Stefan Avdjiev Mary Everett

stefan.avdjiev@bis.org mary.everett@centralbank.ie
Philip R Lane Hyun Song Shin
governor@centralbank.ie hyunsong.shin@bis.org

Tracking the international footprints of global firms?

As the global economy becomes more integrated, there is a growing tension between the nature
of economic activity and the measurement system that attempts to keep up with it. Many policies
are still determined by measuring economic activity at the national level. Since the typical unit
of analysis is the economic area (the “island”), economic activity is measured within the island
and in terms of transactions between islands. But, increasingly, companies and their ownership
are global, with economic activity taking place in a geographically dispersed way. We analyse
several important issues created by this tension, show how they manifest themselves in the data
and draw lessons from them.

JEL classification: EO1, F20, F40, F62.

Our existing measurement framework for economic activity in national accounts and
the balance of payments is based on an “islands” view of the global economy. Taking
the economic area (the “island”) as their unit of survey, analysts measure economic
activity within the island and the transactions between islands.? In the simplest case,
the workers, production processes, headquarters, management and owners of firms
are all located in the same economic area, typically defined by a national boundary.

The key concept in national accounts is that of residence. National accounts
convey information on the activities of residents on the island. In simple cases,
residence is clear-cut. For a firm producing goods in a plant located on a single island,
employing workers from the same island and owned by residents on the island, the
notion of “residence” for the firm is straightforward. It coincides with the physical
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The national accounting framework comprises the suite of macroeconomic and financial statistics on
the evolution of flows and stocks for an economy and its institutional sectors, as well as their
interactions with residents and non-residents. For an introduction to the system of national accounts
see Lequiller and Blades (2014).
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location of the firm on the island. If such a firm exports goods, then the goods will
cross the boundary of the island into another island. Thus, exports will show up in the
customs data for the island.

However, “residence” is a legal concept denoting the relationship between an
entity and a location. For a person, travelling through another country does not make
the person a resident of that country. For a firm, residence is defined as “the economic
territory with which it has the strongest connection, expressed as its centre of
predominant economic interest”> But a firm resident on island A can operate
elsewhere. For example, it could enter into a contract manufacturing agreement with
a firm in island B, and sell the output in island C. The good is shipped from B to C,
and never touches the shores of island A. The sale would nevertheless be counted as
an export of island A, and would enter its trade and GDP statistics. Island A’s GDP
would go up even if no workers are employed on the island.

Closely related to the notion of residence is that of domicile, which indicates
greater permanence. For a person, domicile is a legal concept similar to residence,
but which carries additional implications as a place of origin and permanent place of
residence. For firms, the term is often used to denote the location of the headquarters.
However, there are far-reaching implications from the designation of a particular
location as its domicile, as the firm’'s relationship with its subsidiaries, branches,
offices and subcontractors all make reference to the domicile. When a firm moves its
domicile, a cascade of other changes follow. The firm's place in the world undergoes
fundamental alterations, as its relationship with other jurisdictions is rearranged. The
redomiciling of a firm is not just a relabelling, but involves a long list of changes in
bilateral relationships between jurisdictions that flow from the alteration in domicile.

In a global context, we can think of the above two perspectives, the residency
view and the domicile view, as two distinct but integrated frameworks from an
accounting, statistical, legal and regulatory angle. In the international statistical
framework, the islands view allocates economic agents to the country in which they
are deemed to reside. An alternative approach is to take a consolidated view, which
assigns economic entities to the country of headquarters of the parent institution
(Avdjiev et al (2016), Bénétrix et al (2017), McCauley et al (2017)). This latter approach
is, therefore, more closely aligned with notion of domicile* In a consolidated
framework, the entire corporate group is assigned to the country of headquarters, no
matter where its constituent operating units may reside.’

Since the national accounting framework was developed in the 1930s and 1940s,
the activities of global firms and the structure of the global economy have undergone
profound changes. Balance of payments accounting has adapted to changes in
economic reality, with the latest standard being the sixth edition of the IMF's balance
of payments manual (known as BPM®6), published in 2009 (IMF (2009)). However, the
pace of globalisation has arguably outstripped the pace of innovation in the

IMF (2009, p 70). According to the international statistical framework, residency is expressed as the
centre of predominant economic interest. Each institutional unit is a resident of only one economic
territory. An institutional unit is defined as households, corporations, non-profit institutions,
government units, legal or social entities recognised by law or society, or other entities that may own
or control them.

Strictly speaking, there are several different ways to consolidate group-level information, depending
on whether one adopts a supervisory, statistical or business accounting viewpoint (IAG (2015)).

The country in which economic decisions are taken may be different from both the country of
residence and the country of headquarters.
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measurement rules, increasing the tension between the nature of economic activity
and the measurement system that strives to keep up with it. Increasingly, companies
are global, as is their ownership, with economic activity taking place in a
geographically dispersed way. Understanding the impact of macroeconomic
developments, financial price movements or public policies on corporate decisions
requires the rearrangement of institutional units dispersed across the world into
corporate groups on the basis of ownership and control. And yet measurement is still
largely residence-based, classifying institutional units by attributing a location of
“predominant economic interest” to each entity.®

As corporate activity increasingly straddles national borders, it takes place
through many separate legal entities that together span the globe. A manufacturing
operation and its workers can be sited far from the headquarters of the firm, and far
from its other operations, such as marketing, sales, or research and development.
Ownership is also global, since the investors of a listed firm are spread around the
world. The jurisdiction in which a company is headquartered (its domicile) may reflect
the firm’s origin and history, or simply tax or corporate governance considerations.
Domicile applies to a firm's assets, which need not be only physical capital but can
include intellectual property used to create value.

