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Economic "globalization” is a historical process, the result of human innovation and
technological progress. It refersto the increasing integration of economies around the world,
particularly through trade and financial flows. The term sometimes also refers to the movement
of people (labor) and knowledge (technology) across international borders. There are also
broader cultural, political and environmental dimensions of globalization . . .

-- International Monetary Fund Issues Brief

Theterm*“ globalisation” has been widely used to describe the increasing inter nationalization of
financial markets and of markets for goods and services. Globalisation refers above all to a
dynamic and multidimensional process of economic integration whereby national resources
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become more and mor e internationally mobile while national economies become increasingly
inter dependent.
-- OECD Handbook on Economic Globalisation
Indicators

1.  Theconcept of globalization includes but goes beyond that of international trade. It
encompasses not only the internationalization of consumption through cross-border trade in
goods and services, but also the global integration of capital markets and the internationalization
of production through foreign direct investment. In recent years globalization has been the
subject of an increasingly intense public dialog, as international trade and investment have
grown and as patterns of trade and investment have evolved and assumed new forms.
Internationally integrated production strategies facilitated by intrafirm trade have become
commonplace. International markets for business services, once thought to be largely
untradable, have flourished as advances in telecommunications and information technology have
resulted in akind of “virtual proximity” that has |essened the need for actual spatial proximity of
service producers and consumers. Geographic patterns of international business have changed,
as large devel oping economies such as China and India have grown rapidly, acquired new
competencies, and become more open to trade and investment.

2. Viewson the benefits and costs associated with globalization are, to say the least, diverse.
Some view globalization as essential to prosperity and the efficient allocation of resources.
Others worry that it may result in a*“race to the bottom,” in which competition from low-wage
countries results in reductions in wages and aloss of jobs, or in which measures to protect the
environment lead to shiftsin production to countries with permissive environmental regimes.
However, amost all would agree that globalization is a significant phenomenon, whichitis
important to understand.

3. Understanding globalization requires theory as well as facts, but certainly the facts are key
ingredients in any assessment of thisimportant phenomenon. Indeed, the facts are necessary to
test the theories and to quantify the importance of what the theories predict. Aseconomic
statisticians, we are charged with compiling factual information on globalization that is relevant,
timely, and accurate. In this paper, we will discuss some of the issues involved in attempting to
do this with respect to two major ways in which globalization manifestsitself in real terms—
cross-border trade in goods and services and foreign direct investment and the resulting
international activities of multinational companies. In each case, we assess the importance of
measurement and examine some of the pitfalls that may be encountered in constructing
indicators of globalization and in using those indicators to quantify and describe the
phenomenon and to gauge its economic impact.

IMPORTANCE OF GLOBALIZATION AND CROSS-BORDER TRADE

4.  Globalization, offshoring, and Lou Dobbs: The word globalization has been replaced by
“offshoring” as the latest incarnation of mercantilism in the United States. During the last
Presidential campaign, one of the candidates proposed the removal of tax benefits for all
“Benedict Arnold” corporations that “exported” jobs through offshoring. The Chairman of
President Bush’s Council of Economic Advisers was nearly drummed out of office for
suggesting the traditional benefits of free trade applied to the “ offshoring” of white collar
servicesjobs. And while Lou Dabbs (the CNN commentator) remains the leading indicator for
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the furor over offshoring, the President was recently taken to task by aleading — abeit quite
political —academic economist for his supportive views on “offshoring” during his recent visit
to India

5. Thisconcern about “offshoring” has led to a plethora of studies on job losses due to
“offshoring,” with most studies concluding that the “losses’ are small relative to the normal
turnover in U.S. labor markets. The United States, for example, continues to have a surplusin
services trade and the proportion of U.S. multinational operations that islocated in the United
States has remained roughly constant at % for over three decades. Studies that have looked
behind these data to get at job losses due to offshoring, such the study by Charles Schultze of
Brookings (2004), have found small job losses from offshoring of business, professional, and
technical services with an annual losses of between 50,000 and 70,000 jobs, compared to the “ 13
million annual job loss (and gain) typically involved in the process of creative destruction in the
American economy.” Others such as Catherine Mann (2006) have pointed out that rather than
substitutes, lower cost jobs abroad are often complements for U.S. jobs (often higher-paying
U.S. jobs) that contribute to stronger U.S growth and productivity, and lower inflation.

