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STD/NAES/A(2004)1

IMPORTANT

Delegates participating in the meeting should be advised that the security arrangements in force at
the OECD include the obligation to present an identity document bearing a photograph. It is desirable
that Delegates should be made aware of this requirement in order to avoid any difficulty in obtaining
entry.

For the purpose of saving paper. during these meetings, papers copies of dociuments available on
internet or OLISnet prior to close of business on 6 October will not be made available and we therefore
advise you t¢ download your own paper copies. Documents posted after 6 October will be prepared and-
made available during the meetings. Delegates are invited to bring with them the copies they receive
through OLIS and Internet. ~ '
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STD/NAES/A(2004)1

DRAFT AGENDA

OF THE 2004 OECD WORKING PARTY ON NATIONAL ACCOUNTS

Tour Europe - Salle des Nations
October 12 - 15, 2004

Morning: 9:30 a.m.-12:45 p.m. - afternoon: 15:00 p.m. — 5:30 p.m.

This year a large part of the meeting will be a joint OECD-UNECE meeting, devoted to the review of the
SNA.

October 12 (Common day with Working Partv on Financial Statistics)

For decision
1. Establishment of the subsidiary body of the OECD committee on
: . y,
statistics (F. Leguiller, OECD) STLNABS(I004)8
2 Minutes of the previous meeting (F. Lequiller, OECD) STD/NAES/M(2003)1
For information
_SNA review: financial issues. This session is a« common OECD/UNECE session.
3. Progress Report on the Review of the SNA by ISWGNA chair __
(C. Aspden, OECD)
4. Pension schemes (A. Bloem, IMF) -
5. Report from the moderator of the IMF EDG on non performing loans __
{A. Bloem, IMF)
6. The treatment of provisions in the SNA: issue paper: elements for the
review of the SNA (F. Lequiller, OECD) STD/NAES(2004)7
7. Progress report: task force on financial services (A. Nordin, OECD) ===
8. Conclusion and agenda of next WPFS (P. O'Hagan, chair of the WPES) =y

Cocktail

October 13

For information

SNA review: general government accounts. This session is the continuation of a common
OECD/UNECE session.

9 Progress report from the chair of the Task Force on Harmonisation of .
) Public Sector Accounts (J.P. Dupuis, OECD) :
' Appendix on general government: recording tax revenue & tax credits
19- | 5P, Dupuis, OECD) i

_13_



STD/NAES/A(2004)1

11.

Government/public sector/private sector — delineation issues
(G. Jenkinson — ONS)

STD/NAES(2004)10

12.

Accrual of earnings on equity stakes of government into public
cormorations in the SNA (P. de Rougemont — Eurostat)

STD/NAES(2004)11

SNA review: non financial assets (Canberra II) This session is the continuation of the common
OECD/UNECE session. For information

13. | Progress report of Canberra H group (C. Aspden, OECD) -
14, | Ownership transfer costs (C. Aspden, OECD) STD/NAES{2004)14
. + e 1 - P 1
(5 The measurement of databases in the NA: draft issuespaper (N. Ahmad. STD/NAES(2004)
OECD)
The treatment of originals & copies in the NA: draft issues paper 5 5
16. (N. Ahmad. OECD) STD/NAES(2004)2
October 14
For information
SNA review: non financial assets (Canberra II). This session is the continuation of a common
OECD/UNECE session.
17.  Cost of capital services: producticn} accounts (N. Ahmad, OECD) STD/NAES(2004)15
General government (and other non market) assets: cost of capital
P services {A. Harrison, OECD) SEDINAESZ0041 16
19. | Mineral exploration (A. Harrison, OECD) STD/NAES(2004)17
20. | Treatment of land improvements: issue paper (C. Aspden, OECD) STD/NAES(2004)3
Classification 1ssue: proposal for an [SIC aggregation structure
20.a (W. Cave, OECD) STD/NAES(2004)18

National accounts data at the OECD This session is an OECD session
For information

The new publication on general government accounts (J.P. Dupuis,

sl OECD) , T
Situation of annual National Accounts in the OECD database
22. (M. Hainaut, OECD) STD/NAES(2004)13
3. gtéilceg)lon and dissemination of quarterly national accounts (M. Harary, STD/NAES(2004)19
24. | The NAWWE project: progress report (C. Aspden, OECD) STD/NAES(2004)20
International Comparability of Productivity measures
For decision
25. | Report of the UK Atkinsonreview panel on non market output STD/NAES(2004)21

(T. Atkinson, UK) — Document only available on internet site.

_14_




October 15

For decision

STD/NAES/A(2004 11

26.

Ustng National Accounts data for productivity analysis (F. Lequiller,
OECD)

STD/NAES(2004)6

Open session: Supply and Use and Input — QOutput frameworks in the compilation of national
accounts

For information

_report (J. Cope, Statistics New Zealand)

Report on software (C. Aspden, OECD)

27. | Managing supply-use Benchmarking in the Australian National Accounts STD/NAES(2004)4
(C. Obst, ABS)
Quarterly supply and use tables in the Australian National Accounts STD/NAES(2004)5
(C. Obst, ABS)

28. | Contribution by the BEA (S. Okubo, BEA) STD/NAES(2004)22

29. | Software investment in the New Zealand National Accounts: progress STD/NAES(2004)12

Room documents:
OECD Handbook on hedonics (J. Triplett, consultant for OECD)
Fab-less enterprises: room document” par Sol Peleg, CBS, Israel - STD/NAES/RIX2004)1

I*I*.*-*I$I*I

For information,
Main items of the agenda of the first day of the Working Party on Financial Statistics (October 11, same
room, 9:30) .

The new financial accounts database and publication (M. Chavoix Mannato, OECD)

Pilot project on classification of households’ financial assets (M. Chavoix Mannato, OECD)

Draft SNA-USA (Federal Reserve Board)

Institutional Investors, Bank profitability, Central Government Debt databases: progress reports (E. Bolton,
I. Ynesta)

| Repurchase agreements (J. Joisce, IMF) -

_15_
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Extract of Minutes of the WPNA meeting at OECD (12-15 October 2004)

Warning: This paper constitutes an extract of the future minutes of the October 2004 OECD Working
Party on National Accounts. This extract only covers issues that are included in the forthcoming meeting of
the AEG as items for decision. The objective is to circulate to the ISWGNA and AEG members the
comments made by delegates on these particular items before the AEG meeting of December 2004. Other
issues of the SNA review were discussed during the WPNA but they are not for decision of the AEG in
December. Minutes of those issues will be circulated later.

Item 5. Non-performing loans

The paper for decision to the ISWGNA/AEG was presented by A. Bloem (IMF). A questionnaire was sent
in July 2004 by the moderator of the EDG (Russell Freeman, IMF) and obtained 37 answers. Four options
were offered:

1. Leave SNA as it is

2. Keep nominal value, but with mandatory memorandum items on market value

3. Market value in creditor accounts, nominal value in debtor accounts

4, Market value for both creditor and debtor, but with mandatory memorandum items on nominal
value and interest arrears.

Options | received very little support, showing that a change of the SNA seems necessary to nearly ail.
Option 3 received very little support because it did not respect the principle of symmetry. Option 2 and 4
received significant support, with a small preference for Option 2. The paper implicitly proposes the AEG
to choose option 2.

Austria underlined the necessity to contact ECB and BIS, as well as the banking community, on such an
issue. Their opinion should be taken on board.

The Netherlands mentioned that it had voted for option 1. The delegate raised two questions: 1/ should we
also record receivable / payable as what is proposed for loans? 2/ how do we collect information, banks
being not very keen to disclose it?

Australia supported option 4, stating that they have encugh information to estimate the fair value of loans,
and accept applying this estimate to the debtors. He noted that there is no difference between option 2 and
option 4 regarding the collection of data: both need to collect the value of loan impairments.

Canada did not select any of the options but would favour option 4. He expressed the need to define the
term market value: if it is understood as nominal less accumulated provisions, then he would agree with
this definition. Otherwise, asking to record loans at full market value would be difficult. He noted that all
participants in the EDG accept to move from a legal basis of recording to an economical basis. The
problems are with the symmetry (this is applying this impaired value to the debtor) especially for
international loans. However, there can be simple presentational ways to resolve the problem while
maintaining symmetry (adding a column in the financial accounts). In Canada, they have good information
on loans and provisions from the lender side; they apply the net value for the lender and the debtor, in
order to have a better value of net worth for both; however, the tables for international loans do not apply
this rule for the debtors; so there is a “dual” approach of Option 4 in Canada. He finally expressed the view
that the recognition of provisions for bad debt should be seen as the “accrual accounting of write-offs”.

Eurostat expressed the view that the questionnaire’s presentation of Option 4 was biased in the context of
the “emotional debate” in the accounting world especially in Europe about the market valuation of loans.

_19_



Eurostat and the CMFB does not support the full market valuation (and as such he supports Canada’s
intervention on the definition of the value of impaired loans), but could envisage recording the loan net of
provisions. He noted that ESA95 recommends to record loans at nominal value after write-downs (in the
other changes of volume), and noted that there could be an interpretation of this sentence opening the way
to the immediate recognition of net values for loans, as well as for accounts of receivable / payable. He
reminded the audience that Eurostat has requested from the EDG a delay in order to clarify several items of
the discussion, including the timing of the write-off, and the situation of restructuring agencies dealing
with impaired ioans. He noted that the TFHPSA recommended the SNA recording taxes expected to be
collected, thus would not record taxes nominal on one side and payable on nominal on the other side. This
issue is linked with the one on non performing loans.

Spain stated that they had both measures of loans, and has chosen option 2 rather than option 4 because
they want to respect symmetry and also do not want to apply the impaired value to debtors. She stressed
the fact that the measure of bad loans differ from country to country, depending on the degree of presence
of bad payers. This will make the data difficult to compare.

ECB: has sent a paper to the EDG and supports option 2: there is no way not to respect the terms of the
contract (nominal value) as long as there is no change by mutual agreement. Option 4 requires the
recording of provisions, and has a risk of asymmetry.

France favored option 2, refusing dissymmetry in the financial accounts. Moreover, there is no room in
France for full fair value (taking into account interest rate risks), loans having little tradability.

Japan explained that their financial accounts was built using option 4, with market value defined as
nominal less provisions. Regarding cross border loans, option 2 might be seen as realistic.

USA has chosen option 2 in the name of symmetry, and because policy makers look more at the debtors
position in the financial accounts, which would be unduly improved if we applied to them the impaired
value. Users wishing to have the creditors’ image can turn to supervisory data.

Denmark found at first option 4 attractive, but did not give sufficient importance to the debtor’s viewpoint.
Debtors can go bankrupt for not paying these loans and showing them as terminated in their accounts
would bias their balance sheet. He supports those who say that the terms “market value” should not be used.
His interpretation of the ESA, contrary to Eurostat’s intervention, is that the write-off is the final one, not
the provision.

OECD supported option 3, considering that option 2 would not bring any real change in SNA. Two issues
illustrate this. The moderator proposes “compulsory memorandum items”, but the status of this is not
known. The moderator has not proposed any change to sentences like “loans can only have one single
value (the nominal value)” in the SNA.

The representative of the moderator (IMF) closed the discussion with these four points: (1) he has noted
that a general concern was to better define the notion of fair value or market value for loans, so he will ask
clarification on this point to the moderator, (2) in his view the definition of bad loan could be loans that are
unpaid after 90 days, (3) the value of a loan in the SNA will remain the nominal value, (4) the introduction
of compulsory memorandum items is new, so this will be a change in the SNA, but it surely needs to be
better defined.

_.20_



Item 14. Ownership transfer costs

Charles Aspden (OECD) presented the draft issues paper for decision at the December 2004
ISWGNA/AEG meeting, which was prepared by Anne Harrison. All but three of those making an
interjection expressed support for the proposals. The representative from Germany thought that it was
inappropriate in principle to write off expected expenditures on disposal and termination before they
occurred. The representative from the Netherlands expressed his concern, but said that “he could live” with
the proposal. Most of the comments concerned the practicalities of the proposed treatment of termination
costs, which is as follows:

Terminal costs (e.g. de-commissioning costs of nuclear power stations, open cut mines) should be
treated in the same way as COT on disposal, except that they are written off over the expected service
life of the asset. However, when termination costs are unanticipated or cannot be predicted with
reasonable accuracy then they can be written off as CFC immediately.

Speakers from the UK, US and Australia were all supportive of the preferred treatment, with some saying
that anticipated terminal costs were often recorded on the financial statements of businesses. The
representatives from Norway and the Netherlands considered that it would be difficult to obtain reliable
estimates of terminal costs for such things as oil rigs and nuclear power stations and they envisaged using
the fall back option of writing off the termination costs immediately that they are incurred.

The representative from Austria agrees on the principle but criticised the paper for not making it clear to
which assets the COT related. He queried whether the treatment would differ depending on the underlying
asset. The German representative noted that the current SNA recommends that the COT on produced assets
should be recorded as part of the GFCF of the underlying asset, while the COT on non-produced assets is
recorded separately as a produced asset.

The representative from Korea agreed with the proposal regarding installation costs in principle, but
questioned whether these costs would ever be separately identifiable.

Charles Aspden responded as follows:

1. Only by writing off the expected costs of disposal and termination from the time of acquisition of
the asset would the value of the net capital stock correctly reflect the market price of the asset. If
the estimates of CFC excluded these costs then the resulting estimates of net capital stock would be
overstated.

2. If approximate values of the termination costs of such valuable items as oil rigs and nuclear power
plants are known it would be best to use them in order to get more accurate estimates of the market
values of the assets on the balance sheet. Only when the termination costs are unexpected or could
not be predicted with satisfactory accuracy should they be written off when they are incurred.

3. The COT proposals apply to both produced and non-produced non-financial assets. In the case of
COT on land, the issue paper concerning land proposes that COT on land be combined with land
improvements.

Item 15. The measurement of databases in the NA
Nadim Ahmad presented his paper for decision at the December 2004 ISWGNA/AEG meeting,
The representative from the US asked if any country was recording capital formation of databases.

The representative from the Netherlands was concerned about identifying which databases should be
incorporated in the asset boundary.
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Charles Aspden (OECD) then referred to the results of a recent survey (to be presented later in the meeting)
which showed that the majority of OECD member countries responding to the survey did include databases
in GFCF, but only one of them was able to separately identify them. He then made reference to his own
experience in a national statistical office and observed that databases used in the compilation of the
national accounts, which were frequently revised, should not be regarded as assets, but copies of
population census data sold to users, which could be expected to be used for a number of years, qualified

as assets. In his view the normal rules for determining what was an asset and what was not should apply.

The representative from Germany gave details of how estimates of own account GFCF of software and
databases combined are derived for that country. She supported the recommendation that there be a sub-
aggregate of GFCF of software and databases combined. However, she went on to propose that software
and databases be both excluded from the asset boundary.

The representative from the Netherlands expressed his unease with the notion of statistical offices
producing assets.

Nadim Ahmad agreed with the German representative that having a sub-aggregate of software and
databases combined could alleviate estimation problems. He then went on to argue that databases holding
national accounts data for revision analysis should be regarded as assets, as they met the standard
requirements of an asset.

The representative from Austria expressed his support for the proposals.
Item 16. The treatment of originals and copies in the NA
Nadim Ahmad presented his paper for decision at the December 2004 ISWGNA/AEG meeting.

The representative from the UK expressed concern that the proposals were inconsistent with paragraphs
6.143 to 6.146 of the current SNA which deal with the production of originals and copies, noting that these
paragraphs referred to the consumption, not capital formation, of copies. He also described a hypothetical
situation involving the sale of a copy of a database and asked whether this was really capital formation. He
then went on to argue that R&D output was in fact the creation of ideas that formed many intangible assets.

Nadim Ahmad responded by saying that copies rented for only a short time should not be treated as capital
formation; only copies that were used repeatedly or continuously for more than a year should be recorded
as capital formation.

Item 17. Cost of capital services in the production account
Nadim Ahmad presented his paper for decision at the December 2004 ISWGNA/AEG meeting.

The representative from Denmark said that while his NSI had derived estimates of multifactor productivity,
and in doing so had derived estimates of capital services, he had reservations about including capital
services in the core of the accounts:

1. the estimation of capital services was based on a number of assumptions, including a future rate of
return, and although he understood that these same assumptions were implicitly made, if not
explicitly made, in the calculation of consumption of fixed capital, the proposal would give great
prominence to capital services;

2. there are different views about an appropriate production function; and

3. only seven (two by detailed activities) of the fifteen EU countries that existed at the beginning of
2004 are able to supply the estimates of GFCF required, which raises the question of how feasible
the proposal is.

The representative from Australia expressed support for the proposal. The data could be very useful for
analysts. Having capital services as an ‘of which’ item in the production account would give users a better
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understanding of what contributes to GOS, and the size and sign of the residval could be very interesting.
He mentioned however that the choice of the rate of return needed more consideration.

The representative from Germany supported the views expressed by the representative from Denmark. She
noted that only a few EU countries were reporting estimates of capital stocks. Her experience from an EU
CFC task force implied that most countries would be unable to derive satisfactory estimates of capital
services from produced assets. She also had concerns about the likely quality of estimates of capital
services from non-produced assets.

The representative from the Netherlands agreed with the views of his Danish and German colleagues. He
thought there were too many problems: do we have all the assets which produce capital services? Do we
have perfectly functioning markets? Why don’t businesses rent all their capital? Should we use exogenous
or endogenous rates of return? He preferred presenting the estimates of capital services and a split of GMI
into its labour and capital components in a satellite account, and not in the core accounts.

The vice-chair {the representative from Lithuania) expressed her concerns about the difficulty of
implementation in the core accounts, and preferred leaving this to a satellite account.

The Canadian representative expressed support for the proposals. She said that Canada had done a lot of
work on this subject and had gained considerably from doing so. The publication of estimates of capital
services had led to a lot of debate both within and outside Statistics Canada.. Questions had been raised
about the capital estimates (capital services, capital stock and consumption of fixed capital) and GOS
which had led to an improvement in the estimates.

The representative from New Zealand shared the concerns expressed by his colleagues from Europe. He
was concerned that the proposal required NSOs to make more imputations using models. He supports the
presentation of the proposed estimates in a satellite account.

The representative from the UK supports the idea of publishing the new estimates. In his view, a lack of
data was not a satisfactory reason for opposing the proposals. However, he was ambivalent about
presenting these estimates in the core accounts. He said that further explanation of how constant price
estimates of compensation of employees needed to be provided, and how to choose a rate of return to
capital needed resolution.

The chairman (OECD) said he thought numerical examples were required to show how the estimates
should be derived.

Nadim Ahmad responded and made the following points:

1. Now that the issue on the measurement of depreciation had been more or less resolved (see the
draft minutes of the Canberra II meeting 1-3 September, 2004), the Canberra Il Group could
proceed to develop numerical examples.

2. He stressed that the proposal s did not change any of the existing estimates in the accounts and that
capital services would onlty be an ‘of which’ item. If countries were unable to derive estimates of
capital services, or they lacked confidence in their estimates, they could choose not to present them
in the production account.

3. He personally preferred the use of an exogenous rate of return. But he noted that a rate of return
was needed implicitly, if not explicitly, to derive estimates of consumption of fixed capital and
capital stock. In order to derive these estimates it was necessary to use a model. Although what we
are proposing is to use the same model and assumptions to derive estimates of capital services,
CFC and capital stock.

4. He noted that the old controversy between the two Cambridges was not really relevant because that
concerned the aggregation of capital.
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5. The derivation of constant price estimates of compensation of employees would be dealt with in a
forthcoming paper.

In summary, it can be said that the views of representatives fell into three groups: group A who are
opposed to the proposals, group B who are supportive of he proposals but with the caveat that the estimates
be presented in a satellite account and not the core accounts, and group C who are supportive of the
proposals without reservation.

Item 18. General government (and other non-market) assets: cost of capital services

Anne Harrison (OECD) presented her paper, the main thrust of which is that consumption of fixed capital
be replaced by capital services (i.e. CFC plus a return to capital) for the purpose of estimating the value of
non-market output. The paper is presented for decision at the December 2004 ISWGNA/AEG meeting.

In doing so she segregated the different assets owned by these producers into three categories:
1. ofthe type used by employees in the course of their work,
2. those which provide a service to thé economy at large (e.g. roads)
3. those which provide a service to the community at large (e.g. city parks)

The representative from Canada supported the proposal in respect of the first two categories. She thought
that a suitable rate of return for the second category of assets was the long-term government bond rate.

The representative from the Netherlands said that in imputing the value of output of non-market producers
we had two options. The first was to value it as the sum of costs, in which case all the costs should be
counted, including a return to capital. The second was to measure output as being equal to the value of
welfare it produced, in which case a rate of return on capital should be excluded. He gave the example of a
railway line to a small community that required a subsidy to provide its services. He asked which
convention is best? He also noted that many countries do not have estimates of capital stock, which would
allow them to calculate a return to capital, although they made estimates of CFC.

The representative from Australia gave his full support to the proposals. He argued that the SNA currently
recommends that the value of non-market output should be valued as the sum of costs. Logically, it should
include all costs, including a return to capital. He also noted the SNA’s recommendation to use output
indicators to measure the growth of non-market production at constant prices, and as this recommendation
was more extensively adopted the valuation of output as the sum of costs at constant prices would become
less of an issue. In his view, the SNA should provide strong conceptual guidance and the practicalities of
implementation were a separate issue that should not be allowed to cloud issues of conceptual probity.

The Danish representative supported the proposal, but agreed with his Dutch colleague that few countries
have the capital stock estimates to support the calculation of a return to capital.

The representative from the US supported the proposal. He agreed with Anne Harrison that it was justified
from both the capital services point of view and an opportunity cost point of view. He noted that it was
necessary to gain agreement on how the rate of return should be derived, but expressed confidence that
this could be achieved.

The Swedish representative questioned how one could be in favour of using capital services to derive
estimates of non-market output but be opposed to presenting capital services in the production account of
market producers.

The representative from Germany confirmed her opposition to the presentation of capital services in the
production account and the use of capital services to estimate non-market output.

The Danish representative said it was necessary to include a return to capital in estimating the output of
non-market producers because it was one of the costs of production, but it was unnecessary to include
capital services as an ‘of which’ item in the production account. In the market sector GOS covers all costs.
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The Dutch representative said he agreed with this argument by the Danish representative.

The Swedish representative noted that one needs capital stock estimates to derive a return to capital.
Therefore one could not use the lack of capital stock data as an argument for not presenting capital
services in the production account of market producers and at the same time ignore this shortcoming when
supporting the inclusion of a return to capital in the measurement of non-market output. He shared the
view of the German representative in opposing the use of capital services.

In summary, there were two groups: group A supported the inclusion of a return to capital when summing
costs to measure non-market output and group B who opposed their inclusion and favoured the status quo.

Item 19. Mineral exploration
Anne Harrison presented her paper for decision at the [SWGNA/AEG of December 2004.

The representative from the Netherlands supported the proposals. He noted that in the Netherlands some
of the ‘royalties’ paid to the government were in effect part of taxes. Hence, he would need to talk to the
relevant ministry to find out whether the taxes could split into a royalty part and a true company tax part.
In regard to the final proposal (which is yet to be determined by the Canberra I Group) he does not like
the idea of partitioning ownership of the sub-soil asset.

The Australian representative supported the proposals. He noted that the ABS had been including sub-soil
assets in the balance sheets for some years. The values are estimated as their net present value,

Item 20. Treatment of land improvements
Charles Aspden presented his paper for decision of the ISWGNA/AEG of December 2004

The Canadian representative supported the proposals, but asked how the value of unimproved land would
be estimated.

The representative from Eurostat thought the task of splitting the rent/rental of land between land
improvements and unimproved land would be horrendous.

The Australian representative expressed his support for the proposals but asked if the COT on land
transfer would be written off over the expected period of ownership.

The UK representative expressed his support for the proposals, but questioned whether there would be no
impact on GDP as claimed in the paper.

The German representative expressed her support for the proposals, adding that Germany was unable to
distinguish between capital formation of land improvements and other forms of construction in its surveys.

The New Zealand representative largely supported the proposals, but queried whether activities such as
contouring and stone clearing could be depreciated.

The representative from the Netherlands asked what the value of the land improvements would be for his
house site which is below sea level, given that the dykes, etc that prevented his house from being
submerged were providing similar services to his neighbours.

Charles Aspden responded as follows:

1. The proposal is that unimproved land should be valued as the combined land value less the stock
of land improvements.

2. The problem of splitting rent/rentals already existed in respect of land and buildings/structures.
The proposal merely shifted the boundary, with unimproved land on one side and produced assets
on the other. He also noted that when a split could not be made the total rent/rental should be
allocated completely to one or the other depending on the relative values of the produced and non-
produced components. If anything, the proposal should be easier to implement that the status quo.
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He confirmed that COT on land transfers should be written off over the expected period of
ownership.

He argued that all land improvements, including contouring and stone clearing were subject to
depreciation and required maintenance.

The value of the land improvements to the Dutch house site from the dykes. etc. should be
estimated by allocating the total costs to each block of land.

He thought that GDP would be unaffected, but he invited members to review his tables at the end
of the paper and alert him to any errors.
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ESTABLISHMENT OF THE SUBSIDIARY BODY OF THE OECD COMMITTEE ON
STATISTICS

Introduction

L. In its first meeting (7-8 June 2004), the OECD Committee on Statistics expressed its
agreement on the proposal to transform the “Expert Group on National Accounts” into a subsidiary body
(Working Party) of the Committee. The Secretariat was asked to prepare the Terms of Reference for this

Group, which are now submitted to the Committee for endorsement by written procedure. The proposal
will be then submitted to the Council.

Background and proposed arrangements

2. The “Expert Group on National Accounts” has met annually since the beginning of the 1980s.
Historically, it has been the pivotal international meeting for the development of the System of National
Accounts and of other manuals and handbooks on national accounts adopted worldwide. Currently it plays
a key role in the process of updating the 1993 version of the System of National Accounts, whose
conclusion is envisaged in 2008. In addition, it represents the most important forum for OECD national
accountants to improve the quality and comparability of the statistics they produce. The Group meets _
annually in October, while its task forces work throughout the year. The meeting of the Group is organised
in conjunction with the meeting of the “Working Party on Financial Statistics” (WGFS), where financial
accounts issues are discussed.

3. The transformation of the Expert Group into an official Working Party belonging to the
Committee on Statistics would reinforce the authority of the body in carrying out its work.
Recommendations prepared by the Working Party would be submitted to the Committee for discussion and
endorsement. The transformation would be budget neutral.

4, The Secretariat has drafted the mandate for the Working Party.

5 The Working Party would elect its Bureau comprising one chairperson and two vice-chairs. The
Bureau is elected with a two year mandate. The chairperson can be re-elected for a second term.
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ANNEX 1

WORKING PARTY ON national accounts

Mandate

The Committee on Statigtics,

Having regard to Articles 1, 2, 5a) and 12 of the Convention on the Organisation for Economic
Co-operation and Development of 14 December 1960;

Having regard to the resolution of the Council creating the Committee on Statistics and granting
it the responsibility to “ensure that OECD statistics are produced according to high quality standards™ and
“officially approve methodological recommendations elaborated on specific subjects” [C(20038)217 and
C(2003)217Corr!];

Having regard to the Rules of Procedure of the Organisation;

Considering that comparable quantitative information on national accounts across OECD
Member countries is indispensable for carrying out national and international economic analysis;

Emphasising the importance of the System of National Accounts as a guide for the development
of all economic statistics;

Recognising the historical role played by the OECD in the development of standards to compile
national accounts data worldwide;

DECIDES:

1. The Working Party on National Accounts is established;

2. The Working Party will undertake work to improve the quality of national accounts data in
accordance with priorities established by the OECD Committee on Statistics;

3. [n particular the Working Party will:
. facilitate the development and improvement of internationally comparable methodologies

in order to allow users to better compare the growth and the levels of national accounts
variables between OECD countries, including satellite accounts;

o monitor, in coordination with the Inter-Secretariat Working Group on National Accounts
(ISWGNA), the changes and clarification needed in the Manual of the System of National
Accounts to increase the relevance and the international comparability of national accounts
statistics;
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. monitor by regular studies the comparability of the data in all domains of national
accounts, including price/volume issues, quarterly accounts, general government and
institutional sector accounts, and employment and productivity analysis;

. encourage the implementation of international guidelines and recommendations by
Member countries, including those regarding compilation methods and accurate
measurement of key phenomena;

. encourage the timely availability of statistical series and monitor their prompt transmission
to the OECD in order to better serve international users of national accounts data;

4. The Working Party will seek the maximum practicable conformity of its own work with relevant
statistical work undertaken by other parts of the OECD, and in particular the Working Party on
Financial Statistics (WPFS) which covers financial accounts; and also with related work on
national accounts undertaken by other competent international and supranational organisations.
To avoid duplication of efforts, a particular attention has to be paid to the co-ordination of the
activity of the Working Party with that carried out by other working groups active at international
level;

5. Finally, the Working Party will act as a forum in which Member countries will be able to
exchange information and experience on new concepts and methods of compilation of nationat
accounts and on new experiences on the use of national accounts data;

6. The duration of the present mandate shall be four years ending 31 December 2008, The
Committee on Statistics will review the results obtained every year before the end of the
mandate.,
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THE TREATMENT OF PROVISIONS IN THE NATIONAL ACCOUNTS:

ELEMENTS FOR THE REVIEW OF THE SNA

1. The aim of this paper is to launch a discussion on the general treatment of provisions and
impairment of assets in the National Accounts, in the context of the review of the SNA. The paper argues
that the SNA should recognize the provisions and impairment of assets that are recognised by business
accounting standards, instead of, as currently, rejecting these items outside the scope of the accounts.

2. The paper proposes the creation of new lines in the sequence of account, located just before the
balance sheet accounts, where the SNA would record changes in provisions and impairment of assets.
Also, the stock of provisions and impairment of assets would be available in the annual balance sheet
accounts, Both these pieces of information would come as an additional information to the existing tables.

3. Far from being a revolution, this proposal would simply allow users to compile alternative values
for the net worth of institutional sectors, including or excluding these items. One specific property of this
additional information is that the tables would not be fully symmetrical. It is a small price to pay
compared to the advantage of extending the scope of the SNA to these important accounting entries.

4. By including these categories into the framework of the SNA, a new flexibility is introduced
which will, first, help to clarify the treatment of some transactions and, more important, allow producers of
national accounts to elaborate macro-economic information on “quasi-liabilities” and “quasi-assets”, in
particular in the domain of pension schemes, government guarantees, or non performing loans. The paper
remains general and does not analyze case by case the different provisions and the consequences of their
inclusion into the scope of the accounts. Also, it does not cover practical issues. The author is far from
having the expertise to do that. The aim of the paper is simply to try to open a door which seems to be
locked by a (false) debate on principles.

1. Relations between accounting principles

S. The SNA revision process, which was recently launched by the ISWGNA, is impressive in its
scope. However, issues were included in the review program with a view of responding to relatively well
known and well delimitated issues. Little effort has been done to broaden the scope to more general issues.
One of these broad issues could have been to better analyze the remaining differences in principles
between the national accounts and the business accounts.

6. The SNA review guidelines elaborated by the ISWGNA indicate that issues selected for the
revision of the SNA should be new issues (i.e. whose problematic has recently appeared). In this context,
one could say without contesting that one of the most important new trends in accounting in the last years
is the emergence of new international standards in business accounting, embodied in the IASB
recommendations, which will be implemented in national standards and should even been made obligatory
(with some adjustments) for listed EU companies, starting in 2005. No less important for national
accountants, international standards of public finance accounting are also under discussion, under the
auspices of the IFAC-PSC. These new standards are not only more international than before but have
evolved compared to old national standards, in particular with the increasing reference to the reporting of
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assets and liabilities on the balance sheet at “fair value”, which is equivalent to the preferred valuation of
assets in the SNA.

7. The recent decade has been one of high profile for the national accounts. The SNA 93/ESA 95
was the only international accounting guideline to be implemented in practice. lAS and international
GAAP did exist but were not systematically applied in accounting standards. In macro-economic statistics,
the SNA gained the status of the unavoidable reference. This status was legally recognised by European
Union countries, and, further, in Europe and elsewhere, essential policy indicators of public finance have
been using its framework (Maastricht criteria and GFS).

8. At the same time, the SNA, which many users wrongly think is concerned only with the
compilation of GDP or household disposable income, has the ambition of covering all aspects of economic
accounting. This means not only goods and services accounts (/O tables), but also complete institutional
sectors accounts, and in particular balance sheets.

9. While only a few countries yet publish the complete balance sheet tables (and other changes in
volume and reevaluations accounts) that are recommended by the SNA, conceptually the structure of the
accounts and the recommended treatments regarding institutional sectors accounts are logically based on
the central balance sheet concept of net worth. This logic is one of the main drivers of the major
convergence that was achieved between national accounts and business accounts regarding the principle of
accrual accounting.

10. These parallel trends of, on ong¢ hand, more international standards in business and public finance
accounting, and, on the other hand, more balance sheet information in the macroeconomic accounts is
bound to lead to the question of why the principles of these two accounting systems differ, in particular for
the calculation of balance sheets.

11. It is not a coincidence that this issue has already materialized regarding the government sector':
this sector is, at the same time, a macro-economic sector (S13 in the SNA) and a “micro-economic” agent
(in the sense that there is a body directly or quasi-directly responsible of its accounts’). Despite the
difference in nature between a government and an enterprise, more and more business sector accounting
recommendations are adapted to the govemment sector. In this context, more and more questions will be
raised as to why the national accounts principles differ from the business sector accounting principles
adapted to the government sector.

12. Part of the problematic of the present paper is therefore inspired’ by the very interesting paper by
Lucie La Liberté, presented to the 2004 IARIW conference (see [1} in Bibliography), which illustrates
much better and much more extensively than the present paper the domains in which convergence could be
reached between national accounts principles and business accounts principles (adapted to government).
Another recent paper, from André Vanoli, also much more extensive than the present paper, contributed to
the drafting of the present paper [2].

13. Compared to the vast scope of these excellent papers, the present paper is limited to only one
domain of possible better convergence, which is the treatment of provisions. In this context, it owes a debt

With the creation of the Task Force on Harmonisation of Public Sector Accounts (TFHPSA), whose explicit
mandate is to try to converge with the IFAC-PSC recommendations.

It would be perhaps more appropriate to refer here to S1311, central government, but the idea is the same.

This does not mean that Lucie La Liberté forcibly agrees to the proposals that ] make in the present paper. I keep
of course the entire responsibility of these.
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to another excellent paper, prepared by Jean-Paul Milot, which discusses specifically the issue of
provisions in national accounts {3].

2. The objectives of the measure of net worth are similar for a single unit

14. I suppose that business accountants can give a very simple definition of the ner worth of the
companies that they report for. It is the amount that someone should pay to buy them. This definition is
not adapted to the macroeconomic accounts, because, first, they cover institutional units which are not
“sellable” (households, government), and second, they report aggregated data. Nobody can nor is willing
to buy the net worth of the Nation, often referred as the national wealth.

15. However, despite this difference in nature, the objective of the national accounts balance sheets is
not so different from the objective of the business accountant. The SNA says (13.2): “for an institutional
unit or a sector, the balance sheet provides an indicator of economic status- i.e., the financial and non-
financial resources at its disposal that are summarized in the balance sheet item net worth”. While the
SNA uses a very general term “an indicator of economic status”, showing the difficulty to give a more
precise definition of the net worth in the context of macro-economic accounts, it, at the same time,
explicitly proposes to apply the SNA balance sheet framework to one single unit (“for an institutional
unif”). It is therefore relevant to compare the net worth for a single institution as calculated by the national
accounts and as calculated by the business accounts. We will see later that the problem in macro-
economics accounts is the relevance of aggregating net worth values.

3. But there are major differences in the principles governing its measure

16. As is most often the case with statistics and accounting systems, the user will never find the same
figure for the net worth of a given unit whether it is calculated by a national accountant and by a business
accountant. Several reasons explain this difference. The main one is well known and is described in detail
in the section I of the introduction of the SNA®. It originates in the difference of valuation of the assets.
Based on existing business accounting standards’, business accountants are deemed to be “prudent” and
value their assets at historic costs.

17. As explained in the section I of the introduction of the SNA, national accountants reject this
valuation principle on the ground that only valuation at market value (or replacement value, or fair value)
can lead to economically meaningful measures. It argues very convincingly that the cost of production
(which includes the cost of the use of the capital) valued at historic prices result in a measure of profits
which is misleading, because they systematically undervalue inputs compared to outputs. While not
stating it explicitly, the SNA also considers that only balance sheets at market value are economically
meaningful measures. Here is the good reason for the difference between the principles applied in the
national accounts and in business accounting. It is such a good reason, that, as mentioned earlier, the
business accounting principles seem to start to converge toward the national accounts principles in this
case, with the increasing use of “fair value”.

18. But there is another reason, not discussed in section 1 of the introduction of the SNA (nor in the
rest of the SNA), for the difference in the value of net worth between the national accounts and the
business accounting: the treatment of provisions. The term provision is used here whether it is affecting
the liability side of the accounts or the asset side of the accounts. In business accounting, it is more
appropriate to refer to provisions when addressing liabilities and impairment of assets when addressing the

Section: “Links with business accounting and economic theory”.

*  Which are evolving as mentioned earlier, with the increasing use of the fair value concept.
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changes in the value of an asset®. We will therefore try to use this more precise terminology in the rest of
the paper.

19. it is the objective of the present paper to try to understand why this difference between SNA and
business accounting exists and whether it is justified or not.

4, Some elements and definitions from business accounting

20. In business accounting, provisions are associated with other words, such as liability, impairment
of asset, contingent liabilities. It is necessary to define better these words to clarify the debate. We will
use below the definitions of the “IAS 37 Provisions, Contingent Liabilities, and Contingent Assets”, as
described by [4] and [5].

o A liability is a present obligation of the entity arising from past events, the settlement of which is
expected to result in an outflow from the entity of resources embodying economic benefits or service

potential.

o A provision is a liability of uncertain timing or amount. They should be recognised when a reasonable
estimate can be made of the obligation.

o A contingent liability is:

(a) a possible obligation that arises from past events and whose existence will be confirmed only by
the occurrence or non-occurrence of one or more uncertain future events not wholly within the
control of the entity; or

(b) a present obligation that arises from past events but is not recognised because:

i. itis not probable that an outflow of resources embodying economic benefits or  service
potential will be required to settle the obligation; or

ii. the amount of the obligation cannot be measured with sufficient reliability

21. It is important to note here the gradation in business accounting of the definitions between a
present “liability” which is a strong present obligation, a “provision”, which is included in the category
liability, but is of “uncertain timing or amount”, and “contingent liabilities” which are not really
obligations because it depends on the occurrence of a future event. An example of a provision given by a
business accounting manual is the probable costs of repairs under the guarantee formulated by a machine
building corporation to its clients. Based on past experience and future expectations, the company will
record a provision equal to the statistical expectation of future payments, based on past statistics of failure.

22. The difference between a provision and a contingent liability is that, in the latter case, the
possible future outflow of resources is not yet certain, it depends on the future occurrence or non-
occurrence of an event which is not in the control of the unit. Another example can be given to illustrate
this. A local government entity may have breached an environmental law but it remains unclear whether
any damage was caused to the environment. This can be considered as a contingent obligation. Where,

However, some business accountants do speak of “impairment provisions”.

It should be noted that, while reference is essentially made here to business accounting, there are very advanced
proposals to adapt these categories to public accounts. As such, governments will more and more record
_ provisions and contingent liabilities,
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subsequently, it becomes clear that damage was caused and remediation will be required, the entity would
recognize a provision because the outflow is now probable®.

23. The gradation between liabilities, provisions and contingent liabilities corresponds in business
accounts to a gradation in reporting requirements. Liabilities are reported in the balance sheet. Provisions
are also reported in the balance sheets but as a special category. Contingent liabilities are reported only as
memorandum items. Changes in provisions impact the income statement, while changes in contingent
liabilities do not.

24, The clear objective of these recommendations of business accounting is to have units to report
the maximum of information on their real and future situation, weighted by probabilities of occurrence of
the liabilities, in order to give the most transparent picture of the entity to users of the accounts (essentially
shareholders). A lot of effort is made in business zccounting recommendations to try to specify the
different conditions that allow the classifying of those items into the different categories.

25. In this context, it seems to me, and this was confirmed by an expert in business accounting [3],
that the idea, still quite common among national accountants, that provisions are window dressing
categories, whose objective is to help CEOs to present their results to the markets in a way that suit them,
is wrong. More and more, provisions are accounting categories that are defined and controlled by auditors,
based on written recommendations and jurisprudence.

26. Regarding impairment of assets, business accountants (IAS 36) require that the recoverable value
of an asset should be estimated whenever there is an indication that an asset may be impaired. An entity is
required to assess at each balance sheet date whether there is objective evidence of impairment.
Impairment is identified when the carrying amount of an asset falls below its recoverable amount. An
impaired asset should be valued at the higher of its “value in use” or its “selling price”. The *“value in use”
relies on the estimation of future cash flows associated with the asset, and applying an appropriate discount
rate. Losses from the recognition of impairment of assets impact the income statement of the entity’.

27. A special case must be made here regarding loans. Under the latest proposed amendments to IAS
39, all financial assets (including loans held to maturity) are to be subject to an “impairment test” at each
balance sheet date. If it is probable that the holder of a financial asset will not be able to collect the entire
principal or interest amounts due according to the contractual terms, an impairment or bad debt provision
needs to be recorded.

28. This trend is confirmed by a recent paper from the IMF [6], which describes more and more
banking supervisory pressure for banks to account for bad loans in a standard way. Owing to this paper:

(1) Even if they are not internationally standardized, bank accounting rules systematically include
recommendations on the classification of loans, from “standard” to “loss loans” through “doubtful”.
Regulations tend to be more and more forward looking, in the sense that banks are asked to recognize
as soon as possible in their accounts loans that are becoming problematic.

(2) The recognition of bad loans in the accounts is generally based on the creation of a provision in the
balance sheet. This provision reflects the estimated loss of the loan value. In banking accounting, the
cost of provisions constitutes a normal business expense and reduces bank profit'’.

*  Orrecord a liability directly if the amount and timing is certain.

¥ Itis possible for this to be avoided by use of an asset revaluation reserve (see 1AS 16).

' The reverse is true: reducing bad debt provisions increases bank profit.
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(3) While the situation may vary from country to country, it is admitted by economists that provisions for
bad loans should be recognized as costs by the tax authorities, to provide a strong incentive for banks
to adequately provision and to do so in a timely fashion.

29. Overall, the picture given by business accounting principles on the treatment of provisions,
contingent liabilities, or impairment of assets, is one of increasingly detailed recommendations in view of
better information on the net worth of the entity, with a subtle gradation between these categories.

30. From this section, one should retain the difference made between contingent liabilities and
provisions, the first having the status of memorandum items, the second being included in the core
accounts.

5. Provisions, contingent liabilities and impairment of assets in the SNA

3L It is surprising, in this context, that the SNA gives so little room to these accounting entries.
Basically the SNA rejects all provisions and contingent liabilities in the black hole of “memorandum
items”,

32. The principle of the treatment of contingent liabilities and provisions is summarized in paragraph
13.22: “Two major exclusions [from the list of financial assets and liabilities] should be noted. First
contingent assets and liabilities are treated as financial assets only if the claim or liability is unconditional
to both parties and/or the arrangement has an observable value because it is tradable. Otherwise,
contingent assets or liabilities are not treated as financial assets or liabilities in the System, as discussed in
Chapter 11. Secondly, sums set aside in business accounting to provide for transactors’ future liabilities,
either certain or contingent, or for transactors’ future expenditures generally are not recognized in the
System (the only “provision” recognised in the System is accumulated consumption of fixed capital). Only
actual current liabilities to another party or parties are explicitly included. When the anticipated liability
becomes actual —for example, a tax lien- it is included.”

33. The SNA definition of “contingencies” can be found in paragraphs 11.25-26: “Many types of
contractual arrangements between institutional units do not give rise to unconditional requirements either
to make payments or to provide other objects of value; often the rearrangements themselves do not have
transferable economic value. These arrangements, which are often referred to as contingencies, are not
actual current financial assets and should not be recorded in the SNA. The principal characteristic of
contingencies is that one or more conditions must be fulfilled before a financial transaction takes place.
Guarantees of payment by third parties are contingencies since payment is only required if the principle
debtor defaults. [...].

11.26. For the purpose of the SNA, the trearment of contingencies is clear. Any payment of fees related to
the establishment of contingent arrangements are treated as payments for services. Transactions are
recorded in the financial accounts only when an actual financial asset is created or changes ownership.
However, by conferring certain rights or obligations that may affect future decisions, contingent
arrangements obviously produce an economic impact on the parties involved.  Collectively, such
contingencies may be important for financial programming, policy, and analysis. Therefore, where
contingent positions are important for policy and analysis, it is recommended that supplementary
information be collected and presented as supplementary data in the SNA.”
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34 Nothing much more is said on provisions in the SNA. A thorough scanning of the entire 700
pages of the SNA on the word *“provision” (i.e. as an accounting entry) onty results in four hits:

. paragraph 10.140 which confirms that provisions for bad debts are not recognized but does not
explain why: “provisions for bad debt are treated as book keeping entries that are internal to the
enterprise and do not appear anywhere in the system”.

. Paragraph 13.22 which says “the only “provision" recognized in the System is accumulated
consumption of fixed capital”,

. and paragraphs 12 and 47 of Annex IV which refer to pension provisions, but do not discuss them
in principle.

35. In my view, the statement in paragraph 13.22 which says that the only provision recognised is

consurnption of fixed capital is not only abrupt but is in fact wrong. There are « provisions » which are
recognised but not (yet) called « provision » in the SNA: it is ail the “non life insurance provisions”. The
recent report of the task force on the measurement of insurance production recommended that these entries
be called explicitly provisions in the SNA. But a part from this detail, one can summarize the
recommendations of the SNA based on these paragraphs:

(1) only fully recognised non contingent present liabilities are recorded in the accounts,
(2) no difference is made between contingent liabilities and provisions, both are excluded from the SNA,
(3) impairment of assets such as loans is not recognised,

(4) all contingent liabilities and provisions “can” be reported in vague “memorandum” tables''.

36. It is interesting to note that the main “contingent liability” referred to in the SNA concerns
guarantees (essentially of loans). The SNA is very clear in this respect: guarantees are considered
contingent liabilities and are thus excluded from the list of financial assets. This is particularly relevant for
the government accounts. Certain governments heavily use the tool of guarantees to, generally, public or
partly public enterprises. This exclusion is currently discussed in the Task Force on Harmonization of
Public Sector Accounts and in several other fora. The current exclusion of provisions for guarantees in the
SNA would probably come as a surprise for business accountants of entities which are specialized in
issuing guarantees. For example, export credit agencies make their business in issuing guarantees. The
example developed in the previous section on provisions for repair costs leads me to think that the accounts
of these entitics would show, under business accounting standards, an entry “provision”, which amount
would be based on the probable occurrence of the guarantee based on past experience. Under business
accounting standards, changes in this amount would impact the income statement of such an entity. On the
contrary, nothing would happen in the SNA accounts of this entity. This information would be ignored
despite its explicit recognition by the economic unit itself. In fact, the treatment of these agencies could be
paralleled with the treatment of insurance: indeed, they are the insurers of exporters. If this direction of
work is accepted, the provisions for expected losses should enter into the scope of the system and not be
excluded, as today.

37. This general ignorance of provisions becomes more surprising when analysts are more and more
interested in building macro-information on provisions and contingent liabilities. For example, the recent
Asian and Latin American financial crisis have prompted the international experts on the measurement of
external debt statistics to introduce a complete chapter recommending the publication of tables

"' o country, to my knowledge, publish supplementary tables on provisions and contingent liabilities in the

framework of the national accounts.
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incorporating contingent liabilities'>. Also, a recent paper circulated by the European Commission sets a
tentative program for the definition, collection and monitoring of contingent liabilities, based in particular
on the increasing concern regarding the issuance of non reported govemment guarantees [7].

6. Why this difference with business accounting on provisions and impairment of assets?

38. We have seen in section 4 that one of the main differences between national accounts and
business accounts was the valuation of assets and liabilities (market price for the SNA, historical price for
business accounts). As shown, this difference can be explained for economic reasons: market prices are
supposed to better reflect the economic situation of the unit. We have also just seen that both systems
exclude pure contingent liabilities from their core accounts. The common sense reason for this exclusion
in both systems is that sound accounting should distinguish present certain future obligations from
possible, uncertain future obligations. Analysts should be able to make this difference to assess the net
worth of the entity.

39. What is more puzzling is that the SNA does not make the difference that business accounting
makes between provisions and contingent liabilities.

40, In my view, the reason is probably not that the national accountants are insensitive to the
difference of degree between a provision and a contingent liability. From the point a view of a single unit,
I see no reason that the amount of net worth in the SNA differs from the business accounting measure
regarding the taking into account of provisions and impairment of assets. In other words, if the economic
unit recognizes these risks, it is difficult to see the reason that they should not be reported in the macro-
economic framework for this entity. This is in particular true for central government, for example.

4]1. Thus the key reason for the SNA to reject provisions and impairments of assets outside the scope
of the accounts is not that it has a problem with the concept itself, for a given entity. It is that provisions
do not satisfy the constraint in national accounts to obtain a “quadruple entry” system, the so-called
“symmetry” of the accounts. This is not explicitly explained in the SNA, but has been confirmed by the
recent debate on the accounting of non performing loans.

42 The principle of symmetry 1s set in one small sentence of the SNA:

Paragraph 2.67: “again, following the quadruple entry principle, a transaction must be recorded at the
same value through all the accounts of both sectors involved. The same principle applies to assets and
liabilities”.

43. In the view of the SNA, provisions and impairment of assets do not satisfy this constraint and
thus are rejected. Indeed, provisions and impairment of assets reflect the view of one single institutional
unit on its assets and liabilities versus other economic agents which, themselves, maybe do not recognize
this probable asset/liability. For example, no counterpart asset “future repairs™ is reported by any single
client of the manufacturing company which records a provision for probable future repairs in its accounts.
At first glance, one could therefore say, that provisions are asymmetric by construction. We will see later
that this is not completely true.

44. In this respect, provisions and contingent labilities are the same for the SNA: both are “non
symmetrical”. Thus the gradation between provisions and contingent liabilities of the business accounts is

2" Joint BIS/Commnwealth/Eurostat/IMF/OECD/Paris Club/INCTD/WB publication (technically, the publication is
made by the IMF): External Debt Statistics : guide for compilers and users.

http:/fwww. imf.org/np/sta/ed/guide htm
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ignored because both do not fit the symmetry “principle” of the SNA, which is illustrated in several
paragraphs of the SNA.

45. National accountants had therefore to choose between the necessity to follow the “guadruple
entry principle” and the situation of “provisions” which are non symmetrical. The SNA 93 has resolved
the issue by rejecting provisions outside the system. In particular, impaired loans (also called provisions
for bad debts) are excluded from the SNA balance sheets not because this information is not useful but
because one cannot apply these provisions to the counterpart party who is the debtor. A provocative critic
of the SNA could therefore say that the SNA does not want to show a fair image of the balance sheet of
banks (taking into account the provisions for bad debts), only because this image cannot be applied to the
corresponding debtor accounts. If this user is only interested in the banking sector, this will certainly
appear to him as an insufficient reason.

46. One important consequence of the non recognition of provisions and impairment of assets is that
there are abrupt statements in the SNA that discourage any appropriate treatment of specific events. One
of these abrupt statements, for example, is that loans are to be valued at nominal value, in all cases {i.e.
even if it is impaired in the creditor’s accounts). The consequence of this statement can be illustrated in a
recent case treated by Eurostat on financial defeasance. The reference here is Eurostat’s “Manual on
Deficit and Debt” which is a major interpretative guide to the SNA/ESA for general government accounts.
Chapter 11.5.2 of this Manual treats the case of a financial defeasance. The Manual presents the situation in
the following terms: “In recent years, there has been instances of public authorities intervening when
Jfinancial institutions —banks, insurance, corporations or financial groups - have faced difficulties because
of their involvement in assets which proved of a bad quality.{...] Intervention of general government may
take various forms: [...] among which that the government buys directly the bad assets from the financial
institutions.”

47. The manual describes then what to record when the government buys the bad assets at their face
value: “a capital transfer should be recorded when government buys the assets from the financial
institutions. The amount of this transfer, paid by government, is equal to the difference between the
amount paid for buying them and their true value” (underlined by me). The Manual then discusses of the
methods to estimate the true value (i.e. the market value) of the different assets (which include real estate,
shares and loans) but, of course, is obliged to face the specific problem of loans. As government bought
back bad loans at their nominal value, one would expect that this should lead to the recording of a capital
transfer equal to the difference between the nominal value and the impaired value of the loan, when this
loan has been provisioned. But, as explained in the Manual (whose guidelines can only strictly follow the
letter of the ESA), this is impossible because the SNA/ESA states that loans have only one value in the
System, the nominal value. The Manual is also obliged to recognize that the SNA/ESA states that
“provisions for bad debts [...] do not appear anywhere in the system”. Thus the Manual concludes: “The
notion of “fair value” commonly used in business and banking accounting systems, is not recognized for
loans in the system of national accounts ™.

48. The apparent consequence is that national accountants cannot record the transaction for these
provisioned loans in a similar way as the transaction on other assets because of the definition of the
valuation of loans, and despite the fact that business information is given on the true value of the loan
when the entity recognizes a provision on the [oan!

" In passing, the Manual mentions the traditional lack of confidence of national accountants on provisions, which I
commented in a previous section: “Practical considerations also forbid taking into account provisions because
they may be subject to manipulations™.
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49, I believe therefore that this situation should not be left as it is. But before trying to propose a
solution, it is important to understand why the SNA imposes this “quadruple entry framework” as a
superior principle to the one of taking into account the business accounting information delivered by the
units.

7. The aggregation problem

50. As we have seen previously, it is difficult not to accept the argument developed in this paper that
the information content of the balance sheet of a single unit will be improved by incorporating provisions
and asset impairment. However, national accounts deal essentially with institutional sectors (i.e. the
aggregation of numerous institutional units), not single institutional units.

S1. It is easy to show using a very simple example that there is an obvious aggregation problem with
balance sheets that include entries with no counterparts. Let’s take the example of the provision for repair
guarantee.

52. Manufacturer M records a provision for repair guarantee for its clients. Its balance sheet appears
as:

Balance sheet of M, tanufacturer
Assets:
Non financial assets : MNA
Financial assets : MFA
Liabilities :
Shares : MSH
Financiat liabilities : MFL
Provision for repair guarantee: P
Net worth, after provision : MNA + MFA - MSH - MFL - P

Here is now the balance sheet of one of the client (C) of this manufacturer, who has a non-zero probability
of using in the future the repair guarantee. However, this is not recorded in his accounts, as it is a
contingent asset.

Balance sheet of C, client
Assets:
Non financial assets : CNA
Financial assets : CFA
Liabilities :
Shares : CSH
Financial liabilities ;: CFL
Net worth, after provision : CNA + CFA — CSH - CFL

Finally, the national accounts will aggregate the accounts of M and C, in the same institutional sector,
“Corporations”, and compile its net worth. This is obtained by simple sum of the lines.
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Balance sheet of Corporations M+ C
Assets:
Non financial assets : CNA + MNA
Financial assets : CFA + MFA
Liabilities :
Shares: CSH + MSH
Financial liabilities: CFL + MFL
Provisions: P
Net worth, after provision: [CNA + MNA] + [CFA + MFA] - [CSH + MSH] - [CFL + MFL]
-P

The obvious question is whether it is appropriate or not to subtract P from the net worth of the
“Corporations M+C” sector? The answer is that it is probably better to eliminate the impact of the P on the
net worth of the total M + C as P has in fact an “implicit” counterpart in the balance sheet of C, the client.

53. The same type of reasoning could be made on the case of non performing loans, with, on one
side, banks recording impairments for bad loans (but not recorded by their clients). Should the net worth
of the Nation (= banks + clients) be calculated including the subtraction of those asset impairments (who
will possibly benefit in the future to the clients) or not? It seems to me natural to answer that, indeed, the
aggregate net worth should not be affected by provisions or by the value of impaired assets that are
internal to the aggregation. However, the provisions or impaired assets that are external to the
aggregation remain a relevant value to be subtracted from the net worth of the aggregate. In other words,
the net worth of all banks should not take into account bad loans between banks, but take into account bad
loans versus the non banking sector.

54. Expressed in those terms, I feel the debate can become less theological and more practical. There
is clearly a consolidation issue, but this is not sufficient to sustain that a “major principle” of national
accounts conflicts with the introduction of provisions and impaired assets in the accounts. If the only
problem is a consolidation problem, one should be able to find a flexible way of incorporating provisions
in the scope of the SNA, that would allow, at the same time, showing a relevant net worth before and after
provision and impairment of assets (versus other institutional sectors).