In this article, we go over a number of the key issues raised by the tension
between the traditional residence-based measurement system and the evolving
nature of globalisation. In many instances, the consolidated approach has the
potential to provide a useful alternative perspective. That said, given the increasingly
complex nature of the global economy, there are no straightforward ways to
comprehensively address many important economic questions using a single
measurement framework. Instead, one needs to extract information from multiple
frameworks, using an approach tailored to the specific question at hand.

The remainder of the article is organised as follows. In the next section, we
discuss several important measurement issues associated with the way in which the
activities of global firms are recorded under current national accounting rules. Next,
we investigate how some of those issues manifest themselves in the data. We
conclude by drawing lessons from the above issues.

National accounts and global firms: measurement issues

As multinational firms, with their complex corporate structures, distribute their
activities across traditional borders, they complicate the task of capturing economic
activity within traditional national accounts (Tissot (2016)). A growing body of
evidence suggests that the activities of global firms have outgrown some features of
the existing national accounting framework (see box on next page).”

It is now well understood that net concepts such as the current account do not
adequately reveal the underlying linkages across countries, which are likely to reflect
gross flows to and from different national sectors. As a consequence of their growing

There are several data sets that represent notable exceptions to the above pattern. We discuss those
in the last section of this article.

7 Lane (2015, 2017), Forbes et al (2017), Guvenen et al (2017).
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A broad overview of the national accounting framework

This box provides a review of national income measures and their relationship with balance of payments categories.

Gross domestic product (GDP), the best-known measure of a country’s economic activity, comprises the sum of
all final goods and services produced in the economy in a given period. GDP measured on an expenditure basis can
be decomposed into:

GDP, = C, + G, + I, + NX, )

where C and G are respectively the private sector and public sector consumption of goods and services, | represents
investment, and NX describes the net exports (exports minus imports) of goods and services.

Gross national income (GN/) is the total income earned by the residents of an economy in a given period,
including that which is generated abroad. Its relation to GDP is given by the identity:

GNI; = GDP, + NPI, 2)

where NP/ denotes net primary income, which is the difference between income inflows (credits) from non-residents
to domestic residents and income outflows (debits) by domestic residents to non-residents.

NX and NPI are components of the current account (CA), which measures the trade in merchandise and services,
income inflows and outflows and current transfers of an economy’s residents vis-a-vis non-residents in a given period.

Formally the current account can be described as:
CA; = NX, + NPI, + NSI, 3)

where NS/ is net secondary income, which accounts for unreciprocated payments and receipts (for example, transfers
between governments and international organisations such as emergency aid and technical assistance). Primary
income can be decomposed further into compensation of employees, investment income and other income (rent and
taxes and subsidies on products and production). The investment income category is related to the income generated
on international financial assets and liabilities.

The CA balance is also associated with the net acquisitions and sales of foreign assets and liabilities. The relation
between a country’s current account (CA) and the net international investment position (NI/IP) is:

NIIP, — NIIP,_, = CA, + SFA, 4)

where SFA is the stock flow adjustment term.® This item reflects not only valuation effects due to asset price changes
and exchange rate fluctuations but also the reallocation of the ownership of intangible capital assets and financial
assets across borders.@

The NIIP and related investment income — recorded in primary income — comprise five broad functional
categories: (i) direct investment; (ii) portfolio investment; (iii) other investment; (iv) reserve assets; and (v) financial
derivatives.

Direct investment (D) is a form of international investment that reflects the lasting interest of an entity (direct
investor) resident in one economy in an enterprise (direct investment enterprise) located in another
economy.® A direct investment relation is deemed to exist when a direct investor acquires 10% or more of the voting
shares/power of a direct investment enterprise, or owns less than 10% and still maintains an effective voice in
management of the direct investment enterprise. The initial transaction between the direct investor and the direct
investment enterprise is recorded as DI, as are all subsequent transactions between them.

Equity holdings worth less than 10% of the voting shares/power of an enterprise are classified as portfolio
investment, along with holdings of tradable securities, such as debt securities (bonds and notes) and money market
instruments.

The other investment component of the NIIP comprises external assets and liabilities not recorded under direct
investment or portfolio investment, namely: loans, currency, deposits, trade credits, derivatives and other accounts
receivable and payable.
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Reserve assets include Special Drawing Rights, monetary gold, a country’s IMF position, foreign exchange assets
and other claims.

Financial derivatives covers a range of products including over-the-counter and exchange-traded contracts
(options, futures, forwards and swaps).

