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Abstract

The income account of the US balance of paymerdsshafar remained in surplus because of a very
large differential in reported earnings on direstastment — US firms seem to enjoy a much higher ra
of return than foreign firms in the US. There igld difference in terms of the rate of dividend
payments; the difference is due to what is calleinvested earnings’ (earnings minus dividends).
Foreign firms report almost no reinvested earniogstheir direct investment in the US whereas US
firms report substantial reinvested earnings frogirtdirect investment abroad, on average over $100
billion more p.a. than foreign firms report on thEiS investment. This anomaly is probably due #® th
desire of foreign firms to minimise their US taxed)ereas US firms do not face tax liabilities ie€yh
report high foreign profits to the US authoritid@$ie procedure used to generate the data for reéetes
earnings thus has a built-in bias to improve thedu8ent account and — over time — its internationa
investment position. The true picture is likelyb® much worse.

Reinvested earnings appear in the balance of pagnetause returns from FDI are measured in a
different way than returns from portfolio investrheReturns from FDI are calculated from a mix of

firm-level accounting data and broad stock marketides to infer an average capital gain. This
procedure will be misleading if, because of théedént tax treatment they face, foreign controfieah

in the US report earnings on a different base tthar US-owned firms.

A more accurate method of measuring the returma fayeign direct investment in the US, by using the
same procedure as for portfolio investment (i.enguenly stock market prices), leads to the rethat
the deficit of the US current account increasesobgr $100 billion per annum and the US net
international debtor position worsens by over lidn dollars. The latter amount is the sum thagrie
believes the official statistics, foreign investtis/e been willing to forego compared to the altve

of investing in their home country.
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FOREIGN INVESTMENT IN THE US (lI):
BEING TAKEN TO THE CLEANERS ?

DANIEL GROS

Introduction

Two peculiarities of the US balance of paymentsRBbave attracted a lot of comments over
the last few years: the first is that the US camito report small positive net income flows

although it has accumulated a huge foreign debte $écond is that the US, despite its

undoubtedly large net foreign debt, is still repdrto have a substantial net creditor position in
terms of FDI. What is less widely appreciated & these two anomalies are due to one, crucial
item in the US balance of payments, namely reimeegbr retained) earnings. On closer

inspection, the flows reported for this item revaalidiosyncrasy that suggests that it might be
grossly miscalculated, thus distorting the publésfigures for both the US current account and
its international investment position — the lattethe tune of a trillion dollars.

This paper starts from the hypothesis that it ikaly that investors from all over the world
would continue to pour hundreds of billions of d@od into foreign direct investment (FDI) in
the US if they were really being constantly takerthte cleaners. It starts by giving the basic
background, including a brief description of theywaturns on FDI are measured for the
purposes of the balance of payments. It then turrsection 2 to one potential explanation,
namely transfer pricing, which cannot be a keydagiven that it would have implied huge
changes in the terms of trade. Section 3 then tiartise link between estimates of the returns
from FDI and the net US international investmensipon. Section 4 presents an alternative
estimate of the US net position by treating FDleesiglly like portfolio investment (i.e. using
only market prices), which result in a net deteximm of over $1 trillion. Section 5 concludes.

1. The mystery: Do foreigners waste their savings i n the US?

The official data on reinvested earnings reportedhe US balance of paymehisannot be
taken at face value. This much is suggested bynalsicomparison between the reinvested
earnings reported on US direct investment abroad those reported by foreign direct
investment in the US. The former, i.e. what US firreport for their investment abroad, has
amounted to over $1,100 billion over the last 28rgg1982-2004). The latter, i.e. what foreign
firms report for their investment in the US, hasoamted to less than $20 billion over the same
period (on average less than $1 billion per annuinig!difficult to accept this difference at face
value, particularly since there is little differenin terms of distributed earnings between US
FDI abroad and foreign FDI in the US and given tihatre is little difference in the reported
returns on portfolio equity investment.

The purpose of establishing a balance of paymenta €ountry is to show how different kinds
of payment flows balance, i.e. how inflows and lwts offset each other. Traditionally a
balance of payments recorded just the payments foadlee acquisition of goods and services
or capital. Reinvested earnings were added relgtreeently as a pure accounting entry to the
balance of payments although they do not represeaal flow of payments. They were added
to reconcile the balance of payments data withstlagistics on the international investment

! The US data of course are also used in the gtatissued by international financial institutioftsls),
such as the IMF.
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2| DANIEL GROS

position, which is not immediately related to thenfs of payments in the traditional balance of
payments concept.

