Statistical Commission Background document
Thirty-ninth session Available in English only

26 — 29 February 2008
Item 3(d) of the provisional agenda
Items for discussion and decision: National accounts

Updated System of National Accounts 1993 (1993 SNA):

Volume 1: Chapters 1-17



List of Chapters

Chapter 1:
Chapter 2:
Chapter 3:
Chapter 4:
Chapter 5:
Chapter 6:
Chapter 7:
Chapter 8:
Chapter 9:

Chapter 10:
Chapter 11:
Chapter 12:
Chapter 13:
Chapter 14:
Chapter 15:
Chapter 16:
Chapter 17:

Introduction

Overview

Flows, stocks and accounting rules
Institutional units and sectors

Enterprises, establishments and industries
The production account

The distribution of income accounts

The redistribution of income accounts

The use of income accounts

The capital account

The financial account

Other changes in assets accounts

The balance sheet

The supply and use tables and goods and services account
Price and volume measures

Summarizing and integrating the accounts

Cross-cutting and other special issues

Annex 1: Classification and coding structure of accounting entries

Annex 2: Accounts



Chapter 1: INtrodUuCtioNn .......ooovviiiiiiiee e 3

A.  What is the System of National ACCOUNTS?.........cccoriiiiiiiiiiiiereee e 3
B.  The conceptual elements of the SYSIEM .........ccoiiiii i
1. ACHIVITIES QNG tFANSACTIONS ...ttt h ekttt b b ekt b e en s
2. The institutional Sectors 0f the BCONOMY ........ciiiiiiic et ereeneas
3. Accounts and their corresponding economic activities
The gO0AS ANG SEIVICES ACCOUNT.......cvitiueeiieieite ittt ettt he et b et b et s e bt et e e b et et e e st eb et e bt sbe b e sneneeneeneas
THeE SEQUENCE OF ACCOUNTS .....vetieeeeie ettt b bbbt h bbb b et e bt bt e bt e bt bt nbe b e et eneene s
Other accounts of the System
C. USES OF The SYSTEIM ...ttt bbb b b e
1. Monitoring the behaviour of the economy
2. Macroeconomic analysis..........ccoceceererenereeenne.
3. INEErNALIONAL COMPAITSONS ...ttt ettt ettt ettt et et et e s e s e et e et e sa e e e st eseebeebeebeseemeeseeneeseabeabeabenbeneeneaneasens
D.  The boundaries Of the SYSIEM ........oiiiiiiiie s
1. NON-MONELANY TFANSACLIONS ... ettt ettt b bbb bbbt b e bbb et e e ae e bt e bt bt st e eb e e e st eneens
2. The ProdUCTION DOUNTAIY ......c.oiiiieeeeee ettt ettt sttt et et e e b e st e e e enseseebeebesbeabeseeneaneaneas
Household production...........cccccoeeeiiciciennnne

Other production boundary problems

3. The consumption boundary
4. The asset boundary ..................
5. NatioNal DOUNTAIIES .......cvviiviiciiii s
6. Final consumption, intermediate consumption and gross fixed capital formation ...,
HUMEAN CAPITAL. L.ttt b bt bbbt e bt e bt bt nb b e e ebeane s 10
Repairs, maintenance and gross fixed capital fOormation ...........cocooeiiiiiiiiiiiici e 10
E.  The System as a coordinating framework for StatiStiCS...........ccocvrerireriisiiire e 11
1. Harmonisation between different statistical SYSIEMS ........cccooiiiiiiiiii e 11
2. The use of micro-data for macro-ecoNOMIC ACCOUNTING.........uiuiriiriiiieieintere et 11
F. Links With DUSINESS BCCOUNTING .....vouviviiiiiiiitiiie et 12
1. International aCCOUNTING SLANGAITS. .........cviiiiieite ettt bbb et b bbb e eb e 13
G.  Expanding the scope Of the SYSTEIM .......ccooiiiiiie e 13
H.  The System and measures of WeITare..........cccoovvi i 13
1. Qualifications to treating expenditure as a Welfare MEASUIE.........ccoeviieiiiieree e 13
2. Unpaid services and welfare
3. The impact of external eVeNtS 0N WEITAIE .........ccciiiiiiiiicec e ettt 14
4. The impact of externalities 0N WEITAIE..........coviiiiiiec et 14
5. Non-economic impacts on welfare
6. Welfare indicators and macro-economic aggregates

Chapter 1 post UNSC 3/31/2008

1-1



Chapter 1 post UNSC

3/31/2008

1-2



11

1.2

1.3

Chapter 1 post UNSC

Chapter 1: Introduction

What is the System of National Accounts?

The System of National Accounts is the internationally agreed
standard set of recommendations on how to compile measures
of economic activity in accordance with strict accounting
conventions based on economic principles. The
recommendations are expressed in terms of a set of concepts,
definitions, classifications and accounting rules that comprise
the internationally agreed standard for measuring such items as
gross domestic product (GDP), the most frequently quoted
indicator of economic performance. The accounting
framework of the System allows economic data to be compiled
and presented in a format that is designed for purposes of
economic analysis, decision-taking and policy-making. The
accounts themselves present in a condensed way a great mass
of detailed information, organized according to economic
principles and perceptions, about the working of an economy.
They provide a comprehensive and detailed record of the
complex economic activities taking place within an economy
and of the interaction between the different economic agents,
and groups of agents, that takes place on markets or elsewhere.
The framework of the System provides accounts that are:

a. comprehensive, in that all designated activities and the
consequences for all agents in an economy are covered;

b. consistent because identical values are used to establish the
consequences of a single action on all parties concerned
using the same accounting rules;

c. integrated in that all the consequences of a single action by
one agent are necessarily reflected in the resulting
accounts, including the impact on measurement of wealth
captured in balance sheets.

The accounts of the System provide more than a snap-shot of
the economy at a point in time, since in practice the accounts
are compiled for a succession of time periods, thus providing a
continuing flow of information that is indispensable for the
monitoring, analysis and evaluation of the performance of an
economy over time. The System provides information not
only about economic activities taking place within a period but
also about the levels of an economy’s assets and liabilities, and
thus the wealth of its inhabitants, at particular points of time.
In addition, the SNA includes an external account that displays
the links between an economy and the rest of the world.

Certain key aggregate statistics, such as GDP, that are widely
used as indicators of economic activity at the level of the total
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economy, are defined within the System, but the calculation of
such aggregates has long ceased to be the primary purpose for
compiling the accounts. In order to understand the workings
of the economy, it is essential to be able to observe and
analyse the economic interactions taking place between the
different sectors of the economy. The System is designed to
be implemented at different levels of aggregation: at the level
of individual economic agents, or institutional units as they are
called in the System; for groups of such units, or institutional
sectors; or at the level of the total economy.

The System is designed for economic analysis, decision-taking
and policy-making, whatever the industrial structure or stage
of economic development reached by a country. The basic
concepts and definitions of the System depend upon economic
reasoning and principles which should be universally valid and
invariant to the particular economic circumstances in which
they are applied. Similarly, the classifications and accounting
rules are meant to be universally applicable. There is no
justification, for example, for seeking to define parts of the
System differently in less developed than in more developed
economies, or in large relatively closed economies than in
small open economies, or in high-inflation economies than in
low-inflation economies. Certain definitions, or accounting
rules, specified in the System might become superfluous in
certain circumstances (for example, if there were no inflation),
but it is nevertheless necessary for a general system to include
definitions and rules covering as wide a range of
circumstances as possible.

Some countries may be able, at least initially, to calculate only
a small number of accounts and tables for the total economy
with little or no disaggregation into sectors, but a reduced set
of accounts or tables does not constitute an alternative system.
It is not appropriate to try to lay down general priorities for
data collection when economic circumstances may vary so
much from one country to another. In practice, priorities can
only be established country by country by economic analysts
or policy-makers familiar with the particular economic
situation, needs and problems of the individual countries in
question. It is not useful, for example, to try to specify general
priorities for developing countries when they constitute a very
heterogeneous group of countries at a world level. Data
priorities may vary as much between one developing country
and another as between a developing and a developed country
or indeed between two developed countries.
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The conceptual elements of the System

The System of National Accounts, described in this manual
simply as the System, but more generally referred to as the
SNA, measures what takes place in the economy, between
which agents, and for what purpose. At the heart of the
System is the production of goods and services. These may be
used for consumption in the period to which the accounts
relate or may be accumulated for use in a later period. In
simple terms, the amount of value added generated by
production represents GDP. The income corresponding to
GDP is distributed to the various agents or groups of agents as
income and it is the process of distributing and redistributing
income that allows one agent to consume the goods and
services produced by another agent or to acquire goods and
services for later consumption. The way in which the System
captures this pattern of economic flows is to identify the
activities concerned by recognising the institutional units in the
economy and by specifying the structure of accounts capturing
the transactions relevant to one stage or another of the process
by which goods and services are produced and ultimately
consumed. These concepts are sketched below and developed
further in chapter 2 and later chapters.

Activities and transactions

The System is designed to provide information about the
behaviour of institutional units and the activities in which they
engage, namely production, consumption and the accumulation
of assets, in an analytically useful form. This is achieved by
recording the exchange of goods, services and assets between
institutional units in the form of transactions. At the same
time, other transactions are recorded that represent the form of
payment for the exchange which may be a good, service or
asset of similar value but is often some form of financial claim
including notes and coins.

Data on transactions provide the basic source material from
which the values of the various elements in the accounts are
built up or derived. The use of transactions data has important
advantages. The first of these is that the prices at which goods
and services are exchanged in transactions between buyers and
sellers on markets provide the information needed for valuing,
directly or indirectly, all the items in the accounts. Secondly, a
transaction that takes place between two different institutional
units has to be recorded for both parties to the transaction and
therefore generally appears twice in a system of
macroeconomic accounts. This enables important linkages to
be established in the System. For example, output is obtained
by summing the amounts sold, bartered or transferred to other
units plus the amounts entered into, less the amounts
withdrawn from, inventories. In effect, the value of output is
obtained by recording the various uses of that output by means
of data on transactions. In this way, flows of goods and
services can be traced through the economic system from their
producers to their eventual users. Some transactions are only
internal bookkeeping transactions that are needed when a
single unit engages in two activities, such as the production
and consumption of the same good or service, but the great
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majority of transactions takes place between different units on
markets.

The institutional sectors of the economy

Two main kinds of institutional units, or transactors, are
distinguished in the System; households and legal entities.
Legal entities are either entities created for purposes of
production, mainly corporations and non-profit institutions
(NPIs), or entities created by political processes, specifically
government units. The defining characteristic of an
institutional unit is that it is capable of owning goods and
assets, incurring liabilities and engaging in economic activities
and transactions with other units in its own right.

For the purposes of the System, institutional units that are
resident in the economy are grouped together into five
mutually exclusive sectors composed of the following types of
units:

a. Non-financial corporations;

b. Financial corporations;

c. Government units, including social security funds;
d. NPIs serving households (NPISHSs);

e. Households.

The five sectors together make up the total economy. Each
sector may be further divided into sub-sectors; for example,
the non-financial and financial corporations sectors are divided
to distinguish corporations subject to control by governments
or foreign units from other corporations. The System makes
provision for a complete set of flow accounts and balance
sheets to be compiled for each sector, and sub-sector if desired,
as well as for the total economy. The total number of accounts
that may be compiled is therefore potentially quite large,
depending upon the level of disaggregation that is required and
feasible. Only by disaggregation into sectors and sub-sectors
is it possible to observe the interactions between the different
parts of the economy that need to be measured and analysed
for purposes of policy-making.

Institutional units that are resident abroad form the rest of the
world. The System does not require accounts to be compiled
in respect of economic activities taking place in the rest of the
world, but all transactions between resident and non-resident
units have to be recorded in order to obtain a complete
accounting for the economic behaviour of resident units.
Transactions between residents and non-residents are grouped
together in a single account, the rest of the world account
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Accounts and their corresponding economic
activities

This section gives a very brief summary of the accounts of the
System. It is impossible to do justice to the wealth of
information contained in the System in a short section of this
kind, and reference should be made to chapter 2 for a
comprehensive overview.

The goods and services account

Fundamental to the System is the identity that goods and
services produced in the economy must be consumed, used for
capital formation or exported while all goods and services used
within the economy must be produced in the economy or
imported. From this, once suitable allowance is made for the
effect on prices of taxes and subsidies on products, the goods
and services account is derived and thence GDP.

The sequence of accounts

This basic identity is elaborated within the System into a
sequence of interconnected flow accounts linked to different
types of economic activity taking place within a given period
of time, together with balance sheets that record the values of
the stocks of assets and liabilities held by institutional units or
sectors at the beginning and end of the period. Each flow
relates to a particular kind of activity such as production, or the
generation, distribution, redistribution or use of income. Each
account shows the resources available to the institutional units
and the uses made of these resources. An account is balanced
by introducing a balancing item defined residually as the
difference between the total resources recorded on one side of
the account and the total uses recorded on the other side. The
balancing item from one account is carried forward as the first
item in the following account, on the opposite side, thereby
making the set of accounts an articulated whole. The
balancing items typically encapsulate the net result of the
activities covered by the account in question and are therefore
economic constructs of considerable interest and analytical
significance. Examples of balancing items include value
added, disposable income and saving. There is also a strong
link between the flow accounts and the balance sheets, as all
the changes occurring over time that affect the assets or
liabilities held by institutional units or sectors are
systematically recorded in one or another of the flow accounts.

The set of accounts just described is referred to as the
“sequence of accounts” but it should be noted that, although it
is necessary to present the accounts in a particular order, the
activities they describe should not be interpreted as taking
place sequentially in time. For example, incomes are
generated continuously by processes of production, while
expenditures on the outputs produced may also be taking place
more or less simultaneously. An economy is a general
equilibrium system in which interdependent economic
activities involving countless transactions between different
institutional units are carried out simultaneously. Feedbacks
are continually taking place from one type of economic
activity to another.
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Current accounts

The current accounts record the production of goods and
services, the generation of incomes by production, the
subsequent distribution and redistribution of incomes among
institutional units, and the use of incomes for purposes of
consumption or saving.

The production account records the activity of producing
goods and services as defined within the System. Its balancing
item, gross value added, is defined as the value of output less
the value of intermediate consumption and is a measure of the
contribution to GDP made by an individual producer, industry
or sector. Gross value added is the source from which the
primary incomes of the System are generated and is therefore
carried forward into the primary distribution of income
account. Value added and GDP may also be measured net by
deducting consumption of fixed capital, a figure representing
the declinei n value during the period of the fixed capital used
in a production process.

A set of articulated accounts shows how incomes are:
a. Generated by production;

b. Distributed to institutional units with claims on the value
added created by production;

c. Redistributed among institutional units, mainly by
government units through social security contributions and
benefits and taxes;

d. Used by households, government units or non-profit
institutions serving households (NPISHs) for purposes of
final consumption or saving;

e. Available as saving for accumulating wealth.

The income accounts have considerable intrinsic economic
interest in themselves. In particular, they are needed to explain
the behaviour of institutional units as final consumers, that is,
as users of the goods and services for the satisfaction of the
individual and collective needs and wants of households and
the community. The balancing item emerging from the
complete set of income accounts is saving.

The balancing item, saving, is carried forward into the capital
account, the first in the System’s sequence of accumulation
accounts.

Accumulation accounts

The accumulation accounts are those that record flows that
affect the entries in the balance sheets at the start and end of
the accounting period. There are four accumulation accounts;
the capital account, the financial account, the other change in
the volume of assets account and the revaluation account.

a. The capital account records acquisitions and disposals of
non-financial assets as a result of transactions with other
units or internal bookkeeping transactions linked to
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production (such as changes in inventories and

consumption of fixed capital).

b. The financial account records acquisitions and disposals of
financial assets and liabilities, also through transactions.

c. The other changes in the volume of assets account, records
changes in the amounts of the assets and liabilities held by
institutional units or sectors as a result of factors other than
transactions; for example, destruction of fixed assets by
natural disasters.

d. The revaluation account records those changes in the
values of assets and liabilities that result from changes in
their prices.

The link between the accumulation accounts and the current
accounts is provided by the fact that saving must be used to
acquire financial or non-financial assets of one kind or another,
including cash. When saving is negative, the excess of
consumption over disposable income must be financed by
disposing of assets or incurring liabilities. The financial
account shows the way in which funds are channelled from
one group of units to another, especially through financial
intermediaries.  Access to finance is a prerequisite for
engaging in many types of economic activities.

Balance sheets

The balance sheets show the values of the stocks of assets and
liabilities held by institutional units or sectors at the beginning
and end of an accounting period. As already noted, the values
of the assets and liabilities held at any moment in time vary
whenever any transactions, price changes or other changes
affecting the volume of assets or liabilities held take place.
These are all recorded in one or another of the accumulation
accounts so that the difference between the values in the
opening and closing balance sheets is entirely accounted for
within the System, provided that the assets and liabilities
recorded in the balance sheets are valued consistently with the
transactions and other changes.

Other accounts of the System

The System is a rich and detailed economic accounting system
that extends well beyond the sequence of accounts to
encompass other accounts or tables that either contain

Uses of the System

The main objective of the System is to provide a
comprehensive conceptual and accounting framework that can
be used to create a macroeconomic database suitable for
analysing and evaluating the performance of an economy. The
existence of such a database is a prerequisite for informed,
rational policy-making and decision-taking. Some of the more
specific uses of the System are described in the following
sections.

3/31/2008

1.24

1.25

1.26

1.

1.28

information that cannot be included in the main accounts or
present information in alternative ways, such as matrices, that
may be more appropriate for certain types of analysis. It is not
proposed to list all these various elements at this point, as they
are described in chapter 2, but it is useful to draw attention to
two specific elements which play a major role in the System.

Supply and use tables

In addition to the flow accounts and balance sheets described
earlier, the central framework of the System also contains
detailed supply and use tables in the form of matrices that
record how supplies of different kinds of goods and services
originate from domestic industries and imports and how those
supplies are allocated between various intermediate or final
uses, including exports. These tables involve the compilation
of a set of integrated production and generation of income
accounts for industries by drawing upon detailed data from
industrial censuses or surveys. The supply and use tables
provide an accounting framework within which the product
flow method of compiling national accounts, whereby the total
supplies and uses of individual types of goods and services
have to be balanced with each other, can be systematically
exploited. The supply and use tables also provide the basic
information for the derivation of detailed input-output tables
that may be used for purposes of economic analysis and
projections.

Accounts in volume terms

The System also provides specific guidance about the
methodology to be used to compile an integrated set of price
and volume indices for flows of goods and services, gross and
net value added and GDP that are consistent with the concepts
and accounting principles of the System. It is recommended
that annual chain indices should be used where possible.

Rates of inflation and economic growth appropriately
measured by price and volume indices for the main aggregates
of the System are key variables both for the evaluation of past
economic performance and as targets for the formulation of
economic policy-making. They are an essential part of the
System when any amount of inflation appears and become
increasingly important as inflation increases. The System also
recognizes that the growth in the volume of GDP and the
growth of an economy’s real income are not the same because
of trading gains or losses resulting from changes in
international terms of trade.

Monitoring the behaviour of the economy

Certain key aggregates of the System, such as GDP and GDP
per head of population, have acquired an identity of their own
and are widely used by analysts, politicians, the press, the
business community and the public at large as summary,
global indicators of economic activity and welfare.
Movements of such aggregates, and their associated price and
volume measures, are used to evaluate the overall performance
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of the economy and hence to judge the relative success or
failure of economic policies pursued by governments.

National accounts data provide information covering both
different types of economic activities and the different sectors
of the economy. It is possible to monitor the movements of
major economic flows such as production, household
consumption, government consumption, capital formation,
exports, imports,etc., in both value and volume terms.
Moreover, information is provided about certain key balancing
items and ratios which can only be defined and measured
within an accounting framework, for example, the budget
surplus or deficit, the share of income that is saved or invested
by individual sectors of the economy or the economy as a
whole, the trade balance, etc. The System also provides the
background against which movements of short-term indicators,
such as monthly indices of industrial production, consumer or
producer prices can be interpreted and evaluated. The
monitoring of the behaviour of the economy may be
significantly improved if at least some of the main aggregates
of the System are compiled quarterly as well as annually,
although many of the accounts, tables or balance sheets of the
System are not usually compiled more frequently than once a
year.

Macroeconomic analysis

National accounts are also used to investigate the causal
mechanisms at work within an economy. Such analysis
usually takes the form of the estimation of the parameters of
functional relationships between different economic variables
by applying econometric methods to time series of data in both
value and volume terms compiled within a national accounting
framework. The types of macroeconomic models used for
such investigations may vary according to the school of
economic thought of the investigator as well as the objectives
of the analysis, but the System is sufficiently flexible to
accommodate the requirements of different economic theories
or models, provided only that they accept the basic concepts of
production, consumption, income, etc. on which the System is
based.

Economic policy in the short term is formulated on the basis of
an assessment of the recent behaviour and current state of the
economy and a view, or precise forecast, about likely future
developments. Short-term forecasts are typically made using
econometric models of the type just described. Over the
medium- or long-term, economic policy has to be formulated
in the context of a broad economic strategy.

Economic policy-making and decision-taking take place at all
levels of government and also within public and private
corporations. Large corporations such as multinationals have
the ability to build their own macroeconomic models tailored
to their own requirements, for which they need national
accounts data.  The investment programmes of major
corporations must be based on long-term expectations about
future economic developments that require national accounts
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data. There are also specialist agencies that provide forecasts
for individual clients in return for fees. Such agencies
typically require very detailed national accounts data.

International comparisons

The System is used for international reporting of national
accounts data that conform to standard, internationally
accepted concepts, definitions and classifications.  The
resulting data are widely used for international comparisons of
the volumes of major aggregates, such as GDP or GDP per
head, and also for comparisons of structural statistics, such as
ratios of investment, taxes or government expenditures to
GDP. Such comparisons are used by economists, journalists
or other analysts to evaluate the performance of one economy
against that of other similar economies. They can influence
popular and political judgements about the relative success of
economic programmes in the same way as developments over
time within a single country. Databases consisting of sets of
national accounts for groups of countries can also be used for
econometric analyses in which time-series and cross-section
data are pooled to provide a broader range of observations for
the estimation of functional relationships.

Levels of GDP or, alternatively, gross national income (GNI)
per head in different countries are also used by international
organizations to determine eligibility for loans, aid or other
funds or to determine the terms or conditions on which such
loans, aid or funds are made available. When the objective is
to compare the volumes of goods or services produced or
consumed per head, data in national currencies must be
converted into a common currency by means of purchasing
power parities and not exchange rates. It is well known that, in
general, neither market nor fixed exchange rates reflect the
relative internal purchasing powers of different currencies.
When exchange rates are used to convert GDP, or other
statistics, into a common currency the prices at which goods
and services in high-income countries are valued tend to be
higher than in low-income countries, thus exaggerating the
differences in real incomes between them. Exchange rate
converted data must not, therefore, be interpreted as measures
of the relative volumes of goods and services concerned.
Levels of GDP, or GDP per head, in different countries are
also used to determine, in whole or in part, the size of the
contributions which the member countries of an international
organization make to finance the operations of the
organization.

Although international organizations use the System in order
to be able to collect internationally comparable national
accounts data, the System has not been created for this
purpose. It has become the standard, or universal, system used
with little or no modification by most countries in the world
for their own national purposes. National statistical offices
and government agencies have a strong vested interest in
ensuring that the System meets their own analytic and policy
requirements and have taken an active part in the development
of the System for this reason.
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The boundaries of the System

Non-monetary transactions

When goods and services produced within the economy are
sold in monetary transactions, their values are automatically
included in the accounts of the System. Many goods or
services are not actually sold but are nevertheless supplied to
other units: for example, they may be bartered for other goods
or services or provided free as transfers in kind. Such goods
and services must be included in the accounts even though
their values have to be estimated. The goods or services
involved are produced by activities that are no different from
those used to produce goods or services for sale. Moreover,
the transactions in which the goods and services are supplied
to other units are also proper transactions even though the
producers do not receive money in exchange. It is misleading
to describe such output as “imputed”. For example, the
services of financial intermediaries which are measured
indirectly in the System do actually take place; but their values
have to be measured indirectly. It is the value, not the
transaction that is “imputed”.

When goods or services are retained for own use, no
transactions with other units take place. In such cases, in order
to be able to record the goods or services in the accounts,
internal transactions have to be recorded whereby producers
allocate the goods or services for their own consumption or
capital formation and values also have to be estimated for
them.

Thus, estimates and imputations are needed in order to be able
to record in the accounts productive activities whose outputs
are not disposed of in monetary transactions with other units.
Such estimates and imputations should not be interpreted as
introducing hypothetical activities or flows of goods and
services into the System. Their purpose is the opposite,
namely, to capture in the accounts major flows of goods and
services actually taking place in the economy that would
otherwise be omitted. In order to obtain comprehensive
measures, values have to be estimated for all outputs of goods
and services that are not sold but disposed of in other ways.

In practice the System does not record all outputs, however,
because domestic and personal services produced and
consumed by members of the same household are omitted.
Subject to this one major exception, GDP is intended to be a
comprehensive measure of the total gross value added
produced by all resident institutional units. GDP is confined to
outputs produced by economic activities that are capable of
being provided by one unit to another. Not all activities that
require the expenditure of time and effort by persons are
productive in an economic sense, for example, activities such
as eating, drinking or sleeping cannot be produced by one
person for the benefit of another.

The production boundary

The activity of production is fundamental. In the System,
production is understood to be a physical process, carried out
under the responsibility, control and management of an
institutional unit, in which labour and assets are used to
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transform inputs of goods and services into outputs of other
goods and services. All goods and services produced as
outputs must be such that they can be sold on markets or at
least be capable of being provided by one unit to another, with
or without charge. The System includes within the production
boundary all production actually destined for the market,
whether for sale or barter. It also includes all goods or
services provided free to individual households or collectively
to the community by government units or NPISHs.

Household production

The main problem for defining the range of activities recorded
in the production accounts of the System is to decide upon the
treatment of activities that produce goods or services that
could have been supplied to others on the market but are
actually retained by their producers for their own use. These
cover a very wide range of productive activities, in particular:

a. The production of agricultural goods by household
enterprises for own final consumption;

b. The production of other goods for own final use by
households: the construction of dwellings, the production
of foodstuffs and clothing, etc.;

c. The production of housing services for own final
consumption by owner occupiers;

d. The production of domestic and personal services for
consumption within the same household: the preparation of
meals, care and training of children, cleaning, repairs, etc.

All of these activities are productive in an economic sense.
However, inclusion in the System is not simply a matter of
estimating monetary values for the outputs of these activities.
If values are assigned to the outputs, values have also to be
assigned to the incomes generated by their production and to
the consumption of the output. It is clear that the economic
significance of these flows is very different from that of
monetary flows. For example, the incomes generated are
automatically tied to the consumption of the goods and
services produced; they have little relevance for the analysis of
inflation or deflation or other disequilibria within the
economy. The inclusion of large non-monetary flows of this
kind in the accounts together with monetary flows can obscure
what is happening on markets and reduce the analytic
usefulness of the data.

The System is designed to meet a wide range of analytical and
policy needs. A balance has to be struck between the desire
for the accounts to be as comprehensive as possible and the
need to prevent flows used for the analysis of market
behaviour and disequilibria from being swamped by non-
monetary values. The System therefore includes all
production of goods for own use within its production
boundary, as goods can be switched between market and non-
market use even after they have been produced, but it excludes
all production of services for own final consumption within
households (except for the services produced by employing
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paid domestic staff and the own-account production of housing
services by owner-occupiers). The services that are excluded
are consumed as they are produced and the links between their
production and market activities are more tenuous than for
goods production, such as agricultural goods, which
households may produce partly for own final consumption and
partly for sale, or barter, on the market. The location of the
production boundary in the System is a compromise, but a
deliberate one that takes account of the needs of most users. In
this context it may be noted that in labour force statistics
economically active persons are defined as those engaged in
productive activities as defined in the System. If the
production boundary were extended to include the production
of personal and domestic services by members of households
for their own final consumption, all persons engaged in such
activities  would become  self-employed, making
unemployment virtually impossible by definition.  This
illustrates the need to confine the production boundary in the
System and other related statistical systems to market activities
or fairly close substitutes for market activities.

Other production boundary problems

Certain natural processes may or may not be counted as
production depending upon the circumstances in which they
occur. A necessary condition for an activity to be treated as
productive is that it must be carried out under the instigation,
control and responsibility of some institutional unit that
exercises ownership rights over whatever is produced. For
example, the natural growth of stocks of fish in the high seas is
not counted as production: the process is not managed by any
institutional unit and the fish do not belong to any institutional
unit. On the other hand, the growth of fish in fish farms is
treated as a process of production in much the same way that
rearing livestock is a process of production. Similarly, the
natural growth of wild, uncultivated forests or wild fruits or
berries is not counted as production, whereas the cultivation of
crop-bearing trees, or trees grown for timber or other uses, is
counted in the same way as the growing of annual crops.
However, the deliberate felling of trees in wild forests, and the
gathering of wild fruit or berries, and also firewood, counts as
production. Similarly, rainfall and the flow of water down
natural watercourses are not processes of production, whereas
storing water in reservoirs or dams and the piping, or carrying,
of water from one location to another all constitute production.

These examples show that many activities or processes that
may be of benefit to institutional units, both as producers and
consumers, are not processes of production in an economic
sense. Rainfall may be vital to the agricultural production of a
country but it is not a process of production whose output can
be included in GDP.

The consumption boundary

The coverage of production in the System has ramifications
that extend considerably beyond the production account itself.
The boundary of production determines the amount of value
added recorded and hence the total amount of income
generated by production. The range of goods and services that
are included in household final consumption expenditures, and
actual consumption, is similarly governed by the production
boundary. For example, these expenditures include the
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estimated values of the agricultural products consumed by
households that they have produced themselves and also the
values of the housing services consumed by owner occupiers,
but not the values of “do-it-yourself” repairs and maintenance
to vehicles or household durables, the cleaning of dwellings,
the care and training of children, or similar domestic or
personal services produced for own final consumption. Only
the expenditures on goods utilized for these purposes, such as
cleaning materials, are included in household final
consumption expenditures.

The asset boundary

Balance sheets are compiled for institutional units, or sectors,
and record the values of the assets they own or the liabilities
they have incurred. Assets as defined in the System are
entities that must be owned by some unit, or units, and from
which economic benefits are derived by their owner(s) by
holding or using them over a period of time. Financial assets
and fixed assets, such as machinery, equipment and structures
which have themselves been produced as outputs in the past,
are clearly covered by this definition. However, the ownership
criterion is important for determining which natural resources
are treated as assets in the System. Natural resources such as
land, mineral deposits, fuel reserves, uncultivated forests or
other vegetation and wild animals are included in the balance
sheets provided that institutional units are exercising effective
ownership rights over them, that is, are actually in a position to
be able to benefit from them. Assets need not be privately
owned and could be owned by government units exercising
ownership rights on behalf of entire communities. Thus, many
environmental assets are included within the System.
Resources such as the atmosphere or high seas, over which no
ownership rights can be exercised, or mineral or fuel deposits
that have not been discovered or that are unworkable, are not
included as they are not capable of bringing any benefits to
their owners, given the technology and relative prices existing
at the time.

Changes in the values of natural resources owned by
institutional units between one balance sheet and the next are
recorded in the accumulation accounts of the System. For
example, the depletion of a natural resource as a result of its
use in production is recorded in the other changes in volume of
assets account, together with losses of fixed assets due to their
destruction by natural disasters (floods, earthquakes, etc.).
Conversely, when deposits or reserves of minerals or fuels are
discovered or previously unworkable deposits become
workable, their appearance is recorded in this account and they
enter the balance sheets in this way.

National boundaries

The accounts of the System are compiled for resident
institutional units grouped into institutional sectors and sub-
sectors. The concept of residence is the same as that used in
the Balance of Payments and International Investment
Position Manual of the International Monetary Fund (IMF),
known as BPM6. An institutional unit is said to be resident
within the economic territory of a country when it maintains a
centre of economic interest in that territory, that is, when it
engages, or intends to engage, in economic activities or
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transactions on a significant scale either indefinitely or over a
long period of time, usually interpreted as one year.

The GDP of a country, viewed as an aggregate measure of
production, is equal to the sum of the gross value added of all
resident institutional units engaged in production (plus any
taxes, and minus any subsidies, on products not included in the
value of their outputs). This is not exactly the same as the sum
of the gross value added of all productive activities taking
place within the geographical boundaries of the national
economy. Some of the production of a resident institutional
unit may take place abroad, for example, the installation of
some exported machinery or equipment or a consultancy
project undertaken by a team of expert advisers working
temporarily abroad. Conversely, some of the production
taking place within a country may be attributable to non-
resident institutional units.

When GDP is derived from the expenditure side, allowance
has also to be made for goods and services produced by non-
residents but consumed by residents as well as for goods and
services produced by residents but consumed abroad. For the
System to be comprehensive in coverage, all transactions with
the rest of the world have to be identified so their impact on
measures relating to the resident economy is properly
accounted for. The complete set of transactions with the rest
of the world in the System matches exactly the set of
transactions captured in the balance of payments.

Final consumption, intermediate consumption
and gross fixed capital formation

The contents of the accounts are determined not only by the
conceptual framework, definitions and classifications of the
System but also by the ways in which they are interpreted and
implemented in practice. No matter how simple and precise
concepts and classifications may appear in principle, there are
inevitably difficult borderline cases which cannot easily be
fitted into predetermined categories. These points may be
illustrated by considering a fundamental distinction in
economics and in the System, namely, the distinction between
consumption and gross fixed capital formation (or gross fixed
investment, as it is often described in other contexts).

Before considering the difference between consumption and
investment, though, it is necessary to look more closely at the
nature of consumption. Consumption is an activity in which
institutional units use up goods or services, but there are two
quite different kinds of consumption. Intermediate
consumption consists of goods and services used up in the
course of production within the accounting period. Final
consumption consists of goods and services used by individual
households or the community to satisfy their individual or
collective needs or wants. The activity of gross fixed capital
formation, like intermediate consumption, is restricted to
institutional units in their capacity as producers, being defined
as the value of their acquisitions less disposals of fixed assets.
Fixed assets are produced assets (such as machinery,
equipment, buildings or other structures) that are used
repeatedly or continuously in production over several
accounting periods (more than one year). The distinction
between intermediate consumption and gross capital formation
depends on whether the goods and services involved are
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completely used up in the accounting period or not. If they
are, the use of them is a current transaction recorded as
intermediate consumption; if not it is an accumulation
transaction recorded in the capital account.

The general nature and purpose of the distinction between
gross fixed capital formation and consumption, whether
intermediate or final, is clear. The distinction is fundamental
for economic analysis and policy-making. Nevertheless, the
borderline between consumption and gross fixed capital
formation is not always easy to determine in practice. Certain
activities contain some elements that appear to be consumption
and at the same time others that appear to be capital formation.
In order to try to ensure that the System is implemented in a
uniform way decisions have to be taken about the ways in
which certain difficult, even controversial, items are to be
classified. Two examples are given below.

Human capital

It is often proposed that expenditures on staff training and
education should be classified as gross fixed capital formation
as a form of investment in human capital. The acquisition of
knowledge, skills and qualifications increases the productive
potential of the individuals concerned and is a source of future
economic benefit to them. However, while knowledge, skills
and qualifications are clearly assets in a broad sense of the
term, they cannot be equated with fixed assets as understood in
the System. They are acquired through learning, studying and
practising, activities that cannot be undertaken by anyone else
on behalf of the student and thus the acquisition of knowledge
is not a processes of production even though the instruction
conveyed by education services is. The education services
produced by schools, colleges, universities, etc. are thus
treated as being consumed by students in the process of their
acquiring knowledge and skills. This type of education is
treated as final consumption. When training is given by an
employer to enhance the effectiveness of staff, the costs are
treated as intermediate consumption.

This treatment of education costs is consistent with the
production and asset boundaries of the System but not all users
of the System find it satisfactory in all instances. However, as
explained below, the System is such that users are encouraged
to explore alternative conventions in the form of satellite
accounts, described in chapter 29. An alternative treatment for
the recording of human capital is one such application.

Repairs, maintenance and gross fixed capital formation

Another, less familiar, example of the intrinsic difficulty of
trying to draw a dichotomy between consumption and gross
fixed capital formation is provided by repairs and
maintenance. Ordinary maintenance and repairs undertaken by
enterprises to keep fixed assets in good working order are
treated as intermediate consumption.  However, major
improvements, additions or extensions to fixed assets, both
machinery and structures, which improve their performance,
increase their capacity or prolong their expected working lives
count as gross fixed capital formation. In practice it is not
easy to draw the line between ordinary repairs and major
improvements, although the System provides certain
recommendations for this purpose. Some analysts, however,
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consider that the distinction between ordinary repairs and
maintenance and major improvements and additions is neither
operational nor defensible and would favour a more “gross”

method of recording in which all such activities are treated as
gross fixed capital formation.

The System as a coordinating framework for statistics

Harmonisation between different statistical
systems

The System has a very important statistical function by serving
as a coordinating framework for economic statistics in two
different senses: in the first place, the System is seen as the
conceptual framework for ensuring the consistency of the
definitions and classifications used in different, but related,
fields of statistics; in the second, the System acts as an
accounting framework to ensure the numerical consistency of
data drawn from different sources, such as industrial inquiries,
household surveys, merchandise trade statistics, VAT returns
and other administrative sources.

Consistency between different statistical systems enhances the
analytical usefulness of all the statistics involved. The System
has always occupied a central position in economic statistics
because the data from more specialized systems, such as
balance of payments or labour force statistics, typically have to
be used in conjunction with national accounts data. The need
for harmonization of the System and related statistical systems,
such as financial statistics or balance of payments statistics,
leads to the practice of revising other statistical systems in
parallel with, and in close collaboration with, that of the
System. This coordination eliminates conceptual differences
between them other than a few exceptions that can be
specifically justified in terms of the special characteristics of
different kinds of data, or the special requirements of different
kinds of users. Harmonization between the System and other
major systems has proved to be largely successful and has
been achieved by making changes to the System as well as to
the other systems.

The use of micro-data for macro-economic
accounting

The sequence of accounts and balance sheets of the System
could, in principle, be compiled at any level of aggregation,
even that of an individual institutional unit. It might therefore
appear desirable if the macroeconomic accounts for sectors or
the total economy could be obtained directly by aggregating
corresponding data for individual units. There would be
considerable analytical advantages in having micro-databases
that are fully compatible with the corresponding
macroeconomic accounts for sectors or the total economy.
Data in the form of aggregates, or averages, often conceal a
great deal of useful information about changes occurring
within the populations to which they relate. For example,
economic theory indicates that changes in the size of
distribution of income may be expected to have an impact on
aggregate consumption over and above that due to changes in
the aggregate level of income. Information relating to
individual units may be needed not only to obtain a better
understanding of the working of the economy but also to
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monitor the impact of government policies, or other events, on
selected types of units about which there may be special
concern, such as households with very low incomes. Micro-
data sets also make it possible to follow the behaviour of
individual units over time. Given the continuing
improvements in computers and communications, the
management and analysis of very large micro-databases is
becoming progressively easier. Data can be derived from a
variety of different sources, such as administrative and
business records, as well as specially conducted censuses and
surveys.

In practice, however, macroeconomic accounts can seldom be
built up by simply aggregating the relevant micro-data. Even
when individual institutional units keep accounts or records,
the concepts that are needed or appropriate at a micro level
may not be suitable at a macro level. Individual units may be
obliged to use concepts designed for other purposes, such as
taxation. The accounting conventions and valuation methods
used at a micro level typically differ from those required by
the System. For example, the widespread use of historic cost
accounting means that the accounts of individual enterprises
may differ significantly from those used in the System.
Depreciation as calculated for tax purposes may be quite
arbitrary and unacceptable from an economic viewpoint as a
measure of consumption of fixed capital. In such situations, it
is impractical to try to adjust the individual accounts of
thousands of enterprises before aggregating them. Instead the
data are adjusted after they have been aggregated to some
extent. Of course, the data do not have to be aggregated to the
level of the total economy, or even complete sectors or
industries, before being adjusted and it is likely to be more
efficient to make the adjustments for smaller and more
homogenous groups of units. This may involve compiling so-
called intermediate systems of accounts. At whatever level of
aggregation the adjustments are made, the inevitable
consequence is to make the resulting macro-data no longer
equivalent to simple aggregations of the micro-data form
which they are derived. When the micro-data are not derived
from business accounts or administrative records but from
censuses or surveys designed for statistical purposes, the
concepts used should be closer to those required, but the
results may still require adjustment at a macro level because of
incomplete coverage (the surveys being confined to enterprises
above a certain size, for example) and bias from response
errors.

Most households are unlikely to keep accounts of the kind
needed by the System. Micro-data for households are typically
derived from sample surveys that may be subject to significant
response and reporting errors. It may be particularly difficult
to obtain reliable and meaningful data about the activities of
small unincorporated enterprises owned by households.
Aggregates based on household surveys have to be adjusted
for certain typical biases, such as the under-reporting of certain
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types of expenditure (on tobacco, alcoholic drink, gambling,
etc.) and also to make them consistent with macro-data from
other sources, such as imports. The systematic exploitation of
micro-data may also be restricted by the increasing concerns
about confidentiality and possible misuse of such databases.

It may be concluded therefore that, for various reasons, it may
be difficult, if not impossible, to achieve micro-databases and

Links with business accounting

The accounting rules and procedures used in the System are
based on those long used in business accounting. The
traditional double-entry bookkeeping principle, whereby a
transaction gives rise to a pair of matching debit and credit
entries within the accounts of each of the two parties to the
transaction, is a basic axiom of economic or national
accounting. For example, recording the sale of output requires
not only an entry in the production account of the seller but
also an entry of equal value, often described as the counterpart,
in the seller’s financial account to record the cash, or short-
term financial credit, received in exchange for the output sold.
As two matching entries are also needed for the buyer, the
transaction must give rise to four simultaneous entries of equal
value in a system of macroeconomic accounts covering both
the seller and the buyer. In general, a transaction between two
different institutional units always requires four equal,
simultaneous entries in the accounts of the System (that is,
quadruple entry accounting) even if the transaction is a transfer
and not an exchange and even if no money changes hands.
These multiple entries enable the economic interactions
between different institutional units and sectors to be recorded
and analysed. However, transactions within a single unit (such
as the consumption of output by the same unit that produced it)
require only two entries whose values have to be estimated.

The design and structure of the System draws heavily on
economic theory and principles as well as business accounting
practices. Basic concepts such as production, consumption
and capital formation are meant to be rooted in economic
theory. When business accounting practices conflict with
economic principles, priority is given to the latter, as the
System is designed primarily for purposes of economic
analysis and policy-making. The difference between business
accounting and economic theory can be illustrated by the
concept of cost of production used in the System.

Business accounts commonly (but not invariably) record costs
on an historic basis, partly to ensure that they are completely
objective. Historic cost accounting requires goods or assets
used in production to be valued by the expenditures actually
incurred to acquire those goods or assets, however far back in
the past those expenditures took place. In the System,
however, the concept of opportunity cost as defined in
economics is employed. In other words, the cost of using, or
using up, some existing asset or good in one particular process
of production is measured by the amount of the benefits that
could have been secured by using the asset or good in
alternative ways. Opportunity cost is calculated with reference
to the opportunities foregone at the time the asset or resource
is used, as distinct from the costs incurred at some time in the
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macroeconomic accounts that are fully compatible with each
other in practice. Nevertheless, as a general objective, the
concepts, definitions and classifications used in economic
accounting should, so far as possible, be the same at both a
micro and macro level to facilitate the interface between the
two kinds of data.

past to acquire the asset. The best practical approximation to
opportunity cost accounting is current cost accounting,
whereby assets and goods used in production are valued at
their actual or estimated current market prices at the time the
production takes place. Current cost accounting is sometimes
described as replacement cost accounting, although there may
be no intention of actually replacing the asset in question after
it has been used.

When there is persistent inflation, even at moderate levels, the
use of historic costs tends to underestimate the opportunity
costs of production in an economic sense so that historic cost
profit may be much greater than the operating surplus as
defined in the System. Profits at historic costs are liable to
give very misleading signals as to the profitability of the
production processes to which they relate by systematically
undervaluing inputs compared with outputs. They can lead to
mistaken decisions at both a microeconomic and
macroeconomic level.

Current cost accounting has ramifications that permeate the
entire System. It affects all the accounts and balance sheets
and their balancing items. A fundamental principle underlying
the measurement of gross value added, and hence GDP, is that
output and intermediate consumption must be valued at the
prices current at the time the production takes place. This
implies that goods withdrawn from inventories must be valued
at the prices prevailing at the times the goods are withdrawn
and not at the prices at which they entered inventories. This
method of recording changes in inventories is not commonly
used in business accounting, however, and may sometimes
give very different results, especially when inventory levels
fluctuate while prices are rising. Similarly, consumption of
fixed capital in the System is calculated on the basis of the
estimated opportunity costs of using the assets at the time they
are used, as distinct from the prices at which the assets were
acquired. Even when the fixed assets used up are not actually
replaced, the amount of consumption of fixed capital charged
as a cost of production should be sufficient to enable the assets
to be replaced, if desired. When there is persistent inflation,
the value of consumption of fixed capital is liable to be much
greater than depreciation at historic costs, even if the same
assumptions are made in the System and in business accounts
about the service lives of the assets and their rates of wear and
tear and obsolescence.  To avoid confusion, the term
“consumption of fixed capital” is used in the System to
distinguish it from “depreciation” as typically measured in
business accounts.
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A difference between the System and commercial accounting
is that the term “profits” is not used to describe a balancing
item in the System. The item entrepreneurial income is a close
approximation to before tax profits and disposable income to
after tax profits. The use of the term disposable income comes
from the fact that the corresponding item for the household
sector represents the maximum amount available to a
household for purposes of consumption after maintaining its
net worth intact, that is the current value of its assets minus the
current value of its liabilities. For corporations, since they do
not have final consumption, this is the amount available for
investment.

Unlike commercial accounting, the System excludes from the
calculation of income any assets received or disposed of as a
result of capital transfers that merely redistribute wealth
between different units, and also any assets received or

Expanding the scope of the System

The System is designed to be sufficiently comprehensive that
individual countries, whatever their economic structures,
institutional arrangements or level of development, can select
from within it those parts of the System that are considered to
be most relevant and useful to implement in the light of their
own needs and capabilities. The System is meant to be
implemented in a flexible manner and the accounts and tables,
classifications and sectoring presented in this volume should
not be regarded as fixed. For example, classifications of
institutional units, transactions and assets may be implemented
flexibly by introducing further aggregation or disaggregation
in order to adapt them to the data availability and special
circumstances of different countries. The flexible use of
classifications does not change the basic concepts and
definitions of the System.

In some cases, the System explicitly insists on flexibility. For
example, two alternative methods of sub-sectoring the general
government sector are proposed in chapter 4 without either
being assigned priority.  Similarly, although the System
suggests sub-sectoring the households sector on the basis of
the household’s principal source of income, it stresses that this
is only one possible criterion for sub-sectoring. In some cases,
it may be more appropriate to sub-sector on the basis of socio-
economic criteria or the type of area in which the household is
located or, indeed, to carry the disaggregation of the

The System and measures of welfare

GDP is often taken as a measure of welfare, but the System
makes no claim that this is so and indeed there are several
conventions in the System that argue against the welfare
interpretation of the accounts. The implications of some of
these conventions are outlined briefly in this section.
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disposed of as a result of events not connected with
production, such as earthquakes or other natural disasters, or
acts of war. Real holding gains or losses on assets or liabilities
due to changes in their relative prices are also excluded from
income in the System.

International accounting standards

A feature of the most recent update of the System is
recognition of the increasing use of international accounting
standards by corporations and in the public sector. Subsequent
chapters make reference to International Accounting Standards
Board (IASB) and the International Public Sector Accounting
Standards Board (IPSASB) norms. In several cases, notably
on pension liabilities and intangible assets, the feasibility of
including certain items in the System is dependent on the
application of the international accounting standards.

households sector further by using two or more criteria
together in a hierarchical manner.

Ways in which the System may be adapted to meet differing
circumstances and needs are addressed in chapters 18 to 29.
Chapter 29 shows how flexibility may be taken a stage further
by developing satellite accounts that are closely linked to the
main System but are not bound to employ exactly the same
concepts or restricted to data expressed in monetary terms.
Satellite accounts are intended for special purposes such as
monitoring the community’s health or the state of
environment. They may also be used to explore new
methodologies and to work out new accounting procedures
that, when fully developed and accepted, may become
absorbed into the main System in the course of time, in the
way that input-output analysis, for example, has been
integrated into the System.

Another way in which the System may be implemented
flexibly is by rearranging the data in the accounts in the form
of a social accounting matrix in order better to serve particular
analytical and policy needs. Such matrices should not be
construed as constituting different systems but as alternative
ways of presenting the mass of information contained in the
System which some users and analysts find more informative
and powerful for both monitoring and modelling social and
economic development.

Qualifications to treating expenditure as a
welfare measure

In a market economy, the prices used to value different goods
and services should reflect not only their relative costs of
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production but also the relative benefits or utilities to be
derived from using them for production or consumption. This
establishes the link between changes in aggregate production
and consumption and changes in welfare. However, changes
in the volume of consumption, for example, are not the same
as changes in welfare. It is widely accepted that, other things
being equal, increased expenditure on goods and services leads
to increased welfare. The increase in welfare may not,
however, be proportionate to the increase in expenditure. Nor
is the unit incurring the expenditure necessarily the one that
benefits from an increase in welfare. The System makes a
distinction between actual consumption, showing the amount
of goods and services actually consumed, and consumption
expenditure. Household actual consumption is greater than
consumption expenditure because it includes expenditures
incurred by general government and NPISHs on behalf of
individual households.

An increase in consumption of food by someone living in
extreme poverty is likely to lead to a greater increase in
welfare than a similar increase in consumption by someone
already well-fed. The System however, cannot distinguish this
because although the rules allow distinguishing which unit
incurs the expenditure as opposed to which unit consumes the
food, the valuation basis in the System is the price paid for the
food with no adjustment for the qualitative benefits derived
from its consumption. The most that can be claimed for
treating expenditure as a measure of welfare is that it may be a
reasonable lower bound on the level of welfare engendered by
the expenditure.

Unpaid services and welfare

The production boundary of the System is such that the
services produced and consumed by households are not
included except for the imputed rent of owner-occupied
dwellings and the payments made to domestic staff. Similarly,
no estimate is included in the System for the labour services of
individuals provided without cost to non-profit institutions. In
both these cases, the contribution of time increases the welfare
of other individuals in the community. The exclusion of these
services from the production boundary is not a denial of the
welfare properties of the services but a recognition that their
inclusion would detract from rather than add to the usefulness
of the System for the primary purposes for which it is
designed, that is economic analysis, decision-taking and
policy-making.

The impact of external events on welfare

The level of an individual’s and a nation’s welfare may be
affected by a wide range of factors that are not economic in
origin. Consider the effects of an exceptionally severe winter
combined with an influenza epidemic. Other things being
equal, the production and consumption of a number of goods
and services may be expected to rise in response to extra
demands created by the cold and the epidemic; the production
and consumption of fuels, clothing and medical services will
tend to increase. As compared with the previous year, people
may consider themselves to be worse off overall because of the
exceptionally bad weather and the epidemic, notwithstanding
the fact that production and consumption may have increased
in response to the additional demand for heating and health
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services. Total welfare could fall even though GDP could
increase in volume terms.

This kind of situation does not mean that welfare cannot be
expected to increase as GDP increases, other things being
equal. Given the occurrence of the cold and the epidemic, the
community presumably finds itself much better off with the
extra production and consumption of heating and health
services than without them. There may even be a general
tendency for production to rise to remedy the harmful effects
of events that reduce people’s welfare in a broad sense. For
example, production may be expected to increase in order to
repair the damage caused by such natural disasters as
earthquakes, hurricanes and floods. Given that the disaster has
occurred, the extra production presumably increases welfare.
However the question remains how changes in welfare should
be measured over time; a community that has suffered a
natural disaster will have a higher level of welfare if damage is
repaired than if it is not, but how does this new level of welfare
compare to the situation in the absence of the disaster?

The impact of externalities on welfare

Some production activities cause a loss in welfare that is not
captured in the System. A factory, for example, may generate
noise and expel pollutants into the air or nearby water systems
to the extent of causing a loss of amenity and thus a loss of
welfare to individuals living nearby. As long as there is no
financial penalty to the factory, the consequences go
unmeasured in the System. If, in response to government
legislation or otherwise, the factory incurs expenditures that
reduce the noise or quantity of pollutants emitted, costs will
rise and so will welfare but again the match is not necessarily
one to one and the level of welfare after the ameliorations may
still be lower than it might be if the factory simply closed
down.

Environmental externalities are a major cause of concern both
as regards measuring welfare and indeed economic growth
itself. In response to these concerns, a satellite account of the
System has been developed and is being refined to try to
answer such questions.

Non-economic impacts on welfare

An individual’s state of well-being, or welfare, is not
determined by economic factors alone. Personal and family
circumstances, quality of health, the satisfaction of lack of it
derived from employment are just some other factors that
affect welfare. It is difficult to imagine an objective way in
which factors such as these could be quantified and more
difficult to imagine the usefulness of including them in a
System designed primarily to facilitate economic analysis

Welfare indicators and macro-economic
aggregates

Welfare is a wide-ranging concept with many different facets.
Some of these may be captured reasonably well by one or
more of the key aggregates of the System. Others may be
captured by using the basic structure of the System and
expanding it in certain directions, perhaps by including unpaid
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services and the effects of environmental damage, for example. is unrealistic to expect a system of economic accounts to
Yet other aspects are likely to remain forever outside the reach necessarily and automatically yield a wholly satisfactory
of a system not designed with the measurement of welfare as a measure of welfare.

prime consideration. It would be foolish to deny this just as it
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Chapter 2: Overview

Introduction

This chapter provides an overview of the accounting
framework of the System and in doing so gives an overview of
most of the following chapters also.

a. It introduces the conceptual elements that form the
building blocks of the accounting system and the rules of
accounting to be followed. They are further elaborated in
section B and C and in their full detail in chapters 3, 4 and
5.

b. It describes the standard view of the central framework of
main accounting structure. Each account is introduced
with a description of the nature of the account and an
insight into the sort of analysis the account can yield. The
accounts are described in section D and then in chapters 6
to 17.

c. Thereafter, the chapter shows some of the ways in which
the central framework may be applied flexibly, depending
on specific country requirements. In particular satellite
accounts are introduced. These extensions and
applications of the System are described briefly in section
E and in chapters 18 to 29.

As explained in chapter 1, the central framework describes the
essential phenomena which constitute economic behaviour:
production, consumption, accumulation and the associated
concepts of income and wealth. The System aims to provide a
representation of this set of phenomena and their interrelations
that is simplified to aid comprehension but still covers all
important considerations.  To achieve this, the central
framework must satisfy two conditions; it must be integrated
and consistent.

To be integrated, the same concepts, definitions and
classifications must be applied to all accounts and sub-
accounts. For example, once it is decided dwellings are treated
as assets, all dwellings must give rise to housing services that
are included within the production boundary, regardless of
whether the dwellings are occupied by the owners or are rented
on the market. Equally, all give rise to income that must be
treated in the same way in the System, regardless of the
relationship between the owner and the occupier.

To be consistent, each economic flow or stock level appearing
in the System must be measured identically for the parties
involved. This consistency is achieved by applying throughout
the System the same concepts and definitions and also by
using a single set of accounting rules for all entries in the
System. In practice, the actual data coming from the accounts
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or statistics provided by elementary units will not be fully
consistent for various reasons, and so achieving the
consistency required by the System requires a large amount of
additional work.

Analysing flows and stocks

Basically, the purpose of a system of national accounts is to
record economic flows and stocks. Economic flows can be
thought of in various ways. Consider the question “Who does
what?” “Who” refers to the economic agent engaged in doing
something, the operator. “What” is connected with the kind of
action this agent is undertaking. In a few cases, the answer to
this simple question provides a good preliminary
characterization of an economic flow. However, in general the
question is too simple to provide even a rough economic
description of a specific flow. Take the example of somebody
buying a loaf of bread. In order to characterize the flow, it is
necessary to consider from whom this loaf of bread is bought
(a baker or a supermarket) and what is given in exchange (a
coin or a note). So the starting question is transformed into
“Who does what with whom in exchange for what?” This
rather simple flow involves two operators (a buyer, a seller),
two main actions (a purchase, a sale), two secondary actions (a
payment, a receipt) and two objects (bread, a coin or a note).
Again, a complete description would require more
information: at least the weight, kind and price of the bread.

The picture in the real world is still more complicated. Before
this flow occurred, the seller had a certain quantity of bread in
his shop; afterwards he has less bread but more money. The
buyer had a certain amount of money, now he has less money
but some bread (before eating it). So the flow between them
has changed their initial situations. This means that flows
cannot be looked at in isolation; the situations before and after
a flow occurs need to be considered. At those two points in
time, one must ask the question “Who has what?” The baker
not only has bread and currency, he also has a house with the
shop, baking equipment, some flour, a deposit in a bank, a car,
etc. In other words, he has (he owns) a certain stock of
objects. The same is true for the buyer. In addition to what
they are in themselves, flows modify stocks. Flows and
changes in stocks are intrinsically connected. The previous
question is again transformed into “Who does what with whom
in exchange for what with what changes in stocks?”

However, the various ways of looking at this example have not
yet been exhausted. Before the baker can sell bread, he has to
bake it. He uses flour, water, electricity, baking equipment,
etc. So, an additional question is “Who does what by what
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means?”” What he does can also be characterized in two ways:
his activity (to bake) and the result of it (a product: bread).
With respect to the buyer one can ask “Why does he buy
bread?”” The obvious purpose is to eat, as food; however, it
could be to give to a beggar, as charity. This raises the
question “Who does what for what purpose?”

Adding all the questions together results in a rather complex
combination of simple links: “Who does what, with whom, in
exchange for what, by what means, for what purpose, with
what changes in stocks?” Answering these questions for all
economic flows and stocks and operators in a given economy
would provide an enormous amount of information describing
the complete network of economic interrelations. However, it
would require an enormous amount of basic data, which are
not always available nor complete in that they may cover only
certain aspects of the complex chain of questions. Further, it is
necessary to organize the recording of economic flows and
stocks in a comprehensible way, as discussed in the next
section.

Recording flows and stocks

Users’ needs set certain requirements for the accounting
framework. The first requirement is that it should provide a
picture of the economy, but the picture must be simplified in
order to be both comprehensible and manageable. The second
requirement is that it should faithfully represent economic
behaviour by covering all important aspects in a balanced way
without neglecting or giving too little emphasis to some
aspects or giving others too much prominence. Finally, it
should portray all significant economic interrelations and the
results of economic activity.  Although meeting these
requirements is necessary, they are somewhat contradictory.
Achieving the right balance between them is not easy. Too
great a simplification can lose sight of or neglect important
aspects of economic behaviour; too detailed a portrayal of
reality can overburden the picture and reduce insight; too
much sophistication can lower comprehension and mislead
some users; and so on.

To meet these requirements, the System uses a limited number
of basic categories to analyse and aggregate certain aspects
(Who? What? What purpose? What stocks?) of the very
numerous elementary flows. However, the System simplifies
the picture it gives of the economic interrelations by not
recording the “from-whom-to-whom?” question in a fully
systematic way; that is, it does not always depict the network
of flows between the various types of operators. Consider
three units, A, B and C, each of which makes payments of the
same type to the other two; they might be three shop-keepers,

The conceptual elements of the System

The System contains a number of conceptual elements that
determine the accounting framework of the System and permit
various aspects of the questions raised above to be answered.
These concepts are:
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for example, who sell different types of goods. Suppose A
buys 2 from B and 3 from C; B buys 6 from A and 1 from C; C
buys 4 from each of A and B. A full articulation of the flows
could be captured in a three-by-three table as follows:

A B c Total
purchases
A 2 3 5
B 6 1 7
C 4 4 8
Total )y g 4 20
sales

Although only the purchases were specified, it follows that the
receipts of each unit are also available in the table. The totals
in the right-most column show the total purchases of each of
the three units and the bottom-most row shows the total
receipts by each of the three units. The sum of each must,
obviously, be the same since each is the sum of all entries
within the table. Within the central framework, the full detail
of the flows from each of A, B and C to each of the others is
not generally shown; it is sufficient to show only the totals in
the right-most column and the bottom-most row and know that
these must balance.

In some presentations, particularly those using a matrix format
of presentation, some of these extra details may be shown.
Discussion of this appears in chapters 14, 28 and 29. Even in
the central framework, the full detail may be available. For
example if in some case A, B and C do not interact with one
another but only with another unit G, as is the case in the
payment of taxes, then there are only four entries to be shown;
the payments by each of A, B and C and the receipts by G.

Another case where the System introduces a simplification is
in terms of the “what in exchange for what?” question; that is,
it does not indicate, for example, the specific nature of the
financial counterpart (currency or deposit or short-term loan,
etc.) for the purchases of goods and services or the payment of
taxes.

The fact that the System is integrated, although articulated in
only two and not three dimensions, does not reduce its
consistency requirements. In effect, the purpose of the System
is to derive national accounts that are as consistent as they
would be if they were fully articulated; each economic flow or
stock should be measured identically for both parties involved.
The consistency in the System is achieved by applying the
same concepts and definitions throughout and also by using a
single strict set of accounting rules.

a. Institutional units and sectors (who?);
b. Transactions and other flows (what?);

c. Assets and liabilities (what stocks?);
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d. Products and producing units (other aspects of who and
what?);

e. Purposes (why?).
They are presented in turn.
Institutional units and sectors

The fundamental units identified in the System are the
economic units that can engage in the full range of transactions
and are capable of owning assets and incurring liabilities on
their own behalf. These units are called institutional units.
Further, because they have legal responsibility for their
actions, institutional units are centres of decision-making for
all aspects of economic behaviour. In practice, some
institutional units are controlled by others and thus in such
cases autonomy of decision is not total and may vary over
time. Legally independent holding of assets and liabilities and
autonomous behaviour do not always coincide. In the System,
preference is generally given to the first aspect because it
provides a better way to organize the collection and
presentation of statistics even if its usefulness is limited in
some cases.

Institutional sectors

The institutional units are grouped together to form
institutional sectors, on the basis of their principal functions,
behaviour and objectives:

a. Non-financial corporations: institutional units that are
principally engaged in the production of market goods and
non-financial services;

b. Financial corporations: institutional units that are
principally engaged in financial services including
intermediation;

¢. General government: institutional units that, in addition to
fulfilling their political responsibilities and their role of
economic regulation, produce services (possibly goods) for
individual or collective consumption mainly on a non-
market basis and redistribute income and wealth;

d. Households: institutional units consisting of one individual
or a group of individuals. All physical persons in the
economy must belong to one and only one household. The
principal functions of households are to supply labour, to
undertake final consumption and, as entrepreneurs, to
produce market goods and non-financial (possibly
financial) services. The entrepreneurial activities of a
household consist of unincorporated enterprises that
remain within the household except under certain specific
conditions.

e. Non-profit institutions serving households (NPISHSs): legal
entities that are principally engaged in the production of
non-market services for households or the community at
large and whose main resources are voluntary
contributions.
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Each sector, contains a number of sub-sectors distinguished
according to a hierarchical classification (described in chapter
4). A sub-sector comprises entire institutional units, and each
institutional unit belongs to only one sub-sector though
alternative groupings are possible. The distinction between
public, national private and foreign controlled corporations and
between various socio-economic groups of households is
included in the System in order to respond to policy concerns.

Delimitation of the total economy and the rest of the
world

The total economy is defined in terms of institutional units. It
consists of all the institutional units which are resident in the
economic territory of a country. The economic territory of a
country, although consisting essentially of the geographical
territory, does not coincide exactly; some additions and
subtractions are made (see chapter 26). The concept of
residence in the System is not based on nationality or legal
criteria. An institutional unit is said to be a resident unit of a
country when it has a centre of economic interest in the
economic territory of that country; that is, when it engages for
an extended period (one year or more being taken as a
practical guideline) in economic activities on this territory.
The institutional sectors referred to above include only resident
units.

Resident units engage in transactions with non-resident units
(that is, units that are residents of other economies). These
transactions are the external transactions of the economy and
are grouped in the account of the rest of the world. Strictly
speaking, the rest of the world is the account of transactions
occurring between resident and non-resident units, but it may
also be seen as the whole group of non-resident units that enter
into transactions with resident units. In the System’s
accounting structure, the rest of the world plays a role similar
to that of an institutional sector, although non-resident units
are included only in so far as they are engaged in transactions
with resident institutional units.

Transactions and other flows

Institutional units fulfil various economic functions; that is,
they produce, consume, save, invest, etc. They may engage in
various types of production (agriculture, manufacturing, etc.)
as entrepreneurs, providers of labour or suppliers of capital. In
all aspects of their economic functions and activities, they
undertake a great number of elementary economic actions.
These actions result in economic flows, which, however they
are characterised (wages, taxes, fixed capital formation, etc.),
create, transform, exchange, transfer or extinguish economic
value; they involve changes in the volume, composition or
value of an institutional unit’s assets or liabilities. The
economic value may take the form of ownership rights on
physical objects (a loaf of bread, a dwelling) or intangible
assets (a film original) or of financial claims (liabilities being
understood as negative economic value). In all cases,
economic value is potentially usable to acquire goods or
services, pay wages or taxes, etc.

Most economic actions are undertaken by mutual agreement
between institutional units. They are either an exchange of
economic value or a voluntary transfer by one unit to another
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of a certain amount of economic value without a counterpart.
These actions undertaken by mutual agreement between two
institutional units are called transactions in the System. The
System also treats certain economic actions involving only a
single institutional unit as transactions. They are described as
internal, or intra-unit, transactions. For example, own-account
fixed capital formation is treated as a transaction between a
unit in its capacity as a producer with itself in its capacity as an
acquirer of fixed capital. Such transactions are similar in
nature to actions undertaken by mutual agreement by two
different institutional units.

However, not all economic flows are transactions. For
example, certain actions undertaken unilaterally by one
institutional unit have consequences on other institutional units
without the latter’s consent. The System records such actions
only to a limited extent, essentially when governments or other
institutional units take possession of the assets of other
institutional units, including non-resident units, without full
compensation. In fact, unilateral economic actions bearing
consequences, either positive or negative, on other economic
units (externalities) are much broader but such externalities are
not recorded in the System. Human action may result in the
transfer of natural assets to economic activities and the
subsequent transformation of these assets. These phenomena
are recorded in the System as economic flows, bringing in
economic value. Non-economic phenomena, such as wars and
natural disasters, may destroy economic assets, and this
extinction of economic value must be accounted for. The
value of economic assets and liabilities may change during the
time they are held as stocks, as a consequence of changes in
prices. These and similar flows that are not transactions,
which are called other economic flows in the System, are
described in chapter 12.

Economic flows can be actual, observable flows or they can be
built up or estimated for analytical purposes. Certain flows
may be directly observed in value terms. This is the case for
monetary transactions between two institutional units, such as
a purchase or sale of a good or the payment of a tax. Other
two-unit flows are observable but cannot be immediately
valued. These flows include barter of goods and services or
education services consumed by students and provided free of
charge by government; a value in money terms has to be
attributed to them. Barter is an example of a two-unit flow
involving a “quid pro quo” that is, a flow in one direction is
linked to a counterpart flow in the opposite direction; a social
assistance benefit in cash is a two-unit flow that does not
involve a quid pro quo. Another kind of flow involves only
one institutional unit.  Such flows may be physically
observable, as in the case of output for own-account
consumption or capital formation, or destruction by natural
catastrophes. A value has to be attributed to them (this may be
fairly easy in certain cases, such as when output is mostly
sold).  Other intra-unit, or internal, flows may not be
observable as such; accounting entries are then constructed in
order to measure economic performance correctly. This is the
case for the consumption of fixed capital or the revaluation of
assets and liabilities. Certain inter-units flows, like reinvested
earnings on foreign direct investment, are also accounting
entries created for analytical purposes.  Finally, some
observable monetary transactions are not recorded as they are
observed in practice because they are of a composite nature
(nominal interest, total insurance premiums) or their legal
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nature does not correspond to their economic one (financial
leasing). Consequently, for the System, they are split up into
various components and their classification and routing are
modified.

Although monetary transactions have a basic role in the
valuation of flows in the System, non-monetary transactions
are also significant. They include flows of goods and services
that take place between institutional units for which values
have to be estimated and also some flows that are assumed to
take place within units. The relative importance of non-
monetary transactions varies according to the type of economy
and the objectives pursued by the accounting system.
Although the volume of non-monetary flows is generally
greater for less developed economies than for developed ones,
even for the latter it is not negligible.

Main types of transactions and other flows

Elementary transactions and other flows are innumerable.
They are grouped into a relatively small number of types
according to their nature. The System’s main classification of
transactions and other flows includes four first-level types,
with each subdivided according to a hierarchical classification.
It is designed to be used systematically in the accounts and
tables of the central framework and cross-classified with
institutional sectors, industry and product, and purpose
classifications. A full set of transactions and their codes
appear in annex 1.

Transactions in goods and services (products) describe the
origin (domestic output or imports) and use (intermediate
consumption, final consumption, capital formation or exports)
of goods and services. By definition, goods and services in the
System are always a result of production, either domestically
or abroad, in the current period or in a previous one. The term
products is thus a synonym for goods and services.

Distributive transactions consist of transactions by which the
value added generated by production is distributed to labour,
capital and government and transactions involving the
redistribution of income and wealth (taxes on income and
wealth and other transfers). The System draws a distinction
between current and capital transfers, with the latter deemed to
redistribute saving or wealth rather than income. (This is
discussed in detail in chapter 8.)

Transactions in financial instruments (or financial
transactions) refer to the net acquisition of financial assets or
the net incurrence of liabilities for each type of financial
instrument. Such changes often occur as counterparts of non-
financial transactions.  They also occur as transactions
involving only financial instruments. Transactions in
contingent assets and liabilities are not considered transactions
in the System (see chapter 11).

Other accumulation entries cover transactions and other
economic flows not previously taken into account that change
the quantity or value of assets and liabilities. They include:
acquisitions less disposals of non-produced non-financial
assets; other economic flows of non-produced assets, such as
discovery or depletion of subsoil resources or transfers of other
natural resources to economic activities; the effects of non-
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economic phenomena such as natural catastrophes and
political events (wars for example) and finally, they include
holding gains or losses, due to changes in prices, and some
minor items (see chapter 12).

Characteristics of transactions in the System

In order to provide more useful answers to the questions raised
in the analysis of flows, some transactions are not recorded in
the System as they might be directly observed. The System
often uses categories which are more closely identified with an
economic concept. For example, gross fixed capital formation,
a sub-category of transactions in goods and services, is broader
than the limited coverage thought of as “purchases of fixed
assets”. In order to be closer to an economic concept, it covers
the acquisition of new and existing fixed assets, through
purchases, barter transactions or own-account capital
formation, less the disposal of existing assets, through sales or
barter transactions.

As the previous example shows, the System also often uses
categories which are compacted, that is, are the result of
combining a number of elementary transactions. “Changes in
inventories”, for example, is the difference between entries
into and withdrawals from inventories and recurrent losses.
The same netting happens for transactions in financial
instruments. All transactions in an instrument held as an asset
(or as a liability) are grouped under the heading of this
instrument. The item “loans,” for example, covers issuance of
new loans, conversions, and redemptions or cancellations of
existing loans. Finally, some categories of transactions in the
System, such as distributive transactions concerning interest
and net non-life insurance premiums, require an actual
transaction to be split into parts.

Assets and liabilities

Assets and liabilities are the components of the balance sheets
of the total economy and institutional sectors. In contrast to
the accounts that show economic flows, a balance sheet shows
the stocks of assets and liabilities held at one point in time by
each unit or sector or the economy as a whole. Balance sheets
are normally constructed at the start and end of an accounting
period but they can in principle be constructed at any point in
time. However, stocks result from the accumulation of prior
transactions and other flows, and they are modified by future
transactions and other flows. Thus stocks and flows are
closely related.

The coverage of assets is limited to those assets which are
subject to ownership rights and from which economic benefits
may be derived by their owners by holding them or using them
in an economic activity as defined in the System. Most
consumer durables, human capital and natural resources that
are not capable of bringing economic benefits to their owners
are outside the scope of assets in the System.

The classification of assets distinguishes, at the first level,
financial and non-financial (produced and non-produced)
assets (see chapter 10). Most non-financial assets generally
serve two purposes. They are primarily objects usable in
economic activity and, at the same time, serve as stores of
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value. Financial assets are necessarily and primarily stores of
value, although they may also fulfil other functions.

Products and producing units
Products

Goods and services, also called products, are the result of
production.  They are exchanged and used for various
purposes; as inputs in the production of other goods and
services, as final consumption or for investment. Here again
the System makes a conceptual distinction between market,
own final use and non-market goods and services, allowing in
principle any kind of good or service to be any of these three

types.
Producing units

Institutional units such as corporations may produce various
types of goods and services. These goods and services result
from processes of production which may differ as regards
materials and supplies consumed, kind of equipment and
labour employed and techniques used. In other words, they
may come from different production activities. In order to
study transactions in goods and services in detail, the System
uses the Central Product Classification (CPC).

To study production and production functions in detail, it is
necessary to refer to more homogeneous units. The ideal
solution would be to be able to identify and observe units that
engaged in only one production activity. As it is also necessary
to give a picture of the distribution of production in space, this
unit should also be in a single location or nearby sites. In
practice, it is not always feasible to distinguish units of
production engaged in a single activity, and for which the
necessary data are available, inside multi-activity units,.
Inevitably, therefore, some secondary activities that cannot be
separated are covered. For that reason, for the detailed study
of production, the System uses a unit which, in addition to its
principal activity, may cover secondary activities. This unit is
the establishment.

Establishments that have the same principal activity are
grouped into industries according to the International Standard
Industrial Classification of All Economic Activities (ISIC,
Revision 4).

Given the fundamental role played by the market in modern
economies, the System distinguishes, as an essential feature of
its structure, between establishments that are market
producers, producers for own final use and non-market
producers. Market establishments produce goods and services
mostly for sale at prices that are economically significant.
Producers for own final use produce goods and services mostly
for final consumption or fixed capital formation by the owners
of the enterprises in which they are produced. Non-market
establishments supply most of the goods and services they
produce without charge or at prices that are not economically
significant.

There is a hierarchical relationship between institutional units
and establishments. An institutional unit contains one or more
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entire establishment(s); an establishment belongs to one and
only one institutional unit.

5. Purposes

2.42  The concept of purpose, or function, relates to the type of need
a transaction or group of transactions aims to satisfy or the
kind of objective it pursues. Transactions are first analysed in

C. Rules of accounting
1. Introduction
Terminology for the two sides of the accounts

243 The System utilizes the term resources for transactions
which add to the amount of economic value of a unit or a
sector appear. For example, wages and salaries are a
resource for the unit or sector receiving them. Resources
are by convention put on the right-hand side of the current
accounts. The left-hand side of the accounts, which
includes transactions that reduce the amount of economic
value of a unit or sector, is termed uses. To continue the
example, wages and salaries are a use for the unit or sector
that must pay them.

2.44  Balance sheets are presented with liabilities and net worth
(the difference between assets and liabilities) on the right-
hand side and assets on the left-hand side. Comparing two
successive balance sheets, gives changes in liabilities and
net worth and changes in assets.

2.48

2.45 The accumulation accounts and balance sheets being fully
integrated, the right-hand side of the accumulation accounts
is called changes in liabilities and net worth and their left-
hand side is called changes in assets. In the case of
transactions in financial instruments, the changes in
liabilities are often referred to as (net) incurrence of
liabilities and the changes in assets as (net) acquisition of
financial assets.

