The external balance sheet of the United Kingdom: recent
developments

This articlers summarises the changes to the net external asset position of the United Kingdom during
1996 and the first half of 1997. It continues an annual series of articles in the Quarterly Bulletin begun
in 1985.

The article describes the principal influences on the external asset position of the United Kingdom,
arising from capital transactions and the changes in the value of existing assets and liabilities. It
describes UK overseas investment earnings and compares the UK net external asset position with that of
other major econonies. The box on pages 372-73 presents the results of the most recent Bank of
England survey of the geographical distribution of direct investment holdings by banks operating in the
United Kingdom and of direct investment in UK banks.

Overview

The United Kingdom’s estimated overseas assets, net of
foreign-held liabilities, fell to £5 billion at the end of 1996
from a revised £26 billion at the end of 1995 (see Chart 1).
Gross external assets rose by nearly £78 billion to

£1,666 billion, but the United Kingdom's liabilities to
overseas residents rose more. by just under £99 billion,
raising the total outstanding to £1.661 billion. To put the
size of these holdings in context, the United Kingdom’s
gross domestic product in 1996 was a little under

£750 billion. Preliminary data for the first half of 1997
show that the net external asset position rose by £20 billion,
to £25 billion. almost entirely reversing the fall recorded in
1996.

The data discussed in this article are based on the latest
published balance of payments data, but are subject to
revision as the results of more detailed inquiries by the
Office tor National Statistics and its data suppliers become
available. (For example, the net external asset position at
the end of 1995 was revised down by almaost a half between
the publication of the 1996 and 1997 Pink Books.)
Revisions to the net external position are usually small when
compared with gross external assets and liabilities, but
relatively small revisions to these gross levels have a
significant effect on the net figure.

Problems in measuring the balance of payments accounts
are acknowledged by the Office for National Statistics in the
methodological notes to the Pink Book. 1t is generally
presumed that official records of government departments
are of good quality; data received through statutory
enquiries are of reasonable quality; and data based on
voluntary enquiries or estimates are of comparatively poor
quality.

1) Prepared by Andrew Clayton of the Bank's Souciary and Joancial Statistics Division.
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The recorded decrease in the net asset position during 1996
was more than accounted for by changes in the sterling
value of existing holdings. Table A» shows that estimated
valuation changes, resulting from price and exchange rate
movements, reduced UK net external assets by £23 billion
during the year. Movements in the foreign currency value
of sterling appeared to have had particularly marked effects
on UK banks’ assets and liabilities.

More than half of the £1,666 billion UK external assets at
the end of 1996 were owned by UK banks (see Table A).
UK residents’ direct investments and non-bank portfolio
investments together accounted for nearly 35% of the total.
The remainder comprised non-bank holdings of deposits
with banks outside the United Kingdom, non-bank lending
to overseas borrowers, and the external assets of general
government (for example, the United Kingdom's foreign

(2) Using figures published in the United Kingdom Balance of Paymenis tihe Pink Book). Oftice for National Statistics. 1997,

13) The net valuation effect in Table A is calculated by a residual:” the part of the 1otal change in stock that is not identified ay a capitat flow »
presumed 10 be the result of revaluations. [n Table C. an estinute of the composition of the vevaluation effects is caleulated. This is based on the
movement of sterling against the US dollar. Deutsche Mark. Japanese yen and Swiss franc. In respect of portfolio assets and liabilities. movements
n the FT-SE world indev of leading shares. the FT-SE 100 share indes and the S&P indey of leading US ¢quities are accounted for. Revaluation
effects resulting from sterling. US dollar. Deutsche Murk. Japanese yen and Swiss franc bond yvield movenents are also included.
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Table A

Ul\ external assets and liabilities.wo

t billions
Stock Identificd Net Total Stock P:reentage
&nd  capital valuauon change  end  of 101al

1995 flows elfect «» instock 1996  stock

Non-bank portiolio

investment:
Assels 3227 36.8 22 346 3573 27
Liabilities 2384 19.6 R.8 28.4 266.8 16
Direct investment:
Assets 197.5 279 -15.4 12.6 210.1 13
Liabilities 131.5 20.8 RN 225 154.0 9
UK banks™ tenrn)
Foreign currency:
Assets 816 764 -101.1 -248 786.8 47
Foreign currency :
Liabilities §10.2 80.3 -106.0 -28.7 7845 47
Sterling: assets 67.9 RS 0.1 8.3 76.2 4
Sterling: liabilities  9%.1 225 0.7 -1.8 96.3 n
Public sector:

Reserves (assels) RIS -0.5 R 44 27.3 2

British government

stock (liabilities) 45.7 7.6 -3 6.2 519 3
Other public sector:

Assets 139 0.7 0.0 0.6 14.5 /

Liabilities 21.7 24 1.8 -4.2 17.5 !
Other assets 142.7 69.6 -18.7 50.9 XN 12
Other liabilities 216.7 938 -20.4 734 200.1 18

Total gross assets 1588.0 219.3 -141.6 777 1663.8 100
Total gross liabilities  1562.2 217.1 -118.2 98.9  1661.0 100
Total net assets 259 22 -23.3 =211 4.7

Sources: ONS and Bank of Englund.

tar The stgn convention is not the same as i the balance of payments. i trasaction 1hat increases
an itemised stock is + and vne that decreases it i -,

tby Columns and rows may net sum because of rounding.

