Joint Session of the Inter-agency Task Forces

(TFSITS and TFIMTS)
Bangkok, 12 March 2009
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DISTORTIONS CAUSED BY NEW RECOMMENDATIONS FOR NATIONAL ACCOUNTS AND TRADE STATISTICS IN THE AGE OF GLOBALISATION:
GOODS FOR PROCESSING  -- INTRA-FIRM TRADE – TRANSFER PRICING

Background  -- Issue and key measurement
The strict application of the change of ownership principle to goods for processing and merchanting in the new Balance of Payments Manual (BPM6, chapter 10), and the respective reinforcement of the "physical crossing of borders" measure in the forthcoming IMTS Concepts and Definitions (IMTS, Rev.3), will lead to a greater divergence of trade aggregates presented by different frameworks.  

Vertical integration of large firms and the fragmentation of international production chains on the other hand increases the importance of intra-firm trade.  It is feared that the stricter application of the change of ownership principle for goods under processing and merchanting may impact on the recording of these international transactions in future, necessitating perhaps, supplementary data collections.  A related question is to what extent new data collections such as on foreign affiliates (FATS) or trade and business register links ("zero costs for respondents") may help to capture such transactions.  The complexity of corporate ownerships may however limit such data collections.
The valuation of intra-firm transactions presents additional concerns as they may not reflect full market prices to take advantage of fiscal or tax regulations. 
Also, international specialisation challenges some working assumptions on structural ratios of businesses, such as turnover to gross value added, traditionally used to produce key economic statistics.

Statistical treatment recommended in international standards

Goods for processing

The forthcoming BPM6 excludes from general merchandise transactions where there is no change of ownership.  For goods sent abroad for processing, a processing fee shall be recorded as a service under "manufacturing services on physical inputs owned by others".  
Both, inward and outward movements of such goods, should be tracked to assist in identifying the necessary processing fee.  These values should also help identify cases where the goods are subsequently sold, rather than returned, in which case they are identified as an export from the owner’s economy at the time of sale.  Also under 2008 SNA, the processing fees by the outward processing economy would be recorded as imports of services, while the value of goods for processing would be excluded from exports/imports of goods in the goods account.
The World-Wide Consultation (WWC), carried out by UNSD, revealed that for IMTS Rev.3 a slight majority of countries were in favour of a separate recording of goods for processing with physical goods owned by others (2/3 of developing countries , but hardly half for developed countries).

IMTS Rev. 3 (forthcoming) is recommending that in all cases goods for processing, as well as goods resulting from the processing are to be included in the merchandise exports and imports of the respective countries unless those goods fall into the category of temporary admission subject to withdrawal in the same state. It would be however useful if goods sent for and returned after processing can be separately identified.
The Inter Secretariat Working Group on National Accounts (ISWGNA) has requested the Working Group on the Impact of Globalisation on National Accounts (WGGNA) to propose operational guidelines in this respect. 
Depending on the size and nature of a countries’ processing activities, the application of the new BPM6 recommendations can lead to a significant shift in the goods-services split of trade. 
Measurement problems

Measurement of the processing fee
In BPM6, it is assumed that the processing fee is equal the difference between the value of goods sent for processing and the value of goods returned after processing. In reality however, this calculation will not deliver the exact measure for the value of the processing services rendered. Some of the reasons for this phenomenon will be:

· Limited reliability of the indicated value of goods:
The value of the goods as indicated in the customs forms is often just a notional value since there's no actual sale or purchase transaction behind. By example, it's well-possible that the final selling price of the product (after processing) will be recorded in the export statistics of the country of the processing enterprise and  won't only include the processing costs but also the profit margin of the owner. Another point is the fact that goods for processing are often exempted from customs duties and therefore probably won't be subject to close inspections. CIF-FOB issues will be of influence to the accuracy as well. This problem will especially appear for transactions between affiliated enterprises (intra-firm trade) [see 'intra-firm trade and transfer pricing', above].
· Cross-period movements
The processing service ratio will be affected if goods are supplied in one period, but returned in another. Smoothing the ratio over a number of periods could minimize volatility caused by this effect.

