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Abstract: The aim of this paper is to evaluate the signifammf the valuation
effect in determining the dynamics of the net mdéonal investment position of
CEE economies. For this purpose an analysis of Bo@ IIP time series for the
four largest CEE economies (Poland, the Czech Reputungary and Romania)
for the years 2005-2013 was carried out. The eserotvealed that the valuation
effect (VE) is, in the short run, the key determinaf net IIP changes (for most
observed years). Nevertheless, in the long-rumftasence decreases as valuation
gains and losses tend to cancel each other outh&¥E is relatively volatile, it is
important to analyse its dynamics over the mid bomdj-term when evaluating the
[IP. The significance of the VE for determining H&t dynamics turned out to be
non-investment-type specific because valuationtsodf the short-term and long-
term investments contributed in a large part to ¢hange in the net IIP. Similari-
ties in the dynamics of the VE in CEE countriesvprthat the VE depends to a
large extent on the general price fluctuationsimahcial markets that nowadays
exhibit strong correlations across countries.
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Introduction

Economic transactions between residents and ndersi influence the
level of foreign assets and liabilities compoundiihg international invest-
ment position (IIP) of a national economy. The Itiéjng an international
balance sheet of the economy, is one of the cl@s®ysed variables when
evaluating an economy’s external position. Thelligtmeasured as a dif-
ference between the levels of foreign assets aidlities, indicates wheth-
er the economy is a net debtor or creditor to &st of the world, which in
turn defines risks to which the economy is expaseah international con-
text. However, international transactions are hetdnly determinant of net
IIP fluctuations. The other factor underlying theanges in the net IIP are
valuation adjustments to existing stocks of assetsliabilities.

Empirical research indicates a significant role tfoe valuation adjust-
ment in determining the IIP in developed countead in some developing
countries. Lane and Milesi-Ferretti (2001) estimfaieign assets and lia-
bilities for 67 countries (excluding Central andstesn European transition
economies) for the period 1970-1998 based on balahpayments data
and explore the sensitivity of the estimates to thkiation adjustment.
They indicate that the valuation effects are quatitely important for a
number of countries in the sample. Higgetsal (2007) prove a large role
for the valuation effect in determining the net dPthe United States dur-
ing the period 2001-2005. Gourinchas (2008) indkadihat short-term
fluctuations in a country’s external asset posigppear to be increasingly
driven by the valuation component. He measurestineulative valuation
effect (since 1950) in a sample of industrialisedirdries and concludes
that it is significant and has been growing in regeears: reaching 50% of
GDP in the UK in 2000, 20% of GDP in the US and &mnin 2004 and
slightly less in Australia. Macias and Nash (200@nt out that the valua-
tion adjustment explains 55% of the change in fh@n&h net IIP between
1993 and 2004. Devereux and Sutherland (2010) me&se importance of
the valuation term in a sample of 23 OECD countdasng the period
1980-2006. As the ratio for the variance of theigabn term to the vari-
ance of the change in net IIP is well above 50%nfiost countries, they
conclude that the evolution of the net IIP is dambéd by valuation gains
and losses resulting from changes in asset pricés exchange rates.
Gourinchas and Rey (2013) measure valuation effectd0 countries in
the 1970s, 1980s, 1990s and 2000s. Their reseaditaies that the im-
portance of the valuation effect has been incrgasuer time and the aver-
age magnitude of the current account transactems to be dominated by
the average magnitude of valuation effects for rdat@ng the IIP adjust-
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ment in most of the countries analysed (the US,UKe Ireland, Brazil,

Russia, India, Switzerland).

During the decade after the accession to the Earopmion, the finan-
cial integration of Central and Eastern Europeamemies (CEE) with the
rest of the world advanced, which significantly lieinced their IIP.
Throughout this period, the changes in the valnatibforeign assets and
liabilities were important in terms of determinitige net IIP of CEE coun-
tries amid price fluctuations in international fivtdal markets. The aim of
this paper is to evaluate the significance of thkiation effect for deter-
mining the dynamics of the net IIP in CEE economi@ghin the empirical
research conducted the following hypotheses weiiied:

- the valuation adjustment of foreign assets andlili@s as the key de-
terminant of the net IIP dynamics in CEE economies,

— the significance of the valuation effect in deterimg the dynamics of
net IIP in CEE economies as investment-type smebiicause invest-
ments of a short-term nature tend to be associaiidda larger valua-
tion effect.