6.  Public furor over “offshoring” has also had an impact on the statistical agencies that
collect data relevant to “offshoring” (e.g., Bureau of Labor Statistics data on “ mass lay-offs’ and
the Bureau of Economic Analysis data on cross-border trade in services and on multinational
corporations and their operations). In the last two years, for example, BEA has been the subject
of three Government Accountability Office (GAO), one National Academy of Sciences, one
National Academy of Public Administration, and numerous private studies of the data.

7.  Indian Software Services. Despite the fact that the data, and studies of the data, suggest
that the magnitude of “offshoring” is not large, there are recurring suggestions that the data are
missing large amounts of “offshoring” activity. One study by Goldman-Sachs examined data
from an Indian software trade association—the National Association of Software and Service
Companies (NASCOMM)—showing exports of $6.6 billion to the United States as compared to
the $661 million of software imports from Indiarecorded by BEA. The study suggested that this
undercounting of service imports was pervasive and helped to explain the gap between real GDP
and employment growth in the post-2001 economic expansion (see chart 1).? According to this
study, the undercounting of exports caused an overstatement of GDP growth and productivity
and an understatement of inflation, and helped answer questions about the divergent trendsin
real GDP and employment.

8.  These questions about the Indian data eventually led to a GAO study and an examination
by the Reserve Bank of India. Early on, it became apparent that the Indian software association
estimates of exports were far larger than the imports recorded by their OECD trading partners.
Further examination found that the NASCOMM estimates included earnings of employees of
Indian software companies that were residents of the United States for more than one year.
Also, the NASCOMM estimates included all salesto foreign subsidiaries of U.S. companies.
Finally, asis sometimes the case with trade association data, the overall estimates were quite
large. Last fal, the Reserve Bank of India collected its own datain a manner consistent with the
IMF Balance of Payments Manual, and the new estimates, while still larger than the U.S.
estimates, were only afraction of the earlier NASCOMM estimates. Once affiliated party U.S.
exports in software were included the difference became relatively small (see chart 2).
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9. “Dark Matter:” Another example of “missing” cross-border trade that has raised questions
about the data relate to what has been described as “dark matter.” Professors Ricardo Hausmann
and Federico Sturzenegger of Harvard’s Center for International Devel opment have observed (as
have others in the past) that the reason that the United States has been able to run a persistent
surplus in direct investment income despite along-standing deficit in its international direct
investment position is because the United States earns a much higher rate of return on its
investments abroad than foreigners earn on their investments in the United States. They suggest
that the higher than normal return reflects U.S. companies’ advantages in technology and “know-
how” and that the difference between a normal return and the returns U.S. companies make
abroad reflects unmeasured exports of U.S. know-how.

10. Appendix 1 shows how reclassifying the excess return from investment income to service
exports would affect the U.S. balance of payments. Chart 3 illustrates the same reclassification,
that is, the effect of reclassifying what might be described as unpriced royalties and license fees
from investment income to services exports. |If the full difference between the rate of return on
foreign direct investment in the United (4%) and the rate of return on U.S. direct investments
abroad (8%) were shifted to service exports it would raise service exportsin 2004 by $99 billion
dollars, lower investment income by the same amount, and lower the U.S. deficit on goods and
services from -$618 billion to -$519 hillion. There would be no effect on the current account.

11. Thedifficulty with this approach is that the higher than normal rate of return abroad
reflects alarge number of factors, of which U.S. know-how and technology are just two. Others
include market control, international differencesin capital costs, intra-firm financing needs, and
the effect of differencesin overseasvs. U.S. tax laws and their impact on companies’ internal
transfer prices and profits across affiliates. While undoubtedly some portion of the higher than
normal return is partly areflection of the branding and technology associated with products
produced by leading U.S. companies, estimating how much is due to their technological *know-
how” and other factors is difficult.

12. Beforethe 2000 “collapse” in the U.S. stock markets, several leading academicsincluding
Baruch Lev and Robert Hall presented work suggesting that much of the difference between
equity values and underlying replacement value of tangibles was the implicit value of intangible
capital. With hindsight, it appears the Federal Reserve Board Chairman Greenspan may have
been closer to the mark in his attribution of the divergence between equity values and the market
value of the tangible assetsto “irrational exuberance.” Indeed, chart 4 illustrates the very large
variance and “dangers’ in using residuals — either in rates of return to FDI or equity valuations —
to infer (rather than directly estimate) the value of intangibles.

PITFALLSIN (AND TECHNIQUESFOR) ESTIMATING CROSS-BORDER SERVICES

13. Importance of detailed estimates. In today’s environment of scarce statistical agency
resources it isimportant to focus resources on addressing the highest priority problems,
generally either those that are of the highest policy or analytic interest, or those of the largest
guantitative magnitude. It isalso important in today’s global environment that countries be able
understand — for policy and analytical purposes—the sources of growth in trade. Aggregate
estimates of services trade, regardless of how accurate they may be, are not enough.

