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The United States' Economic Cassification Policy Comnmttee
(ECPC), Statistics Canada and Mexico's Instituto Nacional de

Est adi stica, Ceografia e Informatica (I NEG) have joined together
to develop a North Anerican Industry Cl assification System
(NAICS) that woul d produce common industrial statistics for al
three countries. It was agreed that the conceptual framework for
NAI CS woul d be production-oriented, or supply based: This neans
that establishnents having simlar production processes are to be
grouped together, and that establishnments with differing
production processes wll be placed in separate industries.

In the course of determ ning and defining NAICS industries, it
becane apparent that the classification of auxiliaries, or
ancillary activities, as they are called in the System of
Nat i onal Accounts (SNA) and in the International Standard

I ndustrial Classification (1SIC), needed to be revi ewed.
Currently the three countries- Canada, Mexico, and the United
States--follow the common practice in classification of

di stinguishing two types of units, operating units and auxiliary
units.

1. Those units that primarily produce goods or services for
sale to units of other enterprises are alternately referred
to as operating units, producing units, or technical units.
(For the remai nder of this paper, these units will be
referred to as operating units). Also included as operating
units are units which produce goods for use by other units
of the same enterprise, that is, captive goods-producing

est abl i shnment s.

2. Those units that produce support services not intended
for use outside the enterprise are alternately referred to
as auxiliary units, or ancillary units. These are captive
servi ces-produci ng establishnments. These units normally do
not bill for the services they perform because the services
are produced for other units of the sane enterprise.
Activities comonly perforned by these units include
managenent and ot her general adm nistrative functions, such
as accounting and | egal services; warehousing;, and data
processing. They also frequently act as "purchasing" agents



for the entire enterprise handling such activities as
advertising, borrow ng, health insurance, etc.

All three countries currently classify type 1, operating units,
to industries based on their primary activity, while type 2,
auxiliaries, are classified based on the industry classification
of the establishnents they serve--not the auxiliaries' primry
activity. To put it another way, operating units are classified
strictly on the basis of what they do, while auxiliaries are
classified based on for whomthey do it--the classification of
the industries they serve.' Thus, for auxiliaries, establishnent
ownership, which is ignored for the classification of operating
units, becones an essential conmponent for classifying the unit.
These classification principles for operating and auxiliary units
are endorsed in |ISIC and the SNA

The traditional treatnment of auxiliary units inplies that captive
servi ces-produci ng establishnents should be treated differently
from captive goods-produci ng establishnents. For exanple, an

aut onobi | e producer that has a conputer services establishnent
that perforns services for its autonobile assenbly plants wll be
classified in the autonobile industry. However, if it has a
captive autonotive hose and belting establishnent, that
establishment will be classified into the rubber and plastic hose
and belting industry, and not into the autonobile assenbly

i ndustry.

Why shoul d captive goods and services be treated dissimlarly?
This is a major issue for industrial classification and for

NAI CS. The present paper is intended to facilitate a "fresh
slate" review of the treatnent of auxiliaries in industrial
classifications, as part of the NAICS conprehensive review of

i ssues that arise in industrial classifications.

The inmmedi ately follow ng section shows that quite different
classifications of auxiliaries presently exist in the three North
American countries, even though they all follow the principle
that auxiliaries should be classified according to the industry
they serve. The second follow ng section explains the history of
the classification of auxiliaries, using primarily the U S,
record. Both sections illustrate the problens with the industry-
served principle of classifying auxiliary units.

! In addition to classifying auxiliaries on the basis of

whom t hey serve, the three countries also classify their
auxiliaries, inalimted way, on the basis of what they do, or
to say it another way, the activity perforned.
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Treatnent of Auxiliaries in the Three North Anerican Countries

Al though the three countries all in principle classify
auxiliaries to the industry served, the application of the
principle is not consistent. D fferences result fromthe
fol | ow ng:

1. The activities regarded as auxiliary (see table 1). For
exanpl e, manufacturers' sales offices are regarded as
operating units in Mexico and the United States, but as
auxiliaries in Canada. Biological, chemcal, and other
research | aboratories and R&D units are operating units in
Mexico and auxiliaries in Canada and the United States (with
t he exception of aerospace R& units which the United States
treats as operating units).

2. The criteria used to distinguish an auxiliary
establishnment (see table 2). For exanple, in the U S. an
auxi liary may have receipts or billings and still be
considered an auxiliary, because it is primarily providing
support services for other establishnments of the sane
conpany. Thus it would be classified based on the primary
activity of the industry it serves. In Mexico, no
establishment with receipts is treated as an auxiliary. In
Canada, if an establishnment has receipts or interna
billings, it is treated as an operating unit.

