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Introduction

During 2011/2012, tests were carried out in Europe on the inclusion/exclusion of
maturity and credit default risk, as recommended by the European Task force on FISIM. Based on
the results of these tests the EU Directors of Macro-economic Statistics (DMES) decided, in
November 2012, to keep the present FISIM allocation method. This means that, in the 2010 ESA,
a single reference rate based on inter-bank loans and deposits will continued to be applied, and
that the default risk will not be excluded from FISIM.

The ISWGNA Task Force on FISIM assessed the report of the European Task force
based on a note by the ISWGNA containing a summary of the results of the FISIM-exercise, as
conducted by the EU countries and two non-EU respondents. The summary also includes the main
issues related to the debate on credit default risk.

Guidance on documentation provided

The final report of the ISWGNA FISIM Task Force.

Main issues to be discussed

The AEG is asked to provide opinions on the following recommendations made in the report:
e For international trade in FISIM: FISIM should be calculated by at least two groups of currencies
(national and foreign currency).

e The reference rate for a specific currency need not be the same for FISIM providers resident in
different economies. Although they should be expected, under normal circumstances, to be
relatively close and so national statistics agencies are encouraged to use partner country
information where national estimates are not available.

e The Task Force has concluded that a term premium should be reflected in FISIM. This means
that the SNA should continue to calculate FISIM on the basis of a single reference rate that
should contain no service element and reflect the risk and maturity structure of deposits and loans
. The basis and calculation of that single reference rate should reflect national circumstances.

e The Task Force recognised that there were a number of challenges presented by the costs of
funds approach, and, so, whilst recognising the conceptual merit behind the costs of funds
approach, and in particular the fact that it was able to differentiate between 'high risk' and ' low
risk' banks, the Task Force concluded that it was premature to adopt such an approach, and so
the reference rate, in a given country for a given currency, should be considered as being



applicable to all FISIM denominated in that currency, provided by all resident financial
intermediaries in that country. In other words reference rates should not differ across resident
providers.

The recommendation of the Task Force is that research continues on the issue of credit default
risk both within the FISIM Task Force and within national agencies, to develop methods and data
that can support estimation in the future. In the interim however and in the interest of maintaining
international comparability the Task Force also recommend that those countries that exclude
credit default risk from their FISIM estimates, should also provide supplementary estimates, to
international agencies, that include credit default risk, at least as a supplementary item.

In relation to volume and prices of FISIM: The advantage of the quantity approach to calculating
volume measures of FISIM is acknowledged, but it is concluded that it is data intensive and
difficult to determine relevant weights for the indicators. The Task Force recommends therefore
that countries continue to use the direct deflation method with volume estimates of FISIM created
separately for the various types (maturities) of loans and deposits, since the effective margins
(difference between actual rate and reference rate) differ according to these types.

In relation to occurrences of negative FISIM. The AEG are asked to comment on the
recommendation that compiling agencies should review the reference rates used on such
occurrences with a view to making adjustments as necessary when it is clear that liquidity
markets are acting abnormally (with negative FISIM itself often being an indicator of such
occurrences).

The idea that negative FISIM may often be an indication of holding gains and losses and not
FISIM per se.

The AEG is also asked to consider the following issues and to provide guidance on the appropriate
mechanisms and timing to resolve the following issues, as well as opinions regarding their resolution:

Developing the ‘costs of funds' approach: There are a number of issues central to this
discussion, The first concerns the underlying concept that there is a separate reference rate for
any given institution, reflecting its overall 'costs of funds'. The second concerns the approach
needed to estimate the FISIM free effective rate paid by institutions on deposits. And the third
concerns the range of instruments on which the underlying institutional reference rate should
necessarily be estimated. For example should the approach include equity.

The scope of FISIM: The Task Force only scratched at the surface of this topic, and even then
only in an abstract way. However it was ever present in many of the underlying discussions, in
particular on those relating to the ‘costs of funds' approach. There are arguments for example
that could be made to extend FISIM beyond loans and deposits and also beyond pure financial
intermediaries, including to non-financial corporations. However of particular urgency
concerns the scope of ' borderline' institutions such as money lenders, credit card issuers,
financial leasing companies, pawnshops, etc. The current report says little on these units
but for the time being countries should not include these as being within scope of FISIM.

Credit default risk: As noted above, this should form a priority area for many countries,
learning from the experience of those countries that have successfully adjusted for these flows in
calculating FISIM.



Further the AEG are asked to advise on the appropriate mechanisms to ensure consistency between the
recommendations developed here and the guidance in the IMF’s Balance of Payments 6 Compilation
Guide which is currently being prepared. The need for consistency will be important in countries with
decentralized statistical systems where national accounts and balance of payments are typically compiled
by different agencies.

