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SectionI: Introduction

T hispaperempiricallystudiesgrossinternationalinvestmentpo-

sitions. A lthoughmuchresearchhas focusedonthedeterminantsofnet

capital‡owsandexternaldebt, grossholdingsofforeignassetsandliabil-

itiesarearguablyabetterindicatoroftheextentofinternationalcapital

marketactivity. A n interestingaspectofgross internationalinvestment

positionsisthat, asshowninsection3below, thereisconsiderablecross-

countryheterogeneityinthelevelofcross-holdingsofforeignassetsand

liabilities.1 O urobjectiveinthispaperistoidentifyfactorsthatexplain

thiscross-sectionalvariation.

U nderstandingthesourcesofcross-countryheterogeneityinown-

ership levelsofforeignassetsandliabilities is importantforanumberof

reasons. First, thecross-section is onedimension alongwhich theories

ofinternationalinvestmentbehaviorcanbeinvestigated. Second, posi-

tivegross internationalinvestmentpositions maya¤ectmacroeconomic

outcomes by reducingvulnerability toshocks, via the provision ofin-

ternationalinvestmentincome‡owsthatareimperfectlycorrelatedwith

domesticoutput‡uctuations. T hird, thescaleofinternationalassettrade

mayprovideavolume-basedmeasureof…nancialopenness, justas ex-

port/G D P andimport/G D P ratiosplaythisrolewithrespecttoopenness

totradeingoods andservices. Forthis purpose, itis usefultoidentify

thesystemiccomponentto…nancialopenness, justasresearchersadjust

volume-basedmeasuresoftradeopennessforfactors suchaspopulation,

1SeealsoG olub (19 9 0). G olubstudiedgrosscapital‡owsbut, unlikethis paper, he
didnotseektoexplainthevariationinforeignassetsandliabilitiesacrosscountries.
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landareaandproximitytomajormarkets(L ee19 9 3, FrankelandR omer

19 96).

O ne importantroleplayedbyownership offoreignassets and

liabilities is tosmoothincome, bydelinkingG N P and G D P.2 Inthis re-

gard, wewouldexpectthatcountriesthathaveagreaterneedforincome-

smoothingtoholdgreaterquantitiesofforeignassetsandliabilities. For

instance, is itthecasethatthosecountriesthatfaceamorevolatileen-

vironmenttendtohavelargergross internationalinvestmentpositions?

Second, holding…xedthesepotentialgains, thecosts ofengagingin in-

ternationalassettradealsoa¤ectthepropensitytoholdpositivegross

internationalinvestmentpositions. A s is developed in section 2 below,

suchtheoreticalconsiderations guidethechoiceofregressors inourem-

piricalanalysis.

T herestofthepaperisorganizedasfollows. Section2 discusses

thefactorsthatmayhelp toexplaincross-countryvariation ingross in-

ternationalinvestmentpositions. T heempiricalanalysisbeginsinsection

3, whichconsidersthedeterminantsofcross-countryvariationinthesize

ofgrossholdingsofforeignassetsandliabilities. Section4concludes.

SectionII: Cross-SectionalD eterminants

In this subsection, wediscuss some potentialdeterminants of

variation across countries in the levelofcross-holdings ofinternational

assets andliabilities, as aprecursortotheempiricalworkin section 3.

W efocusonvariablesthatmayraisethedesirabilityofincomesmoothing

2SeeSvensson(19 88), O bstfeld(19 9 5) andO bstfeldandR ogo¤ (19 9 6).
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and/orreducethebarrierstointernationalassettrade.3

Sinceourinterestis ingross internationalinvestmentpositions,

ourindexofcross-holdingsisasimpleaverageofforeignassetsandliabil-

ities, expressedasaratiotoG D P

B Yi =
1
2
¤

ÃFA+ FL
Y

!

i
(1)

W econsiderarangeofvariablesthatmayhelptodeterminecross-country

variation in B Yi. A n interestingquestion iswhethercountries thatare

heavilyengagedintheinternationaltradeofgoodsandservicesarealso

highly integrated inassettrade. A positiveassociation betweentrade

opennessandinternationalinvestmentpositionsmayariseforanumber

ofreasons. First, tradeopennessmayraisevolatilityandhencethedesire

forincome-smoothing.4 Second, internationaltradeingoodsandservices

initselfgeneratesparallel…nancial‡ows(i.e., internationalpaymentsand

receipts) and…rmsmaywishtohedgetheriskinessofthese‡owsintheir

investmentandtreasurystrategies. T hird, workingintheoppositedirec-

tion, thecross-holdingsofassetsandliabilitiesthataretheresultsofFD I

mayinturngenerateincreasedtradeingoodsandservices.

