have in mind talks about flows. Perhapsa
(second) change of titleisin order; it should be something like Long-term Patternsin I nternational
Investment. And similarly, the contribution of Feldstein-Horiokawas not to shift attention from short-term
tolong, but rather from prices to quantities.



There are certainly problems with this strategy. Even if the data are measured
accurately, a serious problem arisesif investment income and the investment pogition the
two are of opposite Sgns, as they were for the United States from 1989 until mid-1998.
Thereisno cure for this problem except to do the disaggregation.) In addition, there are
serious errors in the measurement of investment income. They are probably aleading
source of both the world current account discrepancy (“horizontd”) and the Satistical
discrepancy in the US balance of payments (“vertical”). Nevertheless, these errors are
quite on a par with those in the measurement of the net internationd investment position
itsdlf, and it seems gppropriate to study these two important but neglected series together.

The advantage is that you then can avoid deciding what kind of asset you are
thinking about, and also can throw the questions of how to measure the redl interest rates
and expected changesin the real exchange rate out the window and estimate an equation
like by (2) dbove. You can even impose the constraint that b - Lis proportionate to the
vaianceof e.

| look forward to future ingalments of this work, whether dong the lines of my
suggestion or not.
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