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Introduction

1. The statistical treatment for Merchanting isimied in Balance of Payments Manual,
fifth edition (BPM5) as follows(International Monetary Fund’'s Balance of Payments
Manual, Fifth edition 1993 par 262fhe purchase of a good by a resident (of the cantpil
economy) from a non-resident and the subsequemtieresf the good to another non-
resident; during this process the good does naremt leave the compiling economy...

2. The recording requirements for merchanting @& are remarkably
straightforward. Merchanting is calculated as thkig of the goods sold (estimated at basic
prices) less the cost of purchasing these samesgataithat point in time. In the BPM5 and
in the System of National Accounts 1993 (SNA 933 therchanting margin is classified as
the export of merchanting services. However, astroosipilers will know, the detection
and regular recording of these activities is exgnehallenging for the country where the
merchant is resident. This is because the goodgiéstion never cross the frontier of the
country where the merchant is resident and arefiler not covered by the official trade
statistics there.

3. The value of merchanting transactions repomeithé IMF Balance of Payments for
2006 amounted to $40 billion and five economiesanted for about three quarters of this
viz. Ireland, Belgium, Finland, Sweden and Switzed. However, as merchanting is
reported on a net basis the gross value of thesadions in the underlying products may
possibly amount to about $60 billion Credit (exgprand $100 billion debits (imports)
using the gross merchanting flows for Ireland dmasis for this estimation. Moreover, the
absence of any reporting of Merchanting activity fconomies such as US, Japan,
Netherlands, Hong Kong and Singapore suggestlibat is a considerable under reporting
of merchanting globally.

4. In this chapter the recommendations of SysterNaifonal Accounts (SNA) 2008
and BPM6 for merchanting of goods will be outlin€hme guidance on identification of
merchanting activities is also included given tikely significant under reporting of this
activity globally. In addition, merchanting in itsroadest sense is discussed from the
perspective of the Central Statistical Office (CI@)lreland where the phenomenon of
merchanting of services is significant.

Background

5. No clear definitions, based on the economicneatare provided for "merchanting"
and "merchant” in the BPM5 and SNA '93 and otherenu international standards. For
example, in the BPM5 treatment as outlined abole, difference between the value of
goods when acquired and the value when sold isrdedoas the value of merchanting
services provided (see Box 1 below for an illugtrabf a typical Merchanting transaction).
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Box 1
Merchanting

Merchant in Country A purchases goods from couBtand sells to Country C

Country B Country C

Producer = Purchaser

Country A
Merchant

Physical movement of
Goods/Services
« e oo g Ownership of goods

—p  Cash flow

6. However, there is a discussion on the case ofnuadity arbitrage (Balance of
Payments Textbook paragraph 361) and the desaripafo 1993 SNA on this issue
(paragraph 14.60) is, along the same lines as BRM&ddition the Balance of Payments
Compilation Guide (paragraphs 138-139), BalancPafments Textbook paragraphs 189-
194, 361-362) and Manual on Statistics of Inteoral Trade in Services (paragraph 3.123,
Box 6) deal with the treatment of merchanting. Néhwaess, various kinds of activities are
included without any distinction into the curreffidition of merchanting. They include:

(@)  Transactions resulting from global manufactgirin
(b)  Global wholesaling services (and some retaifiegices).
(c) Commodity arbitrage (dealing).
7. In addition, holding gains and losses are alstutled as part of services.

8. However, the economic nature of the transadtarsgactions does in fact differ and
can be distinguished as follows:

Global Manufacturing

9. Many transactions between enterprises withinuwtimational Group (MNC) may
fall within the definition of merchanting. In reslj the merchanting service is a return for
marketing, research and development, financing;ge® management, etc. provided by an
enterprise that does not physically handle the goAtthough, the Manual on Statistics of
International Trade in Services, when discussingchenting (see paragraph 3.123 Box 6)
which speaks of commodity arbitrage and wholesadittg but not transactions arising
from global manufacturing. Merchanting activitiedsa include aspects of global
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manufacturing (see Section 6 A for an example) wtgoods are sourced from one non-
resident affiliate (the manufacturer) and then smido another non-resident affiliate. This
activity results in international transactions beén resident and foreign affiliates which
fall under the heading of merchanting for the restdaffiliate. See Box2 below for an

illustration of Global manufacturing:

Box 2
Merchanting - Global Manufacturing

—

Merchant in country A is part of MNC, engages &ifé in country B to produce a produg
and deliver it to Customer in Country D. Affiliate Country C sends raw materials fg
further processing to Affiliate in Country C andypaC the processing fee also. When the
processed good is available it is shipped from trgud to Country D

=

Country C Country A
Affiliate Group Company

Country B Country D
Affiliate Customer

=——Jp Physical movement of goods

eeeecep Ownership of goods

—p  Cash flow

B. Global Wholesale/Retalil

10. The treatment of merchanting also covers iatgwnal wholesale/retail activities
where the merchant is earning a margin by purchasinolesale from one non-resident
supplier and selling to another non-resident retadlstributor.

