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Drawing from the participation in acommittee of the French Planning Agency
("Commissariat Générd du Plan") focusing on profitability and risk at the beginning of
the 2000's, the author discusses why datigticians have to consider and measure
financid results, assets and liabilities of subsdiaries abroad in order to assess
profitability on the nationd territory. Thisissue isrelated to the fast development of
enterprise groups, whose intra flows and stocks of ligbilities and assets considerably
blur usud gatistics. Many of these groups being multinationd, statisticians have to
overcome the limitation to the nationd territory of satigtica information. The current
datigtica project on improving the information about the activity of French
companies abroad will be presented.

l. THE STARTING POINT

1. The French Planning Agency (CGP) isa public think-tank that tackles many issues a the
request of the French Prime Minigter. In 2001, the CGP launched an investigation into the financing of
the French economy, in particular into the growing influence of stock markets in many indudtridised
countries. The palicy issue behind it was to congder if the growing role of own capita (respectively
shares) in the financing of companies (respectively in the assets of households) should be still supported
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as ameansto achieve fagter growth. Among other things, the working group investigated the impact of
the then famous “ standard” for financid return of listed companies (i.e. areturn on equity - ROE - of
about 15%) and its sustainability. The group was divided into four sub-groups (on “return and risk on
the new growth path”, “nont-listed shares’, “ shares in the households assets’, “globdisation”), which
conssted of macroeconomists, auditors, financid anaysts, nationa accountants and public statisticians.

2. Economidgts considered various statistics on profitability, and the interpretation of these Satistics
was not an easy task. Mainly three types of statistics were available:

(0] datistics on the stock market, which were then showing very high profitability rates;

@i datistics drawn from the nationd accounts, which were showing amuch more limited
profitability;

(i) Satidics drawn from busness gatistics, which were providing a profitability level differing from
the other two statitics.

3. Some economists were not dissatisfied with the Stuation and could cope with it, and provided
economic explanations that they fet were compatible with it. Others, and especidly those working or

having worked in the economic directorate of INSEE, were more cautious and asked for an in-depth

investigation of the concepts and methodology defining these Satidtics.

4, It was later decided to create an additiond group to specificaly tackle statistical issues related
to the challenge raised by enterprise groups in business statistics [1]. The main economic report [2]
mentions severd datistica issues and their consegquences for the andyss.

5. We will successvely present the key issues related to globdisation in each of these satistics on
profitability.

. PROFITABILITY OF LISTED COMPANIES (STOCK MARKETYS)

6. Although widdly and frequently publicised, these data deserve some explanation.

Legdly spesking, the ligted entities are corporations - and not enterprise groups - and their shares are
traded on the stock markets. Even the seventh EU accounting directive on consolidated accounts uses
somewhat ambiguous terms. However, the underlying economic unit is not the listed legd unit, but the
company (“group of enterprises’ using the EU datistica vocabulary) controlled by this corporation. This
clearly gppearsin the financial statements that are provided to shareholders. Financid andysts and
auditors confirmed during the CGP working group that, economicaly spesaking, the concept of listed
enterprise groups was adequate. Thisis, however, not so clear-cut anong datisticians, and officd
recommendations seem to be lacking in this domain. In France, athough they have accessto the very
detailed non-consolidated accounts of the listed corporations, financial analysts do not consider this
information to be of greet use for analysis and prefer consolidated accounts instead.

7. Listed groups are frequently multinational, especialy for the corporations listed in the restricted
baskets of indexes (S& P, Dow Jones, NASDAQ, Nikkei, FTSE, DAX, CAC, Eurostox, etc.). Such
corporations are frequently traded on severd stock exchanges. Even if the shares are traded on agiven
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stock exchange, the owners might be located in another country. For instance, private sources assess
that non-residents hold nearly 60% of the shares of France' s CAC40 companies. Therefore, it is not
essy to define a relationship between these corporations and any geographical classfication (by region
of economic activity, by region of trade for their shares, by region of the ultimate beneficiary owner).
Some extrawork is needed to delinegte this information on a precise geographical basis.

8. Information on their Sze is necessary aswell in order to characterise these companies: in
France, among the 100 biggest enterprise groups, ranked according to the number of resident
employees, only 60 are listed on the Paris stock exchange. 25 are sub-groups controlled by foreign
companies, 7 are not listed French groups and 9 are owned by the state. There is then no smple
correspondence between the concept of “listed compary” and the size concept.

