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Introduction

The measurement of bank outputs and inputs is one of the
most difficult measurement areas, with many competing
approaches and no real consensus on how to measure even
nominal bank inputs and outputs, let alone the
corresponding real flows.

In the present paper, we concentrate on trying to measure
nominal bank flows (but we do talk a bit about real flows).

The basic idea In the paper is to integrate financing
decisions of banks (and nonbanks) into a “normal”
production function framework.

Our production function framework is due to Bohm-
Bawerk (1891), Hicks (1961) and Edwards and Bell (1961)
where capital is regarded as an input at the beginning of an
accounting period and as an output at the end of the period.



The Austrian Profit Maximization Problem

The discounted to the end of the period profit maximization
problem for a firm is:

(Dmax {(1+r)(py —wx + P 1K) - P, .°KO : (y,x,KO% K1) eS!}.
The corresponding anti-discounted profit maximization
problem is:

(2) max {py — wx + P K! — (1+r)P °K? : (y,x,K? K1) eS'}

where py Is the value of output produced during the period, wx
Is the value of noncapital inputs used, P 'K! is the end of the
period value of the capital stocks used by the firm, P, °K? is the

beginning of the period value of the capital stocks and r is the
firm’s one period discount rate.

But what exactly is r? We interpret it as the average (or
marginal) cost of raising a unit of financial capital.



User Costs

Note that P,.!K! — (1+r)P,.°K°® = —[(1+r)P °K® — P K] which is
minus the user cost of capital times the initial capital stock.
To see this, let K! = (1-8)K° where & is the one period geometric
depreciation rate and let P, ! = (1+i, )P, where i, is the (actual

or expected) asset inflation rate over the accounting period).
Then

(3) (1+r)P°K® - P 1K! = (1+r)P KO — (1+i, )P, *(1-8)K®

= [r — i + (1+1)8]P°K? = uK?
and u=[r—i,+ (1+i)8]P,Y is the usual end of period user cost
of capital for the geometric model of depreciation. Thus
(1+r)P'K® — P K' is a generalization of the usual expression

for the value of capital services rendered by the asset K° over
the accounting period.



More on User Costs

Looking at the right hand side of (3), it can be seen that
the user cost of capital decomposes into the sum of the
following three terms, each of which has an economic

Interpretation:

rP °K" is equal to waiting services;
—i, P K is the revaluation term and
(1+1)8PK?P is a measure of wear and tear depreciation

If we drop the r in the decomposition (3), it can be seen
that the resulting expression, P, °K® — P, 'K, is equal to
the sum of the revaluation and depreciation terms



We will consider an economy with a household sector H and
three production sectors:

(1) a banking sector B;
o(11) a nonfinancial production sector N and
o(111) an owner occupied housing sector O.

We will start our description of the economy by describing the
outputs produced, inputs used and financial flows generated by

each of the three production sectors during a reference period.

Each of the 3 production sector produces an output y, uses
labour input x and physical capital K. The banking sector also
produces deposit services (money) M. Each sector finances its
physical capital by raising financial capital: v = debt; V= equity
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The Bank’s Cash Flow Accounts

The banking sector satisfies the following cash flow identity:

(5) Per Yer + Pen Yen — P Yne = WeXp + P Kg® — P Kg! +
0 0 0 0 0 0
(yMy” + M + NggVis” + RygVie™ — enVen™ — RenVaen
0
—I'goVeo T T
The total value of priced banking services delivered to sectors H and N is
PenYentPenYen: Pne Yag IS the value of intermediates purchased from N.

The eleven terms on the right hand side of equation (5) are provisionally
regarded as primary input flows. The last ten components comprise explicitly
measured gross operating surplus. Thus the explicitly measured banking
sector value added is equal to the sum of labour used (wgXg), revaluation
plus depreciation of capital services (P, z°Kg? — P z'Kg?) plus bank deposit
interest paid to sectors H and N (r,M,° + r,M,°) plus bond interest,
dividends and imputed equity return paid to households for their financial
investments in the banking sector (rgvys® + RygVyg®) less bond interest,
dividend income and imputed equity returns from the banking sector’s
investments in the nonfinancial sector (—rg\Ve\° — RenVen) 1€5S mortgage
Interest earned by the banking sector for their loans to owner occupiers of
houses (- rgoVeoY) plus pure profits ms.



More on the Bank’s Cash Flow Accounts

* Note that some of the banking sector’s loan and equity
Investment interest flows that are included in the right hand
side of (5) (—-rgyVen" — RenVen — eoVeo) have negative
signs associated with them and thus these items are not
really cost charges to the banking sector; instead, these loan
and investment interest flows represent revenues to the
banking sector.

* Insection 5, we discuss whether these flows should be
regarded as contributions to bank value added or be left as
(negative) primary input flows.

* We now describe the inputs used and the outputs produced
by the nonfinancial sector, N.



The Nonfinancial Sector’s Cash Flow Accounts

The sector N cash flow identity is:
_ oK 0 e 1 0
(6) Pnu Yne T Pre Yae — Pen Yen = WXy + Prn Ky = Punt Kyt = riyiMy
0 0 0 0
+ MnVen. T RanVin® + FenVen® + RenVen: + Ty

where wXxy = the value of labour input used in the nonfinancial sector;
P ’K\ = the value of the physical capital stock used by sector N at the
beginning of the period where P, is the price and K is the quantity;
P« Ky! = the end of period value of the initial capital stock
ryM,° = the value of bank interest payments made to sector N depositors
where ry is the sector N bank deposit rate and M, is the sector N
beginning of period stock of deposits (or money);
ranVan' = interest paid by the nonfinancial sector to households for
household debt investments in sector N;
RunVin® = imputed interest and dividends paid to household equity
investors in the nonfinancial sector N;
renVen" = the product of the interest rate that the banking sector charges on loans to the
nonfinancial sector rgy times the beginning of the period stock of loans vg,*;
RenVen” = iImputed income paid to the banking sector by the nonfinancial sector for the
equity investments of sector B in sector;

7ty = the residually determined unanticipated or monopoly profits earned by the
nonfinancial sector during the reference period..



