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Foreword

Over the years, PPIC has published numerous reports on the
globalization of California. The reports range from the effects of
liberalizing U.S. trade policy on our state’s economy to the role of
immigrant entrepreneurs in Silicon Valley. In the broadest context,
demographic change in California is a consequence of the globalization
of our labor force. The fiscal demands on our K~12 system of education,
on our county public health system, and on local government to
contribute to improved homeland security can all be traced to the
attractiveness of California in the global economy. To improve our
understanding of where California fits in the global context, and
especially in the context of the Pacific Rim, PPIC launched a series of
projects in 2001 on the theme of Global California.

As part of this series, PPIC research fellow Howard Shatz has
assembled an impressive array of data to show how the California
economy compares with that of the rest of the nation when it comes to
globalization. In Business Without Borders? The Globalization of the
California Economy, Shatz looks at goods and services trade, foreign
direct investment, and goods traffic through airports and seaports. He
concludes that, in many respects, California’s economy is not
dramatically more global than the rest of the nation’s. He observes,
however, that California firms tend to be more active in those aspects of
globalization that are growing fastest—for example, in the export of
computers and electronic products and in the export of services in the
legal, technical, and entertainment sectors. Also, California firms are
more actively involved in production-sharing, a process by which
multinational enterprise networks produce and assemble components in
different locations—especially countries on the Pacific Rim. And far
more products are exported through California’s airports than is
common in the rest of the nation—a sign that we ship more high-value,
low-weight goods.
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The pattern of export activity described by Shatz is consistent with
the characterization of the California economy drawn some 50 years ago
by Carey McWilliams—that entrepreneurs in California live on the
“edge of novelty.” Electronics, financial and legal services, and rapid
delivery all characterize the growth economy of the 1980s and 1990s. It
is too early to tell which products and services will next emerge to drive
California’s growth curve. But Shatz’s profile of California’s comparative
advantages suggests that we have a solid base for growth and that
California will again be one of the world’s leading producers during the
next phase of global economic expansion.

David W. Lyon
President and CEO
Public Policy Institute of California



Summary

The world has seen an explosion of international business since the
end of World War II and especially in the last two decades. Goods and
services trade, the establishment of foreign subsidiaries by companies,
and purchases of foreign equities and bonds all have grown faster than
world gross domestic product. Along with increased immigration,
improvements in transportation and communications, and the
harmonization of institutions, these cross-border transactions have come
to be known as globalization.

Globalization is usually measured at the national level. Nations set
border policies, collect tariffs, and regulate investment. But in a large
country such as the United States, it is possible to ask about the
globalization of states, and current California policy focuses on increasing
California exports and attracting foreign companies to operate businesses
here.

This study reports on California’s interactions with the global
economy. Merchandise exports have been the most visible sign of those
interactions, but sales of goods overseas are not the only or even the most
important way California interacts economically with the rest of the
world. California firms set up operations abroad and foreign firms invest
in California; California businesses and consumers buy goods from
around the world; foreigners buy services from California—university
education, tourism, and the right to show films; Californians buy services
in return; and foreign shippers, airlines, and truckers crowd California’s
seaports, airports, and land borders to move people and products from
and to the United States.

At the state level, foreign direct investment (FDI) and trade are the
most relevant measures of the globalization of the economy. FDI
includes investments by California companies in productive facilities or
real estate throughout the world and investments by foreign companies
in productive facilities or real estate in California. Trade represents



products and services made in California and purchased by foreigners or
bought by Californians after production elsewhere in the world. State
policy and California’s business climate can directly affect outward direct
investment, inward direct investment, exports, and imports.

Another measure of economic globalization relevant at the state level
is gateway services—the port activities that enable international trade. At
the national level, it matters little where imports enter or exports leave.
However, port activities can have large effects on local economies. They
bring benefits in the way of jobs and services and costs in the way of
infrastructure demands, transportation congestion, and pollution.

Many discussions of economic globalization also include
immigration and financial flows. Because immigration is the focus of
other PPIC research, it is omitted here, and financial flows are perhaps
better analyzed at the national level.

Measuring Globalization in California

California has less outward and inward foreign direct investment,
more manufactured exports, and probably more services exports relative
to the size of its economy than does the rest of the United States. Its
gateway services are different from those provided in other states in that a
much higher proportion of trade through California ports moves by air
than by sea or land.

Outward Foreign Direct Investment

EDI, cross-border investment for the purpose of running a business,
is carried out mostly by multinational enterprises. California outward
FDI occurs when a California company opens or buys an establishment
in a foreign country. In 1998, the latest year with available data, 8
percent of all U.S.-owned foreign affiliates that could be linked with a
state were California-owned (Figure S.1). This is a lower proportion
than California’s overall share of the U.S. economy.

Although California’s total outward FDI is low, outward direct
investment by California firms is particularly strong in two more
dynamic areas of FDI: investment in nonmanufacturing industries and
investment in manufacturing industries that use production-sharing,
which is the manufacture of different components and assembly in
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Figure S.1—California-Owned Foreign Affiliates as a Percentage of
U.S.-Owned Foreign Affiliates, 1998

different locations under the control of one multinational enterprise
network. This form of production is especially prominent in technology
industries, such as industrial machinery and electric and electronic
equipment. California outward FDI is also stronger in Asia, the site of
much production-sharing, than is the outward FDI of the rest of the
United States.

Inward Foreign Direct Investment

Inward FDI in California occurs when a foreign company opens or
buys an establishment in California. As with outward FDI, inward FDI
in California is low relative to the size of the economy, but it takes place
in sectors that are the more recent centers of interest in the spread of
multinationals.

Foreign affiliates in California owned $116 billion worth of
property, plant, and equipment (PPE) in California in 1999—the
highest level of PPE ownership by foreign affiliates in any state—and
employed 639,000 workers—again, the highest level. However, that
level of PPE ownership amounted to only 9.4 percent of total California
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gross state product (GSP), one measure of the size of the economy, well
below 11.8 percent for the rest of the United States. Employment in
foreign firms totaled 4.6 percent of California employment, slightly
below the 4.7 figure in the rest of the United States.

The industrial mix of California’s inward FDI is quite different from
that of the rest of the United States (Figure S.2). For example, California
has a much lower share of foreign-affiliate manufacturing employment.
Whereas California’s overall share of manufacturing employment relative
to total employment is slightly lower than in the rest of the United States
(13.7 percent compared to 14.5 percent), its share of manufacturing
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SOURCE: U.S. Department of Commerce (2001d).

Figure S.2—The Distribution of Employment in Foreign Affiliates, by
Industry, 1999
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employment in foreign-invested firms is significantly lower (35 percent
compared to 45 percent). However, California has a higher share of
employment in wholesale trade; information industries; professional,
scientific, and technical services (2.4 percent compared to 1.9 percent);
and a group called other industries. Information industries include
publishing, motion picture and sound recording, broadcasting and
telecommunications, and information services and data processing. The
category “other industries” includes agriculture, mining, utilities,
construction, transportation and warehousing, and miscellaneous
services.

Merchandise Trade

In contrast to FDI, California exports more manufactured goods
than does the rest of the United States, relative to the size of the
respective economies. California manufacturers also export a higher
proportion of their output (28 percent, according to one recent data
source) than do manufacturers in the rest of the United States (20
percent). In addition, California merchandise exports are heavily tilted
toward high-technology industries (Figure S.3). Of the $98 billion
worth of manufactured goods that started their export journey in
California in 2001, the top industry for California—computers and
electronic products—constituted 51 percent. In contrast, transportation
equipment—the top industry for the rest of the United States—
constituted only 22 percent of that region’s manufactured exports.
Finally, although California agriculture exports a high proportion of its
output, between 16 and 19 percent, this proportion is about the same for
agriculture in the rest of the United States.

Services Trade

Services exports include all purchases in California by foreign
travelers; fees paid to California’s airports and seaports by foreign airlines
and shipping lines; royalties and license fees paid by foreigners to
California companies, for example, for software; fees paid for the right to
show Hollywood movies; and the purchases by foreigners of other
services produced by California firms. Services imports are all of the
above when done by Californians in payment to foreigners.
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Figure S.3—Industrial Mix of Manufactured Exports, 2001

The rapid growth of services trade is a new phenomenon in the
world economy. No direct measures of services trade by California exist,
but estimates indicate that California’s private economy generates a
higher proportion of private services exports than does that of the rest of
the United States. Specifically, private services exports as a percentage of
the private California economy measured 3.5 percent in 1998 and 3.3
percent in 1999, compared to 3.1 percent in both years for the rest of the
United States. By this estimate, California services exports were higher
than the total exports from California’s second- through seventh-leading
goods-exporting industries.

Ports

The final measure of the globalization of the state’s economy is port
activity, which records merchandise exports and imports by U.S. and
foreign companies through California trade gateways. Benefits to
hosting ports include the salaries and fees that they generate, as well as
the business they attract, including logistics and transport firms and




certain manufacturers. Costs include traffic congestion and
environmental impacts, such as ship and truck pollution.

Although California’s two biggest ports in terms of value of
merchandise handled are the seaports of Los Angeles and Long Beach,
the state’s two biggest export gateways in terms of value of exports
handled are San Francisco International Airport and Los Angeles
International Airport. A much higher proportion of trade flows through
California gateways by air, rather than by sea or land, than in the rest of
the United States (Figure S.4). In addition, a much higher proportion of
Asia trade flows through California ports than through ports in the rest
of the United States.
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Figure S.4—Air Trade Through California Ports and Other U.S. Ports, 2001

Implications of California’s Pattern of Globalization

The level of globalization of the California economy varies according
to the measure. California’s economy has lower levels of both inward
and outward FDI relative to its size than does the economy of the rest of
the United States. In contrast, it has a higher proportion of goods
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exports and a higher proportion of services exports. Californians
purchase imports as intermediate inputs and as final-use products in
about the same proportions as businesses and people in the rest of the
United States. Finally, California services a higher proportion of trade by
air than does the rest of the United States.

Although the level of globalization differs depending on the measure
used, there is a certain consistency to California’s pattern of
globalization. California’s economy is most globalized in the aspects of
the international economy that are at the leading edge of trends in
globalization. The world is moving toward more production-sharing and
California is part of this movement with its outward FDI in Asia and its
vast goods exports in the computer industries. The world is moving
toward greater trade in services, and California is part of this movement
with its high level of services exports. Goods are increasingly moved by
airplane rather than ship, and California is part of this trend with its
ports serving a higher proportion of air trade relative to total trade than
ports in the rest of the country.

Current state policy focuses on increasing merchandise exports and
inward direct investment to strengthen the California economy and
create jobs. Yet the economy depends on other aspects of globalization
as well, including outward FDI, merchandise imports, and services trade.
The state might broaden its policy to consider how these other aspects of
the global economy can be used to help the state economy. With the
growth of production networks, for example, one avenue might include
helping California firms identify appropriate partners and suppliers
abroad in addition to helping foreign firms find appropriate partners in
California.

State policymakers also might consider whether they have a role in
port planning and infrastructure provision. Ports bring both benefits
and costs to California’s economy, and even smaller ports affect areas
beyond their immediate location, yet much port planning takes place at
the local level. Furthermore, although the ports in general are self-
financing, the state might consider whether state assistance makes
economic sense.

The state can also refine its role in export promotion. Merchandise
export figures used for policy planning actually are not meant to
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represent production in California for export. Therefore, the state might
consider other means, such as periodic surveys, to better understand both
the level and destination of California goods trade.

Finally, increased international economic exchange likely has
contributed to widening income inequality, although the extent to which
it has done so is a source of continuing debate. The effects of trade
cannot easily be separated from the effects of other economic trends, in
particular technical change that favors employment of high-skilled
workers. However, the policy prescriptions for mitigating widening
income gaps are the same in the cases of both trade-induced change and
technology-induced change. These are to improve the educational
opportunities and the education of the population and to maintain a
social safety net for workers displaced by economic change.
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1. Introduction

The world has seen an explosion of cross-border economic activity
since the end of World War II and especially in the last 20 years. Goods
and services trade, the establishment of foreign subsidiaries by
companies, and the purchase of foreign equities and bonds have all
grown faster than world gross domestic product. Along with increased
immigration, the exchange of ideas through improvements in
transportation and communications, the proliferation and deepening of
trade treaties, and the harmonization of institutions, these cross-border
transactions have come to be known as globalization.

Globalization is usually measured at the national level. Nations set
border policies, collect tariffs, and regulate investment. But in a large
country such as the United States, it is possible to ask about the
globalization of subnational units, such as states and metropolitan areas,
especially since most have their own programs dealing with the global
economy. In fact, current California policy focuses on increasing
California exports and attracting foreign companies to operate businesses
here.

This report looks at California’s interactions with the global
economy. Merchandise exports have been the most visible sign of those
interactions, but sales of goods overseas are not the only way the state
interacts economically with the rest of the world and are not even
necessarily the most important way. California firms invest across the
globe and foreign firms invest in California. California businesses and
consumers buy goods and services from around the world and foreigners
buy services from California—from university education to tourism to
the right to show films. Foreign shippers, airlines, and truckers crowd
California’s seaports, airports, and land border crossings to move people
and products from and to the United States.

On some dimensions, the level of globalization in California is low
or only average compared to that of the rest of the United States. On



others, it is high—California has long been the largest exporting state,
although Texas exports overtook California exports during 2002. A
common element among the different measures of globalization,
however, is that California’s economy lives on the leading edge of
globalization, much as California society lives on the leading edge of
social and cultural trends. The California economy is highly active in
newer forms of globalization. These include the production of services
exports—a form of international trade that has been expanding rapidly—
and a strong use of air rather than sea as a mode of providing
international transport services. They also include involvement in
international production-sharing—carving up the manufacturing process
into different stages that take place at different locations around the
world—a phenomenon that has grown rapidly during the past two
decades.

Defining Globalization at the State Level

Most discussions of globalization focus on three general aggregates:
foreign direct investment (FDI), trade, and finance.! This report focuses
on the globalization of the California economy along the following
dimensions:

* Establishment by California firms of subsidiaries in foreign
countries (outward FDI).

