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1. INTRODUCTION

Income on direct investment comprises the parent
company share (after corporate taxes—including
withholding taxes—in the host country) in (1) the
camings of foreign subsidianies and other incorpo-
rated affitiates. (2) the eamings of unincorporated
branches in foreign countries, and {3) interest received
from {or paid to, as a negative item) foreign-incor-
porated affiliates and branches. It includes neither
rovalties for the use of patents, trademarks, and the
like nor fees for administrative and other services,
which are classified as miscellaneous services in the
balance of paymenis accounts,

There are various possible causes of asymmetrical
reporting of direct investment income other than
simple differences in measurement of the same trans-
action by the two sides. For one thing, the definition
of direct investment is difficult to reduce to a simple
quantitative measure of degree of control;® it is not
certain that a particular entity would be considered
a direct investment by both countries involved. How-
ever, in practioe this problem is not quantitatively

* Iin thee International Monetary Fand's Baboaoe of Peymends AManual
{Washington. 4ih ed., 1977), direct nvestment b defined as
“inveitmenl that is made to aoguine a lasting inferest in an
enferprise operating in an economy other thamn that of the imvestor,
thie investor's purpose being 10 have an effective volce in the

mspagrment of the enterprise” (p. 1)

very important, because the bulk of direct investment
is in the form of branches or majority-owned subsi-
diaries, which are virtually certain to be defined as
direct investment by both the investing country and
the host country.® Nevertheless, there may sometimes
be a problem, in large and complex economies, in
identifving those enterprises that are effectively con-
trolled from abroad or that have foreign affiliates.

Moreover, the proper geographic allocation of
direct investment income is often elusive, especially
when there are intermediary affiliates in third coun-
tries. Exchange rate fluctuations may also affect the
way in which direct investment earnings (particularly,
as will be noted below, retained earnings) are con-
verted from the host currency to the investor currency,
or o a third currency.

In the Fund's statistics, direct investment income,
as defined above, is separated into two parts: rein-
vested earnings (RE) and other direct investment
income (ODN). The former includes the investor's
share of that portion of the net profits of subsidiaries

=ln IWEL o total LLS. shiredd investmend aboosd (escluding
ankimg) of 5198 billion. STHS hon, or 91 peroend. was invesied
in mapority-owned affilksies, incduding both incorporated and
wianiorporated entides. See US Depantment of Comemeroe, -
rosu of Eoohomie Analysks, 1S Dt [aoestioend Abad 1942
Bencfrsrrk Sormey Dite (Washingion, 1986), pp 160, M1
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36 IV INCOME ON DIRECT INVESTMENT

and other affiliates not paid out as dividends” plus,
where identifiable, that portion of the eamnings of
branches not remitted to the home office. The latter
(0D} then consists of dividends, interest, and branch
profits (to the extent they are not included in RE).
The extent to which branch earnings are in practice
divided between RE and OD] in the statistics is not
clear. Among major creditor countries only the Uinited
States, the Federal Republic of Germany, and the
Netherlands are known to make this accounting
division;® most other countries seem to enter total
branch profits as income debits or credits,” with any
unremitted portion being reflected (without separate
identification) as part of the capital flow from the
parent organization. The separation of reinvested
branch profits does not affect the international ac-

A more accurabe momenclalure would be “undstributed,”
rather than “reinvested.” camings. Dividends themselves may be
“reinvested "’ if they are merely credifed to an inftercompany account
imstead of being remitbed soross the eschanges. In that case, the
indreass in accounts payable b the parent would be sccounted for
ai a capital inflow to the host country. This ambiguity is one
reason for incleding all direct investment carnings, whether de-
clared as dividends or not, in the current acoount. But another
redson for doing so s the fairly widely acoepted principle that net
income on foreign disect investment, whether distributed or not,
should be regarded &5 part of the el income and prodisct of the
investing. rather than the host. country, This princple, however,
has not been incorporated inte the Uinabesd Mations” System of
Matianal Asdoiints.

* Which = im aocoed with thie Fand's Masal

* Countries relving solely on eschange records would presumably
record nul:..' remadlied branch ;pml'l!l..

Table 9

RECAPITULATION OF ADJUSTMENTS TO
DIRECT INVESTMENT INCOME, 1983

(i bilitans of U.S. dolars)

Credit Debit Balance

Reimested eamngs
Ag repored o Fund 139 4.0 a9
Comeclions 1o reported
cata + 14 +4.5 +28

Adpstmend for countrias
not repoting resmeesied

Bamings -0.5 +128 =133

Adpusted total 208 2.3 =05
Cher direct imvestment income

As reporied 1o Fund 223 38 =115

Correclionsto reporieddata  +7.6 +2.2 +54
Allowance lor incomplete

reponting +05 +05 -0.0
Adusied otal 0.4 S5 5 -6.2

counts; only the division between RE and ODI is
invalved,

The net overall discrepancy on direct investment
income in 1983 (the vear on which the study is
focused) was only minus $1,594 million, but this
consists of an excess of credits on reinvested earnings
of 59935 million and an excess of debits on other
direct investment income of $11,529 million. As will