In order to verify the hypotheses, a statisticatameposition of a time
series for balance of payments and IIP data wadumed. The research
method applied is based on the commonly used atioguinamework for
balance of payments and IIP. The time span of ladyais covers the years
2005-2013. The sample consists of the four larG&f economies based
on GDP ranking; i.e. Poland, the Czech Republic, Hungamy Romania

The structure of the paper is as follows. The fiesttion depicts meth-
odological aspects related to measuring fluctuationthe net 1IP. In the
next section fluctuations in the external investtasition of CEE econ-
omies are presented and decomposed into contrgptdirtors. The third
section describes the significance of the valuaadjustment for major
types of international investments. The conclusisom the analysis are
presented in the final section.

Methodology of the Research

A change in the net IIP position is the outcometwnges in stocks of for-
eign assets and foreign liabilities, which areumtdetermined by foreign
transaction flows and valuation adjustments. Tlaeetwo approaches to

1 GDP at market prices in 2013 amounted to 389libbiEUR in Poland; 149.5 billion
EUR in the Czech Republic; 142.2 billion EUR in Hamny, and 98.0 billion EUR in Roma-
nia (Eurostat data).

% Research project supported with funds from thédxat Science Centre.
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measuring the determinants of net IIP changesfifd$teapproach is to look
at financial flows between residents and nonresglemhich include offi-

cial reserve asset transactions. The second appeyaphasizes flows re-
sulting from current transactions as the reasoméoi|P changes. Through
balance of payments accounting identity, finanfiat's (including reserve

asset transactions) are a counterpart to currensactions (including cur-
rent and capital account transactions as well @sseand omissions). As a
conseqguence a deficit / surplus stemming from otrm@nsactions in the
balance of payments is associated with a surpdesicit in financial flows,

which in turn leads to a decrease / an increaskemet IIP of an econo-

my’.

ANIIP = CAB + KAB+ EO +VE D
CAB + KAB + EO = —(FAB + RES) (2)
where:
ANIIP - change in the net international investment posit
CAB - current account balance,
KAB - capital account balance,
EO — errors and omissions,
FAB - financial account balance,
RES - reserve asset transactions (balance ofmab#g&ttlement transactions).

The valuation effect (adjustment) is defined in tagrer as a change in
the net IIP which does not stem from foreign tratisa flows. As a conse-
guence the valuation adjustment is derived as iffierehce between the
actual change in the net IIP and the balance @néial flows for a given
period:

VE = ANIIP + (FAB + RES) 3)

where:
VE — valuation effect, with the rest of the notatas presented above.

3 Changes in the net IIP can also be analysed efative basis (by looking at changes
in the ratio of net IIP to GDP). The concept of th@mamics of external positions measured
on a relative basis is presented in Lane and M#esietti (2007a, pp. 73-74; 2007b, pp.
531-533, 565-567).
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Fluctuations in the Net External Investment
Position of CEE economies - an Analysis
of the Underlying Factors

The abovementioned concept is exemplified belomgishe IIP data of
CEE economies in the years 2005-2013. All fouryameal CEE economies
were net international debtors throughout the jgeee foreign liabilities
surpassed foreign assets. What is more, in theysedhlperiod the econo-
mies experienced a drop in the net IIP as the aseren foreign liabilities
outpaced the growth in foreign aséet® absolute terms, the mismatch
between the growth in assets and liabilities wastmoticeable in Poland
(243.8 billion USD) and least significant in Hungdd.7.5 billion USDJ.
Among current transactions, the major contributathie decrease in the net
IIP in all CEE countries was the current accourficdgranging from 29.2
billion USD in Hungary to 174.2 billion USD in Pold). At the same time,
the capital account closed with a positive balanadl countries (mainly as
a result of capital transfers from the Europeanod)ipositively affecting
the net IIP level. Statistical discrepancies cloa@ti a negative balance in
all countries.

