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Germany's international investment
position: amount, profitability and risks of
cross-border assets

Germany’s net external assets have been growing more or less continuously since the start of this
millennium. At the end of 2017, Germany had a balance of €1.8 trillion, making it the world’s
second-largest net creditor in absolute terms, after Japan. In both its size and structure, the devel-
opment of Germany'’s international investment position (i.i.p.) has been shaped by a particular
dynamic over the past ten years — not least due to the impact of the global financial crisis. One
prominent factor here is the growing significance of financial corporations, which have super-
seded commercial banks as the most important cross-border creditors. This shift has been accom-
panied by an increasing share of securities claims, replacing (unsecuritised) lending as the instru-
ment of choice for cross-border financing.

The risk/return profile of Germany’s i.i.p. has repeatedly been at the centre of public debate. A
variety of metrics can be used to assess this, with the results hinging on the measure chosen, the
instruments being analysed, and the period taken as the basis for the assessment. However, not
all aspects of external investment can be modelled using simple metrics.

In order to better place the development of Germany’s i.i.p. in the international context, an esti-
mate is made, as part of which factors are identified that can explain the strong growth in Ger-
many’s net external assets. The econometric analysis should also give an indication of the appro-
priateness of Germany’s i.i.p. in view of the structural conditions, and of how sustainable it is in
the global context. It is shown that the demographic component plays a prominent role in Ger-
many’s net savings.

Germany’s net external assets essentially represent the counterpart to external liabilities in other
parts of the world and could thus contribute to external imbalances in principle. However, Ger-
many’s external assets indicate unconditional payment obligations of partner countries to a
limited extent only. By providing equity capital, Germany in fact helps strengthen international risk
sharing. Looking ahead, enhanced cross-border equity financing brought about by the realisation
of the European capital markets union may also further boost Germany’s role in stabilising inter-
national relations. Yet there is little scope for policymakers, beyond setting the framework condi-
tions, to directly influence the investment and savings behaviour of private economic agents and
thus to actively steer the stock of external assets.
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Financial inte-
gration has
grown world-
wide, ...

International capital links:
a global phenomenon

Germany's increased financial linkages with
other countries is part of a process that can be
observed in many economies. It reflects the im-
pact of reduced capital controls, the liberalisa-
tion of trade in services, the improvement of
cross-border payment and settlement systems,
and significantly lower transaction and com-
munication costs thanks to rapidly advancing
innovation. The result of all this is that many
economies nowadays have a significantly
higher degree of financial openness — as meas-
ured by holdings of external assets and liabil-
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ities in relation to gross domestic product
(GDP) — than at the beginning of the millen-
nium. In Germany's case, the figure came to
456% of GDP at the end of 2017 — markedly
higher than in the year 2000 (275% of GDP).
The country also continued to become more
integrated into global financial markets after
the financial crisis, but on closer inspection, the
individual developments were quite mixed.

The United Kingdom's cross-border asset links,
for instance, are shaped by London'’s singular
position as a hub for international capital flows,
as evidenced by the country’s very high exter-
nal assets and liabilities relative to GDP. Looking
at the United States, its comparatively pro-
nounced level of net external debt — recently
amounting to around 40% of GDP — reflects
the US economy’s particular role in the global
economy in various ways. Factors include the
special status of the US dollar in the inter-
national monetary system, the size and liquidity
of US financial markets, and America’s “safe
haven” function, which greatly influences the
willingness of international investors to add US
debt to their portfolios. For its part, Japan is
likely to have a greater need to build up a posi-
tive net i.i.p. given that its population is already
ageing at a noticeable pace. As for China, both
the net i.i.p. and external assets and liabilities
have risen in absolute terms, but relative to
GDP some positions saw a decline compared
with the end of 2007 owing to the gradual
opening up of the financial markets and strong
economic growth for many years.

Another important indicator of a country’s fi-
nancial integration into the global economy is
external investment as a share of total (finan-
cial) assets. The preference investors give to do-
mestic securities plays a material role here. This
can be modelled by home bias (see the box on
pp. 50f.). A higher propensity for cross-border
investment and increased financial market inte-
gration globally have two effects for individual
countries: on the one hand, they are less sensi-
tive to developments at home, but on the
other, financial disruption in other countries

... taking shape
differently
depending on
the country

Changed impact
of developments
at home and
abroad



Germany's
external assets
up sharply in
recent years

Transactions,
valuation effects
and other
adjustments
affect the i.i.p.
stock data

may potentially spill over to the domestic econ-
omy more rapidly. The higher international
asset and liability positions overall also increase
the importance of income effects, which may
arise due to changes in external assets."

Development of
Germany'’s i.i.p. since the
global financial crisis

At the end of 2017, Germany'’s external assets
had reached a value of €8.4 trillion. This means
that they have risen by 60% since the end of
2007, the last year before the onset of the
global financial crisis, and have grown twice as
strongly as Germany’s total financial assets.
Germany’s liabilities to the rest of the world
also increased over this period, but much less
dynamically than assets. These came to around
€6.6 trillion at the end of 2017. At almost €1.8
trillion, Germany’s net external assets now
come to more than half of GDP. This is almost
three times the figure ten years ago. The global
financial crisis and the ensuing European debt
crisis initially led to what were in some cases
significant declines in international positions.
On the whole, however, the trend towards
greater external integration remained intact,
meaning that international asset and liability
positions continued to rise.

The growth in net external assets reflects Ger-
many’s current account surpluses over the last
ten years. From a macroeconomic perspective,
a current account surplus always goes hand in
hand with a build-up of net claims on non-
residents. In addition to these transaction-
driven changes, which are recorded in the fi-
nancial account, the stock data of the i.i.p. can
also be affected by valuation changes owing to
movements in exchange rates and market

prices as well as by other adjustments.?

Changes in Germany’s external assets can be
analysed from a variety of angles.? This article
will cover asset categories — the i.i.p. distin-
guishes between direct investment, portfolio
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investment, other investment, financial deriva-
tives and reserve assets — as well as the various
sectors.

Use of external assets

Looking at direct investment, claims on non-
residents rose much more sharply than liabil-
ities, which meant that net external assets in
this category have more than doubled since
the end of 2007, coming to €546 billion at the
end of 2017. Germany's direct investment was
split roughly evenly between countries inside
and outside the euro area at the end of 2017.
Compared with the period prior to the financial
crisis, then, there has been a slight shift to-
wards partner countries in the euro area. The
vast majority of German direct investment took
the form of equity capital. In relative terms,
however, intra-group lending has gained in im-
portance over the past ten years. On the liabil-
ities side, around 62% of inward direct invest-
ment in Germany came from euro area coun-
tries at the end of 2017, meaning that this
share is down slightly on the end of 2007. At
last count, non-resident enterprises provided
affiliated enterprises in Germany with around
43% of this inward direct investment in the
form of equity capital; this was roughly 9 per-
centage points less than at the end of 2007. On
the liabilities side, too, the share of intra-group
lending has risen in recent years. This was
largely attributable to the higher amount of

1 See, for example, OECD (2018), Policy challenges from
closer international trade and financial integration: dealing
with economic shocks and spillovers, in Economic Outlook,
Issue 1, pp. 49-92.

2 The indices of exchange rate effects in the i.i.p. provided
a new toolkit for the targeted analysis of the impact of ex-
change rate movements on the i.i.p. See Deutsche Bundes-
bank, New indices of exchange rate effects in the inter-
national investment position, Monthly Report, April 2018,
pp. 36-37. Other adjustments include write-downs on un-
collectible credit claims, changes in sector classifications,
changes in the functional category of a financing instru-
ment, as well as statistical discrepancies between the i.i.p.
and the balance of payments due to differing data sources,
for example.