Inserting the item ‘reinvested earnings’ into thfeance of payments does not change the fact
that the balance of payments always adds up to lzecause reinvested earnings are entered
twice and with opposite sign: for the foreign assetvned by home residents, reinvested
earnings increase the income account part of theemmuaccount and then enter the capital
account with a negative sign as an increase irctdirzestment abroad. (And vice versa for
foreign-owned direct investment at home.) Reinwgst@rnings thus do not lead to any increase
in errors and omissions, but they can change the tha balance looks: higher reinvested
earnings make the current account look better amdr time, increase the value of direct
investment abroad.

The fact that reinvested earnings represent a @ereunting entry has a key implication for
how the data are collected. Since reinvested egsrdn not correspond to a payment flow, they
cannot be collected in the way almost all otheriesiin the balance of payments are, namely to
rely on data from cross-border payment flows. ladtén the regular surveys used to establish
the US international investment position, US firane asked to report the profits of their foreign
affiliates. The replies are then combined with infation on repatriated profits (actual
payments of dividends, etc.) to calculate reinwekst@rnings, which are defined as profits minus
repatriations. The latter correspond to finandialé that actually take place and can thus be
cross-checked. But the former represent just thabewus reported by US parents of foreign
enterprises. Higher reported profits abroad doemgiender any additional tax liability (US tax
is deferred until repatriation).

The same procedure also applies to US affiliatedergign firms: they are also asked to report
their profits. However, in this case the replies ba cross-checked with the profits declared by
these firms, which are usually incorporated in tHe. This difference in the meaning of the
profits declared for BoP purposes suggests theoneady the US affiliates of foreign firms
declare regularly rather low profits; this way thminimise their US tax liabilities.

Reporting profits to the US authorities has thu$edént tax implications for foreign direct
investment in the US than for US direct investmetoad. A further indication that declared
retained earnings are strongly influenced by fisoal regulatory considerations is that during
2005, retained earnings reported by US firms oir floeeign direct investment fell to close to
zero, compared to over $120 billion during the saeeod of 2004. The changes in US tax
regulations regarding the repatriation of profisgsreed abroad that were in force during 2005
thus had an immediate and strong impact.

These huge swings in the data should already ¢otest reason not to rely on the accounting
data used as the basis for official statistics.tBate are also several other reasons for adopting
a rather strong presumption that the rate of retarforeign direct investment in the US should
not be too different from the average return of édd®orations (which in turn has not been too
different from the longer-run averages of dollatures on major stock markets around the
world).

The first reason derives from a simple comparisetwben FDI and portfolio investment. The
official data imply that foreigners instantly stdosing (compared to their US counterparts

2 Before 2004, this item had mostly fluctuated ambtins order of magnitude. As will become clearer
below, this much lower figure reported for reineskiearnings has as its accounting counterpart lower
reported FDI abroad, but a difference in a flonaodund $120 billion (at an annual rate) will takene
time to have a measurable impact on the reportadk stf US FDI, which is at present more than 2G8m
larger.
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abroad) when they invest more than 10% into a USpemy. This conclusion seems
unavoidable given that the rate of return on USfplio assets has been the same as the rate on
US portfolio liabilities (foreign investment in th@S). Direct investment is any transaction
under which a foreigner acquires more than 10%hefdapital of an enterprise. It seems that
foreign investors in the US are able to obtain aketarate of return (which can be objectively
measure) if they own less than 10% of a US compBuy.the official statistics (based on
accounting data) imply that their returns are miogter once the investment qualifies as direct,
i.e. once it goes above the 10% threshold.

The second reason is that it is difficult to imagthat foreign investors would go to the trouble
of making a direct investment in the US when tharme much better profit opportunities at
home. Apparently these opportunities have beenoérpl by US corporations, which report
much higher profit rates on their direct investmahtoad. This would not only be a gross
violation of the general assumption of market éficy, but also of the general assumption that
consistent profit opportunities will in the longrbe exploited.

