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INTRODUCTION

1. With the February 2004 Meeting of the Advisory Expert Group on National Accounts
(AEG) at the International Monetary Fund (IMF) from 16 to 20 February in Washington DC, the
international statistical community has embarked on acomprehensivereview of the 1993 System of
National Accounts (1993 SNA), to be completed by 2008. The mandatefor thisreview by the AEG
was delegated at the thirty fourth session of the Statistical Commission (E/CN.3/2003/34) with
certain limitations, most noticeably that the review should not lead to fundamenta changesand in
that light should be considered an update rather than afull scale revision.

2. The need for acomprehensive review as compared to an incremental updating process had
been recognised by the Statistical Commission based on the large number of identified issuesthat
had arisen from new economic devel opments and conceptual consistency perspectives. Meanwhile
the Commission is cognisant of the fact that it had to set limitations on the review in order to
prevent awidening statistical divide between countries at different levels of implementation of the
1993 SNA, and subsequently compromising theinternational statistical comparability. Moreover,
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the Commission spelt out that the consstency between the SNA and other macroeconomic
(financidl) statistical standards like the Balance of Payment Manual and Government Finance
Statistics Manual should be maintained and where possible improved. Where possible and
feasible, also thelatest developmentsin the international business accounting standards should be
taken into account. Finaly, the Commission instructed that any amendments proposed should not
only adhere to conceptua integrity but also take the implementation aspects in countries into
account. Evidently, it entrusted this review to the AEG under the overall coordination of the
Intersecretariat Working Group on National Accounts (ISWGNA) with theunderstanding thet issues
are brought to conclusion in a spirit of consensus.

3. One of the main objective of the first meeting of the AEG was to set the scope of the
updating process through the review of theissuesidentified by the ISWGNA, the IMF Balance of
Payments Committee in its revision of the BPM5 and the Taskforce on Harmonisation of Public
Sector Accounting (TFHPSA) in their process of harmonisation between the international
accounting and statistical standards in the area of public sector accounts. It is noted that the
candidate issuesidentified by the ISWGNA are part of the deliberations of various existing expert
groups like the Canberra Il Group on the Measurement of Non-Financial Assets, electronic
discussion groups and taskforces.

4, In addition, the first AEG meeting addressed the recommendations on methodol ogical

development put forward in issue papers concerning treatment on taxes on holding gains, military
weapon systems as fixed assets, treatment of employer retirement pension funds, employee stock
options, cost of ownership transfers on non-financial assets, measurement of production on nontlife
insurance, measurement of production of (non-insurance) financial services, and measurement of
output of central banks.

5. The recommendations made by the AEG on the accepted list of issues and accepted
recommendations on methodological development are at this stage provisonal and will be
circulated to the national statistical offices of the UN Member Statesfor information and comments
These comments will be consolidated by the ISWGNA and submitted to the AEG for further
deliberations. It has been considered of paramount importance to ensure widespread discussion
including regiona debateswith national accountants and other users. In thisprocessthe engagement
of al UN Regional Commissions is envisaged.

6. In the remainder of this paper, the agreed scope of the updating of the 1993 SNA and the
accepted recommendations regarding methodological developments will be presented in turn.

7. For further detail on the proceedings of the first AEG meeting and other aspects of the
updating process, the reader isreferred to the United Nations Department of Economic and Social
Affaird Statistics Division website

http://unstat.un.org/unsd/national account/snarw1.htm
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SCOPE OF UPDATE OF THE 1993 SNA WITH NO FUNDAMENTAL CHANGES

8. With the working title of the updated version of 1993 SNA deliberately worded as 1993
INARev. 1, theworking titleis meant to send asignal that afundamental change is not envisaged.

9. Inannex 1, thesingle and integrated list of issues accepted by the AEG for review has been
presented in a table followed by the summary descriptions of the issues. In total 44 issues have
been recognized aong with the responsible agency or expert group, and the expected date of
completion. In addition, several cross-cutting issues have been merged which had been identified
separately by different expert groups, e.g. unitswhich combinesthe treatment of ancillary unitsand
ancillary corporations.

10.  Thereasonsfor the acceptance of theissuesare diverse (the number in bracketsrefer to the
identification number of issuesin annex 1). In someinstance, changing economic circumstances
require acertain conceptual treatment to be addressed like employee stock options (3), residence
(39) and definition of units (25) in the new global environment with multi-territorial presence, and
their establishment under specific legal structures and for specific purposes. Other issues are
proposed to follow symmetric treatments like the case of unfunded employer retirement pension
schemes (2), government transactions with public corporations (34) and retaining earnings of

mutual funds, insurance companies and pension funds (42). Some issues pertain to the rewording
and adjustments to the classifications such as classification and terminology of assets (28) and
financial assets classification (44). Again others are accepted to ensure consistency with other
macroeconomic standards like the case of BPM for goods sent abroad for processing (40) and
merchanting (41) and like the case of GFSM for private, public and government sector delineation
(36). Finally, some issues have been accepted to follow-up to devel opmentsin theinter national

business accounting standards as the cases of non-life insurance services (5) and financia

services (6).

11. In the deliberations on the proposed issues, some issues were rejected like on consumer
durables and consumer subsidies. In the first case, the recognition of consumer durables would
entail afundamenta change in the production boundary and the asset boundary. In the latter case,
theissue of consumer subsidies had been considered extensively and rejected in the preparation of
the 1993 SNA and no new convincing arguments have been put forward to change to present
treatment.