The combined current and capital account defiaitlgding errors and
omissions) was reflected through an inflow of calpieading to a positive
balance in the financial account (adjusted foroidfi settlement transac-
tions). In the whole period analysed, the finanéiav ranged from 24.8
billion USD in Hungary to 170.3 billion USD in Pald. Whereas in the
early years of the period the financial flow wasegative contributor to the
net IIP adjustment in all CEE economies, later, siteation started to
change. In 2009 the contribution of the financiaWf began to diminish or
even reverse to the positive side in some counaises result of prevailing
current account reversals (in Hungary, even turtiade deficits into trade
surpluses).

The other factor influencing the net IIP was thuation effect. The di-
rection of its influence was different across tlmremies analysed. In
Hungary, valuation adjustments led to an improvdnrethe net IIP for the
years 2005-2013 (by 7.3 billion USD); whereas ifaRd, the Czech Re-
public and Romania, to its deterioration (by 726.8 and 7.9 billion USD
respectively).

4 For a detailed analysis of the IIP dynamics in GBnomies during the period 1998-
2007 see Sobanski (2010, pp.150-170).

® In relative terms, the decrease in the net lIRtHeranalysed period amounted to 6.6%
of GDP in Poland, and 1.5% of GDP in Hungary.
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Table 1. Factors underlying changes in the net I[IP of CE&hemies for the years
2005-2013 (billion USD)

2005-
2005 | 2006 | 2007 | 2008 | 2009 | 2010| 2011| 2012| 2013| 2013
Poland

1. Change in net IIP 0.7| -38.4| -75.0 -1.3| -34.9| -35.2| 26.3| -56.3| -29.8| -243.8
2. Current account -7.2| -13.2| -26.5| -35.0| -17.2| -24.0| -25.8| -18.3| -7.1| -174.2
3. Capital account 1.0 2.1 4.8 6.1 7.0| 86| 10.0f 11.0| 12.0] 626

4. Errors and omis-
sions -0.8 0.3 -3.3| -12.2| -10.0| -10.5| -9.9| -4.1| -8.2| -58.7
5. Valuation effect 77| -27.7] -49.9 39.7] -14.7| -9.3| 52.0] -44.9| -26.5] -73.6

6. Total (2.+3.+4.+5. 0.7| -38.4| -75.0 -1.3| -34.9| -35.2| 26.3| -56.3| -29.8| -243.8
7. -(Financial accoun
+ reserve asset trang
actions) (2.+3.+4.) 70| -10.8| -25.0| -41.0| -20.2| -25.9| -25.7| -11.4| -3.3| -170.3

Czech Republic
1. Change in net IIP 28| -17.9| -265 -1.4] -14.2] -35 65| -7.3| 94| -52.2

2. Current account -1.2 -3.1 -7.9 -4.8| -4.8| -7.6| -6.1| -2.6| -2.9| -41.0
3. Capital account 0.2 0.4 1.1 16| 27| 17| 08| 27| 38| 151
4. Errors and omis-

sions -1.7 -1.8 1.3 0.2| -26| -1.1 0.8 0.3| -0.7 -5.5
5. Valuation effect 55| -134| -21.0 16| -94 34| 11.0| -7.7 9.1 -20.8

6. Total (2.+3.+4.+5. 28| -17.9| -26.5 -1.4| -14.2| -35 6.5 -7.3| 94| -52.2
7. -(Financial accoun
+ reserve asset trang

actions) (2.+3.+4.) -2.7 -4.4 -5.5 -3.0| -48| -7.0] 46| 04| 02| -31.3
Hungary

1. Change in net IIP 05| -23.5| -11.7| -16.4| -11.9| 20.6| 16.3 2.3 6.2| -17.5
2. Current account -8.2 -8.4| -10.0| -10.9| -1.0/ 0.3 1.1 23| 55| -29.2
3. Capital account 0.7 0.7 1.0 17| 23| 24| 33| 33| 49| 202
4. Errors and omis-

sions -2.6 -2.7 -0.3 -3.5| -1.2| -1.3| -35 05| -1.0| -15.7
5. Valuation effect 10.6| -13.1 -2.4 -3.6| -12.0| 19.3| 154| -3.7| -3.2 7.3