(¢) Residual component.

() UK banks™ external borrowing f1ont overseas affiliates is treated in the published data as an
offset 1o owward direct investment. but is treated here as part of the banks” net foreign currency
fiabitives.

(er Estimated tahe-up of UK banks’ bonds is not distinguished from foreign i estment in oiher
UK company securities in the published dita. but is treated here ay part of banks™ net foreign
currency liabilities. Banks™ holdings of foreign currency bonds are treated as foreign currency
lending.

(H UK banking sector plus certam other financial institutions,

exchange reserves). UK banks also accounted for more than
half of the total of the United Kingdom's liabilities to
foreign holders but the composition of other liabilities
differed from that of assets. Inward direct investment and
investment in non-bank securities made up 25% of total
liabilities; both were lower than the corresponding outward
investments. Other liabilities, largely resulting from
external borrowing by UK non-banks, amounted to nearly
one fifth of total liabilities. The differing compositions of
external assets and liabilities, and corresponding different
rates of return, help to explain the net earnings of nearly £10
billion made in 1996 by UK residents from overseas (see
‘Investment income' below).

UK external portfolio assets rose by £45 billion during 1996
to £517 billion, £166 billion more than outstanding portfolio
liabilities. UK residents’ holdings of direct investments
overseas also increased, by £12 billion, to £210 billion,
exceeding the stock of inward direct investment by

(1 Direct investment capital flows

External balance sheet

£56 billion. The United Kingdom continued to be a net
borrower of funds from the rest of the world. and the net
liabilities on outstanding sterling and foreign currency
borrowing increased by £19 billion, to £257 billion. The net
liabilities of general government fell to £28 billion.

Other significant points arising from the 1996 data include:

® increased net investment income for the United
Kingdom:

® the impact of movements in security prices and
exchange rates; and

®  record foreign currency overseas borrowing and
lending by UK banks.

Revaluation effects on the external balance
sheet of the United Kingdom

The foreign currency value of sterling rose during 1996.
The effective exchange rate index climbed from a level of
83.1 at the end of 1995 to 96.1 a year later;> the
appreciation was particularly marked during the last quarter
of 1996. Sterling rose against nearly all major international
currencies during 1996, though the extent of these
movements varied. Against the US dollar, sterling fell a
little in the first quarter of the year, but closed the year 10%
higher than it opened. Sterling gained 17% against the
French franc and rose by 19% against the Deutsche Mark.
Against the Japanese yen, sterling appreciated by almost a
quarter from the end-1995 rate.t» These changes will have
reduced the sterling value of the United Kingdom’s foreign
currency denominated assets relative to its liabilities.

The value of UK companies’ securities also rose during
1996. The FT-SE 100 index increased by more than 10%
during the year, closing at 4,115.7. The prices of company
securities in international equity markets generally rose
during 1996. The S&P 500 measure of US equity prices
rose by 20% in dollar terms during the year. The French
and German markets, like those in the United States, rose by
around 20% in national currency terms. In contrast, the
Nikkei 225 index of Japanese equity prices fell slightly
during the year. Bond prices followed a different pottern;
prices of US dollar and sterling bonds fell, whereas prices of
bonds denominated in other major currencies rose.

The FT-SE 100 share index rose by a further 10% in the first
six months of 1997, closing at 4,604.6 at the end of June.
The US and French equity markets all rose in the first half
of 1997 by similar amounts to their 1996 increases, and the
FAZ index of the 100 leading German equities gained nearly
a third in the same period, following the 20% increase in
1996. The Nikkei 225 index of leading Japanese equities,

re reasonably accurate. But estimates of balance sheet levels are less sound. because direct investments are

usually recorded at book value, using historical costs, rather than market values. This makes it difficull 1o compare and contrast directly with other
investments. 1t has been estimated that the market values of the stocks of inward and outw ard direct investment may both be double the recorded
levels, Sce Pratten, C. Overscus investments, capital gains and the balance of paymens, published by the Institute of Economic Affairs. February
1992, The report was based on end- 1989 direct investment levels and a number of assumplions. A further report by Pratien estimated that the net
direct investment stock in 1993 was underestimated by about £60 billion: see Praiten. C. 1994y The valuation of outward and imvard divect
mvestment, Depanment of Applied Economics, University of Cambridze. unpublished report 1o the (then) Central Si1)41icul Office.

S At Rpee tes. L

21 St A
¢4 Changes in exchange rates are calculated as: ) R
(rate at close of business on fast working day of 1996 - rate ai close of b

rate at close of business on fast working day of 1096

hool Togland. July 1957, Tuble 27, figures quoted are based on average {75 rates = 100.

business on last working day of 1995) \ 100
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which fell slightly in 1996, rose by 6.4% in the first half of
1997. In the international bond markets, the prices of most
bonds rose further during the first half of 1997; sterling
bond prices also began to rise, but US dollar bond prices
continued to fall. These movements in overseas securities
prices had a significant effect on UK residents’ portfolio
assets, increasing their value by £41 billion.