Countrysizemayalsomatter. O nereasonisthattheestablish-

mentofdomestic…nancialmarkets mayentail…xedset-up costs and it

3A s suggestedbyG rilli (19 89 ) andFeldstein(19 9 4), shieldingwealthfrom domestic
taxauthoritiesprovidesanadditionalmotivationforholdingforeignassetsandliabilities.
H owever, wedonothavethedatatoempiricallyinvestigatethisproposition.

4R odrik(19 9 8)arguesthatmoreopeneconomiesfacemorevolatileenvironomentsand
hencedesirelargergovernmentsectors as asocialinsurancemechanism. International
assetcross-holdingsareanalternativemethodbywhichincomecanbesmoothedthat
is potentiallymorepowerfulsince itinvolves cross-countrytransfers ratherthan just
domestictransfers.
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maymakesenseforasmallcountryto“freeride” ontheexistenceofdeep

…nancialandcapitalmarkets in other, largereconomies. Forinstance,

G rilli (19 89 ) posesthescenarioofBelgian…rmsandhouseholdsperform-

ingalltheir…nancialtransactions intheL ondonmarkets. A nothergood

example is Ireland, whosebanks reliedon L ondon forinter-bankfunds

untiladomesticmoneymarketwasestablishedin19 7 2. Finally, afurther

reasonwhysizemaybearelevantfactoristhatsmallercountriesmaybe

morespecialized, withgreatervulnerabilitytoexternalshocksandhence

withmorevolatilenationaloutputlevels.

Iftheformationofinternational…nanciallinkages similarlyin-

volves …xedset-upcosts, thedegreeofinternational…nancialintegration

mayalsobepositivelyrelatedtoacountry’s levelofpercapitaoutput.

A lternatively, byanalogytoM ulliganand Sala-i-M artin (19 96), apos-

itive relationship between gross internationalinvestmentpositions and

percapitaoutputcouldbemotivatedbytheexistenceof…xedcosts in

acquiringinformationaboutinternational…nancialopportunities.

A shasbeensuggestedabove, countriesthatfaceamorevolatile

environmentshould be more anxious to smooth income by increasing

cross-holdings offoreignassetsandliabilities. W econsiderindicatorsof

historicalvolatilityin G D P, inthetermsoftradeandinin‡ation. Even

ifG D P isstable, ‡uctuationsinthetermsoftradegenerateinstabilityin

purchasingpower.5 W eallowforin‡ationvolatilitysincein‡ationa¤ects

thenetincomesofholdersofunindexednominalassetsandliabilities.6

5O fcourse, iftermsoftrademovementso¤setshiftsinG D P, thee¤ectistostabilize
realincome. H owever, thereisnostrongrelationship betweenoutputandthetermsof
tradeinthedata(Z immermann, 19 9 7 ).

6BacchettaandvanW incoop (19 9 7 ) and N eumeyer(19 9 8) analyzenominalriskin
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Finally, weaskwhethercountrieswithwelldevelopeddomestic

…nancialmarketsaremorelikelytoengageininternationalassettrade. A

developeddomestic…nancialsectorfacilitatesthesaleofdomesticassets

toforeigninvestors. Inaddition, itisplausiblethat…rmsandhouseholds

thatareaccustomedtodomestictradeinassetsmayalsobemoreattuned

tothebene…tsofholdinginternationalinvestmentsinsmoothingincome.

A ccordingly, thebasicspeci…cationfortheregressionanalysisin

section3is

B Yi = ® + ¯X i + °Z i + "i (2)

whereX i is thetradeopennessvariableand Z i is asetoftheotherpo-

tentialdeterminantsdiscussedabove.