0. What kind of datais available for these enterprise groups? They provide accounts that are
consolidated, i.e. accounts reflecting the activity of al controlled enterprises after removal of dl intra-
group flows, assets or liabilities. However, these accounts have severd limitations for economists:
they are currently registered on an historica cost basis;
the consolidation involves the design of “goodwill”, which is amuch debated asset. Some consder
it is part of non-physical assats, others question its meaning. Using consolidated accounts for
profitability measurement raises the issue of integrating or netting goodwill in the vauetion of own
capitd;
there are severa sets of norms for consolidated accounts thet are currently not consstently
implemented in France. They differ alat, in particular in the registration of goodwill across time (the
depreciation or amortization). Thiswill be solved when the EU directive (based on IAS) entersinto
force;
geographica breakdown of the accounts, dthough requested by the current French regulation (and
we bdieve by the IAS aswdll) is il very scarce;
comparability over time of consolidated accountsis very limited. Due to the continuous reshaping of
these big companies, pro format accounts are necessary. However, they arein generd only
provided for three-year periods. Frequent changes in the accounting standards used by the
companies prevent comparisons of the pro format accounts with the historica ones. Comparability
between companiesis not totdly satisfactory either;
Some sources suggest that the accounting rules are not fully implemented by severd companies,
due to the limited pressure exercised by the supervision body (whereas corporate accounts are
controlled by the tax adminigtration).

10.  Asaconclusion, published consolidated accounts of listed companiesin France provide only
limited information that can redly be interpreted directly by the macroeconomidts.

1. STATISTICSON PROFITABILITY DERIVED FROM THE NATIONAL
ACCOUNTS ISGLOBALISATION INVOLVED?
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11.  Nationd accounts provide information on the accounts for different indtitutional sectors.
Congdering the sector of non-financid corporations, profitability can be measured by the ratio of gross
disposable income to the estimate of own capita in the accumulation accounts.

12.  Atfirg Sght, these estimates might be suitable. Like dl nationa accounts estimates, they refer to
the nationd territory. The various Statistics are deemed coherent, and therefore the considered ratio
makes sense. However, a degper examination draws attention to several aspects.

How are the shares vaorised in the accounts? At current price (market value) or historical cost?
In the financid assets, there are il detained shares. Should these be netted to obtain the actual
profitability?

Asfar asthe gross digposable income is concerned, is dl income attached to foreign controlled
companies taken into account?

Can these gtatistics be compared with profitability indicators of listed companies?

Valorisation of stocksin the equity item

13.  The ESA standards request the assessment of the shares at market vaue. It is acknowledged
by specidigts that the assessment of listed companies is much easier than for non-listed companies,
gnce information on the transaction price for the latter is generdly lacking. However, even when such
information is available, the caculation is quite technica [3].

14. For listed companies, things might be much more complicated than generdly consdered. By
replacing book vaues (drawn from non-consolidated accounts) with market vaues for the listed
corporations, statisticians seem to overlook the fact that the market value for these corporations
includes the estimates of dl the other corporations owned by the listed one, i.e. they do consider the
vaue of the enterprise group as awhole. Even if the reference accounts used by dtatisticians were
consolidated on the nationd territory, both estimates would still not be coherent: non-resident
subgdiaries would be included in the market value but not in the book value,

The comparison of aggregated book vaue and market vaue gives an adjustment ratio.

15. In generd, dueto the lack of information on transactions on non-listed corporations, the market
vaue of non-listed corporations in the national accounts is derived from their book vaue, using the
above adjustment ratio caculated on listed companies. Therefore, the above-mentioned inaccuracy in
measurement might have consegquences on theses corporations as well.

16. In the French case, where the book vaue is currently taken from non-consolidated accounts,
and limited to the book vaue of the listed corporations, some change in the method for ng the
vaue of nontlisted corporations should be considered:
replacing book vaue drawn from non-consolidated accounts by consolidated book vaues;
subsidiaries of listed ones should be diminated from the set of legd units the vaue of which should
be estimated, since they are dready integrated;
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non-consolidated accounts should replace consolidated ones2;

specia care should be given to non-resident affiliates of the listed companies®;

quite symmetricaly, resdent corporations controlled by foreign enterprise groups should probably
not be benchmarked on nationa companies, but on the corresponding foreign companies. The
share of this category is not negligible, snce it represents about 14% of the workforce of non
financid corporations.