8. Counterparts are sometimes identifiable, but sometimes not

55. The first point to be made is that some provisions have, in fact, counterpart recordings, either
explicit or implicit. This means that, contrary to what was said previously, provisions are not
systematically asymmetric. Jean-Paul Milot [3] explains that provisions can be classified in two
categories: (1) contractual provisions, which correspond to an obligation towards an identifiable party, (2)
legal or implicit provisions for which third parties cannot be easily identified when the obligation is
created.

56. In the first case, national accountants should be able to find counterparts and, thus avoid, the
aggregation problem. A typical case is the provision corresponding to future pension obligations of
employer defined benefits schemes. To this provision, which appears in the sponsor’s balance sheet, could
correspond, in the national accounts, a quasi-asset by the employees of the firm. In fact, all the discussion
of the EDG on pension scheme turns alongside this incorporation of pension provisions in the core national
accounts.

57. The case of impaired assets, and specifically bad loans, is even clearer at least regarding the

identity of the third party. In principle, the recognition of the impairment is based on the analysis of the
solvency of a given debtor. Thus, by construction, this debtor is an obvious candidate for the counterpart
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to the value of the impairment. However, it is not obvious that such an adjustment to the net worth of the
debtor is a good thing. On a micro-economic basis, the debt continues to appear in its full value in the
accounts of the debtor, and not at a reduced value. It is therefore not obvious that the macro-accounts
should impose this value to the debtor’s accounts. Such a treatment is even most of the time received as a
provocation by analysts of the counterpart sectors. More, some specialists argue that such a treatment
could have significant adverse consequences on the financial markets. For example, experts of statistics of
external debt of developing countries cannot accept that these countries record in their accounts the
provisions that are possibly recognised by the rich creditor countries. Debtors are supposed to pay the
whole amount, even if creditors think many of them will not be in a position to pay.

38. The third case is even more difficult. A typical situation would be one regarding the legal
obligation made to a firm, for environmental reasons, to dismantle in the future an investment made today.
Under business accounting, this firm must record a provision equal to the present value of the cost of the
dismantling. In this case, the future outflow corresponding to the cost of the dismantling cannot be
attributed to an identifiable counterpart. Nobody knows who, in twenty or thirty years, will be paid for the
dismantling. Jean-Paul Milot suggests that national accountants could record the counterpart quasi-asset in
the accounts of the general government, which would hold this quasi-asset in the name of society. I must
recognize I have not covered all the implications of this proposal.

59. One can therefore conclude from this section that there are three types of provisions. First the
ones for which a counterpart is identifiable, and, at the same time, counterpart entries can be recorded in
the accounts. Second, the ones that have identifiable counterparts but for which there is a debate whether it
is relevant to show this counterpart entry in the accounts. Third, the ones which have no identifiable
counterparts.

60. Let us try to find a practical solution allowing all these provisions to be recorded inside the
accounts.

9, Toward a pragmatic solution to incorporate provisions and impaired assets in the SNA

61. My proposal to incorporate provisions and impaired assets in the SNA is simple: create a table

on changes in provisions and impairment of assets which would come as an additional table, just after the
“other changes in volume” account and just before the balance sheet'®. In addition, the balance sheet
would include the traditional value of assets and liabilities under the current SNA valuation rules plus the
stock of provisions and value of impairments,

62. The onginality of the proposal is that it accepts the principle that these tables are not
symmetrical. This is the price to pay for the incorporation of this economic information in the accounts.
In my view, it is a small price for a problem which finally boils down into a problem of consolidation. The
table would be constituted in three parts corresponding to the three types of provisions described at the end
of the previous section.

63. When, by convention, national accountants agree that a certain type of provision has an
identifiable counterpart and that it is relevant to record a counterpart entry in the corresponding
institutional sector account, this provision would be recorded so in both accounts. The proposed sub-table
would be symmetrical. This situation would correspond for example to the case of the quasi-liabilities of
unfunded pension schemes or of social security. The provision is recorded in the accounts of the sponsor
and a counterpart entry would be households. One could wonder why these records should not be totally

' An alternative which would avoid creating an additional table would be add some specific lines in the “Other
changes in volume account”
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incorporated in the SNA accounts, as transactions, because they appear as symmetrical “transactions”. The
flexibility introduced by this proposal is that these quasi-liabilities would still be distinguished from the
norma! liabilities of the SNA, showing clearly their specific nature. As a consequence, they would not be
treated as transactions, and in particular would not affect B9 net lending/borrowing (see next section).

64. When, by convention, national accountants agree that certain type of provisions do have an
identifiable counterpart but that it is not relevant to show the counterpart entry in the accounts of the
corresponding institutional sector, the proposed tables would not be symmetrical. The provision or
impairment would only appear on the account of the institutional sector that covers the entity that
recognizes this provision. However, the information on counterparts should not be lost. Using this
information, the provisions and impairments would be consolidated. Those that are internal to the
published aggregate would be eliminated. Thus at the end, only provisions and impaired assets that are
external to the aggregate would be shown.

65. A typical example of this second situation would be impaired loans. Impairment of loans would
be shown as a devaluation of the assets of banks, but would not appear on the balance sheet of debtors,
which would remain at nominal value. At the same time, using the information on counterparts, the value
of impaired loans would be consolidated. For example, the value of the provisions recorded by banks
which correspond in principle to loans to other banks would be eliminated. At the end, the balance sheet of
all banks will only show the provisions on other sectors, which is the expected relevant information at this
level of macro-economic accounts. In other words, this special entry would be, by convention,
systematically consolidated. The flexibility of the proposal is that it allows the inclusion of the concept of
impaired loans in the SNA following the point of view of the creditor, but avoiding at the same time the
aggregation problem and the difficult issue of deciding whether to impose the impaired value to the debtor.
As a result, the new SNA would be able to show a better macro-economic indicator than the current one,
taking into account the macro-information on bad debts of creditors, without imposing this information to
the debtor’s account. The same is true of the net worth of the Nation which picture is improved by taking
into account the provisions on foreign loans. '

66. There remains the third case of provisions that do not have identifiable counterparts. In this case
there is no possibility of avoiding the consolidation problem. In my view, this should not preclude the
incorporation of this information in the SNA and the aggregation to be conducted, even if it implies
implicit double counting. The advantage of having these provisions inside the scope of the SNA is greater
than the disadvantage of showing aggregate values that contain some double counting. After all, the SNA
and existing national accounts table already contain many aggregates which include heavy “double
counting”, as the accounts are not consolidated. An example among many others: the amount of dividends
paid by corporations is very often not consolidated and thus contains dividends that are paid to other
corporations. This does not preclude the national accountants to publish this figure. In the same way, the
amount of provisions that are not “consolidable” will include possible double counting. It does not
preclude this information to be useful.

67. One could consider that my proposal which creates specific entries for provisions and impairment
is akin to a memorandum item. In some sense, this is true. As explained my proposal clearly separates the
provisions from the rest of the accounts. They come as additional to the existing information, which is not
affected by this addition. In that sense, it can be considered as similar to “memorandum items”.

68. But, at the same time, the proposal goes further than traditional memorandum items in that it
recognizes the existence of the provision or the impairment in the core accounts. In other words, the SNA
would recognize that the existence of a provision for bad loan means that the market value of this loan is
probably close to this provisioned value. The SNA would recognize that there are quasi-liabilities of social
security systems, and thus foster the estimation of these quasi-liabilities. The SNA would recognize
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government guarantees, would be able to estimate and record their cost. In that sense, the proposat is more
than memorandum items.

10. Conclusion

69. This paper is certainly incomplete and too general. A case by case study of all provisions would
be useful'”. Also, the paper does not cover the practical issues of collecting information on provisions, and
possible counterparts. However, its objective would be achieved if readers would have been convinced
that there is no “major” principle of the national accounts that should preclude by principle the recognition
of provisions and impaired assets in the core accounts.

70. There are certainly some consolidation issues, but the paper shows that they are limited, and that
a pragmatic solution can be found that allows making the accounts more informative and useful to users,
without affecting the existing core system. In particular, B9 net lending borrowing would not be directly
affected by changes in provisions or impaired assets. 1t will remain the main balancing item of the part of
the accounts that are aboul transactions. Thus provisions and impaired assets would remain separate from
transactions, which definition would remain unchanged. This is far from a revolution.. ..

' In particular, the complex case of deferred tax provisions should be examined closely.
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APPENDIX ON GENERAL GOVERNMENT:

RECORDING TAX REVENUE AND TAX CREDITS

PROPOSAL FOR THE NEW SNA

Issue 1: Definition of taxes
In the revised SNA, the present §7.48 and 8.43 should be modified in the following way:

“Taxes are compulsory, unrequited payments, in cash or in kind, made by institutional units to government
units. They are described as unrequited because the government provides nothing directly in exchange to
the individual unit making the payment, although governments may use the funds raised in taxes to provide
goods or services to other units, either individually or collectively, or to the community as a whole.”

Comments, comparisons:

1

— with the present SNA: “nothing directly in exchange” replaces “nothing in return’
— with GFSM2001: no difference in substance with GFS definition (§4.21)

—  with ESA95 Manual on government deficit and debt (EMGDD): no difference

—~  -with IPSAS (from IFAC-PSC, and ITC):consistent with the notion of “‘non-exchange transaction ",

Issue 2: Accrual recording of taxes

In SNA 93, §7.59-60 and 8.49-50 are to be replaced by the following wording, exposed in three new
paragraphs (P.1:introduction, P.2: time of recording, P.3: amounts to be recorded):

P.1: Like most transactions in the SNA, taxes and social contributions are to be recorded on an accrual
basis (see also chapter 2 and 3). Accrual recording means basically that flows are recorded when
economic value is created, transformed, exchanged or extinguished and not when cash payments are made.
In addition, it may be considered that this implies— like for accrued interest - that the flows recorded at this
time are amounts due as the consequence of the underlying economic event, under the tax law.

The implementation of this general recommendation for taxes and social contributions leads to consider
successively the two questions:

~ the time of recording
~ the amounts to be recorded

Comments, comparisons:

— with SNA and GFSM2001: clarifies that accruals raises both the question of the time and of the
amounts
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—  with EMGDD: no difference
P.2: Time of recording:

This is when the activities, transactions or other events occur which create the liability to pay taxes - in
other words, when the taxable events occur -, and not when they are actually paid. In the case of taxes, this
usually means when income is paid or when a transaction (purchase of goods and services etc.) generating
the liability is made.

Some flexibility is permitted in two cases:

— Parallel economy: some activities, transactions or events escape the attention of the tax authoritiesi, It
‘ﬂéﬁ_ﬁi—fﬁal%to put in relation the liability to pay taxes and the taxable economic event.
Notwithstanding the fact that the amounts to be recorded can be determined only when the tax
assessment is made, some flexibility should be accepted conceming the time of recording in the
Systen. If it cannot be the time of the taxable event itself; it may be the time of the tax assessment. v ;

i i

— Taxes on income: in some cases, depending on the tax system, the liability to pay income taxes can
only be determined in a later accounting period than that in which the income accrues and becomes
taxable. This is the case when amounts due are evidenced and known with sufficient certainty only
through tax assessments, declarations etc. The case of prepayment of taxes may also be considered as
specific.

Therefore, in these two cases, the relevant time of recording the taxes may be not the time when they
accrued (the time when the economic event generated the obligation to pay taxes), but the time when the
taxes were known as due to be paid with sufficient certainty. This is not necessarily similar to the
accounting period of the payment. However, in the specific case of prepayed taxes on income, the
accounting period of the payment may be considered as the relevant one.

Comments, comﬁarisons:

— with SNA: extends cases where flexibility is permitted (for the amounts) to the time of recording, when
it is due to be paid

—  with GFSM2001: idem

—  with EMGDD: no difference in substance

~ Side question(with IPSAS): is the tax gap equivalent fo the amount of uncollectible taxes. Should this
be clarified?

P.3: Amounts to be recorded

Like other transactions, accrued taxes are often understood as due amounts of taxes (or amounts of taxes
due to be paid), as generated by the underlying economic event. However, recording accrued amounts of
taxes and social contributions - at the time they are due or generated - should not lead to record amounts
that are known to be uncollectible, or unlikely to be collected. The net borrowing / net lending of the
general government should not be artificially improved by the recording of amounts of taxes which are
unlikely to be uncollected.

! Parallel economy is a major factor explaining the difference between what the government is entitled to collect

under the tax law and what is really collectible. This difference is often referred to as the “tax gap”.
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With respect to amounts of accrued taxes, the recommendation is to record in national accounts:

— either, amounts assessed as due adjusted by a coefficient reflecting the assessments never collected (in
the recent past). Thus, the amounts of accrued tax are written down according to this adjustment, in
such a way that uncoilectible taxes are not recorded as government revenue. An adjustment on the
revenue side of the general government is preferable to an adjustment on the expenditure side (and
therefore preferable to a capital transfer for example).

— or, amounts actually paid. Nevertheless, these cashed amounts of taxes should be recorded at the time
they were accruing. This method is often referred to as the time-adjusted cash basis of recording.

A combination of both methods is possible.

Comments, comparisons:

— with SNA: clarifies that uncollectible taxes should not be part of government revenue, recommends the
use of a coefficient, does not limit the recording of (time-adjusted) cashed amounts to special cases

- with GFSM2001: no difference in substance

—  with EMGDD: no significant difference in substance, except that the recording of a capital transfer is
not considered as relevant as the method of coefficient.

Issue 3: Tax credits

Paragraphs to be added ex-nihilo to the SNA
Definition:

It is common that tax systems comprise elements of social redistribution (tax scales, marginal tax, impact
of the size of the houschold, of the number of children etc.). This does not influence the recording of taxes
in national accounts. Tax credits may be one element of such redistribution.

A tax credit is a reduction of tax offered to households or other entities — most often of tax on income —
which is embedded in the tax system. To be recorded as such, this reduction should be part of the tax
system, calculated on the same base and over the same time period like taxes. Individual information
should be available through the tax statement of households or other entities benefiting from the measure.

a) Case of “non-wastable tax credits™: non-wastable means that the total amount of the credit may exceed
the amount of tax due, and that the element of the credit in excess over the tax due is to be paid by the
government to the taxpayer.

The part of the tax credit that exceeds the taxpayer’s liability and is paid to the taxpayer should be treated
as an expenditure transaction (most often a social benefit) and not be deducted in the reporting of global
tax revenues.

b} Borderline with social benefits and subsidies

Some social benefits (like retirement pensions) and subsidies (to corporations for hiring specific categories
of workers, young or handicapped workers etc.) should not be recorded as tax credits — deducted from due
taxes - just because they may be netted from the amounts of taxes due to be paid in some circumstances,
There should be no global netting of tax liability and benefits or subsidies resulting in a decrease of the tax
burden.
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The recording of tax credits should meet some criteria:

The tax credit measure must appear as part of the tax faw, the tax code and on tax statements. To that
extent, could only be deducted from a given tax, amounts that are calculated on the same base as the
tax (usually the income), and over the same period of time. Thus, possible VAT reimbursement to
specific categories of the population cannot be deducted from the tax on income.

The amount recorded as tax credit — deducted from tax due — cannot exceed the amount of tax due by
beneficiaries. Individual information must be available through the tax statement of houscholds or
other entities benefiting from the measure. The element due in excess to tax is an expenditure of
govemment.
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TASK FORCE ON HARMONIZATION OF PUBLIC SECTOR ACCOUNTING

DRAFT AEG PAPER

GOVERNMENT/PUBLIC SECTOR/PRIVATE SECTOR—DELINEATION ISSUES

Executive Summary
A Introduction

The Task Force on Harmonization of Public Sector Accounting is examining the possibilities of
harmonizing the economic and financial accounting approaches to general purpose reports of the economic
activities and classification of public sector organizations. One of the critical steps in harmonization is an
accurate delineation firstly, of the public and private sectors, and, secondly, of the general government
sector and public corporations.

This paper investigates two issues about public sector entities. Do the SNA principles and guidance lead to
the correct identification and delineation of public and private sector statistical units and within the public
sector, units engaged primarily in either commercial or governmental activity?

B The Public Sector

The public sector is defined in System of National Accounts 1993 (the SNA) as the national, regional, and
local governments plus related governmental entities. Problems arise in relation to identification of related
governmental entities.

In general, a related governmental entity is included in the public sector if it is controlled by a government,
which means it is important to use the same definition of control for economic statistics and financial
accounting. The entities under consideration are institutional units in the SNA, further clarification in
the SNA on these units is recommended. A related governmental entity might be an entity that can be a
source of financial gain to the government that controls it because it produces goods and services and sells
them at market prices (referred to as corporations in the SNA) or it might be an entity that cannot be a
source of financial gain to the government regardless of the prices for which it sells the goods and services
it produces (nonprofit institutions). Governments exert control over these two types of entities differently.

Control of corporations

In the SNA, a government controls a corporation if it has the ability to determine the general corporate
policy. In the International Public Sector Accounting Standards (IPSASs) issued by the Intemational
Federation of Accountants Public Sector Committee, a government controls a corporation if it has the
power to govern its financial and operating policies so as to benefit from its activities. The power to
receive a benefit from the controlled entity is not part of the SNA definition. It is recommended that the
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definition of control in the SNA [SNA 4.30] be extended to include the power to receive a benefit.
Benefits, in the case of government, do not include the receipt of tax payments. Development of a
decision tree on establishing control of another entity in the SNA is recommended, together with
elaborations of the definition similar to these found in the IPSASs.

The difference in the definitions is relevant to corporations for which the government involvement is as a
fiduciary, such as pension funds for government employees.' Such units are included in the public sector in
the SNA but not in the IPSASs. The proposed change to the SNA definition of control will result,
correctly, in the classification of these units to the private sector,

The public sector in the SNA includes only resident institutional units. The SNA should recommend the
maintenance of separate records of domestic and foreign subsidiaries so that the correct economic
statistics can be derived.

Special purpose vehicles (SPVs) have become important, particularly for securitization operations, but they
can be used for a wide variety of purposes.” In addition, it is possible for a government to form a joint
venture with a private entity. By definition, control of these ventures is shared so that the units are neither
public nor private. Guidance should be provided in the SNA for identification and treatment SPVs
and public-private joint ventures.

Corporations jointly controlled by several government units or other public corporations, within an
economic territory, are public corporations in the SNA, although more specific guidance should be
added to confirm that conclusion.

Control of nonprofit institutions

It is not clear which nonmarket nonprofit institutions are part of the public sector in economic accounting.
Although the criteria for determining controt of NPIs is the same as for corporations, such criteria may not
be applicable as the methods of controlling NPIs differ to those of corporations. For nonmarket NPIs it is
not clear whether the requirement to be mainly financed by government is part of the control definition
criteria or an additional requirement. Further clarification is required in the SNA.

C General Government Sector

Once the coverage of the public sector is clearly defined and harmonized between economic statistics and
financial accounting, there is a need to classify public sector entities as either engaging in market or
nonmarket production, i.e., as being in the public corporations sector or general government sector
respectively. In the SNA, an institutional unit is a market producer if it charges economically significant
prices for all or most of its output. The definition of an economically significant price is, however, quite
vague and has been the subject of debate ever since the SNA was published. There is a great need to
explain more fully the concept of market/nonmarket production and economically significant prices
so that it can be applied in practice more uniformly.

An clectronic discussion group (EDG), hosted by the International Monetary Fund (IMF} is examining pension
schemes, http://www.imf.org/external/np/sta/ueps/index.htm.

Wortking Group II (WGII) of the TFHPSA has an interest in these units as part of its consideration of
privatization.
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D Conclusion and Recommendations

In order to harmonize economic and financial reports for the public sector, it is recommended that the SNA
definition of control be extended to align with the financial accounting definition of control in the IPSASs.

There are many areas in the SNA where guidance on the identification and treatment of units is absent or
insufficient, leading to interpretation and inconsistency of treatments across countries. It is recommended
that additional guidance or further elaboration be included in the SNA.

The main recommendations are;
Public sector boundary:

e Change the definition of control in the SNA to include:
o The power to receive a benefit from the controlled entity

o Explanation that the power to control must be presently exercisable and that regulatory powers do
not imply control

o Use of a decision tree

e Clarification and elaboration in the SNA of:
o Definition of an institutional unit
o Classification of nonprofit institutions

o Distinction between foreign and domestic operations of public corporations

¢ (Guidance in the SNA on how to evaluate and classify:
o Special purpose vehicles
o Public joint ventures

o Public-private joint ventures
General Government Sector:

¢  Clarification and elaboration in the SNA of:
o Concept of market/nonmarket production

o Economically significant prices
L Introduction
1. The Task Force on Harmonization of Public Sector Accounting (TFHPSA) is examining the

possibilities of harmonizing the economic and financial accounting’ approaches to general purpose reports
of the economic activities and classification of public sector organizations.

“Economic statistics” and “economic accounting” are used here as interchangeable terms for macroeconomic
statistics and the methodological foundation underlying them. The principal manual reflecting the goals and
methodological standards of macroeconomic statistics is System of National Accounts 1993, which will be referred
to as “the SNA " The Government Finance Statistics Manual 2001 (GFSM) is identical with the SNA with regard
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2. The economic and financial accounting reports produced for the general public summarize the
same economic events, but the two types of reports are used for different purposes. Users of the reports are
likely, however, to be confused when two reports about the same activities of the same entities are different
and not obviously reconcilable. Thus, it is highly desirable to eliminate unnecessary differences and to
explain clearly the necessary ones. Moreover, macroeconomic statistics are, for the most part, derived
from financial accounting reports. Minimizing methodological differences obviously will facilitate the
compilation of economic statistics.

3. Even if all concepts regarding the treatment of economic events and the definition, classification,
and valuation of assets and liabilities are identical for economic statistics and financial accounting, the two
types of reports will differ if the organizational entities that are the subjects of the reports differ. In
addition, governments often play several different economic roles, which suggests that economic and
financial reports should be disaggregated to show the results of the separate major activities. Any such
disaggregation requires a similar understanding of which entities engage in which types of activities.

4. The scope of economic and financial reports about the public sector is defined in terms of
organizational entities. In economic statistics, these entities are referred to as units or statistical units. In
financial accounting, they are referred to as reporting entities. The public sector is both the universe of
governmental statistical units and the universe of governmental reporting entities. In the SNA, the public
sector is defined rather obliquely as the units of the general government, public non-finaneial corporations,
and public financial corporations sectors. [SNA 19.37]" This definition leaves open any questions or
uncertainties about which units are included in each of those sectors. In financial accounting, the Public
Sector Committee (PSC) of the International Federation of Accountants (IFAC) states that the public sector
“refers to national governments, regional (e.g., state, provincial, territorial) governments, local (e.g., city,
town) povernments and related governmental entities {e.g., agencies, boards, commissions and
enterprises).”

5. This paper investigates two issues about public sector statistical units in economic accounting;

. Does the SNA definition of the public sector and relevant guidance result in the correct
identification and classification of public sector entities?

. Is the SNA guidance in identifying units engaged primarily in either commercial or governmental
activities adequate?

II. Sectors

6. In the SNA, institutional units are aggregated into sectors according to the sirnilarity of their
economic objectives, functions, and behavior and the types of units that may control them. There are many
ways to classify these characteristics and, as a result, there is no unique way to construct sectors. The SNA
suggests two sectors that are relevant to this study - the public sector and the general government sector.

to the identification and grouping of institutional units. The one difference between the GFSM and the SNA
relevant to this paper is consolidation.

References to the SNA will be given as [SNA x.y], where x is the number of the chapter and y is the number of
the paragraph in chapter x. References that do not follow quotations are paraphrases of the cited paragraphs.

International Federation of Accountants, Handbook of International Public Sector Accounting Standards, 2003
edition, p. 10.
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A The Public Sector

7. Institutional units can be classified as being public or private units or being owned or controlled
by publie or private units. The grouping of all public units and units owned or controlled by public units is
referred to in the SNA as the public sector. It consists of all government units, all nonprofit institutions
(NPIs) controlled and mainly financed by government, and all public corporations.® Statistics on the public
sector provide information on the total resources controlled by governments and the purposes and
efficiency with which those resources are employed.

8. The public sector is defined in the SNA as the national, regional, and local governments plus
related governmental entities. Determining exactly what is meant by the public sector is part of the first
question raised in paragraph 5. The difficulty lies with the definition of control and, therefore, with related
governmental entities. As will be seen in section III. A, there is some uncertainty about the exact meaning
of some of the terms used to define government units, NPIs controlled and mainly financed by
government, and public corporations.

B The General Government Sector

9. Institutional units also can be classified as being either market or nonmarket producers. Such a
classification is important for economic anatysis because units subject to market forces behave differently
than units not subject to market forces. Many units engage in both market and nonmarket production, but
usually one type of production predominates so that a classification of mixed units is not needed. It is
sufficiently accurate to treat each unit as being either a completely market producer or a completely
nonmarket producer.’ '

10. All corporations and some NPIs are predominantly market producers. All government units and
most NPIs are predominantly nonmarket producers. Within nonmarket producers, some units finance their
activities primarily through taxes and other compulsory transfers, and other units finance their activities
primarily through voluntary transfers. The first group consists of all government units and NPIs controlled
and mainly financed by government. This group is referred to in the SNA as the general government
sector.

11. Determining exactly what is meant by the general government sector in the SNA is part of the
second question raised in paragraph. As will be seen in later sections, there is some uncertainty about the
exact meaning of some of the terms used to define institutional units and the exact definition of
economically significant prices.

12. Economic reports for the general government sector are intended to provide identification of all
units that implement the country’s fiscal policy and a measure of their activities. These units may control
units engaged in market production and their decisions may be atfected by the activities and status of those
units, but combining the two types of activity would disguise the effectiveness with which the public
resources are used and make it harder to estimate the impact of a country’s fiscal policy on the total
economy. To the extent that public corporations exist, however, the assets, liabilities, and economic

€ This definition is equivalent to the definition cited in paragraph because all corporations are either financial or

nonfinancial corporations and in chapter IV of the SNA it is clear that the phrase “units of general government”
includes NPTs controlled and mainly financed by government.

As will be discussed in section IV, this statement is not quite accurate. If a unit is sufficiently mixed in its
production to hamper economic analysis, a synthetic unit - the quasi-corporation - is created. Once all quasi-
corporations have been created, each unit can be treated as a completely market or a completely nonmarket
producer.
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activities controlled by governments will be split between the statistics of market and nonmarket
producers.

13, The activities of public corporations obviously affect the status of their parent government units.
Any transaction between public corporations and their parent units, such as operating subsidies or
dividends, are recorded appropriately along with all other transactions of the government units. In
addition, the net worth of a public corporation is an asset of the owning government unit. Any change in
the net worth of the corporations will be reflected in the balance sheet of the relevant government units.®

111, The Public Sector
A The Reporting Entities of Economic Statistics
Institutional units

14, The heart of the statistical system of the SNA is a set of accounts that presents (1) stocks of assets
and liabilities in a balance sheet for the total domestic economy and its major sectors at the beginning and
end of an accounting period and (2) the principal economic activities occurring within the accounting
period in several flow accounts. A statistical unit known as the institutional unit is used for the
compilation of these accounts. The total domestic economy is the aggregation of all domestic institutional
units, and each sector is an aggregation of certain domestic institutional units with specific charactenistics.

I5. An institutional unit is “an economic entity that is capable, in its own right, of owning assets,
incurring liabilities and engaging in economic activities and in transactions with other entities.” [SNA 4.2]
Such a unit “is able to take economic decisions and engage in economic activities for which it is itself held
to be directly responsible and accountable at law,” including entering into contracts. [SNA 4.2] Because
an institutional unit can engage in economic activities on its own account, it can buy and sell goods and
services, own assets, and incur liabilities in its own name. Another implication is that either a complete set
of accounts reflecting the unit’s activities exists or it must be possible and meaningful to compile such a set
of accounts. {SNA 4.2] Finally, an institutional unit must be resident in the domestic economy.

16. An institutional unit is either (1) a household or (2) a legal or social entity whose existence is
recognized by law or society independently of the persons or other entities that may own or control it.
[SNA 4.3] For the purpose of this study, only legal or social entities are of interest. Three main types of
legal or social entities are identified in the SNA: government units, corporations, and nonprofit
institutions. [SNA 4.5]

7. The implications of the definition of an institutional unit will be explored in the following
sections. It will be seen that the definition is sufficiently vague that a list of domestic institutional units
cannot be drawn up without additional guidance and the definition is sufficiently elastic to permit practical
interpretations that support various analytical objectives.

Government units

18. Government units are “legal entities established by political processes which have legislative,
judicial or executive authority over other institutional units within a given area.” The principal economic
functions of government units are (1) to assume responsibility for the provision of goods and services to
the community or to individual households at prices that are not economically significant, and (2) to

¥ Working Group II {(WGII) of the TFHPSA is examining government transactions with public corporations

including accounting for income from public corporations on an equity basis.
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redistribute income and wealth by means of transfer payments, financing both of these activities primarily
from taxation or transfers from other government units. [SNA 4.104]

15. In order to apply the general definition of an institutional unit to identify government units, the
SNA offers the additional guidance that a gevernment unit must:

* Have funds of its own, either (1) raised by taxing other units resident in or engaging in economic
activities in its area of authority or (2) received as transfers from other government units; [SNA
4.104(a)]

. Be able to own assets [SNA 4.125] and incur liabilities by borrowing on its own account; [SNA
4.104(a)]

. Have the authority to disburse at least some of its funds in the pursuit of its policy objectives;

[SNA 4.104(a)] and
® Be able to appoint its officers, independently of external administrative control. [SNA 4.125]

20, All government units supply most of the goods or services they produce or purchase for resale to
consumers free or at prices that are not economically significant. Roughly speaking, economically
significant prices can be characterized as market prices. [SNA 4.24(b)] Thus, producers that charge prices
that are not economically significant are referred to as nonmarket producers. Despite being nonmarket
producers, government units may engage in some market production. By definition, the amount of market
production must be less than the amount of nonmarket production, and it usually is much less. The
treatment of such market production depends on the organization of the government unit. Economically
significant prices and the possible treatments of the market production of a nonmarket producer are
discussed further in section I'V.

Corporations

21 Corporations are legal entities that are (1) created for the purpose of producing goods or services
for the market, (2) collectively owned by other institutional units, (3) intended to be a source of profit or
other financial gain to their owners and (4) recognized at law as separate legal entities from their owners.
[SNA 4.23 and 4.47]}

22. Producing for the market means that the goods and services produced by the unit are sold or
otherwise disposed of at economically significant prices. [SNA 4.24(b)] The definition of these prices is
discussed further in section IV.

23, The owners, known as shareholders, can be any type of institutional unit, including households,
government units, and other corporations. The total value of a corporation is allocated in some manner
among the shareholders, usually in proportion to the number of shares owned.

24. Any profit or other financial gain earned by a corporation belongs directly or indirectly to the
shareholders. Financial gains can be passed on directly to the sharcholders as a dividend or similar
distribution or the corporation can retain them.” Any amount retained by the corporation increases the
value of the corporation and indirectly the value of the shares. [SNA 4.24] Similarly, any loss suffered by
the corporation decreases the value of the shares.

% See footnote 8.
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25. As institutional units, corporations must be responsible and accountable at law for their own
actions, which implies that they are legally independent of their shareholders. Legal independence implies
the ability to buy, sell, lease, and mortgage property in its own name and the power to sue and be sued
without recourse to the owners. This independence usually means that the liability of shareholders with
respect to the corporation’s actions is limited to the amounts invested in the corporation.

26. Legal independence does not mean that corporations make decisions autonomously, In fact, the
requirement that shareholders must own corporations means that their activities have to be controlled in
some manner by the collective decision of those owners, If there is a large number of owners, ¢ach with a
small percentage ownership share, then the corporation’s decisions will be relatively autonomous. If,
however, there is only one owner, then that owner will be able to direct the corporation’s activities in
whatever detail desired. Nevertheless, even corporations wholly owned and controlled by a single unit are
legally responsible for their own actions and, therefore, constitute separate institutional units. [SNA 4.38]

27 In the SNA, the concept of corporations includes companies, partnerships, cooperatives,
proprietorships, and other legal forms of organization in addition to organizations formally designated as
corporations as long as they produce for the market, are owned by other units, can be a source of financial
gain to their owners, and are separate legal entities. [SNA 4.23] Conversely, many entities known as
corporations by the governing law are not corporations in the SNA because they do not produce for the
market or cannot be a source of financial gain for their owners. [SNA 4.48] For example, many
governments and NPIs are legally organized as corporations.

28. Corporations are formed in accordance with the laws of a specific locality. A corporation may
normally be expected to have a centre of economic interest - i.e., to be resident - in the country in which it
is created and registered. When it also has one or more branches engaged in significant amounts of
production over long periods of time in other countries, such branches are treated as quasi-corporations
that are separate institutional units resident in the countries in which they are located. [SNA 4.24] The
treatment of these nonresident branches is discussed in section I1IB.

Public corporations

29. Corporations can be owned or otherwise controlled by government units as well as by other types
of institutional units. Corporations controlled by government units are referred to as public corporations.
Control is defined as the ability to determine general corporate policy, typically by appointing appropriate
directors. Owning more than half the shares of a corporation usually is sufficient to control the
corporation, but other methods of control are possible. For example, a government may be able to control
a corporation as a result of special legislation giving it the right to appoint the directors regardless of the
number of shares owned. [SNA 4.30]

Nonprofit institutions

30. NPIs are legal or social entities created for the purpose of producing goods and services whose
status does not permit them to be a source of income, profit, or other financial gain for the units that
establish, control, or finance them. The articles of association by which they are established must be
drawn up in such a way that the institutional units which control them are not entitled to a share in any
profits or other income they receive. [SNA 4.54] Some NPIs may be created as legal corporations. They
are, however, treated as NPIs in the SNA because they cannot be a source of financial gain to the units that
establish, control, or manage them.

3L NPIs can be market producers. The term “nonprofit” derives from the fact that the members of
the association controlling the NPI are not permitted to gain financially from its operations and cannot

_80_



STD/NAES(2004)10

appropriate any surplus that it may make. It does not imply that an NPI cannot make a profit from its
productive activities. [SNA 4.56] For example, nonprofit universities, hospitals, and credit unions might
charge prices that are sufficiently high to be judged economically significant. [SNA 4.58]

32. NPIs that do not charge economically significant prices are nonmarket producers; they must rely
principally on funds other than receipts from sales to cover their costs of production or other activities.
Their principal source of finance may be investment income, regular subscriptions paid by the members of
the association that controls them, or donations from third parties, including government units. [SNA 4.60]

Nonprofit institutions controlled and mainly financed by gevernment

33. Some nonmarket NPIs are controlled and mainly financed by government. To be nonprofit
institutions, these units must be properly constituted legal entities that exist separately from government.
Governments can establish NPIs, reserve the right to appoint the directors and otherwise direct the
activities on the NPI, and provide any necessary financing. It is likely that an NPI controlled and mainly
financed by a government is carrying out the government’s policies using government resources and
effectively is a part of that govenment. Once established, however, the government cannot profit from the
NPI’s activities or retain a claim on its assets.

34, Governments may find it appropriate to create NPIs to carry out a specific function rather than
use a government unit because NPIs are seen as more detached and objective and less subject to political
pressures than government units. [SNA 4.62] Possible examples are NPIs engaged in research or
development and NPIs that set and/or maintain standards in fields such as health, safety, the environment,
accounting, finance, and education.

35. As with corporations, control of an NPI is the ability to determine its general policy or program,
typically by having the right to appoint its officers. [SNA 4.62] The SNA does not define “mainly
financed.” It was previously observed, however, that a nonmarket NP1 must rely principally on funds other
than receipts from sales to cover their costs of production or other activities, and that one source of these
funds can be donations from government units. It is presumed, therefore, that “mainly financed by
government” means that a government unit is the principal source of the funds used by a nonmarket NPI to
cover its costs of production and other activities.

B Difficulties in Identifying Public Sector Institutional Units

36. Although the preceding sections present reasonably clear notions of what an institutional unit is
and how to classify them as public or private units, there are a number of borderline issues.

Definition of an institutional unit

37 Institutional units are defined so that they will adequately support macroeconomic analysis. The
measurement and analysis of production is perhaps the primary goal of economic stafistics, and the
classification of institutional units in the SNA into market and nonmarket producers is vital for that goal.
A second design aspect is that the variety of possible analytical tasks requires a coherent set of statistics
regarding the full range of economic activities. The definition of an institutional unit as a unit that can
engage in all types of economic activity is crucial for such a coherent set of statistics. The current
definition needs some elaboration as institutional units cannot be identified without additional
guidance and the definition permits practical interpretations that support various analytical
objectives.
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a. Having balance sheets, a complete set of accounts, owning assets and incurring liabilities can be
done by entities that are not institutional units. The relationship between these characteristics
and the concept of an instituticnal unit needs to be defined more clearly.

b. Social security and autonomous pension funds probably are not institutional units if the definition
is strictly followed, but the needs of economic analysis are better met if they are classified as
institutional units. The definition of an institutional unit should make it clear why they are
so classified.

Some conditions are cited in paragraph for government units that do not appear to go beyond the definition
of an institutional ynit. There is no explanation in the SNA whether this extension of the definition of an
institutional unit is intentional or these requirements of government units are simply interpretations of the
definition. However, it should be clarified in the SNA whether the definition includes these
requirements or whether they are provided for guidance only. In addition, the requirements should
be reviewed to avoid inconsistencies in interpretation.

Control and finance

38. Establishing the definition of control is the most important borderline issue for determining if a
unit is a public or private unit. A public corporation is a corporation that is controlled by a government
unit, and a NP1 is a public unit if it is both controlled and mainly financed by a government unit.

39. The IFAC PSC defines control' to be “the power to govern the financial and operating policies
of another entity so as to benefit from its activities”. The SNA definition is less restrictive than the
financial reporting definition. The criterion of having the power to govern the financial and operating
policies of another entity in the financial reporting definition is essentially the same as the entire definition
of control in the SNA. The power to receive a benefit from the controlled entity is not part of the
SNA definition [SNA 4.30], but should be for corporations. Doing so would exclude units operated in
a fiduciary capacity from the public sector of the SNA, which is desirable.

40. According to the PSC, having the power to govern the financial and operating policies does not
mean that the powers have to be exercised. The controlling entity does not have to have responsibility for
the day-to-day operations of the controlled entity. An entity may exercise its power to control another
entity only in exceptional circumstances, which may never occur. [IPSAS 6.29] The power must,
however, be presently exercisable. If the power depends on the existence of legislation or a formal
agreement, that legislation or agreement must be in effect; it cannot be contingent and it cannot require
changing legislation or renegotiating agreements. [[PSAS 6.28] The explanations that the power to
control must be presently exercisable (i.e., power already conferred by legislation etc.) and that
regulatory or purchase powers do not imply control should be added explicitly to the SNA definition
of control [SNA 4.30]. Additional guidance on the meaning of “the capacity to determine financing
and operating policies” should be provided in the SNA.

Corporations
41. In many cases, it will be clear that a government unit controls a corporation because it is the sole

owner or it has the exclusive right to appoint directors. There easily can be, however, cases in which the
government is not the sole owner. In those cases, it may not be obvious that there is a controlling owner.

¥ The definition is in the Intemational Public Sector Accounting Standard (IPSAS) issued by the TFAC PSC:
IPSAS 6 — Consolidated Financial Statements and Accounting for Controlled Entities

_82_



STD/NAES(2004)10

In addition, governments can strongly control the economic actions of corporations by exercising their
sovereign powers.

42, A corporation “is collectively owned by shareholders who have the authority to appoint directors
responsible for its general management.” [SNA 4.23] A public corporation is one that is controlled by a
government unit, where “control is defined as the ability to determine general corporate policy by
appointing appropriate directors, if necessary.” [SNA 4.30] This rule is repeated elsewhere in the SNA
with the same generality. It is recommended that additional guidance be provided on how to
implement it. The IPSASs include some guidance on what is control and this could be considered for use
in the SNA. IPSAS 6 also includes a decision tree on establishing control of another entity for financial
reporting purposes. Development of a similar decision tree in the SNA is recommended.

43, The simplest case is where ownership is expressed by possessing a number of shares, all shares
have equal standing, owners may own different numbers of shares, and no units can influence the
management of the corporation except by owning shares. In this case, “Owning more than half the shares
of a corporation is evidently a sufficient, but not a necessary, condition for control,” [SNA 4.30] If
ownership is diffused among a large number of owners, it is possible for a government unit owning less
than half of the shares to control the corporation. Determining when a minority owner coatrols the
corporation is, however, judgment and it is suggested in the SNA that errors should be in the direction of
not assuming control: “Nevertheless, because it may be difficult to identify those corporations in which
control is exercised by a minority of shareholders, it is recommended that, in practice, corporations subject
to public or foreign control should normally be confined to those in which governments or non-residents
own a majority of the shares. This recommendation is intended only as a practical guideline, however, to
which exceptions can be admitted if there is other evidence of control.” {SNA 4.30]

44, Reference is also made in the SNA to slight variations of controlling a corporation by owning
shares. A government unit can own shares indirectly as well as directly and the degree of control should
be considered the same. “As a practical guideline, therefore, it is recommended that control should
normally be attributed to an institutional unit, or organized group of units, only when they own or control
{e.g., through a subsidiary’") more than 50 percent of the voting shares of a corporation...” [SNA 4.70,
italics added] For example, a government unit can control one corporation and that corperation can control
a second corporation. In theory, a government can control a corporation by owning only a small fraction
of its equity indirectly through partial ownership of a long chain of intermediate corporations.

45. The reference to an “organized group of units” in the quotation just cited also suggests that two
or more government units acting in concert can control a corporation. For example, within an economic
territory, several local governments could jointly establish a corporation to provide regional transporiation
services. The corporation would be completely owned by government units but is not controlled by any
single unit. Nevertheless, it clearly is a public corporation, although more specific guidance should be
added to confirm that conclusion. [SNA 4.70 and 4.84] However, in the case of a corporation located
and incorporated in one country, and owned by governments of other countries, the corporation would be
classified as a private corporation in the country in which it is located. (See section on Residence below.)
The SNA should make the point more clearly because it indicates that the concept of control is used
to determine the way a unit will behave, not to indicate financial responsibility.

""" A corporation (B) is a subsidiary of another corporation (A) when either A controls more than half of the
sharcholder’s voting power of B, or A is a shareholder in B with the right to appoint or remove a majority of the
directors of B. Corporation B is an associate of A if A and its subsidiaries control between 10 per cent to 50 per
cent of the sharcholder’s voting power in B so that A has some influence over the corporate policy and
management of B.
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46. Alternatively, a government unit could establish a joint venture with a private unit, in which both
owners jointly control and neither is dominant. Such a situation can present a difficult judgment whether
the unit is public or private. Current statistical standards require the entire unit to be one or the other; it
cannot be partitioned as in financial reporting. It is recommended that guidance be provided in the
SNA on the classification of joint ventures."

47. One other method of control is specifically provided for in the SNA: “The government may
secure control over a corporation ...(b) As a result of special legislation, decree or regulation which
empowers the government to determine corporate policy or to appoint the directors.” [SNA 4.72] In some
cases, control will be clear. Perhaps the corporation has not issued any formal ownership instruments, but
a government possesses and exercises the power to appoint all of the directors. Other cases may not be
clear. For example, in return for a charter to a corporation granting monopoly rights to produce some type
of goods or services, a government may reserve the right to appoint some of the directors or exercise
financial oversight.

48. Legislation other than the specific right to appoint directors can influence a corporation’s actions
to the extent that control could be considered to have been established. For example, a corporation could
be limited in the type of output it may produce; there may be minimal quality standards or required uses of
inputs; and many other types of restrictions are possible. If restrictions of this nature are particularly
extensive, then one could conclude that the government is determining general corporate programs and
thus has control. General regulatory powers, on the other hand, do not constitute control of corporate
policy. For example, industry regulators do not control the corporations that they regulate. There is no
guidance in the SNA on this subject beyond the cited statement that control can be obtained by means of
special legislation. As long as the corporation is under the management of privately appointed
directors and the benefits of the corporation’s activities accrue to private owners, the corporation
should be classified as private, but greater specificity in the SNA should be added.

49, Corporations, which in the SNA include legal forms of organization other than corporations,
could be controlled by a government but operated for the benefit of other units or they could not be
controlled by a government but operated for the benefit of government. Two special types of organizations
of this nature are organizations in which a government acts in a fiduciary capacity for other units and
special purpose vehicles (SPVs) created by securitization operations in which a private financial
corporation is the trustee acting for the benefit of a government. These cases are discussed in later
sections. [SNA 4.84]}

Nonprofit institutions

50. NPIs can be controlled by other units just as corporations can be controlled, but the controlling
units cannot benefit financially from the operations of the NPI. With regard to market NPIs, it is stated in
the SNA that control of nonfinancial market NPIs is determined by the same rules as are used for
nonfinancial corporations, [SNA 4.70] and that financial market NPIs should be evaluated according to the
same criteria. [SNA 4.84]

51 The classification of nonmarket NPIs as public or private does not follow the same criteria as the
classification of corporations. Control of a nonmarket NPT is determined in the same manner: “In this
context, control [of a nonmarket NPI] is to be understood as the ability to determine the general policy or
programme of the NPI by having the right to appoint the officers managing the NPL” [SNA 4.62]
Nonmarket NPIs are classified as public units, however, only if they are both controlled and mainly

2 The Canberra Il Group is examining nonfinancial assets including assets of joint ventures.
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financed by government, It was deduced above that mainly financed means that a large share of the funds
needed for current operations is supplied by government.

52. Although the criteria for determining control of an NPI are the same as for control of a
corporation, those criteria may not be applicable to a NP1 or not with the same degree of importance. A
typical corporation is governed by owners casting votes in proportion to the number of shares owned.
Because NPIs do not have owners, this method of selecting directors is not possible. If the NP1 is a
member-based organization, then the directors likely are elected with each member having one vote,
regardless of the member’s degree of financial support or other involvement in the NP It is unlikely that
a government unit, or any other type of unit, could control such a NPI as it would have just one vote.
However, if there were several members from government units, then the government would have several
votes and could control the NPI. The directors of other types of NPIs are either self-selecting, in which
case the existing directors select new directors to fill a vacancy, or are determined in accordance with the
legal documents that created the organization, in which case the directors are usually appointed by a
specified government or other sponsoring organization. In either case, a government could dominate the
board of directors and control the organization.

53. Because the methods of controlling a NPI differ from corporations, statistical agencies have
considered several criteria when deciding if an NPI should be considered a public unit. Some of the
criteria that have been suggested are: (1) whether the NPI's budget requires approval by a government, (2)
whether its financial results are subject to government audit, (3) whether the NPI's financial results are
included in government financial reports, (4) whether the employees are government employees, (3)
whether the government is the sole consumer of the NPI's output, and (6) whether the NPI performs a
regulatory function. Satisfying one of these criteria is not conclusive, but it does suggest that the
government controls the NP1

54. It is not clear from the current text of the SNA whether the requirement to be mainly financed by
government is a supplemental means of establishing control or whether it is an independent requirement.
Supplying a large share of the operating funds to a nonmarket NPI certainly creates the opportunity for
influence as the donor can severely curtail the NPI’s operations by withholding funds unless the directors
of the NPI agree to act as directed by the donor. An NPI that is not otherwise controlied, however, retains
the option of refusing the funds and operating on a reduced scale unconstrained by the donor-imposed
restrictions. A government also could provide funds to an NPI without connecting them with any
operating restrictions. The govemment may feel obligated to provide certain services to its constituents
and an existing NPI may already have the know-how to provide those services efficiently. As a result, the
government can simply provide sufficient funds to produce the desired volume of output without exerting
any control. Thus, it is not obvious that finance provides control.

35. Statistical agencies have answered this question differently. Governments often provide a large
share of the operating funds for universities, primary and secondary schools, and hospitals, but do not
directly appoint the directors or otherwise interfere with the operating and financial decisions of the
institutions. In some cases, governments may impose substantial restrictions about curriculum or standards
of health care. Some agencies have decided that the supply of funds and operating restrictions amount to
de facto control; other agencies have concluded that the institutions make their own operating decisions
and, therefore, are private units.

56. Another possibility is that having control may not be sufficient to force an NPI to carry out the
wishes of the controlling unit. A nonmarket NPI must rely principally on funds other than receipts from
sales to operate. Presumably the goods and services provided are a type deemed important by the directors
of the NPI, and the directors must have an expectation of being able to raise the necessary funds from
donors who also think the services are important. It is not likely that a government could establish a NPI
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for the purpose of supplying a certain type of services, appoint all of the directors, and then expect the
general public to supply the funds. In other words, if a government wishes the NPI to act as an extension
of the government, then the government most likely will have to finance as well as control the NPL

57. In summary, more guidelines are required in the SNA on the classification of NPIs as it is
not clear which NPIs are part of the public sector. Although the criteria for determining control of
NPIs is the same as for corporatiens, such criteria may not be applicable as the methods of
controlling NPIs differ to those of corporations. For non-market NPIs, it is not clear whether the
requirement to be mainly financed by government is part of the control definition criteria or an
additienal requirement. Clarification is recommended.

Independence and autonomy of decision

58. Institutional units, as defined in section III.A, are independent in the sense that they are able to
engage in economic activities, own assets, incur liabilities, enter contracts, and be responsible at law for
their own actions. However, their autonomy may be constrained to some extent by other institutional units.
For example, the fact that other units must own a corporation means there is a limit on its autonomy. In
general, each corporation is treated as a separate institutional unit, even if it is completely owned and
controlled by another corporation and has no antonomy of decision.

A complete set of accounts

59, A complete set of accounts, including a balance sheet, must exist for an institutional unit, or it
must be possible and economically meaningful to construct such a set of accounts. The meaning of a
complete set of accounts is not further explained. The specific mention of a balance sheet is somewhat
peculiar. It could be that balance sheets were integrated into the statistical system of the SNA for the first
time with the 1993 version of the system and there was a desire to call attention to the new feature.
Another possible reason is that the balance sheet can serve as the conceptual foundation of the system.
Once a balance sheet and the assets and liabilities to be recorded on it are defined, then it is Jogical that the
statistical system should include the economic flows necessary to explain all changes in the balance sheet
of a unit between the beginning and end of an accounting period.

60. A complete set of accounts can be constructed by government ministries, departments, agencies,
and so forth even though their range of activities, assets, and liabilities may be limited. The clear intent of
the SNA, however, is that a complete set of accounts should be meaningful for economic analysis, and a
complete set of accounts for ministries does not satisfy this criterion.

61. The definition of an institutional unit only states that it can engage in economic activities, own
assets, and incur liabilities. It does not say a unit can engage in all types of economic activities, own all
types of assets, and incur all types of liabilities or that, at a minimum, it must be able to own certain types
of assets and engage in certain types of activities. Some units are limited in their range of activities by
their nature or by force of law, but this type of limitation should not affect the definition of an institutional
unit. The general intent of an institutional unit expressed throughout the SNA is that a unit should be
capable of engaging in all types of activities appropriate for the type of unit, which implies an ability to
own all types of assets and liabilities. If this is true, then all of the SNA accounts can be compiled for an
institutional unit in a meaningful way. The SNA should be revised to confirm or deny this
interpretation of the definition of an institutional unit.

Residence

62. The overriding goal of the statistical system of the SNA is to measure production taking place
within a country. For this purpose, production is defined in terms of the productive activities engaged in
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by resident institutional units. Within that restriction, however, an institutiona} unit is not limited in its
geographic location. The offices of the primary central government unit are likely to be spread throughout
the entire country and may extend outside the country, for example, embassies. When a corporation
undertakes economic activity outside its own economic territory, the SNA [4.24] recommends the creation
of separate units in each economic territory in which the activity takes place. To show the correct value of
the parent unit, a financial asset representing the value of each foreign subsidiary is added to its balance
sheet, but not the individual assets and liabilities of the foreign subsidiaries.

63. In the SNA, an institutional unit is resident in a country when it has a center of economic interest
in the economic territory of that country. Residence is not based on nationality or legal criteria because
they may not be appropriate for economic purposes. [SNA 14.8]

64. The economic territory of a country consists of the geographic territory administered by a
government within which persons, goods, and capital circulate freely, including any clearly demarcated
areas of land located in other countries and used by the government that owns or rents them for diplomatic,
military, scientific or other purposes - embassies, consulates, military bases, scientific stations, information
or immigration offices, aid agencies, etc. - with the formal political agreement of the government of the
country in which they are physically located). [SNA 14.19] Conversely, embassies, consulates, military
establishments, and other entities of a foreign general government unit are to be considered as
extraterritorial by the economy in which they are physically located. [SNA 14.31]

65. Corporations have a center of economic interest in a country when they are engaged in a
significant amount of production of goods or services there, or own land or buildings located there. They
must maintain at least one production establishment in that country that they plan to operate indefinitely or
over a long period of time —a guideline of one year or more is suggested. [SNA 14.22]

66. As the foreign operations of public corporations are nonresident institutional units, they are not
part of a country’s public sector and their production should be classified as production in a foreign
country. However, the net result of their activities will be included in the statistics of the public sector and
the net worth of the public sector will be correct. This requirement for separation of operations into
domestic and foreign could be made clearer in the SNA.

Pension funds and other fiduciary activities

67. Employers and governments often hold funds in a fiduciary capacity for other units. If the
holding of these fiduciary funds is organized in a manner that constitutes a separate institutional unit, such
as an antonomous pension fund for employees or a joint investment fund for several governments, the units
must be classified in the same manner as other institutional units. In this case, a government umit or a
public corporation will control the pension or investment fund, and it would be classified as a public unit.
Such a classification might be inappropriate because the unit’s fiduciary activities are not governmental
activities and benefits flow, not to the public sector, but to houscholds.

68. Institutional units are capable, in their own right, of engaging in all types of activities, but
pension funds generally do not have that capability. The employees managing the funds are usually
employees of the parent organization and the capital stock employed usually is the property of the parent
unit. Typically, only a summary management fee is charged to the pension fund for the operating
expenses. Nevertheless pension funds that are constituted in such a way that they are separate units in the
SNA are classified as financial corporations. The current definition of control in the SNA, however, still
leaves these units in the public sector when they probably should be private financial corporations.”

3 gee footnote 1.
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Extending the SNA definition of control to include the power to receive a benefit from the controlled
entity, would exclude units operated in a fiduciary capacity from the public sector, which is
desirable.

Special purpose vehicles

69. Special purpose vehicles (SPVs) are created for securitization, financing public private
partnerships,'* and other specialized activities where a separation from their nominal owner of assets or the
right to future revenue is desired. For example, a government unit might transfer its rights to future taxes
of a specified type to a SPV in exchange for a specified sum. The SPV then borrows using the rights to
future government revenue as collateral and uses the funds to pay its obligation to the government. It then
repays the borrowed funds using the designated taxes as they are received. The SPV usually is created as
an independent entity for this single purpose and will go out of existence when the taxes have been
collected and all debts liquidated. Often it is a trust under nongovernment administration. As such, it is a
separate institutional unit, a financial corporation. Its classification depends on who controls the SPV,
which could be the government unit, but more likely is an independent trustee. There are no guidelines
in the SNA about how to evaluate and classify SPVs."” Quite often, they are simply methods for
government units to borrow with the SPV providing a fiduciary role, which implies that the SPVs should
be public units or an ancillary unit within a government unit.

NPIs controlled and mainly financed by government versus NPIs serving households that obtain all
or most of their funds from government

70. Govermnments and NPIs often serve the same goals of providing social services to selected
portions of the population free or at very low cost. Sometimes a government unit will provide the funds to
support delivery of the services, but a NPI will actually produce the services or procure them from another
producer. When that happens, the classification of the NPI depends on the interpretation of government
payments to the NPI and the definition of economically significant prices (see section IV}).

71. If the payments are interpreted as a purchase of services or as a subsidy on products (i.e.,
payment is related to the volume of the goods and services produced) to the NPI, then the NPI is classified
as a market producer, either public or private depending on the interpretation of the degree of government
control. If the payments to the NPI are treated as non-subsidy transfer payments, then the NPI is a
nonmarket producer. Being mainly financed by government, it is again a public or private unit depending
on the interpretation of control. There have been discussions for many years about the guidelines to be
used when classifying government payments to NPIs. The SNA needs further guidelines in this area.

IV. The General Gevernment Sector

72. The second question in paragraph asks whether, within the universe of public sector entities, units
engaged primarily in either commercial or governmental activities are correctly identified and classified.

73. Economic statistics use the concept of economically significant prices to distinguish between
commercial and governmental units. This nebulous concept is discussed in section IV.A. Improvements
can undoubtedly be made in the definition, but the goal of a precise operational definition will remain
elusive. It was previously asserted that all units are either predominantly market or nonmarket producers.

' SPVs are specific to individual public private partnership (PPP) projects. A SPV for a PPP is typically a
consortium of banks and other financial institutions, set up to coordinate the use of their capital and expertise.

15 See footnote 2.
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As will be seen, this generalization is not quite true; the possibility of mixed units should be
admitted.'® The treatment of such units is discussed in section TV.B.