Table 10

RECONCILIATION OF STATISTICAL DISCREPANCY ON DIRECT
INVESTMENT INCOME: REINVESTED EARNINGS, 1983

{in millions of U.S5. dollars)

Credit Dabit Balants

1. As reported to Fund 13,932 3847 + 8 535
2. Additions from questionnaings 3623 4,638 = 1015
3. Fund data adjusted 17.555 8635 + 8. 920
4. Adpestment for U5, capital

g and losses' +6.542 — 429 +B.971
5. Adjstment for U5, reimaested

et Garmings” -2.762 +320 -3.082
6. Adpstment fof credits nod

malched by debits? 412 789 =12, 780
I Adpestment 1o debils not

malched by credils' - 463 =463
B. Adpssted tobal 20,872 21,315 — 443

' Total capital gans and lossos. reakoed and unrsalioed
*To treal all beanch samings as remitted

1 Armoynis receed by the United Stades. the Uned Kingdom, the Feteral Republc of Gemmany, and the Melhedands rom counbies not
repoting reaveashad camings. Inclusdes the oacess of credils reponied Dy those COURNES wik-§-w8 the Netherlands Antlles, Panama, snd

Switzeeland over fodad debits reporied by the latler three countries

* femounis cebiled by the counlries Mentioned in I0oNote: 3 agains! couniries mol MMpoiting rermesiad samings crédils.
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REINVESTED EARNIMNGS 37

be explained in more detail below, the large excess
of credits on RE is more than accounted for by the
failure of most countries, in their balance of payments
reports to the Fund, to include undistributed profits
in either their current or capital accounts. However,
since several investor countries that are major credi-
tors in this respect (the United States, the United
Kingdom, Awustralia, the Federal Republic of Ger-
many, and—in its response to the income question:
naire—the Netherlands) do include them, it is not
surprising that reported RE receipis greatly exceed
reported payments. Other specific adjustments to RE,
which, on balance, added to the excess of reported
credits, are shown in Table 10 and are described in
detail in the immediately following section. In the
section after that, the adjustments to QDI (Table 12)
are discussed; some of the factors involved are com-
mon to both sets of data, such as the inconsistent
treatment of branch profits and the entire omission
of cerfain economies from the Fund's data.

Many of the gaps or asymmetries, especally on
ODI, do not affect the overall balance on current
account or the total balance on account of investment
income, since offsetting adjustments are required in
“other investment income.” (See Chapter V.) Never-
theless, for present and future analytical purposes, it
is important to identify inconsistencies in individual
types of transactions, even though they do not affect
the investment income accounts or the current ac-
count as a whole.

For the convenience of the reader, the various
adjustments to the data, shown in detail in Tables 10
and 12, are summarized in Table 9.

As can be seen, a significant part of the initial
discrepancies can be explained by identifiable incon-
sistencies or omissions in the reported data, but a
considerable gap is left to be explained. The remaining
ODI discrepancy may well include large but offsetting
inconsistencies in the reported data. However, the
Working Party has identified several countries (Ta-
ble 16) that reported larger debits on ODI than are
accounted for by the major creditor countries that
provide geographic breakdowns of their credits on
this account. Consequently, the Working Party be-
lieves that further progress in reducing the excess of
reported debits can be made on the basis of such
comparisons. Effecting the necessary corrections will
require collaboration among national compilers, as-
sisted by the Fund, to locate the reporting discrep-
ancies and to agree on the appropriate changes
necessary to produce consistent statistics.

2. REINVESTED EARNINGS

The balance of payments data for 1983 reported
to the Fund’s Bureau of Statistics show an excess of
credits of $9.935 million on EE account. (See Ta-
ble 10, line 1.) However, various adjustments to the

Table 11

REINVESTED EARNINGS IN 1983:
BILATERAL COMPARISONS

fin millions of U.S. dollars)
Credgiior  Deblor
Data Data  Discrepancy
US. invesimeni in
United Kingdom 1.279 S64" 35
Germany, Fed, Rep, Fl- =8 3
Matheriamds fd 455 282
Total 2. TE4 1414 1.370
UK. invasimeni in
Limled Stales 577 927 - 350
Germany, Fed. Rep. 128 - 186 34
Metherlands 156 71 125
Tolal 901 a2 1]
German ewesirment in
United States L - B
United Kingdom 1 40 — 30
Matherlands i a4 - BG
Total G4 103 =35
Dutch evvesirment in
Linited States T24 442 202
United Kingdom A 132 177
Gemmany, Fed. Rep =133 -8 - 125
Tatal S LE6 334
Total, four countres 4. 648 2 695 1,754
Mot The LK. cala exchede the peiroloum indusiry. (Soe Ap-

pendi il.)

" Estimatad from comibingd total for the Linited States and Canada
reported figures are necessary to pick up some revi-
sions by the compilers and to eliminate certain large
inconsistencies among riers.

First, the responses to the Working Party’s ques-
tionnaire included certain information, some of which
was supplied on a confidential basis, which was not
reflected in the Fund’s data. The (net) additions were
somewhat larger for debits than for credits (Table 10,
line 2). Presumably, some or all of these revisions
and additions will be reflected in subsequent editions
of the Balance of Payments Statistics Yearbook.