% Precisely, the value of stakes mentioned in the consolidated accountsincludes in practice goodwill registered on
the assets side, since it incorporates the difference between book value and market value of purchased affiliates.
Therefore, itisnot fit for the calculation of the price to book (PtB) ratio. The book value drawn from non consolidated
accounts should be used instead.

% In order to make sure that the numerator and the denominator of the PtB ratio refer to the same set of legal units.



CES/2003/16
page 6

Valorisation of sharesin thefinancial assets

17.  Two categories of shares should be considered for the purpose of assessing their market value
for the accumulation accounts. shares of resident corporations and shares of non-resident corporations.

18. For the firg category, the problem is amilar to the vaorisation of own capitd (in the ligbilities)
from atheoretical point of view. In practice, INSEE conducts a survey that gives satisfactory estimates
of the stakes, broken down by corporations in which resident enterprises have invested. So, it could be
possible to fine-tune the adjusment of historica vaue to market vaue. A detailled methodology is
provided in [4].

19.  Thesecond category, which is growing due to globalisation, is clearly more complicated to

asess, Snce;

- recording of these sharesis made at the hitorical cost in the accounts of corporations,
it might be much more difficult to compare higtorical vaue/ book value/ with market value, snce all
thisinformation does not relate to the nationd territory (and the NSl has no access to individual
accounts of the corporations the shares of which are detained, nor to the market value). Thisis
another aspect of globdisation. Even for listed companies, it might be complicated in practice to
obtain information on the market vaue, on the corresponding shares, on the underlying composition
of the enterprise group, €tc.

I sthe gross disposable income estimated with sufficient accuracy?

20. Focusing on difficulties related to globdisation, gross digoosable income derived from financid
gsakesin foreign sharesis satisfactory, provided it is possible to implement in practice with sufficient
reliability the standards recommended by SNA, i.e. to incorporate reinvested profit corresponding to
foreign direct investment.

21.  Capitd gainsor losses might raise more seriousissues than reinvested profits: whereas they
gppear clearly in the accounts when the stake is sold, through exceptiond results, they are not
necessarily recorded in practice on ayearly bassin the accounts. These gains are particularly difficult to
measure for stakes aoroad, due to the difficult access to primary information necessary to assess these
capitd gains. Severa recent examples relaing to listed companies have shown that the corresponding
amount may be huge.

22. For the record, let us mention the well-known transfer pricing issue, and the possibility that
enterprise groups might have the possibility to channd profit where taxes are the lowest.

How to compare SNA statisticswith those on listed companies
23.  Thiscomparison reaches the limits of nationa accounts: whereas national accounts focus on a

territory defined by geography and the extent of a politica power, stock markets focus on ownership
(and symmetricaly ignore largely geographica bounds). For listed companies that are very internationa
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(the non-financia enterprise groups listed in the French CAC40 employed in France in 2000 only one
third of their worldwide workforce - see[5]), thisis clearly not an appropriate benchmark.
Furthermore, since listed companies are on average much bigger than non-listed ones, comparisons of
average profitability with other homogeneous sub- popul ations were considered necessary: comparisons
for the various Sze classes and for different industries are dso required.

24.  Since listed companies do not publish consolidated accounts for sub-territories of activity - like
France - and since nationd accounts do not tackle this category as an inditutional sub- sector,
comparisons could only be very superficid. Although the French nationa accounts for the inditutiona
sector of non-financid corporations are based on individua data, and can in theory be broken down
into sub-sectors, it was felt that devel oping specific accounts for such a category would be much too
expensive for aone-off survey.

25.  Theonly solution was then to turn towards business statitics.
V. BUSINESSSTATISTICSON PROFITABILITY AND GLOBALISATION ISSUES

26. INSEE has developed an integration system for business atistics [6] that provides a census,
based on adminidrative data, of financia reports for al businesses. In particular, for each corporation
an income statement and a balance sheet are available. These accounts are non-consolidated ones.