2.49

Change of ownership and the recording of
transactions in goods and services

246 A good may be held and be processed by a unit that does
not have title to the ownership of the good. One example is
a good given to a unit for repair. The activity of the
repairer is only the cost incurred to effect the repair and the
cost of the good being repaired does not feature in the
accounts of the repairer. This is obvious and
uncontroversial for every day types of repairs such as
repairing shoes or a vehicle. However, the same principle
also applies when one unit processes goods on behalf of
another unit. For example, one unit may receive a set of
components from another unit and return the assembled
product.

2.50

2.47  Within the System, a distinction is made between legal
ownership and economic ownership. The criterion for
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the System according to their nature. Then, for certain sectors
or kind of transactions, they are analysed from the expenditure
side, by purpose, answering the earlier question “for what
purpose?” Classification by purpose is described in the context
of the supply and use tables in chapter 14.

recording the transfer of products from one unit to another in the
System is that the economic ownership of the product changes
from the first unit to the second. The legal owner is the unit
entitled in law to the benefits embodied in the value of the
product. A legal owner may, though, contract with another unit
for the latter to accept the risks and rewards of using the product
in production in return for an agreed amount that has a smaller
element of risk in it. Such an example is when a bank legally
owns a plane but allows an airline to use it in return for an agreed
sum. It is the airline that then must take all the decisions about
how often to fly the plane, to where and at what cost to the
passengers. The airline is then said to be the economic owner of
the plane even though the bank remains the legal owner. In the
accounts, it is the airline and not the bank that is shown as
purchasing the plane. At the same time, a loan, equal in value to
payments due to the bank for the duration of the agreement
between them is imputed as being made by the bank to the airline.

The same principle applies to goods sent abroad for processing.
If the processor is not concerned about how and where and for
how much the item he is assembling is sold, the economic
ownership remains with the legal owner. Even though the goods
may physically pass from one country to another, they are not
treated as imports and exports because the economic ownership
has not changed.

Within a large enterprise with several specialised establishments,
it is not immediately obvious whether a delivery of goods from
one establishment to another is to be recorded or not. Since all
the establishments have the same ownership, the distinction
between economic and legal ownership needs refining. The
criterion used is to record a delivery when the receiving unit
assumes the responsibility, in terms of economic risks and
rewards, of the items delivered. If the receiving unit does not
accept this responsibility, for example by returning the processed
items to the original sending unit, then it is only performing a
service on the items and they are not recorded as being delivered
from the first unit to the second.

Double entry or quadruple entry

For a unit or sector, national accounting is based on the principle
of double entry, as in business accounting. Each transaction must
be recorded twice, once as a resource (or a change in liabilities)
and once as a use (or a change in assets). The total of transactions
recorded as resources or changes in liabilities and the total of
transactions recorded as uses or changes in assets must be equal,
thus permitting a check of the consistency of the accounts.
Economic flows that are not transactions have their counterpart
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directly as changes in net worth, by construction. This is  2.55

shown in section D below (and also in chapter 12, which
describes the other changes in the volume of assets account
and the revaluation account).

The implications of the double entry principle are easy to
grasp in a number of cases: a household’s purchase on
credit of a consumer good will appear as a use under final
consumption expenditure and as an incurrence of a liability

under loans, for example. If this good is paid for in cash, 2.56

however, the picture is less simple: the counterpart of a use
under final consumption is now a negative acquisition of
assets, under currency and deposits, for instance. Other
transactions are even more complicated. Output of goods is
recorded as a resource in the account of a producer, its
counterpart among uses is recorded as a positive change in
inventories. When the output is sold, there is a negative
change in inventories, that is, a negative acquisition of
assets, balanced by a positive acquisition of assets, for
instance under currency and deposits. In many instances, as
explained earlier, the difficulty of seeing how the double
entry principle applies is due to the fact that the categories

of transactions in the System are compacted. 257

In principle, the recording of the consequences of an action
as it affects all units and all sectors is based on a principle
of quadruple entry, because most transactions involve two
institutional units. Each transaction of this type must be
recorded twice by each of the two transactors involved. For
example, a social benefit in cash paid by a government unit
to a household is recorded in the accounts of government as
a use under the relevant type of transfers and a negative
acquisition of assets under currency and deposits; in the
accounts of the household sector, it is recorded as a
resource under transfers and an acquisition of assets under
currency and deposits.
applies even when the detailed from-whom-to-whom
relations between sectors are not shown in the accounts.
Correctly recording the four transactions involved ensures
full consistency in the accounts.

As noted in the introduction, the data available to the
national accounts compiler may not in practice initially
satisfy the consistency requirements of the System. The
accounts of the nation are not kept in the same way as a
business unit or government, that is, by actually recording
all flows occurring in a given period. They rely on
accounts of various units that are not always consistent,
complete or even available. For household accounts in
particular, other statistics such as those from household
surveys have to be used. Reconciling disparate data sources
within the consistency constraints imposed by the
quadruple entry principle is fundamental to compiling a
complete set of accounts.

Time of recording

One implication of the quadruple entry principle is that
transactions, or other flows, when relevant, have to be
recorded at the same point of time in the various accounts
in question for both units involved. The same applies to
stocks of financial assets and liabilities.

3/31/2008
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2.58

2.59

2.60

The general principle in national accounting is that transactions
between institutional units have to be recorded when claims and
obligations arise, are transformed or are cancelled. This time of
recording is called an accrual basis. Transactions internal to one
institutional unit are equivalently recorded when economic value
is created, transformed or extinguished. Generally speaking, all
transactions, however they are described, can always be viewed
as dealing with economic value.

One has thus to distinguish carefully between a transaction and
the corresponding cash movement which takes place, except for a
transaction in kind, at a given point of time. Even when a
transaction (a purchase or sale of a good, for example) and the
payment or receipt are simultaneous, the two aspects exist. The
purchaser incurs a liability, the seller acquires a claim as a
counterpart of the delivery of the good. Then the liability and the
claim are cancelled by the payment. In most cases there is a delay
between the actual transaction and the corresponding payment or
receipt. In principle, national accounts record actual transactions,
not on a cash basis, but on an accrual basis. Conceptually they
follow the same principle as business accounting.

Although the principle is clear, its implementation is far from
simple. Institutional units do not always apply the same rules.
Even when they do, differences in actual recording may occur for
practical reasons such as delays in communication.
Consequently, transactions may be recorded at different times by
the transactors involved, sometimes even in a different accounting
period.  Discrepancies exist which national accounts must
eliminate by after-the-fact adjustments. In addition, because the
time at which a claim or liability arises is not always
unambiguous, further implementation problems arise. The rules
and conventions adopted in the System for particular transactions
are specified in subsequent chapters, in particular in chapter 3.

Valuation
General principles

Also following from the quadruple entry principle, a transaction
must be recorded at the same value through all the accounts of
both sectors involved. The same principle applies to assets and
liabilities. It means that a financial asset and its liability
counterpart have to be recorded for the same amount in the
creditor and the debtor accounts.

Transactions are valued at the actual price agreed upon by the
transactors. Market prices are thus the basic reference for
valuation in the System. In the absence of market transactions,
valuation is made according to costs incurred (for example, non-
market services produced by government) or by reference to
market prices for analogous goods or services (for example,
services of owner-occupied dwellings).

Assets and liabilities are recorded at current values at the time to
which the balance sheet relates, not at their original valuation.
Theoretically, national accounts are based on the assumption that
the values of assets and liabilities are continuously up-rated to
current values, even if in fact up-rating occurs only periodically.
The appropriate valuation basis for assets and liabilities is the
value at which they might be bought in markets at the time the
valuation is required. Ideally, values observed in markets or
estimated from observed market values should be used. When
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this is not possible, current values may be approximated for
balance sheet valuation in two other ways, by accumulating
and revaluing transactions over time or by estimating the
discounted present value of future returns expected from a
given asset (see also chapter 13).

Internal transactions are valued at current values at the time
these transactions occur, not at the original valuation.
These internal transactions include entries in inventories,
withdrawals from inventories, intermediate consumption
and consumption of fixed capital.

Methods of valuation

Various methods of treating taxes on products, subsidies,
and trade and transport margins in valuing transactions on
products (goods and services) exist.

The preferred method of valuation of output is at basic 4.

prices, although producers’ prices may be used when
valuation at basic prices is not feasible. The distinction is
related to the treatment of taxes and subsidies on products.

Basic prices are prices before taxes on products are added 2.68

and subsidies on products are subtracted. Producers’ prices
include, in addition to basic prices, taxes less subsidies on
products other than value added type taxes. Thus three
valuations of output may be encountered: at basic prices, at
producers’ prices in the absence of value added type taxes,

and at producers’ prices in the presence of value added type 5 gg

taxes.

In the same set of accounts and tables, all transactions on
the uses of goods and services (such as final consumption,
intermediate consumption, capital formation) are valued at
purchasers’ prices. Purchasers’ prices are the amounts paid
by the purchasers, excluding the deductible part of value
added type taxes. Purchasers’ prices are the actual costs to
the users.

2.70

The various methods of valuing output, with intermediate
consumption always at purchasers’ prices, imply
consequences for the content and uses of value added (the
difference between output and intermediate consumption)
by a producer, a sector or an industry. When output is

valued at basic prices, value added includes besides primary 271

incomes due to labour and capital, only taxes less subsidies
on production other than taxes less subsidies on products;
when output is valued at producers’ prices, value added
includes taxes, less subsidies, on products other than value
added type taxes (which means all taxes, less subsidies, on
products when value added type taxes do not exist). A
complementary definition of value added is at factor cost,
which excludes taxes on production of any kind.

Volume measures and measures in real terms

Up until this point, only current values have been described.
In addition, the System includes calculation of some
transactions in volume terms, that is, the use of the systems
of prices which prevailed in a past period. The changes
over time in the current values of flows of goods and
services and of many kinds of assets can be decomposed
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2.67

into changes in the prices of these goods and services or assets
and changes in their volumes. Flows or stocks in volume terms
take into account the changes in the price of each item covered.
However, many flows or stocks do not have price and quantity
dimensions of their own. Their current values may be deflated by
taking into account the change in the prices of some relevant
basket of goods and services or assets, or the change in the
general price level. In that case, flows or stocks are said to be in
real terms (at constant purchasing power). For example, the
System provides for the calculation of income in real terms.
Inter-spatial comparisons raise similar but even more complex
problems than inter-temporal comparisons. The additional
difficulty is due mainly to the fact that countries at different
stages of development are involved.

Both inter-temporal and inter-spatial measures are discussed in
chapter 15.

Consolidation and netting
Consolidation

Consolidation may cover various accounting procedures. In
general, it refers to the elimination, both from uses and resources,
of transactions which occur between units that are grouped
together and to the elimination of financial assets and the
counterpart liabilities.

For sub-sectors or sectors, as a matter of principle flows between
constituent units are not consolidated. However, consolidated
accounts may be built up for complementary presentations and
analyses. Even then, transactions appearing in different accounts
are never consolidated to avoid changing the balancing items.
Consolidation may be useful, for example, for the government
sector as a whole, thus showing the net relations between
government and the rest of the economy. This possibility is
elaborated in chapter 22.

Accounts for the total economy, when fully consolidated, give
rise to the rest of the world account (external transactions
account).

Netting

Consolidation must be distinguished from netting. For current
transactions, netting refers to offsetting uses against resources.
The System does this only in a few specific instances; for
example, taxes on products may be shown net of subsidies on
products. For changes in assets or changes in liabilities, netting
may be envisaged in two ways. The first case is where various
types of changes in assets (for example, entries in inventories and
withdrawals from inventories) or various types of liabilities (for
example, incurrence of a new debt and redemption of an existing
debt) are netted. The second case is where changes in financial
assets and changes in liabilities (or, in the balance sheet, financial
assets and liabilities themselves) related to a given financial
instrument are netted. As a matter of principle, the System
discourages netting beyond the degree shown in the
classifications of the System. Netting financial assets (changes in
financial assets) against liabilities (changes in liabilities) is
especially to be avoided. Netting is discussed in chapters 3 and
11.
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D. The accounts
1. Introduction b. An integrated presentation of the accounts including the
goods and services account, the accounts for the rest of the
2.72  With the tools introduced in sections B and C above, all flows world and an examination of the aggregates of the System;
and stocks can be recorded. This is done in the accounts of the and
System. Each account relates to a particular aspect of
economic behaviour. It contains flows or stocks and shows the c. The other parts of the accounting structure.
entries for an institutional unit, a group of units such as a
sector or the rest of the world. Typically the entries in the 2, The full sequence of accounts
account do not conceptually balance so a balancing item must
be intro_duced. Balanci_ng items are meaningful measures of 577  Before presenting the full sequence of accounts for
economic performance in themselves. When calculated for the institutional units and sectors, some preliminary remarks are
whole economy, they constitute significant aggregates. useful. The purpose of this sub-section is to explain the
accounting structure of the System in general, not to show the
2.73  The accounts can be divided into two main classes: precise content of the accounts for each specific unit or sector.
The accounting structure is uniform throughout the System. It
a. The integrated economic accounts; and applies to all institutional units, sub-sectors, sectors and the
total economy. However, some accounts may not be relevant
b. The other parts of the accounting structure. for certain sectors. Similarly, not all transactions are relevant
for each sector and, when they are, they may constitute
2.74  The integrated economic accounts use the first three of the resources for some sectors and uses for others.
conceptual elements of the System described in section B,
(institutional units and sectors, transactions and assets and ~ 2.78  Another remark relates to the way the classification of
liabilities) together with the concept of the rest of the world to transactions is used when presenting the general structure of
form a wide range of accounts. These include the full the accounts. Section B above shows only the main categories
sequence of accounts for institutional sectors, separately or of transactions, not the detailed ones which are displayed in
collectively, the rest of the world and the total economy. The the relevant chapters of the manual. However, in order to
full sequence of accounts is described briefly below. A full make the accounts clear, it is necessary to include a number of
description of each of the accounts concerned is the subject specific transactions.  This is done by using the actual
matter of chapters 6 to 13. The rest of the world account is classification of transactions in the System at a level of detail
described in chapter 26. sufficient for a good understanding of the accounts. However,
definitions of these transactions are not given at this stage,
2.75 The other parts of the accounting system bring in the three unless absolutely necessary. However, the coding schemes
other conceptual elements from section B, that is, used in the accounts is |n_cluded_. The f_uII list of transactlon_s,
establishments, products and purposes as well as population other flows and assets with their associated codes appears in
and employment. The accounts covered here include the Annex 1.
supply and use framework, which is the subject of chapter 14,
population and employment tables which are described in  2.79 It is also worth noting that balancing items can be expressed
chapter 19, the three dimension analysis of financial gross or net, the difference being the consumption of fixed
transactions and stocks of financial assets and liabilities, capital. Conceptually, net balancing items are much more
showing the relations between sectors (from-whom-to-whom) meaningful. ~ However, gross concepts, specifically gross
described in chapter 27 and functional analyses, whereby aggregates, are widely used and gross accounts are often
certain transactions of institutional sectors are presented estimated more easily, accurately and promptly than the net
according to the purpose they serve. These appear in a number ones. In order to accommodate both solutions and to ease the
of chapters including chapter 14. integrated presentation of the accounts and aggregates, a
double presentation of balancing items is allowed.
2.76  The sections following are devoted to:
2.80 Finally, it has to be said that the sequence of accounts shows
a. The full sequence of accounts; the accounting structure of the System; it is not necessarily a
format for publishing the results.
Table 2.1: The production account
Uses Resources
P1 Output
p2 Intermediate consumption
B1 Value added
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The three sections of the sequence of accounts

intermediate consumption are shown in total only, not broken
down by products.

2.81 The accounts are grouped into three categories: current
accounts, accumulation accounts, balance sheets. 2.87  The balancing item of the production account is value added.
Like all items in the current accounts, the balancing item may
2.82  Current accounts deal with production, the generation, be measured gross or net.
distribution and use of income. Each account starts with the
balancing item of the previous one recorded as resources. The The distribution of income accounts
last balancing item is saving which, in the context of the
System, is that part of income originating in production, 288  The process of distribution and redistribution of income is so
domestically or abroad that is not used for final consumption. important that it is worth distinguishing various steps and
depicting them separately in different accounts. The
2.83  Accumulation accounts cover changes in assets and liabilities distribution of income is decomposed into three main steps:
and changes in net worth (the difference for any institutional primary distribution, secondary distribution and redistribution
unit or group of units between its assets and liabilities). The in kind. As long as all kinds of distributive current
accounts concerned are the capital account, financial account, transactions included in the System are actually measured,
the other changes in the volume of assets account and the increasing the number of accounts adds very little to the work
revaluation account.  The accumulation accounts show all already done, but it allows the introduction of balancing items
changes which occur between two balance sheets. Balance that are meaningful concepts of income.
sheets present stocks of assets and liabilities and net worth.
Opening and closing balance sheets are included with the full The primary distribution of income account
sequence of accounts. Even when balance sheets are not
compiled, a clear understanding of the conceptual relationship 2 89 The primary distribution of income account shows how gross
between accumulation accounts and balance sheets is value added is distributed to labour, capital, government and,
necessary if the accumulation accounts themselves are to be where necessary, flows to and from the rest of the world. In
correctly elaborated. fact the primary distribution of income account is never
presented as a single account but always as two sub-accounts.
The production account The first of these is the generation of income account (shown
in table 2.2) in which value added is distributed to labour
2.84  The production account (shown in table 2.1), is designed to (compensation of employees), capital and government (taxes
show value added as one of the main balancing items in the on production and imports less subsidies as far as they are
System.  Consequently, it does not cover all transactions included in the valuation of output). The distribution to capital
linked with the production process, but only the result of appears as the balancing item in this account, operating surplus
production (output) and the using up of goods and services or mixed income.
when producing this output (intermediate consumption).
Intermediate consumption does not cover the progressive wear 290  The allocation of primary income account (table 2.3) shows
and tear of fixed capital. The latter is recorded as a separate the remaining part of the primary distribution of income. It
transaction (consumption of fixed capital) which is the contains operating surplus or mixed income as a resource. It
difference between the gross and net balancing items. records, for each sector, property income receivable and
payable, and compensation of employees and taxes, less
2.85 As already explained in section C, different types of valuation subsidies, on production and imports receivable by households
of output may be used according to the choice made between and government, respectively. Since transactions of this kind
basic prices and producers’ prices and, in the latter case, the may appear in the rest of the world account, these must be
existence or absence of value added type taxes. Consequently, included also.
the extent to which taxes (less subsidies) on products are
included in value added differs. 291 The balancing item of the allocation of primary income
account (and of the complete primary distribution of income
2.86  All institutional sectors have a production account. However, account) is the balance of primary income.
in the production account of institutional sectors, output and
Table 2.2: The generation of income account
Uses Resources
B1 Value added
D1 Compensation of employees
D2 Taxes on production and imports
D3 Subsidies (-)
B2 Operating surplus, net
B3 Mixed income, net
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Table 2.3: The allocation of primary income account

Uses

Resources

B2 Operating surplus, net

B3 Mixed income, net

D1 Compensation of employees

D2 Taxes on production and imports
D3 Subsidies (-)

D4 Property income D4 Property income

B5 Balance of primary incomes B5

2.92  For non-financial and financial corporations, the allocation of allocation of primary income account of households (adjusted
primary income account is further subdivided in order to show of course for external flows in compensation of employees).
an additional balancing item, entrepreneurial income, which is Then they are recorded as uses in the secondary distribution of
closer to the concept of current profit before tax familiar in income account of households (and possibly of the rest of the
business accounting. This balancing item and the related sub- world), and as resources of the sectors managing social
accounts are shown in chapter 7. insurance schemes. All employers’ social contributions follow

this route. This way of recording transactions as if they
The secondary distribution of income account followed another course is often called “rerouting”.

2.93 The secondary distribution of income account (table 2.4) 2.95 The balancing item of the secondary distribution of income
covers redistribution of income through transfers other than account is disposable income. For households, this is the
social transfers in kind made by government and NPISHs to income which can be used for final consumption expenditure
households. ~ Social transfers in kind are recorded in the and saving. For non-financial and financial corporations,
redistribution of income in kind account. The secondary disposable income is income not distributed to owners of
distribution of income account records as resources, in equity remaining after taxes on income are paid.
addition to balance of primary incomes, current taxes on
income, wealth, etc. and other current transfers except social The redistribution of income in kind account
transfers in kind. On the uses side, the same types of transfers
are also recorded. Since these transfers are resources for some 296  Because of the nature of the transactions concerned, this
sectors and uses for others also, their precise content varies account is significant only for government, households and
from one sector to another NPISHs. The redistribution of income in kind account (table

2.5) records as resources disposable income and, for

294 It is worth explaining in some detail here the way social households, social transfers in kind. Then, on the uses side,
contributions are recorded in the System. Although employers social transfers in kind appear for government and NPISHSs.
normally pay social contributions on behalf of their employees Social transfers in kind cover two more elements in the
directly to the social insurance schemes, in the System these portrayal of the redistribution process. The first of these is
payments are treated as if they were made to employees who non-market production by government and NPISHs of
then make payments to social insurance schemes. In terms of individual services and the second is the purchase by
the accounts, this means that they first appear as a component government and NPISHs of goods and services for transfer to
of compensation of employees in the use side of the generation households free or at prices that are not economically
of income account of employers and the resource side of significant.

Table 2.4: The secondary distribution of income account
Uses Resources
B5 Balance of primary incomes

D5 Current transfers D5 Current transfers

D51 Current taxes on income, wealth, etc. D51 Current taxes on income, wealth, etc.

D52 Net social contributions D52 Net social contributions

D53 Social benefits other than social transfers in kind D53 Social benefits other than social transfers in kind

D54 Other current transfers D54 Other current transfers

B6 Disposable income

Table 2.5. The redistribution of income in kind account
Uses Resources
B6 Disposable income
D6 Social transfers in kind D6 Social transfers in kind
B7 Adjusted disposable income
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2.97 The purpose of this account is fourfold. In the first place it final consumption (in the use of adjusted disposable income
aims at giving a clearer picture of the role of government as account).
the provider of goods and services to individual households.
Secondly, it delivers a more complete measure of household 2,101 Final consumption expenditure covers transactions on final
income. Thirdly, it facilitates international comparisons and consumption of goods and services for which a sector is the
comparisons over time when economic and social ultimate bearer of the expense. Government and NPISHs
arrangements differ or change. Fourthly, it gives a more produce non-market goods and services in their production
complete view of the redistribution process between sub- account, where intermediate consumption or compensation of
sectors or other groupings of households. Redistribution of employees are recorded as uses. Final consumption
income in kind is a tertiary distribution of income. expenditure of these producers relates to the value of their
output of non-market goods and services, less their receipts
2.98 The balancing item of the redistribution of income in kind from the sale of non-market goods and services at prices which
account is adjusted disposable income. are not economically significant. However, it also covers
goods and services that are purchased by government or
The use of income accounts NPISHs for ultimate transfer, without transformation, to
households.
2.99 The use of income account exists in two variants, the use of
disposable income account (table 2.6) and the use of 2.102 Actual final consumption of households covers goods and
disposable income account (table 2.7). The use of disposable services which are effectively available for individual
income account has the balancing item from the secondary consumption by households, regardless of whether the ultimate
distribution of income account, disposable income, as a bearer of the expense is government, NPISHs or households
resource. The use of adjusted disposable income account has themselves. ~ Actual final consumption of government and
the balancing item from the redistribution of income in kind NPISHs is equal to consumption expenditure less social
account, adjusted disposable income, as a resource. Both transfers in kind, or, in other words, collective consumption.
accounts show how, for those sectors that undertake final
consumption (that is, government, NPISHs and households), 2.103 At the total economy level, disposable income and adjusted
disposable income or adjusted disposable income is allocated disposable income are equal, as are final consumption
between final consumption and saving. In addition, both expenditure and actual final consumption. They differ only
variants of the use of income account include, for households when considering the relevant sectors. For each sector, the
and for pension funds, an adjustment item (D.7 change in difference between final consumption expenditure and actual
pension entitlements) which relates to the way transactions final consumption is equal to social transfers in kind, provided
between households and pension funds are recorded in the or received. It is also equal to the difference between
System. This adjustment item, which is explained in chapter disposable income and adjusted disposable income. Thus the
9, is not discussed here. figures for saving are the same in both variants of the use of
income account as income on the resources side and
2.100 The difference between the resources of the two variants of the consumption on the uses side differ by the same amount.
use of income account depends on which balancing item is
carried down from an earlier account. In terms of uses, the  2.104 The balancing item of the use of income account, in its two
difference is between whether final consumption expenditure variants, is saving. Saving ends the sub-sequence of current
is recorded (in the use of disposable income account) or actual accounts.
Table 2.6: The use of disposable income account
Uses Resources
B6 Disposable income
P3 Final consumption expenditure P3
D7 Change in pension entitlements D7 Change in pension entitlements
B8 Saving
Table 2.7: The use of adjusted disposable income account
Uses Resources
B7 Adjusted disposable income
P4 Actual final consumption P4
D7 Change in pension entitlements D7 Change in pension entitlements
B8 Saving
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The accumulation accounts

capital transfers payable (with a minus sign) in order to arrive
at that part of changes in net worth due to saving and capital

2.105 Saving, being the balancing items of all current transactions or transfers. The capital account includes among uses the various
accounts is the starting element of accumulation accounts. types of investment in non-financial assets. ~ Because
consumption of fixed capital is a negative change in fixed
2.106 A first group of accounts covers transactions which would assets, it is recorded, with a negative sign, on the left-hand side
correspond to all changes in assets or liabilities and net worth of the account. Recording gross fixed capital formation less
if saving and capital transfers were the only sources of changes consumption of fixed capital on the same side is equivalent to
in net worth. The accounts concerned are the capital account recording net fixed capital formation.
and the financial account.  These two accounts are
distinguished in order to show a balancing item which is useful ~ 2.109 The balancing item of the capital account is called net lending
for economic analysis, that is, net lending or net borrowing. when positive and measuring the net amount a unit or a sector
finally has available to finance, directly or indirectly, other
2.107 A second group of accounts relates to changes in assets, units or sectors, or net borrowing when negative,
liabilities and net worth due to other factors. Examples are corresponding to the amount a unit or a sector finally is
discoveries or depletion of subsoil resources, destruction by obliged to borrow from others.
political events, such as war, or by natural catastrophes, such
as earthquakes. Such factors actually change the volume of The financial account
assets, either physically or quantitatively. Other changes in
assets may also be linked with changes in the level and 2.110 The financial account (table 2.9) records transactions in
structure of prices. In the latter case, only the value of assets financial instruments for each financial instrument. These
and liabilities is modified, not their volume. Thus the second transactions in the System show net acquisition of financial
group of accumulation accounts is subdivided between an assets on the left-hand side or net incurrence of liabilities on
account for other changes in volume of assets and an account the right-hand side.
for revaluation.
2.111 The balancing item of the financial account is again net
The capital account lending or net borrowing, which appears this time on the
right-hand side of the account. In principle, net lending or net
2.108 The capital account (table 2.8) records transactions linked to borrowing is measured identically in both the capital and
acquisitions of non-financial assets and capital transfers financial accounts. In practice, achieving this identity is one of
involving the redistribution of wealth. The right-hand side the most difficult tasks in compiling national accounts.
includes saving, net, and capital transfers receivable and
Table 2.8: The capital account
Changes in assets Changes in liabilities and net worth
B8 Saving
P51g Gross fixed capital formation
P6 Consumption of fixed capital (-)
P52 Changes in inventories
P53 Acquisitions less disposals of valuables
NP Acquisitions less disposals of non-produced assets
D8r Capital transfers, receivable (+)
D8p Capital transfers payable (-)
B101 Changes in net worth due to saving and capital transfers
Net lending (+) / net borrowing (-)
Table 2.9: The financial account
Changes in assets Changes in liabilities and net worth
Net lending (+) / net borrowing (-)
Net acquisition of financial assets Net acquisition of financial liabilities
F1 Monetary gold and SDRs F1 Monetary gold and SDRs
F2 Currency and deposits F2 Currency and deposits
F3 Debt securities F3 Debt securities
F4 Loans F4 Loans
F5 Equity and investment fund shares F5 Equity and investment fund shares
F6 Insurance, pension and standardised guarantee schemes F6 Insurance, pension and standardised guarantee schemes
F7 Financial derivatives and employee stock options F7 Financial derivatives and employee stock options
F8 Other accounts receivable/payable F8 Other accounts receivable/payable
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The other changes in the volume of assets account

item records the full change in value of the various assets or
liabilities due to the change in the prices of those assets and

2.112 The other changes in the volume of assets account (table 2.10) liabilities since the beginning of the accounting period or the
records the effect of exceptional events that cause not only the time of entry and the time of exit or the end of the accounting
value but also the volume of assets and liabilities to vary. In period.
addition to the kind of events referred to above, such as the
consequences of war or earthquakes, this account also includes ~ 2.114 Just as transactions and other flows in assets appear on the left
some adjustment elements such as changes in classification of the account and transactions in liabilities on the right, so
and structure which may or may not have an influence on net nominal gains or losses on assets appear on the left-hand side
worth (see chapter 12). The balancing item, changes in net of the revaluation account, while nominal gains and losses on
worth due to other changes in volume of assets, is recorded on financial liabilities are recorded on the right-hand side. A
the right-hand side. positive revaluation of financial liabilities is equivalent to a

nominal holding loss; a negative revaluation of liabilities is
The revaluation account equivalent to a nominal holding gain.

2.113 The revaluation account (table 2.11) records holding gains or ~ 2.115 The balancing item of the revaluation account is changes in

losses. It starts with nominal holding gains and losses. This net worth due to nominal holding gains and losses.
Table 2.10: The other changes in the volume of assets account
Changes in assets Changes in liabilities and net worth

K1 Economic appearance of assets K1 Economic appearance of assets

K2 Economic disappearance of non-produced assets K2 Economic disappearance of non-produced assets

K3 Catastrophic losses K3 Catastrophic losses

K4 Uncompensated seizures K4 Uncompensated seizures

K5 Other changes in volume n.e.c. K5 Other changes in volume n.e.c.

K6 Changes in classification K6 Changes in classification

Total other changes in volume Total other changes in volume
AN1 Produced assets AN1 Produced assets
AN2 Non-produced assets AN2 Non-produced assets
AF Financial assets AF Financial assets
AF8 Other accounts receivable/payable AF8 Other accounts receivable/payable
B102 Changes in net worth due to other changes in volume of assets
Table 2.11: The revaluation account
Changes in assets Changes in liabilities and net worth
Nominal holding gains and losses
AN Non-financial assets AN Non-financial assets
AN1 Produced assets AN1 Produced assets
AN2 Non-produced assets AN2 Non-produced assets
AF Financial assets/liabilities AF Financial assets/liabilities
B103 Changes In net worth due to nominal holding gain and losses
Neutral holding gains and losses
AN Non-financial assets AN Non-financial assets
AN1 Produced assets AN1 Produced assets
AN2 Non-produced assets AN2 Non-produced assets
AF Financial assets/liabilities AF Financial assets/liabilities
B1031 Changes In net worth due to neutral holding gains and losses
Real holding gains and losses
AN Non-financial assets AN Non-financial assets
AN1 Produced assets AN1 Produced assets
AN2 Non-produced assets AN2 Non-produced assets
AF Financial assets/liabilities AF Financial assets/liabilities
B1037 Changes N NEt Worth gue 10 real Nolding gains ana 10sses
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2.116 Nominal holding gains and losses are subdivided between two Balance sheets
components. The first shows the revaluation in proportion to
the general price level which is obtained by applying, during 2,119 The opening and closing balance sheets (table 2.12), display
the same periods of time, an index of the change in general assets on the left-hand side, liabilities and net worth on the
price level to the initial value of all assets or liabilities, even to right-hand side. Assets and liabilities, as previously explained,
those that are fixed in monetary terms. The results of this are valued at the prices of the date a balance sheet is
operation are called neutral holding gains and losses because established.
all assets and liabilities are revalued so as to preserve exactly
their purchasing power. 2.120 The balancing item of balance sheets is net worth, the
difference between assets and liabilities.  Net worth is
2.117 The second component of holding gains and losses shows the equivalent to the present value of the stock of economic value
difference between nominal holding gains and losses and a unit or a sector holds.
neutral holding gains and losses. This difference is called real
holding gains and losses. If the nominal holding gains and 5 127 The changes in balance sheet recapitulate the content of the
losses are higher than the neutral holding gains and losses, accumulation accounts, that is, the entry for each asset or
there is a real holding gain, due to the fact that on average the liability is the sum of the entries in the four accumulation
actual prices of the assets in question have increased more (or accounts corresponding to that asset or liability. The changes
decreased less) than the general price level. In other words, in net worth can be calculated from these entries but must by
the relative prices of its assets have increased. Similarly, a definition be equal to the changes in net worth due to saving
decrease in relative prices of assets leads to a real holding loss. and capital transfers from the capital account plus changes in
net worth due to other changes in the volume of assets from
2.118 Each of the three types of holding gains or losses are the other changes in the volume of assets account plus nominal
subdivided according to the main groups of assets and holding gains and losses from the revaluation account.
liabilities, a decomposition which is necessary even in a
simplified accounting presentation. Changes in net worth due 5 125 Conceptually, the entries for the closing balance sheet are
to nominal holding gains and losses can be subdivided into equal, asset by asset and liability by liability to the entries in
changes due to neutral holding gains and losses and changes the opening balance sheet plus the changes recorded in the four
due to real holding gains and losses. accumulation accounts.
Table 2.12:The opening balance sheet, changes in assets and liabilities and closing balance sheet
Stocks and changes in assets Stocks and changes in liabilities
Opening balance sheet
AN Non-financial assets AN Non-financial assets
AN1 Produced assets AN1 Produced assets
AN2 Non-produced assets AN2 Non-produced assets
AF Financial assets/liabilities AF Financial assets/liabilities
B0 Net worth
Changes in balance sheets
AN Non-financial assets AN Non-financial assets
AN1 Produced assets AN1 Produced assets
AN2 Non-produced assets AN2 Non-produced assets
Ak Financial assets/liabilities Ak Financial assets/liabilities
B10 Changes in net worth, total
B101 Saving and capital transfers
B102 Other changes in volume of assets
B103 Nominal holding gains and losses
Closing balance sheet
AN Non-financial assets AN Non-financial assets
AN1 Produced assets AN1 Produced assets
AN2 Non-produced assets AN2 Non-produced assets
AF Financial assets/liabilities AF Financial assets/liabilities
B0 Net worth
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An integrated presentation of the accounts

It is now possible to put together the various elements which
have been introduced in the previous sub-sections and to
present in detail the integrated economic accounts. Table 2.13
gives a simplified version of the integrated current accounts. It
is formed by taking each of tables 2.1, 2.2, 2.3, 2.4 and 2.6 and
placing them immediately one under the other. In this
presentation the transactions and other flows are shown in the
middle of the table with columns to the left for the uses and
columns to the right for resources. In a full presentation of this
type there would be one column for each sector or sub-sector
of interest. In the interest of introducing the table in a simple
manner, only four columns are shown in table 2.13. The first
of these represents the sum of all the five sectors of the total
economy (non-financial corporations, financial corporations,
general government, NPISHs and households). There follows
a column for the rest of the world, then one headed goods and
services and the last is a column representing the sum of the
previous three. This column has little economic meaning but
is a critical way of ensuring that the tables are complete and
consistent since the totals on the left-hand side and right-hand
side of the accounts must be equal line by line. (When
balancing items are shown as the last item in one account and
the first in the next account, this equality is misaligned but still
obvious.)

Table 2.14 shows the continuation of the integrated accounts,
including the accumulation accounts and balance sheets as
previously presented in tables 2.8, 2.9, 2.10, 2.11 and 2.12.
Here the columns to the left represent assets or changes in
assets and columns to the right liabilities or changes in
liabilities and net worth. Together tables 2.13 and 2.14 make
up the integrated economic accounts. The data in the two
tables are drawn from the numerical example that runs through
the entire manual. The tables for each account in chapters 6 to
13 are expanded versions of the tables shown here with
columns for all institutional sectors and a full set of
transactions and other flows for each of these accounts. A
composite version of the tables, with all the details just
mentioned, appears in Annex 2.

The integrated economic accounts give a complete picture of
the accounts of the total economy including balance sheets, in
a way which permits the principal economic relations and the
main aggregates to be shown. This table shows,
simultaneously, the general accounting structure of the System
and presents a set of data for the institutional sectors, the
economy as a whole and the rest of the world.

The presentation of the integrated accounts in this form is one
of several ways in which a bird’s eye view of the accounts can
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2.129

2.130

be obtained. Another way is by means of a diagram such as
figure 2.1, which gives the same information in schematic
form.

The integrated economic accounts provide an overview of the
economy as a whole. As already indicated, the integrated
presentation contains much more than what has actually been
included in the table and may be used for giving a more
detailed view if so desired. Columns might be introduced for
sub-sectors. The rest of the world column can subdivided
according to various geographical zones. The column for
goods and services may show market goods and services
separately. The classification of transactions in the rows might
be used at more detailed levels, and so on. However, including
more detail directly in this scheme at the same time would
result in a very complicated and unmanageable table. For this
reason, more detailed analysis of production and transactions
in goods and services, transactions in financial instruments,
detailed balance sheets, as well as analysis by purpose are
done in other frameworks. These are presented in the next
section and their links with the integrated economic accounts
are also explained.

The rest of the world accounts

The rest of the world account covers transactions between
resident and non-resident institutional units and the related
stocks of assets and liabilities where relevant.

As the rest of the world plays a role in the accounting structure
similar to that of an institutional sector, the rest of the world
account is established from the point of view of the rest of the
world. A resource for the rest of the world is a use for the
nation and vice versa. If a balancing item is positive, it means
a surplus of the rest of the world and a deficit of the nation,
and vice versa if the balancing item is negative.

The external account of goods and services is shown at the
same level as the production account for institutional sectors.
Imports of goods and services (499) are a resource for the rest
of the world, exports (540) are a use. The external balance of
goods and services is (-41). With a positive sign, it is a surplus
of the rest of the world (a deficit of the nation) and vice versa.
To this are added or deducted the various kinds of taxes,
compensation of employees and other current transfers payable
to, and receivable from, the rest of the world. The current
external balance is -32, indicating a deficit for the rest of the
world but a surplus for the national economy. Again, if it had
a positive sign, it would be a surplus of the rest of the world (a
deficit of the nation).
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Table 2.13: Integrated presentation of the full sequence of current accounts

Uses Resources
S1 S2 S1 S2
(5] = () =]
g = S o g Z & g
S o @D & S o @D &
E§ BT 8= £ , - E§ BT 8z =
5 g ge 8 2 k] Code Transactions and balancing items 5 g ege 8 2 ]
499 499 P8 Imports of goods and services 499 499
540 540  P7 Exports of goods 540 540
Production account
3604 3604 Pl Output 3604 3604
1883 1883 P2 Intermediate consumption 1883 1883
141 141 D21 Taxes on products 141 141
-8 -8 D31 Subsidies on products (-) -8 -8
1854 1854 Blg Value added, gross / Gross domestic product
222 222 P6 Consumption of fixed capital
1632 1632  Bln Value added, net/ Net domestic product
i -41 Bl External balance of goods and services

Generation of income account

Bln Value added, net / Net domestic product 1632 1632
769 769 D1 Compensation of employees
235 235 D2 Taxes on production and imports
141 141 D21 Taxes on products
94 94 D29 Other taxes on production
-44 -44 D3 Subsidies
-8 -8 D31 Subsidies on products
-36 -36 D39 Other subsidies on production
240 240  B2n Operating surplus, net
432 432 B3n Mixed income, net
Allocation of primary income account
Operating surplus, gross 452 459
Mixed income, gross 442 442
Operating surplus, net 240 247
Mixed income, net 432 432
6 6 D1 Compensation of employees 773 2 775
0 D2 Taxes on production and imports 235 235
0 D3 Subsidies - 44 - 44
413 63 476 D4 Property income 438 38 476
1661 1661 B5n Balance of primary income, net / National income, net 0
Secondary distribution of income account
Balance of primary incomes, gross / National income, gross 1883 1883
Balance of primary income, net / National income, net 1661 1661
1212 17 1229 D5 Current transfers 1174 55 1229
212 1 213 D51 Current taxes on income, wealth, etc. 213 0 213
283 16 299 D54 Other current transfers 244 55 299
1623 1623 Disposable income, net
Use of disposable income account
Disposable income, gross 1845 1845
Disposable income, net 1623 1623
1399 1399 P3 Final consumption expenditure 1399 1399
11 0 11 D7 Change in pension entitlements 11 0 11
446 446  B8g Saving, gross
224 224 B8n Saving, net
-32 -32 B2 Current external balance
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Changes in assets

Table 2.14: Integrated presentation of the full sequence of accumulation accounts and balance sheets

Changes in liabilities and net worth

S1 S2 S1 S2
(5] =] [} =]
g = 89 g £ T
52 gz= €% = . - 28 z= 8L 3
eg c8 33 © Code Transactions and balancing items 58 &% 8% 8
Capital account
B8n Saving, net 224 224
B12 Current external balance -32 -32
414 414 P5g Gross capital formation 414 414
192 192 P51n Net capital formation 192 192
376 376 P51g Gross fixed capital formation 376 376
-222 -222 P6 Consumption of fixed capital -222 -222
AN11 Gross fixed capital formation by type of asset
28 28 AN12 Changes in inventories 28 28
10 10 AN13 Acquisitions less disposals of valuables 10 10
0 0 NP Acquisitions less disposals of non-produced assets 0 0
D8r Capital transfers, receivable 62 4 66
D8p Capital transfers, payable - 65 -1 - 66
Changes in net worth due to saving and capital transfers 221 -29 192
29 -29 0 Net lending (+) / net borrowing (-)
Financial account
Net lending (+) / net borrowing (-) 29 -29 0
450 37 487 Net acquisition of financial assets/liabilities 421 66 487
=l 1 0F1 Monetary gold and SDRs
97 11 108 F2 Currency and deposits 110 -2 108
82 9 91 F3 Debt securities 71 20 91
77 4 81 F4 Loans 36 45 81
117 2 119 F5 Equity and investment fund shares 105 14 119
48 0 48 F6 Insurance, pension and standardised guarantee schemes 48 0 48
14 0 14 F7 Financial derivatives and employee stock options 11 3 14
16 10 26 F8 Other accounts receivable/payable 40 -14 26
Other changes n the volume of asssets account
15 15 Total other changes in volume -2 -2
-7 -7 AN1 Produced assets
17 17 AN2 Non-produced assets
5 5| AF Financial assets -2 -2
0 0 AF8 Other accounts receivable/payable
Changes in net worth due to other changes in volume of assets 17
Revaluation account
Nominal holding gains and losses
280 280 AN Non-financial assets
84 7 91 AF Financial assets/liabilities 76 3 79
Changes in net worth due to nominal holding gains/losses 288 4 292
Neutral holding gains and losses
198 198 AN Non-financial assets
136 12 148 AF Financial assets/liabilities 126 6 132
Changes in net worth due to neutral holding gains/losses 208 6 214
Real holding gains and losses
82 82 AN Non-financial assets
-52 -5 -57 AF Financial assets/liabilities -50 -3 -53
Changes in net worth due to real holding gains/losses 80 -2 78
Opening balance sheet
4821 4821 AN Non-financial assets
8031 805 8836 Ak Financial assets/liabilities 7762 1074 8836
Net worth 5090 =769 18721
Total changes in assets and liabilities
499 499 AN Non-financial assets
539 44 583 Ak Financial assets/liabilities 495 69 564
Changes In net worth, fotal 535 -5 510
Changes in net worth due to :
Saving and capital transfers 230 -29 201
Other changes in volume of assets 17 17
Nominal holding gains/losses 288 4 292
Closing balance sheet
5320 5320 AN Non-financial assets
8570 849 9419 AF Financial assets/liabilities 8257 1143 9400
Net worth 56725 -294 5331
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Goods and
services

Figure 2.1: Diagram of the integrated accounts for the total economy

Liabilities
Net worth

Opening stocks

Non-financial assets
Financial assets
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3/31/2008 2-21




The goods and services account

detailed picture of complex economies, so the calculation of
the aggregates is neither the sole nor the main purpose of

2.131 As noted above, the integrated presentation of the account national accounting; nevertheless summary figures are very
includes a column on each side labelled goods and services. Important.
Entries in these columns reflect the various transactions in
goods and services that appear in the accounts of the 2.134 Some aggregates may be obtained directly as totals of
institutional sectors. Uses of goods and services in the particular transactions in the System; examples are final
institutional sectors accounts are reflected on the right-hand consumption, gross fixed capital formation and social
column for goods and services; resources of goods and contributions. Others may result from aggregating balancing
services in the institutional sectors accounts are reflected on items for the institutional sectors; examples are value added,
the left-hand column for goods and services. On the resources balance of primary incomes, disposable income and saving.
side of the table, the figures appearing in the column for goods They may need some further elaboration. However, some of
and services are the counterparts of the uses made by the them are so commonly used that they deserve additional
various sectors and the rest of the world: exports (540), explanation at this early stage.
intermediate consumption (1 883), final consumption (1 399),
gross fixed capital formation (376), changes in inventories (28) ~ 2.135 An overview of the aggregates in the System and the accounts
and acquisitions less disposals of valuables (10). On the use in which they appear is given in figure 2.2.
side of the table, the figures in the column for goods and
services are the counterparts of the resources of the various Gross domestic product (GDP)
sectors and the rest of the world: imports (499) and output (3
?r?:)rles-,l;i(rii 2? dgrggl:ﬁtesex(éizsur??sbm?l'lﬁs)cg?e?e:sz Ic?fciﬁﬁse?teomn 2.136 Basically, GDP derives from the concept of value added.
. - : . Gross value added is the difference between output and
\(;?srtl:isssi?)%cggdl\;?lu;gorfhi% S\/ggt);or?lg?UtTfI]se V{frltu?dosgsigf :Eg intermediate consumption. GDP is the sum of gross value
total) of taxes on products (less subsidies), thr;t is r?ot incI)l/Jded added of all resident produc.er' units plus that part (p_ossiply the
in the value of output does not originate in any specific sector Fotal) Of. taxes, Iess_ subsidies, on products which is not
] A included in the valuation of output.
or industry; it is a resource of the total economy. In the
numerical example taxes, less subsidies, on products (133) are . .
shown directly in the column for goods and services. They are 2137 Next, GDP is also equal to the sum of the final uses of goods
a component of the value of the supply of goods and services and services (all uses except intermediate consumption)
which has no counterpart in the value of the output of any measured at pl_Jrchasers prices, less the value of imports of
institutional sector. goods and services.
2.132 The goods and services accounts is a particularly important 2.138 F_ma!ly, GDP s _also equal to th? sum of primary incomes
account as it forms the basis of the most familiar definition of distributed by resident producer units.
GDP. Table 2.15 show the account in the same format as
earlier tables in the chapter (though with numeric values Net and gross measures
included).
2.139 The concept of value added should conceptually exclude the
The aggregates allowance for consumption of fixed capital. The latter, in
effect, is not newly created value, but a reduction in the value
2.133 The aggregates of the System, such as value added, income, of previously created fixed assets when they are used up in the
consumption and saving, are composite values which measure production process. Thus, theoretically, value added is a net
one aspect of the activity of the entire economy. They are concep_t. This conclu§|0n applies to domestic product as well;
summary indicators and key magnitudes for purposes of theoretl_cally, domestic produgt shoulq be a net concept. Net
macroeconomic analysis and comparisons over time and space. domestic _produc_t (N[.)P) is obtained by deducting the
The System aims to provide a simplified but complete and consumption of fixed capital from GDP.
Table 2.15 The goods and services account
Uses Resources
P2 Intermediate consumption 1883 P1 Output 3604
P3 Final consumption expenditure 1399 P8 Imports of goods and services 499
P5g Gross capital formation 414 D21 Taxes on products 141
P51g Gross fixed capital formation 376 D31 Subsidies on products (-) -8
P52 Changes in inventories 28
P53 Acquisitions less disposals of valuables 10
P7 Exports of goods 540
Total uses 4236 Total resources 4236
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2.140 However,

gross measures of product and income are
commonly used for various reasons. The depreciation of fixed
assets as calculated in business accounting does not generally
meet the requirements of the System. The calculation of
consumption of fixed capital requires that statisticians estimate
the present value of the stock of fixed assets, the lifetime of
various types of assets, patterns of depreciation, etc. Not all
countries make such calculations, and when they do there may
be differences in methodology (with some of them using

business data even when inadequate). Consequently, gross
figures are more often available, or available earlier, and they
are generally considered more comparable between countries.
So GDP is broadly used even if it is, on a conceptual basis,
economically inferior to NDP. However, NDP should also be
calculated, with improved estimates of consumption of fixed
capital when necessary, in order to provide a significant tool
for various types of analysis.

Figure 2.2: Summary of the main accounts, balancing items and main aggregates

Account

Balancing item Main aggregates

Current accounts

Production account

Production account B1 Value added Domestic product (GDP,NDP)
Distribution and use of income accounts
Primary distribution of income accounts
Generation of income account B2  Operating surplus
B3 Mixed income
Allocation of primary income account B5  Balance of primary income National income (GNI,NNI)
Entrepreneurial income account B4  Entrepreneurial income
Allocation of other primary income account B5  Balance of primary income
Secondary distribution of income account B6  Disposable income National disposable income
Redistribution of income in kind account B7  Adjusted disposable income
Use of income accounts
Use of disposable income account B8  Saving
Use of adjusted disposable income account B8  Saving National saving
Accumulation accounts
Capital account B9 Netborrowing(+)/ net lending (-)
Financial account B9 Net borrowing(+)/ net lending (-)
Other changes in assets accounts
Other changes in the volume of assets account
Revaluation account
Balance sheets
Opening balance sheet B90  Networth National wealth
Changes in assets and liabilities B10  Changes in net worth
Closing balance sheet B90  Networth National wealth
Contributions to change in net worth
Capital account B101 Change in net worth due to saving and capital transfers
Other changes in the volume of assets account B102 Change in net worth due to other changes in the volume of assets
Revaluation account B103 Changes in the value of net worth due to nominal holding gains and losses
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Gross national income (GNI)

Primary incomes generated in the production activity of
resident producer units are distributed mostly to other resident
institutional units; however, part of them may go to non-
resident units.  Symmetrically, some primary incomes
generated in the rest of the world may come from resident
units. This leads to the definition and measurement of gross
national income (GNI). GNI is equal to GDP less primary
incomes payable to non-resident units plus primary incomes
receivable from non-resident units. In other words, GNI is
equal to GDP less taxes (less subsidies) on production and
imports, compensation of employees and property income
payable to the rest of the world plus the corresponding items
receivable from the rest of the world. Thus GNI is the sum of
gross primary incomes receivable by resident institutional
units or sectors. In contrast to GDP, GNI is not a concept of
value added, but a concept of income.

By deducting the consumption of fixed capital from GNI, net
national income (NNI) is obtained. The remarks above about
the conceptual relevance of the net concept in case of product
apply even more strongly to national income.

National disposable income

Primary incomes receivable by resident institutional units may
be used in part to make transfers to non-resident units and
resident units may receive transfers originating out of primary
incomes in the rest of the world. Gross national disposable
income is equal to GNI less current transfers (other than taxes,
less subsidies, on production and imports) payable to non-
resident units, plus the corresponding transfers receivable by
resident units from the rest of the world. Gross national
disposable income measures the income available to the nation
for final consumption and gross saving. By deducting the
consumption of fixed capital from gross national disposal
income, net national disposable income is obtained. National
disposable income is the sum of disposable income of all
resident institutional units or sectors.

Accounts in volume terms

All the aggregates referred to above are calculated in current
values. The influence of changes in prices may also be
eliminated. Domestic product is calculated in volume terms in
order to measure the real change that occurs from one period
to another. This is possible because output, intermediate
consumption and taxes, less subsidies, on products can all be
calculated in volume terms. On the other hand, aggregates of
income may not be expressed in volume terms because income
flows may not, strictly speaking, be broken down into a
quantity and a price component. They may, however, be
calculated at constant purchasing power, or in real terms.
When moving from domestic product in volume terms to
national income in real terms, the effect of changes in the
terms of trade between the total economy and the rest of the
world must be taken into account. The necessary adjustment is
described in chapter 15.
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The other parts of the accounting structure

The central supply and use table and other input-output
tables

The detailed analysis of production by industries and flows of
goods and services by kind of products is an integral part of
the integrated central framework. It would be feasible to
include certain details in the integrated economic accounts
table; for example, the rows for output, intermediate
consumption and value added might be subdivided by kind of
economic activity; the columns for goods and services might
be subdivided by type of products. However, the System does
not adopt this solution, because the table would become
cumbersome. Instead, tables that provide a systematic cross-
classification by institutional sectors and industries of output,
intermediate consumption, and value added and its
components are proposed. They are described in detail in
chapters 14 and 28 but the main features are outlined here.

The production and generation of income accounts in the
integrated economic accounts are given only by institutional
sectors and with a global balance of transactions on goods and
services. The detailed analysis of production activities and
goods and services balances is made in the supply and use
tables presenting:

a. The resources and uses of goods and services for each type
of product;

b. The production and generation of income accounts for
each industry according to kind of economic activity;

c. Data on factors of production (labour and fixed capital)
used by industries are also provided.

The tables of financial transactions and financial assets
and liabilities

The integrated economic accounts show which sectors acquire
which financial assets and incur which liabilities. In order to
examine the working of the financial sector, the first expansion
of the financial account is to distinguish nine sub-sectors
within financial corporations and eight categories of financial
assets and liabilities. The sub-sectors of financial institutions
are discussed in chapter 4 and the details of the financial
instruments is described in chapter 11.

However, as explained in the introduction to this chapter, the
presentation of the financial account as described in this
chapter even with the elaboration of sub-sectors and financial
instruments described in chapters 4 and 11, is still not fully
articulated. 1t shows which sectors and sub-sectors incur loans
and make deposits but it does not allow an in-depth
examination of the intermediation process whereby a financial
institution draws in funds, repackages them and issues them as
other instruments to other units. In order to explore this, a
three-dimensional “from-whom-to-whom” style of
presentation is needed. This is sometimes referred to as a flow
of funds matrix. The three-dimensional table of financial
transactions is usually presented as a series of matrices, one
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matrix for each kind of financial instrument showing the flows
from one sector to another.

As such a presentation is not necessarily useful for actually
presenting the data, other presentations may be preferred in
practice for publication. For example, a detailed classification
of financial instruments combined with a sector classification
may be cross-classified with the sector classification, once to
show changes in the debtor positions of the debtor sectors and
then again to show changes in the creditor positions of the
creditor sectors. As compared to the presentation of the
financial accounts made in the integrated economic accounts,
this means, in short, introducing a sector distinction below
headings of financial instruments when relevant (for a more
complete explanation see chapter 27).

Complete balance sheets and assets and liabilities
accounts

In the integrated economic accounts, balance sheets are
presented in a very aggregated way. For each sector or sub-
sector more complete balance sheets may be built up using the
detailed classification of assets and liabilities when
appropriate. Changes in assets and liabilities for each sector
may also be analysed for each type of asset and liability and
each source of change.

In addition, three-dimensional tables may be elaborated
showing the “from-whom-to-whom” links for each type of
financial instrument, to permit better analysis. The
presentation of such tables is exactly the same as for tables of
financial transactions except that the stock of assets or
liabilities is shown instead of changes in assets or liabilities
and the net financial position of each sector appears instead of
its net lending or borrowing. These tables follows closely the
principles for the similar flow tables and are also described in
chapter 27.

Functional analysis

As explained in section B, the description of a transaction
explains what type of flow is being recorded but it does not

The integrated central framework and flexibility

Applying the central framework in a flexible
way

The central framework of the System is consistent in terms of
its concepts and its accounting structure. Links between the
various elements of the integrated System have been illustrated
in order to depict its structure in a simple but complete way.
That presentation does not imply any order of priority or
frequency (quarterly, annually, etc.) for implementing national
accounts.  Priorities in compiling national accounts are a
matter of statistical policy; no universal recommendation can
be made. (However, some indications relevant to specific
circumstances are provided in relevant handbooks.) Similarly,
the accounting structure does not imply that results always
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explain why the transaction is being entered into. In order to
analyse the purpose of transactions, it is necessary to apply a
functional classification to the basic transaction. For example,
instead of disaggregating household consumption by type of
product, it may be disaggregated to show how much is spent
on food, housing, health, recreation and so on. For
government consumption a distinction may be made between
consumption related to law and order, defence , health or
education, for instance. As compatible but different
classifications are used according to the sector concerned,
these partial analyses by purpose cannot be integrated in a
single table and, in most cases, no exhaustive total for the total
economy can be calculated in the central framework.

Another way of looking at function may be to identify all
expenditure related to a particular functional activity, such as,
for example, environmental protection. This is not (yet) an
area where all relevant expenditures are easily identified and
so it may be desirable to develop this further outside the
central framework in a satellite account.

Population and labour inputs tables

A dimension is added to the usefulness of a number of national
accounts aggregates by calculating these figures per head. For
broad aggregates such as GDP, GNI or household final
consumption, the denominator commonly used is the total
(resident) population. When sub-sectoring the accounts or part
of the accounts of the household sector, data on the number of
households and the number of persons in each sub-sector are
also necessary.

In productivity studies, data on the labour inputs used by each
industry in the process of production are indispensable. Total
hours worked is the preferred measure of labour inputs for the
System. Inferior alternatives are full-time equivalent jobs, the
number of jobs or the number of persons employed.

Data on population and labour inputs must generally be
adjusted in order to be consistent with the System’s concepts,
definitions and classifications. The resulting tables are an
integral part of the System and are explained in chapter 19.

have to be presented exactly as they stand in this or other
chapters. A country may choose to publish mainly time series,
to prepare only some accounts or aggregates, etc.

In general, the System has to be looked at in a consistent but
flexible way. According to analytical requirements and data
availability, the attention paid to various aspects of the central
framework may vary. In general, greater emphasis may be
given to one part rather than another by choosing the level of
disaggregation to adopt for classifications of institutional
sectors, industries, products, transactions (including the
complementary classification), sequence of accounts, etc., by
using different methods of valuation; by using different
priorities for various parts of the accounts and different

2-25



2.159

2.160

2.161

2.162

2.163

Chapter 2 post UNSC

frequencies; by rearranging the results; by introducing some
additional elements, etc.

The household sector provides a good illustration of what may
be done in order to provide an in-depth analysis of the
household conditions and the functioning of the economy as a
whole. A detailed approach to the household sector may be
undertaken, first of all, by deconsolidating the household
sector beyond the sub-sectors included in the main
classification of the System, distinguishing, for instance, the
type of economic activity carried out (formal or informal), the
location of the household (urban or rural) or the level of skill.
Secondly, it is possible to adapt the way household activities
are portrayed in the sequence of accounts. For instance, a
concept of discretionary income may be used by excluding
from disposable income those elements which are provided in
kind and for which the household has no choice on how to
spend this part of income, or the classification of household
transactions may be complemented, to show the industry of
origin of various types of income, and so on.

The flexibility of the System is further illustrated with the
public sector, whose components are systematically shown at
various levels of detail in the classification of institutional
sectors. The components of the public sector may be re-
arranged to group the accounts of the overall public sector.
These accounts may be shown before consolidation and after
consolidation to describe the relations between the public
sector and the private sector and between the public sector and
the rest of the world (by separating out the external
transactions of the public sector).

Chapters 21-29 provide more detailed analyses of the above
examples. They also present illustrations of the flexible uses
of the central framework in the field of key sector accounting,
external accounts problems and the informal economy.

Introducing social accounting matrices

A social accounting matrix (SAM) is a presentation of the
System in matrix terms that permits the incorporation of extra
details of special interest. To date, builders of SAMs have
exploited the flexibility to highlight special interests and
concerns such as disaggregating the household sector, showing
the link between income generation and consumption, etc.
The power of a SAM, as well as of the System, comes from
choosing the appropriate type of disaggregation to study the
topic of interest. In addition to a flexible application and the
inclusion of various complements, SAMs may incorporate
more extensive adjustments, which are of a satellite accounting
nature, in order to serve specific analytical purposes. For
further explanation of the matrix presentation and SAMs, see
chapters 28 and 29

Introducing satellite accounts

In some cases, working with the central framework, even in a
flexible way, is not sufficient. Even when conceptually
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consistent, the central framework may become overburdened
with details. Moreover, some requirements may conflict with
the concepts and architecture of the central framework.

In certain types of analysis, the basic intention is not to use
alternative economic concepts, but simply to focus on a certain
field or aspect of economic and social behaviour in the context
of national accounts. The intent is to make apparent and to
describe in more depth aspects that are hidden in the accounts
of the central framework or surface only to a limited extent.
Tourism is a good example. Various aspects of producing and
consuming activities connected with tourism may appear in
detailed classifications of activities, products and purposes.
However, transactions and purposes specific to tourism appear
separately in only a few cases. In order to describe and
measure tourism in a national accounts framework, it is
necessary to make a choice between two approaches: either
subdivide many elements in the accounts of the central
framework to get the required figures for tourism and pay the
price of overburdening and unbalancing the various
components of the accounts, or elaborate a specific framework
for tourism. The latter approach also allows adaptation of the
various classifications and measurement of additional
aggregates, such as national expenditure on tourism, which
may cover intermediate as well as final consumption.

In other types of analysis, more emphasis is given to
alternative concepts. For instance, the production boundary
may be changed, generally by enlarging it, for example, the
production of domestic services by members of the household
for their own final consumption may be brought within the
production boundary. The concept of fixed assets and the
related fixed capital formation may be broadened, by covering
consumer durables or human capital. It is also possible in
environmental accounting to record the relationships between
natural assets and economic activities differently by recording
the depletion of subsoil or other natural resources and the
degradation of natural assets. In these approaches, the
economic process itself is depicted differently and
complementary or alternative aggregates are calculated. The
analysis of a number of important fields such as social
protection, health or the environment may benefit from
building a framework to accommodate elements which are
included in the central accounts, explicitly or implicitly, plus
complementary elements (either monetary or in physical
quantities) and possibly alternative concepts and presentations.
In all cases, however, the links with the central framework are
made explicit, there are a number of common elements and
any contradictory features are introduced, not by chance, but
after explicitly considering various ways of looking at reality.

Those special constructs, which are consistent with but not
fully integrated the central framework, are called satellite
accounts and are described in more detail in chapter 29.
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Chapter 3: Stocks, flows and accounting rules

Introduction

The SNA is a system of accounts designed to measure
stocks of, and changes in, economic value and to identify the
person, group of persons, legal or social entity with claims
on the economic value. This chapter discusses the concept
of stocks of economic value, the flows that reflect changes
in economic value and the accounting rules applied to the
recording of stocks and flows. In order to portray stocks
and flows in an accounting system, it is necessary to identify
the parties with a claim to economic value measured in
stocks or affected by flows. These parties are the persons,
groups of persons, legal and social entities already referred
to. They are described as institutional units in the System
and are grouped into institutional sectors according to their
economic objectives, functions and behaviour. Units and
sectors are the subject of chapter 4.

Stocks measure economic value at a point in time. Flows
measure changes in economic value over a period of time.
Stocks appear in the balance sheets and related tables (and,
for certain stocks, with the use table in an input-output
context). Flows appear in all the other accounts and tables
of the System. The flow accounts in the full sequence of
accounts for institutional sectors consist of the current
accounts, which deal with production, income and use of
income, and the accumulation accounts, which show all
changes between two balance sheets.

In order to have a system that is complete and consistent, all
changes in economic value between stock measures at two
points in time must be captured in flows. The first
requirement in specifying the accounting conventions is thus
to define precisely what is meant by stocks and flows.
Once that is done, the rules to set the changes in economic
value within an accounting system need to be specified.
These rules are defined so as to ensure that the System is
consistent in terms of value, time of recording and
classification .

Stocks and flows

Stocks are a position in, or holdings of, assets and
liabilities at a point in time. The System records stocks in
accounts, usually referred to as balance sheets, compiled at
the beginning and end of the accounting period. However,
stocks are connected with flows: they result from the
accumulation of prior transactions and other flows, and they
are changed by transactions and other flows in the period.
They result in fact from a continuum of entries and
withdrawals, with some changes in volume or in value
occurring during the time a given asset or liability is held.

An asset is a store of value representing a benefit or series
of benefits accruing to the economic owner by holding or
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using the entity over a period of time. It is a means of
transferring value from one accounting period to another.
Assets may be financial in nature or not. For almost all
financial assets, there is a corresponding [financial] liability.
A liability is established when one unit (the debtor) is
obliged, under specific circumstances, to provide a payment
or series of payments to another unit (the creditor). An
elaboration of these definitions and the concepts embodied in
them as well as a typology of the different assets and liabilities
in the System is given in Section B of this chapter.

Economic flows reflect the creation, transformation,
exchange, transfer or extinction of economic value; they
involve changes in the volume, composition, or value of an
institutional unit’s assets and liabilities. Mirroring the
diversity of the economy, economic flows have specific
natures as wages, taxes, interest, capital flows, etc., that record
the ways in which a unit’s assets and liabilities are changed.

Economic flows consist of transactions and other flows. A
transaction is an economic flow that is an interaction
between institutional units by mutual agreement or an action
within an institutional unit that it is analytically useful to
treat like a transaction, often because the unit is operating in
two different capacities. The value of an asset or a liability
may be affected by economic flows that do not satisfy the
requirements of a transaction. Such flows are described as
“other flows”. Other flows are changes in the value of assets
and liabilities that do not take place via transactions.
Examples are losses due to natural disasters and the effect of
price changes on the value of assets and liabilities.

There is a discussion of the different types of economic flows
in section C of this chapter.

Balancing items

Economic flows are grouped together into accounts with
outflows (which may be called debit entries, uses or changes
in assets) on the left-hand side and inflows (credit entries,
resources, or changes in liabilities or net worth) on the right-
hand side. A balancing item is an accounting construct
obtained by subtracting the total value of the entries on one
side of an account from the total value for the other side. It
cannot be measured independently of the other entries; as a
derived entry, it reflects the application of the general
accounting rules to the specific entries on the two sides of the
account. There is also a balancing item for the balance sheet
where the difference between assets and liabilities is known as
net worth.

Balancing
interesting economic information.

items are constructed because they convey
Many of the key
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aggregates of the System. including GDP actually emerge as
balancing items. Balancing items are discussed in section
D.

Grouping stocks and flows into accounts

The System’s accounts and tables contain information
relating to the economic actions or events that take place
within a given period of time and the effect of these events
on the stocks of assets and liabilities at the beginning and
end of that period.

The flows and stocks are grouped according to the System’s
classification hierarchy, shown in an annex at the end of the
manual. The classification of transactions and other flows
has five headings at the highest level, dealing with
transactions in goods and services, transactions showing
how income is distributed and redistributed within the
System, transactions in non-produced assets, transactions in
financial assets and liabilities, and other accumulation
entries. The classification of stocks in the balance sheets is
by type of asset.

The flows and stocks are entered in the accounts of the
institutional units involved and, accordingly, in the accounts
of the sectors into which the institutional units are grouped.
Institutional units and sectors are the subject of chapter 4.
In general, flows and stocks are entered in the accounts of
the institutional units that own or owned the goods and
assets involved, in the accounts of units that deliver or take
delivery of services, or in the accounts of units that provide
labour and capital or use them in production. For some
purposes, an institutional unit participating in production is
viewed as one or more establishments and establishments
may be grouped into industries. Establishments and
industries are defined and discussed in chapter 5.

Accounting rules

All entries in the accounts have to be measured in terms of
money, and therefore the elements from which the entries
are built up must be measured in terms of money. In some
cases, the amounts entered are the actual payments that form
part of flows that involve money; in other cases the amounts
entered are estimated by reference to actual monetary
values. Money is thus the unit of account in which all stocks
and flows are recorded.

In principle, any lapse of time may be chosen as the
accounting period.  Periods that are too short have the

disadvantage that statistical data are influenced by incidental
factors, while long periods do not adequately portray

Stocks

Stocks relate to the total level of assets or liabilities in an
economy at a point of time. (In balance of payments
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changes going on in the economy. Merely seasonal effects
can be avoided by having the accounting period cover a whole
cycle of regularly recurrent economic phenomena.  Most
business and government accounting refers to complete years.
In general, calendar years or quarters are best suited for
drawing up a full set of national accounts.

The System covers all economic activity in such a way that it
is possible to derive accounts for individual groups of units or
for all units in the economy. To permit this, the accounting
rules ensure consistency with respect to valuation, timing,
classification and grouping of flows and stocks. These rules
are summarized below to provide a context for the discussion
of the nature of stocks, flows, and balancing items in sections
B, C and D.

a. Flows and stocks must be recorded consistently with
respect to their valuation. Entries are at current value on
the market (that is, the amount agreed upon by two parties)
or at its closest equivalent. The value on the market may
need to be adjusted to the coverage of the flow or stock as
defined in the System and expressed appropriately given
the nature of the flow or stock with respect to taxes and
subsidies on products, transport costs and trade margins.

b. Flows and stocks must be recorded consistently with
respect to timing. Flows are recorded at the moment of
accrual within the accounting period (that is, the moment
economic value is created, transformed, exchanged,
transferred or extinguished). Stocks are recorded at the
moment to which the account relates, typically the
beginning or end of the accounting period.

c. Individual flow and stock entries must be recorded
consistently with respect to their classification, at a
minimum, according to categories in the classifications of
transactions, other flows and assets and according to the
categories in the classification of transactors as
(sub)sectors or industries.

d. Depending on the character of the entry, a distinction
should be made between resources and uses or between
assets and liabilities. In the process of grouping, netting is
implicit for several items, but consolidation is not advised.

The basic accounting framework of the System is one of
quadruple accounting. This implies that a transaction gives
rise to two entries for each party to the transaction. There is
vertical consistency within each unit and horizontal
consistency between the two units for each type of entry. The
principles of quadruple accounting are explained in more
detail in section E in this chapter.

methodology, the levels of stocks are referred to as positions.)
In order to discuss stocks, it is necessary to define assets and
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liabilities and these definitions depend crucially on the
concepts of benefits and ownership. Once the definitions
are clear, the way in which assets and liabilities are
classified within a balance sheet are touched on as well as
the way in which items enter and leave the balance sheet.

Benefits

The heart of the System describes how labour, capital and
natural resources including land are used to produce goods
and services. These goods and services are used for the
three economic activities recognised in the System,
production, consumption and accumulation. An economic
benefit is defined as denoting a gain or positive utility
arising from an action. It implies a comparison between
two states. This can be elaborated within the System so that
benefits are seen as rewards for providing services, such as
those of labour and capital to production and also the means
of acquiring goods and services for production, consumption
or accumulation in the current period or in future periods.

Sometimes the immediate benefit is in terms of goods and
services directly, for example own account production or
wages and salaries in kind. More often a benefit is in the
form of the medium of exchange (money), for example as
wages and salaries. Consumption is an activity that takes
place in the current period only but may be financed from
past benefits. Production and accumulation also involve
benefits postponed to future periods.  Thus, means of
allowing benefits to be moved from one accounting period
to another have to be recognised. These take the form of
assets and liabilities where a benefit in one period is
converted to a benefit in one or more future periods.
Similarly goods and services, or current benefits, may be
acquired by committing future benefits in the form of
financial liabilities.

Ownership

Two types of ownership can be distinguished, legal
ownership and economic ownership. The legal owner of
entities such as goods and services, natural resources,
financial assets and liabilities is the institutional unit
entitled in law and sustainable under the law to claim the
benefits associated with the entities.

Sometimes government may claim legal ownership of an
entity on behalf of the community at large. No entity that
does not have a legal owner, either on an individual or
collective basis, is recognised in the System.

The acts of production, consumption and accumulation
involve varying degrees of risk. Two main forms of risk
can be identified. The first sort refers to production. These
arise because of such uncertainties as the demand for goods
and services once produced, developments in the economy
in general and technical innovation that affects the benefits
to be earned from capital and natural resources.  The
consequence is that benefits from capital, natural resources
and labour in the form of operating surplus and income from
employment are not wholly predictable in advance, but
embody a degree of risk.
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The second type of risk refers to the process of transferring
benefits between time periods. It arises because of
uncertainty over interest rates in future periods, which in turn
affects the comparative performance of different types of
benefits.

When economic agents make decisions about consumption or
accumulation, they have to make a judgement about the
relative advantages of benefits being converted to goods and
services in the current period as against conversion in a later
period. Thus all economic activity involves both benefits and
risks. Transferring benefits between time periods inevitably
involves transferring risks also. An agent may opt for a lower
but more certain benefit in future rather than a benefit that
might be higher but is less certain. Of particular interest is the
case when an agent swaps benefits and risks associated with
production with those associated with financial assets and
liabilities.

The economic owner of an entity such as goods and services,
natural resources, financial assets and liabilities is the
institutional unit entitled to claim the benefits associated
with the use of the entity in the course of an economic
activity by virtue of accepting the associated risks.

Every entity has both a legal owner and an economic owner,
though in many cases the economic owner and the legal owner
of an entity are the same. Where they are not, the legal owner
has handed responsibility for the risk involved in using the
entity in an economic activity to the economic owner along
with associated benefits. In return the legal owner accepts
another package of risks and benefits from the economic
owner. In general with in the System, when the expression
“ownership” or “owner” is used and the legal and economic
owners are different, the reference should be understood to be
to the economic owner. Part 5 of chapter 17, on contracts,
leases and licences, discusses a number of cases where legal
and economic ownership varies.

When government claims legal ownership of an entity on
behalf of the community at large, the benefits also accrue to
the government on behalf of the community at large. Thus
government is both the legal and economic owner of these
entities.

The benefits inherent in financial assets and liabilities are
seldom transferred from a legal owner to an economic owner
in exactly the same state. They are usually transformed to
new forms of financial assets and liabilities by the
intermediation of a financial institution that assumes some of
the risk and benefits while passing the balance on to other
units.

The definition of an asset

Leading on from the above it is possible to define an asset as
follows. An asset is a store of value representing a benefit
or series of benefits accruing to the economic owner by
holding or using the entity over a period of time. It is a
means of transferring value from one accounting period to
another.
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All assets in the System are economic assets.  Attributes
such as reputation or skill, which are sometimes described in
common parlance as an asset, are not recognised as such in
the System because they are not economic in nature in the
sense described under ownership.

Financial assets and liabilities

A particularly important mechanism in the economy is the
device whereby one economic unit exchanges a particular
set of benefits with another economic unit. ~Benefits are
exchanged by means of payments. From this a financial
claim, and hence a liability, can be defined. There are no
non-financial liabilities recognised in the System, thus the
term liability necessarily refers to a liability that is financial
in nature.

A liability is established when one unit (the debtor) is
obliged, under specific circumstances, to provide a
payment or series of payments to another unit (the
creditor).  The most common circumstance in which a
liability is established is a legally binding contract that
specifies the terms and conditions of the payment(s) to be
made and payment according to the contract is
unconditional.

In addition, a liability may be established not by contract but
by long and well-recognised custom that is not easily
refuted. In these cases, the creditor has a valid expectation
of payment, despite the lack of a legally binding contract.
Such liabilities are called constructive liabilities.

Whenever either of these types of liability exists, there is a
corresponding financial claim that the creditor has against
the debtor. A financial claim is the payment or series of
payments due to the creditor by the debtor under the terms
of a liability. Like the liabilities, the claims are
unconditional. In addition, a financial claim may exist that
entitles the creditor to demand payment from the debtor but
whereas the payment by the debtor is unconditional if
demanded, the demand itself is discretionary on the part of
the creditor.

Financial assets consist of all financial claims plus gold
bullion held by monetary authorities as a reserve asset and
shares in corporations.  Gold bullion held by monetary
authorities as a reserve asset is treated as a financial asset
even though the holders do not have claim over other
designated units. Shares are treated as financial assets even
though the financial claim their holders have on the
corporation is not a fixed or predetermined monetary
amount.