3 See Deutsche Bundesbank, Germany's external position:
new statistical approaches and results since the financial
crisis, Monthly Report, April 2018, pp. 29-40.
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External assets and international financial market

integration

The opening of foreign markets and invest-
ment in foreign assets mean that additional
gains can be made in efficiency and welfare
that would be unfeasible in a closed econ-
omy. Of course, the extent of a country’s
financial integration into the global econ-
omy is not simply reflected in the amount
of its net external asset position. One indi-
cator commonly used for this purpose is the
preference investors give to domestic secur-
ities, which is referred to as “home bias”."
In principle, the concept can be applied to
all external asset positions. Statistical prob-
lems arise when calculating the home bias
in direct investments and loans, however,
because the respective reference variables
— the value of all enterprises worldwide and
the volume of credit outstanding world-
wide — are not available. For this reason,
the home bias for securities, which is rela-
tively easy to determine, is often used as an
indicator of a given country’s general finan-
cial integration into the world economy. To
this end, it is possible to differentiate ac-
cording to shares and investment fund
shares (equity) on the one hand and debt
securities on the other.

Provided that the markets are competitive,
all investors have perfect information and
that these is an absence of transaction
costs, the international dispersion of secur-
ities ought to be identical in the portfolios
of all countries and so correspond to the
regional structure of the securities out-
standing worldwide.2 Home bias indicates
the extent to which foreign securities held
by domestic investors are under-represented
in terms of their weight in the global port-
folio. It is derived from the share of foreign
securities in the portfolio of domestic in-
vestors in relation to their share in the
global portfolio:3

Share of foreign securities

in the domestic portfolio
Home Bias = 1-

Share of foreign securities

in the global portfolio

The ratio normally assumes a value of be-
tween zero and one. If the value is zero, the
composition of the national securities port-
folio corresponds to that of the global port-
folio. A value of one means that domestic
investors hold only domestic securities in
their portfolios.#

Over the past years a decline in home bias
has been observed in many countries, par-
ticularly for equities. The global financial cri-
sis temporarily halted this trend, but it has
since resumed. Thus, the financial integra-
tion of countries has progressed over time.
The euro area countries generally have a
lower home bias than Japan, the United
States or the United Kingdom, for example.
Most recently, the level of home bias in the
case of equities in all the above-mentioned
economies fell back below the figure at the
end of 2007. In Germany, the home bias
ratio at the end of 2017 was 0.43, com-
pared with 0.52 ten years earlier. The devel-
opment in respect of debt securities is

1 Home bias is usually measured on the basis of the
assets side of the international investment position. A
two-country model (e.g. Germany and the rest of the
world) can be used to show that a positive home bias
in assets also implies, in principle, a positive home bias
in liabilities and vice versa. To determine financial mar-
ket integration, it is therefore sufficient to look at one
side of the balance sheet.

2 See B. Solnik (1974), An Equilibrium Model of the
International Capital Markets, Journal of Economic
Theory, Vol. 8, pp. 500-524.

3 The global portfolio is defined as equities or debt
securities outstanding worldwide. Securities issued by
entities domiciled outside the respective country are
designated as foreign securities.

4 |n special cases in which foreign securities are over-
represented in domestic portfolios as measured by
their market capitalisation, the home bias may also
take on negative values.



mixed by international standards. The tilt in
Germany in favour of domestic debt secur-
ities declined even more markedly than it
did for equities, and the home bias receded
in the same period from 0.56 to 0.42. This
is all the more remarkable given that the
Eurosystem’s expanded asset purchase pro-
gramme, taken in isolation, has led to an
increase in home bias: through its purchases
of domestic securities, the Bundesbank has
continuously built up its holdings of Ger-
man securities since the end of 2014. At the
end of 2017, the Bundesbank reported in its
balance sheet a stock of securities totalling
€512 billion held for monetary policy pur-
poses. This was around €462 billion more
than the corresponding figure as at the
2014 balance sheet date. Some of these
securities had previously been in the hands
of foreign investors, with the result that the
share of German debt securities held in Ger-
many rose due to these transactions.> How-
ever, this effect on the German home bias
was largely offset by portfolio shifts by Ger-
man investors who, in recent years, increas-
ingly added foreign securities to their port-
folios in their search for yield. Overall, the
German home bias for debt securities was
therefore almost unchanged between the
end of 2014 and the end of 2017 (+0.01).
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Sources: IMF, BIS, World Bank and Bundesbank calculations.
* Under-representation of foreign securities in the national
portfolio as measured by their share in the global portfolio. If
the value is zero, the composition of the national portfolio cor-
responds to that of the global portfolio. A value of one means
that only domestic securities are held in the portfolio. 1 Un-
weighted average in the respective composition without Lux-
embourg and Ireland (in the case of equities, also without
Malta and Cyprus).
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5 The Bundesbank purchased not only German secur-
ities under the expanded asset purchase programme,
however, but also debt securities issued by inter-
national organisations, e.g. ESM bonds, on a small
scale.
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Portfolio invest-
ment: shift into
positive territory,
and German
investors” inter-
est in foreign
debt securities

Germany's international investment position (i.i.p.)
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1 Including financial derivatives.
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lending from foreign subsidiaries to parent en-
terprises in Germany (reverse flows).4

At the end of 2017, Germany's cross-border
portfolio investment recorded a surplus of
€382 billion on balance. Positive territory was
entered in 2015, for the first time since the
mid-1980s. As German government bonds are
considered to be a safe and liquid investment,
they are usually held by foreign investors on a
large scale, which means that German secur-
ities liabilities to non-residents have tradition-
ally exceeded the corresponding claims.> Under
the Eurosystem’s public sector purchase pro-
gramme (PSPP), however, the Bundesbank has
been buying German debt securities issued by
the public sector, primarily also from non-resi-
dent holders, since March 2015. This damp-
ened the increase in the stock of German se-
curities held abroad over the entire observation
period from 2007 and reduced the investment
stock considerably in the last three years.

Since the end of 2007, developments in Ger-
many'’s portfolio investment abroad have been
dominated by the growing stock of long-term
debt securities. Demand for securities issued by
non-euro area countries was substantially
stronger in this period than it was for long-
term debt securities from other euro area coun-
tries. In the case of foreign shares, too, invest-

ors preferred to add equities issued by enter-
prises domiciled outside the euro area to their
portfolios. However, a notable portion of the
increase in the value of foreign shares in resi-
dents’ portfolios since 2007 has been ac-
counted for, on balance, by price gains, even
though the global financial crisis in 2007 and
2008 did send share prices sharply lower for a
time.

The strong demand for shares in foreign invest-
ment funds caused a significant increase in the
stock of these assets in resident investors’ port-
folios compared with the end of 2007.6 The
vast majority of the fund shares held by Ger-
man investors abroad are in funds established
in other euro area countries (around 97%) and

4 |t is often the case that foreign subsidiaries are set up as
financing vehicles that issue bonds in the international cap-
ital market and channel the proceeds to their domestic par-
ent enterprises in the form of loans.

5 Upon publication of the i.i.p. data for 2017, a methodo-
logical change was made retroactively for the debt secur-
ities on the liabilities side going back to the final quarter of
2015. While German debt securities held abroad had previ-
ously been cumulated from the balance of payments trans-
action data, non-residents’ holdings are now determined
using stock data from the Bundesbank’s securities statistics.
This has resulted in a higher stock of liabilities in this class
of securities beginning with the fourth quarter of 2015.
The new calculation method is consistent with the ECB's
guidelines. It also offers the advantage of bringing the
results of the i.i.p. more closely into line with those of the
national financial accounts.

6 Valuation effects and other adjustments accounted for
around 5.5% of the increase in the ten years since 2007.



Other invest-
ment: increase
in net claims

Reserve assets
mainly subject
to valuation-
related fluctu-
ations

Financial corpor-
ations account
for large share
of net external
assets

marketed in Germany. Fund companies in Lux-
embourg, Ireland and France in particular are
key providers.