C. Commodity Trading

11. These activities aim to earn profits from tliféedence between purchased price and
resale price of the relevant goods. Historicallgramanting involved transactions in goods
associated with commodity trading. However, tratieas in the underlying commodities
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have in many cases been replaced by transactiodsrivatives (options, futures, swaps
etc.), to achieve the same trading objectives.

Statistical Treatment

12. Reporting of merchanting type activities hasrbeiscussed in all versions of the
BPM since the first edition in the late 1940s. Otiere, as both the nature of globalised
business activities has broadened and as the etktaiethodology for the Balance of
Payments Current Account has expanded, more ané axiivities have been reported
under the heading of merchanting.

13. In the five previous editions of the Balance Byments Manual, we see
merchanting activities initially classified undeéransactionsn merchandise abroddIMF
Balance of Payments Manual, Second edition, Janu$0 pl9 Table Ili(c))and
subsequently undeiritermediary tradé (IMF Balance of Payments Manual, Third edition,
July 1961 paragraph 472, 137,15a0d by the 8 edition there is a separate heading within
Servicesfor Business Services includimgerchanting The recommended treatment in the
various editions of the IMF Balance of Payments madiare summarised below:

Table 1
Treatment of merchanting activities in the IMF Balance of Payments manuals
Edition of the Manual Required recording Classified in the BPM
Methodology
BPM 1st Edition - 1948 Record net under Merchandis@ther Transactions in

Merchandise

BPM 2nd Edition - 1950 Record gross under Other Transactions in
Merchandise Merchandise

BPM 3rd Edition - 1961 Record net under Merchandis®erchandise transactions

abroad

BPM 4th Edition - 1977 Record net under Other GoodSther Goods Services and
Services and Income

BPM 5th Edition - 1993 Record net under Services siBess Services

BPM 6th Edition - 2009 Record gross under Goods Goods under Merchanting
(imports recorded as negative
exports)

14.  For National Accounts, the treatment of mertihgnfollows the same approach as
that of the BPM and is outlined in SNA 93 paragradgt60 as follows: the third exception
(to the change of ownership principle) is one inicliha change of ownership may occur
but is ignored in the accounts. The exception eslab merchants or commodity dealers
who buy commodities or other goods from non-resgland then sell them again to non-
residents within the same accounting period withtbet commodities actually entering the
economy in which the merchants are resident. Tfierdhce between the receipts and the
sales of such dealers is treated as measuring #heevof the services they provide and
recorded under exports or imports of services...

15.  While not mentioned explicitly in previous SN#anuals, the treatment to be
followed for merchanting activities is a generalisme for all cross border transactions in
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goods and services. For example the SNA 68 paragfp38 says'the scheme of
classification (ofSNAG68) is also aligned as much as is possible withdlassification of
goods and services in the third edition of BalanE®ayments manual of the International
Monetary Fund".

16. It can be seen that the thinking behind th&uctons in the BPM for the recording
of Merchanting from BPM1 to BPM5 have changed froet to gross recording and back
again to net. Moreover, it is surprising to sed tha motivation in BPM6 and SNA 2008
for the required recording of merchanting in theod® account rather than the services
account of the BOP is in line with the treatmenBRM3 where merchanting was to be
recorded under the goods heading so that the raidmon merchantingriust be added to
exports to make world exports equal world impofis1F Balance of Payments Manual,
Third Edition 1961 p. 43 par.(4)Bubsequent editions seem to be more preoccupidd wi
the recognition of the services aspects of merahgréctivities at the expense of global
additivity within the goods account. This is refled in the instructions to record
merchanting under services in BPM5.

A. International Discussions on the Current (BPMYSNA93) Treatment of
Merchanting

17.  Merchanting has been extensively discussediiiows fora as part of the drafting of
SNA2008 and BPM6. These include the Advisory Exgeroup on National Accounts

(AEG), the Intersecretariat Working Group on NagibAccounts (ISWGNA), the Balance

of Payments Technical Expert Group (BOPTEG), th& BR&lance of Payments Committee
(BOPCOM) and the Interagency Task Force on Stegisif International Trade in Services
(ITFSITS).

18.  The discussions have tended to focus exclysimelthe merchanting of goods and
in this context they have highlighted a number dfiallties caused by the current
treatment of Merchanting. These difficulties carshexmarised as follows:

(@) The recording of merchanting transactions iymesetrical, i.e., the
merchanting margin is recorded undervicesfor the economy in which the merchant is
resident, whereas the non-resident counterparty pitera record the related gross
transactions in thegyoods account for both the exports and imports. This hoet of
recording merchanting activities results in a gloinabalance in thegoods account and
creates an asymmetry. See Section V(TBken from: Hidetoshi Takeda Merchanting,
Update of the 1993 SNA - Issue No0.41 Issues papé¢hé July 2005 AEG meetinf)r a
full discussion of this issue.