*  Establishment by foreign firms of subsidiaries in California
(inward FDI).

*  The sale of goods by Californians to foreign residents and the
purchase of goods by Californians from foreign residents
(merchandise exports and imports).

*  The sale to foreigners and purchase from foreigners of services as
diverse as university education and movie rights (services exports
and imports).

e The transport and trade facilitation activity at California’s
airports, seaports, and land borders (port services).

1Appendix A gives a sample of alternative definitions.



Defining globalization in this manner contrasts with the standard
focus of state policies around the United States—the promotion of
merchandise exports and the attraction of inward FDI. The wider view
is justified because along with exports and inward FDI, these other forms
of globalization all affect the standard of living of Californians. And they
all are either influenced by the varied business climates of the state and its
industrial structure or directly influenced by state and local policies.?

A number of other measures are omitted for one of three reasons—
because their link to state policy and their effect on the state’s economy
are more tenuous than the above measures, because of data limitations,
or because they are discussed in other reports by the Public Policy
Institute of California. For example, international financial flows are
difficult to analyze at the state level because in most cases they are not
produced in a specific place but instead are aggregations of capital from
around the country or world. The role of international finance in the
state economy is not negligible. California has a number of private
portfolio management institutions that invest internationally, the
California Public Employees’ Retirement System (CalPERS) and the
California State Teachers” Retirement System (CalSTRS) both make
foreign portfolio investments, and immigrants send remittances to their
families in their home countries. However, these activities have less
visible effects on the economy than do FDI, trade, or ports.

Another aspect of globalization that has attracted attention is
immigration and labor flows across borders. Because the Public Policy
Institute of California has analyzed immigration issues elsewhere, this
report will not address them.> However, it is worth mentioning that
California is a remarkably immigrant-rich state. According to data from
the 1998 Current Population Survey, 24 percent of all residents of
California were foreign-born, compared to less than 8 percent for the rest
of the United States. In addition, the overwhelming number of
immigrants in California came from Mexico. About 10 percent of the

2For a discussion of California’s numerous business climates, see Dardia and Luk

(1999).

3See Johnson (1996), Reyes (1997), Johnson et al. (1999), Hill and Johnson (2002),
Grogger and Trejo (2002), and Reyes, Johnson, and Van Swearingen (2001).



state’s nonnative population was born in Mexico, compared to less than
2 percent for the rest of the United States.*

A final aspect of globalization that will not be treated here is the
growth of international contracting relationships—an alternative to FDI
as a means for firms to operate abroad. In FDI, a parent firm owns the
foreign facility in which it carries out production, marketing, or other
activities. In contracting, the parent firm hires another firm to carry out
these tasks. Contracting is very prominent in apparel production and has
become important among high-technology firms. Unfortunately, state-
level international contracting data are not easily accessible.

In contrast to these omitted measures, a dimension not normally
included in discussions of globalization but relevant at the state level is
gateway services—the ports and the role they play as a conduit for
international trade. At the national level, it matters little where imports
enter or exports leave. However, exporters and importers have a large
number of ports to choose from in the United States, and port activities
can have large effects on local economies. This report analyzes the size
and nature of the flow of goods through California ports as opposed to
ports in other states.

Why Understand Globalization?

Globalization, however defined, has both beneficial and negative
effects at the national and local levels. The positive effects include
economic growth and the alleviation of poverty.> Many mechanisms
combine to bring about these results, including the possibility for
businesses to lower average production costs by producing for larger
markets, the ability of workers and investors to devote their efforts to

41998 data are presented to stay consistent with the rest of the data in this chapter.
According to the more accurate counts of the 2000 Census, 26 percent of California’s
population in 2000 was foreign-born, whereas that figure was 9 percent for the rest of the
United States. California had 28.5 percent of all immigrants, but only 10 percent of all
native-born U.S. residents. The source for the 1998 data is the U.S. government’s
DataFERRETT data retrieval system, available at http://ferret.bls.census.gov. The source
for the 2000 data is the U.S. Census Bureau, http://www.census.gov/Press-Release/www/
2002/dp_comptables.html.

50n growth, see Frankel and Romer (1999) and Rodrik (1997). On poverty, see
Dollar and Kraay (2001).



more profitable activities made possible by worldwide opportunities and
markets, the introduction of new technologies through imported capital
goods, and the exchange of ideas. Ports bring benefits in the way of
services to exporters and importers, jobs at the ports themselves, and jobs
at transportation and logistics firms.

The negative effects include increased income inequality in
economically advanced countries such as the United States and
deindustrialization in the sense of raising the overall share of
nonmanufacturing activity in the economy.® These come about through
the increased availability of goods made by lower-skill labor in poorer
countries, such as China, and the ability of businesses to move their
production facilities abroad, through either FDI or contracting. Ports
bring costs in terms of infrastructure demands, transportation
congestion, and pollution.

All of these effects—both positive and negative—bring about
changes in industrial structure. Regions and nations specialize in certain
activities and leave other activities to other countries. For example, the
United States has become the worldwide innovator in high-technology
items whereas the U.S. shoe industry has all but disappeared.

Because globalization can have such widespread effects, there is room
for policy to enhance the benefits and mitigate the costs. California
implements its international economic policy through a number of
different avenues, as shown in Table 1.1. Several recent studies have
explored developing a state international trade policy, among them
Vucinich (1993), Kroll et al. (1998), Collier (1999), and Koehler (1999).

Appendix B summarizes their main findings.”

60n increased income inequality, see A. T. Kearney and Foreign Policy (2001),
Sachs and Shatz (1994), and Wood (1994). On deindustrialization, see Sachs and Shatz
(1994), Wood (1994), and Saeger (1997). Another possible effect is an erosion of the
bargaining power of lower-skilled and industrial workers (Rodrik, 1997).

7There are also continuing efforts to understand globalization at the substate level,
for example, through a project headed by Gregory F. Treverton at the Pacific Council on
International Policy that attempts to map the local implications of the global economy in
five western city-regions: Seattle, San Diego—Baja California, Silicon Valley, the Wasatch
Front in Utah, and Los Angeles. So far the project has resulted in two publications,
Feinberg (2001) and Fry and McCarlie (2002).



Table 1.1

State Involvement in the International Economy

The Executive Branch
Technology, Trade, and Commerce Agency
International Trade and Investment Division
Office of Export Development
Office of Business Investment (formerly Office of Foreign Investment)
Overseas Offices (Argentina, China, Germany, Hong Kong, Israel, Japan,
Korea, Mexico, Singapore, South Africa, Taiwan, United Kingdom)
California Export Finance Office
California World Trade Commission
Division of Tourism
Tourism Development Representatives Abroad (Australia, Brazil, Germany,
Japan, Mexico, United Kingdom)
California Tourism Commission
California Department of Food and Agriculture
California Agricultural Export Program
California Energy Commission
Energy Technology Export Program
California Environmental Protection Agency and Technology, Trade and
Commerce Agency
California Environmental Technology Partnership
California Secretary of Foreign Affairs
The Legislative Branch
California Senate
Committee on Banking, Commerce and International Trade
Subcommittee on the Americas
Subcommittee on Asia Trade and Commerce
Subcommittee on California-European Trade Development
Select Committee on Border Issues
Select Committee on International Trade Policy and State Legislation
Senate Office of International Relations
California Assembly
Committee on Jobs, Economic Development, and the Economy
Subcommittee on International Trade
Committee on Ultilities and Commerce
Speaker’s Office of International Affairs and Protocol
California Senate and Assembly
Latino Legislative Caucus
Other State Involvement
California Community Colleges
California’s Centers for International Trade Development (14)
California-Mexico Trade Assistance Centers (18)
Technology, Trade and Commerce Agency, U.S. Small Business Administration,
and California Community Colleges
Small Business Development Centers (30)
California Secretary of State
International Business Relations Program




Table 1.1 (continued)

SOURCES: State and agency web sites and staff members.

NOTES: The list does not include nonprofit efforts, such as the four World Trade
Centers, or nonstate governmental agencies, such as the ports, or local efforts. The table
is current as of December 1, 2002. Changes may have occurred because of California’s

budget deficit.

This report has a different focus. Rather than working out a trade
policy for the state, it contributes context for policy by more fully
surveying the globalization landscape in California. This survey can give
perspective on California policy options but cannot conclusively lead to a
comprehensive policy.

In developing a state international trade policy, it is also important
to keep in mind that California’s room for policy maneuver is limited in
two ways. First, most trade policy, in particular trade barriers and trade
agreements, is set at the national level. California can contribute to
national policy through its Congressional delegation but cannot use these
two instruments in most cases.® Second, many aspects of globalization
are driven not by policy but by technological and other trends. For
example, governments have lowered tariffs worldwide over the past 50
years, but changes in transportation and communications technology
have also brought about increasing trade, as has the rising income of
many nations.

To describe the level of globalization within the California economy,
the report calculates certain measures and then compares them to those
of the rest of the United States. When possible, it also compares them to
a group of 11 East Coast states along with the District of Columbia.”
The East Coast comparisons are used because California has geographic

8Haveman (2001) reports that regarding national policies, state officials should
encourage federal officials to focus on negotiating decreased trade barriers with Asian
countries.

9The idea of an “Eastcoastia” appears in Lyon (1995). However, this report
includes Rhode Island and South Carolina, which Lyon excludes. States included in the
East Coast comparisons in this report are Massachusetts, Rhode Island, Connecticut,
New York, New Jersey, Pennsylvania, Delaware, Maryland, District of Columbia,
Virginia, North Carolina, and South Carolina.



characteristics favorable to international trade—it has a long coastline
with good ports and is closer to a major economic center (Asia) than is
much of the rest of the United States. Many states, such as Idaho,
Arkansas, or West Virginia, do not share these characteristics and so their
globalization profile likely will be much different. However, the East
Coast does share these characteristics. California stretches from a
longitude of 42 degrees north to less than 33 degrees north, and the East
Coast from Massachusetts to South Carolina also stretches from a bit
more than 42 degrees to a bit less than 33 degrees (DK Publishing,
1999). Although the East Coast region is, in general, wider than
California, it also has a long coastline with good ports and is close to a
major economic center (Europe).

A First Cut at Measuring Globalization in California

Given these possibilities for measuring California’s economic
globalization, how does the state measure up? Tables 1.2 and 1.3 give a
brief comparison of the globalization of California’s economy to that in
the rest of the United States, including data on California’s gross state
product (GSP). All figures are for 1998, as that is the only year for
which all figures are available. Later chapters will give more complete
and recent information as well as trends in some cases.

This discussion will start with FDI, because that is less well analyzed
at the state level yet is more emblematic of what people think about
when they discuss globalization. FDI is transborder investment for the
purpose of controlling a business. Typically, it is defined by a parent-
subsidiary or parent-branch relationship in which the parent is in the
home country and the subsidiary or branch is in the foreign country and
is at least 10 percent owned by the parent. Outward FDI is investment
from the home country, from the home country’s point of view, whereas
inward FDI is investment into a host country, from the host country’s
point of view. When Californians speak of a California company setting
up or buying a plant in Mexico, they are speaking of outward FDI.
When Californians speak of a Japanese company setting up or buying a
business in California, they are speaking of inward FDI.



Table 1.2

The Globalization of the California Economy, 1998: Foreign Direct
Investment

A. California-Origin Outward Foreign Direct Investment

Total Manufacturing  Nonmanufacturing
No. of affiliates 1,774 386 1,388
Share of U.S. total (%) 8.1 4.8 10.1
California GSP share (%) 12.9 11.1 13.2

B. Inward Foreign Direct Investment

Property, Plant, and
Employees in Equipment Owned by
Foreign-Owned Firms Foreign-Owned Firms

No. % of All Value % of

(1000s)  Employees  ($ billions)  GSP

California 603.2 4.4 $103.7 9.2
Rest of the United

States 5,029.8 4.5 $881.2 11.6

SOURCES: U.S. Department of Commerce (2000a, 2001a).
NOTE: Share of U.S. total given in Panel A shows California-origin
affiliates as a percentage of all U.S. affiliates for which a state of origin can

be identified.

Table 1.3
The Globalization of the California Economy, 1998: Trade
A. Merchandise Exports, by Value and as a Percentage of GSP

Rest of the
California United States
Value ($ billions) 105.0 575.5
Percentage of GSP 9.3 7.5

B. Merchandise Trade Through California Customs Districts: Values,
Share of U.S. Totals, and Rank Among Customs Districts

Exports Share Imports Share
($ billions) (%) Rank (9 billions) (%) Rank
Los Angeles 63.8 9.4 3 117.8 12.9 1
San Francisco 42.7 6.3 5 55.7 6.1 4
San Diego 9.8 1.4 19 16.5 1.8 17

SOURCES: Massachusetts Insitute for Social and Economic Research (2001,
2002).



State-level outward direct investment data are almost never released
by the Bureau of Economic Analysis of the U.S. Department of
Commerce. However, the bureau has provided a special extract giving
the number of foreign affiliates owned by California firms, and these data
are presented here for the first time (Table 1.2). The chapter on outward
FDI will suggest ways to move from number of affiliates to more
important variables, such as value of output and number of employees.

In 1998, 1,774 foreign affiliates listed a California company as their
parent.!® This number represented approximately 8.1 percent of all
U.S.-owned foreign affiliates for which a state of origin could be
identified. The ratio amounted to 4.8 percent for manufacturing
affiliates and 10.1 percent for nonmanufacturing affiliates. In all three
cases—total foreign affiliates, manufacturing affiliates, and
nonmanufacturing affiliates—the California share of foreign affiliates was
lower than the California share of the U.S. economy. This means that
California’s level of globalization, as measured by outward direct
investment, was below that of the United States as a whole.

