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Historical Background

1 Banksin most countries finance alarge part of their operating by charging higher rates of interest
on the loans they make than on the deposits they receive. The pioneers of national accounts soon
redized that if they caculated the value added for banksin the same way as for other producers, the
operating surplus for banks would be very low and even negative. To avoid “the paradox of a
prosperous industry showing a negligible positive, or even negative, contribution to the nationd
product”* the convention was adopted of imputing an additional component to the gross output of
banks which consisted of the "freg" services that Banks were assumed to be providing to their
customers.

OEEC and 1953 United Nations Systems

2. Thefirst system of accounts developed by the Organization for European Economic
Cooperation (OEEC - precursor organization to the OECD) recommended that these non-market
services should be vaued as the “ excess of investment income accruing to banks over deposit interest
accruing to their depositors’ and the first United Nations manua on nationa accounts, which was
published in the following year, adopted the same conventior?. These early systems provided for these
imputed services to be shown as expenditures of the two sectors - households and businesses - that
were assumed to be consuming them. They considered that al these imputed services were provided
to the depositor s and consisted of services such as cheque clearing and  keeping customers informed
of their recaipts and payments. It isinteresting to note that, contrary to the 1993 SNA, these early
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systems did not regard the tasks that banks undertake in connection with their lending activities as
condtituting the provision of servicesto lenders, these tasks were presumably seen as intermediate costs
of bank production.

3. Both these early systems recommended that the imputed bank services should be dlocated to
households and enterprises, and to different kinds of activities within the enterprise sector, according to
the levels of outstanding deposits. If there was information available only on the split as between
households and enterprises as awhole, the dlocation of imputed services to different kinds of activities
should be made on the basis of vaue added. If there was no information at al on the ownership of
deposits, the whole amount of imputed bank service charges was to be alocated to the enterprise
sector with the digtribution by kind of activity to be again based on relaive shares of vaue.

4, The authors of these systems did not want the banking imputation to affect savings of the
sectors concerned. To achieve this, the banks were shown as paying imputed interest to enterprises
and households of the same amount as the imputed services each sector was assumed to be consuming.
These imputed interest flows reduced the saving of the banks and increased the saving of households
and enterprises to what they would have been without any banking imputation. 1t should, however, be
noted that athough the banking imputation did not affect saving it had the effect of rasng GDP. Thisis
because the imputed bank services consumed by households were included in their find expenditure.

United Nations 1968 System

5. The 1968 System of Nationa Accounts retained the convention of imputing values to "free”
bank servicesbut introduced three changes. Firg, it gave a more precise definition of the imputed
service charge by noting that “ the property income [banks] receive as aresult of investing their own
funds should not be taken into account in calculating the imputed service charge’®. It is dear from this
that the authors of the 1968 System considered that the non-market services provided by the banks
were grictly related to their role asfinancid intermediaries; the imputed bank services arose from
lending out other peopl€ s money and not from lending out their own money.

6. The second change introduced in the 1968 System was that the whole of imputed bank
sarvices was treated as intermediate consumption of industries. The authors gave three reasons for this:
firgt, they conddered that the alocation recommended in the 1953 System had proved impractical;
second, industries are the main beneficiaries of the banks intermediation role; and third, dlocating it al to
indudtries avoids “inflating” GDP.

7. The third change was to amplify the system of entries need to offsat the imputed incressein
output. In the 1968 System, the imputed bank services are trested as intermediate consumption of a
“nomind industry”. In tables showing the contribution of indudtries to total GDP, the vaue added of this
industry (which is a negative amount equd to the imputed bank service charge) is shown on a separate
line and is not assigned to any kind of activity. In theincome and outlay accounts, however, the nomina
indudtry is assumed to be afinancid inditution so thet the operating surplus of the financid inditutions
sector is reduced by the amount of the banking imputation. This smple device ensuresthat thereisno
impact on the saving of any sector. As noted above, neither is there any impact on the GDP because no
part of the imputed bank service entersinto final consumption expenditure, exports or imports.
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1993 System of National Accounts

8. During the revison process that led to the 1993 System of National Accounts, a grest dedl of
attention was paid to the issue of the banking imputation. In part this was due the position taken by the
Luxembourg Statigtical Office - STATEC - at nationa accounts meetings a the OECD. STATEC
considered that the 1968 SNA was severdly understating the GDP of Luxembourg because the very
large imputed bank service charges generated by banksin that country were al being treated as
intermediate consumption of domestic producers athough, in redlity, most of these imputed services
were actudly being consumed by non-resdents. STATEC therefore argued that the next verson of the
SNA should record imputed bank services as expenditures of the sectors, including the rest of the
world, which consume them.