14. Detailed datathat break out services by type are essential in assessing the priority of
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measurement problems and in understanding the sources of changesin the level and composition
of trade flows. Inthe United States, concern over the accuracy of the data on services trade and
offshoring was fueled, in part, by the relatively slow growth rate in service imports during the
post-2001 expansion. However, analysts looking at the detailed data were able to see that the
slow post 9-11 recovery of U.S. travel was masking a 7.5-percent annual increase in other
private services imports (2002), the category most associated with business services.

15. Because 25 percent of U.S. services trade exports, and 19 percent of U.S. services imports,
arein affiliated-party trade, it is difficult to assess the magnitude of overall trade in particular
types of services. Asaresult, BEA has madeit apriority to expand the level of detail available
for affiliated-party trade. BEA used to collect only aggregated data on affiliated party tradein
services. In 1994, BEA added a half a dozen major categories of affiliated-party trade, and
BEA’sgod istoraisethe level of detail for affiliated-party services trade to the same level of
detail that it collects for unaffiliated services, so that data users can have a comprehensive view
of total trade for each category of services.

16. Uses of counter-party data: Another useful means of assessing the relative importance of
measurement problems, both in services and other areas, through the use of counter-party data.
An early look by the OECD at the Indian software issue revealed that estimates of computer and
information services exports reported by Indiawere over 33 times the imports of Indian
computer and information services recorded by India’ s major trading partnersin the OECD
(U.S., EU, and Japan) (OECD 2004). As noted above, subsequent work by the Reserve Bank of
Indiarevealed that the NASCOMM estimates were dramatically overstated. Another example of
the use of counterparty datais large size of foreign direct investment reported by China and the
large share of Chinese exports associated with foreign-owned companies in China reported by
China. A recent U.N. report showed that Chinese estimates of foreign direct investment in China
(and presumably affiliated party trade) were far larger than major investor countries estimates of
their direct investment in China (see chart 5).

17. BEA has successfully used counter-party data reconciliations and exchanges with Canada,
Mexico, and other key trade and investment partners to assist in improving its service and other
balance of payments estimates, but these exercises are time- and resource-intensive and
realistically can only be used for large and important (including politically important) countries
or types of trade and investment (such as business services or foreign direct investment).

18. Joint-Products: Wholesale and retail trade are among the most important parts of the U.S.
economy in terms of size, growth rate, and contribution to the recent resurgencein U.S.
productivity, yet they account for only avery small fraction of international trade in services.
Thisislargely the result of current recording practices, which call for most of international trade
in distributive services to be included in the value of the exported and imported goods. Rough
estimates, however, suggest that parallel treatment of servicesin international trade would raise
the value of U.S. cross-border services exports (and lower goods exports) by about $25 billion
and would raise the value of U.S. cross border imports of services (and lower goods imports) by
about $40 billion. The value of distributive services embedded in the sales of locally established
affiliatesis probably even larger, with estimates for U.S. affiliates of non-U.S. multinationals
ranging from $40 billion to $85 billion.

19. While BEA intends to retain the existing treatment of distributive trades margin as part of
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goods trade as recommended by the IMF’ s Balance of Payments Manual, it is exploring indirect
I nput-Output-based supplemental estimates of cross-border distributive services trade and
collecting data on margins for distributive trades on its benchmark surveys of inward and
outward direct investment.

20. Didtributive trades are just examples of several industries, including construction and
utilities, where services are commingled with goods. For further information on these and other
services trade estimation issues, see Whichard and Borga (2002).

21. Estimating Financial Services. The globalization of financial services has increased the
importance of measuring the complete range of services, including those for which banks and
other institutions do not charge an explicit fee, but earn their income by either the margin
between buying and selling prices for financial assets or by the difference between the rates they
pay their depositors and the rates they charge borrowers. While difficult to measure, without
such “implicit” measures a major part of the output of the growing and increasingly productive
financial servicesindustry will be missed. While BEA has for many years included a measure
of implicit banking services in the national accounts, except for an estimate of implicit fees on
bond trading (based on bid-ask spreads), it has not included implicit service charges for banks or
other similar financia institutionsin its international accounts. BEA is, however, exploring
including such services. Inclusion of such services would, for example, have added about $7.6
billion to U.S. exports of banking services in 2004 (estimate taken from the national accounts).