· Holding gains/losses, price effects
If the value of the goods rises or falls while undergoing processing, that change could appear to be part of the processing fee. For example, if oil before and after processing in trade statistics is valued at spot market prices, the change in the price of the oil between its arrival in the processing economy and its return will include the increase in value from processing, as well as any rise or fall in the underlying oil price due to market fluctuations.
· Scrapping or destruction of goods after processing 
If the goods are scrapped or destroyed while in the processing economy, they could be reported as having been imported by that economy, but never exported. This situation will cause an understatement of processing services. 
· Inclusion of overheads
If the value of overheads, such as research, patents, finance, and marketing, are incorporated in the price of the finished good and if this price is used when the product leaves the processing economy, these costs could be misattributed as contributions accruing to the processor, rather than the owner. As these intangible aspects of manufacturing have become more important in relation to materials and labor costs, this factor may be emerging as a more important issue.
· Materials sourced by the owner from economy of processor or a third economy. If the owner purchases materials in the processing economy, these goods might not appear as goods sent for processing from the owners’ economy, but might be incorporated in the value of goods after processing, so that the value will be wrongly attributed to the processor. The same problem might arise if the owner acquires the materials from a third economy. (BPM5 excluded this case from the imputed change of ownership treatment, but this distinction may not always have been implemented in practice (paragraph 199).)
· Finished goods sold by the owner to economy of processor or a third economy
If the owner sells finished goods to residents of the processing economy, these goods might not appear as goods returned after processing from the owners’ economy, but the materials might be included in the value of goods before processing, so that the value attributed to the processor will be understated. The same problem might arise if the owner sells the finished goods to a third economy. (BPM5 excluded these cases from the imputed change of ownership treatment (paragraph 199), but this distinction may not always have been implemented in practice.)

For compilers who use the merchandise trade values in developing estimates of processing services, the above factors may be considered as possible areas of concern. For compilers who decide to use data from enterprise surveys or an International Transactions Reporting System, the above factors may help explain differences from the values derived from merchandise trade. (Some economies that use surveys for current data may use merchandise trade data for estimating back data.)
Data collection – data collection gaps
For the implementation of the new statistical standards in the concern of goods for processing, the following variables will be needed:

· Value of the processing fees 

· Value of raw materials/semi-manufactures used for processing (that were not imported from the declaring country or that were imported from a third country)

· Information on ownership status (with/without change of ownership)

Possible options for the data collection could consist of following methods:

· Expanding the trade declaration documents accordingly 
(sub-categories for imports and exports)
· Survey on processing activities

· Applying new data models and imputations.
· Other models, e.g. combinations of the methods above

Each of the methods would come with advantages and disadvantages (while the trade declarations version could deliver most details and all additional data required it's also the one with the highest burden for the traders). 

The collection of data on intra-firm trade could theoretically also be implemented by respective modifications (extensions) of the trade declaration documents (additional variable). But this would also involve a high burden for the respondents, and the necessity of the respective knowledge of the persons in charge of the customs documents (Intrastat declarations for Intra-EU-trade) if the traders involved are in fact affiliated or not (definition of affiliation?). Collecting these data via the FATS framework or in particular via data linkages (combining trade and business registers) might be more appropriate alternatives. As a consequence,  transfer prices could be better recognized as such and be adjusted (e.g. towards “arm’s length” prices).
Data dissemination
Apart from enhancing existing trade statistics to better reflect the increasing trend of globalization of production, trade statistics compiled based on “change of ownership” principle could more accurately reflect the genuine international trade flows, and therefore the trade relations among different countries/regions and the relative benefits accrued to the countries/regions concerned.
Under the new statistical standards, the value of external trade in goods shown under national accounts and Balance of Payments framework will be significantly different from that shown under merchandise trade statistics since the latter statistics are not compiled based on the “change of ownership” principle.

To minimize confusion to data users, the following alternative dissemination practices can be envisaged:
· Releasing two different figures on trade in goods with appropriate bridge tables to explain the gaps

The benefit of this option is that it supports the specific needs of different data users. The bridge tables which explain the gaps between the two sets of figures on trade in goods would help to reduce the confusion to data users.