12. Some proposed issues required no further explicit discussions such asthe recognition of the
importance of some macroeconomic aggregates like net domestic product and the rewording for
cultivated assets in line with the System of Economic and Environmental Accounting (SEEA).
These issues require smple rewordings in the SNA and can be dealt during the editing.

13. In addition to the above-mentioned accepted list of issues, some members of the AEG
proposed some supplementary issues pertaining to: Wages and salariesin cash and in kind— some
clarification isneeded, review the purposes and uses of SNA, multi-country accounts—monitoring
economic and monetary unions, financia accounts—a specia chapter on FA to be developed,
financial innovation—nbetter clarification of financial derivatives, improvethe SNA asabasisfor
comprehensive productivity analyses, integrate policy oriented variables, review SNA terminology
for user-friendliness, special issues of quarterly national accounts, treatment of transport costsin
basic prices and regiona accounts.
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14. It was decided that those additional issuesincluding justifi cation would be submitted to the
|SWGNA for review. The consolidated recommendations of the |SWGNA on theissueswould be
submitted to the AEG members for thelr consideration.

RECOMMENDED METHODOLOGICAL DEVELOPMENTS

Treatment on taxes on holding gains

15. The AEG agreed not to change the SNA regarding the classification of taxes on holding
gains; they will continue to be classified as current taxes on income and wealth (D51). However,
taxes on holding gains should be shown as a special sub-category within D51.

16. The AEG considered the possibility of discussing in some paragraphs of the SNA
alternative concepts of household income. However, the AEG considered that thisisnot apriority
for the present SNA review.

Military weapon systems as fixed assets

17. Following an intensive discussion, the group voted to include expenditure on military
weapon systems as gross fixed capital formation. In order to distinguish between military
equipment and other equipment, there was general agreement that defense GFCF for defense
equipment should be presented separately from other types of GFCF.

Employee stock options (ESO)

18.  The AEG approved the four main recommendations presented in the issue paper: treatment
of ESOs as compensation of employees; spreading the va ue of ESOs between the grant and vesting
dates if possible; valuation at market price, or by using a suitable option pricing model; the
recording of the ESOsin the financial accounts not asan financial derivativesbut asan instrument
category entitled “financial derivatives and employee stock options,” with the subcategoriesof (a)
financia derivatives and (b) employee stock options.

Cost of ownership transfers on non-financial assets

19. It was recommended to preserve thelink inthe 1993 SNA betweenthevaueof anasset to
an enterprise and the value of the services to be rendered by the asset over the length of timeit is
held. This implies maintaining COT to be treated as capital formation. However, the AEG

considered that rather than depreciatethe COT over thelifetime of the underlying asset as proposed
by the current SNA, the cost of ownership transfer should be written off over the period during
which the acquirer expectsto hold the asset. If expectation is met, thismeansthat the COT will be
entirely depreciated when the asset is resold, thus resolving the issue raised of overestimating
operating surplus.

M easurement of production on non-life insurance

20.  Thefirst recommendation sets as a genera principle that the production of insurance
services does not occur when the risk occurs. The concept of insurance service is the service of
covering for the risk. As such, its measurement should not be affected by the volatility of the
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occurrence of therisk. Neither the volume nor the price of insurance servicesisdirectly
affected by the volatility of claims. The AEG accepted the recommendation to continue to use a
formula based on the difference between premium (plus premium supplements) and claims, but
to use adjusted claims and, optionally, adjusted premium supplementsin this formulain order
to correct for the volatility of observed flows.

21.  Therecommended formulafor the measurement of output of non life insurance in the
SNA 1993 rev 1 will therefore be: [Actual premiums earned [i.e. premiums receivable less
changes in the reserves due to pre-payment of premiums] + Adjusted premiums supplements -
Adjusted claims incurred. The recommendation regarding the adjustment of premium
supplements remains optional.

22.  Therearethree practical solutionsto implement this general recommendation. The
expectation approach (which uses statistical smoothing of past data), the accounting approach,
and the sum of costs plus“normal” profit approach.

23.  The expectation approach consists in replicating the ex-ante model used by insurersto
price their premiums, on the basis of their expectations.

24.  The accounting approach would be required an extension of technical provisions to
include equalization provisions and the other special provision when expected risk occur.

25.  Thesumof cost plus“ normal profit” approach may be asolution for countriesthat do not
have full information on insurance services.

M easurement of production of (non-insurance) financial services

26. The AEG reviewed the provisional recommendations of the OECD Task Force. It was
noted that the recommendations should be regarded as work-in-progress.

27.  Three recommendations were submitted: a new definition of financial corporations; the
principle of non-exclusion of own fundsin the measurement of output; areference rate gpproach for
the measurement of FISIM.

28.  Thefollowing comments were made: the new definition is broader than the present 1993
SNA treatment, which is agood development; and the term “financia intermediation” should not
disappear from the definition.

29. TheAEGinvited the OECD Task Forceto produce acomprehensive presentation of all the
inter-related issues of sector and industry definition, valuation of output, allocation of output to
users, role of own funds, treatment of unincorporated money lenders, and ancillary units such as
companies’ treasury departments, etc.

30. A smal group of AEG memberswill submit a specific proposal to the AEG memberson
(informal) money lenders in developing countries. The treatment of Islamic banks should be
clarified. The IMF agreed to propose the text.