Inward direct investment statistics present similar results when
compared to the size of the economy. By two prominent measures,
California leads the nation in the level of inward FDI. In 1998, the
number of California employees who worked for foreign-owned firms
totaled 603,200, the largest for any state. In addition, the gross property,
plant, and equipment owned by foreign firms in California totaled
$103.7 billion, again the most of any state. These numbers seem large,
but they should be large, as California is the largest economy among the
50 states, the District of Columbia, and Puerto Rico. Yet when
compared to the size of the state’s economy, FDI in California is actually
at or below the average of the United States as a whole. Out of all
employees in California in 1998, a bit more than 4.4 percent worked for
foreign firms. In the rest of the United States, that share was almost 4.5
percent. Likewise, foreign-owned gross property, plant, and equipment
amounted to 9.2 percent of the value of the California economy, as

10The counts for California and rest-of-U.S. affiliates excluded affiliates with less
than $3 million in assets, sales, and net income.
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measured by gross state product. But for the rest of the United States the
figure was 11.6 percent.

As with inward FDI, California has a very high level of merchandise
exports (Table 1.3).11 In 1998, merchandise exports from California
totaled almost $105 billion, or more than 9 percent of California GSP.
Exports were only 7.5 percent of GSP for the rest of the United States, so
on this dimension California is more globalized than is the rest of the
United States. Similar official figures for imports terminating in
California are not available, but estimates are possible. If 1998
California imports relative to GSP resembled those for the United States
as a whole, the state would have purchased about $121 billion worth of
goods from other countries, some $16 billion more than the value of
exports California sold to other countries.!? Likewise, there are no
official statistics on services exports or imports by state. However, an
estimate based on the structure of the California economy and other data
indicates that California had private services exports of $34.6 billion in
1998, about 3.5 percent of California private GSP. Services exports from
the rest of the United States, by this estimate, were 3.1 percent of private
GSP, well below California’s level.

One final measure of the globalization of the California economy is the
activity at the state’s airports, seaports, and land border crossings, some of
the busiest in the world. California and Texas serve as the main gateways to
Mexico, and California and Washington serve as the main gateways to Asia.
Both foreign regions trade a great deal with the United States.

California’s leading ports in terms of total trade are the seaports of
Long Beach and Los Angeles, which in 1998 were the sixth- and eighth-
busiest ports in the world in terms of shipping container traffic.

However, California’s leading export gateways are its airports, at least in

HThe state export data have well-known problems, and the merchandise trade
chapter will discuss these problems more fully. For now, they are adequate to represent
California exports versus exports from the rest of the country.

12Exports are measured on the basis of the 1987 Standard Industrial Classification
and have been increased through an estimate that divided exports with no designated
state origin among the states (Massachusetts Institute for Social and Economic Research,
2001, 2002). Imports are imports for consumption measured on a CIF (cost, insurance,

freight) basis.
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dollar terms.!> In 1998, Los Angeles International Airport handled
almost 5 percent of U.S. merchandise exports and was the fourth-busiest
export port in the nation. San Francisco International was the fifth,
handling about 4.5 percent of the nation’s exports.

Data from customs districts provide another way to understand
California’s interactions with the international economy. U.S. ports are
grouped into customs districts, and California has three out of 47 such
districts: Los Angeles, San Francisco, and San Diego. Of these, Los
Angeles was number three in exports and number one in imports in
1998, and San Francisco was number five in exports and number four in
imports. San Diego was 19th in exports and 17th in imports. Almost 20
percent of U.S. merchandise trade passed through California customs
districts in 1998, and that portion has grown since then. 14

This brief description of economic globalization suggests three
patterns. Relative to the size of its economy, California lags the rest of
the nation in FDI, leads the rest of the nation in merchandise and
services exports, and leads the rest of the nation in port activity. In short,
the level of globalization in California cannot be characterized as only
high or only low. However, as succeeding chapters will show, the
globalization of the California economy takes place largely in the newest
forms of globalization—such as services trade and trade by air—rather
than older forms, such as direct investment in manufacturing affiliates or
trade in commodities.

The rest of the report proceeds as follows. Chapter 2 reports more
fully on outward FDI and shows that it is most prominent in two of the
newest forms of FDI—investment in nonmanufacturing industries and
in those manufacturing industries that use production-sharing
extensively. Chapter 3 focuses on FDI in California and shows that
although foreign investors do not favor California as a manufacturing

13See O’Connell (20012, 2001b) and Shatz (2001) for discussions.

14Rankings are based on general imports and total exports as opposed to imports for
consumption and domestic exports.
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location, they do favor it for wholesale trade, information industries, and
professional, scientific, and technical services. 1>

Chapter 4 then explores California merchandise exports and imports.
It finds that California manufacturers export more of their output than
do manufacturers from the rest of the United States. Furthermore,
California exports are extremely concentrated in high-technology
industries. Chapter 5 discusses services trade. Estimates indicate that
California sells more services exports, relative to the size of its economy,
than does the rest of the United States. Chapter 6 explores trade through
the ports of California. Although the seaports of Los Angeles and Long
Beach handle the most trade, the airports of Los Angeles and San
Francisco handle the most exports by value. Chapter 7 concludes the
report and discusses implications of the findings for California policy.
Appendices report how other authors have viewed globalization, what
previous reports have said about California international economy policy,
and data sources. A separate, more detailed data appendix is available
upon request from the author.1¢

BInformation industries include publishing, motion picture and sound recording
industries, broadcasting and telecommunications, and information services and data
processing.

16Miloslavsky and Shatz (2003).
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2. Outward Foreign Direct
Investment by California
Companies

One of the most prominent features of recent globalization has been
the spread of multinational enterprises. In 1960, the value of all
multinational enterprise investment—the stock of FDI—totaled about 6
percent of world gross domestic product. By 2000, this figure was more
than 20 percent.! Changes in technology, shipping costs, and the laws of
many countries have allowed multinationals to establish subsidiaries in
new locations and to set up new production-sharing relationships in
which ideas and blueprints are generated in one country, components are
made in another country, and final goods are assembled in a third
country. Because of the important role multinationals have played in the
expansion of the international economy, this report will start with an
account of FDI by California firms.

Outward FDI has a number of effects on the economy. It can lower
production costs, increase firm productivity, and increase the ability to
sell to foreign markets, all three of which can contribute to firm growth.
It can also provide a listening post in foreign markets regarding market
conditions and serve as an avenue for technology transfer. And it can
increase trade because a great deal of world trade flows through
multinational networks. In some cases, though, by allowing firms to
transfer tasks abroad, it can also decrease firm employment in the home
country and reduce the bargaining power of workers in the home
country.

This chapter will start with a brief profile of outward FDI by
California firms. It will then focus on three issues: (1) the level of

1United Nations Conference on Trade and Development (2002).
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California’s outward FDI, (2) the industrial distribution of California
outward FDI, and (3) suggestions of the importance of production-
sharing in California outward FDI.

A Profile of Outward FDI by California Firms

FDI is usually defined as investment across borders in an operating
establishment. It differs from portfolio investment, or investment in
foreign equities and bonds, in that direct investment is made for the
purpose of controlling the foreign establishment and producing a
product or service. Investors are known as parent companies and are
individuals, trusts, or multinational enterprises, whereas the objects of
their investment are known as foreign affiliates and can be subsidiaries,
branches, or real estate holdings.?

In 1998, the latest year for available data, California firms owned
1,774 nonbank foreign affiliates, or about 8.1 percent of the 21,806
affiliates that could be linked with a home state. An additional 1,937
affiliates could not be linked with a home state (Table 2.1).3 Although a
popular image of FDI is one in which foreign affiliates are manufacturing
plants, California and the United States as a whole actually have many
more investments in nonmanufacturing industries. This is especially true
of California. The state’s firms owned only 4.8 percent of all U.S.
foreign manufacturing affiliates and 10.1 percent of all U.S. foreign
nonmanufacturing affiliates.

The U.S. data on FDI usually divide that investment into 11
industry groups and three aggregates: all industries, manufacturing
industries, and nonmanufacturing industries (Table 2.1). California
firms owned more than 10 percent of all U.S. affiliates in electric
and electronic equipment—a manufacturing sector—and in four

2This definition leaves out a number of other types of cross-border business
alliances, such as contracting arrangements, franchising, and intellectual-property
arrangements involving royalties and license fees. Royalties and license fees are discussed
in the chapter on services trade. Contracting and franchising are omitted from this report
because of a lack of data. However, they are certainly part of California’s globalization
story, especially since a great deal of worldwide apparel production takes place through
contracting networks rather than through direct-investment networks.

3These totals are for nonbank foreign affiliates that have more than $3 million
worth of assets, sales, or net income.
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Table 2.1

California Foreign Direct Investment, by Industry

Rest of U.S.
California Affiliates Affiliates
% of U.S. Share by Share by

Industry Affiliates  Industry (%) Industry (%)
All industries 8.1 100.0 100.0
Manufacturing 4.8 21.8 38.1
Food and kindred products 0.9 0.4 4.0
Chemicals and allied products 4.5 5.1 9.5
Primary and fabricated metals 1.2 0.5 3.2
Industrial machinery and equipment 7.4 4.2 4.7
Electric and electronic equipment 10.2 4.8 3.8
Transportation equipment 0.9 0.3 2.8
Other manufacturing 5.3 6.5 10.2
Nonmanufacturing 10.1 78.2 61.9
Petroleum 10.4 9.7 7.4
Wholesale trade 11.6 29.7 20.0
Finance, insurance, and real estate

except banking 5.2 9.8 15.7
Services 11.3 17.1 11.8
Other industries 13.2 12.0 7.0

SOURCE: U.S. Department of Commerce (2001a).

nonmanufacturing sectors—petroleum (which includes some

manufacturing), wholesale trade, services, and “other industries” (which

includes agriculture, mining, construction, transportation,
communications, utilities, and retail trade).

The final two columns of Table 2.1 compare the industry

distribution of California affiliates and affiliates owned by firms from the

rest of the United States. The California concentration on

nonmanufacturing industries is even more apparent here. Although

about 62 percent of all affiliates owned by firms in the rest of the United

States are in nonmanufacturing industries, slightly more than 78 percent

of all California affiliates are in those industries. Wholesale trade is by

far the most dominant industry for California affiliates, weighing in at

almost one-third of all affiliates, with the services sector next.
Not only is California different from the rest of the United States in
the industrial structure of its outward FDIs, it is different in the
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destinations of those investments (Table 2.2). The two regions in which
California investment differs most from that of the rest of the United
States are Latin America and Asia. Although California firms own 8.1
percent of all U.S. affiliates, they own only 6.1 percent in Latin America
but 9.8 percent in Asia. Although firms from the rest of the United
States locate almost 17 percent of their affiliates in Latin America and 22
percent in Asia, California firms locate 12 percent of their affiliates in

Table 2.2

California Foreign Direct Investment by Region

Rest of U.S.
California Affiliates Affiliates
% of U.S. Share by Share by

Affiliates Region (%) Region (%)

All industries

All countries 8.1 100.0 100.0
Canada 7.5 7.0 7.6
Europe 8.1 48.4 48.9
Latin America 6.1 12.2 16.7
Africa 8.2 2.7 2.7
Middle East 10.5 2.1 1.6
Asia Pacific 9.8 27.1 22.1
Manufacturing

All countries 4.8 100.0 100.0
Canada 3.6 6.0 8.1
Europe 4.8 47.7 48.3
Latin America 3.6 12.7 17.3
Africa 1.1 0.5 2.3
Middle East 5.3 1.3 1.2
Asia Pacific 6.6 31.9 22.8
Nonmanufacturing

All countries 10.1 100.0 100.0
Canada 10.0 7.3 7.4
Europe 9.9 48.6 49.3
Latin America 7.7 12.0 16.2
Africa 11.4 3.3 2.9
Middle East 12.4 2.3 1.8
Asia Pacific 11.8 25.8 21.6

SOURCE: U.S. Department of Commerce (2001a).

NOTE: Numbers may not sum to 100 percent because of rounding.
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Latin America and 27 percent in Asia.4 These differences are particularly
striking regarding manufacturing affiliates. Firms from the rest of the
United States have located 23 percent of their affiliates in Asia, but firms
from California have located 32 percent of their affiliates there.

These differences show up, although somewhat less strongly, in the
individual country pattern of investment (Table 2.3). There is
significant overlap among the top-ten destination countries—the United
Kingdom is the top destination for each. However, Hong Kong and
Singapore make California’s top ten, and Mexico makes the top ten for
the rest of the United States.

It may seem surprising that Mexico does not appear in California’s
top ten of affiliate counts. In part, this stems from California’s
geography. Adjacency and distance are two (although not the only)
determinants of FDI. The Mexico-Texas border is far longer than the

Table 2.3

Top Country Locations for Affiliates, California and the Rest of
the United States, as a Percentage of Total Affiliates

Rest of the
California Share (%) United States Share (%)
United Kingdom 10.4 United Kingdom 10.3
Canada 7.0 Canada 7.6
France 6.2 Germany 6.1
Germany 5.6 France 5.4
Netherlands 5.2 Netherlands 4.9
Japan 4.5 Japan 4.1
Australia 4.1 Australia 3.9
Hong Kong 3.4 Mexico 3.8
Singapore 3.0 Italy 3.5
Italy 2.9 Belgium 2.7

SOURCE: U.S. Department of Commerce (2001a).

NOTES: Despite the differences, the two series are highly correlated.
For a sample of 57 countries, the shares have a correlation coefficient of
0.98, significant at better than 0.001.

4Other regions in which California is strong are Africa and the Middle East,
particularly in nonmanufacturing.

19



California-Mexico border, and that increases the likelihood of investment
to Mexico from Texas firms. Additionally, the main trade routes
between the United States and Mexico run through Texas, and so
companies that want to carry out production-sharing—with frequent
trade—are more likely to be located near those main trade routes. The
top three customs districts through which U.S.-Mexico trade flowed in
2002 were Laredo, Texas, El Paso, Texas, and San Diego, California, in
that order. The Laredo district accounted for slightly more than 48
percent of U.S.-Mexico trade and the El Paso district accounted for 17
percent, whereas the San Diego district accounted for a bit less than 13
percent.> Finally, Mexico City, the economic center of Mexico, is far
closer to Texas and many points in the southern United States than it is
to California—934 miles to Dallas and 1,556 miles to Los Angeles.