9. The 1993 SNA definesimputed bank servicesin the same way as the 1968 version but gives
them what the authors considered to be a more precise description, namely “intermediation services
indirectly measured” (FISIM). Significantly they dropped the word "imputed” in order to emphasise
that, just like the bank services directly charged for, these free services redly are being produced and
consumed; the only difference isthat they have to be measured by indirect methods.

10. Asregards the dlocation of FISIM, the 1993 SNA recognizes the difficultiesin alocating
FISIM and alows countries the option of retaining the 1968 solution of dlocating dl FISIM as
intermediate consumption of anotiond industry. Thisis however regarded as the worst solution and the
1993 SNA expresses a strong preference for allocating FISIM to the consuming sectors - i.e. to
enterprises, households, government, NPISHs and the rest of theworld. The problem is how should
this be done? The preferred solution is the “reference rate “ approach, described below. However
because the reference rate gpproach was quite new at the time the 1993 SNA was being written, the
authors felt obliged to recognize that it may not be possible for al countriesto useit. “If [information to
apply the reference rate approach] is not available or not appropriate, the total value of FISIM could be
dlocated using different indicators. For example, it could be alocated in proportion to the totd  financiad
assts and ligbilities that exist between financid intermediaries and various groups of users, or in
proportion to other relevant financia varisbles™

Referencerate method

11. The theory behind the reference rate method is smple and intellectudly appeding. Thereis
assumed to be a pure rate of interest in every country which measures the average preference of its
citizens for consuming today instead of tomorrow and thisinterest rate is termed the “reference rate’.
The non-market services that banks render to depositor s isthe amount of interest that banks would
pay depositorsif they paid them this pure interest rate less what they actually do pay them (nothing or a
very smdl amount in most cases); the non-market services that banks render to borrowers isthey
amount of interest borrowers actudly pay on their loans less what they would have paid if they had been
charged the pure interest rate.

12. Although the basic idea behind the reference rate approach is rather smple, attempts to apply
it in order to alocate FISIM have reveded severd practica difficulties. What follows on “problem
areas’ isbased on practica experiments and theoretical studies undertaken by severd nationa Statistical
offices and internationa organizations over the past four years. Among the former, the Austrdian
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Bureau of Statistics and INSEE of France have been particularly active, while Eurostat has played the
main role among internationa organizations.

Problems areas
1) Central Banks

13. Centrd banks differ from commercid or “clearing” banksin thet their ligbilities congst mainly
of currency issued rather than deposits and their assets are loans to government or the rest of the world
rather than to domestic enterprises. The reference rate method produces avery large FISIM which is
difficult to justify in terms of the services which these banks actudly perform. There is now genera
agreement among OECD countries that despite the recommendations of the 1993 SNA which specified
that their FISIM should be caculated in the same way as for other banks, Centra Banks should be
treated as non-market producers and their gross output and value added calculated by reference to
cost. (If central banks do perform commercid operations, these operations should be separated and
measured using the reference rate gpproach.)

2) Own funds

14, Likethe 1968 SNA, the 1993 SNA specifies that lending a bank’s own fundsis not part of
financia intermediation and is excluded from FISIM. In practice, however, it isnot possble to
determine what part of a banks|oans are made using own-funds and it is now generaly agreed that
“FISIM” rendered to borrowers should cover dl loans regardless of the origin of the funds provided as
loans.

3) Transactionsin securities

15. Banks raise money by issuing bonds and may hold bonds in their asset portfolio. Both the
issuing and acquidition of bonds can be seen as acts of financia mediation, but it is now generaly agreed
that there are no sarvices involved in dedling in bonds which need to be indirectly messured. The main
reason is that banks cannot charge indirectly for services provided on these instruments by manipulating
theinterest rates. An additiond reason isthat transactions in securities can be undertaken between any
ingtitutional sectors and do not require intervention by banks.

4) What isFISIM?

16. Since the 1968 SNA it has been widdly accepted that the non-market services provided by
banks consgts of financial inter mediation. Indeed, the term “FISIM” was coined for the 1993 SNA
to make this clear. However, the trestment of own funds (2 above) means that these non-market
services now include servicesthat do not involve intermediation and the trestment of transactionsin
bonds (3 above) means that services that do involve intermediation are excluded. As now understood
by most OECD countries, therefore, FISIM refers not to financid intermediation services as such but
rather to the services rendered by banks to depositors and borrowers.

17. Thisisaclear departure from the 1993 SNA and its predecessors. All these systems have
darted by defining the "free’ services, i.e. "FISIM" or the "imputed service charges' of banks, & a
global level and then recommended how it should be alocated among those who are deemed to be
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making use of these services. The reference rate gpproach as now understood by most OECD
countries use a bottom-up approach by caculating the value of the servicesthat are provided to those
depoditing money or incurring ligbilities with financid inditutions. Total "FISIM™ is then obtained by
addition of these individua services, for the reasons explained in the previous paragraph, tota FISIM
obtained in thisway is not identical to the difference between property income paid and recelved on
intermediated funds.

