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Introduction to the Task Force on Global Production

The Task Force (TF) on global production was cibdig the Conference of European Statisticians
(CES) Bureau in November 2011 to support the implation of theSystem of National Accounts 2008
(SNA) and theBalance of Payments and International Investmensitm Manual, Sixth Edition
(BPM®6) with respect to global production arrangetaeiihe objectives of the Task Force are twofold:
1) further address a number of unresolved conckpggaes and 2) develop practical guidance on
implementation aspects of the new global standartie final outcome, to be presented to the CES
tentatively in April 2014, will be a Guide, assmjinational accounts and balance of payments cerspil
in recording global production related activitiestheir accounts. Information on the terms of rerfiee
and the work plan of the TF was already presentedthe AEG meeting in April 2012
(http://unstats.un.org/unsd/nationalaccount/ae201-24.pdf).

So far, the TF has identified a number of concdpsues related to global production arrangements,
where additional guidance and clarification of tBBA and related international standards may be
required. The most important among them is thestrial classification and the statistical treatinen
‘Factoryless Goods Producers’ (FGPs). FGPs aralupsys that outsource the manufacturing
transformation activities but own the underlyingeitectual property products (IPPs) and control the
outcome of the production process. A strict intetaion of thelnternational Standard Industrial
Classification of All Economic Activities (ISIC)eWsion 4means that an FGP should be classified as a
distributor if the FGP does not provide (own) thatemial inputs subject to processing even though th
FGP provides the technical specifications of thpatiand owns and supplies other critical inputs.

The opinion of the TF is thatwnership of material inputs should not be the stdgermining factor in
classifying an FGP. An FGP that controls the outeoof the production process and provides (owns)
either the IPP inputs or other inputs (goods and/iees) to a contract processor should be clasgifie
manufacturing as a separate and new subset ofimxistassifications that highlights the factoryless
characteristic of the firm The proposal of the TF was supported by the @@uExperts on National
Accounts, which held a meeting in Geneva on 3-4il/&W13 in order to review the draft chapters d&f th
TF Guide. The attached issue paper describes e detail the proposal and the recommendations of
the TF.

Guidance on documentation provided
» The document Issue Paper on factoryless goodkiption

Main issues to be discussed
» The AEG is requested to consider the discussiimt$raised in section 3 of the issue paper.
» The AEG is requested to express their views erréciommendations formulated in section 6 by the TF
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| ssue Paper on Classifying Factoryless Goods Producers

1. Introduction

1. Recent years have witnessed the rapid and wieldpncorporation of specialization into goods
manufacturing allowing firms to divide the tradiii@ vertically integrated production model intogea

or tasks known as fragments. The fragmentatiqgmaduction has allowed firms to outsource procegsin
activities (i.e., the actual physical, chemical, mechanical transformation of inputs into outptits)
specialized domestic and foreign establishmentsmeSfirms — known as factoryless goods producers,
factoryless manufacturers, virtual manufacturerdabless manufacturers — supply inputs of intéliat
property products (IPPs) (i.e., the technology, visimw, and product design) but outsource the
processing activities required to produce the dutfine factoryless goods producer (FGP) is a jpaic
that controls the outcome of production of a gogdibdertaking the entrepreneurial steps and progidi
the technical specifications required to produce glood. Increasingly, the processing activities ar
taking place offshore, creating new challengesniational accountants and compilers of international
trade statistics. This issue paper addressesogal associated specifically with classifying FG&sed

on economic activities and makes recommendatiangddssification.

2. Background

Fragmentation of Production

2. A number of forces are driving the fragmentatdrproduction to specialized establishments and
facilitating the creation of global supply chainsdaglobal value chains. Advances in information
technology, improvements in logistics, and lowexde and transportation costs allow firms to relcat
production to new and often distant locations efnational cost differences such as lower relatiages

give firms an incentive to seek the lowest costBetter contract enforcement and protection of
intellectual property rights provide firms with ressary legal support to consider global fragmemtati
Whereas the focus of a global supply chain is enntiovement of goods and services through the stages
of a global network structure, the focus of a glolzdue chain is on the creation of value at eacation

(i.e., each country) in the network.

3. The fragmentation of production through the afsglobal network structures raises challenges for
national accountants and compilers of internatidraale statistics, including the classificationfiofns,

the measurement of trade in goods and servicesthendtheasurement of trade in intermediate inputs.
The System of National Accounts 20@NA) and theBalance of Payments and International Investment
Position Manual, Sixth EditiofBPM6) include new guidelines to better reflect tle¢ated economic
activities in national accounts and internatioraaunts.