The asset boundary and the first-level
fication of assets

All entities that meet the definition of an asset given above
are included in the asset boundary of the System. Assets
that are not financial assets are non-financial assets. Non-
financial assets are further subdivided into those that are
produced and those that are non-produced.
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Because assets represent a store of future benefits, all assets
can be represented by a monetary value. This value
represents the market’s view of the total of the benefits
embodied by the asset. Where a direct market view of this
value is not available, it must be approximated by other means.
There is a discussion of this topic in chapter 11.

The only non-financial assets included in the asset boundary of
an economy are those whose economic owners are resident in
the economy. However, in the case of most natural resources
and immobile fixed capital, which physically cannot leave the
economy, a notional resident unit is established if the
economic owner is technically a non-resident unit. In this
way the assets in question do become those with resident
economic owners and so are included within the asset
boundary and are included on the balance sheet. Portable non-
financial assets that are physically located in an economy but
are owned by non-residents are excluded from the balance
sheet; those that are physically located in the rest of the world
but owned by residents are included in the asset boundary.
For example, planes belonging to a domestic airline are always
assets of the domestic economy regardless of where in the
world they happen to be.

Contingent liabilities and provisions

A liability, as defined in paragraph 3.33 above, is
unconditional once the contract establishing the liability is
agreed by both parties. If the liability is established not by a
legal contract but by long and well-established custom, it is
referred to s a constructive liability. Some liabilities may
involve a legal contract but specify that one party is obliged to
provide a payment or series of payments to another unit only if
a certain specified conditions prevail.  Such liabilities are
called contingent liabilities. In general, the System includes
(legal) liabilities and constructive liabilities but not contingent
liabilities. ~ An exception is made for standardised loan
guarantees where although each individual arrangement
involves a contingent liability, the number of similar
guarantees is such that an actual liability is established for the
proportion of guarantees likely to be called.

A corporation may set aside funds to cover unexpected events
or to cover default by their customers. Such monies may be
described as provisions. These are not treated as liabilities in
the System because they are not the subject of the sort of
contract, legal or constructive, associated with a liability.
Though financial institutions may regularly write-off bad
debts, for example, it would not be appropriate to regard the
provisions set aside for this as assets of the borrowers. Even
though they may be earmarked for specific purposes, the
amounts designated as provisions remain part of the net worth
of the corporation Provisions are thus a designation of the
purpose for which funds may be used rather than a category of
financial assets and liabilities in and of themselves.

Entry and exit of assets from the balance sheet

All assets appear on the balance sheet of the economy. The
first level of classification of assets is important since the
process by which assets enter and leave the balance sheet
differs for the three types of assets.
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Produced non-financial assets come into being via the
production process or as imports. Two exceptions exist.
Historical monuments are included as produced assets even
though they may have been constructed long before
economic accounts existed. Occasionally a monument may
be newly recognised as having value and thus enter the asset
boundary as a produced asset other than through a current
production process. Similar arguments apply to artefacts
treated as valuables. Produced non-financial assets leave
the asset boundary by being exhausted or by being sold to
resident units that will not continue to use the asset in
production as a source of future benefits or by being sold to
non-resident units.

Non-produced non-financial assets are of three types; natural
resources; contracts, leases and licences; and purchased
goodwill and marketing assets. The borderline determining
which natural resources are considered assets and which are
not depends on a number of factors described in chapter 10.
Contracts, leases and licences may represent an asset to the
holder when the agreement restricts the general use or
supply of products covered by the agreement and thus
enhances the benefits accruing to the party to the agreement
beyond what would accrue in the case of unrestricted supply.
These assets come into existence when the agreement is
made and the enhanced benefits become apparent. They
leave the balance sheet when the conditions restricting
access are lifted or when there is no longer a benefit to be
earned from having restricted access to the asset. Goodwill
and marketing assets are only recognised as assets in the
System when they are evidenced by a sale.

Flows

Economic flows are of two kinds. Most flows are
transactions. Flows included in the System that do not meet
the characteristics of transactions as described below are
called “other flows”.  Transactions appear in all of the
accounts and tables in which flows appear except two; other
flows appear only in these two. The two are accumulation
accounts, the other changes in the volume of assets account
and the revaluation account. More meaning can be given to
the definition of flows by describing the two kinds.

Transactions

A transaction is an economic flow that is an interaction
between institutional units by mutual agreement or an
action within an institutional unit that it is analytically
useful to treat like a transaction, often because the unit is
operating in two different capacities.

Institutional units, referred to in the definition, are the
fundamental economic units of the System.  They are
described and defined in chapter 4. The following are the
main attributes of institutional units that are relevant to their
engaging in transactions:
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Financial assets and liabilities come into being when a
commitment is made by one unit to make a payment to another
unit. They cease to exist when there is no longer a
commitment for one unit to make payments to the other. This
may be because the term of the agreement specified in the
commitment has expired or for other reasons.

Exclusions from the asset boundary

The coverage of assets is limited to those assets used in
economic activity and that are subject to ownership rights;
thus for example, consumer durables and human capital, as
well as natural resources that are not owned, are excluded

Consumer durables are not regarded as assets in the System
because the services they provide are not within the production
boundary. Because the information on the stock of durables is
of analytical interest, though, it is suggested that this
information appear as a memorandum item in the balance
sheet but not be integrated into the totals of the table.

Human capital is not treated by the System as an asset. It is
difficult to envisage “ownership rights” in connection with
people, and even if this were side-stepped, the question of
valuation is not very tractable.

There are some environmental assets excluded from the SNA
asset boundary. These are usually of the same type as those
within the boundary but are of no economic value

a. They are entitled to own goods or assets in their own right,
and therefore are able to exchange them;

b. They are able to take economic decisions and engage in
economic activities for which they are held to be directly
responsible and accountable at law;

c. They are able to incur liabilities on their own behalf, to
take on other obligations or future commitments and to
enter into contracts.

The definition of a transaction stipulates that an interaction
between institutional units be by mutual agreement. When a
transaction is undertaken by mutual agreement, the prior
knowledge and consent of the institutional units is implied.
This does not mean, however, that both units necessarily enter
a transaction voluntarily, because some transactions are
imposed by force of law, such as payments of taxes or other
compulsory transfers. Although individual institutional units
are not free to fix the amounts of taxes they pay, there is
nevertheless collective recognition and acceptance by the
community of the obligation to pay taxes. Thus, payments of
taxes are considered transactions despite being compulsory.
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Transactions take so many different forms that, even with
these explanations, any general definition is inevitably rather
imprecise. To give more precision, the various kinds of
transactions have to be systematically described and
classified. A first distinction is between monetary and non-
monetary transactions. Other distinctions, such as between
transactions with and without a quid pro quo, are drawn
within each of these kinds of transactions. Frequently the
individual, identifiable transactions of everyday economic
life are simply grouped together in the accounts; sometimes
they are subdivided and rearranged in order to form the
transaction categories of the System.

Monetary transactions

A monetary transaction is one in which one institutional
unit makes a payment (receives a payment) or incurs a
liability (receives an asset) stated in units of currency. In
the System, all flows are recorded in monetary terms, but the
distinguishing characteristic of a monetary transaction is that
the parties to the transaction express their agreement in
monetary terms. For example, a good is purchased/sold at a
given number of units of currency per unit of the good, or
labour is hired/provided at a given number of units of
currency per hour or day.

All monetary transactions are interactions between
institutional units; that is, all monetary transactions are two-
party transactions.  The following is a list of common
monetary transactions:

a. Expenditure on consumption of goods and services
b. Acquisition of a security

c. Wages and salaries

d. Interest, dividends and rent

e. Taxes

f. Social assistance benefits in cash.

Transactions with and without a recompense

The expenditure on consumption goods and services, the
acquisition of a security, wages and salaries, and interest,
dividends, and rent are two-party transactions in which one
party provides a good, service, labour or asset to the other
and receives a recompense of commensurate value in return.
This kind of transaction is sometimes called a “something
for something” transaction or a transaction with a quid pro
quo. Such transactions are sometimes called exchanges.

Taxes and social assistance benefits are examples of two-
party transactions in which one party provides a good,
service or asset to the other but does not receive a
recompense in return. This kind of transaction, sometimes
called a “something for nothing” transaction, or a transaction
without a quid pro quo, is called a transfer in the System.

UNSC version

3.59

3.60

3.61

3.62

3.63

12/20/2007

The scope of the recompenses mentioned in describing
exchanges and transfers does not cover entitlement to
contingent benefits or collective services. Such benefits are
generally uncertain or not quantifiable, or both. Moreover,
the amount of benefit that may eventually be received by an
individual unit is not proportional to the amount of the
previous payment and may be very much greater or smaller
than the latter. Thus, payments such as a social insurance
contribution or a non-life insurance premium may entitle the
unit making the payment to some contingent future benefits,
and a household paying taxes may be able to consume certain
collective services provided by government units, but these
payments are regarded as transfers rather than exchanges.

A distinction is made between current and capital transfers. A
capital transfer is one in which the ownership of an asset is
transferred or that obliges one or both parties to acquire, or
dispose of, an asset. Capital transfers redistribute wealth but
leave saving unaffected. They include, for example, capital
taxes and investment grants. Other transfers are described as
current. Current transfers redistribute income. They include,
for example, taxes on income and social benefits. A fuller
description of transfers appears in chapter 8.

Rearrangements of transactions

Monetary transactions may not always be recorded in the
accounts in the same way as they appear to the institutional
units involved. = The values of these actual, or observed,
transactions are already available in the accounts of the units
concerned, but the System rearranges certain transactions to
bring out the underlying economic relationships more clearly.
The three kinds of rearrangements affect the channels through
which the transactions are seen as taking place, the number of
transactions that are seen as taking place, or the units that are
seen as being involved. The three sections below illustrate the
main characteristics of these rearrangements and the kind of
analytical purpose they serve.

Rerouting transactions

Rerouting records a transaction as taking place through
channels that differ from the actual ones or as taking place in
an economic sense when it does not in fact. In the first kind
of rerouting, a direct transaction between unit A and unit C is
recorded as taking place indirectly through a third unit B,
usually, however, with some change in the transaction
category. In the second kind of rerouting, a transaction of one
kind from unit A to unit B is recorded with a matching
transaction of a different kind from unit B to unit A.

The recording of the payment of social security contributions
is an example of the first kind of rerouting. In practice,
employers typically deduct from the employee’s wages and
salaries the contributions that the employees are obliged to
make to social security funds. In addition the employers
make contributions to social security funds from their own
resources on behalf of the employees. Both contributions go
directly from the employer to social security funds. However,
in the System, the employers’ contributions are treated as part
of compensation of employees and are recorded as being paid
to the employee. The employee is then recorded as making a
payment to social security funds consisting of both the
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employer’s and employee’s own contributions. Social
security contributions are thus recorded strictly according to
the general principles governing the recording of
transactions in the System to bring out the economic
substance behind arrangements adopted for administrative
convenience. As a result of the rerouting, employers’ social
contributions are included as a part of labour cost.

An example of the second kind of rerouting is provided by
the treatment of the retained earnings of foreign direct
investment enterprises. The retention of some or all of the
earnings of a foreign direct investment enterprise within that
enterprise can be regarded as a deliberate investment
decision by the foreign owners. Accordingly, the retained
earnings are rerouted in the System by showing them as first
remitted to the foreign owners as property income and then
reinvested in the equity of the direct investment enterprise.

Similarly, the property income earned on the reserves of
certain life insurance corporations is deemed to be paid out
to policyholders and then paid back again as premium
supplements even though in actuality the property income is
retained by the insurance enterprises.  As a result, the
saving of persons or households includes the amount of the
rerouted property income while the saving of insurance
enterprises does not.  This alternative picture of saving,
which better reflects economic reality, is the purpose of the
rerouting.

Partitioning transactions

Partitioning records a transaction that is a single transaction
from the perspective of the parties involved as two or more
differently classified transactions. For example, the rental
actually paid by the lessee under a financial lease is not
recorded as a payment for a service; instead, it is partitioned
into two transactions, a repayment of principal and a
payment of interest. This partitioning of the rental payment
is part of a treatment that implements an economic view of
financial leasing in the System. Financial leasing is viewed
as a method of financing the purchase of a fixed asset and a
financial lease is shown in the System as a loan from the
lessor to the lessee.

Another example is the treatment of certain financial
services. For example, the System prescribes partitioning
interest payable by financial intermediaries on deposits and
payable to financial intermediaries on loans into two
components. One component represents interest as defined
in the System while the remainder represents the purchase of
intermediation services for which the intermediaries do not
charge explicitly.  The purpose of the partitioning is to
make the service item explicit. In consequence,
intermediate and final consumption of particular industries
and institutional sectors as well as gross domestic product
are affected. However, the saving of all the units
concerned, including the financial intermediaries
themselves, is not affected.

The System’s recording of transactions for wholesalers and
retailers does not mirror the way in which those involved
view them. The purchases of goods for resale by
wholesalers and retailers are not recorded by these units
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explicitly, and they are viewed as selling, not the goods, but
the services of storing and displaying a selection of goods in
convenient locations and making them easily available for
customers. This partitioning implements the System’s
measure of output for traders, which is by the value of the
margins realised on goods they purchase for resale.

Units facilitating a transaction on behalf of other

parties

Many service activities consist of one unit arranging for a
transaction to be carried out between two other units in return
for a fee from one or both parties to the transaction. Insucha
case, the transaction is recorded exclusively in the accounts of
the two parties engaging in the transaction and not in the
accounts of the third party facilitating the transaction. Some
service output may be recognized with the facilitator. For
example, purchases a commercial agent makes under the
orders of, and at the expense of, another party are directly
attributed to the latter. The accounts of the agent only show
the fee charged to the principal for the facilitation services
rendered.

A second example is the collection of taxes by one
government unit on behalf of another. The System follows
the guidance of GFSM2001as follows. In general, a tax is
attributed to the government unit that

a. exercises the authority to impose the tax (either as a
principal or through the delegated authority of the
principal),

b. has final discretion to set and vary the rate of the tax, and
c. has final discretion over the use of the tax proceeds.

Where an amount is collected by one government for and on
behalf of another government, and the latter government has
the authority to impose the tax, set and vary its rate, and
determine the use of the proceeds, then the former is acting as
an agent for the latter and the tax is reassigned. Any amount
retained by the collecting government as a collection charge
should be treated as a payment for a service. Any other
amount retained by the collecting government, such as under a
tax-sharing arrangement, should be treated as a current grant.
If the collecting government was delegated the authority to set
and vary the rate as well as decide on the ultimate use of the
proceeds, then the amount collected should be treated as tax
revenue of this government.

Where different governments jointly and equally set the rate of
a tax and jointly and equally decide on the distribution of the
proceeds, with no individual government having ultimate
overriding authority, then the tax revenues are attributed to
each government according to its respective share of the
proceeds. If an arrangement allows one government unit to
exercise ultimate overriding authority, then all of the tax
revenue is attributed to that unit.

There may also be the circumstance where a tax is imposed

under the constitutional or other authority of one government,
but other governments individually set the tax rate in their
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jurisdictions and individually decide on the use of the
proceeds of the tax generated in their jurisdictions. The
proceeds of the tax generated in each respective
government’s jurisdiction are attributed as tax revenues of
that government.

Similar principles are applied for the payment of subsidies
or social benefits.

Non-monetary transactions

Non-monetary transactions are transactions that are not
initially stated in units of currency.  The entries in the
System therefore represent values that are indirectly
measured or otherwise estimated.  In some cases, the
transaction may be an actual one, and a value has to be
estimated to record it in the accounts. Barter is an obvious
example. In other cases, the entire transaction must be
constructed and then a value estimated for it. Consumption
of fixed capital is an example. (In the past, the estimation
of a value has sometimes been called imputation, but it is
preferable to reserve that term for the kind of situation that
involves not only estimating a value but also constructing a
transaction.)

The amounts of money associated with non-monetary
transactions are entries whose economic significance is
different from cash payments as they do not represent freely
disposable sums of money. The various methods of
valuation to be employed for non-monetary transactions are
dealt with in the section on valuation.

Non-monetary transactions can be either two-party
transactions or actions within an institutional unit. The two-
party transactions consist of barter, remuneration in kind,
payments in kind other than compensation in kind and
transfers in kind. These two-party transactions are
discussed first, followed by a discussion of internal
transactions.

Although two-party transactions in kind do exist in practice,
in the System they are recorded as if they are a transfer in
cash followed by cash expenditure on the item in question.
This is necessary to ensure that there is a change in wealth of
the donor without the donor acquiring the product
transferred while the recipient acquires the product without
any change in wealth. There is further discussion on this in
respect of current transfers in chapter 9.

Barter transactions

Barter transactions involve two parties, with one party
providing a good, service or asset other than cash to the
other in return for a good, service or asset other than cash.
As mentioned above, barter is an example of an actual
transaction for which a value must be estimated. —Barter
transactions in which goods are traded for goods have
always been important. The barter of goods may be
systematically organised on proper markets or, in some
countries, may occur only sporadically on a small scale.
Barter between nations involving exports and imports also
occurs.
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Remuneration in kind

Remuneration in kind occurs when an employee accepts
payment in the form of goods and services instead of money.
This practice is extensive in most economies for reasons
ranging from the desire of employers to find captive markets
for part of their output, to tax avoidance or evasion.
Remuneration in kind takes various forms and the following
list includes some of the most common types of goods and
services provided without charge, or at reduced prices, by
employers to their employees:

a. Meals and drinks,

b. Housing services or accommodation of a type that can be
used by all members of the household to which the
employee belongs,

c. The services of vehicles provided for the personal use of
employees,

d. Goods and services produced as outputs from the
employer’s own processes of production, such as free coal
for miners.

Further, in addition to goods and services, some employees
may be willing, or obliged, to accept part of their
compensation in the form of financial or other assets.

Payments in kind other than remuneration in kind

Payments in kind other than remuneration in kind occur when
any of a wide variety of payments are made in the form of
goods and services rather than money. For example, a doctor
may accept payment in wine instead of money. Or, instead of
paying rent or rentals in money, the user of land or fixed
capital, respectively, may pay the owner in goods or services.
In agriculture, for example, the “rent” may be paid by handing
over part of the crops produced to the landlord. (This is
known as share cropping.) Tax payments, also, may be paid
in kind; for example, inheritance taxes may be paid by making
donations of paintings or other valuables.

Transfers in kind

As noted above, transactions in kind are recorded in the
accounts as if they are transfers in cash followed by the
expenditure by the recipient on the products concerned. This
treatment applies to government international cooperation,
gifts and charitable contributions. Government international
cooperation, gifts, and charitable contributions are often made
in kind for convenience, efficiency, or tax purposes. For
example, international aid after a natural disaster may be more
effective and delivered faster if made directly in the form of
medicine, food, and shelter instead of money. Charitable
contributions in kind sometimes avoid taxes that would be due
if the item in question were sold and the money given to the
charity.

The only reference in the System to transfers in kind is the
special case of social transfers in kind.  These consist of
goods and services provided by general government and non-
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profit institutions serving households (NPISHs) that are
delivered to individual households. Health and education
services are the prime examples. Rather than provide a
specified amount of money to be used to purchase medical
and educational services, the services are often provided in
kind to make sure that the need for the services is met.
(Sometimes the recipient purchases the service and is
reimbursed by the insurance or assistance scheme. Such a
transaction is still treated as being in kind because the
recipient is merely acting as the agent of the insurance
scheme.)

Social transfers in kind are recorded as an implicit transfer
of income from government and NPISHs to households and
a transfer of consumption goods and services. The measure
of income after the transfer is called adjusted disposable
income (rather than disposable income) and the measure of
consumption is called actual final consumption (rather than
final consumption expenditure).

Internal transactions

The System treats as transactions certain kinds of actions
within a unit to give a more analytically useful picture of
final uses of output and of production. These transactions
that involve only one unit are called internal, or intra-unit,
transactions.

Some households, all NPISHs and general government units
operate as both producers and as final consumers. When an
institutional unit engages in both activities, it may make the
choice to consume itself some or all of the output after the
production is completed. In such a case, no transaction
takes place between institutional units, but it is useful to
construct a transaction and estimate its value to record both
output and consumption in the accounts.

For households, the principle in the System is that all goods
produced by persons that are subsequently used by the same
persons, or members of the same households, for purposes
of final consumption are to be included in output in a
manner analogous to that for goods sold on the market.
This means that transactions are assumed in which the
persons responsible for the production of the goods are
deemed to deliver the goods to themselves as consumers, or
members of their own households, and then values have to
be associated with them in order to enter them in the
accounts.

Establishments owned by governments or NPISHs
commonly provide education, health, or other kinds of
services to individual households without charge or at prices
that are not economically significant. The costs of
providing these services are incurred by the governments or
NPISHs, and the values are recorded as internal transactions:
that is, as final expenditures by governments or NPISHs on
outputs produced by establishments they own themselves.
(As already explained, the acquisition of these services by
households is recorded separately under social transfers in
kind, another form of non-monetary transactions that take
place between the government units or NPISHs and the
households in question.)
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The System recognizes several other transactions within
enterprises to give a fuller view of production. For example,
when enterprises produce fixed assets for their own use, the
System records deliveries by the enterprises to themselves as
the subsequent users. Also, when enterprises use fixed assets
(whether own-account or purchased) during production, the
System charges the decline in the value of the asset during the
period of production as a cost.

The recording of deliveries between one establishment and
another belonging to the same enterprise is discussed in
paragraphs 6.83 to 6.87.

Externalities and illegal actions

The sections above describe the kinds of actions that are
considered transactions in the System. This section focuses
on externalities and illegal actions, explaining why
externalities are not considered transactions and distinguishing
among kinds of illegal actions that are and are not considered
transactions.

Externalities

Certain economic actions carried out by institutional units
cause changes in the condition or circumstances of other units
without their consent. These are externalities; they can be
regarded as unsolicited services, or disservices, delivered
without the agreement of the units affected. It is an
uncooperative action, usually with undesirable consequences,
which is the antithesis of a market transaction.

It is necessary to consider, however, whether values should be
assigned to such externalities. Economic accounts have to
measure economic functions such as production or
consumption in the context of a particular legal and socio-
economic system within which relative prices and costs are
determined.  Further, there would be considerable technical
difficulties involved in trying to associate economically
meaningful values with externalities when they are
intrinsically non-market phenomena. As externalities are not
market transactions into which institutional units enter of their
own accord, there is no mechanism to ensure that the positive
or negative values attached to externalities by the various
parties involved would be mutually consistent. =~ Moreover,
accounts including values for externalities could not be
interpreted as representing equilibrium, or economically
sustainable, situations. If such values were to be replaced by
actual payments the economic behaviour of the units involved
would change, perhaps considerably.

A typical example is the pollution by one producer of the air or
water used by other units for purposes of production or
consumption. If the producer is allowed to pollute without
charge or risk of being penalized, the private costs of
production of the polluter will be less than the social costs to
the community. Some countries, at least at certain points in
their history, may choose to frame their laws so that some
producers are permitted to reduce their private costs by
polluting with impunity. This may be done deliberately to
promote rapid industrialization, for example. The wisdom of
such a policy may be highly questionable, especially in the
long run, but it does not follow that it is appropriate or
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analytically useful for economic accounts to try to correct
for presumed institutional failures of this kind by attributing
costs to producers that society does not choose to recognize.
For example, the whole purpose of trying to internalize
some externalities by imposing taxes or other charges on the
discharge of pollutants is to bring about a change in
production methods to reduce pollution. A complete
accounting for externalities would be extremely complex as
it is not sufficient merely to introduce costs into the accounts
of the producers but would also necessitate introducing
various other adjustments of questionable economic
significance to balance the accounts.

This sort of example illustrates why some analyses are best
carried out in the context of a satellite account where some
of the normal constraints and conventions of the System are
relaxed. In the case of pollution, the SEEA2003 has been
developed precisely to explore this issue among other
environmental topics.

lllegal actions

Illegal actions that fit the characteristics of transactions
(notably the characteristic that there is mutual agreement
between the parties) are treated the same way as legal
actions. The production or consumption of certain goods or
services, such as narcotics, may be illegal but market
transactions in such goods and services have to be recorded
in the accounts. If expenditures on illegal goods or services
by households were to be ignored on grounds of principle,
household saving would be overestimated and households
presumed to obtain assets that they do not in fact acquire.
Clearly, the accounts as a whole are liable to be seriously
distorted if monetary transactions that in fact take place are
excluded. It may be difficult, or even impossible, to obtain
data about illegal transactions, but in principle they should
be included in the accounts if only to reduce error in other
items, including balancing items.

However, many illegal actions are crimes against persons or
property that in no sense can be construed as transactions.
For example, theft can scarcely be described as an action
into which two units enter by mutual agreement.
Conceptually, theft or violence is an extreme form of
externality in which damage is inflicted on another
institutional unit deliberately and not merely accidentally or
casually. Thus, thefts of goods from households, for
example, are not treated as transactions and estimated values
are not recorded for them under household expenditures.

If thefts, or acts of violence (including war), involve
significant redistributions, or destructions, of assets, it is
necessary to take them into account. As explained below,
they are treated as other flows, not as transactions.

Other flows

Other flows are changes in the value or volume of assets
and liabilities that do not result from transactions. The
reason that these flows are not transactions is linked to their
not meeting one or more of the characteristics of
transactions. For example, the institutional units involved
may not be acting by mutual agreement, as with an
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uncompensated seizure of assets. Or the change may be due to
a natural event such as an earthquake rather than a purely
economic phenomenon. Alternatively the value of an asset
expressed in foreign currency may change as a result of an
exchange rate change.

The entries for other flows appear in one of the two accounts
that comprise the other changes in assets accounts. The other
changes in the volume of assets account includes changes that
lead to a change in value of an asset because of a change in the
quantity or physical characteristics of the asset in question.
The revaluation account includes changes in the value of
assets, liabilities, and net worth due to only changes in the
level and structure of prices, which are reflected in holding
gains and losses.

Other changes in the volume of assets

Other changes in the volume of assets fall into three main
categories.

The first category relates to the appearance and disappearance
of assets and liabilities other than by transactions. Some of
these may relate to naturally occurring assets, such as subsoil
assets, so that the entrances and exits come about as
interactions between institutional units and nature.  Others
relate to assets created by human activity, such as valuables.
For valuables, for example, the capital account records their
acquisition as mnewly produced goods or imports in
transactions, and it records transactions in existing goods
already classified as valuables. It is the recognition of a
significant or special value for goods that are not already
recorded in the balance sheets that is considered an economic
appearance to be recorded as an other flow. These valuables
may not be in the balance sheets for any of several reasons.
For example, they may antedate the accounts or were
originally recorded as consumption goods.

The second category relates to the effects of externalities and
disasters. One such event is one institutional unit’s
effectively removing an asset from its owner without the
owner’s agreement, an action that is not considered a
transaction because the element of mutual agreement is absent.
These events also include those that destroy assets, such as
natural disaster or war. In contrast, transactions, such as
consumption of fixed capital or change in inventories, refer to
normal rates of loss or damage.

The third category relates to changes in assets and liabilities
that reflect changes in the classification of institutional units
among sectors and in the structure of institutional units, or in
the classification of assets and liabilities. For example, if an
unincorporated enterprise becomes more financially distinct
from its owner and takes on the characteristics of a quasi-
corporation, it and the assets and liabilities it holds move from
the household sector to the non-financial corporations sector
and changes in the sector allocation of the assets and liabilities
owned by the quasi-corporation are recorded under this
heading.
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Holding gains and losses

Positive or negative nominal holding gains accrue during the
accounting period to the owners of assets and liabilities as a
result of a change in their prices. = Holding gains are
sometimes described as “capital gains”, but “holding gain”
is preferred here because it emphasizes that holding gains
accrue purely as a result of holding assets or liabilities over
time without transforming them in any way. Holding gains
include not only gains on “capital” such as fixed assets, land
and financial assets but also gains on inventories of all kinds
of goods held by producers, including work-in-progress,
often described as “stock appreciation”. Holding gains may

Balancing items

A balancing item is an accounting construct obtained by
subtracting the total value of the entries on one side of an
account from the total value for the other side. It cannot be
measured independently of the other entries; as a derived
entry, it reflects the application of the general accounting
rules to the specific entries on the two sides of the account.
It does not relate to any specific set of transactions, or any set
of assets, and so it cannot be expressed in terms of its own
price or quantity units.

Balancing items in the flow accounts

Balancing items are not simply devices introduced to ensure
that accounts balance. They are often used as key macro-
economic indicators to assess economic performance. They
encapsulate a great deal of information and include some of
the most important entries in the accounts, as can be seen by
the examples of balancing items for the accounts containing
flows reproduced below:

a. Value added/domestic product
b. Operating surplus

c. Disposable income

Accounting rules

As noted in the introduction, this section covers the quadruple
entry accounting principle, valuation, time of recording,
classification of accounting entries and grouping of
transactions. The application of each of these to the
individual flows and stocks is explained in detail in the
chapters that describe the entries in the various tables and
accounts of the central framework. This section aims to set
out the basic rules underlying the System in respect of the
quadruple entry accounting principle, valuation, time of
recording and grouping of transactions.  The details on
classifications of accounting entries are discussed, account by
account, in chapters 6 to 13.
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accrue on assets held for any length of time during the
accounting period, not only on assets held throughout the
period and may thus appear for assets appearing on neither the
opening or closing balance sheet.

Nominal holding gains depend upon changes in the prices of
assets and liabilities over time. The prices in question are the
prices at which the assets may be sold on the market.
Nominal holding gains may be further decomposed into
neutral holding gains which reflect changes in the general
price level and real holding gains which reflect changes in the
relative prices of assets.

d. Saving

e. Net lending/net borrowing

f. Current external balance.

Balancing items in the balance sheets

Net worth, which is defined as the value of all the non-
financial and financial assets owned by an institutional unit or
sector less the value of all its outstanding liabilities, is the
balancing item in the balance sheets. As is true for other
balancing items in the System, net worth cannot be measured
independently of the other entries, nor does it relate to any
specific set of transactions.

As well as net worth appearing as a stock level, changes in
net worth due to different sorts of transactions and other
flows may also be derived. Just as the changes in the levels
of any asset can be traced through changes in transactions and
other flows throughout the period, so changes in total net
worth can be exhaustively described according to the
transactions and other flows that led to changes in the total
level of assets and liabilities.

Quadruple-entry accounting

The accounting system underlying the System derives from
broad book-keeping principles. To understand the accounting
system for the System, three book-keeping principles can be
distinguished:

a. Vertical double-entry book-keeping, also known as
simply double-entry book-keeping used in business
accounting,

b. Horizontal double-entry book-keeping, and
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¢. Quadruple-entry book-keeping.

The main characteristic of vertical double-entry book-keeping
is that each transaction leads to at least two entries,
traditionally referred to as a credit entry and a debit entry, in
the books of the transactor. This principle ensures that the
total of all credit entries and that of all debit entries for all
transactions are equal, thus permitting a check on consistency
of accounts for a single unit. Each transaction requires two
entries.

Other flows have their counterpart entries directly in changes
in net worth. As a result, vertical double-entry book-keeping
ensures the fundamental identity of a unit’s balance sheet,
that is, the total value of assets equals the total value of
liabilities plus net worth. The total value of the assets owned
by an entity minus the total value of liabilities provides net
worth.

The concept of horizontal double-entry book-keeping is
useful for compiling accounts that reflect the mutual
economic relationships between different institutional units in
a consistent way. It implies that if unit A provides something
to unit B, the accounts of both A and B show the transaction
for the same amount: as a payment in A’s account and as a
receipt in B’s account. Horizontal double-entry book-
keeping ensures the consistency of recording for each
transaction category by counterparties.  For example,
dividends payable throughout the economy should be equal to
dividends receivable throughout the economy once
transactions with the rest of the world are taken in account.

The simultaneous application of both the vertical and
horizontal double-entry book-keeping results in a quadruple-
entry book-keeping, which is the accounting system
underlying the recording in the System. It deals in a coherent
way with multiple transactors or groups of transactors, each
of which practices vertical double-entry book-keeping. A
single transaction between two counterparties thus gives rise
to four entries. In contrast to business book-keeping, national
accounts deal with interactions among a multitude of units in
parallel, and thus require special care from a consistency
point of view. As a liability of one unit is mirrored in a
financial asset of another unit, for instance, they should be
identically valued, allocated in time and classified to avoid
inconsistencies in aggregating balance sheets of units by
sectors or for the total economy. The same is also true for all
transactions and other flows that affect balance sheets of two
counterparties.

The System uses the following conventions and terminologies
for recording flows with the rest of the world. Imports, for
instance, are a resource of the rest of the world flowing to be
used in the domestic economy and payments for imports
represent a drawdown of wealth for the domestic economy
but a financial resource for the rest of the world. By treating
the rest of the world account as a pseudo-sector, the
quadruple entry accounting principle can be applied and all
stocks and flows within the economy and with the rest of the
world are completely balanced. The balance of payments
accounts show the consolidated position of all domestic
sectors relative to the rest of the world. It is thus an exact
mirror image of the accounts for the rest of the world within
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the System. However, despite the reversal of the sides of the
accounts on which items are shown, there is equality in
coverage, measurement and classification between the two
systems. This is discussed further in chapter 24.

Valuation
General rules

The power of the SNA as an analytical tool stems largely
from its ability to link numerous, very varied economic
phenomena by expressing them in a single accounting unit.
The System does not attempt to determine the utility of the
flows and stocks that come within its scope.  Rather, it
measures the current exchange value of the entries in the
accounts in money terms, that is, the values at which goods,
services, labour or assets are in fact exchanged or else could
be exchanged for cash (currency or transferable deposits).

Valuation of transactions

Market prices for transactions are defined as amounts of
money that willing buyers pay to acquire something from
willing sellers; the exchanges are made between independent
parties and on the basis of commercial considerations only,
sometimes called “at arm’s length.” Thus, according to this
strict definition, a market price refers only to the price for one
specific exchange under the stated conditions. A second
exchange of an identical unit, even under circumstances that
are almost exactly the same, could result in a different market
price. A market price defined in this way is to be clearly
distinguished from a price quoted in the market, a world
market price, a going price, a fair market price, or any price
that is intended to express the generality of prices for a class
of supposedly identical exchanges rather than a price actually
applying to a specific exchange. Furthermore, a market price
should not necessarily be construed as equivalent to a free
market price; that is, a market transaction should not be
interpreted as occurring exclusively in a purely competitive
market situation. In fact, a market transaction could take
place in a monopolistic, monopsonistic, or any other market
structure. Indeed, the market may be so narrow that it
consists of the sole transaction of its kind between
independent parties.

When a price is agreed by both parties in advance of a
transaction taking place, this agreed, or contractual, price is
the market price for that transaction regardless of the prices
that prevail when the transaction takes place.

Actual exchange values in most cases will represent market
prices as described in the preceding paragraph. Paragraphs
3.123-127 describe cases where actual exchange values do
not represent market prices. Transactions that involve
dumping and discounting represent market prices.
Transaction prices for goods and services are inclusive of
appropriate taxes and subsidies. A market price is the price
payable by the buyer after taking into account any rebates,
refunds, adjustments, etc. from the seller.

Transactions in financial assets and liabilities are recorded at
the prices at which they are acquired or disposed of.
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Transactions in financial assets and liabilities should be
recorded exclusive of any commissions, fees, and taxes
whether charged explicitly, included in the purchaser’s price,
or deducted from the seller’s proceeds. This is because both
debtors and creditors should record the same amount for the
same financial instrument. The commissions, fees, and taxes
should be recorded separately from the transaction in the
financial asset and liability, under appropriate categories.
The wvaluation of financial instruments, which excludes
commission charges, differs from the valuation of non-
financial assets, which includes any costs of ownership
transfer.

When market prices for transactions are not observable,
valuation according to market-price-equivalents provides an
approximation to market prices. In such cases, market prices
of the same or similar items when such prices exist will
provide a good basis for applying the principle of market
prices. Generally, market prices should be taken from the
markets where same or similar items are traded currently in
sufficient numbers and in similar circumstances. If there is
no appropriate market in which a particular good or service is
currently traded, the valuation of a transaction involving that
good or service may be derived from the market prices of
similar goods and services by making adjustments for quality
and other differences.

A significant qualification to the fore-going remark is
necessary in the case of agricultural products sold directly
from the farm. The so-called farm-gate price may be
significantly lower than a price in the nearest market where
prices can be observed since the latter include the costs of
bringing the goods to market.  Further, if only a small
fraction of a crop gets to the market, it may command a
higher price than would be the case if all the available crop
were traded. Such considerations are to be understood by the
qualification that observed market prices are appropriate only
when similar products are traded in sufficient number and in
similar circumstance. When these conditions do not hold,
adjustments must be made to the observed prices.

Some cases where market prices are not available or pose
specific problems include barter transactions, provision of
goods and services without a charge, and goods under a
financial lease. If a buyer and a seller engage in a barter
transaction the goods or services bartered should be valued at
the prices that would have been received if the goods or
services had been sold in the market. Similarly, a grant and
donation in kind can be valued using the market price of the
goods at the time of transfer. Cost of acquisition may also be
used in certain situations, particularly when there is no time
lag between the acquisition and the transfer. Acquisition of
goods under a financial lease should be valued at market
prices at the time of acquisition if such prices are available.
In certain circumstances, it may be necessary to use the
estimated written down current acquisition values of fixed
assets or the present value of expected future returns.

Market valuation also poses problems for transactions in
goods in which the contracts establish a quotation period
often months after the goods have changed hands. In such
cases, market value at the time of change of ownership should
be estimated. The estimate should be revised with the actual
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market value, when known. Market value is given by the
contract price even if it is unknown at the time of change of
ownership.

When non-financial resources are provided without a quid
pro quo, such resources should be valued at the market prices
that would have been received if the resources had been sold
in the market. In the absence of a market price, the donor’s
view of the imputed value of the transaction will often be
quite different from that of the recipient. The suggested rule
of thumb is to use the value assigned by the donor as a basis
for recording.

In some cases actual exchange values may not represent
market prices. Examples are transactions involving transfer
prices between affiliated enterprises, manipulative
agreements with third parties, and certain non-commercial
transactions, including concessional interest (that is, interest
payable at a reduced rate as a matter of policy). Prices may
be under- or over-invoiced, in which case an assessment of a
market-equivalent price needs to be made.  Although
adjustment should be made when actual exchange values do
not represent market prices, this may not be practical in many
cases. Adjusting the actual exchange values to reflect market
prices will have consequences in other accounts. Therefore,
when such adjustments are made, corresponding adjustments
in other accounts should also be made, for example, if prices
of goods are adjusted, associated income account and/or
financial account transactions should also be adjusted.

Values put on an invoice may deviate systematically or to
such a large extent from the prices paid in the market for
similar items that it must be presumed that the sums paid
cover more than the specified transactions. An example is
so-called transfer pricing: affiliated enterprises may set the
prices of the transactions among themselves artificially high
or low in order to effect an unspecified income payment or
capital transfer. Such transactions should be made explicit if
their value is considerable and would hinder a proper
interpretation of the accounts. In some cases, transfer
pricing may be motivated by income distribution or equity
build-ups or withdrawals. Replacing book values (transfer
prices) with market-value equivalents is desirable in
principle, when the distortions are large and when availability
of data (such as adjustments by customs or tax officials or
from partner economies) makes it feasible to do so. Selection
of the best market-value equivalents to replace book values is
an exercise calling for cautious and informed judgment.

The exchange of goods between affiliated enterprises may
often be one that does not occur between independent parties
(for example, specialized components that are usable only
when incorporated in a finished product). Similarly, the
exchange of services, such as management services and
technical know-how, may have no near equivalents in the
types of transactions in services that usually take place
between independent parties. Thus, for transactions between
affiliated parties, the determination of values comparable to
market values may be difficult, and compilers may have no
choice other than to accept valuations based on explicit costs
incurred in production or any other values assigned by the
enterprise.
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While some non-commercial transactions, such as a grant in
kind have no market price, other non-commercial transactions
may take place at implied prices that include some element of
grant or concession so that those prices also are not market
prices.  Examples of such transactions could include
negotiated exchanges of goods between governments and
government loans bearing lower interest rates than those with
similar grace and repayment periods or other terms for purely
commercial loans. Concessional lending is described in
chapter 24. Transactions by general government bodies and
private non-profit entities not engaged in purely commercial
undertakings are often subject to non-commercial
considerations. Transfers involving provision of goods and
services may also be provided or received, however, by other
sectors of the economy.

If there is no appropriate market from which the value of a
particular non-monetary flow or stock item can be taken by
analogy, as a second best, its valuation could be derived from
prices that are established in less closely related markets.
Ultimately, some goods and services can only be valued by
the amount that it would cost to produce them currently.
Market and own-account goods and services valued in this
way should include a mark-up that reflects the net operating
surplus or mixed income attributable to the producer. For
non-market goods and services produced by government units
or NPISHs, however, no allowance should be made for any
net operating surplus.

Sometimes it is necessary to value stocks at their estimated
written down current acquisition values or production costs.
The write-down should then include all changes that have
occurred to the item since it was purchased or produced (such
as consumption of fixed capital, partial depletion, exhaustion,
degradation, unforeseen obsolescence, exceptional losses and
other unanticipated events). The same method could be
applied to non-monetary flows of existing assets.

If none of the methods mentioned above can be applied,
stocks, or flows arising from the use of assets, may be
recorded at the discounted present value of expected future
returns. For some financial assets, particularly those with a
face value applicable at some point in the future, the present
market value is established as the face value discounted to the
present by the market interest rate. In principle, therefore, if
a reasonably robust estimate of the stream of future earnings
to come from an asset can be made, along with a suitable
discount rate, this allows an estimate of the present value to
be established. =~ However, because it may be difficult to
determine the future earnings with the appropriate degree of
certainty, and given that assumptions are also needed about
the asset’s life length and the discount factor to be applied,
the other possible sources of valuation described in the
preceding paragraphs should be exhausted before resorting to
this method. Further, if this method is used, some sensitivity
testing of the assumptions made may be appropriate. In fact,
the method most commonly used to derive estimates of
consumption of fixed capital and the capital stock of fixed
assets associates a stream of future earnings with the decline
in value of a fixed asset in use in production. (This method,
the perpetual inventory method, is described further in
chapters 13 and 20).
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Although this method depends on making projections of
future earnings and discount rates, it is theoretically sound as
can often be verified for a number of financial assets. If it is
used for non-financial assets, some sensitivity testing of the
assumptions made may be appropriate.

In conformity with the general rule, provision of assets,
services, labour or capital in exchange for foreign cash is
recorded at the actual exchange value agreed upon by the two
parties to the transaction. Flows and stocks concerning
foreign currency are converted to their value in national
currency at the rate prevailing at the moment they are entered
in the accounts, that is, the moment the transaction or other
flow takes place or the moment to which the balance sheet
applies. The midpoint between the buying and selling rate
should be used so that any service charge is excluded.

Business accounts, tax returns and other administrative
records are main sources of data for drawing up the national
accounts. One should be aware, however, that none of these
necessarily satisfies the valuation requirements of the System
and that accordingly adjustments may have to be made. In
particular, in the interest of prudence, business accounting
often adopts valuations that are not appropriate for the
national accounts.  Similarly, valuations for tax purposes

often serve objectives that differ from those of
macroeconomic analysis.  For example, the depreciation
methods favoured in business accounting and those

prescribed by tax authorities almost invariably deviate from
the concept of consumption of fixed capital employed in the
System.

Valuation of partitioned flows

Where a single payment refers to more than one transaction
category (as they are defined in the System), the individual
flows need to be recorded separately. In such a case, the
total value of the individual transactions after partitioning
must equal the market value of the exchange that actually
occurred. For example, actual exchange values involving
foreign currency include commission for currency
conversion. The portion related to currency conversion
should be recorded separately as transactions in services. As
another example, the System recommends dividing interest
transactions with financial corporations between two
transaction categories, one showing interest as understood in
the System and the other representing the implicit payment
for financial intermediation services.

Partitioning is not limited to transactions; an example is real
holding gains, which are separated for analytical reasons from
neutral holding gains that are simply proportionate to changes
in the general price level.

In some cases partitioning is connected with deceptive
behaviour. An example is the sort of transfer pricing
discussed in paragraph 3.129.

A less obvious mingling of transactions occurs when the
provision of an asset and the related money payment or
payments do not take place simultancously. When the time
gap becomes unusually long and the amount of trade credit
extended is very large, the conclusion may be that implicitly
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an interest fee has been charged. In such extreme cases, the
actual payment or payments should be adjusted for accrued
interest in order to arrive at the correct value of the asset
transferred. ~ Such adjustments are not recommended for
normal trade credit.

Special valuations concerning products

Usually, the producer and the user of a given product
perceive its value differently owing to the existence of taxes
and subsidies on products, transport costs to be paid and the
occurrence of trade margins. In order to keep as close as
possible to the views of the economic transactors themselves,
the System records all uses at purchasers’ prices including
these elements, but excludes them from the value of output of
the product.

Output of products is recorded at basic prices. The basic
price is defined as the amount receivable by the producer
from the purchaser for a unit of good or service produced as
output minus any tax payable and plus any subsidy receivable
on the product as a consequence of its production or sale. It
excludes any transport charges invoiced separately by the
producer.  If it proves impossible to obtain the required
information at basic prices, output may be valued at
producers’ prices. The producer’s price is defined as the
amount receivable by the producer from the purchaser for a
unit of a good or service produced as output minus any value
added tax (VAT), or similar deductible tax, invoiced to the
purchaser. It also excludes any transport charges invoiced
separately by the producer.

Use of products is recorded at purchasers’ prices.  The
purchaser’s price is defined as the amount payable by the
purchaser, excluding any deductible VAT or similar
deductible tax, in order to take delivery of a unit of a good or
service at the time and place required by the purchaser. The
purchaser’s price of a good includes any transport charges
paid separately by the purchaser to take delivery at the
required time and place.

The difference in value recorded for a product between when
it is produced and the moment it is used for, say, final
consumption expenditure can be considerable. Components
of this difference may be:

a. Taxes less subsidies on products payable by the producer;

b. Trade and transport margins, including taxes less
subsidies on products payable by wholesale and retail
traders;

c. Transport, including taxes less subsidies on products,
paid separately by the consumer;

d. Predictable quality increases producing additional output
volume less current losses during storage;

e. Holding gains while the product is with the producer and
with wholesale and retail traders.
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As one can see from the above, the difference between the
original basic price and ultimate purchasers’ price of a
particular good encompasses both pure price and volume
elements. In practice, of course, the estimates do not keep
track of individual products but are made at a more global
level for groups of products.

Imports and exports of goods are recorded in the System at
border values. Total imports and exports of goods are valued
free-on-board (f.o.b., that is, at the exporter’s customs
frontier). As it may not be possible to obtain f.0.b. values
for detailed product breakdowns, the tables containing details
on foreign trade show imports of goods valued at the
importer’s customs frontier (c.i.f., that is, cost, insurance and
freight), supplemented with global adjustments to f.o.b.
C.i.f. wvalues include the insurance and freight charges
incurred between the exporter’s frontier and that of the
importer.  The value on the commercial invoice may of
course differ from both of these.

As the overall balance of imports and exports must conform
to actual circumstances, border valuation of goods has
consequences for the recording of freight and insurance in the
System. Usually, the values of both imports and exports for
these service items have to be adapted to compensate for the
special conventions on goods trade with the rest of the world.
Further details on this treatment are in chapters 15 and 24.

Valuation of other flows

Other changes in the volumes of assets

In order to determine the valuation of the other changes in the
volume of assets, it is usually necessary to value the asset
before and after the change in volume and take the difference
that is not explained by any transaction as the value of the
other change.

Other changes in the volume of financial assets and liabilities
are recorded at the market-equivalent prices of similar
instruments. For writing-off of financial instruments that are
valued at nominal values, the value recorded in the other
changes in the volume of assets account should correspond to
their nominal value prior to being written off. For all
reclassifications of assets and liabilities, values of both the
new and old instruments should be the same.

Holding gains and losses

Holding gains and losses accrue continuously and apply to
both non-financial and financial assets and liabilities. In
general, they are estimated by deducting from the total
change in the value of assets those that can be attributed to
transactions and to other changes in volumes.

Since most financial assets are matched by liabilities, either
within the domestic economy or with the rest of the world, it
is important that holding gains in one are matched by holding
losses in the other and vice versa. A holding gain occurs
when an asset increases in value or a liability decreases in
value; a holding loss occurs when an asset decreases in value
or a liability increases in value. The value of holding gains
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and losses during an accounting period shows net changes in
holding gains and holdings losses for an asset and a liability
separately. In practice, the value of holding gains and losses
are calculated for each asset and liability between two points
in time: the beginning of the period or when the asset or
liability is acquired/incurred and the end of the period or
when the asset or liability is sold or extinguished.

Valuation of positions of financial assets and
liabilities

Stocks of financial assets and liabilities should be valued as if
they were acquired in market transactions on the balance
sheet reporting date. Many financial assets are traded in
markets on a regular basis and therefore can be valued by
directly using the price quotations from these markets. If the
financial markets are closed on the balance sheet date, the
market prices that should be used in the valuation are those
that prevailed on the closest preceding date when the markets
were open. Debt securities have a current market value as
well as a nominal value, and for some purposes
supplementary data on the nominal values of positions of debt
securities may be useful.

Valuation according to market-value equivalent is needed for
valuing financial assets and liabilities that are not traded in
financial markets or are traded only infrequently. For these
assets and liabilities, it will be necessary to estimate fair
values that, in effect, approximate market prices. The present
value of future cash flows can also be used as an
approximation to market prices, provided an appropriate
discount rate can be used.

Market values, fair values, and nominal values should be
distinguished from such notions as amortized values, face
values, book values, and historic cost.

a. Fair value is a market-equivalent value. It is defined as
the amount for which an asset could be exchanged, or a
liability settled, between knowledgeable, willing parties
in an arm’s-length transaction. It thus represents an
estimate of what could be obtained if the creditor had sold
the financial claim.

b. Nominal value refers to the amount the debtor owes to the
creditor, which comprises the outstanding principal
amount including any accrued interest.

c. Amortized value reflects the amount at which the
financial asset or liability was measured at initial
recognition minus the principal repayments. Excess
payments over the scheduled principal repayments reduce
the amortized value whereas payments that are less than
the scheduled principal repayments or scheduled interest
increase the amortized value. On each scheduled date,
amortized value is the same as nominal value, but it may
differ from the nominal value on other dates due to the
accrued interest being included in the nominal value.

d. Face value is the undiscounted amount of principal to be
repaid.
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e. Book value in business accounts generally refers to the
value recorded in the enterprise’s records. Book values
may have different meanings because their values are
influenced by timing of acquisition, company takeovers,
frequency of revaluations, and tax and other regulations.

f. Historic cost, in its strict sense, reflects the cost at the
time of acquisition, but sometimes it may also reflect
occasional revaluations.

The valuation of financial assets and liabilities in data
reported by enterprises or other respondents may be based on
commercial, supervisory, tax, or other accounting standards
that do not fully reflect the market prices of the assets and
liabilities. In such cases, the data should be adjusted to
reflect, as closely as possible, the market value of the
financial assets and liabilities. (More information on
valuation rules can be found in the External Debt Guide.)

Time of recording
Choice of time of recording

When discussing timing in the System, an essential
distinction should be made between stock data as recorded in
balance sheets, on the one hand, and flow data as recorded in
the accounts, on the other. Balance sheets, by definition,
refer to specific points in time. In contrast, flows are
aggregations, over some chosen accounting period, of
individual transactions or other flows, which are themselves
scattered over the accounting period.

Thus, the System does not show individual transactions or
other flows, but there are two reasons why precise rules on
their individual timing must be given. In the first place, rules
have to be formulated to say in which accounting period the
discrete flows are to be recorded. Secondly, an exact timing
of individual flows within the accounting period is crucial to
distinguish between changes in net worth due to transactions
and changes due to holding gains or losses. This distinction
is particularly important in situations of high inflation.

One of the problems in pinning down the timing of
transactions is that activities of institutional units often extend
over periods in which several important moments can be
distinguished. For instance, many commercial sales
commence with the signing of a contract between a seller and
a buyer, encompass a date of delivery and a date or dates on
which payments become due and are only completed as of the
date the last payment is received by the seller. Each of these
distinct moments in time is to some extent economically
relevant.

Similarly, in analysing government expenditure one can
distinguish the day that a budget is voted upon by the
legislature, the day on which the ministry of finance
authorizes a department to pay out specified funds, the day a
particular commitment is entered into by the departments, the
day deliveries take place and finally the day payment orders
are issued and cheques are paid. With regard to taxes, for
example, important moments are the day or the period in
which the liability arises, the moment the tax liability is
definitively assessed, the day that it becomes due for payment
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without penalty and the day the tax is actually paid or refunds
are made.

Clearly, making entries for all successive stages discernible
within the activities of institutional units, although
theoretically possible, would severely overburden the System.
A choice has to be made, recognizing (a) the needs of
macroeconomic analysis, (b) microeconomic views, and (c)
commonly available sources. Often, in this respect, a
distinction is drawn between recording flows on a cash basis,
due-for-payment basis, the commitment basis and accrual
basis. There may be other timing bases, such as physical
movement or administrative process, used in some data
sources. The System recommends recording on an accrual
basis throughout.

Choice for recording on an accrual basis

Cash accounting records only cash payments and records
them at the times these payments occur. This method is
widely used for certain business purposes. A practical
advantage is the avoidance of problems connected with
valuing non-monetary flows. Yet, cash accounting cannot be
used generally for economic and national accounting as the
times at which payments take place may diverge significantly
from the economic activities and transactions to which they
relate and it is these underlying activities and transactions that
the System seeks to portray.  Moreover, cash recording
cannot be applied to the many non-monetary flows included
in the System.

Due-for-payment recording shows flows that give rise to cash
payments at the latest times they can be paid without
incurring additional charges or penalties and, in addition to
these, actual cash payments at the moments they occur. The
period of time (if any) between the moment a payment
becomes due and the moment it is actually made is bridged
by recording a receivable or a payable in the financial
accounts.  Due-for-payment recording furnishes a more
comprehensive description of monetary flows than does cash
accounting. A disadvantage is, of course, that the
registration is still limited to monetary flows.

Accrual accounting records flows at the time economic value
is created, transformed, exchanged, transferred or
extinguished. This means that flows that imply a change of
ownership are entered when ownership passes, services are
recorded when provided, output at the time products are
created and intermediate consumption when materials and
supplies are being used. The System favours accrual
accounting because:

a. The timing of accrual accounting is in full agreement
with the way economic activities and other flows are
defined in the System. This agreement allows one, for
instance, to evaluate the profitability of productive
activities correctly (i.e., without the disturbing influence
of leads and lags in cash flows) and to calculate a sector’s
net worth correctly at any point in time;

b. Accrual accounting can be applied to non-monetary
flows.
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Many transactions, such as everyday purchases of households
in shops, are monetary transactions in which some asset is
delivered against immediate, or nearly immediate, payment in
cash. In those instances there are no differences between the
three methods discussed here. Accrual accounting is
particularly relevant to the timing of various internal
transactions (such as output that is added to the inventories of
the producer), exchanges in which the parties deliver at
differing times (such as sales with deferred payments) and
obligatory transfers (taxes and flows connected with social
security).

Usually, accrual accounting arises naturally to the
institutional units involved. Numerous transactions consist
of an exchange between two enterprises of, say, goods for
financial assets. In such an exchange, accounting entries will
be made in the books of each enterprise, showing the same
dates for the acquisition of the goods and the surrender of the
financial assets, on the one hand, and for the acquisition of
the financial assets and the surrender of the goods, on the
other. Sometimes, however, the two parties involved in a
transaction will not perceive it as occurring at the same
moment. Furthermore, some transactors, in particular
government units, do not keep records of purchases on an
accrual basis. In these cases, the rules of consistency in the
System require that efforts should be undertaken to correct
basic statistics for major deviations and flaws. The
application of the general rule of recording on an accrual
basis to the most common circumstances is discussed below.

Time of recording of acquisitions of goods and
services

The time of recording of the acquisition of goods is the
moment when the economic ownership of those goods
changes hands. When change of ownership is not obvious,
the moment of entering in the books of the transaction
partners may be a good indication and, failing that, the
moment when physical possession and control is acquired.
These subsidiary rules apply in particular to internal
transactions or when a change of ownership is taken to occur
under a financial lease or hire-purchase arrangement.
Imports and exports of goods are recorded when change of
ownership occurs. In the absence of sources specifying the
date on which ownership changes, there is a strong
presumption that the goods will cross the frontiers of the
countries concerned either shortly before or soon after the
change of ownership takes place. Trade statistics based on
customs documents reflecting the physical movement of
goods across the national or customs frontier may therefore
often be used as an approximation.

Services are recorded in the System when they are provided.
Some services are special in the sense that they are

characteristically supplied on a continuous basis. Examples
are operating leasing, insurance and housing services
(including those of owner-occupied dwellings). These

services are recorded as provided continuously over the
whole period the contract lasts or the dwelling is available.
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Time of recording of redistributive transactions

Following the general rule, distributive transactions are
recorded at the moment the related claims arise. As a result,
for example, compensation of employees, interest, rent on
land, social contributions and benefits are all registered in the
period during which the amounts payable are built up.
Equally, entries for taxes are made at the moment on which
the underlying transactions or other flows occur that give rise
to the liability to pay. This implies that taxes on products
and imports are recorded at the times the products in question
are produced, imported or sold, depending on the basis for
taxation. Current taxes on income are recorded when the
income to which they pertain is earned although taxes
deducted at source may have to be recorded when they are
deducted. With respect to some distributive transactions, the
time of accrual depends on the unit’s decision when to
distribute income or make a transfer. The level of dividends
is not unambiguously attributable to a particular earning
period, and dividends are to be recorded as of the moment
they are declared payable. Other examples are withdrawals
from income of quasi-corporations and various voluntary
transfers, which are recorded when effected.

Time of recording of transactions in financial
assets and liabilities

Transactions in financial assets (including payments of cash)
are recorded in the System on a change-of-ownership basis.
Some financial claims/liabilities defined in the System, in
particular trade credits and advances, are the implicit result of
a non-financial transaction and do not involve are not
otherwise evidenced. In these cases the financial claim is
deemed to arise when its non-financial counterpart occurs.
The same holds for financial transactions that the System
records between a quasi-corporation and its owner.

Both parties involved in a financial transaction may record it
at varying dates in their own books because they acquire the
documents evidencing the transaction at different times.
This variation is caused by the process of clearing, the time
cheques are in the mail, etc. The amounts involved in such
“float” are generally substantial in the case of transferable
deposits and other accounts receivable and payable. Again,
reasons of consistency require that the transactions are
entered on the same date for both parties. If no precise date
can be fixed on which the change of ownership occurs, the
date on which the transaction is fully completed (thus the date
on which the creditor receives his payment) is decisive.

For securities, the transaction date (that is, the time of the
change in ownership of the securities) may precede the
settlement date (that is, the time of the delivery of the
securities). Both parties should record the transactions at the
time ownership changes, not when the underlying financial
asset is delivered. Any difference between transaction and
settlement dates gives rise to accounts payable/receivable.

According to the accrual basis, repayments of debts are
recorded when they are extinguished (such as when they are
paid, or rescheduled, or forgiven by the creditor). When
arrears occur, no transactions should be imputed, but the
arrears should continue to be shown in the same instrument
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until the liability is extinguished. If the contract provided for
a change in the characteristics of a financial instrument when
it goes into arrears, this change should be recorded as a
reclassification in the other changes in the financial assets and
liabilities account. The reclassification applies to situations
where the original contract remains, but the terms within it
changes (for example, interest rates or repayment periods). If
the contract is renegotiated or the nature of the instrument
changes from one instrument category to another (for
example, from bonds to equity), the consequences are to be
recorded as new transactions.

Time of recording of output and intermediate
consumption

The principle of recording on an accrual basis implies that
output is recorded over the period in which the process of
production takes place. Thus, additions to work-in-progress
are recorded continuously as work proceeds. = When the
production process is terminated, the whole of the work-in-
progress accumulated up to that point is effectively
transformed into a stock of finished product ready for
delivery or sale.

Similarly, the intermediate consumption of a good or service
is recorded at the time when the good or service enters the
process of production, as distinct from the time it was
acquired by the producer.

Time of recording of changes in inventories and
consumption of fixed capital

Inventories may be materials and supplies held as inputs by
producers, output as yet unsold, or products held by
wholesale and retail traders. In all cases, additions to
inventories are recorded when products are purchased,
produced or otherwise acquired. Deductions from
inventories are recorded when products are sold, used up as
intermediate consumption or otherwise relinquished.

The timing of consumption of fixed capital is nearly
inseparably linked with the question of its valuation.
Consumption of fixed capital is a cost category that accrues
over the whole period the fixed asset in question is available
for productive purposes. The exact proportioning to
accounting periods depends on the rate of depreciation.

Time of recording of composite transactions and
balancing items

Transactions that are measured as the balance of two or more
other transactions follow the timing of the constituent basic
flows. For example, financial intermediation services
indirectly measured (FISIM) are recorded at the moment
interest is due on loans and deposits.

The same rule for time of recording applies to balancing
items. However, due to the variety of transactions and other
flows covered, each with its own characteristics, some
thought is needed in interpreting balancing items.  For
instance, in analysing the balancing item “saving” of non-
financial corporations, one should be aware that the time
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when the operating surplus arises does not necessarily tally
with the timing of the other factors, such as when dividends
are payable.

Time of recording of other flows

Other changes in the volume of assets are usually discrete
events that accrue at precise moments or within fairly short
periods of time.

Time of recording of holding gains and losses

Changes in prices often have a more continuous character,
particularly in respect of assets for which active markets
exist. In practice, nominal holding gains or losses will be
computed between two points in time:

a. The moment at which:
e  The accounting period begins; or

e Ownership is acquired from other units
(through purchase or a transaction in kind); or

e An asset is produced; and

b. The moment at which:
e  The accounting period ends; or

e The ownership of an asset is relinquished
(through sale or a transaction in kind); or

e An asset is consumed in the production
process.

One may wonder why nominal holding gains and losses are
not calculated over a period beginning at the moment on
which two units agree to a mutual exchange of assets instead
of the period that starts with the moment on which the assets
are acquired. After all, does not the signing of the contract
fix prices, implying that the risk for any later price changes is
being transferred? The System, however, regards
commitments resulting from a contract as contingent until
one of the parties has performed its obligation (by passing the
ownership of some asset to the other party, providing a
service or providing labour or capital). Also, a unit can incur
holding gains and losses only on the assets or liabilities over
which it has economic ownership. The combination of these
two rules implies that during the period between the signing
of the contract and the date on which the first party delivers,
the second party cannot incur any price risks on this contract:
the second party neither owns the assets to be delivered nor
owns a claim on the first party to be recorded in the financial
accounts.

Changes in structure and classification should be entered at
the moment when, according to the rules adopted in the
System, a unit or an asset is moved to a different category
than that to which it was classified previously. An integrated

UNSC version

3.183

3.184

3.185

3.186

3.187

12/20/2007

that all
for the

stock-flow system like the SNA requires
reclassifications are recorded and all entries
reclassification are recorded at the same time.

In order to obtain statistical series that are more comparable
over time, one might be tempted to stockpile major
reclassifications for a number of years and enter them as one
block at the end of this period. However understandable this
procedure might be, it does not conform to the System’s
recommendations, which aim at correct estimates on levels.
Keeping records of reclassifications makes it possible in
principle to reconstruct time series based on the situation in
any accounting period.

Timing adjustments for international transactions

Differences in the time of recording by partner economies
may occur due to various factors. One of the intrinsic
problems with recording international transactions is the
difference in time zones. Differences in time of recording
may also arise from delays in mail deliveries or settlement
clearing processes. In most cases, data at some aggregate
level rather than individual records are used in the
compilation of international accounts. Several data sources
may often only approximate the required basis. It is
important to make timing adjustments where there are major
divergences from the required basis.

In choosing among available statistical sources, compilers
may wish to consider the advantage of using data for which
the correct timing is already recorded. For example, records
of actual drawings on loans are preferred to sources that
quote authorization dates or program dates that may not be
realized in fact. Some sources chosen by compilers as
generally the most suitable may not have been specifically
designed to yield information for balance of payments
purposes.

Balance sheet items

Balance sheets can be drawn up at any point in time. The
System defines balance sheets for all sectors at the moment
when one accounting period ends and a new accounting
period begins. The closing balance sheet of one period is
identical to the opening balance sheet of the next one, so
there remain no price changes, reclassifications or other
economic flows that are not duly recognized by the System.

Aggregation, netting, consolidation
Aggregation

The immense number of individual transactions, other flows
and assets within the scope of the SNA have to be arranged in
a manageable number of analytically useful groups. In the
System, such groups are constructed by crossing two or more
classifications. As a minimum, a classification of
institutional sectors or industries is crossed with the
classification of transactions, other accumulation entries or
assets. Additionally, resources must be distinguished from
uses and assets from liabilities. In order to accommodate
more detailed analysis, the classes thus generated may be
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further subdivided: examples are specifications of kind of
product or asset, of function and of transaction partners.

Since the classifications in the System contain a number of
levels made explicit in the codes, corresponding levels of
aggregation may be distinguished.

Although conceptually the value for each aggregate is the
sum of the values for all elementary items in the relevant
category, in practice other estimation methods are frequently
used. In the first place, information on elementary
transactions, other flows and assets may be incomplete or
even non-existent. Secondly, the data obtained from
different primary sources are usually not fully consistent due
to deviating definitions and varying coverage, and
adjustments at aggregate level are necessary to reconcile
them.

Netting

Individual units or sectors may have the same kind of
transaction both as a use and as a resource (for example, they
both pay and receive interest) and the same kind of financial
instrument both as an asset and as a liability. Combinations
in which all elementary items are shown for their full values
are called gross recordings. = Combinations whereby the
values of some elementary items are offset against items on
the other side of the account or which have an opposite sign
are called net recordings.

The System recommends gross recording apart from the
degree of netting that is inherent in the classifications
themselves. In fact, netting is already a feature of many of
the System’s recommendations. It mostly serves to highlight
an economically important property that is not apparent from
gross data.

Netting is implicit in various transaction categories, the most
outstanding example being “changes in inventories”, which
underlines the analytically significant aspect of overall capital
formation rather than tracking daily additions and
withdrawals.  Similarly, with few exceptions, the financial
account and other changes in assets accounts record increases
in assets and in liabilities on a net basis, bringing out the final
consequences of these types of flows at the end of the
accounting period. All balancing items also involve netting.
To avoid confusion, the System uses the words “gross” and
“net” in a very restrictive sense. Apart from a few headings
(“net premiums”, “net equity of households on life insurance
reserves and pension funds”, “net worth and net lending/net
borrowing”), the System’s classifications employ the word
“net” exclusively to indicate the value of variables after
deduction of consumption of fixed capital.
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In the case of flows of financial assets and liabilities, the
terms “net changes in assets” and “net changes in liabilities”
are used to reflect the nature of the financial flows. Financial
flows reflect changes due to all credit and debit entries during
an accounting period. That is, financial flows are recorded
on a net basis separately for each financial asset and liability.
The use of the terms “net changes in assets” and “net changes
in liabilities” brings the financial account into line with the
convention used in the accumulation accounts. These are
general terms that apply to both the financial account and
other changes in financial assets and liabilities account. The
use of these terms also simplifies the interpretation of data.
For both assets and liabilities, a positive change indicates an
increase in stocks and a negative change indicates a decrease
in stocks. The interpretation of increase/decrease under the
credit/debit notion, however, depends on whether the
increase/decrease refers to assets or liabilities (a debit for an
asset is an increase while a debit for a liability is a decrease).
While the debit and credit presentation is not emphasized for
financial account transactions, it is important to recognize and
maintain the accounting identities; for example, a credit is
always conceptually matched with a corresponding debit, the
latter relating to either an increase in an asset, or reduction in
a liability.

Consolidation

Consolidation is a special kind of cancelling out of flows and
stocks that should be distinguished from other kinds of
netting. It involves the elimination of those transactions or
debtor/creditor relationships that occur between two
transactors belonging to the same institutional sector or sub-
sector. Consolidation should not be seen as a sheer loss of
information; it entails an elementary specification by the
transaction partner. Consolidation may be most relevant for
monetary institutions and general government.  There is
more detail on this in chapters 21 and 26. For certain kinds
of analysis, information on the transactions of these
(sub)sectors with other sectors and the -corresponding
“external” financial position is more significant than overall
gross figures. As a rule, however, the entries in the System
are not consolidated.

The rule of non-consolidation takes a special form regarding
the transaction categories “output” and “intermediate
consumption”. These transactions are to be recorded
throughout at the level of establishments.  This implies
specifically that the accounts for institutional sectors and for
industries should not be consolidated in respect of output
delivered between establishments belonging to the same
institutional unit.
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Chapter 4: Institutional units and sectors

Introduction

This chapter is concerned with the definition and 4.5
description of institutional units and the way in which they

are grouped to make up the sectors and sub-sectors of the
System. Another key concept to be discussed is residence

since the total economy consists of the entire set of
resident institutional units.

Institutional units

An institutional unit is an economic entity that is
capable, in its own right, of owning assets, incurring
liabilities and engaging in economic activities and in
transactions with other entities. The main attributes of
institutional units may be described as follows: 16
a. An institutional unit is entitled to own goods or assets

in its own right; it is therefore able to exchange the

ownership of goods or assets in transactions with other

institutional units;

b. It is able to take economic decisions and engage in
economic activities for which it is itself held to be
directly responsible and accountable at law;

c. It is able to incur liabilities on its own behalf, to take
on other obligations or future commitments and to
enter into contracts;

d. Either a complete set of accounts, including a balance 47
sheet of assets and liabilities, exists for the unit, or it
would be possible and meaningful, from an economic
viewpoint, to compile a complete set of accounts if
they were to be required.

There are two main types of units in the real world that
may qualify as institutional units, namely persons or
groups of persons in the form of households, and legal or
social entities.

For purposes of the System, a household is a group of
persons who share the same living accommodation, who

pool some, or all, of their income and wealth and who
consume certain types of goods and services collectively, 4.8
mainly housing and food. As well as individual
households, there are units known as institutional
households that comprise groups of persons staying in
hospitals, retirement homes, convents, prisons, etc. for

long periods of time.
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The individual members of multi-person households are not
treated as separate institutional units. Many assets are owned, or
liabilities incurred, jointly by two or more members of the same
household while some or all of the income received by
individual members of the same household may be pooled for
the benefit of all members. Moreover, many expenditure
decisions, especially those relating to the consumption of food,
or housing, may be made collectively for the household as a
whole. It may be impossible, therefore, to draw up meaningful
balance sheets or other accounts for members of the household
on an individual basis. For these reasons, the household as a
whole rather than the individual persons in it must be treated as
the institutional unit.

A legal or social entity is one whose existence is recognized by
law or society independently of the persons, or other entities,
that may own or control it. The second type of institutional unit
is a legal or social entity that engages in economic activities and
transactions in its own right, such as a corporation, non-profit
institution (NPI) or government unit. Such units are responsible
and accountable for the economic decisions or actions they take,
although their autonomy may be constrained to some extent by
other institutional units; for example, corporations are ultimately
controlled by their shareholders. Some unincorporated
enterprises belonging to households or government units may
behave in much the same way as corporations, and such
enterprises are treated as quasi-corporations when they have
complete sets of accounts.

In the legal sense, corporations may be described by different
names: corporations, incorporated enterprises, public limited
companies, public corporations, private companies, joint-stock
companies, limited liability companies, limited liability
partnerships, and so on. Conversely, some legal entities that are
non-profit institutions may sometimes be described as
“corporations”. The status of an institutional unit cannot always
be inferred from its name, and it is necessary to examine its
objectives and functions. In the System, the term corporation
covers legally constituted corporations and also cooperatives,
limited liability partnerships, notional resident units and quasi-
corporations. The description of these various institutional units
is given in section B.

Non-profit institutions (NPIs) are legal or social entities
created for the purpose of producing goods and services but
whose status does not permit them to be a source of income,
profit or other financial gain for the units that establish,
control or finance them. In practice, their productive activities
are bound to generate either surpluses or deficits but any
surpluses they happen to make cannot be appropriated by other
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institutional units. The articles of association by which
they are established are drawn up in such a way that the
institutional units that control or manage them are not
entitled to a share in any profits or other income they
generate. For this reason, they are frequently exempted
from various kinds of taxes. A description of the
treatment of NPIs within the System is given in section C.

4.9 Government units are legal entities established by
political processes that have legislative, judicial or
executive authority over other institutional units within a
given area. Viewed as institutional units, the principal
functions of government are to assume responsibility for
the provision of goods and services to the community or to
individual households and to finance their provision out of
taxation or other incomes; to redistribute income and
wealth by means of transfers; and to engage in non-market
production.

2. Residence

4.10  The residence of each institutional unit is the economic
territory with which it has the strongest connection, in
other words, its centre of predominant economic interest.
The concept of economic territory in the System coincides
with that of the BPM6. Some key features are as follows.
In its broadest sense, an economic territory can be any
geographic area or jurisdiction for which statistics are
required. The connection of entities to a particular
economic territory is determined from aspects such as
physical presence and being subject to the jurisdiction of
the government of the territory. The most commonly used
concept of economic territory is the area under the
effective economic control of a single government.
However economic territory may be larger or smaller than
this, as in a currency or economic union or a part of a
country or the world..

4.11 The economic territory includes the land area, airspace,
territorial waters, including jurisdiction over fishing rights
and rights to fuels or minerals. In a maritime territory, the
economic territory includes islands that belong to the
territory. The economic territory also includes territorial
enclaves in the rest of the world. These are clearly
demarcated land areas (such as embassies, consulates,
military bases, scientific stations, information or
immigration offices, aid agencies, central bank
representative offices with diplomatic immunity, etc.)
located in other territories and used by governments that
own or rent them for diplomatic, military, scientific, or
other purposes with the formal agreement of governments
of the territories where the land areas are physically
located.

4.12  Economic territory has the dimensions of physical location
as well as legal jurisdiction. The concepts of economic
territory and residence are designed to ensure that each
institutional unit is a resident of a single economic
territory. The use of an economic territory as the scope of
economic statistics means that each member of a group of
affiliated enterprises is resident in the economy in which it
is located, rather than being attributed to the economy of
location of the head office.
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In general, an institutional unit is resident in one and only one
economic territory determined by the wunit's centre of
predominant economic interest. Exceptions may be made for
multi-territory enterprises that operate a seamless operation over
more than one economic territory. Although the enterprise has
substantial activity in more than one economic territory, it
cannot be broken up into a parent and branch(es) because it is
run as an indivisible operation with no separate accounts or
decisions. Such enterprises are typically involved in cross-
border activities and include shipping lines, airlines,
hydroelectric schemes on border rivers, pipelines, bridges,
tunnels and undersea cables. If it is not possible to identify a
parent and separate branches, it is necessary to prorate the total
operations of the enterprise into the individual economic
territories.  For more information on these special cases,
reference should be made to BPM6.

An institutional unit has a centre of predominant economic
interest in an economic territory when there exists, within the
economic territory, some location, dwelling, place of production,
or other premises on which or from which the unit engages and
intends to continue engaging, either indefinitely or over a finite
but long period of time, in economic activities and transactions
on a significant scale. The location need not be fixed so long as
it remains within the economic territory. Actual or intended
location for one year or more is used as an operational
definition; while the choice of one year as a specific period is
somewhat arbitrary, it is adopted to avoid uncertainty and
facilitate international consistency.