Finally, if the official statistics were correcgreigners would accept a rate of return on their
direct investment in the US of only around 2.5%johwould be much lower not only of that
on their US portfolio equity investment, but alsaver than the 5.5% return earned on debt
instruments. The official data based on accourmgtgrns would thus imply a strongly negative
equity risk premium (for FDI alone!).

2. Profit shifting through transfer pricing as a po tential explanation

How could the owners of foreign direct investmanttie US reduce their reported profits and
thus minimise their US tax liabilities? The bulkfofeign direct investment in the US concerns
large corporations and leads to 100% foreign ownprfsThe foreign owner can thus shift
profits easily in and out of the US. The key comsidion about where to generate profits will
thus be taxation. Since the US corporate incomeatexis higher than in most other countries,
it follows that most owners of direct investmenthie US have an incentive to shift profits from
the US subsidiary level, to the mother companyewen better, a holding company located in a
tax haven.

One obvious means of shifting profits is via trangiricing (see also Buiter, 2006). By charging
the US subsidiary a high price for goods and sesvdelivered by the foreign mother company,
profits could be easily shifted out of the US.

If transfer pricing had been the main reason ferlthw reported rates of return of foreign direct
investment in the US, one would have to observert@orted export prices decline relative to
import price§ — and the magnitude of this miscalculation oftémens of trade would have to be
large. As shown in more detail below, the profiezldred by foreign direct investors in the US
are on average around $120 billion (annually) lotiem one would expect if they earned a
normal profit rate on their investment in the USveéh that US exports are worth about $1,100
billion, this implies that the US terms of tradeoshd be distorted by transfer pricing by 10-
11%. If transfer pricing had an important impacthosasured profits, one should thus observe a
trend deterioration of the US terms of trade ower last decades of about 10%. However, this

% This implies that the 10% threshold is not matddamost of the FDI that actually takes placeeThS
internal revenue service (IRS) treats foreign-aaled companies differently from domestic companies
‘Foreign-controlled’ is defined by the IRS as fgeiownership of 50% or more.

* For a given level of FDI and transfer pricing, thems of trade can remain constant. But the volafme
FDI has been constantly increasing over the lasadies, which would imply that a growing part of the
US economy would be subject to this phenomenon.
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does not seem to have been the case. The US témmasle have fluctuated around a constant
value over the last 20 years (in line with fluctaas in the oil prices) without any discernible

long-term trend as shown in Figure 1 below. Thei@dbr 2005 is almost exactly equal to the
value for 1982, which is the start for many seaed=DI.

Figure 1. USterms of trade
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The available data thus do not contain any evidémaetransfer pricing could have been used
on such a massive scale as to explain $100 biiliamissing profits. Moreover, several other
studies have come to the same conclusion, namatyattbias in intra-group transfer pricing
cannot be the main cause for the reported low egsnof foreign-controlled companies in the
US (CBO, 2005 and Mataloni, 2000). This is an inot finding since if the reported low
earnings were due to distorted transfer pricing, dtirrent account would not be affected: the
trade account deficit would be increased by theesamount as the income account would be
reduced if foreign owners were to charge excegsives to their US subsidiaries.

It is thus likely that other factors contributette low reported earnings of foreign-controlled
companies in the US. One such factor might be tin@rtisation of good will, which is easier for
foreign-controlled companies than purely domestieso Most foreign takeovers are made at a
price that exceeds the book value of the comparst, Ilpading to the creation of substantial
goodwill, which then subsequently provides a ustHxlishield for the foreign owner.

3. Reinvested earnings and estimates of the value o f foreign direct
investment

In principle it should make little difference fdre measurement of the international investment
position of a country whether its firms systemdtjceepatriate profits from abroad or ‘reinvest’
them (or rather do not repatriate them). If prodite not repatriated, the value of the investment
abroad should go up. When measuring the return fyortfolio investment, there is therefore
no entry for ‘reinvested’” earnings. One assumed tha difference between profits and
dividends (and similar payouts) is simply reflectste for one in the share price. This is not
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done for direct investment, however, because ihtriig impossible to establish the change in
the market value of the investment (e.g. if, agfien the case, the foreign owner has acquired
100% of the equity and then de-listed the target).

In reality all investment that leads to the assuompof effective control, or any shareholding
above 10%, is considered direct investniefihis implies that in many cases one could still
determine the share price and hence the markee \ailthe investment and could thus avoid
using the concept of retained earnings. But thisoisdone because it is assumed that the direct
investor can influence the size of the dividénhile this may be true, it does not constitute a
reason to treat investment that technically quedifias ‘direct’ differently from portfolio
investment as long as part of the firm is stiltigd.