4. In the past, a traditional manufacturer mairgdirsome processing capabilities and economic
ownership of material inputs and final output cailec. As one example, a traditional manufacturay m

! U.S. International Trade Commission, “Economic Bffeaf Significant U.S. Import Restraints,” Publicati4253,

August 2011.



have used a contractor to perform processing #esvio ensure sufficient capacity during periofls o
high demand. As another example, a traditional ufaoturer may have used a contractor to provide
specialization in a certain type of processingvagtito allow the manufacturer to focus on “core”
manufacturing activities. Under the traditionalmatacturing arrangement, ownership of material {apu
was a relevant factor in determining whether goagse being produced on own-account or under
contract.

5. Now there are a growing number of cases, edpeitidhe production of many high tech products,
where the traditional manufacturing arrangemensduz hold. A firm may become purely “factoryless”
in the sense that it does not supply the matemjalits or undertake the transformation of the malteri
inputs into a good but hires a contract processsupply and transform the material inputs. IS ttase,
the firm is an FGP.

6. The FGP concentrates on innovation and marketewsions. While the FGP does not supply
material inputs into the production process, théFBes supply substantial service inputs in the fof
technology, know-how, and product design. In addjtthe FGP maintains control over the supply of
material inputs by identifying key material inp#sd monitoring the quality of material inputs thgbu
selection or preapproval of certain material inprdviders. Likewise, the FGP maintains controlrove
the outcome of the production process by providiaghnical specifications that are essential for
transformation of the material inputs. The FGPtmma access and delivery of the final output to
consumers.

7. The contract processor manages the transformgtiocess by supplying material inputs and
transforming the material inputs. The contractcpssor is a manufacturer that delivers pre-specifie
goods to the FGP at pre-determined prices and taefidhe goods to parties other than the FGP.

8. While a transaction in goods takes place betwien contract processor and the FGP, the
transaction cannot be seen as an unconditionalanh&dnsaction. Key in this arrangement is that th
transaction is conditional, which makes the contpocessor captive—it cannot sell the good to rothe
parties. In the case of factoryless manufactureogirol over the outcome of the production procass
ownership and provision of the IPP inputs seemadinaide with the economic ownership of the final
output.

Current Standards

9. Thelnternational Standard Industrial Classification Afl Economic Activities (ISIC), Revision 4
(ISIC) was published in 2008, and the updated stafgdinclude guidelines for classifying a unit that
outsources production. Paragraph 137 of ISIC defithe term “outsourcing” as “...a contractual
agreement according to which the principal requttes contractor to carry out a specific production
process.” The principal may outsource parts ofgdta@uction process or may outsource the complete
production process. In either case, the term ‘tautsng” defined by ISIC is a broader use of thante
than is generally used by economists. Usuallytéhm “outsourcing” refers to service or manufactgri
activities that are contracted out to unrelatesl,(unaffiliated) parties in either the domestioremmy or

a foreign economy and is generally meant to applgdtivities that were once internal functions.eTh
ISIC definition does not restrict the use of themdo unrelated parties or to activities that wenee
internal functions.

10. In drafting the updated standards, classificatif the contractor was determined to be handled
consistently across countries but classificatiothefprincipal was not. Therefore, paragraphs-14@5
of ISIC clarify the criteria for classifying a pdipal that outsources a production process asvstlo



Outsourcing of parts of the production process

140. If only part of the production process issmutrced, the principal is classified to the clasatt
corresponds to the activity representing the comepteoduction process, i.e., it is classified ai if
were carrying out the complete process, includimgdontracted work, itself.

141. This applies not only to the outsourcing gf@art functions in the production process, such
as accounting or computing activities, but alsatie outsourcing of parts of the core production
process, such as parts of a manufacturing process.

Outsourcing of the complete production process

142. In general, if the principal outsources thengdete production process of a good or service,
it is classified as if it were carrying out the piuction process itself. This applies in particularall
service-producing activities, including constructioln the case of manufacturing, however, the
following special considerations apply.

143. In manufacturing, the principal provides th@ntractor with the technical specifications of
the manufacturing activity to be carried out on timput materials. The input materials (raw
materials or intermediate goods) can either be pted (owned) by the principal or not.

144. A principal who completely outsources thexsfarmation process should be classified into
manufacturing if and only if it owns the input nréés to the production process—and therefore
owns the final output.

145. A principal who completely outsources thasfarmation process but does not own the input
materials is in fact buying the completed good fritv® contractor with the intention to re-sell it.
Such an activity is classified in section G (whalesand retail trade), specifically according tceth
type of sale and the specific type of good sold.