SectionIII: EmpiricalA nalysis

T hedataonforeignassetsandliabilitiesaretakenfromtheInter-

nationalM onetaryFund’s InternationalFinancialStatistics CD -R O M .7

R estrictedbydataavailability, therearenineteenO ECD countries inthe

sample, aslistedinTable[1]. Table[2]reportssomebasicdataforthese

countries overtheperiod19 81-9 5. Column(1) shows thetotalinterna-

tionalinvestmentposition, as de…ned in equation [2]above. Formost

countries, gross internationalinvestmentpositionsareclearlyrisingover

time. T herearealsoconsiderabledi¤erences inthesizesofgross interna-

tionalinvestmentpositionsacrosscountries(Figure1 displaysthedatain

internationalassettrade.
7 SinceA pril19 9 7 , line 7 9 oftheIFS hasreporteddataonthecompositionofinter-

nationalinvestmentpositionsforalimitednumberofcountries.
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Table1: CountryL ist

A ustralia A U S 19 86-96 Japan JA P 19 80-9 6
A ustria A U T 19 80-9 6 N etherlands N ET 19 80-9 6
B elgium BEL 19 81-9 4 N orway N O R 19 88 -9 3
Canada CA N 19 80-9 6 N ewZ ealand N Z L 19 9 0-9 6
D enmark D EN 19 9 1-9 5 Spain ESP 19 80-9 5
Finland FIN 19 7 5-9 6 Sweden SW E 19 82-9 6
France FR A 19 8 7 -9 6 Switzerland SW I 19 84-9 5

G ermany G ER 19 80-9 5 U nitedKingdom G B R 19 80-9 6
Iceland ICE 19 88-9 5 U nitedStates U SA 19 80-9 6
Italy IT A 19 7 2-9 6

D ataavailableon internationalinvestmentpositions in InternationalFinancialStatistics.

graphicalform for19 9 1-9 5). B elgium, theN etherlands, Switzerlandand

theU nitedKingdom allhavegross internationalinvestmentpositions in

excessof100 percentofG D P while, attheotherextreme, Iceland, Italy,

Japan, N orwayandSpainhavepositionsthatarelessthan50 percentof

G D P.

Columns (2)-(4) showdataon three internationalinvestment

subcategories: foreign directinvestment, portfolioequity and portfolio

debtpositions. (T hecategory“otherinvestments” is notreportedand

isthedi¤erencebetweenthetotalandthesumofthesesubcomponents.

O therinvestmentscomprisetheholdingsofthemonetaryauthority, the

generalgovernment, reserves, thebankingsystem andothersectors.) It

is potentiallyimportanttoseparatelyconsiderthesesubcategories. O ne

reasonisthattheymaydi¤erintheirrisk-sharingproperties. Forinstance,

M ilesi-Ferretti andR azin(19 96) speculatethatequityliabilities (FD I or
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Table2: SummaryD ata

Total FD I Equity D ebt IN CP IN CM
A ustralia 19 81-85

19 86-9 0 0.49 3 0.19 3 0.052 0.029 0.01 0.045
19 9 1-9 5 0.59 4 0.228 0.08 7 0.047 0.011 0.046

A ustria 19 81-85 0.657 0.029 0.004 0.09 6 0.046 0.051
19 86-9 0 0.7 47 0.04 0.011 0.145 0.046 0.053
19 9 1-9 5 0.7 12 0.055 0.022 0.19 5 0.047 0.053

B elgium 19 81-85 1.49 9 0.118 0.03 0.168 0.267 0.26
19 86-9 0 1.9 88 0.225 0.081 0.311 0.27 6 0.259
19 9 1-9 5 2.118 0.339 0.134 0.39 3 0.423 0.382

Canada 19 81-85 0.553 0.153 0.03 0.117 0.015 0.051
19 86-9 0 0.583 0.168 0.036 0.161 0.016 0.054
19 9 1-9 5 0.682 0.189 0.053 0.229 0.017 0.051

D enmark 19 81-85
19 86-9 0
19 9 1-9 5 0.9 28 0.121 0.045 0.27 6 0.133 0.169

Finland 19 81-85 0.349 0.021 0.043 0.013 0.036
19 86-9 0 0.428 0.045 0.007 0.09 5 0.019 0.041
19 9 1-9 5 0.67 1 0.07 8 0.034 0.246 0.018 0.063

France 19 81-85
19 86-9 0 0.61 0.06 0.045 0.07 6 0.038 0.039
19 9 1-9 5 0.7 54 0.148 0.054 0.127 0.07 4 0.07 9
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Total FD I Equity D ebt IN CP IN CM
G ermany 19 81-85 0.38 0.042 0.018 0.052 0.025 0.021

