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Summary
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. Introduction

1. As more production processes span nhational kaies] international trade has
grown in intellectual property products (IPPs) suabh software and research and
development. The need to capture these flows hasrgeas a result of decisions taken in
the 1993 System of National Accounts (SNA) to dfgssoftware and databases as fixed
assets, and the 2008 SNA to similarly classifyréwults of research and development.

2. The difficulty however is that little is knowrbaut the size and extent of the

international flows of intellectual property andated income streams. Multinationals are
able to exchange and use intellectual property yptsdacross national borders, and the
corresponding payments are rarely recorded. Pawmnfemt use are more likely to be

observed as property income flows back to the par@mpany.

3. The problem of recording of transactions inwafe between affiliates has existed
since the changes in the 1993 SNA were introdu€kd.recognition in the 2008 SNA that
research and development (R&D) should also beetdeas an asset has increased the size
of this problem.

4. The recording of these transactions as propecyme rather than payments for, or
for the use of, an asset has an impact on a nuwfbenportant economic aggregates,
including:

(@) gross domestic product (GDP); gross nationabrime (GNI), imports and
exports of trade in services;

And the non-recognition of the IPPs as assetstafgstimates of:
(b)  GDP, gross fixed capital formation (GFCF) aagital stock.

5. The issue is not confined to transactions betwafdiliates. Correctly recording
transactions in IPPs between non-affiliated urdgts &lso been difficult since the 1993 SNA
was introduced. This reflected the internationatlér classification systems in use at the
time, which did not contain a sufficiently detailptbduct breakdown of IPPs. This meant
that many transactions were grouped under the rotbgalty and license fee®8PM5
category:

‘...the authorised use of intangible, non-producedn-financial assets and
proprietary rights (such as patents, copyrightsdandustrial processes and designs) and
with the use, through licensing agreements, of pced originals or prototypes (such as
manuscripts, computer programs, and cinematograpiuirks and sound recording)....

6. The lack of a breakdown by type of royalty (arjtular the inability to differentiate
between transactions in produced and non-producedinancial assets) affected estimates
of GDP and GFCF. And in the latter case, estimatese affected even if GDP was
correctly recorded (reflecting the fact that in mamuntries supply-methods are used to
estimate GFCF).

7. Improvements are however being made in this. dRexisions to the Manual on
Statistics of International Trade in Services (MS)Tnd the associated Extended Balance
of Payments Services Classification (EBOPS) incladenore detailed breakdown of
intellectual property products, and this is desaiin more detail below.

8. Given their differences, this chapter separagsymines the issues related to trade
between affiliates and trade between non-affiliates
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How big is the problem?

[Absolute figures from international trade in IPRdl be inserted.]

9. It is not possible to provide a definitive answe this question given the difficulty
within current statistical collection systems tentify these flows. But the circumstantial
evidence supports the premise that the size isfisigmt.

10. For example, trade in “other royalties and Hem fees” reflects a significant

proportion of activity in countries such as Irelaamd the Slovak Republic. This is shown
in the Figure 1. Although the shares are lowertlrepcountries, for example 0.5 per cent
for exports in the United States, they are nofgini§icant in absolute terms.

Figure 1: Imports and Exports it 'other royalties and license fees
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11. It is likely however that many transactionspayments for the use of IPP are
missing, as for many countries no transactionsracerded within this category (other

royalties and license fees). Moreover, the cate@self may not contain all transactions

related to the use of IPPs; particularly the useresiearch and development originals
between affiliates. The figures for Ireland and 8ievak Republic, where a large number
of hi-tech multinationals have set up base, do ssgbowever that transactions between
affiliates are in part recorded.

12.  Comparing the figures for these two countrieappears that differences caused by
a lack of detailed classification systems ariser €&ample, Ireland has relatively low
exports of ‘other royalty etc’ services comparedtsamport figures, and compared to the
Slovak Republic. On the other hand, Ireland’s trdefcit in this area is entirely offset by
its surplus in ‘computer and information servicesvhereas the Slovak Republic has a net
deficit in this product.

13. Another way of looking at the problem, or rathige potential scale of the problem,
albeit in an exaggerated way, is to consider the sf primary income flows receivable
from and payable to the rest of the world. (seeaifeéi@®). Clearly such an analysis overstates
the potential size of the problem since these flowger considerably more transactions
than just those related to transactions in IPPsvdmn affiliates alone — imputed or
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otherwise. But for some countries, such as Irelamdere one might expect significant
flows between affiliates to occur, the scale isigigant enough to note that even if only a
relatively small percentage of these flows reldtetransactions in IPPs between affiliates,
the impact on GDP could be considerable, dependimbow these flows were eventually
recorded (it is possible for example, as showrr Jatecontinue to record the flows in their
current form without seriously compromising the @outs).

Figure 2: Primary incomes receivable from and payable to the rest of the
world - % of GDP, 2007
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14.  The following sections elaborate on the issaed so far.

Statistical treatment recommended in internatonal
standards

International Trade Classification Systems andPPs

15.  The 2008 SNA recognizes five categories oflettual property assets:
(a) Research and development;
by . Mineral exploration and evaluation;
(c) Computer software and databases;
(d)  Entertainment, literary and artistic originasid
(e)  Other IPPs.

