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CHAPTER 1
INTRODUCTION

1.1 Summary

1 Financial markets have evolved into a more globally integrated framework as a result of
increasing liberalisation of exchange controls and market access. Tegration, accelerated by
increasing competition amongst market participants, has led to the introduction of new financial
instruments with broad market access and lower transaction costs, attracting investorgradtionalities
andcountries (economigs The expansion of crogsorder financial flows has been further accelerated by
technological innovations in communications and data processing.

2. Foreign direct investment (FDI) is a key element in this rapablving international economic
integration, also referred to as globalisation. FDI provides a means for creating direct, stable -and long
lasting links between economies. Under the right policy environment, it can serve as an important vehicle
for local erterprise development, and it may also help improve the competitive position of both the
recipient ( Ahos { @&)h o medbinyt In earticulary ED$ ¢nconrgges the transfer of
technology and knovhow between economieft alsoprovides an opptunity for the host economy to
promote its products more widely in international markets. FDI, in addition to its positive effect on the
development of international trade, is an important source of capital for a range of host and home
economies.

3. The significant growthin the levelof FDI in recent decadeand its international pervasivengss
reflect both an increase in the size and number of individeal transactionsas well as the growing
diversification of enterprisesacross economies and industrial sectors. Large multinational enterprises
(MNE) are traditionally the dominant players in such cilessierFDI transactions. This developmerds
coincided with an increased propensity for MNEs to participatiorgign trade. In recent years, it is
believed that small and mediusize enterprises have also become increasingly involvVEDIn

4. Internationally harmonised, timely and reliable statistics are essential s #ssérends and
developments of the FDI activityandto assist policy makers in dealing with the challenges of global
markets. The usefulness of direct investment statistics depends on their compliance with several quality
parameters: (a) alignment wiinternational standards; (b) avoiding inconsistencies between countries and
reducing global discrepancies; (c) achieving consistent statistical series over tinmelidess; and (e)
allowing a meaningful exchange of data between partner countries

1. In this Benchmark Definitont he term Acountryd is used as a sub
statistical concept (as some econesnire not sovereign countries); it does not relate to the legal definition
of country.

2. See also IMF Data Quality Assessment Framevadipk//www.imf.org/


http://www.imf.org/bop

12 Purpose of theBenchmark Definition

5. The Benchmark Definition of Foreign Direct Investm¢Benchmark Definitio) sets the world
standard for direct investment statistittds fully compatible with the underilyg concepts and definitions

of the InternationalMonetaryFu n d 6 s B&ldndé fof) Paymentsnd International Investment Position
Manual (BPM) It also follows the general economic concepts set out bgysem of National Accounts
(SNA)* Within this overall framework, it is important to stress that the main focus oBirechmark
Definition is FDI statistics encompassing direct investment positions and related direct investment
financial and incoméransactionsflows). TheBenchmark Definitioralso povides a brief overview of the
methodology of statistics on the Activities of Multinational Enterprises (AMMEjch are closely related

to those on FDIMoreover, theBenchmark Definitionin terms of detail and breakdowns, goes beyond the
aggregate statst i ¢cs of the functional category #ddirect
account and of the international investment position.

6. To support these standards for FDI statistics,Beachmark Definibn provides guidance on
how to compile comprehensive breakdowns by partner country and by industrial aBiyvigtting the
world standard for FDI measurement, tBenchmark Definitioralso complements th@rganisation for
Economic Ceoperation and Deuwepment (ECD) Handbook on Economic Globalisation Indicators
(Globalisation Handbook This Benchmark Definition also recommendsw breakdowns such as:

U FDI presented on an asset/liability basis in accordancethgtSNA and BPM;

U FDI presented accordirtg the revised directional princip(éhe revisiorresulting from the
inclusion ofa new treatment of fello@nterprisesand providing for the following analyses
T segregating some types of pdélssough funds, segregating FDI corresponding to
purchasesfdes of existing shares in the form of mergers and acquisifipl&A ),
identification of partner country for direct investment positions by ultimate investing
country(UIC) for inward FDI.

7. TheBenchmark Definitio serves several objectives. It provides:
() asingle point of reference faompilers and users of FBtatistics;

(i) clear guidance for individual countriesompiling direct investmentstatisticsas they
develop or change their statistical systems;

(i) intemational standards for FDI taking into account the effects of globalisation;
(iv) an international standard that providd® basis for economic analysis, especiddly

international comparisorsnd for identifying national deviationgrom the standardhat
impact on the comparispn

OECD Benchmark Definition of Foreign Direct Investmeas first issued in 1983.

4. System of National Accounts by the Commission of the European Communities, International Monetary
Fund, Organisation for Economic @gperation and Development, United Nations, and World Bank.

References to SNA reflect its cent as of April 2008. Should relevant texts be subject to further
revisions, subsequent versions should apply as reference once they come into effect.

5. For a more detailed description déandbook on Economic Globalisation Indicato®ECD 2005. AMNE
statistics are also referred to as Foreign AffilaTe Stati$tiEATS.



(v) practical guidance to users of direct investment statistics including the refigtion$-DI
to other measures of globalisati@amd

(vi) an objective basis for measuring methodological differences that may exist between
nationd statistics that need to be taken into account both for -casstry and industry
analysis of FDI.

8. Since publication of the first edition of tBenchmarlDefinition, compiling countries have made
important progess in revising their FDI measurement systems towards greater compliance with its
requirements and definitions. To measure the extent to which statistical systems have implemented the
recommendations on direct investment statistlos|MF andthe OECD hae, since 1997, conducted the
Survey of Implementation of Methodological Standards for Direct Investment (SIMSDI). This evaluation
tool also provides standardised information on data sources and collection methods, and reporting practices
for national diect investment statistics. SIMSDI serves as the metadata for statistics published in the
OECD International Direct Investment Statistics YearbookMoreover, through its standardised
informationit supportshe exchange dfDI databetween reporting econues for bilateral comparisofis.

1.3 Revision of theBenchmark Definition

9. The removal of legal and regulatory restrictions on chmssler businessoperations in many
countries has complicated the task of stati$thystems that historically depended largelydata reported

by natbnal financial institutionsand enterprises As economic activitiehyave become more global,
investors havéhad continually increasing recourse to overseas financiigese investormay establish
complex structures to obtain optimal benefits from their investments and for efficient management of the
funds and related activities. These developments have had an adverse impadhmiitytte# statistics
gathered through traditional metisto respond to user needs for adequate analytical informati&ibbn

They have also reinforced the need for adopting a harmonised analytical framework for constructing
meaningful, comprehensive and internationally comparable statistics onbordesinvestments. This

latest edition of théBenchmark Definitiorsets out thestandards andhethodology to addregbe issues
identified above.

10. The main features of tHgenchmark Definition, %editioncan be summaséed as follows:

(i)  Full consistency with the BPM concepts and definitions relating to-basker investment
positions and corresponding international financial and income flows;

(i)  Consistency withihebroad definitions and accounting framework of theASN

(i) Clarification of certain recommendations of tBenchmark Definition "3 edition with a
view to eliminating possible misinterpretations by national compilers which may lead to
deviations fronthestandards;

(iv) Preserving a reasonable degree of cortynini national statistical systems by making
relatively few changes tthe fundamental recommendations of BBenchmark Definition,
3" edition(see Annex 1 for more details);

6. SIMSDI results are analysed Foreign Direct Investment Statistics: How countries measure, RDF
and OECD, 2003. Results of subsequent revisions of SIMSDI are posted on IMF abdv@BGites.
http://www.imf.org/bopandhttp://www.oecd.org/daf/simsdi
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(v) Introduction of new concepts and breakdowngesponse toiser requirement® analyse
direct investment in the context of globalisation;

(vi) Providing newchaptersdevoted to uses of FDI statistics and to FDI globalisation
indicators;

(vii)  Introduction of an FDI glossary;

(viii)  Transparent revision process and closeoperation with natioaand international
experts, including the establishment of a future research agenda for developmental work to
advance methodological issues which remain unresolved at the time of publication (see
Annex 13 for more detalils).

1.4 An overview of foreign dir ect investment concepts

11 Direct investment is a category of crdszder investment made by a resident in one economy

(the direct investoy with the objective of establishing a lasting interest in an enteritisedirect

investment enterpridehat isresident in an economy other than that ofdiectinvestor. The motivation

of the direct investor is a strategic letegm relationship with the direct investment enterprise to ensure a
significant degree of inflence by the direct investor in the management of the direct investment enterprise.
The Alasting interestd is evidenced when the dir:
direct investment enterprise. Direct investment may also ahewdirect investor to gain access to the
economy of the direct investment enterprise which it might otherwise be unable to do. The objectives of
direct investment are different from those of portfolio investment whereby investors dygemarally

expect tanfluence the management of the enterprise.

12. Direct investment enterprisese corporationswhich may eitherbe subsidiariesn which over

50% of the voting power is held, or associataswhich between 10%na 50% of the voting power is

held or they may bequasicorporationssuch asbrancheswhich are effectively 100% owned by the
respective parents The relationship between the direct investor and its direct investment enterprises may
be complex and bedittle or no relationship to management structuiisect investment relationships are
identified according to the criteria of the Framewddt Direct Investment Relationships (FDIR)
including both direct and indirectrdict investment relationshipseg ChapteB).

13. Direct investment statistics cover all crassder transactionand positiondetween enterprises

which are a part of the same groap defined in the FDIR. According to the standérdre) and
supplementalpresentatios FDI statistics include direct investment positions (equity and debt), direct
investment income flows (distributed earnings, reinvested earnings, interest income) and direct investment
financial flows (equity and debt). That paftthe difference between closing and opening FDI positions in

a particular reporting period that cannot be exr
changes @ ot dha@pedaise from price changes, movements in foreign cagramd changes in

volumes. Market value is the preferred conceptual basis to measure both direct investment positions and
transactionsflows).

14. Direct investment statistics are presented on an aggregaterbs&sims of assets and liabilities
and also, separately, on a directiormdth forinward/outward FDI) basis with a geographiaall industry
breakdown For both inward and outward FDI on the directional b#ssallocation by partner country
uses the delor/creditor principle. The directional data are also classifiadd analysedaccording to
industrial activity.Directional dataor both geographic and industry analysiould be derived from the

7. Referred to as the AFully Cons ol Bedchmaekdefilionst em ( FCS
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basic information compiled on FDI assets and liabilitids.is recommended that the geographic and
industrial allocation required for the FDI directional presentation should be made by the compiler
excluding FDItransactiongnd positions effected through any residépecial Purpose Entity5PE (See
Section &).

15. Viewed from a reporting economyrossborder positions/transactions involving passough
capital (al so ref err e dontesidentSPEs illistat ghie tcautry dndh industrya n s i t
analysis. Therefore, where neresident SPEs are involved in an FDI investment chain, compilers are
stronglyencouraged to provide further supplemetrehsactiongnd positions data on the basis of the first
nonSPE counterpart in the host or investing econdgmythe outward or inward chain) as appropriate
Acknowledging that there is no single definition of SPEsBlaechmark Definitiomecommends that data

be developed based on national definitions of SPE$ypology of SPEs based on featurefsthese

identified worldwide is provided in Annex 7 to assist compilers when identifying such entities.

16. Direct investment statistics are also disaggregated by major industry sectors badex on
International Standard Industri€lassification(ISIC),® according to the princi activity of the direct
investment enterprise (in theporting economy for inward investments and in the host economy for
outward investments).

17. Moreover, conislering user needs for information hjie type of FD| which provides an
important dimension for economic analysis, compilers &rstly encouraged to provide supplemental
breakdowns for mergers and acquisitions as acatdgory of direct investment etuitransactions
classified by partner economy and industB8econdly, they are encouraged to provide inward FDI position
according to the ultimate investing country (UIC).ed@mmendationgor other breakdowngare under
study to complement tke twosuppkmental FDI series recommended by tBenchmark Definition
These ardor the geographical allocation and industry classificatiomatwardFDI according to ultimate
hostcountryand FDI equity transactions by other types of FDI, namely greenfield ingatt, extension

of capital and financial restructurifjgee Annex 13or more information on the research aggnda

15 Organisation of theBenchmark Definition

18. In providing guidance to national compilers andrase FDI statistics, thBenchmark Definition
recommends harmonised standards to measure direct investment and proposes practical solutions to
compilation problems. Where appropriate, more detailed information and guidance along with some
concrete exampteare provided in annexes to demonstrate or supplement the recommendations described
in various sections of the main text. The section devoted to the use of statistics on direct investment
supplements FDI statistics published regularly by the OECD inirtte¥national Direct Investment
Statistics YearbogkInternational Investment PerspectiveEconomic Globalisation Indicatorsand

guarterly statistical releases on the OECD web site. The FDI glossary, introduced for the first time in this
edition of theBenchmark Definitioris intended to assist both the compilers and users of direct investment
statistics. The topics addressed in the remaining chapters are:

Chapter 2: Uses of FDI statistics
Chapter 3: Main concepts and definitiarfd-DI
Chapter 4: FDI @mponents, accounts and scope

Chapter 5: Measuring FDIAccounting principles and valuation

Chapter 6: Special entities

8. The current version of ISIC is the fourth revisioiSIC4.
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Chapter 7: Country attribution and industry classification
Chapter 8: FDI and Globalisation

For both users and compilers of FDither details are provided in the AnneXas detailed in the Index)
Bibliography,andGlossaryto this edition of thdenchmark Definition
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CHAPTER 2
USES OF FDI STATISTICS

2.1 Summary

19. This edition of theBenchmek Definitionincludes for the first time a chapter devoted to the uses

of foreign direct investment (FDI) statistics to assist users in their analysis of both the global and/or
regional nature of FDI activity and the industry sectors that BRifécts. As economies become
increasinglyglobal, statistical methodologies need to be adapted to new realities, thereby maintaining the
analytical quality of the statistics. Keeping in mind the complex nature of multinational enterprise (MNE)
and hence FDI structusethis chapter on the uses of FDI statistics should prove valuable for a wide range
of users.

20. In summary, the first section reviews the importance of measuring FDI and the role it plays in the
global economy. It is followed by a brief description of the main features of FDI statistics and their
interpretation. The last two sections of this chapter summarise firstly the main analytical presentations of
FDI data proposed by thiBenchmark Definitionto meet usemeeds and secondly guidance on the
interpretation of FDI series and globalisation indicators. The answers to questions frequently asked by
users are also provided in Box 2.5 at the end of this chapter.

2.2 Why measure FDI?

21. Deregulation of markets, technological innovations and cheaper communication tools have
allowed investors to diversify further their participation in competitive markets overseas. In consequence,
a significant increase in crebsrder capittmovements including direct investment has become a key
factor in international economic integration, more generally referred to as globalisation.

22, By the very nature of its motivation, FDI promotes stable amdylasting economic links
between countries through direct access for direct investors in home economies to production units
(businesses/enterprises) of the host economies (i.e. the countries in which they are resident). Within a
proper policy frameworlE-DI assists host countries in developing local enterprises, promotes international
trade through access to markets and contributes to the transfer of technology attdknohy addition to

its direct effects, FDI has an impact on the development of fadnmadi financial markets, and influences

other aspects of economic performance through its othespitleffects.

23. Regular analysis of direct investment trends and developments is an integral part of most macro
economic and crosBorder financial analysis. It is of prime interest to policy analysts to identify the
source and destination of these investments. In other words, identifying partner countries and industries
for inward and outward investments is cehti@ most analysis. There is also increasing interest in
identifying FDI by type, as different types of FDIMergers and Acquisitions (M&As) or Greenfield
investment$ are likely to impacto a varying extentn particular, on the host economy.

24. Moreover, as explained in the latter part of this chapter a number of indicators based on direct
investment statistics facilitate the measurement of the extent and impact of globalisation. To expand and
refine the struatral analysis, it is useful to go one step further and to complement this financial analysis of
FDI by other economic indicators. These are mostly the statistics on the activities of multinational
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enterprises (AMNHE also known as Foreign AffiliaTe Stdits - FATS) discussed as well in Chapter 8

and elaborated in the OECHandbook on Economic Globalisation IndicatoM/hile FDI statistics

provide the financial features of investment, the statistics on the activities of MNEs inform on the uses and
impactof investment. It is, nevertheless, important to highlight the need for caution here and to draw the
attention of those interested in globalisation indicators to the fact that there are current inconsistencies
between FDI statistics and statistics on AMNEs which limit the extent to which the two series are
complementary. The main difference is in the coverage of the population of enterprises but there are also
differences in some of the principles for recording geographical and industry sector @ilocHtie user

should bear in mind as well that economic activity and assets of a direct investment enterprise might also
be supported by sources of financing other than foreign direct investment. More work will be conducted as
part of theBenchmark Definibn research agenda to improve the reconciliation of the two sets of statistics
(see Annex 13).

25. The measurement of FDI has to rely on clear and unambiguous rules. At the same time, statistics
should reflect thehanges and new developments implemented by market participants, even though they
may result in some breaks in historical statistical series. At the centre of these changes are the complex
structures put in place by MNEs for financing and managerial pagpand that are leadiimgreasinglyto

the distortion of FDI data. These aspects need to be considered for the analytical presentations of FDI
statistics. In addition, the borderline between different types of investments may be blurred whereby it is
not always easy to differentiate FDI from other types of clmmsler investments or services (see Annex

3).

26. Against this background, accelerated by the globalisation of economiesdaptinreview of

existing oncepts and definitions became necessary as traditional concepts applied to measure direct
investment activity could no longer provide fully satisfactory results. As a part of the updating of
globalisation statistics, thBenchmark Definitiomntroducesnew analytical breakdowns and develops new
concepts to reflect more meaningful bilateral FDI statistics. Notwithstanding a number of significant
improvements to the measurement of FDI introduced in this edition, all the research planned could not be
compldged on time to issue a more complete set of recommendations in the current edition of the
Benchmark Definition As a consequence, it was agreed to publish the forthcoming results of this further
research in an addendum to Benchmark Definitioms sooras they are finalised (see Annex 13).

2.3 Understanding the main features of FDI
2.3.1  FDI in the context of economic accounts

27. It is useful to describe the relevance of direct investment within the overallmimoaccounts of
a country, within the balance of payments and international investment positions framework and also, its
complementary aspects with the statistics on the AMNES.

U National financial accounts and flows of funds accoyimshe System of N&nal Accounts
199317 1993, SNA record the overall stocks of financing and the corresponding flows
between the economic units of a country with the rest of the world, i.e. withesment
units which enter into transactions with resident units or heeeamic links with them. FDI
investment relates to one of the categories of dvosder financing of enterprises (see SNA
for more details).

U Direct investment is one of the five functional categories offitencial accountof the
balance of paymentand the correspondingnternational investment positiogtatements.
Direct investment income is a sitbm of investment income of the current account. Data
for balance of payments and international investment positions are presented as broad

14



aggregatesadir the main subcomponents of these accounts; there are no further breakdowns
by partner country or economic activity (see IMF Balance of Payments Manual (BPM) for
more details)

U Conceptually, the population of enterprises covered by the statistics AMNES is a sub
category of the enterprises covered by FDI statistics: the former relates to control, while the
latter is based on ownership and influence (i.e. a larger population of FDI enterprises
corresponding to the ownership criterion of 2090%of the voting powens opposed to the
lower population of enterprises underlying MNE statistics for which more than 50%
ownership is necessary for control). However, as indicated above the reconciliation of the
two sets of statistics is not only limited tug theoretical description of control and influence.
Further breakdowns of FDI and the reconciliation of other differences are necessary to
achieve a sound analysis when using the two data sets (see also Chapter 8).

28. In response to analytical information needs, the preparation of"tedi#ion of the Benchmark
Definitionwas strongly influenced by two concerns:

()  maintaining consistency with the broad concepts and definitions of balance of
payments and internatial investment positiorstatistics and

(i)  developing new statistical methodologies to bring direct investment statistics into line
with financial and economic developments as well as with new statistical frameworks
such as the statistics on the AMNES.

2.32 FDI Equity ownership: the critical determinant

29. Direct investment i s -aderiinvestthenansgmdeyaa residantegtityr v ¢
in one economy (thdirect investoy with the objective of estdishing a lasting interesin an enterprise
(thedirect investment enterprise t hat i s resident in an economy ot/

Chapter 3). The main motivation of the direct investor is to exert some degree of influenceeover th
management of its direct investment enterprise(s) whether or not this entails exercising a controlling
interest. However, in many, if not most cases, the relationship is strong enough that the direct investor will
control the direct investment entergri§ he motivation to significantly influence or control an enterprise is

the underlying factor that differentiates direct investment from dvosder portfolio investments. For the

l atter, the i nv eeamingydsdtingfrons thesacgsiton ambsalds lofyshar@siand other
securities without expecting to control or influence the management of the assets underlying these
investments. Direct investment relationships, by their very nature, may lead ttefongnd steady
financing and teenological transfers with the objective of maximising production and the earnings of the
MNE over time. Portfolio investors do not have as an objective anytéongrelationship. Return on the
assets is the main determinant for the purchase or sdieio§écurities.

30. On the other hand, the growing trend of individual primary investors investing into collective
investment institutions (CIl) and acquiring sufficient ownership of voting power to qualify ast dire

9. There may be instances where #resident investor, or investors acting in concert, acquire a resident
enterprise (in whole or in part), with a view to asset stripping, or restingtand then reselling the entity.
The relationship between the investor (s) and the
investords(so6) influence will have a |l asting effec

intention of retaining their equity holding for a year but they could have a profound impact on the entity.
Private equity buyout funds specialize in this type of shtetm ownership (though they may, in many
cases, hold their investments for longer than one ybat)such investment is not necessarily restricted to
these types of investors.



investment, as well as the increasing number of such institutions becoming direct investors in their own
right, should also be taken into account. Both aspects, investments an€ly Clls, are included in FDI
statistics as far as the basic FDlteria are met. However, the nature and motivation of Clls may differ
from those of MNEs and there is a need to observe this phenomenon more closely in the coming years.

31 It has been argued that in practice theeeseveral factors which may determine the influence a
direct investor has over the direct investment enterprise. However, for the sake of consistency and cross
country comparability of the FDI statisticsstiict applicatiorof a numerical guideline iecommended to

define direct investment. Accordingly, direct investment is considered evident when the direct investor
owns directly or indirectly at least 10% of the voting pdWef the direct investment enterprise. In other
words, the 10% threshold ibe criterion to determine whether (or not)iavestor has influence over the
management of an enterprise, and, therefore, whether the basis for a direct investment relationship exists or
not.

