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I nt roduction

1. In the last ten years an inpressive nunber of start-ups have been set up
in Israel - recently about 3,000 start-ups have been counted. Annual investnents
in start-ups account for nearly one percent of GDP. There have been sone factors
fuelling the boomin start-ups: in the beginning of the 90's the Mnistry of
Commer ce and Manufacturing and the Finance Mnistry established joint-venture
funds which hel ped finance the first start-ups. Later on private joint-venture

funds (rmany of them from abroad) have been willing to invest |arge amounts in
start - ups.
2. This note includes a brief description of the problem of estimating the

start-ups output and its uses, sone possible solutions and proposed plans for
collection of data on start-ups.

The probl em

3. VWhen recording start-ups production activities in the national accounts,
there are sone serious problens linked to data collection, but apparently no
conceptual ones. They are mainly engaged in producing R& and software. Most of
them do not register sales at the early stages and in nany cases they are not
routinely included in survey sanples. The SNA93 has cl ear accounting rules for
measuring output that has not been sold. It should be valued “at the basic
prices at which they could be sold if offered for sale in the market”

(par. 6.85). When reliable market prices are not available, which is the case
for the special and uni que products generated by start-ups, a recommended second
best is to value output for own final use as “equal to the sumof their cost of
production” (par. 6.85). This second option seriously underval ues the output of
the start-ups and a different solution should be found.

4. Some of the start-ups that succeeded to produce a marketable product are
sold for very high prices, which have no apparent relation to their recorded
production costs, operating surplus or sales. O course, froma formal point of
vi ew no problens exist since a change in ownership takes place and the
accounting rules of the systemare applied: |If start-ups are sold to residents,
the corresponding flows will be registered in the financial accounts of both
parties; if sold to non-residents, the flows will be registered in the resident
sector’s and the rest of the world's financial accounts.

5. It is necessary to define what has been bought. The experience shows that
nost of the start-ups have been purchased to obtain the R&D and software
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products generated by them The high price paid, or a large part of it, may
reflect the market prices of these unique products (which only a few of the
start-ups succeed to develop). |If that is the case, a serious under-val uation
of the start-ups output exists. Since npbst of the sold start-ups have been
bought by non residents corporations, also exports are undervalued if, for
exanpl e, previously generated software is transferred to the new non-resident
owner. O course, one should be very cautious when trying to find an inplicit
value for the output, since in sone cases a large part of the price paid by a
start-up may be explained by other factors (e.g. expectations of large increases
in the market prices of these units and high-tech corporations ).

6. Once a market value is avail able, how should the difference between this

val ue and the previously applied cost or cost plus mark-up valuation of the
out put be treated?

Possi bl e sol utions

7. Three optional solutions are going to be applied and their results
anal yzed:
8. To see the difference as an increase in the price of the product that took

pl ace between the tinme of production and the tine when a market price is
available. If this treatnent is chosen, one has to revaluate the fixed asset
between the two periods. It seens a problematic treatnent — increasing the
“price” of an asset that was not previously transacted in the market.

9. Once a market value for the output is available, to revise the applied

mar k-up retroactively, at the tine that production took place |If the production
has been distributed over a nunber of periods, the value of production should
be distributed over these periods in proportion to the cost in each period. This
treatnent is simlar to the treatnent proposed in SNA93, paragraphs 6.94-6.100.
However, it is worth nentioning that in the case of high-tech start-ups the

di fference between market price and cost nay be very large and difficult to
estimate in advance. The SNA93 cautions agai nst using cost plus mark-up
estimates in such case.

10. Instead of using the estimated value of the output generated by the
start-ups that succeeded and to revise mark-up estimates retroactively, one
could perhaps in the first place rely on data on returns to venture-capital
funds invested in start-ups to obtain the percentage of operating surplus to add
as a mark-up to the production costs of all the start-ups. One would in a sense
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be | ooki ng at the production costs of all start-ups as the cost of the few that
succeed.