A Economically Significant Prices

74. A publicly controlled institutional unit could be either a government unit ot a public corporation
in the SNA depending on the prices for which the unit sells or otherwise disposes of its output. Market
producers sell most or all of their output at prices that are economically significant. Prices are
economically significant when they have a significant influence on the amounts the producers are willing
to supply and on the amounts purchasers wish to buy. Universities and hospitals, for example, are market
producers when they charge fees based on their production costs that are sufficiently high to have a
significant influence on the demand for their services. Even if they generate persistent operating losses,
they are market producers as long as their fees are determined mainly by their costs of production and are
high enough to have a significant impact on demand. [SNA 6.50]

75. Nonmarket producers are producers that provide most of their output to others free or at prices
that are not economically significant. A price is not economically significant when it does not have a
significant influence on the amounts the producers are willing to supply or on the amounts purchasers wish
to buy. Such prices are likely to be charged in order to raise some revenue or achieve some reduction in
the excess demand that may occur when services are provided completely free, but they are not intended to
eliminate such excess demand. Once a decision has been taken on administrative, social or political
grounds about the total amount of a particular nonmarket good or service to be supplied, its price is
deliberately fixed well below the equilibrium price that would clear the market. The price merely deters
those units whose demands are the least pressing without greatly reducing the total level of demand.

76. Applying the definition of an economically significant price can only be a matter of judgment.
The title is unfortunate, but should not be allowed to impede the adoption of sensible guidelines. Any
price, including a price of zero, has economic significance and will affect the amounts demanded. More
realistically, the definition is an attempt to describe situations in which the producer is selling its output for
a market price or something close to it and responds to changes in market prices in ways similar to
responses expected by private producers. This behavior is quite different from a nonmarket producer that
supplies outputs for which there is not an effective market, such as public safety, or which a government or
nonprofit institution feels members of its community should have access to but may be too expensive for
many, such as shelters for the homeless. These producers will produce according to their capacity or what
they feel is socially needed; any receipts from customers will be secondary.

71. The two extremes are fairly clear. Between them is a vast range of uncertainty. If a price permits
an enterprise to generate continuously a positive operating surplus and the price is determined by current
supply and demand conditions, it is a price that would be charged by a private corporation and is
economically significant. Both the producer and the consumers will adjust to changes in the price. Two
general cases can be imagined in which one of the conditions just described is absent, but one would most
likely conclude that the price is economically significant. First, the price may not generate a positive
operating surplus and there may be no reasonable hope that any price would generate a surplus. Municipal
transportation enterprises are typical examples. In most cases, the profit-maximizing price will produce a
loss. Receipts that cover 50 to 75 percent of costs are common. Governments perceive a social necessity
to provide public transportation and will subsidize it to maintain some desired level of service. As long as
the transportation enterprise acts like a market producer by adjusting its level of output and prices in
response to demand and seeks to minimize costs, then this type of enterprise should be treated as a market
producer. Second, a government may produce a product that could be sold at a profit-generating price, but

'® Mixed units are units that are engaged in both market and non-market production.
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adopts a public policy of selling it at a lower price to make it affordable to certain portion of the
community. Perhaps there is a public unit that is the monopoly producer of electricity in a local market
and the controlling government decides to set the price at 80 percent of the cost of production. Although a
subsidy will be required, the enterprise is still acting as a market producer.

78. There have been several efforts since the publication of the SNA to divine what an economically
significant price is, either attempting to develop general rules'’ or by examining individual cases. There
cannot be any greater hope of defining an operational definition here than has been achieved elsewhere. In
order 1o retain flexibility in the SNA, it is recommended that some additional background guidance, not
rules, be developed and the relationship with the IPSAS definition of a government business enterprise
(GBE) may be examined. The European System of National Accounts 1995 ( ES4 95) could be considered
in developing further guidance.

79. Most of the efforts to define an economically significant price center on the percentage of cost of
production that the price represents. The higher the percentage, the more likely the price is economically
significant. These analyses have revealed a need to better define price, sale, subsidy, and transfer payment.

80. There are three different definitions of price used in the SNA: basic, producers’, and purchasers’
prices. Basic prices are generally favored for valuing output. The basic price is the amount receivable by
the producer from the purchaser for a unit of a good or service minus any tax payable and plus any subsidy
receivable as a consequence of its production or sale. [SNA 6.205] If a government unit pays a subsidy
calculated as an amount per unit, then the basic price includes that amount in addition to the amount paid
by the purchaser. Thus, a product can be very heavily subsidized, but have a basic price that more than
covers the cost of production. If the subsidy is paid to a private producer, then there is little question that
the producer is a market producer. If the subsidy is paid by a government unit to a putative controlled
public corporation, then there is no difference between this arrangement and one where the government
simply sells the product for a minimal price. That is, an institutional organization should not be usable to
convert a sale at a price that is not economically significant into a sale at an economically significant price.

gl. Defining a sale is difficult when a government is involved. One of the economic functions of
government is to supply goods and services to the community for free or at prices that are not
economically significant. It can accomplish this supply by producing the goods and services or by insuring
their supply by a third party. If the government chooses to involve a third party, it can purchase the items
from a market producer at a market price and distribute them to the community or it can provide funds to a
nonprofit organization engaged in that business. In the latter case, is the payment to the NPI a purchase of
the output, which the government then gives to members of the community according to its criteria, is it a
subsidy per unit of production, or is the payment a lump-sum donation to the NPI so that it ¢can produce
and distribute the output?

82. Other general guidelines concern the unit’s behavior and how subsidies are distributed. For
example, how is the price established? Is it a true market price? Are there private producers competing
with the public unit? Does the unit respond to changes in the market in the same manner as a private
producer? If so, then the prices probably are economically significant. When answering these questions,
one should consider the actual price paid by the consumer rather than the basic price.

83. Are the subsidies provided to the unit available to private producers on the same basis, such as a
subsidy for employing certain people, or is the subsidy the amount necessary the cover the unit’s operating
deficit, whether estimated in advance or after the fact. Some observers have suggested that certain types of

" The European System of National Accounts (ESA 95) adopts a 50 per cent rule to determine the type of producer
and the sector for private NPIs.
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activity are inherently commercial or governmental. There is sufficient variation among countries in how
production is organized, however, this type of rule has attracted little support.

4. Does the consumer have a choice? If there is only one bridge across a river and the government
establishes a separate unit to operate it as a toll bridge, the unit has liftle incentive to act as a market
producer. A higher standard should be applied when deciding if the toll is an economically significant
price, than if there were many competing toll bridges.

835, In summary, there is no precise definition of economically significant prices that is
applicable in the real world. Tt is clear that the SNA permits prices that are substantially less than the
cost of production to be economically significant, The interest of the SNA in this regard is to group units
together that behave similarly. Thus, considerable flexibility is allowed if the producer in question is
clearly acting like a market producer, The less market-like the producer acts, the higher the price
should be relative to productien costs to be classified as economically significant.

B Quasi-corporations and Market Establishments

86. It is possible for any government unit to sell some of its output for economically significant
prices. These sales may constitute only a very minor part of the unit’s activities, such as selling
government-published pamphlets in a large office otherwise devoted to nonmarket activities. These
incidental sales do not affect the unit’s classification as a predominantly nonmarket producer and a
government unit or the valuation of its output.

87. Sometimes, however, an entire section of an otherwise nonmarket unit is engaged in market
activities. Institutional units consist of one or more establishments, where an establishment is located in a
single location and at which only a single productive activity is carried out or in which the principal
productive activity accounts for most of the value added. [SNA 5.21] If there are two or more
establishments in the institutional unit, then by definition none of the establish‘ments meets the
requirements to be an institutional unit. Because a government unit is a nonmarket producer, most of its
establishments will deliver all or most of their output to consumers for free or at prices that are not
economically significant. Some establishments might sell their output for economically significant prices,
such as an office that produces publications and sells them for market prices or a municipal swimming pool
that charges market entrance fees. If it is possible to identify a market establishment within a government
unit, then the output of that establishment is valued at the applicable market prices and the net operating
surplus will in general not be zero.

88. Of interest here is the possibility that one or more market establishments within a government
unit may constitute a cohesive unit that functions as if it was a public corporation. If so, then the SNA
requires that the government unit be divided into two units, with the market producing portion designated a
quasi-corporation and the nonmarket portion remaining a government unit. In other words, a government
quasi-corporation is an unincorporated enterprise owned by a government unit that operates as if it were a
separate corporation and whose de facto relationship to its owner is that of a corporation to its
shareholders. [SNA 4.49] Quasi-corporations are treated as if they were corporations: that is, as separate
institutional units from the units to which they legally belong. [SNA 4.50] The intent behind the concept
of a quasi-corporation is to separate from their owners those unincorporated enterprises that are sufficiently
self-contained and independent that they behave in the same way as corporations. [SNA 4.51] Indeed, the
requirement that a quasi-corporation act like a corporation almost requires it to be a separate reporting
entity, and that requirement could be added to the SNA definition,

89. A quasi-corporation must have its own value added, saving, assets, liabilities, and so forth, It
must be possible to identify and record any flows of income and capital that are deemed to take place
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between the quasi-corporation and its owner. The amount of income withdrawn from a quasi-corporation
during a given accounting period is decided by the owner, such a withdrawal being equivalent to the
payment of a dividend by a corporation to its shareholder(s). A balance sheet is also needed showing the
values of the quasi-corporation’s fixed assets, inventories, financial assets, and liabilities. [SNA 4.52]

90. In order to be treated as a quasi-corporation, the government must allow the management of the
enterprise considerable discretion not only with respect to the management of the production process but
also the use of funds. Government quasi-corporations must be able to maintain their own working
balances and business credit and be able to finance some or all of their capital formation out of their own
savings, depreciation reserves, or borrowing. The ability to distinguish flows of income and capital
between quasi-corporations and their owners implies that their operating and financing activities cannot be
fully integrated with government revenue or finance statistics in practice, despite the fact that they are not
separate legal entities, [SNA 4.108]

91. An example of a government quasi-corporation might be a major administrative division of a
ministry or department that produces and sells electricity for market prices. The division is expected to
cover its costs of production, including its cost of capital. The relationship between the division and the
rest of the ministry in the budget approved by the legislature might only be a single line item for the net
flow of resources to or from the division, and the division might issue separate financial reports. The
division might need to borrow large amounts to acquire its fixed assets and it might be restricted to
borrowing from the government. The division does not quite qualify as an institutional unit under the
general definition because it does not really borrow in its own name and the government remains
financially responsible for the actions of the division. Nevertheless, it acts so much like a market producer
that economic analysis is improved by classifying the division as a quasi-corporation.

92, It is quite possible that a quasi-corporation will be a reporting entity for financial accounting, in
which case the financial results will be available for compiling economic statistics. The previous section
about economically significant prices applies with equal validity when deciding if a quasi-corporation
exists because it must sell its output for those prices. The fact that a quasi-corporation does not meet
the general definition of an institutional unit suggests that the SNA should include more guidance in
assessing the economic significance of the prices of possible quasi-corporations.
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BOP

DF1

ESA 1995
GFSM 2001
MDD
ROW

1993 SNA

B.2
B.9
D.3
D.319
D4l
D42
D.421
D.422
D43
D.9
D.99

F.2
F3
F.5
K.11

Acronyms

Balance of Payment

direct foreign investments

Eurapean system of accounts 1995

Government Finance Statistics Manual 2001

ESA 1995 Manual on Government Deficit and Debt
Rest of the world

1993 System of National Accounts

SNA categories

operating surplus

net lending / net borrowing

subsidies

other subsidies on products

interest

distributed income of corporations

dividends

withdrawals from income of quasi-corporations
reinvested earnings on direct foreign investments
capital transfers

other capital transfer

non-financial assets

currency and deposits

securities other than shares

shares and other equity

nominal holding gains/losses (revaluation)
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ACCRUAL OF EARNINGS ON EQUITY STAKES OF GOVERNMENT INTO PUBLIC
CORPORATIONS IN THE SNA

CAPITAL INJECTIONS, SUPERDIVIDENDS AND REINVESTED EARNINGS

Topic 1 of Working Group 2,
Task Force on Harmonization of Public Sector Accounting (TFHPSA)

Draft 5 September 1, 2004

by Philippe de Rougemont (and Jeff Golland)

Executive Summary
A Dividend recording in SNA and reinvested earnings

1. The 1993 SNA recognises as revenue (or more exactly as “resources”} of the investor, the
dividends paid by the investee (SNA 7.113), instead of the prorated share of the (operating) profit/loss of
the investee that accrues on the equity holdings of the investor. However, the 1993 SNA makes an
exception to this principle for the Rest of the World Accounts (following the preexisting treatment in the
Balance of Payment statistics), in the case of direct investment relationship — that is, when the investor
has “control or influence” in the investee {or more than 10% equity stake; SNA 14.152) —, where the part
of the profit not distributed, called “reinvested earnings”, is recorded as a property income (D.4) of the
investor, and deemed to be reinvested (SNA 7.120).

2: The rationale for the “reinvested earnings” treatment is that “since a direct foreign investment
enterprise is subject to control or influence by a foreign direct investor.. ., the decision to retain some of its
earnings within the enterprise must represent a conscious deliberate investment decision on the part of the
foreign direct investor” (SNA 7.121). This rationale was not extended to other direct investment links in
the SNA.

B GFS implications of the 1993 SNA

3 The non-application of the accrual of earnings to direct investments of general government or of
the public sector leads to difficulties for establishing proper fiscal data, with many cases where public
corporations pay lump sums to governments that exceed their operating profits for the year in question
“superdividends™), or, in contrast, receive “capital injections” in cash or in kind (including via debt
assumption/cancellation), notably to cover past losses or with no expectation of future profits. Under
1993 SNA, what should be the criteria for expensing or for revenue recognition of such events (i.e., classify
those as financial or non-financial transactions)?
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4. Recording superdividends paid by public corporations as government revenue allows government
to pilot deficit at will, conveniently tapping the vast pool of their accumulated reserves. It is worth noting
that superdividends are net worth neutral, and does not seems to meet the general Revenue criteria as laid
down in GFSM 2001 (GFSM 5.1). In addition, the time of recording seems not appropriate, because the
true economic underlying event of the income is the profit made, not its distribution — which is clearly a
financial choice, at least for controlled entities. Furthermore, government revenue should be demand
contracting: superdividends are not, while the profit generated by the corporation ultimately was.

5. Conversely, while capital injections are net worth neutral, and should therefore logically be
treated as financial in nature, fiscal experts often wish booking those as expense (capital transfers), at least
when they are deemed to cover past {or even future) losses, because otherwise quasi-fiscal operations
would not score in the government deficit. This is also seemingly foreseen in SNA 10.14ib. However,
the booking of such expense is also controversial, as they are not demand expanding (while the losses of
the corporation were).

Question 1.  Is the recording of superdividends and capital injection a serious difficulty in GFS
(0.1.1)? Have you observed or can you fear cases where governance issues are at stake ((.1.2)?

C Pragmatic approach of GFSM 2001 and Eurostat Manual on Government Deficit and Debt

6. To alleviate the severe difficulties associated with the proper accounting of superdividends and
capital injections, the GFSM 2001 and more clearly Eurostat’s ESA 1995 Manual on Government Deficit
and Debt (MDD) have developed a pragmatic jurisprudence that wishes to expand on the existing /993
SNA4 or ESA 1995, The main elements are:

® Recorded dividends should not noticeably exceed the income of the period (this excludes holding gains
and losses), aside from legitimate smoothing (GFSM 5.87; MDD II.1.1.4.b and 11.1.2.1). Hence,
distributions of superdividends, or other lump sum payments, should be reclassified as financial
transactions, otherwise governments would be able to manipulate the timing of their revenues,
irrespective of the time of the underlying event (the profit accrued).

e Conversely, capital injections should (generally) not be booked as financial transactions (even though
they are always net worth neutral for the corporation in question and also for government). These
transactions should be expensed where they cover past, or even perhaps future losses, of public
corporations (MDD 11.3.1.2; GFSM 6.57 and 6.60; SNA 10.141)—as their losses are not accrued in
the first place as expenses in the books of government at time they are made—even where shares are
issued (MDD 11.3.1.2.3). Only injections realized in a commercial context, with expectations of a
reasonable return on investment, would be classified as transactions in equity (MDD J1.3.1.2).

7. One important case is the capital injections in the form of debt operations, instead of cash: debt
assumptions, debt cancellation (debt forgiveness), or debt write-off. Recording guidance in GFSM 2001
Annex IT and ESA 5.16 seems not completely aligned and not necessarily coherent in between debt
operations. Interestingly, for debt assumptions, GFSM 2001 emphasizes the notion of acquisition of an
effective claim'; and in case the beneficiary disappeared, GFSM Appendix 1I # 6 envisages recording a
transfer, while ESA 5.16 foresees an other change in volume.

8. To some extend, the jurisprudence established by Eurostat and the GFSM 200! has been
reasonably successful in starting sketching broad principles designed to avoid undue fiscal beautification.
Arguably, the SNA review should, at the very least, be the occasion to incorporate those pragmatic

' However, it may be noted that a debt assumption without effective claim could be conceived as a debt assumption

with effective claim followed by a cancellation or a write-off; hence a need for internal consistency.
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guidance (unless the accrual of profits would be generalized to the general government — and other
domestic sectors; see below).

Question 2. Is the orientation of the GFSM 2001 or Eurostat MDD guidance on superdividends and
capital injections broadly right ((.2.1)? Would it be important, as a minimum, to obtain that similar
guidance be added in a reviewed SNA (Q.2.2)?

9. However, this has not been an unmitigated success. A charge can be made of asymmetnc bias
and cherry picking:

e Asymmetry: the distributed profits are booked as revenue if distributed during the period of eaming—
“too bad” for earlier undistributed profits.  Injections are in contrast booked as expense more
systematically and for the whole amount, but often long time after the underlying event (the loss).
Injections in the form of debt operations are even recorded in various ways, opening the gates to
substantial adverse statistical incentives.

e Cherry picking: injections are to be classified according to the expected performance, a judgment for
which the statisticians may be ill-equipped.

Question 3. Do you judge the orientation of the GFSM 2001 or Eurostat MDD insufficient overall
(Q.3.1)? Do you consider asymmetry a serious weakness (Q.3.2)? Do you consider cherry picking a
serious weakness (Q.3.3)?

D Accrual of earnings

10. Another serious charge is that such pragmatic rules do not tackle head-on two large deviations to
key principles of the system: accrual principle and the net worth neutrality of revenue/expense:

e Expense and revenues are defined as transactions that change the net worth (GFSM 2001). But
dividends from, and capital injections in, public corporations are net worth neutral:  they are
fundamentally in the nature of a financial transaction, decreasing (or increasing, respectively) the
public corporation liquidity to the advantage (or to the disadvantage) of the government liquidity; they
are not in concept government revenue/expense.

e The accrual principle suggests recording amounts at the time the underlying event occurs: dividends
are distributions of profits, and superdividends are simply distributions of mainly past periods” profits,
that ideally ought to be recorded at time of profit earned (instead of at time of distribution). In the
same vein, capital injections deemed to cover for past losses ought to be booked at time losses were
incurred, not at time of recapitalization.

Do you consider that the deviation from the revenue/expense criteria for dividends and capital injections
to be a serious weakness (Q.3.4)? Do you consider that dividends and capital injections recording
deviates from accrual recording (time of recording) and is a serious weakness (Q.3.5)?

11. It is well-known on the market that the distribution of dividends is associated with a matching
fall, on same day, of the value of the share in question. It is doubtful why such falls should be recorded as
revaluations, as is the case now (although 7993 SNA is silent on this issue). Instead, such falls in value on
dividend distribution may be better captured as 2 volume change: a transaction in equity, similar to the
SNA recording of the payment of coupons on bonds (not treated in 1993 SNA as property income but as a
redemption in bond). Symmetrically, the increase during the year of the value of shares for that part due

_99_



STD/NAES(2004)1 1

to the accruing of (operational) profits should better be conceived as volume changes, instead of price
changes.

Question 4, Do you consider that the recording under revaluation of the fall in value of shares at time
of dividend to be a serious weakness (0.4.1)?

12. Accruing the earnings of investees (subsidiaries, affiliates) as revenue of the investors (the
parents) would not eliminate all entries in the revaluation account in shares and other equity for direct
investment, but would merely reclassify, from revaluations to transactions, that part of the change in value
observed between two balance sheets that is originating from operational or entreprencurial profits
(exclusive of holding gains/loss and net of dividends paid). Hence, some revaluation entries would
remain, capturing the change in equity stakes due to holding gains/losses on the investee’s assets or
liabilities, including (in case of quoted shares) those reflecting the optimist or pessimist market perception
for the share in question.

13. Recording the earnings of investees as resources of the investors, at time those are camed would
be an improvement in accrual accounting implementation. For this reason, it is suggested to call this
method or option: “accrual of earnings”.

E Public accounting: IPSAS

14. It is worth noting that accounting rules have long recognized the need to distinguish whether
there is control or influence, or whether there is not, for deciding the recording rules of equity stakes and
their returms.

15. In case of “control”, IPSAS 6 prescribes consolidating the investee in the accounts of the
investor; in case of “significant influence” (e.g., stake of more than 20%), IPSAS 7 prescribes accounting
the equity stake in the investee using the equity method. In both cases, the profit/loss and the net worth of
the investee are immediately recorded in that of the investor (pro-rata). This contrasts with the accounting
of other minority stakes, where the revenue and net worth of the investor is impacted only at time and for
the amount actually distributed by the investee.

16. IPSAS explicitly indicates that the equity recording is necessary in case of significant influence,
because it would not be meaningful to allow dividends to be recognized as income. IPSAS 7 # 19:

“The recognition of revenue on the basis of distributions received may not be an adequate
measure of the revenue earned by an investor.... As the investor has significant influence over
the associate, the investor has a measure of responsibility for the associate’s performance and,
as a result, the return on its investment. The investor accounts for this stewardship by extending
the scope of its consolidated financial statements to include...”

17. To the extend that the equity method in accounting is analogous to the “accrual of earnings”™ (or
reinvested earnings) in statistics, its application to general government in SNA would promote additional
convergence of statistical standards with accounting standards.

Question 5. Would accrual of earnings pave the way to convergence with IPSAS (0.5.1)? Should it be
a main consideration (Q.5.2)?
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F Extension of the accrual of earnings in the SNA

18, An issue is to what extent, the accrual of eaming should be generalized in the SNA.
e in terms of sector coverage;

e in terms of threshold of ownership.

19 Already, all residents—non residents direct investment relationships apply accrual of earnings.
The proposed further extension of all government—corporations direct investment relationships would
leave, in the economy, two main families of links candidate for extension: (1) the financial corporation—
non financial corporations links and (2) the internal links to each of the sectors (financial corporations;
non financial corporations), which are massive but possible candidate for consolidation. It is worth noting
that the (2)-types leave unchanged the saving of each sector.

Question 6. Do you consider that accrual of earnings should be applied consistently across national
accounts, or could be only extended to government accounts / public sector accounts (0.6.1.0)? Should
it be extended to type (1) (Q.6.2.1} and/or type (2) (0.6.2.2)?

20. In terms of thresholds, the accrual of earnings seems hard to contest in case of 100% ownership,
where the parent can engage in transactions which are not at arm’s length.  The 50% threshold
corresponds more neatly to control. The 20% threshold would ensure consistency with accounting
standards. The 10% threshold would correspond to the traditional BOP threshold.

What should the relevant threshold be (Q.6.2)?

21. The case of the 0% threshold is interesting to note: it supposes recording all property income on
shares on an accrual of eamnings basis. Such an approach has the appealing aspect of relying more on the
notion of volume-price delineation (than on the notion of control/influence), and of purifying the definition
of the revaluation account. It would be argued that the increase in value due to the capitalization of profits
must be interpreted as an increase in the volume or size of the company (presumably to invest more than
otherwise would have been the case and boost further revenue and staff), not as a price change. The trend
of the rise in stock price reflects in part this increase in size, in sympathy with the trend of the increase in
GDP. Shareholders expect the value of their shares to increase by that amount, and it scems those
expected changes in value do not meet the implicit definition of the revaluation account’.

Do you think that the threshold could usefully be lowered to 0% (Q.4.2)?

22. More and more companies pass distributing dividends and instead redistribute cash via share
buy-backs, notably for tax reasons; this risks distorting income data across the economy under the 1993
SNA recording. In particular, many mutual funds (not to mention pension funds and life insurance) do not
actually distribute their income and instead capitalize them: it would be unreasonable not to “fictitiously”
distribute them to equity holders; this fictitious distribution prevents noticeable distortions of households’
saving ratio. Already 7993 SNA foresees such a distribution for insurance technical reserves in life

2 SNA 12.63 and more neatly ESA 6.36 define holding gains and losses by reference to change in prices of assets.

However the delineation within value between price and volume is largely conventional, and there is a risk of
circularity when relying only on those two paragraphs. As an example, the increase in value of a zero coupon
bond due to time passing is clearly assimilated in the system as a “quantum or volumne change” (i.e., an increase in
“size™), just as a wine ageing is gaining quality (SNA 12.110 and ESA 6.52). It is hence suggested that the SNA
revaluation account captures changes in value that were not expected, either at time of contract (debtor
principle) or at beginning of the accounting period (creditor principle).
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insurance and pension funds—with the transaction D.44 (SNA 7.124 and 7.127Y’. In addition, ESA 1995
wisely extends such a distribution to mutual funds shares (ESA 4.49b, 4.54b).

Do share buybacks create a risk of distorting income series (04.3)? Do you think accrual of earnings
should be extended to mutual fund shares, as in ESA 1995 (0.4.4)?

G Definition of the applicable earnings and treatment of losses

23. Another technical decision is what should be included the earnings to accrue.  The SNA uses the
entrepreneurial income (i.e., gross operating surplus plus net property income received/paid) net of current
transfers received/paid (SNA 7.122). One issue is whether capital transfers should also be considered, as
well as some other changes in volumes, such as those on impaired loans (very relevant for public banks).
Another issue is how to deal with the possible circularity in case of cross-ownership.

What should be the definition of earnings to accrue (Q.6.3)?

24, Another technical decision is the treatment of losses: should they be recorded as negative
revenue/property income in the books of the parent, or should they be expensed? Subsidies are in principle
only government expenses; a rule may be applied where losses of 100% government owned corporations
would be expensed, while losses in other cases would be booked as negative revenue.

What should be the treatment of losses (Q.6.4)? Could 100% government owned entities be treated
differently (subsidies) from other cases (Q.6.4.1)?

1L Context

25. The relationship between public corporations and governments is a cause of concern for
statistical recording, and more generally between corporations (and quasi-corporations) and their
controlling shareholders: this raises the question of the income—revaluation boundary.

26. The issue is the classification of lump sums paid by Government to public corporations or the
reverse.

a. Governments seek to classify lump sums paid by public corporations to government as revenue,
because those are undistinguishable from dividends and have the attraction of improving, at will, the
balance of the period. However, such lump sums do not meet the revenue test, as the net worth of
government is left unchanged: other things being equal, the value of the public corporations falls by
the same amount. The lump sums are fundamentally portfolio-reshuffling events: they are financial
transactions.

b. Governments seck to classify lump sums paid to public corporations as financial transactions, because
such recapitalization is net worth neutral and does not meet the expense test. However, such a
recapitalization occurs because the government lets public corporations incur regular losses that are not

It may be argued that the parallel may risk overstretch, as one remembers that the accrual of eamings standard that
is imposed in the /993 SNA for insurance technical reserves results from the fact that the reserves are linked to the
cost of insurance services. Mutual fund earnings do not raise or lower the cost of the financial service offered by
the funds. However, another reading may be that the /993 SNA formula already—via its provision that the change
in reserve to consider should exclude holding gains and losses—appropriately catered for the under recording of
output; and that the choice of accrual of earnings on insurance technical reserves relates {0 another consideration:
showing the increase in households’ asset originating from the capitalisation of proceeds on matching assets were,
in fact, truly a property income of households, and not a revaluation.
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covered by subsidies of similar size during the period. It is suggested that strict criteria be applied,
failing which, capital injections would be recorded as transfers (expenses). However, an accrual
system would seemingly require that those losses be booked at time they accrued, not at time they are
covered or financed.

27. Such recordings implicitly rely on an asymmetric set of rules, where lump sums paid by
government are generally expensed but those received are financial transactions, whilst both are in fact
net worth neutral. It seems that many statisticians would be willing to support such an asymmetric rule
in order to prevent abusive recordings.

28. More generally, the question arises as to what is the true originator of the revenue or expense for
government.
29, Specific rules may be required for indirect privatizations, for relationships with central banks,

and lump sums in kind. In addition, operations may involve public corporations’ debt cancellations or
assumptions.

30. Public corporations are those corporations that are controlled by government, directly or
indirectly. Contro] is generally established with 50% ownership, but sometimes can be exercised by other
means, such as special legislation. Control is established directly or indirectly.

31 An important and interesting case is where the government is the sole owner. The presumption
is therefore that the relationship between the 100%-owner and its subsidiary is unencumbered with other
considerations due to minority shareholders. Transactions between them are therefore not necessarily at
arms length.

1. Current statistical recording

A The 1993 SNA

32. The 1993 SNA is rather not very prescriptive as to the treatment of transactions between
government and its public corporations in general. However, interestingly, the 1993 SNA has

comparatively longer texts on quasi-corporations and direct investments.
Dividends, subsidies and capital transfers
Subsidies and capital transfers

33. SNA 10.141 foresees recording as other capital transfer (D.99) transfers from government units
to publicly or privately owned enterprises to cover large operating deficits accumulated over two or more
years.

34, SNA 7.78¢. foresees that regular transfers paid to public corporations which are intended to
compensate for persistent losses—i.e. negative operating surpluses (B.2}—which they incur on their
productive activities as a result of charging prices which are lower than their average cost of production as
a matter of deliberate government economic and social policy, be recorded under D.319 Other subsidies on
products.

35 Hence, public corporations that run quasi-fiscal activities impact government expense at time of

transfer of funds, instead of at time the event occurs, which seems clearly not in line with the accrual
principle. The classification as subsidy (D.3) or as capital transfer (D.9) depends on the frequency of the
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event, which seems somehow odd.  The classification under subsidies on products instead of on
production may also be debatable (with an impact on GDP).

Debt assumption / cancellation

36. Government may have lent funds to its public corporation and may later decide to cancel the loan
(debt cancellation). Government may also assume loans granted by a third party to public corporations,
when the latter cannot repay it (debt assumption).

37. SNA 10.139 and 12.52 indicate that debt cancellation by mutual agreement is treated as a capital
transfer. It remains silent on the definition of mutual agreement and on possible different treatment for
units with equity links.

Dividends

38. The 1993 SNA does not particularly or specifically suggest whether D.42 Distributed income of
corporations ought to be limited to a specific amount. Dividends are a form of property income to which
shareholders become entitled as the result of placing funds at the disposal of corporations (SNA 7.113).
SNA 7.114 indicates that “it encompasses all distribution of profits by whatever name they are called”,
underlying the usual substance over form position of the 1993 SNA, but also emphasizing the reference to
“profit” (SNA 7.117 too).

39. However, SNA 7.114 mysteriously indicates that whilst “dividends may occasionally take the
form of an issue of shares”, “issue of bonus shares which represent the capitalization of own funds in the
form of reserves and undistributed profits are not included.” This could be interpreted as suggesting that
the same event: the distribution of shares to shareholders is treated differently when the intention is to
distribute the profit of the year from when there is distribution of reserves. More satisfactorily, ESA 4.54
and 5.93 clarifies that “bonus shares” are remittance of new shares to shareholders in proportion to their
holdings. Usefully, ESA 5.93 refers to splits, which by the same token are not transactions (ESA 6.56
prescribes that possible increases in market value due to split, owing to liquidity considerations, are
revaluations).

40. The 1993 SNA does not mention shares and other equity in the Revaluation chapter, and does not
discuss the fact that the observed fall in values on the market in quoted share on the day of the distribution
of a dividend is recorded as a revaluation (K.11) rather than a transaction. It is however debatable whether
such a fall in value represent a price change (what price did change?) instead of a volume change. SNA
3.99 recognizes that “the level of dividend is not unambiguously attributable to a particular earning
period....”

41. In addition, SNA 8.15 indicates that in the economic literature “income is often defined as the
maximum amount that a household, or other unit, can consume without reducing its real net worth” and
that “disposable income is better interpreted in a narrower sense as the maximum amount that a household
or other unit can afford to spend on goods or services during the accounting period without having to
finance its expenditure by reducing its cash, by disposing of other financial or non-financial assets or by
increasing its liabilities”.

42, Interestingly, SNA 7.93 defines D.41 Interest, a type of property income, as “the amount that the
debtor becomes liable to pay to the creditor over a period of time without reducing the amount of principal
outstanding”.
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Quasi-corporations

43, Quasi-corporations are unincorporated entities or enterprises that function as if they were
corporations (SNA 4.49), even though they do not formally meet the institutional unit definition spelt out
in SNA 4.2. To be a quasi-corporation, full sets of accounts must be available. The equity stake of the
owner in the quasi-corporation is such that the net worth of the latter is always zero (SNA 13.73).

44, Property income is the income receivable from a financial asset in retumn for providing funds
(SNA 7.88). The income that the owner of quasi-corporations withdraws from them is analogous to the
income withdrawn from corporations by paying out dividends to their shareholder (SNA 7.89).

45, SNA records the property income received by the owners of quasi corporations within a separate
subcategory D.422 Withdrawal from income of quasi-corporations of the category D.42 Distributed
income of corporations, separate from D.421 Dividends.

46. SNA indicates that the amount recorded under D.422 has to be explicitly identifiable (SNA
7.116) and that it will depend largely on the size of the entrepreneurial income (SNA 7.117).

47. D.422 excludes withdrawal of funds realized by the sale or disposal of the quasi-corporations
assets or of large amounts of accumulated of retained earnings, or other reserves (SNA 7.118).

48. Conversely, funds provided by the owner for the purpose of acquiring assets or reducing
liabilities should be treated as transaction in equity, unless it is to cover persistent operating deficits as a
matter of deliberate government economic and social policy (SNA 7.118).

49, In conclusion, for quasi-corporations, the 1993 SNA explicitly prescribes retreating
superdividends as financial transactions, and capital injections designed to cover losses as capital transfers.

Reinvested earnings

50. The 1993 SNA foresees (in line with the Balance of Paymenis Manuals) a specific treatment of
property income on equity stakes / shares held in the form of direct foreign invesiments (DFI). A DFI
enterprise is where a foreign investor owns a sufficient stake in a corporation to have an effective voice in
its management (SNA 7.119). SNA 14.152 defines DFI as an “incorporated or unincorporated enterprise
in which an investor ... owns 10% or more of the ordinary shares or voting power ... or the equivalent...”.

51. The system requires that retained earnings of a DFI be treated as if they were distributed to the
foreign direct investors and then reinvested back (SNA 7.120).

52. The rationale is that since a direct foreign investment enterprise is subject to control or influence

by a foreign direct investor, the decision to retain some of its earnings within the enterprise must represent

a conscious deliberate investment decision on the part of the foreign direct investor (SNA 7.121).
Privatization

53. Cash receipts resulting from the disposal of equity stakes in public corporations being privatized

are recorded as transaction in equity (F.5)—below the line. However, the disposal by government of non-
financial assets (AN.) reduces net lending / net borrowing (B.9).
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B The ESA 1995 Manual on Government Deficit and Debt

54. Whilst the ESA 1995 is an adaptation of the 1993 SNA, with minimal departures, the Eurostat
ESA4 1995 Manual on Government Deficit and Debt (MDD) has developed a substantial jurisprudence to
the effect of providing reasonably solid guidance in the context of the European fiscal multilateral
surveillance arrangement (Excessive Deficit Procedure).

The ESA 1995
55. The ESA 1995 retains a similar, if not identical, approach to that followed in /993 SNA.
56. Noteworthy differences are [to be completed]:

e ESA 6.27d indicates that when the debtor unit is controlled by the creditor unit “the writing-off or
writing-down of debt not due to bankruptcy is recorded in the accumulation accounts” as a capital
transfer (instead of an other change in volume). Hence, this paragraph adds the control criteria for
deciding on the classification of flows. It would be interesting to see whether such a criteria would be
extended to debt assumptions.

¢ ESA 4.58 refers to “trading profit” instead of “entreprenecurial income” and ESA 5.61 mentions
“withdrawal of capital” defined as partial or total liguidation of one’s equity to be treated as
“withdrawal from equity in the financial account”.

57. in addition specific treatments for debt assumption / debt cancellation are provided. ESA 4.165f
specifically mentions debt assumptions in addition to debt cancellation. Further it prescribes:

a. Recording the ¢vent as a financial transaction when the beneficiary is a quasi-corporation or when it is
a public corporation taking part of an ongoing process of privatization to be achieved in a short-term
perspective.

b. Recording the event as an Other change in volume, when the beneficiary disappears.

58. ESA 4.165g specifically indicates that proceeds of indirect privatization, whereby a public
corporation sells whole or part of a subsidiary and forwards the proceeds to government, are treated as a
financial transaction (F.5) instead as a capital transfers (D.9).

The Manual on Government Deficit and Debt (MDD)

59. Whilst the ESA 1995 is a legal act (a European Parliament and Council Regulation), the MDD
has no specific legal status. However, the MDD is particularly important in Europe as far as it lays a body
of rules, established by Eurostat, which intends to provide an interpretation of ESA 1995 to compilers.

60. Ninety-six pages of the MDD (or nearly half of the 243 pages of the Manual) are dedicated to its
Part I1 Relation between the government and public enterprises. The chapters are:

1I.1 Overview of Principle

I1.2 Sales of assets (privatization)

I1.3 Capital Injection

I1.4 Government and public enterprise debt
I1.5 Government and the financial sector
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Dividend

61. The MDD indicates that “it is understood that streams of payments made by an enterprise to its
owner from its income should keep its net assets constant” (Il.1.1.4.a). The “resources from which the
dividends have to be paid should neither include the proceeds of sales of assets nor the revaluation gains.”
“Revaluation proceeds as well as assets sale’s proceeds are not distributable as income.” While dividend
smoothing is legitimate, a “large and exceptional payment out of reserves—significantly reducing the own
funds of the corporation—is different. It should rather be treated as transaction in shares and other equity
(capital withdrawal).” (I1.1.1.4.b).

62. The MDD concludes in 11.1.2.1: “Dividends arise from the government ownership of the unit.
They, apply to payments that are funded from the unit’s income. Dividends do not apply to payments
funded by asset sales, capital gains, or reserves accumulated over several years, even if they are called
dividend.” “Withdrawal of equity includes significant one-off payments made to Govemment. The
payment is funded by the liquidation of assets such as drawing on accumulated reserves; sales of financial
or non-financial assets; or realized capital gains.”

Capital injection

63. Capital injections refer to situations where the owner “recapitalizes” its enterprise by way of
transferring assets or discharging it from its liabilities. The central question is whether the capital
injection should be booked as a capital transfer (expense) or as an eguity injection (transaction in equity).
The MDD chapter I1.3 focuses on this sole aspect.

64. When the government, acting for public policy purposes, provides funds to a corporation without
receiving financial assets and without expecting property income, the capital injection is to be recorded as
a capital transfer. 11.3.1.2

65. When the government, acting as a shareholder, provides funds receiving financial assets and
expecting dividends in return, the capital injection is to be recorded as a financial transaction in shares and
other equity. 11.3.1.2

66. A capital injection made to cover expected future losses, as well as repetitive losses, should be
recorded as capital transfer (D.9), even if shares (or equivalent) are issued. 11.3.1.2.3. This statement
enforces the substance over form approach taken by the 1993 SNA.

Other issues
Central banks

67. The MDD clarifies that lump sum payments, in excess of operational margins, by Central banks
to government should be recorded as capital withdrawal (or equity withdrawal), not as govemnment
revenue.

68. Central banks earn most of their operating profits from the difference between the interest
received on their assets (foreign reserves and lending to the banking sectors or government) and the
interest paid on their liabilities (banknotes (zero interest), banks’ deposits, and sometimes foreign
borrowing). The net result of those operations, also net of operating costs, is the amount distributable
under dividend (D.42).

69. Quite separately, Central banks net reserve assets positions, such as gold or foreign exchange,
have tended to generate holding gains over time (for those countries with higher inflation than the inflation
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observed in countries whose liabilities constitute others countries’ reserve assets). Those gains are often
booked as “reserves” in Central banks accounts.  The MDD indicates that lump sum payments
corresponding to the distribution of those reserves, regularly or irregularly, or to the distribution of the
proceeds of the sale of those assets, is to be treated as a financial transaction. 11.5.1.2-a and -b.

70. The MDD indicates that the amounts distributed by Central banks to government in excess of the
amounts distributable (as measured above) are to be recorded as a financial transaction (11.5.2.c).

Indirect privatization

71. The MDD clarifies that in cases where public holdings keep privatization proceeds to engage into
expenses of a government nature: to “support loss making activities as part of government economic and
social policy” or to “give grants and subsidies outside the group”, transaction should be rerouted via
government accounts.

C The GFSM 2001

72. The GFSM 200! generally aligns on the 1993 SNA, although it may at time incorporates
additional guidance and rarely deviations. The IMF Government Finance Division intends to provide
additional guidance notes to be regrouped in the form of a Companion Material.

Distribution to government

73. GFSM 5.87 and 6.74 specifically and explicitly recognize the important boundary between
dividend (non financial transactions, i.e. povemment revenue) and capital withdrawal (financial
transaction, i.e. financing) and the fact that dividends distribute the income of the period, exclusive of
holding gains and losses of the year or of the distribution of previous years income (distribution of
reserves). A tolerance is provided for cases where dividend payments are smoothed by the corporations
and may exceed the income of the period. The GFSM 5.87 states: “When payments are received from
public corporations, it can be difficult to decide whether they are dividends or withdrawals of equity.
Dividends are payments a corporation makes out of its current income, which is derived from its ongoing
productive activitics. A corporation may, however, smooth the dividends it pays from one period to the
next so that in some periods it pays more in dividends than it eams from its productive activities. Such
payments are still dividends. Distributions by corporations to shareholders of proceeds from privatization
receipts and other sales of assets and large and exceptional one-off payments based on accumulated
reserves or holding gains are withdrawals of equity rather than dividends.”

74. GFSM 10.17 recognizes that distribution of dividends reduces the net value of corporations
(improperly called net worth in this paragraph), to be recorded as a holding loss. (revaluation account).

75. GFSM 9.38 prescribes the recording of privatization' proceeds direct or indirect as financial
transactions.

76. Interestingly, GFSM 9.35 indicates that the disposal of whole government units is also booked as
a transaction in equity, on presumption that a quasi-corporation was constituted just immediately prior the
sale. “Government units also can be privatized. If the assets disposed of as a single transaction constitute

*  Privatization is sometimes reserved for disposals of (controlling) equity stakes by government in public

corporations (see the entry “privatization” in the ECB Monthly Bulletin Statistical Annex Table 6.3.2).
Sometimes, it extends to the disposal of government non-financial assets, which then requires possibly different
recordings.
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a complete institutional unit, the transaction should be classified as a sale of equity. The government is
assumed to have converted the unit to a quasi-corporation immediately prior to disposal by means of a
reclassification of assets, which is an other economic flow. If the assets disposed of do not constitute a
complete institutional unit, then the transactions should be classified as a disposal of the individual
nonfinancial and/or financial assets.”

Injection by government

77. The GFSM 2001 does not refer to capital injections as such, nor to recapitalization. However, it
provides guidance on the recording of transfers of resources from government to public corporations.

Subsidies and other expenses

78. GFSM 6.61, 6.57 and 4.30 indicate that transfers intended to compensate for operating losses are
recorded as subsidies, unless they cover losses accumulated for two years or more in which case they are
recorded as other expense. GFSM 4.30 states: “Subsidies are current transfers that government units pay
to enterprises either on the basis of the levels of their production activities or on the basis of the quantities
or values of the goods or services that they produce, sell, or import. Included are transfers to public
corporations and other enterprises that are intended to compensate for operating losses.” Transfers of funds
to public corporations designed to facilitate public investment are recorded as other expense, according to
footnote 17 of Chapter 4. GFSM 6.60: “Subsidies also include transfers to public corporations and quasi-
corporations to compensate for losses they incur on their productive activities as a result of charging prices
that are lower than their average costs of production as a matter of deliberate government economic and
social policy. If such losses have been accumulated over two or more years, the payments are classified as
miscellaneous other capital expense (2822)." GFSM 6.57: “Payments to enterprises to finance their capital
formation, to compensate them for damage to non-financial assets, or to cover large operating deficits
accumulated over two or more years are miscellaneous other capital expense (2822).”

79. “Regular transfers to quasi-corporations to cover persistent operating deficits are subsidies, and
regular withdrawals from the income of quasi-corporations are property income”(GFSM 9.36).

Debt assumption, cancellation, guarantees
Public corporations net worth

80. To start with, it is worth noting that GFSM 7.140 suggests that the net worth of public
corporations other than those that are quoted should be set at zero: their equity liability should be set equal
to their net assets. This treatment extends the /993 SNA treatment for quasi-corporations to such public
corporations. GFSM 10.19 concludes “that the holding gain is equal to the change in the total value of
this measure of the equity, taking into account additions to and withdrawals from equity that may have
occurred.”

81. An essential consequence is that operations between government and the public
corporations tend to lead to automatic changes in equity positions. The question is then: does such
a change arise from a transaction or from a revaluation?

Debt operations and notion of effective claim
82. The Appendix II of the GFSM 2001 focuses on debt operations, including guarantees, debt

assumption, debt cancellation, and debt for equity swaps. Public corporations can be the beneficiary of
such events,
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33. Appendix II puts an emphasis on the “claim” that government received in exchange for the debt
operation in question, and whether the claim is “effective” or not. The claim is “effective” when “there is
a realistic probability that it will be paid” (Appendix II #5) or will yield benefits in future. When an
effective claim is acquired, the claim is recognized on balance sheet by way of transaction: the event is a
financial transaction for government and does not give rise to an expense. Otherwise the event is
expensed. The question is complicated on account of who is the beneficiary.

84. Whence the beneficiary is a private corporation, a debt operation gives rise to an expense when:

» Government does not acquire claim: government exchanged something against nothing and its net
worth has decreased.

e  (Government acquires a claim that is not effective: the net worth has also decreased because the market
value of that claim is minimal or even zero.

It is worth noting that in both cases the net worth of the corporation has increased.

83. When the beneficiary is a public corporation (100% owned), such debt operations are neutral for
government, as the increased value of the beneficiary just exactly and automatically compensates for the
adverse impact of the debt operation in government accounts. Should the event be expensed?

86. Appendix 1 is not completely clear (when no effective claim is acquired):

» (a) In the case of debt assumption®, “the assumption amounts to an increase in the equity owned by
government” when the beneficiary is an on-going public corporation,® whilst it gives rise to a capital
transfer when it is a bankrupt public corporation (para 6).

e (b) In the case of debt payments on behalf of other units, an expense (subsidy) is booked when the
beneficiary is a corporation (para 8).

e (c) Debt forgiveness is the cancellation of debt by mutual agreement. It always involves an expense
(Para 9).

® (d) Debt-for-equity swaps are cases where the abandoned debt is exchanged against an equity stake.
The difference in market value between the debt and the equity stake is recorded as a transfer where a
debt forgiveness took place, and is not expensed otherwise (para 15).

¢ (¢) A write off without bilateral agreement, such as in case of bankruptcy or when a public corporation
is insolvent and is liquidated, is recorded an “Other economic flow” likely to be an other change in
volume (para 12). A unilateral write down is treated similarly to a partial write off.

> Para 4 of the Appendix IT restricts cases of debt assumptions to cases of activation of guarantees. This generally

seems unnecessarily restrictive.

This sentence can either be generously interpreted as a tautology, which imparts no recommendation of recording
regarding the flow in question; or it can be interpreted as meaning that the change in quasi-corporation equity is a
revaluation, which supposes that the debt assumption is not expensed.
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87. The rules set in the Appendix II seem not completely coherent with the core of the system or
between themselves.

e (a)and (b) differ in expensing, whilst only the timing of the event differs.
» (a)and (e) differ in expensing for bankrupt corporations.

¢ (c) and (d) differ in expensing for the amount corresponding to the difference in market value between
the acquired claim and the part of the debt that is not covered by a forgiveness arrangement.

e  Whilst (b) and (c) are consistent with the subsidy and capital expense treatments seen in the core of the
text, {a), (d) and (e) are not.

D Conclusions
38. Statistical systems have tried to establish rules to the effect:

a. of avoiding transforming holding gains into income as well as cherry picking the time of recording of
government revenue; and

b. of avoiding that quasi-fiscal operations be carried out without being expensed ever.

89. The jurisprudence established by Eurostat and the GFSM 2001 has been reasonably successful in
sketching broad principles designed to avoid undue fiscal beautification. However, this has not been an
unmitigated success. A charge can be made of massive asymmetric bias and cherry picking:

a. Asymmetry: the distributed profits are booked for the amount earned during the period—"too bad” for
earlier undistributed profits. Injections are in contrast booked as expense more systematically and for
the whole amount, even long time after the event (the loss). Injections in the form of debt operations
are even recorded in various ways, opening the gates to substantial adverse statistical incentives.

b. Cherry picking: injections are to be classified according to the expected performance, a judgment for
which the statisticians may be ill-equipped.

90. Two other serious charges are that the rules do not tackle head-on two large deviations to the
spirit of the system: accrual principle and the net worth neutrality of revenue/expense:

a. Expense and revenues are defined as transactions that change the net worth (GFSM 2001).
Nevertheless dividends from, and capital injections in, public corporations are net worth neutral: they
are fundamentally in the nature of a financial transaction, decreasing (or increasing, respectively) the
public corporation liquidity to the advantage (or to the disadvantage) of the government liquidity; they
are not revenue/expense.

b. The accrual principle suggests recording amounts at the time the underlying event occurs: dividends
are distribution of profits, and superdividends are simply distribution of mainly past periods’ profits to
be recorded at time of profit earned (instead of at time of distribution). In the same vein, capital
injection is deemed to cover for past losses and ought to be booked at time losses were incurred, not at
time of recapitalization.

91. The next section looks at an alternative treatment which has the potential to redress those
weaknesscs.
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Iv. Accounting Rules
A Terminology and consolidation rules in GAAP
Notion of accounting conselidation

92. Traditionally, GAAP focuses on the establishing of financial statements of groups of entities,
which are under same control {then called economic entity). the consolidated financial statement, in
addition to the separate financial statement that the controlling entity would establish.

93. In other words, it is the control criteria that decides on the coverage, in contrast to the statistical
world where sector or sub-sector coverage is determined on other criteria (mainly economic behavior of
entities). Hence the use of the term consolidation is extremely misleading as it carries a specific meaning
in terms of coverage for accountants, whilst not for statisticians. It is hence recommended to specify in
future discussion whether the consolidation referred to is of statistical or accounting sort.

94. Hence, under GAAP (such as IFRSs or IPSASs), the accounting for ownership relationship of an
investor in an investee requires first establishing whether consolidation is required and if not whether
influence is established. Eventually, such an accounting can follow four modalities depending on the type
of established link.

95, Full consolidation (see IPSAS 6 and IAS 27). When an investor exercises control on the
investee, the accounts of the controlled entity (the subsidiary in 1AS 27) are added to those of the
controlling entity (the parent in IAS 27). Control is the power to govern the financial and operating
policies of another entity so as to benefit from its activities; control hence encompasses two aspects:
power and capacity to benefit -- though the latter may simply reflect “the ability to direct the other entity to
work with it to achieve its objectives, see IPSAS 6/27). Control is defined in IPSAS 6/ 25 and 36; it is
often, but not exclusively, associated to cases of ownership of 50% or more. Whilst revenue, costs, assets,
and liabilities of the former are added to that of the latter, reciprocal links are eliminated. In addition, a
position minority interest in both profit and shareholder equity appears.

96. Proportionate consolidation (see IPSAS 8 and IAS 31). When a group of investors — the
venturers — have established a binding arrangement (IAS: contractual arrangement) to jointly control
operations or assets or of entitics, GAAP foresees a different treatment. The accounts of jointly controlled
entities’ are added to the accounts of the venturer on a prorata basis, either aggregated line-by-line or under
specific entries. No minority interest occurs. IPSAS 8 permits but does not recommend using equity
accounting to venturers.

97. Equity method (see IPSAS 7 and IAS 28). When the investor exercise “sufficient influence” in
the investee, the latter is then an associate. Sufficient influenced is described in IPSAS 16, included cases
of representation to the board, participation to policy-making, interchange of managerial personnel or
provision of essential specification. In case of ownership above 20% (and below 50%) it is often
presumed, pending justification of the contrary, that significant influence is established.  Investors
accounts for associate by applying the equity method, where the former recognizes in its income statement
(in its balance sheet) its prorated share in the profit (in the net assets/equity) of the latter.

7 There is no specific need for jointly controlled operations or assets not involving a jointly controlled entity, as the

separate financial statements of the venturers will already have accounted for each share of assets, liabilities,
revenue, or expense.
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98. In other case, when no control, joint control, or significcant influence is determined, the equity
stakes are booked using usual investment rules, often at cost, with the implication that distribution to
shareholders scores as revenue of the investor. Investor do not account under full consolidation or
proportionate consolidation or equity method, when the investrment is held exclusively with a view to its
disposal in the near future or operates under severe long-term restrictions that significantly impair the
ability of the investor to extract meaningful benefits.

Impact on the accrual of earnings of the subsidiary/associate
99. It is worth noting that all three accounting approaches (full consolidation, proportionate
consolidation and equity method) have the same impact on the income and equity of the owner (although

each follows different ievel of netting category by category):

a. profits and losses of the subsidiary/associate are captured in the income staterment of the
parent/investor;

b. the prorated equity position of the subsidiary/associate appears in the equity of the parent/investor.
100. This contrasts sharply with the recording of other equity participation (at least when no mark-to-
market is implemented): the equity stake of the owner stays captured at the acquisition price (eventually

reduced for impairment) and income is recognized only at time and for the amount of dividend.

101. One may note that implementing market valuation in GAAP will cause this fundamental
divergence between the consolidation and the no consolidation approaches to blur.

102. The following table summarizes the issue:

Impact on the net worth or profit and loss of the investor
of profit and loss of the investee or the distribution of dividends

- presented according to accounting method

S N E—
VD

Es

[mpact of profit and loss Impact of distribution of
of investee in the investor’s ; of dividends in the investor's
et worth profit and lossinet worth  [profit and loss

Yes Yes No No
Iproportionate consolidation |Yes Yes tNo No
equity method Yes Yes iNo No
investment accounting No No Yes Yes
mark-to-market Yes Yes No Likely not

Realization: Ph de Rougemont
July 12, 2004 1
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GAAP rationalization

103. IPSAS explicitly indicates that the equity consolidation is necessary because significant influence
(e.g., stake of more than 20%), would not meaningfully allow dividends to be recognized as income.

a. IPSAS 7/19: “The recognition of revenue on the basis of distributions received may not be an
adequate measure of the revenue eamned by an investor.... As the investor has significant influence
over the associate, the investor has a measure of responsibility for the associate’s performance and, as
a result, the return on its investment. The investor accounts for this stewardship by extending the
scope of its consolidated financial statements to include...”.

b. IPSAS...
Analogy with statistics
104. In contrast to accounting, statistics do not enforce full or partial consolidation accounting but

instead prescribes equity accounting (but more exactly market value accounting) in the sense that, other
things being equal, a profit of the subsidiary will immediately increase the net worth of the owner, whether
a dividend is distributed or not.

105. Market value accounting arguably adds to the change in equity value due to accrued operational
profit, other changes in value reflecting holding gains/losses on assets and liabilities of the investee or
other independent changes in value reflecting the perception of investors (the market”) towards the
investee. It seems useful to declare the first type of changes volume changes, and the two latter price
changes,

106. However, in 1993 SNA the direct impact of the profitloss of the investee on the net worth of the
investor does not transit via income, but via revaluation, except for the Rest of the World account.
Following the equity accounting example, the BOP books the whole earnings of subsidiaries when held at
more than 10%: using the 1993 SNA categorization, this amounts to complementing the position D.42 by
an item D.43 reinvested earnings on direct investment.

107. It is worth noting that analogies between accounting and statistics have a fundamental limit, in so
far as:

e  Statistics distinguish between income and revaluations, in contrast to accounting; and

* Statistics use market valuation.

108. Hence, caution needs to be exercise when invoking such analogies.
V. Reinvested earnings
109. This part enquires on the option of extending the recognition of income to “accrued earnings”,

e.g., extending the “reinvested eamings” treatment, foreseen in the /993 SNA for foreign direct
investments (see section IT.A), notably to public corporations.
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A The SNA recording for reinvested earning
This section repeats, for convenience, the text in I1.4

110. The 1993 SNA foresees (in line with the Balance of Payments Manual and Guides) a specific
treatment of property income on equity stakes / shares in the form of direct foreign investment (DFI). DFI
enterprises encompass corporations where a foreign investor owns a sufficient stake to have effective voice
in its management. SNA 7.119.