Overall, developments in portfolio investment
abroad over the past few years reflect the inter-
est in geographical diversification in the Ger-
man portfolio (see also the box on pp. 50f.). In
view of the low interest rate environment, the
search for yield probably also played a material
role.

In the case of other investment, which includes
both loans and trade credits (where these do
not constitute direct investment) as well as
bank deposits and other investments, the in-
crease on the assets side contrasted with dis-
tinctly higher positions on the liabilities side.
The net claims on non-residents recorded
under this position haven risen by a total of
€84 billion to €691 billion since 2007.

The Bundesbank's reserve assets have likewise
made a positive contribution to the net i.i.p.
over the years; this contribution has experi-
enced a certain degree of fluctuation mainly
due to valuation adjustments. Financial deriva-
tives have been reported for monetary financial
institutions (MFIs) since the end of 2010 and
also for other sectors since the end of 2012.
They have virtually no impact on the net pos-
ition since they extended both sides of the bal-
ance sheet to roughly the same extent.

Sectors as cross-border actors

Looking at the net international investment
positions of economic sectors reveals that, in
the past few years, a large proportion of the
increasing net external assets was accounted
for by enterprises and households. At the end
of 2017, this sector had a positive net i.i.p. of
€1,939 billion; this was €1,273 billion higher
than at the end of 2007. More than two-thirds
of these net assets were held in securities at
the end of 2017, and around one-quarter was
attributable to direct investment. The relative

Deutsche Bundesbank

importance of portfolio investment in enter-
prises’ net external assets has thus grown con-
siderably over the last ten years. This is primar-
ily due to the increasing role played by financial
intermediaries such as funds and insurers in
asset management. These predominantly count
as “financial corporations excluding monetary
financial institutions (MFls)”, which have been
reported separately since 2012 and which hold
the vast majority of the net external assets of
the enterprises and households sector (2017:
96%).

The net external assets of MFIs (excluding the
Bundesbank) have shrunk markedly. Develop-
ments in the wake of the financial crisis were a
decisive factor here, with commercial banks
providing each other with fewer cross-border
funds. Other contributors were a general in-
crease in risk aversion in some cases and the
need to keep balance sheets in alignment with
higher capital requirements. In the countries hit
hardest by the crisis, institutions looked more
to central banks than the interbank markets as
a source of liquidity.

Accordingly, the Bundesbank’s TARGET2 claims
on the European Central Bank (ECB), which
arose from the redistribution of central bank
money within the Eurosystem, climbed sharply
during the European debt crisis up until mid-
2012 and — after an interim decline — have
been rising again strongly since the start of
2015. The current increase is primarily down
to the Eurosystem’s expanded asset purchase
programme (APP), as a large number of the
purchases are being settled via the financial
centre of Germany, causing central bank money
to flow into Germany.” Given the mounting
TARGET2 claims, the Bundesbank's net external

7 Since the beginning of 2015, the APP has been steadily
increasing Germany’s TARGET2 claims. Accordingly, the ex-
ternal liabilities of MFls rose as well. See Deutsche Bundes-
bank, TARGET2 balances — mirroring developments in finan-
cial markets, Monthly Report, December 2017, pp. 75-76;
Deutsche Bundesbank, The increase in Germany’s TARGET2
claims, Monthly Report, March 2017, pp. 30-31; and
Deutsche Bundesbank, The impact of Eurosystem securities
purchases on the TARGET2 balances, Monthly Report,
March 2016, pp. 53-55.
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General govern-
ment’s net exter-
nal debt declin-

ing since 2014

Germany'’s net international investment
position (i.i.p.) by sector
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1 Up to and including 2011, data are available for the enter-
prises and households sector as a whole. From 2012, the item
is broken down into financial corporations excluding monetary
financial institutions as well as non-financial corporations,
households and non-profit institutions serving households.
2 Excluding the Bundesbank.
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position has also grown markedly since 2007.
However, there were rising gross liabilities to
go with the mounting gross claims. Besides de-
posits of foreign central banks and monetary
authorities, this is partly explained by high li-
abilities stemming from the issuance of euro
banknotes, which make up nearly half of Ger-
man claims relating to cashless payments via
TARGET2.8

One item which has been declining over the
past few years is the general government exter-
nal deficit. It has been gradually shrinking since
the end of 2014 and stood at €874 billion at
the end of 2017. The main reason for this was
the Bundesbank'’s large-scale purchases of do-
mestic government debt securities from the
stocks held by non-residents. There were also
fewer of these securities in circulation owing to
falling government debt.®

Profitability of German
external assets

(Total) return

German investors are sometimes accused of in-
vesting their money inefficiently and thus incor-
rectly. This theory is linked to the return on Ger-
man investment abroad, which is sometimes
felt to be low." A comparison with the return
on foreign investment in Germany can be used
as a criterion to judge the legitimacy of this as-
sessment. Alternatively, the average return on
the total financial assets of German households
could also be used, or common stock or bond
indices.”

The return on German investment abroad can
be determined by presenting a given year’s in-
vestment income, as reported in the current ac-
count, relative to the asset value at the end of
the preceding year. To calculate the total re-
turn, valuation effects also have to be factored
in; these can stem from changes in market
prices and exchange rates.” It is shown that
the size of the average annual return is heavily

8 See Deutsche Bundesbank, Annual Report 2017, pp. 60-
66; and Deutsche Bundesbank, Recording euro currency in
the balance of payments and the international investment
position, Monthly Report, March 2015, pp. 91-93.

9 See Deutsche Bundesbank, The market for Federal secur-
ities: holder structure and the main drivers of yield move-
ments, Monthly Report, July 2018, pp. 15-38.

10 See, for example, M. Fratzscher, Der deutsche Sparirr-
sinn, in “Die Zeit”, 17 February 2017; G. Braunberger, Das
deutsche Problem, in “Frankfurter Allgemeine Zeitung”,
11 February 2017; and T. Nurai and G. Schnabl, Deutschland
ist Exportweltmeister dank riskanten Finanzanlagen, in
“Neue Zurcher Zeitung”, 7 November 2018.

11 As external assets are compiled using highly aggregated
statistics, the calculated returns are averaged in multiple
ways across instruments, sectors and the time period, and
therefore any comparison with annual portfolio returns of
individual investors is severely limited. The same applies to
the subsequent risk analysis.

12 In the literature, valuation effects are often calculated as
the difference between the change in the reported external
assets and the transaction data from the financial account.
However, this approach is imprecise and can result in con-
siderable deviations, for example due to differing data
sources being used when compiling the i.i.p. and the bal-
ance of payments. The Bundesbank publishes the detailed
i.i.p. reconciliation account, giving data on transactions,
valuation effects and other adjustments, in Statistical Sup-
plement 3 to the Monthly Report. The data are available
for the years from 2005 onwards.

Is the return
for German
investors too
low?

Return on Ger-
man external
assets varies
greatly by asset
class and refer-
ence period



Return on Germany's external assets

Shares and
investment fund

Direct

Period investment shares

Total return? (%)

2008 to 2017 5.2
2008 to 2011 5.3
2012 to 2017 5.2
Sharpe ratio
2008 to 2017 15
2008 to 2011 1.4
2012 to 2017 2.3

1 Geometric average of the specified period.
Deutsche Bundesbank

dependent on the asset class in question, but
also on the period under analysis. As a (geo-
metric) average of the years 2008 to 2017,
direct investment generated the highest total
return (5.2%). This was followed by debt secur-
ities (4.7%), shares and investment fund shares
(4.5%), and other investment and reserve
assets (2.2%)."* Shares and investment fund
shares underperformed debt securities due to
the impact of the global financial crisis and the
European debt crisis, which temporarily had a
distinctly adverse effect on corporate profits
and stock market performance.’ The average
total return across all asset classes came to
3.7% between 2008 and 2017; this was thus
slightly higher than the return that foreign in-
vestors generated on their German investments
(3.3%)."> By way of comparison, German
households recorded an average nominal re-
turn on their total financial assets in the speci-
fied period of just 3.0%. Besides income from
securities investment, this figure particularly in-
cludes interest income from time deposits and
transferable deposits and is therefore lower
than the average annual return of 4.0% that
investors with a German bond portfolio could
have achieved.' However, returns on bonds
over the period in question were shaped by
strong price gains brought about by the enor-
mous, and unforeseen, decline in interest rates.
An investment fund share based on the Ger-

Deutsche Bundesbank

Other investment
and reserve

Debt securities assets Total
4.5 4.7 2.2 3.7
-0.8 4.2 3.6 3.5
8.2 5.1 1.3 3.8
0.4 1.1 1.0 1.4
-0.1 1.2 3.0 1.4
4.7 1.1 0.6 1.7

man CDAX stock index would have provided
an average annual return of 5.4%."