11. As said before, the use in sone specific cases of the price paid for sone
start-up (or a given percent of it) as the nmarket value of what has been
produced by them nust be carefully analyzed. To give only one exanple: in 1998
three young owners of a start-up sold it to a non-resident corporation, one and
a half year after they established it, for 400 mllion dollars, while the val ue
of the input was relatively non significant. On the one hand the sale included a
new ki nd of software, but on the other hand before the sale the start-up had

al so been distributing services free of charge to millions of internet-users.
When such a start-up is sold, sonme (perhaps quite a |large part) of the high
price paid covers the goodwi |l created by the enterprise's activity.

12. It is worth noting that the previously nentioned under-val uati on of
exports of R&D and software products may occur in well established enterprises.
This is the case of subsidiaries of foreign corporations that produce software
and R&D to be used by the foreign parent corporation. The generated output is
transferred abroad, but in practice, exports may not be accounted for, neither
in the rest of the world account nor in the bal ance of paynent. CQutput has been
produced in the country, the non-resident parent corporation has financed the
production costs, but no use of the output is registered, or it is wongly
accounted for as output for own final use of the subsidiary. Even if the sales
bet ween the subsidiary and the parent corporation are reported by the
subsidiary, they are generally valued at cost and not at the market val ue of the
generated R&D or software. In both cases, exports are underval ued. However, it
must be recogni zed that practical solutions are difficult to inplenent. On the
ot her hand the values involved are substantial and are expected to continue to
grow very rapidly in the Israel econony.

I mproving the data collection on start-ups
13. As said above, start-ups usually don’t sell anything, and may not be
included in the regular surveys. There may even be a delay before they are

i ncluded in the business registers.

14. The statistics on of sales of start-ups to abroad cone fromthe banking
system In all cases only the financial transactions have been recorded.

15. The |l ack of adequate data neans that special information has to be
gat hered through careful scanni ng of newspapers, tax registers and other
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sources. The proposal is to establish a database with data on start-ups
gathered this way. Conparisons with the business registers and survey franes

will be nade frequently to establish which start-ups are not included, and if
any activity is neasured or inputed for them Data for a sanple of start-ups
will be gathered and estimates of their activity will be prepared and added to

t he national accounts.

16. Also a list of data on sales of start-ups will be nmade and updated daily.
This list will be conpared with banking data, to check how the transactions are
regi st ered.

17. Until such databases are established, data on finance of start-ups has
been used to create rough estinates of the activity of start-ups. Mst start-ups
in Israel are financed by venture capital funds. Statistics on new investnents
in start-ups in Israel gathered by the Venture Capital Funds Association and

ot her sources have been used to prepare such estinmates. The estinates cone to
nearly one percent of GDP

Concl usi on

18. The inpressive growth in start-ups lead to a need for changes in the way
data are collected and guidelines for treatnent of the activity of start-ups.

19. The main problemis how to ensure that the activities of the start-ups are
included in the national accounts and how to value these activities. The problem
becones especially conplicated in the many cases when the start-ups are sold
before they have any sal es.

20. The mechani cal application of the SNA second best recomendations for
measuring output for own final use by using production costs instead of basic
prices nmay seriously underval ue output of R& and software in the Israel
econony. The possible solutions mentioned in this note will be checked further

21. A plan for the inprovenent of collection of data on start-ups is proposed.
The plan calls for the establishment of a database including informtion

gat hered through careful scanni ng of newspapers, tax registers, financing
sources and others. Conparisons with the business registers and survey franes
shoul d be made frequently to establish which start-ups are not included, and if
any activity is neasured or inputed for them Data for a sanple of start-ups not
i ncluded in surveys should be gathered and estimtes of their activity prepared
to be included in the national accounts. A list of data on sales of start-ups
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shoul d al so be nmintained and conmpared with banking data, to check and revise
registrations.

22. In addition a nethod for separating inplicit exports of R& and software,
when start-ups are sold to abroad will have to be devel oped.