The change in value of existing external assets and liabilities
was greater than the fall in the net asset position (see

Table B and Chart 2). The estimated value of the United
Kingdom'’s net external assets decreased by £23 billion in
1996 as a result of revaluations. Exchange rates and
security price movements both had a significant effect,
causing downward revaluations of £12 billion and

£16 billion respectively.

lable B
Change in identified nei external asseis
£ billions

Average (a),
1982-92 /1991 1992 1993 1994 1995 1996 1997 H)

A Current balance !

(deficit = -3 -7 ‘ -8 -10 -10 -2 -4 0 1y
B Identified capital |
flows (inflows = -) (o) -5 ‘ -7 S-2 3 2 2 7
C  Revaluations 4 11 16 27 13 0 23 13
of which: !
Exchange rates V10 63 ) o 10 -2 9
Portfolio investment 3 28 0 1 7 -7 6
Direct investment ) 27 0 2 0 -8 3
Other net assets I ! 8 ! -2 3 3 0
Securitics price effect IR 26 ! 2 -6 4l
Others (d) L9 32 1 -4 -9 4 -9
D Change in identified }
net assets (increase = +)} -1 4 12 15 -9 2 -2 2
E  Net asset level ,
(end-year) 2 11 22 37 28 26 5 25w
1
F  Balancing item () .
(inflows/credits = +) 2 5 -2 § 2 3 6

Sources: ONS and Bank of England.

(a)  End-year net asset level refers to end 1992,

{b)  Not seasonally adjusted.

() Noie the difference between this sign convention and that of 1he balance of paymenis statistics.

td) Including revaluations to direct investment stocks relating to write-offs, profitable disposals of
ussets etc as well as residual error.

(¢) This is a preliminary estimate of the net stock position at the end of the second quarter of
1997.

(h  F=B - A: columns may not sum because of rounding.

Assets and liabilities can be revalued for a number of
reasons: movements in the foreign currency value of
sterling; changes in the prices of securities; revaluations of
direct investments; and write-offs. But it is difficult to
quantify each effect precisely, because information about the
types of investment involved, their geographic location and
currency of denomination is limited. Data in Table B should
therefore be regarded as only broadly indicative.

The general rise in overseas equity and bond prices in
1996, relative to UK prices. suggests that UK residents
made greater capital gains on their external assets than the

(1) See the INIE Balance: of paxments manual. (Fifth edition). 1993, purs praph 359, In the past. the United Kingdom has applied 3 minimum ' -
shareholding ¢/ U as the benchmark for a direct investment relavcaship. But the UECD and the 141} now recommziida 10

Chart 2
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(a)  Residual component minus difference between change in recorded net stock and
identificd ner flows.

gains made by non-residents on their holdings of UK
securities. But the sterling value of UK residents’ capital
gains will have been affected by the fall in the sterling value
of foreign currencies during 1996 (see Table B). This is
particularly apparent in respect of UK banks’ foreign
currency assets and liabilities: exchange rate changes
reduced the value of each by more than £100 billion (see
Table A).

Capital flows

The United Kingdom’s current account was £0.4 billion in
deficit in 1996, though there was an identified capital
outflow during the year of just over £2 billion. A current
account deficit is usually accompanied by net capital
inflows, so that either non-residents increase their holdings
of UK assets or UK residents’ holdings of foreign assets
decrease. But the United Kingdom has regularly had a
current account deficit while recording either net capital
outflows or net inflows that are smaller than the current
account deficit. As a result of this inconsistency, a
balancing item has to be written into the balance of
payments accounts (see Table C) to reflect unmeasured
flows. It is not known whether the balancing item reflects
under-recorded net capital inflows or mis-recorded current
account credits or debits.

iyt

A direct investment may be broadly defined as a
cross-border financial transaction in which an economic
agent resident in one economy acquires a lasting interest in
an enterprise resident in ahother economy.® This
investment may subsequently be increased or decreased;
these capital flows are also direct investment transactions,
either positive or negative respectively. Similarly, any
earnings from the direct investment enterprise that are

tueshuld. to vliih

the United Kingdom is moving. The Bank of England has recently conducted a review of the statistics collected from the UK banking sector. This
review is being implemented in stages. and when it is fully completed (at the end of 1998). UK banks will be asked to report as outward direct
investments any holding of 10% or more in a non-resident company. Inward direct invesiments will also be reparted based on a threshold of 10%.
This accords with the OECD's Detailed henclumark definition of foreiyn direct investment (Third edition) and the IMF's Balance of payments

manua! (Fifth edivon).

370



dable
K balance of payments: transactions data
£ billions -
Increase in UK assets (-)/increase in UK liabilities (+)
19901991 1992 1993 1994 1995 1996
Current account
Trade in goods -18.8 -10.3 -130 -13.5 -1 -11.6 -12.6
Other current account 0.1 23 3.0 3.2 9.5 19 12.2
of which:
Services 17 36 3.0 55 4.8 [1RY 7.1
Investment income 1.3 0.2 RN 2.0 9.7 7.9 9.7
Transfers 49 -1 -5 49 -50 -6.9 4.6
Current balance -18.7 8.0 -10.1 -10.3 -1.7 3.7 0.4
Financial account 16.5 74 S 11.8 -34 1.7 222
of which:
Direct and porifolio
flows 26 -121 44 -46.0) 355 323 0.8
Banking and other )
flows th 4.0 19.6 94 579 389 339 386
Balancing item 22 03 5.1 -1.5 5.0 2.0 2.6

Source: ONS.