16.  With the exception of mineral exploration anehlaation, IPPs are subject to
substantial international trade. Commonly, the dradlates to copies of IPPs, such as
packaged software, and musical and film recordingshe services provided by them but
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trade in originals, such as R&D, can be importaBiven their importance, and the
widespread use of the supply-side approach to aBti;mGFCF, the accurate measurement
of exports and imports of IPPs is necessary toymedigh quality estimates of GFCF and
GDP in the national accounts.

17. Transactions in originals and copies of IPPsl, WP services, are recorded in the
goods and services account of the balance of pagm@&OP). Chapter 10 of the Sixth
Edition of the Balance of Payments and Internatibmeestment Position Manual (BPM®6)
describes the categories in which they are recorddw level of detail at which
international transactions in IPPs are currentlifected is not sufficient for measuring
GFCF in these assets using supply-side methods.

18.  This situation is further complicated by thectfahat IPPs can have a dual
categorisation — both as goods or services, depgna the mode with which they are
transported. This means that the data requiredotopide total imports, and therefore
GFCF, of a particular IPP category such as softwewees from two different collection
sources.

19.  One of the most important sources for estingaititernational trade in services are
surveys conducted in accordance with the Manuabtaistics of International Trade in
Services (MSITS). The 2002 edition of this manwudijch is consistent with both the 1993
SNA and BPMS5, includes the Extended Balance of Raym Services Classification
(EBOPS). The text below, which looks at the threairmtypes of IPP that are
internationally traded, describes why the breakdawo product groups currently defined
in this classification system is often not suffidiéor national accounts purposes However,
revisions to both EBOPS and the MSITS have recérggn agreed, which should improve
the situation. These changes, including a full dpson of the relevant classification
structure within EBOPS for IPPs, are describedwelo

Computer software and databases

20.  The supply-side approach to estimating GFCHires that a breakdown of products
is possible between those destined for intermediatsumption and those for GFCF. Such
a breakdown has been developed conceptually asnsimsummary detail below (with the
entry in brackets reflecting the conceptual desiimacategory). More detailed information
can be found in the OECD Handbook on Deriving Gapiteasures of Intellectual Property
Products. Computer software and databases caefdherbe broken down into the
following categories:

(@)  Customized software and non-customized origi(@FCF)

(b)  Non-customized software — outright sales ofies@nd long-term (more than
one year) licences to use (GFCF)

(c)  Non-customized software — short-term (one yedess) licences to use (IC)

(d)  Non-customized software - licences to reprod(resembling an operating
lease) (IC)

(e) Non-customized software - licences to reprodgnet resembling an
operating lease) (GFCF)

) Hardware and software consultancy, implemeatatiand installation
services; analysis, design and programming of systeady to use (GFCF)

() Repairs and maintenance of computers and pm@pd) data recovery
services, provision of advice on matters relatednnagement of computer resources;
systems maintenance and other support serviceh, aidraining; data processing; web
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page hosting services; provision of applicatiorustimg clients’ applications, and computer
facilities management (IC).

21.  However, the product breakdown currently predidn the MSITS (2002) is at a
more aggregate level. The current (2002) versiothefEBOPS classification contains a
specific classification for Computer Services buthwno further breakdown. It does not
capture trade in Licences to use non-customisedugte provided on disks, etc. and which
convey perpetual use, which are instead recordetlade in goods rather than trade in
services. Neither does it capture licenses to cepre software separately, as they are
included in the more general heading of “Other Rigsand License fees

22. The new MSITS (2010), and corresponding EBAR8e been developed to better
accommodate the needs of the national accountssmegard. At its March 2009 meeting,
the Interagency Task Force on Statistics of Intgonal Trade (TFSITS) approved a
number of changes to the EBOPS classification. @haffecting the measurement of
software are introduced as follows:

(&) A separate category, Licenses to reproduceoaditribute software, within
Charges for the use of intellectual property (poesly referred to as Royalties and License
fees).

(b) A breakdown of Computer Services into Compugeftware and Other
computer services, with a further of-which item fttve former, reflecting software
originals.

(c)  The inclusion of a supplementary item Compusaftware Transactions
(which includes licenses to reproduce/distributeftvemre, computer software and
importantly, transactions in computer software ggod

(d)  The inclusion of a further supplementary iteitethses to use computer
software (which includes all licenses to use compsibftware, irrespective of whether they
are classified as goods or services).

23.  Such a breakdown should enable data collet¢tidmprove the quality of supply-
based methods of GFCF.

2. Entertainment, literary and artistic originals (Audiovisual products)

24.  As for computer software, MSITS (2002) contageneral product categories for
audiovisual products such as “Audiovisual and eglagervices” and “Royalties and License
fees”.

25. A product breakdown is needed that facilitatepply-based estimates of GFCF,.
Fortunately, as with software, planned and agregisions to the EBOPS will improve the
situation here. Those affecting the measuremeatidiovisual products are as follows:

(&) A separate category, Licenses to reproduceoaudtribute audiovisual and
related services, within Charges for the use @lliettual property.

(b) A breakdown of Audiovisual services into Audi&wal products and Other
audiovisual services, with a further of-which itdor the former, reflecting Audiovisual
originals.

(c)  The inclusion of a supplementary item Audioaktiansactions

(d)  The inclusion of a further supplementary itemselnses to use audiovisual
products.