3. The industry detail existing in the classification
system For exanple, both Mexico and Canada cl assify
auxiliaries to detailed industries. Inthe US., it is
often inpossible to classify auxiliary units bel ow the

i ndustry group | evel, because the establishnents they serve
are classified into several different industries. This
problemis particularly severe for |arge conglonerate
enterprises that may have establishments that operate in
several sectors of the econony.

A detail ed description of U S. guidelines for identifying and
classifying auxiliary units is provided in the U.S. Standard
I ndustrial Cdassification Manual and the Bureau of the Census
publication, 1992 Industry and Product C assification Manual.




TABLE 1 - AUXI LI ARY ACTI VI TI ES AND COUNTRY

Table 1 is a partial list of support activities that can be
performed at a separate establishnent. The activities listed are
treated differently by at | east one of the three countries.
O=operating unit, A=auxiliary unit.

Activity Uni t ed
St at es Mexi co | Canada
Mgr's sales offices not hol ding O O A
i nventories
Goods produci ng establishnents O aA O
Bi ol ogi cal research facilities A ©) A
Chem cal | aboratories A O] A
Engi neering | aboratories A ©) A
Food research/testing | aboratories A ©) A
| ndustrial |aboratories Al O ©) A
Laboratories testing products A O ©) A
Research | aboratories Al O ©) A
Testing facilities A O ©) A
Long di stance trucking, stevedoring, |O A A
wat er transportation, or pipelines
TABLE 2 - DI STI NGUI SHI NG AUXI LI ARl ES

Auxi | iary United States | Mexico Canada
Characteristics
Physi cal May be at Must be a May be at sane
| ocati on sanme | ocation |separate | ocation as

as anot her | ocati on anot her

activity activity




Sal es May have Absol utely no No sal es or
sales as well |receipts billings

as billings
to ot her
units or
conpani es

Because of the special classification treatnent that is currently
given to auxiliary or ancillary units, these units nmay affect the
statistics for practically every industry in the classification
system Thus differences in the classification practices
regardi ng these units can have a substantial inpact on the
international conparability of industry statistics and tine
series. Therefore, the NAICS goal of industry conparability
across North Anerican econom cs required that the classification
of auxiliaries be reviewed.

Hi story of Treatnment of Auxiliaries in the United States

Understanding the present treatnent of auxiliaries is facilitated
by review ng the historical precedents. Though this history may
differ in other countries, we suspect that there are elenents in
common.

Early H story.-- Prior to 1925, the Census of Manufactures

i ndustry statistics included an allocation of the personnel and
expenses of central offices to each of the individual

manuf acturing industries. This practice was |later discontinued
and the central office activity was recorded only in the
aggregate for all manufacturing. The SIC for the late 30's

i ncluded two major groups for auxiliaries: one nmajor group for
central adm nistrative offices and one for all other auxiliary
units. According to a Census Bureau internal neno these nmgjor
groups were abolished in subsequent SIC editions because of the
relatively small size of the groups and because they were not
considered to be very nmeaningful industries, at |east as far as
production statistics were concer ned.

Prior to 1940, nost U S. economc activity occurred with a high
degree of autonony at a single physical |ocation or operating
establi shment of a conpany, whether or not that conpany was
conprised of one or nore |ocations. Separate support
establishments existed to a limted extent and their
classification had little inpact on the overall quality of
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industrial statistics. Auxiliary units were typically adjacent
departnents or facilities of an establishnent. Although
differing in nature fromthe major activity of the establishnent,
these units' sole function was to facilitate the perfornmance of
that major activity.

The early U S. SIC nmanual took the position that support
activities perforned at separate | ocations should be classified
with the industry they served. For manufacturing industries, the
1945 SI C Manual stated: "Auxiliary units, such as power plants,

| aboratories, repair shops, garages, or warehouses, operated by a
manuf acturi ng establishnment for its own use, are classified
according to the primary activity of the manufacturing

est abl i shment . Central and district adm nistrative offices are
i ncluded with the manufacturing establishnment when they are not
primarily whol esal e outl ets" (enphasis supplied). The basic
reasoni ng behind this treatnent seens to be the notion that the
collection unit should capture all the inportant inputs
associated wth production (in manufacturing). Thus the inputs
of the captive power plant which provides energy for

manuf acturi ng production nust be included, as is purchased

energy. It should be noted that the major focus of data
collection efforts during this period was on manufacturing. Sone
statistics, total receipts, enploynent and payroll, were

coll ected for sel ected nonmanufacturing industries, but these
were by no neans conprehensi ve.