The concept of residence in the System is exactly the same as in
BPM6. Some key consequences follow:

a. The residence of individual persons is determined by that of
the household of which they form part and not by their place
of work. All members of the same household have the same
residence as the household itself, even though they may
cross borders to work or otherwise spend periods of time
abroad. If they work and reside abroad so long that they
acquire a centre of economic interest abroad, they cease to
be members of their original households;

b. Unincorporated enterprises that are not quasi-corporations
are not separate institutional units from their owners and,
therefore, have the same residence as their owners;

c. Corporations and NPIs may normally be expected to have a
centre of economic interest in the country in which they are
legally constituted and registered. Corporations may be
resident in countries different from their shareholders and
subsidiary corporations may be resident in different
countries from their parent corporations. When a
corporation, or unincorporated enterprise, maintains a
branch, office or production site in another country in order
to engage in a significant amount of production over a long
period of time but without creating a subsidiary corporation
for the purpose, the branch, office or site is considered to be
a quasi-corporation (that is, a separate institutional unit)
resident in the country in which it is located;

d. Owners of land and buildings in the economic territory of a
country, or units holding long leases on either, are deemed
always to have a centre of economic interest in that country,
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even if they do not engage in other economic activities
or transactions in the country. All land and buildings
are therefore owned by residents;

e. For entities such as many special purpose entities, that
have few if any attributes of location, the location is
determined by their place of incorporation..

Further elaboration of borderline cases is given in chapter
24 and in BPMG6.

3. Sectoring and economic behaviour
4.16  The institutional sectors of the System group together
similar kinds of institutional units. Corporations, NPIs,
government units and households are intrinsically different

from each other in that their economic objectives,
functions and behaviour are different.

4.17 Institutional units are allocated to sector according to the
nature of the economic activity they undertake. The three
basic economic activities recorded in the System are
production of goods and services, consumption to satisfy
human wants or needs and accumulation of various forms
of capital. Corporations undertake either production or
accumulation (or both) but do not undertake (final)
consumption. Government undertakes production (but
mainly of a different type from corporations),
accumulation and final consumption on behalf of the
population.  All households undertake consumption on
their own behalf and may also engage in production and
accumulation. NPIs are diverse in nature. Some behave
like corporations, some are effectively part of government
and some undertake activities similar to government but
independently of it.

4.18 Fundamental to the distinction between corporations and
government is the basis on which production is
undertaken. Corporations produce for the market and aim
to sell their products at economically significant prices.
Prices are said to be economically significant if they have
a significant effect on the amount that producers are
willing to supply and the amounts purchasers wish to buy.
These prices normally result when the producer has an
incentive to adjust supply either with the goal of making a
profit in the long run (or at a minimum, covering capital
and other costs) and consumers have the freedom to
purchase or not purchase and make the choice on the basis
of the prices charged. There is more extensive discussion
of the definition of economically significant prices and the
meaning of market and non-market production in chapter
6.

4.19  Corporations are divided between those mainly providing
financial services and those mainly providing goods and
other services. The two groups are known as financial
corporations and non-financial corporations respectively.
The distinction is made because of the special role that
financial corporations play in the economy.

420 The economic objectives, functions and behaviour of
government units are quite distinct. They organize and
finance the provision of goods and services, to individual
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households and the community at large and therefore incur
expenditures on final consumption. They may produce most of
these goods and services themselves but the products are usually
either provided free or at prices determined by considerations
other than purely market forces. Such prices are considered not
to be economically significant. Government units are also
concerned with distribution and redistribution of income and
wealth through taxation and other transfers. Government units
include social security funds.

The economic objectives, functions and behaviour of households
are different again. Although primarily consumer units, they can
also engage in production. Often this production activity is
relatively small scale and includes informal and subsistence
activities. When the production units of households are not legal
entities (and cannot be treated as such) they are described as
unincorporated enterprises. They remain part of the same
institutional unit as the household to which they belong.

NPIs are institutional units created for the purpose of producing
or distributing goods or services but not for the purpose of
generating any income or profit for the units that control or
finance them. Nevertheless, some NPIs deliver goods and
services to customers at economically significant prices and,
when they do, these NPIs are treated in the same way as
corporations in the System. Other NPIs that are controlled by
government are treated as government units. The remaining
NPIs, those that produce goods and services but do not sell them
at economically significant prices and are not controlled by
government, are treated as a special group of units called non-
profit institutions serving households (NPISHs). They are in
effect non-governmental social institutions.

4. The total economy (S1)

4.23

The total economy is defined as the entire set of resident
institutional units. The resident institutional units that make up
the total economy are grouped into five mutually exclusive
institutional sectors. Sectors are groups of institutional units,
and the whole of each institutional unit must be classified to one
or other sector of the System. The full sequence of accounts of
the System may be constructed for a single institutional unit or a
group of units. The attributes of an institutional unit described
in paragraph 4.2 explain why it is not possible to compile a full
set of accounts for only part of a unit. However, it is possible,
useful and common practice to compile some accounts for sub-
divisions of corporations, discriminating on the basis of the type
of production the parts undertake. This is the subject of chapter
5. For the present chapter attention focuses on the allocation of
complete units to one sector or another.

5. An overview of institutional sectors

4.24
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All resident institutional units are allocated to one and only one
of the following five institutional sectors:

The non-financial corporations sector;
The financial corporations sector;

The general government sector;
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Figure 4.1 lllustrative allocation of units to institutional sectors

Is the unit resident? ———NO ROW
l Yes
Is it a household or institutional ~ Yes H hold
household? ousenolds
l No
Is it a market producer?
No Yes
Is it controlled by Does it produce mainly financial
government? services?
No
Yes
NPISH No ves
\4
General government
Non-financial Financial
corporations corporations
Is it controlled by Is it controlled by
Yes government? government? Yes
No No \
Public non-financial Public financial
corporations v v corporations
Is it foreign Is it foreign
controlled? controlled?
Yes Yes
No No \
Foreign controlled non- Foreign controlled
financial corporations financial corporations
v
National private non- National private
financial corporations financial corporations
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4.26

4.27

4.28

4.29

4.30
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The non-profit institutions serving households sector;
The households sector.

The conceptual basis for the allocation of a unit to the
appropriate sector can be seen in figure 4.1. The boxes for
the sectors of the total economy, plus the box for the rest of
the world, appear with double borders. Once non-resident
units and households are set aside, only resident legal and
social entities remain. Three questions determine the sectoral
allocation of all such units. The first is whether the unit is a
market or non-market producer. This depends on whether the
majority of the unit’s production is offered at economically
significant prices or not.

All non-market units, including non-market NPIs, are
allocated either to general government or to the NPISH
sector. The determining factor is whether the unit is part of,
or controlled by, government. The criteria to establish
control are discussed in section C below.

All market units, including market NPIs, are allocated to
either the non-financial corporations sector or the financial
corporations sector. In the context of sectors as elsewhere in
the System, the term “corporation” is used to encompass
cooperatives, limited liability partnerships, notional resident
units and quasi-corporations as well as legally constituted
corporations.

All resident non-financial corporations are included in the
non-financial corporations sector and make up most of the
sector in practice. In addition, the sector includes non-profit
institutions (NPIs) engaged in the market production of goods
and non-financial services: for example, hospitals, schools or
colleges that charge fees that enable them to recover their
current production costs, or trade associations financed by
subscriptions from non-financial corporate or unincorporated
enterprises whose role is to promote and serve the interests of
those enterprises. The non-financial corporations sector is
described further in section D.

The financial corporations sector includes all resident
corporations whose principal activity is financial
intermediation, auxiliary financial activities that facilitate
financial intermediation or other financial corporations. In
addition, the sector includes NPIs engaged in market
production of a financial nature such as those financed by
subscriptions from financial enterprises whose role is to
promote and serve the interests of those enterprises. The
financial corporations sector is described further in section E.

The general government sector consists mainly of central,
state and local government units together with social security
funds imposed and controlled by those units. In addition, it
includes NPIs engaged in non-market production that are
controlled by government units or social security funds.

The non-profit institutions serving households sector consists
of all resident NPIs, except those controlled by government,
that provide non-market goods or services to households or to
the community at large.
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The households sector consists of all resident households.
These include institutional households made up of persons
staying in hospitals, retirement homes, convents, prisons, etc.
for long periods of time. As already noted, an unincorporated
enterprise owned by a household is treated as an integral part
of the latter and not as a separate institutional unit unless the
accounts are sufficiently detailed to treat the activity as that
of a quasi-corporation.

6. Sub-sectors

4.33

434

4.35

Each of the five institutional sectors listed above may be
divided into sub-sectors. No single method of sub-sectoring
may be optimal for all purposes or all countries, so that
alternative methods of sub-sectoring are recommended for
certain sectors. Dividing the total economy into sectors
enhances the usefulness of the accounts for purposes of
economic analysis by grouping together institutional units
with similar objectives and types of behaviour. Sectors and
sub-sectors are also needed in order to be able to target or
monitor particular groups of institutional units for policy
purposes. For example, the household sector has to be
divided into sub-sectors in order to be able to observe how
different sections of the community are affected by, or benefit
from, the process of economic development or government
economic and social policy measures. Similarly, it may be
important to treat corporations subject to control by non-
residents as sub-sectors of the financial and non-financial
corporate sectors not only because they are liable to behave
differently from domestically controlled corporations but
because policy makers may wish to be able to identify and
observe those parts of the economy that are subject to
influence from abroad. The division of sectors into sub-
sectors depends upon the type of analysis to be undertaken,
the needs of policy makers, the availability of data and the
economic circumstances and institutional arrangements
within a country.

Public and foreign control

One common sub-sectoring is to identify those non-financial
and financial corporations that are controlled by the
government, called public corporations, and those that are
controlled from abroad. The remaining corporations form the
national private corporations in an economy. The criteria for
determining control by government and from abroad are
discussed in section B. Figure 4.1 includes this type of sub-
sectoring for both groups of corporations.

Non-profit institutions

As described above, the System assigns NPIs to different
sectors according to whether they produce for the market or
not, regardless of motivation, status of employees or the
activity they are engaged in. However, there is increasing
interest in considering the full set of NPIs as evidence of
“civil society” so it is recommended that NPIs within the
corporate and government sectors be identified in distinct
sub-sectors so that supplementary tables summarising all NPI
activities can be derived in a straightforward manner as and
when required.

4-7



4.36

Other sub-sectoring

The question of sub-sectoring is included in the more
extensive consideration of each institutional sector in
following sections. Particular sub-sectors are suggested for
general government, financial corporations and households.

B. Corporations in the System

1.

4.38

4.39

4.40

Types of corporations

In the System, the term corporation is used more broadly than
in just the legal sense. In general, all entities that are:

a. capable of generating a profit or other financial gain for
their owners,

b. are recognized at law as separate legal entities from their
owners who enjoy limited liability,

c. are set up for purposes of engaging in market production,

are treated as corporations in the System, however they may
describe themselves or whatever they may be called. As well
as legally constituted corporations the term corporations is
used to include cooperatives, limited liability partnerships,
notional resident units and quasi-corporations. Whenever the
term corporation is used, the broader coverage rather than the
narrow legal definition is intended unless otherwise stated.
Each of the main components of the broader coverage is
discussed in turn below.

Legally constituted corporations

Legally constituted corporations may be described by
different names: corporations, incorporated enterprises,
public limited companies, public corporations, private
companies, joint-stock companies, limited liability
companies, limited liability partnerships, and so on. A legally
constituted corporation is a legal entity, created for the
purpose of producing goods or services for the market, that
may be a source of profit or other financial gain to its
owner(s); it is collectively owned by shareholders who have
the authority to appoint directors responsible for its general
management.

The laws governing the creation, management and operations
of legally constituted corporations may vary from country to
country so that it is not feasible to provide a precise, legal
definition of a corporation that would be universally valid. It
is possible, however, to indicate in more detail the typical
features of corporations that are most relevant from the point
of view of the System. They may be summarized as follows:
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7. The rest of the world
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On occasion it is convenient to refer to non-resident
households or corporations as units that are resident in the
rest of the world. Whenever accounts are drawn up for
institutional sectors, as well as an account for the total
economy, a further account is shown showing the relationship
with the rest of the world. In effect, therefore transactions
with the rest of the world are recorded as if the rest of the
world is a de facto sixth sector.

a. A corporation is an entity created by process of law
whose existence is recognized independently of the other
institutional units that may own shares in its equity. The
existence, name and address of a corporation are usually
recorded in a special register kept for this purpose. A
corporation may normally be expected to have a centre of
predominant economic interest (that is, to be resident) in
the country in which it is created and registered.

b. A corporation that is created for the purpose of producing
goods or services for sale on the market does so at prices
that are economically significant. This implies that it is a
market producer. (A description of economically
significant prices and the difference between market and
non-market production is given in chapter 6.)

c. A corporation is fully responsible and accountable at law
for its own actions, obligations and contracts, this being
an essential attribute of an institutional unit in the System.
A corporation is liable to pay taxes on its productive
activities, income or assets.

d. Ownership of a corporation is vested in the shareholders
collectively. The amount of income actually distributed
to shareholders as dividends in any single accounting
period is decided by the directors of the corporation.
Income is wusually distributed to sharcholders in
proportion to the value, or amounts, of the shares or other
capital participations they own. There may be different
kinds of shares in the same corporation carrying different
entitlements.

e. In the event of a corporation being wound up, or
liquidated, the shareholders are similarly entitled to a
share in the net worth of the corporation remaining after
all assets have been sold and all liabilities paid. If a
corporation is declared bankrupt because its liabilities
exceed the value of its assets, the shareholders are not
liable to repay the excess liabilities.

f. Control of a corporation is ultimately exercised by the
shareholders collectively. A corporation has a board of
directors that is responsible for the corporation’s policy
and appoints the senior management of the corporation.
The board of directors is usually appointed by the
collective vote of the shareholders;
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g. In practice, however, some shareholders may exert much
more influence or control over the policies and operations
of a corporation than others:

e The voting rights of shareholders may not be equal.
Some types of shares may carry no voting rights,
while others may carry exceptional rights, such as the
right to make specific appointments to the board of
directors or the right to veto other appointments made
on a majority vote. Such exceptional rights may be
held by the government when it is a shareholder in a
corporation;

e Many shareholders with voting rights do not choose
to exercise them, so that a small, organized minority
of active shareholders may be in a position to control
the policy and operations of a corporation.

Cooperatives, limited liability partnerships, etc.
Cooperatives are set up by producers for purposes of
marketing their collective output. The profits of such
cooperatives are distributed in accordance with their agreed
rules and not necessarily in proportion to shares held, but
effectively they operate like corporations. Similarly,
partnerships whose members enjoy limited liability are
separate legal entities that behave like corporations. In effect,
the partners are at the same time both shareholders and
managers.

Quasi-corporations

Some unincorporated enterprises function in all (or almost

all) respects as if they were incorporated. These are termed

quasi-corporations in the System and are included with
corporations in the non-financial and financial corporations
sectors. A quasi-corporation is:

a. either an unincorporated enterprise owned by a resident
institutional unit that has a complete set of accounts
and is operated as if it were a separate corporation and
whose de facto relationship to its owner is that of a
corporation to its shareholders, or

b. an unincorporated enterprise owned by a non-resident
institutional unit that is deemed to be a resident
institutional unit because it engages in a significant
amount of production in the economic territory over a
long or indefinite period of time.

Three main kinds of quasi-corporations are recognized in the

System:

a. Unincorporated enterprises owned by government units
that are engaged in market production and that are
operated in a similar way to publicly owned corporations;

b. Unincorporated enterprises, including unincorporated
partnerships or trusts, owned by households that are
operated as if they were privately owned corporations;
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c. Unincorporated enterprises that belong to institutional
units resident abroad, referred to as “branches”.

The intent behind the concept of a quasi-corporation is clear:
namely, to separate from their owners those unincorporated
enterprises that are sufficiently self-contained and
independent that they behave in the same way as
corporations. If they function like corporations, they must
keep complete sets of accounts. Indeed, the existence of a
complete set of accounts, including balance sheets, for the
enterprise is a necessary condition for it to be treated as a
quasi-corporation. Otherwise, it would not be feasible from
an accounting point of view to distinguish the quasi-
corporation from its owner.

As a quasi-corporation is treated as a separate institutional
unit from its owner, it must have its own value added, saving,
assets, liabilities, etc. It must be possible to identify and
record any flows of income and capital that are deemed to
take place between the quasi-corporation and its owner. The
amount of income withdrawn from a quasi-corporation during
a given accounting period is decided by the owner, such a
withdrawal being equivalent to the payment of a dividend by
a corporation to its shareholder(s). Given the amount of the
income withdrawn, the saving of the quasi-corporation (that
is, the amount of earnings retained within the quasi-
corporation) is determined. A balance sheet is also needed
for the quasi-corporation showing the values of its non-
financial assets used in production and also the financial
assets and liabilities owned or incurred in the name of the
enterprise.

Experience has shown that countries have difficulty treating
unincorporated enterprises owned by households as quasi-
corporations.  However, it is not useful to introduce
additional criteria, such as size, into the definition of quasi-
corporations owned by households. If an enterprise is not in
fact operated like a corporation and does not have a complete
set of accounts of its own, it cannot and should not be treated
as a quasi-corporation however large it may be.

Branches

When a non-resident unit has substantial operations over a
significant period in an economic territory, but no separate
legal entity, a branch may be identified as an institutional
unit. This unit is identified for statistical purposes because
the operations have a strong connection to the location of
operations in all ways other than incorporation. An
unincorporated enterprise abroad should be treated as a quasi-
corporation when indications of substantial operations can be
identified separately from the rest of the entity. As with other
quasi-corporations, either a complete set of accounts exists or
it would be meaningful from an economic point of view to
compile them The availability of separate records indicates
that an actual unit exists and makes it practical to prepare
statistics. In addition, all or most of the following factors
tend to be present for a branch to be recognized:

a. undertaking or intending to undertake production on a
significant scale based in the territory for one year or
more in a territory other than that of its head office:
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e If the production process involves physical presence,
then the operations should be physically located in
that territory. Some indicators of an intention to
locate in the territory include purchasing or renting
business premises, acquiring capital equipment, and
recruiting local staff;

e [f the production does not involve physical presence,
such as some cases of banking, insurance, or other
financial services, the operations should be
recognized as being in the territory by virtue of the
registration or legal domicile of those operations in
that territory;

b. the recognition of the operations as being subject to the
income tax system, if any, of the economy in which it is
located even if it may have a tax-exempt status.

Some construction projects undertaken by a nonresident
contractor may give rise to a branch. Construction may be
carried out or managed by a nonresident enterprise, without
the creation of a local legal entity, for example, major
projects (such as bridges, dams, power stations) that take a
year or more to complete and that are managed through a
local site office.

Notional resident units

Immovable assets such as land and other natural resources,
and buildings and structures are treated as being owned by
resident units except in one particular circumstance. If the
legal owner is actually non-resident, an artificial unit, called a
notional resident unit, is created in the System. The notional
resident unit is recorded as owning the asset and receiving the
rent or rentals that accrue to the asset. The legal owner owns
the equity in the notional resident unit and then receives
income from the notional resident unit in the form of property
income paid abroad. The only exception is made for land and
buildings in extraterritorial enclaves of foreign governments
(such as embassies, consulates and military bases) that are
subject to the laws of the home territory and not those of the
territory where they are physically situated.

2. Special cases

4.50

Groups of corporations

Large groups of corporations, or conglomerates, may be
created whereby a parent corporation controls several
subsidiaries, some of which may control subsidiaries of their
own, etc. For certain purposes, it may be desirable to have
information relating to a group of corporations as a whole.
However, each individual corporation should be treated as a
separate institutional unit, whether or not it forms part of a
group. Even subsidiaries that are wholly owned by other
corporations are separate legal entities that are required by
law and the tax authorities to produce complete sets of
accounts, including balance sheets. Although the
management of a subsidiary corporation may be subject to the
control of another corporation, it remains responsible and
accountable for the conduct of its own production activities.

UNSC version

20/12/07

4.51

4.52

4.53

4.54

Another reason for not treating groups of corporations as
single institutional units is that groups are not always well
defined, stable or easily identified in practice. It may be
difficult to obtain data for groups whose activities are not
closely integrated. Moreover, many conglomerates are much
too large and heterogeneous for them to be treated as single
units, and their size and composition may be continually
shifting over time as a result of mergers and takeovers.

Head offices and holding companies

Two quite different types of units exist that are both often
referred to as holding companies. The first is the head office
that exercises some aspects of managerial control over its
subsidiaries. These may sometimes have noticeably fewer
employees, and more at a senior level, than its subsidiaries
but it is actively engaged in production. These types of
activities are described in ISIC rev 4 in section M class 7010
as follows:

This class includes the overseeing and managing of
other units of the company or enterprise; undertaking
the strategic or organizational planning and decision
making role of the company or enterprise; exercising
operational control and manage the day-to-day
operations of their related units.

Such units are allocated to the non-financial corporations
sector unless all or most of their subsidiaries are financial
corporations, in which case they are treated by convention as
financial auxiliaries in the financial corporations sector.

The type of unit properly called a holding company is a unit
that holds the assets of subsidiary corporations but does not
undertake any management activities. They are described in
ISIC rev 4 in section K class 6420 as follows:

This class includes the activities of holding
companies, i.e. units that hold the assets (owning
controlling-levels of equity) of a group of subsidiary
corporations and whose principal activity is owning
the group. The holding companies in this class do not
provide any other service to the businesses in which
the equity is held, i.e. they do not administer or
manage other units.

Such units are always allocated to the financial corporations
sector and treated as captive financial institutions even if all
the subsidiary corporations are non-financial corporations.

Institutional units with no employees and little
production activity

A holding company that simply owns the assets of
subsidiaries is one example of a unit that is not primarily
established to carry out production. Other examples include
investment funds and pension funds and units known
variously as special purpose entities (SPEs) or special
purpose vehicles. There is no common definition of an SPE
but some purposes that such structures are used for are
holding and managing wealth for individuals or families,
holding assets for securitization, issuing debt securities on
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behalf of related companies (such a company may be called a
conduit), securitization vehicles and to carry out other
financial functions.

Such units typically have no employees and no non-financial
assets. They may have little physical presence beyond a
“brass plate” confirming their place of registration. They are
always related to another corporation, often as a subsidiary,
and SPEs in particular are often resident in a territory other
than the territory of residence of the related corporations.

Entities of this type are commonly managed by employees of
another corporation which may or may not be a related one.
The unit pays fees for services rendered to it and in turn
charges its parent or other related corporation a fee to cover
these costs. This is the only production the unit is involved in
though it will often incur liabilities on behalf of its owner and
will usually receive investment income and holding gains on
the assets they hold.

An entity falling within this description is treated as a
separate institutional unit, even though it has no employees
and little production activity, as long as it can act
independently of its parent. This may be demonstrated by
exercising some substantive control over its assets and
liabilities to the extent of carrying the risks and reaping the
rewards associated with the assets and liabilities. Such units
are classified in the financial corporations sector.

An entity of this type that cannot act independently of its
parent and is simply a passive holder of assets and liabilities
(sometimes described as being on auto-pilot) is not treated as
a separate institutional unit unless it is resident in an economy
different from that of its parent. If t is resident in the same
economy as its parent, it is treated as an “artificial subsidiary”
as described immediately below.

Artificial subsidiaries

A subsidiary corporation, wholly owned by a parent
corporation, may be created to provide services to the parent
corporation, or other corporations in the same group, in order
to avoid taxes, to minimize liabilities in the event of
bankruptey, or to secure other technical advantages under the
tax or corporation legislation in force in a particular country.
For example, the parent may create a subsidiary to which
ownership of its land, buildings or equipment is transferred
and whose sole function is to lease them back again to the
parent corporation; the subsidiary may be the nominal
employer of all the staff who are then contracted to other
corporations in the group, the subsidiary may keep the
accounts and records of the parent on a separate computer
installation; the role of the subsidiary may be established to
take advantage of favourable funding or regulatory treatments
and so on. In some cases, corporations may create “dormant”
subsidiaries that are not actually engaged in any production
but which may be activated at the convenience of the parent
corporation

These sorts of corporations do not satisfy the definition of an
institutional unit in the System because they lack the ability
to act independently from their parent corporation and may be
subject to restrictions on their ability to hold or transact assets
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held on their balance sheets. Their level of output and the
price they receive for it are determined by the parent that
(possibly with other corporations in the same group) is their
sole client. They are thus not treated as separate institutional
units in the System but are treated as an integral part of the
parent and their accounts are consolidated with those of the
parent. As noted above, the accounts for SPEs on auto-pilot
are also consolidated with their parent corporation unless they
are resident in an economy different from that where the
parent is resident.

A distinction must be made between artificial subsidiaries as
just described and a unit undertaking only ancillary activities.
As described in more detail in chapter 5, ancillary activities
are limited in scope to the type of service functions that
virtually all enterprises need to some extent or another such
as cleaning premises, running the staff payroll or providing
the information technology infrastructure for the enterprise.
Units undertaking only ancillary activities will in general not
satisfy the conditions of being an institutional unit (for the
same sort of reason as artificial subsidiaries do not) but they
may sometimes be treated as a separate establishment of the
enterprise if this is analytically useful.

3. Ownership and control of corporations

4.62

4.63

4.64

The ownership of a listed corporation is diffused among the
institutional units that own its shares in proportion to the
shareholdings. It is possible for one single institutional unit,
whether another corporation, a household or a government
unit, to own all the equity or shares in a corporation but, in
general, ownership of a listed corporation is diffused among
several, possibly very many, institutional units.

A single institutional unit owning more than a half of the
shares, or equity, of a corporation is able to control its policy
and operations by outvoting all other shareholders, if
necessary. Similarly, a small, organized group of
shareholders whose combined ownership of shares exceeds
50 per cent of the total is able to control the corporation by
acting in concert. There may be exceptional cases in which
certain shareholders enjoy privileged voting rights, such as a
“golden share” giving a right of veto, but in general an
individual institutional unit or group of units owning more
than half the voting shares of a corporation can exercise
complete control by appointing directors of its own choice.
The degree of autonomy exercised by the directors and
managers of a corporation is, therefore, likely to vary
considerably, depending upon the extent to which the
ownership of its shares is concentrated in the hands of a small
number of other institutional units, whether these are other
corporations, households or government units. In general,
institutional units do not have to be autonomous but they do
have to be responsible, and accountable, for the decisions and
actions they take.

Because many shareholders do not exercise their voting
rights, a single shareholder, or small number of shareholders
acting together, may be able to secure control over a
corporation, even though they may hold considerably less
than half of the total shares. When ownership of shares is
widely diffused among a large number of shareholders,
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control may be secured by owning considerably less than half
of the total shares.

However, it is not possible to stipulate a minimum
shareholding below 50 per cent that will guarantee control in
all cases. The minimum must vary depending upon the total
number of shareholders, the distribution of shares among
them, and the extent to which small shareholders take an
active interest, etc.

Subsidiary and associate corporations

It is common for corporations to own shares in other
corporations, and certain inter-relationships between
corporations need to be specified for purposes of the System.

Subsidiary corporations

Corporation B is said to be a subsidiary of corporation A
when:

a. Either corporation A controls more than half of the
shareholders’ voting power in corporation B; or

b. Corporation A is a shareholder in corporation B with the
right to appoint or remove a majority of the directors of
corporation B.

Corporation A may be described as the parent corporation in
this situation. As the relationship of a parent corporation to a
subsidiary is defined in terms of control rather than
ownership, the relationship must be transitive: that is, if C is a
subsidiary of B and B is a subsidiary of A, then C must also
be a subsidiary of A. If A has a majority shareholding in B
while B has a majority shareholding in C, A cannot also have
a majority shareholding in C. Nevertheless, A must be able
to control C if it controls B. By analogy with families of
persons, corporation B can be described as a first generation
subsidiary of corporation A, and corporation C as a second
generation subsidiary of A. Evidently, large families of
corporations may be built up with any number of subsidiaries
at each level or generation and also any number of
generations. Very large families of corporations, described as
conglomerates, are encountered in some countries.
Conglomerates that include corporations resident in different
countries are usually described as multinational corporations.

Associate corporations

Corporation B is said to be an associate of corporation A
when corporation A and its subsidiaries control between 10
per cent and 50 per cent of the shareholders’ voting power in
B so that A has some influence over the corporate policy and
management of B.

By definition, a corporation is able to exert less influence
over an associate corporation than over a subsidiary.
Although some corporations may be able to exert
considerable influence over their associates, this cannot be
guaranteed. The relationship between associates is weaker
than that between parent and subsidiary corporations, and
groups of associates may not be well defined.
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Government control of corporations

A corporation is a public corporation if a government unit,
another public corporation, or some combination of
government units and public corporations controls the entity,
where control is defined as the ability to determine the
general corporate policy of the corporation. The expression
“general corporate policy” as used here is understood in a
broad sense to mean the key financial and operating policies
relating to the corporation’s strategic objectives as a market
producer.

Because governments exercise sovereign powers through
legislation, regulations, orders and the like, care needs to be
applied in determining whether the exercise of such powers
amounts to a determination of the general corporate policy of
a particular corporation and therefore control of the
corporation. Laws and regulations applicable to all units as a
class or to a particular industry should not be viewed as
amounting to control of these units.

The ability to determine general corporate policy does not
necessarily include the direct control of the day-to-day
activities or operations of a particular corporation. The
officers of such corporations would normally be expected to
manage these in a manner consistent with and in support of
the overall objectives of the particular corporation. Nor does
the ability to determine the general corporate policy of a
corporation include the direct control over any professional,
technical or scientific judgments, as these would normally be
viewed as part of the core competence of the corporation
itself. For example, the professional or technical judgments
exercised by a corporation set up to certify aircraft
airworthiness would not be considered controlled in respect
of individual approvals and disapprovals, though its broader
operating and financial policies, including the airworthiness
criteria, may well be determined by a government unit as part
of the corporation’s corporate policy.

Because the arrangements for the control of corporations can
vary considerably, it is neither desirable nor feasible to
prescribe a definitive list of factors to be taken into account.
The following eight indicators, however, will normally be the
most important and likely factors to consider:

a. Ownership of the majority of the voting interest. Owning
a majority of shares will normally constitute control when
decisions are made on a one-share one-vote basis. The
shares may be held directly or indirectly, and the shares
owned by all other public entities should be aggregated.
If decisions are not made on a one-share one-vote basis,
the classification should be based on whether the shares
owned by other public entities provide a majority voice.

b. Control of the board or other governing body. The
ability to appoint or remove a majority of the board or
other governing body as a result of existing legislation,
regulation, contractual, or other arrangements will likely
constitute control. Even the right to veto proposed
appointments can be seen as a form of control if it
influences the choices that can be made. If another body
is responsible for appointing the directors, it is necessary
to examine its composition for public influence. If a
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government appoints the first set of directors but does not
control the appointment of replacement directors, the
body would then be part of the public sector until the
initial appointments had expired.

c. Control of the appointment and removal of key personnel.
If control of the board or other governing body is weak,
the appointment of key executives, such as the chief
executive, chairperson, and finance director, may be
decisive. Non-executive directors may also be relevant if
they sit on key committees such as the remuneration
committee determining the pay of senior staff.

d. Control of key committees of the entity. Sub-committees
of the board or other governing body could determine the
key operating and financial policies of the entity.
Majority public sector membership on these sub-
committees could constitute control. Such membership
can be established under the constitution or other
enabling instrument of the corporation.

e. Golden shares and options. A government may own a
“golden share,” particularly in a corporation that has been
privatized. In some cases, this share gives the
government some residual rights to protect the interests of
the public by, for example, preventing the company
selling off some categories of assets or appointing a
special director who has strong powers in certain
circumstances. A golden share is not of itself indicative
of control. If, however, the powers covered by the golden
share do confer on the government the ability to
determine the general corporate policy of the entity in
particular circumstances, and those circumstances
currently existed, then the entity should be in the public
sector from the date in question. The existence of a share
purchase option available to a government unit or a
public corporation in certain circumstances may also be
similar in concept to the golden share arrangement
discussed above. It is necessary to consider whether, if
the circumstance in which the option may be exercised
exists, the volume of shares that may be purchased under
the option and the consequences of such exercise means
that the government has “the ability to determine the
general corporate policy of the entity” by exercising that
option. An entity’s status in general should be based on
the government’s existing ability to determine corporate
policy exercised under normal conditions rather than in
exceptional economic or other circumstances such as
wars, civil disorders or natural disasters.

f.  Regulation and control. The borderline between
regulation that applies to all entities within a class or
industry group and the control of an individual
corporation can be difficult to judge. There are many
examples of government involvement through regulation,
particularly in areas such as monopolies and privatized
utilities. It is possible for regulatory involvement to exist
in important areas, such as in price setting, without the
entity ceding control of its general corporate policy.
Choosing to enter into or continue to operate in a highly
regulated environment suggests that the entity is not
subject to control. When regulation is so tight as to

UNSC version

20/12/07

4.75

4.76

effectively dictate how the entity performs its business,
then it could be a form of control. If an entity retains
unilateral discretion as to whether it will take funding
from, interact commercially with, or otherwise deal with
a public sector entity, the entity has the ultimate ability to
determine its own corporate policy and is not controlled
by the public sector entity.

g. Control by a dominant customer. If all of the sales of a
corporation are to a single public sector customer or a
group of public sector customers, there is clear scope for
dominant influence. The presence of a minority private
sector customer usually implies an element of
independent decision-making by the corporation so that
the entity would not be considered controlled. In general,
if there is clear evidence that the corporation could not
choose to deal with non-public sector clients because of
the public sector influence, then public control is implied.

h. Control attached to borrowing from the government.
Lenders often impose controls as conditions of making
loans. If the government imposed controls through
lending or issuing guarantees that are more than would be
typical when a healthy private sector entity borrows from
a bank, control may be indicated. Similarly, control may
be implied if only the government was prepared to lend.

Although a single indicator could be sufficient to establish
control, in other cases, a number of separate indicators may
collectively indicate control. A decision based on the totality
of all indicators must necessarily be judgmental in nature but
clearly similar judgements must be made in similar cases.

Control by a non-resident unit

In general, a non-resident unit controls a resident corporation
if the non-resident unit owns more than 50 per cent of the
equity of the corporation.  Branches of non-resident
corporations are by their nature always under foreign control.
However, control may also be possible with a holding of less
than half the equity if the non-resident unit can exercise some
of the powers just described as indicating possible control by
government, for example the control of the board or other
governing body, control of the appointment and removal of
key personnel, control of key committees of the corporations
and so on.

Within the balance of payments, a distinction is made
between corporations where over 50 per cent of the equity is
held by non-resident and those corporations where between
10 and 50 per cent of the equity is held abroad. All
corporations with foreign holdings of 10 per cent or more are
described as foreign direct investment enterprises and special
treatment of their earnings is applied. Further details on this
are given in chapters 7 and 24. It is important to note,
however, that while all foreign controlled corporations are
foreign direct investment enterprises, the reverse is not true,
for example even a publicly controlled corporation may be a
foreign direct investment enterprise if, in addition to
government controlling half of the equity, a further 10 per
cent is owned by a non-resident.
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C. Non-profit institutions

4.77

4.78

1.

4.79

Non-profit institutions are legal or social entities created
for the purpose of producing goods and services whose
status does not permit them to be a source of income,
profit or other financial gain for the units that establish,
control or finance them. In practice, their productive
activities are bound to generate either surpluses or deficits
but any surpluses they happen to make cannot be
appropriated by other institutional units. The articles of
association by which they are established are drawn up in
such a way that the institutional units that control or
manage them are not entitled to a share in any profits or
other income they receive. For this reason, they are
frequently exempted from various kinds of taxes.

NPIs may be created by households, corporations, or
government but the motives leading to their creation are
varied. For example, NPIs may be created to provide

services for the benefit of the households or corporations 480
who control or finance them; or they may be created for
charitable, philanthropic or welfare reasons to provide
goods or services to other persons in need; or they may be
intended to provide health or education services for a fee, 481

but not for profit; or they may be intended to promote the
interests of pressure groups in business or politics; etc.
Although they may provide services to groups of persons
or institutional units, by convention they are deemed to
produce only individual services and not collective
services.

productive activities of the NPI, such profits being retained
within the NPL

d. The direction of an NPI is usually vested in a group of
officers, executive committee or similar body elected by a
simple majority vote of all the members. These officers are
the counterpart of the board of directors of a corporation and
are responsible for appointing any paid managers.

e. The term “non-profit institution” derives from the fact that
the members of the association controlling the NPI are not
permitted to gain financially from its operations and cannot
appropriate any surplus that it may make. It does not imply
that an NPI cannot make an operating surplus on its
production.

In some countries NPIs are subject to preferential tax treatment,
possibly to exemption from income tax, but this is not
necessarily so and is not a determining factor in the
identification of an NPI.

As in the case of producer units owned by government units, it is
important to distinguish between NPIs engaged in market and
non-market production as this affects the sector of the economy
to which an NPI is allocated. NPIs do not necessarily engage in
non-market production.

2. NPIs engaged in market production

The characteristics of NPIs

4.82

The main features of NPIs may be summarized as follows:

a. Most NPIs are legal entities created by process of law
whose existence is recognized independently of the
persons, corporations or government units that
establish, finance, control or manage them. The
purpose of the NPI is usually stated in the articles of
association or similar document drawn up at the time
of its establishment. In some countries, especially
developing countries, an NPI may be an informal
entity whose existence is recognized by society but
does not have any formal legal status; such NPIs may
be created for the purpose of producing non-market
goods or services for the benefit of individual
households or groups of households.

b. Many NPIs are controlled by associations whose
members have equal rights, including equal votes on
all major decisions affecting the affairs of the NPI.
Members enjoy limited liability with respect to the
NPI’s operations.

c. There are no shareholders with a claim on the profits
or equity of the NPI. The members are not entitled to
a share in any profits, or surplus, generated by the
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Market producers are producers that sell most or all of their
output at prices that are economically significant, that is, at
prices that have a significant influence on the amounts the
producers are willing to supply and on the amounts purchasers
wish to buy. Schools, colleges, universities, clinics, hospitals,
etc. constituted as NPIs are market producers when they charge
fees that are based on their production costs and that are
sufficiently high to have a significant influence on the demand
for their services. Their production activities must generate an
operating surplus or loss. Any surpluses they make must be
retained within the institutions as their status prevents them from
distributing them to others. On the other hand, because of their
status as “non-profit institutions” they are also able to raise
additional funds by appealing for donations from persons,
corporations or government. In this way, they may be able to
acquire assets that generate significant property income in
addition to their revenues from fees, thereby enabling them to
charge fees below average costs. However, they must continue
to be treated as market producers so long as their fees are
determined mainly by their costs of production and are high
enough to have a significant impact on demand. Such NPIs are
not charities, their real objective often being to provide
educational, health or other services of a very high quality using
their incomes from endowments merely to keep down somewhat
the high fees they have to charge.
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Market NPIs serving businesses

Some market NPIs restrict their activities to serving a
particular sub-set of other market producers. Most market
NPIs serving businesses are created by associations of the
businesses whose interests they are designed to promote.
They consist of chambers of commerce, agricultural,
manufacturing or trade associations, employers’
organizations, research or testing laboratories or other
organizations or institutes that engage in activities that are
of common interest or benefit to the group of businesses
that control and finance them. The NPIs often engage in
publicity on behalf of the group, lobby politicians or
provide advice or assistance to individual members in
difficulty for one reason or another. The NPIs are usually
financed by contributions or subscriptions from the group
of businesses concerned. The subscriptions are treated not
as transfers but as payments for services rendered and
these NPIs are, therefore, classed as market producers.
However, as explained below, when chambers of
commerce or similar organizations intended for the benefit
of businesses are controlled by government units, they are
classified as non-market NPIs and allocated to the general
government sector.

3. NPIs engaged in non-market production
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The majority of NPIs in most countries are non-market
rather than market producers. Non-market producers are
producers that provide most of their output to others free
or at prices that are not economically significant. Thus,
NPIs engaged mainly in non-market production may be
distinguished not only by the fact that they are incapable
of providing financial gain to the units that control or
manage them, but also by the fact that they must rely
principally on funds other than receipts from sales to cover
their costs of production or other activities.  Their
principal source of finance may be regular subscriptions
paid by the members of the association that controls them
or transfers or donations from third parties, including
government.

NPIs engaged mainly in non-market production are
divided into two groups: those NPIs controlled by
government and those NPIs that provide goods and
services to households at prices that are not economically
significant and that are financed mainly by transfers from
non-governmental sources in the national economy or
from non-residents. The former are included in the
general government sector. The latter are described as
“non-profit institutions serving households” (NPISHs) and
constitute a separate sector in the System.

Government control of non-profit institutions

Control of an NPI is defined as the ability to determine the
general policy or programme of the NPI. All NPIs
allocated to the general government sector should retain
their identity as NPIs in statistical records, to facilitate
analysis of the complete set of NPIs. To determine if an
NPI is controlled by the government, the following five
indicators of control should be considered:

4.87

4.88
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a. The appointment of officers. The government may have the
right to appoint the officers managing the NPI either under
the NPI’s constitution, its articles of association or other
enabling instrument.

b. Other provisions of enabling instrument. The enabling
instrument may contain provisions other than the
appointment of officers that effectively allow the
government to determine significant aspects of the general
policy or programme of the NPI. For example, the enabling
instrument may specify or limit the functions, objectives and
other operating aspects of the NPI, thus making the issue of
managerial appointments less critical or even irrelevant. The
enabling instrument may also give the government the right
to remove key personnel or veto proposed appointments,
require prior approval of budgets or financial arrangements
by the government, or prevent the NPI from changing its
constitution, dissolving itself, or terminating its relationship
with government without government approval.

c. Contractual agreements. The existence of a contractual
agreement between a government and an NPI may allow the
government to determine key aspects of the NPI’s general
policy or programme. As long as the NPI is ultimately able
to determine its policy or programme to a significant extent,
such as by being able to renege on the contractual agreement
and accept the consequences, by being able to change its
constitution or dissolve itself without requiring government
approval other than that required under the general
regulations, then it would not be considered controlled by
government.

d. Degree of financing. An NPI that is mainly financed by
government may be controlled by that government.
Generally, if the NPI remains able to determine its policy or
programme to a significant extent along the lines mentioned
in the previous indicator, then it would not be considered
controlled by government.

e. Risk exposure. 1f a government openly allows itself to be
exposed to all, or a large proportion of, the financial risks
associated with an NPI’s activities, then the arrangement
constitutes control. The criteria are the same as in the
previous two indicators.

A single indicator could be sufficient to establish control in
some cases, but in other cases, a number of separate indicators
may collectively indicate control. A decision based on the
totality of all indicators will necessarily be judgmental in nature.

NPIs serving households (NPISHSs)

Non-profit institutions serving households (NPISHs) consist of
NPIs that provide goods or services to households free or at
prices that are not economically significant. Two main types
of NPISHs may be distinguished.

The first type consists of NPISHs that are created by
associations of persons to provide goods or, more often, services
primarily for the benefit of the members themselves. The
services are usually provided free, being financed by regular
membership subscriptions or dues. They include NPISHs such
as professional or learned societies, political parties, trades
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unions, consumers’ associations, churches or religious
societies, and social, cultural, recreational or sports clubs.
They do not include bodies serving similar functions that
are controlled by government units. Religious institutions
are treated as NPISHs even when mainly financed by
government units if this majority financing is not seen as
empowering control by government. Political parties in
countries with one-party political systems that are
controlled by government units by means of providing the
necessary finance are included in the general government
sector.

In some communities, NPISHs may be found that do not
possess any legal status or formal articles of association.
They should be treated as NPISHs when they perform the
same kinds of functions as the societies, political parties,
trades unions, etc., described above, even if they are not
legally constituted as NPISHs. However, when groups of

4.90

households collaborate on communal construction projects (such
as construction of buildings, roads, bridges, ditches, dykes, etc.),
they should be treated as informal partnerships engaged on own-
account construction rather than NPISHs. NPISHs should
normally have a continuing role to play and not be deemed to be
created for single projects of limited duration.

The second type of NPISH consists of charities, relief or aid
agencies that are created for philanthropic purposes and not to
serve the interests of the members of the association controlling
the NPISH. Such NPISHs provide goods or services on a non-
market basis to households in need, including households
affected by natural disasters or war. The resources of such
NPISHs are provided mainly by donations in cash or in kind
from the general public, corporations or governments. They
may also be provided by transfers from non-residents, including
similar kinds of NPISHs resident in other countries.

D. The non-financial corporations sector and its sub-sectors (S11)

491

4.92

Non-financial corporations are corporations whose
principal activity is the production of market goods or non-
financial services. The non-financial corporations sector is
composed of the following set of resident institutional units:

a. All resident non-financial corporations (as understood in
the System and not just restricted to legally constituted
corporations), regardless of the residence of their
shareholders;

b. The branches of non-resident enterprises that are engaged
in significant amounts of non-financial production on the
economic territory on a long-term basis;

c. All resident NPIs that are market producers of goods or
non-financial services.

Some non-financial corporations or quasi-corporations may
have secondary financial activities: for example, producers or
retailers of goods may provide consumer credit directly to
their own customers. As explained more fully below, such
corporations or quasi-corporations are nevertheless classified
as belonging in their entirety to the non-financial corporate
sector provided their principal activity is non-financial.
Sectors are groups of institutional units, and the whole of
each institutional unit must be classified to one or other sector
of the System even though that unit may be engaged in more
than one type of economic activity
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Two classification criteria are used to sub-sector the non-
financial corporations sector. One criterion is to show NPIs
separately from other units in the sector. These units other
than NPIs may be described as for profit institutions (FPIs).
The second criterion is that of control to show

a. Public non-financial corporations,
b. National private non-financial corporations, and
c. Foreign controlled non-financial corporations.

The criteria for control of corporations and NPIs by
government and non-resident units are described in detail in
section B. Corporations controlled by non-resident units are
described as being foreign controlled.

The full sub-sectoring of the non-financial corporations sector
can be seen as a two-way table as shown in table 4.1. The
exact form of presentation of the sub-sectors will depend on
both analytical and statistical considerations. It may be that
the number of NPIs is such that some control categories are
empty or sufficiently sparse that the detail cannot be shown
for reasons of confidentiality. At the least, though, it is
useful, and should be feasible, to distinguish the entries for
the left-most column and bottom row of table 4.1
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Table 4.1:

Sub-sectors of the non-financial corporations sector

Non-financial corporations

NPIs

FPIs

Public non-financial corporations
(S11001)

National private non-financial corporations

(S11002) (S110021)

Foreign controlled non-financial

corporations (S11003) (5110031)

Public non-financial NPIs (S110011)

National private non-financial NPIs

Foreign controlled non-financial NPIs

Public non-financial FPIs (S110012)

National private non-financial FPIs
(S110022)

Foreign controlled non-financial FPIs
(S110032)

Total non-financial corporations (S11)

Total non-financial NPIs (S110001)

Total non-financial FPIs (S110002)

E. The financial corporations sector and its sub-sectors (S12)

4.95

4.96

Financial corporations consist of all resident corporations
that are principally engaged in providing financial services,
including insurance and pension funding services, to other
institutional units. The financial corporations sector is
composed of the following set of resident institutional units:

a. All resident financial corporations (as understood in the
System and not just restricted to legally constituted
corporations), regardless of the residence of their
shareholders;

b. The branches of non-resident enterprises that are engaged
in significant amounts of financial activity on the
economic territory on a long-term basis;

c. All resident NPIs that are market producers of financial
services.

The production of financial services is the result of financial
intermediation, financial risk management, liquidity
transformation or auxiliary financial activities. Because the
provision of financial services is typically subject to strict
regulation, it is usually the case that units providing financial
services do not produce other goods and services and
financial services are not provided as secondary production.

One form of financial innovation has seen a substantial
growth in activity of a kind traditionally carried out by, or
through, financial corporations but that may also be done
directly by non-financial enterprises themselves.  For
example, there is a tendency in some countries for producers
or retailers of goods to provide consumer credit directly to
their customers. Another example is the tendency for non-
financial enterprises in some countries to raise funds
themselves by selling their own obligations directly on the
money or capital markets. However, the enterprise as a
whole must continue to be classified as non-financial
provided that:
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a. A non-financial enterprise does not create a new
institutional unit, such as a subsidiary corporation, to
carry out the financial activity; and

b. The financial activity remains secondary to the principal
activity of the enterprise.

The same principle applies to the sub-sectoring of financial
corporations. For example, many central banks also engage
in some commercial banking. = However, as a single
institutional unit, the central bank as a whole, including its
commercial banking activities, is classified in the sub-sector
“central banks”. For the same reason, central bank or
monetary authority-type functions carried out by agencies
within the central government that are not separate
institutional units from government are not allocated to the
central bank sub-sector. (This is discussed further in the
following section and in chapter 21.)

Financial corporations can be divided into three broad classes
namely, financial intermediaries, financial auxiliaries and
other financial corporations. Financial intermediaries are
institutional units that incur liabilities on their own account
for the purpose of acquiring financial assets by engaging in
financial transactions on the market. They include insurance
corporations and pension funds. Financial auxiliaries are
institutional units principally engaged in serving financial
markets, but do not take ownership of the financial assets and
liabilities they handle. Other financial corporations are
institutional units providing financial services, where most of
their assets or liabilities are not available on open financial
markets.

The financial corporations sector can be divided into nine
sub-sectors according to its activity in the market and the
liquidity of its liabilities. These nine sub-sectors are shown in
table 4.2 and are each described later in this section. Sub-
sector 6 corresponds to financial auxiliaries; sub-sector 7
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corresponds to other financial corporations. All the other
sub-sectors are financial intermediaries of one sort or another.

As well as being sub-sectored according to the nature of the
financial activity being undertaken, the financial corporations
sector can also be sub-sectored in the same manner as the
non-financial corporations sector to show the difference
between NPIs and FPIs and to show which units are subject

to public control, which are national private corporations and
which are foreign controlled. Thus in principle each of the
rows in table 4.2 may be further disaggregated in the manner
of table 4.1 though it is unlikely that all possible cross-
classifications exist and a compressed sub-sectoring based on
local circumstance and particular analytical interest may be
sufficient.

Table 4.2 Sub-sectors of the financial corporations sector

—_

. Central Bank (S121)

. Money market funds (MMF) (S123)
. Non-MMF investment funds (S124)

. Financial auxiliaries (S126)

. Insurance corporations (IC) (S128)
. Pension funds (PF) (S129)

© 00 N O o B~ ow DN

. Deposit-taking corporations except the Central Bank (S122)

. Other financial intermediaries except insurance corporations and pension funds (ICPF) (S125)

. Captive financial institutions and money lenders (S127)

1. Central bank

taking corporations are typically included in measures of
money broadly defined.

4.101 The central bank is the national financial institution that
exercises control over key aspects of the financial system. 4.104 In general, the following financial intermediaries are

classified in this sub-sector:

4.102 In general, the following financial intermediaries are ) .
classified in this sub-sector: a. Commercial banks, ‘universal’ banks, ‘all-purpose’

banks;

a. The national central bank, including where it is part of a ) ) ) )
system of central banks; and b. Savings banks (including trustee savings banks and

savings and loan associations);

b. Central monetary agencies of essentially public origin
(for example, agencies managing foreign exchange or
issuing banknotes and coin) that keep a complete set of

c. Post office giro institutions, post banks, giro banks;

accounts but are not classified as part of central d. Rural credit banks, agricultural credit banks;
government. Supervisory authorities that are separate
institutional units are not included with the central bank e. Co-operative credit banks, credit unions; and

but are included with financial auxiliaries.

f. Specialized banks or other financial corporations if they
c. As long as the central bank is a separate institutional unit, take deposits or issue close substitutes for deposits.
it is always allocated to the financial corporations sector

even if it is primarily a non-market producer.

3. Money market funds (MMFs)

2. Deposit-taking corporations except the central 4105 MMFs are collective investment schemes that raise funds by

bank issuing shares or units to the public. The proceeds are
invested primarily in money market instruments, MMF
shares/units, transferable debt instruments with a residual

4.103 Deposit-taking corporations except the central bank have / €
maturity of not more than one year, bank deposits and

financial intermediation as their principal activity. To this

end, they have liabilities in the form of deposits or financial
instruments (such as short-term certificates of deposit) that
are close substitutes for deposits. The liabilities of deposit-
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instruments that pursue a rate of return that approaches the
interest rates of money market instruments. MMF shares
can be transferred by cheque or other means of direct third-
party payment. Because of the nature of the instruments the
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schemes invest in, their shares or units may be regarded as
close substitutes for deposits.

4. Non-MMF investment funds

4.106

Non-MMF investment funds are collective investment
schemes that raise funds by issuing shares or units to the
public.  The proceeds are invested predominantly in
financial assets other than short-term assets and non-
financial assets (usually real estate). Investment fund shares
or units are generally not close substitutes for deposits. They
are not transferable by means of cheque or third-party
payments.

5. Other financial intermediaries, except insurance
corporations and pension funds (ICPFs)

4.107

4.108

Other  financial intermediaries  except insurance
corporations and pension funds consist of financial
corporations that are engaged in providing financial
services by incurring liabilities, in forms other than
currency, deposits or close substitutes for deposits, on their
own account for the purpose of acquiring financial assets
by engaging in financial transactions on the market. It is a
feature of a financial intermediary that transactions on both
sides of the balance sheet are carried out in open markets.
intermediaries

In general, the following financial are

classified in this sub-sector:

a. Financial corporations engaged in the securitization of
assets;

b. Security and derivative dealers (on own account);

c. Financial corporations engaged in lending, including the
finance associates of retailers, who may be responsible
for financial leasing and both personal or commercial
finance;

d. Specialized financial corporations that provide:

e Short-term financing for corporate mergers and
takeovers;

e Export/import finance;
e Factoring services;

e Venture capital and development capital firms.

6. Financial auxiliaries

4.109

Financial auxiliaries consist of financial corporations that
are principally engaged in activities associated with
transactions in financial assets and liabilities or with
providing the regulatory context for these transactions but
in circumstances that do not involve the auxiliary taking
ownership of the financial assets and liabilities being
transacted.
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In general, the following financial auxiliaries are classified in
this sub-sector:

a. Insurance brokers, salvage and claims adjusters (whether
employed by the insurance company, an independent
adjuster or a public adjuster employed by the policy
holder), insurance and pension consultants;

b. Loan brokers, securities brokers, investment advisers,
etc.;

c. Flotation corporations that manage the issue of securities;

d. Corporations whose principal function is to guarantee, by
endorsement, bills and similar instruments;

e. Corporations that arrange derivative and hedging
instruments, such as swaps, options and futures (without
issuing them);

for financial

f. Corporations infrastructure

markets;

providing
g. Managers of pension funds, mutual funds, etc. (but not
the funds they manage);

h. Corporations providing stock exchange and insurance
exchange;

i. Foreign exchange bureaux;

j- Non-profit institutions recognized as independent legal
entities serving financial corporations,

k. Central supervisory authorities of financial intermediaries
and financial markets when they are separate institutional
units.

7. Captive financial institutions and money lenders

4.111

4.112

Captive financial institutions and money lenders consist of
institutional units providing financial services, where most
of either their assets or liabilities are not transacted on open
financial markets. 1t includes entities transacting within only
a limited group of units (such as with subsidiaries) or
subsidiaries of the same holding corporation or entities that
provide loans from own funds provided by only one sponsor.

In general, the following financial corporations are classified
in this sub-sector:

a. Units which are legal entities such as trusts, estates,
agencies accounts or brass plate companies.

b. Holding corporations that only hold the assets (owning
controlling-levels of equity) of a group of subsidiary
corporations and whose principal activity is owning the
group without providing any other service to the
businesses in which the equity is held, that is, they do not
administer or manage other units.
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c. Head offices of financial corporations that are principally
engaged in controlling financial corporations or groups of
financial corporations but that do not themselves conduct
the business of financial corporations.

d. SPEs or conduits that qualify as institutional units and
raise funds in open markets to be used by their parent
corporation,

e. Units which provide financial services exclusively with
own funds, or funds provided by a sponsor to a range of
clients and incur the financial risk of the debtor
defaulting, including

e Moneylenders.

e Corporations engaged in lending (e.g. student loans,
import/export loans) from funds received from a
sponsor such as a government unit or non-profit
institution.

e Pawnshops that predominantly engage in lending.

8. Insurance corporations (ICs)

4.113 Insurance corporations consist of incorporated, mutual and
other entities whose principal function is to provide life,
accident, sickness, fire or other forms of insurance to
individual institutional units or groups of units or
reinsurance services to other insurance corporations.

9. Pension funds (PFs)

4.114 Pension liabilities arise when an employer or government

obliges or encourages members of households to participate
in a social insurance scheme that will provide income in
retirement. The social insurance schemes may be organised
by employers or by government, they may be organised by
insurance corporations on behalf of employees or separate
institutional units may be established to hold and manage the
assets to be used to meet the pensions and to distribute the
pensions. The pension fund sub-sector consists of only
those social insurance pension funds that are institutional
units separate from the units that create them.

F. The general government sector and its sub-sectors (S13)

1.

Government units as institutional units

4.115 Government units are unique kinds of legal entities

established by political processes that have legislative,
Jjudicial or executive authority over other institutional
units within a given area. Viewed as institutional units,
the principal functions of government are to assume
responsibility for the provision of goods and services to
the community or to individual households and to finance
their provision out of taxation or other incomes, to
redistribute income and wealth by means of transfers, and
to engage in non-market production. In general terms:

a. A government unit usually has the authority to raise
funds by collecting taxes or compulsory transfers from
other institutional units. In order to satisfy the basic
requirements of an institutional unit in the System, a
government unit, whether at the level of the nation, a
region or a locality, must have funds of its own either
raised by taxing other units or received as transfers
from other government units and the authority to
disburse some, or all, of such funds in the pursuit of its
policy objectives. It must also be able to borrow funds
on its own account;

b. Government units typically make three different kinds

of final outlays: 4117
e The first group consists of actual or imputed
expenditures on the free provision to the
community of collective services such as public
administration, defence, law enforcement, public
health, etc. that are organized collectively by
UNSC version 20/12/07

government and financed out of general taxation or other
income;

e The second group consists of expenditures on the
provision of goods or services free, or at prices that are
not economically significant, to individual households.
These expenditures are deliberately incurred and
financed out of taxation or other income by government
in the pursuit of its social or political objectives, even
though individuals could be charged according to their
usage;

e The third group consists of transfers paid to other
institutional units, mostly households, in order to
redistribute income or wealth.

4.116 Within a single territory there may be many separate government

units when there are different levels of government, specifically
central, state or local governments. In addition, social security
funds also constitute government units. These different kinds of
government units are described later when the sub-sectoring of
the general government sector is explained.

Government units as producers

The fact that governments choose to supply not only collective
services but also many goods and individual services free, or at
prices that are not economically significant, to households or
other units does not necessitate that they produce them
themselves. Even in the case of most collective services, or so-
called “public goods”, governments are obliged only to assume
responsibility for organizing and financing their production.
They are not obliged to produce them. However, government
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4.119

4.120

4.121

units do usually engage in a wide range of productive
activities in practice, covering not only collective services
but also many other goods and individual services.
Because it is largely a matter of political choice, the range
of goods and services produced by government units
varies greatly from one country to another. Apart from
some collective services such as public administration and
defence, it is therefore difficult to categorize certain types
of production, such as the production of education or
health services, as intrinsically governmental, even though
they are often produced by government units.

When a government unit wishes to intervene in the sphere
of production it has three options:

a. it may create a public corporation whose corporate
policy, including pricing and investment, it is able to

4.122

control;

b. it may create an NPI that it controls;

c. it may produce the goods or services itself in an
establishment that it owns but that does not exist as a
separate legal entity from the government unit itself.

However, a government establishment, or group of

establishments engaged in the same kind of production

under common management, should be treated as a quasi-
corporation if the following three criteria hold:

a. the unit charges prices for its outputs that are
economically significant;

b. the unit is operated and managed in a similar way to a
corporation; and

c. the unit has a complete set of accounts that enable its
operating surpluses, savings, assets and liabilities to be
separately identified and measured.

Such quasi-corporations are market producers that are
treated as separate institutional units from the government
units that own them. They are classified, sectored and
sub-sectored in the same way as public corporations.

In order to be treated as a quasi-corporation the
government must allow the management of the enterprise
considerable discretion not only with respect to the
management of the production process but also the use of
funds. Government quasi-corporations must be able to
maintain their own working balances and business credit
and be able to finance some or all of their capital
formation out of their own savings, depreciation reserves
or borrowing. The ability to distinguish flows of income
and capital between quasi-corporations and government
implies that their operating and financing activities are not
fully integrated with government revenue or finance
statistics in practice, despite the fact that they are not
separate legal entities.

Producer units of government that cannot be treated as
quasi-corporations, like all unincorporated enterprises that
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cannot be separated from their owners, remain in the same
institutional unit as the owner, in this case within the general
government sector. They are likely to consist largely, or
entirely, of non-market producers: that is, producers most or all
of whose output is supplied to other units free, or at prices that
are not economically significant. In addition to providing non-
market goods or services to the general public, such units may
include government producers supplying non-market goods or
services to other government units for purposes of intermediate
consumption or gross fixed capital formation: for example,
munitions factories, government printing offices, transport
agencies, computer or communications agencies, etc. However,
it is possible for an unincorporated enterprise within a
government to be a market producer. The example often quoted
is that of a bookshop within a museum.

Social security schemes and social security funds

Social security schemes are social insurance schemes that cover
the community as a whole or large sections of the community
and are imposed and controlled by government units. The
schemes cover a wide variety of programmes, providing benefits
in cash or in kind for old age, invalidity or death, survivors,
sickness and maternity, work injury, unemployment, family
allowance, health care, etc. There is usually no direct link
between the amount of the contribution paid by an individual
and the risk to which that individual is exposed.

When social security schemes are separately organized from the
other activities of government units and hold their assets and
liabilities separately from the latter and engage in financial
transactions on their own account, they qualify as institutional
units that are described as social security funds. However,
institutional arrangements in respect of social security differ
from country to country and in some countries they may become
so closely integrated with the other finances of government as to
bring into question whether they should be treated as separate
institutional units.

The amounts raised, and paid out, in social security
contributions and benefits may be deliberately varied in order to
achieve objectives of government policy that have no direct
connection with the concept of social security as a scheme to
provide social benefits to members of the community. They
may be raised or lowered in order to influence the level of
aggregate demand in the economy, for example. Nevertheless,
so long as they remain separately constituted funds, they must be
treated as separate institutional units in the System.

2. The general government sector

4.125 The general government sector consists of the following groups

of resident institutional units:

a. All units of central, state or local government (as described
immediately below);

b. All non-market NPIs that are controlled by government
units.

The sector also includes social security funds, either as separate
institutional units or as part of central, state or local government.
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The sector does not include public corporations, even
when all the equity of such corporations is owned by
government units. Nor does it include quasi-corporations
that are owned and controlled by government units.
However, unincorporated enterprises owned by
government units that are not quasi-corporations remain
integral parts of those units and, therefore, must be
included in the general government sector.
3. Sub-sectors of the general government sector
4.126 A full sub-sectoring of the general government would
allow for both NPIs and social security funds to be
distinguished for each of central, state and local
government. In practice, though, it is usual to show all
social security funds together as one sub-sector or to
merge them all with their appropriate level of government
and not show social security funds by level of government
separately. Further, NPIs may be shown as an “of which”
item for general government as a whole or for central,
state and local government individually.
4.127 The first method of sub-sectoring general government is as
follows:

a. Central government (S1312);
b. State government (S1322);

c. Local government (S1332);

d. Social security funds (S1301);

where it is understood that each of the sub-sectors a, b and
¢ include NPIs but exclude social security funds at that
level of government.
4.128 The second method of sub-sectoring general government
is as follows:

a. Central government (S131);
b. State government (S132);
c. Local government (S133)

where it is understood that each of the sub-sectors a,
b and c include both NPIs and social security funds
at that level of government.
4.129 Under either method of sub-sectoring, NPIs should be
shown as an “of which” heading under the appropriate
level of government.
4.130 The choice between the two methods of sub-sectoring
depends mainly on the size, or importance, of social
security funds within a country and on the way in which
they are managed.
4.131 In some countries there may not exist a proper
intermediate level of government between central and
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local government, in which case the sub-sector “state
government” is not distinguished. In others there may be more
than two levels of government below the central government. In
that case, the lower levels should be aggregated with state or
local government as appropriate.

Central government

The central government sub-sector consists of the institutional
unit or units making up the central government plus those non-
market NPIs that are controlled by central government.

The political authority of central government extends over the
entire territory of the country. Central government has therefore
the authority to impose taxes on all resident and non-resident
units engaged in economic activities within the country. Its
political responsibilities include national defence, the
maintenance of law and order and relations with foreign
governments. It also seeks to ensure the efficient working of the
social and economic system by means of appropriate legislation
and regulation. It is responsible for providing collective services
for the benefit of the community as a whole, and for this purpose
incurs expenditures on defence and public administration. In
addition it may incur expenditures on the provision of services,
such as education or health, primarily for the benefit of
individual households. Finally, it may make transfers to other
institutional units, namely to households, NPIs, corporations and
other levels of government.

Central government is a large and complex sub-sector in most
countries. It is generally composed of a central group of
departments or ministries that make up a single institutional unit
plus, in many countries, other institutional units.  The
departments may be responsible for considerable amounts of
expenditure within the framework of the government’s overall
budget, but often they are not separate institutional units capable
of owning assets, incurring liabilities, engaging in transactions,
etc., independently of central government as a whole.

The departments of central government are often deliberately
dispersed geographically and located in different parts of the
country, but they nevertheless remain parts of a single
institutional unit. Similarly, if the central government maintains
branch offices or agencies in different parts of the country to
meet local needs, including military bases or installations that
serve national defence purposes, these must also be counted as
parts of a single institutional unit for central government.

In addition to government departments and ministries, there may
be agencies of central government with separate legal identity
and substantial autonomy; they may have discretion over the
volume and composition of their expenditures and may have a
direct source of revenue such as earmarked (“hypothecated”)
taxes. Such agencies are often established to carry out specific
functions such as road construction or the non-market
production of health or education services. These should be
treated as separate institutional units if they maintain full sets of
accounts but are part of the central government sub-sector if the
services they produce are non-market and if they are controlled
by central government.

In some countries, the central government may include units that
engage in financial transactions that in other countries would be
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performed by central banks. In particular, units of central
government may be responsible for the issue of currency,
the maintenance of international reserves and the operation
of exchange stabilization funds, and also transactions with
the International Monetary Fund (IMF). When the units in
question remain financially integrated with central
government and under the direct control and supervision
of central government, they cannot be treated as separate
institutional units. Moreover, whatever monetary
authority functions are carried out by central government
are recorded in the government sector and not the financial
corporations sector. However, because of the analytical
importance that is attached to obtaining accounts covering
the monetary authorities as a whole, and in order to
provide links with other statistical systems, such as the
Balance of Payments and International Investment
Position Manual, the Government Finance Statistics
Manual and the Monetary and Financial Statistics Manual
of the IMF, it is recommended that the transactions of
central government agencies carrying out monetary
authority and deposit-taking functions should be
separately identified, so that they can be combined with
those of the central bank and other deposit-taking
corporations in special tabulations if desired.

State government

The state government sub-sector consists of state
governments that are separate institutional units plus those
non-market NPIs that are controlled by state governments.

State governments are institutional units exercising some
of the functions of government at a level below that of
central government and above that of the governmental
institutional units existing at a local level. They are
institutional units whose fiscal, legislative and executive
authority extends only over the individual “states” into
which the country as a whole may be divided. Such
“states” may be described by different terms in different
countries. In some countries, especially small countries,
individual states and state governments may not exist.
However, in large countries, especially those that have
federal  constitutions, considerable powers and
responsibilities may be assigned to state governments.

A state government usually has the fiscal authority to levy
taxes on institutional units that are resident in, or engage in
economic activities or transactions within, its area of
competence (but not other areas). In order to be
recognized as an institutional unit it must be able to own
assets, raise funds and incur liabilities on its own account.
It must also be entitled to spend or allocate some, or
possibly all, of the taxes or other income that it receives
according to its own policies, within the general rules of
law of the country, although some of the transfers it
receives from central government may be tied to certain
specified purposes. It should also be able to appoint its
own officers, independently of external administrative
control. On the other hand, if a regional unit is entirely
dependent on funds from central government, and if the
central government also dictates the ways in which those
funds are to be spent at the regional level, it should be
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treated as an agency of central government rather than as a
separate institutional unit.

State governments, when they exist, are distinguished by the fact
that their fiscal authority extends over the largest geographical
areas into which the country as a whole may be divided for
political or administrative purposes. In a few countries more
than one level of government exists between the central
government and the smallest governmental institutional units at
a local level; in such cases, for purposes of sectoring within the
System, these intermediate levels of government are grouped
together with the level of government, either state or local, with
which they are most closely associated.

State governments may own, or control, corporations in the
same way as central government. Similarly, they may have units
that engage in market production, in which case the relevant
producer units should be treated as quasi-corporations whenever
their operations and accounting records justify this.

Local government

The local government sub-sector consists of local governments
that are separate institutional units plus those non-market NPIs
that are controlled by local governments. In principle, local
government units are institutional units whose fiscal, legislative
and executive authority extends over the smallest geographical
areas distinguished for administrative and political purposes.
The scope of their authority is generally much less than that of
central government or state governments, and they may, or may
not, be entitled to levy taxes on institutional units resident in
their areas. They are often heavily dependent on grants or
transfers from higher levels of government, and they may also
act as agents of central or regional governments to some extent.
However, in order to be treated as institutional units they must
be entitled to own assets, raise funds and incur liabilities by
borrowing on their own account; similarly, they must have some
discretion over how such funds are spent. They should also be
able to appoint their own officers, independently of external
administrative control. The fact that they may also act as agents
of central or state governments to some extent does not prevent
them from being treated as separate institutional units provided
they are also able to raise and spend some funds on their own
initiative and own responsibility.

As they are the government units that are in closest contact with
the institutional units resident in their localities, they typically
provide a wide range of services to local residents, some of
which may be financed out of transfers from higher levels of
government. The same rules govern the treatment of the
production of goods and services by local government units as
are applied to central and state governments. Units such as
municipal theatres, museums, swimming pools, etc., that supply
goods or services on a market basis should be treated as quasi-
corporations whenever the appropriate accounting information is
available and classified to the non-financial corporations sector.
Other units supplying goods and services on a market basis are
treated as unincorporated enterprises within local government.
Units supplying services such as education or health on a non-
market basis remain an integral part of the local government unit
to which they belong.
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Social security funds

The social security funds sub-sector consists of the social
security funds operating at all levels of government.

4. The alternative method of sub-sectoring

4.146

The alternative method of sub-sectoring the general
government sector is to group the social security funds
operating at each level of government with the
corresponding government units and government
controlled and financed NPIs at that level of government.
The two alternative methods of sub-sectoring are designed
to accommodate different analytical needs. The decision
as to which method is more appropriate in a given country
cannot be made a priori. It depends on how important
social security funds are and on the extent to which they
are managed independently of the government units with

which they are associated. If the management of social security
funds is so closely integrated with the short- or medium-term
requirements of the government’s general economic policy that
contributions and benefits are deliberately adjusted in the
interests of overall economic policy, it becomes difficult, at a
conceptual level, to draw any clear distinction between the
management of social security and the other economic functions
of government. Alternatively, in some countries, social security
funds may exist in only a very rudimentary form. In either of
these circumstances it is difficult to justify treating social
security funds as a separate sub-sector on a par with central,
state and local government, and it is more appropriate to use the
alternative method of sub-sectoring in which they are grouped
with the corresponding government units at each level of
government. This is the approach generally favoured in the
GFSM 2001.

G. The households sector and its sub-sectors (S14)

1. Households as institutional units

4.147
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For the purposes of the System, a household is defined as a
group of persons who share the same living
accommodation, who pool some, or all, of their income and
wealth and who consume certain types of goods and services
collectively, mainly housing and food. In general, each
member of a household should have some claim upon the
collective resources of the household. At least some
decisions affecting consumption or other economic activities
must be taken for the household as a whole.

Households often coincide with families, but members of the
same household do not necessarily have to belong to the same
family so long as there is some sharing of resources and
consumption. Households may be of any size and take a
wide variety of different forms in different societies or
cultures depending on tradition, religion, education, climate,
geography, history and other socio-economic factors. The
definition of a household that is adopted by survey
statisticians familiar with the socio-economic conditions
within a given country is likely to approximate closely to the
concept of a household as defined in the System, although
survey statisticians may add more precise, or operational,
criteria within a particular country.

Domestic staff who live on the same premises as their
employer do not form part of their employer’s household
even though they may be provided with accommodation and
meals as remuneration in kind. Paid domestic employees
have no claim upon the collective resources of their
employers’ households and the accommodation and food they
consume are not included with their employer’s consumption.
They should therefore be treated as belonging to separate
households from their employers.

Persons living permanently in an institution, or who may be
expected to reside in an institution for a very long, or
indefinite, period of time are treated as belonging to a single
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4.153 As noted

institutional household when they have little or no autonomy
of action or decision in economic matters. Some examples of
persons belonging to institutional households are the
following:

a. Members of religious orders living in monasteries,
convents or similar institutions;

b. Long-term patients
hospitals;

in hospitals, including mental

c. Prisoners serving long sentences;
d. Old persons living permanently in retirement homes.

On the other hand, persons who enter hospitals, clinics,
convalescent homes, religious retreats, or similar institutions
for short periods, who attend residential schools, colleges or
universities, or who serve short prison sentences should be
treated as members of the individual households to which
they normally belong.

The residence of individual persons is determined by that of
the household of which they form part and not by their place
of work. All members of the same household have the same
residence as the household itself, even though they may cross
borders to work or otherwise spend periods of time abroad. If
they work and reside abroad so long that they acquire a centre
of economic interest abroad, they cease to be members of
their original households.

2. Unincorporated enterprises within households

in the introduction, households are unlike
corporations in that they undertake final consumption.
However, like corporations, they may also engage in
production. Household unincorporated market enterprises are
created for the purpose of producing goods or services for
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sale or barter on the market. They can be engaged in virtually
any kind of productive activity: agriculture, mining,
manufacturing, construction, retail distribution or the
production of other kinds of services. They can range from
single persons working as street traders or shoe cleaners with
virtually no capital or premises of their own through to large
manufacturing, construction or service enterprises with many
employees.

4.154 Household unincorporated market enterprises also include
unincorporated partnerships that are engaged in producing
goods or services for sale or barter on the market. The
partners may belong to different households. When the
liability of the partners for the debts of the businesses is
unlimited, the partnerships must be treated as unincorporated
enterprises and remain within the household sector since all
the assets of the household, including the dwelling itself, are
at risk if the enterprise goes bankrupt. However,
unincorporated partnerships with many partners, such as
some large legal, accounting or architectural firms, are likely
to behave like corporations and should be treated as quasi-
corporations assuming complete sets of accounts are available
for the partnerships. Partnerships whose partners enjoy
limited liability are effectively separate legal entities and, as
already noted, are treated as corporations.

4.155 An unincorporated enterprise can only be treated as a
corporation if it is possible to separate all assets, including
financial assets down to the level of cash, into those that
belong to the household in its capacity as a consumer from
those belonging to the household in its capacity as a producer.

3. The household sector and its sub-sectors

4.156 The household sector consists of all resident households.
There are many useful ways in which the households sector
may be sub-sectored and statistical agencies are advised to
give due consideration to the various possibilities. More than
one method may be adopted if there is a demand for different
breakdowns of the households sector from different users,
analysts or policy-makers.

4.157 The System has to be applied flexibly, not rigidly. In order to
implement any of the possible methods of sub-sectoring the
households sector suggested below, individual countries are
obliged to make their own decisions about what they consider
to be the most relevant classification. Thus, the fact that a
specific, detailed classification according to a criterion of
interest is proposed here should not be interpreted as
implying that the characteristics proposed are necessarily or
always the most important for purposes of economic analysis
and policy-making.

Sub-sectoring according to income

4.158 Households may be grouped into sub-sectors according to the
nature of their largest source of income. For this purpose, the
following types of household income need to be
distinguished:

a. Income accruing to the owners of household
unincorporated  enterprises with paid employees
(employers’ mixed income);
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b. Incomes accruing to the owners of household
unincorporated enterprises without paid employees (own-
account workers mixed income);

c. Compensation of employees;
d. Property and transfer incomes.

