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Global Production - Economic owner ship of Intellectual Property
Products (I PPs) by SPEs

Introduction

In 2013 the AEG reviewed the report of the TaskcEasn head offices (HOs), holding companies
(HCs) and Special Purpose Entities (SPEs). It agteat “further clarification is needed on the
(economic) ownership and the subsequent recordingrtain assets of SPEs. In this respect, the AEG
requested the Task Force on Global Production (& put forward more concrete proposals.”

The TFGP did not examine the different types of SR the recording of their transactions in depth.
It did, however, discuss how the challenges assatiaith defining economic ownership (as opposed
to legal ownership) of SPEs that hold IPP assethinvilarge Multinational Groups could be
addressed. In this context the TF developed a idecisee for assigning more broadly economic
ownership of IPPs to entities (including SPES) ipgrating in global production arrangements, or,
belonging to multinational enterprise groups.

This paper summarises the recommendations of tPTresented in the Guide to Measuring Global

Production. Compilers are advised to stay closstatistical observation i.e. the SPE resident in a
country different from the parent, is recognizedaasinstitutional unit and de facto the economic

owner of the IPP. This approach is recommended eveases where the parent clearly acts as the
economic owner of the IPP, and legal ownershigsigmed to the SPE for tax reasons only.

Guidance on documentation provided
» The document “Economic ownership over IntellecRi@perty Products (IPPs) within global
production arrangements”

Main issues to be discussed

* The AEG is requested to review the decision & the discussion points in section 3 of the issue
paper

* The AEG is requested to express their views erréiommendations by the TFGP as formulated in
section 4.
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Economic owner ship over Intellectual Property Products (1PPs) within
global production arrangements

Task Force on Global Production

1. I ntroduction

1. In 2013 the AEG reviewed the report of the TaskcEoon head offices (HOs), holding
companies (HCs) and Special Purpose Entities (SRE®reed that “further clarification is needed o
the (economic) ownership and the subsequent rewpufi certain assets of SPEs. In this respect, the
AEG requested the Task Force on Global ProductibRGP) to put forward more concrete
proposals.”

2. In response the TFGP prepared this short issuer papesummarises how ownership issues in
relation to intellectual property products (IPPs)é@served on the balance sheets of SPEs areedarif
in the Guide to Measuring Global Production.

3. It should be stated that identifying economic ovhgr of IPPs inside the multinational enterprise
(MNE) group is an issue with more complexities thast SPEs holding IPP. This is why the TFGP
developed a decision tree for assigning economineoship of IPPs to entities (including SPES)
belonging to MNE groups or participating in glohaioduction arrangements. This decision tree
addressing ownership issues inside the MNE is ptedan the annex of this paper.

2. Royalty and licencing companies

4. The report of the Task Force on HOs, HCs and SRBsides a typology of SPEs. In this
typology royalty and licensing companies are exgdias those SPEs concentrating on group receipts
of royalties and similar flows received from in&gtual property rights and trademarks. Criteria put
forward to identify such SPEs are:

a. Holding intellectual property rights or trademarks;
b. Receiving on behalf of a group of enterprises rigslor similar flows.

5. Issue 4 in the report of the Task Force on HOs, Btk SPESs raises the question whether or not
these royalty companies are the actual economi@maf the relevant IPP assets, and whether or not
the assets should be rerouted to their “originalher that ultimately obtains the rewards and btes
related risks. The TFGP recommends as a geneeahatlto reroute the ownership of assets of SPEs.

6. Some of the main characteristics of royalty comesushould be considered upfront.

7. Firstly, assigning ownership of (existing) IPPs¢galty companies will lead to additional gross
fixed capital formation in the country in which shcompany (SPE) is established in line with the
recommendations of SNA 2008. However, in addisome royalty companies may also legally own
trademarks, brand names or other kinds of non-medlintangible assets. These other non-produced
assets are not treated as capital formation in 38@8 unlike IPPs. Nevertheless similar ownership
considerations apply to these non-produced intdéagibsets in terms of who actually owns them.
However; these ownership considerations do not lanpdications for the recording of output and
gross fixed capital formation for the SPE.