One problem with the concept of retained earnisghat FDI is also supposed to be calculated
at market value. However, since one cannot userkemaalue for direct investment, in practice
the revaluation is done using stock market indareshe assumption that direct investment will
be approximately distributed across the same seatthe stock market indices. For US direct
investment abroad, this is done by taking the b@gmperiod value of the equity position and
multiplying it by the change in the broadest stockrket index of the country where this
investment is locatedeteris paribus, this stock market will also reflect the ‘retainearnings’

of the firms that are quoted on it. This will alspply to the value of the average US-controlled
firm in that country, which is likely to have a siar financial structure and a similar payout
ratio as domestically-controlled firms becausesisubject to the same tax laws. Hence there
will be clear double counting of profits when tredue of foreign direct investment is calculated
this way.

Stock markets reflect of course many factors baesileidend payout ratios. There are thus
many reasons why stock prices might move. Howewsing the sum of the full increase in
national stock exchange averages and ‘retainednggino estimate the value of FDI is not
appropriate. For example, if the return on equityl0%, but all firms pay out only 2% as
dividends, the value of all firms should go up 8¢ &.a.). For a foreign firm owned by a US
parent, the current procedure would thus consistegbrding a return on FDI of 10%
(consisting of 2% dividends, assuming they areeghtriated plus retained earnings of 8%).
However, at the end of each year, the market vafude firm should go up by 8%. As this
applies to all firms, the stock market value shayddup by 8% as well and the market value of
the FDI would also be revalued by 8%. If US foredirect investment was worth 100 units at
the beginning of the year, it would be worth (ie ihternational investment position statistics)
108 at the beginning of the next year. The totalrrewould thus have been 18%, due to the
double counting of the 8% of retained earnings.

® A useful summary can be found in BEA (2005).

® According to BEA (2005), “One rationale for inclad reinvested earnings as a component of direct
income is that, at the level of ownership requifed direct investment, whether or not earnings are
remitted often reflects a conscious choice on #m @f the direct investor, and in either case ghmings
accrue to the benefit of the investor. By defimti@a U.S. direct investor owns or controls 10 petros
more of the voting securities of its incorporatedefgn affiliate (or has an equivalent interestits
unincorporated foreign affiliate). Reinvested eagsiare included in “direct investment income rptsgi
because, at this ownership level, a direct inveistarsually able to control or substantially infiece the
size and timing of dividends paid by its affilia@irect investment income receipts may be contdaste
with “other private income receipts (table 1, Iit®)”. “Other private income receipts” includes dighds

— but not the reinvested earnings — received froraraffiliated foreign corporation, because, inldtéeer
case, the investor does not have substantial mflu@ver the size or timing of the unaffiliatedéign
corporation's dividends.”
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In order to avoid this double counting, BEA adjudte stock market indexes used to revalue
investment by an average rate of retained earnisigs) the following formuld:

Peoy:
Peoy-1
1+ RE

where K is the equity investment in affiliates in yeava)ued at year-end stock market prices;
Peoyt IS the year-end stock market price index, in yearis the total equity capital flow in year

t; and REis the yearend ratio of retained earnings pereshareflected in the stock price index
for year t. As the BEA says: “This formula revalug$. and foreign parents’ equity in affiliates
using end-of-year stock price indexes, while adipgsfor changes in annual investment and
correcting for the effect of retained earnings totlk market prices during the year. The stock
market data are first converted into U.S. dollas,.exchange rate effects are reflected in the
formula.”

Ki-1x (

)+ 1t

K=

The problem with this formula is that it supposkattforeign firms have the same rate of
retained earnings as domestically-owned firms. Hawethis is not the case in the US, where
foreign-owned firms report on average zero retagehings.

These difficulties suggest that it might be morprapriate to not record retained earnings in the
balance of payments. In principle this would noardpe the picture radically for any country

that has a more or less balanced position in tefrdgect investment. However, presenting the
US balance of payments without retained earninglslyia quite different picture, both in terms

of stock and in terms of flows.