111. The system requires that retained earnings of a DFI be treated as if they were distributed to the
foreign direct investors and then reinvested back. SNA 7.120.

112, The rationale is that since a direct foreign investment enterprise is subject to control or influence
by a foreign direct investor, the decision to retain some of its earnings within the enterprise must represent
a conscious deliberate investment decision on the part of the foreign direct investor. SNA 7.121.

113. The Balance of Payments Manual fifth edition recommends classifying as direct investments,
holdings of more than 12.5% in a given corporation.

B Conceptual attraction

114. The recording of reinvested earning has a considerable attraction because it avoids the anomaly
of booking dividends as property income with its adverse counterpart booking of a matching holding loss

in equity.

115. This recording instead accrues property income continuously over time, in recognition that
profits are eamned continuously over the period. This recording is similar to that of interest on a bond: the
1993 SNA does not equate interest with coupon payments; and the fall in bond price at time of payment of
coupon is not a holding loss but reflects a partial redemption in bond (redemption of its accrued interest
component).

116. Shares increase in value over time because of systematic holding gains over the long run due to
some kind of long term “inflation”. However the value of shares also increases over time because
companies tend to retain a substantial fraction of their earnings, in view of expanding their operations
(such as buying equipment) or repaying their debt: this trend change in value of shares hence reflects an
increase in their “volume”, not in their “price”. This is similar to a zero coupon bond or to an old wine
maturing: the change in value has a component that is solely due to time passing. (SNA 12.110).

117. It would seem essential to recognize that increases in value due to accumulation of retained
earnings are not price changes and do not generate holding gains. However, currently in the /993 SNA this
increase is recorded as a change in price in the revaluation accounts. A more appropriate recording as a
change in volume would require that a property income be deemed to be distributed and immediately
reinvested on the instrument, similar to zero coupon bonds.

118. Such an apparent “fiction” of distribution immediately reinvested is exactly what shareholders
decide when they vote on the coupon rate during the Annual General Meeting. Instead of voting a full
distribution, and then regularly voting new share issues, they leave part of their income in the kitty. This
fundamental choice made by the shareholder is explicitly recognized in the 1993 SNA for direct investment
(7.121), but unfortunately only for cross berder relationships.
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C How it would work

119. To show how the reinvested earning approach operates, one describes three simple events,
looking at the books of government. The extension of the reinvested eaming recording relies in practice on
a few technical choices to be listed later below.

Basic description

120. Government would record, in addition to the dividend (D.421), the reinvested earnings of
profitable public corporations (D.43.1), with a counterpart as addition to equity (F.5 transaction). The
change in the net value of public corporations due to operating profits would be recorded, in the books of
the govemment, as a transaction (in equity). Conversely, the loss making companies would yield an
expense/subsidy (D.34.2—or, alternatively, a negative property income, D.43.2) with a counterpart entry in
reduction in equity (F.5 transaction).

121. Hence, changes in their net value would be recorded, in the books of government, as a transaction
{in equity). On the other hand, capital injections would be recorded as transactions in equity: against cash
if realized in cash, or against an incurrence of a liability in case of debt assumption.

122. The fundamental change is that the change in equity position observed in the books of the
owner (say, from 100 to 117), originating (other things being equal) on account of the part that is not
distributed (10) of the profit on operations during the year (15), is now in part a revenue (transaction)
instead of a revaluation (as it is currently the case). Another 7 in change in equity originates from price
changes in assets or liabilities of the investee. Then, we have:

Current SNA Proposed SNA
Revenue 5 15
of which: dividend D.421] 5 5
of which: reinvested earnings D.43 ]
Financing
Cash F.2 5
Equity F.5

Revaluation

Equity

Opening assets 100 100
cash AF.2

equity AF.S 100 100
Closing asset 122 122
cash AF.2 5 5
equity AF.5 117 117

19/07/2004 12:35
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123. It is worth noting that the balance sheet is unchanged: what is new is the type of economic flow
under consideration to explain those changes: revaluation (K.11) or transaction (F.5). Hence
revenue/expense accounts and its balance (within the “Statement of government operations” in GFSM
2001) do differ.

124. The proposal does not eliminate revaluations in the equity stakes of government: it only
eliminates that part of the changes in value in equity stakes that reflects the operational profits and losses
of the investee (subsidiary/associates). Revaluations in equity arises from other changes in the value of
assets of the investee not reflected in its operational profit/losses as well as other change in value assigned
by the market to the equity of the investee.

More complete numerical example

125. This section uses a more complete example. Assume that government owns three corporations
A, B, C. Public corporation A earns 10 (also equal to its change in net assets) and distributes 4. Public
corporation B losses 25 (also equal to its changes in net assets). Government transfers 3 to B. Government
assumes 30 of debt originally owed by C, which had 0 in net profit for the year.

Reinvested earnings: numerical example
Government accounts with three public corporations (A, B, C)

Proposed Currently
A B C Totl’ Total " A B C
Expense (¢] 25 0 3 0
D3 Subsidy 3 3
1D.43.2 Reinvested losses 22 (4]
Revenue 10 0 4 0 4] |
1D.42  Dividend 4 4
ID.43.1 Reinvested earnings 6 7
B.9 Balance 1] -25 4 -3 0
Balance 10 =25 4 -3 0
Transaction assets 10 -25 4 -3 0
5.2 Cash 4 -3 4 -3
5 Equity 6 -22
Transaction liabilities 0 0 0 0 )|
.3 Debt
Net impact
Revaluation assets (+OCV) (1] 0 6 -22 30r
I4F.2  Cash
L4F.5  Equity g 6 -22 30
OCV (+iransaction) in liabilities 0 0 0 0 30
i4F.3  Debt 30
Change in net worth 10 -25 16 -25 0
Change in assets 10 -25 10 -25 30}
Cash 4 -3 4 -3 0
Equity 6 -22 6 -22 0
Change in liabilities o 0 0 0 30]
Debt 0 0 0 1] 30

2/2/2004 22:16
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126. One observes that the change in government net worth is -15 (because A gains 10 and B loses
25). This is fully booked as surplus/deficit of government under the proposed recording. Currently in the
1993 SNA, a surplus of 1 is booked (somehow reflecting a cash approach), and holding Josses of 16°,

123. This examples illustrates two major difficulties:

a. the deficit/surplus is very sensitive to the classification decision of the event.

b. Revaluation entries occur that do not seem to relate to changes in any “price” on the market.
Additional choices to make

128. For the application of the reinvested earnings model, there are some choices to be made:

a. Expense losses, or altematively book them as negative revenue.

b. Book reinvested earnings (in addition to dividends) or full eamings (of which dividends can be
shown). This is largely a presentational issue.

c. Clarify the measure of the profit to distribute. It could be net saving, as currently D.43 is geared at
doing (SNA 7.122), or a wider or more flexible criteria (as an example, banks systematically write-off
impaired loans as part of their normal activities, but those are recorded as Other changes in volume of
assets—it would be normal to incorporate those in the measure of earnings). Whatever is decided, it
would have to relate to /993 SNA / ESA9S concepts and measurements.

D GFS interest
Compelling reasons
126. GFS has a strong interest in applying reinvested earnings at least for company fully under

government control, in particular those 100% owned. The case for public corporations is more compelling
than for foreign direct investments, particularly for 100% owned public corporations:

» The government control is often complete or predominant.
* The owner is also an entity well aware of being measured by statisticians.
130. The other compelling arguments for such an application are:

* The tightening of the definition of expense and revenue this would impart, and the significant
improvement in the definition and meaning of the revaluation account.

¢ The improvement in the accrual recording, with measuring the amounts at the time the underlying
event occurs (the profit, the loss).

* Symmetry and comprehensiveness, with treating at par profits and losses, that is encompassing the
whole public sector activities: those public corporations, which make losses and those, which make
surpluses.

* unless the debt assumption would be booked as a transfer (as perhaps would be the case following the

MDD, but not necessarily the GFSM 2001) in case of which the deficit would be -29 and holding gains
14.
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¢ Simplicity, with avoiding the judgmental (cherry picking) approach required now under the MDD and
the GFSM 2001 rules.

131. It is expected that the explanatory power of fiscal indicators would considerably improve as
quasi-fiscal operations would be captured at the time of their impact on the economy (i.e. the public
corporation loss) rather than at time of rescue (i.e. recapitalization). The property income distributed by
public corporations is arguably neutral in terms of aggregate demand: it is adequate that they be neutral on
fiscal main aggregates.

132. The fiscal indicators would considerably gain in international comparability. Currently, some
governments carry out considerable quasi-fiscal operations via their public corporations, whilst others do
not. In this context, international comparisons can currently be particularly misleading.

133. The quality of the stock-flow articulation would be considerably improved.

134, Statistical incentives that currently exist would disappear, helping government to focus more
exclusively on management issues instead of on accounting issues. It is plausible that the more direct
statistical impact of the headline figure of the results of public corporations may create incentives for
government to work on the improvement of their finance. This may lead to a useful bias in favor of
increasing public services prices, whereas the only existing biases are all in favor of their decrease.

Difficulties
Compilation difficulties

135. Against the compelling reasons stated above, one difficulty would be that compiling the
reinvested eaming components could be burdensome for compilers.

136. However, governments ought to keep sufficient records on the activity of their public
corporations, which would allow statisticians to compile aggregates. Nonetheless, where the “balance™
that is followed by public corporations supervisors deviates from the concept preferred by statisticians,
flexibility may be advisable, with a view to focus the statistical resources on capturing the most
relevant/largest operations.

Artificial construct

137. Another argument raised might be that such reinvested earnings are artificial in nature and would
engender additional imputations in the accounts, never a satisfactory perspective. However, the issue here
is merely a question of classification of flows: the change in balance sheet is observed, and the question
is only whether the flow in question is a transaction or a revaluation. In this respect, one can hardly talk of
an imputation.

138. Negative entries in reinvested eamings may not be appealing, and a proposal would be to record
“accumulating losses™ as expenses amongst the category “subsidies™ (D.34), instead of under property
income (D.43).

Impact on the accounts
139. It may happen that the net impact of implementing the reinvested earnings approach would be to
reduce the deficit of some govemments, as the full eamings of healthy public corporations would be

accounted now as government revenue (instead of merely the distributed part) while few public
corporations would be recording losses. Such an impact is not really problematic and in fact welcome. It
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relocates flows recorded as revaluation under transaction and more appropriately represents the property
income on the assets of government. It reduces incentives for government to tap the capacity of its public
sector to stimulate by stealth the economy.

E Rest of the SNA

140. An extenston of the application of reinvested earnings recordings does not have to be limited to
public corporations: it may also extend to other equity stakes or to other sectors.

Extension to all instruments and all sectors

141. A case can be made that reinvested earnings could be generalized to all equity and shares.
Indeed, many corporations in the USA and now in Europe have more and more geared, over the past
decade, their distribution policy in relation to fiscal considerations: dividends may be taxed “twice” in
contrast to holding gains; and dividends are “imposed” income to all shareholders, while the
shareholder/taxpayer may be able to minimize overall taxation be choosing the moment of sale (under a
buy-back scheme).

142. More and more corporations, including large multinationals, have skipped altogether the dividend
and replaced it in full by “share buy-backs”, while others have reduced it, or increased it less than
otherwise would have been the case, by way of sponsoring substantial share buy-backs programs.

143, Under this condition, there is a serious risk that income series be distorted. Perhaps households’
domestic income could be underreported, both on account of direct ownership and of indirect ownership
via holdings in pension funds, life insurance, or muteal funds (when a transparency rule on property
income applies). The household saving rates could be hence noticeably underestimated.

144, Conversely, a noticeable resumption of dividend distribution, owing to changed fiscal rules, is
liable to distort the pattern of macroeconomic time series.

Extension to other sectors or to other instruments
145. Such an extension of reinvested earnings to all instruments and all sectors may be rather radical.
A more modest approach would be an extension to all other direct investment within the economy, on
account that the direct investor makes a deliberate decision regarding the distribution policy.
146. Another type of approach would be to extend the reinvested earnings approach to all instruments
concerned by the sector in question: rest of the world and, as suggested in this part of this paper,
government accounts.

F Threshold versus across the board generalization

147. The question can be seen hence on two axes: (1) the threshold above which reinvested eamings
apply and (2} the sector, which applies it.

148, The thresholds can be thought of:
® 100%: cases where the owner and its subsidiary is undoubtedly “one”. In those cases, the owner can

engage into events that are not at arms’ length, with major classification difficulties. It would seem
essential for GFS that solid rules be put in place.
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e 50%: cases where the majority owner can truly “influence” events. There is clearly controi, although
the existence of minority shareholders tends to provide guarantees against events not at arms’ length.

e 20%: the traditional threshold for associates used in accounting.

e 10%: traditional direct investment threshold in balance of payments statistics.

e (%: application of reinvested earnings to all equity stakes: direct investment or portfolio investment.
As seen above, this option reflects the notion that the no distribution of profits increases the volume of
the company, rather than the importance of control.

149. The sectors can be:

e Rest of the World;

s (General Governments; and

e Corporations.

150. We can hence summarize the situation the following way:
Sector
RoW General Corporations
Government
100% ownership e
50% ownership
20% ownership

10% ownership
0.1% ownership

Current SNA
Possible vertical extension
Possible horizontal extension

2/2/2004 23:05

151. Although not an absolute requirement, national accountants prefer when rules apply across the
board to all sectors. Occasionally, the 993 SNA encompasses sector specific rules, but this is rare’. We
can conclude that it would be an advantage if any rule followed would be applied across the board. In this
respect, the 100% threshold is attractive because applying the reinvested earning treatment seems
compelling including for (all) 100% owned corporations.

152, Another consideration is that one may wish that all shareholders of the same enterprise be treated
identically. This suggests using either the 0% or 100% thresholds (or not apply reinvested earnings
altogether). However, the 1993 SNA does not enforce such a rule, whilst there may be ground to treat large
shareholders differently. It is worth noting that on the market, transactions in very large blocks are realized

® FISIM on deposits and loans recognized for financial intermediaries only; D.43 for Rest of the world:
perhaps: output measured at cost for nonmarket producers.
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at significant premiums (and occasionally discounts) to the market price (in some jurisdictions, the
purchases of blocs above a certain level creates an obligation to launch an open offer).

153, GFS interest would be to apply reinvested eamings to 100% owned corporations at the very least,
but also to 50% owned, or altematively to all equity holdings. The 20% threshold is appealing to the
extend that it harmonizes with accounting standards. The 10% threshold is not particularly appealing
except that it is an established convention amongst statisticians.

154, Some balance of payments statisticians would like to reexamine the reinvested earnings
treatment, and one option would simply be to increase the threshold (without necessarily changing the 10%
threshold defining direct investment, an gssential feature of balance of payments statistics),

VI Conclusion
Recommendation 1: need for additional SNA entries

155. A first conclusion is that the relationship between government and public corporatiens provides a
vast field of opportunities for misreporting of the fiscal situation, with difficulties related to both payments
made by corporations as well as received by corporations.

156. The Eurostat (ESA 1995) and the IMF Statistics Department (GFSM 2001) have gradually
developed a jurisprudence to the effect of:

a. preventing booking revenue in one period related to other elements than to income of the period; and
b. forcing the expensing of the recapitalization of public corporations.

157. Therefore the SNA review would be an opportunity to provide additional language with a view to
address the issue.

Recommendation 2: two eptions for the SNA review
Option 1: Expanding on and strengthening current rule

158. One option is to enshrine in the reviewed SNA the efforts described above, and to strengthen
them, with a view to limit to a maximum unsound recording.

159, Particular attention ought to be given in relation to recapitalization of bankrupt public
corporations or of corporations being privatized or recapitalization effected by way of debt operations.

160. However those efforts, whilst time consuming and liable to accusation of arbitrariness, do not
tackle basic difficulties associated to the fact that dividends and capital injection are net worth neutral and
therefore, do not meet the expense/revenue criteria. It also leads to recordings that essentially depend on
the time of actual operations, hardly an accrual perspective of the world. Those weaknesses would have to
be acknowledged in the updated SNA text.

Option 2: Applying reinvested eamings
161. Another option is to explore the reinvested eamning approach. While it would be a change in the

way statisticians have compiled government accounts, the method is already in use in the field of BOP
statistics.
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162. This method rightly focuses on the control of the government on public corporations and on
changes in net worth. It considerably purifies the revaluation accounts and reinforces the accrual principle.
It upholds symmetrical recording and comprehensiveness of coverage, whilst not prey to arbitrariness. The
method is simple.

163. In addition, recording reinvested earnings of public corporations as income of government
reinforces the analytical strength of fiscal account and bolster international comparability, currently
gravely impaired.

164, One important consideration would be the threshold that GFS statisticians would feel would be

most approprate (100%, 50%, 10%, 0%), whilst considering at the same time the threshold that other
statisticians in BOP and national accounts would be willing to contemplate.
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Annex: (Questionnaire on accruals of earnings on equity in SNA (superdividends, capital injections
and reinvested earnings)

September 1, 2004

Team | of the Working Group 2 of the TFHPSA

1. In the context of classifying transactions between public corporations and government, is the
existing 1993 SNA adequate?

[J Adequate [] Not fully adequate [_] Not adequate enough
If not fully adequate or not adequate enough, please explain why
2. Have you observed actual cases in your country where this is a problem?
3. What do you think of the Eurostat Manual on Government Deficit and Debt (MGDD) guidance on
capital injections and superdividends?
3.1 Capital injections
[0 a)Not helpful
[  b) A helpful interpretation of the existing SNA, and should be part of the updated SNA
O ¢) Better than nothing, but a more substantial reform is needed for the updated SNA
3.2 Superdividends
[(] a) Not helpful
[0 b) A helpful interpretation of the existing SNA, and should be part of the updated SNA
[0 ) Better than nothing, but a more substantial reform is needed for the updated SNA

Other comments:

4. If 3{a} or 3{c}, what are the main weaknesses with the Eurostat MDD?

£
:
$ F £
=
-
= § Z
OO0 a)asymmetry
O OO b)cherry picking
O OO O ¢ deviation from the revenue/expense criteria for dividends and capital injections

0O O  d)suchevents, though booked as government expense/revenue, are not demand expanding/contracting

O B3 0O ) deviation from accrual recording (time of recording)

OOono o having to record as a revaluation (rather than as a transaction) the fall in value of shares at time of
dividend distribution
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Other comments:

5. Do you agree with the accruals of earnings approach described in the paper?
[] Yes/Broadly Yes [] In some measure [1No/Not really

Other comments:

6. Would accruat of earnings pave the way to convergence with IPSAS/GAAP?
[0 Yes [] Perhaps/In some measure [INo

6.1 Should convergence with IPSAS/GAAP be a mainfimportant consideration in the SNA review?
[0 Yes []Tosomeextend [ONo
Other comments:

7. Do you consider that accrual of earnings should be applied consistently across national accounts,
or could be only extended to particular types of corporations

(1 Only consistently [] Preferably, but not necessarily [ ] Not important

Other comments:

o

If particular types, which ones?

" &
£E 2
O O [ a) all 100% owned public corporations
O O & b) all public corporations (i.e., above 50%)
O @ O c) all associates of government/public corporations (i-e., above 10 or 20%)
[0 O3 £ d) all equity stakes of government/public corporations
0 O O e)all 100% ownership (public / private)
{1 O O 5 all subsidiaries (i.e., above 50%)
O O O g) all associates (i.c., above 10 or 20%)
[0 (O 3 h) all equity stakes

Other comments:

9. Do you think accrual of earnings should be extended to mutual fund shares in SNA, as it is
already the case in ESA 19957

{7 Yes O Perhaps/In some measure []Na

Other comments:
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10. Technical issues
10.1 What should be the definition af earnings to accrue?

o

z

1 a) The current SNA definition

I:I b) The current SNA definition amended for bad loans

[J ) Another definition

[]EI Perhaps

2
O
O
OO
Other comments, and if ¢) please provide another definition;

11.2 What should be the treatment of losses?

a
2
)
e =
[] [ a) negative revenue of the shareholder
{71 [J b) expense of the sharehoider

J O ¢) subsidy’expense for 100% own public corporations and negative revenue otherwise

Other comments:

11.3 Assuming accrual of earnings is retained: should the reinvested part be shown as a
subcomponent of a new SNA equity property income position, or should the 1993 SNA
presentation be retained? Or should solely the accrual of earnings be shown under SNA?

a) show the reinvested part as a subcomponent of a new “earnings/income on equity” position
b) keep the 1993 SNA4 presentation of two separate entries
[ c) show only the accrual of eamnings

DI___]D Strong preference
DDD Stight preference
DD Daoes not agree

Other comments:
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ISSUES PAPER: COSTS OF OWNERSHIP TRANSFER ON NON-FINANCIAL ASSETS

Commentary
1. An issues paper of this title was submitted to the February ARG under reference SNA/M1.04/12
2, At that time, the AEG accepted points I and ii but referred the further three points back to the

Canberra 11 group for further consideration. After extensive discussion, which bore out the statement in
the first paragraph

3. “There is agreement this issue in not clear cut and the solution adopted must be “less worse” than
the others rather than clearly and unequivocally correct.”

4. The Canberra II group confirmed its support for the other three points as originally submitted. In
respect of the last, however, it was noted that when terminal costs were either not anticipated or could not
be [predicted with reasonable accuracy, they could be recorded as gross fixed capital formation when they
occurred and written off as consumption of fixed capital immediately.
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SNA/MIL.0¥12

Issues paper: Costs of ownership transfer on non-financial
assets

Executlve summary

The guestion of whether (o treat costs ol ownership transfer as currenl or capital
enditure has been debated at length over a period of time. [t was the subject of extensive
sussion during the 1993 SNA revision and of an EDG moderated by Peter van der Ven during
9. The subject was further discussed at two meetings of the Canberra Il group on non-financial
s, in April 2003 and October 2003. In all these forn, advantages and disadvantages of
tment as eilher current or capital expendifure have been advanced. There is agreement that the
e is not clear cut and the solution adopted must be “less worse™ than the other rather than
uly and unequivocally correct. The Canberra H group. and the contributors to the EDG, were
t in their views about how to proceed and mos! individuals invelved also see arguments for and
inst different altemnatives and make a choice on the basis of a balance in favour of one solution
mother rather than an absolute preference of one sotution and rejection of vthers.

In the end all these groups have decided that the present SNA pesition of treating costs
mnership transter on non-financial assets as capital expenditure should be maintained but there
some refinements to the time of recording of these transactions which the Canberra 11 group
ymmends. The background to the issue is summarised in section B and the recommendations
made in section C below. The reoomunendations proposed to the AEG are the following:

i. Costs of ownership transfer of non-financial assets should continue to be recorded as
fixed capital formation,

it. Costs of ownership transfer incurred on the acquisition of an asset should be written
off over the period the owner expects to hold the asset. (The SNA currently says over
the entire life of the asset.)

iti, Costs of ownership transfer on disposal of an existing asset should be written off
over the period during which the asset is held. This means making an estimate of
disposal costs, if any. al the time the asset is acquired. (The SNA cwrently
recommends disposal costs should be recorded at the time of disposal, treated as fixed
capital formation and then written off immediately in the other changes in assels
accound.)

iv. Installation (and de-installation) costs and transportation costs should be included
in the costs of ownership transfor when separately invoiced. When there is no separate
invoice for these costs, they should be included in the acquisition price of ihe asset in
question, {The SNA is ambiguous about where installation and transport costs belong,)

v. Terminal cosis of assets, that is any costs which must be incurred af the end of an
usset’s life such as de-commissioning of nuclear power stations and dismantling of il
rigs, should be treated in the same way as costs of ownership transfer on disposal of an
assel, {The SNA currently makes no recommendation on the treatment of these costs.)

- 129 -



STD/NAES(2004)14

=

A Taken together. these recommendations provide a coherent and comprehensive
treatment of costs of ownership ansfer and related costs, All the recommendations are considered
to be feasible with little extra cost,

4. Does the AEG agree with the proposal o make these relativels miner changes?
B Background and reasons for change

5. The 1993 SNA position on costs of ownership transfer on non-financial ussets is the
following:

i. Costs of ownership transfer are to be (reated as fixed capital formation.
ii. For produced assets they are integral to the value of the assetl 1o which they relate.
iii. For non-produced assets (specifically land) they are shown as a separute assct.

iv. Costs of ownership transier incurred at the time the asset is acquired are o be
written down over Lhe life of the asset. [ the asset is sold before the end of its life, the
remaining costs of ownership transler on acquisition not already written off should be
writlen of in the other changes in assels aceount,

v. Casts of ownership transfer incurred when the asset in disposed of are treated as
fixed capital formation but written ofl immediately in the other changes in assets
account,

6. Disquiet with these recommendations, which was apparent during the 1993 SNA
revision, arises from the following considerations.

7. The argument for wreating costs of ownership transfer as capital formation is that the
expected retums to the use of capital must be sulicient to cover costs of ownership transfer as well
as the initial cost of the asset. On the other hand. the resale value of the asset as an existing (sccond
hand} assct is independent of the costs of ownership transter incurred by the previous owner.

8. The decision on how to treat costs of ownership transfer is different for financial and
non-financial assets. Costs of ownership transfer on financial assets are treated as current expenses,
intermediate consumption or final consumption as the case may be but costs of ownership transfer
on non-financial assefs are treated as capital formation.

9. Following the evolution of the value of a produced capital asset is complicated by
incorporating the costs of ownership transfer into the value. The value realised on the sale of an
existing assets does not necessarily reflect the value of the asset in the balance sheet at that time.

10. If assets are acquired 10 be used for a period of time less than their useful economic
lives and then sold (as is ofien the case for rental cars and aircrall for example) the whole of the
costs of ownership transfer on acquisition arc not reflected in the costs of the unit owning the asset
and NDP over a period of time is overestimated.

1. Similar arguments apply (o the costs of ownership transfer on sake of an existing assct
such as building equipment, where deinstallation and transportation costs (included in costs of
ownership Lransfer) may also be significant.

12 There are some assets such as nuclear power stations and oil rigs where there are large
costs incurred at the end of the assets Tife even though a transfer of ownership is not involved. The
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1993 SNA is not explicit aboul ow these “terminal costs” should be sccounted for and this has
given rise to extensive discussion

i Are they mtermediate consumption incurred at the point of disposal?  This could
lead to a large negative operating surplus or could be incurred after production has
ceased,

ti. Arc they to be treated as costs of ownership transfer on disposal of an assct. that is
as fixed capital formation which is immediately written off in the other changes in
assets account?

iii. Is there some way these costs should be secounted for over the life of the asset.
either as current or capital expenditure?

C Recommendations for change

13, An EDG to discuss the topic was set up in 1999 and moderated by Peter van der Ven.
The moderator’'s report' concluded that although arguments had been advanced 1o change the
treatment ol costs of ownership transfer 1o have these always treated as current expenditure, there
wits nol a cleor majority in favour of this change and thercfore the present 1993 SNA Ireatment
should be preserved.

14, This report was presented to the Canberra I} group on non-financial assets at their
meeting in April 2003 in Voorburg. After some discussion where the same reservations were
gxpressed, it was again agreed that there was no compelling majorily in favour of a change o
treating costs of ownership transfer as current costs.  However, H was apparent some further
clarification of the detailed recommendations would be beneficial and papers  exploring these
issues were discussed al the Oclober 2003 meeting of the Canberra [1 group?,

13, The discussion centered around three options. The first of these was to treat all costs
of ownership transfer as curremt expenditure.  The second was (o treat them all as capial
expenditure but with changes in the time of recording so that there would be no need in normal
circumstances 1o have entries in the other changes in assets account. The third option, put forward
by John Pitzer, was (o treal the costs of ownership transfer on acquisition by the first owner as
capital but all subsequent costs of vwnership transfer us current expenditure. This also avoids the
nced for entries in the other changes in assets account.

i6. The step by step implications of these three oplions were presented in a table to the
members of the Canberra 11 group at its October 2003 meeting, This table is attached to this report,
The group agreed that this was a fair summary of the options available and voted by a clear
majority in favour of option 2.

7. The main reason tor this choice is to preserve the link between the value of an assel to
an enterprise and the value of the services to he rendered by the asset over the length of time it is
held. The consequences for the SNA are as follews,

18. Costs of owngrship transfer on non-financial asscts on both acquisition and disposal
are 10 continve to be treated as fixed capital formation. The 1993 SNA is unchanged in this
respect.

' Van der Van, Peter, 1999 Registering of ownership transfer costs.

2 Pitzer, Johns, 2003: Costs of ownership transfer; Harnson, Anne, 2003: comments on John Pitzer's paper;
SEEA, 2003: Discussion onterminal costs (para 6.58 to 6.9Q)
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19, When an asset is held by a single unit throughout its life and has no costs associated
with its disposal, there will be no change in the 1993 SNA recommendation. This will apply to
the majority ol assets. though not some large and important ones in some countries.

20. The costs of ownership transter on acquisition of an asset should be written oftf over
the period during which the acquirer expects to hold the asset. This is a conceptual change from
the 1993 SNA which recommends writing o7 over the entire lile of the asset.

21. The expected costs of ownership transter on disposal of an assel should be written of T
over the period the asset is held. (This means estimating eventual disposal costs, i€ any. when the
asset is acynired.) This is a conceptual change from the 1993 SNA which recommends disposal
costs be recorded at the time of disposal, treated as fixed capital and then be written off
immediately in the other changes in assets account.

22. There is ambiguity in the 1993 SNA about whether installation {and de-installation)
costs and transportation costs are to be included in costs of ownership transfer. 1t is recommended
that such costs. when separately invoiced, should be treated as costs of ownership transfer and
treated in the same way as other costs of ownership transfer. When there is no separate invoice for
these costs. they will be included in the acquisition price of the asset in question. Treating
separately invoiced installation and transport costs as part of costs of ownership transfer is a
conceptual chanpge from the 1993 SNA,

23, Terminal costs of assets, that is the costs incurred ot the end of the useful life of an
asset, arc to be treated in the same way as costs of ownership transfer on disposal of an assct. This
is an exiension to the 1993 SNA which does noi describe the treatment of these costs.

24, it would be helpful to introduce three explicit alternative valuations of assets in the
SNA in order to clarily the cxplanation of the treatment of costs of ownership transfer;

i. disposal price which is the price which would be paid by a willing buyer to a willing
seller for the assct in its current state (this corresponds to the market price of the
asset),

il. acquisition price which represents e market or disposal cost of the assel plus costs
of ownership transfer on acquisition,

lii. realivable price which is equal to the disposal price less the costs of ownership
transfer on disposal and also less [nal disposal costs (lerminal costs)

25, Consumption of fixed capital for produced assets should be based on the acquisition
price less realisable price of the assct (ignoring changes in prices over time). Thus when an asset
changes hands al a point in time correctly anticipated when the asset is acquired. the cumulative
vatue of consumption of fixed capital should be the decline in market price of the asset plus the
costs of ownership transfer on acquisition plus the costs of ownership transfer on disposal (or
terminal costs). In this case there will be no need to have entries in the other changes in asscts
account. I the asset changes hands carlier, or if the costs of ownership transier on disposal differ
from those anticipated, an amount reeonciling the value of the asset to the previous owner and the
market {disposal) value for the new owner may need to be entered in the other changes in assets
account’. ‘This amount will be positive if the asset changes hands more quickly than expected or

? The Canberra H group will recommend that the present other changes in assets account be split into two
accounts, an other changes in the volume of assets account and a revaluation account  The exact placement
of the adjustment discussed here, whether it is to entirely in one of these accounts or the other or spht
between the two will be recommended when the appropriate way of recording changes arising from
obsolescence has been determined.
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the costs of ownership transfer on disposal are higher than anticipated. A negative amount may
appear il the costs of ownership transler on Jisposal are less than anticipated.  This is not a
conceptual change to the 1993 SNA but & change which follows conceptually from the
changes above in the elements which enter into the calculation of consumption of fixed capital®

26. Costs of ownership transfer for nen-produced assets continue 10 be shown separately
from the asset w which they apply.  For produced assets. costs of vwnership trunsfer should
continue to he integrated with (he asset o which they relate. 1t would be heipful, at least for
working purposes. to show the clements of eosts of ownership transfer sepurately from the market
value of the asset to which they apply,

&, For mast produced sssets. where there are no expected disposal costs, the relation
hetween the written down acquisition value at the beginning of the year and the end of the year will
be explained by the consumption of fixed capital attibutable to the asset for the year and any
holding gains and losses epplying to the assel. For non-prodluced assets the same relationship will
hold except that the written down value of the initial costs of ewnership transfer will be shown
separately, When such an asset (produced or non-produced) changes hands st a point of time
anticipated at acquisition, the written down cost of the asset (including any holding gains and
losses) in the original owner's halance sheet will be equal fo its disposable value because costs of
ownership transter for thal owner on acquisition will have been written down to exactly zero.

28. For an asset with expected disposal cosis or terminal costs, the cumulative
consumption of fixed capital over the length of time the asset is held will exceed the initial
acquisition price by the amount of the disposal or terminal costs, giving a negative entry for the
present value of the asset in the balance sheet at the moment just before the usset reaches the end of
its Jife or holding period (all items adjusted for holding gains and losses as necessary). This
negative value will be offsel exactly by the disposal or terminal costs. to be recorded as fixed
capital formation when they are incurred, leaving a balance sheet value of zero with no need for
entries in the other change in assets account,

D Other issues

29. These recommendations provide a single conceptual conclusion to the issue of costs of
ownership transler on non-financial asseis.

30. There are some implications for the two manuats on capital stock published by OECD
{Meavuring Capital Stock and Measuring Productivity) but not for any other classification or
international manual,

3l The practical feasibility of implementing these proposals is only & little more
demanding than the present SNA procedures. Recommendation (i) requires the determination of
the period for which assets will be held as well as the period of their useful life and the derivation
of capital stock and decline in #ts value relating 1o the costs of ownership transfer separately from
those of the asset to which they apply. Recommendation (i) will require adjustment to estimates
of capital formation to take account of the expected costs of ownership transfer when assets are
sold. In practice this will be dome in a fairly mechanical way and the recurrent estimation costs
should be minor. Recommendation {v) will require careful estimates to be made for projects that

* This last paragraph assumes that the current practice whereby estimates of consumption of fixed capital are
never recalealated in the Hight of fater information is continued. 1F that convention were changed, there would
be no need for the entry in the other changes in assets account as suggested above, instead estimated of
consumption of fixed capital would be adjusted to ensure an exact equality between the cumulated
consumption of fixed capital, the acquisition price and realisable price.
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are likely to incur Jarge terminal costs, such as nuclear power stations. but for most assets it should
be possible to implement low-cost mechanical procedures which produce satisfactory estimates.

E  Paragraphs of the SNA which need reviging

32, The enlire annex to chapter 10 on caleulating and recording costs of ownership
transfer will need to be re-written aud extended.

33 There are a number of places in chapter 10 where costs of ownership iransfer are
referred to. These are shown in the index to the 1993 SNA. 1lowever. the work of the Canberra 11
group is such thal the existing text is likely to be subject 1o oxtensive revision on a number of fronts
and this will be just one which needs to be taken into account as redrafling takes place,

34. It would be useful to include text describing when other changes in asseéts entries
would be needed because of unexpected costs of ownership transfer.  This should appeur
somewhere in section A8 of chapter 12.

35, There is also a reference to costs of ewnership transfer in chapter 15 ( para 15.90).

36. The implications for consumption of fixed capital will lead to changes in the text on
this subject. Most of these appear in chapter 6, which, like chapter 10, is likely to undergo
considerable modification on this topic from a number of considerations arising from the Canberra
1 work.

37. In addition there are references to consumption of fixed capital in chapiers 1 and 2 os
well as chapter 15 and 16 which will need to be examined to sce if changes are appropriate.
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Table displaying the characteristies of the three options censidered by the Canberra 11 group

Feature

Option 1: Al costs of
ownership fransfer
current expenditure
Common Yaluation
wilth Financial Assets

Option 2: Al custs of
ownership transfer
capital expenditure
with some changes in
time of recording

Option 3: Initial costs
of ownership transfer
capital, subsequent
current

Value of Assetvn
Balance Sheet

Disposal price

initialty acguwsition
price. dechnes over
expected holding perid
10 realisable price.
Expected holding period
can vary by ovonwer

Agquisilion price

Treatment of Costs of
Ownership Transter

Al intermediate
consumption

All capttahred

1. Capitalize transaction
related 1o capital
formation (new fixed
assets)

2. Expense trunsacOons
related to sales and
purchases of existing
assels.

Consumption of fixed

None

Actual acquisivon eosts

Detenmined by chunge

capital of costs of plus expecled disposal in acquisition price cach
ownership transfir costs written off over period.

cxpected holding period
Valuation of Disposal price Acquisition price Acyguisition price
acguistions
Valuation of disposals Disposal price Realisable price Acquisilion price

Gross fixed capital
formation over life of a
fixed asset

Insttal disposal price

[aitial gequisition price
plus eost of ownership
transler of all
subsequent disposals

Initial acquisition price

Casts of ownership None Amount incurred on None

transfer identified in purchase and disposal of

Capital Account noit-produced asseds

Costs of ownership Nong Implicitly included in implieitly included m
transfer identitied on value of asset value of assel
Balance Sheet

Attribution of costs of
ownership transfer on
sale of existing assets

All infermediate
consumption of urit
involved in transaction

All capitalized by unit
mvolved i fransaction

Al mtermediate
consumption and
artributed to seller (costs
of purchaser are
reromted)

Defintizons:

Acquisitton price = disposal price plus eosts of ownership transfor of purchaser
Disposal price = amount purchaser pavs directly to seller
Realisable price = disposal price less costs of ownership transfer of seller
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THE MEASUREMENT OF DATABASES IN THE NATIONAL ACCOUNTS
DRAFT ISSUES PAPER

Nadim Ahmad, OECD

Executive Summary

1 The 1993 SNA discusses the treatment of databases as a special case of software as indicated in
the following paragraphs.

Computer software

10.92 Computer software that an enterprise expects to use in production for more than one year is treated as an intangible
fixed asset. Such software may be purchased on the market or produced for own use. Acquisitions of such
software are therefore treated as gross fixed capital formation. Software purchased on the market is valued at
purchasers’ prices, while software developed in-house is valued at its estimated basic price. or al ils costs of
production if it is not possible to estimate the basic price.

1093 Gross fixed capital formation in software also includes the purchase or development of large databases that the
. enterprise expects (o use in production over a period of time of more than one year. These databases are valued in
the same way as sottware. described above.

2. Unfortunately implementing the recommendation that the acquisition and production of large
databases should be recorded as fixed capital formation has proven to be difficult. There appear to be two
principal reasons for this. The first concerns the definition of a database and the second relates to the
quantitative meaning of ‘large” in the SNA.

Recommendarions

3. On the first issue there is now broad agreement that databases are made up of two components,
the supporting software and data embodied/stored in the database, and this is a position that the Canberra 11
Group concurs with., Concerning the second issue the Canberra 11 Group took the view that ‘large’ could
not be readily interpreted either in monetary values or in terms of the physical (memory) size of the
database, and as such recommends that references to ‘large’ should be removed.

4. The Group did however consider whether databases could be categorised in a different way, such
that some databases, such as those owned by statistical offices, should be excluded from investment. In
fact the Group considered four specific options: '

I. To treat as fixed capital all databases with an expected service life of more than year including those
produced on own-account;

. To treat as fixed capital only those databases maintained by businesses in data-providing industries;

1IL Not to record the own-account production of databases as capital formation but to record the sale of
~ databases (only when exclusive property rights are sold) in the revaluation account;

IV. To record as fixed capital only databases that are regarded by businesses as fixed capital.
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3. The Group's recommendation is that all databases, in principle, should be recorded as fixed
“capital.  The Group recognised the practical difficulties inherent in this but concluded that the
characteristics of, and economic benefits from, databases are similar to those of other assets, including
many where estimation is also problematic. '

Practical Feasibility

6. At present it would appear that few databases are currently recorded as fixed capital in the
national accounts of many statistical offices. This may partly reflect a particularly demanding definition of
‘large’ in SNA93 but it may also reflect difficulties in estimation more generally. It is possible that better
use could be made of business accounts but even here the position is mixed. Some companies with large
databases treat them as assets, others do not. -

7. The Canberra II Group, therefore, recommends that the SNA includes a reference describing how
(second-best) macro-based estimates of own-account databases can be derived in the absence of real or
better data (similar to the recommendations made for own-account software by the OECD/Eurostat Task
Force); as shown below:

Own-Account database production =
Tatal number of emplovees working on darabase construction/updaring *
Average remuneration *
Fropartion of tinte spent on development of datubuses on own-aceount +
Other imtermediate costs used in own-account production of databases (including data costs) +

National operating surplus related 10 own-account production of databases.
Impact on GDP

8. Although few databases seem to be captured by this name in the national accounts, some may be
recorded as software, especially large own account databases with customized software and purchased
databases. To the extent that this is so, the impact of dropping the qualifier “large” will have no impact on
the size of GDP. To the extent that large databases are currently omiited from the national accounts, any
impact of including them’ will not be due to the proposed change in the SNA. The impact of including
smaller databases s unknown but is not expected to be significant.

Consistency with Other Manuals and Business Accounting Standards

9. . No significant change is implied here and, so. no significant change is expected to consistency.
There are no separate provisions for databases in international accounting standards; and so databases
would be treated in line with general principles of IAS 38 (Intangible assets). 1AS38 specifically mentions
“customer lists”, but does not mention “databases™ or “‘content of databases”. Nevertheless it seems to be
widely accepted in the business accounting world that valuable databases can and should be identified as
separate intangible assets. International accounting authorities did discuss the treatment.of database
content in business accounts back in February 2002 (in the “International Financial -Reporting
Interpretations Committee™) but decided not to pursue the subject, and since then no further development
work has taken place. '
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THE TREATMENT OF ORIGINALS AND COPIES IN THE NATIONAL ACCOUNTS
DRAFT ISSUES PAPER

Nadim Ahmad, OECD

Executive Summary

1. Originals and copies were included on the Canberra group’s agenda for two reasons. The first of
these was to confirm whether the position adopted by the task force on software was appropriate for other
instances where originals were sold in the form of copies, such as the case with literary and artistic works.
The second was because of some concerns, expressed at the 2002 OECD National Accounts Meeting, that
the recommendation of the OECD/Eurostat Task Force on Software that payments for licences to use
software could be recorded as investment, would lead to a double-counting of investment (both originals
and copies being recorded as gross fixed capital formation). This was despite the widely held view that the
recommendations made were fully consistent with the SNA on originals and copies (paras 6.1443-6.147)
and with the SNA position on software (para 10.92}.

2. The issue has been discussed by the Group at its Jast three meetings and the Group has concluded
that the recommendations made by the Task Force for licenses-to-use (copies) are applicable generally and
should stand but that minor modifications are needed to the recommendations made for licenses-to-
reproduce, which implies a small change to the current SNA.

The SNA position on originals and copies
3. Paragraphs 6.143 to 6.146 can be summarised as:

The production of originals and copies is a two stage process. The first stage results in the production of an original
and the second stage results in the production of copies. The original is an intangible fixed asset. The owner may use
it directly in production or to produce copies, with both uses resulting in consumption of fixed capital of the original
by the owner. The owner may also license other producers to make use of the original in production. In these cases,
the owner is treated as providing services to the licensees. These services are recorded as part of the intermediate
consumption of the licensees, and as consumption of fixed capital of the original in the accounts of the originator.

Proposals for Originals and Copies

4. . The Canberra Group reviewed the OECD/EurOSIat recommendation and considered two
alternatives for the treatment of onomals and copies. All three are summarised below:

- Proposal I Payments for licenses-to-use copies and licenses-to- reproduce copies should be
treated as payments for part of the original.

- . Proposal 2: ~ Copies are the outcome of a production process in their own right, and payments
for licenses to use them should be treated as investments if the conditions for investment set out
in the Task Force report are satisfied. Payments for licenses-to-reproduce should be treated as
intermediate consumption, as set out in SNA 6.146 (the OECD/Eurostat Task Force
recommendation). The question of final consumption does not drise since the act of reproduction

- 141 -



STD/NAES(2004)2

is a production process. They may however be recorded as exports if the reproduction is licensed
to take place abroad.

- Proposal 3:  Payments for licenses to use and licenses to reproduce the original ‘idea’ should
be treated as rental payments.

Recommendation

5. The Canberra Group tackled the issue in two parts; considering the issues of licences-to-use and
licences-to-reproduce separately.

6. The Group concurred with the view of the OECD/Eurostat Task Force that copies are the
outcome of new production. Where the copy is expected to be used repeatedly in production for more than
one year, and where expenditure is above the small-tools cut-off point, expenditure should be recorded as
gross fixed capital formation. This applies to all one-off purchases as well as the situation where the
purchaser makes a series of payments over time, if it is the intention of the purchaser to use the copy until
the end of its economic lifetime; which is usually the case. The conditions-of-sale relating to copyright
and ownership, which are often attached to copies, should be interpreted, within the SNA, as conveying the
ownership of (economic benefits to be derived from) the copy to the purchaser but restricting the right-to
make further copies.

7. On licenses-to-reproduce, the Canberra IT Group has come to a slightly different position to that
of the Software Task Force. The Group has concluded that, where licenses-to-reproduce are not
operational leases, the sale of the lease should be considered as the sale of all of or part of the original.
This will require a slight modification of SNA 6.146. The Canberra Group is considering what should
constitute an operational lease vis-a-vis the sale of a part whole of an asset in the issue regarding licenses
and leases.

Impact of Proposals on the SNA

8. For Licenses-to-use, the recommendation made by the Canberra Group implies no change to the
current SNA treatment of originals and copies. However it is recommended that an elaboration to the
current SNA be made to remove ambiguities that arise on the issue of ownership, particularly in the
context of software, following the principles set out in the OECD/Eurostat Final Report on Software that
are briefly summarised below:

- Where the purchaser makes an up-front, one-off payment the owner of the copy should be
considered to be the purchaser. This is in line with the treatment of households’ expenditure on
copies of literary and artistic originals such as books, CDs etc. If the purchaser is a business or
government, the value is above the small tools limit and the copy is expected to be used
repeatedly in production for a year or more then the acquisition should be considered investment.
For software, this is consistent with the view that software satisfies the key characteristics of an
economic asset.

- The same conclusion on the treatment of a copy acquired by a business or government holds
when the payment is by means of a series of payments over time, as long as the same conditions
on usage are met and it is the intention of the purchaser to use the copy repeatedly in production
until end of its economic lifetime. In theory the full value of the reproduction should be recorded
as fixed capital in the first year of acquisition, with annual license payments corresponding to
repayment of capital and interest payments thereafter, following the usual national accounts rules
for financial leases. Where this is difficult to implement it is acceptable to record the whole of
each licence payment as gross fixed capital formation when it occurs,
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& For Licenses-to-reproduce however some changes will be necessary, namely to paragraph 6.146.
A proposed new paragraph 6.146 is set out below with changes in italics:

The owner may also license other producers to make use ol the original in production. The latter may
produce and sell copies, or use copies in other ways: for example. for film or music performances. 7Twn
cases arise:

—  Where the license is an operational lease, the owner is treated as providing services to the
licensees that are recorded as part of their intermediate consumption. The payments made
by the licenses may be described in various ways, such as fees, commissions or royalties, but
however they are described they are treated as payments for services rendered to the licensee
by the owner. The use of the asset is then recorded as consumption of fixed capital in the
production of services by the owner. These services are valued by the fees, commissions,
royalties, etc. received from the licensees.

—  Where the licence is not an operational lease, the sale of the licence should be considered as
a sale of all or part of the original. The decline in the value of the original to the owner is
recorded as negative fixed capital formation and not as consumption of fixed capital. The
eventual decline in the value of the licence in use will be recorded as consumption of fixed
capital in the accounts of the licensee, now recorded as the owner {and user) of part of the
assel.

Background

10. At the 2001 OECD National Accounts Experts Meeting a joint OECD/Eurostat Task Force was
set up to investigate the measurement of software in the national accounts. This was in response to
concerns that the wide range of software capitalisation rates, as a per cent of GDP, reflected measurement
differences rather than economic reality.

11. By investigating country practices and by comparing empirical evidence related to the proportion
of purchased computer services that was recorded as fixed capital the Task Force confirmed that
measurement was the primary cause of differences between countries, (OECD, 2002).

12. The Task Force made a series of proposals concerning software, some relating to own-account
software estimation and some relating to purchased software. For the latter, the Task Force concluded that
significant differences existed in the treatment of software copies, which the Task Force referred to as
licenses-to-use in order to differentiate conventional packaged software from licenses-to-reproduce; which
explicitly refer to payments for the right to reproduce copies of originals.

13. The recommendation of the Task Force was that the sale of licenses-to-use reflected new
production of copies and that expenditure ori licenses-to-use that satisfied the normal accounting rules for
capitalisation should be recorded as gross fixed capital formation. However because the terms and
conditions relating to software copies usually come with some stringent restrictions on legal ownership,
reflecting the ability of users to make cheap copies if they so wished, the Task Force also made some
recommendations on the ownership criteria that should apply for national accounts purposes. Thése are
summarised below but are shown in detail in the Annex.

Where the purchaser makes an up-front, one-off payment the owner of the copy should be considered to be the
purchaser. This is in line with the treatment of households’ expenditure on copies of literary and artistic originals
such as books, CDs etc. If the purchaser is a business or government, the value is above the small tools limit and the
copy s expected 1o be used repeatedly in production for a year or more then the acquisition should be considered
investment. .For software, this is consistent with the view that software satisfies the key characteristics of an
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economic asset. It can be used repeatedly over a tong period of time, unlike services, which are consumed as they are
produced. Moreover this is consistent with the way software is treated in business accounts.

The same conclusion on the treatment of a copy acquired by a business or government holds when the payment is by
means of a series of payments over time, as long as the same conditions on usage are met and it is the intention of the
purchaser to use the copy repeatedly in production until end of its economic lifetime. In theory the full value of the
reproduction should be recorded as fixed capital in the first vear of acquisition. with annual license payments
corresponding to repayment of capital and interest payments thereafter. following the usuat national accounts rules for
financial leases. Where this is difficull to implement it is accepiable o record the whole of each licence payment as
gross fixed capital formation when it occurs.

14. For licenses-to-reproduce, the Task Force recommendation was consistent with SNA 6.143
which states that: The owner may also license other producers to make use of the original in production.
The latter may produce and sell copies, or use copies in other ways; for example, for film or music
performances. In these cases, the owner is treated as providing services to the licensees that are recorded
as part of their intermediate consumption. The payments made by the licenses may be described in various
ways, such as fees, commissions or royalties, but however they are described they are treated as payments
for services rendered by the owner. The use of the asset is then recorded as consumption of fixed capital in
the production of services by the owner. These services are valued by the fees, commissions, royalties, etc.
received from the licensees.

15. There has been little, if any, criticism that the recommendations made by the Task Force were not
consistent with the SNA. However, there was some concern that the SNA had inadvertently introduced
double-counting of capital formation, since both originals and copies were being captured. This concern
was explicitly recognised in the Task Force Final Report; which concluded that the issue was not unique
to software or other assets that could be easily reproduced but to virtually all produced fixed assets too,
since many other fixed assets are produced using fixed assets.

16. The reason for the singling out of software reflected the fact that the physical costs of software
reproduction were relatively small and, so, this. created the perception that a uniquely different type of
double-counting was being introduced. A view emerged, among a few peopie, that rather than treat
software reproductions as being the result of a process of production, the reproductions were actually part
of the original, and so, with the exception of reproduction costs, copies were not the outcome of new
production. :

17. The Task Force had considered this option in their deliberations but concluded that the total costs
of reproduction were unlikely to be as small or insignificant as initially presumed; since costs such as
advertising were likely to be significant, and, moreover, that software copies, like other copies (such as
books) were the result of a production process. Moreover the Task Force took the view that the decision
on whether to capitalise assets could not be dependent on the magnitude of the associated costs of
production.

18. For licenses-to-reproduce, criticism of the Task Force recommendation reflected those
circumnstances where the payments were clearly unlike operational leases and were significant; thus
amounting to a change in ownership in whole or in part., Where payments reflected the full-value of the
‘original’ the Task Force recommendation and the SNA also recognised a change of ownership; although
this was not explicitly stated in the Task Force recommendation. So in this circumstance all views were
consistent.
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Proposals considered by the Canberra Group

19. The Canberra Group was invited to review this issue under the broader heading of originals and
copies. since decisions made on software impacted on this broader category of production and expenditure.
Three proposals were formulated:

- Proposal 1 treated the dissemination of the original as the sale of (parts of) a fixed asset and
recorded this as negative capital formation by the owner of the original. A licence-to-reproduce
is regarded as passing the ownership of part of the original to the third party reproducer and the
licence-to-use as a passing of ownership to the ultimate user. Both a licence-to-reproduce and a
licence-to-use can be regarded by the licence holder as a fixed asset in their own right distinct
from, although originally part-of, the original. Apart from reproduction costs there is no output
related to copies or licences-to-produce.

— Proposal 2 (the OECD/Eurostat Task Force recommendation) treated the dissemination of
the original as further production, additional to the production of the original, in which the
decline in value of the original is recorded as consumption of fixed capital. This further
production may be undertaken either by the originator or a third party holding a licence-to-
reproduce. The agreement incorporated in a licence-to-reproduce is regarded as an operating
lease where annual payments are due and recorded as intermediate consumption. Licences-to-use
that satisfy the accounting rules for capital formation should be regarded as fixed assets. The
purchaser of the copy is the economic owner of the copy.

= Proposal 3 treated dissemination as a further production activity, additional to the production
of the original, always provided by the originator. The original 1s conceived to be an ‘idea’
witholt physical form that requires ‘access devices’ to allow it to be used. After the onginal has
been produced subsequent production is of access devices (o it. Dissemination takes place via
operational leases whereby payments are recorded as service provision (rentals). Ownership of
the original stays with the originator in perpetuity and payments to use the original ‘idea’ are
always treated as a lease where the originator is the lessor, irrespective of whether the access
devices conveying the original ‘idea’ are produced by the originator or by a third party.
Acquisition of the means of using the original ‘idea’ is always partitioned into two elements, the
rental of the original ‘idea’ and the acquisition of the access device which facilitates the
dissemination in practice.

Recommendation of the Canberra Group

20. This paper does not represent the arguments for and against each of the proposals. A decision
was made by the group to consider separately licenses-to-use and licenses-to-reproduce. A vote was taken
at the Washington meeting (held in March 2004), and, on both issues, the vote was strongly in favour of
the recommendations, which are meant to apply to all originals and copies; including literary and artistic
originals,

21. On licenses-to-use, (with the exception of two participants) the Group voted strongly for and
endorsed the position set out by the OECD/Eurostat Task Force that:

L] Licenses-to-use (or copies) are the result of a two-stage production process, beginning with the
production of an original. The production ef a copy results in output whose value should embody all

. reproduction costs, including the value of intellectual property tied-up in the license-to-use (copy).

Where the license-to-use (copy) is expected to be used repeatedly in production for more than one

year, and where expenditure is above the small-tools cut-off point, expenditure should be recorded as

fixed capital formation. This applies to all one-off purchases and where the purchaser makes a
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series of payments over time, if it is the intention of the purchaser to use the copy until the end of its
economic lifetime; which is usually the case. The conditions-of-sale relating to copyright and
ownership, which are often attached to copies, should be interpreted as restricting the right-to make
further copies and the owner of the copy, or license-to-use, is the purchaser.

22, On licenses-to-reproduce the Canberra 11 Group agreed unanimously te adopt the following
position; which was a combination of proposals 1 and 2, and the recommendation is to amend SNA 6.146
as follows (with changes in italics):

° The owner may also license other producers to make use of the original in production. The latter
may produce and sell copies, or use copies in other ways; for example, for film or music
performances. Two cases arise: '

~—  Where the license is an operational lease, the owner is treated as providing services to the
licensees that are recorded as part of their intermediate consumption. The payments made by
the licenses may be described in various ways, such as fees, commissions or royalties, but
however they are described they are treated as payments for services rendered to the licensee
by the owner. The use of the asset is then recorded as consumption of fixed capital in the
production of services by the owner. These services are valued by the fees, commissions,
royalties, etc. received from the licensees.

—  Wihere the licence is not an operational lease, the sale of the licence should be considered as a sale
of all or part of the original. The decline in the value of the original to the owner is recorded as
negative fixed capital formation and not as consumption of fixed capital. The eventual decline in
the value of the licence in use will be recorded as consumption of fixed capital in the accounts of
the licensee, now recorded as the owner (and user) of part of the asset.

23, The Canberra Group is constdering what should constitute an operational lease vis-a-vis the sale
of a part or whole of an asset in the issue regarding licenses and leases, but this does not directly affect this
recommendation.

Impact on the SNA and GDP

24, Some change is required to the current SNA description of originals and copies. In fact, as set
out above, the recommendations imply a change to the description of licenses-to-reproduce so that any
licenses that are not operational leases can be treated as fixed capital formation. For licenses-to-use no
change is necessary but it would be helpful nonetheless for the SNA to reinforce the message that copies
(licenses-to-use) are the outcome of production and that their value should embody all reproduction costs,
as set-out in paragraph 22 above.