The geographic pattern of outward FDI mirrors the geographic
pattern of California exports, as will be seen in Chapter 4. California
exports relatively more to Asia and relatively less to Latin America than
does the rest of the United States. This pattern suggests that geography
plays an important role in the location of a state’s international activity.
The main trade routes to Asia are shorter from California than from the
rest of the United States, and the main trade routes to Latin America are
shorter from much of the rest of the United States than from California.

The Low Level of Outward Direct Investment

Although California firms are certainly active in some countries and
regions, on the whole California has a low level of FDI relative to the size
of the economy. Table 2.4 shows two indicators of potential
investment—the amount of economic activity in the state and the
number of parent companies in the state.

Economic activity, reflected in the table by GSP, should relate to
outward FDI in that more business activity in the state would lead to
companies that are able and willing to invest abroad. California’s GSP
relative to total U.S. GSP measured 12.9 percent in 1998, but the
number of foreign affiliates owned by California firms measured only 8.1
percent of the U.S. total. However, different industries have different

5See Chapter 6 for a more detailed discussion of customs districts.
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Table 2.4

Sources and Results of California Direct Investment as a
Percentage of U.S. Totals

Potential Parents and

Parents

Industry GSP Parents Affiliates
All industries 12.9 10.3 8.1
Manufacturing 11.1 9.8 4.8
Food and kindred products 11.0 2.0 0.9
Chemicals and allied products 5.4 8.8 4.5
Primary and fabricated metals 6.5 1.2 1.2
Industrial machinery and equipment 15.3 14.0 7.4
Electric and electronic equipment 17.5 21.4 10.2
Transportation equipment 7.9 5.2 0.9
Other manufacturing 11.2 8.2 5.3
Nonmanufacturing 13.2 11.0 10.1
Petroleum 11.8 7.8 10.4
Wholesale trade 12.8 11.3 11.6
Finance, insurance, and real estate

except banking 15.9 10.6 5.2
Services 14.4 12.6 11.3
Other industries 12.1 11.0 13.2

SOURCES: For GSP, U.S. Department of Commerce (2001c); for
parents, U.S. Department of Commerce (2001b); and for affiliates, U.S.
Department of Commerce (2001a).

propensities to engage in FDI, and so the table also shows the share of
GSP by industry. In every industry except one, California’s share of U.S.
foreign affiliates was lower than its share of GSP. The exception was
“other industries,” the grab-bag that includes agriculture, mining,
construction, transportation, communications, utilities, and retail trade.
One reason for low outward FDI by California firms may be the age
structure of California’s headquarters establishments. If large California
firms are younger than large firms from other states, they will have had
less time to invest abroad. In addition, California firms may find
advantages to keeping their business activity in the state, given the nature
of that activity. In 1992, California companies had about as many
establishments—a one-location business unit of a company—in state as
did companies from other states. However, they had far fewer out-of-
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state (but within-U.S.) establishments than did companies from other
states (U.S. Census Bureau, 1997).

Another suggestion is given by the second column of Table 2.4,
which shows California’s share of the nation’s parent companies. In
1998, that share was 10.3 percent, lower than the state’s share of national
product.® This pattern applies to nearly every industry except for
chemicals and electric and electronic equipment. Headquarters firms
make the decision to invest abroad, and it appears that California simply
has fewer headquarters firms relative to its size. An analysis by the
Bureau of Economic Analysis for 1991 (U.S. Department of Commerce,
1993a) revealed that slightly less than 11 percent of all parent companies
in the United States were located in California, when California GSP
totaled 13.8 percent of U.S. product. In contrast, New York hosted the
most parent companies—315—or 14.7 percent of all parent companies,
compared to a share of U.S. GSP of only 8.6 percent. Other top states
with far more parent companies than their share of GSP included
Illinois, New Jersey, Ohio, Pennsylvania, and Connecticut.

The Economic Census of the United States reported in 1997 that
California hosted only 11.3 percent of all corporate, subsidiary, and
regional managing offices in the United States (U.S. Census Bureau,
2000a). That same year, the state accounted for 12.7 percent of all U.S.
GSP and 12.8 percent of all private U.S. GSP.

In 1998, the year of the FDI data in this chapter, California firms
constituted only 11.2 percent of the 1998 Fortune 500—companies
most likely to make direct investments. Moreover, this count was
slightly skewed toward that list’s smaller firms; California firms
constituted 10 percent of the top 200 but 12.5 percent of the bottom
200. Asin the 1991 parent-company list, New York outpaced California
with 11.8 percent of all Fortune 500 companies, including 14.5 percent

OThese data should be interpreted cautiously. Only about 60 percent of parent
companies reported a headquarters state. This varied by industry. Only 45.8 percent of
headquarters companies in primary and fabricated metals reported their state, and 76.3
percent of transportation equipment headquarters companies reported their state.
However, the 10.3 percent figure is consistent with a separate tabulation done by the
Bureau of Economic Analysis for 1991 (U.S. Department of Commerce, 1993a), in
which California was home to about 11 percent of all U.S. parent companies.
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in the top 200 and 10 percent in the bottom 200, a pattern opposite that
of California’s. Using a different system, the 1998 Forbes 500 shows a
similar pattern. California firms constituted 11.8 percent of these
companies, whereas New York firms constituted 12 percent, despite New
York’s much smaller economy. Once again, California companies were
skewed toward the smaller firms within the group, with New York firms
skewed toward the larger firms.

California’s Focus on Nonmanufacturing

Although a popular image of FDI is one in which domestic
companies set up manufacturing plants in low-wage countries,
California’s outward direct investment activities belie that image. More
than three-quarters of all California affiliates are in nonmanufacturing
industries, and of these nonmanufacturing affiliates, almost 38 percent
are in wholesale trade. In general, affiliates in wholesale trade do not
carry out production. Instead, they import goods—often from the
United States but sometimes from elsewhere—and sell them in their host
country market or export them to third markets.” Estimates of the actual
business activity of California wholesale affiliates indicate that they are
intensive importers from the United States and thus serve as one avenue
for increasing U.S. exports. Although they constitute about 30 percent
of all California affiliates, they buy 46 percent of all U.S. exports to
California affiliates and sell only 10 percent of all goods and services
imported by the United States from California affiliates.®

The other nonmanufacturing group in which California investors
excel is the “other industries” grab-bag, which includes agriculture,
mining, construction, transportation, communications, utilities, and
retail trade. California firms own 13.2 percent of all U.S. affiliates in
these industries. Although the specific industries in which the affiliates
operate are not identified, parent data give some indication. Of the
parent companies identified as California companies and identified as

7Hanson, Mataloni, and Slaughter (2001) give an account of wholesale affiliate
investment by U.S. companies.

8These estimates are explained in a comprehensive data appendix available on
request from the author (Miloslavsky and Shatz, 2003).
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operating in the “other industries” group, 25 percent are in
transportation, 25 percent are in retail trade, and 20 percent are in
construction.

The top region for these California-owned affiliates is the Asia
Pacific region, which has 35 percent of all California-owned “other
industries” affiliates. In contrast, the top region for the rest of the
United States is Europe. The top locations for both California and rest-
of-U.S. investors are Canada, the United Kingdom, and Australia, in that
order, but the next three for California investors are Indonesia, France,
and Chile. For the rest of the United States, Mexico, Netherlands, and
Germany round out the top six.

Production-Sharing and the Asia Pacific Region

Another hallmark of California outward FDI is its focus on Asia and
on production-sharing. Production-sharing is a relatively new
phenomenon, in which different parts of the production process are
allocated to different countries. It has been spurred by transportation
and communication cost decreases and by advances in technology that
allow for the coordination of firm activities across large distances. It can
take place either through contracting relationships, in which case trade in
intermediate goods is an appropriate measure, or through multinationals,
in which case trade within multinational business groups is an
appropriate measure. Much of this activity has taken place in Asia and in
technology industries, although for the United States it has also taken
place in Mexico and Canada.

The data available for California direct investment provide evidence
that California firms are more likely to engage in production-sharing
(Table 2.5). California’s portion of manufacturing direct investment in
Asia is much higher than its portion overall. Although California
companies control 4.8 percent of all U.S. manufacturing affiliates, they
control 6.6 percent of all U.S. manufacturing affiliates in Asia. The top
panel of Table 2.5 also shows estimates of sales and employees of
California affiliates, U.S. exports to California affiliates, and U.S. imports
from California affiliates, all as a percentage of the same measures for all
U.S. affiliates. The trade figures are particularly revealing. Although
only 3.7 percent of U.S. exports to manufacturing affiliates go to
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Table 2.5
Indications of Production-Sharing

A. California Manufacturing Investment in Asia as a Percentage of U.S. Totals

U.S. U.S.
Exports Imports
Sales by Affiliate to from
Affiliates  Affiliates Employees  Affiliates  Affiliates
All countries 4.8 3.7 4.3 3.7 3.7
Asia Pacific 6.6 6.3 7.6 10.4 12.8

B. California Manufacturing Investment in Technology Industries as a Percentage of

U.S. Totals
U.S. U.S.
Exports Imports
Salesby  Affiliate to from
Industry Affiliates  Affiliates Employees  Affiliates  Affiliates
All manufacturing 4.8 5.2 5.1 4.9 5.9
Industrial machinery
and equipment 7.4 9.4 8.7 8.6 11.5
Electric and electronic
equipment 10.2 13.0 10.6 12.4 14.6

SOURCES: For affiliates, U.S. Department of Commerce (2001a); for operating
variables, estimates are based on the average sales, employees, exports, and imports per
affiliate for all U.S. affiliates and these averages are used to compute totals for California
affiliates (Miloslavsky and Shatz, 2003).

NOTES: “Sales” is sales by foreign affiliates. “Employees” is number of workers
in foreign affiliates. “Exports” is U.S. exports to foreign affiliates. “Imports” is U.S.
imports from foreign affiliates.

California manufacturing affiliates in general, this figure is more than 10
percent in the Asia region. Likewise, almost 13 percent of all U.S.
imports from manufacturing affiliates in Asia come from California
manufacturing affiliates. This means that California affiliates in Asia
have disproportionately high levels of trade with the United States.

The same is true of California affiliates in two technology-intensive
industries—industrial machinery and equipment and electric and
electronic equipment—as shown in the lower panel of Table 2.5. For
example, California firms owned 10.2 percent of all U.S. affiliates in the
electric and electronic equipment group. However, these California

affiliates bought 12.4 percent of all U.S. exports to U.S. affiliates in that
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industry group, and they sold 14.6 percent of all U.S. imports from
affiliates in that group.

This high trade intensity in locations where technology production-
sharing takes place is even more apparent on an individual-country basis.
Table 2.6 shows the top ten countries for California affiliates when
ranked by California’s share of all U.S. affiliates. Five are in Asia, one is
in Central America, one is in Africa, one is in Europe, and two are in the
Middle East.

Certainly, investment in some of those countries has little to do with
production-sharing. California investment in Indonesia is concentrated
in petroleum and the “other industries” group; in Honduras, it is in food
and the “other industries” group; in Nigeria, it is in petroleum; in the
United Arab Emirates and Saudi Arabia, it is in a variety of
nonmanufacturing sectors.

In contrast, investment in Malaysia, Ireland, Singapore, and Hong
Kong has a remarkably similar profile. California affiliates are prominent
in both the electric equipment and machinery industries and in all but
Malaysia in wholesale trade. Given its strength in natural resources, the

Table 2.6
California Outward Direct Investment as a Percentage of U.S. Total,
by Country

Salesby  Affiliate ~ U.S. Exports  U.S. Imports
Country Affiliates  Affiliates Employees  to Affiliates  from Affiliates
Indonesia 18.6 22.3 19.0 18.9 23.2
Malaysia 14.3 23.9 26.8 32.4 34.3
Honduras 13.2 13.6 18.2 8.1 17.2
Nigeria 12.5 13.4 9.5 13.5 14.3
Ireland 12.4 12.6 14.5 15.2 10.0
Philippines 12.0 14.9 15.0 19.1 19.3
Singapore 11.4 12.5 14.4 15.5 16.8
U.AE. 11.3 10.0 12.0 11.0 15.4
Hong Kong 11.1 13.2 13.6 15.0 16.0
Saudi Arabia 10.7 13.3 11.3 13.6 7.2

SOURCES: For affiliates, U.S. Department of Commerce, (2001a); for operating
variables, sources and estimation methods are described in Miloslavsky and Shatz

(2003).
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Philippines has a slightly different profile, with high California
investment in electric equipment and in the “other industries” group.

For these five countries, the sizable investment in the technology
industries (and in wholesale in some cases) has resulted in very high two-
way trade. More than 32 percent of all U.S. exports to U.S. affiliates in
Malaysia went to California affiliates, and more than 34 percent of all
U.S. imports from affiliates in Malaysia came from California affiliates.
California affiliates are responsible for almost 20 percent of affiliate trade
between the United States and the Philippines and more than 15 percent
between the United States and both Singapore and Hong Kong. In
contrast, California affiliates constitute just 11 percent of all U.S.
affiliates in the two city-states.

Conclusions

California outward investment is quite low compared to the size of
the California economy. The cause may relate to the size and age of
California firms or to the quantity of headquarters in the state.

However, in at least two ways, California outward direct investment is at
the forefront of trends in globalization.

One is through active investment in nonmanufacturing industries.
Only in the last two decades have many countries opened their
economies to foreign investment in many types of nonmanufacturing
industries. In 1983, only 4.6 percent of all sales by U.S. foreign affiliates
were from wholesale affiliates. By 1998, this figure had risen to 18
percent.? California outward direct investment has certainly been part of
this.

The other is through the use of FDI to establish production-sharing
relationships. Only recently have firms started carving their production
processes among plants in numerous countries, especially in technology
industries. This is one reason for the rapid expansion of world trade.
California investments, especially in Asia, fit this pattern.

