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THE EVOLUTION OF ITALY'SINVESTMENT INCOME BALANCE

by Giacomo Oddo* and Enrico Tosti*

Abstract

This paper analyses the evolution of Italian investment income flows in relation to the
corresponding financial stocks in the international investment position. The period under
scrutiny is from 1999 to 2016, covering all developments since the beginning of monetary
union. The analysis is based on a decomposition framework which allows us to disentangle
investment income changes into three elements. (i) variations due to changes in the
international investment position (stock effect); (ii) variations due to changes in the yields
accruing to the underlying stocks (yield effect), and (iii) variations due to changes in the
financial instrument composition of assets and liabilities (composition effect). The most
important driver of Italy’s investment income balance variations is the yield effect. The stock
and the composition effects are less significant: the former effect contributed to the
worsening balance of payments in the first half of the period but waned thereafter; the latter
effect strengthened after 2008. Applying this analytical framework to the other three main
euro-area countries confirms the key role of the yield effect in shaping the short-term
dynamics, and shows the different role of stock and composition effects in shaping the
longer-term dynamics.

JEL Classification: F21, F32.
K eywor ds. investment income, international investment position, balance of payments.
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1. Introduction and review of the literature!

The last two decades have been characterised byrldwide deepening in international financial
integration, resulting in the build-up of large inagl gross positions of external assets and iteds| by far
exceeding net foreign assets. In many countriesmestment income balance has hence become a major
factor in determining both the magnitude and theadiyics of the current account balafce.

Italy was no exception in this global tendency:eexal assets and liabilities were 91 and 96 per akn
GDP in 1999 and by 2016 they had reached 149 atghd6cent respectively; the difference betweemthe
i.e. the net international investment position (e} also increased remarkably, from -5 per car999 to -

15 in 2016, though with significant fluctuationseovtime. These developments had obviously relevant
conseqguences on the size and the dynamics of Hestment income balance, whose relation with the
underlying stocks became more complex. The curaecbunt dynamics has a direct impact on the IIP
dynamics (net of valuation adjustments), but tiettlo has a feedback effect on the current accweianthe
(investment) income balance, which is part of theent account. This feedback loop is one of tlasoas
behind the need of a better understanding of tladiaa between IIP and investment income.

There is a large array of theoretical and empingatks focusing on the relation between the income
balance and the international investment positiyally all contributors agree in attributing &/gtal role
to thereturn differentiaj a large stream of research dealt with the “exarbiprivilege” (a persistent and
positive difference between returns on assetsiabdities) of the United States (Obstfeld and Ri6@005;
Meissner and Taylor 2006; Lane and Milesi-Ferr@i07; Eichengreen 2011; Curcuru, Thomas, and
Warnock 2013); the favourable yield spread has lmeamly attributed to persistent differentials imedt
investment yields (Curcuru et al. 2013), among ofhaetors. Similar explanations have been fountdial
also for long-term positive yield differentials ather countries — Japan, Switzerland, France aadJtiited
Kingdom — while the euro area as a whole does pt¢ar to have a “yield privilege” (Habib 2010; Msisr
and Taylor 2006). It is important to recall thae tleverage resulting from large gross positionslegsH
Ferretti and Lane 2005; Lane and Milesi-Ferret20implies that even tiny yield differentials chave a
sizable impact on the investment income balance.

To assess the rising importance of yield (and ydfterentials) over the other possible driverstioé
dynamics of the income balance calls for a robsnéwork of analysis. Quoting Knetsch and Nagengast
(2016), the analysis of the various drivers andhefr relative strength «still lacks a systematanfework
for empirically analysing changes in the investmanbme balance »; in their work indeed the twdarg
develop a methodology for decomposing variationthéincome balance into partial variations dusttck
movements and into partial variations due to yieldd yield differentials changes.

Our paper applies a slightly simplified versiontbé Knetsch and Nagengast approach to Italian data,
analysing the evolution of income flows originatifigm the assets and liabilities of the internation
investment position of Italy, disentangling theerglayed by the financiatocksfrom that played by their
incomeyielding capacity and by their instrumezdmposition

The usefulness of a proper decomposition framewbduld not be underrated, as the investment income
balance is affected by the concurrent effects dh Hong-term structural forces and short-term polic
interventions and market outcomes, which need tedparated both from the research and from theypoli
evaluation point of view. For example, identifyitige effect of yield decline from that of a variatim yield
differentials allows a better assessment of theaghpf long-term decline of interest rates to resae level
on the investment income balance (the so calledutae stagnation” phenomenon. See Summers 2014,

1 While retaining full responsibility for remainingrrors and omissions, the authors wish to thamkiaSFabiani,

Stefano Federico, and Roberto Tedeschi for usefoincents and suggestions on earlier drafts of tligkwThe
views expressed here are those of the authors@andtchecessarily reflect those of the Bank ofyltal

In the OECD average over the period 1999-2015rkestment income balance was the second mostrteno
factor after the good trade balance for the chaingesrrent account.
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Teulings and Baldwin 2014). Separating yield effeftom changes due to the instrument composition of
assets and liabilities offers also the possibiitya better understanding of the monetary policglications

for the IIP and the investment income balance,itisrent kinds of instruments are affected diffehery
different policy interventions; indeed, one of tttennels through which “unconventional” monetariigyo
measures deliver their effects is via portfolio alelmcing (Albertazzi et al. 2016. Krishnamurthy adt
2014)% Finally, a third motivation can be found in thevging interest for cyclically adjusted estimates of
the current account, particularly so in the currpost-crisis period of external-rebalancing; estioma
models are typically focused on the “real” parttlé current account (goods and, sometimes, sejyices
disregarding the effects of the cycle on the incaroeponent of the current account via interestsrate
(Fabiani et al. 2016; Haltmaier 2014). An operadlotecomposition framework of the investment income
dynamics is a preliminary step in the directionirgkégrating the income component — whose importance
within the current account increased in the recgmars — in cyclically adjusted estimates, for a
comprehensive analysis of external rebalancing.

The paper is organized into 6 sections. After thisoduction, section 2 offers an overview on some
relevant empirical facts on the Italian income bat and financial stocks. Section 3 presents the
decomposition methodology and the data used. Sedtideals with the implementation of the analysis o
credit, debit, and balance flow into a so calletb¢k effect”, “yield effect”, and “composition eff&.
Section 5 estimates the impact of the fall of ia¢¢rates on the investment income balance of litalyneans
of a simple counterfactual yields scenario. Sedi@ompares the results for Italy in Section 4 witbse of
the three main euro area countries (Germany, Framce Spain). Finally, a concluding section and a
statistical appendix complete the paper.

2. A long-term view on investment income flows anfinancial stocks

The income flow is one of the three componentheflialance of payments current account (the otier t
being goods and services) and can be divided imeapy and secondary incorfigVhile the latter is mainly
constituted by unilateral current transfers — itlides flows that do not originate from underlyirggl or
financial stocks, neither from trade or other conuiad exchanges — primary income has a proper aaifir
“income”, i.e. remuneration flows of capital anddar stocks. Accordingly, it can be separated labmur
income, investment income, and other primary incaime latter being a miscellaneous item includexges,
subsidies, rents and the like.

Investment income is by far the most relevant iteithin primary income flows — both on the creditei
(income yielded by foreign assets accruing to ezgighvestors), where it accounts for about 85 grerof
total primary income flows — and on the debit sfoleome yielded by domestic liabilities accruingrion-
resident investors) with the 94 per cent of thaltfab. 1).

®  Broadly speaking, unconventional policy measweasbe defined as those policies that directlyetabgth the cost

and the availability of external finance for the ecario actors, as opposed to conventional monetarigipslthat
target the interest rate (with respect to whomstingply of central bank money is adjusted thereaftexramples of
unconventional policies are the APP (Asset PurcRasgram) and the OMT (Outright Monetary Transatg)o

For a general presentation on the current accandtits main components, see the “Manuale delintia dei
pagamenti e della posizione patrimoniale sull'estdell’ltalia”, Banca d’ltalia, March 2016 (Englishersion
forthcoming), and the “European Union Balance offrRants and International Investment Position gtetis
sources and methods” published by the Europearr@ddnk on itsvebsite

The miscellaneous item “Other primary income” sk weight on the total primary income is aboute8 gent on
the credit side and below 4 percent on the debit)sconsists of production taxes, duties and feesmports,
subsidies, rents and exploitation rights (land atfieétr natural resources).
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According to Balance of Payments definitions, itment income flows can be classified into four
functional categories: (i) direct investment incor(ig portfolio investment income, (iii) other iegtment,
and (iv) reserve assets.