19 86-9 0 0.509 0.051 0.036 0.09 5 0.031 0.023
19 9 1-9 5 0.656 0.067 0.053 0.147 0.044 0.038

Iceland 19 81-85
19 86-9 0 0.348 0.015 0.005 0.043
19 9 1-9 5 0.39 0.02 0.002 0.005 0.006 0.041

Italy 19 81-85 0.29 9 0.027 0.004 0.007 0.012 0.022
19 86-9 0 0.334 0.048 0.009 0.022 0.011 0.021
19 9 1-9 5 0.483 0.066 0.014 0.12 0.025 0.041

Japan 19 81-85 0.22 0.016 0.015 0.013
19 86-9 0 0.459 0.024 0.027 0.02
19 9 1-9 5 0.465 0.032 0.044 0.09 3 0.037 0.028

N etherlands 19 81-85 1.021 0.226 0.09 8 0.07 4 0.085 0.081
19 86-9 0 1.27 1 0.29 3 0.159 0.133 0.084 0.08
19 9 1-9 5 1.466 0.364 0.227 0.18 0.086 0.084

N ewZ ealand 19 81-85
19 86-9 0 0.511 0.131 0.012 0.129 0.014 0.061
19 9 1-9 5 0.647 0.242 0.017 0.151 0.007 0.068
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Total FD I Equity D ebt IN CP IN CM
N orway 19 81-85

19 86-9 0 0.504 0.028 0.125 0.035 0.057
19 9 1-9 5 0.452 0.038 0.122 0.023 0.047

Spain 19 81-85 0.28 0.027 0.002 0.002 0.009 0.023
19 86-9 0 0.3 0.052 0.015 0.01 0.008 0.016
19 9 1-9 5 0.488 0.102 0.028 0.065 0.017 0.028

Sweden 19 81-85 0.426 0.164 0.015 0.013 0.022 0.041
19 86-9 0 0.57 2 0.238 0.036 0.027 0.031 0.044
19 9 1-9 5 0.9 45 0.39 5 0.17 7 0.102 0.044 0.07 8

Switzerland 19 81-85 1.851 0.18 7 0.27 2 0.348 0.121 0.053
19 86-9 0 2.03 0.229 0.316 0.401 0.115 0.05
19 9 1-9 5 2.19 1 0.301 0.41 0.41 0.106 0.049

U K 19 81-85 1.451 0.153 0.07 3 0.096 0.15 0.143
19 86-9 0 1.7 47 0.202 0.155 0.2 0.129 0.121
19 9 1-9 5 1.9 7 7 0.223 0.218 0.302 0.122 0.116

U S 19 81-85 0.28 0.062 0.018 0.038 0.026 0.018
19 86-9 0 0.413 0.111 0.037 0.068 0.026 0.023
19 9 1-9 5 0.503 0.142 0.067 0.104 0.022 0.021

T otalisaverageaggregateholdingsofforeignassetsandliabilities. FD I is foreigndirectinvestmentsubcomponent;Equity

is portfolioequity subcomponent;D ebtis portfoliodebtsubcomponent. IN CP and IN CM arefactorincomein‡ows and

out‡owsrespectively. A llvariables areexpressedas ratios toG D P. Source: InternationalFinancialStatistics CD -R O M .
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portfolioequity) mayhavemoreattractivepayoutcharacteristics than

non-contingentdebtliabilities, sincetheyields on these liabilities may

moveinaprocyclicalfashion.8

T hereis ageneralpositivetrendineachofthesesubcategories

inallcountries. Figure2 chartsthe19 9 1-9 5 dataforforeigndirectinvest-

mentpositionsandshowsawidedispersion: sevencountrieshaveholdings

below10 percentofG D P ;…vecountries arebetween10 and20 percent;

andanothersevencountrieshaveholdingsabove20 percentofG D P.Port-

foliocross-holdingsareaggregatedacrossdebtandequitysubcomponents

inFigure3. W iththeexceptionofBelgium, theN etherlands, Switzerland

andtheU nitedKingdom, itappears thatinternationalportfolioinvest-

mentpositionsarerelativelymoreuniformacrosscountries.

W eturnnowtoanalyzingthedeterminantsofthecross-country

heterogeneityinthelevelsofgross internationalinvestmentpositions. In

whatfollows, we focus on the observations forthemostrecentcross-

section 19 9 1-9 5, whichhas themostcompleteavailabilityofdata. T he

19 9 0s period alsohas themeritthatcapitalcontrols had been almost

completelyeliminatedforthisgroupofcountriesbytheearly19 9 0s.

