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The external balance sheet of the United Kingdom: recent
developments

This article(1) summarises the development of the international investment position of the United Kingdom
between 1988 and the first half of 1999.(2) It continues an annual series begun in 1985.

The article describes how financial flows and changing asset values affect the United Kingdom’s external
balance sheet.  It relates investment income flows and capital gains to stocks of assets and liabilities,
and compares the United Kingdom’s international investment position with those of other major
economies.  A box gives details of the UK participation in the IMF-sponsored coordinated portfolio
investment survey.

Overview

The international investment position of the United
Kingdom comprises the stock of UK residents’ investments
in the rest of the world (assets) and the stock of investments
into the United Kingdom from the rest of the world
(liabilities). 

At end 1998, the United Kingdom’s net debt to the rest of
the world was £67.5 billion, down from a net liability of
£82.6 billion at end 1997.  The reduction resulted from a 
£9 billion net acquisition of assets and a £6.1 billion net
revaluation of assets.  By end June 1999, the net
international liability had contracted further to £43 billion.

Table A shows how the net asset position changed from
1993 to mid 1999, identifying the separate contributions of
actual financial flows and revaluation effects.

At the end of 1998, UK international assets stood at 
£2,150 billion, up by 10.7% on the end-1997 level of 
£1,942 billion.  International liabilities were £2,218 billion,
up by 9.5% on the end-1997 figure of £2,025 billion.  To put
these figures into perspective, international assets and

liabilities at end 1998 were two and a half times nominal
annual gross domestic product.

The data used in this article are taken from the latest
available balance of payments statistics, published by the
Office for National Statistics (ONS).  Following the
standard layout of the balance of payments accounts,(3)

international investments are classified under four headings:

● Direct investment: interests in non-resident
enterprises implying a degree of ownership or control
(assessed as a holding of 10% or more of an
enterprise’s equity, and any subsequent transactions
while the holding remains at or above 10%).

● Portfolio investment: holdings of securities (such as
bonds, notes, preference and ordinary shares) of less
than 10% of an enterprise’s equity.

● Other investment: residual category (mainly deposits,
loans and trade credits).

● Reserve assets: external assets controlled by
monetary authorities.

In principle, every credit in the balance of payments should
be offset by a debit.  For example, the export of a good from
the United Kingdom is a credit in the current account.  It
could be offset directly by a debit in the financial account,
when a non-resident pays for the good out of a deposit at a
bank in London (measured as a decrease in UK liabilities).
In practice, there are ‘net errors and omissions’.  The ONS
believes that most of these net errors are probably inflows
on the financial account, such as purchases of UK firms’
equities, which are not measured directly in the official
surveys.(4)

Table A
Changes in the United Kingdom’s net asset position
£ billions

1993 1994 1995 1996 1997 1998 1999 H1

Current account -10.6 -1.5 -3.7 -0.6 6.6 0.1 -7.3
Capital account 0.3 0.0 0.5 0.7 0.8 0.4 0.3
Financial flows -9.4 6.0 -0.9 -1.8 13.1 9.0 -2.1
Net errors 0.9 7.5 2.3 -1.9 5.8 8.5 5.3
Revaluations 23.3 -20.1 -13.7 -7.8 -93.9 6.1 26.6
Net assets 36.4 22.2 7.6 -1.9 -82.6 -67.5 -43.0
Change in net 

assets (a) 13.8 -14.1 -14.6 -9.5 -80.7 15.1 24.5

Sources: ONS and Bank of England.

(a) Financial flows + Revaluations = Change in net assets.

(1) Prepared by Andrew Colquhoun of the Bank’s Monetary and Financial Statistics Division.
(2) Using figures published in the United Kingdom Balance of Payments (Pink Book), Office for National Statistics, 1999.
(3) The main international standard for compiling balance of payments accounts is the 1993 IMF Balance of Payments Manual, fifth edition, (‘BPM5’).

This is supplemented in the European Union by the European System of National and Regional Accounts, 1995 (‘ESA95’).  These standards
replaced BPM4 and ESA79 as the basis for the United Kingdom’s official statistics in 1998.  Full details of the changeover are explained in a box
in the February 1999 Quarterly Bulletin, page 42. 