Table 1: Composition of primary income in Italy’s balance of payments (credits and debits)

(percentages
Credits Debits

Labour Investment O_ther Labour Investment O_ther

. : primary . : primary

income income i income income )

income income

Average 1999-2007 4.2 86.9 8.9 3.3 94.0 2.7
Average 2008-2016 8.2 82.9 8.9 3.1 93.4 3.5
Average 1999-2016 6.1 85.0 8.9 3.2 93.7 3.1

Source: authors’ elaborations on Bank of Italy’sadat

In 2016 the current account surplus of Italy’s hakaof payments nearly doubled the value recorded i
the previous year, reaching 2.6 per cent of GDR.&Ebillion), the highest value since 1997. The imos
relevant contribution to the increase in surplusxedrom the dynamics of the primary income balance,
which improved by €12.0 billion (even more than gfu®ds surplus, whose increase was €9.9 billion).

Since 1999 ltaly’s investment income balance hasys recorded a deficit, the only exception behey t
year 2006 (Fig. 1).The negative sign of the balance is structuratliged to Italy’s international investment
position, whose liabilities exceed assets on awebyyl5 percerit.

As the graph shows, the instrument compositiomodine streams can change dramatically over time; as
will be explained in Section 4, the relative weigiit different components has itself an impact oe th
dynamics of the investment income balance.

In this paper we restrict the scope of the analygsihe 1999-2016 period, because of limitationdata
availability for the stocks of assets and liak#itiin previous years. In this time-span, the dynarof the
investment income balance does not show any dlead.t Moreover, it has no stable correlation with t
evolution of the net IIP either, if not in a longarperspective (Fig. 2).

®  The partition of investment income flows into fleer functional categories mirrors the partitiosed for the assets

and liabilities stocks, with the only differencethn the latter there is one additional categéinancial derivatives.
Financial derivatives positions do not have a @&poading flow item recorded within income investinésee
footnote 10). Reserve assets are considered a-atame functional category although they are ctuisti by
financial instruments that are not inherently digf@ from portfolio and other investment assetac&ithey serve a
different function and are managed in different svfpm other assets, they are shown and recorgedately. For
all other categories there is a one-to-one cormdpace: portfolio income is the flow accruing tsident holders of
foreign securities (credits) or paid by the donwesdsuer of securities to non-resident investoebifd); direct
investment income is the income accruing to thaless investor in a non-resident firm’s capitallasg as his/her
claims are larger than 10 percent of the firm'sitzhpsee the IMF'sBalance of Payments and International
Investment Position Manu@009 for more details); other investment incomedudes mainly interest on deposits,
loans, trade credits/debits and other asset dtitialiccount.
In order to look at earlier periods, we needely on the previous version of balance of paymetasstics, based on
the 5" Balance of Payments manual (BPM5); according tsehdata, the investment income balance has been
negative since 1981.
A positive balance in investment income is usuasisociated with a positive IIP. A notable exaapis represented
by the United States, recording net investmentrimednflows in spite of a negative IIP. On the causehind the so
called “exorbitant privilege” see Obstfeld and Rifig@005), Lane and Milesi-Ferretti (2007) and, esglly,
Curcuru et al. (2013).
In terms of balance of payments accounting, tbkowing identity must hold in every period of time
AIIP, = b, + VA,
Whereb is the net financial outflow, i.e. the financialcacint balance, andA are valuation adjustments of assets
and liabilities of the 1IP due to price changes;tenge rates variations and other changes pemainia variety of
reasons (accounting standards variations, re-fitzgsins, etc.). The complexity of the “other chas” component,
and its unclear distinction from the larger clasaluation adjustments due to market developmestie reason
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In the short run, divergent trends can indeed Is=ivled, as it is the case for the 2003-2006 petio:
investment income balance improved by €12 billihjle the net debtor position kept on widening iffiro
€167 billion up to €311). The value gap betweerigsand liabilities reflects not only investmentidemns
made by operators (purchases and sales) but ald@thtevelopments (variations of prices and exchang
rates) and other valuation adjustments.

Figure 1: Italy’s investment income balance since9b9
(as a percentage of GDP)
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0.0
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Reserve assets
mmm Other investment
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A5 Equities & fund shares
Foreign direct investment
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Source: authors’ elaborations on Bank of Italy’sackatd Istat (for GDP).
As we will argue later in the paper, the net 1IR baly a partial role in determining the observedrall
dynamics of the income flows originating from th&rieus components of assets and liabilities: avagie
role is in fact played by both the changiyiglds of assets and liabilities, and by tbemposition(and its

variation over time) of such stocks. This is why take a closer look at the components of the iatéynal
investment position and at the payments and reweassociated with the different items that constithe

position.

for the historical apparent disconnect between dlawd stocks in balance of payments and interretiomestment
position statistics, known in the literature as tip®sition puzzle”. See Curcuru et al. 2013 for horbugh

assessment of the issue.



Figure 2: Italy’s investment income balance and thénternational investment position
(four-quarter cumulated sum for income; end-of-geapositions for IIP; € million)

0 5,000
-50,000

-100,000

-150,000

- 5000

-200,000

-250,000

-300,000 -10,000

-350,000

-400,000 -15,000

-450,000

= || P

Investment income balance (rx scale) | 1 ' 1 : 1 ' ' ' 1 H
500,000 . . ; . . ; : : : : : : : : : : : 220,000

P T e S T e M Tl e S T~ e S D e e S~ T e S T~ e S~ I~ e S~ Bl )

»H S S D = = © O KK 0D 0 SO H O D=

Source: authors’ elaborations on Bank of Italy’sadat

2.1. The dynamics of financial stocks (I1P)

Italy’s net international debtor position has iraged significantly since 1999. Figure 3 shows é&mepioral
evolution of the net positions of its main compaserlassified into five instrument categories: tfmdio
investment, direct investment, other investmenin{scellaneous aggregate whose largest part is fopde
deposits and loans), official reserves, and ddvigat Table 2 reports the composition of the |IPween
1999 and 2016. For both assets and liabilitiegifor direct investment gained weight, whereas tagesof
portfolio investment decreased, even though morehenliabilities (equities and investment fund ssar
than on the assets side.

Three separate sub-periods can be identified, ebatacterized by different trends: in the first alde
(1999-2008) Italy’s net debtor position increasenharkably, from an average of €53.5 billion (ab®5%
of GDP) to €352 (21.6% of GDP); the increase oamirmlmost entirely within the portfolio component,
while the net creditor position in direct investrhand the net debtor position in other investment@cted.
Interestingly enough, during the same period tlrestiment income balance improved, reaching a ssiiplu
2006, thanks to the favourable revenue performahdéaect investment and portfolio assets (seerégd?).