The OOH Sector’s Cash Flow Accounts

The final production sector we need to consider is sector O,
the sector that produces (imputed) housing services from
owners of their own houses.

The reason for including this sector in the present banking
context is that the banking sector is an important
contributor to this sector by providing owners of dwelling
units with housing (mortgage) loans.

Sector O produces only one output, housing services with
Imputed price poy and corresponding quantity y,,,

Sector O produces OOH services with inputs of depreciation,
loans from other households, bank mortgage loans and
household equity capital.



« The decomposition of the value of OOH housing services output, poy Yop. iNtO its
primary input components is given by equation (7):

(7) PorYon = PPH® — PtHY + 1poviie® + RyoVio + MeoVeo

P,°HC = the value of the owner occupied housing stock owned by sector O at the
beginning of the period where P%is the price and HC is the quantity;

P,tH! = the end of period value of the initial housing stock used by sector O where
P,tis the end of period price and H! is the corresponding depreciated end of
period housing stock measured in constant quality units;

ruoVio' = interest paid by sector O to other households where v,,J° is the

household sector’s beginning of the period stock of loans made to sector O
and r,,q is the corresponding interest rate;

reoVeo® = Mortgage interest paid by sector O to the banking sector where v is the

banking sector’s beginning of the period stock of loans made to sector O
and rgg Is the corresponding mortgage interest rate;

RuoVuo' = imputed interest foregone by household equity investments in owner

occupied housing where V5 is the beginning of the period equity value
of the owner occupied housing stock and R, is the corresponding
Imputed interest rate.



More on the OOH Sector’s Cash Flow Equation

Note that equation (7) has two imputed prices in it: the output
price of owned housing services, pa, and the opportunity cost of
Investing In housing equity, R ere are at least two strategies
that can be used to determine these Imputed prices:

The rental equivalence approach where pqo Is set equal to the
rental price of comparable properties and ’81en (7) can be used to
determine R, residually;

The user cost approach where R, Is set equal to an appropriate
household sector rate of return t%at homeowners are giving up
by investing in housing equity. Equation (7) is then used to
determine py residually.

We do not make a specific recommendation on which approach

should be used. For our purposes, we simply assume that all of
the flows In (5)-(7) have been determined by the national
statistical agency.

We turn now to the cash flow equation for the Household Sector, H.
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The Household Sector’s Cash Flow Accounts

 We assume that the flows for this sector are simply the sum of the flows
across the three production sectors in the economy by commodity and
so there is no need to define any new variables.

e Of course, various intermediate input flows within the aggregate
production sector will cancel and making these cancellations, we find
that the (directly priced) final consumption of sector H is equal to:

(8) PnHYNH T Pk Ynn t Pon Yo = WeXg + WXy + Pyg’Kg’

— Prg'Kg! + P K\ = Pt Kyt + PPHY = PtH!

+ My + rgVig” + RuygVig + MV

+ RunVin® + MoVho' + RuoViho' + g + Ty
* On the left hand side of (8), we have the delivery of priced outputs to the
household sector from sectors B, N and O.

 Onthe right hand side of (8), we have total labour income plus
depreciation and revaluation in all three productions sectors plus
Interest paid by banks to households on household deposit accounts plus
total debt and equity returns to sector H for investments in B,N and H

plus sectoral pure profits generated in sectors B and N (if any). .



Table 1: The System of Sectoral Flow Accounts

Row | Description Sector H Sector B | Sector N | Sector O
1 Priced PeH YBH PeH YBH
2 Output PNH YNH PNH YNH
3 Flows and PoH YoH PoH Yon
4 Intermediate PeN YBN | —PBN YBN
5 Input Flows —PnB YNB PnB YNB
6 Labour Services WgXg *WNXN | WBXB WNXN
7 Sector B Revaluation | Pxg’Kg’ Pke’Kg’
And Depreciation —PrelKg! | —PkplKg!
8 Sector N Revaluation | Pxn"Kn® Prn Ky
And Depreciation —PrntKat —Prnt Kt
9 Sector O Revaluation | P4°H° PoH°
And Depreciation —PytH! —PytH!
10 | Deposit InterestBtoH | ruMy’ ruMy’
11 | Deposit Interest B to N M | = MR
12 | H Loans to B: Interest | rugVug rusVhe.
13 | H Loans to N: Interest | runvan’ FENVAN.
14 | H Loans to O: Interest | ruoVvio® rHOVHO.
15 | B Loans to N: Interest —renven! | renven®
16 | B Loans to O: Interest —I'soVEQD. reoVso’
17 | H Equity in B: Returns | RugVie! | RusVihg
18 | H Equity in N: Returns | RuynVan’ RunVan®
19 H EQUIty in O: Returns RHoVHoO RHoVHoO
20 | B Equity in N: Returns —RenVen' | RenVan’
21 Pure Profits g + TN f17) TN
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More on Table 1: The System of Sectoral Flow Accounts

Note that our preliminary measure of value added for
this economy can be computed Iin four equivalent ways
(as i1s usual In national income accounting);

As the sum of the entries In rows 1 to 5 of the H
column:

As the sum of the entries In rows 6 to 21 of the H
column;

As the sum of the entries in rows 1 to 5 of the B, N and
O columns and

As the sum of the entries in rows 6 to 21 of the B, N and
O columns.