Households are allocated to sub-sectors according to which of
the four categories of income listed above is the largest for
the household as a whole, even if it does not always account
for more than half of total household income. When more
than one income of a given category is received within the
same household, for example, because more than one
member of the household earns compensation of employees
or because more than one property or transfer income is
received, the classification should be based on the total
household income within each category. The four sub-sectors
are described as follows:

a. Employers (S141);

b. Own-account workers(S142) ;

c. Employees (S143);

d. Recipients of property and transfer incomes (S144).

The fourth sub-sector, households for which property and
transfer incomes make up the largest source of income,
constitutes a heterogeneous group and it is recommended that
it should be divided into three further sub-sectors when
possible. These sub-sectors are defined as follows:

e Recipients of property incomes (S1441);
e Recipients of pensions (S1442);
e Recipients of other transfer incomes (S1443).

Sub-sectoring according to characteristics of a
reference person

Other methods of sub-sectoring usually require a reference
person to be identified for each household. The reference
person is not necessarily the person that other members of the
household regard as the “head of the household”, as the
reference person should be decided on grounds of economic
importance rather than age or seniority. The reference person
should normally be the person with the largest income
although the reference person could also be the person who
makes the major decisions with regard to the consumption of
the household.

Once a reference person has been identified, it is possible to
group households into sub-sectors on the basis of the
reference person’s characteristics. For example, sub-sectors
may be defined according to:

a. Occupation of the reference person;
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b. Industry, if any, in which the reference person works;

c. Educational attainment of the reference person;

d. Qualifications or skills possessed by the reference person.

Each of the criteria listed above provides its own possible
scheme of sub-sectoring. It would also be possible to group
households into sub-sectors according to the main income of
the reference person if, for some reason, it was not possible to
group on the basis of the largest income received by the
household. For this purpose, the same income categories may
be used as those recommended for the household’s largest

income.

Sub-sectoring according to household size and
location

4.163 Finally, it may be noted that households may be sub-sectored
using criteria that apply to the household as a whole. For
example, sub-sectors may be defined according to:

a. Size of the total income of the household;

b. Size of the household as measured by number of persons;

e

Type of area in which the household is located.

The last criterion enables households living in agricultural,
urban or metropolitan areas to be distinguished from each
other, or from households located in different geographical
regions.

H. The non-profit institutions serving households sector (S15)

4.164 Previous sections have explained that NPIs are allocated to

4.165

the corporations sectors when they are engaged in market
production and to the general government sector if they
are engaged in non-market production but subject to
government control. The remaining NPIs are termed non-
profit institutions serving households (NPISHs)

The NPISH sector includes the following two main kinds
of NPISHs that provide goods or services to their members
or to other households without charge or at prices that are
not economically significant:

a. Trade unions, professional or learned societies,
consumers’ associations, political parties (except in

The rest of the world (S2)

4.167 For purposes of the System, the rest of the world consists

of all non-resident institutional units that enter into
transactions with resident units, or have other economic
links with resident units. It is not a sector for which
complete sets of accounts have to be compiled, although it
is often convenient to describe the rest of the world as if it
were a sector. The accounts, or tables, for the rest of the
world are confined to those that record transactions
between residents and non-residents or other economic
relationships, such as claims by residents on non-residents,
and vice versa. The rest of the world includes certain
institutional units that may be physically located within
the geographic boundary of a country; for example,
foreign enclaves such as embassies, consulates or military
bases, and also international organizations.

single party states), religious institutions (including those
financed by governments), and social, cultural, recreational
and sports clubs;

b. Charities, relief and aid organizations financed by voluntary
transfers in cash or in kind from other institutional units or
from non-residents.

4.166 If the number or size of NPISHs funded from abroad is
significant, it may be useful to disaggregate NPISHs into those
that are primarily funded domestically and those that are funded
from abroad.

1. International organizations

4.168 Certain international organizations have all the essential
attributes of institutional units. The special characteristics of an
“international organization” as this term is used in the System
may be summarized as follows:

a. The members of an international organization are either
national states or other international organizations whose
members are national states; they thus derive their authority
either directly from the national states that are their members
or indirectly from them through other international
organizations;

b. They are entities established by formal political agreements
between their members that have the status of international
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treaties; their existence is recognized by law in their
member countries;

Because they are established by international
agreement, they are accorded sovereign status; that is,
international organizations are not subject to the laws
or regulations of the country, or countries, in which
they are located; they are not treated as resident
institutional units of the countries in which they are
located;

International organizations are created for various
purposes including, among others, the following types
of activities:

4.169
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Formal agreements concluded by all the member countries of an
international organization may sometimes carry the force of law
within those countries.

Most international organizations are financed wholly or partly
by contributions (transfers) from their member countries, but
some organizations may raise funds in other ways such as
borrowing on financial markets or by subscriptions to the capital
stock of international organizations and lending by member
countries. For purposes of the System, international
organizations are treated as units that are resident in the rest of
the world.

2. Central banks of currency unions

e The provision of non-market services of a  4.171
collective nature for the benefit of their members;
e Financial intermediation at an international level,
that is, channelling funds between lenders and
borrowers in different countries.
UNSC version 20/12/07

The central bank of a currency union is treated as a special kind
of international organization. The members of the international
organisation of which the central bank is part are the
governments or the national central banks of the countries in the
currency union. The central bank is treated as being non-
resident in any of the member countries of the currency union
but is resident in the currency area as a whole. More on the
treatment of currency and economic unions can be found in
appendix 3 of BPM6.

427



Chapter 5 Enterprises, establishments and industries ...........3

A.
B.

B3T3 (o 10167 5 () BTSRRI 3
ProductiVe aCtIVITIES .....eiiiiieiiiecieeciee ettt ettt ettt et e e b e e stbeeeabeeesaeeesebeeenns 3
1. The classification of activities in the SYStEM.........cceviriieriiriieiieieieecee e 4
2. Principal and secondary activities...........c.......... ... 4

Principal activities ........ v b

Secondary activities...... .4

3. ANCIHIATY QCHVITIES .cvteuteiieiietieiterteetete ettt ettt ettt b et sb et sbe e e saeenaenbees 4

Partitioning enterprises into more homogeneous UNits ............cccceveeeereeeeereereeeenne. 4
1. Types of production UNits ...........cceeeeeeeerenenenienieeneneeeeeeeeane

Kind-of-activity units ...

Local units... ................
EStablISIIMENES .....ccuviiiieiiie et e e et e et e e e e e e e e e eaaae e

2. Data and accounts for €StabliSHMENES ............ccoveiiiiiiiiiiiii et
3. Application of the principles in specific situations
Establishments within integrated eNterPriSES.........ccerieruereeriereerierierrerieeiesieseeseesseessessesaeneens
Establishments owned by general SOVEIrNmMENt ............ccoeveieieireninienieieeeeeeseeeceie e
ANCIIATY QCHIVITIES ..eeuvieeieiiiieie ettt ettt ettt ettt et e st e st e et e st eeneeeaeeenbeeeeas
Recording (or not) the output of ancillary activities .........ccecvereereererieerierierieeeeieseesesie e

The role of ancillary activities in the economic system

) e D] g (1 PR
1. Market, own account and non-market producers
2. INdUSEries and PrOAUCES .......coeeieriieiereeiete ettt e st et et e entesee et e bt esaensesseenseeneensesseensennes

Units of homogeneous production ............cecierierienierieee ettt

UNSC version 12/20/2007 5-1



UNSC version

12/20/2007

5-2



5.1

52

5.5

UNSC version

Chapter 5 Enterprises, establishments and industries

Introduction

Institutional units are defined in chapter 4. The present
chapter is concerned with production activities and the
units that undertake them, starting with institutional units
and then considering parts of institutional units. An
enterprise is the view of an institutional unit as a
producer of goods and services. The term enterprise may
refer to a corporation, a quasi-corporation, an NPI or an
unincorporated enterprise. Since corporations and NPIs
other than NPISHs are primarily set up to engage in
production, the whole of their accounting information
relates to production and associated accumulation
activities. Government, households and NPISHs
necessarily engage in consumption and may engage in
production also, indeed government and NPISHs always
engage in production and many, but not all, households
do. As explained in chapter 4, whenever the necessary
accounting information exists, the production activity of
these units is separated from their other activities into a
quasi-corporation. It is when this separation is not
possible that an unincorporated enterprise exists within the
government unit, household or NPISH. It is thus possible
to define an unincorporated enterprise as follows. An
unincorporated enterprise represents the production
activity of a government unit, NPISH or household that
cannot be treated as the production activity of a quasi-
corporation.

The majority of enterprises by number engage in only one
sort of production. The majority of production, though, is
carried out by a relatively small number of large
corporations that undertake many different kinds of
production, there being virtually no upper limit to the
extent of diversity of production in a large enterprise. If
enterprises are grouped together on the basis of their
principal activities, at least some of the resulting groupings

Productive activities

Production in the System, as will be discussed in detail in
chapter 6, consists of processes or activities carried out under
the control and responsibility of institutional units that use
inputs of labour, capital, goods and services to produce
outputs of goods and services. Any such activity may be
described, and classified, with reference to various
characteristics, for example:

a. Type of goods or services produced as outputs

b. Type of inputs used or consumed
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are likely to be very heterogeneous with respect to the type of
production processes carried out and also the goods and services
produced. Thus, for analyses of production in which the
technology of production plays an important role, it is necessary
to work with groups of producers that are engaged in essentially
the same kind of production. This requirement means that some
institutional units must be partitioned into smaller and more
homogeneous units, which the System defines as establishments.
An establishment is an enterprise, or part of an enterprise, that
is situated in a single location and in which only a single
productive activity is carried out or in which the principal
productive activity accounts for most of the value added.
Further, the System defines industries in terms of
establishments. An industry consists of a group of
establishments engaged on the same, or similar, kinds of
activity. In the System, production accounts and generation of
income accounts are compiled for industries as well as sectors.

This chapter first discusses productive activity and its
classification in order to lay the ground for defining
establishments and subsequently industries. All enterprises
require some basic, routine services to support their production
activities. When they are provided in house they are called
ancillary activities. The recording of ancillary activities follows
a number of conventions depending on exactly how they are
provided. Ancillary activities are described in Section D.

The definitions that emerge, as well as the underlying definitions
of kinds of activities and of statistical units other than
establishments, are consistent with the definitions in the fourth
revision of the International Standard Industrial Classification of
All Economic Activities (ISIC, Rev.4), published by the United
Nations. Any slight differences in wording between this chapter
and the “Introduction” to the ISIC are noted and explained in the
appropriate places below.

c. Technique of production employed
d. Ways in which the outputs are used.

The same goods or services may be produced using different
methods of production. Certain types of goods may be
produced from quite different inputs; for example, sugar may
be produced from sugar cane or from sugar beet, or electricity
from coal, oil nuclear power stations or from hydroelectric
plants.  Many production processes also produce joint
products, such as meat and hides, whose uses are quite
different.
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The classification of activities in the System

The classification of productive activities used in the System
is ISIC (Rev.4). The criteria used in ISIC to delineate each of
its four levels of the classification are complex. The structure
consists of 21 Sections, 88 Divisions, 238 Groups and 420
Classes. At the Division and Group levels, substantial
weight is placed on the nature of the good or service that is
produced as the principal product of the activity in question
by referring to the physical composition and stage of
fabrication of the item and the needs served by the item. This
criterion furnishes the basis for grouping producer units
according to similarities in, and links between, the raw
materials consumed and the sources of demand for the items.
As well, two other major criteria are considered at these
levels: the uses to which the goods and services are put, and
the inputs, the process and the technology of production.

While it is not necessary for purposes of this chapter to
explain the concept of an activity in any detail, it is necessary
to clarify the fundamental distinction between principal and
secondary activities on the one hand and ancillary activities
on the other.

2. Principal and secondary activities

5.8
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Principal activities

The principal activity of a producer unit is the activity
whose value added exceeds that of any other activity carried
out within the same unit. (The producer unit may be an
enterprise or an establishment as defined below.) The
classification of the principal activity is determined by
reference to ISIC, first at the highest level of the classification
and then at more detailed levels. The output of the principal
activity - its principal product and any by-products (that is,
products necessarily produced together with principal
products) - must consist of goods or services that are capable
of being delivered to other units even though they may be
used for own consumption or own capital formation.

Secondary activities
A secondary activity is an activity carried out within a single

producer unit in addition to the principal activity and whose
output, like that of the principal activity, must be suitable

for delivery outside the producer unit. The value added of a
secondary activity must be less than that of the principal
activity, by definition of the latter. The output of the
secondary activity is a secondary product. Most producer
units produce at least some secondary products.

3. Ancillary activities

5.10
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As its name implies, an ancillary activity is incidental to the
main activity of an enterprise. It facilitates the efficient
running of the enterprise but does not normally result in
goods and services that can be marketed. For enterprises that
are relatively small and have only a single location, ancillary
activities are not separately identified. For larger enterprises
with multiple locations, it may be useful to treat ancillary
activities in the same way as a secondary or even a principal
product. A detailed discussion of the recording of ancillary
activities is given in section D after the discussion on the
recording of primary and secondary production is complete.

These types of services can be produced in house or can be
purchased on the market from specialist service producers
though, in practice, the requisite services may not be readily
available in the right quantities on local markets. When the
services are produced in house, they are termed ancillary
activities. An ancillary activity is a supporting activity
undertaken within an enterprise in order to create the
conditions within which the principal or secondary activities
can be carried out. In addition, ancillary activities have
certain common characteristics related to their output. These
additional characteristics include:

a. The output of an ancillary activity is not intended for use
outside the enterprise.

b. Ancillary activities typically produce outputs that are
commonly found as inputs into almost any kind of
productive activity;

c. Ancillary activities produce services (and, as exceptions,
goods that do not become a physical part of the output of
the principal or secondary activity) as output;

d. The value of ancillary activity output is likely to be small
compared with that of the principal or secondary
activities of an enterprise.

Partitioning enterprises into more homogeneous units

Although it is possible to classify enterprises according to
their principal activities using the ISIC and to group them
into “industries”, some of the resulting “industries” are likely
to be very heterogeneous because some enterprises may have
several secondary activities that are quite different from their
principal activities. In order to obtain groups of producers
whose activities are more homogeneous, enterprises have to
be partitioned into smaller and more homogeneous units.
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Types of production units

Kind-of-activity units

One way to partition an enterprise is by reference to
activities. A unit resulting from such a partitioning is called a
kind-of-activity unit (KAU). A kind-of-activity unit is an
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enterprise, or a part of an enterprise, that engages in only
one kind of productive activity or in which the principal
productive activity accounts for most of the value added.
Each enterprise must, by definition, consist of one or more
kind-of-activity units. When partitioned into two or more
kind-of-activity units, the resulting units must be more
homogeneous with respect to output, cost structure and
technology of production than the enterprise as a whole.

Local units

Enterprises often engage in productive activity at more than
one location, and for some purposes it may be useful to
partition them accordingly. Thus, a local unit is an
enterprise, or a part of an enterprise, that engages in
productive activity at or from one location. The definition
has only one dimension in that it does not refer to the kind of
activity that is carried out. Location may be interpreted
according to the purpose, narrowly, such as a specific
address, or more broadly, such as within a province, state,
county, etc.

Establishments

The establishment combines both the kind-of-activity
dimension and the locality dimension. An establishment is
an enterprise, or part of an enterprise, that is situated in a
single location and in which only a single productive
activity is carried out or in which the principal productive
activity accounts for most of the value added.
Establishments are sometimes referred to as local kind-of
activity units (local KAUSs).

Although the definition of an establishment allows for the
possibility that there may be one or more secondary activities
carried out, they should be on a small scale compared with
the principal activity. If a secondary activity within an
enterprise is as important, or nearly as important, as the
principal activity, then that activity should be treated as
taking place within a separate establishment from that in
which the principal activity takes place.

Thus, establishments are designed to be units that provide
data that are more suitable for analyses of production in
which the technology of production plays an important role.
However, it may still be necessary to transform the resulting
data subsequently for purposes of input-output analysis, as
explained briefly below in describing the wunit of
homogeneous production and in more detail in chapter 28.

In practice, an establishment may usually be identified with
an individual workplace in which a particular kind of
productive activity is carried out: an individual farm, mine,
quarry, factory, plant, shop, store, construction site, transport
depot, airport, garage, bank, office, clinic, etc.

2. Data and accounts for establishments
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The only data that can meaningfully be compiled for an
establishment relate to its production activities. They include
the following:
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a. The items included in the production account and the
generation of income account;

b. Statistics of numbers of employees, types of employees
and hours worked;

c. Estimates of the stock of non-financial capital and natural
resources used;

d. Estimates of changes in inventories and gross fixed
capital formation undertaken.

The compilation of a production account and a generation of
income account implies that it must be feasible to calculate
output and intermediate consumption and thus value added
and also compensation of employees, taxes on production and
imports, subsidies and the operating surplus/mixed income.
In principle, it must be feasible to collect at least the above
kinds of statistics for an establishment, even if they may not
always be available, or needed, in practice.

3. Application of the principles in specific
situations
5.21  The application of the principles given above for partitioning
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an enterprise into establishments is not always
straightforward. This section discusses several situations in
which the organization of production is such that the
application is particularly difficult.

Establishments within integrated enterprises

A horizontally integrated enterprise is one in which several
different kinds of activities that produce different kinds of
goods or services for sale on the market are carried out in
parallel with each other. This definition is consistent with
ISIC Rev.4 which reads in part:

Horizontal integration occurs when an activity results in
end-products with different characteristics. This could
theoretically be interpreted as activities carried out
simultaneously using the same factors of production. In
this case , it will not be possible to separate them
statistically into different processes, assign them to
different units or generally provide separate data for these
activities. Another example would be the production of
electricity through a waste incineration process. The
activity of waste disposal and the activity of electricity
production cannot be separated in this case.

Within the System, a separate establishment should be
identified for each different kind of activity wherever
possible.

A vertically integrated enterprise is one in which different
stages of production, which are usually carried out by
different enterprises, are carried out in succession by
different parts of the same enterprise. The output of one
stage becomes an input into the next stage, only the output
from the final stage being actually sold on the market. ISIC
describes vertically integrated enterprises as follows:
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Vertical integration of activities occurs where the
different stages of production are carried out in
succession by the same unit and where the output of one
process serves as input to the next. Examples of common
vertical integration include tree felling and subsequent
on-site sawmilling, a clay pit combined with a
brickworks, or production of synthetic fibres in a textile
mill.

In ISIC Rev .4, vertical integration should be treated like
any other form of multiple activities, i.e. a unit with a
vertically integrated chain of activities should be
classified to the class corresponding to the principal
activity within this chain, i.e. the activity accounting for
the largest share of value added, as determined by the
top-down method. This treatment has changed from
previous versions of ISIC. It should be noted that the term
“activity” in this context is used for each step in the
production process that is defined in a separate ISIC
class, even though the output of each step may not be
intended for sale.

If value added or substitutes for the individual steps in a
vertically integrated process cannot be determined
directly from accounts maintained by the unit itself,
comparisons with other units (e.g. based on market prices
for intermediate and final products) could be used. The
same precautions for using substitutes as listed above
apply here. If it is still impossible to determine the share
of value added (or its substitutes) for the different stages
in the chain of production activities, default assignments
for typical forms of vertical integration can be applied.
The Companion Guide to ISIC and CPC provides a set of
examples for such cases.

While the described rule for the treatment of vertically
integrated activities could be applied to any unit, it should
be noted that the SNA recommends that when a vertically
integrated enterprise spans two or more sections of ISIC,
at least one establishment must be distinguished within
each section. With such a treatment, activities of units
engaged in vertically integrated activities will not cross
section boundaries of ISIC.

From an accounting point of view it can be difficult to
partition a vertically integrated enterprise into establishments
because values have to be imputed for the outputs from the
earlier stages of production which are not actually sold on the
market and which become intermediate inputs into later
stages. Some of these enterprises may record the intra-
enterprise deliveries at prices that reflect market values, but
others may not. Even if adequate data are available on the
costs incurred at each stage of production, it may be difficult
to decide what is the appropriate way in which to allocate the
operating surplus of the enterprise among the various stages.
One possibility is that a uniform rate of operating surplus be
applied to the costs incurred at each stage.

Despite the practical difficulties involved in partitioning
vertically integrated enterprises into establishments, it is
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recommended in the System, as noted in the section of ISIC
quoted above, that when a vertically integrated enterprise
spans two or more sections of the ISIC, at least one
establishment must be distinguished within each section.
ISIC sections correspond to broad industry groups such as
agriculture, fishing, mining and quarrying, manufacturing,
etc.

Establishments owned by general government

Government units, especially central governments, may be
particularly large and complex in terms of the kinds of
activities in which they engage. The principles outlined
above have to be applied consistently and systematically to
government units. The procedures to be followed when
dealing with the main kinds of producer units owned by
government may be summarized as follows.

If an unincorporated enterprise of government is a market
producer and there is sufficient data available to treat it as a
quasi-corporation, it should be treated as a publicly controlled
unit in the non-financial or financial corporations sectors as
appropriate. The usual conventions about distinguishing
different establishments within the quasi-corporation apply.

An example of an unincorporated market enterprise that can
be treated as a quasi-corporation is a municipal swimming
pool that is independently managed and whose accounts
permit its income, saving and capital to be measured
separately from government so that flows of income, or
capital, between the unit and government can be identified.

If an unincorporated enterprise of government is a market
producer and there is insufficient data to treat it as a quasi-
corporation, or if the unincorporated enterprise is a non-
market producer, then it remains within the general
government sector but it should be treated as an establishment
in its own right and allocated to the appropriate industry.

Non-market producers such as public administration, defence,
health and education providing final goods or services should
be partitioned into establishments using the activity
classification given in Sections O, P and Q of ISIC Rev. 4.
Agencies of central government may be dispersed over the
country as a whole in which case it will be necessary to
distinguish different establishments for activities that are
carried out in different locations.

When a government agency supplies goods to other
government agencies it should be treated as a separate
establishment and classified under the appropriate heading of
ISIC. This applies to the production of munitions or
weapons, printed documents or stationery, roads or other
structures, etc. A government that produces its own weapons
to supply to its own armed forces is, in effect, a vertically
integrated enterprise that spans two or more sections of ISIC.
Therefore, at least one separate establishment should be
distinguished in each heading. The same argument applies to
a government printing office and other goods producers
owned by government.
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Ancillary activities

As noted in section B, ancillary activities require special
consideration because of the different ways of recording that
are recommended depending on circumstances. As a
preliminary step, though, it is as well to review exactly what
is meant by an ancillary activity. Essentially, they are the
basic services that every enterprise needs to have in order to
operate effectively. The sorts of services referred to include
keeping records, files or accounts in written form or on
computers; providing electronic and traditional written
communication facilities; purchasing of materials and
equipment; hiring, training, managing and paying employees;
storing materials or equipment: warehousing; transporting
goods or persons inside or outside the producer unit;
promoting sales; cleaning and maintenance of buildings and
other structures; repairing and servicing machinery and
equipment; and providing security and surveillance.

These types of services can be produced in house or can be
purchased on the market from specialist service producers
though, in practice, the requisite services may not be readily
available in the right quantities on local markets. When the
services are produced in house, they are termed ancillary
activities. An ancillary activity is a supporting activity
undertaken within an enterprise in order to create the
conditions within which the principal or secondary activities
can be carried out. In addition, ancillary activities have
certain common characteristics related to their output. These
additional characteristics include:

a. The output of an ancillary activity is not intended for use
outside the enterprise.

b. Ancillary activities typically produce outputs that are
commonly found as inputs into almost any kind of
productive activity;

c. Ancillary activities produce services (and, as exceptions,
goods that do not become a physical part of the output of
the principal or secondary activity) as output;

d. The value of ancillary activity output is likely to be small
compared with that of the principal or secondary
activities of an enterprise.

The defining characteristics that ancillary activities support
the principal and secondary activities of an enterprise and are
used within the enterprise are by no means sufficient to
identify an ancillary activity. There are many kinds of
activities whose outputs are entirely consumed within the
same enterprise but which could not possibly be considered
as ancillary. Goods are not commonly used as inputs in the
same way as services such as accounting, transportation or
cleaning. For example, an enterprise may produce milk, all
of which is processed into butter or cheese within the same
enterprise. However, milk production cannot be considered
an ancillary activity, because milk is a particular kind of input
found only in special types of productive activity. In general,

12/20/2007

5.36

5.37

5.38

5.39

goods that become embodied in the output of the principal or
secondary activities are not outputs of ancillary activities.

Certain activities, although common, are not so common as to
be considered ancillary. Many enterprises produce their own
machinery and equipment, build their own structures and
carry out their own research and development. These
activities are not to be treated as ancillary, whether carried
out centrally or not, as they are not found frequently and
extensively in all kinds of enterprises, small as well as large.

Recording (or not) the output of ancillary activities

An ancillary activity is not undertaken for its own sake but
purely in order to provide supporting services for the
principal or secondary activities with which it is associated.
If all the ancillary activity is undertaken in the establishment
where its output is used, the ancillary activity is regarded as
an integral part of the principal or secondary activities with
which they are associated. As a result:

a. The output of an ancillary activity is not explicitly
recognized and recorded separately in the System. It
follows that the use of this output is also not recorded.

b. All the inputs consumed by an ancillary activity,
materials, labour, consumption of fixed capital, etc., are
treated as inputs into the principal or secondary activity
that it supports.

In this case it is not possible to identify the value added of an
ancillary activity because that value added is combined with
the value added of the principal or secondary activity.

When the production of an enterprise takes place in two or
more different establishments, certain ancillary activities may
be carried out centrally for the benefit of all the
establishments collectively. For example, the purchasing,
sales, accounts, computing, maintenance or other departments
of an enterprise may all be the responsibility of a head office
located separately from the establishments in which the
principal or secondary activities of the enterprise are carried
out.

If an establishment undertaking purely ancillary activities is
statistically observable, in that separate accounts for the
production it undertakes are readily available, or if it is in a
geographically different location from the establishments it
serves, it may be desirable and useful to consider it as a
separate unit and allocate it to the industrial classification
corresponding to its principal activity. However, it is
recommended that statisticians do not make extraordinary
efforts to create separate establishments for these activities
artificially in the absence of suitable basic data being
available.
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When such a unit is recognized, the ancillary activity is
recognized as a primary output. The value of its output
should be derived on a sum of costs basis, including the costs
of the capital used in the unit. The output will be deemed to
be market output when the parent enterprise is a market
enterprise and non-market otherwise. The output of the
ancillary unit is treated as intermediate consumption of the
establishments it serves and should be allocated using an
appropriate indicator such as the output, value added or
employment of these establishments.

It is appropriate to treat specialized agencies serving central
government as a whole, for example, computer or
communications agency, which tend to be large, as separate
establishments.

Even when an ancillary activity is undertaken in the
establishment where it is used, it may grow to the point that it
has the capacity to provide services outside the enterprise.
For example, a computer processing unit may develop in-
house capabilities for which there is an outside demand.
When an activity starts to provide a proportion of its services
to outsiders, the part of the output that is sold has to be
treated as secondary rather than ancillary output.

Industries

Industries are defined in the System in the same way as in
ISIC: an industry consists of a group of establishments
engaged in the same, or similar, kinds of activity. At the
most detailed level of classification, an industry consists of
all the establishments falling within a single Class of ISIC.
At higher levels of aggregation corresponding to the Groups,
Divisions and, ultimately, Sections of the ISIC, industries
consist of a number of establishments engaged on similar
types of activities.

Market, own account and non-market producers

The term “industry” is not reserved for market producers. An
industry, as defined in the ISIC and in the System, consists of
a number of establishments engaged in the same type of
production, whether the institutional units to which they
belong are market producers or not. The distinction between
market and other production is a different dimension of
production and economic activity. For example, the health
industry in a particular country may consist of a number of
establishments, some of which are market producers while
others are non-market producers. Because the distinction
between market and other kinds of production is based on a
different criterion from the nature of activity itself, it is
possible to cross-classify establishments by type of activity
and by whether they are market producers, non-market
producers or producers for own final use.

Industries and products

As already mentioned, a one-to-one correspondence does not
exist between activities and products and hence between
industries and products. Certain activities produce more than
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The role of ancillary activities in the economic
system

The production accounts of the System do not provide
comprehensive information about the production of services
treated in some cases as ancillary services. It is therefore
difficult to obtain information about their role in the
economy. For example, it is difficult to know how much
output is produced, how many persons are engaged in such
activities, how many resources are consumed, etc. This may
be regarded as a serious disadvantage for certain purposes,
such as analysing the impact of “information technology” on
productivity when the processing and communication of
information are typical ancillary activities or when looking at
the role of freight transport. For some purposes, a satellite
account may be compiled that makes estimates of all
activities of a certain type regardless of whether they are
ancillary or not. The overall measure of value added does not
alter because both output and intermediate consumption
increase by the same amount but a more inclusive picture of
the role of the activity in the economy can be obtained. There
is a discussion on the role of satellite accounts in chapter 29.

one product simultaneously, while the same product may
sometimes be produced by using different techniques of
production.

When two or more products are produced simultaneously by
a single productive activity they are “joint products”.
Examples of joint products are meat and hides produced by
slaughtering animals or sugar and molasses produced by
refining sugar canes. The by-product from one activity may
also be produced by other activities, but there are examples of
by-products, such as molasses, that are produced exclusively
as the by-products of one particular activity.

The relationship between an activity and a product
classification is exemplified by that between the ISIC and
Central Product Classification (CPC) of the United Nations.
The CPC is the classification of products in the System. The
CPC is a classification based on the physical characteristics
of goods or on the nature of the services rendered, while the
ISIC also takes into account the inputs in the production
process and the technology used in the production process. In
the development of the CPC, it is intended that each good or
service distinguished in the CPC is defined in such a way that
it is normally produced by only one activity as defined in
ISIC. However, due to different types of criteria employed,
this is not always possible. An example would be the product
of mushrooms, which can be produced by controlled
growing, that is, an activity classified in Agriculture in ISIC,
or by simply gathering wild growing mushrooms, an activity
classified in Forestry. More detailed national classifications
may distinguish different forms of energy production in ISIC,
based on different technologies, resulting in separate
activities for the operation of hydroelectric power plants,
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nuclear power plants etc. The output of all these activities,
however, would be the single product electricity.

Conversely, each activity of the ISIC, no matter how
narrowly defined, will tend to produce a number of products
as defined in the CPC, although they are often clustered
within the CPC structure and could be perceived as one
“type” of product. As far as practically possible, an attempt is
made to establish a correspondence between the two
classifications, by allocating to each category of the CPC a

Units of homogeneous production

In most fields of statistics the choice of statistical unit, and
methodology used, are strongly influenced by the purposes
for which the resulting statistics are to be used. For
purposes of input-output analysis, the optimal situation
would be one in which each producer unit were engaged in
only a single productive activity so that an industry could
be formed by grouping together all the units engaged in a
particular type of production without the intrusion of any
secondary activities. Such a unit is called a “unit of
homogeneous production”.

Although the unit of homogeneous production may be the
optimal unit for purposes of certain kinds of analysis,
particularly input-output analysis, it may not be possible to
collect directly from the enterprise or establishment the
accounting data corresponding to units of homogeneous
production.  Such data may have to be estimated
subsequently by transforming the data supplied by
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reference to the ISIC class in which the good or service is
mainly produced. However, due to the reasons outlined
above, this typically does not result in a one-to-one
correspondence. The majority of links between ISIC and
CPC will tend to be one-to-many links, with a few cases
requiring many-to-one links. It is possible to force this
correspondence into a stricter relationship by selecting one
link out of the many-to-one correspondence. This selection
may facilitate data conversion, but is not a real description of
the link between the two classifications.

enterprises on the basis of various assumptions or hypotheses.
Units that are constructed by statistical manipulation of the data
collected by the agency are called analytical units.

If a producer unit carries out a principal activity and also one or
more secondary activities, it will be partitioned into the same
number of units of homogeneous production. If it is desired to
compile production accounts and input-output tables by region,
it is necessary to treat units of homogeneous production located
in different places as separate units even though they may be
engaged in the same activity and belong to the same institutional
unit.

Chapter 28 discusses the estimation of analytical units for use in
an input-output context.

5-9



Chapter 6: The Production Account.........ccccorrriiriciiiiccieneenn a3

N 013 (¢ L To75 o) 4 APPSR 3
B.  The concept Of ProAUCTION ......ccueiiieiiieiiicciieeiee ettt e e ste e et e e seveesabeeenseeesabeeenseeas 3
1. Production as an €CONOMIC ACTIVILY .....cuiecverieriertieieriesieteettetesteetesteestesteessesseessessesseenseessessessaenseansessesssensessensenns 4

GOOdS.....vviviicicce
ServiCes......vt e
Knowledge-capturing products....

2. The production boundary ......................
The general production boundary.............
The production boundary in the System.......... .
The production boundary within hoUuSEhOLAS..........cccoiriiiiiiiiiiii e 6
The “NON-0DSEIVEA” ECOMOILY ......c.eiuiriiriiiiieiteiieteetert ettt ettt ettt ettt se ettt bt et s bbbt e bt ebeebestennene 8
C.  Basic, producers’ and purchasers’” PriCES .......cueiriierveereieeerieerreeeireeeseeeesseessseeessreesseesssseesseens 9
1. Basic and PrOQUCETS” PIICES. ....eeuueruirrietietietertteteettete st et e ettetesteestesteeabesteestesbeesbasbeesteseeseenseestebeentenseentenseensenseans 9
. Purchasers’ prices
3. Basic, producer’s and purchaser’s prices — @ SUMIMATY .........ceverveeeerreeeeruerseesuesseessesseessessesssessesseensesseessessesssenses 11
D.  Value added and GDP (B1) ...ccoiiiiiiiiiieceeee ettt ettt e ve e e e 11
1. Gross and Nt Valtue AddEd. ........co.euiiiiiiiii ettt 11
Alternative measures of Valtue added. ..........cocoviririiiiiiiii e e 12
Gross value added at basic prices
Gross value added at ProQUCETS’ PIICES ...evvirieriirieiieeieiestietesteeetesteestesteseessesseessessaessesseessessesssesseessessesssessens 12
Gross vValue added at fACTOT COSE ....eo.tiiiiiiiiriieieitiete ettt ettt ettt et et bt esbeeate e 13
3. Gross domestic product (GDP)
4. DOMESHIC PIOAUCLION ..ottt ettt et b e ettt bt e b sbe et e s bt et e sbe et e sbeembenbeeasenbeemeennes
E.  The measurement of OULPUL (P1)....cciicuieiieriiiiiiiiicie ettt aesene e ens 13
1. ProdUCHION VETSUS OULPUL.....cetiiuiitirtietiitiet ettt ettt ettt sttt sb et s bt et e bt e st e sbeeate s bt eatenb e et e sbtenbesbeenteabeenbenaes 13
2. TIME OF TECOTAINE. ...ttt ettt et b e a e bt e bt e bt ebt e s bt s bt ebteebeeabesbeestenbeeabenbeeneenbeas
3. Valuation of output
4. Market and NON-MATKEt OULPUL .......eeuiitieiiiieieitieie ettt ettt ettt et e bt et e e bt et e sate b e sbeentesaeensennes 14
MaArKet OULPUL (P11) c.eeiiiieiiiee ettt b et st ettt et ettt saene 15
OUtPUL FOr OWN USE (P12) .ueniiiiiiiiiititee ettt sttt ettt et et saenee 17
Non-market OULPUL (P13)...c.eouiiiiiieeee ettt sttt et s b b saeaene 19
Market and n0N-MAarket PrOQUCETS .........c.eiuiiiiiieiieieiere ettt ettt saenes 19
F. The output of particular INAUSIIES .......cccuieriierierie et sree e s enes 20
1. INEFOAUCTION. . ... ittt ettt b bt et bt et e b bt b et et et st e bt e bt eb et e s et et e bt ebesae et e naennen 20
2. Agriculture, forestry and fISHING .........cooiiiiiiii e e 20
3. Machinery, equipment and CONSLIUCTION ......ccveveruieierierterteeterteseetesseesesseesaessesseessessaessessesssessesssesseessessesssessens 20
4. TranSpOTtation AN STOTAZE ......c.uerueeutirtirieriteiierte ettt ettt ettt ettt eat bt ea b e b e ebt e bt e st e sbesb e e bt eabesbeesbenbeentenbesaaeneeas 20
TTANSPOTTALION. . . ..eteeuiitieteett ettt ettt ettt b et bt e bttt ea et e eb e e bt e bt e bt eb e e bt ebt e bt sb b e bt eabesbeenbe bt entenbeensenbean 20
SHOTAZE. ... et ettt ettt ettt ettt ettt et esb e et e e bt e st e bt e st ekt ea e e bt eu b et e e st e bt ea s et e eh e et e ekt en b e eheenbe bt ententeentebeeneetenne 20
5. Wholesale and retail diStriDULION. .......ccuiviiieitieiete ettt ettt b e et sat et e bt eneesbeensennes 21
6. Output Of the CENLIAl DANK .......ccuieiiiiieieiieiee ettt sttt et e ste et e s aeenbesseensesseensenseensensean 22
Borderline cases SUCh S SUPETVISOTY SEIVICES .....cuveruerrreruerrieierieetenteetesseeaesseensesesaessesssensesseensesseessessesssensens 22
Provision of non-market output
Provision 0f MATKEt OULPUL ........eccueriieieitieiesiieteste ettt ettt et ettesbesteesbesseessessaessesseensesseessesseessenseessenseas
7. Financial services other than those associated with insurance and pension funds...........ccccecevervieninienencnnenne.
Financial services provided in return for explicit charges ..........ccceoevieiennnininicneneene.
Financial services provided in association with interest charges on loans and deposits
Financial services associated with the acquisition and disposal of financial assets and liabilities in financial markets
24
8. Financial services associated with insurance and pension SChEmEs. ..........cccvevvieierierieiienieieieeeee e 25
NON-LH R INSUTANCE ...ttt et a et be bt e st es e e bt e bt st et et eneeseebesbentenaens
Life insurance.... ....
REINSUIAIICE. . ... vttt h et b et b e bt b e ea et e bt e bt eb e e b e sbt e bt eate b e ebbebeeatenbesaneneeas
S0CIAl INSUTANCE SCHEIIIES ... ..cviiuiiiiiiiiitietet ettt ettt b et b et eb et e sbe et sbe e st e sbeebte bt eaeetenae
Standardised guarantee schemes
9. Research and deVEIOPIMENL . .........ouiiiiiiiieiee ettt et ettt besae et bt et e e bt entesbeeneenes
10. The production of originals aNd COPIES ........evverieriirierierieiereetere ettt ettt et e stesreebesaeesbessesnbesseessesseensensens 28
G. Intermediate conSUMPLION (P2)....c.uieiiiiiiieiiiicie ettt e e e e 28

UNSC version 20/12/2007 6-1



bl el e

A e g

Aw =T

Coverage of intermediate CONSUMPIION ....c..eetirtiriertieierteetterte ettt sit ettt ettt ettt et e sbeeseesbeestesbessaenbeestenbesseeneeas 28
The timing and valuation of intermediate CONSUMPLION .......eeuviruiriierieriieierieeterteete e ete st enee e et etesaeebesieeeeneeas 28
The boundary between intermediate consumption and compensation of employees .........ccceeereeriereeriererreennen. 29
The boundary between intermediate consumption and gross fixed capital formation.............cceevevvecvererveneenen. 30
Small tools
Maintenance and repairs
Research and deVEIOPIMENT .........ccuecuiiieriieieiieteieet ettt e ste et e st e b e s teessesseessesseessesseessessaessesseassensesssesens
Mineral exploration and evaluation ...
IMILIATY @QUIPINICIIE ...ttt ettt ettt ettt s bt et bt ea e bt es b e bt ea b et e sb e e bt eb e et e sht et e e mbesbeemtenbeentenbeesaeeeas
Services provided by OVErnment t0 PrOAUCETS. ........cuieuieruiriierieniieierteeitete et ete sttt et eatestesstebeeseenbesseensesneense e
Social transfers. ... .....ccooceveerenienenieeeeeeen
Services Of DUSINESS ASSOCIALIONS ......e.veutiuirtirtirtiteiieieetcet ettt ettt sttt eb ettt sttt at et e besbe st b et eebeebesbestenaens
OULSOUICING. .. . e veveeutetietiesteeteteetteteeseesaeeseessesseesseestensessaenseaseansesseensanseansesseensenseensesseenseseansensesssenseansenseensensenn
LeaSiNg FIXEA @SSEES. .. cviiuieiieiieiieieeteettet ettt e et e st e e st e et e s st e s tesbeeabesseentenseesaesseeneenseeseenteentenbeeseenseeneensennes

Consumption of fixed capital (PO)......c..cociiiiiiiiiiiiieece e e e

The coverage of consumption of fixed capital
Consumption of fixed capital and rentals On fiXed @SSELS........eeveriiriieriirieiiieieieeeee sttt 32
The calculation of consumption of fixed CaPItal ........cc.eoivieriirieriicieiee e sbe e eeas 32
The perpetual inventory method
Calculation of the gross capital SEOCK .......cc.eviriiriiiiiie et
Relative ETFICIENCIES ......ouiiiieiiciieiic et sttt
Rates of consumption of fixed capital ......
Values of consumption of fixed capital ....

UNSC version 20/12/2007

6-2



A.

6.1

6.2

6.3

6.4

6.5

Chapter 6: The Production Account

Introduction

The production account is the starting point for the sequence
of accounts for institutional units and sectors displaying how
income is generated, distributed and used throughout the
economy. Activities defined as production therefore
determine the extent of GDP and the level of income for the
economy. In concept, the economy-wide production account
is the aggregation of a similar account for each production
unit.  Importantly, while production accounts can be
compiled for an individual institutional unit as well as for
sectors, they can also be compiled for establishments and thus
for industries. It is this feature that allows the study of
industrial activity in the economy and permits the
compilation of supply and use tables and input-output tables.

The production account is linked to the definition of
production. Production is an activity, carried out under the
responsibility, control and management of an institutional
unit, that uses inputs of labour, capital, and goods and
services to produce outputs of goods and services. The
production account shows the output of production and the
various inputs to it. To do this, three concepts need
clarifying.

The first concept to be clarified is what constitutes production
within the System. This delineation is referred to as the
production boundary of the System. Thereafter several key
types of production need to be identified depending on
whether production is for sale, for own use or is made
available to others at little or no cost.

The next concept to be addressed is how output is to be
valued. Key to this question is the role played by the various
types of taxes imposed by( and subsidies given by)
government on products and on the activity of production.

The third major concept to be considered is how the
production process adds to the value of goods and services
and leads to the generation of income. Does the whole
contribution of labour and capital add to the value of these
goods and services or should the fact that most capital
declines in value as it is used need to be taken into account?

The concept of production
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The general format of an account in the sequence of accounts
is to show how resources are received and, after uses are
deducted, a balancing item is left. Because the production
account is the first in the sequence of accounts, it is the first
time the concept of a balancing item appears. The
importance of balancing items in general and the one in this
account in particular is also discussed before considering
each of the entries of the production account in turn.

The production account for institutional units and sectors is
illustrated in table 6.1. It contains only three items apart from
the balancing item. The output from production is recorded
under resources on the right-hand side of the account. This
item may be disaggregated to distinguish different kinds of
output. For example, non-market output should be shown
separately from market output in the sector accounts, when
possible. The uses recorded on the left-hand side of the
account consist of intermediate consumption and
consumption of fixed capital. Both of these may also be
disaggregated.

The balancing item in the production account is value added.
It can be measured either gross or net, that is, before or after
deducting consumption of fixed capital:

a. Gross value added is the value of output less the value
of intermediate consumption;

b. Net value added is the value of output less the values of
both intermediate consumption and consumption of
fixed capital.

As value added is intended to measure the value created by a
process of production, it ought to be measured net, since the
consumption of fixed capital is a cost of production.
However, as explained later, consumption of fixed capital can
be difficult to measure in practice and it may not always be
possible to make a satisfactory estimate of its value and hence
of net value added. Provision has therefore to be made for
value added to be measured gross as well as net. It follows
that provision has also to be made for the balancing items in
subsequent accounts of the System to be measured either
gross or net of the consumption of fixed capital.
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1. Production as an economic activity 6.13  Similarly, some service-producing industries may produce
products that have many of the characteristics of goods. For
6.10  Production can be described in general terms as an activity in convenience, the products of thgse industries are described in
which an enterprise uses inputs to produce outputs. The the System as knowledge-capturing products.
economic analysis of production is mainly concerned with
activities that produce outputs of a kind that can be delivered ~ 6.14  Products are goods and services (including knowledge-
or provided to other institutional units. Unless outputs are capturing products) that result from a process of
produced that can be supplied to other units, either production.
individually or collectively, there can be no division of
labour, no specialization of production and no gains from Goods
trading. There are two main kinds of output, namely goods
and services, and it is necessary .to examine their 6.15  Goods are physical, produced objects for which a demand
characterlstl_cs in order to be gble to delineate aCtlv1tl§S. t_hat exists, over which ownership rights can be established and
are pro.ductlve in an economic sense frgm other activities. whose ownership can be transferred from one institutional
Collectively, goods and services are described as products. unit to another by engaging in transactions on markets.
They are in demand because they may be used to satisfy the
6.11 In the System, it is seldom if ever necessary to make a clear needs or wants of households or the community or used to
distinction between goods and services but in making the link produce other goods or services. The production and
to other data sets it is often necessary to understand which exchange of goods are quite Separate activities. Some goods
products have been treated as goods and which as services. may never be exchanged while others may be bought and
sold numerous times. The production of a good can always
6.12  Industrial classifications, such as ISIC, identify a group of be separated from its subsequent sale or resale.
manufacturing industries. However, many of these industries
also produce services. For example, some aircraft engine Services
manufacturers may both fabricate aircraft engines and repair
and service existing engines. When goods despatched 0 616 The production of services must be confined to activities that
another unit for processing do not change ownership, the . . .
i . h are capable of being carried out by one unit for the benefit of
work done on them constitutes a service even though it may . S .
O another. Otherwise, service industries could not develop and
be undertaken by a manufacturing industry. The fact that the there could be no markets for services. It is also ible fi
L . . . possible for
processing is classified as a service does not prevent the . . . . .
. . r s ; a unit to produce a service for its own consumption provided
processor from being classified within manufacturing. that the type of activity is such that it could have been carried
out by another unit.
Table 6.1: Production account - uses
Uses
S11 S12 S13 S14 S15 S1 S2
- &
Te 2 g 2 3
25 _5 5 2 s 2 E
£§ 8% TE £ 2 8 5 3
. o 8 s3 2% &g ] = % 3 =
Code Transactions and balancing items Ss £5 88 S L o 2 3 o
P8 Imports of goods and services 499 499
P81 Imports of goods 392 392
P82 Imports of services 107 107
P7 Exports of goods 540 540
P71 Exports of goods and services 462 462
P72 Exports of services 78 78
P1 Output 3604 3604
P11 Market output 3057 3057
P12 Output for own final use 171 171
P13 Non-market output 376 376
P2 Intermediate consumption 899 29 252 694 9 1883 1883
D21 Taxes on products 141
D31 Subsidies on products (-) -8
B1g Value added, gross / Gross domestic product 854 73 188 575 31 1854 1854
P6 Consumption of fixed capital 137 10 30 42 3 222 222
B1n Value added, net / Net domestic product 717 63 158 533 28 1632 1632
B11 External balance of goods and services -4 -4
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6.19

6.20

6.21

Services are the result of a production activity that changes the conditions of the consuming units, or facilitate the exchange of
products or financial assets. These types of service may be described as transformation services and margin services respectively.
Transformation services are outputs produced to order and typically consist of changes in the conditions of the consuming units
realized by the activities of producers at the demand of the consumers. Transformation services are not separate entities over which
ownership rights can be established. They cannot be traded separately from their production. By the time their production is
completed, they must have been provided to the consumers.

The changes that consumers of services engage the producers to bring about can take a variety of different forms as follows:

a. Changes in the condition of the consumer’s goods: the producer works directly on goods owned by the consumer by transporting,
cleaning, repairing or otherwise transforming them;

b. Changes in the physical condition of persons: the producer transports the persons, provides them with accommodation, provides
them with medical or surgical treatments, improves their appearance, etc.;

c. Changes in the mental condition of persons: the producer provides education, information, advice, entertainment or similar services
in a face to face manner.

The changes may be temporary or permanent. For example, medical or education services may result in permanent changes in the
condition of the consumers from which benefits may be derived over many years. On the other hand, attending a football match is a
short-lived experience. In general, the changes may be presumed to be improvements, as services are produced at the demand of the
consumers. The improvements usually become embodied in the persons of the consumers or the goods they own and are not separate
entities that belong to the producer. Such improvements cannot be held in inventories by the producer or traded separately from their
production.

A single process of production may provide services to a group of persons, or units, simultaneously. For example, groups of persons or
goods belonging to different institutional units may be transported together in the same plane, ship, train or other vehicle. People may
be instructed or entertained in groups by attending the same class, lecture or performance. Certain services are provided collectively to
the community as a whole, or large sections of the community: for example, the maintenance of law and order, and defence.

Margin services result when one institutional unit facilitates the change of ownership of goods, knowledge-capturing products or
financial assets between two other institutional units. Margin services are provided by wholesalers and retailers and by many types of
financial institutions. Margin services resemble transformation services in that they are not separate entities over which ownership
rights can be established. They cannot be traded separately from their production. By the time their production is completed they must
have been provided to the consumers.

Table 6.1: Production account - resources

Resources
S11 S12 S13 S14 S15 S1 S2
8
> 3 2
< o @ - w g = »
28§ _§ 5 = IS 2 2
£ 8% sE £ 2 § = 5
T8 &8 23 3 2] = ] B8 =
Code Transactions and balancing items S 5 £ 5 o3 3 o k] 3 =1 °
=9 Lo (Gl <)) T = = o D =
P8 Imports of goods and services 499 499
P81 Imports of goods 392 392
P82 Imports of services 107 107
P7 Exports of goods 540 540
P71 Exports of goods and services 462 462
P72 Exports of services 78 78
P1 Output 1753 102 440 1269 40 3604 3604
P11 Market output 1722 102 80 1129 24 3057 3057
P12 Output for own final use 31 0 0 140 0 171 171
P13 Non-market output 360 16 376 376
P2 Intermediate consumption 1883 1883
D21 Taxes on products 141 141
D31 Subsidies on products (-) -8 -8
B1g
P6
B1n
B11
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Knowledge-capturing products

Knowledge-capturing products concern the provision,
storage, communication and dissemination of information,
advice and entertainment in such a way that the consuming
unit can access the knowledge repeatedly. The industries that
produce the products are those concerned with the provision,
storage, communication and dissemination of information,
advice and entertainment in the broadest sense of those terms
including the production of general or specialized
information, news, consultancy reports, computer programs,
movies, music, etc. The outputs of these industries, over
which ownership rights may be established, are often stored
on physical objects (whether on paper or on electronic media)
that can be traded like ordinary goods. They have many of
the characteristics of goods in that ownership rights over
these products can be established and they can be used
repeatedly. Whether characterized as goods or services, these
products possess the essential common characteristic that
they can be produced by one unit and supplied to another,
thus making possible division of labour and the emergence of
markets.

The production boundary

Given the general characteristics of the goods and services
produced as outputs, it becomes possible to define
production. A general definition of production is given first,
followed by the rather more restricted definition that is used
in the System. Following this there is a discussion of the
production boundary as it affects household activities and
non-observed activities.

The general production boundary

Economic production may be defined as an activity carried
out under the control and responsibility of an institutional unit
that uses inputs of labour, capital, and goods and services to
produce outputs of goods or services. There must be an
institutional unit that assumes responsibility for the process of
production and owns any resulting goods or knowledge-
capturing products or is entitled to be paid, or otherwise
compensated, for the transformation or margin services
provided. A purely natural process without any human
involvement or direction is not production in an economic
sense. For example, the unmanaged growth of fish stocks in
international waters is not production, whereas the activity of
fish farming is production.

While production processes that produce goods can be
identified without difficulty, it is not always so easy to
distinguish the production of services from other activities
that may be both important and beneficial. Activities that are
not productive in an economic sense include basic human
activities such as eating, drinking, sleeping, taking exercise,
etc., that it is impossible for one person to employ another
person to perform instead. Paying someone else to take
exercise is no way to keep fit. On the other hand, activities
such as washing, preparing meals, caring for children, the
sick or aged are all activities that can be provided by other
units and, therefore, fall within the general production
boundary. Many households employ paid domestic staff to
carry out these activities for them.
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The production boundary in the System

The production boundary in the System is more restricted
than the general production boundary. For reasons explained
below, activities undertaken by households that produce
services for their own use are excluded from the concept of
production in the System, except for services provided by
owner-occupied dwellings and services produced by
employing paid domestic staff. Otherwise, the production
boundary in the System is the same as the more general one
defined in the previous paragraphs.

The production boundary of the System includes the
following activities:

a. The production of all goods or services that are supplied
to units other than their producers, or intended to be so
supplied, including the production of goods or services
used up in the process of producing such goods or
services;

b. The own-account production of all goods that are
retained by their producers for their own final
consumption or gross capital formation;

c¢. The own-account production of knowledge-capturing
services that are retained by their producers for their
own final consumption or gross capital formation but
excluding (by convention) such products produced by
households for their own use;

d. The own-account production of housing services by
owner occupiers; and

e. The production of domestic and personal services by
employing paid domestic staff.

The production boundary within households

The exclusion of most services produced for own use by
households

The production of services by members of the household for
their own final consumption has traditionally been excluded
from measured production in national accounts and it is worth
explaining briefly why this is so. It is useful to begin by
listing those services for which no entries are recorded in the
accounts when they are produced by household members and
consumed within the same household:

a. The cleaning, decoration and maintenance of the dwelling
occupied by the household, including small repairs of a
kind usually carried out by tenants as well as owners;

b. The cleaning, servicing and repair of household durables
or other goods, including vehicles used for household
purposes;

c. The preparation and serving of meals;

d. The care, training and instruction of children;
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e. The care of sick, infirm or old people;

f. The transportation of members of the household or their
goods.

In most countries a considerable amount of labour is devoted
to the production of these services, and their consumption
makes an important contribution to economic welfare.
However, national accounts serve a variety of analytical and
policy purposes and are not compiled simply, or even
primarily, to produce indicators of welfare. The reasons for
not imputing values for unpaid domestic or personal services

produced and consumed within households may be
summarized as follows:
a. The own-account production of services within

households is a self-contained activity with limited
repercussions on the rest of the economy. The decision to
produce a household service entails a simultaneous
decision to consume that service. This is not true for
goods. For example, if a household engages in the
production of agricultural goods, it does not follow that it
intends to consume them all. Once the crop has been
harvested, the producer has a choice about how much to
consume, how much to store for future consumption or
production, and how much to offer for sale or barter on
the market. Indeed, although it is customary to refer to
the own-account production of goods, it is not possible to
determine at the time the production takes place how
much of it will eventually be consumed by the producer.
For example, if an agricultural crop turns out to be better
than expected, the household may dispose of some of it
on the market even though it may have originally
supposed it would consume it all. This kind of possibility
is non-existent for services; it is not possible to produce a
service and then decide whether to offer it for sale or not.

b. As the vast majority of household services are not
produced for the market, there are typically no suitable
market prices that can be used to value such services. It
is therefore extremely difficult to estimate values not only
for the outputs of the services but also for the associated
incomes and expenditures that can be meaningfully added
to the values of the monetary transactions on which most
of the entries in the accounts are based.

c.  With the exception of the imputed rent of owner-occupied
dwellings, the decision to produce services for own
consumption is not influenced by and does not influence
economic policy because the imputed values are not
equivalent to monetary flows. Changes in the levels of
household services produced do not affect the tax yield of
the economy or the level of the exchange rate, to give two
examples.

Thus, the reluctance of national accountants to impute values
for the outputs, incomes and expenditures associated with the
production and consumption of services within households is
explained by a combination of factors, namely the relative
isolation and independence of these activities from markets,
the extreme difficulty of making economically meaningful
estimates of their values, and the adverse effects it would
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have on the usefulness of the accounts for policy purposes
and the analysis of markets and market disequilibria.

The exclusion of household services from the production
boundary has consequences for labour force and employment
statistics. According to International Labour Organization
(ILO) guidelines, economically active persons are persons
engaged in production included within the boundary of
production of the System. If that boundary were to be
extended to include the production of own-account household
services, virtually the whole adult population would be
economically active and unemployment eliminated. In
practice, it would be necessary to revert to the existing
boundary of production in the System, if only to obtain
meaningful employment statistics.

Own-account production of goods

Although services produced for own consumption within
households fall outside the boundary of production used in
the System, it is nevertheless useful to give further guidance
with respect to the treatment of certain kinds of household
activities which may be particularly important in some
developing countries. The System includes the production of
all goods within the production boundary. The following
types of production by households are included whether
intended for own final consumption or not:

a. The production of agricultural products and their
subsequent storage; the gathering of berries or other
uncultivated crops; forestry; wood-cutting and the
collection of firewood; hunting and fishing;

b. The production of other primary products such as mining
salt, cutting peat, etc.;

c. The processing of agricultural products; the production of
grain by threshing; the production of flour by milling; the
curing of skins and the production of leather; the
production and preservation of meat and fish products;
the preservation of fruit by drying, bottling, etc.; the
production of dairy products such as butter or cheese; the
production of beer, wine, or spirits; the production of
baskets or mats; etc.;

d. Other kinds of processing such as weaving cloth; dress
making and tailoring; the production of footwear; the
production of pottery, utensils or durables; making
furniture or furnishings; etc.;

e. The supply of water is also considered a goods-producing
activity in this context. In principle, supplying water is a
similar kind of activity to extracting and piping crude oil.

It is not feasible to draw up a complete, exhaustive list of all
possible productive activities but the above list covers the
most common types. When the amount of a good produced
within households is believed to be quantitatively important
in relation to the total supply of that good in a country, its
production should be recorded. Otherwise, it may not be
worthwhile trying to estimate it in practice.
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6.37

Services of owner-occupied dwellings

The production of housing services for their own final
consumption by owner occupiers has always been included
within the production boundary in national accounts,
although it constitutes an exception to the general exclusion
of own-account service production. The ratio of owner-
occupied to rented dwellings can vary significantly between
countries, between regions of a country and even over short
periods of time within a single country or region, so that both
international and inter-temporal comparisons of the
production and consumption of housing services could be
distorted if no imputation were made for the value of own-
account housing services. The imputed value of the income
generated by such production is taxed in some countries.

Production of domestic and personal services by
employing paid domestic staff

Although paid domestic staff produce many of the services
excluded from the production boundary of the System when
undertaken by household members, paying a person who
comes to the house to wash, cook or look after children, for
example, is as much a market activity as taking clothes to a
laundry, eating at a restaurant or paying a nursery to care for
children. By convention, though, only the wages of the
domestic staff are treated as the value of output. Other
materials used in their work are treated as household
consumption expenditure because of the difficulty of
identifying what is used by the staff and what by household
members. Nor are payments to other household members
treated as payments for services even if the payments are
nominally for the performance of chores, for example pocket-
money paid to children

“Do-it-yourself” decoration, maintenance and small
repairs

“Do-it-yourself” repairs and maintenance to consumer
durables and dwellings carried out by members of the
household constitute the own-account production of services
and are excluded from the production boundary of the
System.  The materials purchased are treated as final
consumption expenditure.

In the case of dwellings, “do-it-yourself” activities cover
decoration, maintenance and small repairs, including repairs
to fittings, of types that are commonly carried out by tenants
as well as by owners. On the other hand, more substantial
repairs, such as re-plastering walls or repairing roofs, carried
out by owners, are essentially intermediate inputs into the
production of housing services. However, the production of
such repairs by an owner-occupier is only a secondary
activity of the owner in his capacity as a producer of housing
services. The production accounts for the two activities may
be consolidated so that, in practice, the purchases of materials
for repairs become intermediate expenditures incurred in the
production of housing services. ~Major renovations or
extensions to dwellings are fixed capital formation and
recorded separately.
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The use of consumption goods

The use of goods within the household for the direct
satisfaction of human needs or wants is not treated as
production. This applies not only to materials or equipment
purchased for use in leisure or recreational activities but also
to foodstuffs purchased for the preparation of meals. The
preparation of a meal is a service activity and is treated as
such in the System and in the International Standard
Industrial Classification (ISIC). It therefore falls outside the
production boundary when the meal is prepared for own
consumption within the household. The use of a durable
good, such as a vehicle, by persons or households for their
own personal benefit or satisfaction is intrinsically a
consumption activity and should not be treated as if it were an
extension, or continuation, of production.

The “non-observed” economy

There is considerable interest in the phenomenon of the non-
observed economy. This term is used to describe activities
that, for one reason or another, are not captured in regular
statistical enquiries. The reason may be that the activity is
informal and thus escapes the attention of surveys geared to
formal activities; it may be that the producer is anxious to
conceal a legal activity, or it may be that the activity is
illegal. Chapter 25 discusses measurement of the informal
economy within households.

Certain activities may clearly fall within the production
boundary of the System and also be quite legal (provided
certain standards or regulations are complied with) but
deliberately concealed from public authorities for the
following kinds of reasons:

a. To avoid the payment of income, value added or other
taxes;

b. To avoid the payment of social security contributions;

c. To avoid having to meet certain legal standards such as
minimum wages, maximum hours, safety or health
standards, etc.;

d. To avoid complying with certain administrative
procedures, such as completing statistical questionnaires
or other administrative forms.

Because certain kinds of producers try to conceal their
activities from public authorities, it does not follow that they
are not included in national accounts in practice. Many
countries have had considerable success in compiling
estimates of production that cover the non-observed economy
as well as the ordinary economy. In some industries, such as
agriculture or construction, it may be possible by using
various kinds of surveys and the commodity flow method to
make satisfactory estimates of the total output of the industry
without being able to identify or measure that part of it that is
not observed. Because the non-observed economy may
account for a significant part of the total economy of some
countries, it is particularly important to try to make estimates
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of total production that include it, even if it cannot always be
separately identified as such.

There may be no clear borderline between the non-observed
economy and illegal production. For example, production
that does not comply with certain safety, health or other
standards could be described as illegal. Similarly, the evasion
of taxes is itself usually a criminal offence. However, it is
not necessary for the purposes of the System to try to fix the
precise borderline between non-observed and illegal
production as both are included within the production
boundary in any case. It follows that transactions on
unofficial markets that exist in parallel with official markets
(for example, for foreign exchange or goods subject to
official price controls) must also be included in the accounts,
whether or not such markets are actually legal or illegal.

There are two kinds of illegal production:

a. The production of goods or services whose sale,
distribution or possession is forbidden by law;

b. Production activities that are usually legal but become
illegal when carried out by unauthorized producers; for
example, unlicensed medical practitioners.

Examples of activities that may be illegal but productive in an
economic sense include the manufacture and distribution of
narcotics, illegal transportation in the form of smuggling of
goods and of people, and services such as prostitution.

Both kinds of illegal production are included within the
production boundary of the System provided they are genuine
production processes whose outputs consist of goods or
services for which there is an effective market demand. The
units that purchase smuggled goods, for example, may not be

C. Basic, producers’ and purchasers’ prices

6.48

6.49

More than one set of prices may be used to value outputs and
inputs depending upon how taxes and subsidies on products,
and also transport charges, are recorded. Moreover, value
added taxes (VAT), and similar deductible taxes may also be
recorded in more than one way. The methods of valuation
used in the System are explained in this section.

The detailed discussion of taxes related to production appears
in section C of ghapter 7 but it is important in the context of
discussing alternative price measures to make the distinction
between taxes (and subsidies) on products and other taxes
(and subsidies) on production. As the name implies, taxes on
products are payable per unit of the product. The tax may be
a flat amount dependent on the physical quantity of the
product or may be a percentage of the value at which the
product is sold. An other tax on production is a tax imposed
on the producer that does not apply to a product nor is levied
on the profits of the producer. Examples include taxes on
land or premises used in production or on the labour force
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involved in any kind of illegal activities and may not even be
aware that the other party to the transaction is behaving
illegally. Transactions in which illegal goods or services are
bought and sold need to be recorded not simply to obtain
comprehensive measures of production and consumption but
also to prevent errors appearing elsewhere in the accounts.
The incomes generated by illegal production may be disposed
of quite legally, while conversely, expenditures on illegal
goods and services may be made out of funds obtained quite
legally. The failure to record illegal transactions may lead to
significant errors within the accounts if the consequences of
the activity are recorded in the financial account and the
external accounts, say, but not in the production and income
accounts.

Regular thefts of products from inventories are not included
in the value of output. Suppose a shop suffers regular theft
from inventories. In calculating the value of output of the
shop, part of the margin on the goods sold must cover the cost
of the goods stolen. Thus the margin is calculated as the
value received for the goods sold less the cost of both the
goods sold and the goods stolen. If the stolen products are
sold elsewhere, for example on a street stall, the value of the
output of the street trader is still calculated as the difference
between the value received for the goods and the value paid
for them. In this case, though, if nothing is paid for the
goods, the whole of the sales value appears as the margin.

Illegal production does not refer to the generation of
externalities such as the discharge of pollutants. Externalities
may result from production processes that are themselves
quite legal. Externalities are created without the consent of
the units affected and no values are imputed for them in the
System.

employed. The distinction between subsidies on products and
on production is made on similar grounds.

Basic and producers’ prices

The System utilizes two kinds of prices to measure output,
namely, basic prices and producers’ prices:

a. The basic price is the amount receivable by the producer
from the purchaser for a unit of a good or service
produced as output minus any tax payable, and plus any
subsidy receivable, by that unit as a consequence of its
production or sale. It excludes any transport charges
invoiced separately by the producer.

b. The producer’s price is the amount receivable by the
producer from the purchaser for a unit of a good or
service produced as output minus any VAT, or similar
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6.55

deductible tax, invoiced to the purchaser. It excludes
any transport charges invoiced separately by the
producer.

Neither the producer’s nor the basic price includes any
amounts receivable in respect of VAT, or similar deductible
tax, invoiced on the output sold.

Unlike the basic price, the producer’s price includes taxes on
products, (taxes payable per unit of output) and excludes
subsidies on products (subsidies receivable per unit of
output). The producer’s price is the price, excluding VAT,
that the producer invoices to the purchaser. The basic price
measures the amount retained by the producer and is,
therefore, the price most relevant for the producer’s decision-
taking. It is becoming increasingly common in many
countries for producers to itemize taxes separately on their
invoices so that purchasers are informed about how much
they are paying to the producer and how much as taxes to the
government.

Basic prices exclude any taxes on products the producer
receives from the purchaser and passes on to government but
include any subsidies the producer receives from government
and uses to lower the prices charged to purchasers.

Both producers’ and basic prices are actual transaction prices
that can be directly observed and recorded. Basic prices are
often reported in statistical inquiries and some official
“producer price” indices actually refer to basic prices rather
than to producers’ prices as defined here.

VAT and similar deductible taxes

Many countries have adopted some form of VAT. VAT is a
wide-ranging tax usually designed to cover most or all goods
and services. In some countries, VAT may replace most
other forms of taxes on products, but VAT may also be levied
in addition to some other taxes on products, such as excise
duties on tobacco, alcoholic drink or fuel oils. Other tax
regimes exist, not called VAT, that operate in a similar
manner. Within the System the term VAT is used to apply to
any similar deductible tax scheme even if the scope is
narrower than a full system of VAT.

VAT is a tax on products collected in stages by enterprises.
Producers are required to charge certain percentage rates of
VAT on the goods or services they sell. The VAT is shown
separately on the sellers’ invoices so that purchasers know the
amounts they have paid. However, producers are not
required to pay to the government the full amounts of the
VAT invoiced to their customers because they are usually
permitted to deduct the VAT that they themselves have paid
on goods and services purchased for their own intermediate
consumption, resale or gross fixed capital formation.
Producers are obliged to pay only the difference between the
VAT on their sales and the VAT on their purchases for
intermediate consumption or capital formation, hence the
expression value added tax. The percentage rate of VAT is
liable to vary between different categories of goods and
services and also according to the type of purchaser. For
example, sometimes goods purchased by visiting non-
residents, which count as exports, may be exempt from VAT.
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The following terminology needs to be defined:

a. Invoiced VAT is the VAT payable on the sales of a
producer; it is shown separately on the invoice that the
producer presents to the purchaser.

b. Deductible VAT is the VAT payable on purchases of
goods or services intended for intermediate
consumption, gross fixed capital formation or for resale
that a producer is permitted to deduct from his own VAT
liability to the government in respect of VAT invoiced to
his customers.

c¢. Non-deductible VAT is VAT payable by a purchaser that
is not deductible from his own VAT liability, if any.

Thus, a market producer is able to recover the costs of any
deductible VAT payable on his own purchases by reducing
the amount of his own VAT liability in respect of the VAT
invoiced to his own customers. On the other hand, the VAT
paid by households for purposes of final consumption or
fixed capital formation in dwellings is not deductible. The
VAT payable by non-market producers owned by
government units or NPISHs may also not be deductible.

Gross and net recording of VAT

There are two alternative systems that may be used to record
VAT, the “gross” or “net” systems. Under the gross system,
all transactions are recorded including the amounts of any
invoiced VAT. Thus, the purchaser and the seller record the
same price, irrespective of whether or not the purchaser is
able to deduct the VAT subsequently.

While the gross system of recording seems to accord with the
traditional notion of recording at “market” prices, it presents
some difficulties. Practical experience with the operation of
VAT over many years in a number of countries has shown it
may be difficult, if not impossible, to utilize the gross system
because of the way business accounts are computed and
records are kept. Sales are normally reported excluding
invoiced VAT in most industrial inquiries and business
surveys. Conversely, purchases of goods and services by
producers are usually recorded excluding deductible VAT.
Although the gross system has been tried in some countries, it
has had to be abandoned for these reasons. Further, it can be
argued that the gross system distorts economic reality to the
extent that it does not reflect the amounts of VAT actually
paid by businesses. Large amounts of invoiced VAT are
deductible and thus represent only notional or putative tax
liabilities.

The System therefore requires that the net system of
recording VAT should be followed. In the net system:

a. Outputs of goods and services are valued excluding
invoiced VAT; imports are similarly valued excluding
invoiced VAT;

b. Purchases of goods and services are recorded including
non-deductible VAT.
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Under the net system, VAT is recorded as being payable by
purchasers, not sellers, and then only by those purchasers
who are not able to deduct it. Almost all VAT is therefore
recorded in the System as being paid on final uses, mainly on
household consumption. However, small amounts of VAT
may be paid by businesses in respect of certain kinds of
purchases on which VAT may not be deductible.

The disadvantage of the net system is that different prices
must be recorded for the two parties to the same transaction
when the VAT is not deductible. The price recorded for the
producer does not include invoiced VAT whereas the price
recorded for the purchaser does include the invoiced VAT to
the extent that it is not deductible. Thus, in aggregate, the
total value of the expenditures recorded for purchasers must
exceed the total value of the corresponding sales receipts
recorded for producers by the total amount raised as non-
deductible VAT.

The producer’s price thus defined is a hybrid that excludes
some, but not all, taxes on products. The basic price, which
does not include any taxes on the product (but includes
subsidies on the product) becomes a clearer concept in these
circumstances and is the preferred method for valuing the
output of producers.

Purchasers’ prices

The purchaser’s price is the amount paid by the purchaser,
excluding any deductible VAT or similar deductible tax, in
order to take delivery of a unit of a good or service at the
time and place required by the purchaser. The purchaser’s
price of a good includes any transport charges paid
separately by the purchaser to take delivery at the required
time and place.

When a purchaser buys directly from the producer, the
purchaser’s price may exceed the producer’s price by:

a. The value of any non-deductible VAT, payable by the
purchaser; and

b. The value of any transport charges on a good paid
separately by the purchaser and not included in the
producer’s price.

It follows that the purchaser’s price may exceed the
basic price by the amount of the two items just listed
plus the value of any taxes less subsidies on the product
(other than VAT).

D. Value added and GDP (B1)

1.

6.68

Gross and net value added

The balancing item of a current account is the excess of
resources over uses. The rationale for dividing transactions
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If purchasers buy output not from the producer directly but
from a wholesaler or retailer, it is necessary to include their
margins in the difference between basic and purchasers’
prices also.

For certain purposes, including input-output analysis, it may
be convenient to consider that the purchase of a product
consists of two separate transactions. The first of these is the
purchase of the product from the producer and the second is
the margin paid to the wholesaler or retailer of the product.
The margin represents the difference between the price paid
by the final purchaser of a product after it has passed through
the wholesale and retail distribution chains and the producer’s
price received by its original producer.

The traditional concept of the “market” price becomes
somewhat blurred under a system of VAT or similar
deductible taxes because there may be two different prices for
a single transaction: one from the seller’s point of view and
another from the purchaser’s, depending upon whether or not
the tax is deductible. It is recommended in the System that
the term “market prices” should be avoided when referring to
value added and the price basis used, (basic, producer’s or
purchaser’s), be specified to avoid ambiguity.

Basic, producer’s and purchaser’s prices
— a summary

Figure 1 gives an overview of the essential differences
between basic, producer’s and purchaser’s prices.

Figure 1: Basic, producers’ and purchasers’ prices

Basic prices
+
Taxes on products including VAT not-
deductible by the producer

Subsidies on products

Producers’ prices
VAT not deductib-fe by the purchaser
Separately invoicetl transport charges
Wholesalers’ andJrretailers’ margins

Purchasers’ prices

into sets of accounts is that the balancing item of each
account is of economic interest. The balancing item of the
production account is value added, so called because it
measures the value created by production. Because a
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production account may be compiled for an institutional unit
or sector, or establishment or industry, so value added may be
derived for any of these. Value added is of analytical interest
because when the value of taxes (less subsidies) on products
is added, the sum of value added for all resident units gives
the value of gross domestic product (GDP).

Value added represents the contribution of labour and capital
to the production process. Once the amount of value added
appropriated by government in the form of other taxes on
production is deducted from value added and the value of
subsidies is added, the compensation of labour and capital is
revealed. However, capital in the form of fixed capital has a
finite life length. Some part of value added should therefore
be regarded as the reduction in value of fixed capital due to
its use in production. This allowance is called consumption
of fixed capital.

Consumption of fixed capital is one of the most important
elements in the System. In most cases, when a distinction is
drawn between “gross” and “net” recording, “gross” means
without deducting consumption of fixed capital while
recording “net” means after deducting consumption of fixed
capital. In particular, all the major balancing items in the
accounts from value added through to saving may be
recorded gross or net, that is, before or after deducting
consumption of fixed capital. It should also be noted that
consumption of fixed capital is typically quite large compared
with most of the net balancing items. It may account for 10
per cent or more of GDP.

Consumption of fixed capital is one of the most difficult
items in the accounts to define conceptually and to estimate
in practice. Further, consumption of fixed capital does not
represent the aggregate value of a set of transactions. It is an
imputed value whose economic significance is different from
entries in the accounts based mainly on market transactions.
For these reasons, the major balancing items in national
accounts have always tended to be recorded both gross and
net of consumption of fixed capital. This tradition is
continued in the System where provision is made for
balancing items from value added through to saving to be
recorded both ways. In general, the gross figure is the easier
to estimate and so may be more reliable, but the net figure is
usually the one that is conceptually more appropriate and
relevant for analytical purposes.

As stated above:

a. QGross value added is defined as the value of output less
the value of intermediate consumption;

b. Net value added is defined as the value of output less the
values of both intermediate consumption and
consumption of fixed capital.

To avoid repetition, only gross value added will be cited in
the following sections when the corresponding conclusions
for net value added are obvious.
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Alternative measures of value added

In the System, intermediate inputs are valued and recorded at
the time they enter the production process, while outputs are
recorded and valued as they emerge from the process.
Intermediate inputs are normally valued at purchasers’ prices
and outputs at basic prices, or alternatively at producers’
prices if basic prices are not available. The difference
between the value of the intermediate inputs and the value of
the outputs is gross value added against which must be
charged consumption of fixed capital, taxes on production
(less subsidies) and compensation of employees. The
positive or negative balance remaining is the net operating
surplus or mixed income.