2.3.2.1 FDI relationship

32 MNEs often have complex group structures including a number of direct investors and direct
investment enterprises. For example, a direct investor could be the ultimate controllingp@mnor the
intermediate parent of an enterprise. In otherds, a direct investor could be a parent of a-mesident
enterprise and, at the same time, it could be a direct investment enterprise or a fellow enterprise of another
nonresident enterprise. This implies that a direct investment enterprise maypésetlirect investor, and

vice versa. However, there can only be atémate controlling enterprise, the UCP, which is at the top of

the ownership chaj i.e. not controlledhy any other entity.

33. Direct investmenenterprises can take many different legal forms but they are all corporations
(incorporated enterprises) or quasrporations (unincorporated enterprises operating separately from their
owners and that have, or for which it is possible or meaningfabtstruct, a separate set of financial
accounts). Adirect investmenenterprise is either subsidiary(a controlledenterprise if it is more than

50% owned by its immediate direct investah associatgan influenced enterprise if it is owned between

10 and 50% by its immediate direct investor)abranch(a quasi corporation)Moreover, enterprises that

have no direct investment influence upon one another (i.e. the 10% voting power criterion is hot met where
there is either no equity ownership in areother or it is insufficient for direct investment to exist) but are
directly or indirectly influenced in the ownership hierarchy by the same enterprise (which must be a direct
investor in at least one of them) dedlow enterprisesThe relationship beveen enterprises is determined
according to th&rameworkfor Direct Investment RelationshifSDIR) described in Chapter 3.

34. A direct investment enterprise may become an investor in its immediate direct irvest@

direct investor further up the investment chain. Such investment may consist of equity or debt but the
extent to which voting power in the direct investor is acquired determines the appropriate treatment and
recording basis for all the investmenade. Where there is no voting power acquired in the direct investor

or where |l ess than 10% of the direct investords
direct investment enterprise in its direct investor is referred t@wsse invasment The recording of

such reverse investments uneeguity or debthas relevance for detailed standard FDI statistics presented

on a directional basis (see also Chapter 4). Where a direct investment enterprise holds 10% or more of the
voting power in is direct investor or in any other related enterprise resident in another economy, such

10. While voting power is generally obtained through the purchase of equity, it is possible to have voting
power that is not in the same proportion as the equity ownershipx@mnple, 'golden shares' have greater
voting power than other shares). It is also possible to obtain voting power without purchasing equity (for
example, througlderivative contract@nd repurchase agreements). The implicationBotding voting
power without equity owership are under investigation (see Annex 13).
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investment and any associated or additional debt investment into the direct ifmestberenterprisgis
regarded as separate direct investment in its own righisanecorded as appropriate undguityor debt

35. Apart from the inclusion of small (less than 10%) equity investment, loans or other debt between
fellow enterprisesdentified through the FDIR are also includedFDI statistics even if such enterprises

are not related to each other by FDI equity investment i.e. where there is less than 10% ownership of the
voting power but where they are related by having a common parent. In practice all transactions/positions
between fellow enterprises relate to the funds circulating within multinational groups via shared service
centres (e.g. providing treasury or cash pooling facilities) or to take advantage of the best financing
opportunities. They may also representnd-tripping of capital. These funds may result in large amounts

of FDI if recorded purely as assets/liabilities while the same funds circulate within the same group of
enterprises (i.e. representing an overstatement of theothBt capital component). Ohe other hand,
recording these transactions/positions according tdliteetional principleis based on the categorisation

in the compiling econo mlmate tontrolingparerdfCBaantbr esi dept
O0noresi dent 6g whethérdhe WEPR i$ & resident or not determines the direction of direct or
indirect FDI influence or control.

2.3.2.2 FDI accounts

36. Direct investment statistics embody three distinct statistical accounts: €gtingnt positions,
(i) financial transactions, and (iii) associated income flows between enterprises which are related through
a direct investment relationship:

()  Direct investment positionéstocks of investment); provide information on the total
stock of investment made abroad and received from abroad, broken down by
instrument (equity, debt) for a given reference date. Yearly data are usually reported at
the end of the calendar year which, ianmy countries, is the same as the fiscal year.
More and more countries produce quarterly position data which allow the
dissemination of more timely information. FDI position data allow a structural analysis
of investments in the host economy or industry seetmdl investment by the investing
(home) country or indstry sector. Due to the accumulation of earlier investments over
time, in general, stock data allow the dissemination of more detailed estimates as they
are less likely to be susceptible to statetmonfidentiality constraints

(i)  Direct investment finarial transactionsshow the net inward and outward investments
with assets (acquisitions less disposals/redemptions) and liabilities (incurrence less
discharges) presented separately by instrument (equity, debt) in any given reference
period (yearly, quartgr or monthly). FDI inward flows provide a useful indicator in
relation to the attractiveness of economies but such interpretations require additional
informationon which to bassound conclusions;

(i) Direct investment incomgrovides information on the edngs of direct investors and
of the direct investment enterprises. Direct investment earnings arise from (a) equity,
i.e.essentially the profits generated by the enterprise in the reference period and
consisting of distributed earnings (dividends) adl we undistributed earnings which
are treated as the reinvestment of earnings in that enterprise; and (b) from debt
(i.e.interest from intecompany loans, trade credits and other forms of debt). The
concept of income is closely related to direct investhpositions as it is the size of the
overall investment that largely determines the income, not just the most recent
transactions. Income relates to recent performance and allowdesinodnalysis of the
results of the investment activity.
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37. Direct investment financial transactions (flows) and positions comprise mainly three types of
financing: (i)acquisition or disposal of equity capital; (i) reinvestment of earnings which are not
distributed as dividends; dn(iii) inter-company debt (payables and receivables, loans, debt securities).
Analysing FDI by looking separately atuity versus debt reflects the relative stability of equity and the
greatervolatility of debt. As compared to equity, the debt compor{@nd consequently the country
breakdown of FDI) is more influenced by the location of, for example, treasury centres.

38. Changes in FDI positions other than those due to transactions, such as changes duage excha
rate movements as well as other price changes resulting from holding gains or losses and other changes in
volume are included in FDI positions. In addition, reclassifications from portfolio investment to direct
investment are reflected in FDI positmand categorised as appropriatestjuity or debt (e.g. when a

direct investor acquires additional equity in an enterprise bringing the overall investment to 10% or more
of its voting power, equity stocks investment is reclassified from portfolio investmealirect investment

as described in Chapter 4).

2.3.2.3 Valuation

39. As a matter of principle, direct investment assets and liabilities should be measured according to
market value. Where direct investmentegptises are not listed on a stock exchange, their value is, in
principle, estimated as a proxy to market value. There are various methods for making such estimates
the use of net asset value, own funds at book value. These are described inSCénagbferther elaborated

in Annex 5. In practice, harmonisation of the methods estimating market value still remains an area for
improvement for international consistency of FDI statistics.

2.4 Analytical FDI Breakdowns™!

40. While direct investment statistics described in tBenchmark Definitiorshould be compiled
using the same basic criteria as the BPM6, the two standards offer analytically complementary products.
TheBenchmark Definitiomecommends two analyticapproaches to presenting FDI data:

U for aggregated FDI assets/liabilities data; and

U for detailed FDI data on a directional basis analysed separately by partner country and by
economic activity .

41, While the assdiability series are identical to balance of payments and international investment
position statistics, the detailed directional data present a number of new features as compared to
presentations recommended in the previous edition @dénehmark Definibn (see Annex 2).

42. There are two types of presentations of FDI data serigsndard and supplemental The
standard (or core) type refers to regularly compiled and disseminated core data, recommended by the
Benctmark Definition The compilation and dissemination of the supplemental type of FDI data are
strongly encouraged to be reported on a voluntary basis, left at the discretion of each reporting economy.
The principle of having presentations of FDI statistosboth standard and supplemental FDI bases was
guided by the increasingly diversified user needs for the analysis of direct investment activity.

11 Detailed direct investment statistics are published annually i©@E@D International Investment Statistics
Yearbookand an analysis of recent trends and developments is included imtied @&CD International
Investment Perspectives
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43, The twostandard presentationghich serve different analyticgurposes are described below.
Both of these data sets represent historical breaks from the series compiled according to the
recommendations of tH@enchmark Definitio3™ edition The new standard presentations are:

(i) Aggregate FDI data compiled using tagset/liabilityprinciple which, in addition, provides

(ii)

information separately on resident Special Purpose Entities (SPES) (see @lamapmteknnex
2); and

Detailed FDI statistics by partner country and/or by industry semdorpiled using the
directional principle (see Chapter 4 and Annex 2). Within these the core directional data
distinguish the involvement of resident SPEs in the investment chain, excluding them from
the FDI statistics. However, the resident SPE data are presented separately in an
acconpanying analysis with the same level of detail, as the information on
transactions/positions of resident SPEs could also be of interest to users. This presentation
also provides the framework for bilateral consistency across national statistics.

44, FDI data presented using the asset/liability principle or the directional principle can be derived
from one another using the component building blocks described in Chapter 4 provided that the various
building block elemets are all available. Given the degree of the detail required in some instances,
confidentiality concerns may limit the dissemination of some items. However, national compilers, having
access to confidential information, can provide the results oé thekding blocks at more aggregate
levels, if such information is deemed useful (see Box 2.1 concerning identification and suppression of
confidential data).



Box 2.1. Confidentiality

In compiling and presenting FDI statistics, compilers in many cosgntmay encounter the possibili
of confidential data occurring in the results to be disseminated. Such information generally d
directly identify the entity, e.g. the name and address of an enterprise, to which the data relate. |
the particula context in which the data are presented e.g. classification by: country of counterpart,
of enterprise, type of financial instrument as well as edtsssifications of these attributes, may all
users to determine the identity of the entitygurestion and the value of its activity from the informat
provided (as well as other information they may have independently available to them). In geng
greater the level of detail in the analyses, as well as the degree of concentration ofapaypes of
enterprises and their activities in a compiling country, the greater the likelihood of confidentiz
arising. For many countries, national statistical legislation prohibits the direct or indirect disclos
information relating to a ptcular individual or entity. Many international organisations also ope
statistical confidentiality regimes to ensure that confidential statistical information is not disseminat

FDI information can be regarded as being confidential in a primagegena number of reasons:
(i) if a compiler declares it to be confidential,
(i) if there is only one or at most two entities giving rise to the information, or

(i) if the contribution of a particular enterprise (or even two enterprises) dominate(
contributions of all other entities.

In the latter two cases, the usual confidentiality rules specify that where there are less th
contributors to a particular statistical value then this information is regarded as being confident
reason for this ishat, for example, where there are two contributors then either of them can potg
determine the contribution of the other. Clearly where there is only one contributor then any us
sufficient knowledge can potentially identify the entity invedvas well as the value of its activity. In t
case of statistical dominance, the confidentiality disclosure rules applied may vary between cc
countries. For some countries, if an entity contributes at least 75% of the value of the informaéic
disseminated then it is declared confidential. For other countries a dominance threshold of 80% (G
percentage) may be used. Alternatively, where two entities contribute, say, 90% or more of the val
information being disseminated it isdared confidential.

Whatever disclosure rules individual countries adopt, compilers in these countries have to {
this confidential information in theisseminatin of statistical results. However, suppression of prim
confidential data is nosufficient to prevent identification and disclosure of such confidential data
necessary for compilers to suppress additional dasecondary confidential data in the results
disseminated in order to prevent derivation of the primary confidesidial. This operation is necess:
within a single dissemination item e.g. a single table of data, but it often has to be extended where
dissemination items exist, e.g. mutibular data which include data overlaps. As a result, a signif
amount of data may need to be suppressed by compilers to cover both primary and secondary co
data. It is important to stress that such suppression generally applies on aUpthasis i.e. firstly at th
greatest level of detail and proceedingrioreasing levels of aggregation where necessary. It is impg
to stress that, in general, where confidentiality suppression exists in data disseminated, higher agg
the results are not affected, and where the contribution of the entitieg wWhtss are suppressed at
more detailed levels are included in the higher aggregates.
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Supplemental series all relating to FDI data analysed under the directional principle are:

() Transactions/positionsexcludng residentSPEsand looking throughnonresident SPEs
by partner country and by industry classification;

(i) Where considered necessamgnisactions/positions including all SPEs (according to the
Benchmark DefinitioB™ edition at least once a ygar

(iii) FDI equity transactions by typie purchase and sale of existing equity in the form of
M&As;

(iv) Inward FDI positions according to the country of the ultimate investing country (UIC)
(and the corresponding industry sector).

Standard (core) FDI series

2.4.1.1 FDI according tothe asset/liability principle

46.

FDI aggregates as a part of national mamronomic statistics are based on the asset/liability

principle. They are consistent with balance of payments statisticgernational investment positions as
well as the components of national accounts statistics. These data provide for an economy the aggregate
totals of FDIlassetsand liabilities (Box 2.2) by type of instrument (equity, debt). They are based on
repot s
population of such enterprises. The data are recorded on an immediate (first) counterpart basis regardless
of the nature of the enterprise and the countegraof the direction of influence and control. These FDI
statistics include all the funds that pass through SPEs as well as capital transiting through operating
subsidiaries of MNEs on behalf of the parent companies. In consequence, while the datadpuesente
the asset/liability principle provide an overall aggregate measure of FDI, they do not provide an

appropriate basis for an analysis by partner country and/or by industry, as these data do not reflect the
direction of influence or control. In additi, the asset/liability data can present two major problems:

(i)

(ii)

from either a sample or a census of an

€ C (

overstatement of FDI amounts for individual economies as well as for regional and global
totals. Countries where SPEs are located record FDI figures that are overstated- by pass
through funds witch are indistinguishably aggregated with economically relevant
investments. In addition, global amounts are also overstated while funds are transferred
through intermediaries and accounted for more than once by compilers in different
economies. To oveome this problem, transactions/positions of resident SRiEs shown
separately. This presentation provides useful information on the role of the reporting
economy on the global routing of funds

the real origin and destination of FDI are distorted if fuade passing through noesident

SPEs or other types of subsidiaries. In other words, the immediatesidant counterpart

may not be the real direct investor or the real direct investment enterprise. This may be a
problem for any country, whether ihosts SPEs itself or noti.€. presenting

12

SPEs are not the only entities via which capital may be passed through. Nonetheless, the identification of

resident SPEs should be considered as a minimum to allow for more meaningful FDI figurescaise b
in some countries they account for the major part of-fassigh financing.
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transactions/positions of resident SPEs separately does not resolve the problems caused by
nonresident SPES).

Box 2.2 FDI according to the asset/liability principle

For the reporting country (RC), FDI is summadises follows

Assets= Investments by direct investors of the RC in direct investment enterprises abroad

plus
Reverse investment(s) by direct investment enterprise(s) in the RC in their direct inve
abroad

plus

Investments byellow enterprises ithe RC in other fellow enterprises abroad

Liabilities = Investment by direct investor(s) from abroad in direct investment enterprises in the RC

plus
Reverse investment(s) by direct investment enterprise abroad in their direct investors in th
plus
Investments byellow enterprises abroad in fellow enterprises in the RC.

2.4.1.2 FDI according to the directional principle

47. Massive investment flows into and out of a country may not be of primary interestlystarof

direct investment if they reflect merely a pdissough or roundripping of direct investment funds.
Therefore, users seeking to analyse the economic impact of FDI from the perspective of the direction of
influence/control (inward/outward FDNvould rather focus on investments recorded according to the
directional principlebothfor transactions and positions.

48 FDI statistics compiled according to tlaérectional principle show outward investments and
inward investments taking into account reverse investments as recommended in the previous edition of the
Benchmark Definitior{i.e. reverse investments of the reporting country are recorded as negative inward
investments) as well as investment into felloviegprisesi the direction in the latter case depending on
whether the ultimate controlling parent of the resident fellow enterprise is a resident oresident of

the compiling economy (Box 2.3). Statistics are presented (equity, debt) at the Ipaeinef country by
instrument and by industry sector (see Annex 2)

49, Partner country or industry allocation is recorded in the directional presentation of FDI statistics
as that of the immediate counterparty involvie the investment chain for both inward and outward
investments but excluding resident SPEs (as opposed to the inclusion of all SPEs under the asset/liability
principle described above). A direct investor in country A may wish to invest in countryr@algudo so

through its holding company in country B. This simple example demonstrates how source and destination
of investment through indirect routing may distort the data and influence the relevant economic analysis.
Also under the directional princlinformation for resident SPEs is also shown separately in the core
accounts with the full geographic and industry breakdown.

50. Unlike the recommendation in the formBenchmark Definitionsmall (less than 10%)geity

investment, loans and other debt between fellow enterprises identified according to the Frafoework
Direct Investment Relationships (FDIR) are no longer treated according to the asset/liability approach but
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in line with the direction of influencedatrol, so as to obtain the headline FDI transactions/ position data
by partner country or by sector of industry. As the related fellow enterprises, by definition, do not have
sufficient FDI equity investment in each other to determine the direction ebtimenta priori, their
investments in one another are recorded as outward or inward depending on whether their ultimate
controlling parent is a resident or a Aa@sident of the compiling economy. Most of these transactions
might represent sheterm loars and may inflate the FDI data when presented on a purely asset/liability
principle.

Box 2.3. FDI according to the directional principle

For the reporting country (RC), FDI is summarised as follows:

Outward investment
Investments by direct investorfthe RC in direct investment enterprises abroad

minus
Reverse investment(s) by direct investment enterprise(s) abroad in their direct investor(s
RC

plus

Investments by resident fellow enterprises in fellow enterprises abroad where the U
controlling parent of the resident fellow enterprise is resident in the RC

minus
Investments by fellow enterprises abroad in resident fellow enterprises where the U
controlling parent of the resident fellow enterprise is resident in the RC

Inward investment

Investment by direct investor(s) abroad in direct investment enterprises in the RC

minus
Reverse investment(s) by direct investment enterprise in the RC in their direct investors a
plus
Investments by fellow enterprises abroad in redidellow enterprises where the ultimg
controlling parent of the resident fellow enterprise is-resident in the RC

minus

Investments by resident fellow enterprises in fellow enterprises abroad where the U
controlling parent of the residentlfav enterprise is nomesident in the RC.




Box 2.4 Fellow Enterprises
Identifying fellow enterprises

Fellow enterprises are enterprises, in the same or in different economies, related through t
without either being a direct investor in théet, but throughbeing directly or indirectly influenced by tH
same enterpris@ the ownership hierarchy. The common parent must be a direct investor in at leas
the enterprises in question. Such enterprises can be considered to be relatbd theougd h o r i z
within the FDIRi not involving FDI equity of 10% or mofieand are called fellow enterprises.

Determining the direction of transactions/positions between fellow enterprises

The direction of direct investment between fellow erriegs (where they are covered by the FDIR
determined according to the residency ofuhienate controlling parenof the fellow enterprises involve
in the specific transaction/position. If thdtimate controlling parenis a nonresident in eitheof the
economies of the fellow enterprises, all transactions and positions between these fellow enterp
classified as inward FDI in both countries. If thiémate controlling parents resident in the economy
one of the fellow enterprises, dlansactions and positions between that fellow enterprise and-3g
resident fellow enterprise are classified as outward FDI for the economy of the resident enterpris
inward for the economy of the naasident fellow enterprise.

Recording transadbns/positions between fellow enterprises according to the directid
presentation

Once the direction of the transaction/position between fellow enterprises resident in d
economies is determined, the geographical (and industry) allocation sleouhdde on the basis of t
location of the immediate counterparts excluding resident SPEs (and looking thtonghresidentSPE
on a supplemental basis).

2.4.2  Supplemental FDI series

51 Firstly on a supplemerithasis, theBenchmark Definitiorencourages the supply of further FDI

data under the directional principle on transactions, positions and income reallocated to the countries and
industries of the first n68PE counterparty encountered in an investmeninciidese data complement
standard FDI serieexcludingresident SPEs and giving geographical and industrial detail as discussed
above.

52 SecondlyFDI by typeas a subset of standard FDI statistics under the idinattprinciple is an
altogether new dimension of FDI statistics. Such a subset of FDI data will allow refinement of the
qualitative analysis of FDI in home and host countries. As a first step, identifying the purchase/sale of
existing shares in the forrof M&As would be useful. Generally speaking M&As relate to existing
company structures taken over fully or partially by other entities. In the context of public debate, a sharp
di stinction is often dr awn bet wapgahandiagditenal jolisjaad d o
M&As that are perceived to include only a change of ownership in an existing corporate entity. This
theoretical distinction between the types of FDI however may differ in practice and in a number of
instances the acquisitiaof existing enterprises can provide important additional economic benefits. The
separate treatment of M&A is part of a political reality to which investment analysts have to respond and,
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in |light of the present de bcahtampa boonustd , i settrcat etgh ec
grow.

53. Users should be cautious when using H@l data distinguishing M&A type transactions,
described in thiBenchmark Definitionwhich are different to what is generaligferred to as M&A
statistics produced by commercial and other sources. The former corresponds only to equity transactions
that qualify as FDI (covering 102%00% of ownership of voting power) while the latter represents the total
capital of companies (seAnnex 9). At the present time, tBenchmark Definitiorecommends that
supplemental series be produced only for FDI equity flows for M&A type activity. Further research is
planned for Greenfield investments, extension of capital and financial restrgctail of which are also

part of FDI. Similar analysis of FDI positions would not be meaningful as such data relate
indistinguishably to the stock of all types of investment accumulated over time.

54. A third setof supplemental data series amevard FDI positions according taltimate investing

country. There is ample interest by policy makers in political, economic and structural analysis to identify
the locations of the ultimate owners of direct investmenerprises. TheBenchmark Definition
recommends that supplemental data be produced for inward FDI positions by geographical and by industry
T allocation according tde ultimate owner (investor).

55. Inward FDI positon according to ultimate investing countryallocates investments to various
nonresident parents of the enterprise in proportion to the equity held disregarding the capital that transits
through related operational or other enterprises. These data thkowountries that have effective
economic interest in the host economy. They relate to the control of investment positionsresiaemt
enterprises rather than to the ultimate control of the total assets of the direct investment enterprise.

56. An objective analysis of outward direct investment using similar concepts is more complicated.
FDI according to ultimatévestinghostcountryis subject to further researclfsee Annex 13)

25 Interpreting FDI series and globalisation indicators
25.1 FDI series

57. FDI series are very informative and useful for both short and-temgy analysis. Timely
estimates of the direct investment activity allow the monitoring of recemoetc developments. On the

other hand, longer series contribute to the measurement of the attractiveness of the reporting economy
within the global market and the competitiveness of the economic agents, i.e. foreign direct investors and
FDI enterprises.