We now turn our attention to the opening balance sheets

for each of the four sectors in our economy.



The Opening Balance Sheet Accounts: General

« The beginning of the period balance sheet accounts for
each sector are much easier to explain than the
corresponding flow accounts.

« The basic principle is that the value of sector liabilities
(sources of financial capital) should equal the value of
sector assets (the value of loans plus real assets plus
monetary assets).

« All of the necessary notation has been defined, so we
can proceed to list the beginning of the period balance
sheet constraints for each of our three production
sectors.
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The Opening Balance Sheet Accounts: Sector B

'tl)'he opening balance sheet identity for the banking sector B is defined
y:

0 0 0 O—vy O 0 0 O 0
(9) M® + M® + vig® + Vig? = vg\° + V0 + Vo + Prp®Kg'.

*Thus banking sector deposit liabilities to households and businesses
(M + M 0) plus household debt plus equity investments in the banking
sector (Vu? + Vg®) are equal to bank loans and equity mvestments In
the nonfmanmarsector vBN + V;g\0) plus mortgage loans (vgo°) plus the
value of the banking sector’s inltlal stock of physical capital FPKBOK 9).

*The only items that require a bit of discussion are the beginning of the
period dep05|ts held by the household and nonfinancial business sectors,

M %and M. Basically, households and businesses are providing loans
of Ii"lnanmal\lcapltal to the banking sector and in return, they get some
Interest payments (which are generally small) but they also get some
banking services associated with their deposits. These extra (costly)
services justify a separate treatment of monetary deposits from other
debt and equity supplies of financial capital.

17



The Opening Balance Sheet Accounts: Sector N

The opening balance sheet constraint for the nonfinancial
sector N Is:

(10) Vin® + Vin® + Ven” + Ven® = P K + M.

Thus household debt plus equity Investments In the
nonfinancial sector (v, ° + V%) plus banking sector debt plus
equity investments in the nonfinancial sector (vg\° + Vg\") are
equal to the value of the nonfinancial sector’s initial stock of
physical capital (P, \’K\®) plus its initial holdings of bank
deposits (M?).

*Beginning of the period Liabilities of Sector N are on the LHS

of (10) and the corresponding Assets are on the RHS.

18



The Opening Balance Sheet Accounts: Sector O

The opening balance sheet constraint for the owner occupied
housing sector O Is:

(11) Viyo” + Vo + Vg’ = Py HP.

*Thus household debt plus equity investments in the owner
occupied housing sector (v,o' + V) plus banking sector
mortgage loans to sector O (vgo?) are equal to the value of the
sector O initial stock of physical housing capital (P,°HO).

oIt is useful to relate sector O’s balance sheet constraint (11) to
sector O’s value added equation (7).

From (11), we see that beginning of the period value of the
owner occupied housing stock, P°HO is equal to the sum of
loan and equity investments in the sector, v,° + V,o° + Vgl

19



The Sector O Balance Sheet Accounts and User Costs

We know that total interest paid and imputed interest earned in this sector
IS MyoVihe + RygVio? + eoVeel- This interest sum can be set equal to an

?\/ﬁrage rate of interest, po, earned on the asset base; i.e., define pg as
ollows:

(13) po = [FHoVho t RuoVho  * FeoVeo 1/ Vo' + Vo + Veo'l-
Now substitute (13) into equation (7), which defined sector O’s value added:
(14) Pon Yon = P’H? = PtH + 140v10° + RyoVi® + FeoVeo”

=Py’H? = PH + po[vio® + Vi + Vol using (13)

= P, OH? — P IH! + pg P,OHO using (11)
= U H°
where ugH® = (1+p,)P°H® — P,,tH! is the value of owner occupied housing

capital services and 1 Ug IS the user cost of capital for the beginning of the
period owner occupled housing stock.

*(14) has consolidated all of the financial interest flows into a single interest

rate p, which is applied to the initial value of the owner occupied housing
stock, P +OHO.

-Moreover the usual user cost of capital u, has made its appearance in (14)
and “traditional” production theory can be applied to this sector. Thus the
use of an average interest rate and the balance sheet constraint for sector O
has considerably simplified the flow accounts for this sector.

20



The Opening Balance Sheet Accounts: Sector H

In our simplified model of the economy, the household sector owns all of
the assets in the three production sectors.

Thus the household sector’s balance sheet constraint can be set equal to
the sum of the three production sector balance sheet constraints.

Some of the loans of the banking sector to other sectors (assets to sector
B) cancel out with some of the liabilities of sectors N and O. Thus the
consolidated household balance sheet constraint for sector H is:

0 0 0 0 0 0 0
(12) Vig” + Van’ + Vo + Vie? + Vi + Ve’ + My

= Prg’Kg? + Py’ K° + PPHP.

The LHS of (12) is e%ual to the sum of household loans to the three
business sectors (vig° + Vi + VoY) plus the sum of household equity
investments in the three sectors (V,g° + Vi° + VoY) plus household
“loans” to the banking sector in the form of bank 8eposits (M%) and on
the RHS, we have the consolidated value of the nonmonetary assets that
are used by the three business sectors, namely banking and nonfinancial
business capital stocks (Pyg"Kg? + P\ °K\P) plus the beginning of the
period value of the owner occupied ﬁousmg stock (PPOHO). Thus the

financial claims on the LHS are equal to the value of real assets.
21



Towards a General Strategy for Integrating the Opening Balance
Sheet Accounts with the Sectoral Flow Accounts

The above algebra for sector O shows how the use of an average cost of
capital or reference rate p, along with the sector’s balance sheet
constraint can bring the sector’s flow accounts closer to a “standard”
format which is suitable for traditional production theory.