The balance of payments of the euro area doesampaia the item reinvested earnings at all.
This implies that the value of euro area foreigrect investment should be more precisely
estimated. However, this also implies that it i$ possible to cross-check the mirror statistic
(i.e. outflows of reinvested earnings from Europeich would be important since a large part
of US direct investment abroad is located in Europe

4.  The US balance of payments without ‘reinvested e  arnings’

Since the item reinvested earnings is likely todfected asymmetrically by the way it is

computed, one should look at the US balance of paysnin the traditional way, i.e. looking

only at actual payment flows, leaving out reinvdstarnings. Doing this has important
consequences for both the flows (in particular ¢hherent account) and the stocks (the US
international investment position).

4.1 The US current account without reinvested earni  ngs

The asymmetry in recorded reinvested earnings nafteave has one simple, immediate
implication for the US current account. It is likelo be about 1% of GDP larger than the
official data suggest. Since the difference betwedrat US firms report on their direct
investment abroad and what foreign firms reporthair direct investment in the US is around
1% of US GDP, the US current account deficit muwesthiis much higher than the official data
suggest. Without reinvested earnings, the US ctiaetount deficit in 2004 would have been
close to $800 billion (about 6.6% of GDP), insteddhe officially recorded $670 billion (5.6%
of GDP). The data on reinvested earnings are rnohyailable for 2005, but if foreign-owned

" See Landeveld & Lawson (1991).
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FDI in the US has not changed, it is likely tha¢ thue deficit was probably in excess of $850
billion for 2005 as well, or significantly above 266 GDP.

The fact that the official US current account dnesshow any substantial deficit under income
flows has attracted a lot of attention. The US meoaccount has not moved into deficit
basically because the net return on FDI has besitiyw and increasing, thus offsetting the
increasing net payments on bonds, on which the &sSahvery large debtor position. However,
it has never been noted that most of the positateimcome from FDI results from the huge
difference in reported retained earnings. Tablestbws summarises the relevant gross flows.
This table uses the average over longer periodasusecincome flows tend to be variable from
year to year. This table shows that more than @iieelf the reported (gross) income from US
direct investment abroad consists of retained agmiBy contrast, the (gross) income paid to
the parents of firms with direct investment in tH8 consists almost entirely of distributed
earnings.

On average over the last six years, the US hagtegpanet income from FDI of about $120
billion per annunf. Almost $100 billion p.a. of this is due to the fdience in reported
reinvested earnings and only about $25 billiorh®difference in distributed earnings.

Table 1. Income on USdirect investment abroad: Annual averages, 1999-2004 ($ billions)

(1) Total reported (2) Distributed (3)=(1)-(2) Reinvested

profits earnings earnings
From US direct investment abroad 158.4 54.9 103.4
From FDI in the US -38.9 -32.0 -6.9
Net US income 119.5 22.9 96.5

Source: BEA.

Eliminating retained earnings from the US curresdoaint would thus reduce the surplus of the
US on direct investment income by almost $100 daillper annum (from $119.5 to $22.9

billion, thus still leaving a small surplus). Givére deficit on portfolio investment, this implies

that the US is in reality already now running a stahtial deficit on the income account

equivalent to almost 1% of US GDP.

The apparently higher rate of return on US diregestment abroad has so far been just taken as
a given. Instead of questioning the official ddtdias usually just been taken as a fact that that
US firms are simply smarter than their foreign deuparts. If one takes the official data on the
value of FDI stocks (as of end 2003), one arrives @otal reported profit rate for direct
investment in the US of around 1.5% versus clog24mn US assets held abroad.

It bears emphasising that the adjustment for raitege earnings still leaves US direct
investment abroad with a substantially higher rethan the one from foreign direct investment
in the US because, as shown in Table 1, the UBlliseporting higher distributed profits on its
direct investment abroad than do foreign firms legirt direct investment in the US. Over the
last 20 years, the compound rate of increase ickstearket prices in the US has been very
similar (at 6.7% p.a.) to that of the importanttdesion countries for direct investment from

® In 2005 this increased to $128 billion, but thegise split between retained earnings and dividend
payments is not available yet for this year.

® As shown in more detail in BEA (2005), a switchvieen reinvested earnings to repatriated dividends
(as occurred apparently during 2005) would alsoehather second-order implications for the current
account, mainly through withholding taxes. But thisuld not materially change the results reported
here.
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the US (e.g. France: 7.6%, Germany: 6.6%, Japd@b,6Netherlands: 7%, alh USD terms).
Even without retained earnings, US direct investnadmoad thus shows a higher overall rate of
return given its higher rate of distributed earsingut similar trend price appreciation.