· Releasing only one single figure on trade in goods and services in National Accounts
The benefit of this option is that it avoids the publication of two different sets of statistics on trade in goods, one under national accounts and one under merchandise trade. Given that the distinction between goods and services is increasingly blurred, an increasing number of users may accept that they have to perform analysis by pooling trade in goods and trade in services together. However, there are always some data users who need to have breakdowns on goods and services, and their statistical needs must also be met.
Also, new ways to present trade figures could be envisaged, e.g. a consolidated view of goods and services trade (product-orientated scope; ISIC, CPC).  First, exploratory steps have been taken by OECD to produce such as list (see OECD report on “Alternative presentation of trade by product”) as a first step.
Related problems

Intra-firm trade and transfer pricing

Multinational Enterprises (MNE) can move goods and services across borders without a change of ownership. The usual valuation of inputs and outputs of such goods and services raises questions as to the valuation principles applied, including those of “transfer pricing”.  Transfer pricing is a complex issue, starting with understanding its meaning. The concept of transfer pricing refers to both the issue and the solution to a valuation problem in international transactions. On one hand, it means the allocation of profits for tax and other purposes between affiliates of a multinational enterprise, using artificial prices (over or under invoicing). One the other hand, transfer pricing refers to the valuation methods used by tax authorities to avoid this type of tax avoidance. 
What the different Manuals say:

2008 SNA
(21.45):  However, if A and B both belong to the same group of corporations, then it may be the case of that there is a transfer of the risks and rewards of the items on their dispatch from A to B. The question is whether a realistic price is entered for the items in the trade figures for both A (and X) and B (and Y) as the items move internationally.  When A and B are related, a practice known as “transfer pricing” is sometimes used.  Suppose the tax regime in Y is more liberal than that in X. It may then be the case that A artificially lowers the price of the items dispatched to B in order to minimise profits in X while B records a higher profit subject to the lower tax regime in Y.  In principle, international accounting standards and the balance of payments recommendations indicate that items transferring across borders should be valued at “arm’s length” prices, that is to say prices that would prevail if there were no relationship between the two corporations involved.  Making such an adjustment is not easy but it is in the interests of tax authorities, customs officials and the statistician to see whether appropriate adjustments can be made if the sums involved are significant and adjustments can be made with sufficient reliability.
BPM6

(10.11):  A high proportion of exchanges of goods and services are between affiliated enterprises. This situation gives rise to issues of treatment and valuation. For example, where a direct investor temporarily provides equipment to its direct investment enterprise, there may be an operating lease. Additional guidance on goods deliveries between affiliated enterprises is provided in paragraph 10.24. Management and ancillary services may also be provided, as discussed in paragraph 10.150. These cases may give rise to issues of valuation, as discussed in paragraphs 3.77–3.78 and 10.35. Consequential effects on income are discussed in paragraphs 11.101–11.102. 

(10.24):  Many cross-border movements in goods are between affiliated enterprises. The goods may be moved for processing, resale, and other purposes. The question may arise as to whether there has been a change of economic ownership. (For example, paragraph 10.22(f) covers the treatment of goods delivered for processing without a change of ownership.) Whether there has been a change in economic ownership is determined according to the usual principle that the economic owner is the party that bears the risks and rewards of ownership. In cases where there has been a change of possession of goods between affiliated enterprises, but it is not known whether there has been a change in ownership, the following factors should be considered:

•  When affiliated enterprises are separate legal entities, their transactions should be treated according to the parties’ own arrangements as to whether there is a change of ownership or not.

• Between a quasi-corporation and its owner, legal title is not usually available as evidence of the nature of the movement of goods. The preferred treatment in this case is to identify which part of the legal entity assumes the risks and rewards of ownership, based on evidence such as which location has the goods recorded in its accounts and is responsible for the sale of the goods. The treatment should be consistent with reporting by the branch in business accounts and enterprise or establishment surveys. 

(10.35):  In some cases an estimate of a market-equivalent price may need to be made. (See paragraphs 3.71–3.79 for more details.) For example, barter trade, aid goods, provision of goods and services between affiliated enterprises, under or over-invoicing, goods on consignment or for auction, or where goods change ownership but a final price is determined later may require adjustment to the goods value. Such adjustments may also require corresponding financial account items, such as trade credit; in the case of goods supplied by direct investors to their direct investment enterprise below cost or without charge, the corresponding entry is direct investment equity. 

(10.150):  Services for the general management of a branch, subsidiary, or associate provided by a parent enterprise or other affiliated enterprise are included in other business services, often under professional and management consulting services. However, reimbursements of ancillary services supplied by affiliated enterprises, such as transport, purchasing, sales and marketing, or computing, should be shown under the relevant specific heading. Management fees are included in other business services. However, disproportionately large values of services between affiliated enterprises should be examined for signs that they are disguised dividends, for example, indicated by large fluctuations that do not reflect actual changes in the services provided. 