25. In addition a more detailed description on when software is to be treated as fixed capital
formation is needed in the SNA. The current paragraphs on software should be expanded to provide a
more detailed description of when software should be recorded as fixed capital formation (following the
recommendations set out in the Software Task Force Final Report as reproduced in the Annex.).

. 26, The impact on GDP in most countries is unlikely to be significant. Certainly for licenses-to-use,
most countries already adopt practices in line with the recommendations set out by the Canberra IT Group.
For licenses-to-reproduce the impact is entirely dependent on the extent to which leases are not treated as
operational leases, which in tum depends on the outcome of the leases and licenses issue. In any case, the
impact on GDP is unlikely to be significant because both intermediate consumption of licenses-to-

reproduce and (sales) output of licenses-to-reproduce will disappear, when the licenses-to-reproduce are
not operational leases.
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ANNEX

OECD/EUROSTAT TASK FORCE ON SOFTWARE: RECOMMENDATIONS ON SOFTWARE
PURCHASES RELATED TO MODE OF PAYMENT

1. Simple purchase

When a copy is purchased with a single (up-front) payment. The copy provides capital services to the user
for the duration of its lifetime, the user owns the copy in the normal sense of the term (the software
company cannot for example repossess the copy), and so it is clear that this transaction should be recorded
as a purchase of an asset if the small tools rule is satisfied and the copy is to be used repeatedly in
production over time.

2. Annual payments
Two specific cases are considered:
(1) Sequence of annual payments (an initial payment followed by smaller “‘maintenance " updates)

These transactions should be interpreted as purchases of software copies in the first year and purchases of
updates (improvements to the first version) in subsequent years. Making an initial payment for acquisition
of the software, followed by a series of smaller “maintenance license” payments in subsequent years, is
little different in practice from making one up-front payment for the software reproduction, and so the
treatment should be, in practice, the same, that is, that all payments should be recorded as investment, as
and when they occur (as long as the small tools rule is satisfied and the copy is to be used repeatedly in
production over time).

(H) Sequences of regular (equal) annual paynents

One particular and important type of transaction is when payments for a license-to-use are made annually
in order o extend the use of the software. If the purchaser intends to use the ‘software repeatedly in
production until the end of its economic life then the treatment should follow that for a sequence of annual
payments set out in (/) above. The full value of the software reproduction should be recoded as fixed
capital formation in the first year of the acquisition of the software, with annual license payments
corresponding to interest payments thereafter, following using usual national accounts rules for financial
leases. Where this 1s not practical it is acceptable to capitalise the annual license payments as and when
they occur,

3. Licenses-to-use intended for use of less than one year

Licenses intended for use for less than one year should be treated as intermediate consumption. At present
the value of these types of licenses is not significant but this may change if software is made available
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through the Internet, for example, on a “pay per use” basis. Licenses-to-use not intended for use of more
than one vyear, do not lead to the creation of an asset. neither in the capital stock of the provider nor the
user. From the outset it can be established that the software will not last for more than one year as it is the
intention of the user to “destroy” it beforehand, and so under these circumstances cannot be considered an
asset.

4. Rentals

Rentals should merely be viewed as one of the payment mechanisms for licenses-to-use. And, so. where
there is intent to rent a reproduction for its expected economic life and where it is te be used repeatedly in
production, payments should be recorded as investment.
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INTRODUCING CAPITAL SERVICES INTO THE PRODUCTION ACCOUNT

(DRAFT) DRAFT ISSUES PAPER

Executive Summary

1. In a production process, labour, capital and intermediate inputs are combined to produce one or
several outputs. Capital goods that are purchased or rented by a firm are seen as carriers of capital services
that constitute the actual input in the production process. In a similar way, employees can be seen as
carriers of stocks of human capital and therefore repositories of labour services. However, whereas the
value of labour services are fully articulated in the SNA production accounts the value of capital services
are not. Consumption of fixed capital (CFC) is shown in the accounts but the full benefits of using fixed
capital (the user costs or value of capital services) is comprised of other components too, including the
return on fixed capital. The Canberra I1 group has been the investigating the changes needed to the
accounts to address this issue and, in conjunction with this, the methodological issues concerning the
measurement of CFC and capital services.

Recommendation

B Although the Group has not yet resolved some methodological issues, including the appropriate
measure of CFC that should be used in the accounts, these outstanding issues do not impact on the
eéstimation of the value of capital services, since, although related concepts, they are not dependent on each
other. A complete methodological description of how the costs of capital services can be estimated 15
included in OECD (2001a) and (2001b), and is not included in this paper.

3. The Group has investigated most asset groups and has concluded that, for land. fixed assets,
natural and sub-soils assets and inventories, the SNA should recognise the principle that the value of
capital services, in current and constant prices, is recorded in the accounts.

4. + In recognition of the relationship between estimates of CFC and capital services, the Group’s
second recommendation is that these estimates should be consistent. In other words the implicit or explicit
age-efficiency profiles, age-price profiles and rates of return used in estimating CFC should be
consistent with those used in estimating the value of capital services. ‘

5. The third recommendation relates to the presentation of this information in the accounts. In this
regard the Group recommends that the value of capital services from fixed assets, inventories, land and
natural assets, (in current and constant prices) should be shown as ‘of which’ items under value-added
in the production account, for each institutional sector.

6. For constant price estimates, the Group recommends that an ‘of which’ item is also shown for

- the contribution of labour. (For simplicity the Table below describes the recommendation for all sectors
in constant prices). At present the recommendation refers to compensation of employees only but this will
be extended if the Group can agree on how to decompose labour costs within mixed-income.
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7. The Group did consider extending this presentation into the generation of income accounts but
thought this unnecessary. It’s important to note that the Group's recommendations in this regard, imply no
radical changes to the presentation of the accounts or to the general meaning given to any of its aggregates:
such as net operating surplus. However the Group did recommend that the SNA encourage countries to
record the full value of capital services in supply-use tables

Table. Account I: Production account (in Constant Prices)

Current SNA Proposal
Uses Resources Uses Resources
P.2 Intermediate consumption P.1 Output P.2 Intermediate consumption P.1
B.1g Value added. gross | B.1g Value added, gross
K. 1 consumption of fixed : Of which:
B.In Value added. net ; Capiral services from fixed capital.
Capital services from narural assets, including
depletion.

Capital services from inventories.
Capital services from land used in production.
Compensation of Emplovees

K.1 consumption of fixed capital

B.1n Value added. net

Outstanding and Related Issues

8. Other issues related to the measurement of capital services but not affecting the recommendations
made here have been considered by the Group, see Diewert. Harrison and Schreyer, (2004). The issues
are: '

¢ Determining the correct rate of return to use {endogenous or exogenous rates). The Group's view is
that both endogenous and exogenous rates are acceptable but further work on this issue is planned.

» Defining consumption of fixed capital and obsolescence. The group has concluded that SNA
depreciation, which corresponds to cross-section depreciation in most cases, is the appropriate measure

of consumption of fixed capital for the national accounts, see also Ahmad, Aspden and Schreyer,
(2004), :

¢ Investigating whether gross mixed income can be decomposed into its labour and capital components;
although, if this occurs, the components will only be shown as memorandum items.

e -R&D capttalisation. The group is still considering whether R&D should be included as investment. If
o estimates of the costs of R&DD capital services will also be needed.

Impact on GDP

9. For market operations no change to GDP will occur. However, for non-market operations, where
output is commonly calculated as the sum-of-inputs, the inclusion of all capital services received by
government will raise GDP by the difference between total capital services and consumption of fixed
capital. '

Consistency with Other Manuals and Business Accounting Standards
10. Because the recommendation is to include capital services as an ‘of which’ item only, the

recomimendation is not expected to affect the current consistency between the SNA and other manuals and -
business accounting standards. -
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Practical Feasibility

1. The feasibility of the recommendations are partly determined by the methods currently used to
estimate CFC used. For example, a number of countries currently estimate CFC using a depreciation
function with no explicit reference to age-efficiency functions or rates of return, and, so, in this sense, extra
information would be required. However, the estimation of these components is uniikely to be onerous.

Background

12. In 2001 the OECD published a manual on measuring capital (OECD 2001a) describing best
practice for measuring capital stocks, consumption of fixed capital and capital services and the
relationships between these concepts. The manual took the measurement of capital a long way forward but
acknowledged that further research areas remained (Annex 4 of the manual). This issues paper concerns
one of those areas: capital inputs in the production account, and describes the recommendations made by
the Canberra 1I Group in this context, see also Ahmad (2001). The Group did consider the consequential
impact/s on the distribution and use of income account but concluded that changes here were not
necessary.

13. The proposals made by the Group to date are deliberately prudent. . They imply no radical
changes to the presentation of the accounts or to the general meaning given to any of its aggregates; such
as net operating surplus, This prudence reflects the fact that the development and understanding of
statistics in this area is still relatively new; and the fact that the valuation of concepts, such as capital
services, are, to some extent, dependent on assumptions about the way the economy works. Generally the
introduction of capital services into the accounts does not change the value of the aggregates as they enter
as ‘of which’ items. One specific item may change GDP estimates however; the introduction of the costs
“of capital services for public assets (see Harrison 2004).

Why Record Capital Inputs? -

14, The present SNA production account contains a presentational anomaly in its treatment of fixed
assets. Consumption of fixed capital (CFC} is sometimes thought of as reflecting the full benefits of using
fixed assets but the full benefits of using fixed capital {the user costs or value of capital services) is
comprised of other components too, including the return on fixed capital. At present the accounts do not
explicitly identify these components as they are subsumed within operating surplus.

15. If all fixed assets were leased on the market, rental values would be directly observable and this
data could be used to estimate the cost of capital services. In practice, of course, many fixed assets are
owned by their users and so imputations are needed to estimate the costs of capital services.

16. The idea that the production account does not explicitly identify the total values of capital
services from fixed assets but instead records them within value-added or operating surplus is not new.
The impetus to separately identify these capital services now, largely reflects the increased interest in
growth accounting and productivity anatysis (OECD (2001b), Harper et al (2003)). The recommendation
made by the Canberra Group is to correct this presentational anomaly for fixed assets and to extend the
rationale to other assets, namely inventories, land, and natural and sub-soil assets.

17. The expected (pure) gross operating surplus (net of mixed income associated with labour) of an
enterprise is commonly understood to represent the benefit of using all of its owned fixed assets and rent,
or own-use, of non-produced assets', and can be described as the value of capital services rendered by

Gross operating surplus is often, mistakenly, considered as being equal to the benefits to the owner of assets.
However this view is not entirely correct. If a fixed asset is leased or used by its owner, economic rent, {capital
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these assets, or the economic rent of the assets. The actual observed gross operating surplus reflects the
value of these capital services plus an additional item that represents the (ex post) unexpected profit/loss
actually recorded by an enterprise.

18. Capital, in its broadest sense covers any expenditure that requires foregoing something in the
present to earn something in the future. Therefore, capital services are in theory rendered by all types of
capital; produced (including inventories) and non-produced (including, subsoil assets, land, patents) as
well as services from R&D, knowledge etc and, so, if the full value of capital services from fixed capital is
to be explicitly recorded, one might consider, by extension, whether other capital services from other assets
should be explicitly identified too.

19. The role of financial capital within the production account is not clear. It is generally accepted
that financial capital plays no (productive) role although some of the literature on this subject (Keuning
1998) make a case for its inclusion. Financial assets are quite often essential for companies to function
(e.g. Insurance companies) but it is difficuit to identify the links within a production framework between
financial decisions and production decisions, (Miller and Modigliani 1966). This subject is beyond the
scope of the Canberra Group’s current remit, and, as such, financial capital is not considered here but is
recognised as a separate research area in the OECD Capital Manual. In addition, because the SNA does
not currently treat them as assets, R&D, which is currently being considered by the Canberra Group, and
knowledge are also not considered in this paper. The paper continues by reviewing the recommendations
made by the Canberra Group for each assert type in turn.

Fixed Assets

It can be shown that consumption of fixed tapital is but one component of the value of capita) services.
The value-of capital services of an asset aged k at time t can be shown to be equal to:

Pl‘ pr +T, P where P¥ is the price of an asset aged k at time t and 1 1s the nominal rate of interest at
i p £ (

1+

time t, see Dlewert (2001).

Pk P"jj' is the change in the vale of an asset between two periods. Tt reflects two effects: the change in

value due to ageing and the change in the market price of the asset for a given age. Whether the entire
expression or only the part that relates to ageing is consumption of fixed capital is of secondary importance
but is discussed further in Ahmad, Aspden, Schreyer (2004).

In order to record the full costs of capital in the production accounts therefore, the Canberra Group, had
recommended that an addition is made to the production accounts to show the costs of capital services, in
current and constant prices, as an ‘of which ' item under value-added, as shown in Table 1 below.

services), is included in the gross operating surplus of the owner. In the case of non-produced assets however such
as land and subsoil assets, the economic rent appears in the operating surplus of the user of the resource and the
transfer of this element to the owner takes place as the rent element of property income. For financial assets,
there is no explicit element of operating surplus that can be identified as capital services of these assets (because
in the accounts we do not regard them as being "used" in production) but operating surplus still has 1o be large
enough to cover the cost of borrowing financial capital and this charge against the gross operating surplus is
shown as property income, :

- 154 -



STD/NAES(2004)15

Non-Produced Non-Financial Assets
Land

20. The econemic case for treating land used in production symmetrically with fixed assets is sound.
as land provides also provides capital services.

21. The treatment of land in the 1993 SNA is however different to that for fixed assets. As it is
(normally, see below) a non-produced asset, rent from land is not recorded as intermediate consumption
but as property income; which is not recorded within the operating surplus of the recipient of the income.
As such the 1993 SNA introduces asymmetries with regards to the recording of the capital services
associated with land; it is the user who receives the capital services from land, not the owner, because
there is no such thing as output, or production, of rent.

22, For non-produced land, when the user of the land is also the owner (owner-user) for a given value
of output in competitive markets, the operating surplus would implicitly include a component that reflected
the capital services from the land. Where the user is not the owner the capital services provided are equal
to the resource rent. This will not necessarily be equal to property income (rent, excluding administration
costs) paid to use the land since rent is often agreed in advance of unknown conditions, such as the
weather, that determine resource rent.

23. The gross operating surpluses of the owner-user and user are therefore (all other things being
equal) identical, which is illogical from an economics perspective; since one has ownership of a
productive agent (land) and the other does not. This does not of course mean that the balance of primary
incomes should be preferred to gross operating surplus, since property income includes other types of
assets (and not just land); irrespective of whether these assets play a recognised role in production or not.

24. In theory, therefore, if is it possible to separately identify property income from land, it should be
possible to record the capital services from land used in production for users paying rent (and owner-users)
In these cases capital services could be estimated as the actual rent payments (net of administrative costs).
Therefore the Group has recommended that the SNA shows the value of capital services from land used in
production in the production accounts; see Table 1.

25. In a previous Canberra Group meeting the Group recognised that land could also be produced.
This has consequences for the measurement of capital services as, when produced land is rented, payments
will be recorded as rentals (and not rent), so the value of capital services will be recorded in the production
account of the owner (as opposed to the user in the case of non-preduced land).

Subsoil and other natural assets

26. The SNA (paragraphs 13.59 and 13.61 and paragraphs 7.203-205 of Integrated Environmental
and Economic Accounting (IEEA) 2003) recommend that the value of subsoil and other natural assets are
valued by their net present value. Paragraph 7.168 (and Figure 7.1) of the IEEA further states that
depletion is the counterpart for non-produced natural assets to CFC for produced assets, and so, in
principle, the conclusions that were drawn for capital services for fixed assets apply to subsoil and other
natural assets. The only difference bétween fixed assets and natural/subsoil assets, in this context, is that
whereas CFC is already identified in the production accounts, depletion is not.

27. . Therefore the Group has recommended that the value of capital services from natural and sub-soil
assets be shown in the accounts (see Table 1). *
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Valuables

28. The arguments for valuables follow those of land not used in production and financial assets, and
the Group has recommended that no capital services from valuables are shown in the accounts.

Inventories

29. The rationale for recognising capital services from inventories is based on the idea that the
inventory holder provides security of supply or the ability to provide goods at a later date. In this way one
can visualise the service provided as being analogous to transport services, except that, where transport
services move a product from one location to another, inventories provide a service that moves a product
from one point in time to another. On this basis the Group’s. recommendation 1s that the capital services
from all inventories should be identified separately in the accounts.

30. The Group considered whether inventories of goods for sale should be treated differently to
inventories of inputs, but concluded that the recommendations should apply to all inventories on the
grounds that both types were necessary for businesses to function efficiently. However some practical
issues remain to be resolved such as how to choose the life length of the stock.

Public Assets

3. The Group has agreed that the introduction of the costs of capital services should be treated
consistently for all sectors, market and non-market. In this sense it follows that the recommendations
made concerning fixed assets, land and inventories apply equally to government and non-market output.
This includes public monuments. Where value-added is estimated using input-costs the inclusion of the
cost of capital services in the production accounts will increase (non-market) gross value-added and GDP.

Qutistanding and Related Issues

32. Other issues related to the measurement of capital services but not affecting the recommendations
made below have also been considered by the Group, see Diewert, Harrison and Schreyer, (2004), The
issues are: '

s Determining the correct rate of return to use (endogenous or exogenous rates). The Group's view is
that both endogenous and exogenous rates are acceptable but further work on this issue is planned.

¢ Defining consumption of fixed capital and obsolescence. The group has concluded that SNA
depreciation, which corresponds to cross-section depreciation in most cases, is the appropriate measure
of consumption of fixed capital for the national accounts, see also Ahmad, Aspden and Schreyer,
(2004). ’

* Investigating whether gross mixed income can be decomposed into its labour and capital components;
although, if this occurs, the components will only be shown as memorandum items.

* R&D capitalisation. The group is still considering whether R&D should be included as investment. If
so estimates of the costs of R&D capital services will also be needed.

Summary of Recommendations
33. The Canberra IT Group has recommended that the. capital services from land, fixed aissets, natural

and sub-soil assets and inventories are explicitly included as ‘of which' items under the value-added of
each institutional sector in the production account, in both constant and current prices. In conjunction ‘with
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this the Group has also recommended that constant price estimates of compensation of employees should
also be recorded as an ‘of which’ item.

34, Table 1, below. illustrates this recommendation. For simplicity. the table is not broken down by
institutional sector. Equally, only the constant price presentation is shown below (the current price
presentation is identical except compensation of employees are not shown as an “of which® item).

35. In recognition of the relationship between CFC and capital services, the Group has further
recommended that, these estimates (CFC and the value of capital services) should not be introduced in an
isolated manner. In other words, the explicit or implicit age-efficiency profiles, age-price profiles and rates
of return used to estimate CFC and any other capital related data that services both the analysis.of income
and wealth (via NDP on the balance sheets) and the analysis of production and productivity (via prices and
quantity of capital services) should be consistent with those used to estimate the value of capital services

Table 1. Account I: Production account in constant prices

Current SNA Proposal
Uses Resources Uses Resources
P.2 Intermediate consumption P.1 Output P.2 Intermediate consumption P
B.1g Value added, grass B.ig Value added, gross
K.1 consumption of fixed Of which:
B.1n Value added. net ] Capiral services from fived capiral.

Capiral services from natural assets.
including depletion.
Capiral services from tinventories.
Capiral services from land used in
production.
Compensation of Emplovees

K.| consumption of fixed capital

B.1n Value added. net
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ISSUES PAPER: MEASURING THE CONTRIBUTION OF NON-FINANCIAL ASSETS TO NON-
MARKET PRODUCTION

Executive summary

1. The 1993 SNA states that by convention there is zero net operating surplus for non-market
producers which implies there is no return to capital on their assets. During the development of the 1993
SNA it was proposed to change this and the proposal has recurred now in the light of work to integrate the
capital services approach to the contribution of non-financial assets to production.

2. The Canberra II Group have considered the issue and propose the following changes to the SNA:
a. A return to capital should be estimated for assets of non-market producers (principally but
not exclusively those owned by government) whether they are
i.  of the type used by employees in the course of their work (e.g. computers, vehicles).
ti. those which provide a service to the economy at large (e.g. roads),
tii. those which provide a service to the community at large (e.g. recreational facilities

such as a city park);

b. This return to capital should reflect the value of the asset; if the asset has an elevated value
because it 18 rich n historical or cultural associations. the return to the asset will reflect
this higher value;

c. The capital services corresponding to these returns to capital should be used instead of
consumption of fixed capital in calculating the value of output of non-market producers

when this 1s estimated as the sum of costs incurred; and

d. The definition of an asset needs to be clarified to ensure that assets which provide benefits

to the economy or community as a whole and not just to the owner of an asset are
included.
3 All of these are significant changes to the SNA, and they will lead to a significant increase in

both GDP and NDP. The consequence is that interpretation of the contribution of non-financial assets to
production and the decline in their value caused by their use in production will be more soundly based on
economic theory and normal accounting conventions. All the proposed changes have been approved by a
large majority of the members of the Canberra 11 group. '

4. Does the AEG agree with these proposals?
Background and reasons for change
3. Since the publication of the 1993 SNA, much more consideration has been given to the

incorporation of the theory of capital services into the SNA. For assets used by market producers, this
allows an identification of the capital services rendered with [part of] gross operating surplus and of the
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return to capital with [part of] net operating surplus. This is consistent with the stated position of the SNA
that the value of an asset is, in theory, equal to the net present value of the future income streams coming
from it where the stream of income from the use of the asset can be equated to the stream of capital
services the asset provides. This approach also allows a value of the asset at any point in time (o be
estimated and the value of the consumption of fixed capital to be calculated as the change in the value of
the asset between the start and end of the accounting period, excluding the change of value due to changes
in prices.

6. When these principles are applied to assets owned and used in non-market production. the
convention in the 1993 SNA that the net operating surplus for non-market productionis exactly zero means
that the rate of return for these assets is zero, or in other words, that non-market producers have a social
rate of discount of zero. Because this means discounting is not applied in calculating the net present value
of such an asset, its value is the simple sum of the capital services remaining. While this position is
tenable from some points of view it produces anomalies in the values to be ascribed to assets which are
otherwise similar but where one¢ is used by a market producer and one by a non-market producer.

7. Consider two assets, identical in all respects except that one is owned and used in the course of
non-market production and one is owned and used in the course of market production. If one is subject to
discounting and the other not, then the two assets have different values in the periods after their initial
purchase, even though the second hand value of each must be equal. This equality can be achieved by
placing a different value on the capital services rendered by the asset of the non-market producer to those
rendered by the market producer’s asset, though the technical characteristics are identical. This anomaly is
avoided if both assets are assumed to produce the same rate of return as that owned and used by a market
producer.

8. This assumption amounts to saying the cost of capital is the same for both producers. The
proposition that this should be the case was considered in the course of the revision leading up to the 1993
SNA and until the very last stages it was proposed to include a return to capital on government assets in
that version of the SNA. The consequences arising from the greater application of capital service theory
therefore simply reinforce the case made during the revision process prior to 1993,

Recommendations for change

9. The Canberra II Group reviewed the issue and considered three groups of public assets, (i) those
such as buildings, computers and vehicles which are used by civil servants in the course of their work, (ii)
assets such as roads which contribute to increased productivity of other industries , and (iii) assets such as
city parks which have no consequences for productivity in any other industry..

10. The Group considered that assets falling into all these classes should be deemed to provide
capital services and that estimates of these services should be used in place of consumption of fixed capital
in the measurement of output of non-market production when it is estimated at the sum of costs incurred.
However, the group noted that the first priority was to include capital services for those assets used by
employees of a non-market producer in the normal course of their work. A second priority would be to
extend this to assets providing benefits throughout the economy generally, such as roads. It may be
difficult to place a value of the third type of assets, such as city parks and historical monuments, and
incorporating capital services for these should be seen not only as a lower priority but also possibly
infeasible in practice. If it has been possible to calculate consumption of fixed capital for these assets,
there would be little difficulty to changing this to an estimate of capital services , but in some cases where
there are no estimates of the value of these assets, neither may be possible.
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1. If an asset, for example a building. has the same functionality as another building but a higher
value because of historical or cultural associations, then the value of net operating surplus will reflect this
increased value, This is consistent with the proposition that historical monuments are included in the
category of produced assets.

12. The Group also noted that a clarification to the definition of an asset is needed in respect of assets
in the second and third group since the benefits accrue not just to the owner of the asset but to the economy
and population at large.

Implications of the changes for the System

13. Including an estimate of capital services instead of consumption of fixed capital will increase the
value of output, gross and net value added for non-market production. The net value added of non-market
production will no fonger be zero but will be equal to the value of capital services less consumption of
fixed capital'.

14. In order to give some indication of the impact of the proposed changes on GDP approximate
estimates have been derived for the United States and Australia’. In 2002 the increase in the level of GDP
15 estimated to be approximately 1.8% for the US and for 1.5% for Australia. Given that the capital stock
of general government tends to change at a modest rate from year to year then if the real rate of return does
not change very much over time either, the impact on the level of GDP would not change quickly. Thus
given the relatively small magnitude of the change to the level of GDP, it is unlikely that the proposed
changes would have a significant impact on GDP growth rates.

15. The actual rate of return to be used in the calculation will be addressed in another Canberra 11
issue paper. The correct derivation of the price index for capital services is also still under discussion in the
Group.

16. The changes proposed affect the value to be estimated for gross operating surplus for non-market
producers. The consequences for the subsequent balancing items in the accounts follow automatically. No
changes to the nature of transactions

Other issues

7. These recommendations ensure that assets owned and used in non-market production are valued
in the same way as assets owned and used in market production. It is a change to the 1993 SNA but one

Non-market producers may also have some net operating surplus arising from a market cstablishment or from the
rent accruing on non-produced assets.

The chain volume estimate (reference year 2000} of general government fixed assets in the US totalled $4 440.3
billion at the end of 2001, Assuming a real rate of relurn of 4% implies a real return to capital of $177.6 billion in
2002. At current prices this-is $184.1 billion or 1.8% of GDP ($10 987.9 billion). Calculated this way the level of
GDP is increased by either 1.7% or 1.8% in each year from 1992 to 2002. In the case of Australia. the chain
volume estimate (reference year 2001-02) of government fixed assets at 30 June 2001 totalled A% 273.2 billion,
Assuming a real rate of return of 4% implies a real return to capital of A%105.3 billion in 200i-02. At current
prices it (the same value, A$105.3 billion) is 1.5% of GDP (A$714.4 billion) in 2001-02.

Two points are worth neting. First, the value of general government inventories should also be included in the
calculation, so the impact on GDP would be a little higher than indicated here. Second. the US estimates of fixed
assets include all military assets, including weapon systems, whereas the capital stock estimates for Australia
exclude weapons systems.
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which makes for greater internal consistency in the valuation of assets and recognition of their role in
production.

18. There are implications for the OECD manuals on the measurement of capital stock and the
measurement of productivity as well as for the GFSM.

19, When balance sheet estimates exist for the value of the stock of public assets, there will be no
feasibility problems in the case of implementing this proposal for assets used by non-market producers as a
part of their own production process. When such estimates do not exist, there-is already a feasibility
problem in respect of estimating values of consumption of fixed capital for these estimates. For assets
providing services to the public at large, such as roads, there should be few problems of implementation.
For assets with historical and cultural associations and those providing recreational facilities. valuation of
the stock of the asset and its associated capital services may take some time to establish initially. but
valuation of such asselts is required to complete the balance sheets so this proposal represents very little of
an extra burden of compilation.

Paragraphs of the SNA which need revising
20, There are three distinct topics where this recommendation has implications for the text of the
SNA. The first concerns the measurement of output of non-market producers in chapters 2,3,4,6and 15.

The second concerns the valuation of assets in chapters 10 and 13. The third topic is the ca]culauon of the
consumption of fixed capital and affects chapters 6 and 10.
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DRAFT ISSUES PAPER: MINERAL EXPLORATION AND MINERAL DEPOSITS

A, Executive summary

1. The 1993 SNA introduced the concept of mineral exploration as a new category of produced
assets with consequences for the treatment of the sub-soil deposits which were the subject of this
exploration. Since then the discussions of the London Group on environmental accounting, in preparing
the SEEA 2003, have elaborated several of the implications in greater depth than appears in the 1993 SNA.
The Canberra Il Group has confirmed the position taken in the SEEA and makes the following
recommendations for the 1993 SNA Revl.

i. The produced asset “mineral exploration™ should be described as “mineral exploration and
evaluation” and the coverage should be described using the criteria of the International
Accounting Standards Board (IASB).

ii. The assets for mineral exploration and evaluation and for subsoil deposits should continue to
be recorded as separate assets, the first a produced asset and the second non-produced.

iii. The description of the valuation of mineral exploration should be clarified to ensure that
actual market costs are used when specialised enterprises provide inputs to the activity.

iv. The valuation of subsoil resources should be based on the current market value, which 1s
practice may be estimated by the net present value of the resource rent of the resource. The
resource rent is that part of gross operating surplus unattributable to other identified assets,
specifically fixed assets including mineral exploration and evaluation.

" v. Payment by the extractor to the owner of the resource should be recorded as property income
(rent) regardless of the label given to the payments. -

2. These recommendations represent a clarification of the SNA and not fundamental change. They
are the result of discussions among the London Group and the Canberra Il Group and are consistent with
proposals in the SEEA 2003. The recommendations have proved feasible in practice in countries having
significant mineral deposits.

3. There is a further issué for_ decision, which is how the value of the resource should be attributed
in the balance sheets of the extractor and/or the owner. A recommendation on this will be made, in the
context of the recommendation on leases and licences.

B. Background and reasons for change
4, The 1993 SNA introduced the category of “mineral exploration™ as a new form of producéd
intangible fixed asset (AN.1121). Further, there was explicit recognition of subsoil assets (AN.212) as a

category of tangible non-produced assets. Since the publication of the 1993 SNA, a number of questions
have been raised: -
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t.  How far does it make economic sense to keep the discovery activity separate from the value
of the resource?

1i. How should the exploration activity be measured?
1i. How should the deposit be valued and how should double counting be avoided?
iv. How are payments to the legal owner to be recorded in the SNA?

v. In the balance sheet of which unit should the resource be recorded, the legal owner or the
exploiter?

5. These questions were discussed at length in the preparation of the SEEA 2003 and more
extensive guidance was included in that manual than appears in the SNA. In addition, the international
accounting community has an exposure draft out for discussion with a view to promulgating a new
international accounting standard on the subject from 1 January 2005.

6. A written consultation of the members of the Canberra II Group, confirmed at the March 2004
meeting, suggested that there is no need for substantive change in the SNA but that more extensive
guidance should be given to avoid the ambiguities which have arisen since the publication of the 1993
SNA. These changes should be consistent with, but somewhat more prescriptive than, the SEEA 2003.

C. Recommendations for change

; . : .1
Terminology and coverage for mineral exploration

7. The IASB uses the expression “mineral exploration and evaluation”. It specifies® that the
following expenditures may be included in the initial measurement of exploration and evaluation assets: -

1. acquisition of rights to explore;

1i. tbpographical, geological, geochemical and geophysical studies;
ili. exploratory drilling;

iv. trenching;

v. sampling; and

vi. activities in relation to evaluating technical feaSIblhty and commercial viability of extracting
a mineral resource.

8. This coverage is clearly substantially the same as the SNA coverage given by example in
paragraph 10.91; “the expenditures include not only the costs of actual test drillings and borings, but also
the costs incurred to make it possible to carry out tests, for.example, the costs of aerial or other surveys,
transportation costs, etc.” Further, since information compiled according to the IASB recommendations is
likely to form source material for statisticians, and because it is desirable to avoid giving the impression

' This specific suggesuon arises from c0n51derauon of the IASB position and has not prevnously been discussed by

the group.

* IASB, exposure draft ED6, Exploration for and evaluation of Mineral Resources, January 2004, Para 7 page 13.
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that the SNA coverage is narrower, it would seem desirable to adopt the longer and more precise
terminology used by the IASB.

One asset or two

2 One suggestion which has been floated since 1993 is that instead of keeping the discovery of the
asset separate from the deposit itself, they should be combined and a new “developed natural asset”
recorded instead. This would be treated as a produced asset so that, in effect, the value of the deposit
became included in the total of produced assets and excluded from the total of non-produced assets. This
proposal received support from only a very few members of the Canberra II Group and so the
recommendation of the Group is to keep the assets separate as in the 1993 SNA.

Valuation of the exploration and expenditure activity

10. The 1993 SNA in paragraph 10.91, as quoted above, spells out some of the costs which are to be
included in the value of the asset of mineral exploration and specifically includes the consumption of fixed
capital on the assets used in exploration. This has led a number of users to assume that this activity is
always to be treated as a non-market activity with no associated net operating surplus.

1. The conclusion of the London group in discussing what should appear in the SEEA, was that this
interpretation came from inexact phrasing in the 1993 SNA. When exploration is carried out on own
account, this is indeed how it would have been valued. (In accordance with other recommendations of the
Canberra II Group, in futare even own account production should include an estimate of the return to the
fixed capital being used.) However, when the activity is undertaken by a separate enterprise the full
amount charged by this enterprise, including their net operating surplus, should be included in the value of
mineral exploration and evaluoation.

Valuation of the mineral deposit

12. Paragraph 13.60 of the SNA describes a number of alternative ways of valuing mineral deposits.
One is via the present value of the net retums from commercial exploitation, one is via market prices and
one is by using the owner’s own valuation. Each of these are subject to uncertainty.

3. Even if mineral exploration and evaluation as a produced asset and mineral deposits as a non-
produced asset are not merged into a single asset, it is clear that the value of the two is intimately linked.
The total revenue from extracting a given amount of oil, say, may be the same for equal amounts of the
samme quality of oil but the “profitability” to the extractor depends on the difficulty of extraction and the
amount of the initial profits which are necessary to cover the previous exploration_and evaluation. Just as
the value of a produced asset is assumed conceptually to be equal to the net present value of the capital
services it renders, so the value of a natural resource should be set equal to the net present value of the
resource rent it earns over time. The resource rent is that part of gross operating surplus not accounted for
by the return to the fixed assets used by the exploiter, including mineral exploration and evaluation in this
set of assets. This means that the greater the value of fixed assets needed to extract the oil and the greater
the expenditure on discovery of the oil reserve in the first place, the lower will be the resource rent of the
deposit and vice versa. When a mineral cannot be extracted profitably (without a government sub31dy) it
has no economic value because the resource rent is zero.

14. The SEEA 2003 recommends this way of estimating the value of mineral deposits. Further it
notes that when, exceptionally, there may be alternative estimates of the mineral deposit, there may be a

- problem of consistency; the value of the exploration asset and the deposit may not exactly match the net
present value of the earnings from the combined set of assets, but may be either higher or lower.
Resolution of this possibility is discussed below.
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Payments to the owner

15. The 1993 SNA makes it clear that payments made by the exploiter 1o the legal owner of the

mineral deposit are to be treated as property income. The description of this treatment is given in para
7.133.

The owners of the assets, whether private or government units, may grant leases to other
institutional units permitting them to extract such deposits over a specified period of time in
return for the payment of rents. These payments are often described as royalties, but they are
essentially rents that accrue to owners of the assets in return for putting them at the disposal of
other institutional units for specified periods of time and are treated as such in the System. The
rents may take the form of periodic payments of fixed amounts, irrespective of the rate of
extraction or, more likely, they may be a function of the quantity or volume of the asset
extracted. Enterprises engaged in exploration may make payments to the owners of surface land
in exchange for the right to make test drillings or investigate by other means the existence and
location of subsoil assets. Such payments are also to be treated as rents even though no
extraction may take place. :

16. Sometimes, when the owner of the resource is the government, the payments may be described as
taxes even though they are still effectively appropriation of part of the resource rent.

17. There is no necessity that the payments to the legal owner of the resource should be equal to the
total resource rent as described above, either on a year by year basis or even over time. It is often the case
that the legal owner will allow the extractor to retain some of the resource rent. Alternatively the payments
may have been agreed some time in the past and not always reflect current circumstances on the
commaodity price of the mineral concerned. For this reason, if estimates of the value of the resource to the
legal owner are based on the revenues the owner receives from the extractor, an apparent value of the
resource will be derived which differs from the resource rent derived as described above via the net present
value of the residual element of gross operating surplus of the extractor. The use of the latter method to
value the deposit should be preferred to methods depending on payments to the legal owner.

D. Other issues

- 18. The recommendations submitted here are the result of discussions within the London Group on
environmental accounting and the Canberra Il Group on non-financial assets. They represent the view of a
clear majority of both groups.
19. The recommendations represent a single conceptual solution. These are more restrictive than the
solutions suggested in the SEEA 2003 where alternatives are suggested for the calculation of the value of

the resource and the attribution of the value of the resource in balance sheets.

20. It has been found feasible in practice to implement these proposals. The proposals only need to
be implemented in countries having, or supposed to have, significant mineral deposits.

E. Paragraphs of the SNA which need revising

21, There is reference to the borderline between intermediate consumptlon and capital expenditure in
the case on mineral exploration in chapter 6 (para 6 166)

22. Paragraph 7.133 and other references to rent on sub-soil resources will need amending.
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23, There is discussion of the coverage and valuation of both mineral exploration and sub-soil
resources throughout chapter 10. There will need to be new text discussing the concept of resource rent ay
a parallel to economic rent on produced assets.

24. There are references to these assets in chapter 13 (paras 59 and 60) as well as in the annex giving
definitions of all SNA assets,

25, Tn all these cases the text of the SEEA (paragraphs 8.46 to 8.63) provides a useful starting
pasition. ,
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ISSUE PAPER: THE TREATMENT OF LAND IMPROVEMENTS

A. Executive suammary

1. At the October 2003 meeting of the Canberra I Group on the Measurement of Non-financial
Assets (Canberra II), Robin Lynch presented a paper on the treatment of land, and in particular land
improvements. While there was no agreement at the meeting as to what the preferred treatment of land and
land improvements should be, thére was very little support expressed for the current treatment. This led
the chairman, Peter Harper, to propose that a paper be prepared setting out the issues and members be
asked to vote on the alternative treatments discussed at the meeting. The vote was taken at the March 2004
meeting of Canberrra II, and a substantial majority of members supported the treatment recommended in
this paper. The treatment of the costs of ownership transfer of land (COTL) was not discussed by Canberra
IL, and the recommendation presented below is that of the author. ;

2. The 1993 SNA recommends that land improvements be classified as gross fixed capital
formation (GFCF) while at the same time recommending that they be regarded as part of Jand and recorded
as non-produced assets on the balance sheet. The decline in value of land improvements is recorded as
consumption of fixed capital (CFC). Hence, in the flow accounts land improvements and their
consumption are treated as produced assets, but on the balance sheet they are recorded as being part of
land, a non-produced asset. The same is true of COTL.

3 It is recommended that these treatments be changed such that land improvements are treated in
the same way as buildings and structures and COTL is treated in the same way as COT on other assets.
Thus,

i. GFCF of land improvements should be treated like other GFCF and result in the creation of either
produced fixed assets or an addition to produced fixed assets. The resulting assets should be
termed land improvements.

ii. Land should be valued at its present unimproved value.

ii. In'some cases the value of unimproved land is directly available, but in cases when it is not a
- disaggregation of the combined value of the unimproved land and land improvements is required.

In such cases the principles described in the 1993 SNA for dealing with land under buildings
(paragraph 13.57) should be adopted. Namely, when suitable data are available a disaggregation

should be imputed, but when the value of unimproved land cannot be separated from land

improvements the composite asset should be classified in the category representing the greater
part of the value.

iv. Rentals payable on land improvements should be treated as purchases .of services. In practice,
‘however, a single payment will often cover both the rent for the unimproved land and the rental
for the land improvements and buildings sitting on.the land. When this occurs the principle -
described in the 1993 SNA for dealing with land under buildings (paragraph 7.131) should be
adopted. Namely, if there is no objective basis on which to split the payment between rent on
unimproved land and rentals for the remainder then the whole amount should be treated as rent if
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the value of unimproved land is believed to exceed the combined value of buildings and land
improvements, and as a rental otherwise.

Note: another issue being dealt with by the Canberra II Group concerns rent and rentals for
produced and non-produced assets. It is therefore possible that the Group will propose changes
to the 1993 SNA that would impinge on this recommendation. However, as such proposals
would affect a much wider class of assets than land improvements, it is best that the two issues be
considered separately. The essence of the current proposal is that land improvements should be
treated in the same way as buildings and structures.

v, COTL should be treated in the same way as COT on other types of asset and be recorded as a
fixed asset on the balance sheet. It is proposed that it all be allocated to land improvements.

4. It is considered by the majority of Canberra [I members that the recommended treatment for land
improvements has conceptual and practical advantages over the current treatment, and would not impose
any extra burden on compilation. The recommended treatment for COTL is consistent with that for land
improvements. Together they will have no impact on GDP, NDP or net worth.

5. Does the AEG agree to these recommendations?

B. Background and reasons for change

The current SNA

6. Par;lgraphs 10.51 to 10.54 of the 1993 SNA explain how improvements to tangible non-produced

assets should be treated in the system. Paragraph 10.51 reads as follows:

10.31  Acquisitions that lead to major improvements in the quantity, quality or productivity of land, or
prevent its deterioration, are treated as gross fixed capital formation. They consist of
acquisitions related to the following kinds of activities:

1\ . Lxd o -
a) Reclamation of land from the sea by the construction of dykes, sea walls or dams for this
purpose;
b) Clearance of forests, rocks, eic. 10 enable land to be used in production for the first time;

¢) Draining marshes or the irrigation of deserts by the construction of dykes, ditches or
irrigation channels;

d) Prevention of flooding or erosion by the sea or rivers by the construction of breakwaters, sea
walls or flood barriers.

7. While improvements to land are classified as gross fixed capital formation (GFCF) land,
including land improvements, is classified as a non-produced asset. The 1993 SNA’s justification for the
inclusion of land improvements as part of a non-produced asset, rather than being treated ‘as a separate
produced asset, is that land improvements are not in themselves used directly to produce other goods and
services in a way that most structures are, Rather, land improvements are undertaken to obtain more or
better land, and it is the services of land which contribute to the production of goods and services. '

8. The decline in the value of land improvements is recorded as consumption of fixed capital (CFC).
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Conceptual issues

9. Land is classified in the 1993 SNA as a tangible non-produced non-financial asset — AN.21. This
classification makes it difficult to record the flows from opening to closing balance of the value of the
stock of land. Land improvements are classified under GFCF as a produced asset (AN.11). The resulting
change in value to the land must be re-routed in the accounts so that the increase in value due to capital
formation under AN.11 can be reflected in the value of the stock of land (AN.21) through an adjustment
mem.

10. In the 1993 SNA, GFCF of tand improvements results in an increase in a tangible non-produced
~ asset, i.c. production results in an increase in a non-produced asset. All other GFCF results in either a
corresponding produced asset (e.g. the formation of new equipment, new buildings and new roads) or the
angmentation of an existing produced asset where the latter’s productive capacity is increased.

11. An odd feature of the current recommendation is that there is consumption of fixed capital (CFC)
of something now reclassified as a non-produced asset. In order to correctly account for CFC the SNA
recognises that part of tand (a non-produced asset) is in fact produced (land improvements).

12. The explanation given in the 1993 SNA for the treatment of land improvements as non-produced
assets (paragraph 10.52) is that they do not of themselves contribute to the production of goods and
services, rather they enable or improve the land’s ability to do so. In effect, the SNA argument is that the
capital services produced by land improvements flow to the land and do not flow directly to the production
of other goods and services. By contrast, the SNA recomimends that buildings and other structures should
be treated as separate assets because they are used separately from the land on which they sit. But do they?
The location of a building (a property of land) is often critical to a building’s function, and it is the
combination of a building and land that produces capital services.

13. According to the 1993 SNA, similar kinds of structure should be classified as produced assets or
part of land depending on their purpose. The SNA gives the example of a dam built to produce electricity
(a produced asset) and one to keep out the sea (a non-produced asset) in paragraph 10.52. The argument
being that a dam used for electricity is used separately from the land, while a dam to keep out the sea is a
land-enabling asset. Presumably, a dam built to supply water for a city should be classified as a produced
asset because it is not land enabling, but a dam built to supply water for animals on a farm is land enabling
and therefore should be classified as part of (non-produced) land. The SNA says it is worth making this
distinction, but the distinction is well made by classifying GFCF by industry of activity. In this way all
capital formation intended to support agricultural production, such as water storage for animals and crops,
land clearing, draining, dykes, etc. is classified to the agriculture industry and there is no need to have the
prodiiced/non-produced dichotomy to achieve it.

14, The argument made by the 1993 SNA that land improvements enhance the land and therefore
should be subordinated to land appears to ignore the possibility that for a lot of land the value of land
improvements exceed the value of the land in its unimproved state by a substantial margin. Such is likely
to be the case where land 1mpr0vements have been very extensive: the terracing of hilly land, the building
of dykes and the draining of land in the Netherlands and eastern England, irrigation systems in dry areas of
Australia, the US and the Middle East. In cases such as these, it is likely that the land improvements (i.e.
produced assets) are contributing much more to production than the unimproved land.

15. In the 1993 SNA lease payments for land are generally treated as rents — a form of property

income — while lease payments for produced assets are generally treated as rentals - purchases of services.
Hence lease payments for agricultural land are treated as rents, even though in almost all cases part of the
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capital services produced by land is produced by land improvements, and in some cases the bulk of capital
services is produced by land improvements.

16. In the 1993 SNA the cost of ownership transfer of land (COTL) is treated in a similar way to land
improvements, namely: it is recorded as GFCF, it is combined with land on the balance sheet and CFC is
recorded. This treatment suffers from the same difficulties as land improvements. It is proposed,
therefore, that its treatment be changed, and that it be recorded as a fixed asset on the balance sheet. To be
consistent with other fixed assets, only that part of COTL associated with land improvements should be
attributed to land improvements. This would mean splitting COTL into two parts: one part attributable to
land improvements and the other part attributable to unimproved land. Such a split, however, does not
appear (o serve any purpose, and so it is therefore proposed to attribute the whole of COTL to land
improvements.

Measurement issues

17. The treatment in the 1993 SNA requires estimates of GFCF for land improvements and requires
* the use of the perpetual inventory method (PIM), along with all the required information (such as asset
lives), to calculate CFC. Hence, the proposal described here imposes no additional burden in respect of
measuring GFCF and CFC.

18. Several couniries (Germany and Canada) have reported that they have data for the GFCF of land
improvements but none for the value of land. In such cases, the proposal to record land improvemeants as
produced assets fits perfectly with data availability.

19. While it may be the case that some national statistical offices may lack the data to separately
identify the value of unimproved land directly, it could be derived indirectly by subtracting an estimate of
the capital stock of land improvements (derived using the PIM) from the composite value of unimproved
land and land improvements, if such estimates are available.

20. Some land improvements (e.g. clearing land of trees and stones, and draining of marshes)
occurred a long time ago in many countries and the lack of GFCF data for such work might make it
impracticable to derive separate estimates of the asset values of land improvements and unimproved land.
If it 1s not possible to estimate the contribution of improvements to the composite value of land, then the
land could be considered to be either wholly produced or wholly non-produced depending on whether the
produced component or the non-produced component is judged to be making the biggest contribution to
the value of the composite asset. This would be consistent with the recommendations given in paragraph
13.57 of the 1993 SNA in respect of land and buildings. But making such judgements only need apply in
respect of fand improvements made in time periods prior to the availability of GFCF data of land
improvements.

21. If it is not possible to split land improvements from unimproved land because the land
improvements were made long ago and the composite asset is judged to be produced then, in principle,
there should be CFC. But improvements made to land long ago must necessarily have low values of CFC
now, and if it is not possible to estimate them they could be assumed to be zero.

22. Leases for agricultural land are for the composite asset, including land improvements, in the same
way that leases for buildings generally include the land as well. By using estimates of GFCF of land
improvements (and buildings sitting on.the land if necessary) and the value of unimproved land, estimates
of the capital service flow could be derived for the produced and non-produced components for all the land
in each institational sector. If it were assumed that the relative size of these components was
- representative of land subject to leases then they could be used to apportion lease payments into rent
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payabie for unimproved land and rentals payable for land improvements (and buildings). If, however, it is
not possible to split the payment between rent on unimproved land and rentals for the rematnder then an
extension of the recommendation in paragraph 7.131 of the 1993 SNA in respect of land buildings should
apply, namely that the whole should be treated as rent if the value of the unimproved land is believed to
exceed the combined value of buildings and land improvements, and as a rental otherwise.

23. A significant practical drawback with the treatment of land improvements in the 1993 SNA i
that it requires that the GFCF of land improvements be separately identifiable from that of other
construction work, because the former are classified as part of land (a non-produced asset) and the latter
are classified as leading to produced assets. Thus, the construction of a dam to provide water for animals
and the construction of an access road on agricultural land need to be classified separately. Or, if one
regards farm access roads as land improvements, then such roads need to be classified separately from
access roads to mines and public roads. Such precision imposes a heavy burden on building and
construction surveys, because the degree of precision with which the demarcations can be measured
determines the relative sizes of the aggregates of produced and non-produced assets on the balance sheet.
If, instead, GFCF of land improvements resulted in the creation or increase of produced fixed assets, then
any imprecision regarding the distinction of GFCF on land improvements vis a vis other construction
would work would have no bearing on the size of the capital stock of produced and non-produced
aggregates.

C. Recommendations for change
24. It is recommended that the treatment of land improvements be changed such that land they are
treated in the same way as buildings and structures and COTL is treated in the same way as COT on other
assets. This implies that: '

1. GFCF of land improvements should be treated like other GFCF and result in the creation of either
produced fixed assets or an addition to produced fixed assets. The resulting assets should be
termed land improvements.

il. Land should be valued at its present unimproved value.

i, In some cases the value of unimproved land is directly available, but in cases when it is not a
. disaggregation of the combined value of the unimproved land and land improvements is required.
In such cases the principles described in the 1993 SNA for dealing with land under buildings
(paragraph 13.57) should be adopted. Namely, when suitable data are available a disaggregation
should be imputed, but when the value of unimproved land cannot be separated from land
improvements the composite asset should be classified in the category representing the greater

part of the value.

iv. Rentals payable on land improvements should be treated as purchases of services. In practice.
however, a single payment will often cover both the rent for the unimproved land and the rental
for the land improvements and buildings sitting on the land. When this occurs the principle
described in the 1993 SNA for dealing with land under buildings (paragraph 7.131) should be
adopted. Namely, if there is no objective basis on which to split the payment between rent-on
unimproved land and rentals for the remainder then the whole amount should be treated as rent if
the value of unimproved land is believed to exceed the combined value of buildings and land
improvements, and as a rental otherwise.

Note: another issue being dealt with by the Canberra I Group concerns rent and rentals for
produced and non-produced assets. It is therefore possible that the Group will propose changes
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to the 1993 SNA that would impinge on this recommendation. Hoewever, as such proposals
would affect a much wider class of assets than land improvements, it is best that the two issues be
considered separately. The essence of the current proposal is that land improvements should be
treated in the same way as buildings and structures.

V. The cost of ownership transfer of land should be treated in the same way as COT on other asset
types of asset and be recorded as a fixed asset on the balance sheet. It is proposed that it all be
allocated to land improvements.

D. Business accounting standards

25. In some respects the proposed changes would better concord with business accounting standards
and in other respects they would not. For measuring GFCF the proposed changes would achieve greater
alignment, as it would not be as important to distinguish between GFCF associated with land
improvements and other GFCF. Likewise, a split of COT would not be as important. But on the balance
sheet side the proposed treatment, at least in concept, would see some assets split into "produced” and
"non-produced” components -- a split that would probably never be of interest to businesses. But the paper
proposes a practical solution to this problem, and the problem already exists with regard to buildings and
structures. Furthermore, it 1s unlikely that national accountants would use business accounting balance
sheets to produce balance sheets for national accounts purposes.

E Impact on the accounts and GDP

26. Many of the accounts are affected by the proposed changes, but in a fairly straightforward way.
For simplicity only the directly affected entries are shown for the accounts of the whole economy. Entries,
as they are shown in Annex V of the 1993 SNA, are made using a normal font while proposed changes are

made using italics. Explanations are given in brackets.

Account 0: Goods and services account

Resources

P.1 Output 3604
(Payments for use of land improvements treated as rentals, not rents) 3011
Uses

P2. Intermediate consumption | - 1883
(Payments for use of land improvements treated as rentals, not rents) 1890
P5111. Acquisitions of new tangible fixed assets 305
(GFECF of land improvements and COT of land now inciuded in this itemn) 327

h

P5131. Major improvements to non-produced non-financial assets
(Now included in P5111) 0
P5132. Costs of ownership transfer on non-produced non-financial assets 17
{COT now included in P5111) 0

Account 11.1.1: Allocation of primary income account
D.45 Rent ¥ _ ' . 65
(Payments for use of land improvements treated as rentals, not rents) 58
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Account; 11.1.2.1: Entrepreneurial income account
D.45 Rent

(Payments for use of land improvements treated as rentals, not rents)

Account 111.1: Capital account

Changes in assets

P5111. Acquisitions of new tangible fixed assets

(GFCF of land improvements and COT of land now included in this item)
P5131. Major improvements to non-produced non-financial assets

(Now included in P5111)

P5132. Costs of ownership transfer on non-produced non-financial assets
(Now included in P5111)

Account 111.3.2: Revaluation account

Changes in assets
AN.11 Fixed assets
(Land improvements and COT of land now included in this item)

AN.21 Tangible non-produced assets
(Land improvements and COT of land now excluded from this item)

Account TV.1: Opening balance sheet

Assets

AN.11 Fixed assets

(Land improvements and COT of land now included in this item}
AN.21 Tangible non-produced assets

(Land improvements and COT of land now excluded from this item)

Account [V.2: Changes in balance sheet

Total changes in assets
AN.11 Fixed assets
(Land improvements and COT of land now included in this item)

AN.21 Tangible non-produced assets
(Land improvements and COT of land now excluded from this item)

Account [V 3: Closing balafice sheet

AN.11 Fixed assets

(Land improyements and COT of land now included in this ttem)
AN.21 Tangible non-produced assets .
(Land improvements and COT of land now excluded from this item)

27. The proposed changes have no impact on GDP.
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ISIC REVISION 4: PROPOSALS FOR A HIGH-LEVEL (‘TOP-TOP’) STRUCTURE
FOR THE PURPOSE OF NATIONAL ACCOUNTS REPORTING BY ACTIVITY:

WHAT ARE NATIONAL ACCOUNTING NEEDS REGARDING THE REVISION OF
ISIC (AND CPC)?

Note by OECD Statistics Directorate

This paper sets out a Eurostat proposal (attached at Annex 1) for an aggregation structure for the reporting
of national accounts data by activity following the revision of the activity classifications. It seeks to draw
this to the attention of the wider OECD national accounts community to stimulate discussion on a future
internationatly agreed reporting structure for activities applicable across OECD countries. It also raises
wider questions about national accounting needs for standard activity groupings, and whether national
accounting needs should be addressed more clearly in the revision of .the Central Product Classification
{LIPC

A fully detailed proposal for the Revision 4 of the International Standard Industry Classification of All
Economic Activities (ISIC rev 4) was circulated in May 2004 by the United Nations Technical . Sub-Group
of the Expert Group on Economic and Social Classifications (TSG). This worldwide consultation
terminates in December 2004. ISIC rev 4 is expected then to be finalised by the end of 2005.

“"The proposed ISIC rev 4 has a number of significant changes from ISIC rev 3.1. It reflects the outcome of
a convergence exercise between NACE (the European activity classification), NAICS (the North American
industry classification) and other regional industry classifications, such as ANZSIC and JSIC. It introduces
a new information and communication section and more clearly identifies the ‘information and
communication technology® (ICT) activities in manufacturing and services. It also reflects the growing
importance of service activities generally in economies over the last fifteen years since ISIC rev 3 was
created.

A prime use of ISIC is for the internationally comparable reposting of economic statistics by activity or
industry, for example, in national accounts. National accountants have evolved their own aggregations, for
reporting. In ISIC rev 3 the so-called A6, Al17, A31 and A60 aggregation structures have been used for
reporting national accounts data.

The A6 structure for ISIC rev 3 breaks out six activity groups as follows:

AB Agriculture, hunting, forestry and fishing
CDE Industry including energy

F Construction I
GHI Distributive trades, hotels and transport
JK Financial, real estate and business services

LtoP Other services.

~ Al7 was the 17 sections of ISIC rev3, A31 added a disaggregation of manufacturing activity and A60 was
the two-digit level of ISIC rev 3.
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ISIC rev 4, as proposed, has 21 sections at the top level, which is too many for aggregated national
accounts reporting and 87 two-digit divisions.