1950 and After.-- In the 1950's, the U S. Bureau of the Budget
reopened the question of the appropriate presentation of
statistics for central admi nistrative offices and auxiliaries
because it was noted that statistics published by different
gover nment agenci es were not conparabl e. Furthernore, the
agenci es expressed concern over a nunber of statistical problens
t hat had becone evident due to the failure of the SIC manual to
state a basic concept for identifying auxiliary units. For

i nstance, Bureau of Labor Statistics noted that if the SIC

gui delines as stated in the manual at that tine were followed, a
| abel printing plant of a chem cal concern could have been
classified in chem cal s.

The Technical Commttee on Standard Industrial Cassification was
directed to deal with this problemfor the 1954 SIC revi sion.

The di scussions focused on the classification of economc
activity at an establishnment totally dedicated to output produced
at another | ocation of the sane conpany. The key questions were:
Shoul d its output be independently classified and val ued, or
should it be accounted for as value added in the final good
produced? And, if counted as value added in the industry of the
rel ated operating establishnment, was this in violation of the
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stated Ofice of Managenent and Budget cl assification principle

that "...ownership should be disregarded in the definition of the
reporting unit..."? Also if the value of the auxiliary activity

were not traded directly in the marketplace, should it have any
econom c value in the industry classification of its own
activity?

Most of the subsequent discussion centered on how t he enpl oynent
and wages for auxiliary units should be classified. Those who
believed that the classification rules for auxiliaries should not
be changed argued that these establishnents did not have

i ndependent status and were not thought of by the trade or

i ndustry as belonging to the industries they would be assigned if
t hat assi gnnent were based on the activity perforned by the
establishments thensel ves. Advocates for changing the
classification rules held that in the past manufacturing,
retailing, repairing, and auxiliary activities frequently were
carried on at the sane tine at the sane | ocation. However, by
the m d-20th century, conpanies had begun to specialize, and
auxiliary activities had noved off site and assumed i ndependent
econom ¢ value. Therefore, auxiliaries that nmet the definition
of a separate establishnent shoul d be assigned industry codes
according to products nade or services rendered, and w thout
regard to ownership. These views were expressed in a Census

Bur eau i ntrabureau nmenorandum of Decenber 4, 1953, from Messrs.
Maxwel | R Conklin and Julius Shiskin to Messrs. Howard C.
Gieves and Morris H Hansen entitled "C assification and
Tabul ati on of Central Adm nistrative Ofices and Auxiliaries
Recogni zed as Separate Establishnments.™

The final decision was to | eave the basic treatnent of

auxi liaries unchanged, but to clarify the definition and criteria
for classifying the establishnents. Although the establishnment
as the classification unit had originally been chosen to
elimnate ownership as a factor in conpiling and reporting

i ndustry statistics, the classification of auxiliaries would
continue to be based on ownership. This inconsistency seens to
have created problens fromthe very start.

The 1957 and subsequent SIC revisions continued to refine the
rules for auxiliary classification wthout changing the initial
decision to classify auxiliaries in the industry of the
establishment they served. For clarification, it was specified
that auxiliaries were non-goods produci ng establishnments. Thus,
separate units engaged in a manufacturing activity would not be
treated as auxiliaries, but should be coded on the basis of the
activity performed. The 1957 SIC Manual included a separate
section on auxiliary units and how they shoul d be coded.



Recent Factors Conplicating the Identification and C assification
of Auxiliaries.-- As production activities have becone nore

di verse, conplex, and integrated, the classification of auxiliary
operations has taken on nore and nore qualifiers. For exanple:

e |f the activity was a construction or manufacturing
operation, producing an internedi ate product for its own
conpany's consunption, it was counted as an operating
establishment and classified according to its own output.
Thus a captive autonobile stanmping plant was classified in the
aut onobi | e stanpi ng i ndustry.

e |f the activity was essential to the final product but it did
not produce a physical conponent of the final product, it was
counted as an auxiliary and classified in the industry of the
final product. Thus a parts distribution warehouse for an
aut onobi | e manufacturer was classified in the autonobile
i ndustry.

e |f there was auxiliary-type activity distinct fromthe
manufacturing or mning activity at the sane |ocation as the
operating establishnment, two establishnents were enunerated,
one as auxiliary and one as operating, but both were
classified into the industry of the operating establishment.
Thus the headquarters or central office |ocated at an
aut onobi |l e assenbly plant was treated as a separate unit and
was classified in the autonobile assenbly industry.

For establishnments where distinct and separate econom c
activities were perforned at a single physical |ocation (such as
construction activities carried out at of the same physi cal

| ocation as a lunber yard), each activity was treated as a
separate establishnent, rather than a secondary product. This
treatnment also applied to a unit that perfornmed auxiliary
activities at the same physical |ocation as an operating unit.
The two units were considered separate establishnments if all of
the foll ow ng conditions were net:

(1) Separate reports can be prepared for each unit on nunber
of enpl oyees, wages or sal aries, sales or receipts, or other
types of establishnment data; and

(2) the unit that perforns auxiliary activities serves other
establi shnents of the sanme enterprise; and

(3) enploynment is significant for both units.