58. An increase in inward investments by foreign direct investors implies additional capital injected
into the economy (the domestic market) and, thus, is likely to have an impact on its economic performance.
On the ohber hand, the size of outward investment transactions indicates the extent of penetration of the
resident direct investor in other markets. FDI transactions (FDI financial flows and FDI income flows)
provide information foFDI activity within a given timeperiodwhile FDI positions data indicate the levels

of investment at a given point in time. The trends obtained from FDI financial transactions and FDI
positions may be quite different. In addition, attention is drawn to the point concerning the iatienpict
headline FDI statistics in the context of the impact of reverse investment and of investment between fellow
enterprises. In this context, for example, a low headline figure for total inward FDI into an economy may
result from a general low levelf &DI investment under different instruments and across different FDI
relationships. Alternatively, it could result from a high level of such investment (under particular

13. Further research will be conducted @l according to ultimatevestinghost country..
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instruments and relationships) into the economy being partially or completelyiotisetven exceedeid
by outflows of investment by foreigpwned enterprises to their related direct investors or fellow
enterprises abroad. Similar effects apply to outward direct investment.

59. Analysing inward andoutward FDI by its subcomponentsnamely equity, reinvestment of
earnings(combined with equity for positions data) adebtallows further refinement of FDI trends and

the nature of investments. Even if the analysis of equity investment is at the direcbinvestment,
intercompany loans play an important role in financing FDI related enterprises. However, trends in equity
and debt components could be very different and may reflect different patterns. Reimbursements of
intercompany loans need to lmgerpreted correctly but not as divestment. This interpretation is possible
when we look at subomponents of FDI. A further reading of FDI scdlimponent statistics divided by
claims and liabilities will provide additional information on capital moveisien

60. FDI by partner countryithe first classification specified by tlgenchmark Definitiomequires

that direct investment statistics be classified geographically on a directional basis i.e. for inward and
outwad investments, and including the associated income data. These series provide the geographical
distribution of investment, i.e. country of source and destination. This information is very useful in any
comparative analysis on the attractiveness of atocpwr a group of countries and for constructing
analytical indicators such as globalisation indicators described in Chapter 8.

61 FDI by industry sectordirect investment statistics should be classified accoraingdustrial

activity (based on the ISIC Classification) of the direct investment enterprise for both inward and outward
investment. In other words, for outward investment, data are recorded according to the industry of the
direct investment enterprise albd and for inward investment they reflect the industry of the direct
investment enterprise in the reporting country. Allocation of the industry sector should be based on the
principle activity of the enterprise when it is involved in more than one actiiteviations from these
principles distort international comparison of industries that are recipients of direct investment. These data
offer interesting indicators on the globalisation of markets. As a secondary series, it is also recommended
that thedata according to the industry of the direct investor be provided on a supplemental basis for inward
FDI (see Chapter 7)

62. FDI by partner country and industry sectoA breakdown which is of utmost interest,
partiaularly for structural analysis, is the credassification of the FDI data by partner country and
industry. Recognising the possible confidentiality issues involvedBd¢hehmark Definitiomecommends
the use of more aggregate T classification basl on ISIC4 for these data.

63. Thetreatment of SPEwill affect the results of the analysis. The problems raised by SPEs are
twofold: (i) the inclusion of resident SPEs may lead to an overstatement of FDI ta émafothe
reporting country and; (ii) investments via A@sident SPEs may lead to the distortion of information on
the origin and destination of FDI. Core FDI series by country and by industry brealekaiaading
resident SPEs resolve the first problbat not the second one which may be solved by supplemental data
series acquired by looking through A@sident SPEs. The usefulness of these supplemental data for
international comparisons will increase as more countries report such data and whedagalis&h
definition of SPEs can be implemented in all or most countries.

64. It was indicated earlier that detailed FDI statistics are required on a directional basis. The
direction of the investment is determinedrieference to the FDI relationships involved:

(i)  Firstly, there is a crodsorder flow from one economy to another, i.e. from the economy of

the investor into the economy of the direct investment enterprise (subsidiary or associate or
branch) receiving thenvestment.
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(i)  Secondly, the treatment oéverse investmente. the investment of the direct investment
enterprise back into its direct investor but where the acquisition of equity is less than 10%
(not sufficient to qualify as direct investment in itsrorght).

(i) Thirdly, the treatment of equity and debt between fellow enterprises, which are identified as
being in FDI relationship according to the FDIR, i.e. because they have a common parent but
they have insufficient or no FDI equity influence in onether other.

2.5.2 Globalisation indicators related to FDI

65. Globalisation indicators related to FDI are discussed in Chapter 8 where a list of reference and
supplemental indicators are provided. This sectioniges the analytical description of those indicators.

2.5.2.1 Reference indicatot’

i) Extent of globalisation through FDI

66. This set of indicators is the most commonly used measurement of the globalisation of an
economy. It measures the extent of ciossder investments realised with the objective of a lasting interest

to and from an economy. It also allows crossintry comparisons based on the relative importance of
FDI, i.e.(i) financial flows; or (ii) incomeflows; or (iii) FDI positionsexpresseds a per cent of Gross
Domestic Product (GDP). Each ratio indicates the relative importance of globalisation for the reporting
economy either for total investments or for investments by economic sector. An inofethse ratio

implies a greater share of foreign investment, thus an increase in the relative impact of globalisation. It is,
however, to be noted that FDI flows and FDI positions when referenced against GDP are not fully
compatible measures of globalisatidNevertheless, in the absence of other more meaningfuteasassry
comparisons of the relative size of globalisation, GDP remains the best common reference. In addition,
comprehensive and timely GDP statistics are available in most countries.

67. FDI financial flows (inward and outwardxpresseas a per cent of GDP indicate the degree of
globalisation of an economy based on the economic climate for a given time period, i.e. the changes over
that time period. Tlsiindicator provides early information on the relative attractiveness of economies (both
domestic and foreign) and industries for new investments after allowing for the withdrawal of investments
(disinvestment) during that same time period. FDI flows amapled in many countries on a quarterly

basis or on a monthly basis, with a view to allowing a timely monitoring of their FDI activities.

68. FDI income flows (inward and outward) as a per cent of GDP provide infmmon the relative
importance of the earnings of direct investment enterprises both in the reporting economy and abroad.

69. FDI positions (inward and outward) as a per cent of GDP indicate the extent of glalrakdan

given point in time. These structural indicators designate the interdependence of economies. The ratio for
inward FDI positions indicates the extent of foreign ownership (or foreign presence) in an economy. The
ratio for outward investment indites the degree of ownership (or presence abroad) of economic agents in
other markets. They also illustrate, respectively, the level of dependence of the domestic economy on
foreign economies arits level of penetration in foreign markets. A comparisothefresults obtained for

inward and outward FDI will indicate the comparative importance of the country as an exporter or
recipient of FDI.

14. Globalisation indicators are based on standard FDI statistics accordingdtiotial principle unless the
underlying data are only available on a supplemental basis.
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(i) Contribution of investing (home) and host economies and of economic sectors to globalisation

70. Expressed as ratios (as percentage of totals for both inward and outward FDI), the results reflect
the process of globalisation of the economies by their level of financial expansion abroad and their
dependence on financing frearoad. The indicator related to investing (home) and host economies shows
the evolution of the share of individual economies as origin of direct investment (outward investment by
reporting economy) or as host of direct investment (inward investment bgesiolents to the reporting
economy). The ratio based on FDI flows allows an analysis of the changes between two periods while the
ratio based on positions indicates the structural developments over time. The geographical analysis can be
further deepenedybmeasuring the share of the stdimponent FDI equity capital in such investments by
partner country. Changes in these ratios will indicate a greater/lesser contribution to globalisation by the
host or investing economy.

71. The indicator based on economic sectors is similar to the previous indicator (by partner country)
but the focus this time is on the economic sector for both inward and outward investments. This indicator
describes the relative contribution of dif@t economic sectors to the international economic system by

the measurement of the share of FDI positions by economic sector abroad or by the measurement of the
dependence of the home economic sectors on investments from abroad. Changes in thesioagos i
greater/lesser contribution to globalisation by individual economic sectors. Furthermore, the analysis can
be refined by examining the statistics by partner country and economic sector of the reporting country.
However, such statistics, althoughanalytical interest, remain quite scarce in many countries.

(iii) Return on FDI

72. The indicator, based on FDI equity income, provides information regarding the profitability of
the direct investment enterpris€sr example, when the rate of return of inward FDI [FDI equity income
debitsi i.e. debits for (a) dividends and distributed branch profits, plus (b) reinvested earnings and
undistributed branch profits as a per cent of total inward FDI positions] insesit implies that the
resident direct investment enterprises are more profitable and are more and more competitive for investors.
However, observations based purely on the results of the statistical ratios are not sufficient to draw
conclusions on theomnpetitiveness of enterprises (or an economy). Many other factors should also be
taken into account such as cyclical or structural factors, developments in that sector of economic activity as
well as other factors related to the global strategy of thesiimgeenterprise(s).

2.5.2.2 Supplemental indicators

(iv) Degree of concentration of FDI
73. This indicator is based on the Herfindahl index to measure the geographical concentration of FDI
or the concentrationof HD by economic sector. It is fAobtained

players, and then summing those squafe# measures the extent of diversification of the investments

(@) by home and host countries; and (b) by economic sectors. A dedre#tse ratio implies a higher
degree of globalisation. In other words, the more investments are diversified geographically the greater is
the extent of globalisation.

(V) Dynamics of FDI in reporting economy

74. This indicator measures the share of foreign capital in the reporting economy. First of all it
compares, at a specific point in time, the positions of FDI enterprises (inward FDI) to the overall liabilities

15. Herfindahl Index’ Measuring industry concentration by Suresh Krishanmurty
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(balance sheet totals) of the domestic sector astezpin the national financial accounts. Likewise, it also
compares the positions of direct investors (outward FDI) to total assets (balance sheet totals) of the
reporting economy. In the first case, an increase of the ratio implies a higher foreigrt@thseugh FDI,

thus a higher attractiveness of the reporting economy. In the latter indicator, an increase implies the
opposite, i.e. an increasing presence by the home economy in foreign markets (which may be more
attractive).

(vii) Dynamics of FDI bycategory: crossountry and sectoral analysis

75. This indicator provides detailed information on the relative share of categories of FDI flows and
positions for both inward and outward investment. The informatidrag®d on aggregate data by -sub
components of FDI (equity capital, reinvested earnings and other capital) and by geographical distribution
or by economic sector. The focus is specific markets or economies. The patterns of contribution to the
market, in itsbroad definition, will vary across the countries or economic sectors depending on the degree
of globalisation and the competitiveness of economies or economic sectors. As the ratio increases, the
contribution to globalisation will be more important.

(viil) Share of FDI by type

76. Analysing the share of FDI by type is part of the information needed to analyse the impact of FDI
particularly in the host economy. Spgilver effects of the investment will vary dependorgthe type of
investment (e.g. M&As) and its relative share over total investments of an economy. The ratio if analysed
by country and by sector could provide valuable information. However, confidentiality may prohibit the
general availability of suctietailed information.



Box 2.5 Frequently asked user questions
1) What is the relation between FDI transactions, positions (stocks) and income?

FDI financial transactions refer to those crbssder transactions which qualify as direct investments recatdedg the
reference period (year, quarter, or month). FDI positions represent the value of the stock of direct investments leeld af
the reference period (year, quarter, or month). Direct investment positions are affected not only by finasaidns recorde
prior to and during the period but also by other changes in price, exchange rates, and volume. FDI income data, etbse
the stocks of investments, are used for analysis of the productivity of the investment, and are als@atesf the calculation g
the rate of return on the total funds invested. (see also Chapter 4 and Chapter 8)

2) How to interpret negative values for FDI flows and positions?

Negative values in transactions may indicate disinvestment in assets @rgkschf liabilities. In the case of equity, t
direct investor may sell all or part of the equity held in the direct investment enterprise to a third party; or thevdseoent
enterprise may buy back its shares from the direct investor therelgimgdu eliminating its associated liability. If the financ
movement is in debt instruments between the direct investor and the direct investment enterprise, it may be due tethad
redemption of intecompany loans or movements in short teradé¢ credit. Negative reinvested earnings indicate that, fo
reference period under review, the dividends paid out by the direct investment enterprise are higher than current irbeadn
(if that is the decision of the board of managers) or theatlitect investment enterprise is operating at a loss.

Negative outward investments resulting from the directional principle applied to fellow enterprises relates to disin
by the resident ultimate controlling parent who receives funds frorrregident subsidiaries. Negative inward investme
represent net claims of a resident subsidiary (who has aesatent ultimate controlling pargnon nonrresident fellow
enterprises.

The changes in FDI positions are affected by the accumulated flowseand may also result in negative values, but mg
for other capital (e.g. when the loans from the direct investment enterprise to the parent exceed therlesen the origina
capitali given by the parent to the direct investment enterprise.ulddoe the case where conduits or treasury companie
involved). This is particularly important when FDI statistics are presented on a directional basis given the significamee
affiliate transactions and positions in debt.

3) Why are there such lae revisions in the FDI data?

In order to serve users requiring timely data, the compilers of FDI statistics make initial estimates for some comp
preliminary information available at that time. It is especially difficult to have timely and atthe time complete data on t
accrued income when the results are first published, as these values are only known once the direct investment en
closed its books and the current operating income and earnings distributions have been ddterthnezference period.

Consequently, when more complete data are provided for the reference period, data compilers revise the estimg
previous periods. However, compilers are recommended to provide to the public at large a descriptievisicthe.

4) What are the criteria for the classification of FDI by economic activity: according to the activity of the resi
parent company or that of the neresident enterprise?

The recommendation is to provide inward and outward FDI data on thedbdakes economic activity of both the dire|
investment enterprise and that of the direct investor. However, if this is not feasible, it is recommended that this poi
compile the data according to the activity of the direct investment enterfmisboth inward and outward investments (i
economic activity of the resident direct investment enterprise for inward investment and that oftbsident direct investmer
enterprise for outward investment).
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5) Why are large FDI transactions concérated in particular countriesi i.e. what is the role of capital in transi
and/or passing througtSpecial Purpose Entities (SPE)?

Multinational enterprises frequently have recourse to SPEs for their inward and outward direct investments, incly
large amounts of capital in transit, passing through entities in jurisdictions which may offer advantages, e.qg. for tax pvepg
though transactions/positions with SPEs are included in assets and liabilities of direct investment enterprise, tHepgse
included in FDI statistics by partner country or by industry classification. In other words, detailed FDI statidtids residen
SPEsand look through nenesident SPEm the analysis of source/destination of FDI. The purpose of lodgkiogigh SPEs is tq
reduce the overstatement of FRhtisticsand to provide more realistic analysis and hence estimates of real source/destin
FDI.

However, on a supplemental basis, countries are encouraged to report separately tables on globsl fam
outward/inward investments of each compiling country to/from their resident SPEs. Such data will allow users to hav,
complete view on the financing of FDI.

6) How complementary are FDI statistics and the statistics on the Activities of Multoral Enterprises (AMNE)?

The statistics on direct investment include ciogsder investments made with the objective of establishing a lasting in
to exercise an influence in the management of the direct investment enterprise (the target entity$ ehidenced by th
ownership of at least 20 of the voting power by the direct investor. Control by the direct investor of the direct inves
enterprise is not necessary to qualify as FDI. The FramevaoriDirect Investment Relationship establisitbg chains of
relationships between direct investors and their direct investment enterprises and includes qualifyidgacrasdationshipg
between direct investment enterprises. As such, FDI statistics compiled using the FDIR include certain nsuasacpositiong
between fellow enterprises which are not linked through a direct 10% or more ownership of voting power. FDI statig
record the financial value of the investments. The geographical allocation is based on the debtor/creditier gxotaging
resident SPEs.

The statistics on AMNE (also referred to as FATS) cover affiliates whichaareolledby an enterprise resident in anoth
economy. TheDECD Handbook on Economic Globalisation Indicatoesommends that AMNE statistics cowbe majority
owned affiliates. In principle, AMNE data cover a ssdi of the entities involved in FDI. The AMNE present detailed data o
foreign affiliates, e.g. on the employment, turnover, value added, etc. Nevertheless, the geographical atfrithationits is
based on the ultimate controlling (investing) country (for inward investment) or the ultimate hosting country (for the
data). (See Chapter 8 for more details).

In theory FDI and AMNE statistics are very closely related and, thesefomplementary. However, methodologies app
to current FDI and AMNE statistics are not consistent and render difficult the analysis of financial and income flowsiansl
along with the economic impact of the AMNESs. Introduction of new suppl&ahEDI inward positions allocated to the ultimg
controlling parent is expected to reduce these discrepancies to the extent that samples of enterprises are also harmonisg

7) Why are there discrepancies (sometimes significant) in the data provided byniational organisations?

Several International organisations compile and disseminate FDI data. These include the OECD, Eurostat, the
Central Bank (ECB), IMF, and UNCTAD. FDI statistics of the OECD and Eurostat are essentially based on a cameveork
for reporting detailed FDI statistics. IMF and ECB compile and disseminate FDI as a functional category of balance tf.p
The data released by the OECD and Eurostat are generally very consistent, as the same data framework is egzdliizathg
Euro-zone is consistent between Eurostat and the ECB. OECD and IMF research demonstrated that the main differenc
their aggregate FDI statistics are largely due to the timing of revisions. UNCTAD data are in a nhumber of casesidfeod
adjustments.
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CHAPTER 3
MAIN CONCEPTS AND DEFINITIONS OF FOREIGN DIRECT INVESTMENT

3.1 Summary

77. This chapter provides an overview of statistical units and~theneworkfor Direct Investment
RelationshipgFDIR). Rigorous application of these fundamental aspects is central to the implementation
of the Foreign Direct Investment (FDI) concepts and recommendations described Benlismark
Definition. It is also important both for the interpretation anel osFDI statistics. Definitions of statistical

units which underpin the concepts and treatment of FDI are in line with the general principles adopted in
the System of National Accounts (SNA) and the Balance of Payments Manual (BPM) and, therefore,
consisént with the concepts and definitions underlying most macomomic statistics.

78. The first section which describes the statistical units has two main purposes.iFid&htifies

the economic territory to beovered by the FDI statistics and highlights its main features. Secondly, it
describes the economic agents that are involved in direct investment, and stresses the importance of the
institutional sectors making up the economy even though classificatimstiiytional sector is not used in

any of the presentations called for by tBenchmark Definition

79. Thereafter, the FDI universe is described more specifically on the basis of statistical units. The
concept ofdirect investment, direct investor, direct investment enterprise and the relationships between the
various units based on the Framewdok Direct Investment Relationships are described in detail. The
recommended treatment of fellow enterprises is a matufe of the edition of the Benchmark Definition

and this section includes details of their definition and treatment.

80. In addition, three principles underpinning the compilation and presentation of FDI statistics
described. They are:

U the debtor/creditor principle
U theasset/liabilityprinciple, and,
U thedirectionalprinciple.
3.2 Statistical units
3.2.1  Economic territory and the concept of residerte
81 The concept ofasidence is a fundamental factor for direct investment statistics which measure
crossborder investments between residents of two or more economic territories. Foreign direct investment

includes transactions/positions between a resident and -sesigientinstitutional unit but excludes all
transactions/positions between units that are residents of the same economy.

16. For a more detailed discussion of these broad statistical concepts, see IMF BPM6.
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82 The concept of residence in tBenchmark Definitiofis identical to that adopted by the SNA and

the BPM. The residence of an economic entity (oinstitutional uni) is attributed to theeconomic

territory with which it has the strongest connection, in other wordsdtgre of predominantconomic

interest Each institutional unit is a resident ofie and only one economic territory. While some units,
mostly households, may have connections with more than one economy, for statistical consistency, there is
a need to attribute a single economic territory to each based on objective and compretitsve ¢

3.2.1.1 Economic territory

83. An economyconsists of all the institutional units that are resident in its territory. Most entities
have strong links with only one economy, so their residence is cleawitbuincreasing international
economic openness, there is a growing number of institutional units that have connections to more than one
economy.

Box 3.1. The economic territory®’

Theeconomic territoryincludes the following:

® Land areaairspace, territrial waters, including jurisdiction over fishing rights and rights to
or minerals. In a maritime territory the economic territory includes islands that belong
territory (BPM 4.6)

(i) Clearly demarcated territorial enclaves that are located iregtef the world such as embass
consulates, military bases, scientific stations, information or immigration offices, aid agé
central bank representative offices, etc. They are established with the formal political agr
of governments of thterritories where the land areas are physically located. Such encla
used by governments that own or rent them for diplomatic military, scientific or other purpc

(iii) Territorial enclaves used by foreign governments and physically located withdnr ar ti {
geographical boundaries are not included in that economic territory but included in the t
of the governments that use them.

(iv) When a territory has a separate physical or legal zone that is under its control, but to w
some degree,eparate laws are applied (e.g.-sfffore financial centres), these special zg
should be included in the economic statistics of the territory.

(V) In cases of disputed zones, effective economic control may be unclear. In such cases, g
make a decisioon the inclusion or exclusion of the zone based on the particular circums
and preferably include a description in the metadata.

(vi) In addition to economic territories under the effective control of a single governmer
economic territory of a curney or economic union is also considered as a type of ecor]
territory.

Source: BPM: Chapter 4

84. Even though there is often close correspondence, the statistical definition etdhemic
territory (or theeconomyi see Box 3.})is not identical to the concept of a country or to any other legal
definition (such as nationality). In many cases, but not always, a country indeed constitutes the economic
territory. The existence of an institutional unit and &w®nomic territory in which it is resident are
determined by a number of criteria including physical presence and being subject to the jurisdiction of the

17. The importance of economic territories described under (iii) and (iv) relates to the fact that they reflect the
usual scope of macroeconomic policymaking.

33



government of the territory. In thBenchmark Definiton t he term Acountrayo i s
substitute to Aeconomic territory (and economy) o0

85. Most commonly, an economic territory has the dimensions of physical location as well as legal
jurisdiction and is undethe economic control of a single government. Economic and currency unions
constitute another type of economic territory which is discussed at more length in Annex 11.

3.2.1.2 Centre of predominant economic interest

86. Economic interestd include current production, consumption, acquisition of assets and
incurrence of liabilities, asséblding, place of incorporation or registration, and the origin of applicable
taxation and regulation.

87. An institutional unit is considered to havecantre of predominant economic interéstan
economic territory:

() when there exists, within the economic territory, some location, dwelling, place of
production, or other premises on which oonfr which the unit engages and intends to
continue engaging, either indefinitely or over a finite but long period of time, in economic
activities and transactions on a significant scale;

(i) if the location, even if it is not fixed, remains within the ecorwot@iritory;

(i) if the unit has already engaged in economic activities and transactions on a significant scale
in the territory for one year or more, or if the unit intends to do so. The choice of one year as
a specific period is somewhat arbitrary and ieduas an operational guideline to avoid
uncertainty and to facilitate international statistical consistency

88. While actual or intended physical presence for a year or more is the main criterion, other criteria
apgdy in some special cases such as for corporations having little or no physical presence or individuals
that move in such a way that that they do not stay in any territory for more than a year.