22. Theinsurance industry is another financial industry that poses difficulties for
measurement. Insurance services are often measured by premiums net of claims, which isthe
net price paid for their services. This net treatment is fine during periods of normal activity,
when expected claims roughly equal actual claims. However, during major disasterslike
hurricanes and 9-11, the United States trade deficit improved and recorded insurance services
were negative — as the nation received large claims settlements from foreign insurance
companies.

23.  Another challenge with measuring insurance servicesis that companies price their
premiums based on expected claims and expected investment income from reserves. The
income on these reserves could be paid back to the policy holders but are normally used to cover
the expense of providing insurance premiums and thus to lower premiums charged to
policyholders. As aresult, the use of premiums paid less expected claims understates the actual
service provided, which is premiums plus foregone investment income less expected claims.

24. In 2005, BEA moved to a measure of premiums less expected claims plus expected
investment income, with the difference between expected and actual claims recorded as a
unilateral transfer.> This new measure is consistent with the recommendations of the OECD
working group on insurance services, and it provides a more accurate measure over time of the
actual insurance services rendered by the international insurance industry.

25. Globalization and incomplete reporting by large companies: As multinationals grow and
new markets and suppliers emerge, many cross-border transactions may be missed in ongoing
surveys. New subsidiaries trade may not be quickly incorporated by existing reporters,
especialy if the subsidiary isajoint venture. Unaffiliated purchases of goods and services from
overseas suppliers may also be incorporated in existing companies government reporting
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systems, and survey responses, with alag. Recent internal and external reviews of reporting on
BEA’s ongoing international surveys have, in general, found that virtually all major companies
that should have been reporting are reporting, but they may not be reporting completely. To
address this issue, BEA has engaged in avariety of techniques to more quickly and completely
incorporate new subsidiaries and new transactions. These include reminder notices to existing
reporters, outreach and education on reporting requirements and definitions, and the use of
external non-survey information to identify new subsidiaries and transactions.

26. Therisein direct transactions and small-firmsin international trade: The internet,
globalization of finance, improved communications, global express delivery systems, and
competitive pressures have led to an increase in the role of new and existing small firmsin
international trade. This hasled to problems in a system that assumes small value purchases and
small firms sales are a small and relatively stable portion of international trade. Existing indirect
estimates based on historical data are probably not capturing the changing nature of international
trade. Asaresult, BEA isworking on aprogram using sampling to better capture small firm
transactions on an ongoing basis, developing “E-Z” forms for small reporters, researching the
use of more sophisticated econometric techniques for indirect estimation, and considering the
introduction of “mini” benchmarksto aid in the estimation of selected transactions.

27. Travel and passenger surveys. BEA uses passenger surveysto measure travel
expenditures. Over time, problems with overall and item nonresponse on passenger surveys and
other problems have caused BEA to begin to explore use of credit card and other business datato
estimate the large, and post 9-11, volatile travel industry.

28. Global competition and differential pricing: To the extent that the prices of domestic
goods increasingly diverge from imported prices for the same goods and services there may be
overstatement of GDP growth and productivity for countries that rely on the gross output
technique as their primary method for estimating GDP and do not have separate and accurate
import and export price indexes. If import prices (for outsourced goods and services) are
increasingly lower than domestic prices (or measured import prices) then value-added derived by
separately deflating gross output and intermediate inputs will cause real intermediate inputs to
be understated and residual real value-added to be overstated. Thisimport price problem should
have only alimited impact on final expenditures estimates of real GDP and countries may wish
to seeif there isasignificant divergence between real GDP derived by the expenditures
approach and the gross output approach. More fundamentally, it will probably require
increasing investmentsin countries collection systems for import and export prices.

FDI AND THE ACTIVITIESOF MNCs

29. While cross-border trade in goods and services is often thought of as the dominant
manifestation of globalization, in reality, the activities of foreign affiliates of multinational
companies (MNCs) are larger and faster-growing. Recent estimates by the United Nations
illustrate the significance of MNCs worldwide (United Nations Conference on Trade and
Development, 2005). The U.N. estimates worldwide sales by foreign affiliates in 2003 at $17
trillion, or nearly double the size of world exports. By comparison, in 1990, sales by foreign
affiliates were only about 25 percent larger than world exports. During 1990-2004, the world
stock of outward direct investment increased an average of 12 percent per year, from $1.8 trillion
to $9.7 trillion, compared to an annual growth rate of world current-dollar GDP of 4.2 percent.
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In 2004, foreign affiliates accounted for one-third of world exports.

