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(2) Topic: Criteriafor Identification of Branches
(2) Issues — see BOPTEG Issues Paper #5
(3) Recommendations.
(i) The group agreed that physica presence criteriawould apply only to those industries that
require physical presence. For activities (such asfinancid intermediation and operationa
leasing) that can be undertaken without physical presence, such criteriais not required for
determining the existence of an inditutiona unit.

(if) The group agreed that being subject to income tax laws, rather than paying income taxes
asin BPMS5, should be taken as an indicator.

(i) The group considered that some flexibility is needed, so that the criteriawould be used
asindicators with some compiler discretion. The group agreed that not dl of the criteria
needed to be met. A sufficient condition was that most of the criteriawould be met.
However, the criteria of having separate income statements and baance sheets was
consdered to be the strongest factor, and would usudly be decisive. The importance of such
records was explained on both conceptual and practica grounds. The group noted the
importance of where decisions are made, of which separate accounting could be a reflection.

(4) Rejected Alterndtives:
A fixed set of requirements was rejected, so asto give compilersflexibility.
(5) Questions for the Committee:

(i) Does the Committee agree with the recommendation that physical presence only
be required for activities other than financial intermediation? See 3(i) above.

(i) Does the Committee agree that being subject to income tax laws should be taken
asan indicator of a branch rather than a requirement? See 3(ii) above.

(iif) Does the Committee agree that all the criteria should be taken as indicators of a
separate branch, while noting that availability of separate accounts be given a very
strong weight? See 3(iii) above.



DIRECT INVESTMENT TECHNICAL EXPERT GROUP (DITEG)
OuTcoME PAPER (DITEG) # 10

(2) Topic: Criteriafor identifying branches
(2) Issues— see DITEG Issues Papers #10
(3) Recommendations.
(1) The group agreed that dl the criterialisted in the issues paper are to be considered
indicative, and that none was felt to be essentid (in many instances, it was felt that many on
the list may not be present but the unit may Hill be recognized as a branch). The group felt
that an absence of an income statement and a statement of assets and liabilities would make
the collection of datafor a branch very difficult.
(i) The group recognized the need for clarification of criteriain the new manud.

(ii1) The group agreed that physical presenceis not required for financid inditutions.

(4) Rejected Alternatives:

None

(5) Quedtions for the Committee and the WIIS:
(1) Do the Committee and the WIIS agree that all the criteria listed in issues paper
#10 should be regarded as being indicative to determine whether a branch represents

a separate ingtitutional unit, or should an income statement and a statement of assets
and liabilites be considered necessary? See 3(i) above.

(i1) Do the Committee and the WIIS agree that physical presence is not necessary for
a branch operating in the financial sector? See 3(iii) above.
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BALANCE OF PAYMENTS TECHNICAL EXPERT GROUP
| SSUES PAPER (BOPTEG) # 5:
CRITERIA FOR | DENTIFICATION OF BRANCHES
|. Current international standardsfor the statistical treatment of theissue

In many cases, abusiness will st up a separate lega entity in order to undertake operations
in an economy outside its home economy. However, where a separate entity is not created in
the outsde economy, but the operations are substantial, a notiond inditutiona unit resident

in that economy may be identified for Satistica purposes. In this paper, such aunit is caled
a“branch.” * Although abranch is not alegd entity, it behaves in many ways asif it were,
and tregting it asa unit can dlow gatigticsto give a better portrayd of the economic redlity,
see 1993 SNA paras. 4.49-52. (Anissues paper for DITEG deds with the vauation of
branches, so this paper is only concerned with the units and residence issues.)

The BPM5 criteriafor identifying the operations of an unincorporated branch as a separate
inditutiond unit are that the branch:
engage in sgnificant production of goods and services,
plan to operate the businessindefinitely or along period of time;
have a substantial physical presence;
maintain a complete and separate set of accounts of loca activities (i.e., income
Statement, balance sheet, transactions with the parent enterprise);
pay income taxes to the host country;
receive “funds for enterprise work for the enterprise account” (presumably this means
not as an agent, a Situation discussed in para. 83);
(BPMS5 paras. 73 and 78. The 1993 SNA uses smilar termsin paras. 4.49-52, dthough it does
not mention the last two factors.)

BPMD5 goes on to discuss the application of these principles to the cases of congtruction (para.
78) and mobile equipment (paras. 80, 82). It distinguishes between operations that are
separate and substantia enough to condtitute a branch (which are attributed to a separate unit)
and those that do not (which are attributed back to the base of operations). The Balance of

! Branch is used hereiin the sense of “adivision of an organization” or “separate but

dependent part of a centrd organization.” In 1993 SNA terminology, a branch is one type of
“quasicorporation.” In the OECD Benchmark Definition of Foreign Direct Investment, third
edition para. 14, quasicorporations for land ownership and unincorporated joint ventures are
a0 described as branches. However, the requirements for the creation of notional units for

land ownership are much less redtrictive than those discussed here, in thet the unit is

identified in dl cases (BPMS5 para. 64).



Payments Textbook (BPT) paras. 98-99 mentions branches being treated as separate units
amply on the basis of physical operations, without other requirements, but is presumably not
intended to adopt different criteriafor branch recognition from BPM5.

Egtablishing criteria such as these involves making a trade- off between the desirability of
taking into account al operations connected with an economy, while avoiding the
identification of artificid unitsfor datistical purposes that do not have their own accounts or
decison-meking. The BPM5 criteria take afairly redtrictive gpproach, in particular, requiring
complete accounting data. If a branch is not recognized as a separate unit, the sdlesto
resdents in the same location will be treated as internationd trade in goods and/or services.

Branchesin the sense used in this paper are dways 100 percent-owned direct investment
enterprises. However, other quasicorporations such as unincorporated partnerships, joint
ventures, and land ownership could sometimes have less than 100 percent ownership,
including portfolio investiment and domestic investors.

I1. Concerng/shortcomings of the current treatment
There seemsto be less focus on the BPMS criteriafor recognizing a branch in BD3 and BPT.

The requirement for physical presence may not be appropriate for financia services that do
not aways have physica presence, including banking, insurance, and mutua funds. If some
activitiesin an economy meet dl the other criteria, that may conditute a sufficiently strong
connection to the economy to justifying being consdered a resident unit.

The requirement for paying income taxes needs to be reconsidered. Some operations
otherwise strongly connected to the economy do not pay taxes because of their income
Stuation, tax exemptions, or because there is no income tax.

The term branch is used in a somewhat wider sensein BD3 by induding land ownership and
joint ventures and partnerships.

I1. Possible alter native treatments

The AO proposes that the physical presence requirement for recognizing a branch only apply
to activities that require physical presence. It o proposes that the unit's “being subject to
tax laws’ be taken as evidence of the existence of a branch, but not a requirement. (para.
4.15).

V. Pointsfor Discussion

(1) Should the physical presence requirement for recognition of a branch be limited
to activities that require physical presence?



(2) Should the requirement to pay income taxes to the host country be dropped?
Should it be replaced by being subject to any applicable income tax laws? Or should
being subject to any income tax laws be treated as indicative rather than essential ?
(3) Do members’ experiencesin the recognition of branchesin practice giveriseto
any other concerns about the treatment of branches? Should any of the other BPM5

criteria for the recognition of branches be amended or deleted? Should any other
requirements for the recognition of branches be added?
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