Gy Columns may not sum because of rounding.
(b} Includes UK residents” net lending/borrowing and eternal assets/liabilities of general
government (other than portfolio and direct investment).

retained rather than repatriated to the investor also increase
direct investment.

At the end of 1996, UK residents’ total direct investment
overseas reached £210 billion, an increase of £29 billion.
Unremitted profits (earnings of established direct investment
enterprises overseas that are reinvested in the overseas
affiliate by the UK parent) accounted for most outward
direct investment transactions in 1996. at £18 billion;
outflows of capital to new or existing direct investment
enterprises amounted to £10 billion. .

In contrast, non-residents significantly increased their direct
investments into the United Kingdom, with net purchases of
£21 billion, 45% more than in 1995, New investment in the
United Kingdom and capital inflows to existing affiliates
accounted for £13 billion of inward direct investment flows,
with a further £3 billion invested in UK oil companies after
net sales of £0.1 billion in 1995. Earnings retained in the
United Kingdom by direct investment affiliates contributed
£5 billion to the increased inward investment by
non-residents. The stock of outstanding inward direct
investment was £154 billion at the end of 1996,

The volume of international mergers and acquisitions has
grown substantially during the last two years. In the United
Kingdom, there were several high-profile acquisitions
during 1995, and the increased activity continued throughout
1996 and into 1997. The largest individual inward
transactions during 1996 included the purchase of
Mercantile and General Reinsurance Ltd by Swiss
Reinsurance Company: Trafalgar House by the Norwegian
company Kvaerner AS: and News International PLC by
News Corporation of Australia. Total inward investment
from mergers and acquisitions amounted to £10 billion, with

Exiernal halance sheet

disposals of nearly £2 billion. In spite of an increase in the
volume of transactions, the balance of £8 billion was £3
billion lower than in 1995. Qutward mergers and -
acquisitions by UK companies of £12 billion in 1996 were
offset by significant disposals of £6 billion. The balance
was only £0.3 billion higher than in the previous year. Net
inward investment resulting from acquisitions and mergers
was therefore almost £2 billion.

During the first half of 1997, a number of direct investment
deals have taken place. Several of the privatised electricity
companies have been bought by overseas companies, with
those in Yorkshire, the East Midlands and London being
purchased by US electricity and energy corporations. A
number of UK companies have announced multi-billion
dollar outward direct investment deals.

Portfolio investments are defined as investments in equity
and debt securities, in the form of bonds and notes, as well
as money-market instruments and financial derivatives.:
Where any of these instruments satisfy the definition of
direct investment, they cannot be portfolio investments.

UK residents continued to make substantial purchases of
foreign securities during 1996, amounting to £61 billion,
compared with £38 billion in the previous year. In spite of
the negative estimated effect of revaluations, the stock of
UK portfolio assets increased. Increased purchases were
largely of foreign bonds, which amounted to £51 billion, an
increase of nearly 70% since 1995. Purchases of ordinary
shares also rose, to £10 billion in 1996, £2 billion higher
than the previous year. Chart 3 illustrates the net effect of
inward and outward portfolio transactions during the last
three years, showing the particularly high volume of
transactions recorded in 1996,

Chart 3
Portfolio investmento

Outward Net
[P £ billions

I

-2

1 I I 1 | I I L ) 1 L. _ 49
Ql Q2 Q3 Q4 Q1 Q2 Q@ Q4 Q @ Q2 Q4

1994 95 96
() Includes banks® investment. Posiive (igures represent increased liabilities.

(1) See the box on pages 372-73 for u geographical analysis of UK banks' direct investroms overns

fenta” dicpet imveimienie in UK b

(2) See the bivir salance of payments manual, (Finn edion). |99, paragraph 385, Finuncial derivatives are treated as portfolio invesiments in the manual.
because they are considered as separate (mainly financial) transactions. rather than integral parts of underlying transactions to which they may be linked

as hedges.

131 Data on outward portfolio flows for financial and non-financial institutions should be of reasonable quality. but data for the personal sector are weak.
Data on inward investment in government and other public sector securities are good, but data on inward invesiment in UK companies’ bonds have 1o be

derived and are therefore subject 10 some margin of error.
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A geographic analysis of UK banks’ direct investments:

Every three years, banks operating in the United
Kingdom are asked to submit to the Bank of England
details of their holdings of direct investments overseas
and any investment received by them from non-resident
affiliates. This information is reported on a geographic
basis, specifying the country of origin or receipt of the
direct investment. This box analyses the results of the
latest triennal census, which was conducted at the end of
1996,

Direct investments can be either inward or outward.
Inward investment in the United Kingdom is when an
overseas company seis up or acquires a.new branch,
subsidiary or associate here. Outward investment is
when a UK company sets up or acquires a branch,
subsidiary or associate overseas.