9Total foreign affiliate sales in 1983 were $886 billion, of which $41 billion were by
wholesale affiliates. In 1998, total foreign affiliate sales were $2.4 trillion, of which $426
billion were by wholesale affiliates.
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3. Inward Foreign Direct
Investment in California

In 1999—the latest year with comprehensive data—foreign-owned
companies owned $115.6 billion worth of property, plant, and
equipment (PPE) in California and employed almost 639,000 workers.
On both measures, California ranked first in the nation. It is not
remarkable that California should rank first—it is the largest state in
both population and GSP. Were it a country, it would have been the
world’s fifth-richest in 2000. A more relevant issue regarding FDI in
California is its level relative to the size of the California economy. On
this basis, California inward FDI is more modest. Relative to the size of
its economy and the level of its total employment and manufacturing
employment, California lags the rest of the United States in terms of PPE
owned by foreign affiliates, plant and equipment owned by foreign
affiliates, employment in foreign affiliates, and manufacturing
employment in foreign affiliates. It lags the East Coast in terms of plant
and equipment, employment, and manufacturing employment.

Inward FDI has a number of effects on an economy. It can
introduce new capital, production techniques, and management
methods. By increasing demand for labor, it can raise wages and under
certain conditions increase employment. It can also supply inputs that
might otherwise have been purchased from abroad, although it also can
increase imports because foreign affiliates have a high propensity to
import from their home country. FDI can have regional and industrial-
structure effects as well; for example, foreigners have been the backbone
of a renewed auto industry in the southern United States. Finally, it
increases competition in both product markets and labor markets,
sometimes leading to troubles for domestic firms and at times leading to
fears of foreign domination of particular sectors.
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After discussing the current level of FDI in California in comparative
perspective, this chapter will focus on four key questions: (1) How has
overall FDI in California evolved? (2) Who are the major investors? (3)
In which sectors do they invest? (4) Do jobs in foreign affiliates pay well?
A final section will summarize and discuss what the pattern of inward
FDI suggests about the California economy.

FDI in California, the Rest of the United States, and
the East Coast

Discussions of FDI by state focus on the operations of foreign
affiliates, including gross PPE owned by affiliates, commercial property
owned by affiliates, plant and equipment owned by foreign affiliates
(PPE minus commercial property), and employment and manufacturing
employment in affiliates.! These values change through new investment
(known as greenfield), expansion of existing investment, acquisitions of
existing domestic companies, or the creation of joint ventures, although,
unfortunately, the data are not produced with that level of detail.

Figure 3.1 shows 1999 FDI in the California, rest-of-U.S., and East
Coast economies relative to a measure of the size of each economy. PPE,
commercial property, and plant and equipment are all relative to GSP;
employment in foreign affiliates is measured relative to total state or
region employment; and manufacturing employment is measured relative
to total state or region manufacturing employment. The figure also
shows California’s rank for each measure among the 50 states, the
District of Columbia, and Puerto Rico. In each case, except that of
commercial property, California lags the rest of the United States in
inward FDI relative to the size of the economy, and it lags the East Coast
in three of the measures.

Although the level of PPE owned by foreign companies in California
is the highest in the nation, relative to the size of the state economy it is

in the middle—California ranked 25 in 1999. California’s 9.4 percent

ITechnically, FDI is a capital flow that includes equity investment by a parent
company in its foreign affiliates, loans from the parent to affiliates, and retained earnings
that the foreign affiliate has not yet forwarded to its parent. Data released by the Bureau
of Economic Analysis pertaining to FDI in states include not the capital flow but
operational variables.
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California’s rank among states
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SOURCES: For foreign affiliate operations, U.S. Department of Commerce
(2001d); for GSP, U.S. Department of Commerce (2001c); for employment, U.S.
Bureau of Labor Statistics (2001a, 2001b).

NOTE: PE is plant and equipment owned by foreign affiliates.

Figure 3.1—Inward Foreign Direct Investment Relative to the Size of the
Economy, 1999
was well below that of the rest of the United States—11.8 percent—
although slightly above that of the East Coast. Furthermore, much of
the $115.6 billion worth of PPE was in the form of commercial property,
so that California lagged both the rest of the United States and the East
Coast in plant and equipment.

Foreign-owned commercial property measured about 2.8 percent of
state GSP, placing California number four in the nation. In contrast, the
value of foreign-owned plant and equipment was only 6.6 percent of the
value of California GSP, compared to almost 10 percent for the rest of
the nation. This ranked California 33 among the states.

Foreign commercial property ownership is higher in California for
two possible reasons. It might be due to speculative investment by
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foreigners expecting real estate appreciation or it might be a function of
higher land prices. There is evidence for both. Foreign ownership of
commercial property in the real estate industry accounts for 57 percent of
all foreign-owned commercial property in California, a figure higher than
that of all but five other states, suggesting investment. However, the
share of commercial property in PPE is higher for seven of eight foreign-
invested industries in California than it is on average among all other
states, suggesting higher land prices in California.

Employment in foreign-owned firms in California measured 4.6
percent of total California employment, a rank of 21 among all states,
whereas manufacturing employment relative to state manufacturing
employment measured 10.4 percent, a rank of 29 among all states.

These figures are both lower than comparable figures for the rest of the
United States and far lower than comparable figures for the East Coast.
In the east, employment in foreign firms was 5.4 percent of all
employment, whereas manufacturing employment in foreign firms was
13 percent of all manufacturing employment.

In one way, California’s low rankings parallel the international
pattern of inward FDI among 25 developed economies. Larger
economies often have lower levels of inward FDI relative to their size.?
For example, New Zealand, the third-smallest developed economy
(ahead of Iceland and Gibraltar), had the second-highest ratio of direct
investment stock to GDP in 1998. The United States, the largest
economy, had the 21st-highest ratio.> The same pattern may well apply
to states or provinces within a national economy.

2A simple bivariate regression of the ratio of inward direct investment stock to gross
domestic product (GDP) on the log of GDP gives a coefficient of —0.04, significant at the
0.05 level (t-statistic of 2.64). This means that for every 1 percent increase in GDP, the
ratio of direct investment stock to GDP falls by 4 percentage points.

3Data on inward direct investment stocks are from United Nations Conference on
Trade and Development (various years). Data on GDP by country are from World Bank
(2001). Certainly, the inverse relationship between size and FDI does not hold for all
countries—the United Kingdom, one of the largest countries, has a high level of direct
investment, whereas Iceland, one of the smallest countries, has a very low level of direct
investment.
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The Evolution of Foreign Enterprise in California

Three patterns hold for the evolution of the different measures of
FDI in California compared to elsewhere in the United States when
measured relative to the size of the respective economy (Figure 3.2).
First, the operations of foreign affiliates in California have grown
dramatically since 1980 but not much (if at all) since 1990, relative to
the size of the California economy. Second, except for commercial
property ownership, California has proportionately lower levels of
foreign-affiliate operations than do the rest of the United States and the
East Coast. Third, whereas relative levels stagnated in California
between 1990 and 1999, they continued to grow in both the rest of the
United States and the East Coast.4
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SOURCES: For foreign affiliate operations, U.S. Department of Commerce (1983,
1993b, 2001d); for GSP, U.S. Department of Commerce (2001c); for employment,
U.S. Bureau of Labor Statistics (2001a, 2001b).

Figure 3.2—Inward Foreign Direct Investment Through Time

4To compare FDI in the three regions, PPE, commercial property, and plant and
equipment are again normalized by GSP, employment is normalized by total employment,
and manufacturing employment is normalized by total manufacturing employment.
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As an example of all three patterns, the value of PPE owned by
foreign affiliates in California more than doubled between 1980 and
1990 relative to California’s economy but actually fell slightly between
1990 and 1999 (from 9.5 percent to 9.4 percent). It more than doubled
for the rest of the United States and for the East Coast between 1980 and
1990 as well, but then kept growing. California ranked 18 among states
in 1980 but had fallen to 25 by 1999. Note that the actual values of
PPE grew in all three regions through 1999, but the value relative to size
of the economy did not keep pace in California.

Overall employment in foreign affiliates has remained much steadier
over time in California than has the value of PPE. It grew dramatically
between 1980 and 1990, relative to the total number of workers in
California, and then rose again by 1999. However, growth in the rest of
the United States was faster from 1990 to 1999, so California’s ranking
fell from 17 to 21.

These workers generally are not and have not been in manufacturing.
In 1990, California ranked 20 in terms of manufacturing employment in
foreign affiliates and had about the same relative amount as the rest of
the United States. By 1999, however, California’s ranking fell to 29 and
its relative manufacturing employment was dramatically lower than that
of the rest of the United States. It is not just the ranking that fell.
Manufacturing employment in foreign affiliates in California fell from
215,000 to 199,000, whereas in the rest of the United States it actually
rose, from 1.8 million to more than 2.0 million.

Sources of Foreign Investment

Throughout the United States, including California, Europe is the
largest investing region. In fact, Europe has been the leading investing
region in the rest of the United States for each of the five measures for
every year for which data are available. California inward FDI has a
slightly more Asian tilt, however. Europe has led in plant and
equipment, employment, and manufacturing employment for every year,
whereas the Asia Pacific region has led in commercial property for every
year for which data have been available. Only in PPE has there been a
reversal. In California, Europe led from 1977 through 1991, the Asia

34



Pacific region led from 1991 through 1997, and then Europe took over
as lead investor in 1998, coterminous with Japan’s long, slow economic
decline.

On a country basis, Japan is the lead investor and emerged as the top
investor in California during the country’s boom years of the 1980s. Its
position eroded during the 1990s, with investors from Australia, France,
Germany, and the Netherlands gaining ground, although it has retained
its spot as the leading source of direct investment in the state. Japanese
affiliates not only own the most PPE in California, they employ the most
workers. In the rest of the country, in contrast, United Kingdom
investors are the leaders.

Figure 3.3 shows the distribution of employment in foreign-invested
firms by country in 1999 in California, the rest of the United States, and
the East Coast.> Comparing just California and the East Coast, Japan is
far more dominant in California (23 percent in California versus only 9
percent in the East Coast), whereas the four major European investors
(United Kingdom, Germany, France, and the Netherlands) are far more
dominant in the East Coast (38 percent in California versus 53 percent
in the East Coast). This pattern suggests that, as in outward FDI,
geography matters a great deal. Japan is closer to California than to the
East Coast and has higher levels of investment in California. Europe is
closer to the East Coast than California and accordingly has higher levels
of investment in the East Coast.

Japan’s dominance in California was clearest in the 1990s. In terms
of employment, the role of top foreign employer in California rotated
among direct investors from the United Kingdom, Germany, and Japan
throughout the late 1970s and all of the 1980s, with subsidiaries and
branches from Japan never employing more than 22 percent of all
workers in foreign-owned firms. In 1990, Japan became the top foreign
employer and stayed there, peaking at almost 29 percent of all workers in
foreign-owned firms in 1997. In the rest of the United States, affiliates

5The figure omits Bermuda, which is actually the eighth-largest source of
investment in California. Much of that investment may stem from American companies
reincorporating in Bermuda to lessen their U.S. tax liabilities.
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NOTES: Charts show the distribution of employment by foreign affiliates in

California, the rest of the United States, and the East Coast. Numbers may not sum
to 100 percent because of rounding.

Figure 3.3—Top Source Countries for Inward Foreign Direct Investment, 1999
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owned by firms in the United Kingdom have employed the largest share
of workers among all foreign affiliates for at least two decades except
1987, when Canadian affiliates were the top employers. United
Kingdom dominance has decreased in the rest of the United States, but
the employment share in U.K. firms remains almost 2 percentage points
ahead of employment in firms from the next most dominant country,
Germany.

Japan’s increase in foreign-owned PPE in California was even more
dramatic than its increase in employment. Until 1987, Canada and the
Netherlands vied for top spot among countries with the highest
ownership of PPE in California.® This ranking was similar to that in the
rest of the United States, although in some years the United Kingdom
held the top place in the rest of the United States as well. By 1990,
however, Japan led all investing countries in California, holding more
than 30 percent of all foreign-owned PPE, more than twice as much as
firms from the next-biggest investor, the United Kingdom. In the rest of
the United States, in contrast, Canadian firms led investment in 1990,
the United Kingdom took over 1991 through 1996, Japanese firms
emerged on top in the rest of the United States only in 1997, and then
relinquished the top spot in 1999 back to firms from the United
Kingdom.

Japan’s rise in ownership of PPE in California was driven more by
investments in plant and equipment than in commercial property,
although both increased through the mid-1990s and have subsequently
fallen. In 1990, Japanese ownership of commercial property as a share of
total Japanese PPE in California was more than 60 percent, but by 1999,
that figure had fallen to 35 percent. Japanese investors’ shares of total
PPE has declined steeply since mid-decade. As late as 1996, Japanese
companies owned almost 39 percent of all property, plant, and
equipment owned by all foreign affiliates in California. That figure had
fallen to only 28 percent by 1999.

6Data on the Netherlands are suppressed for this year to avoid revealing the identity
of the investing company. It is possible that the Netherlands was the largest investing
country. In addition, all data by country is by “ultimate beneficial owner,” meaning the
investing firm might be from a third country but be owned by a firm from the identified
country.
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Sectors of Foreign Investment

The most prominent pattern regarding California’s share of U.S.
inward FDI by industry is the steady decline of its share of total
manufacturing FDI in the United States, despite the rise of its share of
overall U.S. manufacturing value added, foreign and domestic combined.
In 1980, California produced 10 percent of all U.S. value added in
manufacturing. By 1990, that figure has risen slightly to 10.3 percent,
and in 1999, it reached 11.9 percent. Total manufacturing employment
in California relative to the United States during that period rose and
then fell, but not sharply. In 1980, 9.9 percent of all manufacturing
workers in the United States were in California; in 1990, 10.8 percent
were in California; and in 1999, that figure was 10.4 percent. In
contrast, employment in foreign manufacturing affiliates in California
steadily declined. It amounted to 10.9 percent of employment in all
foreign manufacturing affiliates in the United States in 1980, then fell to
9.8 percent in 1990 and 8.6 percent in 1999.