30. Measuring foreign direct investment (FDI) and the internationa activities of MNCsis
important because of the need for afactual foundation that can assist in addressing a variety of
guestions pertaining to the role and importance of these firms in home and host economies, and
in the global economy at large.* For example:

e What istherole of FDI in international financial flows? Isit astabilizing or destabilizing
influence on global financial markets?

How do MNCs affect output, incomes, and employment in home and host economies?
How do they affect productivity and corporate profitability?

Do MNCs export jobs? How do they affect wages at home and abroad?

What determines the location of production by MNCs?

How do MNCs respond to barriersto trade and investment, or to tax and other investment
incentives?

How do MNCs contribute to cross-border transfers of technology?

How do MNCs affect trade flows and trade balances?

Ismost FDI vertical in nature (internationally integrated production and extensive
intrafirm trade) or horizontal (replication of production processes to serve local
markets)?

Do MNCs manipulate intrafirm transfer prices to shift profits and avoid taxes?

31. Two complementary data sets may be brought to bear in addressing questions such as
these. Thefirstisdataon FDI. These datainclude both the financial and income flows that are
included in balance of payments accounts and the related investment stocks, or positions. They
show the financing of direct investment enterprises, or affiliates, provided by direct investors,
the return on that investment, and the cumulative value of the investment (ideally, adjusted for
changes in value attributable to movements in prices and exchange rates and to other changesin
value). To put them in perspective, they may be examined relative to measures of economic size
of home or host economies, such as gross domestic product. The second type of datarelate to
the operations of multinational companies, covering items such as the sales, value added,
employment, and foreign trade of direct investment enterprises; for outward investment, these



ECE/CES/GE.20/2006/21
page9

items may be compiled for parent enterprises aswell. These data, too, may be put in perspective
through comparisons with national totals for the same items.

FDI DATA

32. FDI-based indicators are among the most widely available and commonly used measures
of economic globalization. They are designed and intended to measure the extent to which
cross-border investments have been made with the objective of obtaining alasting interest in
foreign business enterprises, and a degree of influence over the management of those enterprises.
International guidelines for measuring FDI are given in the International Monetary Fund’'s
Balance of Payments Manual (5th ed.) and in the OECD Benchmark Definition of Foreign
Direct Investment (3rd ed.). The recently published OECD Handbook on Economic
Globalisation Indicators has suggested a number of indicators that place measures of FDI in
context—for example, by relating them to levels of output in home and host economies, by
examining shares of different countries and industriesin total investment, and by constructing
statistical measures of concentration that may be compared across countries or industries.

33.  While FDI-based indicators are useful for analyzing globalization, certain pitfallsin using
them should be noted. For one thing, they may have only aloose correspondence with the size
of the foreign operations over which the direct investor has influence or control. International
guidelines regard as direct investment any investment in which an investor of one country owns
at least 10 percent of the voting equity (or the equivalent) in a business enterprise in a different
country. Direct investments of equal amounts may result in influence or control over foreign
operations that are quite different in size, and thus in economic significance, depending upon the
percentage of ownership and the extent to which the operations are leveraged by borrowing from
unaffiliated lenders.

34. Additional problems of interpretation may arise due to the fact that FDI-based indicators
often are classified according to the country and industry of the foreign affiliate with which the
parent firm has direct transactions, whereas the operations that are ultimately influenced or
controlled by thisinvestment may be in other countries or industries. This has been a
particularly perplexing issue for the United States, where parent companies have been funneling
an increasing share of their direct investments through holding companies for roughly the past
two decades.® In 1982, foreign affiliates classified as holding companies accounted for only 9
percent of the U.S. direct investment position abroad, but by 2004, they accounted for 34
percent. Thistrend reflects avariety of factors. Some holding-company affiliates are
established primarily to coordinate management and administration of activities—such as
marketing, distribution, or financing—worldwide or in a particular geographic region. In
addition, the presence of holding-company affiliates in countries where the effective income tax
rate faced by affiliatesisrelatively low suggests that tax considerations may also have played a
rolein their growth.

35. One consequence of the increasing use of holding companies has been a reduction in the
degree to which the estimates of the U.S. direct investment position abroad (and of related
income and capital flows) reflect the industries and countries in which the production of goods
and services by affiliates occurs. Partly in response to the growing impact of holding companies
on the distribution of the estimates, the U.S. Bureau of Economic Analysis (BEA) has added to
itsregular presentations estimates of position and income for U.S. direct investment abroad
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classified by industry of U.S. parent. Although the industry of the parent does not in all cases
reflect the industries of its foreign operating affiliates, in many cases it can be expected to
provide amore reliable indicator of those industries than the industries of the affiliates.