5) Referencerate

18. Asviewed in the 1993 SNA, the reference rateisa“pure’ interest rate. The 1993 SNA
suggests that it might be taken as the interest rate on short term loans between banks - eg. LIBOR or
London Inter-bank Overnight Rate. Such loans are virtudly risk free and have negligible transaction
codts. In practice, usng interbank rates can lead to negative FISIM for some sectors in some countries.
This can happen, for example, if certain kinds of loans - eg. housing loans - are offered at low ratesin
order to attract depositors. More generaly, negative, or implausibly high, FISIM can be recorded
when inter-bank rates are volatile while average actud interest rates move duggishly because they are
mainly determined by interest rates on fixed interest [oans negotiated severd years before.

19. The problem of negative, very high and volatile FISIM can be avoided, to alarge extent, by
using an average of deposit and borrowing rates as the reference rate. One that works well is the mid-
point between the average deposit rate and the average borrowing rate with the two average rates being
caculated as interest payable divided by outstanding deposits and |oans averaged over the period.
Separate reference rates are required for each type of financid indtitution - savings banks, credit unions,
commercid banks, etc. Whilethisisagood practica solution, the origina theoreticd judtification for
using as reference rate - namdly that it represents the pure cost of borrowing - no longer applies.

6) Household sector FISIM

20. Deposits and loans of households may bein their capacity as consumers or as producers. Itis
necessary to distinguish between the two because in the first case FISIM would enter into fina
consumption and so contribute to GDP, while in the second case FISIM is treated as intermediate
consumption. Thereisno practica way of distinguishing between these two roles of householdsand it is
necessary to adopt an arbitrary convention. One which has been suggested as a rough means of
dlocation isto assume that dl loans to households are made to them in their capacity as producers -
i.e. asowners of dwellings or as proprietors of other unincorporated enterprises - and that al deposits
by households are made in their capacity as consumers. The dlocation can be improved by using any
additiond information - on persond loans for example - that may be avalable.

7) Constant price FISIM

21. Congant price FISIM is obtained by multiplying stocks of deposits and loans a congtant
purchasing power by the base year “price” of FISIM. The stocks of deposits and loans are converted
to congtant purchasing power by deflating the current year values by a genera price deflator such asthe
implicit price deflator for GDP or domestic find demand. The base year “price’ of FISIM istaken as
the difference between the reference rate and the actud interest rate in the base year. Annex 2 contains
aworked example of how current price FISIM can be converted to constant prices.
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8) Basicdata

22. Application of the reference rate method requires information on the end-period stocks of
bank loans and deposits and flows of interest for different typesof financial ingtitutions vis-a-vis
the indtitutiond sectors - non-financial enter prises, general gover nment, household, non-profit
ingtitutions serving households (NPISHs) and the rest of the world and the subsector s of the
financial ingtitutions. No Member country of the OECD presently has information on al these flows
and stocks for al these sectors and subsectors.  Data gaps are particularly serious for transactions with
the rest of the world, for households and for NPISHs. Surveys or adminigtrative procedures can be
established to fill most of these data gaps for the future. However, most countries are under pressure
from usersto provide lengthy time-seriesand it isnot & al clear how they will devise historica seriesfor
FISIM.