This decline in manufacturing is reflected in the way foreign
investors divide their investments among sectors. Figure 3.4 shows the
breakdown between manufacturing and nonmanufacturing PPE and
employment in foreign affiliates for California, the rest of the United
States, and the East Coast. In California in 1980, foreign manufacturing
affiliates owned 25 percent of all PPE owned by foreign affiliates. By
1999, they owned 33 percent. In the rest of the United States, those
proportions rose from 38 percent to 53 percent. In the East Coast states,
they fell from 56 percent to 44 percent but remained well above the share
for California.

Foreign manufacturing affiliates throughout the United States have
become more capital intensive. For California and the rest of the United
States, the increased capital intensity is seen in the relative increase of
manufacturing property, plant, and equipment and the relative decline of
employment in manufacturing affiliates in both California and the rest of
the United States. For the East Coast, the increased capital intensity is
reflected in the relative decline of manufacturing employment that was
more rapid than the relative decline of manufacturing PPE. The relative
decline in manufacturing employment was particularly dramatic in
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Figure 3.4—Manufacturing and Nonmanufacturing Investment and
Employment

California. In 1980, foreign manufacturing affiliates employed 55
percent of all people who worked in foreign affiliates in California. By
1999, they employed only 35 percent, a drop of 20 percentage points. In
the rest of the United States, in contrast, that figure dropped by only 9
percentage points from about the same level, to 45 percent. Whereas the
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East Coast’s share fell as well, it started at about the same point as
California but retained a higher share of manufacturing workers.

Californians employed by foreign companies in nonmanufacturing
industries are more concentrated in wholesale trade, information
industries, and professional, scientific, and technical services than such
employees in the rest of the United States (Figure 3.5).” They are also in
a group dubbed “other industries,” which includes agriculture, mining,
utilities, construction, and services. Within this other industries group,
they were overwhelmingly in the subcategories “administration, support,
and waste management,” “accommodation and food service,” and
“transportation and warehousing” in 1999.

The coastal regions have much in common with each other, notably,
the relatively smaller share of manufacturing employment. California’s
share is the smallest of the three regions. Note that although all regions
appear to have 2 percent of their foreign-affiliate employment in
professional services, California actually has 2.4 percent, the East Coast
also has 2.4 percent, and the rest of the United States has 1.9 percent.

Are Foreign-Affiliate Jobs High-Paying Jobs?

Published data do not exist that can show whether foreign affiliates
in California pay higher wages and benefits than do U.S.-owned
establishments in California. However, compared to the rest of the
United States, California has a slightly higher proportion of foreign-
affiliate employment in the industries in which foreign firms pay less on
average than U.S. firms.

In the United States, foreign affiliates as a group pay higher wages
and compensation than U.S.-owned establishments, as shown in the “All
industries” row of Table 3.1. This is in large part due to industry mix—
the share of foreign-owned activity is tilted more toward manufacturing
and wholesale trade than is U.S.-owned activity, and both of those

Information industries include publishing, motion picture and sound recording
industries, broadcasting and telecommunications, and information services and data
processing.
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Figure 3.5—The Distribution of Employment in Foreign Affiliates by
Industry, 1999
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Table 3.1
Wages and Compensation in Foreign- and U.S.-Owned Establishments, 1999

Foreign-Owned U.S.-Owned
Average Average
Average  Compensation ~ Average ~ Compensation
Industry Wage ($) %) Wage ($) (%)
All industries 39,264 48,300 32,967 39,956
Manufacturing 43,593 54,809 41,716 49,133
Wholesale trade 48,704 58,056 45,165 52,458
Retail 18,407 22,787 21,596 25,707
Finance and insurance 88,703 105,311 53,197 63,836
Real estate 44,330 50,766 31,327 37,777
Information 47,384 58,802 53,243 62,851
Professional, scientific, 56,647 67,234 53,716 65,316
and technical services

Other industries 25,397 30,576 32,967 39,956

SOURCES: For wages, compensation, and employment in foreign-owned
establishments, U.S. Department of Commerce (2001d); for overall U.S. wage and
employment, U.S. Bureau of Labor Statistics (2001c); and for overall compensation, U.S.
Department of Commerce (2001c¢).

NOTES: Averages are computed as aggregate wages and compensation divided by
aggregate employment. Wage, compensation, and employment data for U.S.-owned
firms are the difference of overall U.S. wage, compensation, and employment data and
foreign-affiliate wage, compensation, and employment data.

sectors pay higher wages and compensation than are paid in the overall
U.S. economy.8 Occupational mix might also influence these results.
Along with paying higher wages and compensation in the aggregate,
foreign-owned companies pay higher wages and compensation in five of
eight broad sectors. Of these five sectors, California has a higher share of
foreign-affiliate employment than the rest of the United States in four.?
Only in manufacturing does California have a lower share. Of the three
sectors in which foreign-affiliate compensation is lower than U.S.-owned
company compensation, California has a higher share of foreign-affiliate

employment in two.10

8Graham and Krugman (1991) explore the industry-mix issue.

9These four are wholesale trade, finance and insurance, real estate, and professional,
scientific, and technical services.

10These two are information industries and the other industries group.
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Combining shares of employment and levels of average
compensation, 58 percent of all employment in California-based foreign
affiliates is in the five industries that pay higher wages and compensation
than their U.S.-owned counterparts, whereas 42 percent is in industries
that pay lower wages and compensation. In the rest of the United States,
however, a slightly higher proportion of foreign-affiliate employment is
in the higher-paying industries. Almost 60 percent is in the five higher-
paying industries, with 40 percent in the three lower-paying industries.
These numbers suggest that jobs in foreign affiliates in California pay
well, but California does not fare better than the rest of the United States
in this respect. If anything, it has slightly higher employment in the less-
well-paying sectors of foreign investment.

Conclusion

California is the leading state in the level of inward FDI in the
United States but is only about average—or less—when this level is
matched with the size of the state’s economy. It stands apart from the
rest of the United States with heavy investment by Japanese firms, higher
levels of investment in nonmanufacturing industries, and the prominence
of investment in commercial property. Employees in California foreign
affiliates may earn higher wages than their counterparts in U.S.-owned
affiliates, but it is impossible to determine whether this is the result of
industry mix, occupational mix, higher productivity, or more generous
compensation policies.

These patterns hold a number of implications for the state. Foreign
investors are less encumbered than domestic investors in their choice of
locations and so can serve as a signal to how investors view a regional
economy.!! California is not a state in which foreigners choose to
manufacture. Instead, the state provides a base for wholesaling and
distribution; publishing, broadcasting, movie-making, and data
processing; professional, scientific, and technical services; and hotels,
restaurants, administration, and transportation and warehousing,.

HEoreign investors are not completely unencumbered, however. Recent work by
Head, Ries, and Swenson (1995, 1999) has shown that foreign investors like to locate
near other foreign investors of the same nationality.
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Second, California’s reliance on Japan as its main investing country
may signal that inward FDI will continue to grow more slowly in the
state than in the rest of the United States. FDI is usually spurred by firm
growth, and with Japan’s economy still stagnant and many of its firms
not growing, increased investment may not be forthcoming.

The distribution indicates one other pattern. As with outward FDI,
California inward FDI is at the leading edge of trends in globalization.
Although quantitatively low overall, inward direct investment is taking
place in service and information sectors, where such investment would

have been scarce just two decades ago.
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4. California Goods Exports and
Imports

Introduction

Exports have dominated national trade policies for centuries. Today,
producers see them as a way to gain larger markets and therefore more
revenues, which policymakers see as translating into more jobs. In the
United States, every state has some type of export-promotion program,
and the national government puts tremendous effort into increasing
exports.

Exports have a number of effects on the economy. Exports send
goods to foreign markets where returns are often higher, thereby
increasing firm profits, employee wages, and jobs. Employment,
shipments, wages, productivity, and capital intensity are all higher at
U.S. exporting plants than at nonexporting plants. However, there is
some debate about whether export activity improves firm performance or
whether it is merely a sign of a highly productive firm. Evidence
indicates that firms that export are already good firms along a number of
dimensions, but that exports still increase employment and the
probability of firm survival.! Exports can also help a firm learn about a
foreign market and eventually lead to outward FDI by that firm into that
foreign market.

How does California stack up as an exporter? This chapter will
assess California’s exports by discussing five topics. It will compare
California exports to the exports of other states, it will investigate their
industrial distribution, and it will discuss problems involved in
measuring California exports. Following the measurement section, it will
assess California’s agricultural exports in comparative perspective and

1Bernard and Jensen (1999).
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then discuss the geographic distribution of all California exports. Finally,
the chapter will present estimates of goods imports.

California as an Export Powerhouse

California is a manufacturing export champion compared to the rest
of the United States. Whereas the state produced about 10 percent of all
manufacturing shipments in 1997, it produced about 14 percent of all
manufacturing exports in the United States. Furthermore, the state’s
manufacturing industries exported more than 28 percent of their
shipments, whereas manufacturing industries in the rest of the United
States exported only 20 percent of their manufacturing shipments and
manufacturing industries in the East Coast exported less than 19 percent
of their shipments (Table 4.1). For reasons explained below, this section
will focus on 1997 data, but more recent data with the detail described
here—were it to exist—likely would show the same pattern.

California’s high export propensity in manufacturing is broad-based
and occurs in nearly every industry. Exports can be divided into direct
exports and total exports. Direct exports are goods that leave the factory
gate and are exported without being changed further. Total exports
include direct exports and indirect exports—goods that leave the factory
gate and are then used as inputs into other goods that are then exported.
In terms of total exports, California manufacturers export a higher
proportion of their output in 18 of 21 industries than do manufacturers
from the rest of the United States. Export ratios for these industries are
shown in bold and range from 5 percent of output in the furniture
industry to almost 60 percent of output in the electrical equipment,
appliances, and components industry. Furthermore, compared to the
East Coast, California exports as a percentage of shipments are higher in
17 industries.

Another aspect of California’s manufacturing exports is that
California’s firms are huge input producers. Whereas California
manufacturers in 18 of 21 industries have higher total exports as a
percentage of sales than manufacturers in the rest of the United States,
they have higher proportions in 10 of 21 for direct exports. In nine
industries, the manufacture of inputs to be used in final export goods
more than doubles the value of exports for an industry. This is especially
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Table 4.1

Manufacturing Exports as a Percentage of Output, 1997

Rest of the
California United States East Coast
Direct  Total Direct Total Direct Total
Industry Exports Exports Exports Exports Exports Exports
All industries 17.9 28.4 12.6 19.5 12.3 18.7
Food 6.6 8.5 5.4 7.4 3.3 4.4
Beverage and tobacco
products 4.0 4.6 6.5 7.2 8.0 8.7
Textile mills 4.8 21.9 8.8 19.8 9.3 19.9
Textile products 5.7 7.6 6.4 8.6 7.1 9.1
Apparel 11.9 14.0 10.5 12.2 11.0 12.8
Leather and allied products 27.6 29.3 19.1 24.0 20.4 27.1
Wood products 4.2 10.4 5.0 9.2 5.9 10.9
Paper 5.2 19.3 8.6 16.8 8.4 18.2
Printing 1.3 12.1 1.5 6.6 1.6 6.0
Petroleum and coal products 2.2 8.7 4.0 8.2 1.9 6.1
Chemicals 14.4 26.1 13.6 24.2 12.3 21.1

Plastics and rubber products 10.7  26.0 6.8 16.2 7.1 15.2
Nonmetallic mineral

products 2.7 10.2 6.5 11.8 8.3 13.9
Primary metals 8.4 44.1 10.7 36.5 11.8 33.7
Fabricated metal products 6.2 32.4 6.8 19.7 7.2 18.7
Machinery 29.5 34.5 23.8 28.5 29.7 33.7
Computers and electronic

products 33.1 47.1 23.8 31.0 21.4 26.9

Electrical equipment,
appliances, and

components 29.5 59.4 15.7 23.1 18.0 26.4
Transportation equipment 20.0 25.6 19.0 22.9 18.5 21.7
Furniture 3.5 5.0 3.5 4.4 3.4 3.9
Miscellaneous products 18.5 20.8 12.2 14.2 14.4 16.1

SOURCE: U.S. Census Bureau (2000b).

NOTES: Data are classified according to the 1997 North American Industry
Classification System. Direct exports are exports that go directly to final sales. Total
exports include direct exports plus products that are used as inputs in direct exports.
Numbers in bold are higher for California than for the rest of the United States.

true in the two metals-manufacturing industries—primary metals and
fabricated metals—and in the electrical equipment industry.

For California workers, the high export propensity means that a high
proportion of manufacturing jobs is tied to exports. In 1997, 499,000
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workers in California manufacturing—almost 28 percent—owed their
jobs to exports, compared to almost 19 percent for the rest of the United
States and 18.4 percent for the East Coast. Furthermore, almost 10
percent of all private sector workers in California manufacturing and
nonmanufacturing together owed their jobs to manufacturing exports
compared to 6.8 percent for the rest of the United States and only 5.7
percent for the East Coast.?

For the California economy, these export figures send another signal
to planners and policymakers. Overall manufacturing data confirm that
manufacturers shy away from locating their production in California,
which is what the inward FDI data indicated. However, those
manufacturers that produce in the state tilt their production to exports.
The state is treated as a site for manufacturing exports but not necessarily
for serving the U.S. market.

Goods Exports Are Highly Concentrated

Even though nearly every manufacturing industry is a strong
exporter, not all sectors contribute equally to California’s export
performance. Computer industry exports constituted fully half of all
California manufacturing exports (Figure 4.1). The other 20 industries
are grouped into six manufacturing industry aggregates.

The concentration of exports is far higher than the concentration of
employment or output. The computer industry in California for the
year of the data accounted for 22 percent of total manufacturing
employment in the state, 30 percent of total manufacturing production,
and 38 percent of total export-related manufacturing employment.