(b)  The treatment is inconsistent witlventoriesdata andbalance sheetboth
for the merchant and for the supplier. Currentlyaatual change of legal and economic
ownership occurs but is imputed as not occurring tteatment results in data on assets that
are inconsistent with the enterprise accounts aitidl lmalance sheets that show the actual
positions of the merchant. As these stocks maybeatecorded in thealue of inventories
in the National Account@as owned by the resident merchant, in such a sHoettze
inventories may be without an owner. Although thisra clear treatment to avoid such a
situation arising in both SNA '98JN System of National Accounts 1993 par. 14.60 ...
however, the goods are not resold within the saomanting period, the purchases have
to be recorded as imports of goods which are tewrulgrheld as inventory...and BPM5
(Balance of Payments Manual, Fifth edition 1993 p&R & par 213 ....if the commodities
are not resold by the merchant in the same accognfieriod, an import of goods is
recorded in the first period and a negative impemtry is recorded in the later periqgdhe
actual implementation of these particular guidedirie extremely problematic for the
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compiler resulting in the possibility as alreadststl of inventories not being attributed to
any owner.

(c) The treatment is also inconsistent with finah@ccount transactions. The
trader pays a gross amount for the goods to onetggland receives gross payment from
another, and both of these gross transactionseaceded in the Financial Account.

(d)  The valuation principles are not consistenthws#tupply and use tables.
Ignoring taxes, the supply and use tables are dahteeither basic prices (i.e., goods
transactions and margins are shown separately) wchasers' prices (i.e., goods
transactions valued at basic prices plus correspgmuargins). The existing treatment of
merchanting is not consistent with either pricimgp@aches as the merchants' margin is
recorded under wholesale trade with no correspandaods transaction. Consequently the
treatment also undermines the relationship betwdestribution industries and the
corresponding goods transactions as the lattesrarted.

(e)  All other goods transactions in the balancep@yments are recorded gross
including any retail and wholesale margins arisipyto the National Frontier and not
simply reduced to showing these margins alone.

) No clear definitions, based on the economicurgt are provided for
"merchanting" and "merchant” in the BPM5 and SNA&® other current international
standards.

Merchanting in BPM6 and SNA 2008

19. The revised treatment for merchanting in theASRDO8 and BPM6 can be
summarised as follows:

(@  The acquisition of goods by merchants is toshewn under goods as a
negative export of the economy of the merchant.

(b)  The sale of goods is shown under goods solémumeérchanting as a positive
export from the economy of the merchant.

(c)  The difference between sales over purchaseseothanted goods is shown
as the item"net exports ofgoods under merchanting."This item includes merchants'
margins, holding gains and losses and changesseniaries of goods under merchanting.
As a result of losses or increases in inventomes,exports of goods under merchanting
may be negative in some cases.

(d)  Merchanting entries are valued at transactiacep as agreed by the parties,
not "free on board" (FOB) prices.

(e) In the Supply and Use tables the differencevéen the sales and purchases
of merchanted goods appears as the productionsainace in the merchant's economy,
consistent with margins applied to domesticallyduwed goods.

20. The new treatment can be summarised as requinarchanting transactions in
goods to be recorded in the Goods Account rattear the Services Account (SNA 93 and
BPMS5 recording convention) in the BOP and the NatloAccounts. The recording
requirement is gross, however all recording bothpofchase and sale is on the credit
(export) side with purchases (imports) being reedrds negative exports. In the supply and
use tables the net surplus earned by the merchahbivn as a service.
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C.

Impact of BPM6 and SNA 2008

21. The extent to which the new guidelines resdhe difficulties associated with the
recording regime in BPM5 and SNA '93 for merchagtofi goods is now discussed, item
by item:

(@) The recording of merchanting transactions is aswtnical. If we assume
that all merchanting transactions are in the goadsount, the changed reporting
requirements would help the overall balance of gbeds account. This is illustrated in
Section VI B where we review the treatment basethercurrent approach compared to the
new standard.

(b)  The treatment is inconsistent with inventoriesadand balance sheets both
for the merchant and for supplielf. we consider the bullet point 19 (c) above we #eat
.... The difference between sales over purchases ofhauetiag is shown as the item "net
exports of goods under merchanting." This itemudek merchants' margins, holding gains
and losses and changes in inventories of goodsrumdggchanting.The new standards
should resolve the difficulties with inventoriesdalmolding gains (see Sections 6 C and D).
However, it should be noted that by convention ilgdjains and losses are excluded from
trade margins in National Accounts. In practicertipalarly in the case of merchanting
where data is scarce, the manual foresees thasdatees may not allow the separation out
of all holding gains and losses.