27. Using the nationd register of corporations, it is possible to isolate the population of listed
enterprise groups (provided some care is taken to consider al sorts of Stuations, like those where the
listed corporation in agroup is not the head of the group, or like those where severd corporations are
listed). Other gtatistical characteristics like main activity code or Size class are available in our database.

28. In order to measure prafitability, the average financid return of each category is defined asthe
ratio of the tota net profit by the total of own capitd.

29.  Thefirg step congsted in a calculation of these ratios broken down by Sze and legd gatus,
taking the corporation as the reference statistical unit, see [7]. The own capital was measured at book
vaue, not a market value. Theseratios - which were quite low, even under such valuing of own capitd
- have confirmed that the rlevant satistical unit was not the corporation. Two obvious limitations were
faced:
- any breskdown by main activity emphasizes the role of a specific industry: holding corporations.
Thisindustry has a huge own capitd (about 4/10 of the indtitutiona sector of non-financid
corporations), wheressits net result islow. Thisis due to profit renvested in some of its
subgdiaries,

any breakdown by size class gves huge weight to very smal businesses, snce some holding
corporations have a very limited workforce but a high own capitd.

30.  Therefore, it wasfdt that statistics on profitability derived from present business satistics dso
have serious shortcomings for economists. Some of these shortcomings relate to the vauing of
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characterigticsin the accounts (in particular property, plant and equipment or own accounts). Others are
due to the structure of enterprise groups that dlow a disintegration of the company into severd
corporations with unusua profiles. The latter problem occurs frequently for global companies. Let us
see in more detail how these problems could be tackled at present.

31.  Thenaturd approach in such acontext isto consolidate the avalable individud information on
corporations, in order to build consstent units for economic anayss.

32. Using consolidated accounts produced directly by businesses would be the best solution.
However, as mentioned above for listed companies, consolidated accounts are in practice not
aufficently - if & dl - broken down by geographica area. Which means that they cannot be used
directly for enterprise groups that have at least one subsidiary abroad (and hence especidly for resdent
subgdiaries of foreign groups). For France, these enterprise groups have aworkforce of about 5.7
million people (among which 2.2 million work in foreign controlled resident corporations), whereas
enterprise groups without foreign affiliate employ 1.6 million and independent corporations - i.e.
corporations outside any group - have 5.4 million employees. Globa companiesin France are just too
important to be ignored for such surveys on economic behaviour of firms.

33.  Anocther solution isto design Satistics that would gpproximately consolidate the individua data
provided by the non-consolidated corporate accounts, making use if necessary of worldwide
consolidated accounts. Wheress this “ Satistical consolidation” is obvious for additive characteristics
(like workforce, tangible assets, value added, investment, non-financia investment, operating profits,
sdaries paid), it requires additiona information for other characteristics (like sales, dividends paid, net
financid income, debts). In particular, information onintra-group flows and ligbilities is necessary. More
precisdly, information on intra-group flows (respectively ligbilities) should be broken down into two
categories. flows between French corporations of the group and flows between French and foreign
corporations of the group. See the annex for a more detailed explanation. In the present corporate
accounts, afew intra-group flows and liabilities are reported (interest charges paid to other corporations
of the group, interests and dividends received from other corporations of the group, loansto other
corporations of the group, debtsto other corporations of the group). Extrainformation is necessary on
the accounts of the non-resident affiliates of resdent groups of enterprises as well.

34.  Thisapproach requires some testing, important resources and some time to obtain results. It
was clearly not possible to implement it within the scope of the CGP working group.

35.  Thegroup had to ate the discrepancy of these three indicators: in 1999, whereas nationd
accounts profitability* amounted to 4%, business statistics indicated about 9% (with 5.5% for listed
corporations and 10% for nonlisted ones) - whereas consolidated accounts led to about 8% for listed
companies. A Smilar investigation of coherence has aso been recently conducted in the US, with a
different reporting system [8].

* Net profitability.
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V. DATA COLLECTION ISSUES

36.  ldedly, information on (consolidated) busness accounts both worldwide and nationaly would
be necessary to supply national economists with rdevant information. The intra-group flows and
ligbilities between resident corporations and non-resident corporations are also necessary to distinguish
in the resdent accounts what is related to activity abroad.