The Proposed Top-Top Structure for ISIC rev 4

The Eurostat proposed top-top structure has nine activity groups as follows:

Proposed Top-top breakdown Comprises new ISIC rev4 sections

I.  Agriculture, hunting, forestry and fishing A
2. Industry, including energy and waste management B,C,Dand E
3. Construction F
4. Trade, transport, accommodation and food services G,Hand I’

activities
5. Information and communication K
6. Financial and insurance actjvities L
7. Real estate, rental aﬁd business activities M,Nand O
8. Public administration, education and health T ,Pand Q
9. Other services activities R,Sand U

“Section I does not exist.
This requires a re-ordering of the sections of ISIC rev 4 to maintain hierarchy

The Eurostat proposal goes on to propose 65 sub-sections (set out in the Annex) less than the 87 two digit
divisions of the proposed ISIC rev 4. The Eurostat proposal also advocates a slight re-ordering of the
current ISIC sections taking public administration up the order from its current penultimate position in
ISIC rev 4 proposal.

OECD National Accountants are invited to comment on the potential usefulness of this Eurostat
proposal for a top-top structure (A9) and for sub-sections (A65) for the purposes of internationally
comparable national accounts data reporting across the OECD from their national perspective.

Is there a need at this stage to elaborate the proposal to include the various intermediate levels, i.e. the
equivalent of the A17 and A31 as well as the top-top structure and sub-sections?

- These aggregations are related to ISIC, but supply-use tables require product information in principle,
should we request that the CPC revision address national accountants needs regarding product
groupings in supply-use tables?

Who should properly take this work forward? OECD or UNSD? And in what timescale?

As for Eurostat, an OECD data reporting structure for activities cannot be finalised until ISIC rev 4 is
finalised, but national accountant comments could also influence final decisions on the ISIC structure.

- 180 -



STD/NAES(2004)18

ANNEX 1

STATISTICAL OFFICE OF THE EUROPEAN COMMUNITIES

B1 Co-ordination of methods
Tel. (352) 4301-33410, Fax {352) 4301-33899

e EUROPEAN COMMISSION ]
* % EUROSTAT
{; ‘: Directorate C: £ i d it tatisti ——
* ** ::‘!IE.'C 0_(6 e . Iiosonoznlil?: monegtary statistics ‘
ll:l'ni: g-; lgc:::mo:':ic:a: acccoutsts ' eurOStat
New ISIC/NACE
Top-top structure and subsections
State of play
Paper by Eurostat C1/C2
for 20-21 September 2004
Working Group on NACE/CPA
Introduction |

This paper describes briefly the progress made to date concerning the proposals for a new “top-top”
structure and a new subsection structure for the revised ISIC and NACE.

National accountants have been asked to make proposals for these new structures, as they will be used
mainly by national accounts. A first discussion on the new structures was held at the National Accounts
" Working Party of May 2004 (see paper CN/549). After that, several Member States’ national accountants
have delivered further detailed comments in writing to Eurostat. The current paper takes these comments
into account to the maximum extent possibie.

Comments from the NACE/CPA Working Group are highly welcomed.
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The top-top structure

EU national accountants generally agreed with the top-top structure that was proposed in May, which was
as follows:

Top-top breakdown Comprises new 1SIC sections
1. Agriculture, hunting, forestry and fishing A

2. Industry, including energy and waste management B.C,Dand E

3. Construction o F

4. Trade, transport, accommodation and food services activities | G, Hand J'

5. Information and communication K

6. Financial and insurance activities L

7. Real estate, rental and business activitieé M.Nand O
8. Public administration, education and health T, Pand Q
9. Other services activities - R Sand U

Section I does not exist.
"This requires a re-ordering of the sections of ISIC rev 4 to maintain hierarchy

Note that this structure is conditional on the re-ordering of section T (Public administration and defence;
compulsory social security). If the re-ordering is not accepted in the final version of ISIC, other
aggregations have to be made.

Some countries have argued in favour of separating out section C (Manufacturing), since many users
would welcome this. However, this is not possible to achieve within the current ordering of sections,
because it would imply separate headmgs for section B (Mining) on the one hand, and sections D
(Electricity, gas, steam and air conditioning supply) and E (Water supply, sewerage, waste management
and remediation activities) on the other hand. These sections are however too small to warrant separate
headings in the top-top structure.

Theoretically, one could consider a re-ordering of the sections in order to make it possible to separate out
section C, but the resulting classification would not be an improvement to the current one.

One country wished to see larger aggregates in the service branches, effectively reducing the number of
headings bringing it back to the current A6 level, in particular because of doubts on the feasibility of the
“Information and communication™ heading (on a quarterly basis). Eurostat thinks that the revision of the
NACE is an opportunity to :mprove the relevance of our national classifications in particular in the domain
of services.

In conclusion, the existing proposal is maintained for the moment. A further discussion may take place at

the National Account Working Group in November 2004, In the end, the final version obviously depends
on the final version of ISIC.
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The subsection structure

Several countries have supported Eurostat's view that the current number of divisions in the new ISIC and
NACE (87) would be too high for regular use in the EU's ESA9S5 national accounts transmission
programme. Some countries remarked that for them, the 87 divisions would give no problem because it 1s
still more aggregated than what they regularly produce domestically. However, the ESA95 transmission
programme is designed to deliver internationally comparable data, which implies that often less
disaggregated classifications need to be used than what is possible in some countries.

At the same time, EU national accountants have indicated that they wish to maintain the current close
connection between NACE (and CPA) and ESA95. Thus, the idea of creating a subsection level in NACE
was generally welcomed, and Eurostat will continue elaborating this structure.

Several countries commented in detail on individual positions of the subsection structure as proposed in the
May meeting. On the basis of these comments, Eurostat revised the structure, which is attached here in the
annex. It goes too far for this paper 1o elaborate in detail on the comments and the changes made. but in
general one could say that several breakdowns in manufacturing have been re-introduced, while some
proposed new breakdowns in services have been withdrawn. The total number of subsections in now 65.

This proposal is still subject to change. It may be discussed again at the National Accounts Working Group
in November, and of course it depends crucially on the final version of ISIC.
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SITUATION OF ANNUAL NATIONAL ACCOUNTS IN THE OECD DATABASE

AND NEW FEATURES OF THE JOINT OECD-EUROSTAT QUESTIONNAIRE

1. The objective of this paper is to inform experts participating in the 2004 OECD national accounts
meeting of the situation regarding the collection and dissemination of annual national accounts data in the
OECD and also to inform them of the new features of the joint OECD-Eurostat questionnaire. Besides
being a forum on national accounts issues, one of the missions of the OECD Statistics Directorate is to
collect and disseminate national accounts data, both on a country basis and on a geographically aggregated
“arca” basis. OECD is proud to be one of the best sources of international data, through its public
databases and its publications. As of today, a substantial part of OECD databases are open (and free of
charge) to partner organizations of the OECD through the OLISnet network. All national statistical offices
producing national accounts are partners and have therefore free access to OLISnet. During 2002, OECD
extended this policy to other important parts of its database. As a result all main aggregates of national
accounts are now available free on the Internet.

I. The situation of annual national accounts database

2. This database contains a large set of consistent and comparable SNA 93 annual data, using
common classifications, for all OECD Member countries, with the exception of Turkey which is still using
the SNA 68. Priority has been given to full comparability, but slight inconsistencies may appear with the
* headline national presentation of data if the country does not apply SNA 93 to the full extent or does not
use the same classifications. The data are less timely than national data, due to the delay it takes for
countries to transmit the data.

3 A joint OECD-Eurostat national accounts questionnaire is used to collect the data. This
questionnaire is sent by Eurostat to European countries and by the OECD to non-European Members
countries of the OECD.

1 Transmission of data

4. " Transmission to the OECD is based on this common questionnaire and has to be addressed to
‘sna.contact@oecd.org . For European Member countries, the questionnaire is strictly identical to the
questionnaire to be transmitted to Eurostat. It 15 therefore recommended for European countries to send the
questionnaire tables to the OECD and Eurostat using the same Email, with two different addresses, one for
Eurostat and the other for OECD (sna.contact@oecd.org). It is highly recommended that data transmission
to OECD is made the very same day as the data are published by the national statistical office. Release
dates are closely followed by our desk-economists who expect to access the data on the OECD database
when they are available in the databases of Member countries.

2 Availability of data
5. The OECD database covers the tables 0101 to 0119, 0200, 0301 to 0303, 0501, 0502, 06, 07,

0800, 0900, 1100 and 1400 of the national accounts questionnaire. The table below shows the situation of
countries regarding the questionnaire tables transmission to OECD and the data coverage. Table 06
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(Financial accounts by sector) and table 07 (Balance sheets for financial assets and liahilities by sector) are
not covered in this overview because they have already been treated in the OECD Working Party on
financial statistics which was held on 11-12 October 2004,

- 191 -



umaopxealq peleiep oN

20°58

£0 8{ge]} WOJ§ PBALSP ING paWSURI JDU Qe £01

o|qelene JOU BIRp / paNjwsSue] Jou ege] -

" E0-08 " 20-16 £0-06 £0-S. £0-66 © 00-56 £ld 1onposd Aq pue £ 1y 'Ausnpul Aq Awouooe B30} Joj-s1esse pexiz] oovl
20-06 20-06 20-56 L0-06 20-06 T 2016 20-G6 Z0-06 £0-06 " 20-06 20-S6 20-86 uoljouny AQ JUSLILLISADE) {B18USEy 10 eumjpuedxy 00kL
20-06 20-06 €0-S6 20-06 £0-00 20-56 ' 20-L6 E0-BL €0-56 E0-S6 L0-G6 £0-04 £0-02 2056 2066 lopesans 4q pue edf; Aq sidiede) uopNGUILED jBROS pue xerpeed| 0060
20-08 20-08 © 20-56 ' 20746 £0-BZ £0-SL 20-iB 10-26 2058 2056 (pe|igiep) J0108S [euonnsUL AQ SIUNCODE [BROUBUY-UON| 0080
20-08 £0-0£ E0-06 £E0-Z6 L0-S6 2O'S6 L6-08 20-L6 £0-65 £0-SZ £0-99 " £0-04 20-G6 20-08 (9p "ou) spioyesnoy jo ainypuadxa uonduinsuos eud|  Zoso
20-08 £0-0£ £0-06 £0-26 TO-SB 20-G6 16-08 Z0-16 £0-65 £0-GZ £0-99 0056 £0-0/ 20-56 20-08 20-65 asodind Ag sployasnoy jo eanjpusdxe uondinsuod [Bui4f - L0SO
Z0-08 €0-0L £0-66 L6-06 20-S6 20-S6 06-0L Z0-16 20-06 E0-SZ 20-99 " £0-19 20-56 20-9L B6-58 umopyeasq Ley ‘indujnoqe] . €OED
" E0-0L €056 " 10-56 20-G6 06-0L ZO0-L6 20-S6 £0-SL HO-E6 £0-56 00-0L 20-S6 Z0-9 umepsealq |EY 'uceuuo; Bydes|  20Eo
c0-06 mo Q4 1006 1046 LO-S6 T0-56 06-04 20-16 TO-8BL £0-52 20-99 00-06 00-0L 20-S6 20-92 umopyEalq LEY 'SIuBUCdWo0 s) pue peppe eneA LOEO
20-06 £0-08 £0-S8 20-06 £0-G6 £0-88 16-0Z £0-16 £0-BL £O-GL £0-}4 20-26 £0-07 £0-0Z £0-92 20-65| uswwieAos) [esausy) jo seebeiBbe uew| — 0020
2006 BO 1 # " L0-G6 Z0-G6 B0} B0 €0-BL 80 801 DO-Z6 LO-+8 20-S8 8O} 7 10-6S lojoes |euomysul Aq siunooos [eueuy-ucu payduwis| 6110
20-06 €01 LO-06 L0-L6 L0-S6 20-S6 €0} £0) " ZO-8L £01 " €01 00-Z6 00-0L €01 E017 Z0-68 umopreaiq /iy vl Ansnpul Ag snidins Bugeiedo ssoun]l  8LLO
20-08 €£0-04 £0-G6 EO-26 L0-S6 20-56 - " E0BS " ‘ CE00L * 20-65 Awigesnp Aq spioyesnoy jo uopdwinsuod ewd]  L1LEO
0-08 £0-0. £0-06 €0-26 L0-56 20-09 SO 17 501" €0-65 S0}~ S0} " 0O-S6 £0-0L G011~ SO} ZO-6S (doD10D) esodind Ag spioyssnoy Jo eanypusdxe vojdwnsuos Buld] 91O
20-06 £0-0L 10-06 1046 1056 20-S6 €01~ €01 2082 £01 " €01 00-26 0004 £01 " €01 20-28 umopsealq £y Ul Asnpul Aq seedoidwe jo uopssuedwod]  SLLO
20-08 £0-0L E0-S6 £6-06 £0-S6 20-56 €0}~ Z0-16 20-06 €0} " EO 4 TEO-I9 B0 €0 1004 umopyeeq £iy L Ansnpu) Aq uewdoidw3| Lo
20-08 £0-0L 20-06 LO-£6 20-56 20-S6 €031~ €01 20-8/ €01 £0') " £0-06 00-L8 €01~ €01 " 20-68 UMOpXEeIq LY Ul pappe enjea ssous|  ELLD
<0-06 €0-0L EO0-06 LO-£6 LO-56 £0-56 16-0L £0-16 20-8. £0-6Z £0-88 00-Z6 00-02 20-0B £0-9. 20-Z8 Allsnpu| Ag seeioidwe jo uogesusdwoo | zi10)
€0-08 £0-04 €0°S6 £6-0L €0-26 2C-56 16-0L €0- 16 20-82 £0-S. £0-88 " £0°19 20718 £0-92 LO-S8 Ansnpu) Ag siuejeainbe ewy jny pue wewdoidw3| 1110
20-0£ £0-28 £0-G6 £0-88 £O-Z6 £0-S6 +6-0L £0-16 €0-84 £0-S. £0-88 £0-66 €0-0L ZO-EB £0-9. 10-58 wiowdodws pue wopendod}  0LEO
2008 £0-0/ £0-06 £0-06 " £0-S6 L6-0Z £0-}6 £0-8L £E0-SZ E0-8E T E0-1Z £0-08 £0-9. 20-65 eLWooU) 8|qusodsip Bed| - 6010
Z0-08 £0-04 £0-06 £0-06 " £0-09 +6-0L €016 E0-8L £0-52 £0-99 00-26 £0-0/ £0-08 £0-9L 20-65 Buimosog/Bulpue) 1eu pus Bumeg|  BOLO
20-08 £0-04 €0-06 £0-06 Z0-S6 £0-09 16+0L £0-16 £0-82 £0-SL £0-99 00-26 £0-04 £0-08 £0-9L 20-65 swooul ejqesodsig| 2010
€008 £0-0L £0-06 £0-06 £0-56 £0-66 16-0. €0-16 £0-8Z E0-5. E0-88 £0-06 £0-0L £0-08 £0-9L 2065 seoues pue (goy) spoob jo spodun pue spodxa|  solo
20-08 £0-0Z £0-06 £0-06 7 £0-08 16-0£ £O-L6 €0-8. £Q-SL EO-99 00-06 £0-0L 66-G6 £0-9L 2065 uouBulo) (Blded s804D|  SOLD
20-08 €0-0£ TO-06 £0-06 £0-56 £0-09 16-0L £0-46 £0-84 €0-SZ £0-99 £0-06 £0-0 Z0-08 £0-92 Z0-65 uohidwnsuod feuld]  $010
20-08 £0-04 £0-06 £0-06 20-S6 €0-56 16-04 £0-+6 £0-82 £0-SZ £0-99 £0-26 £0-04 Z0-08 £0-9L 20-65 apis swodu ay) woy Ayluep) jonpoid opsewop ssoiD| - E0LO
£0-08 €0-0L £0-06 £0-06 £0-56 £0-09 16-04 £0-}6 £0-8L €0-S¢ £0-99 £0-06 £0-0L E0-08 E0-9Z 2065 apis einupuedxe eyl woyj Aluep) lonpoid opsewop ssoip| 2010
C0-08 E0-04 Z0-06 10-06 £0-56 £0-S6 16-04 £0-16 £0-8Z £0-GZ £0°99 £0-06 00-0. E0-08 £0-9. Z0-68 aauoa ansewiop s50i6 pus seoud oiseqg v peppe oa? ss015]  LOLO
Ndlf VI TdI 1SI NAH 28D M3Aa N30 vHA M4 ¥NG 373 NYD 138 LNV SNy S6VSI/E6YNS o.__u::o_unm:.u .M.MMM

(y00Z sequeides piw) I9VHIAOD ANV ALIMIEYVIIVAY Y1LVA - | 9iqel

£1(h00Z)STYN/ALS

- 192 -



£ HPOOT)SAVN/ALS

umopieeuq pe|iEIep oN

€0 2|ge) WOl peAlap Ing paljlusuey Jou ege] B01

sjgejrene Jou BIBP / palwsuel) Jou ejqe "

~00-56 iz z - - Z = = i e £id 1onpoid Ag pue /|y ‘Asnpuj Ag ALuouode [ejo} Joj $1e8sE paxid ooV

* 20°06 s " 20°56 1066 " 20-06 * 20-06 20-46 E0-G6 LO-E6 £0-06 +0-OZ ) uonoun; AQ Juswiwsaog jeisuen jo anypuedx3|  00LL
£0-04 2004 " £0-€6 20-S6 20-66 20-G6 20-56 20-56 20-L6 £0-G6 J0-E6 £0-0L % éumw%m Aq pue edfy Ag $jdi80a) LOKNRGUILOD [BIOCS PUB XB pelleleg| 0060
' 20-28 5 " Z0-E6 2066 * 10-G6 Z0-S6 10-8/ 2008 00-£6-05 BB £0-00 (peireiap) 10088 [RUCINYISU AQ SIUNDISE [BOLBUY-UON] - 0080
20-0. 20-0L “ 20-06 £0-56 2056 £0-96 LO-B8 " 20-0L 20-28 20-48 20-88 £0-58 £0-55 (op 'ou) sployesnoy jo aunypusdxe uojidwisuod fauld] 2050
20-04 1004 " 2006 20-96 10-96 10-96 1088 Z0-S6 L0-08 E0-Z8 2048 T0-88 €0-G8 £0-G6 asodind Aq spioyssnaly jo ainiipusdxe uopdwinsuas feuld] 1080
Z0-0L 1062 " 10-E6 20-96 £0-P6 L0-56 20-26 100/ E€0-68 20-69 1C-S6 £0-G8 £0-26 - umopyeasq LY IndulindgeT) 08D
" BE0L = 106 86°6 L0-26 10-56 Z0-26 L0-CL * Z0-60 66-E6 R Sigera umopyeelq LEY ‘uolBuLO) [endeD]  Z0£0)
1044 10-04 , " LO-E6 20-G6 LO-E6 10-56 £0-S6 LO-0Z 00-98 20-69 Z0-88 £0-S8 £0-S6 umopxeesq LEY ‘siusuodwios si| pue peppe enjea| 080
20-0. £0-02 " 20-06 £0-£6 £0-56 £0-26 £0-LL £0-56 £0-84 46-98 £0-60 |0-€6 £0-06 £0-G6 sliLaA0D [B18URE) jo Seypbaibbe wew| 0020
20-0L 20-L8 10-06 801~ 20-G6 10-26 801 " 20-G6 801~ 00-98 20-08 LOE6 801~ 20-00 10}08S [euonrEsY| Ag SIUNOIOE [BoLeLY-uoU PeidWISE 6110
1048 t : " £0Y " 20°S6 1066 B0 2096 €0} " 00-98 €0} Z0-88 £0) " £0-56 umopyeaiq £y vl Ausnpu) Ag snidins Bupeiado ssaio| 8110
20-04 1002 - " ' £0-96 - = " 20-L8 Z0-LB 20-98 " B0-G6 Ageanp Ag spioyesnoy Jo Uopdwnsuoo fBuid|  LLLD
2070. 20-0L " 20-06 S0 Z0-G6 £0-96 S01 7 20-96 SOV 20-48 S0 20-88 SO £0-56 {dODI00) esodind Aq sployesnoy jo emppuedxe uojdwnsuod Euid|  9Lio
20-04 €01 & " €01 20-56 £0-E6 €01 £0-$8 £01 " 00-98 €01 20-88 €01 EO-S6 umopxeaig 24y Ul Ansnpul g sesfodwe jo uojesuedwod| 5110
20-0L B0} : €01 20°56 £0-¥6 £01 " g0-26 £01 7 £0-G8 €0 ) L0-56 €0-S8 20-¢6 usmopyeesd L1y U Asnpul g Juswdoidwa| w110
L0-28 €01 g0 20-56 £0-E6 €01 £0-56 £01 7 00-98 £0) " 20-88 £0-GB ED-G6 LMOPHEBIQ /LY Ui peppe sneA ssaup)| €110
20-0L E0-OL “ £0-£6 £0-08 E0-E6 £0 ) 20-GB £0-0. 00-98 20-69 20-89 £0-S8 £0-G6 fnsnpur Aq seefoidwe jo vonesuedwed| L0
20-04 E0-64 P6-BE " £0-E6 £0-08 £0-¥6 £0 1~ 20-26 £0-0L £O-S8 Z0-69 £0-56 £0-38 £0-08 Ansnput Aq slusjeainbe swy i} pue uewdoidgl 1L
200/ £0-88 20-CL 8066 £0°56 20-¥6 €0-S6 £0-Z6 EO-0L £0-98 20°/8 £0°88 €0 mm £0-66 wewdojdw3 pua uopeindod| - OL10
2004 £0-0L " £0-08 20-56 - ' 20-18 20-69 2068 ' E0-56 ewoou| siqesodsip Bed| 6010
20-0¢ €0-0/ £0-0/ 10-06 £0-08 £0-56 10-E6 £0-88 Z0-66 £0-0L 20-08 20-69 20-88 Z0-$8 £0-56 Buimonog/Hupue] Jau pue Bupes|  goI0
20-04 £0-0Z ©0°0L 1006 £0-08 £0-56 10-E6 £0-88 20-56 £0-0L Z0-98 20-68 20-88 20-58 €0-G6 Bwoau| eigesodsial  L010
20-0/ £0-0/ £0-0/ 20-06 £0-08 £0-08 £0-E6 £0-88 2056 £0-0L 20-98 Z0-LB Z0-88 £0-58 £0-56 SO0AIBS pUB Eo: spoab jo spoduy pug suedx3]| 9010
20-04 £0-0L €0-0Z 10-06 £0-08 £0-08 £-066 £0-88 20-56 £0-0L €0-L8 Z0-69 20-88 £0-S8 €0-56 uojeunoy epdes ssain|. 5010
Z0-02 £0-0L £0-02 20-06 £0-08 £0-08 £0-E6 £0-88 £0-$6 E0-0L Z0-98 20-69 20-88 €058 £0-56 uojdwnsuco [eud] 010
20-04 £0-04 £0-£8 L0-06 £0-08 £0-08 £0-£6 £0-56 20-$6 £0-0L 20-98 Z0-69 T0-98 €0-58 £0-56 ap(s ewoot ety woly AUsep| npald dsewop ssDT €010
20-0. £0-0L £0-0Z 20-06 £0-08 £0-08 £0-E6 £0-88 £0-96 £0-0. Z0-98 20-69 Z0-88 £0-58 £0-56 apis einiipuadxa ey} Wwoiy Aluep! 1npoid ojsewop ssoug| - 2010
10-28 £0-0/ £0-0/ ' £0-08 £0-08 E0-E6 E0-88 £0-S6 £0-0/ 00-98 20-68 20-88 £0-58 £0-S6 jonposd sysewop sscib pue seopd Diseq 12 peppe enjes ssaip|  1LOLD
¥SN 58D emﬂm IHD IMS d53 HAS LlHd 104 HON 712N OIN X3W XN7 HOA SBVYSI/EGVYNS 8sBULONSEND .““_.“.MM

(p12) (po0Z Joquiaidag plw) IOVYHIACD ANY ALITIGVTIVAY VLVA - | ajqel

- 193 -



STD/NAES(2004)13

It should be aknowledged that improvements have been achieved in terms of completeness, timeliness and.
to a certain extent, in length of times series. Nevertheless, there is still a significant lack of data for the
tables 0119, 0800 and 1400. It should be stressed that these data are of great interest to OECD economists.
It is clear from the table that European countries are better at supplving the data quickly to the OECD.

6.

d.

3 Dissemination of data
Annual national accounts of OECD countries are published in two separate volumes:

Volume ! “Main aggregates™ provides the main aggregates of national accounts: GDP by expenditure,
GDP by output, GDP by income, disposable income, saving and net lending, population and
employment. It also includes comparative tables based on exchange rates and comparative tables based
on purchasing power parities (PPPs), expressed in US dollars and indices. The content of Volume |
corresponds to tables 0101 to 0112 of the national accounts questionnaire. It is available in paper and
CD-ROM versions in January of each year. The latest edition, January 2004, covers the period 1991-
2002. An electronic version is updated each quarter (first week of April, July and October) and is
available free of charge on the Internet.

CONTENTS of National Accounts of OECD Countries, Volume 1
The paper publicatien is divided in the following four parts:
1. Maip aggregates
Table 1. Gross domestic product: expenditure approach. current prices and 1995 prices.
Table 2. Gross domestic product: output approach. current prices and 1995 prices.
Table 3. Gross domestic product: income approach.
Table 4. Disposable income. saving and net lending.
Table 5. Population and emplovment in persons. national concept.
Table 6. Employment in persons and in full-time equivalents by industry. domestic concept.

2. Cor_ngarative tables based on exchange rates

- Gross domestic product — US dollars and indices
- Household final consumption expenditure — US dollars and indices

3. Comparative tables based on PPPs (purchasing power parities).

- Gross domestic product — US dollars and indices

- Household final consumpiion expenditure - US dollars and indices

4. Exchange rates, PPPs (Purchasing power parities}, Population

Volume 2 “Detailed tables” provides, in addition to the main aggregates, the following subjects: value
added, compensation, net taxes on production and imports, gross operating surplus, gross fixed capital
formation and employment by industry; detailed final consumption expenditures (current and constant
prices), simplified accounts for three main sectors (general government, corporations and households
and non-profit institutions serving households). The content of Volume 2 corresponds to tables 0101 to
0119, 0200, 0301 to 0303, 0501 and 0502. It is available in paper and CD-ROM versions in July of

‘each year. The latest edition, July 2004, covers the period 1991-2002 and includes provisional data for

2003. The CD-ROM covers, in addition, detailed non-financial accounts by institutional sectors
{comresponding to table 0800 of the questionnaire): non-financial corporations, financial corporations,
general government, central government, state government, local government, social security funds,
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households and non-profit institutions serving households and the rest of the world. In the 2004 editon
of volume 2, the base of constant prices has been changed from 1995 to 2000.

CONTENTS of National Accounts of OECD Countries, Volume 2
This paper publication is divided in the following 12 tables:
Detailed tables
Table 1. Gross domestic product: expenditure approach, current prices and 2000 prices.
Table 2. Gross domestic product: output approach, current prices and 2000 prices.
Table 3. Gross domestic product: income approach.
Table 4, Disposable income, saving and net lending.
Table 5. Population and employment in persons, national concept.
Table 6. Employment in persons and in full-time equivalents by industry, domestic concept.

Table 7. Gross value added at basic prices by industry, in 31 industries, current prices and 2000
prices.

Table 8. Components of value added by industry, in 31 industries:
- Compensation of employees,
- Wages and salaries,
- Gross eperating surplus and gross mixed income,
- Other taxes less other subsidies on production.

Table 9a. Employment by industry, in 31 industries, in persons.

Table 9b. Employment by industry, in 31 industries, in full-time equivalents.

Table 10. Gross fixed capital formation by industry, in 31 industries, current and 20100 prices,

Table 11. Final consumption expenditure of households, current and 2000 prices.

Table 12. Simplified gel_leral government accounts,

Table 13, Simplified accounts for households and NIPSH and for corporations.
Supplementary tables: Non-financial accounts by institutional sectors.
- Available only on CD-ROM. )

Table S11.  Accounts for non-financial corporations,

Table 512.  Accounts for financial corporations.

Table 513.  Accounts for general government.

Table S1311. Accounts for central government.

Table S1312. Accounts for state government.

Table S1313. Accounts for local government.

Table S1314.  Accounts for social security funds.

Table S§14-S15.  Accounts for households and non-profit institutions serving houscholds,

Table 14, Accounts for households .

Table S15, Accounts for non-profit institations serving households.

Table S2. Accounts for the rest of the world (external transactions accounts).
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7. This year 2004, two new volumes have been published:
— Volume 3 Financial accounts,

—  Volume 4 General government accounts (including data on detailed taxes and social contribution
receipts by type and by receiving sector, and government expenditures by function and by sector}.

Details of the contents are explained in meeting session related to those subjects.
1L New features of the joint OECD-Eurostat national accounts questionnaire

8. Following the implementation of SNA93/ESA9S, the OECD and Eurostat developped in 1999 a
common questionnaire for quarterly and annual national accounts. After three years of experience a review
of the questionnaire began in 2002 which has led to a revision. The general principles underlying the
revision are harmonisation concerning both the concepts used in different tables and the coherence
between different tables. It was also necessary to simplify as much as possible the structure of the
questionnaire by merging tables referring to the same aggregates and by reducing the total number of
tables to be transmitted. The numbering of the tables will be reconsidered at the end of the review exercice.

9. The purpose of this note is to inform Member countries of the proposed revisions of the
questionnaire. The current situation and proposed changes are shown in the following tables (table 2 and
table 3). The bulk of the proposed revisions to the tables can be divided into the following headings:
reorganisation, suppression and extension.

1 Reorganisation of tables
10. Several of the tables 0101-0112 are merged:

— Tables 0104, 0105 and 0106 are integrated in table 0102. There is a new breakdown of GFCF by fixed
non-financial assets AN_F6 (instead of products Pi6) as follow:

AN1114  Cultivated assets

AN11132 Other machinery and equipment
ANI11131 Transport equipment

ANI111  Dwellings

ANI1112  Other buildings and structures
AN112  Intangible fixed assets

The existing Pi6 breakdown is:

- Pi6l Products of agriculture, forestry, fisheries and aquaculture
- Pi62 Metal products and machinery

- Pi63 Transport equipment

- Pi64 Housing

- Pi65 Other constructions

- Pi66. Other products

—~ Table 0108 is merged with table 0107.
— Table 0112 is integrated in table 0103.
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2 Suppression and reduction of tables
Tables 0113 to 0116 and 0118, which are reduced versions of current tables 3 and 5, are dropped.

Table 0111 and 0303: Full time equivalent is dropped, only number of persons and number of hours
worked are maintained.

Table 0119 is dropped.
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Table 2

Correspondence table

‘Questionnairé ESASS SRR Mnnﬁreﬁ*sus 5

Table Titie Taole Tie
0101 |Gross value added at tasic prices ard gross gomestic product at markel 0101 }Gross value aoged af basic pnces and gross domestic product at

L Imarkel prices

Gross domeslic pruduc: fexpenmlure swde)
final consumphon breakdown, gross capilal lormation breakdown,
guports and imports of goods and senvices. L
¢l (income side) Gross domeshc product tincome side);
cemaensation of employess breakdown |

Drsposabie ncome, saving and net

Population and Emp

Exports ol goods (lob) and services by Member States of the Ebithicd

o2t Impons of goods (Im) and semvices
Countries
Main ageregales ol General Government

Value added angd ils components

couniries

0200 _IMain agoregales ol General Govemment
0301 10utpul and its components

Labour input o303 Jiabour input
Exports of goods {iob) and services by Membar States of the EUdhird L

......... jcoumines
0402 |imports of geods {ob] and services by Member States of the ELirird
countries
.9501 [Final consumption expenditure of househokds oy purpose

0502 |Final consumption expenditure ol households
0601 {finance accounts by seclor {(ransactions). consoiidated

...9501_ |Final consumption expenditure of households by purpose ...

0502 |Final consumption expendiiure of households
810 [Financial accounts by seclor (fransactons), consolidated

consolidated
Additiona! table - Reva

aluauor?g.cmunls non-consoiidaled

cial accounts by secior iransachonsi mcludlng cuun!erpart

inlarmation. non-consolidaied

G710 Balance sheets lor financial assets and labilities (stocks),

e eeeeeneen.jEONSOIdated
0720 |Batance sheets for financial assets and habiliies {5tocks), non-

0701 |Balance sheels for financial assets and liabilities {stocks}, consolidaled

0702 JBalance sheets for tinancial assets and liabdities (stocks). non-
L et | o e = T

assers and liabilites {stocks) inciuding

nt

: counterpart nformation, non-gonsotdated
0800 {Non-financial accounts by mstitutional sector (detailed)

Q%00 |Cetailed 1ax and social contribution receipts by type of fax or social
contribution and 2! receiving subsector

1000 JTabies by industry A6 and by rigion (NUTS 11)

1100 |Expenditure of General Government by function

1200 JTables by industn: AB and by region [NLITS
1308 qHousehokds ateounts by ragion (KUTS 1}

0800 |Mon-financial accounts by institutional sector

0900 [Detated lax and social contribubon receipts by type of tax or snctai
contribution and by recelving subsactor

1000 JTables by indusiry, A17 and by region INUTS 11
1100 |Expenditure of General Govemment by function

1200 [Tahies by intisley, A3 and by region (NUTS iIl
1300 {Hotseholds abcomnts by reqion (NUTS H)
1400 {Fixed assets for fotal economy by ndustry. A17 and by product, Pi3

} Swptvlabie 3t basic prices; inCluding a transrwnabm ifto purchasers | Supply 1able al basic prices, mc:iudmg a kans!ormamn mlo

e ey et s S
Cross-classilication of fixed assets by industry, A17 (AB0 voluniary)
and by asset AN_F8", yearly

Cross-classification of grass fixed capitaf formation by industry, A17
"L (450 volontanyt and oy assel, AN FE7, yearly
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Table

Title

breakdown

cup
current prices

cop
constant prices

0101

Gross valug added at basic prices and gross domestic product at market
prices

A

x

X

0102

Gross domestic product {expenditure side),
final consumption breakdown, gross capital formation bréakdown.
exports and imports of goods and services

AN_FE

0103

Geoss domestic product {income side);
compensation of employees hreakdown

01067

Disposable income. saving and net lending/borrowing

0108

Real disposable income

58

)

0110

Papulation and Empleyment

0111

Employment by industry

AG"

0117

Final consumption expenditure of households by durability

0120

Exports of goods (fob) and services by Member States of the EU/third
countries

o121

Imports of goods (fob) and services by Member States of the EU/third
countries

0200
0301

Main aggregates of General Government

Output and its components

0302

A3VAB0

TRB1G, TERK!

Capital formation

AB1/ABD
AN _FB*

X

0303

Labour input

A31/ABO
Sector

0501

Final ¢consumption expenditure of househotds by purpose

coicoe
3 dioit

0562

Final consumption expenditure of households

0610

Financial accounts by sector (ransactions), consolidated

0611

Other changes in volume accounts, consolidated

0612

Revaluation acounts, consolidated

Financial accounts by secior (fransactions), non-consofigated

0621

Other changes in volume accounts, non-consolidated

0622

Revatuation acounis, hon-consolidated

0625

Financial accounts by sector (transactions) including counterpart
information, non-consolidated

EoR EE P B Bl e B

0710

Batance sheets for financial assets and #abilites (stocks), consofidatad

0720

Balance sheets for financial assets and liabilities (stocks), non-
consolidated

0725

Balance sheets for financial assets and liabilities {stocks] including
counterpart information, non-consolidated

Non-financiat accounts by institutional sector {detailed)

Detailed tax and social contribution receipts by type of tax or socsal
contribution and by receiving subsegior

>

Tables by.industry, A8 and by region {INUTS H)

{Expenditure of General Government by function

Tables by industry, A3 NUTS il

Households accaunts by reqgion (NUTS H)

}Supply table at basic prices, |n4:ludmg a Transiqrmaﬂnn into, pumhase;s
: pnces ASO X Pﬁﬂ

o E T R B o

] PBO:‘ P60

wchasers' Ditices, ABD x P66 -

Symmetric nput-outpit table’ atnas:c prk:es (producl i)y product)
; live veaﬁv i :

'TIQS?IC outpm’{produm by product)

by produ:x} m= BD

2000

Cross- classmcatuon of fixed assets by mdustxy, AT7 and by non- Sinancid | A 0" (o™
fixed asset, AN_F6&" AN_F§

2200 |Cross-classification of gross fixed capital formation by |ndustry A17 and A17 X X
by non-flr\anClal Ixxed asset, AN _F6°

2800 fils Guestionniaire fdetaiied bY ek Wit 6f BxpEnRires] SR

2600 Balance sheets for non-financial assets - x

{1} including the five-yearly and biennial tables

{2) in real terms.

(3) cument replacement costs

(4) constant seplacement costs

AG% NAGE A6 showing "manufacturing” separatery
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— Table 0800: the number of detailed transactions has been reduced from about 200 o 130. Namely,
some details at the three digit level have been dropped. Moreover, the number of sectors has been
changed: sub-divisions of sector $13 (general government) have been dropped since table 0200 “Main
aggregates of general government” has been extended to the sub-sectors of general government (see
below). The new table 0800 is attached in annex 1.

— Table 1400, which is redundant with the extension of table 2000, is dropped.
3 Extension of tables
— Tables 0101, 0103, 0111: insertion of a new ‘of which™ item: manufacturing in A6 breakdown.

~ Table 0117, replacement: 4 durability categories (durable goods, semi-durable goods, non-durable
goods, services) instead of 3 existing categories (durable goods, non-durable goods, services).

— Table 0200, new split: sub-sectors of general government (Central government, State government,
Local government and Social security funds) in addition to general government.

— Tables 0301, 0302 and 0303: A60 breakdown (ISIC Rev.3 division) instead of A31 breakdown.
— Table 0302: gross fixed capital formation in construction is added.

— Table 0303: additional employment breakdown by sector: general government and other sectors
(corporations and households and NPISH).

—~ Table 0501: full COICOP 3-digit for households (i.e. new details for communication and for
education). '

— Tables 06 and 07 “financial accounts and balance sheets for financial assets™ {revisions have been
covered in the the OECD Working Party on financial statistics which was held on 11-12 October
2004),

— Table 2000: new cross-classification of fixed assets by industry (A17 or A60) and by asset (AN_F6
angmented instead of Pi3). AN_F6 augmented includes a new breakdown of AN1132 “Metal products
and machinery” and a new breakdown of AN112 “Intangible fixed assets” as follow:

- ANI114 Cultivated assets

- ANIi1132 Other machinery and equipment

- ANI111321 of which: Office machinery and hardware
- ANI111322 of which: Radio, TV and communication

- ANI113] Transport equipment

- ANI111 Dwellings

- ANIi12 Other buildings and structures
- ANI112 Intangible fixed assets

- ANII122 of which: Software

— Table 2200: new cross-classification of gross fixed capital formation by industry (A17 or A60) and by
asset (AN_F6 augmented instead of P60). The cross classification is the same as for table 2000 above.
AN_F6 augmented is described above for table 2000.

New table 2600 on balance sheets for non-financial assets by sectors (attached in annex 2).
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4 Additional OECD requirements

. The revised OECD-Eurostat questionnaire does not meet all the OECD’s needs for capital stock
data. This is the subject of a separate paper Additional OECD Requirements of Annual Capital Stock and
Related Data (STD/NAES(2003)24) which was presented at the meeting in 2003.

Recommendations

¢ A special effort should be made to supply tables by institutional sectors (0119 and 0800),
table on fixed assets by industry and by product (1400 or 2000), table on gross fixed capital
formation (2200) and table on balance sheets for non-financial assets by institutional sectors
(new 2600).

e Data should be transmitted to the OECD on the day the data are released by the Member
country.

¢ European Member countries are asked to send the ESA95 questionnaire tables to both

OECD and Eurostat at the same time using the same Email, with two different addresses,
one for Eurostat, the other for OECD (sna.contact @ oecd.org).
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Tabie 0800 A . Mon-linancial accounts by inatitutional sector

ANNEX 1 - table 0800 A
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ANNEX 2

Table 2600 A: Balance sheets for non-financial assets Table 2600 A
country:
stocks: STAN N
unit: MID NAC
prices: CURC
year: 1985
Sectors Asset code Total Non- Financial General Househotds
econarmy financial corporations govemment and
corporatiens non-profil
institutions
serving
houssholds
Non-financial assets
code of seciors| SEST SESN SES12 SES13 SES1445E515
NON-FINANCIAL ASSETS STAN
Produced assets STAN1
Fixed asseis STAN1T
Tangible fixed asseis STANT11
Dweliings STANTITY
Other bulkdings and shuclures STANI112
Non-residential buldings STaN11121
Other structwes STANT1122
Machinery and equiprment STAN1113
Cultivated assets STAN1114
Intangible hxed assets STAN112
Mineral exploration STAN112T
Computer software STAN1122
Enterfaament, fiterary or anistic ongmais STAN1123
Other intangible fixed assets STAN1123
inventories STAN12
Yaluabies STAN13
Non-produced assets STAN2
Tangibie non-produced assets STANZ1
Lang STANZ 1
Subsoil assels STanzr2
Non-cultivated biclegical resources and Water resources STAN213+8TAN214
Intangible non-produced asseis STANZ2Z
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THE QUARTERLY NATIONAL ACCOUNTS (QNA) DATABASE

1. OECD maintains an internal database containing most of the quarterly national accounts
produced by the OECD Member countries that publish quarterly accounts. Not all countries compile a full
set of quarterly accounts. Thus the content of the database differs from one country to another. The
requirements of internal users of the quarterly national accounts database are: full scope of what is
published by the NSI. accuracy, comparability and timeliness. Therefore, the set of tables of the OECD-
Eurostat common questionnaire are supplemented by other data published by the NSIs.

2. The content of the database includes when available: GDP expenditure and output approach
(current and constant prices), GDP income approach, Financing of accumulation, GFCF (current and
constant prices) broken down by type of product, by institutional sector and by type of asset, Disposable
income and Real disposable income components, Household final expenditures (current and constant
prices) broken down by type of product, Institutional Sectors accounts and specific accounts for some
countries.

3. For European countries that respond to the ESA 95 questionnaire on quarterly national accounts,
data are extracted from responses to the questionnaire as well as from national files or databases. As in the
case of annual accounts, it is therefore recommended for European countries to send the tables to the
OECD and Eurostat using the same Email, with two different addresses, one in Eurostat, the other in
OECD (SNA.Contact@OECD.org). For non-EU other countries, data are either taken directly from
national databases or from national files sent to the OECD, without using a specific guestionnaire.

4. A selection of series from this database i1s published in the OECD Quarterly National Accounts
publication. The eclectronic publication is released on the same day as the paper publication, at
approximately T+120 days. For example, the paper and electronic versions of publication 2003/3 will be
released on November 3, 2004. Except for the US (for which 2004Q3 will be available), the data will
extend up to 2004Q2. The timeliness of the publication is governed by the need to calculate OECD totals
and the timeliness of the least timely countries.

3. The country data on electronic QNA publication, available on OLIS and on Source OECD, is
updated in the first week of each month. An extract of the publication, covering the main components of
GDP by expenditure, at current and constant prices, is available on the OECD web page, and a table
showing quarterly growth rates for GDP at constant prices is also available on the web and updated
weekly.

6. OECD publishes a news release on quarterly GDP volume growth for the OECD area.
. Data transmission to the OECD

7. All countries now annourice in advance the release day for their quarterly national accounts.
Given the requirements of the usérs, it is recommended that countries should send their data (questionnaire
tables and national files) to the OECD as early as possible on the release day of their QNA. There has
been an improvement in the transmission of data in the last twelve months and most countries now send
their data on their release day. Two countries (Czech Republic and Finland) had a small problem for Q2
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2004 and sent their data with a small delay. Table | below shows some characteristics of data release and
‘data transmission for OECD Member countries,

TABLE 1 - DATA RELEASE AND DATA TRANSMISSION

First release of (32 Advanced release |National data sent to| National Accounts
2004 - Number of | calendar available the OECD on the |Questionnaire tables
days after the end of release day sent to the OECD on
the quarter the release day
Australia 61 Yes Yes n.a.
Austria 88 Yes ' n.a, Yes
Belgium 68 Yes Yes Yes
Canada 60 Yes DA, n.a.
{Czech Republic 73 Yes No No
Denmark 57 Yes Yes Yes
|Finland 70 Yes D.A. No
France 50 Yes D.A. ' Yes
Germany ; 34 Yes Yes Yes
Greece 70 _ Yes n.a. Yes
Hungary 68 Yes 1.a. Yes
Iceland 73 Yes n.a. Yes
Ireland 90 Yes(NLT) Yes Yes
italy 70 ~ Yes Yes Yes
Japan 42 Yes D.A. na.
Korea 53 Yes(NLT) Yes _ n.a.
Luxembourg n.a. n.a. n.a. n.a. -
Mexico _ 47 Yes Yes n.a.
Netherlands 42 Yes Yes Yes
New Zealand 84 Yes D.A. n.a.
Norway 67 Yes Yes Yes
Poland 69 Yes n.a. Yes
Portugal _ 69 Yes . n.a. Yes
Slovak Republic 70 Yes Yes Yes
Spain 66 Yes Yes Yes
Sweden ' 36 Yes Yes " Yes
Switzerland 70 Yes Yes n.a.
Turkey 73 Yes Yes n.a.
United Kingdom 57 Yes D.A. No
United States 30 Yes Yes n.a.

Note:  The number of days indicated for the first release of the quarter refers to the release of GDP and its components
(expenditure or production approach, at constant prices), GDP flash estimates are not taken into account.

~ D.A. = Direct access by OECD to national database or through Internet; n.a. = not applicable; NLT = Not
later than -
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Chained constant prices and seasonal adjustment practices

8. Over the last eight years, a number of OECD Member countries have implemented chain volume
measures. This method of constructing constant prices gives better estimates of volume changes and was
recommended in the 1993 SNA. Table 2 shows which countries are producing chained constant prices and
what is planned by those who are using fixed constant prices. -

9. Seasonally adjusted estimates are produced by the majority of countries. In most cases, the
method used removes the impact of seasonal variations, but some countries also adjust for trading day
variation and- some others are planning to do so in the near future. Table 2 gives information on
adjustment practices and countries’ plans regarding the implementation of trading day adjustment.

10. Most countries making an adjustment for trading day variation do not force the adjusted quarterly
data to agree with the annual accounts and allow the differences arising from the trading day adjustment to
remain which results in two sets of annual accounts. The impact of trading day adjustment on the annual
data, and hence differences between the two sets of annual accounts, is usually very or reasonably small,
although it can be higher for a leap year which will be the case in 2004, :

11. Some countries (in grey background), however, have chosen to force the sum of the quarterly

adjusted estimates — trading day and seasonal combined - 1o be equal to the annual national accounts data :

Australia (for the chain volume measures), Canada, United States and the United Kingdom.

Conclusion

* Member countries are reminded that the principle governing the transmission of data is:
transmit data to OECD (and Eurostat) as early as possible on the release day of the data at national

level.

¢ Overall there has been significant progress in the implementation of this principle, there was still
a small problem for the latest quarter with Czech Republic and Finland.

e We note a significant movement towards the implementation of chain linking in QNA. Do
Iceland, Ireland and Mexico confirm that they have still no plan to move to chain linking?

e Could countries which are not yvet producing quarterly trading day adjusted data give us some
indications about when they are planning to do so ?
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TABLE 2 - CHAINED CONSTANT PRICES AND SEASONAL ADJUSTMENT
PRACTICES

(in grey, the four countries that force the sum of their trading day adjusted series
to the annual gross value)

Producing Plans to Seasonally Seasonally |Plans for frading
chained constant | disseminate adjusted and trading | day adjustment
prices chained constant | estimates only | day adjusted
prices estimates
Australia Yes Yes
Austria December 2004 Yes
Belgium December 2006 Yes
Canada Yes Yes
'|Czech Republic Yes - Yes
Denmark July 2005 Yes
Finland February 2006 Yes
France May 2006' Yes
Germany May 2005 Yes
Greece Yes Yes No
Hungary - 2006 Yes
Iceland No No No No
Ireland Yes No
Italy November 2005 Yes
Japan Autumn 2005 Yes'
Korea Yes
Luxembourg n.a. January 2005 n.a. n.a.
Mexico ' No No No No
Netherlands Yes Yes
New Zealand Yes Yes No
Norway Yes Yes
Poland Yes® Yes
Portugal _ Yes Yes
Slovak Republic Mars 2006 No
Spain May 2005
Sweden Yes
Switzerland 2005 Yes No
Turkey _ End 2004/2005 No
United Kingdom Yes '
United States Yes

Experimental calculations

Also adjusted for irregular variations
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THE NAWWE PROJECT: NATIONAL ACCOUNTS WORLD WIDE EXCHANGE

Objective

1. The idea behind the NAWWE project is to use a web based mechanism for reporting an already
internationally agreed set of national accounts data. The objective is to allow any user, in particular
international organisations, to access directly a set of internationally comparable data. If all the involved
international organisations agree to use this mechanism, it would reduce the reporting burden on member
countries and improve the quality and timeliness of the data.

Benefits
2. The expected benefits from the country's viewpoint are:
. One key family (format) and one operation for reporting national accounts data (provided

international organisations agree)

. " Automated generation of data from national source databases, thus saving resources

. Built-in validation

3. Benefits from OECD's and other international organisations’ viewpoint:

s Timely reporting

. Complete reporting

] No code misinterpretations

Data contents

4, NAWWE is based on the common questionnaire agreed by the OECD and Eurostat for the

collection of national accounts data. The questionnaire comprises a very detailed set of national accounts
variables, as specified by the System of National Accounts 1993 (SNA93) and agreed by the two
international agencies. These variables have been identified in an extensive set of Excel spreadsheets by
means of a common code and specific presentation format.

5. The common EurostattOECD questionnaire is presently under revision. When the revised
questionnaire is fixed, the NAWWE specifications will be adjusted accordingly.

The technical solution |
6. - The present pilot project starts from a set of Excel tables which reflect exactly the

Eurostat/OECD standard questionnaire. These tables are already produced, in many countries as a
GESMES file, by national agencies for transmitting annual national accounts data to international
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orgamsanons The files are transformed into XML files, conforming as closely as possible' with the
SDMX-ML’ specification. The business model entails countries posting their files on the web, in the
agreed XML format; the OECD and Eurostat (and possibly other organizations needing these data) would
extract their data from these files.

7. Eventually it is envisaged that NSOs could make the XML files available directly from their on-
line databases as soon as the data are released.

8. In the short term, it is only proposed to use NAWWE for annual data, but OECD intends to
extend it to quarterty national accounts later.

9. The OECD has set up a demonstration model of this kind of data extraction with three piloting
member countries, Australia, Canada, and France. For reference see http://stats.oecd.org/nawwe/. The
architecture of the present pilot system is summarised in this picture:
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Planned future steps

' It has been necessary to add to the SDMX-ML v/1.0, as the standard does not vet allow for hierarchical variable

(dimensions). Utilising hierarchical dimensions allows for full verification of data to be transmitted.

b

Statistical Data and Metadata Exchange (SDMX) is a standardisation initiative sponsored by 7 international
orgamsauons, aiming at easing the exchange of such data among countries and international organisations. The
SDMX-ML is a XML standard format for exchange of statistical data and metadata which was agreed and
published on 30 September 2004. See www .sdmx.org where version 1.0 of the standard is published
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Autumn 2004 Bring the NAWWE XML formats in line as much as possible with the SDMX-
ML standards, creating Key Family” for National Accounts

Autumn 2004 Solicit input from NSOs and other regional and international organisations.
Late 2004 Adapt to new Eurostat/OECD National Accounts questionnaire’
Late 2004 Implement all national accounts tables; issue second draft of Key Family for

full set of national accounts

Beginning 2005 | Move on towards full scale implementation by OECD and, hopefully, other
international organisations, proposing that all countries who so wish may use
the NAWWE reporting mechanism

Mid 2005 implement SDMX-ML v/2 ,

End 2005 Full scale implementation of NAWWE

The Key Family consists of a structure definition message, including code lists, and a compact data carryin
message :

*  Provided this has been fixed
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- LESSONS FROM THE UK ATKINSON REVIEW

The OECD has invited Tony Atkinson to present to the OECD Working Party on National Accounts the

report of the panel that he has chaired regarding the measurement of the output of the non-market sector in
the UK.

There are four reasons for this invitation:

(1) the United Kingdom’'s national accounts have been clearly leading other countries in. implementing
“output based” measures of the output of the non market sector, and their experience, whatever
difficult, is extremely interesting to other countries which are placed in exactly the same situation as
our UK colleagues in this extremely ambitious task of measuring the output of the non market sector;

(2) the quality of the report (still interim) which covers with great clarity all the aspects of this very
difficult issue, including the discussion of international guidelines;

(3) the implications of this debate regarding the international comparability of the data, which is obviously
of major concern to OECD-STD, whose business is to make sure that GDP and productivity growth
between countries is comparable:

(4) the opportunity opened by the review of the SNA to use the findings and proposals of this report to
improve the SNA, or its implementation guide, regarding the measurement of the output of the non
market sector.

The present paper proposes a set of recommendations that can be extrapolated to other countries, based on
the lessons of the UK experience.

They are submitted to the delegates of the WPNA for decision.
L The objective should remain *output based”.indicators

1. The UK has been one of the countries which have implemented the most the preference for
“output based” indicators that is recommended by international guidelines (SNA and Eurostat’s Handbook
on price and volume measurement). Two-third of the value added of the government sector is compiled by
the UK ONS using “output based” indicators. This is significantly more than any other OECD country.
Contrary to expectations, rather than raising the measure of productivity of the government sector, this new
measure has contributed to a decrease of measured productivity, raising questions about the rehabllity of
the output and input measures.

2 Given general interest in public service output and productivity figures, the UK National
Statistician set up an independent review to advise him on output measurement for the National Accounts.
After re-examining the fundamental issues and the purpose of the National Accounts, the Atkinson Review
has confirmed the desirability of the “output” approach. Its Interim Report proposes conditions to ensure
that measures used in the National Accounts do indeed measure “output”. It proposes a set of principles to
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this end. One of these is confirmation of the SNA doctrine that quality change has to be taken into
account.

Recommendation 1. the objectives of national accounts should remain the construction of good “output
based" indicators for the measurement of the volume of general government outpui. However, output
based indicators are not, per se, superior to input based indicators. One essential condition is that the
“output based " indicator is sufficiently quality adjusted.

2. Cooperation with relevant ministerial departments

3 The UK experience has shown that the quality of the output based indicators depends heavily on
the cooperation with appropriate government departments, which should be aware of the use of their data
in the calculation of GDP and, ideally, accept ownership of these numbers. Education is a good example —
though not the only one — where defining output is not straightforward, and where engagement with
practitioners is important.

Recommendation 2: National accountants should publicize openly the methods used to compile their non
market output and discuss them specifically with the ministerial departments in charge of the
corresponding non market services. The objective is that the ministerial departments participate in this
compilation and are able to understand and corroborate the results, particularly as regards achieving
complete coverage of government outputs and inputs and corroboration of the resulting productivity
moventents.

Recommendation 3: Education represenis a very large part of the non market sector and, at the same
time, is one of the more difficult areas because of the difficulty to quantify all the dimensions of the quality
of the output. The OECD should organize an international conference on the aggregate measurement of
education output, bringing together national accountants and experts on education.

& International comparability of growth and productivity is at stake

4. The UK data shows that, if an input based method had been continued past 1998 in the place of
the output based methods implemented since this date, the UK GDP growth would have been higher by
0.5% per year during the last five years.” This illustrates that there is probably a major comparability issue
between OECD countries stemming from the measurement of non market output. First, one can therefore
consider that it is safer for analysts to compare growth and productivity excluding the non market sector.
This means that users should have easier access to international data on the market sector, separated from
the market sector. Second, more should be done to analyze the impact of differing methods on the
comparability of volume growth total non market output (and GDP).

Recommendation 4: international data on goods and services accounts should separate the market sector
from the non market sector. The OECD should analyze and propose a classification derived from the
existing classification that would approximate the market sector, and promote the incorporation of this
classification in its database.

Recommendation 5: the OECD should try to measure the impact of differing methods on the measurement
of total non market output, based on partnership with volunteer countries.

4. International ma'nuais could be upgraded
5 The Atkmson report a.nd the Eurostat Handbook on Price and Volume indices, sets series of

principles, which can apply to all countries. These principles could form the basis of a partial redrafting of
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the SNA paragraphs 16-133 to 16-141, and for form the basis of a specific chapter of an implementation
guide to the new SNA.

6. In particular,

. The concepts (and links between them) of nput / activity / output / outcome could be better
explained in the SNA.

° The objective should be to measure output from government spending in terms of its incremental
contribution to individual or collective welfare, in the same way as market output.

. Criteria should be described for the implementation of an output measure: (a) it should cover the
full range of services for that functional area, (i1} it should make allowance for quality change,
(iii) the effects of its introduction have been tested by the service, (iv) the context in which they
will be published has been fully assessed, in particular the implied productivity measures.

. The measurements of inputs should be as comprehensive as possible and should include capital
services. This implies a change in the SNA regarding the measurement of non market output at
current price, which should be extended 10 include the opportunity cost of the capital employed.
This issue is.specifically discussed in-the Canberra II group.