Given the large difference in reported profits dbl,Ft has even been suggested by some that
this implies that US foreign investment assets nhestworth much more than report&d.
However, the assumption that US investors are gisiplarter than foreigners who invest in the
US is difficult to maintain given that for portfolinvestment the rate of return foreigners earn
on US assets is rather close to that earned byhStors on their foreign assets. Moreover, as
argued above, it would be difficult to explain wioyeigners would continue to invest hundreds
of billions of USD in the US (as documented belomh)en they earn there only about one-
quarter as much as US firms do abroad. It is ugaasbumed that markets are efficient, but the
assumption that foreigners are continuously malkange investments in the US while leaving
much higher return investments in their home caqutdrtheir smarter US counterparts seems
rather far-fetched.

The importance of fiscal considerations on repopiexdit rates on FDI can be vividly illustrated
by comparing the US data to those for Ireland, Wiigca very low tax rate jurisdiction: Foreign
firms with direct investment in Ireland have ovbe tlast years reported profit rates of around
20% p.a., more than ten times higher than the tprafe reported by firms that have direct
investment in the US.

4.2 The US international investment position withou t reinvested earnings

The impact of the flows on the stocks is even lalgprause they have been going for so long.
As mentioned above, reinvested earnings are nhtdad in the income from direct investment

abroad; they are also counted as increasing theeval US direct investment abroad (to

‘balance’ the accounts). Table 2 below shows thgomance of this item as one of the key

sources of increases in US FDI abroad since 1982.

The total increases in US FDI abroad reported enU balance of payments over this 22-year
period amount to close to $2,000 billion (approxieia 20% of today’s US GDP). However,
over one-half of this ($1,111 billion) came frontaanting entries, namely reinvested earnings.
Fresh capital invested abroad amounted to ‘onlgS88illion.

Table 2. USdirect investment abroad: Financial flows of new capital vs. accounting entries

($ billions)
1982-98 1999-2004  Sum 1982-2004
New capital committed 412 453 865
Total reported in BoP 903 1073 1976
Reinvested earnings (accounting entry) 491 620 1111

Source: Author’s own calculations from BEA data.

19 See Hausmann & Sturzenegger (2005). Their hypisthesmely that the US has a source of
unexplained (and unexplainable) gains (dark mattemot considered here since it is not ‘scietitifie.
it cannot be falsified. See Cline (2005) for a samobservation.

! These profit rates are obtained by dividing thlteeported return on FDI by the officially repeait
value of FDI at the end of the preceding period.cBwytrast, firms resident in Ireland report a frodie
of ‘only’ about 9% on their direct investment abdpatill much higher than that reported for the US.
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By contrast, the sources of foreign direct investine the US seem to be completely different
as shown in Table 3. Over the same period, theath@mount is very similar ($1,937 billion),
but retained earnings contributed very little (ldsmn $20 billion). New capital flowing into the
US was at $1,920 billion — almost twice as largeled invested by US firms abroad ($885
billion). This also better corresponds to the imafjthe US as a much more dynamic economy
with more attractive profit opportunities (at leagtce the emergence of the ‘new economy’ in
the mid-1990s).

Table 3. Foreign direct investment in the United Sates: Financial flows of new capital versus
accounting entries ($ billions)

1982-98 1999-2004  Sum 1982-2004

New capital committed 929 991 1920
Total reported in BoP 905 1032 1937
Reinvested earnings -23 41 17

Source: Author’s own calculations from BEA data.

As an aside, one can see from these tables thaivdrage age of foreign direct investment in
the US cannot be much different from that of USestment abroad. This supposed difference
in age has often been cited as a possible causthéoapparently superior US investment
performance. Between 1982 and 1999, foreign firmswitted over $900 billion in fresh
money (mostly equity, but also some proportionéht), more than twice as much as US firms
committed to direct investment abroad ($412 billawer this same periodj.

Leaving out retained earnings from the balanceaghpents would thus fundamentally change
the US position in terms of the FDI component &f iitternational investment position, as
shown in Table 4. Instead of having a net posifigsition, as officially reported, the US is a
probably a large debtor, even in terms of FDI.