M easurement of output of central banks
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31l.  TheAEG reviewed the recommendation made by the ISWGNA in 1995 on the measurement
of the output of central banks.

32. The AEG agreed that, because of the unique functions that may be performed by central
banks, the value of their output obtained by the method recommended by the 1993 SNA (the
difference between property income receivable less interest payable) may sometimes be
exceptionally large or small or even negative. In such cases the output of central banks or at least
part of it could be measured at cost. Further work is needed to clarify these cases. This does not
imply reclassifying the central bank to the government sector. Clarification is needed of which
sectors consume the output of the central bank.
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1993 System of National Accounts (SNA) updating
List of issues accepted for review by the Advisory Expert Group (AEG)

by the first meeting of the AEG

Issue Responsible Expected date of
completion
1. | Repurchase agreement IMF November 2004
2. | Employer retirement pension IMF November 2004
schemes
3. | Employee stock options Eurostat Completed
February 2004
4. | Vauation of non-performing loans,
loans and deposits IMF-EDG November 2004
4a. | Non-performing loans BOP Committee November 2004
4b. | Vauation of loans and deposits;
Write-off and interest accrual on
impaired loans
5. | Nontlife insurance services OECD Taskforce November 2005
6. | Financial services, Canberrall November 2004
Allocation of the output of centra
banks IMF November 2004/5
7. | Taxeson holding gains Canberrall Completed
February 2004
8. | Interest under high inflation UNSD November 2004
9. | Research and development Canberralll November 2005
10. | Patented entities Canberralll November 2005
11. | Originals and copies Canberrall November 2004
12. | Databases Canberralll November 2004
13. | Other intangible fixed assets Canberrall November 2005
14. | Cost of ownership transfer Canberrall November 2004
15. | Cost of capital services: Canberrall November 2004
production account
16. | Government owned assets Canberrall November 2004
17. | Minera exploration Canberrall November 2004
18. | Right to use/exploit non-produced | Canberrall and November 2005
resources between residents and BOP Committee
nonresidents
19. | Military weapons Canberrall Completed
February 2004
20. | Land Canberralll November 2004
21. | Contracts and leases of assets Canberralll November 2005
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1993 System of National Accounts (SNA) updating
List of issues accepted for review by the Advisory Expert Group (AEG) -continued

by the first meeting of the AEG

22. | Goodwill and other non-produced | Canberrall November 2005

assets

23. | Obsolescence and depreciation Canberrall November 2005

24. | Build-own-operate-transfer Canberrall November 2005

(BOOT) schemes
25. | Units
25a. | Ancillary units UNSD to set up EDG November 2005
25b. | Indtitutiona units BOP Committee November 2005
a. Holding companies, special
purpose entities, trusts;
b. Treatment of multi-territory
enterprises;
c. Recognition of unincorporated
branches
25c. | Privatization, restructuring TFHPSA November 2004
agencies, securitization and special
purpose vehicles (SPVs)

26. | Cultivated assets Canberrall Completed
February 2004;
rewording accepted

27. | Classification and terminology on | Canberrall November 2005

assets

28. | Amortization of tangible and Canberrall November 2005

intangible non-produced assets

29. | Assets boundary for non-produced | Canberrall November 2005

intangible assets

30. | Definition of economic assets Canberralll November 2004

31. | Valuation of water Canberralll November 2005

32. | Informal sector UNSD/Delhi Group Preliminary paper:
Nov. 2004
Final: Nov. 2005

33. | lllegal and underground activities | UNSD November 2005

34. | Super dividend, capital injections | TFHPSA November 2004

and reinvested earnings
(government transactions with
public corporations (earnings and
funding))
35. | Tax revenues, uncollectibletaxes, | TFHPSA Preliminary paper:
and credits (recording of taxes) Nov. 2004

Final: Nov. 2005
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1993 System of National Accounts (SNA) updating
List of issues accepted for review by the Advisory Expert Group (AEG) -continued

by the first meeting of the AEG

36.

Private/public/government sector
delineation (sectorization
boundaries)

TFHPSA

November 2005

37.

Activation of guarantees
(contingent asset) and constructive
obligation

TFHPSA
BOP Committee

November 2005

38.
38a

38b.

38c.

Transaction concept

Change of economc ownership
(asterm)

Assets, liabilities and personal
effects of individuals changing
residence (“migrant transfers’)
Application of accrual principles
to debt in arrears

BOP Committee

November 2005

39.

Residence

a Meaning of nationa economy

b. Predominant center of economic
interest (asterm);

c. Clarification of norn-permanent
workers and entities with little or
no physical presence

BOP Committee
BOP Committee

UNSD

November 2005

40.

Goods sent abroad for processing

BOP Committee

November 2005

41.

Merchanting

BOP Committee

November 2005

42.

Retained earnings of mutual funds,
insurance companies, and pension
funds

BOP Committee

November 2005

43.

Interest and related issues

a Treatment of index linked debt
instruments;

b. Interest at concessional rates;
c. Fees payable on securities
lending and gold loans

BOP Committee

November 2005

Financial assets classification

BOP Committee

November 2005
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1993 System of National Accounts (SNA) updating
Summary descriptions of issues accepted for review by the Advisory Expert Group (AEG)

by the first meeting of the AEG

1. Repurchase agreement

A repurchase agreement (repo) involvesthe sale of securitiesor other assetswith acommitment to
repurchase equivalent assets at a specified price. The right to on-selling has become almost
universal. The 1993 SNA and the BPM5 treat the repos similar to that of acollateralized loan or as
other deposits if repos involve liabilities classified under national measures of broad money.
Should the 1993 SNA treatment be revised?