(4) See the Pink Book 1999, Introduction, page 7.

http://www.bankofengland.co.uk/qb/ukextl99.pdf
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The coordinated portfolio investment survey

Origins

This box reports on the United Kingdom’s contribution to
the multilateral coordinated portfolio investment survey
undertaken at the end of 1997 under the auspices of the
IMF Balance of Payments Statistics Committee.(1)

International flows in the form of portfolio investment
(both equities and debt securities) increased significantly
in the 1980s and 1990s, attracting the attention of 
policy-makers, market participants, and independent
researchers.  However, the reliability of the statistics has
been undermined by deficiencies in data compilation
systems, which were highlighted by an IMF report(2) in
1992.  Concerned by these deficiencies, the IMF decided
in 1993 to promote the idea of a coordinated portfolio
investment survey (CPIS), at the reference date of end
December 1997.

The CPIS was designed to improve estimates of portfolio
investment in the form of equity and long-term debt.
Specifically, the objectives were:

● To collect comprehensive information, with
geographical details, on the stock of cross-border
equities and long-term bonds and notes, for use in
the compilation or improvement of international
investment position (IIP) statistics on portfolio
investment capital.  The IIP statistics, in turn, can
provide information to check the coverage of
recorded estimates of portfolio investment capital
flows and associated investment income transactions
recorded in the balance of payments.

● To exchange the bilateral data.  By exchanging
comparable data, participating countries should be
able to improve their estimates of non-resident
holdings of their portfolio investment liabilities, as
well as associated capital flows and investment
income data.

The United Kingdom participated in an IMF task force
established to draw up detailed specifications for the
minimum amount of information required to achieve the
objectives of the CPIS, and to address various technical
issues, including valuation, definition and classification to
be used.

Twenty nine countries participated in the CPIS.  These
countries represented more than 80% of the estimated
stock of global portfolio assets and liabilities.  All
participating countries collected the ‘mandatory’ data,
relating to assets in equity and long-term debt securities.
Some non-mandatory data were also compiled by eighteen
countries, mainly relating to assets in money-market

instruments, but also to liabilities in equities, long-term
debt and money-market securities.  Only two countries
reported data on financial derivatives assets and liabilities
positions.

Results

The IMF plans to publish the global results in early
December 1999, together with supplementary commentary
and metadata.  The United Kingdom’s contribution to this
is shown in Charts A and B.  Chart A shows that UK
banks held 35% of the United Kingdom’s total holding of
portfolio investments issued by non-residents at the end of
1997.  Other sectors held approximately equal amounts of
the remaining balance.  UK banks accounted for 63% of
the total holding of bonds issued by non-residents but only
1% of the corresponding total for equities held as portfolio
investments.  The country analysis in Chart B gives an
insight into the concentration of UK portfolio investment,
and shows that investment in mature markets far
outweighs investment in emerging market securities.  The
top ten countries by size of holding by UK residents
accounted for 77% of the total portfolio investment assets
recorded in the United Kingdom’s international investment
position.

At the direction of the national compilers of the CPIS at
their meeting in March 1999, it was agreed that a task
force should be formed to report to the October 1999
meeting of the IMF Balance of Payments Statistics
Committee.  This task force will be reporting on the
results of the 1997 CPIS, and on the need for, feasibility,
and possible timing of subsequent surveys, and their
scope.

UK data collection issues

In the United Kingdom, the Office for National Statistics
(ONS) was responsible for reporting the CPIS data to the 

(1) See the box on page 420 of ‘The external balance sheet of the United Kingdom: recent developments’, Quarterly Bulletin,
November 1996, an earlier article in this series.

(2) ‘Final report of the IMF working party on the measurement of international capital flows’ (‘The Godeaux Report’), IMF,
September 1992.

Chart A
UK portfolio investment assets: share by 
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IMF.  The Bank of England was readily able to supply the
ONS with the banking sector’s contribution using data

from new survey forms,(1) introduced in September 1997
as part of a wider Banking Statistics Review designed 
to bring banking statistics into line with new international
guidelines.(2) The ONS had to collect the additional
geographical details required from non-bank financial
institutions(3) by means of an annex to their annual 
balance sheet inquiry forms.  These forms were
despatched to approximately 700 companies, but the
response rate was only 61%, which was lower than
expected.(4) Various estimation methods were used to
gross up the results to represent 100% coverage.  
Non-response was not a problem for banks, and the
relevant survey was completed by institutions whose
business in aggregate was around 95% of the total external
business of UK banks.