89. There are cases wigethe institutional unit has little or no physical presence in a territory. This

arises with some categories of special purpose entities (SPEs) and similar units. Some cases of
restructuring or outsourcing could also result in residual units with littleno physical presence.
Moreover, these units might not undertake significant production. In such cases, the jurisdiction where the
unit has its | egal domicile and/ or which regul at
centre of ecnomic interest while location and production criteria may not be meaningful.

18. Citizenship and plans for future location are {@monomic connections.
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concept of the SNA @93 and subsequent updates) whereby an institutionaklanteconomic entity thé
is capable, in its own right, of owning assets, incurring liabilities and engaging in economic activiti
in transactions with other entitiefl993 SNA, Rev. 1, Chapt4]

The main attributes of an institutional unit are:

(@)

(b)

(©)

(d)

Box 3.2. SNA: Classification of Institutional Units™®

The definition of institutional units covered in tBenchmark Definitioris fully in line with the

it is entitled to own goods or assets in its own right; it is, therefore, able to exchar
ownership of goods or ass¢fisoughtransactions with other institutional units;

it is able b take economic decisions and engage in economic activities for which it ig
held to be directly responsible and accountable at law;

it is able to incur liabilities on its own behalf, to take on other obligations or f
commitments and to & into contracts; and

either a complete set of accounts, including a balance sheet, exists for the unit, or
be possible and meaningful, from an economic viewpoint, to compile a complete
accounts if they were to be required.

As clas#fied by the SNA, there are basically two types of institutional units:

(a) Householdsare defined in th&NAas a small group of persons who share the same |
accommaodation, who pool some, or all, of their income and wealth and who consume
typeso f goods and services coll ecti BNA Rev
184.4) A person who pools income with the household in one economic territory,
resident of another economic territory, is not classified as a member of that hdu
Households can be direct investors but not direct investment enterprises.

(b) Legal and social entitiegre recognised by law or society independently of the perso
other entities that may own or control them. (18A, Rev. B4.6) Such entities inatle
corporations nonprofit institutionsand governmenunits. Some unincorporated enterpri
belonging to households or government units may behave in much the same
corporations, and such enterprises are treated asaprpsirations when they ia complete
sets of accounts, or such a set of accounts can be constructedSNA9Rev. £4.6). Only
business enterprises can be both direct investors and direct investment ent¢
governments and negorofit enterprises can be direct investord bot direct investmen
enterprises.

19.

Only a summary of SNAnd BPM concepts are included in this section. For a more detailed discussion of
the items therein, the reader should refer to SNA and BPM.
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3.2.2 Institutional units

0. An institutional unit is an economic entity that is capable, in its own right, of owning assets,
incurring liabilities and engaging in economidigities and in transactions with other entitieE993 SNA,
Rev. 1§4.1) (see Box 3.2)

91 Institutional units of an economy are classified by the SNA under two main categories:
(i) households (formed by persons gnoup of persons); (i) legal and social entitiegorporations
(including quastorporations), no#profit institutions, and government unitS whose existence is
recognized by law or society independently of the persons, or other entities, that matycmmtrol them.
While the Benchmark Definitiorfollows the general principles of the SNA to identify institutional units,
the treatment of some specific isseescerningcrossborder direct investment transactions/positions also
need to be addressed.

92 Institutional units are defined by the SNA in the context of a single economy and to identify the
residents of that economy. However, a legal entity may have to be split into separate institutional units,
resident m different economies, to address the statistical treatment of entities which have strong links with
more than one economy. As a result, some arrangements that are not legal entities in their own right may
be recognised as being institutional units,queasicorporations.

93. A quasicorporation is an unincorporated business that operates as if it was an entity separate
from its owners. Examples at&anches land ownership partnerships(both of limited and unthited
liability), trusts and resident portions afulti-territory enterprisesThese quastorporations are treated as

if they were corporations, i.e. as separate institutional units from the units to which they legally belong. For
example, quastorporaions owned by households or government units are grouped with corporations in
the nonfinancial or financial corporate sectors. The purpose of this treatment is to separate from their
owners those unincorporated enterprises which are sufficientig@aifined and independent that they
behave in the same way as corporatid®98 SNA, Rev.§4.4248).

94. The requirement for having (or the potential to produce) a set of accounts is essential in the
definition of irstitutional units because it provides a recognised indication of the existence of an economic
decisionmaking unit. The definitions do not require that the unit be autonomous. Therefore -ouaody
subsidiaries have legal identity and are separateditigtial units from their parent units, even when all
decisions are effectively made by another unit.

95. An ancillary corporation is a whollpwned subsidiary whose productive activities are ancillary

in nature: thats, confined to providing services to the parent corporation and/or other ancillary enterprises
owned by the same parent corporatidhe kinds of services which may be produced by an ancillary unit

are transportation, purchasing, sales and marketingougarkinds of financial or business services,
computing and communications, security, maintenance, and cleaning. In some cases, the ancillary unit is
located in a different economy from the companies it serves. An ancillary corporation is recognized as a
separate institutional unit when it is resident in a different economy from that of any of its owners, even if
it is not, in practice, autonomous.

3.2.2.1 Enterprises
96. An enterpriseis a subgroup of the broad SNA&ategorylegal and social entitiedt is defined as
an institutional unit engaged in production. An enterprise maya beorporation (including quast

corporations) a nonprofit institution or anunincorporated enterprisdncorporated enterprises and non
profit institutions are complete institutional units. An unincorporated enterprise, however, refers to an
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institutional uniti a household or government unionly in its capacity as a producer of goods and
services. It covers only those activities oé tlnit which are directed towards the production of goods or
services 8NA93 Rev 85.1)

97. Institutional units that have the sole function of holding financial assets on behalf of their owners
provide a service ttheir owners, so they are enterprises, even though there may be no explicit service
charges. For example, some mutual funds, holding companies, trusts, and special purpose entities may not
receive payment from their owners for the services they provide/etdr, in these cases, a service is
recognised as being provided to the owner, payable out of the property income or assets.

Box 3.3. Structures related to enterprises

An enterprise group consists of all the enterprises under the control of the sameVéhereia grouy
of owners has control of more than one enterprise, the enterprises may act in a concerted wa
transactions between them may not be driven
Frameworkfor Direct Investment Relaihships can be used to determine which enterprises are
control or influence of the same owner.

There are two concepts of enterprise groups:

1 A multinational enterprise group consists of all the enterprises located in different econom
under tle control or influence of the same owner wherever located

1 An economyspecific enterprise group consists of all the enterprises located in the same e
and under the control or the influence of the same owner also located in the same e
Ownershiplinks that are external to the economy are not recognised in the formation o
enterprise groups.

A joint venture is a contractual agreement between two or more parties for the purpose of exe
business undertaking in which the parties agreshéwe in the profits and losses of the enterprise as w
the capital formation and contribution of operating inputs or costs. It is similar gartnership (se
Glossary), but typically differs in that there is generally no intention of a contimeiationship beyonc
the original purpose. A joint venture may not involve the creation of a new legal entity. Waethasi
corporation is identified for the joint venture depends on the arrangements of the parties a
requirements. The joint vemiis a quascorporation if it meets the requirements for an institutional |
particularly by having its own records. Otherwise, if each of the operations is effectively undertake;
partners individually, then the joint venture is not an instinatl unit and the operations would be seel
being undertaken by the individual partners to the joint venture. Because of the ambiguous statu
ventures, there is a risk that they could be omitted or daxthiated, so particular attention ne¢dse
paid to them.

3.2.2.2 Quastcorporations

98. An unincorporated enterprise is a producer unit which is not a legal entity separate from the
owner (household, government or foreign resident); the fixed and afisets used in unincorporated
enterprises do not belong to the enterprises but to their owners, the enterprises as such cannot engage in
transactions with other economic units nor can they enter into contractual relationships with other units nor
incur liabilities on their own behalfin addition, their owners are personally liable, often without fitnit,

20. However, some unincorporated enterprises may have limited liability such as a limited liability partnership.
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for any debts or obligations incurred in the course of productid¥®3 SNA, Rev. 1 84.42, 4)4&n
unincorporated enterprise attached to aresident is always considered as a gaasporation.

99. Even though &ranch is not a separate legal entity, it is statistically identified as asiqu
corporation if it operates in an economy separate from that of its owner and has operations over a
significant period in that economic territaty.

100 To avoid the multiplication of artificial units, the defioih of branches requires several
indicators of substantial economic activity and separate accounts.

101 The identification of branches has implications for the statistical reporting of both the branch and
thelegd entity from which the branch has been created. The operations of the branch should be excluded
from the institutional unit of its head office in its home territory and its activities should be reported
consistently in both of the economies to which itc@nnected. Each branch is a direct investment
enterprise if the FDI criteria are satisfied.

102 Construction of major specific projects (bridges, dams, power stations, etc.) may take several
years to complete ancelrarried out and managed by fresident enterprises through site offices in the
territory of location. In most instances, the operations managed from the site office satisfy the criteria to be
a branch. In other cases, for example, for a sleom projet (less than one year) or one based from the
home territory rather than a local office, the work provided to customers resident in the territory of those
operations is classified as international trade in construction (i.e., an import to the terriipeyaifons).

103 Some production processes may involve mobile equipment that operates in more than one
economic territory, such as ships, aircraft, drilling rigs and platforms, and railway rolling stock. Some of
thes operations may take place outside any territory, such as ships operating on the high seas. Moreover,
services such as consulting, maintenance, training, technical assistance and healthcare can also be
delivered orsite with sufficient presence to amouata branch. The criteria for recognition of a branch

apply in these cases. In many instances, the activity can be seen as having been undertaken from a base of
operations, so that the operations are attributed to that unit, and the recognition of ianahdditt for
nornresident operations is not appropriate. However, in some cases, the operations in a territory outside the
home base could be substantial enough to meet the definition of a branch. For example, the existence of a
branch would be recognideaf a shipping company has a secondary base for servicing its fleet that is
substantial, permanent, and has its own accounts.

104 Similarly to mobile equipment, a mulirritory pipeline that passes through a tersi, but is not

operated by a separate legal entity in that territory would be recognized as constituting a branch or not,
depending on whether there is substantial presence, availability of separate accounts, etc. Where such
operations are not separatdites, there may be a muttrritory enterprise as described below.

105 When a branch is identified, there are direct investment flows to and from the territory of its
location, but the provision of goods or dees to customers in that territory are residemesident
transactions. In contrast, if the operations are not substantial enough to qualify as a branch, the provision of
goods or services to customers in that territory are imports of that territory.

106. Prior to its incorporation a resident enterprise is imputed when preliminary expenses such as
those associated with mining rights, license fees, local office expenses and legal costs are first incurred as
steps pror to establishing a legal entity. Those preparatory expenses are recorded in the economy of the

21 The common wusage of the term branch is broader,
incorporated subsidiaries, or industrial classification group.
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future operations as being residémresident transactions that are funded by a direct investment inflow,
rather than as sale of ngnoduced assets to noesidents, exports of legal services, etc. Many of these
operations would qualify as a branch. Because of the limited scale of these activities, the assembly of the
data for these enterprises is feasible prior to incorporation.

107. A residentnotional unit (a kind of a quastorporation) is identified for statistical purposes for
direct nonresident ownership of immobile ndimancial assets such as land and buildings. Land and
buildings can only be used for production the territory in which they are located. Therefore, the land
and buildings and other structures owned by anesident are always treated as being owned by a resident
notional institutional unit that is in turn owned éyonresident unit(s) holdimthe legal title.

108 Consistent with this treatment, a notional unit is imputed for the ownership byesiolents of
natural resources such as subsoil assetscalbnated biological resources, and water, dowig-term
rights to use these assets. The notional unit is nearly always a direct investment efterprise.

109 Multi -territory enterpriees operate as a seamless operation over more than one economic
territory. Suchan enterprise, even though it has substantial activity in more than one economic territory,
cannot be separated into a parent and branch(es) because it is run as a seamless operation and cannot
supply separate accounts for each territory. Maltiitory enterprises are typically involved in cress

border activities and include shipping lines, airlines, hydroelectric schemes on border rivers, pipelines,
bridges, tunnels, and undersea cabl&@ome norprofit institutions serving households (NPISH) may also

operate in this way.

110 It is preferable that a parent and branch(es) be identified separately in the case ofexnitaryi
enterprise. If possible, enterprises should be identified in each territory acctwdimg principles for
identification of branches. If that is not feasible because the operation is so seamless that separate accounts
could not be developed, it is necessary to prorate the total operations of the enterprise into the individual
economic teritories. The factor used for prorating should be based on available information that reflects
the contributiongo actual operations. The pating of the enterprise implies that every transaction needs

to be split into each component economic territ@yprocess which may be difficult to implement by
compilers. Hence, for the country of residence, each apparently/ostensibly domestic transaction would be
split into resident and neresident components. Equally, amsident entities of those economaagside

the territories of the muklierritory enterprises that have transactions and positions with such entities need
to make the same split, so as to capture the counterparty claims in a consistent manner. Bilateral
agreements between compilers will fheto minimise possible asymmetrfdsThis treatment has
implications for other macroeconomic statistics and its implementation should alwaystiéneted with

other statistical interests for consistency. Compilers in each of the territories involvexdcatgaged to
co-operate in order to develop consistent data, avoid gaps, and minimize respondent and compilation
burden.

111 Analogous treatments can be applied to enterprises operating in zones of joint jan$dibgé
enterprise will need to be split into entities that are resident in each economy having jurisdiction over the

22, Instances may occur when land and buildings are owned (wholly or in part) by unrelatezsinents,
wherein some (or all) of the naesident owners hold less than 10% of the equity in the (notional) unit. In
those cases, the 10% threshold is still applicable so that some (or all) of the owners may not be direct
investors.

23. Similar issues may e for asocietas europaedhat is, a company created under European Union law that
is able to operate in any member state.

24. The identification and allocation of income flows within a mtgtiritory enterprise, and the treatment of
changing theideritii cat i on of the fiparento over time are on



zone, with flows into and out of the enterprise-pated between these entities. Positions and flows
between the entities may also neéedbe developed.

112 Estates, other trusts, and partnershipe treated as separate institutional units if they are
constituted in a different territory from that of their owners or beneficiaries.

113 Special corporate structuressuch as those with little or no physical presence, holding
companies, nominees, etc are discussed more in detail in Chapter 6.

3.2.3 Institutional sectors

114 The Benchmark Definitiondoes not require as part of the standard data components a
classification of direct investment statistics by institutional sectors: the emphasis is given instead to
industry classificatioA> However, identifying the institutionalector of the resident party and the non
resident counterparty is important information for the compiler in determining whether or not a
transaction/position should be included in direct investment statistics. Classification principles for resident
andnoar esi dent institutional sectors are based on t
its principal product or group of products produced or distributed, or services rendered.

115 These institutionasectors are: nofinancial corporation sector, financial corporation sector,
general government sector, Rprofit institutions serving household sector (NPISH), and the household
sector. Any of the five sectors identified by the SNA to cover all thigities of an economic territory

may include enterprises that are direct investors, because any resident unit may own or control a non
resident unit that qualifies as a direct investment enterprise. On the other hand, all direct investment
enterprises ar classified either in the ndimancial corporation sector or the financial corporation sector.

This is because governments and households cannot be owned-iBsidents units. Also, although
NPISHs can be established or owned by-residents, finarial transactions/positions involving NPISHs

are generally not driven by investment considerations and, therefore, they are generally not regarded as
direct investment enterprises unless they qualify under the direct investment criteria.

116 Annex 3Box A3.1 provides further information on institutional sectors and, in particular, the
subsectors of the financial corporation sector. For the purposes of collecting and compiling FDI statistics,
it is important to collecand compile information from local enterprise groups, for those parts of the local
enterprise group that are classified to the financial intermediaries subsectors separately from those parts
that are not classified to the financial intermediaries sulbsec®ox 3.3 provides further information for
compilers for structures related to enterprises such as enterprise groups and joint ventures

3.3 Foreign Direct Investment

117 Foreign direct investmeneflects the olgictive of establishing a lasting interest by a resident
enterprise in one economgliect investoy in an enterprisedfrect investment enterprisénat is resident in

an economy other than that of the direct investor. The lasting interest impliesstemexiof a londgerm
relationship between the direct investor and the direct investment enterprise and a significant degree of
influence on the management of the enterprise. The direct or indirect ownership of 10% or more of the
voting powef® of an enteprise resident in one economy by an investor resident in another economy is

25. In contrast, theBalance of Payments and International Investment Position Mamwosek sector
classification, rather than industry br etadtuleo wns,
for all its functional categories

26. In general ordinary shares are the same as voting power. However, there may be instances that the voting
power is not represented by ordinary shares. In such cases, compilers must determine the voting power.
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evidence of such a relationshifgome compilers may argue that in some cases an ownership of as little as
10% of the voting power may not lead to the exercise of any signifitfiugrice while on the other hand, an
investor may own less than 10% but have an effective voice in the management. Nevertheless, the
recommended methodology daest allow any qualification of the 10% threshold and recommends its strict
application to enge statistical consistency across countries.

118 Direct investment includes the initial equity transaction that meets the 10% threshold and all
subsequent financial transactions and positions between the direstomand the direct investment
enterprise, as well as qualifying FDI transactions and positions between incorporated and unincorporated
fellow enterprises included under the FDIR (see Section 3.4). Direct investment is not solely limited to
equity investent but also relates to reinvested earnings andéotapany debt. (See Chapter 4)

119 Direct investment includes inward and outward financial transactions/positions between directly
and indirectly owned incorpaied and unincorporated enterpri$eé3he extent of the direct investment
relationship is determined according to the FramevforlDirect Investment Relationships (see Section
3.4.3).

120 Some relationships may ekisetween enterprises which may exhibit the characteristics of direct
investment even though there are no links which qualify as direct investment. Such borderline cases
should not be treated as direct investment (see Annex 3)

3.4 The Direct Investment Relationship

121 The classification of financial positions and flows to direct investment requires that the two
institutional units directly involved be resident in different economies and that they be in a direct
investment relationship. This section presents the framework that has been developed to establish when
two or more institutional units are in a direct investment relationship. While direct investment measures a
wide variety of instruments as describedChmpter 4, direct investment relationships are determined using

the voting power criterion only.

3.4.1  Foreign Direct Investor

122 A foreign direct investor is an entity (an institutional unit) resident in one econloatyhas
acquired, either directly or indirectly, at least 10% of the voting power of a corporation (enterprise), or
equivalent for an unincorporated enterprise, resident in another economy. A direct investor could be
classified to any sector of the ecompand could be any of the following:

() anindividual;

(i)  agroup of related individuals;

(i)  anincorporated or unincorporated enterprise;

(iv)  a public or private enterprise;

(v) agroup of related enterprises;

(vi)  agovernment body;
(vii) an estate, trust or other societal orgation; or
(viii)  any combination of the above.

27. Direct i nvest ment enterprises ar e al so referred
unincorporated business) that are either directly or indirectly owned by the direct investor or their non
resident branches. See glossary for a dedimiof affiliates.
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123 I n the case where two enterprises each own 1C
direct investor in the other.

3.4.2  Foreign Direct Investment Enterprise

124 A direct investment enterprise is an enterprise resident in one economy and in which an investor
resident in another economy owns, either directly or indirectly 10% or more of its voting power if it is
incorporatedr the equivalent for an unincorporated enterprise.

125 The numerical threshold of ownership of 10% of the voting power determines the existence of a
direct investment relationship between the direct investor andliteet investment enterprise. An
ownership of at least 10% of the voting power of the enterprise is regarded as the necessary evidence that
the investor has sufficient influence to have an effective voice in its management. In contrast to some
other stéistical measures such as those on the Activities of MNEs, direct investment does not require
control by the investor (i.e. more than 50% owned by the investor and/or its related enterprises). Direct
investors may have direct investment enterprises ireooromy or in several economies.

126. To facilitate international comparisons and to achieve global consistency of FDI statistics, the
Benchmark Definitiomecommends a strict application of the 10% rule. Theretmmpilers should not

qualify the 10% threshold further by applying other criteria. Benchmark Definitiondoes not
recommend the use of other considerations such as representation on the board of directors; participation in
policy-making processes; ngatal intercompany transactions; interchange of managerial personnel;
provision of technical information; and provision of ler@gm loans at lower than existing market rates.

3.4.3  Frameworkfor Direct Investment Relationships (FDIR)

127. The definitions of direct investors and direct investment enterprises above highlight the
immediate relationship between two enterprises. As noted earlier, the legal structures of related enterprises
can consist of many enterpridaged through complex ownership chains.

128 The Frameworkor Direct Investment Relationships (FDIR) is a generalised methodology for
identifying and determining the extent and type of direct investment relajsnstin other words, the

FDIR allows compilers to determine the population of direct investors and direct investment enterprises to
be included in FDI statistics.

129 For a compiling economy, the FDIR identifies afiterprises related to a particular enterprise
whether it is a direct investor or a direct investment enterprise or both. For example, within a group, it is
possible that a direct investment enterprise itself owns 10% or more of the voting power of aoothe
resident enterprise, in which case the direct investment enterprise is itself a direct investor in a further
direct investment enterprise. The question is therefore whether there is a direct investment relationship
between the further enterprise ahd original enterprise.

130 In Figure 3.1, enterprises A, B and C are in different economies. Enterprise A owns 80% of the
voting power in enterprise B and is a direct investor in B. Enterprise B, in turn, @#n®Bthe voting

power in enterprise C and is a direct investor in C. A has control over B, and through its control over B,
has indirect control over C. As a result, financial transactions between A and C are also relevant to FDI,
even though A directhholds no equity in C, and A and C are therefore considered to be in the direct
investment relationship which embraces A, B and C. Financial transactions and positions as well as
associated income flows between A, B and C should be included in dire¢epnéstatistics.
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Figure 3.1. Continuation of Control

Economy 1 A
80%
Economy 2 B
80%
Economy 3 c
131 In relatively simple cases such as that in Figure 3.1, where each link in the ownership chain is a

single equity holding and there is majority ownershipnfrol) at each stage, it is clear that the direct
investment relationship continues down the chain of ownership. However, when some links-are non
controlling links and voting power of an enterprise is held by more than one member of a direct investment
relationship, the extent of the relationship may be less obvious.