36. A more ambitious approach to dealing with holding companies would be to reallocate
flows and positions from the countries of the holding companies to the countries of the operating
affiliates. Because of the fungibility of money and the multiplicity of usesto which the funds
made available by a direct investor to given holding company may be put, it is not clear that this
could always be successfully accomplished. However, by following ownership chains, it might
be possible to reall ocate certain components of the position, such as that accounted for by equity
capital. BEA has research underway directed toward this end.

37. Pitfalsintheinterpretation of FDI data may also appear where there have been corporate
“inversions’. Corporate inversions are business reorganizations that occur when a domestic
corporation—most typically multinational—forms a corporation in aforeign tax haven and
simultaneously "inverts' the corporate chain of ownership so that the new foreign corporation
replaces the domestic corporation as the parent of the global corporate group. Once this
structure isin place, the domestic company may choose to transfer the ownership of itsforeign
assets to the new foreign parent company, protecting them from domestic taxes. The inverted
structure may also introduce opportunities to shift profits generated by domestic activities to the
new foreign parent, thus further reducing domestic taxes.®

38.  While the development of tax or regulatory policies regarding these transactions falls
outside sphere of responsibility of statistical compilers, compilers do have an obligation to
consider their implications for economic statistics. In the United States, some data users have
expressed a concern that these transactions—nby creating U.S. affiliates whose ownership chain
does not end abroad but, through portfolio investment, may lead back to the United States—
could result in an overestimate of the extent of foreign control in the business sector of the
domestic economy. When an inversion occurs, it often is through an exchange of stock, in
which sharesin the newly created foreign corporation are exchanged for shares in the domestic
corporation. These self-financing transactions result in large, but offsetting, financial flowsin
the U.S. international transactions accounts and large, offsetting entries in the international
investment position accounts. The large financia account inflows on direct investment that result
from the newly formed foreign corporation's acquisition of sharesin the domestic corporation
are offset by outflows on foreign securities accounts that result from the U.S. shareholders
receiving the stock of the foreign corporation.

39. These procedures properly account for all transactions and positions, yet the usefulness of
the data on inward direct investment may suffer due to the fact that investment in these inverted
U.S. corporations is commingled with investments by firms that have more bona fide foreign
ownership. At present, BEA is unable to segregate transactions and positions that involve
inverted firms from those that do not. However, it is aware of the potential for these transactions
to create problems of interpretation. When large transactions occur, it generally takes note of
them and explains the method of accounting for them in interpretive commentary that
accompanies data releases. It will continue to monitor and study this phenomenon.
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MNC OPERATIONSDATA

40. To overcome some of the limitations inherent in FDI-based data, there has been increasing
recognition of the need to complement these data with statistics that describe the operations of
the firmsin which there is direct investment. This recognition has arisen partly from the
increased interest in globalization that has accompanied its increased importance and partly from
the inclusion in trade agreements—the most notable being the General Agreement on Tradein
Services—of provisions that recognize commercial presence as a mode of supply. Variousterms
have been used to refer to these data, including “AMNE statistics’ (for statistics on the
“activities of multinational enterprises’), “FATS statistics” (for “foreign affiliates’ trade
statistics”), and “ establishment trade” (aterm that has now been largely abandoned). Here, they
will be referred to as “MNC operations data.”

41. Whatever the name, these data generally consist of key measures of operations, compiled
for direct investment enterprises. With regard to outward investment, data may also be compiled
for the domestic parent firms that own foreign affiliates. Partly because these data, in a sense,
attribute the entire operations of foreign affiliates to the country of the owner, most compilations
of these data limit the affiliates covered by the data to those that are majority-owned by direct
investors. Dataitems covered usually include sales or output, value added, employment, and
foreign trade, among others. International guidelines for compiling these data may be found in
the OECD Handbook on Globalisation Indicators and, with regard to services, the Manual on
Satistics of International Trade in Services. Both these guidebooks suggest indicators to be
compiled, priorities for data collection, and methods of classifying the data by country and
industry.

42. Similar to the FDI-based indicators in the presence of holding companies, pitfalsin the
use and interpretation of dataon MNC operations may arise when there are chains of ownership.