However, the other two sectors in our simple model are more complex
and it is not entirely clear what the “right” cost of capital or reference
rate should be. Also, for these more complex sectors, we may want to
Introduce various loan margins and the user cost of money into our
framework.

Thus in the following section, we will use a modification of the above
methodology in order to integrate the balance sheet accounts with the
flow accounts. The way our more general framework will work is as
follows: take the balance sheet constraints with the sector’s assets as
positive entries and then subtract the sector’s liabilities from these
assets, which leads to an equation with a zero on the right hand side.
Then multiply this equation by the reference rate for the sector. The
resulting expression is then added to the primary input flows for that
sector, which leads to a new value added equation for that sector.

We leave open for now the question about how exactly should the
sectoral reference rates be chosen. To fit in with our Hicksian model of

production, the reference rate should equal the sectoral cost of capital.
22



The Integrated System of Flow Accounts: The Banking Sector

« Let the reference rate for the banking sector be pg. Multiply both sides of the
balance sheet constraint (9) for sector B by pg and rearrange terms in order to
obtain the following equation:

(16) pe[Prs’Ke™t Ven° + Van® + Veo’ = My = M? = Vg’ - Vil = 0.

« Now add the terms in (16) to the right hand side of the banking sector’s value
added equation (5) in order to obtain a new integrated accounts value added
decomposition:

(17) Pgn Yen + Pen Yan — Prg Yae = WeXg + (1+pg) Py’ Kg? — PrgtKg! = (pg—ry)M°
— (Pg—WIM\° + (rus—Pe)Vus? + (Ryg—Pe)Vie? — (ren—Ps)Ven’ — (Ren—Ps) Ve
— (rgo—Pg)Veo® * Tg.

. The rational for adding (16) to the cost side of the sectors flow accounts is that
net assets could be sold and distributed to the owners of the banking sector at
the beginning of the period. Thus to justify holding net assets over the period
rather than selling them, they need to be productive enough to cover the
reference cost of financial capital, pg, and so pg times net assets should be
added to the cost side of the banks flow accounts.

We can now recognize the appearance of the user cost of capital in the RHS of
(17), (1+pg)Pre’Kg® — P gtKg!, plus various other FISIM margins!

23



The Integrated System of Flow Accounts: The Banking Sector:
FISIM Margins Explained

The left hand side of (17) is simply sector B’s conventional value added
as in equation (5).
On the RHS, wgXg Is simply the value of labour input for sector B.

The next set of terms, (1+pg)Pg’Kg® — Prp!Kg!, can be recognized as the
value of capital services for the banking sector; note that pg is the
reference interest rate that is used in this user cost.

The next two terms, —(pg—r)M,° —(psg—rn) M\, Will generally be
negative; i.e., the banking sector’s imputed cost of capital, pg, will
generally be greater than the deposit interest rates paid to households
and nonfinancial businesses, r,, and r respectively. The negative signs
suggest that these FISIM deposit margins should be regarded as outputs,
rather than as negative inputs.

Note that (pg—ry) Is the bank’s supplier benefit from supplying a dollar’s
worth of deposit services to the household sector; it is the bank’s
counterpart to the household’s user cost of money.
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The Integrated System of Flow Accounts: The Banking Sector: FISIM
Margins Explained (continued)

The next two terms on the right hand side of (17) are (r z—pg)Vus’ +
(Rus—Ps) Vs’ These two terms represent relative margins on the costs
of raising financial capital from households via debt and equity
respectively. If we chose the bank’s reference rate pg to be the average
cost of capltal raised through debt and equity so that p [rHBvHB
RusVie ]/[ng3 + V5], then the sum of the two terms (r z—pg)Vye® +
(Rug—Pe)VhE would vanish. In this case, since the cost ofldebt Is usually
less than the cost of raising financial capltal via equity, the term
(rus—pPe)Vys’ Would be negative and the term (R,g—pg) Vg Would be
posmve These terms can be regarded as risk premium acﬂustments

The next three terms on the right hand side of (16) are (generally)
negative loan margins, —(rgn—Pg)Ven’ —(Ren—Ps) Ven’ —(N'so—Pr)Vea'.
Thus usually, the rates of return that the anking sector obtains on its
loans to sectors N and O, rgy and rgo, and its rate of return earned on
equity investments in the sector N, RBN, will be greater than the bank’s
cost of financial capital, pg, and so the three loan margin terms will be
sources of bank net revenue rather than cost items.

This suggests that these three loan margin value flows should be
regarded as outputs rather than negative inputs.

The final value flow on the right hand side of (17) is g, the pure profits

of the banking sector. -



The Integrated System of Flow Accounts: Sector N

«  Multiply both sides of the sector N balance sheet equation (10) by the
sector N reference discount rate p, and obtain the following equation:

(18) pn[PrnKn’ + My = Vi’ = Vi = Ven’ — Va1 = 0.

* Now add the terms in (18) to the right hand side of the nonfinancial
sector’s value added equation (6) in order to obtain a new integrated
accounts value added decomposition:

(19) Pnm Ynn + Pre Yae — Pen Yan = WaXn + (1+pp) Pin® Ky = P Ky
+ (Pn—Tn) M+ (FancP)Vian + (Ran—Pn) Vi + (Fen—Pn) Ven’
+ (Regn—Pn) Van® + Ty

« The left hand side of (19) is simply sector N’s conventional value added
as in equation (6). As in the initial decomposition (6), wyX, is simply the
value of labour input for sector N.