The residency concept states that the residence of each institutional unit is the economic territory with which it
has the strongest connection (expressed as its centre of predominant economic interest). Each unit is a resident of
only one economic territory (IMF (2009), UN-EC-IMF-OECD-WB (2009)).@ The residency approach is consistent with
the concept that production and economic activity operate within a boundary or rather on an “island”.

The complexity of the global activities and corporate structures of multinational firms gives rise to diverging
measurements of direct investment by official national statistical compilers. Two primary approaches to measuring
direct investment co-exist in the international statistical framework: measurement on the basis of “immediate
counterpart” and “ultimate host and source” (OECD (2008), IMF (2009)). Differences across national statistical agencies
in their measurement of direct investment between these approaches, coupled with the persistent rise and increasing
complexity of globalisation, have given rise to asymmetries in the mirror direct investment data between countries
(CSO (2016)). An IMF initiative, the IMF Coordinated Direct Investment Survey (CDIS) Project on Bilateral Asymmetries,
commenced in 2010 with the aim of addressing quality concerns in direct investment statistics (IMF (2015)).

@ For simplicity it is assumed that net errors and omissions and the Capital Account are zero. The Capital Account covers transfers of capital
and gross transactions of non-produced non-financial assets (for example, bailouts and debt forgiveness). @ Data revisions are also
included in the SFA component. ® The notion of a lasting interest implies that there will be a long-term strategic commitment between
the enterprises, with capital flows arising from this relationship being classified as direct investment. @ According to these international
statistical standards collectively termed “the 2008 SNA”, an institutional unit is defined as a household, corporation, non-profit institution,
government unit, legal or social entity recognised by law or society or another entity that may own or control them.

size and complexity, gross capital flows increasingly affect the current account
through their impact on primary income. That is why it is necessary to analyse the
composition of both gross and net flows, by functional component and sector, even
within the confines of the existing residence-based accounting framework (Lane
(2013)).

In the context of international banking flows, this has already been well
documented in the existing literature. For example, several authors have argued that
current account balances did not reveal underlying vulnerabilities created by
European banks’ large-scale reinvestment of funds raised from US money market
funds into US mortgage-backed securities before the 2007-09 Great Financial Crisis
(GFC).8

In this section, we provide three hypothetical examples to illustrate some
consequences of globalisation. We start with the “classical” measurement issues
associated with global firms, illustrating how offshoring affects national accounts.
Second, we highlight additional conceptual and measurement challenges associated
with the redomiciling of global firms — that is, the change of legal domicile of a firm
to another location. Third, we describe issues raised by the cross-border mobility of
corporate assets, in particular intangible assets such as intellectual property. While
we provide three separate examples for simplicity, these phenomena can interact in
practice, further complicating the interpretation of balance of payments data.

8 Obstfeld (2012), Borio and Disyatat (2011), Lane (2013), Shin (2012).
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Classical measurement problems

Perhaps the first form of globalisation that comes to mind in popular discussions is
"offshoring”, where business processes are moved to another jurisdiction, either
through the firm’s own foreign subsidiary or to an unrelated firm through a contract
agreement.’ Offshoring can apply to manufacturing or to support services, such as
accounting or back office functions. When the offshoring takes place through an
arm'’s length contract, the offshoring is combined with “outsourcing”.

Consider an example where the residents of a given country (Country A) produce
goods domestically and sell them to the rest of the world. In our hypothetical
example, Country A manufactures and exports goods worth 110, using inputs worth
60 that it imports from the rest of the world. Country A thus has a positive trade
balance of 50 and a current account surplus of equal size (Table 1).

Now, suppose that the firm offshores the production of its goods to Country C
by establishing a foreign subsidiary.1? In this case, the imports and exports of goods

Effect of offshoring Table 1
Pre-offshoring
A D
HQ Rest of the world
Exports 110 60
Imports 60 110
Trade balance +50 =50
Current account balance +50 -50
Post-offshoring
A C D
HQ Manufacturer Rest of the world
Exports 0 110 60
Imports 0 60 110
Trade balance 0 +50 -50
Primary income credit 50 0 0
Primary income debit 0 50
Net primary income +50 =50 0
Current account balance +50 0 =50

Imports and exports in this example refer to goods. The imports and exports of services are assumed to be zero. Primary income reflects
income related to direct investment only. Compensation of employees, portfolio investment and other investment income, and net secondary
income (NSI) are assumed to be zero. Local (labour-related and other) costs of the subsidiary in country C are assumed to be zero. +/- sign
indicates a positive/negative balance in the trade account, a surplus/deficit balance for the current account and net receipts and net payments

on the primary income account, respectively.

Contract manufacturing occurs when a firm in a domestic economy engages another firm abroad to
manufacture products on its behalf. The ownership of these manufacturing inputs is retained by the
firm in the domestic economy, and the contract manufacturing is accounted for as a service in the
current account framework.

Offshoring in this example assumes a direct investment relation between Country A and Country C.
In practice, offshoring does not necessarily have to be performed by a foreign subsidiary (ie it can be
performed by an unrelated party).
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no longer show up in Country A. Instead, Country C imports and exports goods vis-
a-vis the rest of the world. For simplicity, we assume that local (labour-related and
other) costs are zero, so that the profit of the subsidiary in Country C is the difference
(50) between the exported final goods (110) and the imported inputs (60). That profit
of 50 is channelled from Country C to Country A through the primary income
component of the current account.