A brief history of banks’ direct investmenis

Overall, UK residents have net direct investment assets:
direct investments overseas are greater thaa those in the
United Kingdom. This has not been the case for banks
since the late 1980s. Total overseas investment in UK
banks stood at £20.2 billion at the end of 1996, much
higher than overseas investment by UK banks of

£9.3 bilion.

Motivations for direct investment have changed,
particularly for banks. Historically, UK banks had
substantial outward direct investment in the British
Empire to serve trade finance. The United Kingdom
became an attractive place for dollar lending by US
banks in the 1960s and 1970s, because it was cheaper
than lending from the United States. As these eurodollar
markets expanded, inward direct investments in the
United Kingdom increased, because US banks set up or
acquired affiliates through which to lend dollars and
other overseas banks invested here in order to borrow.
During the 1980s many smaller US banks began to find
the cost of their London operations prohibitive, and
decreased their inward investments. At the same time,
larger {JK banks sought to increase their international
presence and develop global operations, thus increasing
UK banks’ outward direct investments. Their success
was limited and there has since been considerable
retrenchment.

In the early 1990s, maves towards establishing closer EU
integration led 10 a significant increase in the number of
UK bankiag affiliates with overseas head offices and

(1) Ses page 370 for a definition of dircet investment and a note of probiemm relating to measuremani ssues.
@)

parents. The stock of inward investment in banks in the
United Kingdom rose by nearly 50% between 1990-93,
to £17.8 billion. These affiliates enable the overseas
banks to benefit from access to different financial
markets, counterparties and the location of the United
Kingdom relative to other major financial centres. EU
banking legislation, giving extra-EU banks access to EU
markets through a single affiliate, has encouraged greater
inward investment in the European Union, particularly

the United Kingdom. More recently, a numberof -

European investors, seeking to centre their activitics on
London, have bought UK investment banks,

Outward investment by UK banks

The total stock of all UK residents’ overseas direct
investments was £215 billion at the end of 1996, nearly.
treble the level a decade earlier and £46 billion higher
than at the end of 1993. Within this, the stock of UK
banks’ outward direct investments increased by only
£0.9 billion (see Chart A).*

Chart A
Ountstanding stock of UK banks’ overseas direct
investment/>
1993
1996
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(a) Source: Bank of England.

UK banks’ direct investment holdings in the European
Union amousted 1o £3.6 billion at the end of 1996, up by
£1.2 billion since the end of 1993, Investmerits in the
Netherlands, Denmark and Portugal fell ducing these

The Bank of Englutd Has recently conducted a review of he stnistics collecied from banks opeenting in (he Lipiled Kingdom

Implementation of the review began a1 the end of September 1997 and s taking ploce in wages

Whan implememution |s completed, ot

the erid of 1908, censiuses of banike” levels of direct investment Will be annual, instead of every huee years M
(3 ‘The geographic areas fivted in the char accord with the Balance of Payments Vasde Mecam, published by the Suntistical Office af the
Eutopean Comuunities (EURDSTAT ) atd last updabed i Mareti 19900 This 1ibs 811 e cliines of (e eald and allazatis tham tina

grographic aea for the purposes of EU Member Siapes” balance of payments accounting. For the puiposes of the chuns und to make
ions sasier. dom for the Emmﬁn Wnian (or botl 1993 sad 1996 leclude ie 15 countries that wers Membor Simes al ihe-end of

1996. (inere were oniy tweive ivi
1 January 1995.)

States i the end of 1993: Austria, Finland and Sweden joined the European Union ‘on

- mmE— L me L —
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three years, but this was more than offset by increased
invesiment in other EU countries, particularly France and
Germany (both more than £1 | billion at the end of
1996). Investment in ‘other Western Europe’ also
increased during this period, to £0.5 billion, an increase
of just under 20%. This was mainiy because of more
investment by UK banks in Swiizerland.

Grealer investment in Australia, New Zealand and Japan
increased the level of invesiment in ‘other developed
countrics’ by £0.4 billion to £1 4 billion. No direct
investment iz South Africa was recorded at the end of
1993; a modest stock was shown at the end of 1996.

UK banks also held more direct investmnent assets in Asia
at the end of 1996: the level of investment in the Middle
East fell slightly, but this was more than offset by
increased investment in the Far-East, bringing the total
level of direct invesment in Asia to £0.7 billion.

Though UK banks’ investment in all these geographic
areas rose between 1993-96, this was partly offset by
disinvestment in North America (£0.6 billion) and in
South America and the Caribbean (£0.4 billion).
Disinvestment in North America was mainly in the
United States, though investment in Canada also fell.
The disinvestment in North America was the largest, but
the disinvestment in South America and the Caribbean
was proportionately greater.

Inward investment in banks i the Uniied Kingdom

The 1997 Pink Book# shows that the total stock of direct
mvestment in the United Kingdom trebled in the ten
vears lo the end of 1996, to £154 billion. UK labour
markel reforms and comparatively low corporate taxation
and regulatory burdens have encouraged inward
investment. Cultural factors such as language, workforce
skills, the quality of infrastructure and spending on
research are also thought 1o be influential. Establishing
direct investments also enables the investor to minimise
exchange rate risks by locating close to the final

market, so that the costs of providing the product or
service are in the same currency as the revenue derived
from it.