As indicated above, alternative measures of gross value added
may be obtained by associating different sets of prices with a
sets of quantities of inputs and outputs. The various measures
that may be derived using the different sets of prices
recognized in the System are considered below.

Gross value added at basic prices

Gross value added at basic prices is defined as output
valued at basic prices less intermediate consumption valued
at purchasers’ prices. Although the outputs and inputs are
valued using different sets of prices, for brevity the value
added is described by the prices used to value the outputs.
From the point of view of the producer, purchasers’ prices for
inputs and basic prices for outputs represent the prices
actually paid and received. Their use leads to a measure of
gross value added that is particularly relevant for the
producer.

Gross value added at producers’ prices

Gross value added at producers’ prices is defined as output
valued at producers’ prices less intermediate consumption
valued at purchasers’ prices. As already explained, in the
absence of VAT, the total value of the intermediate inputs
consumed is the same whether they are valued at producers’
or at purchasers’ prices, in which case this measure of gross
value added is the same as one that uses producers’ prices to
value both inputs and outputs. It is an economically
meaningful measure that is equivalent to the traditional
measure of gross value added at market prices. However, in
the presence of VAT, the producer’s price excludes invoiced
VAT, and it would be inappropriate to describe this measure
as being at “market” prices.

Both this measure of gross value added and that described in
the previous section use purchasers’ prices to value
intermediate inputs.  The difference between the two
measures is entirely attributable to their differing treatments
of taxes or subsidies on products payable on outputs (other
than invoiced VAT). By definition, the value of output at
producers’ prices exceeds that at basic prices by the amount,
if any, of the taxes, less subsidies, on the output so that the
two associated measures of gross value added must differ by
the same amount.
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Gross value added at factor cost

Gross value added at factor cost is not a concept used
explicitly in the System. Nevertheless, it can easily be
derived from either of the measures of gross value added
presented above by subtracting the value of any taxes, less
subsidies, on production payable out of gross value added as
defined.  For example, the only taxes on production
remaining to be paid out of gross value added at basic prices
consist of “other taxes on production”. These consist mostly
of current taxes (or subsidies) on the labour or capital
employed in the enterprise, such as payroll taxes or current
taxes on vehicles or buildings. Gross value added at factor
cost can thus be derived from gross value added at basic
prices by subtracting “other taxes, less subsidies, on
production”.

The conceptual difficulty with gross value added at factor
cost is that there is no observable set of prices such that gross
value added at factor cost is obtained directly by multiplying
this set of prices by the sets of quantities of outputs. By
definition, “other taxes or subsidies on production” are not
taxes or subsidies on products that can be eliminated from the
input and output prices. Thus, despite its traditional name,
gross value added at factor cost is not strictly a measure of
value added; it is essentially a measure of income and not
output. It represents the amount remaining for distribution
out of gross value added, however defined, after the payment
of all taxes on production and the receipt of all subsidies on
production. It makes no difference which measure of gross
value added is used because the measures considered above
differ only in respect of the amounts of the taxes or subsidies
on production that remain payable out of gross value added.

Gross domestic product (GDP)

The underlying rationale behind the concept of gross
domestic product (GDP) for the economy as a whole is that it
should measure the total gross values added from all
institutional units resident in the economy. However, while
the concept of GDP is based on this principle, GDP as
defined in the System is such that an identity exists between a
measure built on value added, a measure built on income and
one based on final expenditures. To achieve this, it is
important that the same contribution to GDP is made by taxes
on production under all three measures. The expenditure
measure of GDP includes all taxes on production and taxes
on imports since ultimately these are included in the
purchasers’ prices of the final users.

E. The measurement of output (P1)

6.83

Production versus output

Production is an activity carried out by an establishment. It
may not always be clear whether an establishment is
producing a good or is providing a service. For example, an
oil refinery processing crude oil that it owns is producing a
good (refined petroleum); if the same refinery processes
crude oil belonging to another unit, then it is providing a
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Given this definition of GDP, the following identities hold
when the summations are taken over all resident producers:

a. GDP=
the sum of the gross values added at producers’ prices

+ taxes, less subsidies, on imports
+ non-deductible VAT;
b. GDP=

the sum of the gross values added at basic prices
+ all taxes, less subsidies, on products

c. GDP=

the sum of the gross values added at factor cost
all taxes, less subsidies, on products;

all other taxes, less subsidies, on production.

+ +

In cases (b) and (c), the item taxes, less subsidies, on products
includes taxes and subsidies on imports as well as on outputs.

Domestic production

GDP measures the production of all resident producers, This
does not necessarily coincide with all production taking place
within the geographical boundary of the economic territory.
Some of the production of a resident producer may take place
abroad, while some of the production taking place within the
geographical boundary of the economy may be carried out by
non-resident producer units. For example, a resident
producer may have teams of employees working abroad
temporarily on the installation, repair or servicing of
equipment. This output is an export of a resident producer
and the productive activity does not contribute to the GDP of
the country in which it takes places. Thus, the distinction
between resident and non-resident institutional units is crucial
to the definition and coverage of GDP. In practice, of course,
most of the productive activity of resident producers takes
place within the country in which they are resident.
However, producers in service industries that typically have
to deliver their outputs directly to their clients wherever they
are located are increasingly tending to engage in production
in more than one country, a practice that is encouraged by
rapid transportation and instantaneous communication
facilities. Geographical boundaries between adjacent
countries are becoming less significant for mobile service
producers, especially in small countries bordered by several
other countries.

refinery service to that unit. This lack of clarity may often
appear for goods passing between establishments of the same
enterprise and it is important to know when to record the
output of a good and when of a transformation service. When
the establishments belong to different enterprises (that is to
different institutional units), the defining principle is that of
economic ownership. If an establishment has no discretion
about the level of production, the price to be charged for the
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good or the destination of the good, there is evidence that the
establishment has not taken economic ownership of the goods
being processed and the value of the output should be treated
as the processing element only. This is the case for the
refinery service cited above.

When the establishments involved belong to the same
enterprise, there is no change of ownership since both
establishments have the same owner. However, the principle
of transferring risk, which accompanies change of ownership,
can still be applied.  Suppose, for example, that an
establishment receives coal from another establishment in the
same enterprise, uses it to generate electricity and then sells
the electricity on the open market. The electricity generator
has discretion about the amount of coal it demands, the
amount of electricity to be generated and the prices to be
charged. In such a case, the value of electricity generated
should be measured including the cost of the coal consumed
in the process even though there is no legal change in
ownership since both establishments belong to the same
enterprise.

In general, all goods and services that are produced and used
by the same establishment are excluded from the measure of
output. However, there are exceptions here also. For
example, output is recorded if the goods and services being
produced are used for capital formation of the establishment.
Similarly output is recorded for products entering inventories
even if eventually they are withdrawn from inventories for
use as intermediate consumption in the same establishment.
If the establishment is a household unincorporated enterprise
growing maize, the value of maize produced includes maize
kept for household consumption.

An establishment may produce goods and services that are
used as its own intermediate consumption. An example is
unglazed china that is only delivered to other units after
glazing. In general the unglazed china is not recorded as
output but if there is some china remaining unglazed at the
end of the production period, it should be recorded as being
produced and entering inventories. In the subsequent period,
the unglazed china is withdrawn from inventories and the act
of glazing constitutes output in the second period.

Although production is related to activities and thus the
output of one production process is one set of products,
output is measured for an establishment and may include the
output of several production processes. Thus output is
defined as the goods and services produced by an
establishment,

a. excluding the value of any goods and services used in
an activity for which the establishment does not assume
the risk of using the products in production, and

b. excluding the value of goods and services consumed by
the same establishment except for goods and services
used for capital formation (fixed capital or changes in
inventories) or own final consumption.
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Time of recording

The output of most goods or services is usually recorded
when their production is completed. However, when it takes
a long time to produce a unit of output, it becomes necessary
to recognize that output is being produced continuously and
to record it as “work-in-progress”. For example, the
production of certain agricultural goods or large durable
goods such as ships or buildings may take months or years to
complete. In such cases, it would distort economic reality to
treat the output as if it were all produced at the moment of
time when the process of production happens to terminate.
Whenever a process of production extends over two or more
accounting periods, it is necessary to calculate the work-in-
progress completed within each of the periods in order to be
able to measure how much output is produced in each period.

On the other hand, goods and services may be completed in
an accounting period but not delivered (sold) to a user.
Output is recorded when the work is completed and not when
sold. There is thus a significant difference between the value
of output in a period and the value of sales, the difference
being accounted for by changes in inventories of finished
goods and work-in-progress.

Valuation of output

Goods and services produced for sale on the market at
economically significant prices may be valued either at basic
prices or at producers’ prices. The preferred method of
valuation is at basic prices, especially when a system of VAT,
or similar deductible tax, is in operation. Producers’ prices
should be used only when valuation at basic prices is not
feasible.

Output produced by market producers for own final use
should be valued at the average basic prices of the same
goods or services sold on the market, provided they are sold
in sufficient quantities to enable reliable estimates to be made
of those average prices. If not, the output should be valued
by the total production costs incurred, including consumption
of fixed capital, plus any taxes (less subsidies) on production
other than taxes or subsidies on products, plus a net return on
the fixed capital and natural resources used in production.

The non-market output produced by government units and
NPISHs that is supplied free, or at prices that are not
economically significant, to other institutional units or the
community as a whole is valued by total production costs,
including consumption of fixed capital, plus taxes (less
subsidies) on production other than taxes or subsidies on
products. By convention, no net return to capital is included
for non-market production.

Market and non-market output

A fundamental distinction is drawn in the System between
market output and non-market output because of the way the
output of each is valued. Market output is the normal
situation in a market economy where producers make
decisions about what to produce and how much to produce in
response to expected levels of demand and expected costs of
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supply. The determining factor behind production decisions
is that economically significant prices prevail. Economically
significant prices are prices that have a significant effect on
the amounts that producers are willing to supply and on the
amounts purchasers wish to buy. These prices normally
result when:

a. The producer has an incentive to adjust supply either
with the goal of making a profit in the long run or, at a
minimum, covering capital and other cost; and

b. Consumers have the freedom to purchase or not
purchase and make the choice on the basis of the prices
charged.

There is further discussion on economically significant prices
in chapter 22.

Non-market output is output that takes place in the absence of
economically significant prices. A price is said to be not
economically significant when it has little or no influence on
how much the producer is prepared to supply and is expected
to have only a marginal influence on the quantities
demanded. It is a price that is not quantitatively significant
from the point of view of either supply or demand. Such
prices are likely to be charged in order to raise some revenue
or achieve some reduction in the excess demand that may
occur when services are provided completely free, but they
are not intended to eliminate such excess demand. Once a
decision has been taken on administrative, social or political
grounds about the total amount of a particular non-market
good or service to be supplied, its price is deliberately fixed
below the equilibrium price that would clear the market. The
difference between a price that is not economically
significant and a zero price is, therefore, a matter of degree.
The price merely deters those units whose demands are the
least pressing without greatly reducing the total level of
demand.

Non-market output may be produced for two reasons:

a. It may be technically impossible to make individuals pay
for collective services because their consumption cannot
be monitored or controlled. The pricing mechanism
cannot be used when transactions costs are too high and
there is market failure. The production of such services
has to be organized collectively by government units and
financed out of funds other than receipts from sales,
namely taxation or other government incomes;

b. Government units and NPISHs may also produce and
supply goods or services to individual households for
which they could charge but choose not to do so as a
matter of social or economic policy. The most common
examples are the provision of education or health
services, free or at prices that are not economically
significant, although other kinds of goods and services
may also be supplied.
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Market output (P11)

Market output consists of output for sale and output for
own use. The term output for sale is an abbreviation for
production delivered to, or intended to be delivered to, other
units at economically significant prices.

Output for sale

Output for sale consists of products that have been delivered
to other units at economically significant prices or are
intended to be delivered to other units at economically
significant prices when the product is complete. The value
of output for sale is determined as the sum of the following
items:

a. The value of goods and services sold at economically
significant prices;

b. The value of goods or services bartered in exchange for
other goods, services or assets;

c. The value of goods or services used for payments in kind,
including compensation in kind;

d. The value of goods or services supplied by one
establishment to another belonging to the same market
enterprise to be used as intermediate inputs where the risk
associated with continuing the production process is
transferred along with the goods;

e. The value of changes in inventories of finished goods and
work-in-progress intended for one or other of the above
uses;

f. The margins charged on the supply of goods and services,
transport margins, margins on the acquisition and
disposal of financial assets etc.

Recording of sales

The times at which sales are to be recorded are when the
receivables and payables are created: that is, when the
ownership of the goods passes from the producer to the
purchaser or when the services are provided to the purchaser.
Goods or services are valued at the basic prices at which they
are sold. If valuation at basic prices is not feasible, they may
be valued at producers’ prices instead. If it is necessary to
value the sale of goods at producers’ prices rather than basic
prices, then the implicit value of margin services should also
include any applicable taxes on products. For some margin
services, especially those concerning financial assets, the
value of the service provided may be implicit.

The values of sales are determined by the amounts receivable
and payable by the producers and purchasers, suitably
adjusted for trade and transport margins. The amounts
receivable and payable do not always coincide with the
amounts actually received and paid. The amount payable
should be shown in the production account and the difference
between amounts payable and paid should be shown as
accounts payable/receivable in the financial account.
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Subsequent payments of these amounts outstanding are
recorded as financial transactions and not as part of the
production account. If payments made in advance or in
arrears attract interest charges, these should be shown as
separate transactions and not included in the value of sales.

Recording of barter

Barter occurs when goods and services are exchanged for
other goods, services or assets. The value of goods or
services bartered should be recorded when the ownership of
the goods is transferred or the services are provided: they
should be valued at the basic prices that would have been
received if they had been sold.

Recording of compensation in kind or other payments
in kind

Goods or services provided to employees as compensation in
kind, or used for other payments in kind, should be recorded
when the legal ownership of the goods is transferred or the
services are provided. They should be valued at the basic
prices that would have been received if they had been sold.

Recording of intra-enterprise deliveries

Intra-enterprise deliveries are recorded only when the
establishment receiving the goods assumes responsibility for
making the decisions about the levels of supply and prices at
which their output is delivered to the market. When
incoming deliveries are recorded, they should be valued at the
basic prices that would have been received if they had been
sold.

Changes in inventories of finished goods

The basic principle underlying the measurement of changes
in inventories of finished goods is that output should be
recorded at the time it is produced and valued at the same
price whether it is sold, otherwise used or entered into
inventories for sale or use later. In effect, goods only enter
inventories when they are not immediately used for sale or
other use in the period they are produced. Similarly, goods
are withdrawn from inventories when the demand for the
goods exceeds the amount produced in a period. No output is
recorded when goods produced previously are withdrawn
from inventories and sold or otherwise used unless a storage
activity as described below in section F takes place.

Inventories of finished goods therefore explain the difference
between production and sales (or other use) in a single period.
It follows that entries into inventories must be valued at the
basic prices prevailing at the time of entry, while withdrawals
must be valued at the prices at which they are then sold. This
method of valuing changes in inventories, which may be
described as the “perpetual inventory method” or PIM, is not
always easy to implement in practice, however, and it
sometimes leads to results that may be counter intuitive.

When prices are stable, the measurement of changes in
inventories is relatively simple. However, when there is
inflation (or deflation), significant price increases (decreases)
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may occur while goods are held in inventories. Holding gains
(losses) accruing on goods held in inventories after they have
been produced must not be included in the value of output. It
follows from the valuation method used that, when prices are
changing, goods entering and leaving inventories at different
times are valued at different prices, even within the same
accounting period (as also are goods sold at different times).
This requires all entries to, and withdrawals from, inventories
should in principle be recorded continuously as they occur,
and helps explain the complexity of the perpetual inventory
method. The perpetual inventory method ensures their
exclusion by valuing goods withdrawn from inventories at the
prices prevailing at the time they are withdrawn and not at the
prices at which they are entered, or their “historic costs”.
This method of valuation can lead to much lower figures for
both output and profits in times of inflation than those
obtained by business accounting methods based on historic
costs. Further discussion on the valuation of inventories
appears in chapter 10.

It follows from the general principles outlined in the previous
section that:

a. Goods entering inventories are valued at the basic prices
prevailing at that time: that is, at the prices at which they
could have been sold when first produced;

b. Goods withdrawn from inventories are valued at the basic
prices prevailing at that time: that is, at the prices at
which they can then be sold.

Goods held in inventories are subject to deterioration through
the passage of time and are at risk from theft or accidental
damage. Recurrent losses due to normal rates of wastage,
theft and accidental damage are treated in the same way as
withdrawals from inventories and thus reduce the value of
output. The total value of the changes in inventories of
finished goods recorded within a specified accounting period
is then given by:

the sum of the values of all goods entering
inventories

less the sum of the values of all goods
withdrawn from inventories

less  the value of any recurrent losses of goods
held in inventories.

Changes in inventories of work-in-progress

When the process of production takes a long time to
complete, output must be recognized as being produced
continuously as work-in-progress.  As the process of
production continues, intermediate inputs are continually
being consumed so that it is necessary to record some
corresponding output to avoid obtaining meaningless figures
for value added by recording the inputs and outputs as if they
took place at different times, or even in different accounting
periods. Work-in-progress is essentially incomplete output
that is not yet marketable: that is, output that is not
sufficiently processed to be in a state in which it can easily be
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supplied or sold to other institutional units. It is essential to
record such output whenever the process of production is not
completed within a single accounting period so that work-in-
progress is carried forward from one period to the next. In
this case, the current value of the work-in-progress completed
up to the end of the first period is recorded in the closing
balance sheet, which also serves as the opening balance sheet
for the next period.

Work-in-progress may need to be recorded in any industry,
including service industries such as the production of movies,
depending upon the length of time it takes to produce a unit
of output. It is particularly important in industries with long
gestation periods, such as certain types of agricultural
production or durable producers’ goods production, where the
period of production may extend over several years.

Work-in-progress is treated in the System as one component
of inventories of outputs held by producers. However, the
borderline between inventories of partially completed
structures and gross fixed capital formation may not always
be clear. Gross fixed capital formation is undertaken by users
of fixed assets so that gross fixed capital formation cannot be
recorded until the legal ownership of the assets is transferred
from their producers to their users. This transfer does not
usually occur until the process of production is completed.
However, when a contract of sale has been concluded in
advance, the transfer of legal ownership may be deemed to
occur in stages as value is put in place. In such cases, stage
payments made by the purchaser can often be used to
approximate the value of the gross fixed capital formation
although stage payments may sometimes be made in advance
or in arrears of the completion of the stage, in which case
short-term credits are also extended from the purchaser to the
producer, or vice versa. In the absence of a contract of sale,
the output produced must be treated as additions to the
producer’s inventories, that is, as work-in-progress, however
large the partially completed structure may be. When the
production process is terminated, the whole of the work-in-
progress accumulated up to that point is effectively
transformed into inventories of finished product ready for
delivery or sale. When a sale takes place, the value of the
sale must be cancelled by a withdrawal from inventories of
equal value so that only the additions to work-in-progress
recorded while production was taking place in the period in
question remain as measures of output. In this way, the
output is distributed over the entire period of production.

Additions to, and withdrawals from, work-in-progress are
treated in the accounts in the same way as entries to, and
withdrawals from, inventories of finished goods. They must
be recorded at the times they take place and at the basic
prices prevailing at those times. However, further
explanation is needed of the valuation in view of the special
characteristics of work-in-progress. This explanation appears
in chapter 20.

Output for own use (P12)

QOutput for own use consists of products retained by the
producer for his own use as final consumption or capital
Sformation. The value of output for own use is determined as
the sum of the following:
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a. The value of goods produced by an unincorporated
enterprise and consumed by the same household;

b. The value of services provided to households by paid
domestic staff;

c. The value of the imputed services of owner-occupied
dwellings;

d. The value of the fixed assets produced by an
establishment that are retained within the same enterprise
for use in future production (own-account gross fixed
capital formation);

e. The value of changes in inventories of finished goods and
work-in-progress intended for one or other of the above
uses.

Goods produced by households

All goods produced by households are within the production
boundary and those that are not delivered to other units
should be treated as either being consumed immediately or
stored in inventories for later use.

Services of domestic staff

Paid domestic staff (child minders, cooks, gardeners,
chauffeurs, etc.) are formally treated as employees of an
unincorporated enterprise that is owned by the household.
The services produced are consumed by the same unit that
produces them and they constitute a form of own-account
production. By convention, any intermediate costs in the
production of the domestic services are treated not as
intermediate consumption of the output of the domestic
services but as final consumption expenditure of the
household. Thus the value of the output produced is deemed
to be equal to the compensation of employees paid, including
any compensation in kind such as food or accommodation.

Services of owner-occupied dwellings

Households that own the dwellings they occupy are formally
treated as owners of unincorporated enterprises that produce
housing services consumed by those same households. When
well-organized markets for rented housing exist, the output of
own-account housing services can be valued using the prices
of the same kinds of services sold on the market in line with
the general valuation rules adopted for goods or services
produced on own account. In other words, the output of the
housing services produced by owner occupiers is valued at
the estimated rental that a tenant would pay for the same
accommodation, taking into account factors such as location,
neighbourhood amenities, etc. as well as the size and quality
of the dwelling itself. The same figure is recorded under
household final consumption expenditures. In many
instances, no well-organised markets exist and other means of
estimating the value of housing services must be developed.
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Own gross fixed capital formation

Goods or services used for own gross fixed capital formation
can be produced by any kind of enterprise, whether corporate
or unincorporated. They include, for example, the special
machine tools produced for their own use by engineering
enterprises, or dwellings, or extensions to dwellings,
produced by households. A wide range of construction
activities may be undertaken for the purpose of own gross
fixed capital formation in rural areas in some countries,
including communal construction activities undertaken by
groups of households. In addition, intellectual property
products such as R&D and software products may be
produced on own account.

Changes in inventories

Additions to work-in-progress on structures intended for own
use are treated as acquisitions of fixed assets by their
producers. Goods or services produced for own final use may
be placed in inventories of finished products for use later
They are valued at the basic prices of similar products sold on
the market at the time they enter inventories or by their costs
of production if no suitable basic prices are available.

Own intermediate consumption

It is unusual to record goods and services used as
intermediate consumption within the same establishment but
there are occasions where it may be desirable. If such
recording is made, the goods and services in question add to
both intermediate consumption and output so value added is
unaffected by this practice

If an activity such as delivery services is of particular interest
and there is a diversity of practice about whether it is treated
as secondary output (that is, is charged for) or as being for
own use (not charged for) then it may be desirable to show all
delivery services as if they were secondary products with the
output shown as own intermediate consumption where
appropriate.

If a product is delivered by one establishment to another
within the same enterprise, it is shown as output of the first
establishment and intermediate consumption of the second.
However, if a production account is being compiled for the
enterprise, it may be preferable to show the product as both
output and intermediate consumption of the enterprise rather
than to consolidate it out. This may be the case particularly
for ancillary services provided by a separate establishment.

In some cases, part of the current output may be placed in
inventories for use as intermediate consumption in future. An
example is agriculture where some of the current crop may be
used for seed in future

Valuation of output for own use

Output for own use should be valued at the basic prices at
which the goods and services could be sold if offered for sale
on the market. In order to value them in this way, goods or
services of the same kind must actually be bought and sold in
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sufficient quantities on the market to enable reliable market
prices to be calculated for use for valuation purposes. The
expression “on the market” means the price that would
prevail between a willing buyer and willing seller at the time
and place that the goods and services are produced. In the
case of agricultural produce, for example, this does not
necessarily equate to the prices in the local market where
transportation costs and possibly wholesale margins may be
included. The nearest equivalent price is likely to be the so-
called “farm-gate” price; that is, the price that the grower
could receive by selling the produce to a purchaser who
comes to the farm to collect the produce.

When reliable market prices cannot be obtained, a second
best procedure must be used in which the value of the output
of the goods or services produced for own use is deemed to
be equal to the sum of their costs of production: that is, as the
sum of:

a. Intermediate consumption;

b. Compensation of employees;

c. Consumption of fixed capital;

d. A net return to fixed capital;

e. Rent on land used in the production, if any;
f.  Other taxes (less subsidies) on production.

For unincorporated enterprises, it may not be possible to
estimate compensation of employees, consumption of fixed
capital and a return to capital separately in which case an
estimate of mixed income, covering all these items, should be
made.

It will usually be necessary to value the output of own-
account construction on the basis of costs as it is likely to be
difficult to make a direct valuation of an individual and
specific construction project that is not offered for sale.
When the construction is undertaken for itself by a business
enterprise, the requisite information on costs may be easily
ascertained, but not in the case of the construction of
dwellings by households or communal construction for the
benefit of the community undertaken by informal associations
or groups of households. Most of the inputs into communal
construction projects, including labour inputs, are likely to be
provided free so that even the valuation of the inputs may
pose problems. As unpaid labour may account for a large
part of the inputs, it is important to make some estimate of its
value using wage rates paid for similar kinds of work on local
labour markets. While it may be difficult to find an
appropriate rate, it is likely to be less difficult than trying to
make a direct valuation of a specific construction project
itself. The fact that an imputation is made for the value of
labour input is a means to approximate the market price for
the construction. It does not imply that these labour costs
should also be treated as compensation of employees. As
explained . chapter 7, when labour is provided on a
voluntary basis to a producer unit other than the labourer’s
own household, no imputation for compensation of
employees is made. If labour is provided for a nominal
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payment, only the nominal payment is recorded as

compensation of employees.
Non-market output (P13)

Non-market output consists of goods and individual or
collective services produced by non-profit institutions
serving households (NPISHs) or government that are
supplied free, or at prices that are not economically
significant, to other institutional units or the community as
a whole. Although this output is shown as being acquired by
government and NPISHs in the use of income account, it
should not be confused with production for own use. The
expenditure is made by government and by NPISHs but the
use of individual goods and services is by households, and the
use of collective services by households or other resident
institutional units. Thus non-market output should never be
confused with output for own use where the producer unit not
only has imputed expenditure on the output but also actually
uses the output. Chapter 9 discusses the difference between
expenditure and use in more detail.

As explained above, government units or NPISHs may
engage in non-market production because of market failure or
as a matter of deliberate economic or social policy. Such
output is recorded at the time it is produced, which is also the
time of delivery in the case of non-market services. In
general, however, it cannot be valued in the same way as
goods or services produced for own final consumption or own
capital formation that are also produced in large quantities for
sale on the market. There are no markets for collective
services such as public administration and defence, but even
in the case of non-market education, health or other services
provided to individual households, suitable prices may not be
available. It is not uncommon for similar kinds of services to
be produced on a market basis and sold alongside the non-
market services but there are usually important differences
between the types and quality of services provided. In most
cases it is not possible to find enough market services that are
sufficiently similar to the corresponding non-market services
to enable their prices to be used to value the latter, especially
when the non-market services are produced in very large
quantities.

The value of the non-market output provided without charge
to households is estimated as the sum of costs of production,
as follows:

a. Intermediate consumption;

b. Compensation of employees;
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c. Consumption of fixed capital;
d. Rent on land used in the production, if any;
e. Other taxes (less subsidies) on production.

If the output is made available at nominal cost, the prices are
not economically significant prices and may reflect neither
relative production costs nor relative consumer preferences.
They therefore do not provide a suitable basis for valuing the
outputs of the goods or services concerned. The non-market
output of goods or services sold at these prices is valued in
the same way as goods or services provided free, that is, by
their costs of production. Part of this output is purchased by
households, the remainder constituting final consumption
expenditures by government units or NPISHs.

Government units and NPISHs may be engaged in both
market and non-market production. Whenever possible,
separate establishments should be distinguished for these two
types of activities, but this may not always be feasible. Thus,
a non-market establishment may have some receipts from
sales of market output produced by a secondary activity: for
example, sales of reproductions by a non-market museum.
However, even though a non-market establishment may have
sales receipts, its total output covering both its market and its
non-market output is still valued by the production costs. The
value of its market output is given by its receipts from sales
of market products, the value of its non-market output being
obtained residually as the difference between the values of its
total output and its market output. The value of its receipts
from the sale of non-market goods or services at prices that
are not economically significant remains as part of the value
of its non-market output.

Market and non-market producers

Market producers are establishments, all or most of whose
output is either output for sale or output for own use. Non-
market producers consist of establishments owned by
government units or NPISHs that supply goods or services
firee, or at prices that are not economically significant, to
households or the community as a whole. These producers
may also have some sales of secondary market output whose
prices are intended to cover their costs or earn a surplus: for
example, sales of reproductions by non-market museums.
Though government and NPISHs may have establishments
undertaking market production, including own account
capital construction, most of their activity will be undertaken
on a non-market basis.
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Introduction

The rules governing the recording and valuation of output are
not sufficient to determine the way in which the output of
certain kinds of industries, mostly service industries, such as
wholesale and retail trade and financial institutions, is
measured. The following sections provide further
information about the measurement of the output of a number
of specific industries. ~For convenience, the industries
concerned are given in the same order as they appear in the
ISIC.

Agriculture, forestry and fishing

The growth and regeneration of crops, trees, livestock or fish
which are controlled by, managed by and under the
responsibility of institutional units constitute a process of
production in an economic sense. Growth is not to be
construed as a purely natural process that lies outside the
production boundary. Many processes of production exploit
natural forces for economic purposes, for example,
hydroelectric plants exploit rivers and gravity to produce
electricity.

The measurement of the output of agriculture, forestry and
fishing is complicated by the fact that the process of
production may extend over many months, or even years.
Many agricultural crops are annual with most costs incurred
at the beginning of the season when the crop is sown and
again at the end when it is harvested. However, immature
crops have a value depending on their closeness to harvest.
The value of the crop has to be spread over the year and
treated as work-in-progress. Often the final value of the crop
will differ from the estimate made of it and imputed to the
growing crop before harvest. In such cases revisions to the
early estimates will have to be made to reflect the actual
outcome. When the crop is harvested, the cumulated value of
work-in-progress is converted to inventories of finished
goods that is then run down as it is used by the producer, sold
or is lost to vermin.

Some plants and many animals take some years to reach
maturity. In this case, the increase in their value is shown as
output and treated as increases in fixed capital or inventories
depending on whether the plant or animal yields repeat
products or not. (There is more discussion of this distinction
in chapter 10.) The value of the increase in the plants or
animals should take account of the delay before the yield
from them is realised as explained in chapter 20. |Once the
plant or animal has reached maturity, it will decline in value
and this decline should be recorded as consumption of fixed
capital.

Machinery, equipment and construction

The production of high value capital goods such as ships,
heavy machinery, buildings and other structures may take
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several months or years to complete. The output from such
production must usually be measured by work-in-progress
and cannot be recorded simply at the moment in time when
the process of production is completed. The way in which
work-in-progress is to be recorded and valued is explained in
chapter 20

When a contract of sale is agreed in advance for the
construction of such products, the output produced each
period is treated as being sold to the purchaser at the end of
each period, that is, as a sale rather than work-in-progress. In
effect, the output produced by the construction contractor is
treated as being sold to the purchaser in stages as the latter
takes legal possession of the output. It is recorded as gross
fixed capital formation by the purchaser and not as work-in-
progress by the producer. When the contract calls for stage
payments, the value of the output may often be approximated
by the value of stage payments made each period. In the
absence of a contract of sale, however, the incomplete output
produced each period must be recorded as work-in-progress
of the producer. Dwellings built speculatively (that is,
without a prior contract of sale) remain in the inventories of
the construction company until sold, changing status within
inventories from work-in-progress to finished products if they
remain unsold on completion.

Transportation and storage
Transportation

The output of transportation is measured by the value of the
amounts receivable for transporting goods or persons. In
economics a good in one location is recognized as being a
different quality from the same good in another location, so
that transporting from one location to another is a process of
production in which an economically significant
transformation takes place even if the good remains otherwise
unchanged. The volume of transport services may be
measured by indicators such as tonne-kilometres or
passenger-kilometres, which combine both the quantities of
goods, or numbers of persons, and the distances over which
they are transported. Factors such as speed, frequency or
comfort also affect the quality of services provided.
Transportation is a typical service activity in that the output
produced consists of transformations of persons or goods that
do not themselves form part of the output of the service
producers. While the services performed are easily identified
and quantified, they are not separate entities from the goods
or persons in which they are incorporated.

Storage

Although the production of storage for the market may not be
very extensive, the activity of storage is important in the
economy as a whole as it is carried out in many enterprises.
During storage the inventories of goods have to be physically
stored somewhere. Many goods have to be stored in a
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properly controlled environment and the activity of storage
can become an important process of production in its own
right whereby goods are “transported” from one point of time
to another. In economics, it is generally recognized that the
same goods available at different times, or locations, may be
qualitatively different from each other and command different
prices for this reason. The increase in price of a product due
to the fact that it has been in storage and storage costs have
been incurred is a production process. However, it is
important that the increase in price due to storage is clearly
distinguished from holding gains and losses, which must be
excluded from the value of production in the case of storage
as in other activities.

When goods are first produced, they may be held in store for
a time in the expectation that they may be sold, exchanged or
used more advantageously in the future. If the increase in
value simply reflects general inflation, then there is no further
production during the period in addition to the costs of
storage just described. However, there are two reasons why
the increase in value can be construed as further production.
The first is that the quality of the good may improve with the
passage of time (such as wine) or there may be seasonal
factors affecting the supply or the demand for the good that
lead to regular, predictable variations in its price over the
year, even though its physical qualities may not have changed
otherwise. In both these circumstances, storage can be
regarded as an extension of the production process over time.
The storage services become incorporated in the goods,
thereby increasing their value while being held in store.
Thus, in principle, the values of additions to inventories
should include not only the values of the goods at the time
they are stored but also the value of the additional output
produced while the goods are held in store.

However, most manufactured goods are produced and sold
continuously throughout the year and are not subject to
regular changes in supply or demand conditions. Nor do they
“mature” while being stored. Changes in the prices of such
goods while in inventories cannot be treated as additions to
work-in-progress. In order to estimate the increase in the
value of goods stored over and above the storage costs, use
may be made of the expected real holding gain over a pre-
determined period. Any variation in actual holding gain (or
loss) from the expectation or any gain that occurs outside the
pre-determined period continues to be recorded as a holding
gain or loss. A numerical example of the calculation of the
value of storage and its separation from holding gains and
losses is given in an electronic annex to this chapter.

This inclusion of expected real holding gains in output
applies only to goods that have an established annual seasonal
pattern or where maturing is part of the regular production
process. It does not apply to holding financial assets,
valuables or other non-financial assets including land and
buildings. Even if anticipated holding gains result in these
cases, the motive for holding the items is speculation and not
part of the production process.

Wholesale and retail distribution

Although wholesalers and retailers actually buy and sell
goods, the goods purchased are not treated as part of their
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intermediate consumption when they are resold with only
minimal processing such as grading, cleaning, packaging, etc.
Wholesalers and retailers are treated as supplying services to
their customers by storing and displaying a selection of goods
in convenient locations and making them easily available for
customers to buy. Their output is measured by the total value
of the trade margins realized on the goods they purchase for
resale. A trade margin is defined as the difference between
the actual or imputed price realized on a good purchased
for resale and the price that would have to be paid by the
distributor to replace the good at the time it is sold or
otherwise disposed of. The margins realized on some goods
may be negative if their prices have to be marked down.
They must also be negative on goods that are never sold
because they go to waste or are stolen.

The standard formula for measuring output has to be
modified for wholesalers or retailers by deducting from the
value of the goods sold or otherwise used the value of the
goods that would need to be purchased to replace them. The
latter include the additional goods needed to make good
recurrent losses due to normal wastage, theft or accidental
damage. In practice, the output of a wholesaler or retailer is
given by the following identity:

the value of output = the value of sales
plus the value of goods purchased for resale and used for

intermediate  consumption, compensation  of
employees, etc.

minus the value of goods purchased for resale

plus the value of additions to inventories of goods for

resale

minus the value of goods withdrawn from inventories of
goods for resale

minus the value of recurrent losses due to normal rates of
wastage, theft or accidental damage.

The following points should be noted:

a. Goods sold are valued at the prices at which they are
actually sold, even if the trader has to mark their prices
down to get rid of surpluses or avoid wastage. Allowance
should also be made for the effect of reductions in price
due to loyalty programmes or other schemes to offer
reduced prices to certain customers in certain
circumstances.

b. Goods provided to employees as remuneration in kind
should be valued at the current purchasers’ prices payable
by the traders to replace them; that is, the realized
margins are zero. Similarly, goods withdrawn by the
owners of unincorporated enterprises for their own final
consumption should be valued at the current purchasers’
prices payable by the traders to replace them.

c. Goods purchased for resale should be valued excluding
any transport charges invoiced separately by the suppliers
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or paid to third parties by wholesalers or retailers: these
transport services form part of the intermediate
consumption of the wholesalers or retailers.

d. Additions to inventories of goods for resale should be
valued at the prices prevailing at the time of entry into
inventories.

e. The value of goods withdrawn from inventories of goods
for resale depends on whether the goods were acquired
with the intention of making a real holding gain over a
given period in storage. In the general case, when the
goods being resold were not expected to realize a real
holding gain while in storage, the value of the goods on
withdrawal from inventories should be the cost to the
wholesaler or retailer at the time of the withdrawal of
acquiring exactly similar replacement goods for later sale.
This valuation is necessary to exclude holding gains and
losses from the measurement of output, as is the general
rule in the System. However, when the goods have been
stored for reasons of seasonal variation in prices or as part
of the maturing process, the expected real holding gain
over the anticipated period is deducted from the
replacement value of goods withdrawn from inventories.
This deduction is fixed in value at the time the goods
enter storage and is not altered in the light of actual
holding gains, real or nominal.

f. The value of recurrent losses due to normal rates of
wastage, theft or accidental damage; goods lost are
valued in the same way as goods withdrawn from
inventories. For this reason, the two terms are often
combined.

The costs of storage incurred by wholesalers and retailers is
not added to the value of the goods when they are withdrawn
from inventories but are treated as part of intermediate
consumption.

The margins realized on goods purchased for resale thus vary
according to their eventual use. The margins realized on
goods sold at the full prices intended by the traders could be
described as the normal margins. In fixing these margins,
traders take account not only of their ordinary costs such as
intermediate consumption and compensation of employees
but also of the fact that some goods may ultimately have to be
sold off at reduced prices while others may go to waste or be
stolen. The margins realized on goods whose prices have to
be marked down are obviously less than the normal margins
and could be negative. The margins on goods used to pay
employees as compensation in kind or withdrawn for final
consumption by owners are zero because of the way these
goods are valued. Finally, the margins on goods wasted or
stolen are negative and equal to the current purchasers’ prices
of replacements for them. The average margin realized on
goods purchased for resale may be expected to be less than
the normal margin, possibly significantly less for certain
types of goods such as fashion goods or perishable goods.

Output of the central bank

Before discussing financial services more generally, it is
helpful to discuss the output of the central bank. There are
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three broad groups of central bank services. These are
monetary policy services, financial intermediation and
borderline cases. Monetary policy services are collective in
nature, serving the community as a whole, and thus represent
non-market output. Financial intermediation services are
individual in nature and in the absence of policy intervention
in the interest rates charged by the central banks, would be
treated as market production. The borderline cases, such as
supervisory services may be classified as market or non-
market services depending on whether explicit fees are
charged that are sufficient to cover the costs of providing the
services.

In principle, a distinction should be made between market
and non-market output but in practice the possible resource
intensiveness of the exercise and the relative importance of
making the distinction should be considered before
implementing the conceptual recommendations.

Borderline cases such as supervisory services

Central banks frequently provide supervisory services
overseeing the financial corporations. One could argue that
this is for the benefit of society in general and the national
accounts should record them as government final
consumption. In support of this view, one could draw a
parallel with government performing market regulation
policies, which it also may entrust to a specialized agency, or
to government providing for roads, dams and bridges. From
this point of view, surveillance services are collective
services and should be recorded as government consumption
expenditure.

However, one could also argue that government’s regulatory
services are to the benefit of the financial intermediaries,
because these services contribute to the functioning and
financial performance of these institutions. From this
perspective, they are comparable to regulatory services of
government such as quality control on food and drugs, which
the national accounts record as intermediate consumption of
producers. The fact that financial intermediaries pay a fee for
these services in some countries (for example in a number of
countries in Latin America) supports this view. Following
this reasoning, surveillance services are not collective
services but should be recorded as intermediate consumption
of financial intermediaries. However, even if the view is
taken that supervisory services are market output because a
fee is charged, if the fees are not sufficient to cover the
supervisory costs incurred by the bank, then the services
should be treated as non-market output and part of
government consumption expenditure.

Provision of non-market output

As long as it can be identified as a separate institutional unit,
the central bank is always included in the financial
institutions sector and never in general government. The
collective consumption represented by monetary policy
services is recorded as expenditure by general government
but government does not incur the costs incurred by the
central bank. Therefore a current transfer of the value of the
non-market output should be recorded as payable by the
central bank and receivable by the general government to
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cover the purchase of the non-market output of the central
bank by government.

Provision of market output

If the financial intermediation services provided by the
central bank are significant, and if it is possible and
worthwhile to compile data for a separate establishment
providing them, these services should be shown as payable by
the units to whom they are delivered. Supervisory services
treated as market output are recorded similarly.

Financial services other than those
associated with insurance and pension funds

A comprehensive discussion of the contribution of financial
assets and liabilities to the generation and distribution of
income and changes in wealth in an accounting period is
given in chapter 17. What follows is a summary of the main
aspects affecting the measurement of the output of financial
services. There are three types of financial activities,
financial intermediation, the services of financial auxiliaries
and other financial services. Financial services include
monitoring  services, convenience services, liquidity
provision, risk assumption, underwriting and trading services.

Financial intermediation involves financial risk management
and liquidity transformation, activities in which an
institutional unit incurs financial liabilities for the purpose of
acquiring mainly financial assets. Corporations engaged in
these activities obtain funds, not only by taking deposits but
also by issuing bills, bonds or other securities. They use
these funds as well as own funds to acquire mainly financial
assets not only by making advances or loans to others but also
by purchasing bills, bonds or other securities. Auxiliary
financial activities facilitate risk management and liquidity
transformation activities. Financial auxiliaries, which are the
units primarily engaged in auxiliary financial activities,
typically act on behalf of other units and do not put
themselves at risk by incurring financial liabilities or by
acquiring financial assets as part of an intermediation service.

Financial services are produced almost exclusively by
financial institutions because of the usually stringent
supervision of the provision of those services. Similarly,
financial institutions rarely produce other services. If a
retailer wishes to offer credit facilities to its customers, for
example, the credit facilities are usually offered by a
subsidiary of the retailer, the subsidiary being treated as a
financial institution in its own right regardless of the
classification of the parent. Financial institutions may also
create subsidiaries dealing with only particular forms of
financial services. For example, a credit card operation may
be associated with a given bank but may be institutionally
separate.

Financial services may be paid for explicitly or implicitly.
Some transactions in financial assets may involve both
explicit and implicit charges. Four main ways in which
financial services are provided and charged for may be
considered:
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a. Financial services provided in return for explicit charges;

b. Financial services provided in association with interest
charges on loans and deposits;

c. Financial services associated with the acquisition and
disposal of financial assets and liabilities in financial
markets;

d. Financial services associated with insurance and pension
schemes.

The following sections look at each of these in turn. In
chapter 17 there is an overview of the transactions and other
flows associated with each type of financial instrument. The
recording of investment income is described in ghapter 7 and
the acquisition and disposal of financial assets and liabilities
in chapter 1. |Changes in the value of financial assets and
liabilities not arising from transactions are described in
chapter 12.

Financial services provided in return for explicit
charges

Many services come under this heading and may be provided
by different categories of financial institutions. Deposit
taking institutions, such as banks, may charge households to
arrange a mortgage, manage an investment portfolio, give
taxation advice, administer an estate, and so on. Specialised
financial institutions may charge non-financial corporations
to arrange a flotation of shares or to administer a restructuring
of a group of corporations. However, the most pervasive and
probably largest direct fee is likely to be that charged by
credit card issuers to the units that accept credit cards as a
means of payment for the goods and services they provide.
The charge is usually calculated as a percentage of the sale; in
the case of retailers the sale value corresponds to turnover
and not output. Although the percentage is usually small in
absolute terms, maybe one or two percent, the fact that it is
applied to such large totals means that the total value of the
charge is very large. The charge represents output of the
credit card companies and intermediate consumption of the
corporations that accept credit cards as means of payment.
Ignoring the role of the credit card company does not affect
the measurement of the expenditure (usually final
consumption or exports) on the goods and services concerned
but does underestimate the costs of the provider of goods and
services and the output of the credit card company. This is
turn leads to a misallocation of value added from the credit
card company to the provider of the goods and services paid
for by credit card.

The example of the credit card company is one that clearly
demonstrates that a financial corporation may provide
services that are paid for by different means by different
customers or in different circumstances. The fee charged to
the corporations accepting a credit card as means of payment
has just been discussed. A card holder may also be charged
an explicit fee, usually each year, for holding the card. In
addition, if a card holder uses the credit facilities offered by
the card, he will pay indirect charges associated with interest
payable on the outstanding credit (which is treated as a loan
in the System).
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Financial services provided in association with
interest charges on loans and deposits

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 would accept deposits from units wishing to receive
interest on funds for which the unit has no immediate use and
lend 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
pay 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
reference rate and the rate actually paid to depositors and
received by borrowers representing a financial intermediation
service charge indirectly measured (FISIM).

However, it is seldom the case that the amount of funds lent
by a financial institution exactly matches the amount
deposited with them. Some money may have been deposited
but not yet loaned; some loans may be financed by the bank’s
own funds and not from borrowed funds. However, the
depositor of funds receives the same amount of interest and
service whether or not his funds are on lent, and the borrower
pays the same rate of interest and receives the same service
whether his funds are provided by intermediated funds or the
bank’s own funds. For this reason an indirect service charge
is to be imputed in respect of all loans and deposits offered by
a financial institution irrespective of the source of the funds.
The reference rate applies to both interest paid on loans and
interest paid on deposits so that the amounts of interest
recorded as such in the System are calculated as the reference
rate times the level of loan or deposit in question. The
difference between these amounts and the amounts actually
paid to the financial institution are recorded as service
charges paid by the borrower or depositor to the financial
institution. For clarity the amounts recorded in the System as
interest are described as “SNA interest” and the total amounts
actually paid to or by the financial institution are described as
“bank interest”. The implicit service charge is thus the sum
of the bank interest on loans less the SNA interest on the
same loans plus the SNA interest on deposits less the bank
interest on the same deposits. The service charge is payable
by or to the unit in receipt of the loan or owning the deposit
as appropriate.

By convention within the System, these indirect charges in
respect of interest apply only to loans and deposits and only
when those loans and deposits are provided by, or deposited
with, financial institutions. The financial institutions in
question need not be resident; nor need the clients of the
financial institution be resident. Thus imports and exports of
this type of financial service are possible. Nor need the
financial institution necessarily offer deposit-taking facilities
as well as making loans. The financial subsidiaries of
retailers are examples of financial institutions that make loans
without accepting deposits. A money lender who has
sufficiently detailed accounts to be treated as an actual or
quasi-corporation may receive this sort of charge; indeed
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since money lenders usually charge especially high rates of
interest, their service charges may exceed the SNA interest
payments by significant amounts.

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 represent a risk-free rate
of interest such as that prevailing for inter-bank borrowing
and lending. 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. The fact that the inter-bank rate may
be considered as the reference rate implies that, 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.

Banks may offer loans that they describe as being fixed
interest loans. This is to be interpreted as a situation where
the level of bank interest is fixed but as the reference rate
changes, the level of SNA interest and the service charge will

vary.

When an enterprise acquires a fixed asset under the terms of a
financial lease, a loan is imputed between the lessor and the
lessee. Regular payments under the lease are treated as being
payments of interest and repayment of capital. When the
lessor is a financial institution, the interest payable under the
terms of a financial lease corresponds to bank interest and
should be separated into SNA interest and financial service
charge as for any other loan.

Even when a loan is described as non-performing, interest
and the associated service charge continue to be recorded in
the System. There is discussion on the treatment of non-
performing loans in chapter 13.

Financial services associated with the acquisition
and disposal of financial assets and liabilities in
financial markets

Debt securities such as bills and bonds are other forms of
financial assets that give rise to interest payments, interest
being payable to the owner of the security by the issuer. As
described in chapter 17] some of these interest charges may
themselves be imputed from changes in the value of securities
as they approach maturity. When a financial institution offers
a security for sale, a service charge is levied, the purchase
price (or ask price) representing the estimated market value of
the security plus a margin. Another charge is levied when a
security is sold, the price offered to the seller (the bid price)
representing the market value less a margin.

Prices of securities may change rapidly and to avoid
including holding gains and losses in the calculation of the
service margins, it is important to calculate the margins on
sales and purchases in terms of mid-prices. The mid-price of
a security is the average at a given point in time between the
bid and ask price. Thus the margin on the purchase of a
security is the difference between the ask price and mid-price
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at the time of the purchase and the margin on a sale is the
difference between the mid-price and the bid price at the time
of the sale.

It is important when measuring interest as the increase in
value of a security between the date it is purchased and the
date it matures (or is subsequently sold) to measure from one
mid-point value to another and to treat the differences
between mid-point price and bid or ask price at the time of
purchase, sale or redemption as a service margin. Ignoring
the margins understates the value of output of financial
institutions and may understate interest payments also.

Equities and investment fund shares or units give rise to
property income other than interest but like debt securities,
they are offered for sale and purchase at different prices. The
difference between the buying price and mid-price and the
mid-price and selling price should be treated as the provision
of financial services as in the case of securities. The same
principles apply for the same reason.

Although no property income flows are involved, margins
between buying and selling prices also apply to purchases of
foreign currencies (including transactions denominated in
foreign currencies such as payments for imports and exports
as well as the acquisition of physical notes and coins of a
foreign currency). Again these margins should be treated as
the provision of financial services in a manner similar to that
described for securities.

Financial services associated with
insurance and pension schemes.

Five types of activities are covered under this heading:
Non-life insurance;

Life insurance and annuities;

Reinsurance;

Social insurance schemes;

Standardised guarantee schemes.

All these schemes lead to redistribution of funds, which are
recorded in either the secondary distribution of income
account or the financial account. For non-life insurance and
standardised guarantee schemes, most of the redistribution
takes place between different units in the same period. Many
client units pay relatively small policy premiums or fees and
a small number of them receive relatively large claims or
payments. For life insurance, annuities and pension schemes,
the redistribution is primarily, though not entirely, between
different periods for a single client. In fulfilling their
responsibilities as managers of these funds, insurance
companies and pension funds are involved in both risk
management and liquidity transformation, the prime functions
of financial institutions.

Non-life insurance provides cover to the policy holder against
loss or damage suffered as a result of an accident. A
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premium is paid to the insurance corporation and a claim is
paid to the policy holder only if the event insured against
occurs. If the event occurs then the amount paid is specified
in the policy so that the uncertainty concerns whether a
payment will take place, not the amount of it.

Under a life insurance policy, many small payments are made
over a period of time and either a single lump sum or a stream
of payments is made at some pre-agreed time in the future.
There is little conditionality involved in life insurance,
usually the fact that a payment will be made is certain but the
amount may be uncertain.

Annuities are offered by insurance corporations and are a
means for an individual person to convert a lump sum into a
stream of payments in the future.

Just as an individual may limit their exposure to risk by
taking out an insurance policy, so may insurance corporations
themselves. Insurance between one insurance corporation
and another is called reinsurance. (Insurance other than
reinsurance is called direct insurance.) Many reinsurance
transactions are with specialised institutions in a few
international financial centres. Reinsurers may also take out
a further reinsurance policy. This practice is known as
“retrocession”.

A social insurance schemes is one where a third party, usually
an employer or the government, encourages or obliges
individuals to participate in a scheme to provide benefits for a
number of identified circumstances, including pensions in
retirement. Social insurance schemes have much in common
with direct insurance and may be run by insurance
corporations. This is not necessarily the case, however, and
there are special variations in how the payment of
contributions (corresponding to premiums in the case of
direct insurance) and benefits are recorded.

In some circumstances a unit, possibly but not necessarily
within general government, may offer very many guarantees
of very similar nature. One example is export guarantees and
another is student loans. Because the guarantees are very
similar and numerous, it is possible to make robust statistical
estimates of the number of defaults the guarantor will have to
cover and so these also are treated in a manner similar to
direct non-life insurance.

The detailed recording for each of these activities, including
the measurement of output, the recording of flows between
the insurance corporations or pension funds on the one hand
and policy holders or beneficiaries on the other, and the
implications for changes in the balance sheets of both sets of
institutions are described in chapter 17. What follows is a
summary of the key features of measuring output for the
various activities listed above.

Non-life insurance

Under a non-life insurance policy, the insurance company
accepts a premium from a client and holds it until a claim is
made or the period of the insurance expires. In the meantime,
the insurance company invests the premium and the property
income is an extra source of funds from which to meet any
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claim due. The property income represents income foregone
by the client and so is treated as an implicit supplement to the
actual premium. The insurance company sets the level of the
actual premiums to be such that the sum of the actual
premiums plus the property income earned on them less the
expected claim will leave a margin that the insurance
company can retain; this margin represents the output of the
insurance company. Within the System, the output of the
insurance industry is determined in a manner intended to
mimic the premium setting policies of the insurance
corporations.

The basic method for measuring non-life insurance output is
the following:

Total premiums earned
Plus premium supplements
Less adjusted claims incurred.

The actual premium is the amount payable to the direct
insurer or reinsurer to secure insurance cover for a specific
event over a stated time period. Cover is frequently provided
for one year at a time with the premium due to be paid at the
outset though cover may be provided for shorter (or longer)
periods and the premium may be payable in instalments, for
example monthly.

The premium earned is the part of the actual premium that
relates to cover provided in the accounting period. For
example, if an annual policy with a premium of 120 units
comes into force on April 1 and accounts are being prepared
for a calendar year, the premium earned in the calendar year
is 90. The unearned premium is the amount of the actual
premium received that relates to the period past the
accounting point. In the example just given, at the end of the
accounting period there will be an unearned premium of 30,
intended to provide cover for the first three months of the
next year. A claim (benefit) is the amount payable to the
policy holder by the direct insurer or reinsurer in respect of
an event covered by the policy occurring in the period for
which the policy is valid. Claims become due when the event
occurs, even if the payment is made some time later. Claims
that become due are described as claims incurred. In some
contested cases the delay between the occurrence of the event
giving rise to the claim and the settlement of the claim may
be several years. Claims outstanding cover claims that have
not been reported, have been reported but are not yet settled
or have been both reported and settled but not yet paid.

The insurance corporation has at its disposal the reserves
consisting of unearned premiums and claims outstanding, and
uses these amounts to generate investment income. Because
the reserves are a liability of the insurance corporation to the
policy holders, the investment income they generate is also
treated as property income attributed to the policy holders.
However, the amounts remain with the insurance corporation
and are in effect a hidden supplement to the apparent
premium. This income is therefore treated as a premium
supplement paid by the policy holder to the insurance
corporation.

UNSC version 20/12/2007

6.186

6.187

6.188

6.189

6.190

6.191

In setting the level of premiums, which obviously the
insurance corporation must do ex ante, it makes an estimate
of the level of claims it expects to be faced with. Within the
System there are two ways in which the appropriate level of
claims (described as adjusted claims) can be determined.
One is an ex ante method, described as the expectation
method, and estimates the level of adjusted claims from a
model based on the past pattern of claims payable by the
corporation. In making the estimate, allowance should be
made for the fact that reinsurance may have damped the
volatility of claims the insurance corporation has to face and
so the figure for adjusted claims is derived from a series of
actual claims less (reinsurance claims less reinsurance
premiums). The other means of deriving adjusted claims is to
use accounting information. Within the accounts for the
insurance corporations there is an items called “equalisation
provisions” that gives a guide to the funds the insurance
corporation sets aside to meet unexpectedly large claims.
Adjusted claims are derived ex post as actual claims incurred
plus the change in equalisation provisions. In circumstances
where the equalisation provisions are insufficient to bring
adjusted claims back to a normal level, some contribution
from own funds must be added also.

In circumstances where information is not available for either
approach to deriving adjusted claims, it may be necessary to
estimate output instead by the sum of costs including an
allowance for normal profits.

Life insurance

A life insurance policy is a sort of saving scheme. For a
number of years, the policyholder pays premiums to the
insurance corporation against a promises of benefits at some
future date. These benefits may be expressed in terms of a
formula related to the premiums paid or may be dependent on
the level of success the insurance corporation has in investing
the funds.

The insurance corporation cumulates premiums paid until the
promised date when benefits become payable and in the
meantime uses the reserves to produce investment income.
Some of the investment income is added to the life insurance
reserves belonging to the policyholders to meet benefits in
future. This allocation is an asset of the policyholders but is
retained by the insurance corporation who continues to invest
the amounts until benefits become payable. The remainder of
the investment income not allocated to the policyholders is
retained by the insurance corporation as their fee for the
service they provide.

The method of calculating output for life insurance follows
the same general principles as for non-life insurance but
because of the time interval between when premiums are
received and when benefits are paid, special allowances must
be made for changes in the technical reserves.

The output of life insurance is derived as
Premiums earned

Plus premiums supplements
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Less benefits due
Less increases (plus decreases) in life insurance reserves.

Premiums are defined in exactly the same way for life
insurance as for non-life insurance.

Premium supplements are more significant for life insurance
than for non-life insurance. They consist of all the
investment income earned on the reserves of the
policyholders. The amount involved is earnings forgone by
the policy holders by putting the funds at the disposal of the
insurance corporation and are thus recorded as property
income in the distribution of primary income account.

Benefits are recorded as they are awarded or paid. There is
no need under life insurance to derive an adjusted figure since
there is not the same unexpected volatility in the payment due
under a life policy. It is possible for the insurance
corporation to make robust estimates of the benefits due to be
paid even years in advance.

Life insurance reserves increase each year because of new
premiums paid, new investment income allocated to the
policyholders (but not withdrawn by them) and decrease
because of benefits paid. It is thus possible to express the
level of output of life insurance as the difference between the
total investment income earned on the life insurance reserves
less the part of this investment income actually allocated to
the policyholders and added to the reserves.

Reinsurance

The method of calculating the output of reinsurance is exactly
the same as for non-life insurance, whether it is life or non-
life policies that are being reinsured.

Social insurance schemes

There are four different ways in which social insurance may
be organised.

a. Some social insurance is provided by government under a
social security scheme;

b. An employer may organised a social security scheme for
his employees;

c. An employer may have an insurance corporation run the
scheme for the employer in return for a fee;

d. An insurance corporation may offer to run a scheme for
several employers in return for any property income and
holding gains they may make in excess of what is owed
to the participants in the scheme. The resulting
arrangement is called a multi-employer scheme.

The output for each of these modes of running a social
insurance scheme is calculated in a different manner.
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Social security schemes are run as part of the operation of
general government. If separate units are distinguished, their
output is determined in the same way as all non-market
output at the sum of costs. If separate units are not
distinguished, the output of social security is included with
the output of the level of government at which it operates.

When an employer operates his own social insurance scheme,
the value of the output is also determined as the sum of costs
including an estimate for a return to any fixed capital used in
the operation of the scheme. Even if the employer establishes
a segregated pension fund to manage the scheme, the value of
output is still measured in the same way

When an employer uses an insurance corporation to mange
the scheme on his behalf, the value of the output is the fee
charged by the insurance corporation.

For a multi-employer scheme, the value of output is
measured as for life insurance policies; it is the excess of the
investment income receivable by the schemes less the amount
added to the reserves to meet present and future pension
entitlements.

Standardised guarantee schemes

If the scheme operates as a market producer, the value of
output is calculated in the same way as non-life insurance. If
the scheme operates as a non-market producer, the value of
output is calculated as the sum of costs.

Research and development

Research and development by a market producer is an
activity undertaken for the purpose of discovering or
developing new products, including improved versions or
qualities of existing products, or discovering or developing
new or more efficient processes of production. Research and
development is not an ancillary activity, and a separate
establishment should be distinguished for it when possible.
The research and development undertaken by market
producers on their own behalf should, in principle, be valued
on the basis of the estimated basic prices that would be paid if
the research were sub-contracted commercially, but is likely
to have to be valued on the basis of the total production costs
in practice. Research and development undertaken by
specialized commercial research laboratories or institutes is
valued by receipts from sales, contracts, commissions, fees,
etc. in the usual way. Research and development undertaken
by government units, universities, non-profit research
institutes, etc. is non-market production and is valued on the
basis of the total costs incurred. The activity of research and
development is different from teaching and is classified
separately in ISIC. In principle, the two activities ought to be
distinguished from each other when undertaken within a
university or other institute of higher education, although
there may be considerable practical difficulties when the
same staff divide their time between both activities. There
may also be interaction between teaching and research which
makes it difficult to separate them, even conceptually, in
some cases.
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The production of originals and copies

The production of books, recordings, films, software, tapes,
disks, etc. is a two-stage process of which the first stage is
the production of the original and the second stage the
production and use of copies of the original. The output of
the first stage is the original itself over which legal or de facto
ownership can be established by copyright, patent or secrecy.
The value of the original depends on the actual or expected
receipts from the sale or use of copies at the second stage,
which have to cover the costs of the original as well as costs
incurred at the second stage.

The output of the first stage is a fixed asset that belongs to the
producer of the original (author, film company, program
writer, etc.). It may be produced for sale or for own-account
gross fixed capital formation by the original producer. As the
asset may be sold to another institutional unit the owner of
the asset at any given time need not be the original producer,
although they are often one and the same unit. If the original
is sold when it has been produced, the value of the output of
the original producer is given by the price paid. If it is not
sold, its value may be estimated on the basis of its production
costs with a mark-up. However, the size of any mark-up
must depend on the discounted value of the future receipts
expected from using it in production, so that it is effectively
this discounted value, however uncertain, that determines its
value.

G. Intermediate consumption (P2)

6.209

6.210

Coverage of intermediate consumption

Intermediate consumption consists of the value of the goods
and services consumed as inputs by a process of production,
excluding fixed assets whose consumption is recorded as
consumption of fixed capital. The goods or services may be
either transformed or used up by the production process.
Some inputs re-emerge after having been transformed and
incorporated into the outputs, for example, grain may be
transformed into flour which in turn may be transformed into
bread. Other inputs are completely consumed or used up, for
example, electricity and most services.

Intermediate consumption does not include expenditures by
enterprises on valuables consisting of works of art, precious
metals and stones and articles of jewellery fashioned out of
them. Valuables are assets acquired as stores of value: they
are not used up in production and do not deteriorate
physically over time. Expenditures on valuables are recorded
in the capital account. Intermediate consumption also does
not include costs incurred by the gradual using up of fixed
assets owned by the enterprise: the decline in their value
during the accounting period is recorded as consumption of
fixed capital. However, intermediate consumption does
include the rentals paid on the use of fixed assets, whether
equipment or buildings, that are leased from other
institutional units under an operating lese, and also fees,
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The owner of the asset may use it directly to produce copies
in subsequent periods. The value of the copies made is also
recorded as production, separately from the production
involved in the making of the original. Consumption of fixed
capital is recorded in respect of the use of the asset in the
making of the copies the same way as for any other fixed
asset used in production.

The owner may also license other producers to make use of
the original in production. The latter may produce and sell
copies, or use copies in other ways, for example, for film or
music performances. The copier undertakes production in
making the copies. Part of the cost of making the copies is
the fee paid by the licensee to the owner or licensor. This fee
represents both intermediate consumption of the licensee and
output of the owner that is recorded as a service sold to the
licensee. The payments made by the licenses may be
described in various ways, such as fees, commissions or
royalties, but however they are described they are treated as
payments for services rendered by the owner.

In certain circumstances the licence to make copies may also
be treated as an asset, distinct from the original. The
conditions under which this applies and the consequences are
discussed in greater detail in chapter 17.

commissions, royalties, etc.,
arrangements, as explained above.

payable under licensing

Where ancillary services are not shown as the output of a
separate establishment, intermediate consumption includes
the value of all the goods or services used as inputs into
ancillary activities such as purchasing, sales, marketing,
accounting, data processing, transportation, storage,
maintenance, security, etc. In this case, the goods and
services consumed by these ancillary activities are not
distinguished from those consumed by the principal (or
secondary) activities of a producing establishment. When a
unit provides only ancillary services, it continues to be shown
as a separate unit as long as the necessary information is
available. There is more discussion of the treatment of
ancillary activities in chapter 5.

The timing and valuation of intermediate
consumption

The intermediate consumption of a good or service is
recorded at the time when the good or service enters the
process of production, as distinct from the time it was
acquired by the producer. In practice, establishments do not
usually record the actual use of goods in production directly.
Instead, they keep records of purchases of materials and
supplies intended to be used as inputs and also of any changes
in the amounts of such goods held in inventories. An
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estimate of intermediate consumption during a given
accounting period can then be derived by subtracting the
value of changes in inventories of materials and supplies from
the value of purchases made. Changes in inventories of
materials and supplies are equal to entries less withdrawals
and recurrent losses on goods held in inventories. Thus, by
reducing the value of changes in inventories, recurrent losses
increase intermediate consumption. Even if they are
consistently large, as long as they occur regularly, losses are
treated as increasing intermediate consumption. Goods
entering and leaving inventories are valued at the purchasers’
prices prevailing at the times the entries, withdrawals or
recurrent losses take place. This is exactly the same method
as that used to value changes in inventories of goods
produced as outputs from the production process. Thus, the
earlier discussion of the properties and behaviour of the PIM
applies to inventories of inputs.

A good or service consumed as an intermediate input is
normally valued at the purchaser’s price prevailing at the time
it enters the process of production; that is, at the price the
producer would have to pay to replace it at the time it is used.
As explained in more detail in section G, the purchaser’s
price can be regarded as being composed of three elements:

a. The basic price received by the producer of the good or
service;

b. Any transportation costs paid separately by the purchaser
in taking delivery of a good at the required time and
location plus the cumulative trade margin on a good that
passes through the chain of wholesale or retail
distribution;

c. Any non-deductible tax (less subsidy) on the product
payable on the good or service when it was produced or
while in transit to the purchaser.

For purposes of the System’s input-output tables, it may be
necessary to distinguish all three elements but this is not
necessary in the accounts for institutional sectors or the
central supply and use table.

Intermediate inputs treated as being acquired from other
establishments belonging to the same enterprise should be
valued at the same prices as were used to value them as
outputs of those establishments plus any additional transport
charges not included in the output values.

When goods or services produced within the same
establishment are fed back as inputs into the production
within the same establishment, they are only recorded as part
of the intermediate consumption if they have been recorded
as part of the output of that establishment. There is
discussion on when this might be appropriate in section E.
Deliveries of goods and services between different
establishments belonging to the same enterprise are recorded
as outputs by the producing establishments and intermediate
inputs by the receiving establishments only when the
receiving establishment effectively assumes all risks for
completing the production process.
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The boundary between intermediate
consumption and compensation of employees

Certain goods and services used by enterprises do not enter
directly into the process of production itself but are consumed
by employees working on that process. In such cases it is
necessary to decide whether the goods and services are
intermediate consumption or, alternatively, remuneration in
kind of employees. In general, when the goods or services
are used by employees in their own time and at their own
discretion for the direct satisfaction of their needs or wants,
they constitute remuneration in kind. However, when
employees are obliged to use the goods or services in order to
enable them to carry out their work, they constitute
intermediate consumption.

It is immaterial to the employer whether they are treated as
intermediate consumption or compensation of employees
because they are both costs from the employer’s viewpoint
and the net operating surplus is the same. However,
reclassifying such goods and services from remuneration in
kind to intermediate consumption, or vice versa, changes
value added and balance of primary incomes, and hence GDP
as a whole.

The following types of goods and services provided to
employees must be treated as part of intermediate
consumption:

a. Tools or equipment used exclusively, or mainly, at work;

b. Clothing or footwear of a kind that ordinary consumers
do not choose to purchase or wear and which are worn
exclusively, or mainly, at work; for example, protective
clothing, overalls or uniforms;

c. Accommodation services at the place of work of a kind
that cannot be used by the houscholds to which the
employees belong: barracks, cabins, dormitories, huts,
etc.;

d. Special meals or drinks necessitated by exceptional
working conditions, or meals or drinks provided to
servicemen or others while on active duty

e. Transportation and hotel services provided while the
employee is travelling on business;

f. Changing facilities, washrooms, showers, baths, etc.
necessitated by the nature of the work;

g. First aid facilities, medical examinations or other health
checks required because of the nature of the work.

Employees may sometimes be responsible for purchasing the
kinds of goods or services listed above and be subsequently
reimbursed in cash by the employer. Such cash
reimbursements must be treated as intermediate expenditures
by the employer and not as part of the employee’s wages and
salaries.
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The provision of other kinds of goods and services, such as
meals, ordinary housing services, the services of vehicles or
other durable consumer goods used extensively away from
work, transportation to and from work, etc. should be treated
as remuneration in kind, as explained more fully in chapter 7.

The boundary between intermediate
consumption and gross fixed capital formation

Intermediate consumption measures the value of goods and
services that are transformed or entirely used up in the course
of production during the accounting period. It does not cover
the costs of using fixed assets owned by the enterprise nor
expenditures on the acquisition of fixed assets. The boundary
between these kinds of expenditures and intermediate
consumption is explained in more detail below.

Small tools

Expenditures on durable producer goods that are small,
inexpensive and used to perform relatively simple operations
may be treated as intermediate consumption when such
expenditures are made regularly and are very small compared
with expenditures on machinery and equipment. Examples of
such goods are hand tools such as saws, spades, knives, axes,
hammers, screwdrivers, and so on. However, in countries
where such tools account for a significant part of the stock of
producers’ durable goods, they may be treated as fixed assets.

Maintenance and repairs

The distinction between maintenance and repairs and gross
fixed capital formation is not clear-cut. The ordinary, regular
maintenance and repair of a fixed asset used in production
constitutes intermediate consumption. Ordinary maintenance
and repair, including the replacement of defective parts, are
typical ancillary activities but such services may also be
provided by a separate establishment within the same
enterprise or purchased from other enterprises.

The practical problem is to distinguish ordinary maintenance
and repairs from major renovations, reconstructions or
enlargements that go considerably beyond what is required
simply to keep the fixed assets in good working order. Major
renovations, reconstructions, or enlargements of existing
fixed assets may enhance their efficiency or capacity or
prolong their expected working lives. They must be treated
as gross fixed capital formation as they add to the stock of
fixed assets in existence.

Ordinary maintenance and repairs are distinguished by two
features:

a. They are activities that owners or users of fixed assets are
obliged to undertake periodically in order to be able to
utilize such assets over their expected service lives. They
are current costs that cannot be avoided if the fixed assets
are to continue to be used. The owner or user cannot
afford to neglect maintenance and repairs as the expected
service life may be drastically shortened otherwise;
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b. Maintenance and repairs do not change the fixed asset or
its performance, but simply maintain it in good working
order or restore it to its previous condition in the event of
a breakdown. Defective parts are replaced by new parts
of the same kind without changing the basic nature of the
fixed asset.

On the other hand, major renovations or enlargements to
fixed assets are distinguished by the following features:

a. The decision to renovate, reconstruct or enlarge a fixed
asset is a deliberate investment decision that may be
undertaken at any time and is not dictated by the
condition of the asset. Major renovations of ships,
buildings or other structures are frequently undertaken
well before the end of their normal service lives;

b. Major renovations or enlargements increase the
performance or capacity of existing fixed assets or
significantly extend their previously expected service
lives. Enlarging or extending an existing building or
structure obviously constitutes a major change in this
sense, but a complete refitting or restructuring of the
interior of a building, or ship, also qualifies.

Research and development

Research and development is treated as capital formation
except in any cases where it is clear that the activity does not
entail any economic benefit for its producer (and hence
owner) in which case it is treated as intermediate
consumption.

Mineral exploration and evaluation

Expenditures on mineral exploration and evaluation are not
treated as intermediate consumption. Whether successful or
not, they are needed to acquire new reserves and so are all
classified as gross fixed capital formation.

Military equipment

Expenditures on military equipment, including large military
weapons systems are treated as fixed capital formation,
expenditure on durable military goods such as bombs,
torpedoes and spare parts are recorded as inventories until
used when the are recorded as intermediate consumption and
a withdrawal from inventories.

Services provided by government to
producers

Government may provide services to producers. To the
extent that a charge is made for these services, the charges
form part of the intermediate consumption of the producer.
However, when the charge does not represent an
economically significant price, the value of the service to the
producer is greater than the cost. However, no estimation of
this benefit is made and the costs of the services not covered
by the charges made are included in collective consumption
of government.
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Social transfers

Expenditures by government or NPISHs on goods or services
produced by market producers that are provided directly to
households, individually or collectively, without any further
processing constitute final consumption expenditures by
government or NPISHs and not intermediate consumption.
The goods and services in question are treated as social
transfers in kind and enter into the actual consumption of
households.

By convention, non-financial and financial corporations do
not make social transfers in kind, nor engage in final
consumption.

Services of business associations

Non-profit institutions in the form of business associations
that exist to protect the interests of their members and are
financed by them are market producers. The subscriptions
paid by the businesses constitute payments for services
rendered. These services are consumed as intermediate
inputs by the members of the association and are valued by
the amounts paid in subscriptions, contributions or dues.

Outsourcing

It is increasingly common for producers to change the way in
which a production activity is completed. Different stages in
the process or different support activities such as office
cleaning or assembly of electronic components may be
contracted out to another producer, in the same country or
abroad. This changes the pattern of intermediate inputs even
though the underlying technology may be the same. The
impact of this on input-output tables is discussed in chapter
14.

H. Consumption of fixed capital (P6)

6.236

6.237

The coverage of consumption of fixed
capital

Consumption of fixed capital is the decline, during the
course of the accounting period, in the current value of the
stock of fixed assets owned and used by a producer as a
result of physical deterioration, normal obsolescence or
normal accidental damage. The term depreciation is often
used in place of consumption of fixed capital but it is avoided
in the System because in commercial accounting the term
depreciation is often used in the context of writing off historic
costs whereas in the System consumption of fixed capital is
dependent on the current value of the asset.

Consumption of fixed capital is calculated for all fixed assets
owned by producers, but not for valuables (precious metals,
precious stones, etc.) that are acquired precisely because their
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Leasing fixed assets

The decision to rent buildings, machinery or equipment under
an operating lease, rather than purchase them, can have a
major impact on the ratio of intermediate consumption to
value added and the distribution of value added between
producers. Rentals paid on buildings or on machinery or
equipment under an operating lease constitute purchases of
services that are recorded as intermediate consumption.
However, if an enterprise owns its buildings, machinery and
equipment, most of the costs associated with their use are not
recorded under intermediate consumption. The capital
consumption on the fixed assets forms part of gross value
added while interest costs, both actual and implicit, have to
be met out of the net operating surplus. Only the costs of the
materials needed for maintenance and repairs appear under
intermediate consumption. Decisions to rent rather than
purchase may be influenced by factors quite unrelated to the
technology of production, such as taxation, the availability of
finance, or the consequences for the balance sheet.

There is a significant difference between rentals of fixed
assets under an operating lease and the acquisition of an asset
under a financial lease. Under an operating lease, the lessor
has a productive activity that involves the equipment in
question and is responsible for the production risks associated
with the operational status of the asset. Payments by the
lessee are treated as payments for a service. Under a
financial lease, the lessee accepts all risks and rewards
associated with the use of the asset in production. A financial
lease is thus treated recorded as a loan by the lessor to the
lessee and purchase of the equipment by the lessee.
Subsequent payments are treated as payments of interest and
repayments of principal by the lessee to the lessor. Further
details on the treatment of operating and financial leases are
given in chapter 17.

value, in real terms, is not expected to decline over time.
Fixed assets must have been produced as outputs from
processes of production as defined in the System.
Consumption of fixed capital does not, therefore, cover the
depletion or degradation of natural assets such as land,
mineral or other deposits, coal, oil, or natural gas, or
contracts, leases and licences.

