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FOREWORD

Off-Shoring: How Big Is It? is the second of three Academy Panel reports providing a
comprehensive review of services off-shoring. This report presents the results of the Panel’s
research using publicly available industry-level data and confidential, firm-level (micro) data to
address two critical questions:

1. What do currently available data indicate about the extent of U.S. services off-
shoring?

2. What additional data are needed to provide a more complete assessment of
U.S. services off-shoring?

Contrary to many popular perceptions, the Panel found that services off-shoring remains quite
small among the multi-national corporations and industries studied from 1998 to 2004. The
Panel also found that U.S. businesses were much more likely to outsource services to other
domestic firms during the same period, heightening the need to distinguish carefully between
these two distinct and different economic concepts.

Data gaps and deficiencies impede a complete assessment of the extent and impact of services
off-shoring. The Panel commends the Bureau of Economic Analysis and the Bureau of Labor
Statistics for their efforts to improve the quality, timeliness and completeness of the data with the
resources available to them. Yet additional data improvements are needed and agencies should
be provided the resources needed to achieve them. The Panel believes that it is prudent to
improve existing data systems now—while the phenomenon remains relatively small—to better
understand services off-shoring activities and their economic impacts in the future.

I would like to thank the Panel and staff for their detailed assessment of a complex yet critically
important issue. Let me also extend my appreciation to both Bureaus for their support,
cooperation and responsiveness. Finally, 1 want to thank the Congress, especially Chairman
Frank Wolf, for providing the initial direction and support for this review.

Ayand).

Howard M. Messner
President
National Academy of Public Administration
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SECTION I

STUDY RESULTS






HIGHLIGHTS OF ACADEMY REPORT

SERVICES OFF-SHORING: HOW BIG IS IT?

This is the second of three Academy Panel reports providing a comprehensive review of services
off-shoring. It is in response to direction from the House Appropriations Subcommittee on
Science, State, Commerce and Justice with funding provided by the U.S. Department of
Commerce’s Bureau of Economic Analysis (BEA). This report focuses primarily on two
questions:

1. What do currently available data indicate about the extent of U.S. services off-
shoring?

2. What additional data are needed to provide a more complete assessment of
U.S. services off-shoring?

Concerns about the impact of international trade on the U.S. economy are not new. What
distinguishes off-shoring concerns today is the focus on the services sector, particularly white
collar, high-technology jobs previously considered less vulnerable to international trade and
potential migration overseas. As the Panel found in its first report—Off-Shoring: An Elusive
Phenomenon—the extent of services off-shoring and its economic effects are complex and
poorly understood. The diversity of views among previous studies reflects not only differences
in data used, time periods covered, and industries analyzed, but also the lack of a commonly
accepted definition and the interchangeable use of multiple terms.

To simplify the discussion and facilitate understanding, the Panel has recommended and is using
the following terms and definitions:

outsourcing—firms contracting out service and manufacturing activities to unaffiliated
firms located either domestically or in foreign countries

off-shoring—U.S. firms shifting service and manufacturing activities abroad to
unaffiliated firms or their own affiliates

off-shore outsourcing—a subset of both outsourcing and off-shoring in that it refers only
to those service and manufacturing activities of U.S. companies performed in unaffiliated
firms located abroad

The Panel has identified two distinct types of services off-shoring with fundamentally different
economic effects and different data needed to identify them.

1. Services off-shoring due to business restructuring. Results from a decision to
restructure all or part of a business’ internal production processes and to obtain those
restructured intermediate services from a foreign supplier. This involves some direct



U.S. job losses. The proportion of imported services used by a firm or industry in its
business operations is a key indicator of this type of off-shoring.

2. Services off-shoring due to global expansion. Arises from a decision to expand
business operations or production activities globally. This may have no immediate
employment effect, although some future employment may be foregone if overseas
expansion substitutes for future exports. An indicator of this type of off-shoring is faster
growth in sales or total activity among foreign affiliates relative to the sales growth or
total activity for the multinational corporation (MNC) parent.

PRINCIPAL FINDINGS

The Panel has made the following four principal findings based on its review of available
industry-level data (1998 to 2004) and micro-level (firm) data (1999 to 2003) for the
pharmaceutical and medicine manufacturing; architecture, engineering and related services;
computer systems design and related services; and business support services industries:

1. Services off-shoring due to business restructuring is not as extensive for the
MNC parents in the industries examined as some popular perceptions and
concerns would suggest. One reason is that fewer than 20 percent of all MNC
parents imported services from 1999 to 2003. The results for comparable industry
groups from 1998 to 2004 confirmed this finding.