It is clear that there are indeed differences in
returns across asset classes. Looking back over

13 A comparison across asset classes only makes sense if
the total return is used. Unlike with direct investment, re-
invested earnings from shares are not recorded as invest-
ment income in the current account, but are shown as
valuation effects in the i.i.p. As a result, the return system-
atically understates the actual investment income from se-
curities holdings.

14 In the period between 2012 and 2017, when the peaks
of the aforementioned crises had passed, German investors
generated an average annual return of 8.2% on foreign
shares and investment fund shares, which was significantly
more than the return on direct investment (5.2%), invest-
ment in foreign debt securities (5.1%) or loans (1.3%).

15 Financial derivatives are excluded from this calculation,
since they are by nature very heterogeneous and are an
asset that is difficult to interpret (e.g. swap transactions).
Moreover, they do not generate investment income. In-
cluding valuation effects for financial derivatives, the aver-
age total return for the period from 2008 to 2017 would
be 2.9%. Separate data for financial derivatives are only
available from 2010 onwards, however.

16 Measured by the “REX Gesamt-Performance” bond
index. This index tracks the performance of government
bonds traded in the German bond market. It contains all
Federal bonds, Federal notes and Federal Treasury notes
issued by the Federal Republic of Germany, the German
Unity Fund and the former Treuhand agency with a fixed
coupon and a residual maturity of between half a year and
10.5 years. It captures price changes and interest income
and therefore corresponds to the “total return indices”
which are well established internationally. See Deutsche
Borse Group, Guide to the REX® Indices, Version 3.12,
October 2017.

17 The CDAX is calculated by Deutsche Borse AG and rep-
resents all German enterprises included in the Prime Stand-
ard and General Standard market segments. The return
stated here is based on the CDAX performance index.
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Differences in
returns not strik-
ingly large

TARGET2 —
ultimately the
result of deci-
sions made by
private eco-
nomic agents

the last ten years, for example, German shares
have recorded the highest gains. If the different
maturity and risk profiles are taken into ac-
count, however, the discrepancies are not ex-
ceptional, and German investment abroad cer-
tainly does not underperform comparable in-
vestments at home.'® In any case, any ex post
analysis of investment income needs to be in-
terpreted with caution, since the uncertainty
factor at the time of the investment decision
can naturally no longer be taken into account
in retrospect.

In the above calculations, the high percentage
of German gross external assets attributable to
the German TARGET2 position of the Bundes-
bank — which counts towards other invest-
ment — acts to dampen the return on German
external assets (see the box on p. 57). At €907
billion, TARGET2 claims at the end of 2017
made up just under 11% of Germany’s gross
external assets.' In this context, it is important
to note that the high German TARGET2 pos-
ition is not a result of the Bundesbank'’s invest-
ment behaviour. Assuming a given level of ex-
ternal portfolio investment, it is solely attribut-
able to the decisions taken by economic agents
resident in Germany to keep their financial
assets in a domestic account rather than to in-
vest them elsewhere in the euro area.?° Fur-
thermore, on balance, the accumulation of
German TARGET2 claims was arguably, for the
most part, not at the expense of higher yield-
ing investment abroad. In particular, the ac-
counting entries offsetting the increases in Ger-
man TARGET2 claims under the APP were to a
large extent made under the other investment
heading and have — if viewed in isolation — led
to an “extension” of Germany’s external pos-
ition.

Risks concerning Germany'’s
international investment
position

Income and valuation risk

Another key criterion for the appropriate in-
vestment of Germany’s external assets, along-
side profitability, is the risk arising from foreign
investment by German economic agents. As
with asset returns, a distinction can be made
between income risk and valuation risk. To aid
comparability across instruments, both of these
risk aspects need to be viewed relative to the
total return. A commonly used measure to take
account of the variation in returns is the Sharpe
ratio, which shows the average return on an
asset or portfolio in relation to the standard de-
viation of the return.?' It makes sense to do so,
since assets with a higher return typically also
entail a higher level of risk, i.e. a greater disper-
sion of income streams. Taking this reduced
predictability on board makes it easier to com-
pare the profitability of different types of in-
vestment. That said, adjusting the return using
the historical standard deviation provides no
more than a rough estimate for two reasons.
First, the historical standard deviation does not
necessarily reflect an asset’s ex ante risk. And
much like the average annual rate of return,

18 The idea that German external assets could simply be
reallocated into domestic investments fails to recognise the
mechanics of accounting balances. German external assets
can only be scaled back, i.e. sold to non-residents, to the
extent that the latter hold assets in Germany and are will-
ing to part with them. Such a (hypothetical) reallocation
would presumably entail severe price adjustments. Further-
more, it would only be possible to reduce net external
assets by running current account deficits or sustaining
asset losses. Assuming an unchanged level of saving, this
would require the build-up of a corresponding (real) capital
stock in Germany through an increase in fixed asset forma-
tion.

19 By the end of November this year, they had grown by a
further €34 billion to €941 billion.

20 Economic agents resident in Germany also include, for
example, the German subsidiaries of banks from third
countries which sold assets to the Eurosystem under the
APP.

21 The numerator in the Sharpe ratio is the difference be-
tween the actual rate of return and the return on a risk-free
investment. This is set to zero in the following and there-
fore ignored. There is quite a strong case for simplifying the
formula in this manner, given the low interest rate environ-
ment over the past years.

Risk an import-
ant character-
istic of inter-
national
investment
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The remuneration of TARGET2 balances

The remuneration of TARGET2 balances in
the Eurosystem is linked to the main refi-
nancing rate, which was lowered to zero in
March 2016. The Bundesbank accordingly
shows no interest income from this item in
its Annual Report for 2017, which also had
an impact on the return on German exter-
nal assets. With regard to the cross-border
income flows from monetary policy oper-
ations, however, it would be overly simplis-
tic to calculate the remuneration solely on
the basis of the investment income shown
in the current account and the stock data in
the international investment position. The
income and expenses of the Eurosystem
national central banks stemming from mon-
etary policy operations are pooled at the
end of the financial year as monetary in-
come of the Eurosystem and allocated to
the national central banks according to the
capital key." The differences resulting from
this distribution compared with the original
income balances (which may lead to an in-
crease or decrease in the profit of the re-
spective national central bank) are recorded
in the balance of payments as secondary
income, meaning they are not formally clas-
sified as investment income.

In this context it is useful to keep in mind
that, seen from an economic angle, all the
balance sheet items of the national central
banks and the ECB that result from monet-
ary policy operations and are subject to
risk-sharing “belong” to the Eurosystem
and should therefore be considered in con-
solidated terms. Against this backdrop, it is
irrelevant which Eurosystem central bank
conducts monetary policy operations or
where within the Eurosystem the central
bank money that has been created is trans-
ferred. For this reason, the intra-Eurosystem
positions arising from the allocation of cen-

tral bank money within the Eurosystem are
not the key reference variable regarding
whether or not national central banks ultim-
ately participate in the Eurosystem’s income
and expenses from monetary policy oper-
ations. This holds true regardless of the
amount of any interest paid on these pos-
itions. Only the total income and expenses
generated in the Eurosystem as well as the
capital key used for distribution are of rele-
vance. Thus, the Bundesbank ultimately
participates in the income from the refinan-
cing operations of the Banca d’ltalia or the
Banque de France, for example, just as
much as it does in the income from its own
refinancing operations.?