Table 2: Shares of instrument categories in Italy’soreign assets and liabilities
(percentages; € billion for total assets and lidi®k)

Assets 1999 2000 2001 2002 2003 2004 2005 2006 2007 2008 2009 2010 2011 2012 2013 2014 2015 2016
Direct investment abroad 184 177 184 1741 15.9 156 159 16.6 193 214 224 224 234 233 245 230 229 223
Portfolio debt securities 315 272 288 283 200 290 302 272 254 277 285 274 242 211 202 197 202 208
Portfolio equities &fundsha  19.8 257 222 202 209 217 220 230 211 13.0 15.1 18.0 16.3 182 224 248 274 282
Official Reserves 42 42 42 45 39 33 34 3.1 33 42 48 6.0 6.6 6.5 5.1 52 51 52
Derivatives 03 03 04 09 14 15 15 13 11 6.4 53 56 6.9 71 5.0 56 42 37
Other investment 258 249 260 290 288 290 269 288 299 274 240 209 226 238 227 218 203 19.8
Total investment 1,068 1,213 1,244 1,290 1,277 1,395 1,667 1,849 1954 1822 1,936 1,988 2,043 2,109 2,061 2262 2,361 2489
Liabilities 1999 2000 2001 2002 2003 2004 2005 2006 2007 2008 2009 2010 2011 2012 2013 2014 2015 2016
Direct investment abroad 12.2 127 129 12.7 133 134 136 141 15.0 141 152 140 15.0 150 155 15.3 15.3 16.4
Portfolio debt securities 399 412 434 476 474 463 463 444 427 458 476 448 386 378 397 425 416 385
Portfolio equities & fundsha 174 16.3 136 11.0 1.7 133 1341 1441 124 6.1 75 6.6 49 59 75 74 9.0 76
Derivatives 0.1 0.1 0.2 03 0.3 17 20 18 14 6.8 56 6.1 8.1 84 59 71 55 54
Other investment 304 297 299 284 273 2563 249 256 285 272 241 284 334 329 314 277 287 322

of which: T2 liabilities 0.0 14 0.0 0.2 0.1 0.0 0.0 0.0 0.0 0.0 0.0 0.0 8.1 10.2 9.3 7.9 9.1 13.0
Total investment 1,122 1,292 1,308 1,339 1,444 1613 1,897 2160 2,294 2176 2,287 2,319 2356 2494 2,467 2,659 2,748 2,738

Source: authors’ elaborations on Bank of Italy’sadat

The increasing-net-debt decade was followed by ve-yiear period (2008-2012) of substantial
stationarity, during which the IIP recorded only dest oscillations around a mean value of €3500billi
This happened despite the acute turbulence ofdiabmarkets, both at the international and atrthgonal
level, in a period characterised by massive pdhitgrventions of the Eurosystem to repair the tr@asion
channel of monetary policy and to ease credit magkaditions. The sovereign debt crisis that tyltin
end-2011 caused the reduction of market value bf kibilities (see figure 3), which was countedvaled
by the expansion of other investment liabilitiesthwihe latter component being boosted also bygtioevth
of the negative balance on the TARGET2 paymentsyst.e. the debtor position of the Bank of Italy-a-
vis the European Central Bank (ECB). This “substitv’ between portfolio and other investment liithdlk
can be observed more neatly in figure 4.

Finally, the third and last sub-period (2013-201é¢orded a surge of the debtor position up to the
historical maximum of € 442 billion in 2014Q1 ariteh a swift move back to €250 billion at the end of
2016. The main driver of the net IIP dynamics iis theriod was again the change in the portfolio net
position; this time however the income balance mdoaecordingly with the net IIP, improving when the
debtor position was reduced.

After 2008, portfolio investment and other investinealances kept on moving in opposite ways (figure
3 and 4). This phenomenon may reflect, at leasbtoe extent, a higher propensity to substitute-teng
liabilities (debt securities are a significant ghaf portfolio securities) with short-term liabiéis (deposits
and loans, which are classified in the “other itwvesnt” category).
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Figure 3: Italy’s net international investment postion and the investment income balance
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2.2 The dynamics of yields

After a brief descriptive overview of the compasitiof Italy’s

beginning of the period

11

IIP and of its relation with the instnent
income balance, we now focus on yields, i.e. wgens how the various instruments on the assets and
liabilities side generate yield differentials tleaincur to determine the income balance.

We define the “yield” of a financial positiorA)f as the ratio between the income flow accruechéo t
claimant (or owed by the debtor) during a time rivést and the market value of the same position at the



yi& = Incomef /A, (1)

Investment income flows are compiled in officialldvece of payments data according to different
methodologies, depending on the investment categboy direct investment, income includes both
dividends and reinvested (retained) earnifi@dividends are based on quarterly or annual fimellsurveys
(direct reporting); reinvested earnings are givgnthe difference between current operating prcditsl
distributed dividend$' For portfolio investment, income is computed orsexurity-by-security basis,
according to the debtor approd@tor other investment (mainly deposits and loainspme is derived from
stock values and their respective market yieldsalli, income from reserve assets is derived framt€al
Bank’s internal accounting sources.

It should be noticed that the definition of yieltven in (1) is different both from the “effectivate of
return” of a financial security (which is based i instrument’'s nominal interest rate and itschesi
maturity) and from the broader concept of “totalure”, which encompasses also capital gains due to
valuation adjustments (capital gain$)Since we are interested in the relation betweefdgiand income
balance, we disregard the broader notion of tetalrn. Moreover, definition (1) requires to payeatton to
a caveat related to the above mentioned methoddtogye calculation of income flows (see also faxe
10): under the debtor approach, the yield idemtif# the time of security issuance is used to tatieuhe
amount of accrued interest in each period to nigtuegardless of contemporaneous market develofgmen
and conditions. This approach is at the origin ofeptial discrepancies between “balance of payments
yields” and “market yields”: any change in the e rate curve and in market returns is goingdo b
reflected in “balance of payments yields” with anoral lag and only to a limited extent. The sitehe
discrepancy depends on how large is the sharecoofrises having non-constant temporal distributmin
accrued interests in the portfolio pool; this sliolok kept in mind when comparing yields obtaineainfi(1)
with market yields.

Although the definition of yield put forth in (1% based solely upon the income stream generat#ueby
underlying financial position, it is dynamicallyfeéted by valuation adjustments of the instrumeself: if
the income stream (numerator) is constant over kiotehe market value (denominator) increasesyitld
falls over time. In the next chapter we will presenmethodological framework for disentangling the
numerator from the denominator effect in the dyreanoif income.

19 Retained earnings of direct investment enterptiisdonging to direct investors are treated asgogistributed to the
owners and reinvested back by the owners in the&rprises. Given their economic meaning, theyrgetrded
twice in balance of payments statistics: in theeniraccount (as part of the investment income)iauide financial
account (as part of FDI investment).

Current operating profits, collected via frim-&\surveys, are typically available 9-12 montherafhe end of the
reference year. This implies that the latest pri@lary investment income data are subject to (p@tysignificant)

revisions in the following year.

The debtor approach is an application of the #edtdaccrual principle” adopted in Balance of Pants statistics,
which states that income flows are to be recordedhe basis of their reference period of occurreitstead of
when they are actually cash-settled. Since nateadlrities pay their income evenly through timest(jilnink to the
extreme case of a zero-coupon bond), this prinaiplés for a methodology that allows to distribtibe income
stream through time. According to the BPM6, theme three possible methodological approaches farutaing

income accruing from debt securities: (i) the delapproach; (ii) the creditor acquisition approaahd (iii) the

creditor-market approach. All three deliver the samesult if cumulated over the residual maturitytted security,
but they do differ in the temporal distribution tfe income stream. ltaly’s balance of paymentsosaled

according to the debtor approach: a single effectield, identified at the time of issuance as liberowing cost
born by the issuer, is used to calculate the amofiatcrued interest in each period to maturitgdependently of
market conditions and expectations. This approdiciwa us to calculate quarterly income also forozeoupon

securities. See IMF’Balance of Payments and International Investmeritem Manual (BPM6)Chapter 11

13 See Curcuru et al. (2013).
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After the net international investment positiore thield differential on foreign assets and lialgktis the
other most important driver of investment incomealyics. For Italy, the total yield differentialng on the
average of the whole period (see tabfé &though its dynamics presents some cyclicality.