The United Kingdom supplied data for the mandatory
items—equity and long-term debt securities.  In addition,
non-mandatory data on banks’ holdings of short-term 
debt securities was supplied.  This was largely because 
the data were readily available, and it was thought 
that holdings of such instruments by non-banks were
minimal.

Chart B
UK portfolio investment assets
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(1) Form CC (Country analysis of UK external claims).
(2) For details, please see John Thorp’s article in Monetary and Financial Statistics, ‘Outcome of the review of banking statistics, including

effects on monetary and other banking statistics’, September 1997.
(3) The ONS sent survey forms to institutional investors in various sectors: securities dealers, insurance companies, pension funds and unit

trusts.  Surveys were not sent to the household sector, on de minimis grounds.
(4) The ONS conducted a pilot survey in August 1997 to assess whether non-bank financial companies would be able to provide the required

data.  The results suggested that the actual survey response rate might be better than was actually achieved.

The ONS acknowledges that there are substantial difficulties
in compiling an accurate measure of the country’s
international investment position.  Net figures and balances
should be treated with caution.  Assets and liabilities are
both estimated to be more than £2 trillion;  the balance of
£67.5 billion is probably within the margin of measurement
error of either gross total.

One methodological problem is that not all asset stocks are
recorded at comparable market values.  Most significantly,
stocks of foreign direct investment (FDI) are recorded in the
accounts at book value.  (The final section of this article
presents the results of a study that attempted to estimate the
market value of direct investment stocks.)   Moreover, some
asset and liability levels are estimated imperfectly, by
cumulating financial flows and revaluing the result using
relevant price indices.  However, despite the limitations of
the data, it is possible to examine trends in the gross stocks
of assets and liabilities and to explain the more extreme
swings in the net position.

Revaluation effects on the international
investment position

Changes in international asset stocks can occur because of
flows of new investment, or because existing assets are
revalued.  With stocks of around £2,000 billion in recent
years, fluctuations in value might be expected to outweigh
financial account inflows and outflows (of around 

£100 billion in 1998).  Chart 1 shows that, in most years,
this is indeed the case.

Table B decomposes changes in the international asset and
liability positions, attributing the changes to (i) financial
flows and (ii) currency, price, and ‘other’ valuation effects.
Financial flows are given in the published data.
Revaluations should equal the difference between the
change in the stock and the flow.  The apportionment of

Chart 1
International investment position—flows and
revaluations
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revaluations is estimated using price indices (stock markets,
bond prices and currency movements).  The ‘other’ category
is a residual;  the IMF manual allows for a third category of
‘other adjustments’, but at the aggregate level these will be
dwarfed by revaluations.

There are very large negative revaluations of both assets and
liabilities in 1996.  These were largely driven by sterling’s
appreciation (see Table C), which lowered the sterling value
of assets and liabilities denominated in foreign currency.
There are also large negative price effects on international
liabilities in 1996.  These were caused by a fall in the price
of the benchmark UK bond used in the calculations;  this
partly offsets the strong price rise in 1995.

These data also show a steep increase in UK international
liabilities in 1997 of some £389 billion, to £2,024 billion.
Of this, about £185 billion is due to revaluations.  ‘Other’
revaluations, not accounted for by price and currency
movements, amount to £75 billion, by far the highest ‘other’
revaluations figure.  Chart 2 shows how each category of 
revaluation has affected the United Kingdom’s international
investment position.

The ONS has confirmed that the apparent steepness of the
increase and the sudden move to a high net international
liability are partly misleading, owing to an undervaluation of
equity liabilities in 1995 and 1996 (the 1997 figure is
correct).  The steep move is partly a result of how the
triennial Share Register Survey is incorporated into the
annual data.  The 1997 survey uncovered large holdings of
UK equities by non-residents that had been missed in the
estimates for 1995 and 1996.  This effect will unwind in

subsequent releases, when non-residents’ holdings of UK
equities in 1995 and 1996 are revised upwards in line with
the ONS’ revisions policy.  This will increase the United
Kingdom’s international liability in 1995 and 1996, so
increasing the overall net liability for those years (assuming
that there are no offsetting revisions).