In this way, offshoring transforms the original trade surplus of Country A into
primary income net receipts of the same magnitude. The current account balances of
both countries, however, remain unchanged relative to their respective pre-
offshoring values (at a surplus of 50 for Country A and a balance of 0 for Country C).

Transfer pricing represents another classical measurement issue in international
finance. This article does not cover transfer pricing in depth since that subject has
been extensively covered by a voluminous literature.!! Suffice it to say that transfer
pricing washes out in the current account. Choosing transfer prices to understate
domestic profits and overstate foreign profits means that exports are underreported
by exactly the same amount that overseas investment income is overreported
(abstracting from any resulting tax effects). As a result, the measured trade balance
and the measured net investment income are both “inaccurate”, but in exactly
offsetting ways.

Recently, more significant than classical transfer pricing practices has been the
practice of optimising the location of global firms’ profits by selecting the location of
their headquarters and the location of their mobile capital assets. We cover those
issues below.!2

Redomiciliation

Redomiciliation is a type of financial engineering that is associated with changing the
location of the headquarters. It poses challenges in the measurement of the
investment income component of the current account.**> Drawing on Lane (2015), we
use the post-offshoring world from the simple stylised example described in the
bottom panel of Table 1 as a starting point to demonstrate how redomiciling affects
the current accounts of the countries involved.'*

Suppose that Country A is the historical home of Firm ABC (Table 2, top panel).
The shareholders (portfolio investors) of Firm ABC are also resident in Country
A> Suppose that firm ABC decides to redomicile its headquarters to Country B
(Table 2, bottom panel). Through redomiciliation, the firm relocates its legal
incorporation to Country B, but does not generate any additional real economic
activity in Country B.

n See among others Hines (2000), Bernard et al (2006) and Curcuru et al (2013).

12 For the impact of corporate tax strategies on the US balance of payments, see Setser (2017, 2018).

13 The increase in redomiciliation is most likely motivated by the tax planning activities of global firms

when faced with the prospect of changes in the tax regime in some jurisdictions (Fitzgerald (2015),
Lane (2015), Voget (2011), Gravelle and Marples (2014)).

14 In practice, global firms are likely to have many foreign subsidiaries across numerous countries. This

example focuses on a two-country restructuring to provide an overview of redomiciliation. As in the
example presented in Table 1, we assume that local (labour-related and other) costs of the subsidiary
in Country C are zero.

15 In practice, the ownership structure of global firms is both complex and global in nature.
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Effect of redomiciliation Table 2

Pre-redomiciliation

A C D
Original HQ Manufacturer Rest of the world
Exports 0 110 60
Imports 0 60 110
Trade balance 0 +50 =50
Direct investment income credit 50 0 0
Direct investment income debit 0 50 0
Portfolio investment income credit 0 0 0
Portfolio investment income debit 0 0 0
Net primary income +50 =50 0
Current account balance +50 0 =50

Post-redomiciliation

A B C D
Original HQ New HQ Manufacturer Rest of the world
Exports 0 0 110 60
Imports 0 0 60 110
Trade balance 0 0 +50 =50
Direct investment income credit 0 50 0 0
Direct investment income debit 0 0 50 0
Portfolio investment income credit 0 0 0
Portfolio investment income debit 0 0 0
Net primary income +10 +40 -50 0
Current account balance +10 +40 0 -50

Imports and exports in this example refer to goods. The imports and exports of services are assumed to be zero; compensation of employees,
other investment income, and NSI are assumed to be zero. Local (labour-related and other) costs of the subsidiary in country C are assumed
to be zero. +/- sign indicates a positive/negative balance in the trade account, a surplus/deficit balance for the current account and net
receipts and net payments on the primary income account, respectively.

Nothing fundamental has changed in terms of economic activity. Nevertheless,
there are large consequences for the current account balances of both countries
involved due to the asymmetry between the accounting treatment of direct
investment (DI) income and portfolio investment (PI) income. DI income is measured
on an accrual basis, meaning that income is recognised in the accounting period in
which profits are earned. In contrast, PI income is recognised only on the actual
payout of dividends or interest. This accounting treatment asymmetry distorts
measures of Gross National Income (GNI) and the current account balance.1®

The shareholders of Firm ABC continue to reside in Country A, but their original
claim on a domestic firm has been transformed into portfolio investment assets of
Country A on Country B.” Country A had previously booked all of Firm ABC's foreign

Retained earnings boost the value of direct investment liabilities, so that the increase in the measured
current account balance should be matched by an increase in the stock-flow adjustment term in the
stock of direct investment liabilities.

The above example assumes that no single shareholder owns more than 10% in Firm ABC.
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earnings as DI income receipts since its operations in Country C counted as DI. Now,
since the foreign assets are held as a portfolio investment, it only receives investment
income on the share of income paid out as dividends. This reduces the current
account balance for Country A, as some of the firm's profits are held back and added
to retained earnings.

The converse effect is reported for Country B. It now receives all of the investment
income generated by the direct investment assets it has vis-a-vis Country C, but the
offsetting entry related to the portfolio equity holdings of shareholders in Country A
is only recorded when dividends are paid out. Since the firm keeps back some profit,
this boosts the current account of Country B.