Second, the data reported by the United States
(credits $9,602 million; debits §96 million) require two
adjustments to make them comparable with the amounts
likely to have been reported by the partner countries.
In the first place, in calculating reinvested sarnings,
the U.5. compilers deducted from foreign subsidiary
and branch earnings an amount of 56,542 million for
net capital losses, This amount reflects both realized
and unrealized capital gains and losses, the latter
resulting primarily from converting the financial assets
and liabilities of the foreign enterprises from host
country or other foreign currencies to U.S. dollars at
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38 v INCOME ON DIRECT INVESTMENT

Table 12

RECONCILIATION OF STATISTICAL DISCREPANCY
ON OTHER DIRECT INVESTMENT INCOME (ODI), 1983

{in mithions of U.S. dofars)

Cradit Dhebi et

Oiher avect invesiment iNCome
1. Data a5 reponed to Fund 22,265 33,704 - 11,528
2. Addiions from quesbhonnaires 2,039 2540 - 501
3. Fund data adjusted 24,304 36,334 - 12,030
4. Interest: Melhertands Antiles aHili-

ales of US. enerprises + 2,760 +2 760
5. U5 branch earmings adjustment +2.762 - 320 +3.082
6. Adjustment for trangactions of four

e couEnines " walh counmnes

not reporting 0D separately from

income on ciher invesiments + 501 + 2643 -2.142
7. WS ALK transactions with Ber-

musda, the Cayman Islands

Haong Kong, efc. + 30 +1.903 - 1873
8. Saudi Arabian adjstment = 4,000 +4,000
8. Adjusted total 30 357 36,560 -i5,203

The Unibed States, the Uniled Kingdom, fhe Methedands, and ihe Federal Republic of Genmany

a lower rate (for most foreign currencies) at the end
of 1983 than that which prevailed at the beginning of
that vear. Mo such adjustment would be relevant to
the host countries, which generally maintain the ac-
counts in their home currencies. (Any conversions of
reported balance of payments data—to, say, U.5.
dollars or SDRs—are usually made at the average
exchange rate for the period.) An adjustment to elim-
inate this anomaly is shown in line 4 of Table 10.

Realized gains and losses constitute a small part
of the total of $6,542 million, according to information
supplied by the U.5. authorities. There is a possibility
that at least part of the realized losses may also have
been recognized by the partner countries and there-
fore would not have caused any discrepancy. But the
individual country data supplied by the U.S. author-
ities, which were used in caleulating the adjustment
shown in line 4, were exclusive of all capital gains
and losses,

The comparable entry on the debit side probably
does not include any significant amount for exchange
fluctuations but does include changes in market
values of investment portfolios, particularly in the
insurance industry. The adjustment is minus 5429
million (line 4, second column)—that is to say, the
recorded figure included capital garns of that amount.
Again, it is possible, but not likely, that such capital
gains would be reflected in partner country statistics.

A second adjustment is made in the U5, data to
transfer “reinvested” branch profits from RE to ODI

in order to make the U.S. data more comparable with
those of most other countries, which, as stated above,
seem generally to include total branch profits in ODI.
This adjustment is shown in Table 10, line 5, on both
the credit and debit sides of the account. (Reinvested
earnings of U.5. branches of foreign enterprises were
negative in 1983.)

In addition to these adjustments in reported fig-
ures, there is another adjustment required (line 6) to
recognize a large gap in the reporting of reinvested
carnings. As noted above, credits are reported by
four major investing countries' (the United States,
the United Kingdom, the Federal Republic of Ger-
many, and the Netherlands) as having been received
from counfries or termtories not re ing RE, or that
are not included in the Fund's data (Bermuda, the
Cayman lslands, and Hong Kong). In addition there
is an excess of identifiable receipts reported by these
countries from two major offshore areas (Panama and
the Metherands Antilles) and Switzerland over the
total amounts of debits shown by those three report-
TS,

The first of these adjustments was obtained es-
sentially by subtraction. The receipts of the creditor
countries from all countries reporiing RE debits were
calculated. Some estimating was required, notably in
the cases of countries included in somewhat broader

" The Australian data wiene of & liscal year basis and were nol
emphoved in this caboalagion,
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OTHER DIRECT INVESTMENT INCOME

groupings in the creditor countries” reports or where
RE and OD were not shown separately. The receipts
thus calculated were deducted from total RE credits
reported by the four investing countries and the
difference, amounting to 510,167 million, is part of
line & of Table 10

As to the adjustment for Panama, the Netherdands
Antilles, and Switzerland, it seems clear that these
countries (among, possibly, several others) do not
consider as residents for balance of pavments pur-
poses certain local subsidiaries and branches of for-
eign enterprises which engage only in international
transactions and do little or no business with other
local residents. The excess of identifiable RE receipts
by the four creditors over lofal RE debits (to all
countries) by these three host countries was 52,622
million, the remaining part of the total in line 6.

An analogous adjustment (line 7) was made for
RE debits reported by the same four countries against
countries not reporting RE credits. Again, the amount,
minus 5463 million, was estimated by deduction—
that is, the amounts reported by these countries as
RE debits against each other' were deducted from
their total RE debits. The remainder was assumed to
represent debits against (1) countries included in the
Fund’s reports but not reporting RE credits, and (2)
areas not included in the Fund’s data.