The size of the ‘other’ revaluation in 1997 gives some
indication of the extent of the undervaluation of
international liabilities in 1995–96;  it represents the amount
of the change in the stock of liabilities not accounted for by
financial flows or price and currency moves.  However, a
definitive answer must await the revisions from the ONS.

The path of the currency effects is unsurprising, given
movements in the sterling exchange rate.  Appreciation of
sterling means that assets denominated in foreign currency
are worth less in sterling terms, which causes negative
revaluation in sterling-denominated accounts.  These figures
are also based on movements in various international price
indices such as stock markets and benchmark bond prices,
used to estimate price movements of assets and liabilities.

Sterling’s appreciation since late 1996 has led to large
negative currency-effect revaluations of the United
Kingdom’s gross external assets.  Meanwhile, buoyant
equity markets have contributed to strong positive price
effects (see Table D).

However, the strength of the UK equity market and of the
economy more generally has had strong upward price
effects on non-residents’ investments in the United
Kingdom;  and this has had a negative effect on the net UK

Table B
Changes in gross assets and liabilities: financial flows
and revaluations

£ billions

1993 1994 1995 1996 1997 1998 1999 H1

Assets (total) 1,351.1 1,337.9 1,539.4 1,634.4 1,942.2 2,150.3 2,428.7
Financial flows 153.8 30.4 115.3 219.2 256.8 114.3 234.8
Revaluation effects: 52.4 -43.6 86.2 -124.2 51.0 93.9 43.5

Currency effect 32.4 -23.8 13.2 -169.3 -32.3 32.4 7.7
Price effect 20.0 -19.8 73.0 45.1 83.3 61.4 35.8

Liabilities (a) 1,314.8 1,315.6 1,531.8 1,636.3 2,024.8 2,217.9 2,471.8
Financial flows 163.3 24.3 116.2 220.9 243.7 105.3 237.0
Revaluation effects: 29.2 -23.5 99.9 -116.5 144.9 87.8 16.9

Currency effect -20.0 48.0 71.7 -43.1 -8.2 30.8 31.7
Price effect 59.6 -61.8 44.8 -58.3 78.2 54.0 21.7
Other effect -10.5 -9.6 -16.6 -15.1 74.9 3.0 -36.6

Source: Bank of England.

(a) Increases in liabilities are shown as positive.

Chart 2
Revaluation effects decomposed
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Table C
End-period sterling exchange rates 1992–99 H1

1992 1993 1994 1995 1996 1997 1998 1999 H1

£/$ 1.5150 1.4780 1.5645 1.5505 1.7120 1.6453 1.6640 1.5768
£/DM (a) 2.4520 2.5688 2.4245 2.2191 2.6373 2.9558 2.7731 2.9893
£/¥ 189.072 164.974 156.012 159.826 198.678 214.086 187.649 190.723

Source: Bank of England.

(a) £/DM rate for end June 1999 calculated using the Deutsche Mark’s euro conversion 
rate and the end-June £/ rate.

Table D
International equity market indices 1992–99 H1

1992 1993 1994 1995 1996 1997 1998 1999 H1

S&P 500 435.71 466.45 459.27 615.93 740.74 970.43 1,229.23 1,373
Dax 30 1,545 2,267 2,107 2,254 2,889 4,250 5002 5,379
Nikkei 16,295 17,417 19,723 19,868 19,361 15,259 1,3842 17,530
FTSE 
All-Share 1,363.79 1,682.17 1,521.44 1,802.56 2,013.66 2,411 2,673.92 2,946.17
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position.  The balance of revaluation effects was negative
from 1994–97, with small positive balances in 1998 and
1999 H1.  The 1998 balance was partly due to the pound’s
slight depreciation against most other currencies.  In the first
half of 1999, on a net basis, there were strong upward price
effects on assets (+£35.8 billion), combined with large
negative ‘other’ effects (-£37 billion) on liabilities,
contributing to a positive overall revaluation total.  However,
the size of the ‘other’ effects indicates that the 1999 data
may well be subject to revision soon.

Evolution of components of the international
asset position

Chart 3 shows how the United Kingdom’s international
assets and liabilities have grown as a proportion of annual
gross domestic product (GDP).