2. Pension schemes in macr oeconomic statistics

Inthe 1993 SNA, promisesto pay future pension benefits are not recognized asliabilities of socia
security schemes and unfunded employer schemes. The review will investigate the analytical
relevance of recording these liabilities in the national accounts and, if appropriate, formulate
recommendations regarding their valuation and measurement. The review will also formulate
proposals to reconcile the recommendations of the 1993 SNA and the IMF Government Finance
Manua regarding the treatment of unfunded employer pension schemes.

3. Employee stock options

Employee stock options are acommon tool used by companiesto motivate their employees. Given
that the 1993 SNA does not provide guideline to this issue, the question raised is whether stock
options should be considered as compensation of employees and therefore asa cost to employers.
Experts a the OECD meeting on nationa accounts in October 2002 arrived at the consensus to
include employee stock options in compensation of employees. Further harmonization with
international business accounting standards is required.

4. Valuation principles

4a. Non-performing loans

The treatment of non-performing loans is a topic on which the Thai authorities had asked the
ISWGNA for clarification asto what extent unpaid interest should be accrued (considering that the
financial intermediation services indirectly measured on such interest may affect the GDP). The
purpose of the review is to determine what criteria should be applied to the writing-off of non-
performing loans and to make sure that they are consistent with the other major macroeconomic
statistical systems (balance of payments, government finance, and money and banking statistics).
4b. Valuation of loans and deposits

The valuation of loans positions and deposits are subject to alternative perspectives. Nominal or
face value valuation might be misleading because of the risk of default and/or changesin interest
rates. This difference becomes apparent when the loans are traded. However, these valuation
issues are equally applicable to non-tradeloans. The business accounting standards are considering
using the concept of “fair value’ for the valuation of loans asif they were traded.
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1993 System of National Accounts (SNA) updating
Summary descriptions of issues accepted for review by the Advisory Expert Group (AEG)
-continued

by the first meeting of the AEG

5. Non-lifeinsurance services

Thisissueisdevoted to the measurement of non-lifeinsurance services, with aspecia focusonthe
treatment of catastrophic losses. The output of insurance services as calculated using the 1993 SNA
algorithm depends on the balance of premiumsto claims (on an accrual basis) and can therefore be
extremely volatile (even negative) following mgor catastrophes. The massive claimsgenerated by
the 11 September terrorist attack, is a recent example. It had impacts on GDP and balance of

payments (reinsurance). The objective of the review is to propose measures that would be more
consistent with the perception of production in this activity. In particular, medium to long-term
aspects of non-life insurance are to be taken into consideration.

6. Financial services

This issue is devoted to the measurement of the output of financial intermediation services and
portfolio management in the national accounts. The business of financial corporations has
undergone a structural transformation towards arising importance of the portfolio management of
financial assets. This generates holding gains and losses, that, typically, national accounts exclude
from the production boundary and thereforeincome. Thereview will consider whether and how the
production boundary can be adapted to this rising activity, and how this could influence income.

7. Taxes on holding gains

Taxeson capital gainsaretreated as taxes on income and deducted from income while the tax base
(therealized holding gains) isnot included in the SNA definition of income. Isthisacontradiction
that should suggest alternative treatments or should the SNA treatment remain the same?

8. Treatment of nominal holding gainsand interest on financial assetsunder high inflation.

Peter Hill and Andre Vanoli have written to the ISWGNA, with regard to the treatment
of nomina holding gains and interest on financial assets under conditions of high inflation, as
described in the 1993 SNA Chapter X1X, Annex B and subsequently in the OECD publication
"A Manua on Inflation Accounting" written by Peter Hill along a position different from that
takenin Annex B in the 1993 SNA. Andre Vanoli has written a paper for discussion at the
1998 IARIW conference which raised issues regarding the inflation accounting treatment. Peter
Hill has responded with a paper also submitted to the 1998 IARIW conference, essentially
giving counter-arguments and in turn raising issues regarding Annex B. The EDG on thisissue
did not arrive at adistinct conclusion. Thisissue will be put forward to the Advisory Expert
Group on Nationa Accounts.

9. Research and development (R& D)
The 1993 SNA treats research and development (R& D) expenditures of market producers as
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1993 System of National Accounts (SNA) updating
Summary descriptions of issues accepted for review by the Advisory Expert Group (AEG)
-continued

by the first meeting of the AEG

production of anotional establishment and intermediate consumption of other establishments of
the same enterprise while R& D expenditures by non-market producers are recorded directly
into intermediate consumption. Questions have been raised whether R& D costs should be
capitalized. If that solution is chosen, should expenditure on basic research be treated similarly
as expenditures for applied research and experimental development? Should the R& D activities
of non-market producers be treated as for market producers?

10. Patented entities — Resear ch and development expenditure

In the system patented entities are treated as non-produced intangible assets. However, payments
received from patent users are by conventionrecorded as output of servicessimilar to rentalsfrom
lease of fixed assets. Thisis contrary to other non-produced assets such as land. Should R&D
costsand the original derived from it belinked or capitalized separately? Furthermore, how should
originals be valued and what types of price indexes should be used to deflate the output of services
from patented entities?