26.  This new product classification will enablealsd be collected that can significantly
improve the quality of supply-based estimates oCG&FThe supplementary item Licenses
to use audiovisual products will, for example, ut# transactions in audiovisual ‘goods’
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(CDs, DVDs etc), and Other audiovisual serviced separately record those transactions
in audiovisual products, such as fees to actorgmpats to encrypted television channels
etc that should not be recorded as GFCF.

Research and Development

27. Inthe 2002 MSITS, R&D transactions fall intwee categories: Other royalties and
licence fees, Research and development servicesAaqdisition or disposal of non-
produced, non-financial assets. The first two @sthcategories are in the current account
and the third is in the capital account. In BPM6 R&ansactions fall into two categories:
Charges for the use of intellectual property andOR#ervices. As far as R&D is concerned,
the major change in categorization is that paymimtthe acquisition of patents have been
moved from Acquisition or disposal of non-producedn-financial assets in the capital
account to R&D services in the current accountsThilects the change in the 2008 SNA
that R&D expenditures can be recognised as GFQF,ssm as produced assets. In the 1993
SNA payments for these assets were often recoslédm@sactions in patents.

28.  The definition of R&D services in BPM6 is widiian that in the 2008 SNA and the
Frascati Manual because it includes testing andrgthoduct development activities that
may give rise to patents (see BPM6 paragraph 1D.148e planned revision to EBOPS,
however, has been designed to separately ideritify domponent of R&D services, as
shown in the table below:
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Table 1
2010 Extended Balance of Payments Services Clagsition (EBOPS 2010)

8 Charges for the use of intellectual propertyen.i
8.1 Franchises and trademarks licensing fees
8.2 Licenses for the use of outcomes of reseandhdevelopment
8.3 Licenses to reproduce and/or distribute cderpmoftware
8.4 Licenses to reproduce and/or distribute ausiial and related products
8.4.1 Licenses to reproduce and or distributbaisual products
8.4.2 Licenses to reproduce and/or distributeroproducts
9 Telecommunications, computer, and informatiorises
9.1 Telecommunications services
9.2 Computer services
9.2.1 Computer software
of which: 9.2.1.a Software originals
9.2.2 Other computer services
9.3 Information services
9.3.1 News agency services
9.3.2 Other information services
10 Other business services
10.1 Research and development services
10.1.1 Work undertaken on a systematic badisctease the stock of knowledge
10.1.1.1 Provision of customised and non cusethR&D services
10.1.1.2 Sale of proprietary rights arisingtfirR&D
10.1.1.2.1 Patents
10.1.1.2.2 Copyrights arising from R&D
10.1.1.2.3 Industrial processes and designs
10.1.1.2.4 Other
10.1.2 Other

EBOPS 2010 Complementary groupings

C.1. Audiovisual transactions

of which: C. 1.1 Licenses to use audiovisual présluc
C.3. Computer software transactions
of which: C.3.1 Licenses to use computer softwacelpcts

B. Movement of IPPs between affiliated enterprises

29. The transactions related to IPPs betweenaiéili enterprises, are not thought to be
well covered in international trade statistics. fEhare two separate issues. The first
concerns ownership and associated transactionBHs.|The second is whether there has
been an increase in the value of the original,feowd it should be dealt with.

30. The key difficulty is that IPP-related transawct between affiliates are rarely
recorded by either party. When an IPP is providedmhe affiliated enterprise to another,
either in its entirety or via a license to use eproduce, a number of possibilities for
recording the transaction arise:

(@) There is either a sale or licence agreememnwdsst the provider and the
recipient: the provider provides access to the ilPBxchange for a fee that is observable
and should be recorded in the BOP and SNA goodseanices accounts.
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(b)  There is a capital transfer from the providethe recipient, i.e. the IPP is a
gift. This should be recorded in the BOP and SNpiteh accounts, but it is very likely to
go unrecorded.

(c) The IPP is provided by the parent to a foresgbsidiary without a fee but
with the expectation of receiving increased propertome from the affiliate in the future.
In effect, the parent is providing the IPP for & f&nd then using the fee to increase its
foreign direct investment in the subsidiary. Tlsidikely to go unrecorded. This can include
access to reproduction rights without explicit aliaéle fees charged.

(d)  The IPP is provided to the parent by the faresgbsidiary without a fee but
in response to previous foreign direct investmémeffect, the parent is receiving the IPP
in lieu of property income. This, also, is likely o unrecorded unless steps are taken to
monitor what is happening to the output of fore@mred units created to undertake the
production of IPPs.

31. Transactions between affiliates also impactthan valuation of the original IPP.
There are two possibilities:

(@) The aggregate value of the asset has incresgbish the multinational: in
other words the expected present value of futurefits has increased, as could occur, for
example, if the multinational acquired a new &fdi and so obtained economic rights
within a country that were not expected at the tohéhe original valuation. This would be
recorded in the other changes in the volume oftasaecount of the provider. Such
recordings have been rare in practice. A conse@ldifficulty is related to the split, if
any, of the asset across the different countriesreveconomic rights exist.

(b)  The aggregate value of the asset has not cHamige provider expected to
share the asset in some way at the time it wasir@cjuin other words the original
valuation reflected the scope for its use acroerdnt countries.

32. Itis not because of changes in the 2008 SN tthese problems have arisen; they
have always existed but the increasing use of #elsthe recognition that R&D should be
considered an asset have increased the size pfabgem.