A geographic allocation of the net adjustments to
RE is shown in Chapter IX. About half of the total
adjustment of $10.4 billion was applicable to industrial
Ccountries.

After making the foregoing adjustments there
remains a negligible statistical discrepancy (excess of
debits) of $443 million on this account. But it may be
useful to observe at this point that the failure of
debtor (host) countries to include BE in their balances
of payments tends to understate both (1) the income
accruing to nonresident investors, thus understating
their current account deficits, and (2) the correspond-
ing net inflow of foreign capital.

Moreover, it 8 virtually certain that the small
remaining discrepancy conceals inconsistent report-
ing among those countries that include RE in their
statements. As a partial test of this possibility. the
bilateral data for four countries were compared for
consistency; the results are shown in Table 11. Among
the four, reported credits exceeded reported debits
in 8 out of 12 cases; the total (net) excess was 51.8
billion. However, the omission of data on the petro-
leum industry from the United Kingdom data, and
the presence of known inconsistences between coun-
tries im their methods of allocating the data geograph-
ically, make it inappropriate to use these results to
further adjust the world totals,

U The geographic detail availstde was not sufficient b include
deebits to coanbries reporting RE. ather than among the four magor
investing countries themsehoes,

3. OTHER DIRECT INVESTMENT INCOME

Other direct investment income (OD1) includes
dividends, that portion of branch profits considered
to be remitbed, and interest—all net of withholding
taxes. Interest is measured net—that is, any interest
paid by a parent company or by a domestic affiliate
thereof to a foreign affiliate is treated as negative ODI
receipts and not as income payments by the investor
country,®

The asymmetry in this account for 1983, according
to Fund data, was minus 511,529 million. (See Table 12,
line 1.) Revisions reported in the questionnaires and
other data submitted to the Working Party, but not vet
incorporated in the Fund’s data, add $2,039 million
to eredits and 52,540 million to debats.

Again, the L5, data must be adjusted to make
them compatible with the data reported by partner
countries, First, the U.5. balance of payments data
reflect 34,246 million of interest paid to financial
affiliates incorporated in the Metherlands Antilles as
negative O receipts. These companies issued bonds
in the Euromarkets and, in the main, loaned the
proceeds to their U.S. parent companies. The interest
paid by the latter is used by the subsidiaries to pay
interest on their outstanding bonds, to cover non-
interest expenses, and to generate net earnings; the
latter are included in the LS. data as earmings on
direct investment in the Metherlands Antilles, The
balance of payvmenis reports of the Netherlands An-
tilles apparently omit these transactions entirely.
Presumably, the interest received by the bondholders
is recorded, if at all, as portfolio investment income
received from the United States by the countries
where the bonds are owned or held. Information
supplied by the U.5. Department of Commerce in-
dicates that 52,760 million of the interest paid to the
Metherlands Antilles subsidiaries in 1983 was in effect
used to pay interest to nonresidents of the United
States, presumably bondholders. Shifting this amount
from (negative) direct investment income credits to
portfolio investment income debits (Chapter V) in-
creases ULS, and world credits on direel investment
income by the same amount. (See Table 12, line 4.)

Second, we must add back to 0D receipts and
payments for the United States the amounts of branch
profits considered as reinvested, but which were
eliminated from reinvested earnings. The amounts
for 1983 were 52,762 million in credits, and %320
million in debits. (See Table 12, line 5.)

There are quite a few countries, some of them
major, that do not report direct investment income
separately but include it with other private income,
although one cannot be absolutely certain that it is

¥ Inderest on balances between banks and their foreign branchies
and affiliates s, in general, treabed as “other,” mot dieect,”
investment incomie.
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40 IV INCOME ON DIRECT INVESTMENT

always so included.” Some, but not all, of these
countrics are shown separately in the data for the
United States, the United Kingdom, the Metherlands,
and the Federal Republic of Germany. ™ These four
countries combined reported receipts of 52,643 million
from, and payments of 3501 million to, countries that
have not vet made this breakdown. It is appropriate
to adjust the world data by these amounts, that is,
by adding the receipts reported by the four investor
countries to world debits and the payments reported
by the same four countries to world credits. This is
done in Table 12, line 6. Again, offsetting adjustments
will be required in portfolio income.

There are three economies with which the United
States and the United Kingdom report direct invest-
ment transactions (Bermuda, the Cayman Islands,
and Hong Kong) that are not national states and do
not provide balance of payments statements for in-
clusion in the Fund tabulation.” In addition, the
United States income under the area category
“international” (mainly from the operation of mer-
chant ships and oil dnlling rigs) that may not be
reported by any partner countries. The United States
and the United Kingdom together reported 51,903
million of ODI receipts from, and $30 million of
payments to, these arcas. Adjustment for this factor
1% made in Table 12, line 7.