The value of assets may decline not merely because they
deteriorate physically but because of a decrease in the
demand for their services as a result of technical progress and
the appearance of new substitutes for them. In practice, many
structures, including roads and railway tracks, are scrapped or
demolished because they have become obsolete. Even
though the estimated service lives may be very long for some
structures, such as roads, bridges, dams, etc., they cannot be
assumed to be infinite. Thus, capital consumption needs to
be calculated for all types of structures, including those
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owned and maintained by government units, as well as
machinery and equipment.

Losses of fixed assets due to normal or expected levels of
accidental damage are also included under consumption of
fixed capital; that is, damage caused to assets used in
production resulting from their exposure to the risk of fires,
storms, accidents due to human error, etc. When these kinds
of accidents occur with predictable regularity they are taken
into account in calculating the average service lives of the
goods in question. At the level of the economy as a whole,
the actual normal accidental damage within a given
accounting period may be expected to be equal, or close, to
the average. However, for an individual unit, or group of
units, any difference between the average and the actual
normal accidental damage within a given period is recorded
in the other changes in volume of assets account.

On the other hand, losses due to war or to major natural
disasters that occur very infrequently, such as major
earthquakes, volcanic eruptions, tidal waves, exceptionally
severe hurricanes, are not included under consumption of
fixed capital. There is no reason for such losses to be charged
in the production account as costs of production. The values
of the assets lost in these ways are recorded in the other
changes in the volume of assets account. Similarly, although
consumption of fixed capital includes reductions in the value
of fixed assets resulting from normal, expected rates of
obsolescence, it should not include losses due to unexpected
technological developments that may significantly shorten the
service lives of a group of existing fixed assets. Such losses
are treated in the same way as losses due to above average
rates of normal accidental damage.

Consumption of fixed capital and rentals
on fixed assets

It is possible to draw a comparison between consumption of
fixed capital and rental of assets under an operating lease.
The rental is the amount payable by the user of a fixed asset
to its owner, under an operating lease or similar contract,
for the right to use that asset in production for a specified
period of time. The rental needs to be large enough to cover
(1) any direct costs incurred by the owner including the costs
of maintaining the asset, (ii) the reduction in the value of the
asset over that period (the consumption of fixed capital) and
(iii) the interest costs on the value of the asset at the start of
the period. The interest costs may consist either of actual
interest paid on borrowed funds or the loss of interest
incurred as a result of investing own funds in the purchase of
the fixed asset instead of a financial asset. Whether owned or
rented, the full cost of using the fixed asset in production is
measured by the actual or imputed rental on the asset and not
by consumption of fixed capital alone. When the asset is
actually rented under an operating lease or similar contract,
the rental is recorded under intermediate consumption as the
purchase of a service produced by the lessor. When the user
and the owner are one and the same unit, the direct costs
incurred by a lessor are ignored as other costs will have been
recorded by the owner as, for instance, intermediate
consumption. The consumption of fixed capital represents
the second element of the cost of using the asset. The third
part of the cost, referred to above as the interest cost, is also
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known as the return to fixed capital. Like consumption of
fixed capital, the return to capital is part of value added. The
sum of the consumption of fixed capital and the return to
capital is known as the capital services rendered by the asset.
Capital services are discussed in more detail in chapter 20!

The value of a fixed asset to its owner at any point of time is
determined by the present value of the future capital services
(that is, the sum of the values of the stream of future rentals
less operating costs discounted to the present period) that can
be expected over its remaining service life. Consumption of
fixed capital is measured by the decrease, between the
beginning and the end of the current accounting period, in the
present value of the remaining sequence of expected future
benefits. The extent of the decrease will be influenced not
only by the amount by which the efficiency of the asset may
have declined during the current period but also by the
shortening of its service life and the rate at which its
economic efficiency declines over its remaining service life.
The decease is expressed in the average prices of the current
period for an asset of exactly the same quality and should
exclude holding gains and losses. When the flow of future
benefits that determines the present values used to derive
consumption of fixed capital is expressed in terms of flows
that include an element of inflation, then the discount factor
should be nominal. When the flows are expressed in terms of
current period prices, then a real discount rate should be used.
Either procedure results in a present value expressed in
current period prices.

Consumption of fixed capital is a forward-looking measure
that is determined by future, and not past, events namely, the
benefits that institutional units expect to derive in the future
from using the asset in production over the remainder of its
service life. Unlike depreciation as usually calculated in
business accounts, consumption of fixed capital is not, at least
in principle, a method of allocating the costs of past
expenditures on fixed assets over subsequent accounting
periods. The value of a fixed asset at a given moment in time
depends only on the remaining benefits to be derived from its
use and consumption of fixed capital must be based on values
calculated in this way.

The calculation of consumption of fixed
capital

Fixed assets may have been purchased in the past at times
when both relative prices and the general price level were
very different from prices in the current period. In order to be
consistent with the other entries in the same production
account, consumption of fixed capital must be valued with
reference to the same overall set of current prices as that used
to value output and intermediate consumption. Consumption
of fixed capital should reflect underlying resource costs and
relative demands at the time the production takes place. It
should therefore be calculated using the actual or estimated
prices and rentals of fixed assets prevailing at that time and
not at the times the goods were originally acquired. The
“historic costs” of fixed assets, that is, the prices originally
paid for them, become quite irrelevant for the calculation of
consumption of fixed capital as prices change over time.
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For these reasons, depreciation as recorded in business
accounts may not provide the right kind of information for
the calculation of consumption of fixed capital. If data on
depreciation are used, they must, at the very least, be adjusted
from historic costs to current prices. However, depreciation
allowances for tax purposes have often been grossly
manipulated in quite arbitrary ways to try to influence rates of
investment and are best ignored altogether in many cases. It
is recommended that independent estimates of consumption
of fixed capital should be compiled in conjunction with
estimates of the capital stock. These can be built up from
data on gross fixed capital formation in the past combined
with estimates of the rates at which the efficiency of fixed
assets decline over their service lives.

Whenever possible, the initial value of a new fixed assets
should be that prevailing on the market when the asset is
acquired. If assets of all ages and specifications were
regularly traded on markets, these prices should be used to
value every asset as it ages. However, there is scarce
information on the prices of second-hand assets and faced
with this lack, a more theoretical approach to determining the
price of an asset as it ages must be adopted.

Conceptually, market forces should ensure that the
purchaser’s price of a new fixed asset is equivalent to the
present value of the future benefits that can be derived from
it. Given the initial market price, therefore, and knowledge of
the characteristics of the asset in question, it is possible to
project the stream of future benefits and continually update
the remaining present value of these. This method of
building up estimates of the capital stock and changes in the
capital stock over time is known as the perpetual inventory
method, or PIM. Estimates of consumption of fixed capital
are obtained as a by-product of the PIM.

The perpetual inventory method

A brief explanation of how consumption of fixed capital may
be calculated as a by-product of the perpetual inventory
method of calculating the capital stock is given in this
section. An overview of the link between the calculation of
consumption of fixed capital, the return to capital and the
stock of assets is given in chapter 20. Much more guidance
on the way to calculate capital stock estimates appears in the
OECD manual Measuring capital stock.

Calculation of the gross capital stock

The perpetual inventory method requires an estimate to be
made of the stock of fixed assets in existence and in the hands
of producers. The first step is to estimate how many of the
fixed assets installed as a result of gross fixed capital
formation undertaken in previous years have survived to the
current period. Average service lives, or survival functions,
based on observations or technical studies may be applied to
past investments for this purpose. Fixed assets purchased at
different prices in the past have then to be revalued at the
prices of the current period by utilizing appropriate price
indices for fixed assets. The construction of suitable price
indices covering long periods of time raises difficult
conceptual and practical problems, but these technical
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problems of price measurement must be faced in any case in
developing balance sheet values of assets. The stock of fixed
assets surviving from past investment and revalued at the
purchasers’ prices of the current period is described as the
gross capital stock. The gross capital stock can also be
measured at the prices of a given base year if it is desired to
have annual time series for the gross capital stock at constant
prices.

Relative efficiencies

The inputs into production obtained from the use of a given
fixed asset tend to diminish over time. The rate at which the
efficiency declines may vary from one type of asset to
another. The simplest case to consider is one where the
efficiency of the asset remains constant until it disintegrates,
like a light bulb. Other simple cases include the case where
the efficiency declines linearly or exponentially over its life.
Other methods employ a hyperbolic rate of efficiency loss
with relatively little decline in the initial years but
increasingly steeper decline as time progresses. However, in
practice calculations are not undertaken asset by asset
individually but for cohorts of assets of similar ages and
characteristics. Individual assets within the cohort will retire
at different moments but the efficiency-retirement profile for
the cohort as a whole is typically convex.

The efficiency profiles of fixed assets determine the profiles
of the benefits they command over their service lives. Once
the profiles of the benefits over the service lives of the fixed
asset have been determined, it becomes possible to calculate
the consumption of fixed capital, period by period.

Rates of consumption of fixed capital

Consumption of fixed capital is derived as the reduction in
the present value of the remaining benefits, as explained
carlier. This reduction, and the rate at which it takes place
over time, must be clearly distinguished from the decline in
the efficiency of the capital assets themselves. Although the
efficiency, and hence the benefit, of an asset with the
efficiency characteristics of a light bulb may remain constant
from period to period until it disintegrates, the value of the
asset declines over time. It also follows that the consumption
of fixed capital is not constant. It can easily be shown in this
case that the decline in the present value of the remaining
benefits from period to period is considerably lower earlier in
the life of the asset than when the asset is approaching the
end of its life. Consumption of fixed capital tends to increase
as the asset gets older even though the efficiency and benefits
remain constant to the end.

Values of consumption of fixed capital

Consumption of fixed capital should not be estimated in
isolation from the derivation of a set of capital stock data.
Such data are needed for the balance sheet and, as shown in
chapter 20, trying to identify consumption of fixed capital in
isolation from the level of the stock of the asset and its
patterns of price and efficiency decline is likely to be error
prone.
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Chapter 7: The Distribution of Income Accounts

Introduction

There are four accounts that record how income arising from
involvement in processes of production or from ownership of
assets needed for production are distributed among
institutional units:

a. The generation of income account;

b. The allocation of primary income account;

c. The entrepreneurial income account; and

d. The allocation of other primary income account.

Basic to all these accounts is the concept of primary income.
Primary incomes are incomes that accrue to institutional
units as a consequence of their involvement in processes of
production or ownership of assets that may be needed for
purposes of production. Primary incomes are payable out of
the value added created by production. A major item of
primary income is compensation of employees that represents
the income accruing to individuals in return for their labour
input into production processes. Property income is that part
of primary incomes that accrues by lending or renting
financial or natural resources, including land, to other units
for use in production. Receipts from taxes on production and
imports (less subsidies on production and imports) are treated
as primary incomes of governments even though not all of
them may be recorded as payable out of the value added of
enterprises. Primary incomes do not include the payments of
social contributions to social insurance schemes and the
receipt of benefits from them, current taxes on income,
wealth, etc. and other current transfers, such current transfers
being recorded in the secondary distribution of income
account.

The generation of income account

The generation of income account represents a further
extension or elaboration of the production account in which
the primary incomes accruing to government units and to the
units participating directly in production are recorded. Like
the production account, it may be compiled for
establishments and industries as well as for institutional units
and sectors. The generation of income account shows the
sectors, sub-sectors or industries in which the primary
incomes originate, as distinct from the sectors or sub-sectors
destined to receive such incomes. For example, the only
compensation of employees recorded in the generation of
income account for the household sector consists of the
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compensation of employees payable by unincorporated
enterprises owned by households. This item is very different
from the compensation of employees receivable by the
household sector, which is recorded in the account below, the
allocation of primary income account.

The resources, listed on the right-hand side of the generation
of income account, consist of only a single item, value added,
the balancing item carried forward from the production
account. As stated in chapter 6, value added may be
measured before the deduction of consumption of fixed
capital (gross) or after the deduction of consumption of fixed
capital (net). Provision must also be made throughout the
remaining accounts of the System for the relevant balancing
items to be measured gross or net of consumption of fixed
capital. The concept and measurement of consumption of
fixed capital have already been explained in detail in chapter
6. For simplicity, it will be assumed that value added is
measured net, except when the context requires gross value
added to be referred to explicitly.

The left-hand side of the generation of income account
records the uses of value added. There are only two main
types of charges that producers have to meet out of value
added: compensation of employees payable to workers
employed in the production process and any taxes, less
subsidies, on production payable or receivable as a result of
engaging in production. Compensation of employees is
defined as the total remuneration, in cash or in kind,
payable by an enterprise to an employee in return for work
done by the latter during the accounting period. Taxes less
subsidies on production consist of taxes payable or subsidies
receivable on goods or services produced as outputs and
other taxes or subsidies on production, such as those
payable on the labour, machinery, buildings or other assets
used in production. Taxes on production do not include any
income taxes payable by the recipients of incomes accruing
from production, whether employers or employees. Both
compensation of employees and taxes on production may be
payable by resident producers to non-residents or receivable
by residents from non-resident producers.

The content of the item taxes less subsidies on production
payable out of value added varies according to the way in
which output is valued. Value added tax (VAT), or other
similar deductible tax, invoiced on output is never treated as
part of the price receivable by the producer from the
purchaser. Invoiced VAT is always omitted from value of
output, whether output is valued at producers’ or basic prices.
Hence, invoiced VAT is not a charge against value added and
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is not recorded as a payable in the producer’s generation of
income account. However, when output is valued at
producers’ prices, any other tax on product payable on the
output is treated as an integral part of the price receivable by
the producer from the purchaser. The tax is recorded as being
payable by the producer out of value added at producers’
prices in the generation of income account, that is, as a
component of the item “taxes less subsidies on production”.
Similarly, any subsidy on product receivable on the output is
recorded as being receivable by the producer from
government in the generation of income account as a
supplement to value added at producers’ prices. By
convention, it is not recorded under resources but as a
component of “taxes less subsidies on production” as if it
were a negative tax on output.

As explained in chapter 6, the basic price is obtained from the
producer’s price by deducting any tax on product payable on
a unit of output (other than invoiced VAT already omitted
from the producer’s price) and adding any subsidy on product
receivable on a unit of output. In consequence, no taxes on
products or subsidies on products are to be recorded as
payables or receivables in the producer’s generation of
income account when value added is measured at basic
prices, the preferred valuation basis in the System. When
basic prices are used to value output, the item “taxes less
subsidies on production” refers only to other taxes or
subsidies on production.

After deducting compensation of employees and taxes, less
subsidies, on production from value added, the balancing
item of the generation of income account is obtained. The
balancing item is shown on the left-hand side of the account
under uses. It measures the surplus or deficit accruing from
production before taking account of any interest, rent or
similar charges payable on financial assets or natural
resources borrowed or rented by the enterprise, or any
interest, rent or similar receipts receivable on financial assets
or natural resources owned by the enterprise.

7.9

7.10

7.11

The balancing item and GDP

The balancing item is described as operating surplus except
for unincorporated enterprises owned by households in which
the owner(s) or members of the same household may
contribute unpaid labour inputs of a similar kind to those that
could be provided by paid employees. In the latter case, the
balancing item is described as mixed income because it
implicitly contains an element of remuneration for work done
by the owner, or other members of the household, that cannot
be separately identified from the return to the owner as
entrepreneur.  In many cases, though, the element of
remuneration may dominate the value of mixed income. In
practice, all unincorporated enterprises owned by households
that are not quasi-corporations are deemed to have mixed
income as their balancing item, except owner-occupiers in
their capacity as producers of housing services for own final
consumption and households employing paid domestic staff.
For owner-occupiers, all value added is operating surplus and
for domestic staff all value added is compensation of
employees.

As noted in chapter 6, gross domestic product (GDP) at
market prices is equal to the sum of the gross value added of
all resident enterprises plus those taxes, less subsidies, on
products that are not payable on the values of the outputs of
those enterprises, that is, taxes or subsidies on imports plus
non-deductible VAT when output is valued at producers’
prices, and all taxes or subsidies on products when output is
valued at basic prices. For this reason, taxes and subsidies on
imports and VAT must also be recorded under uses of GDP
in the generation of income account for the total economy,
even though they do not appear in the generation of income
account for individual institutional units or sectors.

As already noted, the preferred measure of value added is
after deducting consumption of fixed capital, that is, net value
added. However, provision is made in the accounts of the
System for value added, and all subsequent balancing items
that depend on value added, to be measured gross or net of
consumption of fixed capital. Operating surplus and mixed
income may therefore both be expressed as gross or net.

Table 7.1: The generation of income account - uses (concise version)

Uses

S11 $12 S13 S14 S15 S1 S2

S [} = %)

e5 _ 5 & ke o °

g8 8% wsE <2 2 E 3 o 8

. o T2 58 2 ¢ © s& 52 8s 5

Code Transactions and balancing items S g £ 3 $ g 8 S S g 28 3 g K
B1g
B1n
D1 Compensation of employees 549 15 142 39 24 769 769
D2 Taxes on production and imports 235 235
D3 Subsidies -44 -44
B2g Operating surplus, gross 254 55 44 92 7 452 452
B3g Mixed income, gross 442 442 442
P61 Consumption of fixed capital on gross operating surplus 137 10 30 32 3 212
P62 Consumption of fixed capital on gross mixed income 10 10
B2n Operating surplus, net 117 45 14 60 4 240 240
B3n Mixed income, net 432 432 432
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7.14

Operating surplus/mixed income is a measure of the surplus
accruing from processes of production before deducting any
explicit or implicit interest charges, rents or other property
incomes payable on the financial assets, land or other natural
resources required to carry on the production. It is, therefore,
invariant as to whether:

a. The land or other natural resources used in production are
owned or rented by the enterprise; and

b. The inventories, fixed assets, land or other natural
resources owned by the enterprise and used in production
are financed out of own funds (or equity capital) or out of
borrowed funds (or loan capital).

Although operating surplus/mixed income is invariant to the
extent to which land is owned or assets in general are
financed, it needs to be sufficient to cover both any explicit,
or implicit, rents on land and the explicit, or implicit, interest
charges on the value of all the assets owned by the enterprise
in order to justify their continued use in production. The
implicit interest costs of using the enterprise’s own funds to
purchase inventories, fixed assets or other assets are the
opportunity costs of using the funds in this way rather than to
acquire financial assets on which interest could be earned.
These costs are captured in estimates of capital services. The
amounts of rents and interest actually payable on rented land
and borrowed funds are recorded in the allocation of primary
income account and the entrepreneurial income account.

The operating surplus/mixed income of an individual
producer unit is not invariant, however, to the extent to which
the fixed assets used in production are owned or rented.
When buildings, other structures, machinery or equipment are
rented by an enterprise, the payments of rentals under an
operating lease are recorded as purchases of services. These
services form part of intermediate consumption. Thus, as
explained in chapter 17, the payment of the rental on a fixed
asset tends to reduce gross value added below what it would
be if the producer owned the asset. The impact on net value
added is mitigated by the fact that a tenant, or lessee, incurs

7.15

7.16

no consumption of fixed capital. However, even net value
added will tend to be lower when a fixed asset is rented as the
rental has to cover the lessor’s operating and interest costs.
At the level of the total economy, the lower surpluses
accruing to tenants or lessees will tend to be counterbalanced
by the operating surpluses earned by the lessors.

The allocation of primary income account

Whereas the generation of income account focuses on
resident institutional units or sectors in their capacity as
producers whose activities generate primary incomes, the
allocation of primary income account focuses on resident
institutional units or sectors in their capacity as recipients of
primary incomes. The allocation of income account shows
where the items payable in the generation of income account
are receivable and also includes the amounts of property
incomes receivable and payable by institutional units or
sectors. As already noted, the generation of income account,
being related to production activities, can be compiled for
establishments and industries as well as for institutional units
and sectors. However, the allocation of primary income
account has no such direct link with production and can only
be compiled for institutional units and sectors.

Enterprises may invest surplus funds in financial assets or
even land, especially in times of uncertainty and high interest
rates. Considerable property income may be received from
such investments. The property income paid out by a
corporation will be influenced by the amount of property
income received as well as by its operating surplus. Thus, it
is not appropriate to record all the property income paid out
by an enterprise as if it were chargeable against operating
surplus. Some interest costs, especially implicit costs, may
be attributable to assets other than those used in production.
For this reason, the explicit and implicit interest costs payable
by an enterprise ought not to be recorded in the generation of
income account in which the resources consist only of value
added accruing from production. They are recorded in the
allocation of income account along with any property income
receivable as well as the operating surplus.

Table 7.1: The generation of income account - resources (concise version)

Resources
S11 S12 S13 S14 S15 S1 S2
8 @ @ = %)
88 _ 5§ & = 2 2
g% 8% Tt £ 2 E 5. 28
, o T8 58 g g2 ¥ ws& $E BF =
Code Transactions and balancing items 23 £38 &5§ o 5 °Sg £2 828 K
B1g Value added, gross / Gross domestic product 854 73 188 575 31 1854 1854
B1n Value added, net / Net domestic product 77 63 158 533 28 1632 1632
D1 Compensation of employees
D2 Taxes on production and imports
D3 Subsidies
B2g
B3g
P61
P62
B2n
B3n
UNSC version 1/7/2008 7-5
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There are two kinds of income listed under resources on the
right-hand side of the allocation of primary income account.
The first shows where primary incomes already recorded in
the generation of income account are receivable, as follows:

a. Compensation of employees receivable by households or
non-resident households;

Taxes (less subsidies) on production or imports
receivable (or payable) by government units or a foreign
government;

c. Operating surplus, or mixed income, of enterprises
carried forward from the generation of income account.

The second kind of income consists of property incomes
receivable from the ownership of financial assets or natural
resources:

d.

Investment income receivable by the owners of financial
assets from either resident or non-resident units;

e. Rents receivable by owners of natural resources leased to
other units.

The balancing items and national income

7.19

incomes payable. At the level of the total economy it is
described as national income.

The composition of the balance of primary incomes varies
considerably from one sector to another as certain types of
primary incomes are receivable by certain sectors only or by
non-residents. In particular, taxes are received only by the
general government sector and non-residents while
compensation of employees is received only by the household
sector and non-residents. These balances are described
below.

a. The balance of primary incomes of the non-financial and
financial corporate sectors consists only of operating
surplus plus property income receivable less property
income payable

The balance of primary incomes of the general
government sector consists of taxes, less subsidies,
receivable or payable on production and on imports, plus
property income receivable less property income payable.
It may also include a small amount of operating surplus
from unincorporated enterprises undertaking market
production.

c. The balance of primary incomes of the household sector
consists of compensation of employees and mixed
incomes accruing to households, plus property income

7.18 The uses, listed on the left-l_land side of the allocgtion of receivable less property income payable. It also includes
primary income account, consist only of the property incomes the operating surplus from housing services produced for
payable by institutional units or sectors to creditors, own consumption by owner-occupiers.
shareholders, landowners, etc. Except for rents on natural
resg{;lrctes, tl}c;se may _b‘? pa}/table to n(zin-éemdgnts as W,eutﬁs d. The balance of primary incomes of the non-profit
lr)esll ents. - 1he rhem;ur;mg ttemn rc.ecor e. under u;es 18 J © institutions serving household (NPISHs) sector consists
;:ancm;g 1telm, the :anc‘e of p rimary tncomes, biﬁ 'Ze as almost entirely of property income receivable less
t‘ e 'totl.l value .of the primary incomes receivable by an property income payable.
institutional unit or sector less the total of the primary

Table 7.2: The distribution of primary income account — uses (concise version)
Uses

S11 $12 S13 S14 S15 S1 S2
8 o 1 = (%)
s _&§ 3 = - 2 2
g€ ST wBE £ 2 E 3 o 8
s g c g T 5 @ %] = 2 = < L =

i ing i s 25 &3 3 o 5 8 25 8% 2

Code Transactions and balancing items Sg £s5 8§58 o S S g 2 83 K]

D1 Compensation of employees 6 6

D2 Taxes on production and imports 0

D3 Subsidies 0

D4 Property income 135 189 42 41 6 413 63 476

B5g Balance of primary incomes, gross / National income, gross 208 15 226 1426 8 1883 1883

B5n Balance of primary income, net / National income, net 71 5 196 1384 5 1661 1661
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Net national income and gross national income
(B5n, B5g)

3. The entrepreneurial income account

7.22  The allocation of primary income account may be partitioned
7.20  Net national income (NNI) is the aggregate value of the net into two sub-accounts: the entrepreneurial income account
balances of primary incomes summed over all sectors. and the allocation of other primary income account. The
Similarly, gross national income (GNI) is the aggregate purpose is to identify an additional balancing item,
value of the gross balances of primary incomes for all entrepreneurial income, that may be useful for market
sectors. producers. Like operating surplus and mixed income, it is a
balancing item that is relevant only to producers, but one that
721  Gross value added is strictly a production measure defined can be calcul‘ated only for.instituFional units and sectors and
only in terms of output and intermediate consumption. It not for establishments and industries.
follows that GDP is also a production measure as it is
obtained by summing the gross value added of all resident ~7.23  Entrepreneurial income is calculated by deducting from
institutional units, in their capacities as producers, and adding operating surplus any interest and rents payable and adding
the values of any taxes, less subsidies, on production or property incomes receivable. For the non-financial and
imports not already included in the values of the outputs, and financial corporations sectors, the only difference between
value added, of resident producers. GNI is obtained by entrepreneurial income and the balance of primary incomes is
summing the balance of primary incomes of the same resident that entrepreneurial income is measured before the payment
institutional units. It follows that the difference between the of dividends the withdrawals of income from quasi-
numerical values of GNI and GDP is equal to the difference corporations and investment income disbursements..
between the total primary incomes receivable by residents Entrepreneurial income is not calculated for other sectors.
from non-residents and the total primary incomes payable by Although  government and households may contain
residents to non-residents (that is, net income from abroad). unincorporated enterprises undertaking market production,
However, as both GDP and GNI are obtained by summing the fact that the assets attributed to this activity cannot be
over the same set of resident institutional units, there is no distinguished from the entirety of assets of the institution
justification for labelling one as “domestic” and the other as means that identification of property income relating to the
“national”. Both aggregates refer to the total economy activity is also difficult . (If the assets and property income
defined as the complete set of resident institutional units or could be identified, it is probable that the unincorporated
sectors. The difference between them is not one of coverage enterprise could be treated as a quasi-corporation and
but the fact that one measures production while the other included in one of the corporate sectors.)
measures income. Both have an equal claim to be described
as domestic or as national. However, as the terms “ gross ~ 7.24  Entrepreneurial income is an income concept that is close to
domestic product” and “gross national income” are deeply the concept of profit and loss as understood in business
embedded in economic usage, it is not proposed to change accounting (at least when there is no inflation). On the other
them. Emphasis should be given, however, to the third rather hand, it should be remembered that when profits are
than second letter of the acronym to emphasize the fact that calculated at historic costs in business accounts, they also
GDP refers to production (output) and GNI to income. include nominal holding gains on the inventories and other
assets owned by the enterprise that may be quite substantial
during inflationary conditions.
Table 7.2: The distribution of primary income account — resources (concise version)
Resources
SN S12 S13 S14 S15 S1 S2
S _ & 5 k=t 2 2
£t 8% sE £ 2 E 3 S 8
. . f2 sg 2z & 2 wmg 7z 8% g
Code Transactions and balancing items Sg £s8 &g 2 g 58 &g § g S
Operating surplus, gross 254 55 44 92 7 452 459
Mixed income, gross 442 442 442
Operating surplus, net 17 45 14 60 4 240 247
Mixed income, net 432 432 432
D1 Compensation of employees 773 773 2 775
D2 Taxes on production and imports 235 235 235
D3 Subsidies -44 -44 -44
D4 Property income 89 149 33 160 7 438 38 476
B5g 0
B5n 0
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The allocation of other primary income
account

When the entrepreneurial income account is compiled for
an institutional unit or sector, it is followed by the
allocation of other primary income account in order to
arrive at the balance of primary incomes. In the allocation
of other primary income account, the first item listed
under resources is entrepreneurial income, the balancing
item carried forward from the entreprencurial income
account instead of operating surplus or mixed income,
which are the balancing items carried forward from the
generation of income account. The remaining primary
incomes listed under resources in the allocation of other
primary income account consist of the following items:

B. Compensation of employees (D1)

1.

7.26

Identifying employees

It is not always self-evident whether a person is an
employee or self-employed: for example, some workers

Compensation of employees receivable by households;

Taxes, less subsidies, on production and imports receivable
or payable by government units;

Property incomes receivable on assets owned except those
receivable by enterprises and included in entrepreneurial
income.

Under uses, the only items recorded are property incomes
payable, except the interest or rents payable by enterprises. The
balancing item of the allocation of other primary income account
is identical with the balancing item of the allocation of primary
income account.

paid by results may be employees while others may be
self-employed. The boundary also affects the sub-
sectoring of the household sector. The definitions in the
SNA are broadly consistent with those in the Resolution

Table 7.3: The entrepreneurial account and allocation of other primary income accounts - uses

Entrepreneurial account

Uses
S $12 S13 S14 S15 S1 S2
e g E 8 o o
h=)
o S o T 5 17} 1) = 2 S - L —
i ing s &5 §:g 3 =z 88 8% 8% 2
Code Transactions and balancing items Sg £38 &8 k= L BE K 383 K
D4 Property income 87 106 193 193
D41 Interest 56 106 162 162
D43 Reinvested earnings on direct foreign investment
D45 Rent 31 0 31 31
Entrepreneurial income, gross 256 98 354 354
Entrepreneurial income, net 119 88 207 207
Allocation of other primary income account
Uses
S S12 S13 S14 S15 $1 S2
sg 2 5 g -
§§ 8% sE £ ¢ E £ 5%
=] c o T 5 7] 5 = 2 S - 8 —
: P s 2 T o s 3 3 . 8 5 o = S 2 i
Code Transactions and balancing items S g £ g 3 g k= L S 2 2 e 3 @ K
D1 Compensation of employees 6
D2 Taxes on production and imports
D3 Subsidies
D4 Property income 48 83 42 41 220 63 283
D41 Interest 35 14 55 13 68
D43 Reinvested earnings on direct foreign investment 0 0 0 14 14
D45 Rent 7 27 34 34
B5g Balance of primary incomes, gross / National income, gross 208 15 226 1426 1883 1883
B5n Balance of primary income, net / National income, net 71 5 196 1384 1661 1661
UNSC version 1/7/2008 7-8
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concerning the International Classification of Status in
Employment (ICSE) adopted by the fifteenth International
Conference of Labour Statisticians (ICLS) in January 1993
and with other resolutions of the ICLS concerning the
definitions of the economically active population. For the
System, though, the main objective is to clarify the nature of
the employment relationship in order to fix the boundary
between compensation of employees and other kinds of
receipts. Some persons who in labour statistics may be
included with the self-employed, in particular some owners of
quasi-corporations and owner-managers of corporations, are
treated in the System as employees.

The employment relationship

In order to be classified as employed, that is, either as an
employee or self-employed, the person must be engaged in an
activity that falls within the production boundary of the
System. Non-employed persons consist of the unemployed
and persons not in the labour force. The relationship of
employer to employee exists when there is a written or oral
agreement, which may be formal or informal, between an
enterprise and a person, normally entered into voluntarily by
both parties, whereby the person works for the enterprise in
return for remuneration in cash or in kind. The remuneration

7.28

is normally based on either the time spent at work or some
other objective indicator of the amount of work done.

The self-employed are persons who work for themselves,
when the enterprises they own are neither distinguished as
separate legal entities nor separate institutional units in the
System. They may be persons who are the sole owners, or
joint owners, of the unincorporated enterprises in which they
work; a member of a producers’ cooperative or a contributing
family worker (that is, a family member who works in an
unincorporated enterprise without pay).

a. Workers engaged in production undertaken entirely for
their own final consumption or own capital formation,
either individually or collectively, are self-employed.
Although a value may be imputed for the output of own-
account production based on costs, including estimated
labour costs, no imputation is made for the wages of
workers engaged in such production, even in the case of
collective, or communal, projects undertaken by groups
of persons working together. The surplus of the imputed
value of the output over any monetary costs or taxes on
production explicitly incurred is treated as gross mixed
income;

Table 7.3: The entrepreneurial and allocation of other primary income accounts — resources

Entrepreneurial account

Resources
S11 S12 S13 S14 S15 S1 S2
S g g 5 B e e
i ing i s e S 2 s 2 3 2 s 5 B 2 SIS i)
Code Transactions and balancing items 2 g £ 3 3 8 2 2 ichg g 8 3 8 °©
Operating surplus, gross 254 55 44 92 7 452 452
Mixed income, gross 442 0 0
Operating surplus, net 117 45 14 60 4 240 240
Mixed income, net 432 0 0
D4 Property income 89 149 238 238
D41 Interest 33 106 139 139
D43 Reinvested earnings on direct foreign investment 4 7 1 1
D45 Rent 41 3 44 44
Allocation of other primary income account
Resources
SN $12 S13 S14 S15 S1 S2
ge g ¥ 38 s 2
28 3§ sE : ¢ E S_ 5g
. - $g 58 28 % & 3mg g 8% 3
Code Transactions and balancing items 25 £ 3 35 2 S K & e 8 3 3 °
Entrepreneurial income, gross 256 98 354 354
Entrepreneurial income, net 119 88 207 207
D1 Compensation of employees 773 773 2 775
D2 Taxes on production and imports 235 235 235
D3 Subsidies -44 -44 -44
D4 Property income 33 160 7 200 38 238
D41 Interest 14 49 7 70 21 91
D43 Reinvested earnings on direct foreign investment 0 3 0 3 0 3
D45 Rent 0 21 0 21 21
B5g
B5n
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7.30

b. Contributing family workers, including those working
without pay in unincorporated enterprises engaged
wholly or partly in market production, are also treated
as self-employed;

c. The whole of the equity of a corporation may be
owned by a single shareholder or small group of
shareholders. When those shareholders also work for
the corporation and receive paid remuneration other
than dividends, the sharcholders are treated as
employees. The owners of quasi-corporations who
work in those quasi-corporations and receive paid
remuneration other than withdrawal of earnings from
the quasi-corporation are also treated as employees;

d. Outworkers may be either employees or self-employed
depending on their exact status and circumstances.
The treatment of outworkers is specified in more detail
below.

Students in their capacity as consumers of educational or
training services are not employees. However, if students
also have a formal commitment whereby they contribute
some of their own labour as an input into an enterprise’s
process of production, for example, as apprentices or
similar kinds of worker trainees, articled clerks, student
nurses, research or teaching assistants, hospital interns,
etc., they are treated as employees, whether or not they
receive any remuneration in cash for the work that they do
in addition to training received as in-kind payment.

Employers and own-account workers

Self-employed persons may be divided into two groups:
those who do and those who do not engage paid
employees on a continuous basis. Those who do engage

employees on a continuous basis are described as
employers and those without paid employees are described
as own-account workers. The distinction is used for
purposes of sub-sectoring the household sector. Own-
account workers may be further subdivided into
outworkers who are under some kind of formal or informal
contract to supply goods or services to a particular
enterprise, and ordinary own-account workers who may be
engaged in either market production or production for own
final consumption or own capital formation.

Outworkers

7.31  An outworker is a person who agrees to work for a
particular enterprise or to supply a certain quantity of
goods or services to a particular enterprise, by prior
arrangement or contract with that enterprise, but whose
place of work is not within any of the establishments that
make up that enterprise. The enterprise does not control
the time spent at work by an outworker and does not
assume responsibility for the conditions in which that
work is carried out, although it may carry out checks on
the quality of work. Most outworkers work at home but
may use other premises of their own choice. Some
outworkers are provided by an enterprise with the
equipment or materials, or both, on which they work, but
other outworkers may purchase their own equipment or
materials, or both. In any case, outworkers have to meet
some production costs themselves: for example, the actual
or imputed rent on the buildings in which they work;
heating, lighting and power; storage or transportation; etc.

Table 7.4: Generation of income account — uses — compensation of employees

Resources
S11 S12 S13 S14 S15 S1 S2
sSe 2 k= B8 2 2
E% Tf §E 2 ¢ E T_ 53
, - T8 §g 23 g s mE $E 8: =
Code Transactions and balancing items S5 £ S 35 2 2 ° g g e 33 °
Operating surplus, gross 254 55 44 92 7 452 459
Mixed income, gross 442 442 442
Operating surplus, net 117 45 14 60 4 240 247
Mixed income, net 432 432 432
D1 Compensation of employees 773 773 2 775
D11 Wages and salaries 573 573 2 575
D12 Employers’ social contributions 200 200 0 200
D121 Employers’ actual social contributions 181 181 0 181
D1211 Employers' actual pension contributions 168 168 0 168
D1212 Employers' actual non-pension contributions 13 13 0 13
D122 Employers’ imputed social contributions 19 19 0 19
D1221 Employers' imputed pension contributions 18 18 0 18
D1222 Employers' imputed non-pension contributions 1 1 0 1
D2 Taxes on production and imports 235 235 235
D3 Subsidies -44 -44 -44
D4 Property income 89 149 33 160 7 438 38 476
B5g 0
B5n 0
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7.33

7.34

Outworkers have some of the characteristics of employees
and some of the characteristics of self-employed workers.
The way in which they are to be classified is determined
primarily by the basis on which they are remunerated. A
distinction can be drawn between two cases that, in principle,
are quite different from one another:

a. The person is remunerated directly, or indirectly, on the
basis of the amount of work done, that is, by the amount
of labour that is contributed as an input into some process
of production, irrespective of the value of the output
produced or the profitability of the production process.
This kind of remuneration implies that the worker is an
employee.

b. The income received by the person is a function of the
value of the outputs from some process of production for
which that person is responsible, however much or little
work was put in. This kind of remuneration implies that
the worker is self-employed.

In practice it may not always be easy to distinguish between
employees and self-employed on the basis of these criteria.
Outworkers who employ and pay others to work for them
must be treated as the self-employed owners of
unincorporated enterprises: that is, as employers. The issue,
therefore, is to distinguish own-account workers from
employees.

An outworker is considered an employee when an
employment relationship exists between the enterprise and
the outworker. This implies the existence of an implicit or
explicit employment contract or agreement whereby it is

7.35

7.36

agreed that the outworker is remunerated on the basis of the
work done. Conversely, an outworker is considered to be an
own-account worker when there is no such implicit or explicit
employment contract or agreement and the income earned by
the outworker depends on the value of the goods or services
supplied to the enterprise. This suggests that decisions on
markets, scale of operations and finance are likely to be in the
hands of self-employed outworkers who are also likely to
own, or rent, the machinery or equipment on which they
work.

The status of an outworker has important implications for the
accounts. When the outworker is an own-account worker, the
payment from the enterprise to the outworker constitutes a
purchase of intermediate goods or services. When the
outworker is an employee, the payment constitutes
compensation of employees and so is paid out of the value
added of the enterprise. Thus, the outworker’s status affects
the distribution of value added between enterprises as well as
the distribution of incomes between compensation of
employees and net mixed income.

The components of of

employees

compensation

Compensation of employees is recorded under uses in the
generation of income account and under resources in the
allocation of primary income account. As noted above,
compensation of employees is defined as the total
remuneration, in cash or in kind, payable by an enterprise to
an employee in return for work done by the latter during the
accounting period.

Table 7.5: Distribution of primary income account — resources — compensation of employees

Resources
S1 $12 S13 S14 S15 S1 S2
g2 2 =S % ° =
5§ ZF wE 2 ¢ E = 53
. - T2 58 28 ¢ » s& T BE =
Code Transactions and balancing items S g £ 3 3 g 2 5 S g 2 e 3 o K

Operating surplus, gross 254 55 44 92 7 452 459
Mixed income, gross 442 442 442
Operating surplus, net 17 45 14 60 4 240 247
Mixed income, net 432 432 432
D1 Compensation of employees 773 773 2 775
D11 Wages and salaries 573 573 2 575
D12 Employers’ social contributions 200 200 0 200
D121 Employers’ actual social contributions 181 181 0 181
D1211 Employers' actual pension contributions 168 168 0 168
D1212 Employers' actual non-pension contributions 13 13 0 13
D122 Employers’ imputed social contributions 19 19 0 19
D1221 Employers' imputed pension contributions 18 18 0 18
D1222 Employers' imputed non-pension contributions 1 1 0 1
D2 Taxes on production and imports 235 235 235
D3 Subsidies -44 -44 -44
D4 Property income 89 149 33 160 7 438 38 476
B5g 0
B5n 0
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7.38

7.39

7.40

Compensation of employees is recorded on an accrual basis;
that is, it is measured by the value of the remuneration in cash
or in kind that an employee becomes entitled to receive from
an employer in respect of work done during the relevant
period, whether paid in advance, simultaneously or in arrears
of the work itself. No compensation of employees is payable
in respect of unpaid work undertaken voluntarily, including
the work done by members of a household within an
unincorporated enterprise owned by the same household.
Compensation of employees does not include any taxes
payable by the employer on the wage and salary bill, for
example, a payroll tax; such taxes are treated as taxes on
production in the same way as taxes on buildings, land or
other assets used in production.

Compensation of employees has two main components:
a. Wages and salaries payable in cash or in kind;

b. Social insurance contributions payable by employers,
which include contributions to social security schemes;
actual social contributions to other employment-related
social insurance schemes and imputed social
contributions to other employment-related social
insurance schemes.

Social insurance schemes and the nature of benefits they
provide are discussed in gection D of chapter 8.

Wages and salaries (D11)

Wages and salaries include the values of any social
contributions, income taxes, etc., payable by the employee
even if they are actually withheld by the employer for
administrative convenience or other reasons and paid directly
to social insurance schemes, tax authorities, etc., on behalf of
the employee. Wages and salaries may be paid in various
ways, including goods or services provided to employees as
remuneration in kind instead of, or in addition to,
remuneration in cash.

Wages and salaries in cash

Wages and salaries in cash include the following kinds of
remuneration:

a. Wages or salaries payable at regular weekly, monthly or
other intervals, including payments by results and
piecework payments; enhanced payments or special
allowances for working overtime, at nights, at weekends
or other unsocial hours; allowances for working away
from home or in disagreeable or hazardous
circumstances; expatriation allowances for working
abroad; etc.;

b. Supplementary allowances payable regularly, such as
housing allowances or allowances to cover the costs of
travel to and from work, but excluding social benefits
(see below);

c. Wages or salaries payable to employees away from work
for short periods, for example, on holiday or as a result of
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a temporary halt to production, except during absences
due to sickness, injury, etc. (see below);

d. Ad hoc bonuses or other exceptional payments linked to
the overall performance of the enterprise made under
incentive schemes;

e. Commissions, gratuities and tips received by employees:
these should be treated as payments for services rendered
by the enterprise employing the worker, and so should
also be included in the output and gross value added of
the employing enterprise when they are paid directly to
the employee by a third party.

Wages and salaries in cash do not include the reimbursement
by employers of expenditures made by employees in order to
enable them to take up their jobs or to carry out their work.
For example:

a. The reimbursement of travel, removal or related expenses
made by employees when they take up new jobs or are
required by their employers to move their homes to
different parts of the country or to another country;

b. The reimbursement of expenditures by employees on
tools, equipment, special clothing or other items that are
needed exclusively, or primarily, to enable them to carry
out their work.

The amounts reimbursed are treated as intermediate
consumption by employers. To the extent that employees
who are required by their contract of employment to purchase
tools, equipment, special clothing, etc., are not fully
reimbursed, the remaining expenses they incur should be
deducted from the amounts they receive in wages and salaries
and the employers’ intermediate consumption increased
accordingly. Expenditures on items needed exclusively, or
primarily, for work do not form part of household final
consumption expenditures, whether reimbursed or not.

Wages and salaries in cash also do not include social
insurance benefits paid by employers in the form of:
a. Children’s, spouse’s, family, education or other
allowances in respect of dependants;

b. Payments made at full, or reduced, wage or salary rates to
workers absent from work because of illness, accidental
injury, maternity leave, etc.;

c. Severance payments to workers or their survivors who
lose their jobs because of redundancy, incapacity,
accidental death, etc.

In practice, it may be difficult to separate payments of wages
or salaries during short periods of absence due to sickness,
accidents, etc., from other payments of wages and salaries, in
which case they have to be grouped with the latter.

In some instances a benefit such as a car or extra pension
contributions may not be provided free but be “purchased”
from the employer by foregoing some salary. The attraction
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7.45

7.46

7.47

of such schemes lies in the tax advantages of doing so. A car
bought by the employer and sold to the employee may be
taxed at a lower rate than a car purchased by an individual;
pension contributions may be taxed differently from other
income if deducted at source. In these cases, the full salary
should be recorded as payable in cash with the cost to the
employee shown as consumption expenditure or pension
contribution etc. as appropriate

Wages and salaries in kind

Employers may remunerate their employees in kind for
various reasons. For example:

a. There may be tax advantages for the employer, the
employee, or both by avoiding payments in cash;

b. The employer may wish to dispose of outputs that are
periodically in excess supply;

c. The nature of the work may require frequent, or
prolonged, absence from home so that the employee has
to be provided with accommodation, travel, etc.

Income in kind may bring less satisfaction than income in
cash because employees are not free to choose how to spend
it. Some of the goods or services provided to employees may
be of a type or quality that the employee would not normally
buy. Nevertheless, they must be valued consistently with
other goods and services. When the goods or services have
been purchased by the employer, they should be valued at
purchasers’ prices. When produced by the employer, they
should be valued at producers’ prices. When provided free,
the value of the wages and salaries in kind is given by the full
value of the goods and services in question. When provided
at reduced prices, the value of the wages and salaries in kind
is given by the difference between the full value of the goods
and services and the amount paid by the employees.

Goods or services that employers are obliged to provide to
their employees in order for them to be able to carry out their
work are treated as intermediate consumption by the
employer: for example, special protective clothing. A list of
such items is given in paragraph 6.216. Remuneration in
kind, on the other hand, consists of goods and services that
are not necessary for work and can be used by employees in
their own time, and at their own discretion, for the
satisfaction of their own needs or wants or those of other
members of their households.

Almost any kind of consumption good or service may be
provided as remuneration in kind. The following includes
some of the most common types of goods and services
provided without charge, or at reduced prices, by employers
to their employees:

a. Meals and drinks provided on a regular basis including
any subsidy element of an office canteen (for practical
reasons, it is unnecessary to make estimates for meals and
drinks consumed as part of official entertainment or
during business travel);
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b. Housing services or accommodation of a type that can be
used by all members of the household to which the
employee belongs;

c. The services of vehicles or other durables provided for
the personal use of employees;

d. Goods and services produced as outputs from the
employer’s own processes of production, such as free
travel for the employees of railways or airlines, or free
coal for miners;

e. Sports, recreation or holiday facilities for employees and
their families;

f. Transportation to and from work, car parking;
g. Child-care for the children of employees.

Some of the services provided by employers, such as
transportation to and from work, car parking and child-care
have some of the characteristics of intermediate consumption.
However, employers are obliged to provide these facilities to
attract and retain labour, and not because of the nature of the
production process or the physical conditions under which
employees have to work. On balance, they are more like
other forms of compensation of employees than intermediate
consumption. Many workers have to pay for transportation to
and from work, car parking and child-care out of their own
incomes, the relevant expenditures being recorded as final
consumption expenditures.

A frequent item provided as income in kind is a car. The car
may be provided free to the employee but for tax purposes an
imputed cash amount is attached to the benefit. In a country
where many cars are provided as a fringe benefit to
employees, the purchasing power of the employer may be
such as to obtain a significant discount on the purchase price
of the car. Thus the employee receives a higher quality car
than the cash equivalent would buy for an individual. The
value of the car to the employee should be estimated at the
actual cost to the employer.

Remuneration in kind may also include the value of the
interest foregone by employers when they provide loans to
employees at reduced, or even zero rates of interest for
purposes of buying houses, furniture or other goods or
services. Its value may be estimated as the amount the
employee would have to pay if average mortgage, or
consumer loan, interest rates were charged less the amount of
interest actually paid. The sums involved could be large
when nominal interest rates are very high because of inflation
but otherwise they may be too small and too uncertain to be
worth estimating.

Stock options

Another form of income in kind results from the practice of
an employer giving an employee the option to buy stocks
(shares) at some future date. The details of valuing and
recording of stock options are described in part 6 of Chapter
17.
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Employers’ social contributions (D12)

Employers’ social contributions are social contributions
payable by employers to social security funds or other
employment-related social insurance schemes to secure
social benefits for their employees. Social security funds are
operated by general government; other employer-related
social insurance schemes may be operated by the employers
themselves, by an insurance corporation or be an autonomous
pension scheme.

As employers’ social contributions are made for the benefit of
their employees, their value is recorded as one of the
components of compensation of employees together with
wages and salaries in cash and in kind. The social
contributions are then recorded as being paid by the
employees as current transfers to the social security funds or
other employment-related social insurance schemes.
Although it is administratively more efficient for employers
to pay the contributions on behalf of their employees, this
must not be allowed to obscure the underlying economic
reality. The payment made by the employer to the social
security fund or other employment-related social insurance
schemes is not, in fact, a current transfer to the fund on the
part of the employer. The transfer takes place between the
employee and the social security fund or other employment-
related social insurance schemes out of remuneration
provided by the employer. The situation is parallel to one in
which income taxes payable by employees are deducted by
employers from the wages or salaries and paid directly to the
tax authorities. In this case, it is evident that the taxes are not
current transfers payable by the employers. It is customary to
describe the employers’ social contributions as being re-
routed in the accounts via the employees’ primary and
secondary distribution of income accounts. However, the
accounts depict the various payables and receivables
correctly. The direct payment of social contributions, or
income taxes, by employers to social security funds, other
employment-related social insurance schemes or tax
authorities is merely a short cut taken on grounds of
administrative convenience and efficiency.

An amount equal in value to employers’ social contributions
is first recorded in the generation of income account as one of
the components of compensation of employees and then
recorded either in the secondary distribution of income
account as being transferred by households to social security
funds or other employment-related social insurance schemes
as the case may be, or is recorded in the use of income
account as the payment by households for the financial
services associated with running the scheme. The
transactions are recorded simultaneously in all three accounts
at the times when the work that gives rise to the liability to
pay the contributions is carried out. The contributions paid to
social security funds may be fixed amounts per employee or
may vary with the levels of wages or salaries paid. The
amounts paid under other employment-related social
insurance schemes depend on the arrangement agreed
between employers and employees.

Social insurance schemes in respect of pensions are of two

types, described as defined contribution schemes or defined
benefit schemes. A defined contribution scheme is one where
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the benefits are determined by the contributions actually
made to the scheme. Under a defined benefit scheme, the
ultimate benefit is calculated by means of a formula
embodied in the terms of the social insurance scheme.
Similarly, the increase in the employee’s entitlement due to
the period of employment in the current accounting period
can also be determined by the formula.

The contributions made by employers to social insurance
schemes are divided into actual and imputed contributions.

Employers’ actual contributions to social insurance
schemes (D121, D1121, D1122)

The actual contributions by employers to social insurance
schemes consist of actual contributions made to both social
security and other employment-related schemes.  The
contributions relating to pensions and other benefits are
shown separately.

Employers’ imputed contribution to social insurance
schemes (D122)

Employers’ imputed pension contributions (D1221)
There are no imputed contributions to social security funds.

For both actual and imputed contributions, the components
relating to pensions and other benefits are shown separately.

For a defined contribution pension scheme, there are no
imputed contributions unless the employer operates the
scheme himself. In that case, the value of the costs of
operating the scheme is treated as an imputed contribution
payable to the employee as part of compensation of
employees. This amount is also recorded as final
consumption expenditure by households on financial services.

For a defined benefit pension scheme, there is an imputed
contribution by the employer calculated as a residual. It must
be such that the sum of the employer’s actual contribution
plus the sum of any contribution by the employee plus the
imputed contribution by the employer is equal to the increase
in benefit due to current period employment plus the costs of
operating the scheme.

Some pension schemes may be so well run that the funds
available to the scheme exceed the liabilities of the scheme to
present and past employees. It is possible that in this case the
employer may take a “contribution holiday” and not make
actual contributions for one or more periods. Nonetheless, an
imputed contribution by the employer should be calculated
and recorded as described here.

Some schemes may be expressed as non-contributory because
no actual contributions are ever made by the employee.
Nevertheless, an imputed contribution by the employer is
calculated and imputed as just described.
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C. Taxes on production and on imports (D2)

7.66

7.67

7.68

Employers’ imputed non-pension contributions
(D1222)

Some employers provide non-pension benefits themselves
directly to their employees, former employees or dependants
without involving an insurance enterprise or autonomous
pension fund, and without creating a special fund or
segregated reserve for the purpose. In this situation, existing
employees may be considered as being protected against
various specified needs or circumstances, even though no
reserves are built up to provide future entitlement.
Remuneration should therefore be imputed for such
employees equal in value to the amount of social
contributions that would be needed to secure the de facto
entitlements to the social benefits they accumulate. These
amounts take into account any actual contributions made by
the employer or employee and depend not only on the levels
of the benefits currently payable but also on the ways in
which employers’ liabilities under such schemes are likely to
evolve in the future as a result of factors such as expected
changes in the numbers, age distribution and life expectancies
of their present and previous employees. Thus, the values

Classification of taxes on production and on
imports

Taxes are compulsory, unrequited payments, in cash or in
kind, made by institutional units to government units. They
are described as unrequited because the government provides
nothing in return to the individual unit making the payment,
although governments may use the funds raised in taxes to
provide goods or services to other units, either individually or
collectively, or to the community as a whole.

The full classification of taxes on production and on imports
consists of:

Taxes on products
Value added type taxes (VAT)
Taxes and duties on imports excluding VAT
Import duties
Taxes on imports excluding VAT and duties
Export taxes
Taxes on products, excluding VAT, import and export
taxes
Other taxes on production

At the highest level of the classification, taxes on production
and on imports consist of taxes on products and other taxes
on production. Taxes on products consist of taxes on goods
and services that become payable as a result of the
production, sale, transfer, leasing or delivery of those goods
or services, or as a result of their use for own consumption or
own capital formation. The way in which taxes on products
are recorded in the System depends on the valuation used for
the recording of output as described below. Other taxes on
production consist mainly of taxes on the ownership or use of
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that should be imputed for the contributions ought, in
principle, to be based on the same kind of actuarial
considerations that determine the levels of premiums charged
by insurance enterprises.

In practice, however, it may be difficult to decide how large
such imputed contributions should be. The enterprise may
make estimates itself, perhaps on the basis of the
contributions paid into similar funded schemes, in order to
calculate its likely liabilities in the future, and such estimates
may be used when available. Otherwise, the only practical
alternative may be to use the unfunded non-pension benefits
payable by the enterprise during the same accounting period
as an estimate of the imputed remuneration that would be
needed to cover the imputed contributions. While there are
obviously many reasons why the value of the imputed
contributions that would be needed may diverge from the
unfunded non-pension benefits actually paid in the same
period, such as the changing composition and age structure of
the enterprise’s labour force, the benefits actually paid in the
current period may nevertheless provide the best available
estimates of the contributions and associated imputed
remuneration.

land, buildings or other assets used in production or on the
labour employed, or compensation of employees paid.
Whatever the valuation of output used, other taxes on
production are always recorded as a charge on value added in
the generation of income account.

A full explanation of the content of each of the categories of
taxes on production and on imports is given below after a
discussion of the rules of recording taxes. This explanation
provides links to the main publications of data on tax yields,
the Government Finance Statistics Manual, 2001, or
GFSM2001, of the International Monetary Fund (IMF), and
Revenue Statistics an annual publication of the Organisation
for Economic Co-operation and Development (OECD).

In business accounting, taxes on production, except invoiced
VAT, are usually regarded as costs of production that may be
charged against sales or other receipts when calculating
profits for tax or other purposes. They correspond to
“indirect taxes” as traditionally understood, indirect taxes
being taxes that supposedly can be passed on, in whole or in
part, to other institutional units by increasing the prices of the
goods or services sold. However, it is extremely difficult, if
not impossible, to determine the real incidence of different
kinds of taxes, and the use of the terms “direct” and
“indirect” taxes has fallen out of favour in economics and is
not used in the System.

The recording of taxes on production and on
imports in the accounts

Taxes on production and imports are recorded under uses in
the generation of income account and under resources in the
allocation of primary income account.
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In the generation of income account, taxes on imports are
recorded only at the level of the total economy as they are not
payable out of the value added of domestic producers.
Moreover, at the level of an individual institutional unit or
sector, only those taxes on products that have not been
deducted from the value of the output of that unit or sector
need to be recorded under uses in its generation of income
account. These vary depending upon the way in which output
is valued. When output is valued at basic prices, all taxes
(subsidies) on products payable (receivable) on the goods or
services produced as outputs are deducted from (added to) the
value of that output at producers’ prices. Therefore they do
not have to be recorded under uses in the generation of
income account of the units or sectors concerned, being
recorded only at the level of the total economy, in the same
way as taxes on imports. When output is valued at
producers’ prices, all taxes or subsidies on products payable
or receivable on outputs have to be recorded under uses in the
generation of income accounts of the units or sectors
concerned, except invoiced VAT or similar deductible taxes
as invoiced VAT is never included in the value of output.
Non-deductible VAT and similar taxes are recorded under
uses only at the level of the total economy, like taxes on
imports.

7.74

7.75

In the allocation of primary income account, taxes on
production and imports appear under resources only for the
general government sector and the total economy, apart from
any such taxes payable to non-residents.

Taxes versus fees

One of the regulatory functions of governments is to forbid
the ownership or use of certain goods or the pursuit of certain
activities, unless specific permission is granted by issuing a
licence or other certificate for which a fee is demanded. If
the issue of such licences involves little or no work on the
part of government, the licences being granted automatically
on payment of the amounts due, it is likely that they are
simply a device to raise revenue, even though the government
may provide some kind of certificate, or authorization, in
return. However, if the government uses the issue of licences
to exercise some proper regulatory function, for example,
checking the competence, or qualifications, of the person
concerned, checking the efficient and safe functioning of the
equipment in question, or carrying out some other form of
control that it would otherwise not be obliged to do, the
payments made should be treated as purchases of services
from government rather than payments of taxes, unless the
payments are clearly out of all proportion to the costs of

7.73  Other taxes or subsidies on production, that'ls, taxes payable providing the services. The borderline between taxes and
on the land, assets, labogr, etc., employed in production are payments of fees for services rendered is not always clear-cut
not taxes payable per un}t of output and cannot be deduc'ted in practice (see paragraph 8.54 (c) below for a further
from the producer’s price. They are recorded as being explanation of this matter in the case of households).
payable out of the value added of the individual producers or
sectors concerned.

Table 7.6: Generation of income account — uses — taxes and subsidies on production
Uses
S11 S12 S13 S14 S15 S1 S2
2 2 k= 8 ® -
=% 8% wE 2 » 2 I S o

.82 82 558 &8 & g3 Tz 88 =
Code Transactions and balancing items S < S £8 8§ 2 2 2 & £e 8 g °
B1g
B1n
D1 Compensation of employees 549 15 142 39 24 769 769
D2 Taxes on production and imports 235 235
D21 Taxes on products 141 141
D211 Value added type taxes (VAT) 121 121
D212 Taxes and duties on imports excluding VAT 17 17
D2121 Import duties 17 17
D2122 Taxes on imports excluding VAT and duties 0 0
D213 Export taxes 1 1
D214 Taxes on products except VAT, import and export taxes 2 2
D29 Other taxes on production 86 3 2 3 0 94 94
D3 Subsidies -44 -44
D31 Subsidies on products -8 -8
D311 Import subsidies 0 0
D312 Export subsidies 0 0
D319 Other subsidies on products -8 -8
D39 Other subsidies on production -35 0 0 -1 0 - 36 - 36
B2g Operating surplus, gross 254 55 44 92 7 452 452
B3g Mixed income, gross 442 442 442
P61 Consumption of fixed capital on gross operating surplus 137 10 30 32 3 212
P62 Consumption of fixed capital on gross mixed income 10 10
B2n Operating surplus, net 117 45 14 60 4 240 240
B3n Mixed income, net 432 432 432
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Links with the IMF and OECD tax classifications

imported or domestically produced good.

7.76  The coverage of taxes in the SNA coincides with that of “tax
revenue” as defined in the GFSM2001, and also with “taxes” . —
as defined in Revenue Statistics. In contrast to the latter, the . : |For this reason, it is not
SNA includes imputed taxes or subsidies resulting from the possible to arrive at the SNA categories simply by regrouping
operation of official multiple exchange rates, imputed taxes the GFSM2001/OECD class1ﬁcgt10ns, However, in OrdeT to
and subsidies resulting from a central bank imposing interest take advantage of the existence of these detailed
rates above or below the market rate and does not classify classifications, each category of tax listed below contains a
social security contributions under the heading of taxes, cross-reference to the corresponding GFSM2001 and OECD
Chapter 5 of the GFSM2001 contains a detailed listing and classifications. It should be noted, though, that the SNA
classification of taxes according to the nature of the tax. categories are included within the GFSM2001 and OECD
Annex A of Revenue Statistics contains a closely related categories but may not be identical with them.
classification.
The accrual basis of recording
7.77  The categories of tax distinguished in the System depend on
the interaction of the following three factors, of which the 7.79  All taxes should be recorded on an accrual basis in the
nature of tax is only one: System, that is, when the activities, transactions or other
events occur that create the liabilities to pay taxes. However,
a. The nature of the tax, as specified in the some economic activities, transactions or events, which under
GFSM2001/OECD classification; tax legislation ought to impose on the units concerned the
obligation to pay taxes, permanently escape the attention of
b. The type of institutional unit paying the tax; the tax e}u.thorities. It yvould be unreal.istic to assume that
such activities, transactions or events give rise to financial
. . . . assets or liabilities in the form of payables and receivables.
¢ The circumstances in which the tax is payable. For this reason the amounts of taxes to be recorded in the
System are determined by the amounts due for payment only
7.78  Thus, payments of exact}y th; same tax may be recorded when evidenced by tax assessments, declarations or other
under two different headmgs in the System. For‘ example, instruments, such as sales invoices or customs declarations,
payment of an excise duty may appear under ‘ta?cef, on that create liabilities in the form of clear obligations to pay on
imports, except value added taxes (VAD and duties” or the part of taxpayers. (In assessing the amount of tax
under “taxes on products, except VAT, import and export
taxes” depending upon whether the excise duty is paid on an
Table 7.7: Distribution of primary income account — resources — taxes and subsidies on production
Resources
S11 S12 S13 S14 $15 S1 S2
g g 5 2 2 2
S = < = = ] z = & o
Code Transactions and balancing items 55 £§8 § g 2 g S § 28 868 5
Operating surplus, gross 254 55 44 92 7 452 459
Mixed income, gross 442 442 442
Operating surplus, net 117 45 14 60 4 240 247
Mixed income, net 432 432 432
D1 Compensation of employees 773 773 2 775
D2 Taxes on production and imports 235 235 235
D21 Taxes on products 141 141 141
D211 Value added type taxes (VAT) 121 121 121
D212 Taxes and duties on imports excluding VAT 17 17 17
D2121 Import duties 17 17 17
D2122 Taxes on imports excluding VAT and duties 0 0 0
D213 Export taxes 1 1 1
D214 Taxes on products except VAT, import and export taxes 2 2 2
D29 Other taxes on production 94 94 94
D3 Subsidies -44 -44 -44
D31 Subsidies on products -8 -8 -8
D311 Import subsidies 0 0 0
D312 Export subsidies 0 0 0
D319 Other subsidies on products -8 -8 -8
D39 Other subsidies on production - 36 -36 - 36
D4 Property income 89 149 33 160 7 438 38 476
B5g 0
B5n 0
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7.81
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accruing, care must be taken not to include tax unlikely ever
to be collected.) Nevertheless, in accordance with the accrual
principle, the times at which the taxes should be recorded are
the times at which the tax liabilities arise. For example, a tax
on the sale, transfer or use of output should be recorded when
that sale, transfer or use took place, which is not necessarily
the same time as that at which the tax authorities were
notified, at which a tax demand was issued, at which the tax
was due to be paid or the payment was actually made. Some
flexibility is permitted, however, as regards the time of
recording of income taxes deducted at source.

In some countries, and for some taxes, the amounts of taxes
eventually paid may diverge substantially and systematically
from the amounts due to be paid to the extent that not all of
the latter can be effectively construed as constituting financial
liabilities as these are understood within the System. In such
cases, it may be preferable for analytic and policy purposes to
ignore unpaid tax liabilities and confine the measurement of
taxes within the System to those actually paid. Nevertheless,
the taxes actually paid should still be recorded on an accrual
basis at the times at which the events took place that gave rise
to the liabilities.

Interest, fines or other penalties

In principle, interest charged on overdue taxes or fines, or
penalties imposed for the attempted evasion of taxes, should
be recorded separately and not as taxes. However, it may not
be possible to separate payments of interest, fines or other
penalties from the taxes to which they relate, so that in
practice they are usually grouped with taxes.

Taxes on products (D21)

A tax on a product is a tax that is payable per unit of some
good or service. The tax may be a specific amount of money
per unit of quantity of a good or service (the quantity units
being measured either in terms of discrete units or continuous
physical variables such as volume, weight, strength, distance,
time, etc.), or it may be calculated ad valorem as a specified
percentage of the price per unit or value of the goods or
services transacted. A tax on a product usually becomes
payable when it is produced, sold or imported, but it may also
become payable in other circumstances, such as when a good
is exported, leased, transferred, delivered, or used for own
consumption or own capital formation. An enterprise may or
may not itemize the amount of a tax on a product separately
on the invoice or bill that it charges its customers.

Value added type taxes (D211)

A value added type tax (VAT) is a tax on goods or services
collected in stages by enterprises but that is ultimately
charged in full to the final purchasers. It has already been
described in paragraphs 6.54 to 6.61. It is described as a
“deductible” tax because producers are not usually required
to pay to the government the full amount of the tax they
invoice to their customers, being permitted to deduct the
amount of tax they have been invoiced on their own
purchases of goods or services intended for intermediate
consumption or fixed capital formation. VAT is usually
calculated on the price of the good or service including any
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other tax on the product. VAT is also payable on imports of
goods or services in addition to any import duties or other
taxes on the imports. (GFSM2001 11411; OECD, 5111)

Taxes and duties on imports, excluding VAT
(D212)

Taxes and duties on imports consist of taxes on goods and
services that become payable at the moment when those
goods cross the national or customs frontiers of the
economic territory or when those services are delivered by
non-resident producers to resident institutional units.

Imported goods on which all the required taxes on imports
have been paid when they enter the economic territory may
subsequently become subject to a further tax, or taxes, as they
circulate within the economy. For example, excise duties or
sales taxes may become due on goods as they pass through
the chain of wholesale or retail distribution, such taxes being
levied on all goods at the same point, whether those goods
have been produced by resident enterprises or imported.
Taxes payable subsequently on goods that have been already
imported are not recorded as taxes on imports but as taxes on
products, excluding VAT, import and export taxes.

Import duties (D2121)

Import duties consist of customs duties, or other import
charges, that are payable on goods of a particular type when
they enter the economic territory. The duties are specified
under customs tariff schedules. They may be intended as a
means of raising revenue or discouraging imports in order to
protect resident goods producers (GFSM2001, 1151; OECD,
5123).

Taxes on imports, excluding VAT and duties (D2122)

Taxes on imports, excluding VAT and duties consist of all
taxes (except VAT and import duties) as defined in the
GFS/OECD classifications that become payable when goods
enter the economic territory or services are delivered by
non-residents to residents. They include the following:

a. General sales taxes: these consist of general sales taxes
(excluding VAT) that are payable on imports of goods
and services when the goods enter the economic territory
or the services are delivered to residents (GFSM2001,
11412; OECD, 5110-5113);

b. Excise duties: excise duties are taxes levied on specific
kinds of goods, typically alcoholic beverages, tobacco
and fuels; they may be payable in addition to import
duties when the goods enter the economic territory
(GFSM2001, 1142; OECD, 5121);

c. Taxes on specific services: these may be payable when
non-resident enterprises provide services to resident units
within the economic territory (GFSM2001, 1156; OECD,
5126);

d. Profits of import monopolies: these consist of the profits
transferred to governments of import marketing boards,
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or other public enterprises exercising a monopoly over
the imports of some good or service. The justification for
treating these profits as implicit taxes on products is the
same as that shown in paragraph 7.89 (e) for fiscal
monopolies (GFSM2001, 1153; OECD, 5127);

e. Taxes resulting from multiple exchange rates: these
consist of implicit taxes resulting from the operation of
multiple exchange rates by the central bank or other
official agency (GFSM2001, 1154).

Export taxes (D213)

Export taxes consist of taxes on goods or services that
become payable when the goods leave the economic
territory or when the services are delivered to non-residents.
They include the following:

a. FExport duties: general or specific taxes or duties on
exports (GFSM2001, 1152; OECD, 5124);

b. Profits of export monopolies: these consist of the profits
transferred to governments of export marketing boards, or
other public enterprises exercising a monopoly over the
exports of some good or service. The justification for
treating these profits as implicit taxes on products is the
same as that shown in paragraph 7!89 (e¢) for fiscal
monopolies (GFSM2001, 1153; OECD, 5124);

c. Taxes resulting from multiple exchange rates: these
consist of implicit taxes on exports resulting from the
operation of an official system of multiple exchange
rates. (GFSM2001, 1154).

Taxes on products, excluding VAT, import and
export taxes (D214)

Taxes on products, excluding VAT, import and export taxes,
consist of taxes on goods and services that become payable
as a result of the production, sale, transfer, leasing or
delivery of those goods or services, or as a result of their use

for own consumption or own capital formation. They
include the following commonly occurring taxes:
a. General sales or turnover taxes: these include

manufacturers’, wholesale and retail sales taxes, purchase
taxes, turnover taxes, and so on, but exclude VAT and
other systems of deductible taxes (GFSM2001, 11412-
11413; OECD, 5110-5113);

b. Excise duties: these consist of taxes levied on specific
kinds of goods, typically alcoholic beverages, tobacco
and fuels (GFSM2001, 1142; OECD, 5121);

c. Taxes on specific services: these include taxes on
transportation, communications, insurance, advertising,
hotels or lodging, restaurants, entertainments, gambling
and lotteries, sporting events, etc. (GFSM2001, 1144;

OECD, 5126); 7.90
d. Taxes on financial and capital transactions: these consist

of taxes payable on the purchase or sale of non-financial
UNSC version 1/7/2008

and financial assets including foreign exchange. They
become payable when the ownership of land or other
assets changes, except as a result of capital transfers
(mainly inheritances and gifts) (GFSM2001, 1134;
OECD, 4400). They are treated as taxes on the services
of the unit selling the asset;

e. Profits of fiscal monopolies: these consist of the profits of
fiscal monopolies that are transferred to government.
Fiscal monopolies are public corporations, public quasi-
corporations, or government-owned unincorporated
enterprises that have been granted a legal monopoly over
the production or distribution of a particular kind of good
or service in order to raise revenue and not in order to
further the interests of public economic or social policy.
Such monopolies are typically engaged in the production
of goods or services that may be heavily taxed in other
countries, for example, alcoholic beverages, tobacco,
matches, petroleum products, salt, playing cards, etc. The
exercise of monopoly powers is simply an alternative way
for the government to raise revenue instead of the more
overt procedure of taxing the private production of such
products. In such cases the sales prices of the monopolies
are deemed to include implicit taxes on the products sold.
While in principle only the excess of the monopoly
profits over some notional “normal” profits should be
treated as taxes, it is difficult to estimate this amount and,
in practice, the value of the taxes should be taken as equal
to the amount of the profits actually transferred from
fiscal monopolies to government (GFSM2001, 1143;
OECD, 5122). When a public enterprise is granted
monopoly powers as a matter of deliberate economic or
social policy because of the special nature of the good or
service or the technology of production (for example,
public utilities, post offices and telecommunications,
railways, etc.) it should not be treated as a fiscal
monopoly. As a general rule, fiscal monopolies tend to
be confined to the production of consumer goods or fuels.
As the profits of a fiscal monopoly are calculated for the
enterprise as a whole, it is not possible to estimate the
average amount of the tax per unit of good or service sold
when the enterprise has more than one good or service as
output without introducing an assumption about the rates
of tax on the different products. Unless there is good
reason otherwise, it should be assumed that the same ad
valorem rate of tax is applied to all products, this rate
being given by the ratio of the total value of the implicit
taxes to the value of total sales less the total value of the
implicit taxes. It is necessary to establish this rate in
order to be able to calculate the basic prices of the
products concerned.

f.  Taxes resulting from the central bank imposing a higher
rate of interest than the market rate: These taxes are
described in paragraphs [.114 to 118] (These taxes are
not mentioned in GFSM2001.)

2. Other taxes on production (D29)

Other taxes on production consist of all taxes except taxes
on products that enterprises incur as a result of engaging in
production. Such taxes do not include any taxes on the
profits or other income received by the enterprise and are
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payable irrespective of the profitability of the production.
They may be payable on the land, fixed assets or labour
employed in the production process or on certain activities or
transactions. ~ Other taxes on production include the
following:

a. Taxes on payroll or work force: these consist of taxes
payable by enterprises assessed either as a proportion of
the wages and salaries paid or as a fixed amount per
person employed. They do not include compulsory social
security contributions paid by employers or any taxes
paid by the employees themselves out of their wages or
salaries (GFSM2001, 112; OECD, 3000);

b. Recurrent taxes on land, buildings or other structures:
these consist of taxes payable regularly, usually each
year, in respect of the use or ownership of land, buildings
or other structures utilized by enterprises in production,
whether the enterprises own or rent such assets
(GFSM2001, 1131; OECD, 4100);

c. Business and professional licences: these consist of taxes
paid by enterprises in order to obtain a licence to carry on
a particular kind of business or profession. Licences such
as taxi and casino licences are included. In certain
circumstances, licences to use a natural resource,
however, are treated not as a tax but as the sale of an
asset. These circumstances are described in part 5 of
Chapter 17. However, if the government carries out
checks on the suitability, or safety of the business
premises, on the reliability, or safety, of the equipment
employed, on the professional competence of the staff
employed, or on the quality or standard of goods or
services produced, as a condition for granting such a
licence, the payments are not unrequited and should be
treated as payments for services rendered, unless the

D. Subsidies (D3)

7.91

7.92

Subsidies are current unrequited payments that government
units, including non-resident government units, make to
enterprises on the basis of the levels of their production
activities or the quantities or values of the goods or services
that they produce, sell or import. They are receivable by
resident producers or importers. In the case of resident
producers they may be designed to influence their levels of
production, the prices at which their outputs are sold or the
remuneration of the institutional units engaged in production.
Subsidies have the same impact as negative taxes on
production in so far as their impact on the operating surplus is
in the opposite direction to that of taxes on production.

Subsidies are not payable to final consumers; current
transfers that governments make directly to households as
consumers are treated as social benefits. Subsidies also do
not include grants that governments may make to enterprises
in order to finance their capital formation, or compensate
them for damage to their capital assets, such grants being
treated as capital transfers.
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amounts charged for the licences are out of all proportion
to the costs of the checks carried out by governments
(GFSM2001, 11452; OECD, 5210). (See also paragraph
8.54 (c) for the treatment of licences obtained by
households for their own personal use.);

d. Taxes on the use of fixed assets or other activities: these
include taxes levied periodically on the use of vehicles,
ships, aircraft or other machinery or equipment used by
enterprises for purposes of production, whether such
assets are owned or rented. These taxes are often
described as licences, and are usually fixed amounts that
do not depend on the actual rate of usage (GFSM2001,
11451-11452 and 5.5.3; OECD, 5200);

e. Stamp taxes: these consist of stamp taxes that do not fall
on particular classes of transactions already identified, for
example, stamps on legal documents or cheques. These
are treated as taxes on the production of business or
financial services. However, stamp taxes on the sale of
specific products, such as alcoholic beverages or tobacco,
are treated as taxes on products (GFSM2001, 1161;
OECD, 6200);

f.  Taxes on pollution: these consist of taxes levied on the
emission or discharge into the environment of noxious
gases, liquids or other harmful substances. They do not
include payments made for the collection and disposal of
waste or noxious substances by public authorities, which
constitute intermediate consumption of enterprises
(GFSM2001, 11452; OECD, 5200);

g. Taxes on international transactions: these consist of taxes

on travel abroad, foreign remittances or similar
transactions with non-residents (GFSM2001, 1156;
OECD, 5127).