11. Originalsand copies

How should expenditures on originals and copies be recorded, should both be recorded as
expenditure (on new goods) on the basis that originals are distinct from copies, or should
originals be considered as being analogousto a ‘ stock’ of copies, and so expenditure on a copy
partly (or mostly) reflects a sale of an existing good? How should the transactions in copies be
recorded?

12. Databases

The 1993 SNA recommends that large databases should be capitalized. Should SNA provide a
clear definition of databases to be capitalized covering characteristics such as size and
marketability of the data as well as the database itself.

13. Other intangible fixed assets — new information and specialized knowledge

The 1993 SNA mentionsthese not-el sawhere classified itemsin the Annex of Chapter X111, which
arerestricted to the units that have established ownership rightsover them or to other unitslicensed
by the latter. What is intended to be included in other intangible fixed assets?

14. Cost of ownership transfers

Thereview wasinitiated by arequest from the Singapore Statistical Office and its principal focus
has been whether the COT of fixed assets should be expensed or capitalized. Thereview hassince
broadened to include issues such as, if COT isto be capitalized what should be the service life,
how should we treat COT when the underlying asset is sold by the original owner, and, by
extension, how should we tresat the termination costs of the underlying asset.



CES/AC.68/2004/16
Annex 1

page 13

1993 System of National Accounts (SNA) updating
Summary descriptions of issues accepted for review by the Advisory Expert Group (AEG)
-continued

by the first meeting of the AEG

15. Capital services

Capital services provided by fixed assetsto the production process are not explicitly defined by the
1993 SNA. The OECD’ s Measuring Capital defines capital inputs asthe actual or estimated pure
economic rent payable; that is, by the sum of depreciation and the capital, or interest, costs. There
isaneed for adefinition of capital servicesinthe SNA. Should it berental or pureeconomic rent?
Given thelatter definition, the capital services of rented produced fixed assets are only part of the
rental paid by the user to the owner (the remainder being the costs incurred by the renter in

providing the service), and which appear in the SNA as intermediate input; and likewise, the
capital services of rented non-produced assets are only a part of the rent paid, and appear in the
SNA aspart of gross operating surplus. For ownusefixed assets, capital servicesappear aspart of
the gross operating surplus. How should capital servicesbe shown in the accountsfor productivity
analysis purposes? Should the treatment of capital services beintroduced into the core of the SNA
or be treated in a satellite account?

16. Gover nment-owned assets

Servicesfrom government-owned assets, which are used in the production of government services
are reflected in the output of the government services only as consumption of fixed capital. This
means that neither return on capital to these assets nor opportunity cost is recognized. Should the
SNA treatment of imputed output to the general government activity remain the same or should
capital services be included?

17. Mineral exploration

Expenditures on mineral exploration are classified asgrossfixed capital formation. Therationale
isthat mineral exploration creates a stock of knowledge about the reservesthat isused asinput in
future production activities. The question has been raised asto whether this knowledge should be
seen as independent of the stock of economically exploitable reserves or whether this leads to
double accounting when both discovered stocks of resources and stock of exploration are
capitalized.

18. Transactions of the right to use/exploit non-produced resour ces between residents and
non-residents and between residents

Except for land, transactions of the right to use or exploit nonproduced resources between
residents and non-residents have not been fully elaborated by the 1993 SNA. For land a notional
resident unit is created which is deemed to purchase the land while the non-resident is deemed to
purchase afinancial asset (equity) of the notional unit. Should the treatment of land be extended to
other non-produced resources such as water, fish, etc. or should there be aternative treatments?

19. Military weapons
The 1993 SNA divides military assets into those that can be used for civilian purposes and those
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1993 System of National Accounts (SNA) updating
Summary descriptions of issues accepted for review by the Advisory Expert Group (AEG)
-continued

by the first meeting of the AEG

that can only be used for military purposes. The former are treated as gross capital formation, the
latter as intermediate consumption. This treatment does not provide an appropriate accounting
system for existing weapons as weapons that have already been expensed can actudly betaken out
of stock for use or for exports and would have to be balanced by a negative component in
government final consumption. Should the line between gross capital formation and intermediate
consumption be drawn differently?

20. Land

The SNA currently records improvements to land as gross fixed capital formation, but in the
balance sheet such improvements areincluded with land itself — anon-produced asset. Shouldland
be split into two, with one part recorded as a fixed asset and the other part recorded as a non-
produced asset? If so, how should the separation be made? One option is to distinguish between
land that isin, or nearly in, its natural state as a non-produced asset and the remainder as afixed
asset. Another option isto separate land from the improvements madeto it, and record the former
as anon-produced asset and the latter as a fixed asset.

21. Contracts and leases of assets

Contracts and leases of tangible assets are defined by the SNA. However, the treatment of
intangible non-produced assets is not clarified. These assets comprise governmental tradable
leases/licences such as casino, taxi permit, foreign trade licenses and emission permits, non-
governmental tradable contracts (option to buy not yet produced assets, contracts on authors,
football players and other performers, etc.), subcontracting to third party of tradable
leases/contracts/licenses, franchises and goodwill. Should and under what conditions should a
lease/license/contract on non-produced assets be treated as a sale or rent of the asset? Should the
criteria provided by the ISWGNA on mobile phones be applied or should they be further
elaborated? Should a legal construct be recognized as a non-produced asset when it is signed?
How should onetreat achangein the market prices of alease or contract whenitsvalueisdifferent
from the discounted sum payable? If it isrecognized, should it be treated asafinancial derivative
or anon-produced asset? Should the concept of financial |eases be broadened to include assasthet
are not leased for their entire service life?