Another identifiable discrepancy involves the bal-
ance of payments accounts of Saudi Arabia, which
show %4.3 billion of “oil sector investment income,”
classified as an “other direct investment income”
debit in the Fund’s balance of payments statistics.
However, very little is reported as direct investment
income receipts from Saudi Arabia in the g,u.'rp;mphic
data supplied by countries that were the major in-
vestors. The United States, the United Kingdom, and
the Federal Republic of Germany report specifically
on Saudi Arabia, noting total receipts of 5117 million,
In the absence of any evidence that the income is
being reported somewhere else in the world as an
income credit, it seems appropriate to adjust ODI
payments downward by, say, 54.0 billion (Table 12,
line 8).

The foregoing adjustments reduce the aggregate
asymmetry on this item by about half, but many
questions remain. Bilateral data between several ma-

U Switeerland, for the first time in 1983 meporbed reinvesied
earnings separaiely, although remitted earmings on direct invest-
meent were shill combimed with other investment indome. Some of
the countries conoemed made the separation in their gqueskonnaine
responses, =0 they no bnger need be included in Ehis sdjustment
Howrever, their future neports fo the Fund will have o be reviewed
1o ensure that such separation continues,

¥ Geographic data for other investor counlfies wene either
nonexishent or negligible.

¥ [ata for the Federal Republic of Germany and the Metherlands
on transactions with these areas wore either ronexisbent oF iIRcon-

seguential,

jor pairs of countries (Table 15), as well as other
apparent inconsistencies (Table 16), provide evidence
that the remaining discrepancy on direct investment
income account may well reflect significant bilateral
differences. These bilateral discrepancies will require
further study and, as suggested in the last section of
this chapter, the data could undoubtedly be improved
through collaboration among the compilers in the
countries concerned.

4. DIRECT INVESTMENT INCOME IN EARLIER
YEARS

For reinvested earnings, the same situation pre-
vailed in 1979 as in 1983 the United States and the
United Kingdom reported receipts [credits) for rein-
vested earnings from countries not reporting this item
(or mot included in the Fund totals) of $13,401 million.
This amount was added to total debils, as was done
for 1983 in Table 10, line & the results are shown in
Table 13.

While the remaining discrepancy is §1.6 billion, it
must be noted that, as was true for the 1983 data,
the adjustment for omitted debits can only be ap-
proximated. Similar calculations were not made for
the intervening vears; nevertheless, it seems reason-
able to assume that the bulk of the asymmetry on RE
in every yvear results from this factor.

The capital gainslosses included in the United
States data were as follows: 1980, loss, 51,624 million;
1981, gain, $426 million; 1982, loss, $2,146 million.
Adjustment for this factor would enlarge the excess
of credits in 1980 and 1982 and reduce it in 1981,

With respect to other direct investment income,
it appears that inconsistent treatment of income on
direct investments in Saudi Arabia was the major
factor in producing the excess of debits in most recent
vears, as shown in Table 14.

5. BILATERAL COMPARISONS

Within the time and resources available to the
Working Party and the Techmnical Staff, it was not
possible to reduce the remaining 0D discrepancy of
minus $6.2 billion in 1983 by quantifiable measures.

Table 13

DIRECT INVESTMENT INCOME: REINVESTED
EARNINGS, 1879

{In millions of U.S. dollars)

Credits  Debits e

3,355 11,5617 +11,784

+ 13401 =13.401

A reporied o Fund
Adpesiment for omitted debas

Acipusted 23355 24962 -1607
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Table 14

ASYMMETRIES ON OTHER DIRECT INVESTMENT
INCOME, 198082

(In millions of U.S. doiars)

1880 1981 1082

- 10,746 -11.320
=958 =6210

= 76048
=597

1. Global asymmetry
2. Saud Arabia, 0D deba
3. Of which: rellecied in

LS. and UK, credis =361 241 S08
4. Asyrametry not

aftributabile 1o Saud

Arabian data [(line 1

Mg ine &) manusg

limer 3] -3
5. Adjustments for LS

inberest payments o

Metherlands Antilles

afiliates 214 T4 1844
6. Aemaining asymmetry

{ling 4 phus ling 5) - 117

-2088 -5418

=1384 =34T4

* Th cwarall discrepancy in 1978 was only 577 million, Th Linited
States cid nol reporl separaledy on Saed Arabia in that year, bt i
appears that the amount included in the ULS. [olals was closa o
i clobil rellecied in the Saudi Amabian data

However, with the extensive bilateral data available
from four major countries, two further avenues of
partial investigation were possible. The first was to
compare the bilateral data among the four countries
themselves (and, in part, with Canada); the second
was to compare ODI receipts of the four countries
from a number of host countries with total QDI debits
reported by these host countries. The results are
presented in Tables 15 and 16, and analyzed in the
remainder of this section.

Except for the United States, the figures in Ta-
ble 15 are those furnished in reply to the Working
Party’s income questionnaire. For the United States,
they are taken from articles in the Commerce De-
partment’s Survey of Current Business and from tabu-
lations received from the Department, with capital
gains and losses removed and after the other adjust-
ments delineated above.