One such case is where adomestic parent firm s, in turn, foreign-owned. For example, suppose
that aU.S. firm that is Japanese-owned has aforeign affiliate in Canada. Should the Canadian
affiliate’ s operations be reflected in the U.S.-compiled data on MNC operations related to
outward direct investment, in similar data compiled by Japan, or in the data of both countries?
The above guidebooks would recommend that the Canadian affiliate’ s operations be reflected in
the data of both of the owner countries, but that, if possible, such cases be separately identified.
Under this approach, the United States would be able to provide information on all foreign
operations that are controlled by firms resident in the United States, as well as on the
domestically owned and foreign-owned subsets of those firms. Viewing the same example from
the Canadian perspective, the international guidance isto record the operations on the basis of
the country of the ultimate investor (Japan, in this case), but if possible also to present some data
according to the country of the immediate investor (that is, the United States).

43. Initsdataon MNC operations, BEA has followed this basic approach. That is, it includes
in its data related to outward investment data on the operations of all foreign affiliates that are
owned by U.S.-resident firms, while identifying at an aggregate level the portion of these data
that are accounted for by U.S. firmsthat are, in turn, foreign-owned. Its operations data for
U.S.-resident firms that are foreign-owned are classified primarily according to the country of
the ultimate investor, but some data classified according to the country of the immediate investor
(first foreign parent) also are provided. Some U.S. &ffiliates have U.S.-resident firms as their
ultimate investors; these affiliates are separately identified in data that are classified by country
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of ultimate investor, which may help avoid what otherwise could be a pitfall in the interpretation
of estimates of the portion of the domestic economy that is accounted for by foreign-owned
firms.

44. Consistent with the recommendations of the above-mentioned international guidebooks,
and as has been its practice for many years, BEA compiles several different indicators of MNC
operations, including sales, value added, employment and employee compensation, research and
development expenditures, taxes, income statements, and balance sheets. This approach has
allowed diverse issues involving MNCs to be investigated, and it has allowed for more nuanced
and robust analyses of individual issues than would be possibleif only one or afew indicators
were collected. In addition, the different measures have different strengths and weaknesses, and
by collecting several indicators, the strengths of each measure can be exploited, while the
availability of other measures may compensate for any weaknesses.

45. Tollustrate the usefulness of multiple indicators, employment may not provide the best
indicator of the overall operations of the firm, since it pertains to only one (albeit very
important) factor of production, but it is by its nature measured in real terms, and is not directly
affected by changes in prices and exchange rates. Sales data provide an indicator of the gross
output of the firm and are amenable to being broken down in any of a number of ways—such as
according to whether they are to affiliated or unrelated parties or are made in the local economy,
to the country of the parent firm, or to other countries. However, sales data do not distinguish
the portion of output that originated within the firm from the portion that reflects the use of
purchased inputs produced by others. This limitation can be overcome by the use of data on
value added, but value added cannot be as easily allocated to the different classes of customers
served by the firm. Thus, several indicators must be used in conjunction with one another to
construct a complete and detailed profile of the firm’s operations and of the origin and
disposition of its output.

46. A recent example of how statistics on MNC operations can be used to address issues of
current interest is with regard to questions on what has come to be described as "offshore
outsourcing” (or often, simply "offshoring™) of production by U.S. companies, either to affiliated
or unaffiliated foreign firms. BEA's data on MNC operations have played an important rolein
informing the public dialog with regard to offshoring that involves the use of foreign affiliates.
BEA has taken a number of stepsto bring existing data to bear on the issue. These have
included accelerating the release of key indicators, organizing and analysing the data with aview
to better informing public dialog, and giving a number of presentations on patterns and trendsin
MNC operations. In addition, it isworking to improve its data, such as by adding annual
coverage of banks (for which data on operations have been collected only in benchmark surveys
conducted at 5-year intervals), adding questions to better capture services output in industries
where special definitions and methodol ogies may be used (specifically, insurance, wholesale and
retail trade, and banking), and exploring the possibilities for linking related data sets with a view
to providing aricher body of information for analyzing offshoring (such as by linking BEA data
on MNC operations with occupational data collected by the Bureau of Labor Statistics).