R esultsarereportedinTables[3]-[7 ]. InTable[3], thedependent

variableisbasedontheaggregateinternationalinvestmentposition. T he

speci…cation in column (1) justincludes tradeopenness as aregressor,

which enters positivelyand signi…cantly.9 T hepointestimate indicates

thatraisingopenness byonestandarddeviationfrom itsmean(0.29 to

8T hatsaid, the realreturn on nominal, unindexed debtwillbe sensitive toreal
exchangerate‡uctuationsandsomayalsobecapableofprovidingacontingentreturn.

9 Tradeopenness istheaverageofexportsandimportsasaratiotoG D P.
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Table3: InternationalInvestmentPositions: Total

(1) (2) (3) (4) (5) (6) (7 )
C 0.14 -4.42 -8.04 -0.43 0.7 6 -3.4 1.2

(.14) (1.2) (7 .2) (.14) (.53) (6.4) (3.9 )
O PEN 2.67 3.7 6 2.65 3.64 2.7 5 2.26 2.39

(.55) (.39 ) (.52) (.48) (.7 4) (1.22) (1.13)
SIZ E 0.16 -0.08 -0.03

(.045) (.14) (.12)
Y C 0.8 0.58

(.69 ) (.62)
FIN 2.51 2.03 2.09

(.7 6) (.37 ) (.45)
V T T -1.9 -8.34 -9 .4

(4.5) (4.67 ) (4.5)
V Y -32.2 -44.4 -32.5

(37 .7 ) (44.0) (38.2)
V P I 3.3 38.4 34.2

(10.9 ) (18.5) (17 .5)
R 2 0.353 0.49 0.381 0.69 5 0.438 0.828 0.819
SE 0.484 0.443 0.488 0.346 0.49 7 0.318 0.312
N 19 19 19 18 18 18 18

D ependentvariable is totalcross-holdings offoreign assets and liabilities, as de…ned in Table 2. Estimation is ordinary

leastsquares, with N ewey-W eststandarderrors. O P EN is averageofexports plus imports, expressedas aratiotoG D P ,

in19 9 1. SIZ E is logoftotalG D P in internationaldollars in19 9 0. Y C is logofG D P percapitain internationaldollars in

19 9 0. FIN is turnovervalueofthetrades ofdomesticshares ondomesticexchangesovertheyeardividedbytheaverage

valueofdomesticshares listed on domesticexchanges, averaged over19 7 6-9 3. V T T is standard deviationofthegrowth

rateofthetermsoftrade;V Y is standarddeviationofthenationalG D P growthrateminustheworldoutputgrowthrate;

V P I is standard deviation ofthe nationalin‡ation rateminus theworld in‡ation rate. Sources: O P EN , V T T and V Y

areconstructedfrom theW orldB ank’s W orldD evelopmentIndicatorsCD -R O M . SIZ E andY C arefrom theP enn W orld

Tables version 5.6. FIN is from L evineand Z ervos (19 9 8 ). In‡ationdataarefrom the InternationalFinancialStatistics

CD -R O M .
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Table4: InternationalInvestmentPositions: FD I

(1) (2) (3) (4) (5) (6) (7 )
C 0.052 -0.68 -3.5 -0.002 0.1 -3.8 -0.08

(.041) (.43) (1.1) (.05) (.13) (1.7 ) (1.1)
O PEN 0.4 0.57 0.39 0.51 0.4 0.23 0.34

(.15) (.15) (.13) (.12) (.25) (.28) (.28)
SIZ E 0.025 -0.032 0.004

(.015) (.034) (.034)
Y C 0.35 0.46

(.11) (.18)
FIN 0.23 0.12 0.17

(.15) (.15) (.13)
V T T -0.28 -0.67 -1.5

(1.7 ) (1.8) (1.9 )
V Y 0.2 -9 .3 0.2

(8.6) (9 .3) (9 .4)
V P I -1.4 8.1 4.7

(2.3) (3.8) (4.4)
R 2 0.188 0.27 2 0.318 0.311 0.252 0.529 0.37 9
SE 0.111 0.108 0.105 0.104 0.117 0.105 0.115
N 19 19 19 18 19 18 18

D ependentvariable is FD I componentofcross-holdingsofforeignassets andliabilities, as de…ned in Table2. Seenoteto