37.  Very probably, some requests would ask for more detailed information, for instance by country
of resdence for subsdiaries abroad. To a certain extent, the demand would be as detailed as for
externa trade or for the Balance of Payments or for Foreign Direct Investment (or for FATS). For
multi-activity companies, some breakdown could be felt to be necessary aswell.

38. In addition, the analysis of intra-group flows and liabilities between dl the countries of resdence
would probably draw interest as well.

39. If al these requests were to be satisfied by gatisticd inquiries, it would amount to an important
increase of the satistical burden on businesses, that professiond associations would probably not
accept.

40.  Therefore, INSEE is engaged in an extension of its statistics on enterprise groups that will be
based on existing information, and will assess which share of the demand for atitics can thus be
satisfied.

41.  Thedatigtics would extend the current use of non-consolidated accounts combined with the
annua survey on financid links (LIFT) [9] by usng:
consolidated accounts, which are by law compulsory for enterprise groups above some thresholds
(i.e. about 3500 non-financid enterprise groups in France) and which have to be published;
an exiging light survey conducted by the ministry of Finance on subsidiaries aoroad.

42.  The present discusson of anew EU regulaion implementing FATS is an opportunity to givea
legd framework to the exchange of individua data between national Satistical compilersin order to
avoid duplication of work, since in every EU member sate, businessesin the FATS scope would be
canvassed directly or indirectly severd times: by the nationa satistica compiler in charge of the
gructura busness gatistics of the country in which the corporateis resdent and in each country in
which it has subsdiaries (if any) by the nationd Satistical compiler in charge of the inward FATS, and
(possibly) by the nationd dtatistical compiler in charge of the outward FATS of the country in which the
resdent corporate has its group head. A first step would be to build a common statistica register of
corporationsin order to easly identify al corporationsin the EU.

43. French statistical departments and INSEE have experience in measuring cross-border intra
group flows of goods [10]. These dtatistics are based on a specific statistical survey that makes use of
individua data previoudy collected in order to compile the externd trade statistics. Such gatistics bring
complementary information to the gatistics drawn from companies accounts. The chalenge isto keep
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reducing the cost of data reporting for such surveys. For each type of externa trade flow, separating
intra-group flows from other flows requires some work from the reporting unit.

44.  TheFrench Centrd Bank is responsible for Baance of Payments and Foreign Direct Investment
detigtics. Therefore, it registers pieces of information that are closdly linked to the knowledge of
enterprises groups (FDI indicates financid links between resdert and non-resident corporations). In
order to produce consistent inward FATS, our National Committee for Statistics (CNIS) has requested
exchange of information between INSEE and the Centra Bank [11].

The new EU accounting regulatory committee could be an opportunity to transmit to regulators the
needs of economists and of business statistics users, as they have been expressed to datisticians. An
adequate integration of information requests in the accounting rules would in the end save resources for
corporations.

VI.  CONCLUSION

45.  Thisexample of profitability has been chosen, snceit is a the core of current economic
andyss. investors look for high profitability companies, entrepreneurs locate their establishmentsin
order to maximise profitability, etc. Other economic challenges could have been developed and would
have lead to amilar needs. for ingance andysis of the role of R&D in businesses, of the corrdation
between sze and return, etc. To produce Satitics on any factor that is organised globdly by
businesses, information on activity abroad is required in order to produce relevant information.
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ANNEX: MORE ON “STATISTICAL CONSOLIDATION”

1 Let usgart by cdling “internd intra-group flows’ [respectively “externd intra-group flows’] al
flows between resident [respectively between resident and non-resident] corporations of agiven
enterprise group. For any flow characteristic X (for instance, sales of goods or purchase of goods), if
we denote XI1G(c,g) [respectivey XI1G(c,g) and XIEG(c,g)] theintra-group flow [respectivey the
internd intra-group flow and the externd intra-group flows in the considered country] of corporate ¢ of
the enterprise group g, for the characteristic X, we have:

é [X(c,g)- XIIG(c,g)] isthe consolidated value of characterigtic X for the considered country. For
dg

accountants, this would be taken as avery amplified view, Snce very often consolidation implies some
harmonisation of accounting rules between the various corporations controlled by the same company.
And hence the above equdity holds only gpproximetely.