In this example, the financial account is the mirror image to the measured current
account balances. The international balance sheet of Country A records an increase
in portfolio equity assets and that of Country B records an increase in portfolio equity
liabilities. Therefore, in purely economic terms, the two countries are in much the
same situation as before the redomiciliation. Thus, despite the impact on the current
account, which is likely to dominate headlines, the financial account and the
international balance sheet are not affected in the same way.8

These effects are not only theoretical possibilities. The effect of corporate
globalisation on the national accounts of a number of small open economies has
been well known for some time (Beusch et al (2017)). More recently, substantial
measurement challenges have also emerged for several large advanced economies.

For example, the significant presence of multinational firms in Switzerland is
associated with a substantial measured current account surplus (Jordan (2017)). This
is in part due to the profits earned abroad by multinational enterprises resident in
Switzerland being attributed to that country despite the owners of those firms
residing outside Switzerland. Dividend payments to the ultimate owners dissipate
some of the profits that flow to the headquarters, but only partially (due to the
asymmetrical accounting treatment of DI income and PI income, described above).

Furthermore, in the past decade, a number of UK and US firms have relocated
their headquarters to Ireland, leading to an upward shift in Ireland’s receipts of
investment income. This development has led to an overstatement of the recording
of net primary income for Ireland and consequently of its measured current account.*?

Conversely, since 2011 the United Kingdom has experienced a deterioration in
its net primary income, predominantly reflecting a decline in receipts of investment
income inflows (Lane (2015), ONS (2016), Burgess and Shanbhogue (2017)). This has
consequences for the interpretation of the evolution of the UK current account,
particularly in the light of the increased correlation between the current account and
investment income since the early 2000s (Forbes et al (2017)).

Mobility of intangible assets across countries

The rise of the knowledge economy and the use of intellectual property (IP) as capital
assets in the production of technology have also had a critical impact on the

18 See Borio et al (2014) for a detailed discussion of the relation between the current account and

financial account in the balance of payments.

19 While net primary income is overstated, it continues to be negative on a net basis, reflecting the

investment income payments to parents of multinational firms with subsidiaries resident in Ireland.
For more detail, see Everett (2012), Fitzgerald (2013), Lane (2015), and CSO (2015).
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measurement and interpretation of GDP and balance of payments statistics. IP is a
type of intangible asset and includes research and development, copyright and
computer software.?® According to the 2008 System of National Accounts (SNA)
framework, the booking of exports and imports depends on the economic ownership
of IP.21 As a consequence, the relocation of IP across countries, typically motivated
by the tax planning activities of global firms, can change the geographical location
where exports and imports are recorded. The relocation of mobile capital assets can
also affect measured GDP and GNI, via its impact on depreciation. This form of
financial engineering is no longer predominantly channelled through offshore
financial centres, but also affects the national accounts of advanced economies (for
example Ireland, Switzerland, the United Kingdom and the United States).

In what follows, we use another hypothetical example to illustrate how (i) the role
of trade in services and (ii) the relocation of IP across countries affect the trade
balance and the current accounts of the relevant countries.?

Once again, we use the post-offshoring world from the simple stylised example
described in the bottom panel of Table 1 as a starting point. We enrich the example
in two ways. First, we now assume that production uses IP inputs. Second, in contrast
to the previous examples, we now allow for the existence of local (labour-related and
other) costs.

Reflecting the first additional assumption, Country A exports IP services (required
to manufacture the product) to Country C and receives a royalty service fee of 10
(Table 3, top panel). Country A also pays a (contract manufacturing) service fee of 20
to the manufacturer in Country C, which in turn has to pay local (labour-related and
other) costs of 5 in addition to the above royalty service fee of 10. The profits of the
manufacturer in Country C (equalling 5, that is the service fee of 20, minus the royalty
fee of 10 and the local costs of 5) are transferred back to Country A as primary income.
Country A also records imports (80) and exports (110) of goods. Thus, the product,
which is manufactured in Country C and sold to the rest of the world, boosts the
exports of Country A, even though it never physically crosses A’s border.??

Now, suppose the firm relocates its IP assets from Country A to Country B
(Table 3, bottom panel). The physical production process remains unchanged, but the
relocation of IP assets has implications for the trade balances of A and B. The parent
firm in Country A is no longer exporting services related to its intangible assets — this
income (to the extent it comes from a third country) is now earned by the subsidiary
in Country B, which is now the economic owner of the IP. The subsidiary in Country B
is now (i) exporting IP services to the manufacturer in Country C (the subsidiary in B
receives a royalty service fee of 10 from the manufacturer in C) and (ii) importing
contract manufacturing services from the manufacturer in Country C (the subsidiary

20 IP is formally defined in the current international statistical framework as “the result of research,

development, investigation or innovation leading to knowledge that the developers can market or
use to their own benefit in production because use of the knowledge is restricted by means of legal
or other protection” (paragraph 10.98 of UN-EC-IMF-OECD-WB (2009)).

2 The 2008 SNA framework distinguishes between legal ownership and economic ownership (see

paragraph 2.47 in UN-EC-IMF-OECD-WB (2009)).