Table 3: Yields of different investment categoriesf Italy’s foreign assets and liabilities
(yearly average yield)

Yields on assets 1999 2000 2001 2002 2003 2004 2005 2006 2007 2008 2009 2010 2011 2012 2013 2014 2015 2016
Portolio securities 57 45 38 4.6 4.7 46 4.4 46 4.6 3.6 33 29 3.1 29 26 2.3 22 24

of which: debt securities 7.3 6.6 5.1 58 6.3 5.8 53 59 53 4.0 37 3.5 38 3.5 32 3.2 3.0 27

of which: equities & fund shares 27 2.1 22 29 24 3.0 31 29 37 3.0 25 1.9 22 2.1 19 1.6 1.6 2.1
Other investment 4.2 38 4.2 3.6 26 20 24 21 23 26 15 0.9 1.0 0.8 08 0.9 06 0.7
Directinvestmentabroad 34 25 27 4.0 4.2 47 53 6.9 72 58 5.0 48 5.1 41 4.2 47 25 22
Reserve assefs 19 24 22 14 11 0.7 12 15 16 0.5 04 04 03 0.3 03 0.3 03 0.3
Total assets 4.7 39 36 4.1 38 3.7 38 4.1 4.3 3.6 3.1 2.7 3.0 25 24 25 18 1.9
Yields on liabilities 1999 2000 2001 2002 2003 2004 2005 2006 2007 2008 2009 2010 2011 2012 2013 2014 2015 2016
Portolio securities 6.0 47 39 5.0 4.6 4.4 37 3.6 4.0 4.7 37 3.6 39 4.0 36 3.2 29 2.7

of which: debt securities 7.1 53 39 4.8 4.2 4.1 34 32 38 4.3 36 3.6 39 3.9 36 32 29 27

of which: equities & fund shares 33 32 37 55 6.6 5.5 5.2 4.8 4.5 6.8 38 37 44 4.6 35 2.8 2.8 2.9
Other investment 29 33 35 31 26 21 22 27 27 24 12 0.7 1.0 08 06 0.5 04 0.3
Foreign directinvestment 5.1 49 53 52 4.8 37 4.4 46 45 41 33 37 4.4 26 3.0 32 32 23
Total liabilites 4.9 43 39 45 41 3.7 34 35 37 3.9 29 2.8 3.0 26 25 24 22 1.9
Differential yields 1999 2000 2001 2002 2003 2004 2005 2006 2007 2008 2009 2010 2011 2012 2013 2014 2015 2016
Portolio securities -0.3 -0.2 -0.1 -04 0.0 0.2 06 1.0 06 -1.1 -0.3 -0.7 -0.8 -1.1 -11 -0.8 -0.7 -04

of which: debt securities 0.2 1.3 12 1.0 21 1.7 20 27 14 -0.3 0.1 -0.1 -0.1 -04 -0.4 -0.1 0.1 0.0

of which: equities & fund shares -0.6 -1.1 -1.5 -2.7 -4.2 -2.6 -2.1 -1.9 -0.8 -3.8 -1.3 -1.7 -2.2 -2.5 -1.6 -1.2 -1.1 -0.8
Other investment 13 05 07 0.5 0.1 -0.1 02 -06 -0.4 0.1 03 0.2 0.0 0.0 02 0.4 03 0.4
Foreign directinvestment -18 -24 -26 -1.2 -06 1.0 0.9 23 27 18 16 11 07 14 12 15 -06 -0.1
Total investment -02 -04 -0.3 -04 -0.2 0.0 04 0.7 06 -0.3 0.1 0.0 -0.1 -0.1 0.0 0.1 -0.4 0.0

Source: authors’ elaborations on Bank of Italy’sadat

The investment category with the highest averagédynas been direct investment (around 4.4 percent
per annum on the assets side and 4.0 on the tiek)li The yield differential was on average puwsiti
particularly so between 2004 and 2014 (around 6récpnt on average); the sharp decline in 2015duas
to a large extent to the fall in energy prices thiatthe revenue generating capacity of energy conigs,
which are among the largest Italian foreign diregestors.

The portfolio securities’ average yields are mageby the rather different trends of the two main
components: debt securities and equity and fundsesh Debt securities had a positive yield difféetn
from 1999 to the end of 2007 and especially betviz®&8 and 2006, when the yield on foreign bondeezhr
by domestic investors rose above 6 per cent penrafhAfter the financial crisis the yield gap between
assets and liabilities shrank to almost zero, awhime slightly negative during the “sovereign dalstis”
(2012 — 2013), when the fall in the value of trabliiities (especially public debt securities) refed into
higher (calculated) yields.

The yield differential of equities and investmenind shares, which is larger than for any other
investment category, displays a more volatile dyicapwhich is related both to changes in the dive
distribution policies and to the volatility of matkvalues of the underlying securities. The negasign
recorded throughout the period under scrutiny hadrtegative peaks in 2003 and 2008, mainly becafiae
reduction in the market value of domestic equitgrel, combined with a still generous dividend polic
(which translated into a surge in liabilities yigldthe negative yield differential is related witie different
composition between assets and liabilities of iim&stment category: while liabilities are mainlaade up

4 Financial derivatives have been excluded from sefr of assets and liabilities, as they do not gg#eeincome
streams. Financial flows originating from positidnghe form of financial derivatives are recordedhe financial
account, within the functional category of “othevéstment”.

When deepening the analysis to a higher detajl {be various instruments within the “portfolicitegory) a bit of
a caution should be used for data referring to-20@&8, because of a structural change occurredhendata
collection methodology: before 2008 only monetang dinancial institutions (MFI) were reporting ditey their
external assets and liabilities; for all other ptev sectors non-MFI an indirect collection systeas\w place, based
on banks accounts and records. After 2008 the Kedcédirect reporting” system was introduced, ia.data
collection system based on a firm-level survey xtermal assets and liabilities of resident respotsie
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of equities, assets contains a larger part of imvest fund shares. Since the latter can be thoofhs a
“mixture” of equities and debt securities, possiblycruing a lower yield than a “pure equity” baskét
securities, this may reflect into a negative yeilfierential.

Finally, the yield differential on other investmemas always positive, with two exceptions in 2088 m
the biennium 2006-2007, when yields on loans amqmbsiés from non-residents increased. Since thenskeco
half of 2013, the fall in the interest payable dheo investment liabilities has allowed a sustaipedod of
positive differential, even though average leveéserlower due to the different monetary policy feavork.

3. Methodology and data

We assess and quantify the role played by the wsirfactors affecting the dynamics of the investment
income balance by means of a decomposition framewdrich is a simplified version of that develoged
Knetsch e Nagengast (2016). The methodology alleu® single out three effects:
1. The “stock effect”, i.e. the variation of the incerflow which is due to changes in the underlying
stocks of claims or liabilities.
2. The “yield effect”, i.e. the variation caused b tolatility of the accrued yields.
3. The “composition effect”, i.e. the variation due dbanges in the blend of the income-generating
instruments constituting stocks or liabilities.

The decomposition is based on a set of identibesoting withA, andL, the market values of the stocks
of assets and liabilities at the beginning of petiS, and witha, andl, the corresponding income flows
accrued during periot we define and compute the yields for assetsiabdities:

yi = a /A, )
L —
ye =le/Ly

We recall again here that the yields defined ind@)not include capital gains, since in this paper
focus our attention solely on the investment incdméance as recorded in the balance of payments and
therefore we are not interested in a wider notibreturn. Given (2), the investment income balabhcean
be written as:

b = a; —ly =y A, — yFL, (3)

The variation of the balance in one time intenah ®e expressed as follows. Using the first-difiese
operatorA, defined ad\x, = x, — x,_,, equation (3) can be recast'as:

Aby = Ay Ae_q + YDA, — Ay Le_q — yEAL, (4)
Rearranging the right-hand side term, (4) can bwated as:
Aby = (VDA — yEALy) + (Ayf Ay — AyfLe_y) ©))

The first term in brackets is the stock effédt quantifies how large is the part of balanceation that
is due to changes in the underlying stoossteris paribusin other words, it is the change in income batanc
that would be recorded if interest rates and remaiima policies were constant and the only varratio
observed were in the level of assets and lialslifighe balance stock effect is given by the asdetk effect

% When implementing the decomposition with quaytathta, we take value of the stock at the beginmifighe

quarter (i.e. at the end of the previous periodih @nnual data, we compute the value of the stotke year as the
average of the four quarters.

Formula (4) can be derived from (3) taking fidififerences and then adding and subtractiig,_, andy‘L,_;.
Please note the similarity between the discrete-fiest differencing with the continuous-case tatativation with
respect to time, recalling thit(t)c(t)]’ = a'(t)c(t) + a(t)c'(¢t).

If A andL were encompassingll the assets and liabilities, then the stock effectldt be properly labelled “1IP
effect”. As specified later, we exclude some catiegoof assets and liabilities from the analysisye shall abstain
from using the term “lIP effect” when referringttte stock effect.
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minus the liabilities stock effe¢t.It should be clarified that, sineg andL, are recorded in official balance
of payments data at their market value, a variatiothe stock of claims or liabilities reflects nonly
investors’ decisions (purchases and sales) butvalkmtion adjustments (price movements, exchaatgs r
fluctuations) and other changes occurred in stedistnethodology or accounting standards.