1 In accordance with Article 32.4 of the ESCB Statute,
income and risks stemming from monetary policy re-
financing operations, provided they materialise, are
shared among the Eurosystem national central banks
in proportion to the prevailing ECB capital key shares.
The same also applies to monetary policy asset pur-
chase programmes. Risks and income resulting from
the covered bonds purchased under the Eurosystem
programmes CBPP and CBPP2 as well as from the gov-
ernment bonds purchased under the PSPP, on the
other hand, are borne or are collected, respectively, by
the individual national central banks holding these
bonds.

2 The (negative interest-bearing) deposits by credit in-
stitutions and other domestic and foreign depositors
increased significantly on account of the APP and the
liquidity flowing from abroad via TARGET2. In the 2017
financial year, these played a major part in the Bundes-
bank’s net interest income amounting to just over €4
billion. The ratio of deposits by credit institutions on
the Bundesbank’s balance sheet to the total stock
recorded on the consolidated balance sheet of the
Eurosystem stood at around 33%, which was well
above the Bundesbank’s capital share of 25.6%. The
disproportionately high interest income was offset by
the allocation of the monetary income within the
Eurosystem, resulting in a net expense of around €400
million for the Bundesbank.
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Return and risk
profile of assets
deserve equal
consideration

Structure of
external liabil-
ities an import-
ant determinant
of latent risks

the standard deviation measured is also influ-
enced to a large extent by the period over
which it is observed. Second, while the Sharpe
ratio takes into account investment income
volatility, it makes no allowances for investors’
attitudes to risk, which can vary not only from
one investor to the next, but also over time.

Measured in terms of the Sharpe ratio, direct
investment was yet again the best-performing
form of German investment abroad in the
period from 2008 to 2017 (Sharpe ratio 1.5).
Significantly lower values were recorded for
debt securities (1.1) and other investment (1.0).
Investment in shares and investment fund
shares, meanwhile, recorded the worst Sharpe
ratio of all, at just 0.4, as a result of temporary
price falls and highly volatile stock prices. How-
ever, the poor performance of this asset class is
solely attributable to its showing in the first
four years of the observation period. If this
period is shortened to the years since 2012,
shares and investment fund shares register a
Sharpe ratio of 4.7, making them by far the
best-performing asset class.

Latent risks

Not all the risks associated with a country’s
i.i.p. manifest themselves as investment income
volatility or observable valuation adjustments.2?
This becomes evident when one considers po-
tential balance of payments crises, which often
come as a result of extensive divestment by for-
eign investors and are characterised by acute
funding problems among domestic economic
agents. Having a positive net external position
when a crisis strikes does not provide blanket
protection against possible upheavals in gross
external liabilities, even if a country can gener-
ally be said to be less vulnerable. Cash inflows
from abroad can just as easily dry up for indus-
trial countries, as the global financial crisis and
the European debt crisis amply demonstrated.
How far Germany might also be exposed to
these risks largely depends on the composition
of the country’s international liabilities. Key fac-

tors in this regard include, in particular, equity
capital versus debt capital, maturities, and the
share of liabilities in foreign currency.

Foreign direct investment (FDI), which accounts
for 21% of German external liabilities, usually
entails only a low amount of risk from the per-
spective of the host country, since the return
risk lies with the foreign investor and FDI is usu-
ally made in connection with long-term loca-
tion decisions that are unlikely to be revised in
the short term. German shares and investment
fund shares held by non-resident investors con-
stitute a further 11% of German external liabil-
ities. Here, too, the return risk lies with the for-
eign creditors. Furthermore, as equity instru-
ments are non-callable, they count as a long-
term form of investment. Falling earnings
prospects or a less favourable risk assessment
often lead to price corrections, which can im-
pede the affected enterprises’ ability to borrow
and may also have spillover effects on other
sectors of the economy. That said, the risks of
adverse price movements on the stock markets
and the threat of speculative mispricing are not
directly related to the proportion of foreign
shareholders. On the contrary, a wide disper-
sion and international diversification of domes-
tic equities will, if anything, tend to smoothen
price movements and reduce the impact of
price corrections on the domestic economy.

One-quarter of German assets in foreign own-
ership are long-term debt securities. Within this
position, just under 60% are government
bonds, which also play an important role as a
form of investment for reserve assets. Here
again, Germany’s status as a safe haven under-
scores the long-term perspective taken by for-
eign creditors. Bearing this in mind, if shocks
originating outside Germany hit the global
economy, this position will tend to reflect, if

22 On the liabilities side of the i.i.p. there is even what ap-
pears, at first, to be a paradoxical phenomenon, namely
that a fall in prices as a result of unfavourable develop-
ments in the domestic economy or a decline in the credit
quality of domestic debtors drives down the market value
of external liabilities.

Investors” invest-
ment horizon a
key factor deter-
mining their
response to
changes in
market situation
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Risk analysis on
the assets side
explores pos-
sible asset losses

anything, counter-cyclical behaviour on the
part of investors; i.e. the greater the tension in
global financial markets, the stronger the de-
mand for German government bonds.?*> The
most likely source of risk on the liabilities side
of Germany’s i.i.p. is under the other invest-
ment heading, the bulk of which is made up of
currency, deposits and short-term loans. These
account for around one-third of German exter-
nal liabilities.?* The main debtors in this asset
class are MFIs and the Bundesbank. Accepting
short-term deposits is part of credit institutions’
core business, and the associated risks are
monitored as part of routine internal risk con-
trol and banking supervision operations. The
Bundesbank'’s external liabilities are essentially
made up of liabilities related to the allocation
of euro banknotes within the Eurosystem, the
deposits of other central banks within the
framework of central bank services, and the
counterpart of special drawing rights allocated
by the International Monetary Fund (IMF).
These positions are not a source of specific risk
for the Bundesbank in the form of a sudden
withdrawal of capital by foreign creditors.

One particular risk aspect for a country’s exter-
nal liabilities that is not always apparent in
retrospect concerns the effects of unexpected
exchange rate movements.?> Foreign currency
liabilities can become a significant financial bur-
den if their equivalent value in domestic cur-
rency rises as a result of a currency depreci-
ation. In Germany, foreign currency liabilities
account for 17% of total external liabilities and
thus play a rather minor role in macroeconomic
terms. They also include negative valuations of
financial derivatives used to hedge foreign ex-
change risks, which means they do not involve
any risks of their own.?®

While risk analysis on the liabilities side of the
i.i.p. generally focuses on the difficulties a
country might experience in servicing its own
payment obligations, on the assets side, it
looks at the potential threat of severe asset
losses which are not necessarily reflected in the
current valuation. This is a situation which can

Deutsche Bundesbank

notably arise if assets are poorly diversified and
there are high international exposures to indi-
vidual debtors.

Over 40% of German external assets at the end
of 2017 were held vis-a-vis other euro area
countries,?” with Luxembourg, the Netherlands
and France ranking as the most important
countries in this regard. However, from Ger-
many’s perspective, these countries were also
the most important lenders from the euro
area.28 Qutside the euro area, German invest-
ors held the bulk of their assets in the United
Kingdom and the United States (around 10% in
each case). Overall, German assets appear to
be fairly well diversified around the world.

The Bundesbank’s TARGET2 claims are held vis-
a-vis the ECB. Losses can arise to the Bundes-
bank from the TARGET2 system if a national
central bank does not fully meet its payment
obligations vis-a-vis the ECB. In this case, the
Bundesbank would be indirectly affected by
this loss in its capacity as a shareholder of the
ECB. The size of Germany's TARGET2 balance
would be immaterial in this context.