Mot much can be gleaned from the data in Ta-
ble 15; the overall discrepancy is small, but that is
probably coincidental. There are several possible ex-
planations for bilateral differences, including the fol-
lowing:

(1) The U.5. definition of direct investment is
broader than that generally employed elsewhere, in
that it includes cases where as little as 10 percent of
the equity is owned by the investing company, This
is probably a minor factor; in 1982, 94 percent of all
direct investment income (except of banks) was re-

ceived from majority-owned affiliates, including
branches.

(2) The UK. geographic data do not reflect oil
industry transactions. Such transactions (as revised
herein) accounted for 34 percent of total direct in-
vestment income credits (including reinvested earn-
ings) and 55 percent of debits. If these same ratios
were applied to UK. transactions with the four other
countries in Table 15, total UK. credits would be
£1.773 million (instead of 51,172 million) and debits
%2854 million {instead of 31,290 million). For all four
countries total credits would be $9,768 million and
total debits 510,478 million. The discrepancy would
be a $710 million debit instead of the present $253
million credit.

(3) But the major differences are likely to lie in
the geographic allocations. That is, partner countries
may assign transactions to different areas, or even o
different transaction categories. This is especially
likely when there are intermediary subsidiaries in
third countries, and even more so if such intermediary
subsidiaries are jointly owned.

Thus, it is by no means certain that these apparent
discrepancies are real. For instance, it is quite possible
that some of the transactions recorded by the United
States vis-a-vis the United Kingdom are reported by
the latter as having occurred vis-d-vis a third country,
in whole or in part. In such a case, there would not
necessarily be a world discrepancy, even if the third
country had omitted the transaction on both sides of
ils accounts.

Mevertheless, taken by themselves, transactions
with the United States as host country reflect an
excess of debits of $2.3 billion. This discrepancy may
well be due to (1) the omission of the petroleum
industry from the United Kingdom data or (2) differ-
ent country classifications, especially for investments
of large European multinationals. But it is possible
that, for some reason, at least part of the U.5. debits
are not being reflected in credit entries elsewhere.

The second avenue of investigation, illustrated in
Table 16, can only be imprecise, in part because
detailed geographic breakdowns are unavailable for
several countries known to have significant direct
investments abroad: France, Belgium, and Japan,
among others. Even so, the debits reported by the
six developing countries included in the table signif-
icantly exceed the credits reported by three major
investing countries, suggesting an overstatement of
debits under this heading. though there may be some
creditors not reporting country detail that could ac-
count for part of the remainder. In some cases, debits
under “other investment income” seem small com-
pared with debt outstanding, which may indicate
some misclassification—that is, perhaps part of the
income debits reported under direct investment should
have been considered as income on portfolio invest-

©International Monetary Fund. Not for Redistribution



12 IV INCOME ON DIRECT INVESTMENT

Table 15
OTHER DIRECT INVESTMENT INCOME IN 1983: BILATERAL COMPARISONS

(In millians of U.S. dollars)

Creditor Data Debtor Data Discrepancy
(A) (8) (A) = (B)
US. investment in
Liwied Kingoom 24009 1,081 1.628
Germary, Fed. Rep 60 &3 17
Metherands ara T3 105
Canada 1.824 1.882 =58
Tiotal 6371 4379 19492
UK. imestment in
United States GRS 1.32r = G2
Garmany, Fed. Rep. 133 116 17
Matherlands 40 52 - i2
Canada 314 122 192
Tzl 1,172 1.617 = 445
Garmman (Fed. Rep ) imestiment n
United Statas 19 166 = 185
United Kingdom 139 = 145
Methaerlands 58 D6 ~ 4B
Tatal 178 266 i
Dutch imvestmant
United Siatas 426 1,600 = 1. 174
United Kingdom 238 1 157
Canada nss nss ngs
Tolal B3G 1.1 055
Canadian imvestrmeant
United Statas 420 T2T = 307
United Kingdom 180 134 56
Germany, Fad, Rap nss 42 n&s
Matherlands nss nss nss
Tiodal G610 B e
Todal, e Coumirias 9167 a.914 3

Mcte: Tolals exclude pairs whare data irom onfy one sice are availabde. Tha UK. data oxciuge the patroleum ingustry. (See Append 11.)

The abbservialion nas dencbes ligures ol shown soparabely

' Exchugies that portion of branch aarmings classifed as “reimasied” in US data
* For an analysis of the oélerence babween the LS. figure and thal of the Netharlands, see Marus van Niguwkers and Robest P, Spasing
The Nethedands Internabonal Derect imvestment Posdan (Dordrecht Mighotl, 1985), Appendax C, pp. 101

ments. However, the evidence is not clear enough to
justify any adjustment on our part. Some possible
explanations for the differences are noted below, but
in each case a more thorough investigation would be
needed to establish whether, in fact, any of these
countries have overstated their debits (and, if so, by
how much), whether the creditor totals have been
understated, or whether the difference has some other
explanation. It seems reasonable to conclude that,
unless the credits are being reported by some coun-
tries other than the three major investing countries,
the bulk of the remaining discrepancy shown in Ta-
ble 12 can be accounted for by the differences in the
reports of these pairs of countries. '

= Only countries with lotal debits in excess of S50 million wene
examined.