The second term in brackets in equation (5) ig/tele effect, i.e. the part of total income vargetiwhich
can be attributed to the dynamics of the correspongelds (or, in other words, to the income-gextieg
capacity of assets and to the onerousness ofiiad)] if stocks had remained constant at thel léway were
at the beginning of the period.

Since assets and liabilities are constituted bgréety of different categories of instruments andtecacts,
each of them characterized by a different incomeegsing capacity (or funding cost, in the case of
liabilities), then also theompositionof the stocks has an impact on the dynamics ofrthestment income
balance. Going back to formulas, denoting V\m,lﬁ andw t the weights of thg € (1...J) categories of
financial instruments that compose assets andlifiabirespectivel§, we have that (3) can be recast as
follows:

bt_Atz ty]t LtE tyjt (6)

Taking first differences of (6), the dynamic chandgé¢he income balance can be so decomposed:

Ab = AA; 2 w]ty]t + A 2 y]tAW + A4 2 Ay]t
- ALt Z W]ty]t + Lt 2 y]tAW + Lt 1 Z W]%AYJ'Lt

Rearranging the right-hand side term, equatiortdn)be rewritten as:
Ab = AAtZ ty]t ALtE ty]t + A 2 Wi tAy]t Leq Z w; tAy]t
8
+ A z yAAW — L z thA

The first two terms to the right of the equalitgrsiare thestock effect the third and the fourth term are
the yield effect the fifth and the sixth term are tisemposition effect Table 4 displays the elements of
formula (8) split in the two sides of the balance.

()

Table 4. Decomposition effects for investment incomcredits and debits

Credits (Assets) Debits (Liabilities)

Stock effect AAtZ Wit Vji ALtz Wiy

9 1 we apply the decomposition framework on claiamsl liabilities separately, we hade; = y/AA, + Ay/A and
the same applies to liabilities. Formula (5) caerdifiore be intended as the summation of the effefcéssets and
liabilities.

2 It may be obvious but needs recalling that jtvarieties do not have to be in equal number betvassets and
liabilities. We assume them both to be equaljtst for the sake of simplicity.
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Yield effect Ay Z wjtAyjy Li4 Z wiAyf
J J

A A L L
Composition effect A Z YVjehwje Ly Z yjtAwji
j j

We apply this methodology to annual and quarteatadf Italy’s balance of payments and internationa
investment position for the period 1999-2016. We lsth frequencies (quarterly and annual) becaaske e
choice has useful features but also some drawbdt&se precisely, the quarterly frequency allows to
observe infra-annual dynamics that would be othesweiancelled out at lower frequencies; for thigppse,
guarterly income flows are cumulated over four tprarin order to remove the seasonality charaotgris
income data (coupons and dividends are paid ataeqitervals, often in the second quarter of teary,
while stocks are taken at their end-of-quarter al®n the other hand, annual data overcome thégpnodf
seasonality, are easier to represent and to comyittreaggregate balance of payments and GDP dath, a
are more appropriate for longer-term analysishia tase stocks are considered as yearly avenabeseas
corresponding income flows are computed as thdyytsal of quarterly flows?!

Mirroring the four categories of investment incomesented in Section 1, we have considered five
groups for assets and four for liabilities: poitfotiebt securities, portfolio equities and investinghares,
other investments (deposits and loans), directsimrent, and — only on the assets side — officisdémees.
Derivatives have been excluded as they do not maitthany income flow. Depending on the number of
functional categories into which assets and liaédi are disaggregated, the composition effect ey
measured with a variable degree of distortiontiieextreme cases are when there is only one a3té¢the
composition effect is nil) and when there are amyneategories are there are financial instrumettits (
composition effect is measured in its entirety). @@ftirse such a choice is bounded by data availgbili
which may be even more restrained when lookingistbhical data. The next Section presents the main
results of the decomposition analysis, based orattmeial data (the main results of the exercisedbagre
guarterly data are reported in the Appendix).

4. The decomposition analysis

The analysis is implemented in two steps: in th& hne we look at credits and debits income séggran
the second step we look at the balance decompusitids choice is necessary if we want to undedstha
actual role of each of the two sides of the baldndbe observed changes. The decomposition asalgsi
seis not able to single out this information. Gointp the decomposition in two steps is an efficienaly to
get additional information without introducing maatgebra into the decomposition formula. We focuos o
the changes occurred between four main sub-perk8#9-2004 (the initial phase of the monetary upion
2005-2007 (the pre-crisis period); 2008-2010 (fin&t financial crisis) and 2011-2016 (the sovereiigit
crisis and its aftermath).

4.1 | nvestment income earned

Investment income credits increased until the fiiencrisis of 2008, when they peaked at their mmah
value of €78 billion. After that watershed-year,arglobal context of falling interest rates andfiggpthey
kept on decreasing smoothly, ending in 2016 at &844 billion, a value which is below that recordad
1999 (nearly €47 billion).

2L Because of a revision occurred in the data dcidleanethodology ten years ago, there are discoitigis in some of
Italy’s balance of payments time series betweer7288d 2008. Data with reference period older tha@82have
been reconstructed backwards. The previous (abaddi@pproach was based on the collection of caskersents
from banks, also on behalf of their customers. fiévw approach is based on firm-level surveys orkstof foreign
assets and liabilities (direct reporting). See Gaigtlo et al. 2012.
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Figure 5 depicts the decomposition of the dynaroiceivestment income credits into the three effects
defined above. The black dotted line reports theuahinvestment income balance (on the right-hadd s
axis) At first glance we notice that the stock effes the most relevant, although its relevancsdeed to
some extent after the financial crisis, when tteddyeffect started to play a major role. Componitaffect
does not seem to play a relevant role overall, it exception of the biennium 2008-2009, when the
weights of the four categories shifted significgniThe decomposition with quarterly (annualisedjada
available in the statistical appendix, figure A3.

Figure 5: Decomposition of the dynamics of Italy’snvestment income credits
(€ million; yearly absolute changes)
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Source: authors’ elaborations on Bank of Italy’sadat

If we focus on the four sub-periods of interesg, thain results worth highlighting are the following

Between 1999 and 2004 the stock and yield effeffsetoeach other, the former being positive
(resident investors were building up foreign clgiraad the latter being negative (due to falling
interest rates and exchange rate appreciationthfténception of the monetary union).

From 2005 to 2007 stock and yield effects actedhan same direction, inducing a surge in the
income flow; investor kept on buying foreign assetsle in the markets interest rates and prices
floated.

The effects of the international financial crisisigted at the end of 2007 hit Europe and Italy
between 2008 and 2010; a large drop in yields wasrapanied by a strong negative contribution of
the stock effect, due to both price effects (deatduns) and net sales of resident investors
(divestment). Investment income credit flow droppgdnearly 50 per cent. Only the composition
effect provided a modest positive contribution resident investors tried to rebalance and change
their financial position towards better performragegories of investment assets.

The 2011-2016 period was characterized by larghatility (see again figure A3 in the Appendix): a
brief phase of yields recovery (2011) was followsd a swift yield reduction (2012) and by a
resurgence of the stock effect in 2014 and 2013¢lwieflected an increase in foreign investment
(especially towards foreign investment funds), Wwats offset by a strong negative yield effect in
2015, that to a large extent is attributable to pheviously mentioned fall in commodity prices,
which hampered the revenue-generating capacitiattanergy companies, which are also among
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the largest Italian foreign direct investors; tlis turn passed through the yields on the FDI
component of foreign investmefit.

As a result, earned income flow has been fluctgagince its 2007 peak value around a descending
trend. In 2016 the concurrence of the three effettts the positive field lead to a rise investment
income, which could signal the start of an ascemntiend.