*  The next set of terms, (1+p,)Prn"Ky° = PntKy!, can be recognized as
the value of capital services for the n nonfinancial sector. Note that py is
the reference interest rate that is used in this user cost.



The Integrated System of Flow Accounts: Sector N: FISIM Margins

The next term, (p\—ry)M\°, will generally be positive; i.e., the
nonfinancial sector’s imputed cost of capital, p,, will generally be
greater than the deposit interest rate paid to nonfinancial
businesses, ry. Note that (py—r,) IS the nonfinancial sector’s user
cost of money and this is a FISiiv margin.

The next four terms on the right hand side of (19) represent
relative margins on the costs of raising financial capital from
households and banks via debt and equity. If we chose sector N’s
reference rate p,, to be the average cost of capital raised through
debt and equity so that p, = !;rHNvHN)O + RV + renVen’ +
RanVenVIVian® + Vi’ + Ve + VBI}B ], then the sum o the four
terms (r N—pl}!\jVHNO * (R =P Vin© + (Fen—Pr)Ven + .
(Rgn—Pn) VN Would vanish. In this case, since the cost of debt is
usuaIIyWess than the cost of raising financial capital via equity,
the terms (r,_p )V'd'\'o + (rgn—pPn)Vey Would be negative and the
terms (RH,\l—pN)\VH,\I + (Rgn—pPn) Ven: Would be positive.

The final value flow on the right hand side of (19) is m,, the pure
profits of the nonfinancial sector.
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The Integrated System of Flow Accounts: Sector O

The initial value added decomposition for sector O is (7) and if
we add (15) to the right hand side of (7), we obtain the following
Integrated accounts value added decomposition for the owner
occupied housing sector:

(20) Pon Yon = (1+po)P°H? = PytH! + (ryo—po)Vie’ + (Ruo—Po) Vo

+ (rgo—Po)Veo'-
The left hand side of (20) is sector O’s conventional value added
as in equation (7), which is simply the value of OOH services.

The set of terms, (1+pg)P,°H® — P,tH?, can be recognized as the
value of capital services for the owner occupled housing sector.

The next three terms on the right hand side of (20) represent
relative margins on the costs of raising financial capital from
households and banks via debt and equity. If we chose sector O’s
reference rate p, to be the average cost of capital raised through
debt and equity as In e%uatlon (13) above, then the sum of the
three r;[erms (Fuo—PolVuo- + (Ryo— Po)VHo + (rgo—Po) Ve’ Would
vanis

28



The Integrated System of Flow Accounts: Sector H

* Recall that this sector’s value added was given by equation (8) and its
opening balance sheet identity was given by (12). Multiply both sides of
(12) by the sector H reference discount rate p,,, we obtain the following
eqguation:

(21) pulPre’Ke® + Pin® Ky + PPH = vig® = Vi ® = Viao® = Vg = Vi
~ Vo' — My’ =0.
* Now add the terms in (21) to the right hand side of the household

sector,s final demand decomposition equation (8) in order to obtain a
new household integrated accounts final demand decomposition:

(22) Pyn Yne T Pran Yne T Pon Yon = WeXg + WXy + (1+p)Pre®Kg® — PrgtKg!
+ (1+pp) Pin®Ky® = Pt Kyt + (L+p) Py °HY = PytH — (pp—r )M
+ (Fae=Pr)Vee’ * (Rug=Pr)Vue? + (MunePidVin + (RancP) Vi
+ (Mo Pr)Vho  + (Ruo—Pr)Vio' * g + Ty

 The left hand side of (22) is simply the household sector’s conventional
final demand as in equation (8).

o WgXgtWyXy IS the value of the aggregate supply of labour.
29



The Integrated System of Flow Accounts: Sector H; FISIM Margins

(1+p)Pre’Ke’—Pg'Kg!, is the value of capital services for the banking
sector except that now, the household opportunity cost of capital p is
used in this user cost formula instead of the bank’s opportunity cost of
capital pg. Similarly, (1+p, )P KPPy tKy! is the household value of
capital services provided to sector N valued from the household
perspective and (1+p,)P"H°-P'H! is the value of housing stock
services provided to owner occupiers by the household sector.

—(py—ru)M. 0, the user cost of money, will generally be negative; i.e., the
household sector’s imputed cost of providing financial capital, p,,, will
generally be greater than the deposit interest rate paid to household
depositors, ry,.

The next six terms on the right hand side of (22) represent relative
margins on the benefits to households of providing financial capital
(both debt and equity) to the three sectors in the economy. If we chose
sector H’s reference rate p, to be the average benefit of providing
financial  capital to the three sectors so that p ,, =
[MeVie Rus Vi ranViun T Run Vit roVio tRuo Vo 1/ Vs + Vit
VitV HVeo Vo', then the sum of these six terms will vanish.