132 It is not uncommon for an entity to be a direct investor in more than one direct investment
enterprise. In Figure 3.2, enterprises A, B and CGeapoh in different economies. Enterprise A owns 80%

of the voting power in enterprise B and is a direct investor in B. Enterprise A also owns 20% of the voting
power in enterprise C and is a direct investor in C. Enterprise A controls B and hasasigmificence

over C. As a result, financial transactions and positions between B and C are also relevant to FDI statistics
even though there is no equity participation between them. For example, B may raise capital which it
lends to C at a concessiomate due to the control by A. It is reasonable to consider A, B and C to be in

the same direct investment relationshiB and C are considered o6fell ow e



Figure 3.2. Fellow Enterprises
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133 In Figure 3.3, there are two overlapping direct investment relationships, one with enterprise A as

the direct investor and the other with enterprise B as the direct investor. The direct investment enterprise,
C, is in a direct investment relatiomghwith both A and B. Enterprise C is controlled by direct investor A,
which owns 70% of the voting power of C, and C is significantly influenced by direct investor B, which
owns 20% of the voting power of C. Despite their common ownership of C, esgsrgriand B are not in

a direct investment relationship with each other.

Figure 3.3. Multiple Direct Investors

Economy 1
A
Economy 2 B 70%
20%
C
Economy 3

134 The FDIR aims at identifying all enterprises over which the investorsigaisficant influence

under the 10% voting power criterion for FDI. In this determination, it is necessary to establish whether
each enterprise under consideration isu@sidiary an associate or is not relevantin FDI i all three
categories when coml®d being exhaustive and individually mutually exclusive. Those enterprises which
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are subsidiaries or associates are included in the direct investment relationship, while those categorised as
not influencedare not included

3.4.3.1 Subsidiaries in FDI
135 Subsidiaries in FDI are described as follows:

(i) A subsidiary is an enterprise in which an investor owns more than 50% of its voting power
i.e. itis controlled by the investor

(i) Where an investor and its subsidiariesnbined own more than 50% of the voting power

of another enterprise, this enterprise is also regarded as a subsidiary of the investor for FDI
purposes

(i) In determining the scope of a direct investment relationship, the degree of influence that
may be exersed through controlling links (more than 50% of voting power) is not
diminished by the existence of multiple links in an ownership ¢hain

- An enterprise controlled by a subsidiary of an investor or by a group of subsidiaries
(which may also include the instor) is itself regarded as a subsidiary for FDI
purposes.

- However, for clarification, it should be stressed that an enterprise controlled by an

associate or any group including an associate is regarded as an associate in the context
of FDI.

3.4.3.2 Asociates in FDI
136 Associates in FDI are described as follows:

() An associate is an enterprise in which an investor owns directly at least 10% of the voting
power and no more than 50%.

(i) Where an investor and its sulisites combined own at least 10% of the voting power of an

enterprise but no more than 50%, the enterprise is regarded as an associate of the investor for
FDI purposes.

(iif) Where an associate, either as an individual or in combination with its subsidianemae/
than 50% of an enterprise, this enterprise is regarded for FDI purposes as an associate of the
higher level investor.

(iv) In determining the scope of a direct investment relationship involving associates, the degree of
influence that may be exercisdadugh a single or cumulative influencing link (from 10% to
50%) along an ownership chain is diminished by one degree. Thus, an enterprise which is an
associate of a subsidiaror of a group of the investorés s
investor)is regarded as an associate of the investor for FDI purposes.



3.4.3.3 Not relevant in FDI
137 The following are not relevant in FDI:

() An enterprise in which an investor owns less than 10% of its voting power isledgas not
influenced by the investor and is therefore out of the scope of the FDIR. However, it should be
stressed that a particular investor in a chain of ownership within the FDIR may indirectly hold
l ess than 10% (but mo r veting poveen thi® étferprisef shoaldhbe e nt e
included in the FDIR as a subsidiary or an associate of the investor if the relevant criteria
described earlier in sufection 3.4.3 are fulfilled e.g. as in the description of associates in the
preceding section.

(ii) It should be also noted that an enterprise which is an associate of an enterprise associated to an
investor is not influenced by this investor in the context of FDI, i.e. it is not regarded as an
associate of the investor within the FDIR.

3.4.3.4 Fellow enteprises in FDI

138 The coverage of subsidiaries and associates within BI® along what might be termed
fiverticab FDI ownership chains is generally relatively straightforward. However, an enterprise in one
econony may be related through the FDIR to another enterprise in the same economy, or in a different
economy, without either being a direct investor in the other, but through both being directly or indirectly
influenced by the same enterprise in the ownershipaléhy. This ‘common parent' must be a direct
investor in at least one of enterprises in question. Such enterprises can be considered to be related through
a Ohorizontal 6 |1 notknaolvieg FRIi equhtyiohl0% dr morgamdlamr calledellow
enterprises. It should be noted, however, that for FDI statistics, only-lmoodsr transactions and
positions between FBklated enterprises should be recorded. Where there is no voting power acquired in

a fellow enterprise, or where lessthad0of t he ent erpri seds voting pow
made by one fellow enterprise in one economy in its fellow in another economy is included in FDI
statistics but needs to be distinguished in compiling the data to facilitate the prepafd@hdata on

both the asset/liability and directional presentational bases referred to in Section 2.4. Therefore, for a
particular compiler, fellow enterprises may be considered as those resident amdident enterprises

related within the FDIR othethan those which have a direct invedimect investment enterprise
relationship ieunder the A10% or mored voting power crite
fellow enterprises will be direct investment enterprises in their own rigfhtckearly, some will not. For

example, if a resident direct investor, A, has a direct investment enterprise abroad, B, as well as a resident
subsidiary, C, then C, by definition, is not a direct investment enterprise of A, but B and C are fellow
enterprses within the FDIR covering A, B and C.

139 Therefore, the direct investment relationship extends in both directions along an ownership chain
from an enterprise to cover all of its subsidiaries and associated ahthal investors within the FDIR for
which the enterprise is a subsidiary or an associ
below and in Figure 3.4 (See also Annex 4).

140 It should be note that identifying the extent of a direct investment relationship from an investor,

B, which is an associate of another investor, A, may identify enterprises in a direct investment relationship
with enterprise B that are not in a direct investment relghipnwith enterprise A. Determining the
existence of one or more direct investment relationships under the FDIR depends largely on whether a
common parent exists for enterprises in different ownership chains.
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141 It must be stressed that direct investment is only recorded when there is a financial transaction or
position between entities in different economies that are in a direct investment relationship (including
fellow enterprises). However, it should also be ndteat the residence of units is not a feature of the
definition of subsidiaries and associates for FDI purposes. The FDIR may include within the relationship
enterprises that are resident in the same economy.

142 Figure 3.4 also highlights that equity positions within one economy may be important in
determining the extent of a direct investment relationship. Despite being residesident positions, the
equity positions between enterprises B and E and betwaenpases C and F are part of the equity
determining the relationship between enterprises A and E and between enterprises A and F.

Figure 3.4. Joint Ownership

Economy 1 A
30%
80%
0,
Economy 2 E 30% B
8%
80%
8%
Economy 3 c F

143 Box 3.4 below summarisethe principles and norms that determine the extent of a direct
investment relationship.
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Box 3.4. Direct Investment Relationships

Basic types of enterprises
A subsidiaryis an enterprise in which the investor has control of more than 50% of the potiry;

An associatds an enterprise in which the investor has control of at least 10% of the voting power
more than 50%;

1 Fellow enterprisesare enterprises which do not have enough (or any) voting power in each of
constitute FDI influence butave a common parent.

Principles for extending the relationship through indirect ownership:

9 A series of subsidiaries can continue as long as control exists at each stage in the ownershpatiaim
such as that in Figui21 can continue indefinitely

9 Any subsidiary can extend the FDI relationship to an associate by owning from 10% to 50% of thg
power of that enterprise.

 An associate can extend the FDI relationship to another associate of the higher level investor
owning more than 50%fahe voting power of that enterprise. Such a chain of associates can be e
as long as majority ownership of voting power exists at each stage.

Basis for extending the relationship through joint ownership:

1  Where the investor and its subsidiaries barad own more than 50% of the voting power of an enterp
this enterprise is a subsidiary of the investor.

1  Where the investor and its subsidiaries combined own at least 10% of the voting power of an enter
no more than 50%, this enterprise isassociate of the investor.

f Where an investordés associate and the associ
power of an enterprise, the enterprise is an associate of the investor.

144. Recoaising practical difficulties compilers may encounter in fully applying the FDIR, two
alternative met hods may be applied: t he Apart.
influence/indirect control 0 met thobthdese alte®dtiveunktilodsc o mp i
due to practical difficulties in implementing the FDIR, they should include this information in their
metadata. However, such countries should endeavour to move towards applying the FDIR over time.

145, Annex 4 provides more information and further examples concerning the determination of the
extent of the direct investment relationship under the FDIR along with the two alternative methods. It also
describes the practical implementatioihthe FDIR for measuring investment income credits and debits,
and for classifying financial account transactions and international investment positions.

3.4.4. The Debtor/Creditor principle

146 In compiling and pesenting FDI statistics, account must be taken that information on the funding
received or provided or on the associated FDI income flows may be collected by different means and from
different sources. The geographical allocation of the amounts involvsitly tietermining whether they

are between residents and mesidents and then, for the latter, determining the specific economy
involved, depends on the allocation method used. Barechmark Definitiorstrongly recommends the use

of the debtor/creditorprinciple. A debtoris a person or an entity which has a financial obligation to
another person or entity. Converselyraditoris a person or entity which has a financial claim on another
person or entity. Therefore, a debtor has a financial lialititg creditor and a creditor has a financial
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claim (an asset) on a debtoFor FDI statistical purposes, under the debtor/creditor principle, the FDI
assets (both transactions and positions) of the compiling economy are allocated to the economies of
resicence of the nomesident debtors; its FDI liabilities are allocated to the economies of residence of the
nonresident creditors allocated on the basis of the debtor/creditor principle. Therefore, adherence to this
principle i although in some cases it mde difficult to implementi results in a complete and
conceptually consistent set of flows and stocks data at a country or regional level. Use of other allocation
approaches (such as the economy of the transactor) can lead to incorrect results betseextiorisaand
positions at bilateral (country or regional) level.

3.4.5. The Asset/Liability principle and the Directional principle

147. This Benchmark Definitionrecommends that FDI data be presented in two waysaon
straightforward asset/liability basis (i.e. under #sset/liability principle) and reflecting the direction of
direct investment influence within the context of the FDIR (i.e. undeditteetional principle). The two
principles are described as folls:

U Asset/Liability principle.Under this approach, a compiling economy reports for resident
institutional units classified under the FDIR as direct investors, direct investment enterprises
or as fellow enterprises, all FDI financial claims on and ohitigatto norresidents using the
normal balance sheet data showing gross assets and liabilities for positions, and net
transactions for each category. The data presented on this basis, while compiled
distinguishing the nature of the relationship between HHR counterparts, do not
incorporate any offsetting of reverse direct investment transactions or positions in equity or
debt between a direct investment enterprise and its direct investor. Similarly, the
asset/liability presentation does not incorpoeatg offsetting of any transactions or positions
between fellow enterprises (sdieectional principle)

U Directional principle. Presentation of the FDI data on a directional basis is designed to
provide users with information reflecting the directioniofluence underlying the direct
investment. This requires a compiling economy to determine whether the investment was
inward (labelled asnward foreign direct investmeént.e. that the influence giving rise to it
originated abroad, and that it resultedhie establishment by a noesident direct investor of
a direct investment enterprise resident in that ecopamyhat it wasoutward (labelled as
outward foreign direct investm@rite. that the influence giving rise to it originated within the
compiling economy, and that it resulted in the establishment by a resident direct investor of a
direct investment enterprise abroad. This was also the recommendation in the previous
edition of theBenchmark DefinitionIn the latest edition, the application oftdirectional
principle has been extended to cover transactions and positions between fellow enterprises
covered by the FDIR. In this context, the determination by a compiling economy of the
direction of the investment (inward or outward) transactionspasdions between a resident
fellow enterprise and a nemsident fellow enterprise is made by reference to the broad
residency of the ultimate controlling parent (i.e. whether it is resident eresafent) of the
fellow enterprises. If the ultimate cwalling parent is a resident of the compiling economy,
then the transactions and positions between the two fellow enterprises are categorised as
outward foreign direct investmernit the ultimate controlling parent is not a resident of the
compiling econmy, then the transactions and positions between the two fellow enterprises
are categorised asward foreign direct investmenifVhere reverse investment exists or where
investment occurs between fellow enterprises, this treatment is very likely to resoé i
overall inward direct investment position for an economy being lower in magnitude than the
overall direct investment liability position presented on an asset/liability basis. The equivalent
outcome to that for overall inward direct investment witloatesult for the overall outward



direct investment position data compared to the overall direct investment assets. Depending
on the particular investment circumstances which may exist in a reference period, similar, or
indeed opposite, effects may ariskem comparing the two presentations for FDI transactions
data.
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CHAPTER 4
FDI COMPONENTS, ACCOUNTS AND SCOPE

4.1 Summary
148 This chapter describes the components, accounts and scope of foreign direct investment (FDI)

149 Chapters 2 and 3 both emphasized how it is only voting power, usually derived from owning
voting equity, which is used to determine whether a direct investment relationship exists. However, once
the relationshp exists, measures of the direct investment between enterprises resident in different
economies covered in the Framewdok Direct Investment Relationship (FDIR) include all immediate
equity and debt positions and transactions between the related parties.

150 The first part of this chapter discusses the components of FDI which cover the types of financial
instruments involved in direct investment transactions/positions. This is followed by a discussion of the
accourts which represent the three measures concerning FDI, i.e. foreign direct investment positions, FDI
financial transactions and FDI income. Each of these three measures intgtallesi accounts that serve

as building blocks for FDI. These building blookasn be arranged in different presentations that will be
explained in this chapter. A fourth account ref
between the financial transactions and the positions.

151 The third part of this chapter discusses the scope of FDI in terms of the presentation of
aggregated versus detailed FDI statistics and the differences concerning their coverage, inclusions and
exclusions.

4.2 FDI components

152 The main financial instrument components of FDI@geaityanddebt instrumentésee Box4.1).
Equity includescommon and preferred sharg¢exclusive of norparticipating preference shares which
should be included under debigserves capital contributions andeinvestment of earning®\ll cross
border positions and transactions in equity betweenreRated enterprises (see Chapter 3) are included in
FDI. Dividends distributed branch earningsinvested earningand undistributed branks earningsare
components of FDI income on equity.

153 Debt instruments include marketable securities such as bonds, debentures, commercial paper,
promissory notes, neparticipating preference shares and other tkdaonrequity securities as well as

loans, deposits, trade credit and other accounts payable/ receivable. Albamas positions and
transactions related to these instruments, between enterprises covered by an FDI relationship other than
between relad financial intermediaries are included in FDI. The interest returns on the above instruments
are included in FDI income on debt.

154 Positions and transactions in financial derivatives between entities in d dhiwestment
relationship should be excluded from direct investment.
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155 Direct investment assets and liabilities for both equity and debt can be further classified by the
nature of the relationship between the restdand noswresident FDI counterpart to the FDI position or
transaction.

U Direct investment assetsn be ascribed to the following three categories:
(i) investment by a resident direct investor in its-nesident direct investment enterprises

(i) reverse investant by a resident direct investment enterprise in its-resident direct
investor(s)

(i) investment by a resident fellow enterprise in-nesident fellow enterprises

U Direct investment liabilitiesan be ascribed to the following three categories:

() investmenbf nonresident direct investor in resident direct investment enterprises

(i) reverse investment of neesident direct investment enterprises in resident direct investors
(iii) investment of nomesident fellow enterprises in resident fellow enterprises

156. These three categories of assets and liabilities lead to the classes-atassed itemised in the
account presentations that follow. These categories are useful for analysis. In the first category, the
financing flowsin the same direction as the influence or control, from the direct investor to the direct
investment enterprise. This is in line with the core principle for direct investment that a direct investor
acquires influence or control through the provision éficing.

157. In the second categomeverse investmenfinancing flows in the opposite direction as the
influence or control. This categorgflectsthe reverse of the standard FDI financing flows as the direct
investor uses its influence to have its direct investment enterprises provide equity or debt financing for its
own operations (see Section 4.3 for further detedsrh investments, defined ge/erse investmentare

limited to cases where the acquisitioh wvmting power by a direct investment enterprise in its direct
investor does not meet the 10% criterion for establishing a separate direct investment relationship in its
own right.

158 The last category shows finangiinvolving fellow enterprises that have no direct investment
influence upon one another (i.e. the 10% voting power criterion is not met as there is not sufficient equity
ownership in each other) but have a common parent.

159 Reinvested earnings and reinvestment of earnings are separately identified components of equity
in the FDI income accounaind in theFDI transactions accountespectively. These flows are identified

only between the direct investment enterpasel its immediate direct investors (although the value of
these flows should reflect income earned from directly and indirectly owned direct investitenptise

through the current operating performance concept, see Annex 6). In cases where tressejuitglder

has less than 10% voting powee\erse investmerdnd investment in fellow enterprises), reinvested
earnings and reinvestment of earnings are not recorded.

160 In summary direct investment equity andtlare (a) financing provided by a direct investor to a
directly or indirectly owned direct investment enterprise or (b) financing received from a directly or
indirectly owned direct investment enterprise by a direct investor or (c) financing provideddoetbow
enterprises.
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Box 4.1. Financial instruments related to foreign direct investment

Equity: comprises: (i) equity in branches; (ii) all shares in subsidiaries and associates (exepattingmating,
preferred shares that are treated dst decurities and included under direct investment, debt instruments
(i) other contributions of an equity nature. Ownership of equity is usually evidenced by shares,
participations, depositary receipts or similar documents. Shares andg $taek the same meaning wh
depositary receipts are securities that represent ownership of securities by a depositary. This categor
proprietor sd +ogporatieng, @s wel as isharesgandaeguity in corporations. It also in
preferred stocks or shares that provide for participation in the residual value on dissolution of an inco
enterprise. Reinvestment of earnings comprises the claim of direct investors (in proportion to equity
the retained earnings of diteovestment enterprises. Reinvestment of earnings represents financial a
transactions that contribute to the equity position of a direct investor in a direct investment enterprise.

Deposits: Typical forms of deposits include savings deposits, tdeposits, transferable and ntvansferable
deposits in local or foreign currencies. (see the SNA guidelines for a more specific definition of depog

Debt securitiesinclude nonparticipating preferred shares, bonds, debentures, commercial papeisgony notes
and other non equity securities.

Loans: Loans are financial assets that are created when a creditor lends funds directly to a debtor th
instrument that is not intended to be traded. This category includes all loans and advametsagextints
receivable/payable which are treated as a separate category of financial assets). It also covers the tr
financial leases and repurchase agreements.

Trade credit (receivables and payabldsgtween FDI related enterprises. It represesttoriterm credit in the
ordinary course of business by suppliers/buyers of goods and services. These credits are registere
time the goods or services are provided until payment is received (or vice versa).

Other accounts receivable/payabiecludes advances and deferred payments in respect of exchange-d
produced assets.

Note Financial derivatives are not included in direct investment

161 Within reverse investmentlirect investment enterprisesay raise loans which they 4end to

their direct investor, or may make loans to their direct investor from their own resourceliedaeverse
investment. Such loans should be treated as direct investment debt and be included in the direct investment
statistics. Similarly, loans involving fellow enterprises should be included ulediéin direct investment
statistics.

162 It is important to stress that all debt transactions and positions directly betweeimancia
intermediaries within a direct investment relationship should be excluded from direct investment statistics
(see Section 4.4.3 Banks and other financial intermediaries).

163 Direct investors may make loans br borrow funds from their indirectly owned direct
investment enterprises. An indirect ownership interest exists when a direct investment enterprise that is
directly owned, in turn, has an equity holding in anothermsident direct investment entegej thereby

making the first direct investment enterprise a direct investor in the second direct investment enterprise. In
this example, the direct investor at the top of the ownership chain holds an indirect ownership interest in
the enterprise at the o of the ownership chain. Transactions and positions between all these directly
and indirectly owned enterprises should be included in direct investment if they mesgulrements of

the FDIR (see &ction 3.4.3).



164 Under the FDIR, if the indirect ownership in direct investment enterprises is not included in
direct investment relationships, some transactions/positions between the direct investor and its indirectly
owned direct investment enterprises may be @exdufrom the direct investment statistics as well as the
corresponding earnings. Economies which do not require their companies to produceviderld
consolidated company accounts may have difficulties in obtaining information on all indirectly owned
subsdiaries and associates in order to produce direct investment statistics according to FDIR.

165 A direct investment enterprise or a fellow enterprise may also have loans or balances due to or
from fellow enterprisest@oad. None of these related enterprises needs to hold a 10% or more voting
power in the other as long as they have directly or indirectly a common parent.

166. As a result, financial transactions and positions batvwaeenterprise and its fellow enterprise,

both included in the FDIR, are part of FDI, even though there may be no equity participation between
them. For example, B, a direct investment enterprise of A, may raise funds which, under instructions from
A, it lends to C, another direct investment enterprise of A. Such transactions/positions should be
considered direct investment between the economy of B and the economy of C, even though there is no
equity participation between B and Gimilarly, if a residentirect investor, A, has a direct investment
enterprise abroad, B, as well as a resident subsidiary, C, then C is, by definition, not a direct investment
enterprise of A, but B and C are fellow enterprises within the FDIR covering A, B, and C. Therefore,
transactions between B and C should be recorded as direct investment.

4.3 FDI accounts

167. The main accounts for presenting FDI statistics D¢ positions FDI transactionsand FDI
income These accounts are dabed below along with a description of other changes that may impact on
the value of FDI positions and transactions.

168 Building on the three categories of assets and liabilities and the descriptions of the previous
section, six classes of direct investmassetsaand six classes of direct investméabilities can be defined

that will serve as the building blocks for the presentations ofskdRisticsdescribed in this section. These
building blocks are consistenvith the information requirements of earlier editions of Benchmark
Definition. The classes of assets and liabilities in or to fellow enterprises are further subdivided into two
subclasses according to the residence of the ultimate controllingtp&t€m), i.e. the direct investor at

the top of the control chain.