4.2 I nvestment income paid

The overall dynamics of investment income debipicted in Figure 6, is quite similar to that of thedit
side, with some differences concentrated in thethase years. As in the previous case, also Herestock
effect had a major role in shaping the observedudyos, especially in the period before the finanuissis.
On the liabilities side the composition effect wagnificantly more relevant than for the creditesicind
even more so after 2008, when the substitution fpamtfolio liabilities to other investment liabiks was
influenced by the policy measures of the Eurosysfespecially the APP and the longer-term refinagcin
operations addressed at the banking sector). Talgsi® on quarterly data is presented in figurei\he
Appendix.
Considering the four sub-periods of interest, tilWing evidence emerges:

In the first five years after the inception of tm®netary union, stock and yield effects often dffse
each other: foreign investors were taking stakelgalran economy in a context of declining yields
and/or surge in stock prices, resulting in a veogest increasing trend in investment income debit.
From 2005 to 2007 the accumulation of liabilitie®®tually made debit income surge, as shown by
the strong and positive stock effect in these y&amdile the yield effect added up to the growth of
paid income with a weaker but still positive effect

While the stock effect became negative since 2868jon-resident started to disinvest from Italian
assets (retrenching), the negative yield effedtddlcin only in 2009, confirming the fact that psce
and interest rates in Italy were not immediatefe@tkd by the first wave of the financial crisigjigh
income therefore reached a maximum in the first par2008 before the stock and yield effects
combined brought down the debit investment incolme.f

In 2011 debit income increased again, pushed byrgesof the yield effect, mainly due to the
increased interest rate paid on Italian debt stesrion the backdrop of the sovereign debt crisis;
was only partially offset by the composition effeathich occurred on the backdrop of relevant
policy measures which in part reflected into a suki®n of portfolio liabilities with TARGET2
liabilities. After the spike in 2011, the yield eét was always negative (i.e. favourable), pusfing

a reduction of the debit income flow, but was altnoempletely offset by composition and stock
effects until the first half of 201%. Since then, investment income started to decreask
interestingly, all the three effect concurred ia #batement of the liabilities funding costs.

22 On the credits side, direct investment is thesddargest source of investment income after ptiotincome. The
share of FDI income dropped from 47 to 33 per betiveen 2014 and 2015.

23
24

When speaking about debit income, a positiveceffeunfavourable, while a negative effect is fanable.
See figure A4 for more detailed infra-annual dyiws. It is worth recalling that monetary policytealmain

refinancing operations rate) that was 3% at theénmégg of the monetary union, fell to 1% at the exid2011 and
decreased further to 0.05% at the end of 2014 @@d00% in March 2016. The fall in the policy rateshed down
the rates on all the other interest-bearing finanicistruments and this was in turn reflected mtoegative yield-
effect, although the debtors’ approach describefdatnote n.12 implies that changes in nominalregerate pass
through the yield only via the new emissions.
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Figure 6: Decomposition of the dynamics of Italy’snvestment income debits
(€ million; yearly absolute changes)
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Source: authors’ elaborations on Bank of Italy’sadat

4.3 | nvestment income balance

The three effects of the decomposition, positivenegative, can be favourable or unfavourable fer th
dynamics of the overall balance depending on whkidh (credits or debits) they affect. The natuedtrstep

is therefore to look at the decomposition of baance adding up the two sides of each effect; the tesul
represented in Figure 7.

The first phenomenon highlighted by the graph & thhen decomposing the dynamics of the investment
income balance, the stock effect turns out to be televant, even more so after 2008. This is dleet fact
that assets growth is usually associated with lit@s growth and that valuation adjustments teadeé
positively correlated® so that shifts in the value of the stocks ofteisaifeach other; what has an impact on
the income balance is their differential variatibe, the variation of the net position, other tgrbeing
equal.

The composition effect on the contrary has a momgortant role when decomposing the balance than
when decomposing credits and debits separatelghenurbulent years between 2007 and 2012, theceff
was relevant and significantly positive, countegipaing the yield effect; this can be interpretednasrect
evidence that resident investors were able touetstre effectively their position to limit liabilés burden
and sustain assets profitability.

% Correlation in assets and liabilities valuatiajustments is stronger when foreign assets are mpaé investment
in neighbouring countries and/or countries highhteiconnected in economic terms. Because of camagi
correlation increases during a financial crisis.
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Figure 7: Decomposition of the dynamics of Italy’snvestment income balance
(€ million; yearly absolute changes)
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As the figure points out with full clarity, the Yik effect is indeed the main driving force of the
investment income balance variation: in the foub-pariods previously identified, it had a key rote
shaping the overall balance dynamics and, moragaigc

* In the first four years of the monetary union theestment income deficit oscillated with small
variations around a yearly mean value of €8 billitre yield effect contributed with prevalently
positive changes, while the stock effect was mandgative, reflecting the increase in Italy’s net
debtor position.

* The yield effect was responsible for the noticeaimiprovement of the balance in 2004-2006, with
the deficit eventually becoming a surplus in theosel half of 2006.

» The fast worsening in 2007-2008 was completelyguuby yield variations, while the composition
effect brought in modest but positive contributigqinsbalancing of assets and liabilities towards
more favourable income-generating assets and/tsevsg liabilities).

* In the 2010-2014 period of oscillations-around-thean, yield and composition effect offset each
other and the overall investment income balancistergd only modest variatiofs.

* The swift widening of the deficit in 2015, entirejue to the vyield effect, was followed by an

immediate and equally fast recovery in 2016, whwas driven by all the three effects, an
unprecedented event since 1999.

The results suggest distinctive temporal “roleg” éach of the three effects, which are summariged i
table 5% The stock effect had an overall modest role, igainhcentrated in the years between the inception

% gee figure A5 in the Appendix for infra-annuahdynics.

27 As pointed out in Knetsch and Nagengast 2016lémpnting the decomposition betweeandt + n can be done in
two ways: a first approach consists in re-calcofathe decomposition for the new time interdglnow equal tm
and not tal anymore. A second approach consists in summintheipuarterly changes betweesndt + n. This is
the one we followed. However, given the purpostabfe 4, the variations are now year-on-year imste#faquarter-
on quarter. The two approaches lead to resultsatieatonsistent in relative terms (i.e. in termghefrelative weight
of the three effects) but not in terms of absohuienbers, since the nominal variation to be expthisaifferent. In

both cases the *“within-period” fluctuations are tJoso, as a general rule, looking at higher fregyen
decompositions is always to be preferred.
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of the monetary union and the eve of the greatnfii@ crisis (1999-2007), a period in which foreign
investments in ltaly grew significantly. The yiekffect was always particularly intense; although it
relevance tends to appear lower the longer thepsulbd of analysis, due to offsetting of negativel a
positive contributions, it can be clearly noticédttduring the financial crisis and in the follogigears it
was the dominant driver of the investment inconlarize.

Table 5: Decomposition of the dynamics of Italy’snvestment income balance
across sub-periods and in 2016
(€ billion; sum of yearly absolute changes in epehiod)

1999-2016  1999-2004 2005-2007 2008-2010 2011-2015 2016
Investment income balance changes 0.6 -1.6 44 -6.8 -6.7 114
Stock effect =77 -6.4 -25 1.3 1.7 1.6
Yield effect 20 7.7 6.7 -149 -4.6 7.1
Composition effect 6.3 -3.0 0.2 6.8 -04 27
Investment income credits changes -2.6 25 314 -29.3 -9.2 20
Stock effect 442 12.3 23.0 -1.1 8.7 1.2
Yield effect -48.0 -8.0 8.1 -32.3 -16.1 04
Composition effect 1.1 -1.8 0.3 41 -1.8 04
Investment income debits change -3.3 41 27.0 -22.5 -25 9.4
Stock effect 51.9 18.7 255 -24 104 -0.3
Yield effect -50.0 -15.8 14 -175 -115 6.7
Composition effect 6.3 -3.0 0.2 6.8 -04 27

Source: authors’ elaborations on Bank of Italy’sadat

Finally, the composition effect brought in relevanttributions after 2007; the effect was alwaysiipce
with the only exception of the biennium 2013-20%d€ Fig. 7) and was stronger on the liabilitieg sikhe
increased relevance of this effect after the fimgnerisis — which is in line with the evidence yiausly
shown in Figure 4 — can be reasonably linked toEbeosystem’s measures aimed at strengthening the
transmission channel of monetary policy and atngasredit conditions; the fall in interest ratesd ahe
massive assets purchases during the?AR®luced an instrument-mix rebalancing which traresl in a
reduction in the cost of liabilities and in loweterest rates.