2. Outsourcing of services to domestic firms is substantially greater than off-
shoring of services due to business restructuring. For the four industries
examined, services outsourcing ranged from three to more than 38 times larger
than services off-shoring over the 1998 to 2004 period.

3. There was little consistent growth in services off-shoring from business
restructuring among specific industries and MNCs examined from 1998 to
2004. Growth rates varied substantially by industry. For those groups reviewed,
annual growth ranged from 35.4 percent (for mining, except oil and gas) to -9.5
percent (for utilities), with a median rate of 4.6 percent. Manufacturing industries
tended to have the higher services off-shoring growth rates, while some key
services industries (broadcasting and telecommunications, administrative and
support services, and information and data processing) experienced a decline in
services off-shoring.

4. Services off-shoring due to global expansion was more widespread than that
due to business restructuring among the MNC parents concentrated in the
four industries examined. The majority of these MNC parents had faster total
sales growth for their foreign affiliates than for the parent. For those concentrated
in three services industries (architectural, engineering and related services;
computer systems design and related services; and business support services),
more than 80 percent had faster affiliate sales growth.



The Panel acknowledges that existing data gaps and quality issues may understate the extent of
services off-shoring. Yet the potential underestimate does not appear sufficient to explain the
limited amount of services off-shoring due to business restructuring found at the industry and
firm levels.

KEY DATA RECOMMENDATIONS

Two types of data issues were encountered when developing estimates of the extent of services
off-shoring: basic data gaps and data quality concerns. The former reflected the absence of key
data elements, while the later involved discrepancies in reported data and their timeliness. These
data issues impede a complete assessment of the extent and impact of services off-shoring.

To address these data issues, the Panel’s key recommendations focus on three critical areas:

1. Improving the consistency, completeness and coverage of BEA’s data on services
imports.

2. Providing longitudinal occupational data through a revised or restructured Bureau
of Labor Statistics (BLS) survey.

3. Developing consistent business identifiers to link information from several
statistical agencies with different business organizational levels.

These three recommendations are similar to several recommendations made in the September
2006 final report of the Services Off-shoring Working Group at the Massachusetts Institute of
Technology’s Industrial Performance Center.

Improve BEA’s data on services imports

More detailed and consistent data on the types of services imported are needed to better
understand the extent and impact of services off-shoring. The Panel supports the BEA initiative
to collect more consistent and detailed data on services imports from MNC foreign affiliates,
comparable to that now collected for unaffiliated services imports (those from independent third
parties). The Panel also recommends that BEA periodically review the data to ensure they are
comprehensive and compatible with details on services contained in other economic data.

The Panel also believes that BEA’s agreement with Census to add a question to the annual
Company Organization Survey (COS) to identify firms that are importing services should
improve its survey coverage of services importers, especially among large multi-establishment
firms. The Panel also recommends that BEA consider other efforts to improve its mailing list,
including working with other federal agencies surveying particular service activities.



Develop a national longitudinal component to BLS’s Occupational Employment Statistic
(OES) surveys.

Changes in the occupational structures of firms that are off-shoring services can provide essential
information about the number and types of workers likely to be displaced. BLS’ OES program
provides detailed occupational and wage data for individual establishments by industry and
geographical areas within the United States. Yet BLS noted that the current sample was not
designed to support comparisons of changes in occupations and wages across time periods.
Developing additional OES samples to support such comparisons will require additional
resources. The Panel believes this investment is needed if the distributional employment effects
from services off-shoring (and from domestic outsourcing of services) are to be better
understood.

Develop consistent business identifiers among federal statistical agencies.

Analyses of micro-level data available at different federal statistical agencies are needed to
assess the employment and other economic effects of U.S. business decisions to off-shore
services activities. Efforts to link micro-level data across the agencies have been impeded by the
different systems that the three major agencies—BEA, BLS and Census—use for identifying
business firms or establishments within their respective jurisdictions. The lack of accessible,
comprehensive, and consistent business register has contributed to numerous data gaps and
quality issues that affect the ability to estimate the extent and impacts of services off-shoring.

The Panel recognizes that each agency needs data from business entities at different
organizational levels to meet specific requirements at varying time intervals. However, a
consistent set of identifiers for components within complex U.S. business entities would help
each agency understand how each component fits within a consolidated national or international
business entity. The Panel recommends that BEA, BLS and Census work together to develop
and maintain a consistent set of identifiers for each level of organization within every
consolidated business entity in the United States. This would include shared location data for
various entities and consistent methodology for assigning industrial classifications.