Measurement problems

33.  Because of improvements that have already bmtified in international trade
classification systems, the key focus of the reahairof the chapter is on trade between
affiliates.

34. The section above highlighted the four area tescribe transactions in IPPs
between affiliates. The following discusses thease the implication on the accounts more
generally — in particular the implication on cap#tock estimates; a key input used in the
calculation and derivation of productivity estimste

Observable sale or licence agreement betweerfibédtes

35.  The 2008 SNA provides clear guidance on theriment of observable and measured
transactions in IPPs. The following accountingriest arise when affiliates engage in
transactions in IPPs:

* When the entire IPP original (produced in a priarc@unting period) is sold by one
affiliate for sole use by anothefhe accounts should record an export and negative
GFCF in the exporting country and a correspondimgart and positive GFCF in
the importing country.
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* When the entire IPP original (produced in the saaeeounting period) is sold by
one affiliate for sole use by anothérhe accounts should record an export in the
exporting country and a corresponding import ansitpe GFCF in the importing
country.

* When a licence to reproduce is sold by one aféilia another:Assuming that the
creation and acquisition of the license to repreddeoes not change the value of the
underlying original, the accounts should recorceagport and negative GFCF in the
exporting country and a corresponding import ansitpe GFCF in the importing
country. This is a change from the treatment in883 SNA which recommended
that payments for licenses to reproduce shoulceberded as payments for services
provided by the ‘original’ IPP. The 2008 SNA tnent also holds in the case when
part of the ‘original’ is sold. When a licensergproduce or part of an original is
sold for use in a territory that had not prior bdactored into the valuation of the
original, the accounts should also record a pasiiicrease in other changes in the
volume of assets account (cancelling out the negadFCF incurred through the
sale of the license/part of the original).

* When a copy or licence to use is sold by one afilio anotherAs long as the copy
or license-to-use satisfies the requirements thaam be treated as an asset, the
accounts should record an export (equivalent tovéthee of the copy/license) and a
corresponding import and positive GFCF in the intipgrcountry.

« When the underlying asset is used to provide sesvanly:This is equivalent to the
provision of a license-to-use or license to repoadthat do not satisfy asset
requirements. In these circumstances the accountglds record an export
(equivalent to the value of the services) and aesponding import in the importing
country.

36.  For convenience paragraphs 10.99 and 10.188d2008 SNA, which relate to all
cases above, are shown below:

10.99 Some IPPs are used solely by the unit resipnfor their development or by
a single unit to whom the product is transferredndfal exploration and evaluation is an
example. Other products, such as computer softaacdeartistic originals, are used in two
forms. The first is the original or “master copyThis is frequently controlled by a single
unit but exceptions exist as explained below. Thgnal is used to make copies that are in
turn supplied to other units. The copies may bel saitright or made available under a
licence.

10.100 A copy sold outright may be treated as adfimsset if it satisfies the
necessary conditions, that is, it will be used induction for a period in excess of one
year. A copy made available under a licence tomag also be treated as a fixed asset if it
meets the necessary conditions, that is, it is @®peto be used in production for more than
one year and the licensee assumes all the risks@mdrds of ownership. A good, but not
necessary, indication is if the licence to useurcpased with a single payment for use over
a multi-year period. If the acquisition of a copytiwa licence to use is purchased with
regular payments over a multi-year contract and licensee is judged to have acquired
economic ownership of the copy, then it shoulddgarded as the acquisition of an asset.
If reqular payments are made for a licence to ugthout a long-term contract, then the
payments are treated as payments for a servidbett is a large initial payment followed
by a series of smaller payments in succeeding yehesinitial payment is recorded as
gross fixed capital formation and the succeedingnpents as payments for a service. If the
licence allows the licensee to reproduce the ogbirand subsequently assume
responsibility for the distribution, support and mt@nance of these copies, then this is



ECE/CES/GE.20/2010/21

described as a licence to reproduce and shouldelganded as the sale of part or whole of
the original to the unit holding the licence to reguce.’

(Unidentifiable) IPP transactions between affiates

37.  Atthe heart of cases (b), (c) and (d) abotbesfact that one affiliate makes an IPP
available to another without an explicit transactielated to the IPP being observed.

38. When an IPP is made available by one affiliatanother, a transfer of an IPP asset
or services related to the use of the asset tdkes.dn accounting terms, the exchange of
an asset can be accounted for by a capital traresflean, or a payment for the asset. For
services provided by the original, an imputatiofleting payment for the services is
needed.

39. In practice it is difficult to identify the prese nature of the exchange between
affiliates (transfer of a copy, original, licensereproduce, services etc) as the rationale by
a business will often be driven by a desire to mise taxes, and so the accounting
treatment will reflect this aim. Ideally, new suysetargeted at multinationals should be
launched to directly address the measurement aletti@ansactions. However, any such
survey will need to fully address the needs of tlagional accounts and to some extent
these needs remain to be fully articulated. The §agstion in this respect relates to
whether the transfers satisfy the criteria to kated as such in the national accounts sense.
Further research will be needed in this area amtkesproposals that could form part of a
research agenda are included in Section IV below.

Recommended Future work on the issue

40.  The previous section highlighted some of thécdities that transactions in IPPs
within multinationals present for the accounts, amgbarticular the dearth of information
and indeed practical rules that currently exist assist internationally comparable
measurement.