23 See Deutsche Bundesbank, How safe haven effects im-
pact on Bund yields — a SVAR analysis, Monthly Report, July
2018, pp. 33-37.

24 As mentioned above, the APP also impacts on this pos-
ition, because it drives up MFI liabilities to the rest of the
world.

25 The above calculations regarding the returns on Ger-
many’s external assets take past exchange rate movements
into account.

26 The remaining foreign currency liabilities are not neces-
sarily exposed to exchange rate risks either, as foreign cur-
rency positions are often hedged.

27 Excluding the ECB and the European Stability Mechan-
ism (ESM).

28 This reflects the prominent role of the aforementioned
countries as international financial centres. On an ultimate
risk basis, a large share of the assets and liabilities located
there can be reallocated to other countries.
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Interplay
between debtor
and creditor
positions
worldwide

Germany's external assets and liabilities in 2017 by region

%

External assets

Deviations from 100% due to rounding.
Deutsche Bundesbank

German external assets in an
international context

German external assets as

a mirror image of foreign
liabilities

The question of the sustainability of a high level
of net external assets can be answered not only
from the point of view of the underlying value
of the assets and potential losses to the cred-
itor country. Another aspect to be considered is
that the national external positions — to the ex-
tent that they are properly recorded statistic-
ally — offset each other worldwide. It follows
that the external liabilities of individual coun-
tries can only arise if external assets are built up
in another part of the world. This interaction
could be interpreted to mean that the causes
of a high level of external liabilities may not lie
solely with the debtor countries, but that coun-
tries with persistent current account surpluses
and a correspondingly substantial stock of ex-
ternal assets may also contribute to the build-
up of unsustainable international investment
positions in countries with lasting current ac-
count deficits.

M Euro area

United Kingdom

USA

Japan

People’s Republic of China
[l other countries

External liabilities

49.2

Net external assets in line with
fundamentals

One major criterion for examining the robust-
ness of this rationale is the extent to which dis-
torted economic policy incentives or market
constraints are responsible for the build-up of a
high level of external assets. Where the net
i.i.p. can be put down to fundamental factors
that are not politically driven and free market
processes, however, such criticism is not war-
ranted.

The IMF developed the External Balance As-
sessment (EBA) as a methodology for determin-
ing equilibrium current account balances. As a
country’s net i.i.p. essentially corresponds to its
cumulative current account balances in the
past, this approach is also suited to examining
the long-term relationship between the i.i.p.
and key fundamentals driving a country’s sav-
ing and investment decisions (see the box on
pp. 61ff). An “equilibrium” i.i.p. can be deter-
mined by using desirable values, or at least val-
ues that are outside political influence, as the
variables. Deviations of the actual value from
the value determined in this way should — as-
suming the model specifications are correct —
lead to adjustments sooner or later, because
the fundamentals included in the assessment
are what determine a country’s structural asset

International
investment
position the
result of market
processes

Estimating
the iip. ...
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An explanation of the international investment position
using macroeconomic variables

The analysis presented in this box is based
on the external balance assessment (EBA)
methodology of the International Monetary
Fund (IMF)," which is the approach nor-
mally used to estimate current account
ratios — defined as the current account bal-
ance relative to gross domestic product
(GDP). To estimate the international invest-
ment position — likewise relative to GDP —
the exogenous variables are adapted such
that they can be used to explain a stock
variable (the net international investment
position) rather than a flow variable (the
current account balance).

The panel coefficients and estimates identi-
fied for the international investment pos-
itions of individual countries ultimately
reflect the average of the countries ana-
lysed over the observation period. There-
fore, they should be interpreted not as nor-
mative measures but more as insights into
the forces driving external economic rela-
tions and an indication of country-specific
idiosyncrasies (in the form of fixed country
effects or characteristics unique to a par-
ticular country).

The Bundesbank analysis presented here
used annual data from a total of 21 ad-
vanced economies and 10 emerging market
economies over the 1999 to 2016 period.
Unless stated otherwise, this analysis always
uses differences to the global average (or,
as a proxy, to the weighted average of
the countries sampled). This way, it can be
ensured that developments common to all
the countries do not impact on the esti-
mated international investment position.
Specifically, the following variables are in-
cluded in the analysis.?

Net international investment position as
a percentage of GDP:

The net international investment position as
a percentage of GDP (iip_gdp) is defined
as the response variable. Normalisation
through GDP allows comparisons to be
made across countries. Since international
investment positions of individual countries
have to be balanced globally in the aggre-
gate, this variable is not defined as the dif-
ference to the global average.3

Net general government debt relative to
GDP:

Net general government debt* relative to
GDP (gdebt_gdp) — with the sign reversed —
represents government financial assets and
thus stands for the (negative) contribution
of public finances to national financial
assets.

Per capita income:
Per capita income (gdp_cap) describes an
economy'’s evolutionary status.> On the one

1 See IMF (2013), External Balance Assessment (EBA)
Methodology: Technical Background. This method-
ology is being enhanced and refined on an ongoing
basis; see: http://www.imf.org/external/np/res/eba/
data.htm

2 Data on international investment positions of individ-
ual countries are taken from the IMF’s Balance of Pay-
ments Statistics, whilst figures for government debt
levels, GDP and consumer prices are from the IMF's
World Economic Outlook database. The detailed
breakdown by population age group is sourced from
the United Nations’ World Population Prospects. The
World Bank’s World Development Indicators contain
data on national energy imports and research and
development expenditure. The Chinn-Ito index
(http://web.pdx.edu/~ito/kaopen_2015.dta) was used
to select countries with open capital accounts.

3 Since the estimation uses international investment
positions relative to GDP and the sample does not
cover all the countries, the variable's annual average is
normally different from null. This is taken into account
by using time-specific fixed effects.

4 Net debt includes both the gross debt and financial
assets of general government.

5 The baseline specification is based on nominal per
capita income in US dollars. An alternative estimate
uses per capita income in purchasing power parities.
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hand, the relative scarcity of capital in
catching-up economies and the prospects
of them achieving higher future income
levels (in conjunction with intertemporal
consumption smoothing) suggest that
these countries will register net inflows of
capital. On the other hand, less developed
countries have limited access to global cap-
ital markets, particularly when it comes to
raising debt abroad.® This situation is for-
cing many emerging market economies to
promote their development by embracing
an export strategy and building up a stock
of external assets (e.g. in the form of re-
serve assets) as a kind of backstop.” Con-
versely, the intertemporal consumption
smoothing argument would imply that ad-
vanced economies tend to operate more as
net creditors. That said, “rich” economies
are generally better placed to run a nega-
tive international investment position on ac-
count of their superior creditworthiness.
From a theoretical perspective, it is there-
fore not possible to make a general state-
ment on the relationship between the inter-
national investment position and per capita
income.

Percentage of older people in the
population:

A relatively high percentage of the popula-
tion who are no longer employed (meas-
ured here as the percentage of people over
the age of 64, pop_old) necessitates a
higher level of savings in earlier years which
can be tapped in old age. Unlike in the case
of the current account, what matters for
external assets is not the pace at which the
population is ageing but the current share
of older people, which ought to be mir-
rored by a suitably sized capital stock.

Market capitalisation:

The importance of the national capital mar-
ket, as measured by the market capitalisa-
tion of listed companies relative to GDP

(market_gdp), is interpreted in the EBA
methodology as indicating the extent to
which companies have access to the capital
market. A high level of market capitalisa-
tion, then, is thought to ease investment in
a country. Given that this also results in cap-
ital being attracted from abroad, the impact
on a country’s international investment
position is generally expected to be nega-
tive.

Research and development expenditure
as a percentage of GDP:

Expenditure on research and development
as a percentage of GDP (r&d_gdp) is used
as a proxy for the importance of intangible
assets.® As far as the international invest-
ment position is concerned, intangible
assets can be regarded as a substitute for
external financial assets which can likewise
generate investment income from abroad.?