This change would retain the most advantageous features of each agency’s current business
identification system. Most important, consistency would facilitate data sharing that could
enhance the usefulness of separately collected data in understanding major cross-cutting issues,
especially services off-shoring. Specifically, it would improve the ability to match BEA MNC
data with BLS establishment data and business establishments in the economic census, thus
improving the understanding of services off-shoring and other cross-cutting issues.

CONCLUDING REMARKS

Levels of services off-shoring for the periods examined may be small, but there can be
significant adverse effects on the sectors, geographic regions and individuals directly impacted.
In addition, there exists the potential for future growth in this phenomenon, given the extent of



services outsourcing and continuing technological changes. The Panel commends BEA and BLS
for their initiatives to improve the quality, timeliness, and completeness of their data with the
resources available to them. However, additional data improvements and resources to achieve
them are needed to understand more fully the extent and economic impacts of services off-
shoring. The Panel believes it is prudent to improve existing data systems now to increase the
ability to detect and monitor future services off-shoring activities and their economic impacts.






PANEL MESSAGE

The services sector—particularly its white collar, high-technology jobs—has traditionally been
considered less susceptible to international competition and overseas migration of services
activities. More recently, these service sector jobs have been perceived as increasingly
vulnerable to businesses shifting some services activities to foreign (off-shore) locations. This
led the House Appropriations Subcommittee on Science, State, Commerce and Justice to provide
authority and funding for the U.S. Department of Commerce’s Bureau of Economic Analysis
(BEA) to have the National Academy of Public Administration (Academy) undertake a
comprehensive study of the off-shoring phenomenon.

The Subcommittee, Academy and BEA agreed that this study needed to address five key
questions:

1. How should “off-shoring” be defined?
2. What do currently available data indicate about the extent of U.S. off-shoring?

3. What additional data are needed to provide a more complete assessment of U.S. off-
shoring?

4. What factors account for current U.S. off-shoring?

5. What are the major impacts of off-shoring on U.S. workers and the economy and
implications for the educational system?

This report—Off-shoring: How Big Is It?—is the second of three Academy Panel reports and
focuses on the second and third questions. The first report—Off-Shoring: An Elusive
Phenomenon—was released in January 2006 and addressed questions one and four. In it, the
Panel recommended a broad definition of off-shoring to avoid ambiguities created by narrower
definitions used in most previous studies and to prevent the definition from becoming outmoded
as conditions change over time. The report also discussed factors that account for off-shoring
service activities, including cost differences and quality improvements like more timely services
(e.g. 24/7 response). The third report will address policy issues raised by question five, such as
the role of temporary foreign workers under the H-1B and L-1 visa programs, and the impact on
the U.S. education system’s ability to meet the economy’s needs for scientists, engineers and
other high-skilled professional workers

In Services Offshoring: How Big Is 1t?, the Panel’s principal findings regarding questions two
and three are summarized below.

What do currently available data indicate about the extent of U.S. off-shoring?

Currently available data show that services off-shoring from 1999 to 2003 was small for the
industries and firms examined. This finding is contrary to some popular perceptions. Growth



in services off-shoring for these industries and firms during this period was also limited and
varied substantially by industry. EXxisting data gaps and quality issues may understate the
extent of services off-shoring. Yet the potential underestimate does not appear sufficient to
explain the limited amount of services off-shoring found at the industry and firm levels.
Services off-shoring may appear small in the aggregate at the moment, but there can be
significant adverse effects on the sectors, geographic regions and individuals directly
impacted. A more complete understanding of these economic impacts and the future size and
scope of services off-shoring will require more detailed and better data.

What additional data are needed to provide a more complete assessment of U.S. off-shoring?

The analysis of industry- and micro-level data to estimate the extent of services off-shoring
encountered a number of data gaps and data quality issues. The key data issues involved:

e Improving the consistency, completeness and coverage of BEA’s data on services
imports.

e Providing longitudinal occupational data through a revised or restructured BLS
survey.

e Developing consistent business identifiers to link information from several statistical
agencies with different business organizational levels.

These key data issues and others—summarized in Chapter 7—impede a complete assessment
of the extent and impact of services off-shoring. The Panel supports current BEA initiatives
to collect more consistent, detailed data on services imports and to improve its coverage of
services importers. The Panel recommends additional improvements to address other data
gaps and quality issues. These improvements and the resources to achieve them are needed
now to better understand the extent of services off-shoring and its economic impacts before
the phenomenon becomes more widespread.

Many of these findings and recommended data improvements have been reinforced by a
recent report issued by the services off-shoring working group of the Industrial Performance
Center at the Massachusetts Institute of Technology. That working group recommended that
the federal statistical agencies collect more detail on international trade in services, publish
time series data on employment by occupation and provide access to more micro-level data
resources.