6. Total (2.+3.+4.+5. 0.5 -235| -11.7| -16.4| -11.9| 20.6| 16.3| 2.3 6.2 -175
7. -(Financial accoun
+ reserve asset trang

actions) (2.+3.+4.) -10.1| -104| -9.3| -12.8| 01| 14| 09| 6.1]| 94| -248
Romania

1. Change in net IIP -49| -21.2| -31.1| -17.3| -10.7 22| -5.1| -8.9| -2.1| -99.1

2. Current account -8.5| -12.8| -23.1| -23.7| -70| -7.3| -83| -75| -1.8] -99.9

3. Capital account 0.7 -0.0 1.1 09| 09| 03] 10| 25| 43| 118
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Table 1 continued

2005-
2005 | 2006 | 2007 | 2008 | 2009| 2010| 2011| 2012| 2013| 2013
Romania
4. Errors and omis-
sions 0.6 0.5 -1.3 21| -1.7| -0.1 0.6 1.1| -0.7 -3.1
5. Valuation effect 2.3 -8.9 -7.8 75| -3.0 9.3 16| -5.0| -3.9 -7.9

6. Total (2.+3.+4.+5. -49| -21.2| -31.1| -17.3| -10.7| 22| -5.1| -89| -2.1| -99.1
7. -(Financial accoun
+ reserve asset trang
actions) (2.+3.+4.) 72| -123| -233| -249| -7.8| -71| 67| -3.9] 1.8| -91.2
Other remarks: A negative change in the net lIRltge$rom the relative increase of foreign

liabilities as compared to assets (i.e. a largerease in liabilities than assets or a smaller
decrease in liabilities than assets). Current aucaapital account, errors and omissions,
financial account, and reserve asset transactiepsesent respective balances from the
balance of payments. The valuation effect represtgt change in the net IIP resulting from
valuation adjustments to stocks of foreign assedisliabilities.

Source: own compilation on the basis of Internatiodonetary Fund data (International
Financial Statistics, Balance of Payments Stasiktic

The significance of the valuation effect is everrenapparent when one
analyses the annual data. The VE was the majorrdiet@nt of the IIP
changes in most observed years in Poland, the GRephblic and Hunga-
ry; and in one third of cases in Romania. The aemnnual contribution
of the VE to net IIP fluctuations far exceeded 5BP4oland, the Czech
Republic and Hungary (amounting to 60%, 69% and B&8pectively) and
was close to 40% in RomafiaThe significance of the valuation adjust-
ment is also apparent when compared to the sizeeaespective economy.
On average it amounted 3.5% of GDP each year indR@rand more than
6% of GDP in the remaining CEE countfies

The contribution of the VE was relatively volatds it changed the sign
from a positive to a negative one (and vice vessagral times. In the years
preceding the outbreak of the world financial srisialuation adjustments
increased the net foreign liabilities of CEE ecoresnwhich was a reflec-
tion of the rising prices of financial instrumeratsross the globe. For in-
stance, in 2007 the net IIP deteriorated by almMd8t of GDP in Poland
and the Czech Republic simply as a result of vadloeamendments to ex-
isting stocks of foreign assets and liabilitiestia years 2010-2011 the VE
positively affected the net IIP; leading to a dimophe net foreign liabilities

5 The contribution is estimated as the relatiorhef absolute value (modulus) of the VE
to the sum of the absolute values of the VE andittzmcial flow.
" The average is calculated based on the absollitesvaf the VE.
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of CEE economies (this was especially apparent umgdry, where the
positive contribution exceeded 11% of GDP in easdry,

Figure 1. Decomposition of changes in the net IIP of CEEnecaies for the years
2005-2013

15% 15%
Poland Czech Republic

10.0%
1% 5% 13.7%]
205 2006 2007 2008 2009 2000 2011 2012 2013 2005 2006 2007 2008 2009 2010 2011 2012 2013
DOFinancialflow/GDP M Valuation effect/GDP DOFinancial flow/GDP M Valuation effect/GDP
15% - 15%
Hungary Romania

10%

10%

-10% -

-15%

2005 2006 2007 2008 2009 2010 2011 2012 2013 2005 2006 2007 2008 2009 2010 2011 2012 2013
OFinancial flow/GDP M Valuation effect/GDP OFinancial flow/GDP M Valuation effect/GDP

Other remarks: The financial flow represents thetrioution of the financial account bal-
ance and official transactions in reserve assethamges in the net IIP. The VE represents
the change in the net IIP resulting from valuataljustments to stocks of assets and liabili-
ties. Both variables are presented on a relatigseshige. as a share of GDP.