A striking trend is that the United Kingdom’s stocks of
international finance are growing as a percentage of annual
GDP (measured at current market prices, for comparison
with asset stocks, which are mostly also valued at market
prices).  Assets and liabilities were one and a half times
nominal GDP in 1988;  by 1998, they were two and a half
times as large.  International finance is becoming more
important in relation to the UK economy as a whole.  (See
‘International comparisons’, below, for a comparison with
the four other biggest industrial economies, depicted in
Chart 8.)  However, the relative growth of international
finance has not proceeded smoothly.  Chart 3 shows
retrenchments in 1990 and again in 1994.

Chart 4 shows the evolution of both sides of the balance
sheet in terms of the proportions of different investment
categories.  It is clear from this chart that ‘other investment’
(mainly deposits and bank lending) has been in long-term
decline as a proportion of both total assets and total
liabilities.  Other investment fell from 62% of total assets
and 67% of total liabilities at end 1988, to 51% of total
assets and 58% of total liabilities at end June 1999.

Portfolio investment, however, has grown proportionately
within the total stocks.  Portfolio investments were 20% of
assets and 22% of liabilities at end 1988, up to 32% of
assets and 33% of liabilities at end June 1999.

Explaining FDI is complicated by the fact that it is recorded
in the accounts at book value rather than market value, as
discussed above.  This almost certainly means that FDI
stocks are undervalued relative to other investment
categories, and understates the relative importance of FDI in
the accounts.  (See the final section of this article for some
estimates of market value FDI stocks.)  This also means that
the picture of FDI presented by the accounts does not square
with the prominence of FDI in media comment and political
debate.

Allowing for that caveat, despite the public prominence of
large, single direct investments such as the BP/Amoco
merger, FDI is the smallest of the three major categories of
investment (official reserves, of course, are by far the
smallest).  Furthermore, apart from the jump in FDI assets

Chart 3
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in the first half of 1999, FDI appears to be becoming less
important.

FDI assets were the same proportion of total international
assets at end 1998 as at end 1988 (14%).  By end June 1999,
they had risen to 16.5% of total assets.  This reflects
exceptionally high acquisitions activity in the first half of
1999, including Vodafone’s acquisition of Airtouch and
Zeneca’s takeover of Astra, worth a reported £58.5 billion
between them (in a stock of £400 billion).  On the other side
of the balance sheet, FDI declined from 11% of the United
Kingdom’s total international liabilities in 1988 to 9% by
end 1998, and fell slightly further by end June 1999.
However, the United Kingdom retains its status as one of the
world’s top destinations for FDI.

These figures should not obscure the rapid growth in
absolute stocks of direct investment.  Between 1988 and
1998 (even without considering the surge in the first half of
1999), FDI assets grew by 183%, from £104 billion to 
£295 billion.  Over the same period, inward direct
investment into the United Kingdom grew by 170%, from
£77 billion to £208 billion.  FDI stocks are also growing as
a proportion of GDP, in common with all categories of
international finance (except official reserves).  International
portfolio investment is growing even more quickly than FDI
stocks.

Investment income, capital gains and the
international investment position

This section considers investment income and capital gains
in relation to the United Kingdom’s external balance sheet.
Investment income, formerly known as ‘IPD’ (interest,
profits and dividends), is conceptually distinct from capital
gains.  Investment income recorded in the balance of
payments accounts should exclude capital gains.  Capital
gains arise from revaluation of assets due to asset price or
exchange rate movements, or ‘other’ factors, and are
estimated above.  Although distinct from investment income,
capital gains are similar, and are often treated in company
accounts as income for practical purposes.

Comparing investment income credits and debits with gross
assets and liabilities allows implied ‘rates of return’ to be
calculated.  These are given in Chart 5.

By adding estimated capital gains to pure income, another
measure of the rate of return (the ‘full’ rate) can be derived
(see Chart 6).  Pure income rates of return are more helpful
in interpreting the balance of payments accounts, as
investment income flows in the current account exclude
capital gains.  Full rates of return give a better indication of
the real returns facing investors, to whom, tax considerations
aside, the distinction between income and capital gains may
be irrelevant.

It is immediately apparent that rates of return on direct
investment, both inward and outward, are far higher than on

other categories of investment.  This is partly because direct
investments are recorded at book values, as discussed above.  