U Direct investment assets(FDI Assets = A1+A2+A3+A4+A5+AB6)

Al: Equity assets of direct investors in direct investment enterprises
A2: Debt instrument assets of direct investors in diregstment enterprises
A3: Equity assets of direct investment enterprises in their direct investors (reverse investment)

A4: Debt instrument assets of direct investment enterprises in their direct investors (reverse
investment)

A5: Equity assets in fellownterprises abroad

A5.1: If ultimate controlling parent is resident
A5.2: If ultimate controlling parent is nenesident

A6: Debt instrument assets in fellow enterprises abroad

A6.1: If ultimate controlling parent is resident
A6.2: If ultimate controllingparent is non resident
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U Direct investment liabilities (FDI Liabilities = L1+L2+L3+L4+L5+L6)

L1: Equity liabilities of direct investment enterprises to direct investors
L2: Debt instrument liabilities of direct investment enterprises to direct investors
L3: Equity liabilities of direct investor to their direct investment enterprises (reverse investment)

L4: Debt instrument liabilities of direct investor to their direct investment enterprises (reverse
investment)

L5: Equity liabilities to fellow enterpriseabroad

L5.1: If ultimate controlling parent is non resident
L5.2: If ultimate controlling parent is resident

L6: Debt instrument liabilities to fellow enterprises abroad

L6.1: If ultimate controlling parent is non resident
L6.2: If ultimate controlling prent is resident

169 These building blocks are based on balance sheet entries of direct investors, direct investment
enterprises and fellow enterprises.

170 Each of these ctses can be also classified by the industrial activity and residence of the
counterparties. Discussion of these dimensiensvered in Chapter 7.

171 These building blocks can be arranged in different presergasoitable for a variety of
analytical requirements. Macroeconomic accounts, balance of payments and the national accounts present
financial data primarily on an asset and liability basis. Thus, FDI data on this basis are useful when
analysing direct inv&@ment in relation to other maeezonomic variables of the external sector of the
economy. In addition, most FDI data are compiled as part of the balance of payments programs in each
country, bridging macreconomic accounts and other presentations ofsiistics.

172 The Benchmark Definitioralso calls, as prescribed in its earlier editions, for the presentation of
FDI statistics according to the directional principle which requires the rearrangement of sdmeeeof t
building blocks. Data presented on thesis of thalirectional principle are better suited for some types of
analysis In particular it is the preferred presentation for industry and country data described later in this
Benchmark DefinitionUnder tte directional principle, when the direct investment enterprise holds less
than 10% of the voting power in its direct investor, any reverse investment (either equity or debt) from the
direct investment enterprise to its direct investor is tadmunted founderoutward or inward FD(as
appropriateps opposed to the asset/liability equivalent.

173 Similarly, recording of transactions and positions between fellow enterprises under the
directional principle (catemies A5, A6 and L5, L6) is to be made as appropriate by transposing where
necessary their asset/liability equivalents to provide the directional information. This generally results in
overall outward and inward FDI statistics being lower in magnitude th@se presented on an
asset/liability basis (but cases can arise whereofip@siteoccurs). In order to apply the directional
principle as presented in the exhibits below, the recording of direct investment between fellow enterprises
(i.e. where theyare covered by the FDIR) is to peesentedaccording to theesidence of the immediate
counterpartbut the direction of the investment is to be determined according whtktheultimate
controlling parentisa 6ér esi demte& i de nt@d Omyieaortomye In otleempords, if the
ultimate controlling parent is not a resident of twmpiling econony, all transactions and positions
between the fellow enterprises are classified as inwardIFDle ultimate controlling parent is resident in

the conpiling economy, all transactions and positions between that fellow entsrpriseclassified as
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outward FDI. Once the direction of the transaction/position is determined, in either case, the geographical
allocation should be made on the basis of the ilmcatf the immediate counterparts.

4.3.1  FDI positions

174 For FDI positions, investment is disaggregated into equity and debt instruments; the
accumulation of reinvestment of earnings (or the closing balanceagfgdtearnings in proportion to the
equity held) is not recorded separately in positions data as it is included in the overall calculation of
fequityod whmanketvatue.or ded at

175 Exhibits 4.1 and 4.2 below aiacluded to illustrate how these building blocks are used to
construct the various measures of FDI that are required. These illustrations may be different to the
standard and supplemental presentations for reporting FDI statisticsasbidbscribed iAnnex 2

176 To illustrate the asset/liability approach, the six classes presented above are to be grouped as
follows:

Exhibit 4.1. FDI Positions According to the Asset/Liability Principle

Assets Liabilities

Of direct investors in direct investment Of direct investment enterprises to direct
enterprises investors
Al Equity L1 Equity
A2 Debt instruments L2 Debt instruments
Of direct investment enterprises in direct Of direct investor to direct investment
investors (reverse invesent) enterprises (reverse investment)

A3 Equity L3 Equity

A4 Debt instruments L4 Debt instruments

In fellow enterprises To fellow enterprises
A5 Equity L5 Equity
A5.1If ultimate controlling parent is resident | L5.1 If ultimate controlling parent is non reside
A5.2 If ultimate controlling parent is non reside| L5.2 If ultimate controlling parent is resident
A6 Debt instruments L6 Debt instruments
A6.1 If ultimate contolling parent is resident L6.1 If ultimate controlling parent is non reside
A6.2 If ultimate controlling parent is non reside| L6.2 If ultimate controlling parent is resident

177. As mentioned already in thiBenchmark Definition two terms are used in presenting FDI
statistics according to the directional principutward FDIandInward FDI. Outward FDI includes the

net assets of resident enterprises exerting control or influence eresidant enterprises €hassets of
resident direct investors and net assets in fellow enterprises abroad when the UCP is resident). Inward FDI
includes the net liabilities of resident enterprises controlled or influenced bregidlent enterprises (net
liabilities of residentirect investment enterprises to direct investors and net liabilities to fellow enterprises
abroad when the UCP is noesident). The components of outward and inward FDI are schematically
shown as follows:
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Exhibit 4.2. FDI Positions According to the Directional Principle

Outward Foreign Direct Investment Inward Foreign Direct Investment

Outward equity position: Inward equity position:

Al Equity assets of Dl in DIE L1 Equity liabilities of DIE to DI

-L3 Equity liabilities of DI to DIE* (revese -A3 Equity assets of DIE in DI* (reverse

investment) investment)

A5.1 Equity assets in fellownterprises abrogd | L5.1 Equity liabilities to fellow enterprises

ultimate controlling parent is resident) abroad(if ultimate controlling parent is no
resident)

-L5.2 Equity liabilities to fellow enterprises -A5.2 Equity assets in fellow enterprises abroag

abroad*(if ultimate controlling parent is resident)| (if ultimate controlling parent is neresident)

Outward debt instruments position: Inward debt instruments positions:

A2 Debt instruments assets of DI in DIE L2 Debt instruments liabilities of DIE to DI
-L4 Debt instruments liabilities of DI to DIE* -A4 Debt instruments assets of DIE in DI*
(reverse investment) (reverse investment

A6.1 Debt instruments assets in fellow enterpris| L6.1 Debt instruments liabilities to fellow
abroad(if ultimate controlling parent is resident) | enterprises abrod@ ultimate controlling parent
is nonresident)

-L6.2 Debt instruments liabiliés to fellow -A6.2 Debt instruments assets in fellow
enterprises abroadif ultimate controlling parent | enterprises abroadif ultimate controlling parent
IS resident) is nonresident)

* entered as a deduction in outward or inward FDI

178 FDI asset positions under the asset/ liability principle(gemerally)greater than FDI outward
positions calculated according to the directional principle. In the same manner, FDI liability positions
under the asset/lidly principle are(generally)greater than the FDI inward positions calculated according

to the directional principle. The difference between the two presentations is equal to the sum of the assets
of residents in nomesidents when the residents aretoaled or influenced by noeresidents (either

directly in the case of reverse investments or ultimately for positidtsfellow enterprises) and of the
liabilities of residents to neresidents when the residents are exerting control or influence eresioents

(either directly in the case of reverse investments or ultimately for positions with fellow enterprises).
Comparing the two presentations as follows:

179 The difference between the asset position anduhgawd FDI position is equal to:

(A1+A2+A3+A4+A5+A6)T (A1-L3+A5.1-L5.2+A2-L4+A6.1-L6.2)
which simplifies to
A3+A4+A5.2+A6.2+L3+L4+L5.2+L6.2.

U The difference between the liability position and the inward FDI position is equal to:
(L1+L2+L3+L4+L5+L6) T (L171 A3+L5.1-A5.2+L.21 A4+L6.1-A6.2)

which simplifies to
A3+A4+A5.2+A6.2+L3+L4+L5.2+L6.2.
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180 The net position (outward FDéssinward FDI and assetgssliabilities) is the same for both
presentations; i.e., the differembetween FDI assets and FDI liabilities is equal to the difference between
outward FDI and inward FDI.

4.3.1.1 Equity position

181 Equity positions cover al/|l C Omp o n epertestagedf s har
shares held). They, therefore, include equity, contributed surplus, reinvestment of earnings, revaluations, as
well as any reserve accounts (Exhibit 4.1, items Al and L1). Reinvestment of earnings is not recorded for
either reverse investme(items A3, L3) or for investment between fellow enterprises (items A5 and L5)
where neither party holds #or more of the voting power ianearother. The reason for not imputing
reinvested earnings/reinvestment of earnings in these cases is thaseagatiies do not have at leasl0

of voting power in the other, none of them can exert influence over the earnings distribution policy of the
enterprise. Reinvested earnings/reinvestment of earnings apply only between a direct investment enterprise
andits immediate direct investor.

182 As noted earlier, equity positions may arise from reverse investment, which occurs when a direct
investment enterprise acquires an equity or debt claim on its direct investoatwitiiding 10% or more

of the voting power. In addition, as stated above, items A3, A5 and L3, L5 consist solely of equity capital,
i.e., reinvestment of earnings is excluded when the level of the equity investment is less than 10% of the
voting securitie®f the direct investor. This exclusion would apply only if equity investment is recorded at
book value. Since thBenchmark Definitiomecommends market value as the valuation of FDI positions,

in principle this differentiation does not apply. In instaeéere a direct investment enterprise, holding
less than 10% of the voting power in its direct investor, increases that voting power to 10% or more, the
direct investment enterprise becomes, in its own right, a direct investor and a separate direx¢nhvest
relationship is established with its direct investor. Similarly, when a fellow enterprise, holding less than
10% of the voting power in a naesident fellow enterprise, increases that voting power to 10% or more,
the acquiring enterprise becomes eedi investor in the foreign affiliate. How these transactionstlad
relatedchangesn FDI positionsare to be recorded is discussedtar below (see&tion 4.3.4.5).

183 It should therefore be emphasised théere a resident direct investment enterprise acquires a
10% or more voting power interest in its direct investor or in a fellow enterprise resident in a different
economy, it is not treated as reverse (equity) investment in the first case but ratliieasiavestment
asset (item Al) in both cases, as the threshold @f dfOvoting power has been reached to create a direct
investor. Similarly, where a FDI enterprise hold€4l6r more of the voting power of the resident direct
investor or in fellow entprises resident in different economies than itself, the investment should be
recorded as direct investment liabilities (item L) the economies receiving the investmeas, by
reaching 1@ of the voting power in the resident enterprise, the-nesiden enterprise itself becomes a
direct investor.

4.3.1.2 Debt instruments positions

184 Inter-company accounts should be separately recorded for assets and liabilities. Debt positions
include payables and receivablbetween enterprises in a direct investment relationship arising from loans,
deposits, debt securities, s uppl -paeticigating frefereacd e ) c
(preferred) shareéd. However, debt positions between FDI related finahéntermediaries (such as
commercial banks, savings institutions, credit unions, mutual funds or finance companies) are excluded
from direct investment (though this exclusion does not apply if one of the parties is a holding company).

28. Positions in derivative financial instruments are excluded, as they are not considered to be part of direct
investment.
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Thereason forthis s t hat they are taketyyebosirrosesdensofinba
nature is quite different from that of other direct investment enterprises. Consequently, it is felt that the
inclusion of debt instruments between such related finkindi@armediaries would produce misleading
results.
185 For assets, positions should be recorded separately for the various debt instruments that:

U the resident direct investor holds in its direct investment entegpris

U the resident direct investment enterprise holds on its direct investor(s)

U the resident fellow enterprises hold in other fellow enterprises abroad
186. For liabilities, positions should be separately recorded fowdnious debt instruments that:

U the resident direct investment enterprise issues to its direct investor(s)

U the resident direct investor issues to its direct investment enterprise(s)

U the resident fellow enterprises issue to other fellow enterprises abroad
4.3.1.3 Changes in direct investment positions
187. Direct investment positions may change either due to transactions or due to other changes.
Transactions arise when parties of two different economies buy, setwhmr lend to one another, and
when a resident in one economy provides (or receives) something of value to (from) a resident in another
economy by agreement. Other changes in direct investment positions resulting from changes in foreign
currency exchargrates, debt being written off and other types of holding gains or losses are examples of

items that should be recorded as appropriate in t
description of this category.



4.3.1.4 Reconciliation 6 presentations according to t he nas
principles: A numerical example

188 The numerical example in the figure below illustrates the differences in FDI presentations
moving from theasset liability/principle to the directional principle:

In this example each of the enterprises A through E is in a different economy:

100% equity = $100 100% equity = $300
l A P >
« A
8% equity = $8
Loan = $75 v
\ 4 Loan = $25
< B < A
E /
A
Trade credit = $2( 100% equity = $200
L =
oan = $50 v v
C >
P A 4
D 100% equity = $100
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Taking B as the reporting economy:

Asset liability principle:Net FDI liability position: $72

Assets $303 | Liabilities $375
Of direct investors in direct investme Of direct investment enterprises to dire
enterprises investor
Al Equity L1 Equity
Equity in C $200 Equity from A $300
A2 Debt instruments L2 Debt instruments
Trade Crediin C $20
Of direct investment enterprises in dirg Of direct investor to direct investme
investoi Reverse investment enterpriseé Reverse investment
A3 Equity L3 Equity
Equity in A
$8
A4 Debt instrurents L4 Debt instruments
Loan from C 5
Loan from D $50
N
In fellow enterprises To fellow enterprises
A5 Equity L5 Equity
A6 Debt instruments L6 Debt instruments
A6.2 Loan to E
$75 )
Directional prinh\}rpleﬂét inward FDI pcsition: $72
Outward Foreign Direct Investment 145 | Inward Foreign Direct Investment 217
Outward equity position: Inward equity position:
Al Equity assets of DI in DIE 200 | L1 Equity liabilities of DIE to DI
/1308,
-L3 Equity liabilitiesof DI to DIE -A3 Equity assets of DIE in DI ([-8)
A5.1 Equity assets in fellownterprisegif ultimate L5.1 Equity liabilities to fellow enterprise@f
controlling parent is resident) ultimate controlling parent is norresident)
-L5.2 Equity liabilities to fellow enterprise§f -A5.2 Equity assets in fellow enterprisgf
ultimate controlling parent is resident) ultimate controlling parent is norresident)
Outward debt instruments position: Inward debt instruments positions:
A2 Debt instruments assets of DI in DIE 20 | L2 Debt instruments liabilities of DIE to DI
-L4 Debt instruments liabilities of DI to DIE -25 | -A4 Debt instruments assets of DIE in DI
-50
A6.1 Debt instruments assets in fellow enterpriges L6.1 Debt instruments liabilities to fellow
ultimate controlling parent is resident) enterprisegif ultimate controlling parent is —
non-resident) /
-L6.2 Debt instruments liabilities to fellow -A6.2 Debtinstruments assets in fellow -75
enterprisesif ultimate controlling parent is resident) enterprisgif ultimate controlling parent is no
resident) —]
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U The same component entries appear in both accounts but the entries shown as negative
amounts in the directional table correspond to the relevant positisiesean the opposite
side of the asset/liability table.

U Gross values of assets and liabilities are presented

U In both presentations net FDI is the same($72)

Under the directional principle:

U The reverse investment asset position with A effectively redbeeghie aggregate headline
inward FDI position of B (it is netted out)

U There is a negative inward FDI debt liability position into Eilisg from the recading of
|l oans with fellow enterprises ( aresidanfhiTdis ul t i m
also reduces the aggregate headline inward FDI position of B.

U The outward FDI position is effectively reduced as a result of the recording of the reverse
investment loans from C and D (as in the preceding edition @eéhehmark Definition

Under tre asset/ liability principle:
U There is an asset position with A that contributes to the gross total.
U There is a liability position with C that contributes to the gross total.

U The notion of inward and outward FDI is replaced by the notion of FDI assetRind F
liability.

4.3.2  FDI financial transactions
189 Direct investment transactions are all transactions between direct investors, direct investment
enterprises, and/or other fellow enterprises. In the case of tt@nsathe Equity Asset and Liability
classes Al and L1 are further subdivided into $etbcomponents
Al: Equity assets of direct investors in direct investment enterprises
Al.1 Equity transactions
Al.2 Reinvestment of earnings
L1: Equity liabilities ofdirect investment enterprises to direct investor
L1.1 Equity transactions

L1.2 Reinvestment of earnings

190 It is recommended that separate figures be collected and published for transactions in equity
capital, reizvestment of earnings and debt for both direct investment assets and direct investment liabilities.
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191

For transactions, the asset/liability principle is schematically shown as follows:

Exhibit 4.3. Foreign Direct Investment Transactions According to the Asset/Liability Principle

Transactions in Assets

Transactions in Liabilities

Of direct investors in direct investment
enterprises

Of direct investment enterprises to direct
investors

Al Equity

L1 Equity

Al.1 Equity transactions

L1.1 Equity transactions

Al.2 Reinvestment of earnings

L1.2 Reinvestment of earnings

A2 Debt instruments

L2 Debt instruments

Of direct investment enterprises in direct
investors Reverse investment

Of direct investors to direct investment
enterprised Reverse investment

A3 Equity

L3 Equity

A4 Debt instruments

L4 Debt instruments

In fellow enterprises

To fellow enterprises

A5 Equity

L5 Equity

A5.1 If ultimate catrolling parent is resident

L5.1 If ultimate controlling parent is nen
resident

A5.2 If ultimate controlling parent is nen
resident

L5.2 If ultimate controlling parent is resident

A6 Debt instruments

L6 Debt instruments

A6.1 If ultimate controllng parent is resident

L6.1 If ultimate controlling parent is nen
resident

A6.2 If ultimate controlling parent is nen
resident

L6.2 If ultimate controlling parent is resident




192 To illustrate the directional prciple for transactions, the FDI elements are schematically shown
as follows:

Exhibit 4.4. Foreign Direct Investment Transactions According to the Directional Principle

Outward Foreign Direct Investment Inward Foreign Direct Investment
Outward equitytransactions Inward equity transactions
Al Equity assets of DI in DIE L1 Equity liabilities of DIE to DI

Al.1 Equity transactions L1.2 Equity transactions

Al.2 Reinvestment of earnings L1.2 Reinvestment of earnings
-L3 Equity liabilities of DIto DIE(reverse -A3 Equity assets of DIE in DI (reverse
investment)* investment)*
A5.1 Equity assets in fellow enterprises abroaq L5.1 Equity liabilities to fellow enterprises
(if ultimate controlling parent is resident) abroad(if ultimate contraling parent is non

resident)

-L5.2 Equity liabilities to fellow enterprises -A5.2 Equity assets in fellow enterprises abroa
abroad*(if ultimate controlling parent is (if ultimate controlling parent is neresident)
resident)
Outward debt instrumentsansactions Inward debt instruments transactions
A2 Debt instruments assets of DI in DIE L2 Debt instruments liabilities of DIE to DI
-L4 Debt instruments liabilities of DI to DIE -A4 Debt instruments assets of DIE in DI
(reverse investment)* (reverse investment)*
A6.1 Debt instruments assets in fellow L6.1 Debt instruments liabilities to fellow
enterprises abrogif ultimate controlling parent | enterprises abroadif ultimate controlling
is resident) parent is norresident)
-L6.2 Debt instuments liabilities to fellow -A6.2 Debt instruments assets in fellow
enterprises abroadif ultimate controlling enterprises abroadif ultimate controlling
parent is resident) parent is norresident)

* entered as a deduction in outward or inwaRl

193 As explained in the section on foreign direct investment positions, the presentation of outward
foreign direct investment transactions is different to that for foreign direct investment assets. Sitmdarly, t
presentation for inward foreign direct investment transactions is different to that for foreign direct
investment liabilities. These differences essentially involve transposing reverse transactions and
transactions between fellow enterprises in thefvesentations (see Section 4.3.1)

4.3.2.1 Equity and reinvestment of earnings

194 Transactions by a direct investor in the equity of its direct investment enterprises include both
reinvestment of earnings and ettequity transactions [Exhibits 4.3 and 4.4, items Al (Al1.1, A1.2) and L1
(L1.1, L1.2)]. Transactions by a direct investment enterprise in the equity of its direct investor (reverse
investment; items A3 and L3) or in the equity of a fellow company (itaB@and L5) do not include
reinvestment of earnings.
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4.3.2.2 Equity transactions

195 Equity i ncreases result from a direct i nves
enterprise, through

(a) its initial acquisiion of equity that represents a%#r-more voting power interest in
an existing enterprise,

(b) its acquisition of an additional voting share ownership interest in an existing
enterprise which takes the accumulated holding to at least #evafing power
threshold, and

(c) from its equity contributions to an existing direct investment enterprise.
196 Equity decreases result from
(a) the liquidation of a direct investment enterprise,
(b) the partial or total sale of an ownerslmterest in a direct investment enterprise, and
(c) the return of capital contributions.

(d) liquidating dividends, which are considered to be a withdrawal of equity rather than a
distribution of income.

197. For a givencategory of equity transactions (items Al, A3, A5 and L1, L3, L5), decreases in
assets are deducted from increases in assets to derive the net transactions in assets within a given period,
and similarly for liabilities. Equity transactions exclude changesjuity that result from the reinvestment

of earnings, which constitute a separate-cutmponent of the accounts.

198 Equity transactions may arise either from transactions between a direct investor and its direct
investment enterprise (such as contributed surplus or liquidations), or from transactions between a direct
investor and a third party [such as purchases (sales) of stock in a direct investment enterprise by a direct
investor from (to) an unaffiliated thirdarty]. Note that these thighrty transactions may need to be
based on the records of the direct investor rather than on the records of the direct investment enterprise,
because the data on these transactions may not be available from the recoedsli@cthinvestment
enterprise.