Table3.
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Table5: InternationalInvestmentPositions: Portfolio

(1) (2) (3) (4) (5) (6) (7 )
C 0.06 -1.3 -3.5 -0.16 0.23 -0.84 0.96

(.04) (.6) (2.9 ) (.07 ) (.15) (2.1) (1.3)
O PEN 0.68 1.02 0.67 1.06 0.6 0.41 0.46

(.17 ) (.19 ) (.17 ) (.17 ) (.21) (.31) (.28)
SIZ E 0.05 -0.05 -0.03

(.02) (.04) (.04)
Y C 0.35 0.23

(.28) (.16)
FIN 0.9 8 0.9 8 1

(.33) (.16) (.2)
V T T -1.3 -3.4 -3.8

(1.7 ) (1.2) (1.3)
V Y -1.7 -7 .3 -2.6

(12.9 ) (11.7 ) (10.5)
V P I -1.3 8.8 7 .2

(3.4) (4.4) (4.0)
R 2 0.212 0.334 0.261 0.7 02 0.306 0.838 0.852
SE 0.17 6 0.167 0.17 6 0.109 0.182 0.09 4 0.09 4
N 19 19 19 18 19 18 18

D ependentvariableis portfoliocomponentofcross-holdings offoreignassets andliabilities. SeenotetoTable3.
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Table6: InternationalInvestmentPositions: Equity

(1) (2) (3) (4) (5) (6) (7 )
C 0.01 -0.52 -2.2 -0.12 0.08 -1.2 0.7 4

(.03) (.33) (1.7 ) (.05) (.09 ) (1.3) (.68)
O PEN 0.28 0.407 0.28 0.49 0.27 0.06 0.11

(.13) (.19 ) (.14) (.14) (.17 ) (.1) (.14)
SIZ E 0.019 -0.045 -0.025

(.011) (.021) (.022)
Y C 0.22 0.25

(.16) (.13)
FIN 0.58 0.58 0.6

(.19 ) (.1) (.14)
V T T -.29 -1.5 -2.0

(.8 7 ) (1.1) (1.4)
V Y -2.1 -9 .2 -4.2

(7 .9 ) (4.9 ) (5.0)
V P I -.10 6.4 4.8

(1.8) (2.5) (3.1)
R 2 0.126 0.189 0.19 5 0.66 0.159 0.828 0.7 7 1
SE 0.101 0.10 0.10 0.065 0.11 0.058 0.064
N 18 18 18 17 18 17 17

D ependentvariable is equitycomponentofcross-holdings offoreign assets andliabilities, as de…ned in Table2. Seenote

toTable3.
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Table 7 : InternationalInvestmentPositions: D ebt

(1) (2) (3) (4) (5) (6) (7 )
C 0.04 -0.7 -1.4 -0.03 0.12 0.39 0.42

(.03) (.5) (1.4) (.05) (.09 ) (1.6) (1.2)
O PEN 0.45 0.64 0.45 0.61 0.37 0.31 0.31

(.13) (.16) (.13) (.14) (.17 ) (.29 ) (.28)
SIZ E 0.026 -0.013 -0.013

(.016) (.04) (.04)
Y C 0.14 0.004

(.14) (.09 )
FIN 0.34 0.39 0.39

(.16) (.08) (.08)
V T T -0.9 6 -2.04 -2.05

(.9 1) (.82) (.7 5)
V Y 3.2 2.4 2.5

(6.9 ) (10.7 ) (10.4)
V P I -2.2 1.9 1.9

(1.8) (3.6) (3.4)
R 2 0.285 0.39 0.31 0.56 0.449 0.684 0.684
SE 0.09 7 0.09 2 0.09 8 0.07 5 0.09 3 0.07 8 0.07 4
N 19 19 19 18 19 18 18

D ependentvariableis debtcomponentofcross-holdingsofforeignassets andliabilities, as de…ned in Table2. Seenoteto

Table3.
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0.42) increases theaggregate internationalinvestmentposition from its

meanof9 0 percentofG D P to125 percent, aneconomicallylargee¤ect.

Figure4displaysthescatterplotoftotalcross-holdingsofforeignassets

andliabilitiesagainsttradeopennessandastrongpositiverelationship is

clearlyevidentintherawdata.