Equity has a lower pure rate of return than the other
categories of investment.  However, the pure income rate of
return on equities is particularly inadequate as a measure of
equities’ returns, particularly in recent years, when share
markets have risen strongly and investors have enjoyed large
capital gains.  So it is informative to compare pure and full
income rates of return from Charts 5 and 6.  On the full
income measure, equities have the highest rate of return in
most years, and in every year since 1996;  on the liabilities
side, they have the highest return in every year since 1995.

However, full rates of return are considerably more volatile
than pure rates of return.  In years of stock market
downturns, the full rate of return on equities plunges
sharply, as in 1990 (particularly on the liabilities side).
There are two points to note on the rates of return on total
international assets and liabilities.  First, both the aggregate
rates of return have declined since 1990, in line with
generally falling interest rates across the industrial
economies.  Second, rates of return on gross assets and
liabilities have changed relative positions in the past ten
years.  Until 1991, the rate of return on gross liabilities was
generally higher than the return on assets.  In 1991–93,

Chart 5
International assets: pure rates of return
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returns were roughly equal, but from 1994 onwards, the
return on international assets has been higher than that on
liabilities every year.  The strongest-performing assets
relative to liabilities appear to have been direct investment
and portfolio debt securities.  In both these categories, UK
assets have earned higher returns than UK liabilities over the
period.

The turnaround is due to other investment, by far the largest
category of investment in gross terms.  The United Kingdom
paid more on its other investment liabilities than it earned on
its other investment assets in every year until 1996.  Then,
and again in 1997, the rates of return were equal.  In 1998
and 1999 H1, the United Kingdom’s assets earned a higher
return than its liabilities for the first time since 1990.

Possible explanations for this trend include a higher
proportion of deposits than lending in UK liabilities,
assuming that banks pay less interest on their deposits than
UK borrowers in general pay on their loans.  Conversely,
there could be a higher proportion of loans relative to
deposits in the United Kingdom’s overseas assets, or a
narrowing interest rate differential charged to UK borrowers
relative to other world borrowers.  The full explanation may
involve all three factors.

International investment positions: comparison
with other major economies
Chart 7 shows net asset positions for the United States,
Japan, Germany, the United Kingdom and France.  This
article has suggested that it is unwise to lay too much stress
on fluctuations in the net asset position when gross totals are
so large.  However, Chart 7 shows consistent results that are
unlikely to be the result of random error.

Chart 7 shows that the net international liability of the
United States and the net international assets of Japan have
both grown.  Germany’s formerly large net assets have
dwindled towards balance, and France (traditionally a net
international debtor) is now a net international creditor.  The
United Kingdom’s international assets have fluctuated
around balance.

These developments are broadly consistent with the
evolution of each country’s current account—its balance 
of trade plus its net investment income and net transfers
from abroad (such as migrant workers’ remitted earnings).
In 1992–98, Japan’s cumulative current account surplus
grew to more than $766 billion, with its net assets 
growing by around $640 billion.  The United States ran a
cumulative current account deficit of some $630 billion,
while acquiring more than $1 trillion more debt, net, to 
the rest of the world.  In this period, the Japanese were
major investors in US government securities, and a large 
part of the United States’ current account deficit was with
Japan.  The huge movements in these major countries’
international investment positions can be explained at least
partly in terms of these countries’ bilateral trade and
investment relations.

In the same period, France accumulated a current 
account surplus of $131 billion and became a net
international creditor, a $275 billion turnaround.  Germany
ran a cumulative current account deficit of $83.5 billion 
over the same period, and shed a net $260 billion of
international assets.  Germany’s public sector ran annual
deficits (partly because of expenses incurred in unification

Chart 6
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with East Germany);  these also amounted to some 
$265 billion.

Chart 8 shows each country’s international liabilities in
relation to nominal GDP.  This measure was chosen to give
some indication of the relative importance of international
finance in the set of countries’ economies.  Nominal GDP
gives a fairer comparison than constant-price GDP, because
asset stocks are mostly given at market value, consistent
with international statistical standards.(1)

The data show that international finance is much more
important to the United Kingdom than to any of the other
four economies studied here.  The United Kingdom’s
international liabilities were around 250% of nominal GDP
in 1998.  France’s proportion of 120%, though the next
highest, is less than half that of the United Kingdom.
Germany is next with 98%, then the United States with 68%,
then Japan with 48%.