22. Goodwill and other non-produced assets

The 1993 SNA only records purchased goodwill and it treats purchased goodwill for corporations
and unincorporated enterprises differently. Should goodwill continue to be recognized only when
purchased or should internally generated goodwill be recognized? Should purchased goodwill be
treated the same way for corporate and unincorporated enterprises? Should the balance sheet
recognize assets such as brand names, trademarks, franchises, etc.?
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1993 System of National Accounts (SNA) updating
Summary descriptions of issues accepted for review by the Advisory Expert Group (AEG)
-continued

by the first meeting of the AEG

23. Obsolescence and depreciation

Consumption of fixed capital (i.e. depreciation) isdefined in the 1993 SNA in general termsasthe
decline, during the course of the accounting period, in the current value of the stock of fixed assets
owned and used by aproducer as aresult of physical deterioration, normal obsolescence or normal
accidental damage. It isreferred to astime series depreciation because it isdefined in terms of the
changein value of an asset over time. An alternative definition, called cross section depreciation,
is defined to bethe differencein value of two assetsthat areidentical, except oneisolder than the
other by the same length of time asthe accounting period. Cross section depreciationisused inthe
derivation of estimates of multifactor productivity, and it seenms that in practice, most, if not all,
countries estimating depreciation are in fact applying this definition. Should time series
depreciation continue to be the one defined in the SNA and, if so, how should it be applied?

24. Build-Own-Operate-Transfer (BOOT) schemes

BOOT isaschemein which a private enterprise builds or purchases afacility that provides
servicesfor the genera public (such astoll booth, highway, prisons or electric generating facility)
at itsown expensesin return for theright to operate it and to charge aregulated fee that allowsit to
earn anet profit for an agreed length of time. At the end of the period, the ownership of thefacility
is transferred to the government without compensation. Should SNA provide guidance to the
treatment of the various BOOT schemes?

25. Units

25a. Ancillary units

The concept of ancillary units pertains to non-productive unis and the cost of the ancillary activities
carried out centrally should be distributed over the establishments it serves. Following this
approach, head offices and other ancillary unitswould disappear from theregionsthey are located
and understate the regions GDP. The 1995 ESA deals with the above sSituation by stating that
“ancillary activities may be carried out in separatelocation, located in another region than thelocal
KAU’ sthey serve. The strict application of therule (ancillary activities should beintegrated with
local KAUSs they serve) for geographical alocation of the ancillary activities would result in
underestimation of the aggregate in the region where ancillary activities are concentrated.
Therefore according to the principle of residence, they have to be allocated where the ancillary
activities are situated”. However, 1995 ESA does not present a mechanismfor achieving this
regionalization scheme and further discussions are needed to work toward a clearly spelled-out
convention.

25b. Ingtitutional units

A related issueis the present treatment of ancillary corporations as an integral part of the parent
corporation and not as a separate institutional unit. However, in financial markets and asset
Mmanagement, separate entities have come into existence that only hold assets or liabilities but do



CES/AC.68/2004/16
Annex 1

page 16

1993 System of National Accounts (SNA) updating
Summary descriptions of issues accepted for review by the Advisory Expert Group (AEG)
-continued

by the first meeting of the AEG

not enter into production. Such entitiesuselegal structures or/and are set-up for specific purposes
such as ad-hoc structures specialized in managing portfolios of assets and debts, restructuring
agencies, special purpose entities, shell companies, limited liability partnerships or trusts. For
these entities, principles have to be formul ated whether to treat them as separate institutional units.

Similarly, with the appearance of multi-territory enterprisesthat operate asasinglelegal entity in
more than one territory, principles have to be adopted whether to allocate the unit to the
predominant territory or to use pro rata splitting.

Principles of recognizing these ancillary units as separate institutional units should take into
account different residency and theingtitutional sector of the (ultimate beneficiary) owner, sources
of information, etc. Moreover, the sectorization of those units has to be determined.

26. Cultivated assets - rewording

During the System of Economic and Environmental Accounts discussions, it was agreed that the
present definition of cultivated assets in the SNA is ambiguous. Should the SNA’s definition be
tightened as follows. “cultivated assets cover livestock for breeding, dairy, draught, etc. and
vineyards, orchards and other trees yielding repeat products whose natural growth and
regeneration isunder the direct control, responsibility and management of institutiond units’?The
wordsin bold italics replace the words “that are” in the SNA.

27. Clasgsification and terminology on assets
Should the classification of assets berevised in line with the review of other issues such asleases
and licenses? Should the tangible/intangible dichotomy be suppressed?

28. Amortization of tangible and intangible non-produced assets

Thefina report of the ISWGNA on mobile phone licensesincludes a brief discussion of theissue
of the amortization of intangible non-produced assets. Should thisissue be further elaborated for
various cases of non-produced assets such as contracts, |eases, goodwill and others?

29. Assets boundary for non-produced intangible assets
Should instruments involving the securitisation of future receipts of government be regarded as
intangible non-produced assets?

30. Definition of economic assets

Should we add a criterion of 'reliability of measurement'? The SNA currently gives two criteria
for an asset - an entity functioning as a store of value over which ownership rights are enforced
by institutional units, and from which economic benefits may be derived. Should there be athird
criterion “reliability of measurement” to bring the definition more into line
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with business accounting standards? With thisthird criterion, some‘ assets’, such as brand names,
could be excluded because it is too hard to quantify them.