Incolumns(2)-(4), countrysize, outputpercapitaandameasure

ofdomestic…nancialsophisticationare individuallyaddedtothebasic

speci…cation. CountrysizeismeasuredasthelogoftotalG D P in19 9 0;

outputas the logofG D P percapita in 19 9 0; and domestic …nancial

sophisticationas theturnovervalueofthetrades ofdomesticshares on

domesticexchanges dividedbytheaveragevalueofthedomesticshares

listedondomesticexchanges.10 Ineachcase, thesigni…canceofthetrade

openness variable is una¤ected. Inaddition, countrysizeand …nancial

sophisticationeachenterpositivelyandsigni…cantlybutoutputpercapita

is insigni…cant. T hepositiveimpactofcountrysizeis atoddswiththe

theoreticalpredictions discussedabove: however, size is notsigni…cant

inthebroaderspeci…cations incolumns(6)-(7 ). T hepositiveassociation

betweendomestic…nancialsophisticationandtheextentofinternational

cross-holdingsofassetsandliabilitiesislinewithourtheoreticaldiscussion

andremainsrobustincolumns(6)-(7 ). Figure5 displaysthescatterplot

oftheaggregate internationalinvestmentposition againstthe …nancial

sophisticationmeasure. T he…gureshowsthatthepartialrelationship is

10G D P ismeasuredininternationaldollarsfrom thePennW orldTablesversion5.6.
T he…nancialdevelopmentvariableisfromL evineandZ ervos(19 9 8)andisaveragedover
19 7 6-9 3. T hepopulationdataarefromtheW orldBank’sW orldD evelopmentIndicators
CD -R O M .
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quiterobustinthedata.11

T heregressionreportedincolumn(5) adds thevolatilitymea-

sures forthetermsoftrade, outputandin‡ationtothebaselinespeci…-

cation.12 A gain, thetradeopennessvariableremains signi…cant. Inthis

speci…cation, thevolatilitymeasuresareindividuallyandjointlyinsignif-

icant.13 Columns (6)-(7 ) reportbroaderspeci…cations: alltheregressors

are included in column (6) and outputpercapita (which is neversig-

ni…cant) is excluded in column (7 ). A s indicated, tradeopenness and

…nancialsophisticationremainrobustlysigni…cant. In‡ationvolatilityis

nowsigni…cantlypositiveandtermsoftradevolatilityissigni…cantlyneg-

ative. T his latterresultcanberationalizediftermsofterm volatilityis

associatedwithexchangeratevolatility, makingforeigncurrencyincome

streamsmoreunstableintermsofdomesticcurrency.

InTable[4], werepeattheanalysisforinternationalcross-holdings

offoreigndirectinvestmentpositions. A sbefore, tradeopennessissigni…-

cantincolumns(1)-(5)butitsexplainslessofthecross-countryvariation

inforeigndirectinvestmentpositionsandits individuale¤ectweakensin

thecrowdedspeci…cations incolumns (6)-(7 ). Countrysizeis again in-

11Itis possiblethatthegross internationalinvestmentpositions of…nancialcentres
aremismeasured since an activity ofthese centres is to intermediate trade between
non-residententities. Inresultsnotreported, weattemptedtoaddressthis concernby
excludingtheassetsandliabilitiesofthebankingsector— asthesectormostinvolved
inintermediation— andobtainedverysimilarresults.

12T hevolatilityofthetermsoftradeismeasuredasthestandarddeviationofthelog
changeinthetermsoftrade. T hevolatilityofoutputandin‡ationareconstructedas
thestandarddeviationofthedi¤erentialbetweendomesticandworldgrowthrates in
outputandthepricelevelrespectively. A llthevolatilitymeasures arebasedondata
over19 7 0-9 0. T hesedataarefromtheInternationalFinancialStatisticsCD -R O M .

13T hep-valuefromaW aldtestofthejointsigni…canceofthethreevolatilitymeasures
is0.12.
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signi…cantbutoutputpercapitaissigni…cantlypositiveinbothcolumns

(3) and(6). T his positivee¤ectofoutputpercapitaonthesizeofgross

foreigndirectinvestmentpositions plausiblyre‡ectsthegreaterpropen-

sityof…rms inthemostadvancedcountriestoestablishforeigna¢liates

and, conversely, therelativeattractiveness ofthesecountries as hostlo-

cationsforforeigndirectinvestment. D omestic…nancialsophisticationis

notasigni…cantindicatorofforeigndirectinvestmentactivityandthere

is notmuchevidencethatthevolatilitymeasureshaveabearingonfor-

eigndirectinvestmentpositions: onlyincolumn(6) is in‡ationvolatility

signi…cantandthesizeofthee¤ectismuchsmallerthaninTable[3].