Future developments

23. In 1998, the European Commission decided that for the officia nationa accounts of its
Member states, FISIM will continue during the next four years to be trested as in the 1968 SNA and
will not be alocated to using sectors. Thisfour-year period will be used to refine the method and reach
agreement on outstanding issues and develop new sources for missing data. By 2002, however, the EU
Commission expects Eurostat to propose a detailed method for alocating FISIM by the reference rate
method. In the past, Eurostat has been careful to consult with other international agencies - notably
OECD and the IMF - and with interested non-member countries - notably the United States, Audtrdia
and Japan - on al issues affecting the implementation of the 1993 SNA.
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Annex 1. An example of FISIM calculations
FISIM on Loans FISIM on Deposits Total
FISIM
Interest Average  Effective Margin  FISIM  Interest Average Effective Margin FISIM
received balancesoninterest onloans onloans padby baances interest on on
by banks loans ($m) rate (%) (%) ($m) bankson on rate (%) deposit deposits
on loans deposits  deposits s(%) ($m)
($m) ($m)  ($m)
1 2 3=1/2 4=3- 5=2*4 6 78=6/7 9=RR 10=7*
RR -8 9
1994
Financial sector
Central bank 0 0 0 0
Banks 0 0 0 0
Other deposit- 0 0 250 4800 521 1.62 78 78
taking institutions
Pension funds 10 100  10.00 3.17 3 325 7600 428 255 194 197
Insurance 20 200 10.00 3.17 6 130 3100 419 264 82 88
corporations
Other financial 180 1600 11.25 4.42 71 105 2100 5.00 1.83 38 109
institutions
Non-financial
sectors
Private trading 6360 62200 10.23 3.40 2115 1560 33600 464 219 736 2851
enterprises
Public trading 145 1400 10.36 3.53 49 130 2800 464 219 61 110
enterprises
Generd 340 3800 8.95 2.12 81 280 6000 467 2.16 130 211
government
Households
Persons 3660 21300 17.18 10.35 2205 4525 128100 3,53 3.30 4227 6432
Unincorporated
businesses
Dwellings 9545 117300 8.14 131 1537 0 0 1537
Other 2005 18600 10.78 3.95 735 410 13200 3.11 3.72 491 1226
TOTAL 22265 226500 9.83 3.00 6795 7715 201300 3.83 3.00 6039 12834
Referencerate 6.83 6.83
(RR): Mid-point
* %
1995
Financial sector
Central bank 0 0 0 0
Banks 0 0 0 0
Other deposit- 0 0 270 4500 6.00 0.83 37 37
taking institutions
Pension funds 27 200 13.50 6.67 13 385 9100 423 2.60 237 250
Insurance 25 200 12.50 5.67 11 210 5700 3.68 3.15 180 191
corporations
Other financial 185 1500 12.33 5.50 83 105 3000 350 3.33 100 183

institutions
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Annex 1. An example of FISIM calculations (Contd./...)
Non-financial
sectors
Private trading 7560 64100 11.79 4.96 3179 2280 38500 5,92 091 350 3529
enterprises
Public trading 105 900 11.67 4.84 44 180 3200 5.63 1.20 38 82
enterprises
General 400 3200 12.50 5.67 181 375 6300 5.95 0.88 55 236
government
Households

Persons 3345 21600 15.49 8.66 1871 6610 133200 496 1.87 2491 4362
Unincorporated

businesses

Dwellings 12510 141100 8.87 2.04 2878 0 0 2878

Other 2290 18700 12.25 5.42 1014 385 14600 2.64 419 612 1626
TOTAL 26447 251500 10.52 2.78 6992 10800 218100 495 279 6085 13077
Referencerate 7.74 7.74
(RR): Mid-point
* %

1996

Financial sector
Central bank 0 0 0 0
Banks 0 0 0 0
Other deposit- 0 0 310 4700 6.60 0.23 11 11
taking institutions
Pension funds 24 200 12.00 5.17 10 470 9500 495 1.88 179 189
Insurance 30 250 12.00 5.17 13 220 4600 478 2.05 94 107
corporations
Other financial 185 1450 12.76 5.93 86 155 3500 4.43 2.40 84 170
institutions
Non-financial
sectors
Private trading 8630 74600 11.57 4.74 3536 2640 44000 6.00 0.83 365 3901
enterprises
Public trading 80 700 11.43 4.60 32 200 3300 6.06 0.77 25 57
enterprises
Generd 255 2500 10.20 3.37 84 365 6100 598 0.85 52 136
government
Households

Persons 3368 23300 14.45 7.62 1775 6805 139400 488 1.95 2718 4493
Unincorporated

businesses

Dwellings 14960 157500 9.50 2.67 4205 0 0 4205

Other 2675 22200 12.05 5.22 1159 385 16100 239 444 715 1874
TOTAL 30207 282700 10.69 2.84 8029 11550 231200 5.00 285 6589 14618
Referencerate 7.85 7.85

(RR): Mid-point
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** The mid-point reference rate is calculated as the simple average of the effective interest rate on total loans and the effective interest rate

on total deposits.
ANNEX 2

An example of the derivation of constant price FISIM
Assume a base year of 1994.

Margin Balances: Implicit price Balances: Constant price  Current Implicit
(%) Current deflator: Adjusted for FISIM ($m) price price
price ($m) Domestic fina  purchasing FISIM deflator
demand power ($m) for FISIM
1 2 3 4=2/3 5=1(1994)*4 6 7=6/5
Loans
1994 3.00 226500 100.0 226500 6795 6795 100
1995 2.78 251500 102.6 245127 7354 6992 95.1
1996 2.84 282700 105.0 269238 8077 8029 99.4
Deposit
s
1994 3.00 201300 100.0 201300 6039 6039 100
1995 2.79 218100 102.6 212573 6377 6085 95.4
1996 2.85 231200 105.0 220190 6606 6589 99.7
TOTAL
1994 12834 12834 100
1995 13731 13077 95.2

1996 14683 14618 99.6
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