This level of concentration is far different from the export mix of the
rest of the United States. Whereas half of California’s exports are from
the computer industry, the largest single sector for the rest of the United
States is the transportation equipment industry at 18 percent. For the
East Coast, the largest single sector is chemicals at 17 percent (grouped
with other industries in the figure).

2These figures are from the U.S. Census Bureau (2000b).
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A. California Food, beverages, tobacco, 4%

Petroleum, chemicals,
plastics, rubber,
minerals, metals, 20%

Computers and
electronic products,
50%

Wood, furniture,
paper, printing, 3%

Transportation
equipment, 8%

Machinery, electrical,
miscellaneous, 13%

Textiles, apparel, leather, 2%

B. Rest of the United States Food, beverages, tobacco, 5%

Computers and
electronic products, 15%

Textiles, apparel,

leather, 3% Petroleum,

chemicals, plastics,
rubber, minerals,

Machinery, electrical, metals, 36%

miscellaneous, 16%

Wood, furniture, paper,

Transportation equipment, 18% printing, 6%

C. East Coast

Computers and
electronic products, 15%

Food, beverages, tobacco, 4%

Textiles, apparel,

leather, 8% Petroleum,

chemicals, plastics,
rubber, minerals,

0,
Machinery, electrical, metals, 37%

miscellaneous, 21%

Wood, furniture, paper,

Transportation equipment, 9% printing, 7%

SOURCE: U.S. Census Bureau (2000b).
NOTE: Numbers may not sum to 100 percent because of rounding.

Figure 4.1—Share of Total Exports, by Industry
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Despite a dramatic slowdown of U.S. computer and electronic
products exports in 2001 and 2002, there is evidence that the computer
industry will become even more reliant on exports over the next few
years. U.S. purchasers are upgrading at a much slower pace than in the
past, largely because continuing increases in computer power are not
needed by most users. Instead, the industry expects much of its
continued growth to come from sales to developing countries, where the
number of computers relative to the population and size of the economy
is far lower than it is in the United States.?

Do We Really Know the Level of California-Origin
Exports?

California export levels are among the most easily found information
about globalization in the state. Every quarter, new data emerge
pinpointing the level of exports, the industries from which those exports
come, and the countries to which those exports go.# However, the
numbers may not be accurate.

Of the three series of California exports available, two come from the
Foreign Trade Division of the U.S. Census Bureau. In one, exports are
classified by the 1987 Standard Industrial Classification (SIC) and then
increased through a statistical method to take account of exports for
which no home state has been identified.> This series ended in 2000. In
the second series, exports are classified by the 1997 North American
Industrial Classification System (NAICS), and no increase is made to
account for exports for which no home state has been identified. Asa
result, the NAICS-based series for California is lower than the SIC-based
series, although for the United States as a whole the two series are equal.
The NAICS-based series started in 1997. It is these two series that have
been reported as state exports each quarter.

3Markoff (2002).

4See, for example, the report on first-quarter 2002 exports in the Los Angeles Times
(Dickerson, 2002). Export data are also released monthly on a commodity basis.

SImputations are carried out by the Massachusetts Institute for Social and Economic
Research (2001, 2002).
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Both of these series designate the origin of the export based on a
form called the Shipper’s Export Declaration, although much of the
data-gathering is now migrating to the U.S. government’s paperless
Automated Export System. However, the location filled out is not meant
to represent the production location. The location listed might represent
the location of production, but it also might represent the location of a
distributor or warehouse, the state of origin for the commodity that has
the largest share of a multiproduct shipment, or even a foreign trade zone
in which the product was stored before export. The extent of
misrepresentation varies by industry. In general, the designated location
does not represent the place of production of nonmanufactured items.
However, the designated location does represent the place of production
for about 75 percent of manufactured items. Overall, these series
generally understate exports from a number of agricultural states and
overstate exports from states that handle high-value farm product
shipments through their ports.

These series also include wholesale and transportation margins, the
cost of moving the good from the factory gate to port. In this sense, they
overstate the value of production for export. The final problem with
both these series is that they both include reexports—goods that enter
the United States, undergo no or little transformation, and then leave the
United States. These are hardly items that have been produced by
California or U.S. workers. For the United States, reexports amount to
almost 9 percent of total exports.

So what can one do to understand state-level exports? Here is where
the third export series enters, and this is the series reported on in this
chapter. This final series is not annual but is a 1997 estimate of exports
from California manufacturing plants made by the Economic Census

6The most well-noted example of the overstatement of agricultural exports from
port states is that of Louisiana. Midwestern agricultural products are sent by barge down
the Mississippi to New Orleans, consolidated in New Orleans, and then marked as
having an origin of movement in New Orleans. In 1999, Louisiana was the leading
exporter of agricultural crops, shipping $7.9 billion worth, compared to number-two
California’s $3.1 billion. However, farmers in Louisiana received $1.2 billion for sales of
their crops in 1999, a rank of 24 among the states, whereas farmers in top-ranked
California received $18.1 billion, according to the U.S. Department of Agriculture
(2001).
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program of the U.S. Census Bureau. Although not perfect, this series is
probably a better estimate of the location of production for export by
industry, because that is what it is intended to measure. However, it
does not include destinations.

There are two points to take away from comparing these different

series (Table 4.2):

*  The figures usually reported for state exports likely overestimate
California export production.

* Even using a variety of different estimates, California
manufacturing emerges as relying more on exports than does
manufacturing in the rest of the United States.

California’s Agricultural Exports

From at least 1995 to 2000, California agriculture exported between
16 and 19 percent of its production. This compares to California
manufacturing exports of between 17 and 28 percent of manufacturing
production, depending on the measure. In fact, California agricultural
exports relative to production are about the same as agricultural exports
for the rest of the United States.”

This is not to minimize the importance of trade to agriculture,
especially for some commodities. In 2000, foreign purchasers bought
nearly three of every four almonds grown in California. “International
trade is vital to the health of California agriculture,” California Farm
Bureau Federation President Bill Pauli recently said. “Success on the
farm is directly tied to selling profitably in international markets.”®
However, agriculture can best be viewed as a normal industry when it
comes to California exports, not a superperformer.

As with estimating California manufacturing exports, estimating
California agricultural exports and their relationship to U.S. agricultural

7 California agricultural export figures are from Kuminoff, Bervejillo, and Sumner
(2001). Similar figures for the United States as a whole were 24 percent in 1995 and
then 20 to 21 percent in 1996 through 2000 (U.S. Department of Agriculture, 2002a).

8California Farm Bureau Federation (2000).
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Table 4.2

California Manufacturing Exports, Three Versions

A. Total Manufacturing Exports, All Available Years ($ billions)
1997 1998 1999 2000

Foreign Trade Division SIC exports 103.2 98.9  99.7 120.8
Foreign Trade Division NAICS exports 91.3 88.3 90.8 1115
Economic Census NAICS exports 67.8 n.a. n.a. n.a.

B. Industry Exports, 1997 ($ millions)

Foreign Trade Economic

Division Census
NAICS NAICS Absolute %
Exports Exports Difference Difference
Food 3,364 2,619 746 28.4
Beverage and tobacco
products 534 443 91 20.5
Textile mills 333 66 267 404.5
Textile products 130 130 0 0.0
Apparel 1,170 1,520 350 23.0
Leather and allied products 195 175 20 11.4
Wood products 425 260 165 63.5
Paper 894 424 470 110.8
Printing 556 129 428 331.0
Petroleum and coal products 1,045 463 582 125.7
Chemicals 4,196 2,819 1,377 48.8
Plastics and rubber products 1,380 1,381 -2 -0.1
Nonmetallic mineral products 442 203 239 117.7
Primary metals 1,076 513 563 109.7
Fabricated metal products 1,816 1,502 313 20.9
Machinery 9,734 5,637 4,097 72.7
Computers and electronic
products 47,380 37,531 9,849 26.2
Electrical equipment,
appliances, and components 3,127 2,126 1,001 47.1
Transportation equipment 9,599 6,964 2,635 37.8
Furniture 260 231 29 12.6
Miscellaneous products 3,638 2,708 930 343

SOURCES: Massachusetts Institute for Social and Economic Research (2001,
2002); U.S. Census Bureau (2000b).

NOTES: “Economic Census NAICS Exports” are “direct exports” rather than
“total exports,” since direct exports are more comparable to the Foreign Trade Division
(FTD) data. However, both FTD series include reexports and the transportation and
wholesale margins involved in moving the export from factory gate to port. The
Economic Census data do not include reexports and are valued at factory prices.
Numbers may not add up because of rounding.
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exports is not straightforward. The Foreign Trade Division data
described above are not helpful and so are not discussed here. Rather,
two other sources are used—the Agricultural Issues Center at the
University of California at Davis (the AIC data) and the Economic
Research Service at the U.S. Department of Agriculture (the USDA
data). The AIC data are the single best information source for California
because the AIC makes the most serious effort to measure actual exports.
The USDA export data are based simply on California’s proportion of
total U.S. agricultural output and do not directly measure exports by
state. Rather, the USDA data are best used for understanding overall
U.S. agricultural exports. However, they are generally comparable with
the AIC data in terms of commodity coverage, because both include wine
and processed agricultural products.” Panel A of Table 4.3 shows both
measures of California agricultural exports. Commodity markets have
traditionally been volatile, and California agricultural exports reflect this.
Whether California agriculture depends more on exports than does
agriculture in the rest of the United States depends on how agriculture is
defined (Panel B of Table 4.3). Relative to the output of crops and
animal products, California agricultural exports are actually lower than
agricultural exports from the rest of the United States. They are higher
relative to crop, animal, agricultural services, and forestry output and
significantly higher when food-, beverage-, and tobacco-based
manufacturing industries are included in the definition of agriculture.!?
This finding may surprise some observers, especially in light of the
fact that California produces 100 percent of U.S. dry bean, date, fig,
olive, prune, raisin, almond, pistachio, walnut, artichoke, and garlic
exports, as well as 99 percent of kiwi exports, 98 percent of apricot
exports, and 96 percent of avocado and wine exports.!! However,
California is a low- or nonexporter of some of America’s largest

9Wine and processed agricultural products are also included in manufacturing
exports as part of 1997 North American Industry Classification System codes 311 and
312.

10Exports as a percentage of output as shown in the table differ from the 16 to 19
percent previously cited because of a different method of valuing exports. Please see
Appendix C for further information.

Year 2000 data, http://aic.ucdavis.edu/pub/percentage.pdf.
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Table 4.3
California’s Agricultural Exports, Two Versions

A. California Agricultural Exporss ($ billions)

1995 1996 1997 1998 1999 2000

Agricultural Issues Center 6.4 7.0 7.0 6.6 6.1 6.6
Economic Research Service,
USDA 7.0 7.3 7.7 7.7 7.0 7.6

B. Relative Agricultural Exporss, 2000

Rest of the

Measure of Agricultural Exports California ~ United States
Level ($ billions) 6.6 443
Relative to crop and animal output (%) 25.8 26.2
Relative to the above plus agricultural services and

forestry output (%) 24.4 23.1
Relative to the above plus food, beverage, and tobacco

manufacturing industries output (%) 8.1 6.5

SOURCES: For USDA data, U.S. Department of Agriculture (2002b); for
Agricultural Issues Center data, University of California at Davis Agricultural Issues
Center, http://aic.ucdavis.edu.

NOTES: U.S. Department of Agriculture data are on a fiscal year basis. The rest of
U.S. figures are the difference of USDA data for total U.S. agricultural exports and

Agricultural Issues Center data for California agricultural exports.

agricultural export products. Between 1996 and 2000, more than 39
percent of U.S. agricultural exports included feed grains, soybeans, and
live animals and meat. In California, however, those products amounted
to about 2.5 percent of California agricultural exports. Although
California has a wide variety of agricultural exports and dominates some
groups, its overall agricultural exports as a share of production are not
much different from those of the rest of the United States.

Where Do California Exports Go?

Nearly half of all goods that started their export journey from
California in 2000 went to Asia (Table 4.4). In the rest of the United
States, in contrast, only a quarter went to Asia whereas another quarter
exited to Canada. In fact, Canada is the top export destination for goods
starting their export journey from the rest of the United States, whereas
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Mexico is the top destination for goods starting their export journey
from California.

The numbers regarding destination may not be all that they seem,
however. Available data that show the destination of California
merchandise exports reflect either the origin of movement of the export
or the location of the exporter.!? The origin of movement might be the
state of production, but it could also be the state of a distributor, the
state of a consolidator who puts together a multiproduct shipment, or
the state of a foreign trade zone where the good was transformed.
Likewise, although the location of the exporter could be the state of
production, it also might be the state of company headquarters, the state
of a wholesaler, or the state of some other type of export facilitator. This
means that these data, when they indicate destination, may not reflect
the destination of goods actually produced in California; rather, they
indicate the destination of goods that are in some way only associated
with California. Despite this problem, the match between the place of
production and both the origin of movement and the exporter location is
thought to be reasonable for manufacturing sectors.

Judging by the origin of movement, the data most frequently
reported, California exports to Asia have historically been high. They
amounted to 48 percent in 1988 and peaked at more than 54 percent in
1996. A dramatic change has taken place with NAFTA exports, which
represented only 15 percent of California exports in 1988 but more than
26 percent in 2000. The rise of NAFTA and the slight fall in Asia as a
destination are due largely to Mexico overtaking Japan in 1999 as
California’s leading destination. In fact, through 1996 Japan and
Canada were California’s number one and two destinations, in that
order. Mexico overtook Canada in 1997. With Japan’s economic
decline, Mexico’s dominance has increased further. For the 10 months
through October 2002, California exports to Mexico totaled $13.6
billion and exports to number-two destination Japan totaled only $9.3
billion.13

12This is explained more fully in U.S. Department of Commerce (n.d.).