6 Another phenomenon worth considering in this con-
text is the Lucas paradox, which describes the observa-
tion of net flows of capital out of the emerging market
economies in the direction of advanced economies;
see R. Lucas (1990), Why Doesn’t Capital Flow from
Rich to Poor Countries?, American Economic Review
80, pp. 92-96. This paradox unravels to a degree when
other determinants such as capital market perform-
ance are controlled for. See S. Herrmann and J. Klein-
ert (2014), Lucas paradox and allocation puzzle — is the
euro area different?, Deutsche Bundesbank Discussion
Paper, No 06/2014.

7 To capture this argument by different means, the
significance of a dummy variable for fixed exchange
rate regimes is also tested.

8 From a theoretical perspective, stock data such as
the number of existing patents would be a more suit-
able determinant of the international investment pos-
ition, but no comparable data on patents are available
for a broad group of countries. Patents filed by resi-
dents are strongly overrepresented in the databases of
the European Patent Office and the United States Pa-
tents and Trademarks Office. Patents are not recorded
at the global level.

9 More on this topic can be found in the debate sur-
rounding the “dark matter” in the US external position;
see R. Hausmann and F. Sturzenegger (2007), The
missing dark matter in the wealth of nations and the
implications for global imbalances, Economic Policy 51,
pp. 470-518.



This variable should therefore be inputted
into the regression with a negative sign.'

Net energy imports as a percentage of
a country’s energy consumption:

In the same way, commodity resources are
another source of income for the future
and can therefore be regarded as an alter-
native to financial assets. If domestic energy
resources are scarce, net energy imports
will account for a large percentage of the
energy a country consumes (energy_imp)"!
and can be expected to be offset by a
higher level of external financial assets in an
external equilibrium. The direct impact of
high energy imports on the current account
— and thus also on the international invest-
ment position over the long run — is nega-
tive, however, which means that the actual
relationship a priori is indeterminate.?

Share of equity-based assets relative to
the share of equity-based liabilities:

The final variable which might have a bear-
ing on the accumulation of external assets
is the population’s relative risk appetite,
which is driven by two factors. First, the
desire to build up precautionary savings,
which will probably mainly be an issue
when risk aversion levels are high. Second,
comparatively risky forms of investment can
also generate higher rates of return than
risk-free assets over the long run, however.
The share of equity-based assets relative to
the share of equity-based liabilities (equ_
ass_liab) shows the extent to which a coun-
try acts as a provider of risk capital for the
rest of the world. The more this is the case,
the less likely it will be that the country in
question is reliant on accumulating a large
nominal stock of external assets, and that
precautionary considerations will be a mo-
tivating factor for that country in the inter-
national context.

Deutsche Bundesbank

The panel estimate is performed with fixed
country and time effects. A Breusch-Pagan
Lagrange multiplier test rejects the null hy-
pothesis of random country effects. Fixed
time effects account for the fact that the
average of national external assets ratios
can be different from null and can vary over
time. They capture global shocks that affect
all the countries in the sample in equal
measure. The variance-covariance matrix is
estimated robustly using the Huber-White
estimator.’

The left-hand column of the table on p. 64
shows the estimation results for a broad
group of countries, while the right-hand
column confines the estimation to a sub-
sample of countries which had open capital
accounts as per the IMF classification

10 However, the literature also posits the rising per-
centage of intangible assets as one possible reason for
the increased propensity of enterprises to fund their
operations internally through retained earnings, be-
cause it acts as a constraint on external financing. This
would tend to imply that there is a positive relationship
between financial and intangible assets. See A. Falato
et al. (2013), Rising Intangible Capital, Shrinking Debt
Capacity, and the US Corporate Savings Glut, Federal
Reserve Board, Finance and Economics Discussion Ser-
ies No 2013-67, Washington, D.C.

11 A country’s energy imports and total energy con-
sumption are measured in crude oil equivalents. As a
result, the ratio remains unaffected by price fluctu-
ations and, being a structural variable, will generally
move at only a gradual pace.

12 In the determination of equilibrium current account
balances, the energy balance, measured in crude oil
equivalents, is inputted in the estimation results of the
above-mentioned Bundesbank analysis as a negative
variable. As part of its EBA exercises, the IMF deter-
mines a temporariness measure of the energy endow-
ments of countries that are net exporters of oil and
gas. The rationale here is that even countries which
currently have substantial stocks of natural energy re-
sources need to provide for a future in which these
resources can no longer be expected to generate rev-
enue. In this case, the temporariness measure has a
positive sign consistent with the current account and
the build-up of external assets. See IMF (2013), op. cit.
13 The Huber-White estimator is based on quasi-
maximum-likelihood standard errors and is robust to
various types of misspecifications.
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Determinants of net external assets®

Broad group of

Sub-sample of

to note the strong body of evidence sup-
porting the hypothesis that countries which
import a large percentage of their primary
energy consumption have a high level of

countries countries? . .
Variables iip_gdp iin_gdp external financial assets to compensate for
gdebt_gdp —1.06" —1.28% the relative scarcity of commodities. Intel-
(0.190) (0.217) . .
sl 018 0,149+ lectual property — proxied by expenditure
0.040) (0.043) on research and development — also ap-
pop_old 8.77*** 10.48** . ) .
(3.25) (5.34) pears to be a substitute for financial assets,
market_gdp -0.147 —0.327** i i in i ianifi
B o but this relationship is only significant for
red_gdp —15.0% ~173 the broad group of countries. If the estima-
7.44 16.7 . :
‘ s ey tion is confined to the sub-sample of econ-
energy_imp 0.256*** 0.257*** ; i ) i
(0.054) (0.071) omies with open capital accounts, the esti-
equ_ass_liab - 16.4** —8.54 . . . . .
750) (12.9) mated coefficient retains its negative sign,
Con 307 -26.1 but it is no longer significantly different
fixed_de ~299 523 from null. The picture is much the same for
0Obs 388 195 .
Countries - 7 the structural composition of external
R2_adj. 0.42 0.69 assets, which reflects the role a country

O Standard errors in parentheses. ***/**/* denote signifi-
cance of 1%/5%/10%. The term fixed_de is used here
to represent the fixed country effect produced by the
estimate for Germany. 1 Countries with open capital

accounts.
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throughout the observation period.™ This
allows for the fact that the external position
of countries with capital controls might be
distorted.

Where it was possible to postulate a clear
relationship a priori, the variables observed
are included in the estimations with the ex-
pected sign and are statistically significant
for the most part. The government debt-to-
GDP ratio impacts negatively on a country'’s
external assets, while an economy with a
high percentage of older people in the
population tends to have above average
levels of external assets. The negative rela-
tionship between per capita income and ex-
ternal assets proved to be statistically highly
significant and extremely robust across the
various model specifications. This suggests
that better access to global capital markets
and higher borrower creditworthiness levels
on average make a difference. It is striking

plays as a global provider of risk capital and,
by implication, the propensity of domestic
economic agents to take on risk. The latter
two variables do, however, also improve
the accuracy of the estimation in the sub-
sample of countries (measured in terms of
the adjusted R?). This specification is also
used in the section of the main article dis-
cussing the level of German external assets
determined by the fundamentals and the
contributions made by individual variables.

14 The table shows only the estimation variants ultim-
ately chosen. They contain only variables which have
proved statistically significant (at the 10% level) or
have improved the accuracy of the estimation (meas-
ured in terms of the adjusted R?).



... on the
basis of macro-
economic
factors ...

and liability position. Since defining desirable
values as the determinants used for the pur-
poses of this assessment is controversial and
ultimately only shifts the problem of calculating
an equilibrium i.i.p. to another level, the ap-
proach presented here dispenses with such a
normative analysis and instead seeks only to
explain national cross-border positions to en-
able a better understanding of the underlying
drivers. It is also important in this respect for all
the variables to each be placed in relation to
the average for the rest of the world, as glob-
ally uniform trends should not normally lead to
shifts in national external positions.