31. Valuation of water

When water is no longer a free resource, how should the charge for it be treated? Should it be
treated inasimilar way to land or mineral resourcesasgiving riseto rent? It is complicated by the
fact alarge part of the chargesis distribution costs.

32. Informal sector

An extract from the resolution of the Fifteenth International Conference of Labour Statisticians
(Geneva, January 1993) concerning the distinction between the formal and informal sectorsis
reproduced as an annex to chapter IV in the 1993 SNA for the benefit of those countries that
wish to introduce the distinction between formal and informal sectorsinto their sub-sectoring of
the households sector as well identify the informal sector dimensionsin the production
structure.

As part of the review, it was considered advisable to review the annex to chapter IV in

light of the work undertaken of the Delhi Group and related work on internationa standards by
international organizations including ILO, UNECE, IMF and OECD on the measurement of the
non-observed economy.

33. Illegal and underground activities

The 1993 SNA makes no distinction between legal and illegal transactions aslong asthe exchanges
are occurring with mutual consent. While, it is noted that obtaining credible information on these
illegal transactions will be very difficult, at the same time it is stated that their exclusion will

introduce errorsin the accounts including the balancing items. The 1993SNA drawsadistinction
between illegal activities and underground activities of which the latter activities are defined as
those that are conceal ed from the public authoritiesfor various reasonslike evasion of taxes, health
and safety regulations. Both the illegal and underground activities may in some countries be a
significant part of the economy. It istherefore particularly important to estimate the production from
underground and illegal activitieseven if they may not always be separately identified. A summary
of best practices based country experiences should provide further guidelines on their treatment.

34. Government transactions with public cor porations (ear nings and funding) — super
dividend, capital injections and reinvested ear nings

While thisissue is generally applicable to the trestment of the transaction of dividends (losses)
between corporations (quasi-corporations) and their controlling shareholders, in particular the
attention will be given to the treatment of transactions between public corporations and
government. More systematically, the accrued profits and losses of all public corporations could
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be treated on similar lines as the reinvested earnings of the resident foreign direct investment
enterprises with non-resident share holders. Super dividend or other lump sum payments are made
to the government treated as non-financia transactionswould alow governmentsto manipulate the
timing of recording; when treated asfinancial transactionsthis manipulation would not be possible.
Otherwise, capital injections could be perceived as compensation for past and future losses of
public corporationsthat failed to be (or will not be) accrued and therefore should be construed as
expenses rather than treated as a financial transaction.

35. Tax revenues, uncollectible taxes and tax credits (recor ding of taxes)

Expensing tax credit separately for tax revenueisincreasingly hampered by the fact that source
data may not allow separate recording of expenses, reducing internal comparability. Moreover,
uncollectible taxes should not be expected to accrue. An estimated uncollectible amount based
on experience could be either deducted from the gross amount under the accrua principle (* net
recording”) or aternatively recorded as capital transfer (“gross recording”). Another
alternative treatment would record unpaid taxes via the other change in volume accounts. Time
of recording is an issue for income and wealth tax. For instance, for households it might be
preferred to record the taxes at the time of assessment because it affects behavior at that time.
This treatment would be a deviation from the accrual principle that calls for recording taxes
when the obligation to pay arises.

36. Private, public sector, gover nment sector delineation (sectorization boundaries)

In 1993 SNA, the notion of control, which defines the public sector boundary, ismore elusively
defined. Weak areas refer to special purpose vehicles (SPV), notably created in the context of
public private partnerships (PPP) or securitization. Other areas relates to how control is
determined, including the link with the “mainly financed” concept for non-profit institutions.
Another issue relates the market versus non-market distinction. The distinction between
government and public corporation might be based on alegal status or whether production takes
place at economically significant price. The ESA 1995 has established arigid rule of 50 percent of
the costs to be covered by saes. Isthe 50 percent high enough?

37. Activation of guarantees (contingent assets) and constr uctive obligations

This issue basically pertains to the formulation of the treatment of flows between the original

debtor and creditor and between the original debtor and guarantor when the guaranteeis activated
or between debtor and creditor when collateral is called by the creditor. While the 1993 SNA does
not treat these flows, GFSM 2001 describes the treatment of debt assumption involving genera

government: either acquisition of financial asset, acquisition of equity, capital transfer, or other
volume changes. In addition, thisissue addresses therecognition of constructive obligationswhich
are not legally enforceable liabilities but are nevertheless expected to result in outflows. The
recognition of the latter would result in the relaxation of the economic asset boundary.
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38. Transaction concept

38a. Change of (economic) owner ship (asterm)

The principle of ownership iscentral to the determination of thetiming of recording of transactions
infinancial and non-financial assets (including transaction in goods). However, the 1993 SNA does
not explicitly define ownership. The term “economic ownership” better reflects the underlying
economic reality of the transaction where risks and rewards of ownership lie.