4.3.2.3 Reinvestment of earnings

199 Reinvestment of earnings of direct investment enterprises (items Al1.2 and L1.2) reflects earnings
accruing to direct investors (that is, propantite to the ownership of equity) during the reference period

less earnings declared for distribution in that period. Earnings are included in direct investment income
because they are deemed to accrue to the direct investor, whether they are reinvédstediriect
investment enterprise or remitted to the direct investor. However, reinvested earnings are not actually
transferred to the direct investor but rather 1inc
enterprise. Therefore, amntry that is equal to that made in the direct investment income account but that
flows in the opposite direction is made in the direct investment financial transactions account. In the direct
investment income account, this form of income isreferrem$o fir ei nvested earnings
direct i nvest ment transactions account , firei nvest
differentiate between the income and financial transactions (see the discussion of reinvested rangings i

direct investment income account for more details, section 4.3.3: Direct investment income)
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4.3.2.4 Debt instrument transactions

200 For each category of debt instrument, decreases in assets are dedutiedrizases in assets to

derive the net transactions in assets within a given period, and similarly for liabilities. Transactions in debt
instruments between enterprises in a direct investment relationship should be recorded separately as shown
in Exhibits 4.3 and 4.4 (items A2, A4, A6, L2, L4, L6). However, just as debt positions between FDI
related financial intermediaries (such as commercial banks, savings institutions, credit unions, mutual
funds or finance companies) are excluded from direct investseiatre the related transactions.

U For debt instrument assetscluded are transactions that increase or decrease:

the resident direct investorbds debt i nst
(A2)
(i)t he resident di r ec btinstnurmeatclaimseon direceimvés®rms pr i s
(A4)
(iii) other residentellowe nt er pri ses® debt Iinstrument cl ¢

(A6), distinguishing whether the ultimate controlling parent is resident (A6.1) er non
resident (A6.2)

U For debt instrumeniabilities, included are transactions that increase or decrease:

() the financial obligations of a resident direct investment enterprise to direct investors
(L2)

(i) the financial obligations of a resident direct investor to direct investment enterprises
(L4)

(iii) the financial obligations of other residef@low enterprises to fellow enterprises
abroad (L6) distinguishing whether the ultimate controlling parent isresident
(L6.1) or resident (L6.2)

201 When a direct ingstor lends funds to its direct investment enterprise, the level of the direct
investoro6s assets claim (receivables) on the ent e

enterprise repays the principal owed to its direct investor, thelevef t he direct invest.
the enterprise is reduced. Similarly, when a direct investor borrows funds from its FDI enterprise, the level

of the direct investords liabilities (paryepdyd es) t
the principal, the | evel of the direct investor 6s
enterprises.

202 I ncreases in the residentds r e cagablesaobits fersignf r o m,
direct investor or fellow enterprises abroad give rise to outflows on-dotapany debt accounts.
Reductions in the residentds receivables fr om, o |

investor or fellow erdrprises abroad give rise to inflows.

203 The net change in int@ompany debt includes changes in the value of financial (or capital)
leases between direct investors and their related enterprises abroad. Finaseghle treated as loans. A
financial lease is a contract under which a lessee contracts to pay rentals for the use of a good for most or
all of its expected economic life. The rentals enable the lessor over the period of the contract to recover
most orall of the costs of goods and the carrying charges. While there is not a legal change of ownership
of the good, under a financial lease the risks and rewards of ownershile daefo transferred from the
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legal owner of the good, the lessor, to the udethe good, the lessee. For this reason, under statistical
convention and standard accounting rules, the total value of the good is imputed to have changed
ownership. So, the debt liability at the inception of the lease is defined as the value of tlegasd
financed by a loan of the same value, a liability of the lessee. The loan is repaid through a series of
payments (which comprise a blend of the accrued interest since the last payment and principal payment
elements) and any residual payment ateth@ of the contract (or alternatively, by the return of the good to

the lessor).

204 Direct investors may make loans to or borrow funds from their indirectly owned direct
investment enterprises. An indirect owndpsimterest exists when a direct investment enterprise that is
directly owned, in turn, owns an enterprise that also qualifies as a direct investment enterprise of its own
direct investor. In this example, the direct investor at the top of the ownefsdip lwolds an indirect
ownership interest in the enterprise at the bottom of the ownership chainBehisemark Definition
recommends that such transactions be included in direct investment and allocated to the country of the
indirectly owned direct invésient enterprises (see Chapter 3 for a description of the FDIR).

205 Enterprises which are fellow enterprises may make loans to or borrow funds from other fellow
enterprises. ThBenchmark Definitiomecommends thauch transactions be included in direct investment

and allocated to the economies of the counterpart fellow enterprises. Loans made by enterprises included in
the FDIR in economy A to fellow enterprises in economy B should be included in direct inveassetst

for compiling economy A and as direct investment liabilities for compiling economy B.

4.3.3 Direct Investment Income

206. Direct investment income is part of the return on the direct investment positiois, thas the

return on equity and debt investment. Direct investment income consists of earnings on equity investment
(for exampl e, a resident direct i nvestor 6s shar e
enterprises) plus income on ddigtween direct investors and direct investment enterprises and between
fellow enterprises. Direct investment income payables are calculated in a similar way. Direct investment
income is recorded as it accrues. However, as debt instruments involvingel&@d financial
intermediaries are excluded from direct investment, so is the debt income between them. Saxtiatso

4.4.3)

207. Direct investment earnings measure earnings from current operations. Thett@fo@enount

should be calculated before recognition of holding gains and losses and extraordinary items. Operational
earnings of the direct investment enterprise should be reported after deducting provisions for depreciation
and for corporate taxes chatyon these earnings by the government in the host economy. Depreciation
should, in principle, be measured at current replacement cost, particularly if market values are available for
stock figures. If data on depreciable assets and on depreciatiomadledla only on a book value or
historical cost basis, those values should be adjusted wherever possible to a current replacement cost basis.
Compilers should base the estimates of direct investment earnings, and of direct investment positions, on a
current market value basis. If market values are unavailable, FDI data at book value should be adjusted to
estimates of market value.
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208 The earnings

of direct i nvest mentingPenfdrreancer i ses
Conceptdo (COPC) shoul

d exclude:

() any gains or losses arising from valuation changes, such as inventorgfig;iterite-downs,
or write-ups;

(i)  gains or losses on plant and equipment from the closure of part or all of a business;
(i)  writing-off of intangible assets, including goodwill, due to unusual evénts;

(iv)  writing-off of research and development expenditures capitalised in a prior period,;
(v)  provisions for losses on lortgrm contracts;

(vi) exchange rate gains and losses incurred by the direestment enterprise both from its
trading activities and from its holdings of foreign currency assets and liabilities

(vii)  unrealised gains or losses from the revaluation of fixed assets, investments and liabilities

(viii)  realised gains or losses made by the enitar from the disposal of assets or liabilities

209 The exclusion of realised and unrealised holding gains and losses is applicable to all direct
investment enterprises, including those such as banks and sscdedlers for whom the making of such
gains is an important or even the main part of their business. This promotes consistency with the
calculation and treatment of earnings in the national economic accounts, as prepared puiShant to
guidelines.

210 Some countries apply thall-inclusive conceptto measure the earnings where income is
estimated after allowing for all items (including capital gains and losses). This method is not recommended
by theBenchmark Defition. However, because many countries base their earnings dataiociuaive

basis, they are encouraged to provide supplemental data on holding gains and losses and other
extraordinary items.

211 Direct investmentncome should be separately shown for assets and for liabilities. Income on
direct investment assets should be recorded as positive amounts under income receivables, and income on
direct investment liabilities should be recorded as positive amounts imedere payables. When, during

a reference period, a direct investment enterprise pays a dividend that is larger than the earnings from
current operations during that period (or where it incurs an operational loss), negative reinvested earnings
will result. The latter should be recorded as a negative credit for income on direct investment assets and as
negative debit for income odirect investment liabilities. All income credits on reinvested earnings
(whether negative or positive) should have an equdlagoposite entry in thEDI transactions account
(under Afout ward FDI, reinvest ment of earningso) .
(whether negative or positive) should have an equal and opposite entryFRDltti@nsactions account

under Ai nward FDI , reinvest ment of earningso.

29. The standard amortization of intangible assets is, however, included as an expense under the COPC.
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212

For direct investment income under the asset/liability principle, elements are schematically
shown as follows:

Exhibit 4.5. Foreign Direct Investment Income According to the Asset/ Liability Principle

Receivables

Payables

Of direct investors from direct investment enterprig

Of direct investment enterprises to direct investors

Al Earnings on equity

L1 Earnings on equity

Al.1 Distributed eanings

L1.1 Distributed earnings

Al.2 Reinvested earnings

L1.2 Reinvested earnings

A2 Interest (on debt instruments)

L2 Interest (on debt instruments)

Of direct investment enterprises from direct investo
Reverse investment

Of direct investors to direct investment enterprises
Reverse investment

A3 Distributed earnings

L3 Distributed earnings

A4 Interest (on debt instruments)

L4 Interest (on debt instruments)

From fellowenterprises atnad

To fellowenterprises abroad

A5 Distributed earnings

L5 Distributed earnings

A5.1 If the ultimate controlling parent is resident

L5.1 If the ultimate controlling parent is naesident

A5.2 If the ultimate controlling parent is nepsiden

L5.2 If the ultimate controlling parent is resident

A6 Interest (on debt instruments)

L6 Interest (on debt instruments)

A6.1 If the ultimate controlling parent is resident

L6.1 If the ultimate controlling parent is naesident

A6.2 If the ultimate controlling parent is neresident

L6.2 If the ultimate controlling parent is resident
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To illustrate the directional principle for direct investment income, elements are schematically
shown as follows:

Exhibit 4.6. Foreign Direct Investment Income According to the Directional Principle

Income on Outward Foreign Direct Investment

Income on Inward Foreign Direct Investment

Income on outward equity

Income on inward equity

Al Earnings on equjt

L.1 Earnings on equity

Al.1 Distributed earnings

L1.1 Distributed earnings

Al.2 Reinvested earnings

L1.2 Reinvested earnings

-L3 Distributed earnings of DI to DIE (reverse
investment)*

-A3 Distributed earnings of IE from DI
(reverse investment)*

A5.1 Distributed earnings from fellow
enterprises abroadf (lltimate controlling parent
is resident

-L5.2 Distributed earnings to fellow enterprise
abroad* {f ultimatecontrolling parent is
resideny

L5.1 Distribued earnings to fellow enterprises
abroad if ultimate controlling parent is nen
resideny

-A5.2 Distributed earnings from fellow
enterprises abroadif (ultimate controlling
parent is nonresideny

Interest on outward debt instruments

Interest on imvard debt instruments

A2 Interest receivable from DIE

L2 Interest payable to Dls

-L4 Interest payable by DI to DIE (reverse
investment)*

-A4 Interest receivable by DIE from DI (revers
investment)*

A6.1 Interest receivable from fellow enterprise
(on debt instrumentg)f ultimate controlling
parent is resident)

-L6.2 Interest payable to fellow enterprises (of
debt instruments)*
(if ultimate controlling parent is resident)

L6.1 Interest payable to fellow enterprises(on
debt instruments)
(if ultimate controlling parent is neresident)

-A6.2 Interest receivable from fellow enterprisg
(on debt instruments)if ultimate controlling
parent is norresident)

* entered as a deduction in outward or inward FDI
4.3.3.1 Direct Investment Income on etyu

214 Once a direct investment relationship exists, direct investment earnings are based on the direct
i nvestorb6és percentage share (based on their equ|
investmat enterprise.

215 Direct investment income on equity (Exhibits 4.5 and 4.6, items Al andi Ld) direct
investment earnings is the return of the direct investor on the equity component of the direct investment
position. For investment by a direct investor in its direct investment enterprise [Exhibits 4.5 and 4.6, items
(A1. 1, Al. 2) and (L1.1, L1. 2)] it consists of [
investment by a direct investment enterprisets direct investor (A3 and L3) or investment between
fellow enterprises (items A5 and L5), income on equity consists only of distributed earnings as reinvested
earnings are not included. The reason for this is that the direct investment enterpriset dhoés 106 or

more of the voting power in its direct investor. Consequently, the enterprise is not considered able to
influence the savings and distribution policies of the direct investor or fellow enterprise. If, however, the
direct investment enterige does hold 2 or more of the voting power in its direct investor, it then
becomes a direct investor in its direct investor, and reinvested earnings are attributed to it.
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216 Earnings exclude currency exchangengand losses and other holding gains and losses, whether

or not such gains and losses are included in net income for financial accounting, tax, or other purposes.
However, these earnings include the impact of changes in foreign currency exchange tregesperating

revenues and expenses of direct investment enterprises, because these are not due to holding gains and
losses. This treatment is intended to make income and earnings correspond to the current operating
performance of the relevant enterpsise the ownership chain, in accordance with international guidelines.

217. Direct investment earnings are measured before deduction (or gross) of withholding taxes on
distributed earnings and interest. Withholdiages are viewed as being levied on the recipient of the
distributed earnings or interest to which the taxes are applied, and thus as being paid across borders even
though, as an administrative convenience, the tax payments are actually made by the fiem who
disbursement gave rise to them. Thus, foreign withholding taxes on distributed earnings and on interest
received by a resident direct investor are recorded as if they were paid by the direct investor, not by the
direct investment enterprise. Similarly t he resi dent economyds withhold
on interest payments by resident direct investors or resident direct investment enterprises are recorded as if
they were paid by the nenesident, not by the resident.

218 When a direct investment ownership chain exists, direct investment earnings should reflect
income from direct and indirect enterprises. All earnings from an ownership chain are geographically
allocated to the enterprises directhyreed. However, these earnings should include the claims of directly
owned enterprises6é on the earnings of enterprises:c

i mmedi ate direct investords owner suttryA) owns 10@8 bfar es .
B (resident in B), which, in turn, owns 1% f C (resident in C), B6s FDI
earnings from its current operations, including its investment income, which, by definition, includes all of
Cdbs rei mngs¢as €Eis 1adwned by B, B will be deemed to
earnings as reinvested earnings). As a consequence, the reinvested earnings receivable by A from its
ownership of all the shares i ImerefBre, Widded notineed to sedke C0O
the information on Cbs reinvested earnings direc
correctly, but it is recommended that the compiler of direct investment data in Country A makes sure that

B understandstht it should report Cb6s reinvested earning

instances, where the direct investors do not hold460the equity in an immediate direct investment
enterprise, their reinvested earnings receivable should aecordance with the proportion of the shares

they own (seéAnnex 6 on reinvested earnings for another example of calculation of reinvested earnings
along a chain of related enterprises). The compiler will often find that the information required iroorder t
determine a direct investordéds share of the rein
enterprises becomes more difficult to determine once its share of indirect ownership falls Beélok 50

that instance, it is recommended that it be Esped upon respondents to direct investment surveys of the
importance thathis information be collected.

4.3.3.2 Distributed earnings

219 Distributed earnings (items Al.1, A3, A5 and L1.1, L3, L5) consist of didsglemd distributed

branch profits. Dividends include those to shareholders, both common and participating preferred stock,
whether voting or nowoting, according to the contractual relationship between the enterprise and these
various types of shareholde before deduction for withholding taxes. Dividends exclude liquidating
dividends and bonus shares (which are dividends in the form of additional shares of stock). Liquidating
dividends are excluded because they are a return of equity rather thaittancenof earnings (liquidating
dividends are included instead as transactions in the direct investment equity). Distributed earnings can be
paid out of current or past earnings and may result in negative reinvested earnings if the distribution of
dividends exceeds total earnings in a particular reference period. Bonus shares are excluded because they
are a capitalisation of retained earnifiga substitution of one type of equity (capital stock) for another
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(retained earnings).In an accounting senséiely reduce the amount of retained earnings available for
di stribution but | eave total ownersd equity uncha

4.3.3.3 Reinvested earnings

220 Reinvested earnings of direct investment enterprises (items Al.21aByreflect earnings on
equity accruing to direct investors less distributed earnings, proportionate to the percentage ownership of

the equity owned by the direct investor (s). As
reinvested earninggeaincluded in direct investment income because the earnings of the direct investment
enterprise are deemed to be the income of the dir

of equity in the direct investment enterprise), whether tdreyreinvested in the enterprise or remitted to
the direct investor. However, because reinvested earnings are not actually distributed to the direct investor

but rather increase the direct i nvesthatmadeinithevestr
direct investment income account but of opposite sign is entered in the direct investment transactions
account . In the direct investment income account

4.3.3.4 Direct Investmenincome on debt

221 Direct investment interest payables (on liabilities) and interest receivables (on assets) are
separately recorded. Thus, interest receivables comprise interest accruing to residents (ditecs,inve
direct investment enterprises and fellow enterprises) on their debt receivables, and interest payables
comprise interest accruing to nossidents (direct investment enterprises, direct investors and fellow
enterprises) on debt payables.

222 No direct investment interest receivables or payables are recorded when both parties are related
financial intermediaries (such as commercial banks, savings institutions, credit unions, mutual funds or
finance companies)

223 Interest includes the interest component of transactions under financial leases between enterprises
in a direct investment relationship, assuming the outstanding capitalized value of such leases is included in
the debt component of the direct investment position at discounted value.

224, The interest component of direct investment income reflects accruals of interest on debt in the
current period (i.e. interest accrued), etiter or not paid’ Interest receivable and payable should be
compiled separately. Interest receivable by direct investors from their direct investment enterprises,
receipts from direct investment enterprises from their direct investors and receipfslfoovrenterprises

are included. Payables are calculated in an analogous manner.

225 Interest accruals on marketable securities should be calculated under the debtor basis, not the
creditor basis. Under the debtmasis, interest accruals on fixed interest rate securities reflect the amount

of interest that the debtor is contractually obligated to pay, and changes in market interest rates since the
debt was issued are not taken into account. In contrast, undeeti®r basis, interest accruals on fixed
interest rate securities reflect market interest rates in the current period, not the interest rates in effect at the
time(s) that the debt securities were originally issued.

30. Accrual acounting records flows at the time economic value is created, transformed, exchanged,
transferred or extinguished. This means that flows which imply a change of economic ownership are
entered when ownership passes and services are recorded when priovioteédr words, the effects of
economic events are recorded in the period in which they occur, irrespective of whether cash was received
or paid or was due to be received or pal®93 SNAparagraph 3.94 amdFSM 200paragraph 3.25)
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226 Interest on debt accrues continually over the life of the debt and adds to the principal. Thus,
actual payments of the debt (as opposed to accruals) are investment transactions and not income.
Therefore, they should be recordedhir FDI transactionsaccount

2217. At inception, future cash flows are determined in the relevant currency. Interest expressed in
foreign currency is to be converted into the domestic currency units at tiomidmarket exchange eat
for the periods in which the interest accrues.

4.3.4  Other changes

228 As described in Section 4.3.1.3 a direct investment position can change due to transactions and to
other changes, where other changes consigaluation changes and volume changes. Valuation changes

can further be considered to consist of exchange rate changes and other price changes. Exchange rate
changes generally reflect the impact on the position of exposure of the instrument tameycoitier than

that in which the accounts are compiled. Other price changes reflect all other changes in the market value
of the instrument as expressed in the compilation currency.

229 The other changes accountais important component of direct investment statistics as it allows
transactions to be reconciled with positions. As such, it provides a method of validating and testing the
consistency of transactions and positions. While other changes can be meesidreally, it is through

direct measurement of this account (and its components) that the improvements to quality of transactions
and positions are made possible. The standard and supplemental reporting to the OECD (see Annex 2)
does not involve the repimg of the other changes account.

4.3.4.1 Valuation changes

230 Chapter 5 describes methods for identifying the market value of a position or a transaction.
Valuation changes reflect changes in the market a&laegposition.

4.3.4.2 Exchange rate changes

231 'Exchange rate changes' reflect the impact that changes in exchange rates have on instruments
that are denominated in a currency other than that in which the acarentsompiled. Equity is
considered to be denominated in the currency of the economy in which the enterprise is resident. As a
result, all equity liabilities of an economy are considered to be denominated in the local currency and if the
accounts are conipd in the local currency, the exchange rate changes for equity liabilities will be zero.
Debt securities are denominated in the currency in which they are to be redeemed except in the case where
the principal is indexed to another currency. When tlwcipal of a debt security is linked to another
currency, the debt security is treated as though it were denominated in that currency. In all other cases,
reference should be made to the contractual arrangements of the debt position to determine in which
currency it is denominated.

232 Exchange rate changes may be referred to by enterprises as realised or unrealised exchange rate
or foreign exchange gains or losses. These impacts should not be included in thys ed@ynenterprise
when calculating income flows.

233 It should be noted that operating revenues and expenses denominated in units of a foreign
currency will also translate into different amounts, expressed icothilation currency, solely as a result

of exchange rate changes. However, these impacts should be included in direct investment earnings in the
current period, because they result from actuajang operations in the current period rather than from
hading gains.



234 Transactions are converted to the compilation currency at the rate prevailing when they took
place, and positions are converted at the rate prevailing on the reference date. -pbmnhidtween th

buying and selling rates should be used at the time of transaction (for transactions) and at the close of
business on the reference date for positions. The impacts of changes in the exchange rate on this
conversion are recorded as exchange rate changes.

235 If the accounts are compiled in the local currency, and the local currency appreciates against the
currency of denomination of a financial instrument, exchange rate changes will reflect a decrease in the
value d the instrument in the local currency. This is the case whether the instrument is an asset or a
liability.

4.3.4.3 Other price changes

236. AOt her price changeso reflect antdsexpressedigpths t o
compilation currency that are not exchange rate changes or attributable to transactions. For the asset
holder, these changes may be referred to as holding gains or losses. Other price changes reflect the change
in the market valuef an instrument in the currency in which it is denominated. This market price change

is then converted to the currency of compilation and may also give rise to exchange rate changes if the
exchange rate changes over the period during which thkempiice change occurred (seeclon

4.3.4.4)

237. Other price changes may be recorded under any of the recommended methods for valuing
unquoted equity in terms of current period prices. For example, if positionsvaeelreu e d under t h
Asset Val ue, including goodwi || and identified i
direct investment equity position may be recorded in this account.

238 Another example of@ hange that wil/l be recorded as an
investor sells its direct investment enterprise for more (or less) than the value recorded in the direct
investment position. The amount received from the sale of the enterpes®idad as a financial inflow

in the direct investment accounts compiled by the country of the direct investor; the difference between the
financial inflow/outflow and the value of the direct investment enterprise in the position must be attributed
as @atmhdr price changed so as to remove from the
sold.

239 A direct investment enterprise may have assets or liabilities expressed in a currency other than its
local currency. Changes in exchange rates will have an impact on the value of the direct investment
enterprise's assets and/or liabilities. These changes are likely to impact on the market valuation of the
direct investment enterprise itself. The changehéndsset value of the direct investment enterprise to its
direct investor is recorded as an 6éother price ch

240. Similarly, external factors can influence the market value of a debt position. If the crewljt rati
of the issuer of a debt instrument is changed, then this may have an impact of the value of the debt
instrument.

241 If equity listed on resident markets is generally increasing in value, this will be reflecéd in
increase in the value of equity liabilities; while if equity listed on-resident markets is generally
increasing in value, this will be reflected in an increase in the value of equity assets.