8. Secondly, the main reason for the existence ofltpgampanies is to reduce a MNE’s tax costs
by rerouting royalty and license fee payments agigch profits away from the trading entities of an
MNE group to an SPE located in a low tax jurisaictiThis rerouting is facilitated by the existene
bilateral (double) tax agreements between thesatdes. These agreements will usually ensure that



corporate, or other kinds of, taxes will be levigdy once on a stream of income rather than in bbth
the countries involved. Some SPEs seem to have és@ablished, say in country B, to reallocate
earnings away from a trading entity in country Ahe profits earned by the SPE and taxed in country
B are then ultimately attributed to the parentmother affiliate that directly owns the SPE in coyn

C, thus the group benefits from country B’s doutde agreements with country C. This flow of
income from B to C is in line with the required aaating for Direct Investment income — in this case
income earned in a wholly owned subsidiary (com@hig all attributed to the owner (company C).

9. It can also occur that the royalties pass throhghSPE and are recorded as imports of royalties
by country B from country C followed by exports thiese same royalties to country. A small
margin may be earned in this scenario where the i8Ribuntry B holds a sub licence to sell the
royalties. This sub license is obtained from coprand would have little value in the balance shee
of the SPE in country B. It is important to notattthe TFGP did not consider the issue of sub tiesn

in its deliberations. Licences were generally cdesed in the context of actual IPP related assets.

10. Although SPEs can hold sub licences that generta¢éarss of income, as discussed in the
previous paragraph, in general IPP licences shbaldeen as assets. They are purchased from the
parent for a consideration, often quite substardiadl they generate a stream of income from thres sal
by the SPE of the licensed product.  This aligiith the business accounting standards and tax
accounting and should be followed to avoid causibternational statistical asymmetries.

11. It should be noted that the TFGP did not examingalty companies in depth and the
considerations above were not part of this TF eaesh agenda. One of the key focal points in clnapte
4 of the Global Production Guide is providing guida on economic ownership of IPPs within the
scope of the MNE Group. This guidance is summarizete next section.

3. Economic ownership of an | PP as observed inside the MNE Group

12. Inside the MNE Group, IPP creation, use and owrignstay involve various entities which are
not necessarily resident in one country. This nexpuithat the general 2008 SNA principles of
economic ownershipg;laiming benefits and accepting the associated risiust be translated to the
specific conditions of the MNE Group under examomtin other words to decide which entity in
which country is the actual economic owner of fAB in question.

13. Regarding the claim of benefits, rewards from IRBa be diverse. Head offices may grant
affiliated companies access to IPPs for use inyotioh, and the returns may either take the form of
turnover on sales of IPP services or as propecynre.

14. Acceptance of risks involves the owner’s respofigitiior repairs and maintenance of the asset,
as well as its ultimate loss. In the case of IPREntenance can be taken to mean the responsiility
paying for fees to maintain patents, copyrightstbier registrations of the IPP in question. Ultietat
losses are perhaps not so relevant in the cagePsf klthough the sudden termination of proteaiion
secrecy will inevitably lead to less monopolistmyer and declining competitiveness as competitors
can also obtain access to the IPP in question.

15. When transactions are not observed directly, ovimigrand the recording of intragroup IPP
transfers become uncertain and can only be basedrtain conventions. The supply and use of IPPs
in global production are usually observed via eurise statistics such as business surveys, R&D
surveys or related administrative sources. Add#tisources, such as international trade in services
statistics may also be consulted for the recordihiternational transactions. Some countries have
established special Large Cases Units (LCU) toyaeaall available source data for the MNEs and
other complex enterprises. LCUs may provide impdriaformation also on IPP transactions.

16. Whether intragroup IPP flows are captured in iraéiomal trade in services statistics largely
depends on the type of cost recovery methods asfer prices used by the MNE. Transactions

! This type of arrangement exists to avoid withhadpiax in the country of the trading entities af tINE group i.e. in
country A. Examples of this arrangement are tertheddutch sandwich or Double Irish.
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between units inside the MNE should be observedfally as the legal transfer of goods and assets
inside the MNE may not necessarily reflect actuebn®mic operation of the MNE’'s global
production. This requires a case-by-case analgdisese arrangements can have unique features.