W eturntointernationalportfolioinvestmentpositionsinTable

[5]. T heresultsareverysimilartothosefortheaggregateinvestmentpo-

sitionsreportedinTable[3]. InTables[6]and[7 ], wedecomposeportfolio

positions intoholdings ofequityanddebtrespectively. Inbroadterms,

theresults donotvarymuchforthesesubcomponents. H owever, trade

openness ismorepowerfulinexplaininginternationaldebtholdingsthan

equitypositions. Inaddition, thereissomeevidenceincolumn(6)ofTa-

ble[6]thatsmallercountries havelargercross-holdingsofforeignequity

assets andliabilities and in‡ationvolatilityappears toincreaseinterna-

tionalequitypositionsbutnotinternationaldebtpositions.

In summary, accordingtotheresults ofthis section, countries

thattradealotandhavesophisticateddomestic…nancialmarkets also

havelargegross internationalinvestmentpositions. Totheextentthat

tradeopenness isassociatedwithgreatervolatility, this …ndingsupports

thenotionthatmorevolatilecountries shouldholdgreaterquantitiesof

18



foreignassets andliabilities. H owever, this relationship canbealterna-

tivelyinterpretedassimplysayingthatopencountriestendtotradealot

inassetsaswellasingoodsandservices. Similarly, well-developeddomes-

tic…nancialmarketsplausiblyreducetransactionscosts, broadlyde…ned,

andhencefurtherpromoteinternationaltradeinassets. Intermsofthe

directvolatilitymeasures, thereispartialevidencesupportingapositive

relationshipbetweenin‡ationvolatilityandthesizeofgrossinternational

investmentpositionsbutthedirectionisreversedfortermsoftradevolatil-

ity. Finally, theevidenceonforeigndirectinvestmentpositions suggests

thatforeigndirectinvestmentactivityisdrivenbystructuralfactorsthat

arecorrelatedwiththelevelofdevelopment, asmeasuredbyoutputper

capita.

SectionIV : Conclusions

T heevidencepresentedinthis papersuggests that, inacross-

sectionofcountries, grossinternationalinvestmentpositionsarepositively

associatedwithtradeopennessandalargedomestic…nancialmarket. A l-

thoughtheopenness resultcouldberationalizedas providingalinkbe-

tweenvolatilityandthepropensitytoholdforeignassetsandliabilities,

moredirectexplanations arethatthosefactors thatstimulatetrade in

goods alsostimulatetrade inassets and, moreover, trade in goods and

inassetsarecomplementaryactivities. A trade-basedexplanationisalso

supportedbythepositiverelationship betweenthesizeofthedomestic

…nancialsectorandthesizeofgross internationalinvestmentpositions

sinceasophisticateddomestic…nancialmarketalmostsurelyreducesthe
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transactions costs incurred in internationalassettrade. M ixed results

wereobtainedontherelationshipbetweencross-holdingsofforeignassets

andliabilitiesandvariousvolatilityindicators. T hatsaid, theroleofin-

‡ationvolatilityperhapswarrantsfurtherexploration. Finally, itisworth

notingthattheevidenceofTesarandW erner(19 9 5) thatthepatternof

internationalportfolioinvestmentisin‡uencedbygeographicalproximity

andcommonlanguageties similarlysuggests thatassettradeis nottoo

dissimilartotradeingoods.
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Total Cross-Holdings of International Assets  
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Fig. 1: Totalcross-holdingsofforeignassetsandliabilitiesasa
ratiotoG D P, 19 9 1-9 5.

Direct Foreign Investment Cross-Holdings
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Fig. 2: Cross-holdingsofForeignD irectInvestmentA ssetsand
L iabilitiesasaratiotoG D P, 19 9 1-9 5.
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Portfolio Cross-Holdings
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Fig. 3: Cross-holdingsofportfolioassetsandliabilitiesasaratio
toG D P, 19 9 1-9 5.
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Fig. 4: Scatteroftotalcross-holdingsagainsttradeopenness.
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Fig. 5: Partialrelationshipbetween…nancialsophisticationand
totalcross-holdings, controllingfortradeopenness.
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