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Summary

Multinational Companies present special measurecteaitenges for national and
balance of payments accounts. They allocate ressupcice intra-company
transactions, and bill transactions in a manndrishdesigned to maximize global net
profits and their accounting of activities and sactions may not align well with the
underlying economic behavior that ideally shoulcchptured in the national accounts |of
each of the countries where they operate. Thesgiatiog issues are a significant
problem because of the growing size of Multinatiddampanies activities.
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1. The Conference of European Statisticians decidéd 2007 plenary session that a Group
of Experts on the Impact of Globalisation on NatilbAccounts be created to review the main
distortions in the compilation of national accoucdsised by the growing globalisation of
economies and to develop recommendations on haleabwith these distortions. The election
of the Group of Experts was approved by the Exeeufiommittee of the United Nations
Economic Commission for Europe (UNECE) at its tuathtsession (27 February 2008). The
Group of Experts will work in cooperation with Estat and the Organisation for Economic Co-
operation and Development (OECD). The presentmeat contains an input for the
preparation of the Recommendations.

2. Multinational Companies (MNCs) present special meament challenges for national and
balance of payments accounts. This is in part lscMNC’s are in the business of maximizing
their company-wide global after-tax profits. Asesult, they allocate resources, price intra-
company transactions, and bill transactions in amaathat is designed to maximize global net
profits and their accounting of activities and sactions may not align well with the underlying
economic behavior that ideally should be captureithé national accounts of each of the
countries where they operate. These accountingssate a significant problem because of the
growing size of MNC activities. For the United S®tMNC'’s account for nearly 30 percent of
value added, over 60 percent of exports, and d¥grebcent of imports (Chart 1).

Chart 1. MNC Shares in U.S. Production, Trade, andR&D, 2005
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I. MULTINATIONAL COMPANIES AND THE GLOBAL ALLOCATI  ON
OF INCOME

3. A growing number of large MNC's are transferringithintangible assets to foreign
affiliates (which when the affiliate is a specialpose entity are called royalty and license
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companies]. Often the transfer is to a country with lower taies than the country of the

parent, which is important in high tax countrieslsas the United States. Between 1977 and
2005 the share of United States parent compareesipts for the sale or use of intangible assets
and for royalties and license fees with “tax-haveotntries increased from 13 percent to 37
percent (table 1).

Table 1. United States Parents' Receipts for Roy#s and License Fees from
Foreign Affiliates in Tax-Haven Countries*
[Millions of dollars]

1977 1982 1989 2005
Belgium 104 149 326 580
Ireland 10 39 255 4,285
Luxembourg 2 1 5 91
Netherlands 107 166 633 1,589
Switzerland 45 83 255 4,160
Bermuda 2 10 4 (D)
UK Islands, Caribbean 0 0 0 (D)
Hong Kong 3 14 94 393
Singapore 1C 24 151 2,278
Tax haven total 283 486 1,723 13,995
Worldwide total 2,173 3,585 10,082 37,771
Tax haven share
(percent) 13.C 13.6 17.1 37.1

D Suppressed to avoid disclosure of data of ind@idcompanies.
* The list of tax-haven countries is from Martin 8ullivan, "U.S. Multinationals Move Profits
to Tax Havens, Tax Notes (weekly newsletter of www.taxanalysts.com) Febyu#ir2004.

4. In the case of United States parents, they areredble to immediately write off the
expense of research and development for tax puspmsén some cases, take a direct tax credit.
The parent can then sell the intangible assesttbaidiary in a low-tax country at a relatively
low price, or transfer the asset through a contreattcharges the subsidiary a relatively low
royalty. The parent is able to lower its global baxden by: a) reducing its United States taxes
during the development period by booking expensélse United States, and b) by shifting the
income from the intangible to a low-tax country,es it can be shielded from United States
taxes until it is repatriated.

5. MNC's can also reduce their global taxes througlumber of other devices, including
interposing a finance or holding company affiliate low-tax country between themselves and
their foreign operating affiliates; structuringrisder prices between parents and their
subsidiaries to shift net income toward subsidgitelower cost countries; establishing offshore
factoring corporations in low tax countries thdt &nd collect for the parent’s worldwide sales;

! For example, see Glenn R. Simpson, “Irish Subsjdiets Microsoft Slash Taxes in United States Entbpe,”
Wall Sreet Journal (November 7, 2005).
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and inverting the corporate ownership structuréhan overseas affiliate in a low-tax country
becoming the parent that collects net income femtlultinational’s worldwide corporate
structure.