17. The decision tree in the annex assists in detengitie economic ownership of IPPs, and the
recording of IPP related transactions (particularport and export of IPP related services). Tlee tr
represents a sequence of steps, from the leftetoight, guiding the statistics compiler to a diegis
The starting point of the tree is the observatibiP® output or IPP ownership at the level of daiar
unit. The obtained information is examined in 4etiént steps:

a. Control/ownership of the unit, is the unit membeadINE (yes/no)?
b. Is the unit producer of the IPP (yes/no)?

c. What is the main kind of activity (in terms of 19IGf the unit, or, is the
unit expected to use the IPP in its production gssqyes/no)?

d. Does the unit receive income related to IPPs, oesdhe unit pay for the
use of IPPs (royalties and licences) (yes/no)?

18. Together these steps should lead to a coherengiolean ownership, the recording of capital
formation and the recording of IPP related servi¢esports/exports). However, it should be
acknowledged that the available information neetledgjo through each of these steps may be
insufficient. Particularly inside MNE groups it mde quite challenging to classify IPP related
transactions properly, identifying separately IRBRding, IPP purchases and sales and also payments
for IPP use. This means that each situation idedtiin the decision tree will be provided with a
default solution in case information is insuffidi¢a run properly through each of the decisive step

19. The recommendations of the TFGP are quite prudemt.example, specialized IPP producers
(Annex 1 - decision tree 1.1.2.2) are considelexldconomic owners of the produced IPP unless
there is clear evidence the unit does not genexaelPP related turnover (e.g. sales of copies,
licences to use), or, there is evidence of saletheforiginal to the parent or to other customers
(1.1.2.1). No observed IPP related turnover impties unit is indirectly funded by the parent. Such
funding should be observed. Without conclusive ent® the default solution is to assign economic
ownership to the producing unit (1.1.2.2).

20. Case 1.2.2 2 of the decision tree reflects theltpgampanies created by MNEs with the purpose
of taking advantage of low tax jurisdictions. Altlgh the decision tree leads to an identification of
such royalty companies, rerouting of ownership emdesponding transactions between the legal and
the economic owner is not recommended. The defaldtion is assigning economic ownership of the
IPP to these units, in correspondence with legaleyahip.

21. Effectively these recommendations in Sections lahd 1.2.2. of the decision tree are in line
with the recommendations of 2008 SNA (par 26.28)#w it states that “....a legal entity that is
resident in one jurisdiction is never combined vethegal entity resident in another. As a resURES

and other similar corporate structures owned by-negidents are considered to be resident of their
territory of incorporation, even though most ordlltheir owners and most or all of their assetsiar
another economy.” in other words a separate irigital unit is recognised and consequently
considered, as shown in the decision tree, to beettonomic owner of the IPP assets and related
liabilities. This designation of economic owner lewer does need to be verified by establishing
whether the IPP assets are in fact included orb#tence sheet of the SPE and also that the taxable
income of the SPE includes the royalty or simikeipts.

22. Furthermore, the TFGP also considered that lookiypnd the legal framework is difficult and
not really practical. This TFGP view was based e difficulties associated with attributing
transactions, assets and liabilities to a countrgrne the parent of the SPE is resident and thenpaite

for the creation of asymmetries in internationalremmic statistics if such an approach is not mador
by statistical compilers in other countries.

% See also 2008 SNA par 4.55 — 4.71



23. However, it is recommended to classify tratisas (the fixed capital formation, income and
expenditure) by these units under a separate hgadior example income from sales as “IPP related
services provided by SPEs”, since the provisiontludse services through such “brass-plate”
companies have very little economic significancetf® economy where they are placed. A separate
reporting of these artificial IPP services will pige a clearer view on national accounts and balanc
of payment statistics.