I'he number of foreign banks in the United Kingdom
more than doubled between 1986-96. Most have EU
parents or head offices, (over 200).%% But direct
investment in UK banks from the EU countries fell from
£6.1 billion in 1993 to £5.6 billion in 1996, Inward
direct investment from the Benelux countries,
particularly the Netherlands, fell by more than £1 billion,
but this was partly offset by increased investment from
other countries, particularly Germany and France.
Inward investment from Germany almost doubled
between 1993-96 to £2.1 billion, and investment from
France increased by a half, to £750 million.

(&) Ulmited Kirgshow Balance of Pavments (e Pisk Bk ), Office for National Statistics, 1997,

Inward direct investment in the UK banking sector from
Japan has also decreased in value since the last trienaial .

. census. Total invesument in UK banks from Japan

" amounted to £1.6 billion, a fall of nearly £0.2 billion,
During these three years, there has been some
retrenchment of Japanese bank investments, which is
reflected in these data. A similar decrease in investment
from Australia, to £1.3 billion, was recorded in the same
period. The fall in investment from these two countries
explains the decrease in inward investment from ‘other
developed countries’ shown in the chart. This area also
includes South Africa, from which investment in UK -
banks doubled to £0.3 billion between 1993-96.

Chart B
Qutstanding stock of direct investment in banks in
the United Kingdom»
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ta) Source: Bank of England.

tby Data on inward investment from South America and the Caribbean at the end of 1993,
Africa at the end of 1996 and Eastern Europe at the end of both years are confidennal. So
that no individual institution's data are identifiable, the Bank of England ensures that all
published figures contain datu reported by a1 least three different institutions: data that
have been suppressed do not satisfy this requirement.

Inward investment from North America, principally from
the United States, increased most in value during this
three-year period, ending 1996 at £8 billion, 42% higher
than at the end of 1993. Though this was the greatest
increase in value, a proportionally greater rise was
recorded in inward investment from ‘other Western
Europe’. Tnvestment received from these countries was
nearly two and a half times higher at the end of 1996, at
£1.8 billion, than at the end of 1993,

Investments from Asian countries rose by nearly a third,
to £1.2 billion. This rise came mainly from the Middle
East, which accounted for 85% of total investment from
Asia at the end of 1996, Direct investment in UK banks
by South American and Caribbean couniries increased
between 1993-96 to a modest £0.1 billion; investment
from Africa and Eastern Europe fell,

51 Includes BU invintions wuthonsed 1o takie deposits o the: United Kingdom; this' excludes repuesentitive olfices of forcign banks
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Bonds in the United Kingdom (along with those in the
United States) were among the few major bonds whose
prices fell during 1996. Purchases by UK banks of

£24 billion of overseas securities were virtually unchanged
from the 1995 figure. But other financial institutions more
than doubled their purchases in 1996 to £37 billion. Unit
trusts and property unit trusts were the most significant
institutional investors in 1996, increasing their holdings of
overseas securities by more than £10 billion. This rise was
entirely concentrated in investment in the ordinary share
capital of companies overseas, which exceeded £11 billion,
but this was offset by some sales of preference shares and
overseas governments’ securities. The holdings of
self-administered pension funds, insurance funds,
investment. unit and property trusts at the end of 1996 were
little changed from those at the end of 1995. Provisional
data show that 18% of these investors’ total portfolio
holdings were invested in overseas securities at the end of
1996.

Non-residents’ total holdings of UK portfolio liabilities were
£351 billion at the end of 1996. Net purchases of UK
companies’ bonds and equities rose slightly. but net
investment of nearly £8 billion in British government stocks
contributed to the tflows of portfolio investment into the
United Kingdom of £28 billion, more than £8 billion higher
than in 1995. This increased investment in government
stocks contrasted with net sales of £1 billion in 1995,
though net sales of other general government securities
approached £2 billion in 1996.

Purchases in the first half of 1997 of £45 billion of overseas
securities had a significant impact on the level of UK assets:
revaluing these and the existing outstanding stock of
portfolio assets increased the level by more than £70 billion.
Table B suggests that revaluations have been particularly
affected by changes in securities prices during the first half
of 1997.

UK banks’ external transactions, other than direct and
portfolio investments, resulted in a net inflow of more than
£11 billion in 1996, 20% higher than in 1995. But this net
inflow disguises the fact that gross external claims and
liabilities (other than direct and portfolio investments) both
more than doubled in 1996, to £63 billion and £75 billion
respectively. Considered in this context, the £2 billion
increase in 1996 in the net inflow of banking funds is
comparatively small.

The United Kingdom is one of the world’s leading centres
for finance. The strong international financial presence in
the United Kingdom may mean that flows are driven (at
least in part) by relative interest and exthange rates, which
would also help to explain why the series are so erratic.
According to the Bank for International Settlements, 17% of
the $8,000 billion total cross-border international lending in
1996 by banks originated in the United Kingdom.
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There were record transactions in foreign currency lending
to and borrowing from overseas by UK banks in 1996.
UK-owned banks accounted for most of the currency
borrowing, which totalled £78 billion, possibly influenced
by the high foreign currency value of sterling. The same
factor may be responsible for banks with ultimate parents
overseas, particularly in America, Germany and Japan,
being on balance net borrowers from the United Kingdom,
reporting net outflows of funds. UK banks’ claims on
German residents have risen particularly in recent years.
Germany’s reunification in 1990 has required funding for
the redevelopment of eastern Germany, and as a result,
lending by UK banks to Germany has risen from 4% of total
external bank lending in 1990 to 11% in 1996. Of the major
industrial countries, only Japan has decreased its borrowing
from the rest of the world during the 1990s. Banks’ lending
and borrowing transactions in the first half of 1997 were
more than three times higher than in the same period of
1996 and resulted in a net increase of £11 billion in external
lending.