Table 4. Amorerealistic USFDI net position? ($ billion)

2004 without retained earnings

Simply sum of flows,  Including past retained
1982-2004 earnings adjusted for
Official data compound return
US direct investment abroad 3287 2175.4 1743.7
FDI in the US 2687 2669.4 2659.3
Net US position in FDI 600 -494.0 -915.7

Source: Author’s own calculations from BEA data.

Table 4 starts from the latest BEA estimate ofUllseFDI position as of end 2004, which shows
(at market value — which should already containwes$ted earnings, as argued above) US assets

2 The (certain) numbers on actual equity capitaivficcan be used to calculate the rate of repatriated
earnings. This can be done in the following waye Tiost-1998 annual averages (to iron out cyclical
fluctuations) of repatriated profits reported inblea1l can just be divided by the sum of the addétio
capital committed between 1982 and 1998 reportefainles 2 and 3, augmented by the initial capital
stock as of end-1981. For the direct investmenthim US, this gives a stock as of 1999 equal to
$412+$400=$812 billion. With reported repatriatadnéngs equal to about $60 billion p.a., this irapla
rate of about 7.4% (=60/812). For foreign directeistment in the US, the stock as of 1999 should be
1090=930+160(stock as of end-1981) and the correbpg rate of repatriated profits would be around
3% (=32/1090), less than one-half the rate on USdoad.
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abroad worth approximately $3,300 billion, and fgreassets in the US approximately worth

about $2,700 billion, with a net creditor positiflam the US of $600 billion as shown in the first

column. The next column then subtracts from thedees the sum of the reported flows of

reinvested earnings over the last 20 years (reiagiesarnings are not available before 1982).
This yields a US debtor position in terms of FDlawbund $500 billion for the simple reason

that US firms have reported almost $1 trillion dodl of reinvested earnings over the past 20
years (thus reducing the estimate of the value $fdirect investment abroad from $3,287

billion to $2,175 billion, whereas the value of é@n direct investment is not much affected

since foreign firms report almost no reinvestediy).

However, this seems to be the lower bound of thjasédent one has to make because the
current methodology also applies the market vatljasiment to past retained earnings, whose
impact on the reported US position thus increagesmiically over time. The last column in
Table 4 therefore assumes that past retained garhiad the same compounded return as the
one reflected in the ratio of the official data the value of US FDI at market value and at
current costs. If this is done, the US net debasitn in terms of FDI increases to over $900
billion, which is not far from what one would expegtven that this is also the difference in the
amount of funds committed over the last 20 yeardedéd a US net debtor position of around
$900 billion is what one would immediately expeoteg that, as ascertained above, foreign
firms committed about $900 billion more in fundsdicect investment in the US than US firms
invested abroad. If both sides had a similar retwer this 20-year period, the outcome should
be that the difference in the value should alsaefygoximately $900 billioh® The annex shows
that one arrives at a similar result by simply clating past flows.

5. Concluding remarks

This note has shown that reinvested earnings d¢otesta crucial item in the US balance of
payments because foreign companies with direcsinvent in the US report essentially none of
it, whereas US companies report very large amouints.likely that this difference does not
reflect different abilities to generate returnsnfracapital, but rather fiscal and regulatory
considerations that affect the amount companiesrtegs profits. Moreover, the use of both
market price adjustment for FDI and reinvested iegsis likely to lead to substantial double
counting in the return on FDI. In calculating th& balance of payments, it might thus be better
to ignore retained earnings on both US direct itnmest abroad and foreign direct investment
in the US. If this is done, the US current accadeficit worsens by $120 billion because the
income account goes into a sizeable deficit. Makimg adjustment also for past years leads to
the conclusion that the net US international inwestt position is at least $1 trillion worse than
commonly believed. Table 5 summarises these firgling

Table 5. US 2004 data adjusted and unadjusted

Current account Net international investment podion
$ billion % of GDP $ billion % of GDP
Official data 668 5.6 2,484 21.2
Without retained earnings 788 6.6 4,000 34.1

Source: Author’s own calculations from BEA data.