4, Conclusions

24. The recommendations of the TFGP on royalty comgaaiie essentially practical and pragmatic.
Compilers are advised to stay close to statistataervation i.e. the SPE is recognized as an
institutional unit and de facto the economic owokthe IPP. This approach is recommended even in
cases where the parent clearly acts as the ecormwmnier of the IPP, and legal ownership is assigned
to the SPE for tax reasons only. It is also recomded to classify the transactions related to tieBe
holding SPEs separately to allow analysis excludbrgss plate" units, also because the transactions
carried out by these units are not necessarilynatsdength.

25. The AEG is asked to discuss the decision tree dpedl by the TFGP and confirm the TFGP’s
position.



Annex - Decision treefor determining economic ownership of an | PP as observed inside the M NE Group

Control/ownership
of unit

Production of the IPP

Type of producer

Income and expenditure
related to the IPP

Decision about economic
ownership of the IPP

Related decisions

1.1.1. The unit is a main
producer of other (non IPP
goods and services and is
expected to use the IPP in
its production process

1.1.1 The unit may, or may|
not, receive funding from
the parent as compensatio
for IPP development costs
but this aspect is not
decisive.

Attribute by default economic
ownership of the IPP to this
unit

The IPP is by convention recorded on the balaneetsf this unit, even
when other member units of the MNE may benefit fittwn [PP.

1.1 The unit produced
the IPP

1. The unit is part
of a multinational
enterprise (MNE

1.1.2.1The unit does not
receive income from
royalties or licences to use
but either receives
compensation for IPP
development from the
parent or sells the IPP
originals to the paret

This unit serves as a dedicate]
IPP producer for the benefit o
the MNE as a whole.

Do not record the IPP as fixed capital formationhaf unit. Instead record
the developed IPP as export to the (foreign) MNEepi Reported sales
of IPP originals may show up in international trémiservices statistics.

1.1.2. The unit is a main
IPP producer.

1.1.2.2. The unit receives
income from royalties or
licences to use, or does noj
receive any compensation
for IPP development from
the parent, so it can be
assumed that it is expected
to obtain income from
royalties and licences to

use in the near future.

Attribute economic ownership
to the unit. The unit functions
as a dedicated IPP producer
with income from units
outside the MNE from the
IPPs produced.

The IPP is recorded as fixed capital formatiorhefinit.

1.2.1.1. The unit pays
royalties or licences to use|

The unit does not own the IPH

Do not record the IPP as fixed capital formationhef unit. IPP service
payments to foreign suppliers are recorded as ingfdPP services (or
royalties).

1.2.1. The unit is a main
producer of other (non IPP
goods and services and
may use the IPP in
production

1.2. The unit did not
produce the IPP

1.2.1.2 The unit purchased
the IPP original for use in
production

Attribute economic ownership
of the IPP to the unit

The IPP is fixed capital formation of the unitplirchased from abroad
register an import of the IPP (original)

1.2.1.3. No IPP related
payments are being
observed. IPP use may be
indirectly observed based
on the nature of the
production process (with
usually high IPP
requirements) and above
average returns to capi

The MNE parent is expected
to be the economic owner ang
supplier of the IPPs used in
production.

Conceptually, an imported IPP service flow showddécorded. But this is|
not an easy task (and not without risks) as thereaind size of these
flows are principally unknown. Such imputationsraports/exports
should preferably be the outcome of a concertedragt which all NSls
involved join efforts in filling in the IPP flowsdiween the member units
of an MNE.

1.2.2. The unit is not a
producer of other (non IPP
goods and services. Its
main output is IPP related.

1.2.2. Purchase of the IPP
from the parent and incomq
from royalties and licences
to use may, or may not, be
observed.

The unit is assumed to have
purchased the IPP (original)
from the parent and to receivel
(on behalf of the parent)
income from royalties or
licences to use the IPP.
Attribute economic ownership
of the IPP to the unit. The unit]
is considered an IPP holding
SPE providing its services to
the MNE paren

It is recommended to classify the fixed capitahfation, income and
expenditure related to these IPP holding SPEs atgipto allow analysis
excluding "brass plate” units, also because thesaetions carried out by
these units are not necessarily at arm’s length.