(c)  The treatment is also inconsistent with finan@atount transactions. The
trader pays a gross amount for the goods to onenrguthen receives gross payment from
another, and these gross transactions are recoidétle financial accountThis difficulty
is resolved by the gross treatment within the gqegported) account.

(d)  The valuation principles are not consistent witlpgly and use tablesThe
inclusion of the wholesale/retail margin and thddhy gains/losses accruing while in
inventory, in the gross value of exports by theghant is consistent with the measurement
of supply and use of these margins in the SNA aedBPPM.

(e)  All other goods transactions in the balance ofrpapts are shown including
any retail and wholesale margins arising up to theernational boundary, not with these
margins separatedit the individual country level this drawback ramgand it is difficult
to see how this issue could be resolved while etstime time attributing the surplus to the
country of the merchant.

) No clear definitions, based on the economic natwee provided for
"merchanting" and "merchant" in the BPM5 and 19%8ASand other current international
standardsThe BPM6 contains a discussion on the economiar@aif merchanting.

Identification and Recording of Merchanting Activities

22.  According to the IMF there is a strong pos#ipithat the level of merchanting
activity is under reported globally. It is easyuioderstand that such a situation could arise
given the nature of merchanting, where the goodtsgbmerchanted do not cross the border
of the merchant. The objective for compilers isrdffiere firstly to identify merchanting
activities and then to establish a system of reg@porting through business surveys. So
how can these activities be captured in the Balafidgayments statistics and by extension
included in the National Accounts?

23.  Merchanting activities can be identified innanber of ways:
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(a) First, when an entity or company is solely iwed in merchanting it
normally has a relatively small number of persompleyed while at the same time having
substantial turnover and therefore turnover pesgetends to be very large. In such cases
an NSI could use its Central Business Register (CBRdentify these cases using ratio
analysis.

(b)  Multi National Corporations (MNC)with affiliageare sometimes engaged in
merchanting activities in conjunction with the puotion of other goods or services. These
merchanting activities can be captured through ecifip question on theéBalance of
Payments Surveys of International Trade in Servares Royaltieon sales and purchases
of merchanted goods.

(c)  The analysis of Administrative data such aspOmtion Tax records from
the Tax Authorities or Dividend Tax payments casoabe used to identify merchanting
activities. Again, in these cases firms having datgxable profits with no substantial
physical presence in the economy i.e. typical attarsstics for merchants, need to be
identified.

(d)  An awareness of MNC practices and recordingsentions is also helpful in
identifying these activities. For example Merchagtis also called "Drop Shipping" or
"Virtual Sales" by these companies. In additionhage found that a company name ending
in "EMEA" which is a short form for "Europe, MiddIeast and Africa" can sometimes be
involved in Merchanting.

(e) Another key way of indentifying Merchanting iaittes arises when
company visits are organised by the NSI. As parthef preparation and the recording of
these meetings with MNCs, statistical staff needetain an awareness of the possibility
that merchanting may be carried out by the MNC teyvisiting and that questions on this
activity are addressed to the company.

24. In general the detection of Merchanting adésitrequires that the staff of the
Business Services survey areas and National Acaotsnand BOP compilers is aware of
the phenomenon and also the likely scenarios wikierehanting might occur. It should be
clear in this context that the term "merchanting'generally not used by MNEs or any
companies as far as | am aware which adds anothendion to the detection of these
activities.

25.  As regards the recording of Merchanting in dlai Accounts, as mentioned earlier,
the recording of trade margins, such as the metictgamargin, require that holding gains

and losses are excluded from the calculation o thargin. In practice, this exclusion is

extremely difficult to do, merchanting activitiesearecorded in Balance of Payments
statistics and sometimes by a separate institut@nNational Central Bank and it is an

almost impossible task to exclude these gains/osgbey are not already excluded. This
is particularly true as the merchanting activitresorded will be on an aggregate basis
covering a myriad of transactions both at the camg@and an aggregate level.

26.  The recording of Merchanting activites is dethin the Sections VI A - D, however
the recording for National Accounts purposes nedde discussed from a practical
perspective:

(@ On the Expenditure side of the National Acceuimt most cases the
Merchanting margin should have the same impachakd Balance of Payments i.e. the
Net export of Goods should be identical in botls s¥taccounts. However, when we come
to transactions that straddle periods, what isiredus that the initial transaction i.e. the
negative export is also recorded as an increase/@ntories, otherwise GDP is reduced by
the purchase of the goods. In period two the dalkeogoods is recorded under exports and
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this is largely offset by a reduction in inventarigaving the net addition to GDP of the
margin earned on the transaction.