2 For a detailed discussion see Stapel-Weber and Verrinder (2016).

3 The production inputs of goods under a contract manufacturing arrangement remain under the

economic ownership of Country A. Country C is providing a manufacturing service as part of this
subcontracting production process.
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Effect of external manufacturing and capital asset relocation Table 3
Pre-relocation of capital asset
A C D
HQ Manufacturer  Rest of the world
Goods exports 110 0 80
Goods imports 80 0 110
Services exports 10 20 0
Services imports 20 10 0
Trade balance +20 +10 -30
Primary income credit 5 0 0
Primary income debit 0 5
Net primary income +5 -5 0
Current account balance +25 +5 -30
Post-relocation of capital asset
A B C D
HQ New location of IP Manufacturer Rest of the world
Goods exports 0 110 0 80
Goods imports 0 80 0 110
Services exports 0 10 20 0
Services imports 0 20 10 0
Trade balance 0 +20 +10 -30
Primary income credit 25 0 0 0
Primary income debit 0 20 5
Net primary income +25 -20 -5 0
Current account balance +25 0 +5 -30

Compensation of employees, other investment income, and NSI are assumed to be zero. +/-sign indicates a positive/negative balance in the
trade account, a surplus/deficit balance for the current account and net receipts and net payments on the primary income account,

respectively.

in B pays a fee of 20 to the manufacturer in C).2* Furthermore, the exports (110) and
imports (80) of goods, which were previously booked by Country A, are now booked
by Country B, where the economic ownership of the IP assets now resides.?> Country
A receives primary income of 25, comprising 20 from the relocated IP in Country B
and 5 from the profits of the manufacturer in Country C.

So far, we have focused on the trade balance. In a baseline scenario, there should
be no impact on current account balances, because of the offsetting impact on net
primary income. For Country A, the decline in net exports should be exactly offset by
the increase in investment income receipts, since the parent in Country A is still the
ultimate owner. Similarly, the profits earned by the subsidiary in Country B from

% In practice, there will also be a negative effect on the net profits of the foreign subsidiary through

the recording of depreciation on the capital stock. For simplicity, the explicit treatment of
depreciation is not included in this stylised setup. See Lane (2017) for detailed information on the
effects of depreciation on the current account when the domestic capital is owned by a foreign

investor.
% Achange in economic ownership takes place when the final goods are sold by Country B to the rest

of the world.
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exporting IP services to Country C and goods to the rest of the world will be exactly
offset by an accrued increase in DI income flowing to Country A.

The relocation of IP assets across countries also has implications for international
balance sheets. In the scenario we have been discussing here, there will be a shift
increase in the external liabilities of country B and the external assets of country A by
the corresponding value of the IP relocated, reflected in the stock flow adjustment
(SFA) component of the net international investment position (NIIP) (see equation 4
in the box). This is due to the intra-group accounting treatment of the relocation of
the IP, which is recorded as an increase in the IP assets of the foreign subsidiary
resident in Country B, coupled with a simultaneous increase in the (external) liabilities
of the subsidiary to its parent firm in Country A (or some related subsidiary). This will
be reflected in a corresponding increase in the external assets (direct investment
component) of Country A through the SFA component.

The latter two phenomena were recently experienced by Ireland. The relocation
of the corporate structures of global firms to Ireland, combined with relocation of
intangible assets (in the form of IP) and the increased globalisation of production
processes (including contract manufacturing and aircraft leasing), has significantly
affected its national accounts. In July 2016, the National Income and Expenditure 2015
results for Ireland reported real GDP growth of 26% and real GNI growth of 19%.2°
Following the recommendation of a domestic Economic Statistics Review Group, the
Central Statistics Office, Ireland’s national statistical agency, published a number of
modified economic indicators that account for the distortions arising from the
globalised nature of the Irish economy. One example of the modified indicators is
GNI*, which excludes the investment income flows related to redomiciled global
firms, the depreciation of intellectual property products and distortionary effects
related to aircraft leasing (Lane (2017)).

This section has offered stylised examples of how globalisation in its many
complex and dynamic forms has increased the complexity of accounting for the
activities of global firms in the international statistical framework, and therefore the
interpretation of a key economic indicator and its components. In the next section,
we examine the quantitative importance of these restructuring developments.

Quantitative importance

Financialisation of the current account

The post-World War II increase in global external financial openness accelerated
sharply between the mid-1990s and the GFC.?” Spurred by financial liberalisation and
innovation, external assets and liabilities surged from a combined total of less than
150% of GDP in 1995 to over 400% in 2007 (Lane and Milesi-Ferretti (2018)). The GFC
seemingly brought to a halt the rapid rise in external financial openness, with the

% The relocation of IP to Ireland boosted GDP through (i) a one-time increase in investment and (ii) an

increase in contract manufacturing, which gave rise to greater trade in goods and services. It also led
to a significant increase in the recording of depreciation, due to the increased stock of capital
(ultimately legally owned by a foreign parent), which positively affected GNIL.