6. The effect of all these practices is to lower rdear Gross Domestic Product (GDP) in
high-tax countries and raise recorded income irelolax countries relative to the actual levels
of economic activity occurring in those countriggnilar recording issues are of course also
present in the affected components of the natiacebunts and balance of payments accounts.
One observer has contended that “this ability rongi to shift the location of assets and profits by
paper transactions internal to the firm makesdoation of production ambiguous.”

7. The challenges associated with these practicesiginéghted by table 2, which shows the
increasing share of United States direct investrimefiax haven” countries. Between 1977 and
2005, the share of United States direct investnmetatx havens increased from 19 percent to 34
percent.

Table 2. United States Direct Investment Positiom Tax-Haven Countries*
[Millions of dollars]

1977 1982 1989 2005

Belgium 4,612 5,549 7,710 48,409
Ireland 986 2,031 4,665 71,255
Luxembourg 677 1,098 1,560 69,746
Netherlands 4,534 6,760 19,160 184,614
Switzerland 7,182 12,863 21,144 81,048
Bermuda 7,708 11,519 18,297 103,454
United Kingdom Islands,

Caribbean 336 1,425 6,123 79,728
Hong Kong 1,32¢€ 2,854 5,412 32,577
Singapore 516 1,720 2,998 54,500
Tax haven total 27,879 45,819 87,069 725,331
Worldwide total 145,990 207,752 381,781 2,135,492
Tax haven share (percent) 19.1 221 22.8 34.0

* See note to table 1.

8. Recently, analysts have called the investmentdgtinemselves into question. In 2006,
Ricardo Hausmann and Federico Sturzenegger of éinealri University Center for International
Development argued that estimates of direct investrderived from company accounting
records fail to take into account the value of aetg of intangible assets that tend to be most

2 Robert E. Lipsey, “Measuring International TradéSiervices,” National Bureau of Economic ReseardBER)
Working Paper 02138, May 2006, p. 26.
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abundant in multinational firns.Proceeding from the observation that the UnitedeS

regularly runs a surplus on investment income rtbstéanding a sizable negative international
investment position, they concluded that sourcesbfe must exist that were not being fully
captured in the estimates. The most importantesehin their view, was knowledge—* the
notion that Foreign Direct Investments (FDI) abreagel a vehicle for the dissemination of ideas,
blueprints, knowledge and that they are the vetiarl@naccounted exports of services produced
by headquarters and used by affiliates around thrédw

9. Hausmann and Sturzenegger suggested that altermagipstment estimates capturing such
unmeasured “Dark Matter” might be constructed hyitedizing the earnings generated by the
investments. However, there is little basis foesghg an appropriate rate of return to use in the
calculation, inasmuch as returns on direct investraee affected by a wide variety of factors
and may differ markedly across countries and awee.tShort of trying to shadow price a wide
range of Multinational Companies’ (MNC’s) ratheriqure internal transactions at market prices,
there is probably little that can be done to adsltkese problems in the misallocation of MNC'’s
income and production.

10. On the other hand, there are a number of recowagreporting practices for measuring
and recording income by MNC's that are inconsisteittt the international guidelines that may
be amenable to respondent outreach efforts, datifin of instructions, and cognitive work on
survey design to promote improved reporting. F@negle, many Balance of Payments (BOP)
compilers have reported difficulties in collectisigtistics on reinvested earnings, indicating this
as part of a more general problem of obtaining datactivities located wholly outside the
country. Some respondents may fail to distinguisiperly between the domestic and foreign
parts of the firm, which may result in such errasscounting as cross-border exports foreign
affiliates’ local sales in host countries. Suchtakes are understandable, since MNCs often
view themselves from the perspective of their woitte operations and place little importance
on national boundaries. Nonetheless, they impailatcuracy of the allocation of output and
incomes across countries and geographic regions.

11. In the case of intellectual property, internatiostzindards have changed and evolved in
ways that probably would not have occurred werectireepts involved simpler and easier to
understand. The three most recent editions ofintieenational Monetary FundBalance of
Payments Manual (BPM), for example, present three fundamentalljedént methods for
recording the sale of a patent. The fourth editi@PM4—released in 1977, took the view that
“a foreigner . . . cannot be said to purchase siselets outright from a resident of the economy
whose government issued them” (paragraph 323eddst'he can only be considered to have a
financial claim on a resident entity—actual or noal—that must be construed as being the
owner” (paragraph 363). Thus, payments for theofiskee property would give rise to services
payments to the “resident entity,” which in turnwa generate property income for the
“purchaser” of the asset that would be deemed to thwat entity. In BPM5, released in 1993, the

? Ricardo Hausmann and Federico Sturzenegger, “GBdlainces or Bad Accounting? The Missing Dark Bfatt
in the Wealth of Nations,” Center for Internatio@velopment at Harvard University Working Pape#,12anuary
2006.