The prominence of international finance in the United
Kingdom is undoubtedly due to the presence of the City of
London financial centre in a medium-sized economy.  
New York and Tokyo, for example, are in much larger
domestic economies (nominal GDPs in 1998: United States 
$8.2 trillion, Japan $3.7 trillion, United Kingdom 
$1.3 trillion).

Liabilities were at least twice the percentage of nominal
GDP in 1998 compared with 1992 in all the economies
considered here except France and Japan, the two countries
that have acquired substantial net assets.  France’s
international assets, which have been growing more strongly,
have nearly doubled as a percentage of nominal GDP (from
76% to 133%).  Japan’s stock of assets relative to GDP has
increased by only a half, from 50% to 79%, making it the

country with the slowest-growing reliance on international
finance considered here.

Direct investment valuation
This section presents the results of a study of the valuation
of UK FDI.  The study was prompted by the United
Kingdom’s acquisition of an extra £80.7 billion of net
international liabilities in 1997.  The study’s main
conclusion is that a market valuation of UK FDI might boost
the United Kingdom’s net asset position by around 
£81 billion in 1997 and around £74 billion in 1998 (and by
smaller amounts in previous years).  The basis of the study
is a paper written in 1992 for the Central Statistical Office
(precursor of the ONS), which estimated the market value of
the United Kingdom’s FDI stocks.(2)

BPM5’s guidance on valuing direct investment is
ambiguous.  The manual states: ‘Although this manual...
affirms the principle of using market price as the basis for
valuation, it is recognised that, in practice, book values from
the balance sheets of direct investment enterprises... often
are used to determine the value of the stock of direct
investment.’(3) The official balance of payments statistics use
book valuation.  The Pink Book states that book values are
likely to correspond to historic cost minus accumulated
depreciation charges, plus current assets minus current
liabilities.(4)

Pratten’s 1992 study lists three main reasons why book
values are likely to be lower than market values: inflation;
conservative book valuation in order to limit future
depreciation charges against profits;  and market valuation of
intangibles (such as market position and goodwill) that are
not reflected in book values.

Pratten’s study attempted to estimate the ratio between book
and market valuations.  He apportions the stock market
values of a sample of companies between their UK and 
non-resident operations, using the proportions of their total
profits generated by the UK and overseas units (available
from corporate accounts).  On this basis, Pratten found that
the market value of outward direct investment (UK assets)
would be 2.19 times the book value, whereas the market
value of investment in the United Kingdom (UK liabilities)
is 1.69 times the book value.

It is not practicable to repeat Pratten’s exercise every year, as
his method involved analysing the accounts of a sample of
more than 160 companies.  Instead, the present study used
Pratten’s results as a base.  His market value estimates for
1991 were revalued forwards to 1998 and backwards to
1988, using stock market indices as a proxy for changes in
market value (adjusting outward FDI also for exchange rate
movements).  The resulting market value estimates are
compared with the National Accounts book values in 
Chart 9.

(1) Such as BPM5 and ESA95.
(2) ‘The valuation of outward and inward direct investment: a report for the CSO’, Pratten, C, Department of Applied Economics, University of

Cambridge, 1992.
(3) BPM5, paragraph 377.
(4) Pink Book, page 126.
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percentage of GDP

0

50

100

150

200

250

300

1992 93 94 95 96 97 98

Per cent

France
Germany
Japan

United States
United Kingdom



External balance sheet

373

The next step in the study was to calculate rates of return
using the market value estimates.  Chart 10 presents revised
pure income rates of return for direct investment, alongside
rates of return for the other categories of investment.
Comparison with Chart 5 shows that using the market value
estimates largely removes the discrepancy between rates of
return on direct and all other categories of investment.

It should be stressed that these valuations are not intended in
any way as alternative ‘official’ estimates of FDI stocks.
They are the product of official data and an imperfect
estimation methodology.  However, they do show what FDI
might look like at market values, and suggest the net
direction in which market revaluation might drive the United
Kingdom’s international investment position.

Chart 9
FDI: book value and market value estimates
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Chart 10
Assets (FDI market value): pure rates of return
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