Source: own compilation on the basis of IMF datS(l BoPS), OECD data, and Euro-
money Institutional Investor Company data (CEIC).
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The Valuation Adjustment
for Different Types of International
Capital Flows in CEE Economies

The VE for the net IIP can be decomposed into @daation effect on the
assets side as well as the liabilities side ofitkestment position. As both
assets and liabilities are not uniform categorteis iadvisable to further
analyse different categories of investments, comgdimg assets and liabili-
ties separately. One can differentiate betweenigordirect investments,
portfolio investments, other investments and dénres. Additionally,
reserve assets play an important role on the asisiet®f the 11P.

In general, there is no clear indication in CEErtdas that a specific
type of international investment was dominant ieating exposure to the
valuation effect for the net IIP. Exposure by inwesnt type was differen-
tiated across countries and time as well as betasgets and liabilities.

In the largest CEE economy, i.e. Poland, the awesmual valuation
effect (2005-2013) for all types of assets did swpass 0.7% of GDP. In
the Czech Republic portfolio assets were among affstted by valuation
adjustments (1.7% GDP on average). In Hungary tialusof FDI, deriva-
tive assets and other investments fluctuated byerti@n 2.9% of GDP on
average. However, it should be taken into accaduedt the huge valuation
adjustments to FDI stocks occurring since 2006ratarge measure due to
a change in the methodology of presenting trarmastdf SPESIn this
country. In Romania, valuation adjustments werehnrass significant than
in other countries, as foreign assets were of nioxsler importance in the
national economy (one exception being official resessets).

8 The change in methodology followed an amendmenobtporate tax law in 2002 that
ended offshore status for tax purposes. From 28G5 MNB (Hungarian Central Bank)
reported the balance of payments and internatiornakstment position data to international
institutions in accordance with international stital standards to allow for international
and bilateral comparisons of statistics. As a teslata on flows and stocks of SPEs (enter-
prises set up in Hungary solely for tax optimisaturposes) are recorded on a gross basis.
Thus, comparability of data for 2006-2013 with dé&ia previous periods is limited. See
(MNB, 2014a; ECB, 2007, pp. 359-360; UN Economiar@assion for Europe, Eurostat
and OECD, 2011, pp. 60-63).

SPEs activities are of a relatively large size amparison to Hungarian GDP. Accord-
ing to the MNB the total gross loan portfolio of E*hovers in the range of 20-40 per cent
of GDP (MNB, 2014b, p. 31). However, one shouldetako account that the operations of
SPEs playing a passive role in the intermediatibfinancial resources within international
capital groups can lead to misinterpretation whaslyesing the real economic impact on the
domestic economy. SPES’ operations are mainly dighito gathering funds from foreign
sources and channelling them abroad. As a consegugross credit and debit flows result-
ing from SPE operations are of a similar magnitadd net flows over an extended period
are close to zero (MNB, 2014a, 2014b).
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Figure 2. Decomposition of the valuation effect on foreigsets of CEE econo-
mies for the years 20862013 (by investment type)
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Other remarks: The height of the bar for each y&agual to 100% and is measured on the
y-axis. The height of a section of the bar represtre share of a given type of asset in the
total VE in a given year. Numbers provided withiba or alongside represent valuation
effects for the respective assets presented a@ra shGDP in a given year.

Source: as in Figure 1.

CEE economies are net international debtors and fibreign liabili-
ties exceed by far their foreign assets. For théson the influence of the
VE in respect of liabilities on the net IIP is ubyanuch more significant
than that of the valuation adjustment for assétss Was clearly observable
in the period analysed.

In all CEE economies the changes in FDI valuativase at the fore-
front of liability fluctuations (with an annual aage influence of 5.1% of
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GDP in Poland, 6.4% in the Czech Republic, 17.0%ungary and 2.6%
in Romania)’. For portfolio liabilities the VE was also differéated across
countries: from 0.4% GDP in Romania to 5.6% in Hanyg The average
annual adjustments to the valuation of other lisd# amounted to app.
1.7% of GDP in Poland, the Czech Republic and Rdéemand around
twice as much in Hungary. Liabilities on derivasvevere of less im-
portance except for Hungary, where the averageatialu adjustment
amounted to 5.1% of GDP (close to the VE on assetshich is again a
reflection of the important role of SPEs in Hungary

Figure 3. Decomposition of the valuation effect on foreigabllities of CEE
economies for the years 26€®13 (by investment type)
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9 See comment in the previous footnote.