41.  ltis clear that further work on both frontsiseded. Better surveys are essential but
so is further research and guidance on whethesfeen between multinationals (often
designed to minimise taxes) should be treated @sisuthe national accounts.

42.  This section provides proposals on both thesed.

43.  Concerning the guidance on the treatment ofsfeais, the discussion that follows
makes a proposal that could minimise internationabmparability in major aggregates,
such as GDP and GNI. The impact can be minimideahe takes the conceptual position
that the flows relate to pre-existing assets: pasal that will need to be further considered
in the form of a Task Force or via another foruratsas the ISWGNA.

A proposed solution for measuring transfers iR$fbetween affiliates

44, When transfers in IPPs are made between &fliafrom a national accounts
perspective, it can be argued that the underlysgeta or a copy of the asset (that also
satisfies the conditions that it can be recordedraasset), has been made available to the
receiving affiliate, rather than services providedthe original. It seems unlikely that the
affiliate will only receive the ‘services’ (or thights to use the asset) for one year. More
realistically the affiliate will receive the ‘sengs’ for at least one year (typically it is likely
to receive them for the duration of the lifetimetb& underlying original). Therefore the
flow of ‘services’ received is closer to a licertsedse (a copy) or a license-to-reproduce.

11
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45.  This argument conveniently allows any discussio the flows that need to be
imputed in relation to transactions in IPPs betwaefitiates to reflect a transfer of IPP
assets.

46. When IPP assets are transferred between tdilihe first step is to impute the flow
that reflects the exchange of the asset betweetwth@arties. This can be achieved either
via: a capital transfer; a loan (and acquisiti@ngaction) and subsequent repayment(s) of
interest; or via a payment for the asset, whethepgiyment is at the point of acquisition or
over the lifetime of the asset’s production.

47.  For simplicity it is useful to consider theléoling two cases: (a) a transfer of an
asset from the parent company to an affiliate d)da(transfer from an affiliate to the
parent (with possible reallocation to other afféis).

Transfer from the parent to an affiliate

48. There is an increasing tendency for multinatiocompanies to legally transfer

intellectual property products, developed or acefiin one territory, to another, with the

sole purpose being to minimise taxes. Unfortunagelyh transactions (the original transfer
and subsequent income earned by the transferret) ass rarely recorded. And in the case
of the income subsequently generated by the assetransactions, if recorded, are more
probably recorded as property income rather tharaasactions in goods or services.

49. It is instructive to consider how these flowswd be recorded in the national
accounts. In practice (when flows are recordegdraperty income and not as identifiable
transactions in IPPs) the parent company trangfegsrights to an IPP to an overseas
affiliate. This transfer will often not be recordedneaning that exports and imports of IPPs
are underestimated, with GFCF in the territory e parent company overestimated and
underestimated in the territory of the affiliataubSequent to the transfer of the (whole)
asset the affiliate will generally charge the pampany for using the IPP in production.
These transactions are likely to be recorded apeptp income payments by the parent
company (with subsequent retransfers of (profitepprty income from the affiliate to the
parent and, possibly, reinvested earnings fronp#rent to the affiliate).

50. However, it is important that the accountsrafieto reflect the true economic flows
and not those that have been engineered by thénatidhal for tax purposes. Even if the
parent company explicitly makes property incomenpants related to the use of the IPP on
an annual basis, it is clear that, in practice pdeent company fully intends to make use of
the IPP throughout its working life, and that, desyits transfer, to the affiliate for tax
purposes, it retains, at the very least, rightsefroduce, that satisfy asset requirements.
Following this reasoning, transfers related to P should be recorded as transactions in
existing assets. This helpfully means that thes@ations have no direct impact on GDP in
either the parent or the affiliate’s territory.

Transfers from a parent to an affiliate not engged in SNA production

51. Inthe simple case where the multinationaldfens the asset to an affiliate that does
not engage in any SNA production (in a true sebsgé)nerely permits the parent to make
use of the transferred original, the flows that dtiobe recorded in the accounts are
relatively easy to deal with. The accounts woulddcht record a transfer from the parent to
the affiliate but then a retransfer of a licenserdproduce equivalent to the value of the
original; meaning that the net position on GFCBhdath countries is unaffected. Equally, as
the affiliate is not engaged in any other actigti@ also means that, any transactions
related to the use of the IPP have no impact on ;Gefecting the fact that the affiliate is
merely an accounting construct to mimimise taxes.
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52. In the unlikely event that transactions betwdlea affiliate and the parent are
recorded in trade statistics (as annual paymentsséovices) these should instead be
recorded as finance lease payments (reflectingtheisition of a license-to-reproduce by
the parent) and, so, as property income.

53. Following this logic through therefore, the bildy to fully record transactions
related to the transfer of an asset from a paremint affiliate does not have a significant
impact on the accounts. The impact is largely i&stl to lower import and export figures.
In any case, because the transfer is, to someteatteaccounting construct, not recording
such flows (a transfer of an original and a retfanef a license to reproduce equivalent in
value to the original) may be a more meaningfulimptat least as far as the national
accounts is concerned.

54. In terms of other economic variables the impactKLEMS type productivity
measures will be largely unaffected in practicee Halance sheets of the affiliate should
not reflect the value of the IPP (which has beeransferred to the parent via a license-to-
reproduce), which is consistent with the fact ttis affiliate produces no value-added
related to the IPP. Equally, for the parent, thiahce sheets will already reflect the value
of the original IPP asset (which will be equal e tvalue of the retransferred license to
reproduce).