One of the key variables in this context is a
country’s demographic situation. A relatively
high proportion of older persons who are no
longer employed justifies higher savings in pre-
vious years which can then be drawn on in old
age. In the international context, this is accom-
panied by a positive net i.i.p. A classic example
of a determinant which can exert a strong in-
fluence on a country’s i.i.p. (positive analysis)
without necessarily justifying it (normative an-
alysis) is the level of public debt less general
government'’s financial assets. This net debt
represents the (negative) contribution of public
finances to national financial assets. An econo-
my'’s evolutionary status plays, a priori, an am-
bivalent role. On the one hand, rich countries
will generally be in a better position to provide
capital abroad, and investments in catching-up
economies promise higher returns in the me-
dium term due to their relative lack of capital.
On the other hand, advanced economies often
provide higher certainty for investments and
have better access to global capital markets.
Other factors incorporated into the estimation
are the role of a country — discussed in more
detail below — as an international provider of
risk capital, the research intensity that can be
attributed to a country, and its reliance on
commodity imports.

The estimate found that for the year 2017 Ger-
man net external assets amounted to 48% of
GDP.2° compared with an actual value of 54%.
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Explanation of Germany’s net external
assets using macroeconomic variables
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1 Excluding fixed country effect of 5.2 percentage points.
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Germany’s external assets, then, were some-
what higher than the figure derived from the
fundamentals and panel regressions. At the
same time, however, this estimate confirms the
hypothesis that the demographic component
plays an important role for the high level of
German net saving (and thus for the build-up
of external assets). Germany’s already com-
paratively old population would — if viewed in
isolation — even explain net external assets of
more than 100% of GDP.3° The United Nations'’
population forecast portends not a noticeable
reduction of German external assets but further
saving over the next 20 years.3'

Taken together, all the remaining components
had a dampening effect, overall, on Germany's
i.i.p. Particularly the comparatively high per
capita income in Germany had a negative im-
pact. Here, unhindered access to global capital
markets as well as Germany's high credit qual-
ity and reputation as a creditor tipped the bal-
ance and appear to have outweighed the lower

29 Not taking into account a fixed country effect of
5.2 percentage points. This country effect functions as a
country-specific constant that cannot be explained by the
other variables in the model.

30 This figure is only a rough approximation, as it is based
on a partial derivation and excludes the constant and fixed
effects which have a noticeable impact on the level of Ger-
many’s net external assets.

31 See United Nations, World Population Prospects 2017.
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Estimates can
capture devel-
opments in
German net
external assets
rather well on
the whole

Just over
one-third of
Germany's
external assets
are equity
instruments

returns on domestic capital investments com-
pared to emerging market economies.

Previous years also saw differences between
Germany’s actual international investment pos-
itions and the figures estimated by the model.
These are likely to be at least partly attributable
to the valuation effects not (directly) captured
by the estimation model. That said, the in-
crease in Germany'’s i.i.p. since the temporary
decline in 2008 is captured fairly well by the
model on the whole, even if its evolution did
differ significantly from the projected values at
times, particularly in the crisis periods. Since
2012, however, the differences in absolute
terms have been rather minor.32

However, as mentioned above, this does not
necessarily mean that the current level of Ger-
many’s i.i.p. is warranted in the sense of a gen-
eral equilibrium model. The method applied
here aims to identify the importance of key de-
terminants. It is not suitable for determining
normative requirements.

International risk sharing

Alongside the size and the appropriateness of
Germany's external assets, another important
aspect for Germany’s role in the context of
international investment positions is the ques-
tion of the distribution of risks between debtor
countries and Germany. As outlined above, the
foreign counterparties are not subject to any
unconditional payment obligations as long as
Germany'’s external assets have the character
of equity capital, i.e. are made in the form of
direct investment or invested in shares. Assum-
ing this is the case, performance-related divi-
dends or sale proceeds are the sole potential
source of financial return flows. As for debt
capital instruments, the shorter the agreed
term, the riskier they will tend to be for foreign
debtors. Viewed from this particular angle,
then, money market instruments and a large
proportion of originated loans, in particular,
count as short-term instruments and are thus

comparatively risky for the debtor. A glance at
the structure of German gross external assets
outlined at the beginning of this article shows
that at the end of 2017 just over 36% of Ger-
many'’s external assets was invested as equity
capital. Of this, 23 percentage points were ac-
counted for by FDI, which is considered to be
particularly robust to temporary deteriorations
in the economic environment on account of
the strategic interests it represents for the in-
vestors.33 Shares and investment fund shares
accounted for 13% of Germany's gross exter-
nal assets.34

Long-term debt securities accounted for a fur-
ther 22% of German financial assets abroad.
The remainder was primarily attributable to
other investment (34%).3> This category in-
cludes, in particular, loans and trade credits,
which are considered to be short-term items,
and deposits with MFls.36

The Bundesbank’s TARGET2 claims on the ECB,
which are also included under other invest-
ment, account for around one-third of this
asset class. The offsetting item of the partner
countries should, however, be assessed differ-
ently from short-term liabilities to private cred-
itors, as it is not exposed to rollover risk.

Overall, then, only around half of German
claims on non-residents at the end of 2017

32 The increase in the estimated i.i.p. in those years was
mainly due to the reduction of government debt, which
bucked the global trend.

33 In terms of risk sharing, direct investment loans should
be assessed in much the same way as equity capital, since
the group parent will only insist on the servicing of an in-
tragroup payment obligation if the subsidiary is actually
able to pay it. If its subsidiary were at risk of becoming in-
solvent, the parent would itself be affected via the value of
its equity investment.

34 Investment fund shares can be based on both shares
and bonds. However, in the external assets they are nor-
mally counted together with shares under a single heading.
35 The volume of foreign money market instruments in
German portfolios (less than 1%) and the foreign reserve
assets of the Bundesbank (2%) carry little weight. Financial
derivatives reported with a positive value on the assets side
make up a further 5%.

36 One exception here is equity that is not considered to
be direct investment or securities, such as shares in a
GmbH. Similarly, pension entitlements are recorded under
other investment, but are more long-term in nature.

Special
importance of
TARGET2 claims



Provision of
equity can help
promote exter-
nal stability

consisted of debt instruments with uncondi-
tional payment obligations on the part of the
counterparty. In the international context, the
provision of equity capital, in particular, tends
to help stabilise potential external imbalances,
because it constitutes financial resources whose
return flows are linked to the economic per-
formance and financial resilience of the partner
country. The realisation of the European capital
markets union is likely to further facilitate pri-
vate sector risk sharing within the euro area, in
particular because it will also strengthen cross-
border equity financing.

B Conclusion

Recent years have seen Germany’s net external
assets rise to the equivalent of around 54% of
GDP at the end of 2017, primarily on the back
of sustained current account surpluses. This
largely reflects the demographic situation in
Germany, where older people account for an
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above-average percentage of the population.
The return on Germany's external assets over
the past few years has been shaped by the low
interest rate environment around the world,
with the individual asset classes recording sig-
nificant differences in returns, which depended
in part on the period over which they were re-
corded. The risks associated with Germany's
i.i.p. appear to be limited in aggregate terms,
even if asset losses arising from valuation
changes as a result of market price or exchange
rate effects cannot be ruled out and individual
economic risks cannot, in any case, be deduced
from the i.i.p. Germany's net external assets
essentially represent the counterpart to exter-
nal liabilities elsewhere in the world and could
thus contribute to external imbalances in prin-
ciple. However, Germany's external assets
imply unconditional payment obligations to no
more than a limited degree. By providing equity
capital, Germany in fact helps strengthen inter-
national risk sharing and contributes to eco-
nomic stabilisation in the partner countries.
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