19 The size of the valuation effect may depend targd extent on the method of valua-
tion applied to a given type of foreign investmdbamgaard and Elkjaer (2014) and Kumah
et al. (2009) indicate that the valuation method tire estimation technique can significant-
ly affect a country's international investment fiosi. Damgaard and Elkjaer (2014) exem-
plify this using the IIP data on FDIs for Denmalanish unlisted FDI equity liabilities vary
from 22% to 156% of GDP depending on the estimati@hnique being applied under the
price to earnings valuation method. To make cr@gsnal comparisons easier the IMF
implemented the Balance of Payments and Interratiovestment Position Manual, sixth
edition (IMF, 2009). However, as Damgaard and Ekj@014) point out, the manual rec-
ommends seven methods for valuing unlisted FDI Wwhiakes international comparisons
difficult.
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Figure 3 continued
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Other remarks: The height of the bar for each j®agual to 100% and is measured on the
y-axis. The height of a section of the bar repres#ére share of a given type of liability in
the total VE in a given year. Numbers provided with bar or alongside represent valuation
effects for the respective liabilities presenteé ahare of GDP in a given year.

Source: as in Figure 1.

It worth mentioning that the sign relating to th& Yboth on assets and
liabilities) was frequently changing from year teay. The pattern of the
sign changes was similar across countries, whiolrga that the VE de-
pends to a large extent on the general price fatidios in financial markets
which are positively correlated across countriesl (@ot just on the country
specific structure of the IIP).

One should bear in mind that the relative signifae of valuation ad-
justments for a given type of investment (expresseda percentage of
GDP) is an outcome of the valuation variability ahd size of the invest-
ment stock. In order to isolate the influence @& $live of investment stock
and look specifically at price fluctuations, onen caeasure valuation ad-
justments in relation to prevailing stocks of tha@seestments. Using this
approach, it is quite apparent that in all CEE ¢oes derivatives (not sur-
prisingly) experienced the largest price fluctuasiofollowed by FDIs and
portfolio investments. For these two latter typdsinvestments, equity
instruments were the major reason for valuationstdjents.

Conclusions

During the last decade CEE economies experienceldaage in foreign
assets and liabilities that contributed to a sigaiit decrease in the net IIP.
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The path of these changes was not smooth becagisetierlying factors
were affecting the net IIP in opposite directiomsl & a variable manner.
One of these factors was the valuation adjustneekisting stocks of as-
sets and liabilities.

The valuation effect was the key determinant ofrielIP changes in
the short run (i.e. for most observed years). Nbeedgss, in the long-run
(i.e. from the perspective of the whole analysedop its influence de-
creases as valuation gains and losses tend tol @auteother out, whereas
surpluses of financial flows tend to persist. Bsgathe VE is relatively
volatile (the sign relating to its influence freqtly changes from positive
to negative and vice versa), when evaluating tReitlis important to ana-
lyse its dynamics over the mid and long-term.

The significance of the valuation effect for detenimg the net IIP
turned out not to be investment-type specific bseaxaluations of both the
short-term and long-term investments contributedaitarge part to the
change in the net IIP. At the same time, the ingpra¢ of the VE by in-
vestment type was differentiated across countmektane as well as be-
tween assets and liabilities. Although no spedifige of international in-
vestment was dominant in creating exposure to tBecé¥nsistently, the
prices of derivatives, followed by FDIs and poritfahvestments, were the
most volatile in percentage terms. For the lattar types of investments,
the equity component was the major contributorricegfluctuations.

There are similarities in the dynamics of the VEGEE countries,
which proves that the VE depends to a large exdenthe general price
fluctuations in financial markets that nowadaysibittstrong positive cor-
relations across countries (not just on the couspscific structure of the
[IP). Undoubtedly, the significance of the valuatieffect in the analysed
period was positively affected by sudden fluctuadian the prices of finan-
cial instruments amid the world financial crisiaring in 2008.
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