Finally the AEG are asked to consider whether there is scope in Recommendation 6 to recommend a
hybrid method comprising the output and direct deflation methods to compute volume measures of FISIM.
This hybrid method can be used if countries are able to find appropriate indicators for some types of loans
or deposits. For other types of loans and deposits for which appropriate indicators are not available, the
compiling agency can use the deflation method.
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ISWGNA TASK FORCE ON FISIM

FINAL REPORT

Preamble

Much has happened in the period following the creation of the Task Force on FISIM,
highlighting the importance of developing a robust methodology for FISIM: one that is conceptually
sound, meaningful, practicable and replicable across countries.

The recent financial crisis, which, in many ways, precipitated the creation of this Task Force,
revealed that in many countries the approach used to estimate FISIM presented significant
interpretative difficulties and raised questions relating to the underlying rationale for measurement. In
the wake of the crisis many other events have raised similar questions: the manipulation of LIBOR
rates by some banks being perhaps the most important but many others, such as the banking crisis in
Europe, also raise important questions that this report tries to reflect.

Timing is also a critical factor. Many countries have already begun to implement partial and
tentative recommendations of the Task Force that were developed shortly after the second meeting.
But the tentative nature of the recommendations, pending this final report, has meant that countries
are beginning to implement the recommendations in different ways.

Whilst it is clear therefore that further work should be conducted to consider all of the
complexities inherent in FISIM calculations, it is also clear that this is unfortunately not an affordable
luxury. This report therefore makes a series of recommendations that should be implemented now in
the interests of international comparability. But the report also makes a recommendation with an eye
to the future, namely that the research, including on those areas where this report makes
recommendations, should necessarily continue. Indeed this was foreseen to some extent at the
beginning of the Task Force whose mandate was also to consider issues for the longer term research
agenda. The events of the last few years bear stark witness to the need for these continued discussions.



Executive Summary

This Executive Summary briefly describes the conclusions of the ISWGNA Task Force on
FISIM. They reflect discussions that took place at meetings of the Task Force in 2011 and further
discussions held by the Advisory Expert Group on National Accounts in April 2012. They further
reflect discussions held at the OECD Working Party on National Accounts meeting in October 2012
and an assessment made by Eurostat of national simulations of various (single) reference rates.

The following summarily lists the key recommendations of the Task Force.

For international trade in FISIM: FISIM should be calculated by at least two groups of
currencies (national and foreign currency). ldeally international coordination is needed to
better estimate the imports of FISIM through counterparty data.

The Task Force has concluded that a term premium should be reflected in FISIM. This
means that the SNA should continue to calculate FISIM on the basis of a single reference
rate that should contain no service element and reflect the risk and maturity structure of
deposits and loans . The basis and calculation of that single reference rate should reflect
national circumstances.

In the ESA more explicit recommendations specifying the calculation or rather choice of
that single reference rate will be adopted. But it's important to note that the underlying
principle and concept within the ESA and SNA will be consistent. The recommendation in
this report recognises that the basis for the single reference rate in the SNA can include a
weighted average of a mix of maturities. Eurostat developed a simulation exercise, to which
22 countries responded, testing results based on a unique single reference rate reflecting
short-term interbank lending rates’ (such as LIBOR, EURIBOR) and a single reference rate
based on a weighted average of underlying short-term and longer term reference rates.’
Subsequent to these tests 13 of the countries concluded that there was no over-riding
material difference in FISIM results, FISIM volatility, or occurrences of negative FISIM,
and, so, these countries expressed a preference to retain the current method for defining the
single reference rate. Eight countries voted in favour of adopting a weighted average
approach. Subsequently a decision was taken that the ESA would continue to recommend
the use of a single reference rate based on interbank short-term lending rates. However,
given the broader international coverage implied by the SNA, this report necessarily
recommends that countries select a single reference rate (calculated as an average or
otherwise) according to national circumstances.