3 1n 1981, the US had, at current cost, a net aedgiiosition of around $250 billion. But this cannot
change the 2004 values substantially since thisevénd the gross stocks in 1982, of $400 and $164
billion, respectively) are so small relative to thédsequent flows.
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What are the implications of this new view of th& durrent account and its international
investment position? A first implication is thaeth)S investment position already seems rather
precarious. With a current account deficit of 08¢ of GDP during 2005, the US foreign debt-
to-GDP ratio is likely to have reached 40% of GDPtle end of 2005 (this corresponds to a
debt equivalent to about 500% of exports of goods!)

The fact that the US current account deficit iggéarthan officially measured immediately
implies that the need for a dollar depreciatiorati@in a sustainable situation is even greater
than generally perceived (and calculated, for examipy Obstfeld & Rogoff, 2005. For a
survey of a number of papers dealing with thiséssee OECD, 2005).

A more accurate estimate of the value of US direeéstment abroad also implies that the

widely shared view that the US operates like a bddgd, i.e. short on debt and long on equity,

especially FDI, is simply wrong. The US has alreegbched a large debtor position in terms of

FDI. This will increase the required USD deprecatbecause with US assets smaller by about
10% of GDP, the benefit for the net US positiomra dollar depreciation (emphasised inter

alia by Lane & Milesi-Ferretti, 2004) will also Imeuch smaller.

Another implication of the correction of the asyntryien reinvested earnings is that the US
GDRP is being overstated (relative to GNP) by alddat since the returns from US FDI abroad
are overestimated relative to the returns foreigng earn on their direct investment in the US.
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Annex

I. The asymmetry in reinvested earnings over the lay run

The first two tables below provide longer-term dataearnings (= declared profits) on US
direct investment abroad (Al) and on direct investiin the US (A2).

Table Al. Income on USdirect investment abroad ($ billions)
1982-98 1999-2004  Sum 1982-2004

Income with current-cost adjustment, before deductif

withholding taxes 1079.5 984.1 2063.6
Earnings 1081.9 950.1 2032.0
Distributed earnings 590.8 329.7 920.5
Reinvested earnings 491.1 620.5 1111.6

Source: BEA.

This table shows that the relative importance afvwested earnings has increased over time.
Over the last five years reinvested earnings whnest twice as large as distributed earnings,
compared to the previous period (1982-98) durinichvidistributed earnings were larger than
reinvested earnings.

Table A2. Income from foreign direct investment in the United States ($ billions)
1982-98  1999-2004  Sum 1982-2004

Income with current-cost adjustment, before deductif

withholding taxes -233.6 -345.5 -579.1
Earnings -131.3 -233.3 -364.6
Distributed earnings -154.9 -192.1 -347.0
Reinvested earnings 23.6 -41.2 -17.6

Source: BEA.

This table shows that over the 17 years betweef 288 1998 (thus before the bursting of the
internet bubble), foreign direct investors in th& WOn average reporteakgative retained
earnings. Over the last five years, retained egminere at least positive, but very small at
around $8 billion reported per annum.

II. Alternative calculation for the US net positionin terms of FDI

An alternative way to estimate the net US positioRDI would consist of using the data on the
stock of FDI in 1982 (end 1981) and simply adding flows shown in Tables 2 and 3. Simply
cumulating past flows leads to a US net debtortosiof around $300 billion, as shown in
Table A3 below.

|13
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Table A3. The USFDI net position at historical cost ($ billions)

2004 calculated as of:
End 1981 plus sum of flows 1982-2004

With retained Without retained
End 1981  earnings earnings
US direct investment abroad 407 2383 1272
Foreign direct investment in the US -164 -2101 8420
Net US position 243 282 -812

Source: Author’s own calculations from BEA data.

Using these data, which could be called ‘at histdrcost’, one arrives for end 2004 at US FDI
assets of close to $2,400 billion (starting frome #nd 1981 stock) when including retained
earnings in FDI flows. Reported foreign direct istreent assets would amount to $2,101
million (using the same procedure). Summing singagt flows (including reinvested earning),
the US would still be a net creditor in terms ofIFYy around $300 billion. However, if one
computes the flows of FDI without taking into acnbuetained earnings (which should be
contained in the market value adjustment as argbese), one arrives at a completely different
picture: the value of US FDI abroad is now muchdoyvat less than $1,300 million, whereas the
estimate of foreign direct investment in the USi@éd much changed by eliminating retained
earnings from the estimated capital flows. The lteisuthat the US then appears to have a
substantial net debtor position in terms of FDhwadre than $800 billion. This value is not far
from the one arrived at in the main text.
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