ECE/CES/GE.23/2009/3
page 6

view that a patent could not be owned outright Imparesident was dropped, and the sale was
recorded in the capital account, as the sale abagroduced” asset. In the near-final version of
BPMB, still another view is reflected, under whttle results of research and development
(R&D) are regarded as produced assets, and sapegaits are recorded as trade in services.
Each of these methods can be justified from a icep@rspective, but none of them manages to
solve all the problems at once. For example, ttestaecommendation has the virtue of
recognizing that R&D is a form of production, batiuding the sales of patents in trade in
services creates something of an anomaly, as tbéygee of “service” transaction for which the
underlying productive activity may have occurreearlier periods.

12. Difficulties in the attribution of investment angcome also can occur when the immediate
owners of the investments differ from the ultimateners at the top of the ownership chain. To
the extent that companies can and will report tii@mation, there is significant value to
reporting investments in MNC'’s on an “ultimate bicial owner” (UBO) basisin addition to

the immediate counterparty basis required for cotiveal balance of payments accounts. In
some cases, the differences on the two basesrikirgstFor example, on an immediate
counterparty basis, the book value of the direa¢stment position of Luxembourg in the United
States was $131 billion in 2006, but on a UBO hasigsas much smaller—only $14 billion. For
the Middle East, in contrast, the position on amidiate counterparty basis was $18 billion, but
on a UBO basis, it was considerably larger—$30dnill These divergent patterns reflect the fact
that many investments whose ultimate origins am@fer countries, such as those in the Middle
East, are routed through countries of conveniench as Luxembourg.

13. The forthcoming fourth edition of the OE&&nchmark Definition of Foreign Direct
Investment has addressed the need to follow investmentseio uttimate origins and
destinations. It includes specific recommendationsdentification of ultimate investing
countries. However, following investments to ultim&ost countries has been placed on the
research agenda, due to a variety of conceptuapaautical issues that could not be resolved in
the time available. Included among them are isselased to the fungibility of money and to the
fact that additional funding may be added to thafsthe direct investor at each link in the
ownership chain.

[I. MULTINATIONAL COMPANIES AND GAPS IN THE STATIS TICAL SYSTEM

A. Multinational Companies and the Measurement of Goss Domestic Product and
Gross National Income at Current Prices

14. Offshoring of Royalties and Licenses. In the presgigection, we discussed the transfer of
intangible assets to royalty and license comparfBgpose that an intangible asset (for
example, software) was developed in country A, Whicalso the location of the parent
corporation, and that a subsidiary royalty andnggecompany is established in country B to
book revenue from license sales. The GDP of couktilgclines and the GDP of country B
increases, though because of the System of Nathotaunts’ (SNA) special treatment of
reinvested earnings on direct foreign investmérat,Gross National Income (GNI) of countries
A and B should be unaffected by where the liceasessare booked. Economic theory may
suggest that economic ownership of the intangibsetamay more appropriately reside with the
parent corporation, which undertook the risks assed with the development of the intangible



ECE/CES/GE.23/2009/3
page 7

asset and is the final beneficiary of the rewasd®aiated with its use. If we can agree that the
economic ownership conceptually belongs in couAtrthen the booking of the sales to the
royalty and license company in country B implieatt&DP in country A is understated and GDP
in country B is overstated.

15. Outsourcing and Offshoring of Intermediate Serviddge offshoring of intermediate
services has also received considerable atterfitoere are two major measurement issues:

(@) How well do the data on trade in services captuedarnports of intermediate
services? Traditional services and sampling framag fall behind in their ability to capture
fast-changing services, and to the extent that éineynissed, imports may be understated,
causing GDP to be overstated,;

(b) Many statistical offices use extrapolatord #r@ based on fixed ratios, for example
ratios of sales to value added. Rapid movement frshouse production of services to domestic
or foreign sources would cause these ratios togghamplying bias in the extrapolators of GDP.
This problem can be addressed by regularly bendtingathe national accounts to
comprehensive and reliable source data that, iicp&ar, cover the domestic and foreign
suppliers of intermediate services.