47.  Although there has been some examination of the U.S. operations of foreign-owned firms
in connection with the debate over offshoring, most of the attention has focused on the domestic
and foreign operations of U.S.-headquartered MNCs. The following highlightsillustrate the
kinds of information that have proved relevant in this context.
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o The measures of value added, capital expenditures, and employment have consistently
shown that U.S.-MNC operations are concentrated in the United States, but the
distributions of capital expenditures and employment have changed over time. For
value added, U.S. parents accounted for about the same share of the MNC total over
the period 1977-2003; this share was 74 percent in 2003, down only dightly from 75
percent in 1977. For capital expenditures and employment, the U.S.-parent share has
decreased: The U.S.-parent share of capital expenditures decreased from 80 percent
in 1977 to 74 percent in 2003, and the U.S.-parent share of employment decreased
from 78 percent in 1977 to 72 percent in 2003. The decrease in the parent share of
capital expenditures was concentrated in 2002 and 2003, and it may reflect a short-
term fluctuation rather than atrend that will be sustained. However, the decreasein
the parent share of employment was sustained throughout 1987-2003.

o Employment by foreign affiliates remains concentrated in high-income countries, but
in recent yearsit has grown faster in low-income countries. In 1991-2003, affiliate
employment grew at an average annual rate of 9 percent in a selected group of low-
income countries, 6 percent in lower- and upper-middle-income countries, and 3
percent in high-income countries. It isnot clear to what extent these differencesin
employment growth reflect wage differentials, but the differences probably occurred
at least partly for other reasons. Some of the lower-income countries where affiliate
employment has grown the most have had rapidly growing domestic markets and
have liberalized policies toward direct investment; some of the differencesin growth
rates may reflect these factors, rather than wage differentials.

o An aspect of the production pattern for U.S. parent companies that has changed
significantly is the degree to which these firms rely on purchased goods and services
rather than their own production. During 1977-2003, purchases from outside
suppliers as a percentage of total salesfor U.S. parent companiesin all industries
except wholesale and retail trade increased from 63 percent to 68 percent, indicating
an increasing reliance on purchased inputs. Some of these outside purchases were
obtained from domestic suppliers, and some were obtained from both affiliated and
unaffiliated foreign suppliers. The share of purchases that were imported directly
from foreign suppliers has been essentially unchanged, at 9 percent in both 1977 and
2003. However, it must be recognized that in many cases, the goods and services
purchased domestically have some imported content, which may be considered
"indirect imports'; attempting to gauge these indirect imports by combining its data
on MNC operations with data from its input-output accounts is on BEA's agenda for
future research.

48. While BEA's data on the operations of U.S. MNCsindicate arelatively stable mix of
domestic and foreign operations, the inferences that can be drawn from these data about the
production strategies of MNCs and about the ultimate effects of U.S.-MNC activity on the U.S.
economy and on foreign economies are limited. The U.S.-parent share of U.S.-MNC activity
can change for a number of reasons, and these changes do not uniformly correspond to either
additions to or subtractions from production and employment in the United States.
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49. Toillustrate the difficulty in linking cause and effect, it might be expected that new direct
investment abroad by U.S. MNCs would cause the share of U.S. parent companies in worldwide
MNC employment to fall and that of foreign affiliates to rise, but itsimpact on employment in
the United States and abroad could vary, depending on the form of the investment and the
reasons why it was undertaken (see chart 6). For example, a new investment might represent the
establishment of a new company (or "greenfield" investment), the acquisition of a successful
existing company, or the acquisition of afailing company. In each case, the employment by
affiliates would rise, but the impact on host-country employment would likely differ.
Furthermore, thisimpact cannot be discerned from information on MNC operations aone.
Instead, the impact could be determined only by examining a wide range of factors, such asthe
overal level of employment in the economy and the types of jobsinvolved.

50. Toillustrate the significance of the reasons for the investment, affiliate employment shares
might rise either because of the shifting of production from parents to affiliates or because of the
opening of new overseas markets that can best be served through alocally established enterprise.
In the case of production shifting, the rise in employment by affiliates might be expected to
come partly or wholly at the expense of employment by the parents. However, evenin this
circumstance, U.S. jobs might have been saved, if shifting some operations to lower-cost
overseas facilities were necessary for the firm to survive and for the remaining operationsin the
United Statesto continue. In contrast, in the example of new overseas markets, therisein
employment by foreign affiliates would not affect employment in the United States by parent
companies, or it could even cause U.S. employment to rise, because of the need to provide
headquarters services to the newly established affiliates.

51. Insum, statistics on MNC operations can help to inform discussions of offshoring, but they
alone cannot provide all the answers. Many of the questions are not only questions of fact, but
analytical questions that must take into account a variety of factors—such as exchange rates,
rates of economic growth in home and host economies, and policies toward foreign direct
investment—in addition to statistics on the domestic and foreign operations of the firms that
make foreign direct investments. Finally, given the impossibility of conducting counterfactual
experiments that would compare worlds with and without direct investment, realism requires us
to acknowledge that some uncertainty about the interactions and mutual dependencies between
domestic and foreign operations of MNCs will remain even with the best of data and economic
analysis.
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