(b)  Should there be a fall (or rise) in the pricetloe goods that are being
mechanted in these periods the recording requirtsreme complicated because of these
effects. In this case the recording of the MertingnMargin, Changes in Inveentories and
Net Exports of Goods may result in some inconsistelnetween the Expenditure ands
Output Accounts of GDP. This would be due to theemge of the detailed holding
gains/losses associated with the merchanting tctinsa.

Extension of the Treatment to Cover Merchantingof Services

27. The new standards, which relate to the recgrdih merchanting (of goods)
activities in the goods account of the BOP and dteti Accounts should resolve most of
the existing problems associated with statistieaording of this type of merchanting
activity.

28. However, to the extent that merchanting adtisitrelate to the merchanting of
services, the new guidelines may create some nifiautties. Under the BPM6 guidelines,
there will no longer be a services category laldellerchanting.” If services are sourced
and delivered in a merchanting type arrangemensetheervices transactions must be
recorded gross in the relevant services categoryhis context it should be noted that
merchanting of services is not a new idea and labdek as BPM3 we see a reference to
merchanting type activities involving services as be seen in the following quote:the
compiling country's residents may carry out intdfomal transactions in goods and
services that are entered only on a net basis. Statsactions involve the purchase of
goods or services in one foreign country and tHe sagranting of them to another foreign
country.." (IMF Balance of Payments Manual, Third edition,y}dub61 Par. 472)

29.  Moreover, merchanting of services and seriges activities in general are an area
where considerable growth in activity has alreaégrb observed. In a recent paper on
"Transportation Costs and International Trade in tBecond Era of Globalisatighthe
author David Hummels develops this point in thdofelng quote(Hummels, David 2007
Transportation Costs and International Trade in tBecond Era of Globalisation in
Journal of Economic Perspectives Vol 23 Numberr@r8er 2007, pp131 - 154)There is
perhaps a third era in cross border trade unfoldiagen now, again driven by rapid
improvements in a technology for connecting pe@gloss great distances. Clearly the
telecommunication and internet revolution has afteaffected international integration,
leading to a growing rate of transformation andhaology outsourcing and in migration
of highly skilled professionals. The impact of thebanges and the extent to which they
displace older forms of integration bear close visitig in the years to come.

30.  As part of this so called third era of globatiisn, there has been an explosion in the
merchanting of services through outsourcing enableithnovations in telecommunications
and web enabled (internet) services. Although BPWt&s include reference to the
merchanting of services. Paragraph 10.160 says:

Business and other services such as transport, te@t®n computing may be

subcontracted. This arrangement may be called ‘taurting." For example a specialist

service arranger may be paid to provide back-offigections for a customer, which the
service arranger subcontracts to another contract®hus, subcontracting is similar in

some ways to merchanting of goods as the servieepuachased and resold... ... "Service
merchanting” of this kind is amportant activity in some economies...
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31.  Accordingly, the requirement is for a grossording approach for these services,
although it does allow the possibility of net da&ng provided on a supplementary basis.

32.  So the BPM6 recognises the issue of merchanfisgrvices but there is no distinct
treatment for such transactions in the new mariu#. scale of the gross flows involved in
this type of merchanting activity, at least for tauntries identified earlier in this chapter
do seem to warrant a net treatment under a sepaaatgfication in Business Services.

Numerical Examples

Global Manufacturing - Merchanting

33. BPMS5 Par 199 and revised proposals in BPM618a63 are similar and differ on
where the merchanting item is recorded i.e. good®rvices

34. A group company resident in country A is coctied to deliver a finished product to
a customer in country D. An affiliate of the compaasident in country B supplies the raw
materials to another affiliate in country C (godfits processing) who completes the
production of this product required by the custonmecountry D. Ownership of the raw
materials remains with B and B retains ownershifheffinished product until it is exported
to D. The merchanting element of these transacttmes into play once the good is
exported the ownership passes to the company intigoA and then passes to the customer
following the sale of the product.

Box 3
Merchanting Activities within Global Manufacturing

Country C Country A
Affiliate Group Company

50 30

Raw materials fo|
processing

Country B Country D
Affiliate Customer

* See BPM5 par.199 for current treatment and for gseq treatment see BPM6 draft presented at ECBfemraon January 2008 par 10.60 -10.63

11
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Table 2
Current recording and proposed recording BPM6 & SNA2008

1993 SNA / BPM5 treatment

2008 SNA / BPM6 treatme

Country Transaction Type Credit Debit Country T3aation type Credit Debit
A Services 20 A Goods (under 100

Merchanting merchanting) -80

Cash & Deposits 80 100 Cash & deposits 80 100
B Goods 80 B Goods 80

Exports exports

Services 30 Manufacturing 30

Goods under serviceson

merchanting and physical inputs

other trade related owned by others

Cash & Deposits 30 80 Cash & deposits 30 80
C Services 30 C Manufacturing 30

Goods under Serviceson

merchanting and physical inputs

other trade related owned by others

Cash & Deposits 30 Cash & deposits 30
D Goods 100| D Goods 100

Cash & Deposits 100 Cash & Deposits 100
Global  Services Global Goods 100 100
balance merchanting 50 30 | balance Of which

Goods under 20
merchanting
Goods 80 100 Services 30 30
Cash & Deposits 210 210 Cash &Deposits 210 210

Merchanting of Goods - Current Practice versudNew Proposals of

BPM6 and SNA 2008

35.