16. Misleading Transfer Prices. As we've noted, MNCs/rhave incentives to raise or lower
transfer prices on exports and imports moving tbram affiliated entities, though tax authorities
will attempt to enforce economically appropriatensfer prices. To the extent that they are
successful in booking transfer prices that oveestatunderstate the true economic value of the
transaction, GDP will be misstated. Assuming thatttansfer prices are consistently reflected in
the company’s books, all three approaches to measGDP (the production approach,
expenditure approach, and income approach) wilhkegror. However, because of the SNA’s
special treatment of reinvested earnings on fordiggct investment, GNI should be invariant to
use of incorrect or misleading transfer prices éose GNI reflects the offsetting income of the
foreign subsidiaries). Unfortunately, statisticéiiaes have very little ability to adjust for
erroneous transfer prices. Consequently, theses typerrors may permanently affect our
measures of GDP.

B. Multinational Companies, Offshoring, and the Uncaerstatement of Real Gross
Domestic Product and Productivity

17. Non-comparable imports. When a domestic parentbes from a domestic supplier of
inputs to a foreign subsidiary supplying those tspthe difference in price between the
suppliers generally does not appear in the deflatat are used for domestic and foreign prices
in the final expenditure approach or in the defiafor intermediate consumption in the
production approach. The reason that this diffezgagrice is not recorded is that for most
countries, prices are collected from sellers rathan purchasers, and the indexes for domestic
prices (PPIs) are compiled in a separate dataatiifefrom those for import prices. A recent
article by Michael Mandel iBusiness Week argues that the failure to record the price deslin
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that occur with the switch to foreign suppliers segithe growth of real GDP to be overstated
during periods of increased outsourcing.

18. Mandel suggests that the solution to the problemldvbe to modify the procedure for
compiling the import price index when new impornppaar by directly comparing the price of
the imported good to the domestic good that itaegs. However, it may be difficult to make a
direct comparison of the costs of the domesticusetke foreign made goods (imports). If, for
example, a golf club company switches from a doimesipplier to a foreign supplier it is likely
to be at the end of the existing contract for tlienoodel “driver” and at the introduction of the
new model. Now while to many the differences in eledcippear cosmetic, to the many golfers
that believe a new model will cure all their prahk they are willing to pay a significant
premium for the new club. As a result, price staiisns deem the older and newer models “non-
comparable” and simply link the old index to a nedex for the imported good at the same
level and then extrapolate forward using periogi¢oiod changes in the new imported good’s
price. To the extent that the imported goods is guality-adjusted basis cheaper, real imports
will be understated, and real GDP and productwiiy be overstated. In addition, import prices
will be overstated and overall inflation will bederstated.

19. At some level, this problem is similar to eithee thid “new goods” problem that occurs
whenever new generations of goods and serviceaaegarlier generations: how much of the
price difference represents the improved qualitthefnew good and how much is price?

20. One method used for computers is to observe theidrthe price of the previous
generation computer that is required to keep itpatitive with the newer generation computer.
Presumabily this difference is the value consumiaisepon the improved characteristics
embodied in the new computer. Alternatively, whiets of data is available on prices, sales, and
characteristics of the good — as there is with aders — the hedonic regressions can separate
out the value consumers place on the next generatimputers’ characteristics from the pure
price difference between the models.

21. Unfortunately, most imports are intermediate prasiand there is little available data with
which to run hedonic regressions or compare mameg¢s of domestic and foreign inputs.
Indeed, the switch to foreign suppliers can ocautegquickly. In just a three- year period, most
golf-club drivers in the United States went froningesupplied by domestic suppliers to Chinese
suppliers.

22. One indirect means of estimating the extent ofpitedlem is suggested by a study by
Feenstra and Reinsddrfln effect, they estimated the elasticity of deth&or imports and then
measured the change in imports’ market share agdi the two pieces of information to “back-
out” the quality-adjusted price differential betwmdemported and domestically supplied goods.
For the United States, they found that real GDRvgtawvas overstated by 0.1 percentage points
and productivity growth, by 0.2 percentage poifiteey also note that this problem of “new

* Michael Mandel, “The Real Cost of Offshoring,” Busss Week (June 18, 2007).

® Robert Feenstra and Marshall Reinsdorf, “Effect§erims of Trade Gains and Tariff Changes on the
Measurement of U.S. Productivity Growth,” papergerged at NBER International Trade and Investmergriam,
March 28-29, 2008.
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goods” extends to virtually all goods and servi€astrently, the switch to new goods and
services is addressed via hedonic techniques tart&l® percent of goods and services. For the
other 80 percent of goods and services in GDPingnls often used, suggesting that the upward
bias imparted to real GDP by the overstatemennpbit prices and understatement of real
imports (imports account for about 17 percent of &GI3P) is more than offset by the
overstatement of domestic prices and the resultihiprstatement of domestically produced
GDP.

23. Like the problems associated with the allocatioMdfC income, it is unclear what can be
done about this problem.

* k k k%