. The value of the non market output should be adjusted for quality; for each service, explicit
consideration should be given to the incorporation of quality change as an element of value
added; for each spending function, consideration should be given to the extent to which the
quality change is captured by the changing activity mix, and to the way in which output measures
of government should be adjusted for increased real value in an economy with rising real GDP.

Recommendation 6: the WPNA reconumends thar the ISWGNA considers the principles set in the Atkinson
Interim Report and the Eurostat Manual on Prices and Volume as valuable inputs for the redrafting of
paragraphs 16.133 to 16.141 of the SNA, or for inclusion in an implementation guide of the new SNA. This
is not a change to the SNA. It is simply a clarification setting the conditions of good output based
indicators.

5. Users should be able to derive productivity based on alternative input measures

7. As extremely clearly stated in the Atkinson report, it is as much important to measure well inputs
as to measure well output to obtain a reliable productivity number. The definition of inputs in the SNA 1s
dependant on the classification of expenditures between current and capital. Some expenditures that are
classified as current in the SNA can be considered capital by productivity analysts. One important
example is training. In the current SNA, an increase of expenditures in the training of civil servants will
appear as an increase of the input in the period the training takes place, while its effects take place long
after. Associated with an output based measure of output, this inevitably creates an unwelcome decrease in
productivity during the training period. For productivity analysis, it would be better to assign training
costs to the whole period during which treat training expenditures will affect output. This means treating
training as capital input. Such a change has been rejected by the ISWGNA, because of the consequence
that such a change would have on the whole sequence of accounts. However, some progress could be
made without introducing this change. The simple fact that training costs would appear as a separate item.
in the classification of the SNA would allow users to derive an alternative measure of productivity, without
affecting the framework of the SNA. '

- Recommendation 7. Training costs should appear specifically in the SNA classifications, allowing users
to compile alternative measures, as if training was of a capital nature. . ‘
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USING NATIONAL ACCOUNTS DATA FOR PRODUCTIVITY ANALYSIS

This paper is submitted to the OECD National Accounts Working Group (NAWG) for decision. lts
objective is to promote the use of national accounts data on labour input in order to improve the
comparability of the statistical measure of the leve! of labour productivity between OECD countries. The
paper first proposes recommendations regarding the transmission to OECD of more comparable data.
Then it describes a model questionnaire which will be disseminated to countries to improve the ability of
users to make a judgment on the international comparability of these data.

L The OECD project on productivity comparisons

1. More and more analysts try to compare productivity between countries. The OECD has and
continues to devote numerous studies in this field [1], including a special study on measurement issues [2].
Two variables are under the scrutiny of analysts: (1) labor productivity, (2) multi-factor productivity. The
present memo will focus on the first one. Two types of international comparisons of labour productivity
can be done: compare labour productivity growth or compare labour productivity fevels. It is easier to
compare productivity growth between countries than productivity levels. In particular, the comparison of
growth rates does not need to use Purchasing Power Parities (PPPs) while the comparison of levels does
(GDP, the numerator of the ratio, has to be deflated by PPPs). PPPs, as many statistics, are affected by a
certain degree of incertitude',

2. The present meme will however focus on the problems linked to the comparability of labour
productivity levels, and, in this context, on the measurement of the denominator of this ratio, which is the
measure of labour input. Indeed, the comparison of levels, despite its inherent difficulty, is an unavoidable
objective for an international organization such as the OECD. Also other international organizations, such
as the European Commission, make a heavy use of the comparison of productivity levels. The EU has
even set, as an official objective for its member countries, to reach the level of Jabour productivity of the
US in 2010.

3 The OECD disseminates a small database comparing productivity levels, accessible on the
OECD Productivity site: hitp://www.oecd.org/statistics/productivity. This database shows for a given year
{2002 currently) the decomposition of GDP per capita nto various components, including labour
~ productivity, expressed as a percentage of US levels’.

PPPs imply comparing international-price levels which is more difficult than comparing price changes. Also, the
sample used in PPP compilations is small compared to samples used in standard nationa! price indices. These
limitations lead to recommend avoiding using PPP deflated data in time series. The OECD recommends to users
willing to have both levels and time series, to use one single year of PPPs and to benchmark the time series using
national volume series to this single year in level. This generates data that are analytically better in terms of
homogeneity in time (see [3]).

2 This presentation as US = = 100 is standard presentation in the OECD.
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Table 1: extract of OECD productivity level database (3 September 2004)

GDP per head of GDP per hour
population worked
{as % ol US} (as % of US)

(1} (7)
Australia 76 77
Austria 80 88
Belgium 78 108
Canada 85 83
Czech Republic 44 40
Denmark 83 94
Finland 75 82
France 77 13
Germany ; 73 93
Greece - 49 65
Hungary 40 50
" lceland 70 70

Ireland 89 105
ltaly 75 94
Japan Y 74 71
Korea . 48 42
Luxembourg 141 115
Mexico 26 30
Netherlands 82 102
New Zealand 1) 62
Norway 103 125
Poland 29 35
Portugal 50 53
Slovak Republic 36 40
Spain 62 74
Sweden 74 86
Switzerland (1) 82 84
Turkey (1) ; 17 26
United Kingdom 74 79
United States 100 100
Euro-area 73 92
OEDD-Europe (19) 73 82
G7 countries 86 ‘ 91
QECD (3) 75 76

Table 1 is an extract of this database. Among many results, it shows that the level of labour
productivity (per hour worked) of the Euro-area is estimated as equal te 95% of the US, while
Japan is at 72% of the US.

A decomposition of GDP per capita ‘
Analysts try to understand the international differences in income produced (GDP per capita) using a
decomposition in which labour productivity in one essential contribution. Analysts decompose GDP per
capita in five elements. GDP/population = (GDP/otal hours worked)¥(total hours worked/persons
employed)*(persons employed/labour force}*{Labour force/working age population)*(working age
population/population)’.

The first element is labour productivity. The second element is the average number of hours worked per
person. The third element is closely related. to the unemployment ratio. The fourth element is the labour
Jforce participation rate and the final element is a demographic effect. Each of these terms may explain the

d{ﬂ“erences in GDP per capita between countries and are linked with specific policy issues.

¥

*  This decomposition omits the transition from the national concept to the domestic concept.
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The focus of the present note is on GDP per hour worked

4. As seen in table 1 and in the box, the preferred definition of labour productivity is GDP per houwr
worked, rather than GDP per person. This focus on GDP per hour work comes from the fact that there is a
wide difference between OECD countries regarding the amount of annual hours worked per worker. The
average US worker’s annual hours is 1800. In the Czech Republic or in the Slovak Republic, annual hours
worked reach nearly 2000 per vear (+10% compared to the US), while in Germany or France it is only
around 1450 (-20%). International comparisons of labour productivity would thus be incomplete if the
amount of hours worked was not taken into account. ‘

Figure 1. Average hours actually werked per person in employment per year, 2002

1800 |— EJAnnual hours of work

Source: Annual hours and Productivity databases.

5. The present memo will therefore focus on the measure of labour input in terms of total hours
worked. This does not mean that GDP per hour worked is to be considered the ideal definition. First,
productivity levels are affected by the composition of the work force. It is for example assumed that the
relatively high level of labour productivity reached by some European countries, such as France, can be
explained in part by the fact that the labour market excludes low skilled workers (which itself explains the
high unemployment). In other words, France has a high labour productivity compared to the US partly
because its work force primarily include high skilled workers. International comparisons of labor
productivity would gain in using a measure that would take into account this different degree of
qua]iﬁca{ion of the work force. This 1s still at the stage of research at the OECD.

6, Second, the use of total GDP as the numerator of the ratio is subject to controversy because it
includes the non market sector, which is inherently difficult to measure in real terms, as there is, by
construction, no price for the services produced by this sector. Recent studies have shown that differences
in the statistical methods devised to estimate the real output of the non market sector can bias the results {4,
5]. Pending better comparability of the measurement of the non market sector, it would be more prudent to
focus on the labour productivity of the market sector (also called “business sector””). However, it is not so
* easy in the SNA 93/ESA 95 framework to decompose national accounts data between the market sector
and the non market sector. However, some approximation may be made to obtain, in practice, these
- concepts. The OECD National Accounts Working Group should consider whether it is possible to
introduce this decomposition in the standard national accounts tables required at international level,
making this international comparison of “business sectors” possible (see recommendation 2).
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The use of consistent national accounts data

7. It is natural to consider that, as the numerator of this ratio, GDP, is the result the compilation of
national accounts, the measurement of labour productivity is improved by using also a national accounts
source to estimate the denominator of the ratio: torafl hours worked.

8. One obvious argument is, for example, that if national accounts adjust GDP for unobserved
economy, it is necessary to use, in the denominator, a measure of hours worked which is also adjusted for
unobserved economy. Another obvious argument is that GDP is based on a definition of the economic
territory which is to be matched.in the definition of the denominator. Only national accounts sources can
achieve such consistencies. i

Recommendation 1: It is preferable to use national accounts sources for the denominator of the
measure of labour productivity, in order to ensure consistency with the numerator.

Recommendation 2: It would be useful that standard national accounts tables allow for the
calculation, even approximately, of GDP and all other relevant variables for the market sector (also -
called “business sector”). A definition of the market sector and/or possible approximation should be
proposed by the international organizations.

9. The objective of the present memo is to promote such a use of national accounts sources on
labour input in the compilation of labour productivity measures. For the moment, the OECD database on
productivity results from the combination of national accounts sources and labour statistics sources. The
OECD is prepared to move to the exclusive use of national accounts sources. However, in order to achieve
this objective, there are three conditions: (1) that complete national accounts data on labour-input are
compiled and transmitted to the OECD, in particular regarding total hours worked, (2) that they are
comprehensive, when compared with labour force statistics, (3} that they are comparable between
countries. These three conditions are discussed in the below sections. -

I1. Availability of national accounts data on hours worked

10. Table 2 shows the current availability of data at the OECD regarding employment and hours
worked. In addition, in the second column, it indicates the type of the variable “employment”: number of
jobs or number of persons.

11. The table shows clearly that it is currently impossible at the OECD to derive a measure of
productivity using uniquely national accounts figures because of the large number of countries that do not
transmit the variable “total hours worked™ to the OECD. While most countries do report employment data
(column 1), only 8 countries out of 30 report total hours (column 3)*. This is most unfortunate considering
that the SNA 93 itself considers “total hours as the preferred measure of labour inputs for the System”
(paragraph 17.11).

12. There are probably three different situations explaining the absence of total hours in the national
accounts tables reported to the OECD. The first one is the case of countries (such as France) which do
compile these data but do not transmit the corresponding tables to the OECD. 1t is therefore a technicality
for these countries to send these tables. The second one is the case of countries (those with an asterisk in
column 3: Belgium, Japan, New Zealand, Poland, USA) which report hours worked but onty for
employees, and not for self-employed. These countries would need to extend their estimates of hours
worked to cover self-employed. Many other countries have implemented such estimates, and it should be

*  The table for transmission is the OECD/Eurostat table 0303, which is shown in Appendik 1.

- 222 -



STD/NAES{2004)6

possible for them to use similar methods. The third one is the case of countries that have not yet
introduced hours worked in their national accounts. This could be due partly to the absence of sources on
hours worked. However, this looks strange considering that nearly all OECD countries report average
hours worked under the Labour Force Statistics program of the OECD (see appendix 2).

Table 2: availability of data on employment and hours worked in the national accounts

NA employment Johs/ Total Hours
Data for 2002 Persons Data for 2002
except when except when
signaled signaled
Austrdlia 9206 (2001/2) Persons
Austria 4066 Jobs
Belgium 4136 : Persons *
Canada 15678 Jobs 27882
Czech Republic 4765%* Persons
Denmark 2782 Persons 3597
Finland 2359 Persons 4075
France 24887 Persons
Germany 38671 ; Persons 55791
Greece 3924 Jobs 8192
Hungary 3870 Persons 7287
Iceland :
Ireland 1766 Persons
Italy 24009 " Persons
Japan 65299 Jobs
Korea - 22151 Persons 54605
Luxembourg 288 Persons
Mexico 40117 Pérsons
Netherlands 8349 Persons
New Zealand 1876 ' ' ®
Norway 2317 Persons 3145 (2001)
Poland 14590 *
Portugal 4923 (2000) Persons
Stovak Republic 2016 Persons
Spain 16343 Persons :
Sweden 4353 6964 (2001)
Switzerland 4172 ; Persons
Turkey
United Kingdom | 29526 Jobs
United States 147721 Jobs i

* total hours are compiled for employees but not for self-employed
*#* national concept

- 223 -



STD/NAES(2004)6

Recommendation 3: OECD countries should report systematically total hours worked for employees
and self-employed in the format of the OECD/Eurostat

Questionnaire, table 0303. Countries unable to transmit these data should explain the reason why
there are unable to do so.

Abandon the concept of full-time equivalent

The current table 0303 requests three measures of labour input: (1) in terms of persons, (2) in
terms of full-time equivalent, (3) in terms of hours. The new table 0303, which will be implemented in
2005, abandons the measure in terms of full-time equivalent. This measure of labour input is inferior to

the measure in terms of hours. and is not used by productiviry analysts. It has been therefore dropped from
the new table 0303,

13. As, for the moment, it is not in a position to use exclusively national accounts data to derive the
measure of labour input, the OECD was therefore led to make use of sources originating directly from
labour force statistics. At the present stage we generally use a combination of data in terms of employment
from the national accounts, and of average hours originating from labour force statistics. The method is
described in appendix 3. This allows us to make our own crude estimates of total hours. However, an
estimate of total hours made directly by national experts remains preferable. First, it would cenainly gain
in terms of quality. Second, it is better that national experts control most of the parameters of the
calculation of international relative labour productivities, considering the importance of this indicator for
policy makers. -

The issue of “jobs” versus “persons”

14. A full economic analysis of labour productivity implies a decomposition of total hours worked
between the variable “employment” and the variable “average hours”. In this context, labour market
- analysts tend to give priority to the concepts of “persons” and “hours worked per person” rather than to the
concepts of “jobs™ and “hours worked per jobs”. The first set of concepts considers that a multiple job
holder counts for one, while the second counts several units per individual.

15. Column 2 of Table 2 shows which set of concepts are used by countries. Most countries transmit
to the OECD data in terms of persons’. Only 6 countries (Austria, Canada, Greece, Japan, UK, USA)
- transmit data in terms of jobs. It is important to note that the conceptual difference can have significant
effects on the data. "In the US, the rate of multiple job holders is more than 5%. Thus the variable
“employment” expressed in terms of jobs is 5% larger than the one expressed in terms of persons.

16. The SNA seems to give priority to the concept of jobs on the concept of persons. Its paragraph
17.7 even says: “Emp]oyment does not enter into the System, but jobs do; a job is like a transaction, while
an employed person is not”. Such an anathema on indicators in terms of persons does not appear in the
ESA 95, which, in addition, gives more precise definitions of employment.

17. It is true that “jobs” 1s a variable that has the good property of being additive, while “persons” is
not always additive (a multiple job holder should not be counted several times in the context of statistics
expressed.in terms of persons. In industry statistics a multiple job holder should be affected to his primary

3 Tables 1 already have already dropped the concept of FTE.

®  Poland i 1s still a case that needs further clarification: the figure in the table could be Full-Time Equlvalent and not

persons,
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industry). However, and despite the SNA 93, analysts of labour market prefer to use the concepts of
persons. As explained in the box of section 1 of the present paper. analysts decompose GDP per capita in
four elements: GDP/population = (GDP/total hours worked)*(total hours worked/persons
employed)*(persons employed/working age population)*(working age population/population). All these
elements use the concept of persons and not the concept of jobs. In this context. the introduction of
indicators based on the number of jobs rather than the number of persons complicates unduly the picture.

18. The preference to the use of statistics in terms of jobs or in terms of persons may also simply
originate from the source data, Household surveys (such as the European Labour Force Survey in Europe.
or the Current Population Survey-CPS-- in the USA) deliver statistics in terms of persons, because persons
are interviewed. On the contrary, surveys of employers (such as the Current Employment Survey-CES-in
the USA) deliver statistics in terms of jobs, because two employers will report twice the same person who
has two jobs. Thus, the use of one or other concept in the national accounts could come from the type of
data available in the country. However, our understanding is that most countries have both information,
and can therefore pass, with more or less difficulties, from one type of data to the other. Therefore, we can
propose the following recommendations.

Recommendation 4: SNA chapter 17 on “Population and labour inputs” should be amended to give
more room to indicators in terms of persons. The ESA 95 chapter 11 on population and labour input
could be used as a basis for a redrafting of the SNA.

Recommendation 5: The 6 OECD countries that report employment in terms of jobs should either
move to statistics in terms of persons, or report, in addition to current data, statistics in terms of
persons.

- HL Comparability with labour force statistics’

19, The objective of the present paper is to promote the use of national accounts data for the measure
of the denominator of labour productivity. At the same time; as employment is at the centre of
preoccupation of all policy makers, statistics on employment are headline indicators in all countries. But
these statistics are generally not the national accounts statistics. The increasing use of national accounts
data on employment for the sake of international comparisons of labour productivity will therefore
inevitably draw the attention to the difference between the two sets of data. These differences should be
explained to make the national accounts sources fully convincing.

" This issue of comparability had been raised in an OECD paper of 1998 [8], and more recently in an Eurostat paper
of October 2003 [10]. ’
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Table 3: comparison of national accounts employment, and OECD labour force statistics

(source OECD databases, in 1000)

Na Labour force %
employment statistics difference
Bata for 2002 Data for 2002
excepl when except when

signaled signaled
Australia 9206 (2001/2) 9,295 -1.0
Austria 4066 3,772 7.8
Belgium 4136 4,012 3.4
Canada 15678 15,466 1.4
Czech Republic 4765 4,796 -0.6
Denmark 2782 2,713 .25
Finland 2359 2,393 -1.4
France 24887 24,601 1.2
Germany 38671 36,245 6.7
Greece 3924 3,949 -0.6
Hungary 3870 3,871 0.0
Iceland 157
Ireland 1766 1,750 0.9
ltaly 24009 21,922 ]
Japan 65299 63,300 &2
Korea 22151 22,169 -0.1
Luxembourg 288 288 0.0
Mexico 40117 39,265 2.2
Netherlands 8349. 8,027 4.0
New Zealand 1876 1,885 -0.5
Norway 2317 2,286 1.4
Poland 14590 13,846 5.4
Portugal 4923 (2000) 5,115
Slovak Republic 2016 2,141 -5.8
Spain 16343 16,260 0.5
Sweden 4353 4,244 2.6
Switzerland 4172 4,180 -0.2
Turkey ' 20,854
United Kingdom 29526 28,415 3.9
United States 147721 137,963 7.1
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Table 4: comparison of national accounts implicit annual average hours per worker and OECD
Iabour force statistics average hours per worker
(source OECD databases)

NA Total NA Implicit Average %e
Hours Average hours hours/worker difference
Data for 2002 ; Labour Force ;
except when statistics
signaled
Canada 27882 1788.4 1731 3.3%
Denmark 3597 1293.0 1462 -11.5%
Finland 4075 17274 1727 0%
Germany 55791 1443 1443 0%
Greece §192 | 2087.7 1928 8.2%
Hungary 7287 : 1882.9 1766 6.6%
Korea 54605 2465.1 2410 2.3%
Norway 3145 (2001) 1361.5 1342 1.5%
Sweden 6964 (2001) 1602.8 1581 1.4%

Table 3 illusirates the difference between the two sources regarding the number employed (persons/jobs.
depending on country). As can be seen. except for a very small minority of countries. there are significant
differences. There are very good reasons to explain these differences. Some of them are already known 1o us,

20. For example. the difference of 7% between the level of employment measured in the national
accounts of the USA and the corresponding labour force statistics is partly explained by the fact that the
labour force statistics presented here is in terms of persons while the national accounts data is in terms of
jobs®. This is also true for Canada, and probably also Austria.

21. On the other hand, the major difference between the two sources for Italy originates most
probably from the fact that national accounts are adjusted to reflect for unobserved economy while labour
force statistics are not.

22, Table 4 illustrates the same type of difference but for the variable “average annual hours™. By
construction, the table is limited to the countries that repori hours worked in the framework of national
accounts. The column “Implicit national accounts average annual hours™ has been compiled by dividing
total hours by the number of employed. Significant differences appear, for example, for Denmark, Greece
or Hungary.

These differences call for more detailed explanations.

23. Based on a pilot project with two countries (France and Canada), OECD and Eurostat intend to
disseminate a common guestionnaire trying to analyze these differences. The aim is to have, for each
country, and for a given year, a table explaining (and giving figures on) the difference between the two
statistics. This table should help users to understand and justify the adjustments made by national
accountants. It is also expected that this information will help us verifying the international comparability
of national accounts measures of labour input. '

® OECD Labor Force Statlstxcs for the US are based on the CPS (which measures persons) while national accounts

are based on the CES (which measures jobs).

N
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IV. From a pilot test to a questionnaire

24, Two countries, France and Canada, have accepted to participate in a pilot-test of explaining in
detail the compilation of total hours worked in the framework of national accounts from original labour
force statistics. This exercise has been conducted during a specific session of the Paris Group meeting of
September 2004 (in Lisbon) [6, 7]. In addition, the USA has drafted a short document explaining the
differences between the different sources on hours worked in the US.

Canada

25. Table 5 shows a simplified bridge table between the original labour force statistics and the
national accounts data for Canada. The table distinguishes the two main elements of the compilation of
total hours: (1) employment; (2) average annual hours worked. In Canada, the main source of the data for
employment is the Labour Force Survey, which gives a number of 14 531 persons in 1999. Canadian
national accountants modify it to express it in terms of jobs, which is the preferred SNA concept. This
adds nearly 5% to the original data. Then they add an additional 1.1% to take into account territories that
are not covered by the Labour Force Survey. Finally, they exclude a population considered as employed in
the survey but not considered employed by national accountants (-3.8%).

26. Regarding hours worked, the main source in Canada is also the Labour Force Survey. The
definition of hours worked in this survey is considered to match closely the SNA/ILO definition of hours
worked (see SNA par. 17.11). Therefore, the only adjustment made by Canada to the survey's results
consists in devising a method to extrapolate hours worked as reported in specific weeks of the month to
other weeks of the month, taking into account civic and other holidays.

27. Canada does not introduce any specific adjustment regarding the unobserved economy.
28. The table ends with the calculation of total hours and the implicit global average annual hour.
This implicit national accounts average annual hours worked is compared to the corresponding OECD

Labour Force Statistics. In the case of Canada, the two figures are exactly equal, showing the close
coordination between the compilers of the two sets of data.
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Table 5: Canada, year 1999

I. Employment:

Number of employees and self-employed (official source: Labor Force Survey): 14531
Adjustment to SNA concepr of jobs:

Addition of multiple job holders: +708 (+4.9%)

Inclusion of jobs in aboriginal reserves and military personnel: ’ +122 (+0.8%)

Inclusion of jobs in Northem Territories and civil servants working outside Canaday: +47 (+0.3%)
Exclusion of unpaid absentee paid workers: . - 415 (-2.8%)

Exclusion of self employed with zero hours worked - 142 (-1.0%)

Total NA employment in terms of jobs 14851

(a) Of which employees 13169

(b) Of which self-employed 1682

IT Annual hours worked per job

Employees \

LFS x 52 hours worked(persons) 17355
Adjustments to the SNA class of workers definition (persons) ’ 1827.5
Adjustments to the number of jobs 1774.6
Adjustments for LES reference weeks (civic and ather holidays)

(c) CSNA annual hours worked 1756
Self-emploved

LFS x 52 hours worked (persons) 1989.1
Adjustments to the number of jobs and to the SNA concept 1974.4
Adjustments for LFS reference weeks (civic and other holidays) 1804.0
(d) CSNA annual hours worked 1784

I1I Unobserved economy : -

1V Total hours worked

Employees ={a) * (c) 23125384

Self employed = (b) * (d) 3000 537
~ Total 26 125921

Implicit annual hours worked per job 1759

Annual hours OECD Labour force statistics ' 1759

* The hours worked per employee is revised up when we move from the official LES datato the number of persons as
measured by the SNA because the former includes proprietors of incorporated business in its self-
employed category while this population is move to the employee category in the SNA classification.
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Table 6: France: Year 2001

1. Declared employees:0.0

Number of persons (Census extrapolated by administrative sources):

(including employees of “Départements d"OQutre Mer” :

From national concept to domestic concept:

Exclusion of residents working outside the economic territory:
Inclusion of non residents working inside the economic temtor}
Inclusion of general conscription:

Number of declared employees, domestic concept:

Calculation of theoretical total hours worked -
Number of employees in fuli-time equivalent

- X Theoretical number of weeks worked during the year
x Theoretical number of hours per week

* Total number of theoretical hours worked'”
Adjustments to theoretical number of hours worked
Adjustment for temporary lay-offs

Adjustments for strikes

Adjustments for sickness leaves

Total number of hours worked for employees

I1. Self employved

Number of self-employed (including DOM)

In terms of full-time equivalent

Average annual hours worked (full time, adjusted for « overwork™)
Total number of hours worked for self employed

III Unobserved economy

Number of unobserved persons (full time equivalent)
Average annual hours

Total hours unobserved economy

IV Total economy

Total number of workers (at full time equivalent)
Total number of hours

Implicit annual hours worked by worker at full time

Implicit annual hours worked by worker (excluding unobserved economy)

OECD estimate (from labour force statistics)
Difference

STD/NAES(2004)6

22 740
434)

=260 (-1.2%)
+20 (+0.1%)

. +10

22510

20 837
4431
36.61

33 866 000

-14 000 (-0.04%)
-14 000 (-0.04%)
-2 140 000 (-6.3%)
31 698 0000

2220

2168
2193
4 755 000

376
1531
576 000 (+1.6%)

23400

37 029 000
1582
1474
1459
-1%

' The multiplication of the three above figures does not give the exact result, as this multiplication is done at a

detailed level of mdusmes
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France

29, Table 6 is the corresponding table for France. The table is somewhat more complex than for
Canada as the method used in France distinguishes three domains: employees. self-employed, unobserved
economy. Specific adjustments are made in each domain.

30. In France, priority is given to the data coming from administrative sources (benchmarked on
Census). The Labour Force Survey is used only as a secondary source. The starting headline indicator for
Labour Force Statistics on employees is based on Census extrapolated by administrative sources, resulting
for the year 2001, in a number of 22 306 (thousands).

31, National accountants then introduce a series of adjustments to adapt this number to the definition
of economic territory underlying GDP: inclusion of employees of the “départments d’outre mer” (+1.9%),
exclusion of residents working outside the territory (Luxembourg, Germany, Switzerland), inclusion of an
estimate of non residents working in the economic territory and of the non professional military (general
conscription).

32. Regarding hours worked, the caleulation is not directly based on the results of the Labour Force
Survey, which is considered too volatile. The method is in four steps: (1) compile a figure for full-time
equivalent employees, based on data on amount of partial time from surveys on employers; (2) calculate
then a theoretical number of weeks worked, taking into account holidays and annual leaves, and a
theoretical number of hours worked per week, based on surveys on employers (known to be biased towards
legal hours); (3) derive a theoretical number of hours worked from these two first steps, (4) introduce
adjustments to take into account sickness leaves, temporary lay-offs and strikes, and finally obtain an
estimate of effective total hours worked for employees.

33 A similar method is used for self-employed. It includes a special adjustment for “overwork” of
self-employed. France then makes an explicit estimate of the unobserved economy (+1.6%). Finally
France delivers the total number of hours worked: 37 029 000.

USA

34. The document presenting the US case is available as appendix 4. For the moment, in the USA,
the national accounts (BEA) only publishes estimates of hours worked for employees, and not for self-
employed and unpaid family workers. Estimates of hours worked are the product of industry full-time and
part-time employées, average weekly hours, 52 (number of weeks in a year), and the ratio of hours worked
to hours paid. The BEA includes an estimate of employees not covered by the original labor force
statistics monitored by the BLS and corresponding to the adjustment made for underreporting of wages and
salaries.

35. ~ For the moment, the situation for US data is the following: the BLS data on hours worked are
more comprehensive than the national accounts data, because they include self-employed persons and
unpaid family workers, but the BEA data includes an adjustment for underreporting which is not included
in BLS data. BLS and BEA staff are discussing the possibilities of developing a measure which would
combine those two elements. '

Towards a general questionnaire

36. - Based on this pilot test, OECD and Eurostat have prepared a general questlonnalre to which 1s
attached a table illustrating the main differences for a given year. The two organisations intend to
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disseminate this questionnaire to member countries in the autumn of 2004. The questionnaire is presented
in the next pages.

Recommendation 7: national experts are requested to give their opinion on the principle and
structure of the questionnaire and the attached table.

37 The pilot test has shown that one difficulty with the questionnaire is that it focuses on global
economy totals while, in practice, countries methods of estimation are based on very detailed (industry *
region) estimates. Nevertheless, it is hoped, that it will be possible for national experts to make an
estimation of the different adjustments at the global fevel. This was possible in the case of France and
Canada.

V. Questionnaire on the bridge table between labour force statistics and national accounts.

38. The proposed questionnaire is a semi-open questionnaire, which should be used in conjunction
- with a table including numbers (An Excel version of the table will be attached to the final questionnaire).
The objective of the questionnaire/table is to explain in a reasonable detail the differences between (1)
original sources on employment and on hours worked, and (2) national accounts figures. Pricrity should
be given to the table containing numbers for a recent year. The table can and should be adapted to the
specific situation of the country.

39. The original source should correspond in principle to the OECD Labour Force Statistics sources.
If this source is not adapted, another one should be used. In principle, it should be a source made publicly
available in the country.

Questionnaire
1. Part on Employment underlying GDP

Question 1.1:  what is the main original source for employment in the national accounts (i.e:
administrative source, Labour Force Survey, other)? Describe this source, its coverage, whether it is in
terms of jobs or persons. Describe different sources if different sources are needed to evaluate different
parts of the employed population, in particular, if necessary, differentiate sources between employees and
self-employed.

Question 1.2: describe and evaluate possible adjustments made to pass from the concept of stocks (persons
employed at given date) to the concept of flows (persons employed during the year).

Question 1.3: describe and evaluate possible adjustments made to transform the original source to adapt it
to the concept of persons (if the original source is in terms of jobs), or conversely adapt it to the concept of
jobs (if your country has chosen to publish national accounts data in terms of jobs and if the original source
is in terms of persons),

- Question 1.4: describe and evaluate adjustments made to this source in terms of coverage of the economic
territory. Try to separate and evaluate adjustments for militaries (including specifically conscripted forces,
if necessary), other collective households not covered by the main source, residents working outside/inside
the economic territory.

Question 1.5: describe and evaluate adjustments made to take into account the unobserved economy:

Question 1.6: describe and evaluate other adjustments (residents working for non resident producer units —
which are included in NA but not in labour force statistics--, non residents working with resident producer
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units—included in NA but not in labour force SlaUStICS"_ resident workers living permanently in an
1
institution, resident workers under the age considered in labour force statistics, prisoners at w ork,...)

Part on average annual hours worked

Question 2.1: Do you compile national accounts data in terms of hours worked for the total economy? If
not, explain why, If yes. do you transmit this data to the OECD in the format of table 0303 (see attached)?
If not, why?

Question 2.2: what is the main original source for hours worked in the national accounts (i.e:
administrative source --e.g. official working hours--, Labour Force Survey, other)? Describe this source
and its coverage. Describe the ability of this source to reflect the ILO definition of hours worked (see
paragraphs 17.11 of the SNA). Describe different sources if different sources are needed to evaluate
different parts of the employed population, in particular, if necessary differentiate sources between
employees and self-employed. ‘

Question 2.3: describe the different adjustments made to transform the original source to adapt 1t to the
concept of working hours in terms of national accounts. Try to separate and evaluate adjustments:

to take into account holidays and annual leaves
for sickness leaves,

for strikes and temporary lay-offs

for paid but not reported overtime

for unpaid overtime

Question 2.4: describe the estimation of hours made for self-employed? Is a speciﬁc adjustment made for
unreported overtime for self-employed people? On the contrary, if LFS data is used, do you mtroduce a
downward adjustment to reported actual hours by self-employed?

Question 2.5: if an adjustment is made for the number of employed in relation to the unobserved economy,
what assumption is made regarding the hours worked by these persons?

Question 2.6: other adjustments before final figure for national accounts annual average working hours?
Total hours

Question 3.1: Describe the method to obtain finally total hours

Other issues

Question 4.1: do you use the concept of full-time equivalent in your pub]lshed data? If not do you use it in
your compilation process?

" ESA paragraphs 11.17 to 1] 19 describe ver) precisely what 1$ included and not mcludcd in the NA concept of

employment.
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Bridge table between labour force statistics and national accounts
Country: 7777727
|. Employment numbers

(1) Number of persons/jobs from the official Labour Force Statistics
of which employees
of which self-employed

Adjustment made to adapt to NA concepts
From stock to annual flows (averages)
From jobs/persons concept to jobs/persons concept
Adjustment for economic territory
Mifitary
Other collective households not included in (1)
Territories not covered by (1)
Residents working outside the economic territory (-)
Non residents working inside the economic territory (+)

Adjustment for unobserved economy
Other adjustments
(2) Number of persons/jobs in the national accounts framework
Il. Average Annual Hours worked
(3) Main original number from Labour Force Statistics
Adjustments made on original source
To take into account annual leaves and holidays
For sickness leaves
For strikes and temporary lay-offs
For paid but unreported overtime
For unpaid overtime
Other adjustments
{4) National Accounts annual average hours

HI. Total hours worked

(2)*{4)=

- 234 -

year
7777

G RIS R G I, |

P JPC SRS O S

STD/NAES(2004)6



STD/NAES(2004)6

Bibliography

i4]

[5]

(6]

(71

{8]

19]

(10]

OECD, 2003, The Sources of Economic Growth in OECD countries, Paris

OECD Statistics Working Paper, 2003/5, Comparing Labor productivity Growth in the OECD area:
the role of measurement, htip:/fwww . olis.oecd.orgfolis/2003doc.nst/Link To/std-doc(2003)5

OECD Statistics Brief, March 2002, Purchasing Power Parities -measurement and uses.
http:/fwww occd.ore/datacecd/32/34/20781 77 .pdf

Center for the Study of Living Standards, January 2004, Aggregate Labor productivity Growth in
Canada and the United States: definitions, trends and measurement issues.

The Atkinson Review: Interim Report, UK, July 2004,
www.statistics.gov.uk/about /methodology by theme/atkinson/

Annual Measure of the Volume of Work Consistent with the SNA: the Canadian Expenence, Jean-
Frangois Maynard. StatCan, Lisbon, Paris Group Meeting, September 2004

Calcul du volume des heures travaillées et de I"'emploi dans la comptabilité nationale frangaise, Paul-
Emmanuel Piel, Lisbon, Paris Group Meeting, Septembre 2004

Employment measures in the OECD national accounts: comparison between national accounts and
labour force statistics, OECD, September 1998, http://www.oecd.org/dataoecd/33/47/2682096. pdf

Consistency of employment and earnings statistics in laber force survey and national accounts for
productivity, OECD, DSTVEAS/IND/SWP(2003)1 1

Employment data in the national accounts, Eurostat B1-B2/CN 536 en, October 2003

- 235 -



Appendix 1

Table 0303 of OECD/Ewrostat questionnaire

Questionnaire ""SNA 93/ ESA 95"
Labour input'"

country:

year:

STD/NAES(2004)6

Table
0303

employ.

FTE

hours
worked

total

employees

self-
employed

total

employees

self-
employed

total

employees

self-
employed

ETO

EEM

ESE

ETO

EEM

ESE

ETO

EEM

ESE

unit

TSD PER

TSD FTE

TSD HRS

code of
industries

1=24+3

2

4=5+6

5

7=8+9

8

AYA

AYB

AYC

AYCA

AYCE

AYD

 AYDA

AYDB

AYDC

AYDD
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Appendix 2

Annual hours worked as published in the OECD employment outlook

See table F in

http://www.oecd.org/dataoecd/42/535/32494755. pdf

- 237 -



STD/NAES(2004)6

Appendix 3
INFERNATIONAL COMPARISONS OF LABOUR PRODUCTIVITY LEVELS -
THE OECD .APPROACH TO ESTIMATION
Dirk Pilat"
Introduction

1. International comparisons of productivity growth can give useful insights in the growth process,
but should ideally be complemented with international comparisons of income and productivity levels. An
examination of income and productivity levels may give insights into the possible scope for further gains,
and also places a country’s growth experience in the perspective of its current level of income and
productivity. OECD has published estimates of labour productivity levels in various studies (e.g.
Englander and Gurney, 1994; Pilat, 1997; Scarpetta, er al., 2000; OECD, 2003), but has not yet produced
official estimates of labour productivity levels. A table with estimates of productivity has been made
available at the OECD Internet site on productivity, however, at: www.oecd.org/statistics/productivity

2. With the release of OECD estimates of productivity growth in the OECD Productivity Database
in March 2004, attention has turned to the measurement of official OECD estimates of productivity levels,
since these serve as a yardstick of economic performance in many OECD countries. Several statistical
agencies and international organisations, inclading Eurostat, the UK Office of National Statistics, the US
Bureau of Labor Statistics, and the International Labour Oreanisation, now release estimates of labour
productivity levels, as do some academic institutions, such as the Groningen Growth and Development
Centre, and some private institutions, such as the Conference Board. In several instances, notably in the
case of Eurostat and the ONS, estimates of labour productivity levels serve as official yardsticks of
economic performance and are used to measure progress with regards to explicit policy targets.

3. Given the importance attached to labour productivity levels, it is unfortunate that there is still
considerable variation in the currently available estimates. Primarily, this seems due to differences in the
choice of basic data and methodology. Indeed, much of the differences can be brought back to how
different organisations select and combine information on the three components of labour productivity,
levels at the economy-wide level. These components are gross domestic product. labour input and a
conversion factor for total GDP (typically a purchasing power parity or PPP) that is needed to translate
output in national currency units to a common currency.

4, This note briefly discusses some of the main measurement issues for these components, as well
as the different data choices that can be made. It focuses on the current OECD approach to measuring
labour productivity levels, but also refers to other possible approaches, where appropriate. The discussion
focuses on comparisons of labour productivity at the economy-wide level; the estimation of productivity
levels”for individual industries raises additional measurement issues that go beyond the scope of this
paper. : .

> This note reflects work in several parts of the OECD, notably in the context of national accounts, labour statistics,
purchasing power parities as well as productivity statistics and analysis.

= A forthcoming OECD reader discusses these issues in greater detail,
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Output: comparability and data choices

5. Most comparisons of labour productivity levels focus on GDP as the measure of output. Other
measures of aggregate output, such as GNP or national income, have also been used in a few studies, but
are not considered here. The measurement and definition of economic output is treated systematically
across countries in the 1993 System of National Accounts (SNA 93). Most countries in the OECD area
have now implemented the 1993 SNA, Turkey being the only exception, which implies that its level of
GDP is likely to be somewhat understated relative to other OECD countries. Despite the harmonisation of
GDP estimates through the 1993 SNA, there are some differences in estimation methods across countries,
however (Ahmad, et al., 2003). These typically have only a small effect on growth rates, but may be
substantially more important for comparisons of output and productivity levels. Some of the main
differences that are known to affect GDP levels are the following (Ahmad, et al., 2003):

° Expenditure on military equipment. The coverage of government investment in the US National
Income and Product Accounts (NIPA) is more extensive than that recommended by the SNA,
since it includes expenditures on military equipment (aircraft, ships, missiles) that are not
considered assets by the SNA, The national accounts in most other OECD countries strictly
follow the SNA in this matier. As the amount of public investment affects GDP, this results in a
statistical difference in the measurement of GDP. Convergence on this issue is expected in the
next edition of the SNA, in 2008. In the meantime, the QECD publishes data in its Annual
National Accounts Database for the United States which adjust for this difference.

° Financial Intermediation Services. Most banking services are not explicitly charged. Thus, 1n
the SNA, the implicit production of banks is estimated using the difference between interests
received and paid. All OECD member countries have estimated this part of bank production.
known as “Financial Intermediation Service Indirectly Measured” or “FISIM”. While it is
relatively straightforward to recognise and estimate FISIM, the key problem is breaking it down
between final consumers (households) and intermediate consumers (business and government).
Only the first part has an overall impact on GDP. In the United States, Canada and Australia,
such a breakdown has been estimated in the national accounts for some time, in accordance with
the SNA. In Europe and Japan, the implementation of a breakdown between final and
intermediate consumers has been delayed. The recent comprehensive revision of the US
accounts has significantly reduced the difference in GDP levels linked to this factor to just over
1% of GDP, roughly halving the impact on growth. The EU member states and Japan have
announced that they will implement the aliocation of FISIM in their accounts, starting in 2005.
Preliminary estimates suggest that European GDP levels would increase by approximately 1.3%.
an amount close to the impact in the United States. This methodological difference should thus
be mostly eliminated in 2003, but does affect current comparisons of GDP and productivity
levels.

. Software investment. Another significant issue in the comparability of GDP concerns the
measurement of software. The 1993 SNA recommended that software expenditures be treated as
investment as long as the acquisition satisfied conventional asset requirements. This change
added nearly 2% to GDP for the United States, around 0.7% for Italy and France, and about 0.5%
for the United Kingdom. Doubts on the comparability of these data were raised when comparing
“investment ratios”, which are defined as the share of software expenditures that are recorded as
investment to total expenditures in software. These ratios range from under 4% in the United
Kingdom to over 70% in Spain (Lequiller, et al., 2003; Ahmad, 2003). A priori, one would
expect that these are roughly the same across OECD countries. An OECD-Eurostat Task Force
confirmed that differences in estimation procedures contributed significantly to the differences in
software capitalisation rates, and a set of recommendations describing a harmontsed method for
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estimating software were formulated (Lequiller, er af, 2003; Ahmad, 2003). Most of these
recommendations will be implemented by countries, but this will only happen gradually,
Differences in software measurement will therefore continue to have an impact on the
comparability of GDP levels for some time to come.

. The informal economy. Another factor that may influence the comparability of GDP across
countries is size of the non-observed economy. In principle, GDP estimates in the national
accounts take account of this part of the economy. In practice, questions can be raised about the
extent to which official estimates have full coverage of economic activities that are included in
GDP according to the SNA, or to which extent there some under-reporting is involved. Large
differences in coverage could substantially affect comparisons of productivity levels.

6. It is not clear, a priori, how large the impact of these, and possible other, differences is on GDP
levels. What is clear, however, is that there is a margin of uncertainty associated with the comparability of
levels of GDP across countries. Consequently, there is also a range of uncertainty associated with
estimates of productivity levels; small differences between countries (of a few percentage points) will
obviously fall within this range of uncentainty. This is important in interpreting estimates of productivity
levels; countries within a small range of income and productivity levels may not have income and
productivity differences that are statistically or economically significant (Schreyer and Koechlin, 2002:
Van Ark, 2004).

7. The data choices for GDP are fairty uniform across different sources. In the OECD estimates of
productivity levels, data on GDP are derived from OECD's Annual National Accounts (ANA). The data
from ANA are based on OECD’s annual national accounts questionnaire to OECD member countries. The
data resulting from this questionnaire may differ somewhat from national sources and are more comparable
-across countries than those derived fromm OECD’s quarterly national accounts (or the OECD Economic
Outlook database), thanks to some small methodological adjustments that are made. For example, the US
GDP estimates are adjusted for expenditure on military equipment, as discussed above. However, the
differences with other OECD sources, such as the Quarterly National Accounts and the Economic Qutlook
database, are minor for most countries.

8. For two countries, Australia and New Zealand, the OECD’s Annual National Accounts provide -
GDP estimates for fiscal years. Since comparisons of productivity levels ideally have to correspond to the
same (calendar) year, OECD currently derives GDP data for these countries from the OECD Quarterly
National Accounts, as this source also provides data for calendar vears.

Labour input: comparability and data choices
Employment

9. Equally important for international comparisons of productivity levels are comparable measures
of labour input. In-most comparisons of labour productivity levels, labour input is measured along only
two dimensions: the number of persons employed and the total number of hours worked of all persons
employed."

10. Basic data for employment can be derived from several sources, including administrative records,
labour force surveys and establishment or enterprise-based surveys. Labour force surveys are typically
conducted to provide reliable information about personal charactenstlcs of the labour force, such as

- MoaA possible thlrd dimension concerns labour composition. This dimension is currently not considered in the OECD
approach.
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educational attainment, age. or the occurrence of multiple job holding, as well as information about the
~ jobs (e.g. hours at work, industry, occupation and type of contract). Compared with most other statistical
sources on employment, labour force surveys are quite well standardised across OECD countries as most
countries collect their numbers on the basis of agreed guidelines, and therefore they pose few problems for
international comparisons. In addition, labour force surveys have fairly comprehensive coverage of the
economy. However, they are based on a national concept, which implies that they exclude non-resident
workers (commuters) that are quite important for some OECD countries. Moreover, they may have lower
and upper age thresholds and may exclude institutional households. Despite these shortcomings, labour
force surveys are often an important source of information for comparisons of productivity levels for the
aggregate economy.

11. The main difficulty with employment estimates from labour force surveys is that the data are not
necessarily consistent in coverage with other data needed, notably GDP and hours worked. Labour force
surveys are mostly defined within geographic boundaries, whereas, for example, national accounts are
defined within economic boundaries. This implies, for example, that a country’s military bases and
diplomatic premises on foreign soil are part of its economic territory, and that the residence of an
enterprise is determined according to its “centre of economic interest”.

12. A second major source of employment data is therefore the national accounts. Following the
introduction of SNA 1993/ESA 1995 many countries now provide data on employment in the framework
of the national accounts. In principle, riational accounts information on employment is preferable over
Jabour force surveys, due to the conceptual issues discussed above and since the national accounts are
likely to integrate a wider range of basic source data on employment.

13. In practice, however, the concepts and actual compilation of the national accounts estimates of
employment are not yet as well standardised as labour force surveys. One issue 1s conceptual; most
European countries provide data on persons employed in their national accounts. as is also the case with
the labour force surveys. In several other OECD countries, including Austria, Canada, Greece, Japan, the
United Kingdom and the United States, the national accounts data on employment refers to the number of
jobs, which is closer to the concept used in establishment or enterprise statistics. This conceptual
difference can be quite important for the resulting estimate of employment, notably in countries with a high
rate of multiple job-holding, such as the United States.

14. Previous OECD estimates of productivity levels have primarily used the labour force surveys as
the preferred source of employment data for productivity comparisons at the aggregate level (see Scarpetta;
et al., 2000; OECD, 2003).. This was driven by two motivations: 1) the degree of international
harmonisation of labour force surveys as regards estimates of employment; 2) the link between
employment estimates of labour force surveys and other population and workforce characteristics, such as
working-age population and labour force. This link allows estimates of GDP per hour worked to be
combined with estimates of GDP per capita, GDP per person of working-age and GDP per person in the
labour force.

15. Recently, OECD has decided to move to the national accounts as the preferred source of
employment data. This methodological change was driven by three motivations:

(1) Consistency berween GDP and employment. Employment estimates from the national
accounts are likely to be more consistent with GDP estimates than employment estimates
from labour force surveys, since the employment estimates may incorporate information from
other sources of ¢employment. For example, in several countries, e.g. Italy, GDP includes an
adjustment for the informal economy. This adjustment is also reflected in the employment
estimate in the national accounts. The employment number in the labour force survey is
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substantially lower; using this number for comparisons of productivity levels would lead to
an upward bias in the Italian level of labour productivity.

(2) Conceptual. The national accounts are more appropriate from a conceptual point of view,
stnce they use economic boundaries instead of national boundaries.

(3) Link to OECD estimates of productivity growth. The OECD estimates of productivity growth
are also closely linked to the national accounts.

16. Despite this change in the source of employment data for OECD estimates of productivity levels,
it is important to be cognisant of the statistical problems that are still associated with national accounts
information on employment. The first important limitation is that only ten OECD countries currently
include data on total hours worked in the framework of national accounts. These are: Canada, Denmark,
Finland, France, Germany, Greece, Hungary, Korea, Norway and Sweden. The inclusion of such data is
quite new and requires further investigation before they can be used for international comparisons. This
investigation is under way. Currently, the OECD uses data on hours worked that are collected for the
OECD Employment Outlook from a variety of sources, including labour force surveys, and combines these
with employment figures from national accounts to derive an estimate -of total hours worked (see below).
In several cases, these estimiates of hours worked are consistent with the national accounts {OECD, 2004).
A second problem is that little is known about how countries currently integrate different sources of
employment information in the national accounts. It is not clear whether this is done in a harmonised way
across countries. Third, some counntries supply data on persons employed, others on jobs or full-time
equivalents. '

17. Work is currently underway in several organisations, including the OECD and Eurostat, to
examine and improve the employment measures that are included in the national accounts. This work will
hopefully reduce some of the uncertainties that are associated with employment estimates in the national
accounts, and the adjustments that countries make in integrating different sources of employment
information.

Hours worked

18. Estimates of levels of GDP per hour worked require estimates of total hours worked that are
consistent across countries. As discussed above, this consistency is currently achieved by matching the
hours worked per person that are collected by the OECD for its annual OECD Employment Qutlook with
the national accounts measure of employment for each individual country. Estimates of average hours
actually worked per year per person in employment are currently available on an annual basis for 27
OECD countries (see OECD (2004), Statistical Annex Table F). The OECD Productivity Database
includes, in addition, hours of work per employee for Hungary and Korea. These estimates are available
from National Statistical Offtces for 20 countries, 7 of which are fully consistent with National Accounts
concepts and coverage. :

19. To develop these estimates, countries use the best available data sources for different categories
of workers, industries and components of variation from usual or normal working time (e.g. public
holidays, annual leave, overtime, absences from work due (o illness and to maternity, etc.). For example,
in 2 countries (Japan and United States) actual hours are derived from establishment surveys for regular or
production/non-supervisory workers in employee jobs and from labour force surveys (LFS) for non-regular
or managers/non-supervisory employees, self-employed, farm workers and employees in the public sector.
In 3 other countries (France, Germany and Switzerland), the measurement of annual working time relies on
a component method based on standard working hours minus hours not worked due to absences plus hours
worked overtime. Standard working hours are derived from an establishment survey (hours offered), an
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administrative source (contractual hours) and the labour force survey (normal hours), respectively. The
coverage of workers is extended using standard hours reported in Jabour force surveys or other sources as
hours worked overtime. Vacation time is either derived from establishment-survey data on paid leave or
the number of days of statutory leave entitlements. Hours lost due to sickness are estimated from the
number of days not worked from social security registers and/or health surveys.

20. On the other hand, the national estimates for 12 more countries (i.e. Austraha, Canada, Czech
Republic, Finland, Iceland, Mexico, New Zealand, Poland, Slovak Republic, Spain, Sweden and United
Kingdom) rely mainly on labour force survey results. Annual working hours are derived using a direct
method annualising actual weekly hours worked, which cover all weeks of the year in the case of
continuous surveys. But, for labour force surveys with fixed monthly reference weeks. this method results
in averaging hours worked during 12 weeks in the year and. therefore, necessitates adjustments for special
events, such as public holidays falling outside the reference week (i.e. Canada and Finland). Finally.
estimates of annual working time for 8 other EU member states (Austria, Belgium, Denmark, Greece,
Ireland, Italy, the Netherlands and Portugal) are derived by the OECD Secretariat by applying a variant of
the component method to the results of the Spring European Labour Force Survey (ELFS).

21. Two other considerations should be kept in mind. First, annual working-time measures are
reported either on a job or on a worker basis. To harmonise the presentation, annual hours worked
measures can be converted between the two measurement units by using the share of multiple job holders
in total employment, which is available in labour force surveys, albeit no further distinction is possible
between second and more jobs." This difference is particularly important in matching annual working
time estimates to employment estimates. Some countries provide employment estimates in the national
accounts on the basis of jobs; for these countries, including the United States, it is important to ensure that
the measure of annual working-time per person that is used reflects jobs instead of workers.

22, Second, given the variety of data sources, of hours worked concepts retained in data sources, and
of measurement methodologies (direct measures or component methods'®) to produce estimates of annual
working time, the quality and comparability of annual hours worked estimates are constantly questioned.
and are subject to at least two probing issues:

. Labour force survey-based estimates are suspected of over-reporting hours worked compared to
work hours reported in time-use surveys; in particular for those working long hours, like
managers and professionals.

. Emplover survey-based estimates do not account for unpaid overtime hours and are sometimes
suspected of under-reporting hours worked, with consequences on productivity levels and
growth, '

23. The comparability of measures of hours worked across OECD countries thus remains an issue,

and work is currently underway, notably through the Paris Group, the UN city group on Labour and
Compensation, to further improve the available measures of hours worked.

For example. the BLS-Office of Productivity and Technology (OPT) estimates of annual hours of work for the
United States are reported on a (per) job basis and are later converted hy the OECD Secretariat to a per worker
basis by multiplying the job-based annual hours of work by (1 + CPS based share of multiple jobholders in total
employment). ' ‘ ' : '

" However, both methods can be summarised by the following identity: Annual hours per worker = Standard
weekly hours worked x Number of ‘weeks actually worked over the year = Weekly hours actually worked x 52
weeks, considering weekly reference period for reporting hours worked.
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Purchasing power parities for international comparisons

24, The comparison of income and productivity across countries also requires purchasing power
parity (PPP) data for GDP. Exchange rates are not suitable for the conversion of GDP to a common
currency, since they do not reflect international price differences, and since they are heavily influenced by
short-term fluctuations. The estimates used by the OECD are derived from its joint programme with
Eurostat and refer to current-price PPPs (Schreyer and Koechlin, 2002). The OECD does not recommend
the use of PPP-adjusted estimates of GDP in time series, because of the difficulty to obtain PPPs that are
consistent over time. This is why only one year of productivity level comparisons is included in the
OECD Productivity Database. Users interested in adding a time dimension to this one year level
comparison should use the corresponding database on productivity growth, which gives appropriate indices
of productivity growth for individual OECD countries over a long time period.

OECD estimates of labour productivity levels

25. Clearly, data for international comparisons of income and productivity are not perfect and some
choices between different sources have to be made. In the OECD approach, GDP is derived from the
OECD ANA database, which incorporates the latest comparative information on GDP from OECD
member countries. Data on employment for most countries are also from the OECD national accounts as
these should have a better correspondence to the estimates of GDP. For a limited number of countries, no
appropriate employment estimates are currently available from the national accounts, in which case
employment is derived from the OECD Labour Force Statistics. To convert GDP to a common currency,
the OECD uses current PPPs, which are developed in the OECD-Eurostat PPP programme.

26. Table 1 presents the resulting productivity level estimates for 2002. In 2002, France, Ireland,

Belgium, the Netherlands, Norway and Luxembourg had levels of GDP per hour worked that were higher
or comparable to the United States.

—- 244 -



STD/NAES(2004)6

OECD estimates of labour productivity for 2002, 3 September 2004
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2% These estimates still require further work in the following ways:

(1) For a number of countries (Austria, Canada, Greece, Japan, United Kingdom and the United

States), the employment estimate in the national accounts reflects jobs instead of persons
employed. This problem can be addressed in two ways, namely by a) applying a
corresponding estimate of hours per job to generate a suitable estimate of total hours worked
(this is currently the procedure used for the United States); or b) developing estimates of
persons employed for the national accounts for afl countries, that can be used in combination
with estimates of annual hours worked per person.

(2) The estimates of annual hours worked per person for several OECD countries are not yet

consistent with the national accounts. Data on hours worked currently reach the OECD
through two data collections. First, 29 OECD countries currently provide data on hours
worked to the annual data collection for the OECD Employment Outlook; 7 of these
countries provide the OECD with estimates of annual hours worked that are consistent with
national accounts concepts and coverage. Secondly, ten countries provide estimates of total
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hours worked in the framework of the national accounts for inclusion in OECD's Annual
National Accounts. Further investigation of these estimates of hours worked is needed,
which is planned for the next meeting of the Paris Club.

(3) The employment estimates that are currently incorporated in the national accounts are not
necessarily consistent across countries or with the corresponding  estimate of GDP.
Addressing this problem will require further statistical work, notably in the OECD National
Accounts meeting of October 2004,

(4) For analytical purposes. it is important that estimates of GDP per hour worked are combined
with estimates of GDP per capita and estimates of GDP per person in the labour force and
GDP per person of working age. The national accounts currently often do not include the
necessary information on working-age population and labour force, and such data have
commonty been derived from labour force statistics. The OECD’s change in method towards
the national accounts as the main source of employment information requires that the link
between labour force statistics (i.e. national concepts) and national accounts estimates of
productivity (i.e. domestic concepts) 1s addressed.