The following example illustrates the basimpiples of the present and proposed
treatments. All transactions occur within a recogdperiod, with the goods physically

moving from Country B to Country C directly, andtnentering into Country A. It is
assumed that all transactions are settled by ccyrend deposits.

Taken from: Hidetoshi Takeda Merchanting, Upddthe 1993 SNA - Issue No.41 Issues paper for
the July 2005 AEG meeting.

 Value of goods purchased by a resident of countfyoi a resident of B' = 80

« Value of goods A' resells to a resident of C' = 100
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Box 4
Merchanting

Country B

Country C

Country A

——pp Physical movement o
Goods/Services

sesesp Ownership of goods

=) Cash flov

Table 3
Present treatment and proposed recording BPM6 & SNA008
1993 SNA /BPM5 _treatment 2008 SNA / BPM6 tredtmen
Credit Debit Credit Debit
Country A Country A
Services: Merchanting 20 Goods under merchanting 100
Currency & deposits 20 | Goods under merchanting -80
Currency & deposits 20
Country B Country B
Goods 80 Goods 80
Currency & deposits 80 | Currency & deposits 80
Country C Country C
Goods 100 | Goods 100
Currency & deposits 100 Currency & deposits 100
Global balance Global balance
Goods 80 100 | Goods 100 100
Services: Incl. Goods under merchanting 20 0
Merchanting 20
Currency & deposits 100 100 | Currency & deposits 100 100

* Merchanting is recorded only in the country Agtéxporter of merchanting services). This causaisagimbalances in goods and services as no debit

entry in merchanting is recorded

13
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C.

Holding Gains or Losses (Including Changes imhentoriesy

36. This case treats holding losses; the recorgiimgiples are the same for a holding
gain.

37. The following example illustrates the principl@f the present and proposed
treatments if holding gains and losses occur. Befdrresells the goods to B', the price
decreases by up to 30. All transactions occur withirecording period, with the goods
physically moving from Country B to Country C ditlg and not entering into Country A.
It is assumed that all transactions are settleccinyency and deposits. An analogous
situation emerges when the purchase of goods ootpeyiod t and the sale of these goods
takes place in period t+1 i.e. in period t we haegative exports and also in the National
Accounts an increase in stocks is recorded. Inoderrt1 positive exports are recorded in
the goods account and a reduction in stocks ilN#tenal Accounts.

« Value of goods purchased by a resident of countifyoin a resident of B' = 80
» Value of goods A' resells to a resident of C' = 50

Box 5
Merchanting (holding gains and losses)

Country B Country C

Country A

== Physical movement of
Goods/services

s e sp Ownership of goods

=P Cash flow

2 Taken from: Hidetoshi Takeda Merchanting, Upddtthe 1993 SNA - Issue No. Issues paper for the

July 2005 AEG meeting
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Table 4
Present treatment and proposed recording BPM6 & SNA008
1993 SNA/BPMS5 treatment 2008 SNA/BPM6 treatment
Credit Debit Credit Debit
Country A Country A
Services: -30 Goods under merchanting 50
Merchanting -80
Currency & 30 Currency & deposits 30
deposits
Country B Country B
Goods 80 Goods 80
Currency & 80 | Currency & deposits 80
deposits
Country C Country C
Goods 50 | Goods 50
Currency & 50 Currency & deposits 50
deposits
Global balance Global balance
Goods 80 50 | Goods 50 50
Goods under merchanting -30
Services: -30
Merchanting
Currency & 80 80 | Currency & deposits 80 80
deposits

D. Changes in Inventories - Transactions That Strddle Recording Periods

38. The following example illustrates the principl®f the present and proposed
treatments if transactions straddle the recordimipd. The value of the transactions is the
same as in the basic case. However, resident afréhpses from the resident of B in titne
and resells the goods to a resident of C in {fthg). Goods physically move from Country
B to Country C directly, and not entering into CoyrA. It is assumed that all transactions
are settled by currency and deposits.