38b. Assets, liabilitiesand personal effects of individuals changing residence (‘" migrant
transfers’)

The flows of goods and changes in financia account arising from a change in residence of
individuals aretreated asimputed transactionsin the BPM5, which are offset in the capital account
by capital transfers called migrants transfers. The 1993 SNA is not explicit on this account.
Because no change in ownership occurs, it is proposed that changes in financia claims and
liabilities due to change in residence of individuals be treated as reclassification in other changes
in volume account

38c. Application of accrual principlesto debt arrears

The time of recording principle for scheduled payment is different between on the one hand
BPM5, External Debt Guide, and GFSM 2001 and the 1993 SNA on the other hand. The first
uses the due-for-payment date basis involving imputation of transactions that the liability has
been repaid and replaced by a short term debt. The latter uses accrual basis involving no
imputation of transactions but continuing to show arrearsin the same instrument until the
liability is extinguished. If the accrual basis is followed, sub-headings or memorandum items
for all or selected arrears might be introduced.

39. Residence

39a. Meaning of national economy

The concept of national economy is closely related to the concept of residence. In the 1993
SNA, itisdiscussed in terms of *’ economic territory of acountry’’ for which two contradicting
criteriaare used: “administration by a government” and “free circulation of persons, goods and
capital”. Clarification is also needed between domestic and national economy.

39b. Predominant center of economic interest (asterm)

With globalization, there are an increasing number of institutional unitswith connectionsto two or
more economies. The concept of “ predominant” center of economic interest has been put forward to
address thisissue.

39c. Clarification of non-permanent workersand entitieswith little or no physical

presence and/or production

For those enterprises and other entities, production and location might not be useful criteria. Asa
result, the jurisdiction that allows the creation of and regul atesthe entity will be considered asthe
entity’ s predominant centre of interest. In case of non-permanent workers with connectionsto two
or more territories, it would be useful to prepare supplementary presentation for countries where
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the number of non-permanent resident personsis significant, bringing together rel evant components
of contract services, compensation of employees, workers' remittancesand migrants' transferswith
short-term non-resident workers. Also harmonization of the residence concept with demographic,
tourism, and migration statistics should be sought and any remaining differences spelt out.

40. Goods sent abroad for processing

The BPM5 and the 1993 SNA tresat the goods sent abroad for processing differently. The BPM5, as
apractical matter, suggest a convention that all processing be assumed substantial and therefore
gross flows are recorded. The 1993 SNA only records gross flows in case of substantial
processing (reclassification of the good at three digit CPC). The issue is that no change in
ownership and thus transaction takes place. Moreover, can a distinction be made between the
different levelsof processing? It ismentioned that the current treatment of goodsfor processing in
the 1993 SNA was to facilitate input-output analysis. Therefore, any change should take into
account thisissue.

41. Merchanting

“Merchanting” isaterm used in BPM5 for the activity of trading in goods that do not enter the
territory of the trader. In such case, the treatment is to report only the margin earned in the
territory of the trader. In case the trade is not concluded during the accounting period, changes
in inventories are shown as imports (negative if inventories decrease). Theissueis not covered
in 1993 SNA.

42. Retained earnings of mutual funds, insurance companies, and pension funds

In the 1993 SNA retained earnings of an entity are generally treated as the income and saving of
the entity, rather than the owner. However, exceptions are made for life insurance companies,
pension funds and foreign direct investment companies, where there is an imputed flow to the
policyholders, beneficiaries, and owners, with an equal financial account flow. The ESA 95
introduces an imputed transaction for the retained earnings of the mutual funds where incomeis
atributed to the investors and then reinvested in the fund. That treatment brings about some
consistency with the treatment of life insurance and pension funds which are other types of
collective investment schemes. Other symmetries of the treatment of retained earning have been
suggested, either expand or reduce the imputations. Moreover, theissue of negative earningshasto
be addressed.

43. Interest and related issues

43a. Treatment of index-linked (foreign currency) debt instruments

For index-linked debt instruments, changes in principal arising from indexation are recorded as
interest. However, should both creditor and debtor approaches for index-linked debt
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instruments be clarified? Moreover, the 1993 SNA, BPM5 and other manuals mention exchange
rates as one of various indicators to which indexation can be linked. However, they are not
explicit on whether debt instruments with both principal and interest indexed to aforeign
currency should be treated similarly to index-linked instruments or to foreign currency debt
instrument.

43b. Interest at concessional rates

Loans with concessional interest rates could be seen as providing current transfer equal to the
difference between the concessional interest and the market equivalent. If such transfers are
recognized, interest recorded would be adjusted for the same amount. Concessional ratesin
commercial and international assistance programs should be distinguished becausein
commercial situations these rates are used to encourage purchases.

43c. Fees payable on securitieslending and gold loans

Neither the 1993 SNA and BPM5 discuss theissue of fees payable on securities lending and gold
loans. The fee for securitieslending is for putting a financia instrument at the

disposal of another unit but it does not fit with the definition of interest when thelegal ownershipis
transferred but the economic risks and rewards of the ownership remaining with theorigind owner.
Thefee payable on gold |oans appearsto be apayment for servicesasgold in thisinstance is norn-
monetary gold.

44. Financial assets classifications

With financial derivatives treated as a separate instrument in the 1993 SNA, it would be
appropriate to introduce the term “debt securities’ to replace “ securities other then shares’.
Moreover, al types of financial derivatives are currently treated as a single item but thereis an
interest in splitting derivatives in forwards and options, given their different behavior. Further
considerations are to be given to the introduction of employee stock options. Again it is raised
whether nonmonetary gold should be classified as afinancial asset rather than under valuablesin
the asset classification. Non-monetary gold being a financial assets would allow for the gold
transactions to be netted, in line with financial transactions. Moreover, as a consequence, fees
paymentsto owners under gold loans would be classified as property income rather than aservice.

* k% %