11. Given that an FGP does not supply materialtsipua factoryless manufacturing arrangement, the
ownership requirements of paragraphs 142 — 145I&f tall the classification of an FGP into question
As a result, the ownership requirements run theafdnaccurate classification to trade and incsiesit
classification across countries based on diffemgtierpretations across countries in arrangementravh
the transformation process is completely outsourced

3. Issuesfor Discussion

12. A strict interpretation of paragraphs 142 — 14%33€ means that an FGP should be classified as a
distributor if the FGP does not provide (own) thatemial inputs subject to processing even though th
FGP provides the technical specifications of thgpatuand owns and supplies other critical inpulbis
interpretation raises two important issues: 1¢ wilthe IPP inputs and 2) control of production.

Role of the IPP Inputs

13. One issue pertains to the role of IPPs in tieeyction process, which is implicitly considered i
ISIC as being non-transformative for FGPs but ndios factoryless producers engaged in the prodnocti
of services. The inconsistent treatment for mariufaty activities and service-producing activities
implies that an FGP that develops and suppliesripéts to the production process will be classitsda
distributor even if the IPP content of the finabdocontributes the majority of the value of the djoo

* Based on economic activities, what is the appréptassification of a principal that completely
outsources processing activities but develops apgles the IPP inputs required to make the
good, especially in cases where the IPP conteritibates significant value-added?

* Should the scope of “input materials” within the@Sguidelines be extended to include the
services provided by IPP inputs?
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Control of Production

14. Another issue relates to the control of prodmct For a contractual relationship where the
principal controls the outcome of the processinggomed by the contractor (whether de facto orute)j
and has an obligation to acquire the output thagtsthe requirements of the contractual arrangement
there is an argument that the principal has inthli@ccepted the risks and rewards of the contdacte
work in terms of its outcome. In such cases, thesification of the principal should be made athé
principal is carrying out the production processliding the contracted work.

» Should control over the outcome of the productimrcess and a contractual obligation to acquire
the output be considered more appropriate critdrden ownership of the material inputs for
determining the classification of the principal?

4. Justification for 1SIC Review and Clarification

15. As stated in paragraph 142 of ISIC, outsour@hdhe complete production process is treated
differently for service-producing activities thaorfmanufacturing activities. For service-producing
activities, the principal is classified as if it keecarrying out the production process itself. Huo
complete outsourcing of processing activities,dti@rion of ownership of material inputs is inche

16. The issue of how to classify a principal thattcacts with another unit to carry out specifipexds

of the productive activity of the principal was agksed by the Technical Subgroup (TSG) of the Exper
Group on International Economic and Social Clasaifons. The TSG was asked to identify a set of
criteria that are distinct, observable, and coaatsivith the principles of the SNA and BPKI6.

17. For outsourcing manufacturing activities, ttf#&GTconsidered three options to be applied asieriter
to make the distinction in the activity classificat of the principal: 1) ownership of the physiagbut
materials by the principal, 2) ownership of the iIRputs related to the production process or rdl&be
the final good, and 3) both the ownership of thesidal input materials antie IPP inputs.

18. After deliberations, the TSG recommended thatdassification of the principal should be based
on a single criterion: ownership of the physiggiut materials. The TSG stated that this treatroént
outsourced activities in ISIC was consistent witle froduct classification treatment defined in the
Central Product Classification (CPC). Under outsimg, the following products would be transactgd b
the principal and the contractor:

0] If the principal owns the material inputs then theput of the principal is goods and the
output of the contractor is manufacturing services.

Provision of manufacturing services

2 Becker, Ralf and Ivo Havinga, “Treatment of Outsongdn International Standard Industrial Classificat{ISIC),”
Rev. 4, Notes for OECD Structural Business Stasdfixpert Meeting — Paris, pp. 10-11,
May 2007.



(i) If the principal does not own the material inputsrt the output of the principal is services
(margin on the good) and the output of the contraistmanufactured goods.

19. The TSG also argued that the treatment of auted activities in ISIC was consistent with the
SNA and BPM6 statistics on goods and services.

20. In many cases, the value of the output of F@Rects as much or more the contribution of IPP
inputs as that of material inputs. The assumphqguaragraphs 142 — 145 of ISIC that the final autyf

an FGP is simply a distribution activity seems egohte when the services used in production,
particularly IPP inputs developed and supplied liy principal, are taken into account. ISIC defines
wholesalers and retailers as buying and sellinglgedthout transformation of the goods. Classifyém
FGP in the wholesale-retail sector seems to coictrélais definition because the FGP does more than
simply buying and selling. In particular, the valadded by an FGP may be significantly more than th
margin associated with the activities of merelytribisiting a good from a producer to a consumer
because the IPP inputs embedded in the good madsileda significant value to the good. In addition
FGPs control the outcome of the production procasd,therefore, the nature of their activities etigf
significantly from wholesale-retail trade.