2 The post-World War Il increase in external financial openness was a part of the second major wave

of globalisation. The first major globalisation wave, which lasted from the early 1800s to World War I,
also saw a substantial increase in both real and financial cross-border linkages.
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global stock of external assets and liabilities contracting to slightly under 400% of
GDP in 2015 (BIS (2017b)).

Given the expansion in gross assets and liabilities, a focus on the trade balance
when measuring external imbalances ignores the dynamics of international trade in
financial assets (Lane (2015), Lane and Milesi-Ferretti (2018), Forbes et al (2017)). The
importance of gross primary income flows (relative to gross trade flows) rose steadily
between the mid-1990s and the GFC. This largely reflected the rapid pre-crisis
expansion of the stocks of cross-border financial assets and liabilities (discussed
above). This trend was most pronounced for financial centres (FCs), where the ratio
of gross primary income flows to gross trade flows more than quadrupled from 14%
in 1995 to 65% in 2007. The relative importance of primary income flows also rose
considerably for (non-FC) advanced economies (AEs) — from 12% in 1995 to 23% in
2007.

The post-GFC pullback in gross external financial positions (together with the low
interest rate environment) reversed this trend, but only partially. The 2015 level of the
ratio of gross primary income flows to gross trade flows was still roughly three times
that in 1995 for FCs. By contrast, the respective ratio remained relatively flat for EMEs
both before and after the GFC.

Delving deeper into the main components of primary income flows reveals that
the relative importance of direct investment income has increased sharply since the
1990s (Graph 1). This is the case not only at the global level, but also for all major
country groups. The rise is especially notable in the case of FCs. The increase was
primarily driven by the growth of offshoring.

Some country experiences highlight the incidence of these trends (Graph 2). In
the case of the United States, the growing (positive) net primary income component
of the current account has partially offset its trade balance component (Graph 2, left-
hand panel). As a result, it has driven a considerable wedge between the current
account balance and the trade balance during the post-crisis period. By way of
contrast, as documented by Lane (2015), Forbes et al (2017) and Burgess and

Gross direct investment income flows as a percentage of gross trade flows? Graph 1
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1 (Direct investment income, debit + direct investment income, credit) / (exports + imports). 2 AT, AU, CA, DE, DK, EE, ES, FI, FO, FR, GR, IS,
IT, JP, LT, LV, NO, NZ, PT, SE, SI, SK and US. 3 BE, CH, CY, GB, IE, LU, MT and NL. * AO, AR, AZ, BD, BG, BR, BY, CL, CN, CO, CR, CZ, DO, DZ,
EC, EG, ET, GT, HR, HU, ID, IL, IN, IQ, IR, KE, KR, KW, KZ, LK, MA, MM, MX, MY, NG, OM, PE, PH, PK, PL, RO, RU, SA, SD, TH, TR, UA, UY, VE and
ZA.

Sources: Lane and Milesi-Ferretti (2018); IMF, Balance of Payments Statistics.

BIS Quarterly Review, March 2018 59



Decomposing the evolution of the current account

Selected countries’ balance of payments components, as a percentage of GDP Graph 2

United States United Kingdom Ireland
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balance income income

Sources: IMF, Balance of Payments Statistics and World Economic Outlook.

Shanbhogue (2017), the primary income component has played a substantial role in
the post-crisis deterioration of the current account balance of the United Kingdom
(Graph 2, centre panel). In the case of Ireland, the primary income component of the
current account is close to a mirror image of its trade balance component (Graph 2,
right-hand panel). Interestingly, the contribution of primary income to the Irish
current account balance exceeded that of net exports of goods and services even
before the GFC, reflecting the presence of significant multinational corporate activity.

Tracking corporate profits and cash holdings

The increased relative importance of direct investment income (DII) flows (illustrated
in Graph 1 above) suggests that global firms’ foreign profits merit special attention.
Conceptually, there are three types of corporate profits that could affect the
measurement of domestic and national income for a given country (Table 4). First,
the profits of domestically headquartered corporates operating in the home country
are recorded as part of both domestic and national income. The profits of corporates
in that group do not affect the current account (top left-hand cell). Second, the profits
of domestically headquartered corporates operating abroad contribute to national
income, but are not a part of domestic income. These are recorded as DII-credits and
boost the current account (bottom left-hand cell). Third, the profits of foreign-owned
corporates operating in the home country contribute to domestic income, but are
not a part of national income. They are recorded as DII-debits and have a negative
impact on the current account (top right-hand cell).

Thus, DII reduces the current account of the country in which it is generated and
boosts those of (i) the country in which the company is headquartered and (ii) the
countries in which the company’s shareholders reside. In economic terms, all the
benefits (abstracting from labour income) accrue to the countries in which the
shareholders reside. In accounting terms, however, the positive current account
impact is split between the countries in groups (i) and (ii) above because of the
asymmetrical treatment of DII relative to portfolio investment income (PII) in the
existing balance of payments framework (discussed above). The split depends on the
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Classification of corporate profits Table 4

Country of Country of headquarters:
operations: Home Rest of the world
Home Domestic profits Direct investment income (debit)

Rest of the world

Direct investment income (credit)

proportion of DIl which is not distributed to shareholders. Such "undistributed profits”
could take the form of either DII reinvested earnings (DII_RE) or dividends paid from
an affiliate to a parent, which are added to the corporate cash pile rather than paid
out to shareholders.?®

As a consequence, one can expect to find the following empirical relationships
in the data. First, for countries (such as FCs) in which global firms tend to be
headquartered, there should be a positive correlation between the current account
balance and the portion of direct investment income that is not paid out to
shareholders, measured as the difference between DIl (credit) and Pl (debit). Second,
for countries (such as AEs) in which the shareholders of global firms tend to reside,
there should be a positive correlation between the current account balance and Pll
(credit). Finally, for countries (such as EMEs) that tend to host the operations of global
firms, there should be a negative correlation between the current account balance
and DIl (debit).