This Panel Message presents the major findings and recommendations contained in this report.
It also describes the methodologies used to estimate the extent of services off-shoring and
outsourcing. Individual chapters contain the underlying analysis supporting these findings and
recommendations.

! Industrial Performance Center at MIT, Services Off-shoring Working Group Final Report, September 2006.
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METHODOLOGY

In its first report, the Panel found little consensus among prior studies regarding the extent and
economic effects of services off-shoring. Disparity stemmed from many factors, including the
lack of a commonly accepted definition; different time periods and industries covered; the
variety of data and methodologies used, some with uncertain reliability; the wide range of
potential economic impacts and entities affected; and the inherent difficulty in measuring off-
shoring and estimating its impacts.

Most of these studies used publicly available industry-level data to examine services off-shoring
and its economic impacts, principally employment effects; few used micro-level or firm data.
Furthermore, none attempted to link data at the micro-level from the major statistical agencies
that collect trade and employment data. This may have reflected difficulties in obtaining access
to confidential data, as well as the lack of explicit agency agreements or memoranda of
understanding to share such data consistent with provisions of the 2002 Confidential Information
Protection and Statistical Efficiency Act (CIPSEA).

The Panel concluded that additional analysis of micro-level data was needed since off-shoring
decisions reflect strategic business choices made by individual U.S. firms. This analysis also
would avoid aggregation problems likely to occur with industry-level data since not all firms
within an industry are likely to engage in services off-shoring. Given resource and time
constraints, this research focused on a limited number of industries that were significant in size,
potentially susceptible to services off-shoring, diverse, well integrated into the overall economy,
and likely to continue expanding. The Panel selected the following industries?:

e pharmaceutical and medicine manufacturing [3254],

e architectural, engineering and related services [5413],

e computer systems design and related services [5415], and
e Dbusiness support services [5614].

Three of the four are services industries, reflecting their increasing role in the U.S. economy and
responding to growing concerns about services off-shoring.

The micro-level research, together with additional industry-level research, had several
objectives. The key ones were to:

2 The U.S., Canadian and Mexican statistical agencies use a common North American Industrial Classification
System (NAICS) to identify industries at varying levels of detail. The most aggregate or highest level—the 2-digit
level—distinguishes among 19 goods and services producing sectors, such as durable manufacturing and business
and professional services. The most detailed level—the 6-digit level—contains more than 1,170 distinct industry
categories. The industries the Panel selected are at the intermediate, 4-digit level to assure that the activities are
sufficiently similar within reasonably sized sectors. The 4-digit NAICS codes are provided in parentheses.
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e Develop estimates of the extent and impact of services off-shoring.

e Assess the adequacy of currently available micro- and industry-level data to
produce such estimates.

Reflecting the decision to use both industry- and micro-level data, the Panel used different
methodologies to achieve these key objectives. This approach acknowledged the complexity of
off-shoring, its varied economic effects and the inherent difficulty in measuring them.

Distinguishing outsourcing from off-shoring

In its first report, the Panel found that the varied terms and definitions used in previous studies
had unnecessarily complicated understanding of off-shoring. To simplify the discussion and
enhance understanding, the Panel recommended using three basic terms and definitions:

outsourcing—firms contracting out service and manufacturing activities to
unaffiliated firms located either domestically or in foreign countries

off-shoring—U.S. firms shifting service and manufacturing activities abroad to
unaffiliated firms or their own affiliates

off-shore outsourcing—a subset of both outsourcing and off-shoring in that it
refers only to those service and manufacturing activities of U.S. companies
performed in unaffiliated firms located abroad®

Outsourcing reflects a strategic business decision to restructure current operations and rely on an
independent third-party supplier to provide some services or goods components that had
previously been produced within the firm. When outsourcing occurs between domestic firms,
the production of that intermediate product or service and associated jobs shift from the
restructuring firm to the new supplier. Although total U.S. employment may not change,
employees of the restructuring firm holding those shifted jobs will lose their current ones. At the
same time, the new supplier of the outsourced activity will seek new workers as it expands its
business operations. Businesses make outsourcing decisions for numerous reasons; the key ones
are to increase efficiency, reduce costs or both. Off-shoring decisions, often made for the same
reasons as outsourcing, are conceptually distinct and can have different economic impacts.*

Two types of off-shoring

The Panel’s definition of off-shoring is sufficiently broad to encompass two distinct types of off-
shoring:

® National Academy of Public Administration, Off-Shoring: An Elusive Phenomenon. January 2006, p 38.
* See Off-Shoring: An Elusive Phenomenon, Chapter 2, ps. 8-10 for a more complete discussion of the differences
between outsourcing and off-shoring and the reasons for each.
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1. Off-shoring due to business restructuring. Results from a business’ decision to
restructure all or part of its internal production processes and to obtain those restructured
intermediate inputs from a foreign supplier.