28, Finally, it is important to reiterate once more that the basic information for comparisons of
productivity levels across countries will require further work to enhance international comparability. This
15 both the case for GDP estimates, as discussed above, and also for estimates of labour input. In the mean
time, comparisons of productivity levels should be interpreted with care and small differences between
countries should be considered as falling in a margin of uncertainty, which may not be statistically or
economically significant.
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Appendix 4
U.S. HOURS WORKED DATA
August 2004
Introduction:
1. The primary source of most official labor data in the United States is the Bureau of Labor

Statistics (BLS). BLS collects data and prepares estimates of employment, unemployment, average
weekly hours, average hourly earnings, hours worked, and many other measures of labor force activity.
The Bureau of Economic Analysis (BEA) prepares a limited number of measures of labor force activity
(including hours worked by full-time and part-time employees) that are consistent with wage and salary
estimates presented in the U.S. national income and product accounts (NIPAs). This paper will describe
the derivation of hours worked by BLS and BEA and the differences between the two measures.

BLS Hours Worked:

2 BLS collects data on labor hours in two monthly surveys - the Current Employment Statistics
survey (CES) of establishments and the Current Population Survey (CPS) of households.”” The CES
collects data on employment for all employees and earnings and hours paid for production and
nonsupervisory workers from a sample of nonfarm business establishments. The CES employment data
are based on jobs rather than persons. The CES sample includes about 160,000 business and government
agencies representing approximately 400,000 establishments. The CES data are benchmarked annually.
The benchmark levels are primarily based on administrative records of employees covered by state
unemployment insurance tax records. The CPS, the U.S. labor force survey, collects information on
employment, hours worked, and demographics for all persons, including employees, proprietors, and
unpaid family workers. The CPS sample includes approximately 60,000 households. Data from the
survey are used to construct the official measure of unemployment. There is no direct benchmark for the
CPS employment data. Adjustments to the underlying population base are made annually using intercensal
estimates and every ten years using the decennial census.

3. The BLS constructs a quarterly measure of hours worked for all persons for use in measuring
major sector productivity. The primary source of hours information for the productivity program is the
monthly establishment survey, the CES. However, for measuring productivity, estimates of hours worked
are preferable to estimates of hours paid. Thus, the CES data are converted to an hours worked basis using
a ratio of hours worked to hours paid. Information from the Employment Cost Index (ECI) of the BLS
National Compensation Survey program is used for 2001 forward to link to the annual Hours at Work
Survey (HWS), which was terminated after 2000, and is used for years prior to 2001. The ratios of hours
at work to hours paid are currently constructed from the ECI data as the ratio of the value of paid work to
the sum of the value of paid leave and paid work.'®

"7 See BLS website for a detailed discussion of these surveys, www.bls.gov.

' Following collection of data for 2000, the hours-at-work survey was discontinued. BLS has since investigated
alternative sources for these estimates, The Employment Cost Index (ECI) of the BLS National Compensation
Survey is designed to measure the hourly cost of wages and benefits for a set of occupations within
establishments. One portion of the hourly costs is the value of paid leave. To determine the value of paid leave,
information on work schedules, overtime hours, leave plans, paid holidays and actual sick leave are collected.
While the ECI data were not designed for this purpose, ratios of hours at work to hours paid can be constructed
from the ECI data as the ratio of the value of paid work to the sum of the value of paid leave and paid work.
These ratios are empirically very similar to the hours-at-work survey ratios, are timelier and provide quarterly
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4. For measuring the hours worked of all persons, the CES data also must be appended to
incorporate the hours of nonproduction and supervisory workers, as well as data on employees of farms,
proprietors, and unpaid family workers that are not available from the CES. BLS iniroduced a new method
of constructing estimates of hours for nonproduction and supervisory workers in the August 10, 2004
Productivity and Costs News Release.'” In this new method, data from the CPS are used to construct a
ratio of the average hours worked by nonproduction and supervisory workers relative to the average hours
worked by production and nonsupervisory workers. This ratio is then used with the CES information to
arrive at a measure of total hours worked. The historical time series have been revised to incorporate this
change. Data on employees of farms, proprietors, and unpaid family workers are taken directly from the
CPS. Government enterprise hours are developed from BEA estimates of government enterprise
employment and CPS data on average weekly hours.

BEA Hours Worked by Full-Time and Part-Time Employees:

5. BEA publishes annual estimates of hours worked by full-time and part-time (FTPT) employees
by industry sector. The estimates for hours worked are the product of industry FTPT employmenlt, average
weekly hours, the number of weeks in a year (52), and the ratio of hours worked to hours paid.

6. The principa! source of nonfarm industry employment data is tabulations of employees covered
by state unemployment insurance from BLS. BEA also includes estimates of employees not covered by
state unemployment insurance. The noncovered employment is comprised of two elements: (1) presumed
noncovered employment from BLS; and (2) an estimate of employment associated with the underreporting
of wages and salaries by some nonfarm sole proprietorships. partnerships, and small corporations and the
nonfiling of tax returns by some sole proprietorships and partnerships (with employees). Employment
estimates for private households are derived from the CPS. Farm employment estimates are derived from
tabulations from the U.S. Department of Agriculture.

7. Most nonfarm average weekly hours estimates are from the BLS CES program, which provides
monthly survey data on the average weekly hours of production and nonsupervisory workers 1n
nonagricultural establishments. Estimates from the CPS are used for agricultural and private household
average weekly hours,

8. The average weekly hours measured by the CES program are hours paid rather than hours
worked. Estimates from the BLS hour-at-work survey are used to convert the hours paid of nonagricultural
workers to an hours-at-work basis for 2000 and before. This survey was discontinued after the collection
of data for 2000. For 2001 forward, BEA has used the BLS ratios of hours worked to hours paid derived
from the ECI to convert the hours estimates. ‘

9. Note that BEA hours worked estimates are for full-time and part-time workers only. The hours
worked by self-employed persens and unpaid family workers are not included. The primary use of BEA
hours data is to calculate average hourly wages or average hourly compensation.

BEA versus BLS Hours Worked:‘

10. The BLS measure of total hours worked (including all sectors) is a more comprehensive measure
than the BEA measure of hours worked. The BLS measure includes self-employed persons and unpaid

information on changes in the ratios. These estimates have been used by BLS to derive hours worked for 2001
forward. :

An article discussing these new measures and the effects of this change was published in the April 2004 issue of
the Monthly Labor Review. ' '
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family workers. However, it does not include an estimate of the hours worked for the employment
assoctated with the underreporting or nonreporting of wages and salaries. The BEA hours worked measure
is only for FTPT employees and excludes self-employed persons and unpaid family workers. However,
the BEA measure includes an estimate for the hours worked from the employment associated with
underreporting or nonreporting of wages and salaries.

1. Perhaps the most complete hours worked measure for calculating the productivity of the entire
U.S. economy would be a combination of BLS total hours worked (including all sectors) plus the BEA
measure of thé hours worked from the employment associated with the underreporting or nonreporting of
wages and salaries. BEA and BLS staff are currently discussing the possibilities of developing such a
measure.

Prepared by Kurt Kunze
U.S. Bureau of Economic Analysis

(incorporates information provided by Marilyn Manser, U.S. Bureau of Labor Statistics)
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MANAGING SUPPLY-USE BENCHMARKING IN THE AUSTRALIAN NATIONAL
ACCOUNTS

1. Introduction

1. In 1995 Australia made the decision to use annual supply and use benchmarking in the
construction of its national accounts estimates of GDP. This decision followed international best practice
and was a significant change in the way in which the accounts were compiled for Australia. Traditionally,
current price measures of output and intermediate consumption had not been compiled in a time series
fashion and so the move to supply and use benchmarking tested both our ability to compile new
perspectives on GDP and our ability to integrate a new benchmarking and balancing approach within a
well established compilation system.

2. The first estimates on the new approach were released in late 1998 so with six years of
experience we are now starting to ask questions about how we have implemented the supply and use
approach and how we compare against other countries. In particular, we would like to consider how we
might learn from other countries' experiences over the past decade.

3. While a general assessment of our supply and use benchmarking suggests a successful
implementation, there are certain aspects that deserve further consideration. This paper seeks to highlight
some of the key operational issues that we have encountered which might serve as a basis for having an
increased range of operational level discussions across the international national accounts commumty The
paper also summarises the re-development of our annual supply and use table system that is presently well
underway. We understand that a number of countries are undertaking re-developments or have recently
changed systems and our summary may provide a starting point for consideration of any synergies that
might be exploited.

4. The main aim of presenting this paper is to encourage increased discussion on some of the
practical aspects of national accounting.. We believe that we might be able to learn a significant amount
and generate a range of improvements through increased liaison on operational matters.

2. ‘ The ABS approach to benchmarking
The basics
5. A bnef introduction to the ABS benchmarkmg approach is required. The followmcr are the

pertment points:

. A time series of supply and use (SU) tables is maintained. Annual-SU tables in current prices
commence in 1994-95 and annual SU tables in prices of the prev10us year (constant price)
commence in 1995-96.

. In a "normal” year three SU years are considered. For example, for the annual data to be released

up to and including 2003-04 (year t), we compile current and constant price tables for 2002-03
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(t-1), 2001-02 (t-2) and 2000-01 {t-3). Respectively these versions are called the first preliminary
table, the second preliminary table and the final table.

Since 1998 we have had one "historical revision” in 2007 in which all tables from 1994-95
onwards were updated. We are planning another historical revision to be implemented in 2005
during which it is planned that all tables from 1994-95 will be updated.

The results of the SU table compilation are used as benchmark data for the annual national
accounts release each year which occurs in early November. Thus aggregate results from the first
preliminary are incorporated into the accounts 16 months after the reference period. Often the
data set available for the construction of the first preliminary table is somewhat incomplete and
so revisions in the second preliminary and final tables occur.

There are three sections that work on the regular compilation of the accounts: the National
Income and Consumption section (NIC) (which also compiles regional accounts); the Capital,
Production and Deflators section (CPD); and the Supply and Use Benchmarks section (SUBS).
This structure is essentially the one which has been in use for a long period of time. Previously,
SUBS was the Input-Output section and compiled the I-O tables which were not directly used in
the published quarterly and annual national accounts.

The NIC and CPD sections work on both the quarterly and annual accounts while SUBS works
annual SU tables more specifically. NIC and CPD are required to use the compiled benchmarks
and apply them in a longer time series context (back to 1959-60) and in quarterly terms.

NIC and CPD work mainly using FAME although some components are still compiled using
spreadsheets. SUBS works mainly using Excel spreadsheets and some legacy software
components but also uses FAME to a limited degree for compiling constant price tables. There
are very few direct links between the SU table systems and the NIC and CPD systems.

The revisions policy has become more restrictive under the SU benchmarking approach. In the
past, revisions to time series were generally constrained to once per year but, if required, could
happen during any quarterly release. Since the introduction of SU benchmarking it has been
necessary to constrain revisions to time series quite significantly. Generally, revisions to periods
from t-1 forward are permitted in any quarter, revisions to t-2 and t-3 are permitted once per year
and revisions earlier than t-3 are permitted during historical revisions only.

The timing of compiling GDP components has had to improve to ensure that there is sufficient
time for the confrontation and balancing process to occur. In general we aim to complete all
inputs to the set of SU tables for a given cycle around 4-5 months ahead of the release of the data
but this does not often occur in practice.

The challenges

There are, of course, continual challenges in putting together the national accounts. Bringing

together a diverse tange of data sources and compiling three "independent” measures of the same thing
while separating out the price and volume components is no easy task. Nonetheless, based on our
~experience, there seem to be some particular challenges that we have faced over the past six years that
appear to be more specific to compiling GDP in an SU framework. :
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a) Culture and structure

8 The first challenge which are slowly overcoming is introducing a supply and use mentality to all
of our compilers. In the past there had been relatively few people who were required to look over the
accounts in their totality partly because there was no explicit link between the different approaches to GDP
at a fine level of detail. Increasingly we are asking compilers to consider their time series in a broader
context. This cultural change is quite significant. Of course, for those working in SUBS the cultural
change was not great since many of them had been working in an Input-Output environment for some ti me.
But for NIC and CPD staff the process is still ongoing. At the same time the challenge for staff in SUBS
was to start thinking in a time series context as they had been working on individual Input-Output tables
released once every three vears.

8. One issue is whether the structure of the compiling sections is optimal. While it may be an
obvious choice to compile SU benchmarks in the former I-O section, a question we are now posing is
whether an alternative structure could be conceived. This might mean that the compilation of SU tables is
more integrated with the traditional national accounts work. Do other countries have similar structure to
the ABS or is the compilation of supply and use tables a well integrated process?

b} Data management

9. The second chatlenge is data management. Prior to the introduction of SU benchmarking there
had never been systemic problems of versions of series. At times there were problems of ensuring the
annual data set was consistent with a particular quarter's release but on the whole this was not a systemic
problem. Since adopting the SU benchmarking approach we now find that possibly four versions (and at
least two versions) of any single series may be in existence at any one time. One version is the estimate to
be released in the next quarterly publication. The second version is that to be released as part of the next
SU benchmark. A third version would be where a series was being developed on a new basis for inclusion
in an historical revision. A fourth version might be related to being compiled on a new industry or updated
SNA basis. This versioning creates significant issues for data management. Not least of which is that
when new source data are introduced all of the relevant versions need to be updated but not necessarily in
the same way - depending on the consistency of compilation method over time.

10. Our current "solution” is to store the different versions on different FAME databases. This works
but is quite labour intensive to maintain and is relatively risky in the sense that using the wrong version at
the wrong time could occur. To date no errors have occurred but, equally, no obvious solutions to this
issue have emerged. ABS would be very interested to know if other countries using an SU benchmarking
approach face a similar practical data management problem and if so, whether any good solutions have
been adopted.

c) Editing 1ools

1L Editing the increased range of data inherent in an SU benchmarking approach has also been
challenging. In our case this has resulted from a combination of needing to develop editing skills and the
compiexity of our systems environment, ‘The difficulty is trying to both edit data in a structural sense
(supply versus use) and also over time. While reasonably easy to visualise the editing that is required,
_developing an outcome in a technical sense has proved difficult. In the re-development of our SU system
(discussed in the next section) the ability to look at both the structural and time series dimensions
stmultaneously has been a key driving factor. More broadly, we feel that the type of technical solution that
would assist in this type of editing could be powerful in the context of compiling and editing the series of
income, capital and financial accounts and balance sheets which also have both a structural and a time
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series dimension. We presume that other countries face similar editing problems and a discussion on the
types of solutions that have been found would be useful.

d) Time series of SU data

12. At present, we have decided to continue to maintain the time series of balanced GDP levels and
movements from 1994-95 onwards. However, at some point the maintenance of balanced GDP becomes a
very onerous task as not all revisions to independent times series are "balanced” revisions. Are countries
who have compiled annual SU benchmarks for longer than ten years in the habit of maintaining balances?
Do countries only keep the latest few years in balance? While there are clearly individual country's user
needs to consider some understanding of how countries deal with long time series of annual SU tables
would be useful.

e) SU compilarion skills

13. In ABS, there is a decreasing number of staff with expert skills in input-output and supply-use
analysis. In the past, the input-output tables were a fairly separate and unique set of outputs leading to the
development of specialised skills that were not actively required in other parts of the ABS. The
introduction of SU benchmarks has brought the need for these skills into sharp focus as the compilation of
GDP now relies on having staff who understand the- intricacies and nuances of SU and I-O table
construction and balancing. Further the advancement of satellite accounting requires a similar set of skills.
In ABS we are seeking ways to try and develop the required skill set among our staff but our feeling is that
peopie who can become real experts in this area are few and the process of developing these skills time
consuming. Do other countries have a skill shortage in this area and if not, is this because training
programs and the like are working well? :

3. Planned developments for the ABS supply-use and input-output systems
Background
14. One of the more significant barriers to the effective implementation of the Supply Use

benchmarking strategy described above was and remains the lack of integrated software to support the
statistical processes involved in compiling and disseminating the various sets of data required.

15. In particular the mainframe system used to produce Input Output tables prior to the move to the
new strategy did not provide all the functionality required to deliver the benchmark production accounts.
In principle the data content of the basic building blocks for the SU and 10 tables are identical. However.
there are important differences in emphasis between the respective outputs as well as some differences that
have arisen as a consequence of decisions taken by the ABS in implementing the approach.

16. Further, the IO mainframe system did not provide the level of flexibility and useability required
to compile several years of SU tables concurrently. At the time of transition the team developing the initial
benchmarks were operating under considerable time pressures and not all members of the team were
skilled in the use of the mainframe system. - The solution that was adopted was to develop an independent
- "system" built around Excel spreadsheets, for the current price component. This solution is still the current
practice. Volume estimates are derived by transferring these current price estimates to FAME and deriving
the volume estimates on that platform. The price deflators required for this task are stored on FAME. The
separation of the processing of current price and volume estimates is seen to be a major shortcoming of the
‘current approach -as it means that it is difficult to balance current price and volume estimates in a fully
consistent manner. '
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7 Another important objective of the current strategy is that the analytic IO tables released by the
ABS present estimates that are entirely consistent with the estimates released in the most recent edition of
the annual national accounts release. Given the architecture of the current system this 1s difficult to
achieve as the analytic 10 tables are produced somewhat independently of the Supply Use tables and at a
later time,

18. The separate processing of the 10 and SU tables occurs because

. the level of product and industfy detail used in the compilation of the SU tables is at a higher
level of aggregation than that adopted for the IO tables; and

. the 1O tables require that each product is balanced at basic prices, as well as at purchasers' prices,
meaning that each margin, including taxes and subsidies, needs to be allocated to final use and
intermediate use categories. Balancing of the SU tables is limited to balancing at purchasers'
prices.

19, The less extensive method of balancing needed for SU table compilation and the less detailed
product and industry are both necessary requirements in the current systems environment in order for us to
achieve the compilation of the benchmark SU tables within the timelines required for the release of the
annual and quarterly accounts. :

20. Beyond these requirements it is also clear that the separation of the current price and volume
components of the SU system and the lack of integration of the SU system with the national accounts
systems are significant statistical barriers. These issues are the principal drivers of the redevelopment of
the SU system that is currently underway. Other drivers of the redevelopment include the need for greater
integration of SU and 10 1ables and the removal of dependencies on legacy software and mainframe
systems.

The technical solution

21. The current redevelopment of the supply use system is intended to meet the followi ng objectives.

. Concurrent balancing in current price and volume terms

. Concurrent balancing across the time series dimension

° Use of corporately abpmved tools, especially in respect of metadata maintenance and output data
stores

. Integration of input output and supply use

) Robust data management tools

. Retention of .a flexible ‘front end’ that facilitates 'data scavenging' from ABS and non-ABS
sources o ' '

22, The uﬁder]ying data store will be an Oracle data store based on a 'star schema’ dimensional

‘model. This is.a powerful and robust sysiem that will support up to date data management practices and
migration of data and metadata to corporately supported data stores. This is the ‘back end’ of the system
and will be largely hidden from the supply use compilers.
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2. The ‘front end’ of the system will appear to be a set of Excel workbooks. These workbooks will
be used to facilitate data scavenging from a variety of data sources. As the ABS input data warehouse
becomes more powerful and more comprehensive the possibility of directly sourcing data from the ABSIW
will be investigated.

24, Excel will also be used as the main tool for viewing and amending the data on the Oracle store.
This will retain the flexibility inherent in the existing system, but with a robust set of underlying building
blocks. ‘

25. The key to melding the Excel environment with the Oracle environment is the use of the Visual
Studio toolset in the Microsoft .Net environment. This will allow the creation of objects which appear to
be simple Excel worksheets, but are actually highly structured and controlled 'windows' into the Oracle
system. In this way the users will retain the flexibility for data capture and transformation inherent in a
spreadsheet based system but also link to the robust data management facilities of a modern database
management system.

26,  The redeveloped system will allow importation of data in a variety of formats from the full range
of platforms in use in the ABS. It will also allow the production of 'data cube' datasets, either directly or
via existing ABS dataset infrastructure.

4, Conclusion

27, The adoption of SU benchmarking in the Australian national accounts has been a very positive
development. It is clear that we have achieved greater coherence throughout our production account series
and in the overall measure of GDP. Further, the ABS has greater confidence in the published series and
better intelligence on how to sensibly reconcile data from various sources. Indeed, in recognition of the
power and usefulness of the supply and use framework, we have developed experimental quarterly supply
and use tables to assist in our editing of quarterly data. A separate paper outlining this development has
-also been presented to this National Accounts Experts meeting.

28. While the adoption of the benchmarking approach has been positive, the compilation
environment and particularly the systems available for its implementation have been difficult to manage.
This paper has noted a range of challenges that we have had to deal with in implementing and maintaining
" SU benchmarking and provided some detail behind developments that are underway to improve the
systems environment.

As noted in the introduction, the main aim of presenting this paper is to encourage increased discussion on
some of the practical aspects of national accounting. We believe that we might be able to learn a
significant amount and generate a range of improvements through increased liaison at the operational level.
One idea to further this objective is for an EDG to be established through which countries might exchange
developments, ideas and problems, particularly those relating to compilation systems and data
management.

Issues for discussion

- "To what extent do other countries face similar challenges in the compilation of SU tables?
- Are there commonalities in method/approach that can be built upon?

- Would an EDG alloWing a forum for exchange on SU benchmarking, compilation systems and
data management issues be a useful idea?

- 257 -



Y o Y
P o N

38() [EPYJO 104
S(POOT)SAVN/ALS

For Official Use

Organisation de Coopération et de Développement Economiques

Organisation for Economic Co-operation and Developmenl

STD/NAES(2004)5

22-Sep-2004

STATISTICS DIRECTORATE

English - Or. English

Cancels & replaces the same document of 21 September 2004

National Accounts and Economic Statistics

QUARTERLY SUPPLY AND USE TABLES IN THE AUSTRALIAN NATIONAL ACCOUNTS

This document has been prepared by Carl OBST - ABS {Australia)

WORKING PARTY ON NATIONAL ACCOUNTS

To be held on 12 - 15 October 2004

Tour Europe - Paris La Defense
Beginning at 9:30 a.m. on the first day

For further information please contact:
Carl Obst
E-mail: carl.obst@abs.gov.au

ysydug 10 - ysyduy

JT00169759

Document complet disponible sur OLIS dans son format d'origine
Complete document available on OLIS in its original format

— 258 -




STD/NAES(2004)5

QUARTERLY SUPPLY AND USE TABLES IN THE AUSTRALIAN NATIONAL ACCOUNTS

Introduction

1. This paper describes the development of experimental quarterly supply and use tables in the
Australian national accounts. These tables have been developed over the past three years with the aim of
increasing the coherency of the quarterly GDP estimates, by systematically assessing the discrepancies
between the three independent measures of GDP that are compiled each quarter. There are no plans to
balance GDP on a quarterly basis. Rather, gains are anticipated through simply confronting the various
data sources within the strong editing framework of supply and use.

Background

2 In 1998, as part of its iﬁplementation of SNA93, the ABS introduced balanced annual estimates
of gross domestic product (GDP) in both current prices and in volume terms. Balanced estimates are
available from 1994-95 to the year prior to the latest complete financial year. A balanced estimate of GDP
implies there are no statistical discrepancies between the three approaches to measuring GDP, namely:

. the expenditure approach, GDP(E) i.e. summing final expenditures less imports

. the production approach, GDP(P) i.e. summing the gross value added of ea-ch industry

; the income approach, GDP(l) i.e. summing factor incomes.

3. The annual estimates of GDP and its components are compiléd in supply and use tables by a

process of confronting and balancing the supply and use of goods and services. This ensures that final
domestic expenditures, intermediate nsage and exports are consistent with output and imports, and that the
incomes and gross value added of each industry are the same.

4. Quarterly estimates of GDP are not compiled in a supply and use framework and are unbalanced.
However, the quarterly current price and chain volume estimates are constrained to sum to the balanced
annual estimates. This has resulted in a reduction in the absolute size of the quarteriy statistical
discrepancies. Nonetheless differences in both levels and quarter-to-quarter movements still remain
between the three independent measures of quarterly GDP. Tt should be noted that the official measure of
GDP used in the Australian quarterly national accounts (QNA) is the average of the three measures.
Statistical discrepancies are recorded in order to achieve accounting equivalence between the official
measure and that derived using the three independent approaches.

Compilation practice for the quarterly national accounts

5 A large variety of survey and administrative data are used to compile the QNA. Any
inconsistencies or gaps remaining in the data are ultimately reflected as statistical discrepancies. The
national accounts compilation process incorporates a review process designed to highlight inconsistencies
and improbable movements in the data. Problems are identified, mvestlgated and resolved in an iterative

‘manner in the process of finalising the est1mates of GDP. ' '
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6. Over the past two years the ABS has developed and trialled a quarterly supply and use (QSU)
model as an editing tool to assist in the preparation of the QNA. A QSU model enables inconsistencies
between the different measures of GDP to be identified and investigated more systematically, and at a
greater level of detail, than is possible by simply examining the aggregate estimates. At the present stage
of its development, the QSU model is used as an aid in the compilation of the seasonally adjusted chain
volume production and expenditure based estimates of GDP. As we gain experience with its use, the
model may be extended in the future to incorporate current price estimates, including income based
estimates. This paper describes how the QSU model works and how it is used to help edit the quarterly
national accounts.

The QSU model

7. The QSU model is specifically designed for use with the quarterly national accounts. In the
quarterly system GDP is estimated at a relatively high level of aggregation so the source of discrepancies
between the three measures of GDP may not be evident. The QSU model expands the level of detail in the
systemn in order to articulate the relationships between the different measures of GDP and thus help to
identify the source of differences.

3. The QSU model is built around the supply and use relationships in the reference year annual
supply use tables. By and large, the input data are the existing QNA outputs together with a limited
amount of additional primary data, such as imports and exports data by product. Using these data, the
model generates the additional detail required to complete the supply and use tables for each guarter of the
estimation period. It assumes that the supply and use relationships in the annual tables hold over the QsSuU
estimation period. Subject to that key assumption, the tables are used to identify discrepancies between the
supply and use of products which can then be investigated and resolved as far as possible. prior 1o
publication. The reference year supply and use relationships are brought forward annually in the June
quarter and are used until the March quarter of the following year. '

9, To accommodate the time dimension of the QNA, the QSU tables have been configured as time
series. Supply and use tables are conventionally presented as two tables, a supply table showing the supply
of products by industry of origin, and a use table showing the intermediate use of products by industry and
final use by type of expenditure. The tables relate to a single time period, usually a year. This type of
presentation is designed primarily for cross sectional analysis of relationships between industries and
products, but is not ideal in an environment where changes in economic activity over time are the main
focus of .interest.

10, In the QSU model the two basic tables have been expanded to create a suite of interrelated tables
with each table having a time dimension covering the total estimation period. The model includes separate
tables for supply and intermediate consumption by industry and the various final expenditure aggregates.
Trade and transport margins-and net taxes on products form a bridge between supply at basic prices and
use at purchasers’ prices and have separate tables. The estimates from the various tables feed into
balancing tables showing the supply and use of products, and the discrepancies between total supply and
total use. ‘

11. The model is based on the national accounting identity that, in concept, GDP calculated by the
production approach is equal to GDP calculated by the expenditure approach. GDP calculated by the
production approach is equal to the value of goods and services produced (output) less the cost of goods
and services used up in the production process (intermediate consumption). In the Australian national
accounts output is measured in basic prices and hence taxes less subsidies on products must be added to
obtain GDP at purchasers' prices. GDP as estimated by the expenditure approach is equal to the sum of all
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final expenditures, changes in inventories and exports less the value of imports of goods and services. The
chart below shows the main elements of the QSU model and the flows into the balancing tables.
A 4 Hfce \\\\
' . / Aliocates b
Production ! household final ] Trade
Using consurmption : Uses trade
retationships in \ expendinireio. ¢  statistics to
annual tables % the SUPC a _ allocate
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Industry to = - exports to the
supply use
generale supply rocyu
and intermediate Lo C|ass§f|cat|0n
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ang Prooudt Balance
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I \/> supply and use //"’ TR
estimetes by /" Inventories ™\
Y/ product group and <\f '
v -  identifies s oA B
. ; ) f changes in j
Valuation : discrepancies y inventories o |
i p the supply use
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Calcuilates margins i
and taxes less Gice Cap‘dtatl
subsidies by product Allocates expenditure
group g.owfa_rnr‘nent Allocates capital
e expenditure to
expenditure product
“to the SUPC classification

12.

The QSU tables are compiled using an aggregated version of the supply and use product

classification (SUPC) used in the annual supply and use tables. For the purposes of the QSU model the
data are classified in two views, a product view and a broad purpose view. both derived from the SUPC.

The two views compiement each other;

the product view facilitates identification of anomalous

movements in the industry based supply data while the purpose view focuses on the use of products and

household final consumption in particular.

The product view of the QSU model includes 33 product

groups (representing the characteristic output of the 33 industries in the QNA). The purpose view includes
24 broad purpose categories related to the purpose classification of household final consumption

‘expenditure used in the

QNA. The components of supply and use, classified by product group, are

confronted in balancing tables. The difference between the two is shown as a discrepancy.
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13. The table below uses the balancing table for health products to illustrate the format. Health
products are a relatively simple group, with most supply being in the form of services provided by the
health industry and use being dominated by government and household final consumption expenditure.

Supply and use of health services
Chain volume measures

2001-02  Sep02 Dec 02  Mar (03 Jun03 Sep 03 Dec 03 Mar 04

Total use 66258 16915 17235 17405 17646 17772 17988 18024
Intermediate use 8216 2109 2105 2167 2127 2131 2185 2177
Household final 21428 5610 5726 ‘5810 3889 5943 6024 6028
consumption

expenditure

Government final 32162 8216 8378 8400 8469 8494 8571 8587

consumption
expenditure

Gross capital 1820 371 406 392 403 422 419 415
formation'
Exports 2632 610 619 635 738 783 789 Bl6
Total supply 66258 17205 17217 17476 17558 17804 18209 18362
Demestic supply 51619 13330 134035 13571~ 13511 13622 13853 13812
. Imports 6359 1680 1627 1686 1827 1881 2011 2165
Margins 7951 20l 2100 2134 2134 2211 2255 2296
Net taxes 329 85 85 84 86 89 90 90
Discrepancy 0 290 -18 71 -87 32 220 338

~ (a) Includes private and public fixed capitdl formation and changes in inventories,

14. The first column of data shows the 2001-02 balanced reference year, and subsequent columns
show a quarterly time serics from the September quarter 2002 to the March quarter 2004. The intermediaté
use and domestic supply of health products are generated in the preduction block of the model based on the
output and intermediate consumption of those industries producing and using health services and related
.products. Although most health services are produced by the health industry, some health related products
such as pharmacenticals and medical equipment, are produced by manufacturing industries. Data on final
" consumption expenditure, gross capital formation, and trade in health products, come from the relevant -
expenditure blocks of the model. The table indicates that the production and expenditure based estimates
are reasonably consistent and that health services are unlikely to be contributing significantly to the
statistical discrepancy in the QNA. ‘ -

- 262 -



STD/NAES(2004)5

The editing process using the QSU model

15. As mentioned. the editing of the national accounts is an iterative process. involving the review of
preliminary resuits, the identification and investigation of anomalies and the correction of errors. This
process is repeated until the accounts are deemed to be at the standard required for publication. The QSU
tables assist this process by identifying possible errors more svstematically throughout the accounts than
was previously possible,

16. The most simple product groups to edit are those originating largely from a single industry or
from imports, and which have a limited range of uses. An example of this kind of product is financial
services. Most financial services originate from the finance and insurance industry, and the services are
used largely for household and intermediate consumption. For such a product group it is relatively easy to
identify the source of any imbalances between supply and use.

17. At the other end of the spectrum are products where supply comes from a range of sources, and
which have a wide variety of uses. An example is machinery and equipment. The supply of machinery
and equipment comes from both domestic and imported sources, it is used for final consumption (e.g.
private motor vehicles), intermediate consumption (e.g. spare parts) and capital expenditare (e.g. industrial
machinery). In addition, inventories of machinery and equipment are subject to significant change in
response to movements in supply and demand. In between these extremes. preducts range in complexity
and the problems they present for editing.

18. With complex product groups, because of the diverse sources of supply and range of uses, it can
be difficult to pinpoint the source of discrepancies and to satisfactorily resolve them. In some cases
structural problems are indicated which may be resolved when more detailed data become available for the
annual supply and use balancing. Structural changes affect the composition of supply and the level and
composition of intermediate consumption.

19. There are limitations of the model that have to be taken into account when it is being used as an
editing tool. This is because a large number of data cells are generated within the model, rather than from
actual data. Any deviations between the actual supply and use relationships in the quarter and that
applying in the base year would be incorrectly reflected as statistical discrepancies in the QSU results. In
other words, the discrepancies generated within the mode! are themselves subject to a margin of error. The
potential for such error is minimised when using scasonally adjusted chain volume data because the
underlying supply and use relationships are expected to change only slowly over time, although it could
still be significant for some products. The results have to be interpreted as ‘indicative’ information and are
a guide to potential anomalies worthy of further investigation in the editing process.

20. Graphs are used 1o facilitate the quick identification of anomalies between the supply and use of
products. The graphs below illustrate the supply and use of two of the product groups derived within the
QSU model using data published in the QNA. The sraphs indicate the supply and use of those products
after editing. They show a strong correlation between supply and use and indicate the residual statistical
discrepancies.
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INSLURANCE AND CTHER FINANCIAL SERVCES
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Future developments
21. The quarterly supply and use model has made a significant contribution to improving the quality

of the quarterly national accounts statistics by identifying inconsistencies between the production and
expenditure based estimates of GDP. It is an evolving system, and is still experimental in nature. Further
work will be done to investigate discrepancies between the supply and use of complex product groups with
a view to improving the internal consistency of the QNA. For some of these products, for example
machinery -and equipment, this investigative work is likely to take some time to achieve the potential
benefits. Work will also proceed on the development of experimental QSU tables in current prices and to
extend the system to incorporate the income based measure of GDP.
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REPORT OF 2004 OECD SOFTWARE SURVEY

Introduction

1. One of the changes made in the 1993 SNA was the recognition of software as a fixed asset if it
met the standard criteria. While this was a welcome development it led to problems in international
comparability because countries implemented the change differently. Countries have had different
concepts of what software is, what constitutes capital formation and intermediate consumption, and have
adopted different approaches to measurement.

2. In October 2001 an OECD task force was set up to address the issue, and one of its first actions
was to conduct a survey of member countries. The survey had several aims:

a) to identify what the conceptual treatments were in countries and the rationale for them,

b) to determine the different methods being used to quantify the various software flows (GFCF. trade in
software, etc.) and what might constitute best practice,

¢) todetermine how countries compiled price indexes for deflating software and what might constitute
best practice, and

d) to quantify the differences in estimates.

3. A Eurostat task force worked in parallel, and together the two task forces developed a common
set of recommendations. In 2002, at the National Accounts Expert Meeting, the QECD task force
presented its report, which can be found on the OECD website. The report showed that in some cases the -
differences between country practices and estimates were quite dramatic.

4. Have countries taken note of the recommendations made by the task force? Have things
improved in the last two years? In order to shed some light on this matter, a small follow-up survey was
conducted in mid-2004 to determine whether country practices have changed over the last few years and, if
so, what has been the impact. 16 member countries replied to the survey and provided data.

Results

Questions I and 3

- Have you changed the way you derive your estimates of software gross fixed capital formation (GFCF).
exports and imports since 20017 If so, in what way have they changed?

Do you intend to change the way you derive your estimates of software GFCF, exports and imports? If so,

could you please describe what you intend to do and when.

._Table 1. Changes made io estimates since 2001

Country Changes made No changes made but | No changes made and
_ some are planned none are planned
Belgium : ‘ Changes to own account '
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are to be introduced in
2005. They comprise
including a mark-up for
GOS and including
intermechate
consumption,

Canada

Czech Republic

Mark-up factor for GOS
introduced for
estimating own account.

| separate

estimates of
software GFCF —they

Further changes
planned.

Finland Work on revising the
estimates, as per the TF
recommendations, is
underway.  Substantial
revisions to own account
production and exports
are likely.

Germany X

Greece X

Italy Some changes made, but

more substantive
changes with the
incorporation of the new
benchmark are planned
for 2005

Japan Some changes already

made. Will  review
estimates with the shift
to the new benchmark
year (2000)

Korea Adopted the TF

recommendations in
2003

Mexico May make changes in

the future

Netherlands Will  introduce new
methods for estimating
GFCF with the
forthcoming benchmark
revision

New Zealand Preliminary - estimates
applying the 1R
recommendations result
in  very  substantial
changes — see the report

| Poland Currently there are no
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are included in
aggregate  intangibles,
From 2003, the GFCF
survey will separately
identify software
purchases (data
available later this year).
Plans to estimate own
account production.

Slovak Republic X

Sweden Minor change made, but
more substantive
changes are in train for
estimating own account

production.
Us Substantial '
improvements made.
5. It would appear that the work of the OECD and Eurostat task forces has had a considerable

impact. It is evident that it has inspired the 11 countries (of the 16 responding to this survey) that have
either made changes in their methods or have firm plans to do so.

Question 2
If you are able 10 quantify the changes you have made, please do so.

6. Two countries, New Zealand and the US, that have made, or are intending to make, changes to
the way they estimate software have reported the size of the impact.

7. Preliminary estimates for New Zealand, made as per the TF recommendations, lead to an
estimate of GFCF of software for 2002 of $1,716.5 million compared to the currently published estimates
(clenved using the demand approach) of $666.9 million. The new estimate is 1.39 per cent of GDP.

8. For the US several improvements have been made since 2001 (values in parentheses indicate the
estimated revision to GFCF of software attributable to the change in selected years):

» Software originals used for reproduction are now capitalized. ($19.4B in 2001, $7.8B in 1997, $3.2B
in 1992, $1.1B in 1987.)

¢ More direct method for estimating own-account software. (5-14.9B in 1997, $-6.1B 1992, $-3.5B in
- 1987, $-1.8B in 1982)

¢ Estimates of intermediate consumptlon of software (embedded or bundled with other equipment) were
improved for pre-packaged software and introduced for the first time for custom software. ($-8.0B 10
pre-packaged software in 1997 and $-3.9B to custom software in 1997.)

e Coverage of international trade in software was expanded to include trade in services ($-3.7B and $-
6.4B to pre-packaged software in 1997 and 2001, respectlvely $-0.2B and $0.3B to custom software
in 1997 and 2001, respectively.) -

* Improved price index for own-account. Price now reflects weighted average of input-cost index and
PPI for packagcd software. (The average downward revision in percent change was 3.5 percentage
points.)
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Question 4
Please provide estimates of total (business and government) GFCF and intermediate consumption of
software for 2001, 2002 and 2003, with estimates of GFCF broken down, if possible, into purchased

software and own-accournt sofrware.

Table 2. Estimates of GFCF and intermediate consumption as a percentage of GDP, 2003

Country Own account Purchased Total GFCF Intermediate
consumption

Belgium 0.6 0.2 0.8 n.a.

Canada 0.4 ' 0.8 1.2 0.05

Czech Republic n.a. n.a. 1.1 0.7

Finland 0.5 1.3 ' 1.8 0.2

Germany 0.3 0.6 0.9 1.9 (2002)

Greece n.a. n.a. 0.5 0.1

Italy 0.3 i.1 1.5 3.6

Japan (1) 0.0 1.5 (2002) 1.5 (2002) 0.3 (2002)

Korea n.a. n.a. 1.5 0.2

Netherlands 0.5 0.9 1.5 1.6

New Zealand n.a. n.a. 0.5 n.a.

Sweden 0.5 (2001) 1.9 (2001) 241 0.4 (2001)

Us , 0.7 1.0 1.7 n.a.

(1) At present, only custom-made software is recorded as GFCF in the Japanese national accounts.
Purchases of general purpose software are recorded as intermediate consumption and own account
software is not estimated. ‘

9. It would appear from Table 2 that there remain substantial differences between countries in their
estimation of software expenditures, demonstrating a need for further investigations and improvements .

Question 5

Please provide annual values of the implicit price deflator of software GFCF from 1995. If possible, show
the deflators for purchased software and own-account software, separately.

Table 3. Price indexes for software GFCF (1995 = 1.0)

Country 1995 1996 1997 1998 | 1999 | 2000 2001 2002 2003
Belgium 1.0 ].03 1.05 1.06 1.08 1.10 1.10 1.06 0.98
| Canada 1.0 0.98 0.96 0.94 0.93 0.96 0.99 0.97 0.92
Czech Republic | 1.0 . 1.04 1.07 0.99 0.91 0.94 0.92 0.95 na.
Finland 1.0 1.05 1.07 | 1.10 113 1.25 | 1.29 1.26 1.18
Germany 1.0 - 096 0.94 0.91 0.87 0.86 0.85 0.85 0.83
Italy 1.0 1.03 1.06 1.07 1.10 1.14 1.19 1.19 1.19 .
Japan (1) 10 1.00 1.03 1.06 1.07 1.07 1.08 1.09 n.a.
Korea 1.0 1.04 1.12 1.21 1.17 1.17 1.18 1:20 1.22
Netherlands = | 1.0 105 [ 1.05 1.03 1.03 1.03 1.04 1.04 1.03
New Zealand 1.0 097 0.96 |0.96 1.01 1.02 1.09 1.12 1.08
Sweden - 1.0 1.04 096 |-1.01 0.98 1.00 1.00 0.98 0.91
US 1.0 0.98 0.95 0.92 0.93 0.96 0.96 0.95 0.93

(1) The Japanese pricé index relatés to the output of the Japanese software industry.
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10. The table indicates quite a wide dispersion in the growth rates of the software price indexes; with
those of Korea, Italy and Finland showing growth averaging about 2.3% a year. At the other extreme is
Germany with its price index declining by 2.3% a year on average. In between these extremes, the indexes
of the US and Canada show a slow decline, while that of the Netherlands shows a slow rise. In making
such comparisons it should be borne in mind that general inflation rates vary between countries, and there
could also be exchange rate movements that influence the prices of imported pre-packaged software.

1. Table 4, below, shows price indexes for purchased software and own account produced software
for Canada, Italy and the Netherlands. The US data are more detailed, with price indexes for pre-packaged
software, custom-made software and own account software for business, federal government and state and
local government, respectively. The US BEA has recently revised how it derives its price indexes for own
account software such that they are now a weighted average of the input cost index for the sector and the
PPI for pre-packaged software. This methodological revision led to the annual growth rate being revised
down by 3.5 percentage points on average. :

Table 4. Price indexes for components of software GFCF (1995 = 1.0)

Country 1995 1996 1997 1998 1999 2000 2001 2002 - | 2003
Canada purch 1.0 0.96 0.93 09 0.88 0.90 0.91 0.89 0.82

Canada own 1.0 1.02 1.07 1.08 1.09 1.15 1.21 1.23 1.26
Italy purch 1.0 1.06 1.10 1.08 1.10 1.13 1.21 1.18 1.21

Italy own 1.0 1.02 1.05 1.06 1.10 1.14 1.18 1.20 1.19
Netherlands purc | 1.0 1.03 1.01 1.03 1.03 1.03 “1.04 1.04 1.03

Netherlands own | 1.0 1.07 1.06 1.02 1.04 1.03 1.03 1.03 1.03

US prepackaged | 1.0 0.94 0.86 0.8 0.78 0.78 0.76 (.73 0.67

US custom made | 1.0 0.99 0.99 0.98 1.01 1.05 1.07 1.06 1.07

US bus own .0 0.99 0.99 0.98 1.02 1.06 1.08 1.07 1.08
US Fed govown | 1.0 1.02 1.03 1.06 1.08 1.13 1.17 1.20 1.23

US S&L gvown | 1.0 1.01 1.02 1.03 1.05 1.09 1.12 1.13 1.16
Question 6.

Do you capitalize expenditure on databases? If so are they just large databases or all databases? Are the
estimates separable from your software estimates? If so can you please provide estimates of GFCF for
2001, 2002, and 2003.

12. ‘The reporting countries fell into two groups: those that exclude databases from their estimates of
GFCF (group A) and those that make combined estimates of GFCF of software and databases (group B).

I3. The group A countries comprise Belgium, Canada, Czech Republic, Finland and Italy.

14. The group B countries comprise Germany, Greece, Japan, Korea, the Netherlands, Slovak
Republic, Sweden, New Zealand and the US. .

15. ~ Several countries in group B indicated that they included databases in GFCF in principle, but had
little idea of the extent.
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Question 7,

Are vou able to provide annual estimates of:

a) exports of software, and
b) imports of software?

If so, please provide estimates for 2001, 2002 and 2003.

Note - software trade may be taken to have three significant componenis:-
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i, software goods - approximately represented by the standard grouping of HS codes 852431, §52440.

852491, 852499

ii. software in computer services - (all or most of} BOP code 263

iii. software royalties and license fees - part of and to be separately identified from royalties and license

fees - BOP cade 266

Table 5. Exports and imports of software as a percentage of GDP, 2003

Country Exports Imports
Canada | 0.22 .17
Czech Republic 0.07 0.19
Finland 0.27 0.33
Germany .27 0.30
Greece 0.15 0.36
Italy 0.06 0.18
Japan (2002) 0.006 0.0t
Korea 0.08 0.14
Netherlands _ 0.12 0.15
Slovak Republic 0.02 0.03
Sweden 0.50 0.30

UsS 0.10 0.02

16. The substantial variation in the data reported by countries and the metadat.a reported by some of

them suggests that some countries, at least, are unable to quantify ail the components of exports and

imports described in the question.

Conclusion

17. It is encouraging that many OECD countries are endeavouring to improve their estimates of
software GFCF and following the OECD and Eurostat task force recommendations. However, it 1s clear
that there remains much to be done before software statistics can said to be truly comparable.
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SOFTWARE INVESTMENT IN THE NEW ZEALAND NATIONAL ACCOUNTS

PROGRESS REPORT ON REVISED ESTIMATES BASED ON THE RECOMMENDATIONS OF
THE 2002 OECD TASKFORCE ON SOFTWARE MEASUREMENT

1. ‘The New Zealand national accounts adopted the SNA93 standard on the capitalization of
software expenditure in 2000.The existing methods are entirely based on a demand approach. The
discussion below is restricted to the derivation of annual, current price estimates of software expenditure.
Quarterly and constant price series are not discussed. The revised series, based on the OECD
recommendations' are work-in-progress and further refinement is expected over the next few months —
however, they are sufficiently advanced to indicate the likely size of possible revisions when they are
adopted :

Existing software investment series

2. For the private sector, the key data source is the Annual Economic Survey, which 1s a sample
survey of almost all businesses in NZ classified to non-agriculture industries. The survey collects a tull
range of data on financial performance (profit and loss, fixed asset purchases and sales and balance sheet).
Since 1997 the fixed asset section of the questionnaire has asked respondents to provide data on purchases
of software. It is not possible to distinguish between the three components of software: off-the-shelf,
customized and own account. '

3 Respondents will generally base their replies on their financial accounts prepared for the Inland
Revenue Department (the taxation authority) and accordingly will conform to taxation guidelines. These
define computer software as “an intangible asset and depreciable property. Software is defined as
copyright in software, the right to use software, and the right to use copyright in software.” The definition
is further expanded to include all programs, routines, documentation and training materials. The
classification of “research and development of software” (which will include own account software) is less
specific and would allow certain research expenditures to be written of. The treatment of databases is not
mentioned. ' '

4, While we expect that most businesses will capitalise high-value purchases of off-the-shelf
software and (possibly) customized software, small /medium value purchases and own account
developments are likely to be expensed. Nevertheless, the survey responses have been used in the national
accounts, largely unadjusted.

3. _ Central and local government software purchases are estimated from their financial accounts,
either directly for central government via access to accounting records or indirectly for local government
via an annual economic census (similar to the Annual Enterprise Survey above). In NZ, both levels of
government have adopted accrual accounting and identify and depreciate assets in their balance sheets.

! chon of the OECD Task Force on Software Measurement in the National Accounts, STD/NA(2002)2, OECD
Statistics Directorate )
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Nevertheless, not all software expenditure will be capitalized and even identifying this expenditure
separately in the accounting records is not straightforward as it is often included in an “other assets”
category. The accuracy of the capitalized software estimates for government would be similar to that
derived for the private sector. '

6. The published series for software investment are given below. These are at the very low end — as
a percent of GDP - of the national figures provided in the OECD report.
Year Software GFCF | asa % of GDP
($m) ;
1999 542.1 0.53
2000 641.0 0.59
2001 689.2 (.60
2002 666.9 0.54
2003 699.5 0.54

Revising the Published Series using the OECD Supply Approach

7. Given our concerns regarding the completeness of the existing software statistics, the opportunity
has been taken to adopt and adapt the OECD recommendations on estimating gross fixed capital
expenditure on software using a supply approach.

Purchased software
8. The OECD approach ts summarized in the following table:
Value of sales of capitalisable software services (SIC 73.71 + 73.72:CPA A
72.20.2 +72.20.31 4+ 72.20.33 + 72.20.34). incl, royalties and license fees,
incl. games
Inclusion of imports B
Inclusion of trade margins and taxes on domestic supply and imports C
Exclusion of software embedded by hardware industry (50% of purchases of D
pre-packaged software by hardware industry), treated as intermediate
consumption
Exclusion of sub-contracting flows between “software companies” E
Exclusion of household consumption in games and other pre-packaged F
software
Exclusion of exports G
Exclusion of maintenance (CPA 72.20.34, 10-15% of SIC 73.71) H
Total GFCF in purchased software A+B+C-D-E-F-G-H
9. A key supply side source used for the revised estimates is the Information Technology (IT)

Survey. The IT survey is an annual survey first conducted in 1994, The survey population is not restricted

“to specific ISIC codes (ANZSIC in the NZ context) and covers units engaged in computer wholesaling,
telecomrnunication services, data processing services, information storage and retrieval services, computer
maintenance services and computer consultancy services. Sales data is broken down into a number of
categories including software and computer services, and these are further analysed into: (i ) sales to NZ
end-users (ie excludes sales for on-selling); (ii) sales to other NZ, customers; and (iii) exports,
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10. Sales of off-the shelf software. The sales breakdowns in the survey eliminate the need to
separately estimate steps A, C, D, E and G in the OECD table. The sales to end-users is the appropriate
category and will exclude sub-contracting and sales for embedding in hardware. Margins will be included
in the sales values and exports are specifically excluded.

1. Imports. Some NZ businesses wilt import software directly for their own use. This will enter NZ
either (a) as packaged software on CD or DVD or {b) will be downloaded from the internet. For (a)
imports of software on disc are included in merchandise trade statistics. Investigation has shown that these
correctly capture the value of the content and not just the media. The imports were analysed by industry of
importer to eliminate all imports made by whotesalers, retailers and manufacturers likely to be importing to
embed in hardware. For years post 1997, the percentage of imports destined for own use has varied
between 16-20% of the relevant import codes. This amount has been declining over the years. probably
reflecting increasing internet downloads and domestic supplv No information is available on internet
downloads and no estimate is yet included in the revised series.

12. Household purchases. Sales of off-the-shelf software need to be excluded from the IT Survey
data. Households will often purchase their software from the same outlets as business. Household
purchases have been estimated from the 2001 Household Expenditure Survey (HES), which indicates
houscholds purchase approx. 5.4% of IT sales to end-users. This will exclude software bundled with
hardware. The deduction will be re-estimated with each three-yearly HES.

13. Maintenance. It-is assumed that software purchased off-the-shelf will not be used for
maintenance.
14. Revised estimates.
NZ Application of OECD Supply Approach : Off-the-shelf Software
New Zealand Assumptions OECD 2002 $m
IT sales to end-users A+C-D-E-G 484.2
+ Imports for own use 20% of imports of IT commodities B (part) 12.4
are for own use
internet downloads for own use — B (part) 0.0
no data and entered as nil in table
Possible correction to value of B (part) ‘ est. 50.0

direct use imports based on ITSS
data on software royalties /licences
(still being reviewed)

- Household purchases 5.4% of IT sales to end users F 254

- Maintenance Assumed nil H : 0

Total ' A+B+C-D-E-F-G-H 521.2
Customised software

15. Sales of customized software. The IT Survey includes sales of “computer services™ which

includes, inter alia: systems analysis; design and programming; systems imegration; software

*  However, from the balance of payments, data is dvailable on trade in services and rovalties. An annual survey (the

International Trade in Services Survey, ITSS) collects data on (i) imported computer services and (ii) royalties and
licence fees for computer software, The latter will include payments for off-the-shelf software for own direct use,
on-selling, or reproduction and will presumably capture the value of imported software included in (a) trade
imports and (b) internet downloads. While analysis of (ii) is not yet complete, it is hoped that it will prove a
‘superior source of data and will be used to supplement or replace the estimates currently made for (a) and (b).
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maintenance; data entry, processing and time sharing: information network and database services;
hardware and systems servicing and repairs; and installation services. Not all of these relate to design and
production of customized software - however, it is not possible to obtain a finer breakdown (survey
questionnaire changes are planned). In the absence of this breakdown, 50% of sales of “computer
services” are assumed to relate to customised software. This is thought to be a conservative estimate,
given the known activities of the survey respondents. As with purchased software, the IT survey sales item
accounts for A, C, D, E and G in the QECD table.

16. ~  Imports. The balance of payments ITSS collects data on imports of computer services. From a
small, follow-up survey it is estimated that 60% of these imports are for customized computer services.

17. Household expenditure. Unlikely to involve customized software, therefore assumed nil.
18. Maintenance. The IT Survey computer services category includes maintenance receipts and

needs to be excluded. In the absence of a detailed breakdown, 15% of IT Survey sales are assumed to be
for maintenance. (The OECD approach recommends 15% of SIC 73.71 be deducted for maintenance).

19. Revised estimates.
NZ Application of OECD Supply Approach : Customised Software
New Zealand Assumptions OECD 2002 $m

IT computer services 50% of IT Survey sales of A+C-D-E-G 920.1
“computer services” ‘

+ Imports for own use 60% of ITSS imports of computer B 81.6
services .

- Household purchases Assumed nil F 0

- Maintenance - 15% of IT Survey sales of H 276.0

' “computer services”

Total A+B+C-D-E-F-G-H 7257

Own account software

20. The OECD recommendation can be sunumarized in the following table:

Number of software professionals

* average compensation

= Labour cost of software professionals A

Exclude labour cost linked to the production of software to be sold C

Exclude labour cost linked to maintenance, management eic. D
B
A-

Plus non-labour costs of software professionals producing own-account software
Total macro estimate of own-account software

C-D+B

21. . Earnings of software professionals. The 1996 and 2001 Censuses of Population were used to
obtain (a) the number of persons coded to occupations systems analyst, computer applications engineer
and computer programmer (NSCO codes 21311, 21312 & 21211, Very similar in coverage to ISCO 2131,
2132 & 2139) and (b) median personal income for these occupations. Estimates for non-census years were
interpolated using the number of employees in industry Computer Consultancy (L7834 in the ANZSIC) for
(a) and earnings data from the annual NZ Income Survey for (b). ' ,

22, Labour cost linked to the production of software to be sold. From the IT Survey, software sales
were dominated by two industries, F4613 Computer Wholesaling and 17834 Computer Consultancy.
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From the two Population Censuses, approximately 35% of software professionals were employed in these
industries. In the absence of other information, it is assumed that 35% of software professionals are linked
to software sales, rather than the development of own-account software.

23 Labour cost linked to maintenance, management etc. Based on US data, the OECD recommends
assuming that 50% of software professionals” time is spent on tasks other than developing software. This
assumption is adopted here.

24, Non-labour costs. No data exists on which to base this estimate. For countries in the OECD
study, the ratio of non-labour costs to labour costs ranged between 0.46 to 1.02, with Denmark being an
outlier at 1.50. For this study, a very conservative ratio of 0.50 has been adopted.”

25. Revised estimates.
NZ Application of OECD Supply Approach : Own-account Software
New Zealand Assumptions OECD 2002 $m
Number of software professionals Limited to occupations in
' NZCO 21311, 21312, 21211
* average compensation
= Labour cost of software professionals A 963.4
Exclude labour cost linked to the 35% of software professionals C 3372
production of software to be sold
Exclude labour cost linked to 50% of remaining software D 313.1
maintenance, management etc. professionals [0.5% 0.65= .325]
= Labour cost of own-account software A-C-D - 313.1
production
Plus non-labour costs of software 50% of labour costs B 156.5
professionals producing own-account
software
Total A-C-D+B 469.6
Summary
26. Adopting a supply approach based on the OECD recommendations leads to a revised estimate of

software GFCF of $1,716.5m. for 2002, compared to the published demand approach total of $666.9m.
The new figure suggests that the amount of software purchases being expensed in business accounts is
larger than initially thought. The new estimate is approximately 2.5 times higher than that published and is
1.39 percent of GDP. This is much more in line with other OECD countries and sirmlar (but still below)
the Australian percent of 1.5+% (from the OECD report).

27. The share of own-account software to total software development in the revised figures is 27.4%.
This is similar to the average of 31.3 % for the countries listed in the OECD report..

(=]

This ratio is still under review and may be too low. The Annual Economic Survey data for industry 1.7830,
Compuier Services, indicates that the ratio of purchases and other operating expenses to salaries and wages is
approximately 2.0. However, this may be influenced by purchases of software for resale. Further analysis of
individual business accounts is needed before any conclusions on the ratio can be drawn.
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