Transfers from a parent to an affiliate engaged SNA production

55. A more difficult case to resolve concerns tasecwhere the affiliate is also engaged
in some production related to the use of the IRRhis case it is clear that the transferred
IPP asset is being used in production but the vafulee underlying asset is, as is the case
above, reduced by the value of the implicit licesagereproduce that have been ‘sold’ back
to the parent company.

56. Ideally the resale of (part of) the asset ftbmaffiliate to the parent as a license-to-
reproduce should be treated as if it was neversteared from the parent. The less
attractive alternative is to consider imputing aqusition payment from the parent to the
affiliate. However because there is unlikely tosoeh a payment in practice (rather, there
will be a series of payments over time reflecting tharges made by the affiliate for using
the original), it will also be necessary to impatan and series of finance lease payments
which will impact on net-lending.

57. As above, the simpler treatment restricts tlablpms to trade, GFCF, and balance
sheets (capital stock and so KLEMS measures). Bpoitantly because the trade concerns
pre-existing assets, GDP is not affected.

58.  Concerning the impact on balance sheets andMg. K is important to put this into
context. The valuation of IPPs is generally doneaowery conservative basis (typically
reflecting the sum of costs).

59. In that sense it might be simpler to considler issue of balance sheets separately
from the transfers of IPPs by allowing the valudstransfers to be reflected in the
revaluation of assets rather than through imputeasters.

60. In other words, however assets are transfeinmd a parent to an affiliate the
following could be assumed in practice, and form lbasis of a research agenda:

(a) No imputation is needed in trade in goods amdices, and correspondingly,

(b)  No imputation is needed to reflect the transfethe asset as flows in pre-
existing assets.

(c)  Any charges for the use of the asset by thitizaéf to the parent that are
currently recorded as payments for the use of $8etan trade in goods and services should

13
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be reclassified to property income payments. I6¢heharges are also included as positive
contributions to GVA in the affiliate and negatigentributions to GVA in the parent, it
will also be necessary to treat these as inconvesflo

(d) Every attempt, using survey sources (see belshguld be made to
accurately reflect the value of the IPPs on tharize sheets of the affiliate and the parent.
For the affiliate this will mean that a revaluatiohange occurs despite the fact that an
underlying IPP asset was never recorded as beangfarred or produced, which, although
conceptually incongruous, is a practical compromise

Transfer from an affiliate to the parent

61. Of the possible flows described above to réflee initial transfer of the asset (or

part of) from the affiliate to the parent, the magpropriate accounting treatment (given
the typical relationship between parents and até) is to record an acquisition payment
or series of payments by the parent company.

62. At present the accounts are likely to recorg ilows related to the transfer as
property income/FDI.

63.  This means that trade in goods and servicdsowilnderestimated. Equally GFCF
in the parent company will be underestimated an€iEk the affiliate overestimated (if
the asset developed by the affiliate is not intelnfde use by the affiliate).

64. If the asset is intended for use by the afélian appropriate imputation is to assume
that a copy of the original or license to reprodbes been transferred to the parent. In
practice a license to reproduce is the more apjatepof the two options as it is unlikely
that the parent would not acquire these rightss Hstinction is important since if a copy
was transferred to the parent this would reflectpou by the affiliate that would not
currently be recorded and so GDP in the affiliadsintry would also be underestimated;
although GFCF would not be overestimated. If itevassumed that a license to reproduce
was transferred however, GDP would not currenthaffected (although GFCF would be)
— since the license to reproduce is consideredinvthe accounting framework as being
analogous to part of the original. This assumesttialicense to reproduce is only realised
after the original has been created and valuedaratcounts of the affiliate.

65. Because it is literally impossible to ascertdiat the asset will not be used by the
affiliate in production it is simplest to considdsat it will be (even if the original (or part
of) only resides with the affiliate for tax purps$end that any transfer from the affiliate to
the parent is in relation to part of the origiratjually, as above, it is simplest, for sake of
argument, to also assume that the initial valuatbrthe original takes into account the
transfer of some rights (license to reproducehtparent, and that subsequent changes in
the value of the asset merely reflect revaluatidrsbefore, this means that the license to
reproduce is only realised after the original isated.

66.  Put simply this means that when a transfetadlto an IPP between an affiliate and
a parent occurs, a transfer of a license to rem®dshould in theory be imputed.
Unfortunately, given the current data situatiorentifying the point in time and value at
which a transfer occurs is literally impossible eTénly meaningful information that exists
relates to flows of property income and FDI betwdenaffiliate and the parent.

67. However, from a practical perspective, the slenito treat such transfers as licenses
to reproduce perhaps minimises the impact on theuwatts of not being able to measure the
flows. In this case the only real impact need comteade and GFCF figures. Trade figures
are lower because they do not capture the expgufinof a license to reproduce and GFCF
figures in the parent company are lower and indffiéiate higher. Importantly however,
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not recording these flows will not affect GDP (allgh net domestic product will be

affected). Total factor productivity estimates wéllso be affected but, in reality, such
estimates are rarely produced using exhaustivenatgs of capital stock. Moreover,

typically, estimates of originals produced on oveca@unt tend generally to be very prudent
— S0, in practice, GFCF estimates in the affiliate not likely to be overestimated despite
not recording a reduction in value related to &°saf a license to reproduce.