Anot her recent phenonena that has conplicated classification was
t he emergence of a new type of economic activity called "central
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managenent . " These establishnments were unique. The type of
personnel enployed and the service perforned were generic and
could transfer from servicing a manufacturing operation, to a
retailer, to a governnent operation with little or no conversion
costs. The geographic |ocations of central managenent units
tended to be simlar, usually appearing in or near large cities,
and unrelated to the location of the activity serviced. As a
result, for exanple, users of the U S. econom c censuses are
typically surprised to find mning industries enploynent in
Washi ngton, D.C., which has no mning activity.

Wth the energence of diversified conpani es and congl oner at es,
where the auxiliary establishnment provided support to several,
totally unrelated, outputs of the conpany, the problem of coding
the auxiliary to a specific 4-digit SIC industry becane further
conplicated. Because of these problens, Census decided to
classify and publish auxiliary data at a 3- or 2-digit SIC |evel
only. Even this is a problemfor conglonerate corporations that
spread across several sectors of the econony.

As the goods- producing econom c activities in the econony becane
nore conplex, so did the statistical problens. The cost of

i nputs which were not production-worker related and not
materially part of the output were becom ng nore significant.
These costs were reflected in the value of the product shipped
whet her performed at the sanme establishnent or not. However,
when these costs were incurred at the | ocati on where the good was
produced, the specific expenses associated with the costs, i.e.
enpl oynent and payroll. etc. were included in industry
statistics for the expenses of the operating establishnment, as
published in the Census of Manufactures. Wen these costs were
incurred at separate |locations--which was true for |arge
conpani es where the trend was for these auxiliary or support-type
activities to occur at |ocations physically separated fromthe
operating establishnment--the costs, i.e. enploynent and payr ol
were not included in the expenses of the operating establishment.
This om ssion becane a statistical problemand an attenpt was
made to include the payroll enploynent of nmanufacturing
auxiliaries in the manufacturing industry statistics.
Classification at the 4-digit SIC |level was often inpossible.

Still nore statistical conplications occurred as auxiliaries,

whi ch historically had no receipts, found thenselves in the
position where sone offices were able to exploit their auxiliary
function capabilities by selling their services on the open

mar ket, after the intra-conpany needs were accommbdated. Now the
units were not only engaged in support services but were
providing services in the market as well. The Bureau of the
Census conpared enpl oynent and payroll to receipts to determ ne
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if these establishnents were operating or auxiliaries. A high
ratio indicated that the units enploynent was prinmarily engaged
i n support operations. According to Census Bureau data for 1987,

auxiliaries had $64 billion dollars of receipts fromcustoners
outside their parent conpany. By 1992, the receipts of
auxiliaries had growmn to $141 billion dollars, meking these

support establishnents one of the fastest grow ng services
providers in the econony.

For data users, there can be inconsistencies in published
statistics due to differing treatnents of auxiliary data
especially if nore than one data source is used in the anal ysis.
In the U S., the BLS publishes wage and enpl oynent information by
SIC for all industries excluding agriculture and public

adm nistration. The published industry statistics include data
for both operating and auxiliary establishnents classified to a
particular 4-digit SIC.  Separate wage and enpl oynent data for
operating establishnents only, or for auxiliaries only, are not
tabulated. In contrast, the Census Bureau, which publishes

recei pts and expenditures information by SIC for all industries
excluding agricultural services, railroads, and public

adm nistration, follows a different rule. The Census Bureau's
publ i shed industry statistics do not always include data for both
operating and auxiliary establishnents.

As a result of the difficulties in classifying auxiliaries,
substantial differences exist in BLS and Census data. (See table
3). For exanple, in manufacturing Census reports over a half
mllion nore workers in auxiliaries than does BLS (1 1/3 mllion
workers in Census data, 3/4 mllion in BLS). W do not know if
those half mllion workers are classified by BLS into operating
units in manufacturing, or into sone other industries. For FIRE
and for Services, for exanple, BLS counts of auxiliary enploynment
exceed these reported by Census. Overall, Census reported 3.3
mllion workers in auxiliary units, BLS reported 2.4 mllion.
Because the two agencies classify auxiliaries on the basis of
different information, and because information on the industry
served is not always the best quality (response rates to
auxiliary questionnaires are relatively poor, for exanple), the
distribution of differences in the two agencies' classifications
are probably conplex. These differences contribute to overal

di fferences in enploynent reported by the two agenci es and may
even account for a substantial portion of the difference.
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Tabl e 3. Conparison of Census and BLS Auxiliary Data

The statistical inplications of the differences noted in these
tables are difficult to assess. However, the data support the
notion that the dual criteria classification technique and

i npl enmentati on procedures in general can |l ead to inconsistent

i ndustry data because consistent inplenentation is difficult.