The costs of funds approach to FISIM calculates a single reference rate that differs for
individual financial institutions. The underlying rationale in this regard can be viewed as
similar to the approach to use a single reference rate for an entire economy - the argument
being that it merely disaggregates measurement into smaller components whilst following
the same underlying concept. Indeed, the recommendation of the Task Force that a
weighted average approach can be used to estimate the (whole economy) single reference
rate, to some extent, strengthens the idea that calculations should be performed at the level
of specific financial intermediaries. To be clear however FISIM calculations made at the
level of financial institutions (with each having a separate reference rate) are unlikely to
result in the same measure of FISIM one would arrive at using a single reference rate for an
economy as whole. The Task Force further recognised that there were a number of

See EC Regulation 448/98.
(EURIBOR * short-term weight) + (ISDAFIX * long-term weight).



additional challenges presented by the costs of funds approach, and, so, whilst recognising
the conceptual merit behind the costs of funds approach, and in particular the fact that it was
able to differentiate between 'high risk' and ' low risk' banks, the Task Force concluded that
it was premature to adopt such an approach, and so the reference rate, in a given country
for a given currency, should be considered as being applicable to all FISIM
denominated in that currency, provided by all resident financial intermediaries in that
country. In other words reference rates should not differ across resident providers (see
also below, recommendations for the longer term research agenda). The preference to use a
single reference rate (calculated on the basis of one underlying short-term instrument or a
weighted average of instruments with multiple maturities) rather than multiple reference
rates (the matched maturity approach) was driven by the view that FISIM should include
liquidity transformation services and also a recognition that the exclusion of liquidity
transformation services would (often) result in implausibly low estimates of Bank's output.

The Task Force has also concluded that whilst there is conceptual merit in excluding credit
default risk from FISIM, in practice it does not seem feasible, at least in a way that can
ensure reasonable comparability across most countries, and so the Task Force concluded
that credit default risk should remain part of FISIM in order to facilitate international
comparability, at least in the immediate future. However, a number of countries have
demonstrated that it is feasible, in their cases, to produce meaningful results and these
countries have developed plans to estimate FISIM on this basis. The recommendation of
the Task Force is that research continues in this area, both within the FISIM Task
Force and within national agencies, to develop methods and data that can support
estimation in the future. In the interim however and in the interest of maintaining
international comparability the Task Force also recommend that those countries that
exclude credit default risk from their FISIM estimates, should also provide
supplementary estimates, to international agencies, that include credit default risk, at
least as a supplementary item. This will also require coordination with SDMX expert
groups.

In relation to volume and prices of FISIM: The advantage of the quantity approach to
calculating volume measures of FISIM is acknowledged, but it is concluded that it is data
intensive and difficult to determine relevant weights for the indicators. The Task Force
recommends therefore that countries continue to use the direct deflation method with
volume estimates of FISIM created separately for the various types (maturities) of loans and
deposits, since the effective margins (difference between actual rate and reference rate)
differ according to these types.

The Task Force's key recommendation is for work to continue. It is perhaps fair to say
that not all of the issues have been fully resolved, Whilst there appears to be broad, although
not unequivocal, agreement on the idea that one reference rate (exogenous or endogenous)
should be adopted (and that liquidity transformation services form part of FISIM) there are a
number of areas where the Task Force has recognised that more needs to be done
(notwithstanding the current set of recommendations).

These concern the following:

Developing the 'costs of funds' approach: There are a number of issues central to
this discussion, The first concerns the underlying concept that there is a separate
reference rate for any given institution, reflecting its overall 'costs of funds'. The second
concerns the approach needed to estimate the FISIM free effective rate paid by
institutions on deposits. And the third concerns the range of instruments on which the
underlying institutional reference rate should necessarily be estimated. For example
should the approach include equity.



The scope of FISIM: The Task Force only scratched at the surface of this topic, and even
then only in an abstract way. However it was ever present in many of the underlying
discussions, in particular on those relating to the 'costs of funds' approach. There are
arguments for example that could be made to extend FISIM beyond loans and deposits
and also beyond pure financial intermediaries, including to non-financial corporations.
However of particular urgency concerns the scope of ' borderline' institutions such as
money lenders, credit card issuers, financial leasing companies, pawnshops, etc. The
current report says little on these units but for the time being countries should not
include these as being within scope of FISIM.

Credit default risk: As noted above, this should form a priority area for many countries,
learning from the experience of those countries that have successfully adjusted for these
flows in calculating FISIM.



ISWGNA TASK FORCE ON FISIM

FINAL REPORT

1. Background

1. It has been long recognized, since at least the 1953 version of the System of National
Accounts (SNA) that the current price value of financial services has a significant indirectly measured
component, whose value is covered wholly or in part in the spread between financial institutions’
return on financial assets and expense on financial liabilities. Measuring the economy’s output and
use of FISIM (Financial Intermediation Services Indirectly Measured) has been the subject of
refinements in every revision of the SNA since 1968. FISIM again was discussed during the
preparation of the System of National Accounts 2008 (2008 SNA), under Update issue No. 6a
Financial Services. FISIM also has been discussed in the context of the European System of Accounts
(ESA) Revision.