68.  All of the above assumes that the IPP prodbgethe affiliate is capitalised before
any subsequent transfer to the parent occurs. Addsly means that GDP estimates are
unaffected and that only trade in existing assetsapital stock estimates are affected. If
however the parent company pays for the developroktite asset during its production
with the specific intent to have it transferred @ompletion, the underlying trade is no
longer restricted to existing assets but GDP esésmare again not affected. In any case
identifying these payments from the parent compianlterally impossible with current
data sources and so it is simpler to assume thatainsfer (and implicit related payments)
only occurs after the IPP has been capitalisethemtcounts of the affiliate.

69. There will be an impact on the recording of hetding estimates however. At

present the acquisition of an asset by a paremt faa affiliate is likely to be recorded

(incorrectly) in the income account, with flows Ween the affiliate and the parent netting
out so that the overall effects in the separaterme accounts of the affiliate and the parent
are zero with net-lending also unaffected. But délequisition of the asset by the parent
should in theory be recorded in the capital accolihis means that net lending figures in
the parent would be lower and in the affiliate, Heg if the acquisition was correctly

recorded. This presupposes that the asset is ¢raedfto the parent on completion.

However the financing of the asset acquired byphent may have occurred in earlier
periods (via increased FDI for example) and sotifigng the periods when net lending is

affected is in the absence of data, impossible.

70. In summary, given the difficulties involved,ettiollowing could be assumed in
practice, and form the basis of a research agenda:

(@) Noimputation is needed in trade in goods serdices, and, correspondingly,

(b)  No imputation is needed to reflect the trangfethe asset as flows in pre-
existing assets.

(c)  Any charges for the use of the asset by thificaéf to the parent that are
currently recorded as payments for the use of $8etan trade in goods and services should
be reclassified to property income payments. I6¢heharges are also included as positive
contributions to GVA in the affiliate and negatigentributions to GVA in the parent, it
will also be necessary to treat these as inconvesflo

(d)  Every attempt, using survey sources (see belshguld be made to
accurately reflect the value of the IPPs on tharze sheets of the affiliate and the parent.
For the parent this will mean that a revaluatiomrae occurs despite the fact that an
underlying IPP asset was never recorded as beangfarred or produced, which, although
conceptually incongruous, is a practical compromise

Summary proposal for transfers in IPPs betweeffiliates

71. For practical purposes therefore, concernintgaicompany trade in IPPs, the
following guidelines should be considered for fertihesearch:

(@  Transactions within multinationals relate te-eisting assets. That is, assets
that have already been created and reflected imalence sheets of one affiliate prior to
their transfer (in part or otherwise) to another.

15
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(b)  Transfers relate to transfers part of the aggior licenses-to-reproduce and
not the entire original or a copy of the original.

(c)  The original value of the asset, when produoedpurchased, should be
assumed to reflect the rights to use the assetl isubsequent territories in which it is
eventually used. This means that any changes iaate of the original reflect revaluation
changes, appearing on balance sheets, and notobidneges in volume.

(d) If transactions between one affiliate and aeotlor an IPP are recorded as
payments for services provided by the original,séheshould instead be reclassified as
finance lease payments related to the prior adeisiof a license-to-reproduce. For
practical purposes they can be recorded simply@septy income.

(e)  Transactions in IPPs should be recorded witlside in goods and services of
IPPs, as purchases and sales of pre-existing dageitsis accepted that the current scope
for recording such transactions as such is limitedhe absence of dedicated surveys that
capture these transactions they can be ignored tivtrassociated flows instead recorded
under property income.

) Estimates of IPPs on balance sheets shouldviathe principal that they are
only partly transferred after they have been céipédd on the accounts of the affiliate that
transfers them. Attempts should be made via degticatirveys to correctly capture the
value of these assets within affiliates in ordect®ate balance sheets, estimates of GFCF,
and in particular estimates of capital stock andKIS type productivity estimates.

72.  The operational guidelines for treating flonetvleen multinationals shown above
are a pragmatic proposal to a very difficult measwent problem that currently exists.
They provide a conceptual basis that minimisesitigact of mis-measurement on the
accounts by treating transactions between affdiatetransactions in pre-existing assets and
by recommending that trade flows in these assetdgmored (or, for sake of argument,
assumed to be of negligible value with revaluatisnbsequently occurring after transfers
have occurred).

Proposing new surveys

73.  Guidance on practical accounting rules is cemt¢ @f an overall solution. But these

need to be complemented with an arguably longen-tsolution to design and collect

information via new surveys on multinationals. TOBECD Task Force on IPPs investigated
this issue and developed a proto-type questionnaliewn below, that could form an

important input into research and testing of neweys that directly tackle the question of
IPP trade between affiliates. It was designed withmeasurement of R&D in mind but it

could just as easily apply to any IPP asset, andldvoeed to be supplemented with
additional questions on balance sheets of multnats. Another possible future source for
statistics on transfers of (completed or in-progydé®&D is Frascati Manual based surveys,
assuming the definition of transfers in the Fraskitnual and SNA are reconciled in the
future. R&D surveys could ask for the cost of praddg R&D that is subsequently

transferred outside the performing unit.
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Annex |

Extract from Draft Handbook on Deriving Capital M easures of
IPPs

International trade in R&D services and R&D o utput
produced in the past (such as patents) between élifiliated
enterprises and (ii) non-affiliated enterprises (reurrent)

Questions for R&D survey respondents

International R&D transactions within your company

A. Would your company be able to report paymentsR&D performed for you by
others within your company but located outside ¢tloigntry?

i. transactions involving your foreign parent compa
. transactions involving other foreign membersyofir company

B. Would your company be able to report revenuesR&D performed by you for
others within your company but located outside ¢toigntry?

i. transactions involving your foreign parent compa

ii. transactions involving other foreign members/ofir company

International R&D transactions with others outdde your company

A. Would your company be able to report paymentsR&D performed for you by
others outside your company and also located autkid country?