Tabl e 3a. Nunber of Auxiliary Establishnments by Industry
1994 Census 1994 BLS
Est abl i shnent s Est abl i shnment s
M ni ng 1136 589
Construction 417 2206
Manuf act uri ng 11611 7811
Transportation 2817 3576
Wol esal e Trade 5718 6533
Retail Trade 16057 12323
FI RE 1432 5289
Servi ces 9534 13207
Tot al 48, 722 52,230
Tabl e 3b. Conparison of Census and BLS Auxiliary Enpl oynent by
| ndustry
1994 Census 1994 BLS Enpl oynent
Enpl oynent
M ni ng 85275 17102
Construction 19468 38768
Manuf act uri ng 1303701 723278
Transportation 173796 171799
Wol esal e Trade 329591 173946
Retail Trade 845487 499180
FI RE 73558 283321
Servi ces 459984 507828
Tot al 3290860 2415222
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| ssues and Options Regarding the Treatnent of Auxiliary
(Ancillary) Units in NAICS--In revisiting this issue, it was felt
that the follow ng pertinent facts needed to be taken into
account :

1. In the United States, there is a long history of problens
associated with the current treatnent of auxiliaries which
have not as yet been resol ved.

2. In the three North American countries differences in the
application of the "industry-served" principle create non-
conpar abl e dat a.

3. The needs for statistics today are different from what
they were in the 1950's. In an earlier day, statistics on
manuf acturing were regarded as primary. Today, nost advanced
econom es are services econonmes, and the "industry-served"
treatment of services auxiliary units has the effect of hiding
part of the shift to a services econony.

For NAICS, it was agreed that the classification systemwould be
based on a production-oriented or supply-based concept ual
framewor k. According to ECPC i ssues paper #1 on concept ual
framewor ks (Federal Reqgister, July 26, 1994), production units
are to be grouped according to simlarities in their production
process.

Five treatnent options for auxiliary units were subsequently
identified:

1. Status Quo--Each country would continue defining and
classifying auxiliary units as is their current practice.

2. Designate a unit as an auxiliary only when it has neither
recei pts nor billings.

3. Keep current treatnment, but have a three country agreenent
as to what activities would be considered auxiliary.

4. Keep current treatnent, but have a three country agreenent

as to what activities would be considered auxiliary (as in

option 3) and add a NAICS industry for Head Ofices.

5. Cassify all units on the basis of the activity perforned.
For NAICS, the key question that needs to be considered in
regards to auxiliaries is: \Wat treatnent for these
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establishnents is nost consistent with the econom ¢ concept for
NAI CS?

The five treatnent options for auxiliaries each has advant ages
and di sadvantages. These are:

1. Status Quo--Each country would continue defining and
classifying auxiliary units as is their current practice.

a. Advantages-No additional work required. Industry tinme
series woul d not be affected.

b. Disadvantages-(1) A consistent classification principle
is not used throughout the whole system Goods producers are
classified based on what they do, even if they produce only
for other units of the sane conpany; service producers are
classified based on what they do if they sell to others, but
on whom they serve if they only supply other units of the sane
conpany. (2) Based on current practices, the scope of
certain NAICS producing industries would not be conparable
anong the three countries, i.e. research and devel opnent,
trucki ng, wholesale trade industries. (See earlier table 1.)
(3) Wthinthe United States, statistical inconsistencies

bet ween agencies in regard to classifying these units woul d
continue. For data users, this would further conplicate
achieving North Anerican conparability. (See earlier table 3.)

2. Designate a unit as an auxiliary only when it has neither
recei pts nor billings.

a. Advantages-(1) This change would inprove conparability
anong the three countries sonewhat because it woul d nove the
United States in the direction of Canada and Mexi co.

Currently, in the United States, over 14% of the units
classified as auxiliaries have receipts, or sales. These
units accounted for 20 percent of the enploynent in
auxiliaries. According to the 1992 Census, the receipts of
auxiliaries were $141 billion dollars. (2) This change would
not require inputing output when there are no receipts.

b. D sadvantages-The U S. statistical systemis not
centralized. Agencies independently classify units. Under
the current system the Bureau of Labor Statistics does not
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currently have the necessary information to classify according
to receipts, though it could possibly obtain it in the future,
and probably could not obtain information on intra-conpany
billings. For this reason, the U S. mght have difficulty
followng this rule, though Canada can.