It may be worth recalling at this point that TARGETabilities (i.e. the liabilities of the Bank difaly
vis-a-vis the ECB) imply the payment of interestdhe creditor institution and have therefore apaot on
investment income. They however do not affect tingent account of Italy as a whole, as the intepesd
on them gets counterbalanced by another item redoid the secondary income: it is the quota of the
monetary income redistributed by the ECB (seigmjefd to the national central banks according to their
respective capital key.

2 APP: (Expanded) Assets Purchase Programme.liidies all purchase programmes under which privatepaiblic

sector securities are purchased by the Eurosysieaddress the risk of a prolonged period of lovatidn. From

March 2015 until March 2016 average monthly puresammounted to €60 billion; from April 2016 to thed of

the year amounted to €80 billion. APP is part gbexkage of measures that also include targetedeitetegm

refinancing operations (TLTRO).

More formally, the “monetary income” that the E@Bdistributing to each National Central Bank (NGB the

monetary union is the net yearly revenue from gjmecategories of assets (so called “earmarkaldeta® held as
counterpart to specific kind of liabilities relatemmoney emission (an aggregate called “liabbigge”). If the value
of earmarkable assets exceeds or falls short ofdhee of its liability base, the difference iss#t by applying the
marginal rate used by the Eurosystem for margiefshancing operations. The difference between #teintome

generated by the earmarkable assets and thetlyabise and the capital-key quota of the total negeincome

accrued to ECB is the redistributed monetary incofe actual TARGET2 position of any member couriry
therefore neutral in determining the national quaftaeceived monetary income, as the latter is dhasgy on the

29

21



5. Income balance and the decline in interest rates

The reduction of interest rates has a positive ohpa the investment income balance of countriasdle in

a net borrowing position (i.e. with a negative JIB} it is the case for Italy. Indeed, more thalf diathe
improvement recorded by Italy’s investment inconadabce between 2011 and 2016 was due to the yield
effect. One may ask how different the balance wdagldhad the yields on assets and liabilities reaethat
their “pre-crisis” levels.

To provide a quantitative answer to this questiwa, consider a counterfactual scenario based on the
“pre-crisis yields”. In other words, for each intregnt category, we apply the average yields recbmi¢he
2000-2007 period to the corresponding stocks irR0l-2016 periods. Only direct investment incoies
excluded from the exercise, on the premise that yielding capacity is less correlated with poligtes®
This choice hence preserves the large drop obsemv2d15 (due to the above mentioned reductiorhén t
profitability due to the fall in energy prices). dile is an additional implicit hypothesis which cenbegether
with the idea of computing a “pre-crisis yieldsesario: we need to figure out what happens to TARGE
liabilities, whose increase was an indirect consega of the crisis and of the policy interventidhat
ensued! There are two possible ways of treating the iterfirst possibility is to replace T2 liabilities thi
debt securities or other investment (deposits aadd) or a combination of the tWo.

A second possibility consists in leaving T2 lidi#é in the same functional category (i.e. other
investment) and apply to them the pre-crisis y@fldhat category. The only subtle difference betwde
two alternatives is in their effect on the currantount, since they are almost equivalent as conadéeeir
impact on the investment income balance. More pedgi as we have seen in the previous section, the
interest paid on T2 liabilities gets compensatedh®y monetary income stream recorded in the secgnda
income item; therefore T2 liabilities have an impan the investment income balance (they concuh¢o
debit side) but not on the current account balaBeelong as the impact on the current account is no
involved, the two approaches can be consideredjaisaent. For the sake of simplicity we adopt tinst
approach and assume that in the alternative sceathiT2 liabilities are transformed into inter-tkaloans,
which are remunerated at the average yield of theranvestment category (i.e. a yield which is 228is
points higher). The higher hypothetical income paéd an impact both on the investment income balanc
and on the current account.

According to our calculations (Tab. 6), under tipee“crisis” vector of yield&® the investment income
balance would have been larger than the recordieahde from 2013 onwards, and increasingly so as the

capital key. The amount of monetary income receigegends on the total net income from earmarkafdeta
financed with the liability base. (See Bank ofytaAnnual Accounts 2016).

The relation between policy rates, market ratesraturns to capital is very complex and not esgadchere. Loosely
speaking, FDI yields are less affected by monepaticy interventions for two kinds of reasons: Fipl investors
look at long-term returns, which do not necessamymove with the policy-targeted short-term ingtmates. In the
short-run dividend policies are governed by firnecfic considerations; (ii) the "risk-premium" cooment has a
larger role in this investment category: considgran CAPM-like model of returns, policy interventsouirectly
affect the “risk-free component” of the yield, kartly indirectly affect the risk premium componenhich depends
on firm-specific (i.e. issuer specific) featuregmc® the risk premium component is larger for FQuies than for
other investment instruments, FDI yields are exgabdbd be less correlated with policy rates, othémgs being
equal.

The rise of liquidity provided by the Eurosystsince 2011 was accompanied by the widening of théalances
among members of the monetary union. On the ecanoetition between T2 balance and policy intenandj see
Cecioni and Ferrero (2012), Bank of Italy’s Econof8ulletin no. 2015-3, and the Annual Report on@01

One may observe that this is perfectly in linéhvthe economic origin of T2 liabilities, as theixistence can be
interpreted as the intermediation of the Eurosystéroross-border investment relations previouslid hairectly
between private sectors of different countries,ivad¢d by operators’ propensity to get rid of cauptrty risk.

The largest yield differential between the actdata and the “pre-crisis yields” scenario is fodod the other
investment component, whose average yields fotassal liabilities were 2.9 and 2.8 in the preisrjgeriod, and
dropped to an average of 0.8 and 0.6 in the 201B-3®&riod. Pre-crisis yields for the other categomf assets
(debt securities, equities and investment fundeshaand reserve assets) were respectively: 5.8% and 1.5%;
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actual yields got lower and lower in the subseqyests. In 2016, if portfolio and other investmgigids
had remained at their 2000-2007 averages, thetimess income deficit would have been about € 1fibhil
wider.

Table 6: Italy’s investment income balance under &ore-crisis yields” scenario

(€ million)
Year Actual balance Scenario balance
2011 -11.0 -8.1
2012 -9.7 -6.2
2013 -9.3 -10.5
2014 -1.5 -12.9
2015 -15.7 -23.5
2016 -4.2 -16.0

Source: authors’ elaborations on Bank of Italy’sadat

6. Investment income dynamics in the main countriesf the euro-area

In order to enlarge the scope of the analysis aid gome useful terms of comparison, we apply the
decomposition framework also to the other thregdsr members of the euro aféa.

Among them, only Germany had a positive (and imrgvnet IIP throughout the 1999-2016 period.
France’s IIP was positive until 2002 and turnedativg thereafter, quickly reaching a level compbrab
that of ltaly in terms of GDP. Spain, converselgistered a net debtor position throughout theopéri
Consistently, while the income balance has beertiy®sn Germany since 2004, it has always been
negative, in the period considered, in Spain. Wisth noticing that, in spite of the pattern o€ thet IIP,
France registered a positive capital income balamb&eh expanded between 2003 and 2010.

The results of the decomposition are shown in [Ed@urin the case of Germany, after the first yeatis
a quite stable negative balance, investment incaexat into a long expansionary period, which can be
divided into two phases. The first expansionarysghgoes from 2003 to 2011: the investment incontd we
from a deficit (€21 billion) to a large surplus @b €65 billion), sustained by the stock effect ighh
reflected the IIP improvement) and by an exceptlgrsirong yield effect in 2004, which was in twine to
a surge in the yield from direct investment abr@adl by a favourable spread differential on other
investment® This phase was only temporarily interrupted by fimancial crisis in 2007-2008, when
investment income balance deteriorated, essenbalbause of the negative contribution of the yedfect;
the expansion resumed again in 2009, driven byigld effect and eventually abated in 2011. A perod
stationarity followed thereafter, as a result af positive contribution of the stock effect — refieg the
ongoing improvement in the IIP, driven by the catraccount surpluses — offset by the negative \aéfiett,
mainly due to falling interest rates.