6. SUMMARY

As we have shown, most of the world discrepancy
on direct investment income account is attributable
to omissions: the omission of reinvested earnings by
a large number of countries; the omission of certain
“international” companies’ activities, especially in
offshore fimancial centers: and the omission of certain
countries and areas from the Fund's Balance of Pay-
rrends Slalistics Yearbook tabulations. Another major
factor in the discrepancy is the treatment of branch
earnings and capital gains and losses by the U.S.
compilers. Finally, there may be significant, though
unmeasurable differences in recording the same trans-
actions—differences in amount, in classification, and
in geographic allocation. Our recommendations for
dealing with these issues are both immediate and
long run in nature.
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7. RECOMMEMNDATIONS

(1 In the immediate future, the Fund cowld con-
siderably reduce the reporled discrepancies by apply-
ing the same adjustment procedures used in this
chapter. The Working Party realizes that many of the
adjustments could not appropriately be applied to
present tables in the Yearbook itself, either in Part 1
or Part 2. But in other publications, such as the World
Economic Ouilook, most, if not all, of the adjustments
we have made seem feasible, and the Yearbook could
contain adjusted summary tables showing revised
totals. In this connection,

(i) With respect to refmoested earnings, the Work-
ing Party of course encourages the Fund to continue
working with countries that do not compile data on
these earnings, or whose data do not agree with
those of partner countries. However, pending signif-
icant results from this action, the Working Party
recommends that global summations of the current
account and the investment income account omit
reinvested earnings entirely. (Of course, the data as
reported would be available in other tables.)

(ii) World aggregations of balance of payments
data on direc! invesiment mcome could include an
“adjustment” column for those transactions only one
side of which was presumably included in the re-
ported data. This could include all, or virtually all, of
the adjustments made in this chapter, although some
countries, notably the United States, would need to
be called upon for unpublished, though not confi-
dential, details. Conceivably, this “adjustment™ col-
umn could also incude an allowance for apparent
discrepancies in bilateral reporting not reflected in
other adjustments,

(2) Bilateral comparisons. Data on direct invest-
ment income must, in general, be built on reports by
individual companies. Because reporters could be
requested, at least by the host countries, o produce
country-by-country figures, such data are particularly
susceptible to analysis by comparing partner country
compilations. Four creditor countries which account
for 76 percent of total ODI receipts reported to the
IMF {the Umnited States, the United Kingdom, the
Federal Republic of Germany, and the Netherlands)
have virtually complete country breakdowns in their
data or at least extensive country detail. Thus exten-
sive bilateral comparisons would be possible if these
countries would make available the data they have
in the greatest detail that confidentiality restrictions
wotlld permit, either in published form or to principal
partner countries, or to the Fund, which could co-
ordinate such comparisons—either through corre-
spondence or, if the discrepancies remained large,
through face-to-face discussions. As part of this pro-
cess other creditor countries might obtain some geo-
graphic detail from resident multinationals, or could
arrange to do so.

Table 16
SELECTED COUNTRIES: COMPARISON OF
OTHER DIRECT INVESTMENT DEBITS WITH
REPORTED CREDITS OF THREE MAJOR
INVESTING COUNTRIES,' 1983

fln millions of U.S. dollars)

Hist Ham by . I ) Excass
s torn

Country Host Country of Debits
Iredand 818 21 585
Algeria 568 1] 569
South Alrica 1,110 B4 G0E
Indonesia 2844 1646 1,298
Malaysia 1,183 350 833
Libya 1.206 192° 1,104

Tatal 7920 2825 4 585

' The Linsted Stales, tha Linited Kingdom. and the Federal Republic
ol Germarry

#The Uniled Stabes and the Federal Republic of Genmany only
The United Eingoom liguee kor Algeria and Libya combened is ot
 EnCess ol £59 mallion

Counéry Nobes

reand. Mo appanent reason for iha GSCNERanty. B senms logcal
10 suppces that the Unied Stales and the Undod Kngoom would
b A ireesions Ireiand doos not report RE. pedhaps some of
whal gthers record as AE is inchuded n ODI by ketand

Algera. Almosl 90 percent ol e blEl repomed by Algeria is
atlnbuted 10 Ih Consiruchon ndusiry. 1T Soms koxky Thal I'f'll!'lql.llﬁ
inchides mone Ihan ust dred] imesiment incofms-—IRal s, i may
refiact panmeenis b construction senices paricemed in Algena

Sowth Afoca. The difanence haere gl well reliect payrments 1o
cther credilons of a diflerent classilication of portiolic vs. dinect
i mign|

Indonesta. The arrangements far operating he Indonssaan petno-
lum indusiry am complcabed. B may be hal some payments
clagading A% IRCOME By e MOonesians ane repdited undés Somé
ofher cabegory by the countries rocaiving the funds. Howees, he
Indomnasian quesiionnars repons 52 0dd million as duidends, and
ihese should be @asy 10 moasure accusaloly, [t might be thal
invesimenis ol overseas Chineza EERCaly hodn r-l'."ﬁlﬂ'l"ll; 4l |"l'.'lll"'l:|
Keng, are imporiant. The absence of information on Japanesg
MM (PO INConaSa meghl 0 an impoiiant 1Bcios