Revisions

The identified net external asset position of the United
Kingdom at the end of 1995 was revised downwards by

£24 billion between the 1996 and 1997 Pink Books. Though
this is a substantial change in terms of the net external asset
position. it results from proportionately small adjustments
to the estimates for gross assets and liabilities (of

£1.588 billion and £1,562 billion, respectively) at the end of
1995 (see Chart 4). This should be borne in mind when
interpreting the detailed developments described in this
article.

Chart 4
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Source: ONS.

Investment income

UK earnings from overseas assets increased by £5 billion to
£96 billion in 1996, and payments abroad in respect of
external liabilities incrensed by £3 billion to £86 billion
(see Table D). These increases were both substantially
smaller than those in 1995, but the improved balance of
investment income, to just under £10 billion. reversed the
fall recorded in the previous year.



Investment income
£ billions
Annual average
1982292 1993 19947 1995 1996 1997 HI
Earnings on assets
Porntfolio ta 5.9 16.1 158 194 207 120
Direct 10.7 169 212 238 278 136
Other non-bank private sector 35 66 64 7.1 6.8 3
Public sector (by 1.2 1.6 1.6 1.7 1.6 0.8
UK banks’ spread eamings
on external lending 3.0 332 328 396 391 17.6
Total (o) 58.3 743 778 913 961 472
Payments on liabilities
Portfolio tu) 435 1.0 130 157 169 9.4
Direcl 6.4 105 93 124 149 7.1
Other non-bank private sector iR 1.2 115 118 115 6.3
Public sector «d) 0.8 04 03 0.3 03 0.1
Banks™ cost of net labilities 0.1 387 340 433 429 196
Total () 554 71.8 68.1 834 864 425 )
Net investment income
earnings (©) 29 26 9.7 79 97 4.7

Sources: ONS and Bank of England.

ta) Non-bank private sector.

by Including official reserves,

() May not sum because of rounding

idr Including gihs.

() Notseasonatly adjusted

UK residents’ eamings on portfolio assets rose to

£21 billion in 1996, from £19 billion in 1995. Total income
on overseas direct investments also increased during 1996,
by £4 billion, to £28 billion. These increases occurred

despite the appreciation of sterling.

The increase in total earnings on direct investments in 1996
was largely the result of a fall in the net outflow of earnings
trom the UK banking sector. The repatriation of income by
UK subsidiaries to their overseas parents results in an
outflow of earnings. but so too do payments by UK parents
to meet any losses of their overseas subsidiaries. There was
a particularly high net outflow in 1995, because of payments
to cover the losses incurred by Barings in Singapore. In
1996. there was a net outtlow of £1 billion on UK banks'
direct investment earnings. This was about a half of the
figure for 1995. Significant inward direct investment by
non-residents in recent years has also increased the amount
of income paid to non-residents and will continue to do so
(see *Capital flows’ above). The quality of the estimates for
banking sector direct investment was improved this year by
inclusion of the results of the latest in a series of triennial
benchmark surveys..h

Chart 5 shows that banks’ net earmnings from services in
1996 were £7 billion, £1 billion higher than in 1995 and
similar to those in 1994. The increase in 1996 was largely a
result of the fall in the net outflow of earnings from UK
banks, but improved portfolio investment income also
contributed. Banks’ earnings on external lending increased
strongly in 1995 but fell back slightly in 1996, to

£39 billion, as shown in Table D. Payments on external
borrowing fell similarly. to £43 billion.

On balance, therefore, UK banks paid nearly £4 billion (net)
overseas as a result of their lending and borrowino

111 Sec the box on pages 372-73 on the results of the Bank of England’s latest triennial survey of direct investment.

2y Sce The Ciry Tuble, British Invisibles, 1997, Table D.

External balance sheet

Chart 5
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transactions. Data published by British Invisibles» show
that this can be considered as comprising a positive margin
of £5 billion earned by banks on their lending to and
borrowing from overseas, less the cost of borrowing on
behalf of other UK financial and non-financial institutions
(£3 billion), less other costs of funding (£6 billion). The
cost of borrowing on behalf of other UK residents is thought
to be recouped by UK banks from the UK clients for whom
the transactions are conducted. In addition, banks earned
£2 billion from fees and commissions received for services
performed for non-resident customers. Data for the first half
of 1997 suggest that investment income this year is likely to
be similar to that in 1996, with the earnings on assets and
liabilities around half of the amounts recorded for 1996.