B. Would your company be able to report revenuesR&D performed by you for
others outside your company and also located authkid country?

C. Can you separate out R&D grants from contramt®&D services?

International transfers of R&D or patents (inflow)
A. Have you received free transfers of R&D or p&drom the following sources?
i. Your foreign parent company? (if applicable)
ii. Other foreign members of your company (if appble)
ii. A foreign university or research institute?
iv. A foreign government unit or international onjgation?

B. Would you be able to estimate the productiort cosalue of these transfers?

International transfers of R&D or patents (outflow)
A. Have you donated R&D or patents to the followiegipients?
i. Your foreign parent company? (if applicable)

ii. Other foreign members of your company (if appble)

17
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ii. A foreign university or research institute?
iv. A foreign government unit or international onggation?

B. Would you be able to estimate the productiort cosalue of these transfers?

Questions for international services trade respaients

R&D services vs. other business and technicarsices - (one-off)

A. Have you reported R&D services exports/impoudsinclude transactions in the
following services? (this question assumes R&D isessis a survey category in your
survey,

B. otherwise skip)
i. commercial testing services
. software development services
iii. engineering services

iv. design services

V. customer services (post-sales)
Vi. royalties and license fees
C Would you be able to separate out R&D servicgmrs/imports from transactions

involving the following services?

commercial testing services

ii. software development services
iii. engineering services

iv. design services

V. customer services (post-sales)

Vi. royalties and license fees

International R&D transactions within your company

A. Would your company be able to report paymentsR&D performed for you by
others within your company but located outside ¢tloigntry?

i. transactions involving your foreign parent compa
. transactions involving other foreign membersyofir company

B. Would your company be able to report revenuesR&D performed by you for
others within your company but located outside ¢toigntry?

i. transactions involving your foreign parent compa

ii. transactions involving other foreign members/ofir company

International R&D transactions with others outdde your company

A. Would your company be able to report paymentsR&D performed for you by
others outside your company and also located autkigd country?
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B. Would your company be able to report revenuesR&D performed by you for
others outside your company and also located autkid country?
International royalties, license fees for the ge or sale of intangible property

Note: For the purposes of this question intangfieperty includes patents, trademarks,
copyrights, and trade secrets.

A. Total royalties, license fees, and other feestlie use of intangible property (IP),
EXCLUDING cross-licensing:

Payments
Receipts
of which:
Industrial processes and products (except softliGesing)
Payments
Receipts
Software licensing
Payments
Receipts

B. Total royalties, license fees, and other feegte use of intangible property (IP), in
a CROSS-LICENSING arrangement:

Payments
Receipts
of which:
Industrial processes and products (except softliGesing)
Payments
Receipts
Software licensing
Payments
Receipts

Are these cross-licensing measures net or grassaciions with respect to cross-licensing?
If net, could you estimate the gross value of themgsactions?

C. Total fees paid or received for the sale or pase of intangible property (IP):
Payments
Receipts
of which: industrial processes and products (exsefitvare)
Payments

Receipts

19
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Questions for FDI survey respondents: new investemts

These questions should be directed to either —

a) a local business enterprise when a foreign pa@mpany establishes or acquires
directly, or indirectly through an existing affitey a 10 percent or more voting interest in
that enterprise, or

b) existing affiliates of foreign parents when thagquire, or merge with, a local
business enterprise, or a business segment ortimgeuait in the compiling country.

Have you or your foreign parent company engagethénfollowing investments in this
country?

e Created a new legal entity, either incorporatedunmcorporated, including a
branch, which is organized and operating as a neinbss enterprise.

» Bought or secured a voting equity interest in aviogsly existing, separate legal
entity that was already organized and operatinga dsusiness enterprise and it
continued to operate as a separate legal entihgreincorporated or unincorporated,
including a branch.

« Bought or secured a voting equity interest in armss segment or operating unit of
an existing business enterprise, which is organaed new separate legal entity,
either incorporated or unincorporated, includirtgranch.

» Bought and merged another local business enterpasebusiness segment or
operating unit of a business enterprise, into yown operations rather than
continuing or organizing it as a separate legatyent

For M&As of existing businesses, would you be atdereport the magnitude of the
following items (where applicable) at the time logé tM/A?

« employment
¢ R&D expenditures
« stock of patents issued
« stock of patent applications
For newly established businesses, would you betabieport: (one-off)
« if the new business is intended for R&D performahce
« if you plan to sell or license R&D to the new bese?
« if you plan to sell or license patents to the nasibess?

« if you plan to transfer (for free) R&D or patentsthe new business?