Box 6
Merchanting (when transactions straddle the recordig period)

Country B t+1 Country C

= Physical movement
of Goods

seeecePp  Ownership of goody
=) Cash flow

Country A

15
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Table 5
Present treatment
a) period t Credit Debit | b) period (t+1) Credit Debit
Country A Country A
Goods 80 | Goods -80
Services: Merchanting 20
Currency & deposits 80 Currency & deposits 100
Country B Country B
Goods 80
Currency & deposits 80
Country C Country C
Goods 100
Currency & deposits 100
Global balance Global balance
Goods 80 80 | Goods 20
Services: Merchanting 20
Currency & deposits 80 80 | Currency & deposits 100 100
Table 6
Proposed recording BPM6 & SNA 2008
a) period t Credit Debit b) period (t+1) Credit Debit
Country A Country A
Goods under -80 Goods under merchanting 100
merchanting
Currency & deposits 80 Currency & deposits 100
Country B Country B
Goods 80
Currency & deposits 80
Country C Country C
Goods, debit 100
Currency & deposits 100
Global balance Global balance
Goods 0 Goods 100 100
Gods under -80 Goods under merchanting 100
merchanting
Currency & deposits 80 80 | Currency & deposits 100 100

E. Country Practice®

39. As outlined in the introduction to this chapderMerchanting (Par 3), Ireland is one
of the five most important countries for merchagtiactivities on account of its highly
globalised economy. However, when recording Mertihgn for Ireland, activities

involving either the merchanting of goods togetheith associated services or just
merchanting of services are included. This broadepe for merchanting activities is a

References to CSO treatment of merchanting istcbaise The Irish approach towards treatment of
merchanting and related transactions by John Riizga Prepared for the joint
EFTA/UNECE/SSCU Seminar"Economic Globalisation: Aalenge for Official Statistics" 3-6 July
2007, Kiev, Ukraine

16



ECE/CES/GE.20/2010/4

country specific treatment developed on accounthefscale of these activities and also
reflect the experience of CSO in a highly globaliseonomy.

40. The CSO approach in compiling these statistos merchanting activities is
fundamentally based on the recommendations of tRMB in relation to merchanted
goods. However, certain significant modificatiome enade where considered necessary in
the interest of the clarity and understandabilifythee results. These modifications were
initially related to the treatment of services autsed and delivered abroad in association
with the supply of goods. However, they have rdgelméen extended to the treatment of
services out-sourced and delivered abroad wherésgae not involved.

41.  The main reason for CSO's adoption of this @gur is to reduce the potential for
statistical distortion arising from these very kRrgansactions in both goods and services
sourced and delivered abroad. Some statisticalsugmrticularly trade associations or
representatives, may be seriously misled by seexp®rt statistics which are significantly
inflated where a gross recording of merchantedisesvis applied. It does not seem
appropriate or meaningful to inflate the servicegaets and imports data by including such
transactions, particularly when such large aggeedlatvs in the statistics presented are
referenced against employment levels in a partida@ustrial activity in Ireland. In saying
this, it is acknowledged that net recording by awenpiler can lead to distortions or
asymmetries where counterpart compilers may hawption but to record the transactions
on a gross basis in their BoP statistics.

42.  The treatments for outsourced services addptedSO and described below might
be considered to be a departure from the recomniendaof the international statistical

standards. Moreover, while a gross treatment ofawrted services delivered to a non-
resident customer may be implicit in BPM5, therpegrs to be no explicit discussion of
such delivery of services in the Manual documeatatr any explicit reference as to how
the relevant transactions should be treated.

43.  There are two examples set out below, the fiélsttes to merchanting of goods and
associated services and the second relates to amiogy of services only. The details are
as follows:

Merchanting of Goods and Related Services

44.  Consider the following fictitious situation (ieh is a simplified version of more
complicated activities and practices). A foreigmedt investment enterprise located in
Ireland (B) is owned by a US investor (A). B inléned arranges for the supply, installation
and maintenance of goods/equipment to a numbenrelated customers (C) in the Europe,
Middle East and Africa (EMEA) market, as well asetprovision of staff training
programmes, etc. concerning the operation of tleelgl@equipment. The goods and services
supplied are not sourced in Ireland by B. The gfemispment are purchased for €2 billion
by B from its affiliate (E) located in Germany wailhe various services are purchased for
€3.5 billion from another affiliate D in France. &ltwo affiliates deliver the goods and
services to the customers (C). These customersBpaytotal of €6 billion for the goods
(€2.2 billion) and services (€3.8 billion) they edee. The lIrish trader, B, records in its
accounts all payments and receipts arising fronotter. Figure 1 describes the situation.