Capital gains and full rates of return

Table E gives details of the investment income and full rates
of return on specific assets and liabilities in recent years. It
shows that the estimated rate of return (interest and
dividends only) on UK residents’ outstanding external assets
at the end of 1996 was unchanged from the end of the
previous year, at 5.8%. But the estimated full rate of return,
which also takes account of capital gains or losses arising
from revaluations, fell substantially during 1996 from 11.4%
10 -2.7%, reflecting the downward effect of revaluations.
The investment income is calculated by expressing earnings
as a percentage of the stock of the investment. The full rate
of return includes any capital gains or losses resulting from
revaluations as well as the investment income, again
calculated as a percentage of the stock.

This nepative full rate of return contrasts with 1995 when
the full rate of return increased significantly from the
previous year, largely because of securities price
movements, Securities prices continued to rise during 1996,
but the value of UK residents’ portfolio assets fell because
of the appreciation of sterling (see Table E). Portfolio
investment income was much the same as in 1995, but the
full rate of return fell from 11% to 0.9%. The effect of
exchange rate movements on overseas direct investments in

(9%
~
v
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Table E
Estimated investment income (113« and full rates of
return™ on identified assets and liabilities
Percentage points
Assets
Total Portfolio Direct Banks .
Foreign Sterling
S Lo ewwemey
Ue Pl I Fall 1 Full W Rl I Full
1991 3.1 10.1 38 130 102 74 98 8% 152 116
1992 58 18.2 39 154 9.0 (7.3 6.1 215 9.8 8.0
1993 53 94 37 154 10.0 11.7 58 59 7.1 7.4
1994 56 23 39 07 123 14 54 9.2 6.1 74
1995 58 14 40 1.0 1.7 130 5.7 18.1 6.9 8.6
1996 58 -27 40 09 130 52 58 -20 6.5 6.6
Liabilities
Total Portfolio Direct Banks e
Foreign Sterling
e curmrency
MR MR M Rl N Fal I Rl
1991 82 90 64 127 38 25 9.3 R6 136 115
1992 5.7 169 56 178 4.3 1.5 56 218 9.2 7.2
1993 53 72 43 144 82 41 55 51 6.1 7.0
1994 S0 25 4R 26 76 -26 16 45 4.4 0.2
1995 5.3 109 S0 143 94 08 5.1 138 56 60
1996 52 112 48 1406 9.7 243 52 21 5.6 25

Source: ONS.

(a)
(U}
()

Investment incomie eurnings as a percentage of the stock.
Investment income eamings plus stock revaluations. as a percentage of the stock.
Investment incomre.

(dy Full rates of rewrn,

1996 was also marked: investment income on these
holdings increased, but the full rate of return fell back from
13% to 5.2%.

The value of UK banks’ foreign currency assets was
considerably aftected by the appreciation of sterling during
1996. Investment income on these assets was virtually the
same in 1996 as in the previous year, but the full rate of
return was negative, at -2%, a fall of more than

20 percentage points. In comparison, the full rate of return
on banks’ sterling assets overseas in 1996 was little different
from in 1995.

In contrast, the full rate of return on total liabilities to
non-residents increased slightly; investment incomes on all
external liabilities were similar to those in 1995. The full
rates of return on UK portfolio and direct investment
liabilities were also little changed, but those on banks’
liabilities were significantly lower. The full rate of return
on banks’ sterling liabilities more than halved, and the
external rate of return on banks’ foreign currency liabilities
fell from 13.5% in 1995, to 2.1% in 1996.

International comparison of net external assets

Table F and Chart 6 compare the net external assets of
several major economies and show that the trends in the
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United States. Germany and Japan in recent years continued
in 1996. The gap between Japan and the United States
widened in 1996 as a result of increases to both Japan'’s net
external assets and the United States’ net external liabilities.
The steady decline in Germany's net external assets, which
began following reunification in 1990, continued in 1996.
The recent upward trend in French net external assets
reversed in 1996.

‘mm\iT o ) TomTTmTme T e

International comparisons of external net asset

positions

$ billions; percentuges of GNP in italics

End years 1981 1985 . 1990 1994 1995 1996
United States 3743 1328 =251 -580.1 -687. -870.5
13.9 3.3 4.5 -84 9.5 N

Japan 10,9 164.5 3275 669.9 809.9 890.6
1.0 10.3 102 14.1 17.3 204

Germany 29.2 528 3495 208.1 171.5 143.0
4.0 7.1 213 9.7 7.1 6.3

France 564 6.1 -71.2 409 116.1 35.6
S0 1.0 -5.7 3.0 74 24

United Kingdom 02.3 102.5 13.3 437 40.1 &1
12.8 19.8 1.3 4.1 37 0.6

() The daa underlying this table are taken from national sources. the IMF fnternational Financial
Statistics Publication (GNP figures) and QECD Financial Statistics Part 2. National sources
may use differing methadologies,

Chart 6
International comparisons of external net asset
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ta) The data underlying this table are taken from nationai sources. the IMF and OECD.

Increases in net external assets are generally linked to
current account surpluses. Continuing the trend of the last
decade, Japan had a current account surplus again in 1996,
and further increased its net external asset position. In the
same period, the United States has had a persistent current
account deficit; this rose in 1996 to more than 2% of US
GDP and now exceeds the combined surpluses of the
Japanese and EU economies.