Keep current treatnent, but have a three country agreenent as
to what activities would be considered auxiliary.

a. Advant ages- NAI CS produci ng industries would be
consistently defined between the three countries. Tine series
changes woul d occur only for those cases where units are being
redefi ned between auxiliary and operating.

b. Disadvantage-(1l) The U S. experience indicates that
consistent definitions for auxiliary activities and producing
i ndustries do not necessarily lead to conparable statistics.
In the U S., both the Bureau of the Census (Census) and the
Bureau of Labor Statistics (BLS) follow the SIC guidelines for
classifying units, however, their data are not consistent.
(See earlier table 3.) (2) The current practice requires that
auxiliary units be coded based on the classification for the

i ndustry they serve. The U S. Census does not classify
auxiliaries to 4-digit SIC because many of these units serve
many SIC s. Force classifying such units wll cause
distortions in the statistics for industries. (3) A
consistent classification principle is not used throughout the
whol e system  (Goods producers are classified based on what
they do, even if they produce only for other units of the sane
conpany; service producers are classified based on what they
do if they sell to others, but on whomthey serve if they
only supply other units of the sanme conpany.

Keep current treatnent but have a three country agreenent as
to what activities would be considered auxiliary (as in option
3) and add a NAICS industry for Head O fices.

a. Advantages-(1l) Since Head offices often serve
establishnments in nore than one industry, the creation of a
separate NAICS industry for themwould elimnate the need to
force code a |l arge segnent of auxiliaries. (2) The inclusion
of an industry in NAICS for Head O fices inproves industry
geographic statistics. Under the current practice, the State
of Delaware is shown as a |arge chem cal producer because the
chem cal producer's headquarters units are |ocated there.
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b. Disadvantages-(1) As for option 3, the U S. experience

i ndi cates that consistent definitions for auxiliary activities
and producing industries do not necessarily |lead to conparable
statistics. In the US., both the Bureau of the Census
(Census) and the Bureau of Labor Statistics (BLS) followthe
SIC guidelines for classifying units, however, their data are
not consistent. (See earlier table 3.) (2) Creating a Head
O fice industry in NAICS while still maintaining the auxiliary
activity distinction in the classification systemis a
problem Al NAICS classifications are for producing units.
Are Head O fices to be considered producing units? If so, the
concept of support verses producing activities becones very

bl urred when you nmake this leap. (3) This treatnent woul d
have a significant inpact on tine series. (Table 4 shows the
i npact of the change on U S. enploynent statistics).

Manuf acturi ng enpl oynent woul d show t he nost significant
decline, 1.2 mllion using the Census statistics. The decline
woul d be only 1/2 as great, or .7 mllion, using BLS
statistics. Service industries (including CAOs) and the
transportation industries would both show increases in

enpl oynent .
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Tabl e 4a and b- Tabl e 4a shows the inpact on United States sector
auxiliaries were classified on the
This table

enpl oynent statistics if all
basis of what they do,

rat her than whom t hey serve.

shows the nunber of enployees by sector at auxiliary

establishnents as reported by Census.
figures shows enpl oynent
The | ast col um shows the net
sector enpl oynent.

activity.

The second col um of
redi stributed based on the primary
I npact of the change on
The enpl oynent of CAO s is shown separately.

Table 4a - 1992 Census Enploynent in the United States Rel ated
to the Cassification of Auxiliaries
( Enpl oyees)
Sect or Pr esent Activity Net Change
M neral s 117299 -117299
Construction 17787 -17787
Manuf act uri ng 1253623 - 1253623
Transportation 121977 361509 +239532
Wol esal e 337390 - 337390
Ret ai | 893487 - 893487
FI RE 64412 - 64412
Servi ces 423718 263847 -159071
CAO & Ot her 2604337 +2604337
Tabl e 4b. Census Auxiliary Enploynent by Industry and CAO
Activity, 1992
Al CAO s
M ni ng 117299 91307
Construction 17787 15284
Manuf act uri ng 1253623 761407
Transportation 121977 102768
\Wol esal e Trade 337390 202818
Retail Trade 893487 564362
FI RE 64412 60970
Servi ces 423718 335010
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5. Cassify all units on the basis of the activity perforned.

a. Advantages-(1l) Sinplifies classification and requires | ess
information. (2) Inproves the |ikelihood that the scope and
content of an industry will be the sane even though different
agencies or countries may be classifying the unit. (3) Easy
to explain and understand-there is one principle for
classifying all units. (4) Statistics produced are clearer
and nore neani ngful. The labor figures that this revised
classification treatnent would provide would nore cl osely
reflect the activities perfornmed in the econony. The current
figures are a mxture of activity and ownership principles

Wi th neither portion being independently discernible.

b. Disadvantages-(1) Tine series wll be affected. (See
table 4). (2) A procedure for neasuring or inputing output
woul d need to be provided in order to conpute averages, etc;
i nput ations would be larger and nore difficult than under
option 4.