242 Where debt psitions between related enterprises are in the form of debt securities, the market
value of these positions will be affected by changes in interest rates. If resident interest rates are generally
increasing, this will be reflected in a decrease in theeval debt securities issued in the local economy;
while if nonresident interest rates are generally increasing, this will be reflected in a decrease in the value
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of debt securities issued abroad. To determine the impact of these changes on the pakigsns, it is
necessary to understand whether debt security assets/liabilities between related enterprises are issued
locally or abroad.

4.3.4.4 Recording valuation changes

243 It is not unusual for positions tchange due to both exchange rate changes and other price
changes. It is analytically useful to separate the causes of the changes in valuation.

244, For instruments denominated in a currency other than that in whéchccounts are compiled,

the opening position (or position at creation) is converted to the compilation currency at the exchange rate
prevailing at the time, and similarly for the closing position (or position when extinguished). The
difference betweethese two values consists of both exchange rate changes and other price changes.

245, The other price changes should be calculated in the currency of denomination. This is converted
to the compilation currency usirggmid-point exchange rate. The mpint exchange rate is calculated as

the midpoint between the exchange rate at the start of the period (or at the time when the position was
created itthiswasduring the period) and the exchange rate at the end petied (or at the timahen the

position was extinguished if that occurred during the period).

246, The exchange rate changes can then be calculated as the difference between the total valuation
change and the othprice change.

2417. Under the International Financial Reporting Standards (IFRS), enterprises may keep their books
in a currency other than the local currency or the currency in which the accounts are compiledrSThe IF
refer to this currency as the currency of account. When these enterprises report information to the
compiling authority, it will need to be converted to the domestic currency (or the compilation currency).
Exchange rate changes are calculated asrtpadt of changes in the exchange rate between the currency

in which an instrument is denominated and the currency in which the accounts are compiled; other
valuation changes identified during the conversion process should be recorded as price chardiessrega

of movements in the exchange rates used in the conversion.

4.3.4.5 Volume changes
248 The volume of financial assets and liabilities for an economy can change due to either

transactions or other changes inwne. The causes of other changes in volume include debt cancellation
and writeoffs, liquidations, uncompensated seizure, and reclassifications.



Debt cancellation and wrieffs

249, Changes in claims resulting frodebt cancellation or writeffs are treated as volume changes

and are not treated as financial transactions. Specifically, a creditor may recognise that a financial claim
can no longer be collected from the debtor and may remove the claim from itsebalzet. Debt
cancellations and writeffs are unilaterally determined by the creditor as well as by courts, arbitrators and
related ouof-court settlements; unilateral cancellation of a financial claim by a debtor (debt repudiation)
is not recognised.

250, Debt forgiveness and debt assumption are both treated as financial transactions. Debt forgiveness
usually involves the intention by the creditor to convey a benefit to the debtor. Debt assumption (including
oneoff guarantees) usually involves a third party with which there may be transactions.

251 Partial writeoffs (write-downs) of debt assets by creditors are not considered to change the
volume of financial claims of #hcreditor on the debtor. Partial writé's are treated as a revaluation of

the claim and are classified as other price changes. If a bankruptcy process results in all debt being written
off, then the loss is recorded as a volume change; if the baoknonuicess results in even a token return to

the creditor, then the debt is reduced as a valuation change with a transaction to extinguish the debt. The
nature of the underlying loss is similar and the distinction may not be practical or analytically ése

result, a simplifying convention may be to treat these cases in the same way as falifsurite

Liguidations and failed exploration activities

252 When a direct investment enterprise is liquidated, théyemvestment in the enterprise is often
written off by the direct investor and removed from its balance sheet. This situation is treated as a volume
change as the equity claim is considered to have disappeared. The treatment is analogous tetihe write
of debt. If there is a partial return to the direct investor, then this should be treated as a valuation change
with a transaction to extinguish the claim. As with debt woffs, it may not be practical or analytically

useful to make this distinctip and these cases may be treated in the same way as where there is no return.

253 Mineral exploration activities present a special case of equity-offte The purchase of a

mineral exploration licence is a sufiftnt criterion to recognise a notional unit within the economy where

the mineral exploration is to take place. As activity takes place and equipment is purchased or provided to
the exploration operations, a branch is considered to be established. oUistoprof equipment is

recorded asa transaction reflecting the injection of equity in the branch. Valuation changes may also occur
dependent on the expectations of a find. If the exploration fails to identify a viable resource discovery and
the operao 6 wal ks awayé from the activities, the inv
volume change. This is a borderline casehere there are assets that are sold, the appropriate treatment is

to revalue the investment to the value received feratbsets and then extinguish the investment through a
transaction reflecting the sale of the assets and withdrawal of equity.

Uncompensated seizure

254 Direct investment enterprises may also be subject to seizuratioyal governments on occasion

(for example where a government decides to nationalise certain industries within its jurisdiction without
compensation). This extinguishes the equity that the direct investor has in the enterprise in the economy,
with theequity positiorbeing reduced to zero through a volume change.

Reclassification

255 A reclassification entry is necessary when a financial instrument changes its characteristics
without there having been a crdssrder transaction.
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256 For direct investment, a common issue is how to treat an existing equity position when a further
purchase is made to take the total position to one that represents at least 10% of the votiny gower
organisation. The original equity position is reclassified to direct investment through a volume change to
include it in the direct investment equity position. Similarly, any-gxisting debt positions are
reclassified to direct investment delutsgiions through a volume change. When voting power is reduced,
equity and debt positions are removed from direct investment through volume changes. It should be
recognised that there does not need to be any transactions for voting power to crosstkinesh@fd for

example, a position can increase in proportion due to share buybacks; while positions can decrease due to
the issue of additional shares.

257. The migration of persons can also result in reclasdificatof direct investment. When a person
changes residence, this is considered to be a reclassification of his/her residegcgirect investment

assets which they hold which are resident in the economy to which the person has moved are reclassified
out of the direct investment position as a volume change (as the pdsitiohecome onketween two
residents of the same economy). Assets with which the person is in a direct investment relationship in their
former place of residence are reclassified thedirect investment position as a volume change.

258 On occasion, land can change from being part of one economy to being considered part of
another economy, whether through mutual agreement or annexation, am&ideced to be a new
economy. This may create or extinguish direct investment positions that residents of either economy had
with residents of the area of land that changed jurisdiction. The creation and extinction of the direct
investment positions iseated as a volume change.

259 A similar situation arises with the change of membership in country groups. For example, the
European Union has increased its membership on a number of occasions. This canthesplsitions
between the country group and the new member being extinguished (for statistics for the country group as
a whole), positions between the country group and other countries being created. Conceptually, these
should be treated as volume changés alternative approach is to treat the country group as if it had
always consisted of its current membership and to revise historical series associated with the country

group.
4.4 Scope of FDI
441 Standard content of FDI statistics

260. The scope of direct investment covered in B&nchmark Definitionwas reviewed to take into
account the economic and financial developments over the past decadé whisb may directly or
indirectly impact the measurement thfe FDI activity. As described i®ection 2.4.2, there are two
standard (core) presentations of direct investment statistics, both of which represent breaks from historical
series:

U Aggregate FDI statistics for assets and liabilities by instrument (eqiaiby);

U Detailed FDI statistics under the directional principle by (ipgyephical allocation; and
(i) industry classification (each category broken down by instrument (equity, debt)

261 Investors apply a largeaviety of financing structures as markets evolve and as they put in place
new instruments. The growing complexity of the measurement of the direct investment activity was
accelerated with the expansion of globalisation and its effects. As a consequeseindicated that

31 The Benchmark Defiition, 3¢ edition was published in 1996.
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international standards should be revisited to respond to the need for more and more sophisticated statistics
for analytical research and for policy making. Against this background, the tradiidhatatisticshad to
be expanded ahtailored for new data requirements.

4.4.1.1 Aggregate FDI statistics (asset/liability principle)

262 The analytical presentation of FDI statistics showing-remident assets and liabilities of direct
investors ad direct investment enterprises is a new feature dBémehmark Definition It complies fully

with the overall presentation of maeeconomic statistics. Conceptually, these data are in line with the
balance of payments and the international investrpesitionstatistic” as well as the national accounts
presentation of the institutional sectors of the economy. Direct investment measured in terms of assets and
liabilities constitute the basis for compiling FDI statistics from which other preserstatéonbe derived
provided that additional relevant pieces of information are included in national data collection systems.

263 Aggregate FDI statistics include all types of enterprises (operational direct investmigas as

well as Special Purpose Entities (SPESs) following the relationship identified by the FDIR (see also Chapter
3) and all types of transactions/positions (including pass through funds and capital in transit). These
statistics are compiled accondi to first counterparty (i.e. immediate investor or immediate direct
investment enterprise). The identification of counterpart residency information is not required for
aggregate data dissemination but constitutes to a large extent the fundamentar loasés compilation.

Industry classification is not required for these data either. Aggregate FDI statistics on this same asset and
liability basis should also be provided separately for resident SPEs.

4.4.1.2 Detailed FDI statistics (directional pritgle)

264 As from its first edition, theBenchmark Definitiorrecommends that countries compile and
disseminate detailed FDI statistics broken down by (i) geographical allocation; and (ii) industry
classification. 8ch statistics provide a further refinement to an aggregate statistical framework which is
traditionally used for balance of payments and international investment position presentations. It allows
FDI analyses by source and destination country/industighvbannot be achieved by aggregate data.
Current standards for detailed FDI statistics have refined further the directional principle as compared to
the previous version of thBenchmark Definition The revised directional principle reflects the guiding
principle of FDI which is influence (or control) of the direct investor over the direct investment enterprise
(see Section 4.3 FDI accounts).

265 Recourse to complex financing structures by multinational enterpi\BE&) in their cross

border investments is more and more frequent. Funds transmitting through intermediate entities of different
types are common practice. Such investment patterns distort the analysis of the source and destination of
FDI and may lead tandesirable statistical and analytical results when they are recorded strictly according

to the immediate counterparty. Moreover, they result in the overstatement or multiplication of direct

i nvest ment transacti ons Qladat® bothratahfe eountrgahd st regiohahoe 6 i T
global levels. Countries hosting the intermediate entities (SPEs or other entities acting on behalf of the
parent), observe artificially high investment statistics. These-thamsgh investments have noate
immediate economic impact such as job creation, productivity gains etc. on the host economy. To

32 The asset/liability approach constitutes a break in series from previous aggregate data compilation of
balance of payments and international investment position. Linkages between the two data sets are
providedin Chapter 4.

33 This approach was recommended in earlier versions @dehehmark Definition
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circumvent such problen$, the present edition of th&enchmark Definitionrecommends, while
preserving consistency of geographical (industrial) breakdowaosgided by different countries, that
compilersexclude SPEs resident in their economies when presenting FDI statistics on a directional basis.
However, compilers are at the same time asked to provide in a separate column and on the same basis the
transadbns and positions of resident SPEs according to the geographical and industrial classifications.
Chapter 7 provides more information on the geographical and industry classification of FDI data presented
according to the directional principle.

266 For the standard presentation of FDI under the directional principle, the exclusion of SPEs was
limited only to resident entities even if it is recognised that it would be more meaningful to exclude non
resident SPEs as el Due to difficulties compilers currently may encounter in achieving this, th
alternativeoption of6 | o0 o k i n gnontrelsident BBHS & recommended only on a supplemental basis
and is subject téurther priority research (see&ion 4.4.2.1).

267. This standard presentation of FDI statistics excluding resident SPEs, considered by users as more
suitable for FDI analysis, constitutes one of the main focuses @d¢nhishmark Definition Relative to the
previousedition of theBenchmark Definitiont represents a substantial improvement of the analysis of FDI
figures broken down by country and industry. Obviously, in view of the complexity of the global network

of FDI relationships and the many aspects to it, smsges still need to be further investigated and will
remain on the agenda for future research.

268 Extensive research has shown that a variety of (overlapping) definitions of SPEs exist. As there
is no single uniersal definition of SPEs, it is left to individual countries to identify such entities according
to their own definitions or descriptions. Countries that have not yet adopted a definition of SPE (which is
the case in a large majority of countries) mayssisted by the criteria listed in Chapter 6.

269 The directional principle, in addition, involves the deducting of some building blocks of the FDI
accounts as presented in Section 4J8der this presentation angverse investment (equity or debt) from

the direct investment enterprise in its direct investor is to be deducted from the inward FDI when the direct
investment enterprise holds less than 10% of the voting power in its direct investor. Data on thealirectio
principle is also to be applied between fellow enterprises (see section 4.3). The recording of direct
investment between fellow enterprises is to be presented according to the residence of the immediate
counterpart but the direction of the investmenttd be determined according to whether the ultimate
controlling parent is a resident or a A@sident of the compiling economy. In other words, if the ultimate
controlling parent is not a resident of the compiling economy, all transactions and pdsitiwesn the
fellows are classified as inward FDI. If the ultimate controlling parent is resident in the compiling
economy, the transactions and positions are classified as outward FDI.

4.4.2  Supplemental FDI series
4.4.2.1 FDI looking throughnonresidentSPEs (directional principle)

270. Compilers are strongly encouraged to provide on a supplemental basis a breakdown of FDI by
country and industry that is obtained by looking through immediateregdent counterptr that are

SPEs. Due to the fungibility of funds and the use of SPEs as financiatahles for different
destinations/countries an outward flow may split beyond the SPPE may not (always) be possible to

look through nofresident SPEs in an unambaus way. Compilers are therefore encouraged to intensify

34. It should be noted that MNEs also pass funds through their operating affiliates. However, these structures
can be very complicated and require further aese (see Annex 13).



bilateral exchanges of information with compilers of countries hosting $f¥esne bilateral asymmetries

may remain, but these would seem less serious than distortions of geographical breakdeitd) in
countries with many SPEs would, for instance, give the wrong impression of being overly attractive as a
location for direct investment or overly active in investing in developing countries, for instance.

271 Where considered necessapmpilers are also encouraged, at least once a year, to provide FDI
statistics according to the criteria of tBenchmark Definition3“ editior™® i.e. to include all resident
enterprises in compiling these FDI statistics irezsiwe of whether they are SP& not.

4.4.2.2 FDI by type: Mergers and acquisitions (directional principle)

272 International standards for compiling FDI statistics described in earlier editionsBéticbmak
Definition have focused mostly on types of financing, types of enterprises, types of transactions, etc. For
the first time, a methodology was put together to construct statistical series by types of FDI which is
largely determined by the purpose of direovestment. FDI statistics encompass mainly four types of
operations that qualify as FDI:

() purchase/sale of existing equity in the form of merdeasquisitions (M&A);
(i) greenfield investments ;
(i) extension of capital (additional new inteents); and

(iv) financial restructuring.

273 While M&A transactions imply the purchase or sale of existing equity, greenfield investments
refer to altogether new investmenéx (ihiloinvestments) Extension otapital relates to additional new
investments as an expansion of an established business; conceptually and in terms of economic impact, it is
similar to greenfield investments. Financial restructuring refemsviestment for debt repayment or loss
redudion.

274, Direct investment will have, all other aspects being equal, a different impact, in particular, on the
Ahost o economy depending on t he t y-poederanfestiredtini. It
the form of M&As will not involve significant changes in the performance of economic variables such as
production, employment, turnover, etc. unless the acquired enterprise is subject to significant restructuring.
On the other hand, new investments egifeeld investments and extension of capital, are likely to add new
dimensions to the economic performance of the host economy and to the earnings of the direct investor.

275 Moreover, to measure the impact of FIDl host and home economies, users need detailed
analytical information: FDI by type broken down by partner country and by industry (see also Chapter 2
This novel feature of FDI statistics is at the centre of arguments which have led to the revisien of th
Benchmark Definitioni.e. to align international standards to economic and financial developments since

the last edition. To avoid any confusion, it should be clear to the reader that the statistics of M&As shown
as an fAof whichotcatdeqdriyadf tDIwhante iso generally
private commercial sources compiled and disseminated outside the context of FDI statistics. It is more

35. The allocation of inward amounts to outward destinations may still require some rules of thumb, which
countries are asked to clarify in metata.

36. According to the former "8 edition of theBenchmark Definitionthe basis for ata reporting was the
directional principle which was then primarily concerned with reverse investments by direct investment
enterprises in direct investors,
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appropriate to call the former i M& A hetscopenaadaticet i on s
coverage of the two data sets differ but they remain complementary.

276. In the current edition of thBenchmark Definitiora primary focus is to compile and disseminate

on a supplemental basis FEHowing M&A type transactions, i.e. purchase/sale of existing FDI equity by
nonresidents. The examination of greenfield investments, extension of capital, and financial restructuring

is deferred to the research agenda as they require further resdinie could not be completed time for

the publication of the present edition. However, after deducting M&A equity transactions from total FDI
equi ty, users would be able to obtain, as a resi|
Compilers are also asked in their presentation of FDI for M&As to identify all relevant transactions (for

both influence and control relationshipsequity share 10%400%) and to distinguish separately those
involving control relationships (i.e. equity skanore than 50%)

2717. M&A as a subcategory of FDI refers to cro$®rder financial transactions which qualify as FDI
according to the criteria described earlier. These data do not relate to FDI positions as ibavould
superfluous to distinguish the stock of FDI by type. Breakdowns by type of FDI have analytical
significance mostly at the time of the initial decision of the investor and for the related transaction but not

in subsequent periods. Compilers are stpngle ncour aged to provide AM&A t
whichod item of total inward and outward FDI equi
FDI financial flows in the form of equity bugxcludereinvested earnings and debt instrursefimter

company loans)Box 4.2 describes the recommended components of the data to be compiled.

278 Furthermore Annex 9:provides the details on how to record M&A transactions as a part of FDI

equity transactions This annex also provides a comparison
AM&A statisticso.
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Box 4.2. Componentsof M&A transactions

Foreign Direct Investment

Inflows: Grossinvestments and divestments by residents

Investment in equyt Divestment in equity
Of which: Of which:
Acquisition of existing stake in resident Sale of existing stake in resident companies b
companies by noeresidents nonresidents
(i) partner country and () partner country and
(ii) industry (ii) industy
Outflows Grossinvestments and divestments by residents
Investment in equity Divestment in equity
Of which: Of which:
Acquisition of existing stake in naresident Sale of existing stake in nemsident companies
companies by residents by residents
(i) partner country and () partner country and
(ii) industry (ii) industry

Memo iters; Total of which M&A under control

(i) partner country and

(ii) industry

Note: The above presentation relates to the conceptual framework by country allocation and by industry classification. For data
dissemination, data may be disseminated at higher level of aggregation if limited by confidentiality.

4.4.2.3 FDI according to Ultimate host/investing country

279 This Benchmark Definitionrecognizes additional user needs for information, to the extent
meaningful definitions allow, on the economic distribution of direct investment capital, as well as on the
countries that ultimately control direct investment enterpriSEhese needs have grown in recent years, as
ownership structures have become more complex and as it has become more common for direct investment
enterprises to be owned through intermediate entities such as holding companies and regional management
centes.

280 While these needs are cleart, the means of addressing them sometimes are far more complex.
Conceptuadifficulties may arise, for example, when funding provided to an enterprise by a direct investor
is co-mingled with other funding obtained by the enterprise before being further invested in other
enterprises. In additiompracticaldifficulties may arise in collecting detailed information on ownership
chains leading to a foreigmwned enterprise in theompiling economy. In the light of these difficulties,

this Benchmark Definitionprovides recommendations only for the allocation of inward investment
positions for the compiling economy to the countries where the investors controlling these positions are
established. Allocation of outward positions, across ultimate host countries (including intermediate
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countries in longer investment chains), remains on the research agenda. At this stage, research work has
not progressed enough to reallocate outward tmest in an unambiguous way across different entities
down the FDI ownership chaff.

281 Details of the recommendations for allocating inward direct investment positions to ultimate
investing countries are given irh@pter 7 as well as compilation guidance in Annex 10.

4.4.3 Banks and other financial intermediaries

282 The Benchmark Definitiomecommends that, in the case of banks and other affiliated financial
intermediaries, lainter-company flows and positioris with the exception of those pertaining to equity
investmenti with related financial intermediaries should be excluded from direct investment flows.
Deposits and other amounts lent by a parent bank or other finarteiahediary to its direct investment
enterprise located abroad that is also a financial intermediary, and deposits and other borrowings taken
from such offices, should also not be classified as direct investment.

4.4.4 Financial leases

283 Wherever an operator (the lessee) acquires an asset under a financial (or capital) lease (as distinct
from an operating lease), the legal owner of the assets (the lessor) should be regarded as making a loan to
the lessee that tHessee uses to buy the assets. If this arrangement is between a direct investor and its
direct investment enterprise, the loan should be included in direct investment, and be treated according to
the provisions of thiBenchmark Definitionin the same wathat a conventional loan would be regarded

and treated. The SNA states that a financial lease arrangement is to be taken as presumptive evidence that
a change of ownership is intended. A change of ownership is imputed because the lessee assumes all
rights, risks, rewards, and responsibilities of ownership in practice and, from an economic point of view,
can be regarded as thie factoowner. The financial lease essentially is a method of financing the
purchase of the good by the lessee (as opposedtitmytout a loan for the purchase). During the life of the
financial lease, the lessor expects to recover most or all of the cost of the goods and carrying charges.

37. Attempts to allocate investments to ultimate host countries are hampered by difficultiet teethge inter
changeability of money linking specific sources of funding with specific u$esnd by the fact that direct
investments made by intermediate enterprises in ownership chains may reflect not only funding provided
by direct investors, but asfunding that these enterprises may, in turn, have obtained from other sources,
such as local owners or lenders. Consequently, more work needs to be done to determine whether it is
possible to develop reallocation schemes of outward investments.
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CHAPTER 5
FDI ACCOUNTIN G PRINCIPLES AND VAL UATION

5.1 Summary

284 This edition of theBenchmark Definitionmaintains the recommendation of the previous edition

that market value is the conceptually ideal basis for valuing direct investragsactions and positions.

The use of market prices is the only basis under which all parties can calculate their assets and liabilities
consistently. In addition to outlining some of the main accounting principles, this chapter also provides
guidance orthe calculation of FDI at market value. While this might be relatively straightforward for
equity transactions and positions involving companies where the equity securities are listed on an
organised stock exchange, it is much less so for unlisted (arotew) shares. In this latter case market
value may have to be estimated from the data provided by these unlisted companies. This chapter lists a
number of recommended methods by which this can be achieved, as well as listing those methods that are
not reemmended. This chapter also discusses the valuation of debt where it recommends the use of the
nominal value of the debt as the proxy to market value. Finally the valuation of transactions where transfer
pricing is operating is discussed.

5.2 A