2. Off-shoring due to global expansion. Arises from a business’ decision to expand its
operations or production activities globally.

The review of previous studies found an almost exclusive focus on the first type. Yet both types
are conceptually distinct, have substantially different economic effects and require different
indicators and data to identify their scope and impact. Services off-shoring due to business
restructuring involves a change in the mix of services used in the firm’s operations between
internally provided and foreign supplied services. A critical issue for this type of services off-
shoring is the direct employment effects from substituting imported services for internally
provided services.

Services off-shoring due to global expansion involves a reallocation of a firm’s total services
output between its domestic and foreign operations. This type of off-shoring occurs only among
firms that are multinational corporations (MNCs) and the direct employment effects are less
certain than those from business restructuring off-shoring. Global expansion off-shoring may
involve no decline in the current operations of the U.S. MNC parent when the firm chooses to
meet growing overseas demands through overseas expansion, rather than increased U.S. exports.
If foreign affiliate production substitutes for exports, this type may only forego future growth in
exports and associated domestic employment. Alternatively, an expansion in foreign affiliate
sales may provide access to new markets that would not otherwise be served by exports. This
could complement MNC parent operations supporting an increase in parent (and U.S.)
employment.

Indicators of Outsourcing and Off-shoring

Outsourcing and off-shoring due to business restructuring involve changes in the mix of inputs
used by the firm in its business operations. Thus, indicators for these activities should include
outsourced or off-shored inputs relative to a firm’s total inputs. Most previous studies used the
ratio of purchased services inputs relative to total services inputs or total inputs as indicators.
This report used that same indicator for services outsourcing—jpurchased services inputs relative
to total inputs—except where data limitations required a less precise indicator.> For services off-
shoring, the preferred indicator would have been the percent of purchased services inputs
imported. However, data limitations required the use of less precise indicators. For industry-
level analyses, the services off-shoring indicator was the ratio of total services imports relative to
total intermediate inputs; for the micro-level analyses, the indicator was essentially the same—
total services imports relative to total purchased inputs.

Global expansion off-shoring involves a redistribution of a MNC’s output between the domestic
parent and its foreign affiliates. Because an indicator must compare affiliate production relative
to parent output, the indicator used here was the comparison of growth rates of the MNC parent’s

® See discussion in Chapter 6 explaining the use of a less precise indicator for services outsourcing—total
outsourcing = total purchased inputs relative to total sales.
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total sales and sales of services relative to their foreign affiliates. A faster rate of growth in
affiliate activities implies an increase in the affiliates’ share of total MNC activities. This would
reflect a redistribution of MNC output consistent with global expansion off-shoring.

Data Sources

The industry-level analyses in Chapters 3-5 examine off-shoring due to business restructuring.
They use publicly available data from BEA input-output (I-O) use tables and the Bureau of
Labor Statistics’ (BLS) Occupational Employment Statistics (OES) surveys to estimate services
outsourcing and off-shoring by industry sectors and changes in employment, including changes
in occupational mixes, within those sectors. Although this methodology is consistent with that
used in several previous studies, current research examines different time periods (e.g. post-1997
to use NAICS rather than Standard Industrial Classification categories); employs different
techniques (e.g. use of OES data to assess services outsourcing or off-shoring); or combines
different data sets (e.g. link BLS occupational employment data from the OES program with
BEA I-O and trade data) to identify distributional employment effects.

The micro-level analysis presented in Chapter 6 uses BEA survey data on the financial
operations of MNC parents and their foreign affiliates, as well as other international transactions
between unaffiliated parties, to identify the extent of services off-shoring for MNCs due to
business restructuring and global expansion. Data limitations required the use of less precise
indicators of services off-shoring than the Panel would have preferred. As discussed below and
in Chapter 7, the net effect of these data limitations was a likely understated extent of services
off-shoring from business restructuring for both the industry- and micro-level analyses.

FINDINGS
Extent of Services Off-Shoring and Outsourcing

Chart 1 shows the average outsourcing, total off-shoring and services off-shoring due to business
restructuring from 1999 to 2003 for MNC parents in each of the four industries examined in
Chapter 6. Each indicator is expressed as a percent of inputs used.® This chart compares the
period average of services off-shoring to both total off-shoring and total outsourcing since data
limitations precluded estimates of services outsourcing.

Charts 2 and 3 show es