Summary and Concl usi ons

In the historical sequence of spinning off--or contracting out--
busi ness services from goods producing units (or from any other
econom ¢ producing units), one may distinguish four distinct
stages, corresponding to the |evel of devel opnent of the
enterprise and of the econony.

In the first stage, the function or service is perforned
internally within the manufacturing (or other) unit. Bob
Cratchet sits in the unheated back of Scrooge & Co.'s offices
performng its accounting, bookkeeping, and conputati onal
services. XYZ Mg. Co. enployees, who may have ot her duties as
well, carry out storage and inventory control for this snal
conpany. Though these activities provide essential service
inputs for the operation of the enterprise, no specific or
separate unit exists that can be classified in an industry
classification system and no separate records are kept that
describe the inputs into and outputs froman econom ¢ produci ng
unit.

In the second stage, the conpanies grow | arger and the econony
nore conplex, with increased specialization of economc
functions. Scrooge & Co. and the XYZ Mg. Co. have prospered.
Bob Cratchet has an accounting departnent. The XYZ Mg. Co. sets
up a storage and inventory control branch, under the gui dance of
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a separate manager. But still, no separate records are kept of
these activities, and intraconpany users are not charged
separately for these services. Again, no separate units exi st
that can be classified, and no separate records exi st that would
link the inputs and outputs of these economc activities into
produci ng units.

In the third stage, Scrooge & Co. Ltd, PLC and the XYZ Mg. Corp.
have becone | arge nulti-establishnent enterprises, perhaps
diversified into different industries. Scrooge & Co. has
establ i shed a separate accounting and data services unit, under
Bob Cratchet, Vice President; the XYZ Mg. Corp. has |ong since
set up a separate chain of warehouses to provide storage,
inventory control, and other |ogistics services for its

manuf acturing establishnents, and also as well for its wholesale
distribution and growing chain of retail outlets. Statistical
surveys identify these units, and call them"auxiliaries." These
separate auxiliary units may bill other parts of the corporation
for their services, and Cratchet, for exanple, has discovered
that the sanme efficiencies of his unit that have been so
responsi ble for Scrooge & Co.'s success can now produce services
that can be sold to other enterprises, though his unit still
provi des captive services to Scrooge & Co., Ltd. Cratchet's unit
is a profit center in the Scrooge industrial enpire, and has not
only internal billing records for the services it provides to

ot her parts of Scrooge, but also revenue fromoutside the
conpany. At this point, separate production units exist also for
the auxiliary warehouse establishnents of the XYZ Mg. Corp.
Though substantial inputation for output m ght have to be nade
for sonme of these establishnments, records and data on sal es exi st
for others.

In the fourth stage, increased econom c specialization | eads
enterprises to contract with separatel y-owned accounting and data
processing firms, or to contract for storage, inventory control,
and other logistic services wth independently-owned warehouses.
Scrooge & Co. spins off Data Services, Scrooge and Cratchet as a
separate corporation. The United States, for exanple has private
war ehouses, contract warehouses, and public warehouses, all of

whi ch may do the sanme thing, but the private warehouse serves
only its owning enterprise, whereas the others deal with
enterprises other than their own. Because these independently-
owned establishnments sell their services on the market, al

i ndustry classification systens would treat them as,

respectively, accounting establishnents, or data processing
establ i shments, or warehouse establishnents.

It is quite clear that neither stages 1 nor 2 can or should be
classified in an industry classification systemseparately from
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the user of the services. There is no disagreenent on that.
Al so, everyone agrees that stage 4 establishnents should be
classified to the industry of their own activity.

The real issue to be faced by industry classification systens is:
Where should an industry classification systemfirst recognize
accounting, or data processing, or warehouse, establishnents, and
classify them according to their own econom c activity?

The traditional view of classification systens, and of the SNA,
seens to be: Only draw the |ine at the division between stages 3
and 4. That is, only draw the |ine when ownership of the
producer of the services differs fromthe ownership of the using
establ i shnment .

The question we pose in this paper is: Wy not classify these
establ i shnents separately when they nove to stage 3, the first
stage that these auxiliary services are provided by a separate
establishnment, and the first stage where separate records can be
obtained to inpute or neasure their sales receipts?

Qur argunent for drawing the |line between stages 2 and 3, rather
t han between stages 3 and 4, has four parts.