The final two terms on the right hand side of (22) are ng+m,, the pure
profits of the banking and nonfinancial sectors.
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Table 2: The System of Integrated Sectoral Flow Accounts

Row | Description Sector H Sector B Sector N Sector O
1 Priced Final PeH YeH PeH YeH
2 Output PnH YNH PnH YNH
3 Flows Pon Yor Pon Yo
4 Intermediate Pen YBn —Pen YBN
5 Input Flows® —Pne Yne Pne YN
6 L_abour Services WgXg HFWhXN WgXg W XN
7 B Capital (1+p)Pre’Ke’ | (1+pe)Pre’Ke’
Services —Pre'Kgt —Pre'Kgt
8 N Capital (L+pr)Prnl K’ (1+pn)Prn’Kn’
Services —P Kyt —PntKt
9 O Capital (A+pr)PL°H° (1+po)P’H°
Services —P,tH? —P'H
10 H Deposit — (P—re)M’ | = (Pe—Tr)MY°
Services
11 N Deposit — (pe—rn)MY’ (Pn—rn )M
Services
12 H-B Loan (rHB_pH)VHBO (rHB_pB)VHBO
Margins
13 H-N Loan (run—pr)Vin’ (Fan_Pr)VAan®
Margins
14 H-O Loan (rio—pPr)Vio® (rHo—pPo)Vio®
Margins
15 B-N Loan —(ren—pe)Ven® | (Fen—pn)Ven’
Margins
16 B-O Loan —(reo—pPe)Veo® (reo—po)Veo’
Margins
17 H-B Equity (Rug—pr) Ve’ (Rre—ps)Vie’
Margins
18 H-N Equity (Rin—pr) Vi’ (Rin-prn)Vin'’
Margins
19 H-O Equity (Ruo—pr) Vo’ (Rio—po) Vo’
Margins
20 B-N Equity —(Ren—pe)Ven’ | (Ren—pn)Ven'
Margins
21 Pure Profits g + TN g TN

! Excluding intermediate consumption of FISIM. Positive terms along this row are intra-sector transactions
while negative terms represent inter-sector transactions.




Discussion of Table 2: The Balance Sheet Integrated Accounts

The integrated system of accounts represented by Table 2 has
some major advantages over the conventional system of flow
accounts that was represented by Table 1:

*The Table 2 accounts are more closely aligned with traditional

production theory (traditional user costs of capital make their
appearance in Table 2);

*User costs of monetary deposits and loan margins for the
banking sector also make their appearance in Table 2 and

The balance sheet accounts for the economy are fully
reconciled with the flow accounts.

But there are some disadvantages as well.
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Discussion of Table 2: (continued)

Rows 10 and 11 in Table 2 (which correspond to deposit services) are
grouped together with other primary input flows and these monetary
service flows appear with a negative sign in the banking column. Most
economists would regard these monetary deposit services as an output
of the banking sector (rather than as a negative input as in Table 2) and
so it would be natural to change the signs of the entries in these two
rows and group them with the value added output (SNA final uses) rows
(1-3) rather than keep them in the primary input rows (10-20).

Similarly, it is likely that the loan margin entries in rows 15 and 16 of
the banking column B are negative (because the bank makes loans at
higher interest rates than its imputed cost of capital pg) and so again,
these rows could be grouped (with the signs of their entries changed)
with the output rows (1-3) rather than being kept in the list of primary
input entries (10-20).

Although not consistent with the current SNA, one could also argue that
the entries in row 20 (bank equity investment margins in the
nonfinancial sector) are likely to be negative and perhaps these services
should be grouped (with changed signs) with the list of bank outputs
(rows 1-3).

Thus there are 4 possible measures of GDP depending on where the
above rows are allocated! In our empirical part, we look at all 4 options.



Discussion of Table 2: (continued)

The 3 authors DFZ of this paper agree that deposit margins should be
moved from the income side of the accounts to the output side but there
IS less agreement on moving other bank asset margins (such as loan
margins) to the output side.

It is true that from the perspective of the banking sector, loan margins
are “best” regarded as outputs rather than negative income payments
but the problem occurs on the other side of the FISIM *“transaction’;
e.g., look at the FISIM margins in rows 15 and 16 in the N and O
columns. From the viewpoint of the borrower, all that matters is the total
cost of raising financial capital and these costs are essentially income
flows to the sectors making the loans. Thus sticking a the loan margin in
row 15 and column N into the output accounts (where it would become
an intermediate input for sector N) leads to some complications which
would be avoided if we simply left the row 15 entries in the income
accounts. This “intermediate input service” for sector N is simply an
added interest cost that should be reflected in the sector N’s user cost of
capital rather than as a separate service charge. This is only D’s opinion!
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Discussion of Table 2: (continued)

The integrated system of accounts that iIs represented by
Table 2 also has some major disadvantages over the
conventional system of flow accounts that was represented
by Table 1:

*Reference rates py, pg, Py, aNd po Must be chosen for
each sector of the economy and this may prove to be
contentious and

If the reference rates are not chosen to be all equal to the
same rate, then the accounts will no longer be additive
along the rows of Table 2; 1.e., for each row, the sum of the
entries in columns B, N and O will not in general equal the
entry in the household column H.
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Discussion on the Choice of Reference Rates: Option 1
Option 1: pg = py = Po = Py = p Where p is a risk free rate of return.

The advantages of this option are as follows:
*The integrated accounts are additive along each row across columns;

e Each sector faces the same safe rate of return and so this is a suitable
common reference rate of return.

Some disadvantages of this option are:

It may not be easy to achieve consensus on exactly what this risk free rate
of return is. Even short term government bonds for triple A countries face
some inflation risk.

*The problem with choosing a safe rate of return as the benchmark discount
rate is that it will lead to user costs of (physical) capital that are generally
too low and to margins on various financial instruments which are too high.
This means it will be difficult to apply traditional production theory to the
producer sectors in the economys; I.e., it will be necessary to model various
margins or to allow for a large unexplalned ‘profit” component in the
producer models.
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Discussion on the Choice of Reference Rates: Option 2

Option 2: pg = py = Po = P = p Where p Is the average rate of return on
household debt and equity investments

The advantages of this option are as follows:

*The integrated accounts are additive along each row across columns;

*The household accounts are greatly simplified; i.e., the sum of the entries in
rows 12-19 in column H of Table 2 is zero and hence these entries can be
ignored in a household model of economic behavior.