2. Paragraph 4.98 of the 2008 SNA says the following concerning the nature of financial
services:

... The production of financial services is the result of financial intermediation, financial risk
management, liquidity transformation or auxiliary financial activities...

3. This is consistent with the conceptual views of the OECD Financial Services Task Force®
that delivered its report in 2003, emphasizing the risk management and liquidity transformation, in
addition to financial intermediation, components of financial services output.

4. A major part of these financial services are included in FISIM. The fact that these services
are not explicitly priced naturally complicates their measurement, and while the 2008 SNA provides
detailed guidance on the method that should be used to measure FISIM in practice, the debate on
whether the underlying principles embodied in the SNA are necessarily correct from a conceptual
perspective or appropriate from a practical perspective continues. Indeed the 2008 SNA explicitly
recognises this on-going debate in its Research Agenda. Paragraph 4.33 states:

..... The SNA recommends that FISIM should be calculated with respect to a reference rate that
contains no service element and reflects the risk and maturity structure of deposits and loans.
Different reference rates may be needed for domestic and foreign financial institutions. The
assumption behind the FISIM approach is that it is the service element, and not the interest flows,
that reflect varying degrees of risk, with riskier clients paying a higher service charge. This
assumption has been queried and is being investigated.

5. The need to accelerate this research was heightened by the recent crisis as official estimates
of FISIM in many countries became volatile, often resulting in negative depositor FISIM, and also
proved problematic for price indices, such as the CPI, creating significant interpretation difficulties.

8 www.oecd.org/dataoecd/9/60/24332238.doc




Responding to these developments the ISWGNA formed a Task Force in 2010 year with an initial
membership of experts from 14 institutions to investigate the measurement of FISIM. This report
reflects the findings of the work of the Task Force4, it also takes into account the work, and
recommendations of a parallel Eurostat led Task Force on FISIM (whose final report and
recommendations are attached as Annex I1).

11 What is FISIM?

6. In layman's terms FISIM in the SNA can be described as the implicit prices charged by a
financial institution (typically a bank), which take the form of interest rate margins incorporated in the
rates charged for loans and/or paid on deposits. In exchange for paying a higher rate of interest on
loans or accepting a lower rate of interest on deposits, customers receive the following types of
services: record keeping, safekeeping, payment processing, intermediation between savers and
borrowers, risk management and advice, and liquidity provision.

7. The 2008 SNA describes FISIM as the following in paragraph 6.163:

One traditional way in which financial services are provided is by means of financial
intermediation. This is understood to refer to the process whereby a financial institution such as a
bank accepts deposits from units wishing to receive interest on funds for which the unit has no
immediate use and lends them to other units whose funds are insufficient to meet their needs. The
bank thus provides a mechanism to allow the first unit to lend to the second. Each of the two
parties pays a fee to the bank for the service provided, the unit lending funds by accepting a rate
of interest lower than that paid by the borrower, the difference being the combined fees implicitly
charged by the bank to the depositor and to the borrower. From this basic idea the concept
emerges of a “reference” rate of interest. The difference between the rate paid to banks by
borrowers and the reference rate plus the difference between the reference rate and the rate
actually paid to depositors represent charges for financial intermediation services indirectly
measured (FISIM).

8. This simple definition, which describes the stylized case where a financial intermediary
passes funds from one unit to an identifiable recipient of those same funds, introduces a number of
important boundary distinctions but at the same time raises a number of questions; chiefly concerning
the reference rate. The important boundary distinctions concern the type of financial instruments
where FISIM can be provided and the type of institutions that provide FISIM. In this sense FISIM is
(by convention) only provided by financial institutions in respect to deposits and loans, (See also
2008 SNA paragraph 6.165). The OECD Financial Services Task Force recognised the possibility that
FISIM could in practice be provided in respect to other financial instruments, including by non
financial institutions, but it was also recognised that measuring the activity in a comparable way
across countries, institutions and instruments would not be practicable, particularly in the context of
equity, reflecting the difficulty in separating a FISIM component from holding gains and losses.

9. Paragraph 6.163 also raises a number of questions, addressed in subsequent paragraphs,
which also extend the simple example to the more general case where intermediaries pass funds from
a number of sources through to a number of borrowers. The important distinction between the more
general (typical) case and the simple example given above is that

o there is not necessarily a consistency between the funds provided to (deposited with) the
financial intermediary and the funds provided (lent) by the intermediary (the intermediary
could for example choose to invest funds received in non-financial assets);

4 The Task Force met in March 2011 (Washington) and July 2011 (New York).



e the maturity structure of the funds provided to the financial intermediary (liabilities) is not
necessarily the same as the maturity structure of the funds it makes available to borrowers
(assets); and

o it follows that there is not necessarily any direct link between a unit providing funds to the
financial intermediary and the unit that subsequently receives those funds. Indeed it is not a
necessary precondition that the financial institution necessarily provides deposit and loan
facilities; the provision of either loan or deposit facilities is sufficient.