(3.77):  Transfer pricing refers to the valuation of transactions between affiliated enterprises. In some cases, transfer pricing may be motivated by income distribution or equity build-ups or withdrawals. Replacing book values (transfer prices) with market-value equivalents is desirable in principle, when the distortions are large and when availability of data (such as adjustments by customs or tax officials or from partner economies) makes it feasible to do so. Selection of the best market-value equivalents to replace book values is an exercise calling for cautious and informed judgment. The treatment of transfer pricing between affiliated enterprises is elaborated in paragraphs 11.101–11.102. 

(3.78):  The exchange of goods between affiliated enterprises may often be one that does not occur between independent parties (for example, specialized components that are usable only when incorporated in a finished product). Similarly, the exchange of services, such as management services and technical know-how, may have no near equivalents in the types of transactions in services that usually take place between independent parties. Thus, for transactions between affiliated parties, the determination of values comparable to market values may be difficult, and compilers may have no choice other than to accept valuations based on explicit costs incurred in production or any other values assigned by the enterprise. The valuation of management fees and other similar cases is elaborated in paragraph 10.150. 

(11.101):  Transfer pricing at values that differ significantly from arm’s length prices is usually associated with shifting resources between related enterprises, so it relates to direct investment income measures. Transfer pricing may be motivated by income distribution or equity build-ups or withdrawals. Examples may be the provision of goods and services without explicitly charging, or at understated or overstated values. Where transfer pricing is identified and quantified with a high degree of certainty, the relevant entry should be adjusted to an arm’s length value (see also paragraphs 3.77–3.78). 

Compilers in each of the economies involved are encouraged to cooperate and exchange information in order to avoid asymmetrical recordings of bilateral data. In addition to the adjustment to the flow itself, there should be a corresponding entry, as stated below: 

(a)  If a direct investment enterprise is over-invoiced on a good or service provided by the direct investor; or 

(b)  If a direct investor is under-invoiced on a good or service provided by the direct investment enterprise; 

then the transfer pricing acts as a hidden dividend from the direct investment enterprise, so dividends should be increased by the difference between the market value of the goods and services and the prices actually charged. 

(a) If a direct investment enterprise is under-invoiced on a good or service provided by the direct investor; or 

(b) If a direct investor is over-invoiced on a good or service provided by the direct investment enterprise; 

then the transfer pricing acts as a hidden investment in the direct investment enterprise, so direct investment equity flows should be increased by the difference between the market value of the goods and services and the prices actually charged. 

(11.102):  The adjustments for transfer pricing have implications on reinvested earnings and for data of the counterpart economy. It is, therefore, useful to exchange information to the extent possible with counterpart economies in order to avoid asymmetrical recordings.
IMTS Rev.3 (draft):

 ...transactions between related parties (whatever the definition of 
"related") should be included in international merchandise trade statistics the 
same way as if these transactions would take place between unrelated parties...

Transfer pricing/Manual for the Export and Import Price Indices – chapter 19
The Manual on Export and Import Price Indices reviews some of the theoretical concepts for various types of transfer prices, and discusses the practical methods for estimating these prices. The transfer price problem is studied in an increasing level of complexity, including different market situations and income tax contexts. The chapter concludes with a revision of the main statistical questions with respect to the practical alternatives for collecting transfer prices and their comparative advantages. 

OECD Guidelines:

The international norms governing proper "transfer pricing" are the OECD Guidelines
, based on the arm’s length principle – that a transfer price should be the same as if the two companies involved were indeed two independents, not part of the same corporate structure. Five methods are recommended,: (i) Comparable Uncontrolled Price method (CUP); (ii)  Resale Price Method (RPM); (iii) Cost Plus Method (CP method or C+); (iv) Profit split method; and (v) Transactional Net Margin Method (TNMM). The first three ones are referred to as 'traditional transaction method'; the last two are known as transactional profit methods.

Applying transfer pricing rules based on the arm’s length principle is not easy, even with the help of the OECD’s guidelines. It is not always possible to find comparable market transactions to set a transfer price, and finding acceptable alternatives raises a series of issues that are detailed in the OECD document "Comparability: Public Invitation To Comment On A Series Of Draft Issues Notes", CTPA/CFA(2006)31.