13For a more detailed discussion of the destination of California exports and historic
trends, see Haveman, Shatz, and Vilchis (2002).
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The destination of goods from other top exporting states is quite
different from that of California goods, partly because of geography
(Table 4.4). Texas has long been number two but surpassed California
in 2002, whereas New York has long been a distant third, with less than
half of California’s or Texas’s export levels. As the easternmost of the
three, New York serves as a jumping off point for exports to Europe and
Canada. Perched on the Mexico border, Texas hosts a very high share of
goods that start their export journey from that state and go to Mexico—
46 percent in 2000. The different patterns also reflect production-
sharing trends, with cross-border manufacturing taking place between
Texas and four Mexican border states, between California and Baja
California, Mexico, and between New York and Ontario. This pattern is
even more pronounced for Michigan (not shown) in which the Detroit,
Michigan—Windsor, Ontario, border area has become a dense web of
automobile production.!4

California’s Goods Imports

U.S. clothing manufacturers produced $68 billion worth of goods in
2000. That same year, foreign clothing producers sold $47 billion worth
of goods to the U.S. market, almost 70 percent of U.S. production. To
many, this is globalization—a shirt from the Philippines, a Lexus from
Japan, a plastic puzzle from China, and Marmite from the United
Kingdom. Also to many, imports simply steal jobs from Americans and
are to be avoided at all costs.

Imports have a number of effects on the economy. When they
compete directly with domestic goods, they can lead to the decline of the
industry producing those goods and can knock workers out of their
current jobs and into lower-paying jobs or no jobs at all. Examples of
this sort of decline include the U.S. automobile industry and the U.S.
apparel industry. However, the fact that people keep buying imports
despite these effects suggests that imports have other effects on the
economy as well. Imported items can serve as a low-cost input to a
product and make that product more competitive on world markets,

1410 2001, 54 percent of Michigan’s exports went to Canada. Of these exports to
Canada, 62 percent were in the transportation equipment industry.
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contributing to increased job growth at home. Furthermore, an import
expands the variety of products available—no imports, no French wine
or German luxury sedans. Imports provide a pathway for technology
transfer as well as competition to boost the productivity of U.S.
industries. Finally, imports provide revenues for countries to use to buy
U.S. exports.

Although no statistical authorities record the state of destination for
imports, it is possible to gain a rough estimate of California imports in
several ways. The remainder of this section presents two such estimates.
The first supposes that the ratio of imports to GSP in California is the
same as that in the United States as a whole (Panel A of Table 4.5). The
table shows the estimated level of imports for three measures of imports,
which are explained in the notes to the table. Using the ratio of U.S.
imports to U.S. GSP, California’s purchases of imports range between 10
and 13 percent of its GSP.1> These figures suggest that in 2000, for
every dollar worth of exports, Californians purchased $1.36 worth of
imports. For the rest of the United States, this figure was $1.58 worth of
imports. 10

Imports can be inputs into production as well as final purchases.
This fact suggests another way to estimate California imports—use
California’s industrial structure to estimate imported inputs, and then
use California’s final-use spending to estimate imports for final use.!”
Panel B of Table 4.5 shows these estimates for 1998.18 They are most
comparable to the landed duty-paid value of Panel A of Table 4.5,
although they include both goods and services imports.!®

15By construction, this is the same ratio as that for the United States.

16Although these numbers suggest a California trade balance, such a concept is not
helpful at the state level because California also purchases from and sells to the rest of the
United States. National trade balances will have different determinants from the values
of exports and imports between a subnational region and foreign countries.

17Final-use purchases include consumption, investment (such as purchases of plant
and equipment), and government spending.

18These estimates are based on the national input-output accounts of the United
States and the national import matrix (U.S. Department of Commerce, 1998, 2002a;
Kuhbach and Planting, 2001; Planting and Kuhbach, 2001). The accounts go only
through 1998, so more recent imports were not estimated.

19Services trade is discussed more fully in the services trade chapter.
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Table 4.5

Estimates of California Goods Imports

A. Imports Estimated as a Percentage of Gross State Product

1998 1999 2000
Levels ($ billions)
Imports for consumption, customs value 116.6 134.1 163.0
Imports for consumption, CIF value 120.6 138.7 168.5
Imports for consumption, LDP value 123.0 141.1 171.1
% of GSP
Imports for consumption, customs value 10.4 11.0 12.1
Imports for consumption, CIF value 10.7 11.3 12.5
Imports for consumption, LDP value 10.9 11.5 12.7
Addendum
California GSP 1,125.3 1,223.5  1,344.6
California exports 95.8 97.9 119.6
Exports less imports—customs value basis -20.8 -36.2 —43.4

B. Imports Estimated Using the United States Import Matrix, 1998

Value of imports—California ($ billions)

Imports for inputs 65.4
Imports for final use 67.0
Total goods and services imports 132.4

Imported inputs relative to final-use imports (%)
California 97.7
United States 97.5

SOURCES: For imports, U.S. International Trade
Commission (2002); for exports, Massachusetts Institute for Social
and Economic Research (2001, 2002); for GSP, U.S. Department of
Commerce (2001c). Computations are based on data from U.S.
Department of Commerce (2002a); Kuhbach and Planting (2001);
Planting and Kuhbach (2001); and U.S. Department of Commerce
(2001¢).

NOTES: Customs value is the value of the good in the foreign
country. CIF value is the customs value plus all costs, insurance,
and freight (CIF) involved in bringing the good to the United
States. LDP value is the landed duty-paid value—the CIF value plus
duties paid in the United States. Exports are Foreign Trade
Division NAICS-based exports.
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The key point is that California actually consumes about as many
imports as inputs as it does in the form of final purchases—an import
purchased in California is just as likely to be an integrated circuit from
Malaysia as a designer shoe from Italy. This is also true for the United
States as a whole. This pattern can vary by year. In 1997, both
California and the United States consumed more imports as inputs than
as final goods.?? The reversal in 1998 was due to a 2.4 percent rise in the
use of imported inputs but an 8.7 percent rise in the purchase of final-use
imports, sparked mostly by purchases of consumption goods and
investment goods.

Overall, in 1998, imported inputs totaled about 6 percent of the
value added (the value of labor compensation and profits) produced by
California industries, although this varied by industry. Among the most
intensive users of imported inputs were the apparel, lumber and wood
products, leather products, primary metal products, machinery, and
transportation equipment industries. For all of these industries,
imported inputs totaled more than 20 percent of value added. Thus,
some industries depend on imports as part of their production processes.
The estimates also suggest that in better economic times, Californians are
more likely to purchase imports either to consume or to use in the
running of their businesses.

Conclusion

The rapid rise of FDI has meant that exports are not as important in
international business as they once were. In 2000, U.S. foreign affiliates
sold $1.7 trillion worth of goods to foreign countries, and U.S. exporters
sold $772 billion worth of goods to foreign countries. However,
exporting and importing still play an important role in globalization
debates and policy. The effects of each on an economy as large as that of
the United States or California are not as large as on most economies in
the world. In 2001, U.S. merchandise exports plus imports totaled only
18.8 percent of U.S. GDP. For the rest of the world, merchandise
exports plus imports totaled 50.3 percent of rest-of-world GDP.?2!

20Ba5ed on computations using U.S. Department of Commerce (2001¢).
21Data are from World Bank (n.d.).
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However, neither are the effects of merchandise trade simple, even in
an economy as large as that of the United States or California. Exports
can bring increased profits and jobs but can also expose the California
economy to the health of other economies. Imports can cause workers to
move to less-desirable jobs—or to no jobs at all—but also bring cheaper
inputs, more product variety, and new job opportunities.

More California manufacturing output is shipped overseas, relative
to production, than is the case in other states, whereas more California
manufacturing workers and even nonmanufacturing workers rely on
exports for their jobs than do so in other states. Measuring imports is
more difficult. This chapter presented two estimates that can serve as a
starting point. They indicate that imported inputs are just as important
to the California economy as more visible final-use imports.
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5. Trade in Services

By now, the U.S. trade deficit is old news—negative $36 billion in
1992, negative $102 billion in 1996, and negative $346 billion in 2001.
But these figures mask a large surplus in services trade. Although
foreigners sold $428 billion more goods to the United States in 2001
than they bought, they bought $80 billion more worth of services from
the United States than they sold.

World trade in services is growing. The Uruguay Round
Agreements of 1994 formally brought services trade under international
discipline through the General Agreement on Trade in Services. In
2001, U.S. services exports accounted for 28 percent of total U.S.
exports. For every dollar’s worth of goods exports, Americans sold 39
cents worth of services exports.

Services exports play to California’s strengths and already represent
an important means by which the state’s economy has gone global.
Services trade for California means foreign visitors cruising Wilshire
Boulevard and stopping to ponder the La Brea Tar Pits, foreign students
struggling with the lessons of professors in California’s universities,
foreign businesses hiring advice from California consultants, foreign
ships buying bunker fuel at the Port of Long Beach, foreigners watching
Hollywood movies in cinemas around the world, and foreign residents
and businesses buying software painstakingly written in homes and
offices throughout California. In other words, a large share of services
trade involves California’s top products—tourism, education, port
services, research and development, professional and business services,
entertainment, and software.

Of course, there are services imports as well. Visiting foreign lands
goes on the books as a service import and therefore counts as
globalization. Visitors to low-wage countries also find that such
nontradable items as hotel rooms and haircuts are cheaper because of
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those wage differentials—the service equivalent of having a product
assembled in a low-wage country.

Services trade has similar effects on an economy as goods trade.
Services exports can bring higher returns than domestic sales, and services
imports can provide lower-priced products but can also compete with
domestic service providers in some cases. Services trade is different in a
few important ways, however. Services trade can involve much more
people-to-people interaction (such as in the case of tourism) and
sometimes has to be produced in the country where it is consumed (such
as in the case of some consulting activities). In this way, services trade
can personalize globalization.

This chapter will describe trade in services and then estimate
California’s services trade, because figures on services trade by state are
not kept. It will conclude with a brief discussion of what services trade
might mean for the future of globalization in California.

Understanding Services Trade

At their simplest, services exports are any sale of a service by
Americans to a foreign national, and services imports are any sale of a
service by a foreign national to an American. However, the details are a
bit more complicated, as services trade can include the sale of both
services and goods, such as the goods that foreign tourists buy while
visiting America.

The United States divides private services trade into five broad
categories: (1) travel, (2) passenger fares, (3) other transportation, (4)
royalties and license fees, and (5) other private services. An additional
two categories involve services trade by the U.S. government.! The
remainder of this chapter will concentrate on private services trade, with
more complete definitions of the five private categories and two public
categories given in Appendix C.

Services exports have run between 27 and 29 percent of total U.S.
exports since at least 1992, whereas services imports have run between 15
and 18 percent of total U.S. imports. Exports have always been higher
than imports during that time, giving the United States a services trade

IMann and Borga (2001).
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surplus. The vast majority of U.S. services trade is private services trade,
with exports slightly more private than imports (95 percent private for
exports and 91 percent private for imports in 2001). The largest
category of exports is “other private services,” reflecting America’s
strength in education, banking, telecommunications, and filmmaking
(Figure 5.1). The largest category of imports is travel, reflecting
Americans’ desire and ability to see the world or engage in business trips
to foreign countries.
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SOURCE: U.S. Census Bureau (1999 and other years).

Figure 5.1—U.S. Private Services Trade, by Category, 2001

California Services Trade

As noted above, no statistical agency tracks services trade by state.
Therefore, this chapter presents two estimates of California services
exports. The first supposes that California services trade relative to the
size of the state’s economy is the same as U.S. services trade relative to
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the national economy (Table 5.1).2 These estimates indicate that for
every dollar of goods exports, Californians export at least 35 cents worth
of services. Put another way, the total value of private services exports
was greater than the combined exports of the second through sixth top
goods-producing industries in 1999, including industrial machinery,
transportation equipment, crops, and processed foods.3

Estimates based on the total size of the economy, however, do not
take account of the industrial structure of the state. Thus, a second way
to think about California services exports is to estimate them sector by

Table 5.1

California’s Estimated Services Trade Relative to California’s
Economy, 1999

Total services trade, $ billions

California GSP 1,229.1
Estimated California services exports 36.0
Estimated California services imports 25.0

Private services trade

California private GSP 1,097.6
Estimated California private services exports 34.2
Estimated California private services imports 23.2
Addendum

Total services exports relative to total goods exports, % 36.8
Private services exports relative to total goods exports, % 35.0

SOURCES: For services trade, U.S. Census Bureau (1999 and other
years); for exports, Massachusetts Institute of Social and Economic Research
(2001, 2002); and for GSP, U.S. Department of Commerce (2001c).

NOTE: Goods exports are Foreign Trade Division NAICS-based
exports (see the goods trade chapter for more information).

2U.S. services exports to U.S. GSP in 1999 were 2.9 percent and services imports
were 2.0 percent. U.S. private services exports were 3.1 percent of U.S. private GSP and
private services imports were 2.1 percent.

3The top industry was computers and electronic products, credited with almost $50
billion worth of exports. The next five included nonelectrical machinery, transportation
equipment, chemicals, miscellaneous manufactures, agricultural products, and food and
kindred products. Together, exports from those five totaled $31.4 billion in 1999.
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sector. For example, in 1997, exports of legal services from the United
States totaled $2.2 billion. Meanwhile, total revenues within the legal
services industry were $128.5 billion in the United States and $18.8
billion in California, or 14.6 percent of the U.S. total. Applying this
ratio yields an estimate of $324.6 million worth of legal services exports
from California.*

This approach boosts California’s services exports to $35.7 billion, or
3.3 percent of private GSP, compared to 3.1 percent for the rest of the
United States (Figure 5.2).5 What boosted California’s figures?
California’s travel exports, at 33.5 percent, are far higher than those of
the rest of the United States, at 28.5 percent. Royalties and license fees
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SOURCES: Estimates are based on computations described in the text and in
the detailed data appendix (Miloslavsky and Shatz, 2003). The data appendix also
describes sources more fully.

Figure 5.2—California Services Exports Based on Disaggregated Sectors, 1999

4Detailed data on services exports are from Mann and Borga (2001). Data on
revenues are from the 1997 Economic Census (U.S. Census Bureau, n.d.a), available at
http://www.census.gov.

>Computing private services imports by this method would make little sense, since
there is little reason to believe that services sales and services purchases should be
correlated by sector.
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