A rather similar sequence of phases can be idedtftir France: after a sudden drop in 2002, egtaat
to a negative yield effect, caused by a fall in theome stream from direct investment abroad, the
investment income balance went into a long expaasiophase that reached a maximum in 2011. In this
expansionary period the yield effect provided ofpesitive contributions, while the stock effect warall
quite modest, with a relevant negative contribuiimi2009, associated with a strong worsening ohées

their 2011-2016 average was 3.2%, 1.9%, and 0.3%.0ther liabilities categories (debt securitied aquities and
investment funds), had pre-crisis yields amountmgt.4% and 4.8% respectively, which went dowr3 4% and
3.6% after the crisis.

3 Due to insufficient data availability, reserve etsspositions and revenues have been excluded thenanalysis
conducted in this chapter.

% See Figure Al in Appendix.

% These results are consistent with those foun@Gtmmany by Knetsch and Nagengast 2016.

23



net IIP in the same yedt After the peak reached in 2011, the investmentrire balance decreased in the
following year and remained thereafter around amwadue of about €23 billion.

The investment income balance of Spain in the fiestade after the inception of the monetary unias w
driven by the widening of the country’s negative hié (which went from 34.7% of GDP in 1999 to 945
in 2009). In figure 10 this is mirrored in the néga contribution of the stock effect, which wastaularly
large during the financial crisis. This worseningnd eventually reversed in 2009, sustained byaufable
yield effect, which came to a halt only in 2011abeg the consequences of the sovereign debt .cfibes
composition effect contributed positively to thendwics of the balance, with a few exceptions, aad w
able to lessen the negative contributions of tledyeffect in 2011 and to bring a significant botmsthe
balance recovery in the following year. The largsifive contributions of the yield effect in 2008dain
2012 were mainly due to a reduction in the codtadilities: in 2009 there was a significant redanotin the
payments on debt securities and on other investrigilities, while in the second half of 2012 the
reduction was more evenly spread across all fishoeitegories. From 2008 to 2016 the investmermnime
deficit of Spain decreased from 35.2 to 4.6 eull@hi

Overall, we can compare the developments acrosgmes distinguishing two periods:

* Between 1999 and 2007 (a period that we could labeghe “accumulation phase”) the investment
income balance moved accordingly to the accumuiaifonet assets (as was the case for Germany)
or net liabilities (as was the case for Spain)}-dance the trend was less well-defined, but it mats
consistent with the developments in the IIP; im®ziof our analysis this means that the stock effect
was often overridden by a yield effect of oppositmn.

» The second period is characterised by the two 62008 and 2011 and by the policy responses
that ensued. The first financial crisis affectedhvdifferent degrees of intensity all countriestfwi
starker effects for Germany and France), whiledrereign crisis involved more seriously Spain
(and ltaly, as shown in the previous section). Afram France, all the other countries registered a
deterioration of the investment income balance 008 with Italy and Spain having a second
contraction in 2011, due to adverse vyield effedteAthe crisis, the Spanish investment income
balance reversed the previous negative trend amtl w® a path of deficit reduction, thanks to the
stock effect, which passed from negative to pasitand to the positive yield effect, which reflette
the fall in interest rates which followed the saign debt crisis and the policy responses that
ensued. The same phenomenon had quite differexttefbn Germany and France: on the backdrop
of falling interest rates, these two countries mttea phase of income balance stabilisation. In the
case of Germany this was the result of the st#iitpe - though smaller than in the previous phase
contributions of the stock effect, which were atdecounterbalance the adverse yield effect. For
France the stabilisation was due to a reductiomagnitude of all the three effects that left the
surplus at a lower level than its pre-crisis averag

37 We recall here that stock effect is not in dinetation with IIP variations, as we excluded datives positions and
official reserves from assets and liabilities.
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Figure 8: Investment income balance decompositiorof Germany, France and Spain
(€ million; yearly absolute changes; reserve asasegtsnot considered).
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Concluding remarks

Since 1999 Italy’s income payments have always baager than earnings, a natural fact given the net
international debtor position of the country, there is not a clear trend characterising the teatgath of

the investment income balance, neither a significarrelation between its variations and |IP depeients,

if not on a very long term perspective.

In general, the wide increase in the size of edleassets and liabilities occurred in the last dgoades
has magnified the implications of yield variatioftg the dynamics of the investment income balance,
thereby calling for an appropriate tool for diseming the various drivers: the role of the undiedy
positions (assets and liabilities), the role ofithiecome generating capacity (income earned acdnre
paid) and the instrument composition within theifims.

This paper presents an analysis of the dynamigsveStment income balance between 1999 and 2016,
based on a decomposition framework similar to {haposed by Knetsch and Nagengast (2016). The
framework allows us to identify the role of stocriations (which can be thought of as the “extemsiv
margin” of income flow, i.e. the amount of incomielding units), the role of yield variations (whichn be
thought of as the “intensive margin” of income flove. the contribution of a single income-yieldingit)
and the role of composition variations (which cartiought of as an interaction of the two previetiscts)
in shaping income balance dynamics.

Stock developments seem to play a role on the ircohatance trend only in a long-run perspective: the
stock effect had a relevant role in the first fixgars after the inception of the monetary unionenvhssets
and (even more) liabilities expanded; after 20@7influence became weaker. In the short term the ke
driving force is the yield effect, responsible &l the largest fluctuations. An erratic behavio@ithe yield
effect is due, among various factors, to the Jithatcharacterising the direct investment componeht
investment income. The dominance of the yield éfteer the other two was particularly strong durihg
financial crisis and its aftermath. After that was@ed event, the composition effect gained relegdao: its
contribution to income dynamics was significantezsally between 2008 and 2010, when residents tded
rebalance their positions in order to minimiseiligbcosts and/or sustaining asset profitabilignally, in
2016 an improvement in the investment income lz@la@ems to have started, as all the three effotk,
composition, and yield) concurred in reducing ineotiebits: the annual deficit decreased by more €ién
billion with respect to the previous year and wlas most relevant contribution to the growth ofyitl
current account surplus.

We extended the analytical framework to the otlheed main economies of the euro area. While for
Germany and - until 2008 - Spain the investmenbnme balance dynamics followed more closely IIP
developments, for France and ltaly the income dyoswas less connected to that of the IIP; yield an
composition effects played a more important roleisTwas more easily visible in the first part of gheriod
under scrutiny (1999-2007), characterised by dieards in accumulation of net assets (as was the foa
Germany) or net liabilities (as for Italy and Spaifor Germany and Spain the accumulation process
affected the investment income balance dynamictheiagstock effect, while for Italy the positive ieeffect
was able to “override” the negative stock effea ttma widening IIP.

The “subprime” financial crisis affected with vaum degrees of intensity all the four countries20®8
France was the only one not recording a signifisamtsening in investment income balance, contrary t
what occurred to the other three countries viagatiee yield effect.

After 2008, a period of higher volatility followethe improving trends observed for France and Geyma
in the previous nine years fainted; the balancel$abf and Spain were first affected by the sovgmeiebt
crisis (2011), which was reflected into a negatnedd effect, and then were relieved by the fallrterest
rates and by the expansionary policies of the E@HEich reflected into positive yield and composition
effects. On the contrary, in France and Germanyitbeme balance stayed closer to 2008 levels in the
following years, with only minor fluctuations.
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The fall of interest rates ensued after policy riveations of the Eurosystem benefited the investmen
income balances of net debtor countries via bagh‘yield channel” and the “composition channel”. M¢h
the latter is quite difficult to assess without arendisaggregated breakdown of assets and liakilithe
former may be quantified recurring to some simjifyassumptions. According to our calculations, tied
yields on assets and liabilities remained on tB800-2007 averages, the investment income defi@0iL6
would have been about 12 euro billion larger, inm@ya smaller current account surplus for aboutp@i7
cent of GDP. These magnitudes lead us to conchalettie effects of interest rates on the currecoaat
are non-negligible, and ought to be taken into aot@when implementing estimations of cyclicallyastpd
current account. A decomposition framework thabwadl to disentangle yield, stocks, and composition
effects may offer a complementary tools to assesslarge is the cost of ignoring the financial chelnin
the relation between the business cycle and thremuaccount.
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Statistical appendix

Figure Al: International investment position and the investment income balance
in the four main countries of the euro area
(Emillion; end-of-year stocks; income scale is be tight-hand axis)
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