Albeit the OECD Guidelines have gained considerable acceptance, even outside the OECD (China, for example, uses similar guidelines), it should be noted that some tax agencies  may differ in interpretation of transfer pricing policy with their corresponding national customs agency. 

The analysis of value chains in input/output matrices

The question arises of how to record the activity of assembling goods to order for another unit in the supply and use tables and the input-output table. The processes of assembly for oneself and for another are physically similar but the economics are different.

Suppose in year 1 a processing unit converts products only on own account; and in year 2 the unit processes the same amount on its own account but also processes a similar amount on behalf of another. Suppose the cost of items processed in year 1 is 90, the cost of associated products needed to assemble them is 10 and the value added is 35. The total value of output is thus 135. In year 2, intermediate consumption increases by another 10 to 110 and value added to 70 bringing the value of output to 180. The change in the structure of production is difficult to understand in the absence of information on the change in the role of the producer who is operating no longer only on his own behalf but also on behalf of others.  
There are essentially two ways to proceed. The first is to treat processing on own account and on  behalf of another as different types of activity and different products. In this way in the second year the producer would have one activity with inputs of 100 value added of 35 and output of 135 as in the first year plus another activity with inputs of 10 value added 35 and output of 45.  
The second alternative is to show the intermediate inputs in the second year as 200, value added as 70 and output as 270. Value added is the same under both options and the comparison between the  second and the first year makes more sense from a transformation point of view. However,   adding an extra 90 to both output and intermediate consumption is essentially artificial. Further, as noted above, it may be difficult for the processor to put a value on the components he receives and the output he provides to the other unit. The chances are that he only knows that he receives a fee of 45 to cover his incidental expenses of 10 and leave an amount of value added, 35 in this case. Thus while for reasons of continuity with past practices this second approach may have some attractions, it is the first that is the basic recommendation of the SNA because this more accurately reflects economic reality.

Relevant questions

· How to handle intra-firm trade (identification) and transfer pricing (valuation)
· How to measure/estimate the processing fee according to BPM6
· How to disseminate the data / reconciliation of trade flows between MTS – BOP – SNA
· How to identify goods for inputs to processing and output goods after processing
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Box 10.1. Examples of Goods under Merchanting and Manufacturing Services on Physical Inputs Owned by Others (Processing Services)





Example 1—Merchanting with manufacturing services that do not change the condition of the goods





A resident of Economy A acquires books from a resident of Economy B for 10. The resident of Economy A has them sent to Economy C, without the books passing through Economy A, for a resident of Economy C to put in boxes, for a charge of 3 payable by the resident of Economy A. The books are then sold by the resident of Economy A to a resident of Economy D for 20.


Since the goods are in the same condition, the merchanting treatment applies.





The goods and services account entries for Economy A would be:





Goods under merchanting (with Economy B) -10 CR. (negative exports)_


Goods under merchanting (with Economy D) 20 CR.


Net exports of goods under merchanting 10 CR.





Manufacturing services on physical inputs owned by others (with Economy C) 3 DR.


(The counterpart entries in Economies B and D would appear as exports and imports, respectively, under general merchandise, because goods under merchanting is only used for the economy of the merchant.)





Example 2—Manufacturing services that change the condition of the goods


A resident of Economy A acquires oil from a resident of Economy B for 10. The oil is sent to Economy C, without passing through Economy A, for refining by a resident of Economy C, for a charge of 15; the oil continues to be owned by the resident of Economy A. The oil is then sold to a resident of Economy D for 30.


Since the goods are not in the same condition, the processing services treatment applies.


The goods and services account entries for Economy A would be:


General merchandise (with Economy B) 10 DR.


General merchandise (with Economy D) 30 CR.


Manufacturing services on physical inputs owned by others (with Economy C) 15 DR.


(See also paragraphs 10.62–10.71 on manufacturing services and related issues associated with processing.)


Economy B records goods exports to Economy A (10 CR.), Economy C records only manufacturing services exports A (not exports or imports of goods), and as noted above, Economy D records goods imports from Economy A (not goods imports from Economy C).


In both examples, Economy C may wish to identify the values of goods received and goods sent abroad as supplementary items.
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� see OECD's "Transfer Pricing Guidelines for Multinational Enterprises and Tax Administrations".
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