Mailgyiza. The absence ol creditor data Irom Japan, Hong Kong
the Natherlangs: and. probably. Chingse invesiors resdbng slse.
wharna than coufd e part of the eaplanabcn

Litwan Arab Jamatwnya. French, takan, or Dulch invesbments
may De par of il paplanadion O tha Llhﬁ'aﬂ Arab Jﬁ'rlﬂh-'lyﬂ
gl hanei 8 diflerent madsung of Incomi than Tha kanoign imeoshor
COMpanses empdoy

(3) As noted above, discrepancies can arise from
the inclusion in balamce of payments income data of
unrealized exchange gains or losses resulting from
the conversion of financial assets and liabilities into
the currency of another country. Removing these
potential discrepancies would enable closer bilateral
comparisons to be made and would be consistent
with the principles of the national accounts. There-
fore, the Working Party recommends that such gains
or losses not be included in balance of payments data.
However, the total amounts of capital gains or losses
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could be given in a footnote or as a reconciliation to
position tables.

(4) In order to present direct investment income
in a consistent manner across countries, and in
accordance with the Fund's Balance of Payments Man-
wal, we recommend that direct investment income be
divided into the following components:

® Total direct investment incomse

® Branch profits (Countries that wanted to divide

these between remitted and reinvested could
do so.)

# [ncome of incorporated affilistes

Dividends
Undistributed profits of incorporated affilates

* Interest

(50 The Working Party recommends that the L5,
compilers change their treatment of interest paid to
Metherlands Antilles affiliates {and to other areas
where similar transactions may occur) in the manner
done in this chapter; reconciliations with other coun-
tries would be much simpler and closer to the real
economic significance of the transactions if the United
States would change its methoed of accounting to
reflect the fact that the bonds essentially represent
borrowing by the parent companies and would be
viewed as such by the investors.” The same issue
exists, on a smaller scale, for other countries.

i6) The Working Party takes note of, and com-
mends the action by, the authornbes in the United
Kingdom to include income related to the petroleum
industry under direct investment rather than other
investment income and to separate retained from
distributed earnings. We also note that there may be
some inconsistencies between the treatment of certain
jointly owned petroleum enterprises in the LK.
statistics and in the statistics of the Netherlands and
of the other countries in which these enterprises have
investments. We recommend that efforts already
begun, bilateral and multilateral, to arfive at consis-
tent treatment of these and other similar situations,
wherever they may exist, be expanded and intensi-
fied.

8. ADDENDUM: A NOTE ON CAPTIVE
INSURANCE COMPANIES

International insurance transactions, apart from
those related to merchandise trade, usually take one
of three forms:

(1) Direct writimg. The insured deals directly, or
more usually through insurance brokers, with an
insurance company located in another country.

(2) Bramches and subsidiaries. A foreign insurance
company is licensed to do a domestic insurance
business, cither directly (as a branch) or through a

It is recogniooed that the LS. suthorities publish data regarding
transactions with Metherlands Antilles Gnancing affiliates that
enable the user to make an approximate sdjustment of the data.

domestically incorporated subsidiary, In principle,
such activities are direct investments, and they are
50 treated in the Beport,

(3) Reimsurance, By definition, such transactions
occur between insurance and reinsurance companies,

So-called captive insurance companies may be
considered a special example of the second case just
mentioned. These companies originated in the desire
of large manufacturing companies to minimize laxes
(sin¢e in the United States premiums on self-insurance
are not deductible) and to reduce other insurance
costs wherever possible through the ownership of
insurance firms favorably located. Even though some
of the initial advantages have been reduced as tax
and other regulations have changed, many of the
companies have developed into viable entities in their
own right and have become especially useful in the
light of the recent difficulties of obtaining liability
coverage in the normal way. In part, the exposure of
the captive companies is covered by reinsurance with
old established insurance organizations.

Certain features of the operations of captive com-
panies have spedial implications for balance of pay-
ments reporting:

{a) They are not, typically, subsidiaries of insur-
ance companies, but of industrial companies or even
of groups of individuals or companies. There are
instances, however, where the ownership iz not
sufficiently concentrated to qualify as a direct invest-
meni,

(b} Their transactions, both with their parenis and
with their clients, are not usually reflected in the
Fund's balance of payments data. This is because
they may be operating in countries that do not report
to the Fund (e.g., Bermuda); or they may be omitted
from reported balance of payments data (e.g.. The
Bahamas) because they deal only with nonresidents.

(€) On the other hand, transactions with the
captives are likely to be reflected in the balance of
pavments reports of the partner countres and there-
fore, at least to some extent, are reflected in the
adjustments made in Chapters IV and V of the Beport.
This applies, in particular, to the dividends and profits
accruing to the parent companies (Tables 10 and 12)
and the earnings of the captives on their investments
in international financial markets (Chapter V).

But clearly the premium receipts of, and the claims
payments by, the captives are not included in either
the Fund's data on insurance or in the adjustments
proposed in this report. The possibility of asymmetric
reporting exists to the extent that the partner countries
do report these insurance transactions as such or
because the flows of funds appear as capital flows to
the financial markets where reserves are held. Total
assets of Bermuda insurance companies alone (not
all of which are captives) were reported to amount
to 522 billion in 1984,
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