21. Given the increasing prevalence of firms fragtmg their production, the recommendation in
ISIC appears untenable. Thus, additional critehiauld be considered when classifying FGPs.

5. Classification Criteria

22. The assumption in paragraph 144 of ISIC thatuthit that owns the material inputs also owns the
final output seems inadequate in light of factosglenanufacturing. The previous view of a produrctio
process that only considers material inputs whilding to consider IPP inputs is at fault here and
requires refinement. In addition, there are broaskies related to the control of the productioycess

in a contractual relationship between a principal a contract processor that merit further conatitam.

23. Under a factoryless arrangement, the prinogaderally controls the blueprints of production,
access to customers, trademarks, and other saefrsggificant value embodied in the final outptthe
contractor generally only manages the processintyitbes by strictly following the specifications
provided by the principal. A key characteristictioé contractual arrangement is the captive naifitiee
contractor. Processing activities cannot be ua#lert without the blueprints provided by the priatip
Once processing is finalized according to the dibmraé of the contract, the contractor is entitled t
compensation from the principal, and the outpundslonger under the contractor's control. The
contractor is not allowed to sell the output toestparties but must sell to the principal.

24. In a circumstance where a principal specifiesdonditions required to make a particular product
and guarantees acquisition of the product fromctiv@ractor when the conditions are met, the pracip
has assumed certain economic risks (e.g., producé ghanges, improved IPP inputs available to
competitors, commercial success of the product) associated with production to a degree suffiden

the principal to be classified as a manufactuderthis case, the transactions between the prihaipa

the contractor are not standard market transachatsather transactions subject to the conditmite
contract. Based on the conditions of the contthetvalue-added contributed by the contractor does
reflect the full value of the final output becaubse contractor does not assume the economic risks
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associated with owning the IPP inputs and contmgllihe outcome of the production process. Thus,
ownership and provision of material inputs shoudt lme the sole criterion to determine the classion
of the principal as asserted in paragraph 1441a5.1S

25.  While ownership and provision of material irpig an important consideration, the following
three criteria are more complete and more reletadetermine economic ownership of the final output
and classification of a principal: 1) control otbe outcome of a production process, 2) ownerahip
provision of IPP inputs, and 3) ownership and @i of other inputs (goods and services).

6. Recommendationsfor Classification

26. Differentiating between various contracts foe tpurposes of compiling national accounts and
international accounts may be impractical, but@asse subset of existing classifications for FGRd
their transactions would improve the accounts. tkaéto the subset of existing classificationshis fact
that FGPs differ in many respects from manufactutieait play a more active role in processing aachfr
pure distributors that play a more passive rolgrinduction. Existing classification systems do not
currently reflect this heterogeneity.

27. The classification of principals that contriob toutcome of the production process but completely
outsource processing activities is an increasimgem to economic statisticians. To facilitateusate
classification and consistent classification acimsntries, the current ISIC guidelines are inadégin
light of the growing use of fragmented productiamgesses. Clarification is needed concerning the
classification of FGPs and, ideally, new subseateexd to be added to reflect their activities.

28. If the principal controls the outcome of thegurction process and provides (owns) either the IPP
inputs or other inputs (goods and services), thecjpal should be classified to manufacturing as a
separate and new subset of existing classificatims®d on the class that corresponds to the gctivit
representing the complete production process ofitlaé good being produced. According to the cidte
identified in the preceding section, the followiage recommendations by the Task Force on Global
Production for classifying principals that contritle production process but completely outsource
processing activities (i.e., FGPs):

« A principal that owns and supplies other inputsof and services) to a contract processor
should be classified to manufacturing as a separadenew subset of existing classifications that
highlights the factoryless characteristics of tine f

« A principal that owns and supplies IPP inputs atieioinputs (goods and services) to a contract
processor should be classified to manufacturingaaseparate and new subset of existing
classifications that highlights the factorylessreleteristics of the firm.

* A principal that owns and supplies IPP inputs batather inputs (goods and services) to a
contract processor should be classified to manuifi;ict as a separate and new subset of existing
classifications that highlights the factorylessreleteristics of the firm. If separate accounts are
available for the branch of the principal that proels the IPP inputs and for the remaining
branches of the principal, then the former shoelclassified to the appropriate IPP industry and
the latter to trade.

« A principal that owns and supplies no IPP inputd aa other inputs (goods and services) to a
contract processor should be classified to trade.

29. Given the processing activities of the contgrocessor and the contractual arrangement between
the principal and the contract processor, the achfprocessor should be classified to manufacturing
consistent with the current recommendations ingragzh 139 of ISIC.