17
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Figure 1
Merchanting and related transactions
100% Ownership Colnty-US 100%
Company A T
l (Direct Investor) l
Country: IE == = = = = = = Country: DE
Company B > Company E

Country: FR
Company D

Goods provided to C

S

SERVICES PROVIDED TtC

Market EMEA
Many customers C

—P Physical movement of Goods/supgly
of services

s soeePp Ownership

=P Cash flow

45.  Under the BPM5 and other international reconuaéions, the above transactions
would (normally) be recorded in the BoP statemeten service imports and exports, with,
in the case of the goods element, only the net imggp.2 billion) being recorded as a
merchanting service credit. The related services@ations would appear under services: a
credit of €3.8 billion and a debit of €3.5 billigsee Table 7 below).
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Table 7
Recommended recording treatment (current recordingegime)
BoP Item Credit Debit  Net
€ million
Merchanting service 200 200
Other services 3,800 3,500300
Total 4,000 3,500 500

46. As both the goods and services delivered toBEk&EA customers (C) have been
sourced from and delivered by a non-resident dame (i.e. a French D and a German E
foreign affiliate of the Irish entity B), the CS@eats the combined transactions for goods
and services described above on a net basis.didethe overall net margin of €0.5 billion
as a credit (service export) under merchantingisesvin the 'Services' part of the BoP
Current Account (see Table 8).

Table 8
CSO, Ireland recording treatment

BoP Item Credit Debit Net
€ million

Merchanting services 500 500

Other services - -

Total 500 500

47.  The new proposals for treatment of merchardimgot allow for the merchanting of
services and hence Table 9 reflects what the regpmf these transactions in goods and
services would be for BPM6 and SNA93 Rev.1.

Table 9
Recommended recording treatment -BPM6/ SNA 2008

BoP Item Credit Debit  Net
€ million

Goods - Merchanting 2200 200
-2000

Other services 3,800 3,500300

Total 4,000 3,500 500

Merchanting of Services

48.  For example, an Irish resident Foreign Direstestment Enterprise, A has EMEA
customers located abroad in countries B, C and Purshases the software services from
its parent in the US and supplies these servickedaat €1,500m (€500M each) to such
customers. Invoices are issued from the parentebtialbof A i.e. A essentially invoices all
of the customers B, C and D for €350m each totafib@50m. A records all turnover and
expenditure as well as the profits generated. Ei@uiescribes the situation.
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Figure 2
Treatment of receipts and expenditure of Irish FDIEfor services partly provided by
foreign affiliates

Country: IE
Company A (FDIE)

: v N

Fees 0f€1,050n for Service Vi N Receipts 0£1,500mfor

provided to A Va services provided

AN
7
Company E — US B, C D (Foreign
Parent supplier of softwarg < customers of A)
services

Physical movement of
Goods/supply of service

esseePp Ownershir
=) Cash flov

49. The CSO records the above transactions indBs #atement as shown in Table 10.

Table 10
CSO, Ireland recording treatment for merchanted sevices

BoP Item Credit Debit  Net
€ million

Merchanting services 450 - 450

Profits 450 -450

Total 450 450 0

50. The €450m recorded under merchanting serviesslts from the netting of A's

services imports of €350m paid to the US parenh wite services exports totalling
€1500m. We assume that the operation in IE ilittlore than a "brass plate" and local
costs approximate zero. The merchanting surplus gogirely to profits earned and are
attributed to the US parent. If we applied the ps®ad treatment for merchanting to this
example the result would be as follows:
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Table 11
BPM6/SNA 2008 recording treatment for this example

BoP Item Credit Debit Net
€ million

Other 1500 1050 450

services

Profits 450 -450

Total 1500 1500 0

51. The example shows (as has been argued in dpisrp that a net treatment for the
recording of transactions in merchanting of sewi@® appropriate. This is particularly
important if the resident entity is the 'principahterprise within a multi-national group
through which the receipts and expenditure of thgous affiliates are routed, because a
change in this arrangement can have a significapact on the data before and after the
change. If, for example, the ultimate parent conypdecides to no longer have the resident
entity as the 'principal' but to transfer this rote an affiliate in another country then
significant discontinuities can result in the seevdata and the profit/loss when the change
occurred. A net treatment limits the extent of diseontinuity.

VIl. Conclusion

52. BPM®6 and SNA 2008 guidelines for the recordifignerchanting activities address
the shortcomings in the treatment of these adiwith BPM5 and by extension in SNA 93.
These shortcomings relate to the global additieftthe goods account and the treatment of
inventories and holding gains and losses. BPM6 r@sognises the issue of merchanting of
services and its recording in the Balance of PaymeHowever, the recommended
approach for the "merchanting of services" is asgtweatment under the relevant services
category, the manual goes on to allow for a nesgmrmtion of these services related
activities on a supplementary basis. This recommgonl goes some way towards
recognising the impact of globalisation and thesemuent increase in the importance of
telecommunications and web enabled (internet)sesviand the impact that these
developments will have on trade in services in ganbut also on the merchanting of
services.
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