*The business margin entries in rows 12-20 and columns B, N and O of
Table 2 will generally be smaller in magnitude than they were under option
1 above and hence it will be easier to apply traditional (nonfinancial)
production theory to these sectors than it was under option 1.
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Discussion on the Choice of Reference Rates: Option 2 (cont)

A disadvantage of Option 2 is:

*Although this p Is an appropriate supply price of
financial capital across the entire household sector, it is
not necessarily an appropriate cost of financial capital for
each producing sector in the economy. Thus it will be
difficult to justify using a household discount rate as the
reference rate for sectors B and N.

The above discussion leads us to propose a third option
where we give up on achieving exact row additivity of the
accounts.
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Discussion on the Choice of Reference Rates: Option 3

Option 3: The reference rate for each sector is the average
cost of raising debt and equity financial capital for the
producing sectors and for the household sector, the
reference rate iIs the average return from financial capital,
py defined by (23).

Thus for the three production sectors, the reference rate
po IS defined by (13) and the reference rates p; and p, are
defined as follows:

(24) pg = [rHBVHBO t RHBVHBO]/[VHBO t VHBO] ;
(25) pn = [rnVin” + RanVian® * FenVen® + RenVen'l/
[Vin® + Vi’ + Ve + Vel



Discussion on the Choice of Reference Rates: Option 3 (cont)

The advantages of this option are as follows:

*The accounts are greatly simplified; i.e., the sum of the entries in
rows 12-19 in column H of Table 2 is zero, the entries in rows 12 and
16 of column B sum to zero, the entries in rows 12 to 20 of column N
sum to zero and the entries in rows 12 to 20 of column O sum to zero
and hence these entries can be ignored in producer models of
business behavior.

*The reference rates are “reasonable” for each production sector.

*The business margin entries in rows 12-20 and columns B, N and O
of will generally be smaller in magnitude than they were under
option 1 above and hence it will be easier to apply traditional
(nonfinancial) production theory to these sectors than it was under
option 1.

The main disadvantage of this option is:

*Row additivity has been lost In this option; i.e., the entries In
columns B, N and H do not necessarily sum to the corresponding
column H entry in rows 7-20 of Table 2.
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How Should Monetary Aggregates be Deflated?

The Wang and coauthors (Basu, Fernald and Inklaar) View:

*\Wang and her coauthors take a transactions perspective to the
deflation of banking sector monetary flows such as deposit and
loan services; 1.e., what does it cost the bank to service a deposit
account and a loan account?

However, this perspective seems to be unsatisfactory from the
viewpoint of the deposit holder and the borrower; l.e., the
depositor does not really care how much it costs the bank to
service his or her deposit—what is relevant Is the real
opportunity cost of the financial capital tied up in the deposit.
Similarly, the mortgage borrower does not care about the
bank’s cost of servicing the loan; the borrower cares about how
much house the loan can purchase.
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How Should Monetary Aggregates be Deflated? (cont)

There are 11 financial flow variables that appear in Table 1
and 2:

*Three household loan amounts to the three sectors (v’
Vin and viyo°);

*Three household equity investment amounts (Vg% V'
and V,,°);

*Three bank loan and equity investments (vg\%, Vgy® and
Veo?) and

BO

«Two deposit accounts (M° and M.

Traditional production theory deals only with inputs and
outputs that have real quantities associated with them but
the above 11 financial flows have no explicit real quantity
units associated with them. Thus traditional production
theory does not provide much guidance on how to deflate
these nominal financial flows into real flows.



How Should Monetary Aggregates be Deflated? (cont)

First Approach to Deflation:
«Just deflate all monetary aggregates by a general price index.

*A problem with this approach is that the choice of the index P is somewhat
arbitrary.

Second Approach to Deflation:

Look at the liabilities equal assets balance sheet constraints for the 3
production sectors, equations (8), (9) and (10). On the asset side of each of
these equations, there is a single nonmonetary asset, P, z’Kg?, P °Ky® and
P, HP respectively. Use the price of each of these nonmonetary assets to
deflate the corresponding liabilities on the liability side of each of these
equations (8), (9) and (10). Thus M,°, M °, v,;g° and V,,z° would be deflated
by the price of physical capital used in the banking sector, P, g% Vi’ Vin®,
vy and Vg, would be deflated by the price of physical capital used in the
nonfinancial sector, P " and v,,o°, V,,o° and vg" would be deflated by the
price of housing capital, P,°. This deflation strategy would give each of our
11 monetary assets a definite deflator and the strategy seems reasonable:
each sector’s liabilities are ultimately directed towards the purchase of
physical assets.
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Empirical Example: the Case of the U.S. Banking Sector

We used quarterly data drawn from the Federal Deposit
Insurance Corporation on the activities of U.S. commercial
banks by quarter over the period Q2-2001 to Q2-2011.

The data did not exactly fit our categories; i.e., loans were
not broken down into business and household loans, etc.

But we used the same principles as in the theory part.

The main issues were (1) which financial flows should be
regarded as outputs and (2) what reference rate should be
used?

We computed bank value added using 3 reference rates and
3 different output concepts so there were 9 options
considered in all.



Three Options for the Reference Rate for the US Banking Sector

Option 1: p; = ,; 1.e., set the reference rate equal to the average
cost of raising financial capital via debt;

Option 2: p, = [r V| +r L,V LIV +V,]; i.e., set the reference
rate equal to the weighted average cost of raising capital via
deposits and debt;

Option 3: py = [,V +1,V| 41 3V 5JI[V| 1 +V oV 4] 1e., set the
reference rate equal to the weighted average cost of raising capital
via deposits, debt and equity.