One, for an industry system based on an econom ¢ concept, al
classification units nust be treated equivalently according to
the concept. The production concept adopted for NAICS requires
that establishnents that have sim |l ar production processes be

pl aced in the sane industry. It nakes |ittle econom c sense to
put sonme warehouses in the retail trade industry because they are
owned and provide services to grocery store chains, to put other
war ehouses in the manufacturing sector because they are owned by
and provi de warehousing services to manufacturers, and to put

ot her warehouses (which may al so provi de services to grocery
stores and to manufacturing enterprises) in a separate

war ehousi ng i ndustry solely because they are not owned by their
clients. W want the manufacturing sector of the econony to
descri be manufacturing activities, the retailing sector of the
econony to describe retailing activities, and the warehousing
sector in NAICS to descri be warehousing. The econom c activities
that actually exist in the econony are best depicted if auxiliary
establishments are classified to the industry of their activity,
and not the industry of their clients.

Second, the major reason why we in the United States (and, we
believe, in the rest of the world) now classify auxiliaries to
the industry served is historical. The practice began | ong ago,
when it was thought that only manufacturing (or primarily

manuf acturing) mattered, and data collection on service
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i ndustries were fragnentary and sonewhat of an afterthought to
the main programof industry statistics. (And historically,
codi ng auxiliaries of manufacturing enterprises to manufacturing
assured that data would be collected on them since there was
little systematic collection of services industries.) That tine
has | ong since passed. It was probably not even current in the
early 1950's, when the question of auxiliaries was |ast seriously
di scussed in the United States. Watever the historical reasons
for the present practice, they do not apply to a nodern econony,
nor to a nodern statistical program

Sone opposition to changing the treatnent of auxiliaries arises
out of reluctance to break historical tine series. Though we
recogni ze that preserving tine series has its own value, that is
not the basic issue here. The four-stage scenario depicted above
i nevitably generates a natural break in tine series at sone

poi nt, as business services of the type provided by auxiliaries
are in the process of being spun off and contracted out--that is,
as the econony changes fromconditions of the "old days" when
these services were perforned within the plant. Drawing the |ine
bet ween stages 2 and 3 picks up these real econom c devel opnents
sooner than would be the case if the line were drawn between
stages 3 and 4. The tine series is broken naturally, in any
case. W believe it is nore realistic to pick up the energing
services activities between stages 2 and 3 (or in other words as
early as they can be recogni zed as separate activities), rather
than (as would be the case by drawing the |ine between stages 3
and 4) as |ate as possible.

W have al so heard the argunent that one should not advance the
line fromthe present stage 3/4 to the position we advocate,
nanmely stage 2/ 3, because one cannot go even further. One should
not classify auxiliaries into their own industry, it is argued,
because sone of those sane activities will still remain in

manuf acturing and other industries. This argunent seens to us

m sconcei ved. There are always activities--secondary products,
production of inputs for own use, and so forth--carried on within
econom c units that are not their primary activities. A foundry
i ndustry, for exanple, is not intended to capture every casting
made in the econony, it is intended to group together the
econom c activities of establishnents that are primarily
foundries. Simlarly, an accounting industry, or a data services
industry, is not intended to capture every piece of accounting
that is done in the econony, or every single calculation that is
executed. Nor is a warehouse industry intended to capture every
bit of storage that takes place in an economy. An accounting

i ndustry groups establishnents that are primarily accounting
establishments, and a warehouse industry groups establishnments
that are primarily warehouses.
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Qur third argunent in favor of drawing the |ine between stages 3
and 4 is that the past attenpt to classify auxiliaries to the

i ndustry served has shown itself increasingly unworkable in a
nmodern econony. This is detailed in the paper. Even within one
country's statistical establishnents, the "industry served" rule
for classifying establishnments has created inconsistent data. It
is hard for us to believe that any |l ess inconsistency is created
by applying the sane rule across the statistical systens of
different countries. These inconsistencies created by the

i ndustry served rule are pragmatic reasons for abandoni ng that
rul e.

Fourth, the nmajor problens created by classifying auxiliaries to
their own industry arise when data on receipts are either

m ssing, or account for too small a part of the establishnent's
total activity to be considered representative, or where internal
billing for intraconpany use of auxiliary services is either not
the enterprise practice or transfer prices are not realistic

val uations. W recognize these problens, and that they are
substantial. W do not believe they are substantially greater
than the problens in inputing the value of captive goods
produci ng establishnments (which i nputations are perforned
routinely), aside fromthe fact that neasuring services is, in
general, nore difficult than neasuring goods.

I n concl usion, we believe that the econom c argunents justify
classifying auxiliaries to the industry of their own activity,
and that the nmajor reason why statistical systens classify them
to the industry served arise fromhistorical conditions that no
| onger apply to a nobdern econony.
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