Graph 3 presents evidence for the existence of the above relationships. The top
panels reveal that there is a strong positive correlation between the portion of direct
investment income that is not paid out to shareholders and the current account
balances of three FCs (the Netherlands, Switzerland and the United Kingdom) that
host the headquarters of internationally active corporates. Similarly, there is a strong
positive correlation between the PII (credit) flows and the current account balances
of three AEs (Germany, Sweden and Denmark) in which the shareholders of many
global firms tend to reside (middle panels). Conversely, there is a strong negative
correlation between the DII (debit) flows and the current account balances of three
EMEs (South Africa, Turkey and Brazil) that host the operations of global firms
(bottom panels).

The increase in the undistributed profits of global corporates has manifested
itself not only in the current account balances of a number of countries, but also in
the evolution of the cash holdings of large multinational non-financial corporates
(Graph 4). Those cash holdings have risen sharply since the GFC (Graph 4, left-hand
panel) and account for an increasing share of corporate assets (Graph 4, centre panel).

As a result, the conventional notion of non-financial corporates (NFCs) acting
exclusively as borrowers in international financial markets has become increasingly
outdated. NFCs have grown to become important lenders to a number of major
sectors. For instance, NFCs provide credit to sovereigns and corporates via their bond
purchases.

% As discussed earlier, these undistributed profits should be captured in the financial account of the

balance of payments under the reinvested earnings component of direct investment and affect the
dynamics of the net international investment position (since, all else equal, the value of portfolio
equity liabilities should rise in proportion to the scale of retained earnings). The net international
investment position, however, receives less attention than the traditional current account balance.
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Investment income and current account balances

Annual values 1990-2016, as a percentage of GDP Graph 3
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NFCs are also important providers of funding to banks. As illustrated by Aldasoro
et al (2017), banks outside the United States have reported considerable increases in
their US dollar-denominated deposits from non-banks since the GFC. This source of
funding has more than offset the run-off of eurodollar deposits by US money market
funds that took place in 2016 (BIS (2017a)). The recently enhanced counterparty
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Non-financial corporations’ cash holdings and deposits Graph 4
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months at the time of purchase. 2 Public non-financial corporations (NFCs). 3 The top 100 public NFCs (ranked according to the US dollar
value of their cash holdings as of end-2016) for which data are available from 2007 onward. “ Internationally active banks' deposit liabilities
to non-financial corporations for the 22 countries that report an enhanced counterparty sector breakdown (going at least as far back as Q1
2015) to the BIS locational banking statistics.

Sources: IMF, World Economic Outlook; Capital IQ; BIS locational banking statistics.

sector dimension of the BIS locational banking statistics reveals that NFCs' deposits
in BIS reporting banks have grown by nearly 20% between end-March 2015 and end-
September 2017 (Graph 4, right-hand panel). Thus, the undistributed profits of NFCs
have contributed to keeping global liquidity conditions relatively loose, despite a
number of factors pulling in the opposite direction.

Conclusions

Given the measurement issues discussed in this special feature, policymakers should
exercise caution when using rules of thumb developed for a bygone era. For example,
debt/GDP and credit/GDP ratios may not be good measures of financial system
vulnerabilities for some countries, as the denominator does not adequately capture
the size of the domestic economy. Unfortunately, the current national accounting
framework creates obstacles to the accurate interpretation of key economic indicators
by stakeholders including the official sector, financial market participants and
researchers. The complexity of global firms indicates that additional measures are
necessary. Such measures should augment the traditional national accounting
framework by looking through the “islands” with the ultimate goal of creating
consolidated national accounts.

A number of data initiatives now under way point to progress in addressing these
problems, as recognised in the G20 Data Gaps Initiative. These include the Legal Entity
Identifier initiative to identify distinct legal entities and link them to the ultimate
parent group;? the various data sets collected by the BIS on a consolidated basis —
eg the consolidated banking statistics, the G-SIB data hub collection and the

% www.leiroc.org/.
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international debt securities; Ireland’s concept of GNI*, which strips the depreciation
of foreign-owned capital assets from the measurement of domestic income; and the
foreign affiliate trade statistics.

The residence-based and the consolidated accounting frameworks should be
considered complementary rather than mutually exclusive. The consolidated
accounting framework, while newer and more suited to addressing some of the
measurement issues discussed here, is not unconditionally superior to the residence-
based framework along all dimensions. Instead, its real benefit would be in providing
a useful supplementary perspective, whose relevance would naturally depend on the
question that is under investigation.
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