We regard the Option 1 reference rate as the most plausible

approximation to the banking sector’s cost of financial capital.
The problem with Option 2 is that raising financial capital via
deposits Is not the “full” cost of raising capital from this source
since servicing deposit accounts takes bank resources. The
problem with Option 3 Is that the banking sector is likely to have
some monopoly profits and thus this sector tends to raise extra
financial capital via debt or deposits (subject to regulatory
constraints) in order to maximize the return to equity capital. Also
the ex post rate of return on equity is quite variable and this can
lead to large fluctuations in outputs.
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Three Options for the Output Concept for the US Banking Sector

In addition to explicitly measured bank value added, V¢, we will consider
the following three alternative measures of bank value added:

(41) V(p,A) =Veya + Vips(p)
(42) V(p,B) = Veya + Vps(P) + Vuas(p)
(43) V(p,C) = Veya + Vps(p) + Zizt* Viailp)-

Thus the Option A measure of bank nominal output defined by (41) adds
deposit services to explicitly measured value added. The Option B measure
defined by (42) adds loan services to the Option A measure while the Option
C measure defined by (43) adds all four asset margin services to explicitly
measured value added plus deposit services.

The major advantage of Option A is that only one imputed financial service
(deposit services) is added to the list of commodity outputs in the economy’s
System of National Accounts and thus the additivity of the output and
Intermediate input production accounts will only be minimally affected by
adding deposit services to the commodity classification
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Options for the Output Concept for the US Banking Sector (cont)

 The advantage of Option B is that it corresponds most
closely to the current treatment of FISIM in the SNA,; i.e.,
only bank deposit and loan services are recognized as
Imputed outputs of the banking sector.

 The advantage of Option C is that this option, when applied
to other nonbanking sectors which have substantial net
revenues from financial services, will lead to a consistent
treatment of financial services across all sectors of the
production accounts.

The following slide shows our 3 reference rates by quarter plus
the US Treasury Bill rate for reference purposes.
Remember:

* p, = the banking sector’s average cost of capital for debt;
e p, =average cost of capital for debt and deposits;
e p,; = average cost of capital for debt, deposits and equity.



Reference Interest Rates for the US Banking Sector
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Chart 1: Quarterly Reference Interest Rates
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Discussion of Chart 1

p, Is less than because p, includes deposits (in addition to debt funding) and
the interest cost of deposits is less than the cost of debt. Note that these two
reference rates are close together and generally follow the same pattern. The
reference rate under option 3, p, Is generally much higher because it
includes equity funding (except for Q$-2008 when bank equity returns
became negative, leading to a very low p,). To provide a context for these
reference rates, a Treasury based reference rate, pr or RhoT, is also included.
This reference rate is computed as a unit value; the ratio of interest earned
on all Treasury securities held by banks divided by the banking sector’s
book value of the stock of Treasuries. The chart shows that the Treasury
rate is generally greater than the reference rates under options 1 and 2. This
Is explained by the fact that the Treasury rate is an average of short term
rates (which are generally low) and longer term rates (which are generally
higher). Bank deposit interest rates are generally below short term Treasury
Bill rates and bank debt contains a large proportion of money market debt,
which also pays very low rates. Thus p, and p, are generally well below the
average Treasury interest rate p+. Finally, except for the recessions in 2001
and 2007-2010 when bank profits fell sharply, the Treasury rate p- is lower
than p,, since rates of return to bank equity are generally very high except
during recessions.



Nine Alternative Measures of US Bank Output 2001-2011

Chart 2: Alternative Banking Sector Output Measures
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Nine Alternative Measures of US Bank Output: Discussion

 The measures of banking sector output that include both deposit
and loan services (the B options) are tightly clustered and cannot
be readily distinguished in the Chart; i.e., the output estimates for
the U.S. commercial banking sector represented by V(p,,B),
V(p,,B) and V(p,,B) are all very similar. As mentioned In the text,
this is due to the fact that the asset value of loans is approximately
equal to the liability value of deposits for the U.S. banking sector
over our sample period and thus measures of bank output will be
approximately invariant to changes in the reference rate.

 The banking sector output concepts that include only explicitly
measured value added plus deposit services (the A options,
V(p,,A), V(p,,A) and V(p;,A)) are the lowest three lines in Chart 1.
Since the choice of a reference rate changes the value of deposit
services rather dramatically, these three curves vary substantially
from each other. Thus if these concepts for bank output are used,
It is important to choose the “right” reference rate.



Nine Alternative Measures of US Bank Output (cont)

 The output concepts that include deposit services plus all
bank asset services, V(p;,C), V(p,,C) and V(p;,C), lie a bit
above the cluster of B measures for the most part, with the
exception of V(p;,C), which lies below the cluster until the
onset of the Great Recession. As might be expected, the C
measures of output are much more variable than the B
measures; I.e., iIn good times, banks make profits on their
Investments and stock market purchases but in bad times,
they lose money on these non loan investments.
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Conclusion

Good stuff:

*WWe have provided a coherent approach to financial
transactions in a national income accounting framework.

*\We have integrated the problem of the treatment of OOH into
this framework.

*Our framework can readily be extended to investment banks.
Not so good stuff:
*No definite choices for reference rates.

*\We have not suggested any definite choice of output concept
for financial services; I.e., to move a row or not to move it!

eUnless a common reference rate is chosen across all sectors,
the accounts will not satisfy additivity along rows.

*As far as the bank Is concerned, no definite deflator emerges
from the bank’s profit maximization problem so we have
suggested going to the other side of the market for deflators.
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