1.2 The Reference Rate in the 2008 SNA
10. Paragraph 6.166 defines the reference rate in the following way (bold added):

The reference rate to be used in the calculation of SNA interest is a rate between bank interest
rates on deposits and loans. However, because there is no necessary equality between the level of
loans and deposits, it cannot be calculated as a simple average of the rates on loans or deposits.
The reference rate should contain no service element and reflect the risk and maturity structure
of deposits and loans. The rate prevailing for inter-bank borrowing and lending may be a suitable
choice as a reference rate. However, different reference rates may be needed for each currency in
which loans and deposits are denominated, especially when a non-resident financial institution is
involved. For banks within the same economy, there is often little if any service provided in
association with banks lending to and borrowing from other banks.

11. The 2008 SNA provides little in the way of further guidance in this respect however,
causing there to be some debate on how the SNA guidance on the reference rate should be interpreted
in practice. Where there is agreement, it is that the reference rate should be a rate that excludes any
associated service element. The description of a rate that reflects the risk and maturity structure of
deposits and loans has however led to a need for clarification. Commonly the interpretation is that the
rate should be risk-free; indeed the OECD Financial Services Task Force describes the reference rate
in this way, but this still leaves considerable scope for interpretation, partly driven by different views
on the operations of institutions providing FISIM.

12. Importantly, a point this note returns to later, the SNA itself does not actually refer to the
reference rate as being risk-free. It merely notes that the rate should not include any service elements.
The only place in the SNA where a reference is made to a risk-free reference rate is in paragraph
11.56, in the context of inter-bank lending rates, where the SNA notes that the rates are usually risk-
free (which was generally the case at the time of writing but clearly not during the recent crisis). The
reference in paragraph 6.166 to "The rate prevailing for inter-bank borrowing and lending may be a
suitable choice as a reference rate", may have led to this deduction. That said, the deduction is not an
unreasonable one®, as a risk-free reference rate corresponds to a ' pure' rate of interest. However its
application has consequences when the actual rate used to measure the reference rate (for example the
inter-bank lending rate) is not risk-free.

13. Two views have been formed over how the reference rate should be defined.

e  The first takes the view that there is an underlying single reference rate that reflects the
overall cost of money that is not specific to any single financial institution and is applicable
in the calculation of FISIM for all loans and deposits irrespective of their maturity structure.
For example the same reference rate would be used to determine FISIM for a five-year loan
and a 25-year loan irrespective of the risk-profile of the loan and/or borrower. This view
treats risk management as being part of FISIM.

The widespread perception that the SNA refers to a risk-free rate may also reflect the fact that earlier
drafts of the 2008 SNA contained such references, which were subsequently removed, partly
reflecting discussions within the Advisory Expert Group.



14.

The second takes the view that there is a specific reference rate that is applicable to loans
which varies depending on the maturity of the loan and where, in addition, adjustments to
FISIM are needed in respect of the risk-profile of the borrower. This view considers risk
bearing as a non-productive activity, and, so, should be removed from FISIM. In other
words the view postulates that the reference rate should differ for a five year loan and a
twenty five year loan and also argues that FISIM should not include any implicit charges
included in bank interest that reflect the credit-risk profile of a particular borrower.

Both views have merit, depending on how one perceives the operations of financial

institutions providing FISIM services. In the first case there is an underlying theoretical pure cost of
'money’ for financial institutions, that holds for all institutions. In the second, there is a view that there
is an underlying theoretical cost of money for each loan provided by a financial institution that varies
depending on the maturity and risk structure of the loan.

15.

At the same time it should be recognised that both approaches require certain assumptions

about the way that banks work and are financed.

With the first approach there is an underlying assumption that the same reference rate is
applicable to calculate FISIM for a bank that only provides loans to high-risk borrowers and a
bank that only provides loans to AAA-rated borrowers. In the first case, interest rates charged
by the bank are likely to be higher than in the second case, as will be borrower FISIM, if the
same reference rate is used; this seems plausible if a greater degree of monitoring services are
required, for example, for high-risk borrowers. However this also, to some extent,
presupposes that the first bank will have access to finance at the same costs as the second
bank. With perfect information on the risk-profile of the bank's borrowers being available this
is unlikely to be the case as the bank's funders, including depositors, may demand higher rates
of interest (or the bank will be f