Subsidies on products (D31)

A subsidy on a product is a subsidy payable per unit of a
good or service. The subsidy may be a specific amount of
money per unit of quantity of a good or service, or it may be
calculated ad valorem as a specified percentage of the price
per unit. A subsidy may also be calculated as the difference
between a specified target price and the market price actually
paid by a buyer. A subsidy on a product usually becomes
payable when the good or service is produced, sold or
imported, but it may also be payable in other circumstances
such as when a good is transferred, leased, delivered or used
for own consumption or own capital formation.

Import subsidies (D311)

Import subsidies consist of subsidies on goods and services
that become payable when the goods cross the frontier of
the economic territory or when the services are delivered to
resident institutional units. They include implicit subsidies
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resulting from the operation of a system of official multiple
exchange rates. They may also include losses incurred as a
matter of deliberate government policy by government
trading organizations whose function is to purchase products
from non-residents and then sell them at lower prices to
residents (see also export subsidies in paragraph 7.96).

As in the case of taxes on products, subsidies on imported
goods do not include any subsidies that may become payable
on such goods after they have crossed the frontier and entered
into free circulation within the economic territory of the
country.

Export subsidies (D312)

Export subsidies consist of all subsidies on goods and
services that become payable when the goods leave the
economic territory or when the services are delivered to
non-resident units. They include the following:

a. Direct subsidies on exports payable directly to resident
producers when the goods leave the economic territory or
the services are delivered to non-residents;

b. Losses of government trading organizations: these consist
of losses incurred as a matter of deliberate government
policy by government trading organizations whose
function is to buy the products of resident enterprises and
then sell them at lower prices to non-residents. The
difference between the buying and selling prices is an
export subsidy (see also paragraph 7.98 (b));

c. Subsidies resulting from multiple exchange rates: these
consist of implicit subsidies resulting from the operation
of an official system of multiple exchange rates.

Exclusions from export subsidies

Export subsidies do not include the repayment at the customs
frontier of taxes on products previously paid on goods or
services while they were inside the economic territory. They
also exclude the waiving of the taxes that would be due if the
goods were to be sold or used inside the economic territory
instead of being exported. General taxes on products such as
sales or purchase taxes, VAT, excise taxes or other taxes on
products are usually not payable on exports.

Other subsidies on products (D319)

Other subsidies on products consist of subsidies on goods or
services produced as the outputs of resident enterprises that
become payable as a result of the production, sale, transfer,
leasing or delivery of those goods or services, or as a result
of their use for own consumption or own capital formation.
The most common types are the following:
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a. Subsidies on products used domestically: these consist of
subsidies payable to resident enterprises in respect of
their outputs that are used or consumed within the
economic territory;

b. Losses of government trading organizations: these consist
of the losses incurred by government trading
organizations whose function is to buy and sell the
products of resident enterprises. When such
organizations incur losses as a matter of deliberate
government economic or social policy by selling at lower
prices than those at which they purchased the goods, the
difference between the purchase and the selling prices
should be treated as a subsidy. Entries to the inventories
of goods held by such organizations are valued at the
purchasers’ prices paid by the trading organizations and
the subsidies recorded at the time the goods are sold;

c. Subsidies to public corporations and quasi-corporations:
these consist of regular transfers paid to public
corporations and quasi-corporations that are intended to
compensate for persistent losses (that is, negative
operating surpluses) incurred on their productive
activities as a result of charging prices that are lower than
their average costs of production as a matter of deliberate
government economic and social policy. In order to
calculate the basic prices of the outputs of such
enterprises, it will usually be necessary to assume a
uniform ad valorem implicit rate of subsidy on those
outputs determined by the size of the subsidy as a
percentage of the value of sales plus subsidy.

d. Subsidies resulting from the central bank accepting a
lower rate of interest than the market rate: These
subsidies are described in paragraphs 7.114 to 118,
(These subsidies are not mentioned in GFSM2001.)

Other subsidies on production (D39)

Other subsidies on production consist of subsidies except
subsidies on products that resident enterprises may receive
as a consequence of engaging in production. Examples of
such subsidies are the following:

a. Subsidies on payroll or workforce: these consist of
subsidies payable on the total wage or salary bill, or total
workforce, or on the employment of particular types of
persons such as physically handicapped persons or
persons who have been unemployed for long periods.
The subsidies may also be intended to cover some or all
of the costs of training schemes organized or financed by
enterprises;

b. Subsidies to reduce pollution: these consist of subsidies
intended to cover some or all of the costs of additional
processing undertaken to reduce or eliminate the
discharge of pollutants into the environment.
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E. Property incomes (D4)
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Defining property income

Property income accrues when the owners of financial assets
and natural resources put them at the disposal of other
institutional units. The income payable for the use of
financial assets is called investment income while that
payable for the use of a natural resource is called rent.
Property income is the sum of investment income and rent.

Investment income is the income receivable by the owner of
a financial asset in return for providing funds to another
institutional unit. The terms governing the payment of
investment income are usually specified in the financial
instrument created when the funds are transferred from the
creditor to the debtor. Such arrangements are typically made
only for a limited period of time, after which the funds must
be returned. The period of time may be several months or
several years, though the arrangements may be renewed.

Rent is the income receivable by the owner of a natural
resource (the lessor or landlord) for putting the natural
resource at the disposal of another institutional unit (a
lessee or tenant) for use of the natural resource in
production. The terms under which rent on land is payable is
expressed in a resource lease. A resource lease is an
agreement whereby the legal owner of a natural resource
that has an infinite life makes it available to a lessee in
return for a regular payment recorded as property income
and described as rent. A resource lease may apply to any
natural resource recognised as an asset in the System. For
resources such as land it is assumed that, at the end of the
resource lease, the land is returned to the legal owner in the
same state as when the lease started. For resources such as
subsoil assets, though the resources potentially have an
infinite life, they are not all returned to the legal owner at the
end of the lease since the purpose of the lease is to permit
extraction and disposal of the resource.

The regular payments made by the lessees of natural
resources such as subsoil assets are often described as
royalties, but they are treated as rents in the System. The
term “rent” is reserved in this manual for rents on natural
assets, payments under operating leases being described as
“rentals”.

Property incomes are classified in the following way in the
System:

Investment income

Interest

Distributed income of corporations
Dividends
Withdrawals
corporations
Reinvested earnings on foreign direct
investment

Investment income disbursements

from income of quasi-
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Attributed to insurance policyholders
Payable on pension entitlements

Attributed to collective investment
shareholders

fund

Rent

Each of these items is described in more detail below.
Interest (D41)

Interest is a form of property income that is receivable by
the owners of certain kinds of financial assets, namely:
deposits, debt securities, loans and (possibly) other accounts
receivable for putting the financial asset at the disposal of
another institutional unit. Income on SDR holdings and
allocations is also treated as interest. The financial assets
giving rise to interest are all claims of creditors over debtors.
Creditors lend funds to debtors that lead to the creation of one
or other of the financial instruments listed above. The
amount the debtor owes the creditor is known as the
principal. Over time, the amount due to the creditor declines
as the debt is repaid and increases as interest accrues. The
balance at any time is referred to as the principal outstanding.

Interest may be a predetermined sum of money or a fixed or
variable percentage of the principal outstanding. If some or
all of the interest accruing to the creditor is not paid during
the period in question, it may be added to the amount of the
principal outstanding or it may constitute an additional,
separate liability incurred by the debtor. However, the
interest may not necessarily be due for payment until a later
date and sometimes not until the loan, or other financial
instrument matures.

The accrual basis of recording

Interest is recorded on an accrual basis, that is, interest is
recorded as accruing continuously over time to the creditor on
the amount of principal outstanding. The interest accruing is
the amount receivable by the creditor and payable by the
debtor. It may differ not only from the amount of interest
actually paid during a given period but also the amount due to
be paid within the period. Some financial instruments are
drawn up in such a way that the debtor is obliged to make
regular interest payments, period by period, as the interest
accrues but in other cases there may be no such requirement.
As explained in part 4 of chapter 17, there are many different
kinds of financial instruments and new instruments are
continually being developed. Interest may therefore be paid
in various different ways, not always explicitly described as
interest. However, streams of net settlement payments under
a swap or forward rate agreement contract (possibly
described as “interest” in the contract) are not considered as
property income but are to be recorded as transactions in
financial derivatives in the financial account (see paragraphs
11.34 to 11.43).

7-22



7.108

7.109

7.110

7.111

7.112

Interest payable and receivable on loans and
deposits

As explained in chapter 6, the amounts of interest on loans
and deposits payable to and receivable from financial
corporations include a margin that represents an implicit
payment for the services provided by the financial
corporations in providing loans and accepting deposits. The
actual payments or receipts to or from financial corporations,
described as bank interest, need to be partitioned so that SNA
interest and the service charges may be recorded in the
System separately. The amounts of SNA interest paid by
borrowers to financial corporations is less than bank interest
by the estimated values of the charges payable, while the
amounts of SNA interest receivable by depositors is higher
than bank interest by the amount of the service charge
payable. The values of the charges are recorded as sales of
services in the production accounts of financial corporations
and as uses in the accounts of their customers.

Any charges levied on borrowers that are not paid also
increase the amount of principal outstanding along with
interest unpaid. (That is to say that it is unpaid bank interest
that adds to the amount of principal outstanding or the
amount of SNA interest unpaid plus the unpaid service
charge, since if bank interest is unpaid it must be the case that
both SNA interest and the service charge are unpaid.)

Interest payable on debt securities

Certain financial instruments, for example, bills and zero
coupon bonds, are such that the debtor is under no obligation
to make any payments to the creditor until the asset matures.
In effect, no interest becomes due for payment until the end
of the asset’s life at which point the debtor’s liability is
discharged by a single payment covering both the amount of
the funds originally provided by the creditor and the interest
accumulated over the entire life of the asset. In such cases
the amount of interest payable over the life of the security is
derived as the difference between the value at which the
instrument is acquired and its value when it matures.

Further elaboration

Chapter 17 contains in part 4 a section detailing how all the
transactions and other flows associated with financial
instruments are to be recorded in the accounts. It contains, in
particular, specific recommendations on how interest on each
of the relevant financial instruments is to be calculated.

Nominal and real interest

When a debtor discharges the principal by making payments
equal in money value to the funds borrowed plus the interest
accruing at the agreed rate over the time the debt exists, the
associated interest payments are described as ‘“nominal”.
Such interest payments do not represent the “real” return to
the creditor when, as a result of inflation, the purchasing
power of the funds repaid is less than that of the funds
borrowed. In situations of chronic inflation the nominal
interest payments demanded by creditors typically rise in
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order to compensate them for the losses of purchasing power
that they expect when their funds are eventually repaid.

In practice, the interest recorded in the allocation of primary
income account is not partitioned in this way. The interest
recorded is always the amount of nominal interest receivable
or payable (plus or minus the charges for services of financial
intermediaries for which no explicit charges are made, when
relevant). However, the information needed to calculate real
interest is provided within the System as a whole since the
real holding losses incurred by creditors should be recorded
in the revaluation account.

The special case of interest rates set by the
central bank

The central bank’s main responsibility is to formulate and
carry out part of economic policy. It therefore often acts
differently than other financial corporations and generally has
received the authority from government to enforce its views.
In cases where the central bank uses its special powers to
oblige market participants to pay transfers without a direct
quid pro quo, it is appropriate to record the proceeds as
implicit taxes . Conversely, in cases when the central bank
makes payments that are clearly for policy rather than
commercial purposes, it may be argued that implicit subsidies
are paid. Three cases are considered:

a. The central bank is able to dictate below market rates for
reserve deposits;

b. The central bank pays above market rates in a situation
where the external value of the currency is under
pressure;

c. The central bank acts as a development bank offering
loans at below market rates to priority industries.

If the interest rates are determined for policy reasons and not
by commercial forces, then the difference between flows
calculated using the reference rate and the actual rate set by
the central bank should be recorded not as market output,
specifically FISIM, but as implicit taxes and subsidies as
described immediately below. This procedure is analogous
to and consistent with the practice of treating the difference
between the market exchange rate and an alternative
exchange rate imposed by the central bank as an implicit tax
or subsidy.

Below market rates on reserve deposits

Suppose the central bank pays only three per cent to a
commercial bank on reserve deposits when the market rate is
five per cent. The following recording is made in the System:

a. Although the commercial bank actually receives only
three per cent as “interest”, it is recorded as receiving five
per cent as interest and paying two per cent to
government as a tax on production;

b. Government is recorded as receiving two per cent from
the commercial bank as a tax on production and as
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making a payment of a current transfer of two per cent to
the central bank (both these flows are notional); and

c. The central bank actually pays three per cent to the
commercial bank but is recorded as paying five per cent
to the commercial bank and receiving two per cent from
government in the form of a current transfer.

No financial account transactions are involved with this re-
routing.

Above market rates for currency support

7.118

to the commercial bank and paying two per cent to
government in the form of a current transfer.

No financial account transactions are involved with this re-
routing.

Below market rates to priority industries

Suppose the central bank charges only three per cent to a
priority industry when the market rate is five per cent. The
following recording is made in the System:

a. Although the priority industry actually pays only three

Suppose the central bank pays seven per cent to a commercial per cent as “interest”, it is recorded as paying five per
bank for a limited period when the currency is under pressure cent as interest but receiving two per cent from
at a time when the market rate is five per cent. The following government as a subsidy on production;
recording is made in the System:
b. Government is recorded as paying two per cent to the
a. Although the commercial bank actually receives seven priority industry as a subsidy on production and as
per cent as “interest”, it is recorded as receiving five per receiving a current transfer of two per cent from the
cent as interest and receiving another two per cent from central bank (both these flows are notional); and
government as a subsidy on production;
c. The central bank actually receives three per cent from the
b. Government is recorded as paying two per cent to the priority industry but is recorded as receiving five per cent
commercial bank as a subsidy on production and as from the priority industry and paying two per cent to
receiving a current transfer of two per cent from the government in the form of a current transfer.
central bank (both these flows are notional); and
No financial account transactions are involved with this re-
c. The central bank actually pays seven per cent to the routing.
commercial bank but is recorded as paying five per cent
Table 7.8: Distribution of primary income account — uses - property income
Uses
S11 S12 S13 S14 S15 S1 S2
ge = E 8 o o
2% 3% TE £ 2 E 5. 53
. - £8 §8 g% 2 2 s& ©E B¢ 5
Code Transactions and balancing items S 35 £ g 3 g o L S & Q8 3 g S
D1 Compensation of employees 6 6
D2 Taxes on production and imports 0
D3 Subsidies 0
D4 Property income 135 189 42 41 6 413 63 476
D41 Interest 56 106 35 14 6 217 13 230
D42 Distributed income of corporations 48 36 84 36 120
D421 Dividends 24 36 60 0 60
D422 Withdrawals from income of quasi-corporations 24 0 24 36 60
D43 Reinvested earnings on direct foreign investment 0 0 0 14 14
D44 Investment income disbursements 47 47 0 47
D441 Property income attributed to insurance policy holders 25 25 0 25
D442 Payable on pension entitements 8 8 0 8
D443 Property income attributed to holders of investment fund units 14 14 0 14
D45 Rent 31 0 7 27 0 65 65
B5g Balance of primary incomes, gross / National income, gross 208 15 226 1426 8 1883 1883
B5n Balance of primary income, net / National income, net 71 5 196 1384 5 1661 1661
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Distributed income of corporations (D42)
Dividends (D421)

Corporations obtain funds by issuing shares in their equity
that entitle the holders to shares both of distributed profits
and the residual value of the assets of the corporation in the
event of its liquidation. Shareholders are the collective
owners of a corporation.

Dividends are a form of property income to which
shareholders become entitled as a result of placing funds at
the disposal of corporations. Raising equity capital through
the issue of shares is an alternative to borrowing as a way of
raising funds. In contrast to loan capital, however, equity
capital does not give rise to a liability that is fixed in
monetary terms and it does not entitle the holders of shares of
a corporation to a fixed or predetermined income.

Just as corporations are understood in the System to cover a
set of institutional units engaged in production that may be
described by different names such as private or public
corporations, private or public companies, cooperatives,
limited liability partnerships, so dividends must also be
understood to cover all distributions of profits by
corporations to their shareholders or owners, by whatever
name they are called. Dividends may occasionally take the
form of an issue of shares, but this excludes issues of bonus
shares that represent the capitalization of own funds in the
form of reserves and undistributed profits.

Time of recording

Although dividends represent a part of income that has been
generated over a substantial period, often six or twelve

7.

123

months, dividends are not recorded in the System on a strict
accrual basis. For a short period after a dividend is declared
but before it is actually payable, shares may be sold “ex
dividend” meaning that the dividend is still payable to the
owner at the date the dividend was declared and not to the
owner on the date payable. A share sold “ex dividend” is
therefore worth less than one sold without this constraint.
The time of recording of dividends in the System is the time
at which the share price starts to be declared ex dividend.

Super-dividends

Although dividends are notionally paid out of the current
period’s operating surplus, corporations often smooth the
payments of dividends, often paying out rather less than
operating surplus but sometimes paying out a little more,
especially when the operating surplus itself is very low. For
practical reasons, no attempt is made in the System to align
dividend payments with earnings except in one circumstance.
The exception occurs when the dividends are
disproportionately large relative to the recent level of
dividends and earnings. In order to asses whether the
dividends are disproportionately large, it is helpful to
introduce the concept of distributable income. Distributable
income of a corporation is equal to entrepreneurial income
plus all current transfers receivable less all current
transfers payable plus the adjustment for pension
entitlements. From this it is possible to look at the ratio of
dividends to distributable income over the recent past and
assess the plausibility that the current level of dividends
declared is in line with past practice, accepting some degree
of smoothing from year to year. If the level of dividends
declared is greatly in excess of this, the excess should be
treated as a financial transaction, specifically the withdrawal
of owners’ equity from the corporation.

Table 7.8: Distribution of primary income account — resources - property income

Resources
S $12 S13 S14 S15 S1 S2
gz 2z 8 ez
2% %% sE 2 2 _E 5_ t3
, . 2 58 g8 ¢ s m& R B:= =
Code Transactions and balancing items 2 g £ g 3 8 2 = © g g e 3 3 ©

Operating surplus, gross 254 55 44 92 7 452 459
Mixed income, gross 442 442 442
Operating surplus, net 117 45 14 60 4 240 247
Mixed income, net 432 432 432
D1 Compensation of employees 773 773 2 775
D2 Taxes on production and imports 235 235 235
D3 Subsidies -44 -44 -44
D4 Property income 89 149 33 160 7 438 38 476
D41 Interest 33 106 14 49 7 209 21 230
D42 Distributed income of corporations 3 25 18 57 0 103 17 120
D421 Dividends 3 25 5 13 0 46 14 60
D422 Withdrawals from income of quasi-corporations 13 44 57 3 60
D43 Reinvested earnings on direct foreign investment 4 7 0 3 0 14 0 14
D44 Investment income disbursements 8 8 1 30 0 47 0 47
D441 Property income attributed to insurance policy holders 5 0 0 20 0 25 0 25
D442 Payable on pension entitlements 8 8 0 8
D443 Property income attributed to holders of investment fund units 3 8 1 0 14 0 14
D45 Rent 4 3 0 21 0 65 65
B5g 0
B5n 0
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This treatment applies to all corporations, whether
incorporated or quasi-corporate and whether subject to
public, foreign or domestic private control. There is more
discussion on the case of publicly controlled corporations in
chapter 22.

Withdrawals of income from quasi-corporations
(D422)

Withdrawal of income from a quasi-corporation consists of
that part of distributable income that the owner withdraws
from the quasi-corporation. The income that the owners of
quasi-corporations withdraw from them is analogous to the
income withdrawn from corporations by paying out dividends
to their shareholders. It is therefore treated as property
income accruing to the owners of quasi-corporations. The
withdrawal of income by the owners of quasi-corporations
needs to be identified in order to be able to establish a full set
of accounts for the entity and to treat it as an institutional unit
separate from that of its owner.

Withdrawals of income from a quasi-corporation do not
include withdrawals of funds realized by the sale or disposal
of the quasi-corporation’s assets: for example, the sale of
inventories, fixed assets or land or other non-produced assets.
Such sales would be recorded as disposals in the capital
account of the quasi-corporation and the transfer of the
resulting funds would be recorded as a withdrawal from the
equity of quasi-corporations in the financial accounts of the
quasi-corporation and its owner(s). Similarly, funds
withdrawn by liquidating large amounts of accumulated
retained savings or other reserves of the quasi-corporation,
including those built up out of provisions for consumption of
fixed capital, are treated as withdrawals from equity. This
situation corresponds to the treatment of super-dividends
payable by listed enterprises described immediately above.

Conversely, any funds provided by the owner(s) of a quasi-
corporation for the purpose of acquiring assets or reducing its
liabilities should be treated as additions to its equity. Just as
there cannot be a negative distribution from the distributable
income of corporations in the form of negative dividends, it is
not possible to have a negative distribution from the
distributable income of quasi-corporations in the form of
negative withdrawals. However, if the quasi-corporation is
owned by government, and if it runs a persistent operating
deficit as a matter of deliberate government economic and
social policy, any regular transfers of funds into the enterprise
made by government to cover its losses should be treated as
subsidies, as explained in paragraph 7.98 (c) above.

Reinvested earnings on foreign direct investment
(D43)

As explained in chapter 22, a foreign direct investment
enterprise is a corporate or unincorporated enterprise in
which a foreign investor has made a foreign direct
investment. A foreign direct investment enterprise may be
either:
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a. The (unincorporated) branch of a non-resident corporate
or unincorporated enterprise: this is treated as a quasi-
corporation; or

b. A corporation in which at least one foreign investor
(which may, or may not, be another corporation) owns
sufficient shares to have an effective voice in its
management.

Actual distributions may be made out of the distributable
income of foreign direct investment enterprises in the form of
dividends or withdrawals of income from quasi-corporations.
The payments made in these ways to foreign direct investors
are recorded in the accounts of the SNA and in the balance of
payments as international flows of investment income.
However, both systems also require the retained earnings of a
foreign direct investment enterprise to be treated as if they
were distributed and remitted to foreign direct investors in
proportion to their ownership of the equity of the enterprise
and then reinvested by them by means of additions to equity
in the financial account. The imputed remittance of these
retained earnings is classified in the System as a form of
distributed income that is separate from, and additional to,
any actual payments of dividends or withdrawals of income
from quasi-corporations.

The rationale behind this treatment is that, since a foreign
direct investment enterprise is, by definition, subject to
control, or influence, by a foreign direct investor or investors,
the decision to retain some of its earnings within the
enterprise must represent a deliberate investment decision on
the part of the foreign direct investor(s). In practice, the great
majority of direct investment enterprises are subsidiaries of
foreign corporations or the unincorporated branches of
foreign enterprises, which are completely controlled by their
parent corporations or owners.

Retained earnings of a corporation or quasi-corporation are
equal to the distributable earnings less the dividends
payable or withdrawal of income from the quasi-
corporation respectively. 1f the foreign direct investment
enterprise is wholly owned by a single foreign direct investor
(for example, a branch of a foreign enterprise), the whole of
the retained earnings are deemed to be remitted to that
investor and then reinvested, in which case the saving of the
enterprise must be zero. When a foreign direct investor owns
only part of the equity of the direct investment enterprise, the
amount that is deemed to be remitted to, and reinvested by,
the foreign investor is proportional to the share of the equity
owned.

Retained earnings of domestic enterprises

A suggestion has been made to extend the treatment of
distributing retained earnings to the owners of other
corporations, in particular of public corporations.
Investigation of this suggestion is part of the research agenda.

7-26



3.

7.132

7.133

7.134

7.135

7.136

Investment income disbursements (D44)

Investment income attributed to insurance

policyholders (D441)

Investment income attributable to insurance policyholders
should be divided between holders of non-life and life
policies.

For non-life policies, the insurance corporation has a liability
towards the policyholder of the amount of the premium
deposited with the corporation but not yet earned, the value of
any claims due but not yet paid and a reserve for claims not
yet notified or notified but not yet settled. Set against this
liability, the insurance corporation holds technical reserves.
The investment income on these reserves is treated as income
attributable to the policyholder, then distributed to the
policyholder in the allocation of primary income account and
paid back to the insurance corporation as a premium
supplement in the secondary distribution of income account.
The reserves concerned are those where the insurance
corporation recognises a corresponding liability to the
policyholders.

For an institutional unit operating a standardised guarantee
scheme against fees, there may also be investment income
earned on the reserves of the scheme and this should also be
shown as being distributed to the units paying the fees (who
may not be the same units who stand to benefit from the
guarantees) and treated as supplementary fees in the
secondary distribution of income account.

For life insurance policies and annuities, the insurance
corporations have liabilities towards the policyholders and
annuitants equal to the present value of expected claims. Set
against these liabilities, the insurance corporations have funds
belonging to the policyholders of bonuses declared for with
profits policies as well as provisions for both policyholders
and annuitants of the payment of future bonuses and other
claims. These funds are invested in a range of financial
assets and possibly non-financial assets such as property and
land. The insurance enterprises receive investment income
from the financial assets and land, and earn net operating
surpluses from the renting or leasing of residential and other
buildings. In addition they make holding gains or losses on
the financial assets held. The bonuses declared to holders of
life policies should be recorded as investment income
receivable by the policyholders (resident and possibly non-
resident households) and are treated as premium supplements
paid by the policyholders to the insurance corporations. As
with interest and dividends, the source of the investment
income payable may not be investment income itself, but for
the System, the decisive criterion for recording this as
investment income is that of the recipient who regards these
payments as the rewards for putting financial assets at the
disposal of the insurance corporation.

The investment income attributed to life insurance
policyholders is recorded as payable by the insurance
company and receivable by households in the allocation of
primary income account. Unlike the case of non-life
insurance or pensions, the amount carries through to saving
and is then recorded as a financial transaction, specifically an
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increase in the liabilities of life insurance corporations, in
addition to new premiums less the service charge offset by
claims payable.

Investment income
entitlements (D442)

payable on pension

As explained in part 2 of chapter 17, pension entitlements
arise from one of two different types of pension schemes.
These are defined contribution schemes (sometimes described
as money purchase schemes) and defined benefit schemes.

A defined contribution scheme is one where contributions by
both employers and employees are invested on behalf of the
employees as future pensioners. No other source of funding
of pensions is available and no other use is made of the funds.
The investment income payable on defined contribution
entitlements is equal to the investment income on the funds
plus any net operating surplus earned by renting land or
buildings owned by the fund.

A defined benefit scheme is one where the benefits payable
are defined in terms of a formula. The formula often takes
the form of a link to final salary (hence the alternative
terminology final salary schemes) or average salary over
some defined period. The formula may be expressed in many
ways including, for example, a variation on a defined
contribution scheme such as the growth in earnings of the
funds or a minimum percentage growth.

Because the benefits are calculated according to a formula, it
is possible to determine the level of entitlements necessary at
any point in time to meet future obligations. The value of the
entitlements is the present value of all future payments,
calculated using actuarial assumptions about life lengths and
economic assumptions about the interest or discount rate.
The investment income payable on defined benefits schemes
derives from the fact that one fewer discount factor is applied
to the level of entitlements existing at the start of the year.
The amount is not affected by whether the pension scheme
actually has sufficient funds to meet all the obligations nor by
the type of increase in the funds, whether it is investment
income or holding gains, for example. The increase in value
treated as investment income does not include escalation in
entitlement value due to indexation of previous entitlements
nor changes coming from the changing demographics of the
beneficiaries. These increases (or possibly decreases) are
treated as other changes in assets. Chapter 17 spells out the
exact distinction between changes treated as investment
income and those treated as other changes.

Investment income attributed to investment fund
shareholders (D443)

Investment income attributed to investment fund holders
(including mutual funds and unit trusts) is shown as two
separate items. The first of these is the dividends distributed
to investment fund shareholders. The second is retained
earnings attributed to investment fund shareholders.

The dividend component is recorded in exactly the same
manner as dividends for individual corporations, as described
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above. The retained earnings component is recorded using
the same principles as those described for foreign direct
investment enterprises. That is to say, it is distributed to the
shareholders (leaving the investment fund with no saving)
and is re-injected into the fund by the shareholders in a
transaction recorded in the financial account.

Rent (D45)
Rents distinguished from rentals

The distinction between rent and the rentals receivable and
payable under operating leases is basic to the System as rent
is a form of property income and rentals are treated as sales
or purchases of services. Rentals are payments made under
an operating lease to use a fixed asset belonging to another
unit where that owner has a productive activity in which the
fixed assets are maintained, replaced as necessary and made
available on demand to lessees. Rent is a payment made
under a resource lease for the use of a natural resource. Not
only is the type of asset leased different as between rents and
rentals, so is the nature of the lease. The distinction between
different types of leases is explained in part 5 of chapter 17.

Rents on land

Rent is the income receivable by the owner of a natural
resource (the lessor or landlord) for putting the natural
resource at the disposal of another institutional unit (a
lessee or tenant) for use of the natural resource in
production. Rent is recorded as accruing continuously to the
landowner throughout the period of the contract agreed
between the landowner and the tenant. The rent recorded for
a particular accounting period is equal to the value of the
accumulated rent payable over that period of time, as distinct
from the amount of rent due to be paid during that period or
the rent actually paid.

Rent may be paid in cash or in kind. Under share-cropping or
similar schemes, the value of the rent payable is not fixed in
advance in monetary terms and is measured by the value at
basic prices of the crops that the tenants are obliged to
provide to the landowner under the contract between them.
Rents on land also include the rents payable to the owners of
inland waters and rivers for the right to exploit such waters
for recreational or other purposes, including fishing.

A landowner may be liable to pay land taxes or incur certain
maintenance expenses solely as a consequence of owning the
land. By convention, such taxes or expenses are treated as
payable by the tenant who is deemed to deduct them from the
rent that he would otherwise be obliged to pay to the
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landowner. Rent reduced in this way by taxes or other
expenses for which the landowner is liable is described as
“after-tax rent”. By adopting the convention that the tenant
pays only the after-tax rent, the taxes or expenses are
recorded in the production or generation of income accounts
of the tenant. This treatment does not change the income of
the tenant. The convention avoids the necessity to create a
notional enterprise for the landowner as the lessor.

Rentals payable on buildings or other structures are treated as
purchases of services. In practice, however, a single payment
may cover both rent and rentals when an institutional unit
rents land that consists of land improvements and land in its
natural state and may include any buildings situated on it in a
single contract, or lease, in which the two kinds of payments
are not differentiated from each other. For example, a farmer
may rent a farmhouse, farm buildings, cultivated and grazing
farmland in a contract in which only a single payment is
required to cover all four. If there is no objective basis on
which to split the payment between rent on land and rental on
the buildings, it is recommended to treat the whole amount as
rent when the value of the grazing land is believed to exceed
the value of the buildings and cultivated land, and as a rental
otherwise.

Rents on subsoil assets

The ownership of subsoil assets in the form of deposits of
minerals or fossil fuels (coal, oil or natural gas) depends upon
the way in which property rights are defined by law and also
on international agreements in the case of deposits below
international waters. In some cases the assets may be owned
by the owner of the ground below which the deposits are
located but in other cases they may be owned by a local or
central government unit.

The owners of the assets, whether private or government
units, may grant leases to other institutional units permitting
them to extract such deposits over a specified period of time
in return for the payment of rents. These payments are often
described as royalties, but they are essentially rents that
accrue to owners of the assets in return for putting them at the
disposal of other institutional units for specified periods of
time and are treated as such in the System. The rents may
take the form of periodic payments of fixed amounts,
irrespective of the rate of extraction or, more likely, they may
be a function of the quantity or volume of the asset extracted.
Enterprises engaged in exploration may make payments to
the owners of surface land in exchange for the right to make
test drillings or investigate by other means the existence and
location of subsoil assets. Such payments are also to be
treated as rents even though no extraction may take place.

7-28



A.

1.

Ju—

w

Chapter 8: The redistribution of income accounts...................... 3

63T o7 L Lo o o B USRS 3
The secondary distribution Of INCOME ACCOUNL ........c.eeruiriiiiiitieiereeitete ettt ettt ettt st see e eeeeeenbeeae 3
Current taxes on income, wealth, etc

Social contributions and DENETILS........ccuieieriirieiieieiesie ettt sttt bestee st ensesseesaesseennenseens
Oher CUITENT trANSTETS ....e.vieeieiieiieit ettt ettt ettt et e e s ae et e eteestesseenseeseense st eensessaensesneansessaensensean
Disposable income (B6)
Links with economic theoretic CONCePts Of INCOME .......cuevvirierierieiirieiere ettt e e e sbeeeeesseeaeees 6
National diSPOSaADIE INCOME........co.tiuiriiiiiriieieiee ettt ettt et a et e ebee bt eatesbeebeenbeenneneeene
The redistribution of income in kind account
Adjusted disposable INCOME (B7)....cc.ueiiiiiiiiiiieieieiteee ettt st ettt et et st e bt et e sbeentesbeennenteens
Current transfers (ID5) ..iiuiiiiiieierierierie ettt st e st e b e et e e e e e e sreestaeetaeerbeenbeenbeenseessaennns
The distinction between current and capital transfers..........ooeevieriiiiiiiiiii e 8
The 1eCOrdiNg Of trANSTETS ......eeuiitiiieiie ettt ettt et e b et e st e st e beeae et e sat e besaeentesaeebeeaes 9
TrANSTEIS 1 CASN....cuuiiiiiiiiiii ettt ettt e et e et e e tb e e steestse e beessbeesssesaseensaeessaessseenseessseenseensseanns 9
Provisions 0f 00AS ANd SEIVICES ......eeviruieieriieiietieieiestete et ete st et et et e s e eseesaeeseessesseesseeseensesseensesseensesseensenses 9
Social transfers i KINd .........cc.ieiiriiiieiiieeree ettt et esae e et e e st ebeesbesbe e s e steenaenseennenreens 9
Current taxes on income, wealth, etc. (D51)...cuiiiciiiiiiiiiiece e 10
TAXES VEISUS FEES ...iuviitiiiiieiiii ettt ettt et e ettt et e eetbeesaeeesbeeeteeeabeeseeesbeesseeaseesseessseesseessseesseessseenseensnas 11
Links with the IMF and OECD tax classifications ... 11
The accrual basis of recording....... .11
Interest, fines or other penalties..... .11

Taxes on income (D511)......ccceeeneeee 12
Other current taxes (D519)...... 12
Current taxes on capital........... .12
MISCEIIANEOUS CUITEIE LAXES...e..veuveeueentieutenteetiettettestesetesteettetesttestesueentesteentesseenbesseentesseensesseeseentenseensanseensensean 12
Social INSUranCe SCREMES .........cecuiiuiiiiiirieeee ettt st e 13
Circumstances covered by social INSUrance SCHEMES ...........coueeierieriiriiiiiienieeeee et 13
The organization of social INSUTANCE SCHEIMES........ccuiiiiiiiiieiiiieie ettt ettt st s neean 14
Social security schemes
Other employment-related social iNnSUrance SChEMES ...........cuvecveriirieriirieeseeecee et 16
Net social contributions (D52) .....c.ueiiiieeiiiiiiie ettt ee e e seaeesree e sveesereas
Components 0f SOCIAL CONTITDULIONS ......c..eruiiiirieiieriieierie ettt ettt ettt ettt et et e eetebe bt e e entesbeenbesbeeneeneeas
Employers’ actual social contributions (D521) ...cc.eeieriiriiriieiiiieieiesi ettt ettt
Employers’ imputed social contributions (D522)
Households’ actual social contributions (D523).....c.eeieririeriirieiesieieeeeie ettt ie sttt sae e stesae s sesseeeeneeas
Households’ social contribution supplements (D524).......cc.oiieieririieniieierieetesieeeesieeeesre e ae e eae e aesseesenseas 17
Social benefits other than social transfers in Kind (D53) ......cccoovviiiiiiiecieeieeceeee s 17
INStItULIONAL AITANZEIMEILS ......veevieeieetieieetieieeteeeterteettesteseteteeteestesteessesseessessessaenseaseensesseensesseansessesnsesseansensesnsensens
Social insurance schemes or social assistance
Social security and SOCIAL ASSISLANCE.........c.ervirierrieieriereerieeteteseete st etesteeseesseesaesesseesseesaessesseesesssessesssessenses
TYPES OF SOCIAL DENETILS ...ttt ettt ettt et b e st be s tenbesaee e
Pensions
Non-pension benefits payable 1N CASH ......couiriiiiiiiiiie et st
Receivables by households that are not social benefits...........ccceveverevrrcieerreerieereeieenne, 18
Non-pension benefits payable in Kind ..........cooiiiiiiiiiiiiieeeeeee ettt st 18
Benefits provided in kind by SOVETNMENL........c..cocuiiiiiiiiiiiiiiineeteeeeeetee ettt 19
Social benefits recorded in the secondary distribution of iINCOME ACCOUNT .......c.eeviruieierierieriieieie e 19
Other current transfers (D54)
Insurance-related transactions ...........cceeeeeevvereeneenuenee.
Net non-life insurance premiums (DS541) .....ooouiriiiiiriiiieieeeeee ettt sttt e b eaes 21
Non-life insurance claims (D542) ......oouiriiriiiieieeeee ettt ettt ettt ettt sbe et bt eaes 21
Net reinsurance premiums and claims............... .21
Fees and calls under standardised guarantees.......... .22
Current transfers within general government (D543)... .22
Current international cooperation (D544) .................... .22
Miscellaneous current transfers (D545) ...... .22
Current transfers t0 NPISHS .....couiiuiiiiiiie ettt sttt nbe et eae e 22

UNSC version 11/1/08 8-1



H.

Current transfers between households

Fines and penalties ........c..ccccccecerennee.

Lotteries and gambling....

Payments of compensation..................

Social transfers in kind (D6)

UNSC version

11/1/08

8-2



8.1

8.2

8.3

8.4

8.5

8.6

UNSC version

Chapter 8: The redistribution of income accounts

Introduction

This chapter describes two accounts that show how income is
re-distributed between institutional units by means of the
payments and receipts of current transfers. This
redistribution represents the second stage in the process of
income distribution as shown in the accounts of the System.
The two accounts are the secondary distribution of income
account and the redistribution of income in kind account.

The secondary distribution of income account shows how the
balance of primary incomes of an institutional unit or sector
is transformed into its disposable income by the receipt and
payment of current transfers excluding social transfers in
kind.

The redistribution of income in kind account takes the
process of income redistribution one stage further. It shows
how the disposable incomes of households, non-profit
institutions serving households (NPISHs) and government
units are transformed into their adjusted disposable incomes
by the receipt and payment of social transfers in kind. Non-
financial and financial corporations are not involved in this
process.

Much of this chapter is concerned with the detailed
definition, description and classification of the various types
of current transfers recorded in the secondary distribution of
income and redistribution of income in kind accounts. As
part of this description, there is discussion of the composition
of social insurance schemes and their role as the recipients of
social contributions and dispensers of social benefits.

Understanding the difference between four related concepts is
crucial to an appreciation of the two accounts described in
this chapter. These terms are social insurance, social
security, social assistance and social transfers in kind. These
are explained very briefly below and in greater detail in later
parts of the chapter.

Social insurance schemes are schemes in which social
contributions are paid by employees or others, or by
employers on behalf of their employees, in order to secure
entitlement to social insurance benefits, in the current or
subsequent periods, for the employees or other contributors,
their dependants or survivors. The social benefits payable by
social insurance schemes are of two kinds, pensions and other
benefits such as medical, education, housing or
unemployment benefits. Pensions are always paid in cash;
non-pension benefits may be payable in cash or in kind.
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Two main types of social insurance schemes may be
distinguished:

a. The first consists of social security schemes covering the
entire community, or large sections of the community,
that are imposed, controlled and financed by government
units. Pensions payable under these schemes may or may
not be related to levels of salary of the beneficiary or
history of employment. Non-pension benefits are less
frequently linked to salary levels.

b. The second type consists of other employment-related
schemes. These schemes derive from an employer-
employee relationship in the provision of pension
entitlement that is part of the conditions of employment
and where responsibility for the provision of benefits
does not devolve to general government under social
security provisions.

Social assistance benefits in cash are current transfers payable
to households by government units or NPISHs to meet the
same needs as social insurance benefits but which are not
made under a social insurance scheme requiring participation
usually by means of social contributions.

Social transfers in kind consist of social security benefits
payable in kind and social assistance benefits payable in kind.

The secondary distribution of income account

Apart from the balance of primary incomes, the balancing
item carried forward from the primary distribution of income
accounts, and disposable income, the balancing item on the
secondary distribution of income account, all the entries in
the secondary distribution of income account consist of
current transfers. A transfer is a transaction in which one
institutional unit provides a good, service or asset to another
unit without receiving from the latter any good, service or
asset in return as a direct counterpart. Transfers are
separated into current transfers and capital transfers. Capital
transfers are unrequited transfers where either the party
making the transfer realises the funds involved by disposing
of an asset (other than cash or inventories) or the party
receiving the transfer is obliged to acquire an asset (other
than cash) or both conditions are met. Capital transfers are
often large and irregular but neither of these are necessary
conditions for a transfer to be considered a capital rather than
a current transfer. Other transfers are described as current. 4
current transfer is a transaction in which one institutional
unit provides a good, service or asset to another unit without
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receiving from the latter any good, service or asset directly
in return as counterpart and does not oblige one or both
parties to acquire, or dispose of, an asset. The concept of a

Current taxes on income, wealth, etc.

¢ ! ' B ! 8.15  Current taxes on income, wealth, etc. consist mainly of
transfer is explained in more detail in section B below. taxes on the incomes of households or profits of
corporations and of taxes on wealth that are payable
8.11 Table 8.1 shows the concise form of the secondary regularly every tax period (as distinct from capital taxes
distribution of income account identifying the main kinds of levied infrequently). In table 8.1, current taxes on income,
transfers. Current transfers may take place between resident wealth, etc. receivable appear under resources for the general
and non-resident units as well as between resident government sector and possibly the rest of the world, while
institutional units. taxes payable appear under uses for the household and non-
financial and financial corporation sectors, and possibly for
8.12  The transfers payable by an institutional unit or sector are the non-profit institutions serving households (NPISHs)
recorded on the left-hand side of the account under uses. For sector and the rest of the world.
example, in table 8.1, taxes on income, wealth etc. payable by
the household sector of 178 are recorded at the intersection of Social contributions and benefits
the row for this item and the uses column for the household
sector. The transfers receiva})le by an i.nstitutional unit or 8.16 Social contributions are actual or imputed payments to
sector are recorded on the r1ght—hand451de of the account social insurance schemes to make provision for social
undf?r resources.  For example, social benefits of 332 insurance benefits to be paid. Social contributions may be
_recelvab@e by the househo}d_ sector are recorded at the made by employers on behalf of their employees. As such
intersection of the row for this item and the resources column they form part of compensation of employees and are
for the household sector. included in the balance of primary income of households. In
the secondary distribution of income account, these
8.13 In accordance with the general accounting rules of the contributions together with payments made by households
System, the entries in the account, apart from the balancing themselves in their capacity as employed, self-employed or
items, refer to amounts payable and receivable. These may unemployed persons, are recorded as payable by households
not necessarily coincide with the amounts actually paid or and receivable by the units responsible for the social
received in the same accounting period. Any amounts insurance schemes. Social contributions may be receivable
payable and not paid or receivable and not received are by a unit in any sector in their capacity as providing a social
recorded in the financial account, most often under accounts insurance scheme to their employees (even exceptionally
receivable/payable. households if in their capacity as unincorporated enterprises
they run a social insurance scheme for their employees) or by
8.14  Three main kinds of current transfers are distinguished in the a third-party unit designated as the institution responsible for
secondary distribution of income account: administering the scheme. Most contributions, however, are
likely to be recorded under resources for the general
a. Current taxes on income, wealth, etc.; government sector, including social security funds, and for
insurance corporations and pension funds in the financial
b. Social contributions and benefits; corporate sector. Social contributions are recorded under
uses only for households, either resident or non-resident.
c. Other current transfers.
8.17  Social benefits are current transfers received by households
Their general nature and the purposes they serve are intended to pm})ide for the needs that arise from 'certain
summarized in the following paragraphs events or ctrcu'mstances, ﬁ?r examp{e, stcknes.s,
unemployment, retirement, housing, education or family
circumstances. Social benefits may be provided under social
insurance schemes or by social assistance.
Table 8.1: The secondary distribution of income account — uses - concise form
Uses
S11 S12 S13 S14 S15 S1 S2
g 2 2 g ® =
2% §E §E 2 ¢ E 5. s
. o £g §8 £g 3 2 w§& 3gE® 8%t 5
Code Transactions and balancing items S g £ 3 3 5 2 = & & g e 3 2 °
D5 Current transfers 98 217 248 582 7 1212 17 1229
D51 Current taxes on income, wealth, etc. 24 10 0 178 0 212 1 213
D52 Net social contributions 333 333 0 333
D53 Social benefits other than social transfers in kind 62 205 12 0 5 384 0 384
D54 Other current transfers 12 62 136 71 2 283 16 299
Disposable income, gross 182 12 345 1264 42 1845 1845
Disposable income, net 45 2 315 1222 39 1623 1623
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8.18  Social insurance benefits in kind provided by employers are ~ 8.21  Disposable income, like the balance of primary incomes, may
treated as if they were paid in cash and included in the be recorded gross or net of consumption of fixed capital. As
secondary distribution of income account. If this were not so, elsewhere, the net measure is conceptually preferable but it
the purchase of the goods and services concerned would have may be necessary to record the balancing items gross because
to be shown as incurred by employers but these products are of the difficulty of measuring consumption of fixed capital
not intermediate consumption and enterprises cannot have even though consumption of fixed capital is a cost of
final consumption. However, social insurance benefits in production and not a component of income. The following
kind provided under general social security schemes and all discussion refers to the net concept of disposable income.
social assistance benefits in kind constitute social transfers in
kind and are therefore included only in the redistribution of 822  Disposable income is not all available in cash. The inclusion
income in kind account. In table 8.1 social benefits, except in the accounts of non-monetary transactions associated with
social transfers in kind, are recorded under resources for the production for own consumption or barter, or with
household sector and may, in principle, be recorded under remuneration in kind, means that households have no choice
uses for any sector operating a social insurance scheme in its but to consume certain kinds of goods and services for which
capacity as an employer. the values of the corresponding expenditures out of

disposable income are imputed. Although social transfers in
Other current transfers kind from government units or NPISHs to households are
recorded separately in the redistribution of income in kind

8.19  Other current transfers consist of all current transfers account, other transfers in kind are recorded in the secondary
between resident institutional units, or between resident and distribution of income account together with transfers in cash.
non-resident units, other than current taxes on income, They may include intemational transfers of fogd, clothing,
wealth, etc. and social contributions and benefits. The medlCIPe& etc., to relieve the effects of famine or cher
group includes net premiums and claims under non-life hardships ca.usefi by natural dlsastfzrs or wars. .Th§ recipients
insurance policies, current transfers between different kinds oftransfer s in kind, other than 50?131 tr.ansfers in kind, are,.by
of government units, usually at different levels of convention, recorded  as makmg lmputed consumption
government, and also between general government and expenditures on the gopds or services in question as if the
foreign governments, as well as current transfers to and from transfers were received in cash.

NPISHs and between resident and non-resident households.
8.23  Households also receive several kinds of imputed property

2. Disposable income (B6) income ﬂpws that are not avqilable to th_e householq to spend

as they wish. These include investment income on insurance,

8.20 D.isp.osab'le incm‘ne is the balancing ite'm in .the secondary ?:1136::1}1;e?lltldfuieélSslﬁzre:nt:)trleﬁ??;s ziic\:)vgllfl: ?]soxlscigiztefgo?;
distribution of income account. It is derived from the . o o

; i e K investment funds and to life insurance and annuities that are
balance of primary incomes of an institutional unit or sector s .
. not treated as social insurance do carry through to disposable
by: income even though they automatically go to increase the
assets held by households in the financial institutions
d. Adding all current transfers, except social transfers in managing these funds and policies and the household
kind, receivable by that unit or sector; and therefore has no discretion about spending these amounts.
Income flows that are related to non-life insurance and social
e. Subtracting all current transfers, except social transfers insurance schemes are recorded in the secondary distribution
in kind, payable by that unit or sector. of income account as if repaid to the non-life insurance
Table 8.1: The secondary distribution of income account — resources - concise form
Resources
S11 S12 S13 S14 S15 S1 S2
g2 g E 3 o ©

. o 8 §8 28 2 5 F2 g2 8L 3

Code Transactions and balancing items S g £ g 3 g = 5 S g Qg 3 s °
Balance of primary incomes, gross / National income, gross 208 15 226 1426 8 1883 1883
Balance of primary income, net / National income, net 7 5 196 1384 5 1661 1661
D5 Current transfers 72 274 367 420 41 1174 55 1229
D51 Current taxes on income, wealth, etc. 213 213 0 213
D52 Net social contributions 66 212 50 0 5 333 0 333
D53 Social benefits other than social transfers in kind 384 384 0 384
D54 Other current transfers 6 62 104 36 36 244 55 299
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corporation or social insurance schemes and are not included
in disposable income except for the part already committed to

National disposable income

meet the .service charge associfited with .the insurange policy 825  Most current transfers, whether in cash or in kind, can take
or social insurance scheme. Disposable income also includes place between resident and non-resident institutional units as
SNA interest on deposits by households, which is higher than well as between resident units. Gross or net national
bank-interest, and the excess of bank interest less SNA disposable income may be derived from gross or net
interest on loans to households. These differences are also national income by:
pre-committed to meeting the indirect service charges levied
by financial institutions on loans and deposits (FISIM). a. Adding all current transfers in cash or in kind
receivable by resident institutional units from non-
Links with economic theoretic concepts of income resident units; and
8.24  Disposable income as measured in the System can be b. Subtracting all current transfers in cash or in kind
compared with the concept of income as it is generally payable by resident institutional units to non-resident
understood in economics. From a theoretical point of view, units.
income is often defined as the maximum amount that a
household, or other unit, can consume without red.ucmg Its 806 Among the more important current transfers taking place
real net worth. However, the real net worth of a unit may.be between residents and non-residents are the following:
changed as a result of the receipt or payment of capital
transfers and as a result of real holding gains or losses that . oy )
. L a. Social contributions and/or benefits;
accrue on its assets or liabilities. It may also be changed by
events such as natural disasters that change the volume of .
assets. Capital transfers, real holding gains or losses and b. Payments of current taxes on income or wealth;
other changes in the volume of assets due to the effect of
events such as natural disasters are specifically excluded from ¢. Non-life insurance premiums and claims;
disposable income as measured here. (Capital transfers are
recorded in the capital account of the System, while other d. Current international cooperation: i.e., current transfers
changes in the volume of assets and real holding gains or between different governments, such as transfers under
losses are recorded in the other changes in assets accounts.) aid programmes intended to sustain the consumption
Disposable income can be interpreted in a narrow sense as the levels of populations affected by war or natural disasters
maximum amount that a household or other unit can afford to such as droughts, floods or earthquakes;
spend on consumption goods or services during the
accounting period without having to finance its expenditures e. Remittances between resident and non-resident
by reducing its cash, by disposing of other financial or non- households.
financial assets or by increasing its liabilities. This concept is
equivalent to the economic theoretic concept only when the g 77 The net disposable income of a country is a better measure
net worth at the beginning of the period is not changed by than its net national income (NNI) for purposes of analysing
capital transfers, other changes in the volume of assets or real its consumption possibilities.
holding gains or losses.
Table 8.2: The redistribution of income in kind account — uses -concise form
Uses
S11 S12 S13 S14 S15 S1 S2
g2 g E 8 o o
2% 5% sE ¢ 2 E 5_ %3
. o 2 §38 2¢ 2 2] 5 S =2 8BS s
Code Transactions and balancing items S g £ 3 3 s 2 L S g Q8 38 K
D6 Social transfers in kind 212 15 227 227
B7g Adjusted disposable income, gross 182 12 133 1491 27 1845 1845
B7n Adjusted disposable income, net 45 2 103 1449 24 1623 1623
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The redistribution of income in kind account

a. Adding the value of the social transfers in kind
receivable by that unit or sector; and

8.28 Apart from the balancing items, disposable income and
adjusted disposable income, all the entries in the b. Subtracting the value of the social transfers in kind
redistribution of income in kind account consist of social payable by that unit or sector.
transfers in kind. Social transfers in kind consist only of
social benefits in kind and transfers of individual non-market Adjusted disposable income, like disposable income, may be
goods and services provided to resident households by recorded gross or net of consumption of fixed capital.
government units, including social security funds, and Because social transfers in kind are payable only by
NPISHs. government units and NPISHs and only receivable by
households, it follows that the adjusted disposable incomes of
8.29 As social transfers in kind only take place between the general government and NPISHs sectors are lower than
government units, NPISHs and households, the redistribution their disposable incomes, while the adjusted disposable
of income in kind account is not needed for the non-financial income of the household sector exceeds its disposable income
and financial corporate sectors. by the total value of social transfers in kind. The adjusted
disposable income for the total economy is the same as its
8.30  The social transfers in kind payable by government units or disposable income. In practice, the concept of adjusted
NPISHs are recorded on the left-hand side of their disposable income is mainly relevant to government units,
redistribution of income in kind accounts under uses. For NPISHs and households, the distinction between adjusted
example, in table 8.2, the value of individual non-market disposable income and disposable income being irrelevant at
goods or services provided free, or at prices that are not the level of the economy as whole.
economically significant, by government units is recorded at
the intersection of the row for this item and the uses column ~ 8.32  The adjusted disposable income of a houschold can be
for the general government sector. Social transfers receivable interpreted as measuring the maximum value of the final
by the household sector are recorded on the right-hand side of consumption goods or services that it can afford to consume
their account under resources. As only the household sector in the current period without having to reduce its cash,
receives social transfers in kind, the resources columns for dispose of other assets or increase its liabilities for the
the other four sectors are empty. purpose. Its consumption possibilities are determined not
only by the maximum amount it can afford to spend on
4. Adjusted disposable income (B7) consumption goods and services (it§ disposable incomg), bqt
also by the value of the consumption goods and services it
. . . . .. . receives from government units or NPISHs as social transfers
831  Adjusted disposable income is the balancing item in the in kind. Conversely. the adiusted disposable income of
redistribution of income in kind account. It is derived from m ’ Y J P .
X s R ) general government can be interpreted as measuring the
the disposable income of an institutional unit or sector by: maximum value of the collective services that it can afford to
provide to the community without having to reduce its cash.
Table 8.2: The redistribution of income in kind account — resources - concise form
Resources
S11 S$12 S13 S14 S15 S1 S2
© » %) — @
e s _2g % - & B
£8 8% SE 3§ 5 LF o gf
. - £a sa <@ 3 L 55 Y= gz =
Code Transactions and balancing items S 3 = S 3 g 2 % ° g g e 3 g °
Disposable income, gross 182 12 345 1264 42 1845 1845
Disposable income, net 45 2 315 1222 39 1623 1623
D6 Social transfers in kind 227 227 227
B7g
B7n
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Current transfers (D5)

As defined above, a transfer is a transaction in which one
institutional unit provides a good, service or asset to another
unit without receiving from the latter any good, service or
asset in return as a direct counterpart. A unit making a
transfer receives no specific quantifiable benefit in return that
can be recorded as part of the same transaction.
Nevertheless, the payment of a social insurance contribution
or non-life insurance premium may entitle the unit making
the payment to some contingent future benefits. For example,
a household may be entitled to receive some social benefits
should certain events occur or certain conditions prevail.
Alternatively, a household paying taxes may be able to
consume certain collective services provided by government
units. However, the fact that a transfer has been made does
not automatically mean a benefit will be received by the unit
making the transfer nor, if it does, that the amount of the
benefit is commensurate with the amount of the transfer. It is
for this reason that the System holds there is no direct
counterpart to the transfer.

The process of government collecting taxes and using the
revenue generated to pay for the provision of government
services and the process by which an insurance corporation
accepts premiums for non-life insurance in a year from many
policyholders and pays claims to a relatively small number of
them are essentially distributive in nature. Within a single
accounting period, an institutional unit (the government or the
insurance corporation) receives and disburses funds
according to a given set of procedures but the events giving
rise to payments to and disbursements by these units are not
directly related. .

In contrast, payments of premiums on individual life
insurance policies taken out by members of households on
their own initiative outside any social insurance scheme, and
the corresponding benefits, are not transfers. For life
insurance, the insurance corporation manages funds on behalf
of a named household. There is relatively little redistribution
among the various households holding similar policies and
each household is able to predict with a reasonable degree of
certainty what they will receive and when. Such policies
therefore constitute the acquisition and disposal of financial
assets and are recorded as such in the financial accounts of
the System as components of the change in the life insurance
and annuities entitlement.

It could be argued that pension schemes function in a manner
similar to life insurance schemes and that they should be
treated as savings schemes of individual households. There
are three reasons in the System why the designation of social
insurance scheme is used to cover employment-related
pensions, a designation that brings with it the recording of
contributions and benefits as transfers. The first is that social
security is essentially a process of redistribution across a wide
section of the population with many individuals contributing
so that those in need may benefit. A second reason is that
pensions provide a regular and stable source of funding post-
retirement. In other economic applications, such as surveys
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8.37

8.38

8.39

of income and expenditure, pensions are regarded as income
rather than dis-saving. The third reason for treating pensions
as income rather than dis-saving is that they frequently cease
when the pensioner (or survivor) dies. In this pension
entitlements are distinct from other financial assets that are
unaffected by the death of the owner.

The distinction between current and capital
transfers

Transfers may be either current or capital. In order to
distinguish one from the other, it is preferable to focus on the
special characteristics of capital transfers. As noted above, a
capital transfer is one that is linked to the acquisition or
disposal of an asset. Institutional units must be capable of
distinguishing capital from current transfers and must be
presumed to treat capital transferred during the course of the
accounting period in the same way as capital held throughout
the period. For example, a prudent household will not treat a
capital transfer that happens to be received during a particular
period as being wholly available for final consumption within
the same accounting period. Conversely, a household making
a capital transfer (for example, the payment of an inheritance
tax) will not plan to reduce its final consumption by the
whole amount of the transfer. Unless institutional units are
capable of distinguishing capital from current transfers and
react differently to them, it becomes impossible to measure
income, both in theory and in practice.

Current transfers consist of all transfers that are not transfers
of capital. They directly affect the level of disposable income
and should influence the consumption of goods or services.
In practice, capital transfers tend to be large, infrequent and
irregular, whereas current transfers tend to be comparatively
small and are often made frequently and regularly. However,
while size, frequency and regularity help to distinguish
current from capital transfers they do not provide satisfactory
criteria for defining the two types of transfer. For example,
social security benefits in the form of maternity or death
benefits are essentially current grants designed to cover the
increased consumption expenditures occasioned by births or
deaths, even though the events themselves are obviously
infrequent.

It is possible that some cash transfers may be regarded as
capital by one party to the transaction and as current by the
other. For example, the payment of an inheritance tax may be
regarded as a capital transfer by the household but as a
current transfer by government. Similarly, a large country
that regularly makes investment grants to a number of smaller
countries may regard the outlays as current, even though they
may be specifically intended to finance the acquisition of
assets. In an integrated system of accounts such as the SNA,
however, it is not feasible to have the same transaction
classified differently in different parts of the System.
Accordingly, a transfer should be classified as capital for both
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parties if it clearly involves a transfer of an asset for one of
the parties.

The recording of transfers

Although no good, service or asset is received in return as a
direct counterpart to a transfer, the recording of a transfer
nevertheless must give rise to four entries in the accounts.
The ways in which transfers (whether in cash or in kind) and
social transfers in kind are recorded are shown below in the
following examples.

Transfers in cash

The first example is of a current transfer in cash, such as the
payment of a social security benefit in cash. The transfer is
recorded as payable by the social security fund and receivable
by the household in the secondary distribution of income
account. (If the transfer were a capital transfer, it would be
recorded in the capital account instead of the secondary
distribution of income account.) The consequence of the
transfer is a reduction in the financial assets (or increase in
the financial liabilities) of the social security scheme and an
increase in the financial assets of the household. The
eventual use of the cash by the household is recorded
subsequently as a separate transaction.

Household Social security fund
Resources/ Resources/
Uses/ Changes | Changesin | Uses/ Changes| Changes in
in assets liabilities and ne| in assets liabilities and net|
worth worth

Secondal
pistributitrjyn of r;l';;saf;; Transfer payable]
income account

Increase in Decrease in
Financial account financial asset | financial asset

Provisions of goods and services

The second example is of an enterprise producing medicines
that donates some of its output free of charge to a charity
(NPISH). The only transfers recorded in the System as being
in kind are social transfers in kind (discussed below). For all
other transfers, both current and capital, a cash transfer is
imputed followed by an imputed cash purchase of the goods
and services being provided.  This implies that two
transactions should be recorded, each with four entries. In
this example, the first is the provision of a transfer by the
enterprise to the NPISH, the second is the purchase of the
medicine by the NPISH using the funds made available by
the transfer. Both transactions imply two entries in the
financial account and, if both transactions are completed in
the same accounting period, these changes in financial assets
will cancel each other for both units involved, leaving only
four entries apparent in the accounts. However, if there is a
difference in the timing between when the transfer is recorded
and when the delivery of the medicine takes place, there will
be need to include the entries in the financial accounts.
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NPISH Enterprise
Resources/ Resources/
Uses/ Changes | Changesin | Uses/ Changes |  Changes in
in assets liabilities and net|  in assets liabilities and net
worth worth

Secondary
Distribution of Transfer Transfer payable|
) receivable
income account

Increase in Decrease in

Financial account

financial asset | financial asset

Production Output of
account medicine
Use of income Expenditure on
account medicine

Decrease in Increase in

Financial account

financial asset financial asset

A more complex variant occurs if enterprise A purchases the
medicine from enterprise B and then gives it to an NPISH.
Although A actually purchases the goods from B, they do not
form part of A’s intermediate consumption or capital
formation. Nor can they be recorded as final consumption by
A, since it is an enterprise. As before, a cash transfer is
imputed from enterprise A to the NPISH and an imputed
purchase by the NPISH. If both transactions occur in the
same accounting period, the two entries of the financial
account for the NPISH will cancel, leaving only six of the
eight entries apparent in the accounts.

NPISH Enterprise A Enterprise B
Resources/ Resources/ Resources/
Uses/ Changesin| Uses/ |Changesin| Uses/ [Changesin
Changes in | liabilities |Changesin| liabilities |Changesin| liabilities
assets and net assets and net assets and net
worth worth worth
S.ecolndgry Transfer | Transfer
Distribution of .
N receivable | payable
income account
Increase in | Decrease in|
Financial account financial | financial
asset asset
Production Output of
account medicine
Use of income Expenditure
account on medicine
Decrease in Increase in
Financial account |  financial financial
asset asset

Social transfers in kind

In the System, final consumption expenditure is incurred only
by general government, NPISHs and houscholds. All
consumption expenditure by households is incurred on their
own behalf. Consumption expenditure by general
government, on the other hand, is either for the benefit of the
community at large (collective consumption) or for the
benefit of individual households. This distinction between
collective and individual consumption expenditure is of
considerable importance in the System and is discussed in
detail in chapter 9. Consumption expenditures by general
government and NPISHs on behalf of households (their
individual consumption expenditures) are undertaken for the
purpose of making social transfers in kind. They cover the
non-market output of both general government and NPISHs
delivered to households free, or at prices that are not
economically significant, as well as goods and services
bought from market producers and provided to households
free or at prices that are not economically significant. Social
transfers in kind are recorded differently from the provision
of other goods and services without charge.

8-9



8.45

8.46

8.47

8.48

8.49

8.51

UNSC version

The next example is of an education service provided to a
household by a non-market producer owned by a government
unit. The provision of the service is actually recorded twice
in the accounts of the System. First, it is recorded in the
traditional way in national accounting as output by
government in the production account and final consumption
expenditure of government in the use of income account. As
this transaction is recorded as an internal transaction within
government, it leads to only two, not four entries, in the
accounts, both being recorded under general government.

General government
Resources/
Uses/ Changes | Changes in
inassets [liabilities and net|
worth
Output of
Production education
account services
Consumption
expenditure of
Use of income education
account services

This method of recording does not portray the fact that in
reality the education service is actually provided to a
household as a social transfer in kind paid for by government.
A second method of recording is, therefore, adopted in the
System that recognizes this fact. This method is illustrated
below.

In this case the consumption of the education service is
recorded as actual consumption by households in the use of
adjusted disposable income account. The resources for this
are provided via social transfers in kind from government to
households in the redistribution of income in kind account.
(The distinction between actual consumption and
consumption expenditure for households, general government
and NPISHs is further elaborated in chapter 9.)

The final example is a more complex case involving two
interrelated transactions in which a government unit, or
NPISH, purchases a good or service, such as a medicine,
from a market producer and then provides it free to a
household.

Under the normal recording in the System, four entries would
be required showing the sale of the medicine by the enterprise
and the purchase as final consumption expenditure of

8.50

Current taxes on income, wealth, etc. (D51)

Taxes are compulsory, unrequited payments, in cash or in
kind, made by institutional units to government units. They
are transfers because the government provides nothing
directly in return to the individual unit paying the tax,
although governments do provide goods or services to the
community as a whole or to other individual units, or groups
of units, depending on their general economic and social
policy. Current taxes on income, wealth, etc., consist mainly
of taxes levied on the incomes of households and
corporations. They constitute charges against income and are
recorded under uses for the households and corporate sectors

11/1/08

Household General government
Resources/ Resources/
Uses/ Changes | Changesin | Uses/ Changes | Changes in
in assets liabilities and net; in assets liabilities and net|
worth worth
Output of
Production education
account services
Redistribution of Social transfers
income in kind in kind Social transfer in
account receivable kind payable
Actual
Use of adjusted | consumption of
disposable education
income account services

government with consequences for the financial accounts for
both units. The purchase would be recorded as consumption
expenditure by government. When explicitly recording social
transfers in kind, the entry for the consumption expenditure
by government is replaced by two entries for the social
transfers in kind and one for actual consumption by
households. The entries for the financial account remain as
under the normal recording of government purchases.

Household General government Enterprise
Resources/ Resources/ Resources/
Uses/ Changesin| Uses/ [Changesin| Uses/ [Changesin
Changesin | liabilities |Changesin| liabilities | Changesin| liabilities
assets and net assets and net assets and net
worth worth worth
Production Output/sale
account of medicine
Social Social
Redistribution of transfers in| transfer in
income in kind kind kind
account receivable | payable
Use of adjusted Actual
disposable consumption
income account | of medicine
Decrease in| Increase in
Financial account financial financial
asset asset

This example also covers the case in which the household
purchases the medicine directly from a pharmacist and is then
reimbursed by the social security fund, other government unit
or NPISH that ultimately bears the cost. In this case, the
household is not recorded as actually incurring any
expenditure, the expenditure being attributed to social
security fund or other unit that ultimately bears the cost.

in the secondary distribution of income account. The taxes
may also be payable by non-residents or possibly by
government units or non-profit institutions. Current taxes on
income, wealth, etc., would have been described as “direct
taxes” in the past, but the terms “direct” and “indirect” are no
longer used in the System, as explained in chapter 7. |The
taxes cannot be described simply as “current taxes on income
and wealth” because they include some periodic taxes on
households that are assessed neither on the income nor the
wealth of the household or its members, for example, poll
taxes.

8-10



8.52

8.53

8.54

8.55

8.56

UNSC version

The general nature of taxes and the accounting rules
governing their recording in the System were described in
paragraphs 7.75 to 7.81. For convenience, these paragraphs
are repeated below.

Taxes versus fees

One of the regulatory functions of governments is to forbid
the ownership or use of certain goods or the pursuit of certain
activities, unless specific permission is granted by issuing a
licence or other certificate for which a fee is demanded. If
the issue of such licences involves little or no work on the
part of government, the licences being granted automatically
on payment of the amounts due, it is likely that they are
simply a device to raise revenue, even though the government
may provide some kind of certificate, or authorization, in
return. However, if the government uses the issue of licences
to exercise some proper regulatory function, for example,
checking the competence, or qualifications, of the person
concerned, checking the efficient and safe functioning of the
equipment in question, or carrying out some other form of
control that it would otherwise not be obliged to do, the
payments made should be treated as purchases of services
from government rather than payments of taxes, unless the
payments are clearly out of all proportion to the costs of
providing the services. The borderline between taxes and
payments of fees for services rendered is not always clear-cut
in practice (see paragraph 8.62 (c) for a further explanation of
this matter in the case of households).

Links with the IMF and OECD tax classifications

The coverage of taxes in the SNA coincides with that of “tax
revenue” as defined in the GFSM2001, and also with “taxes”
as defined in Revenue Statistics. In contrast to the latter, the
SNA includes imputed taxes or subsidies resulting from the
operation of official multiple exchange rates, imputed taxes
and subsidies resulting from a central bank imposing interest
rates above or below the market rate and does not classify
social security contributions under the heading of taxes.
Chapter 5 of the GFSM2001 contains a detailed listing and
classification of taxes according to the nature of the tax.
Annex A of Revenue Statistics contains a closely related
classification.

The categories of tax distinguished in the System depend on
the interaction of the following three factors, of which the
nature of tax is only one:

a. The nature of the tax, as
GFSM2001/OECD classification;

specified in the

b. The type of institutional unit paying the tax;
c. The circumstances in which the tax is payable.

Thus, payments of exactly the same tax may be recorded
under two different headings in the System. For example,
payment of an excise duty may appear under “taxes on
imports, except value added taxes (VAT) and duties” or
under “taxes on products, except VAT, import and export
taxes” depending upon whether the excise duty is paid on an
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imported or domestically produced good.

For this reason, it is not
possible to arrive at the SNA categories simply by regrouping
the GFSM2001/OECD classifications. However, in order to
take advantage of the existence of these detailed
classifications, each category of tax listed below contains a
cross-reference to the corresponding GFSM2001 and OECD
classifications. It should be noted, though, that the SNA
categories are included within the GFSM2001 and OECD
categories but may not be identical with them.

The accrual basis of recording

All taxes should be recorded on an accrual basis in the
System, that is, when the activities, transactions or other
events occur that create the liabilities to pay taxes. However,
some economic activities, transactions or events, which under
tax legislation ought to impose on the units concerned the
obligation to pay taxes, permanently escape the attention of
the tax authorities. It would be unrealistic to assume that
such activities, transactions or events give rise to financial
assets or liabilities in the form of payables and receivables.
For this reason the amounts of taxes to be recorded in the
System are determined by the amounts due for payment only
when evidenced by tax assessments, declarations or other
instruments, such as sales invoices or customs declarations,
that create liabilities in the form of clear obligations to pay on
the part of taxpayers. (In assessing the amount of tax
accruing, care must be taken not to include tax unlikely ever
to be collected.) Nevertheless, in accordance with the accrual
principle, the times at which the taxes should be recorded are
the times at which the tax liabilities arise. For example, a tax
on the sale, transfer or use of output should be recorded when
that sale, transfer or use took place, which is not necessarily
the same time as that at which the tax authorities were
notified, at which a tax demand was issued, at which the tax
was due to be paid or the payment was actually made. Some
flexibility is permitted, however, as regards the time of
recording of income taxes deducted at source (see paragraph
8.60).

In some countries, and for some taxes, the amounts of taxes
eventually paid may diverge substantially and systematically
from the amounts due to be paid to the extent that not all of
the latter can be effectively construed as constituting financial
liabilities as these are understood within the System. In such
cases, it may be preferable for analytic and policy purposes to
ignore unpaid tax liabilities and confine the measurement of
taxes within the System to those actually paid. Nevertheless,
the taxes actually paid should still be recorded on an accrual
basis at the times at which the events took place that gave rise
to the liabilities.

Interest, fines or other penalties

In principle, interest charged on overdue taxes or fines, or
penalties imposed for the attempted evasion of taxes, should
be recorded separately and not as taxes. However, it may not
be possible to separate payments of interest, fines or other
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penalties from the taxes to which they relate, so that in
practice they are usually grouped with taxes.

Taxes on income (D511)

Taxes on income consist of taxes on incomes, profits and
capital gains. They are assessed on the actual or presumed
incomes of individuals, households, NPISHs or corporations.
They include taxes assessed on holdings of property, land or
real estate when these holdings are used as a basis for
estimating the income of their owners. In some cases the
liability to pay income taxes can only be determined in a later
accounting period than that in which the income accrues.
Some flexibility is therefore needed in the time at which such
taxes are recorded. Income taxes deducted at source, such as
pay-as-you-earn taxes, and regular prepayments of income
taxes, may be recorded in the periods in which they are paid
and any final tax liability on income can be recorded in the
period in which the liability is determined. Taxes on income
include the following types of taxes:

a. Taxes on individual or household income: These consist
of personal income taxes, including those deducted by
employers (pay-as-you-earn taxes), and surtaxes. Such
taxes are usually levied on the total declared or presumed
income from all sources of the person concerned:
compensation of employees, property income, pensions,
etc., after deducting certain agreed allowances. Taxes on
the income of owners of unincorporated enterprises are
included here (GFSM2001, 1111; OECD, 1110);

b. Taxes on the income of corporations: These consist of
corporate income taxes, corporate profits taxes, corporate
surtaxes, etc. Such taxes are usually assessed on the total
incomes of corporations from all sources and not simply
profits generated by production (GFSM2001, 1112;
OECD, 1210);

c. Taxes on capital gains: These consist of taxes on the
capital gains (described as holding gains in the System’s
terminology) of persons or corporations that become due
for payment during the current accounting period,
irrespective of the periods over which the gains have
accrued. They are usually payable on nominal, rather
than real, capital gains and on realized, rather than
unrealized, capital gains (GFSM2001, 1111-1113;
OECD, 1120, 1220);

d. Taxes on winnings from lotteries or gambling: These are
taxes payable on the amounts received by winners as
distinct from taxes on the turnover of producers that
organize gambling or lotteries, which are treated as taxes
on products (GFSM2001, 1111-113; OECD, 1120).

The recording of tax credits is discussed in chapter22.
Other current taxes (D519)
Current taxes on capital

Current taxes on capital consist of taxes that are payable
periodically, usually annually, on the property or net wealth
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of institutional units, excluding taxes on land or other
assets owned or rented by enterprises and used by them for
production, such taxes being treated as other taxes on
production. They also exclude taxes on property or wealth
levied infrequently and at irregular intervals, or in exceptional
circumstances (e.g., death duties), such taxes being treated as
capital taxes. They also exclude income taxes assessed on the
basis of the value of the property owned by institutional units
when their incomes cannot be estimated satisfactorily, such
taxes being recorded under the previous heading, taxes on
income. Current taxes on capital include the following:

a. Current taxes on land and buildings: These consist of
taxes payable periodically, in most cases annually, on the
use or ownership of land or buildings by owners
(including owner-occupiers of dwellings), tenants or both,
excluding taxes on land or buildings rented or owned by
enterprises and used by them in production (GFSM2001,
1131; OECD, 4100);

b. Current taxes on net wealth: These consist of taxes
payable periodically, in most cases annually, on the value
of land or fixed assets less any debt incurred on those
assets, excluding taxes on assets owned by enterprises
and used by them in production (GFSM2001, 1132;
OECD, 4200);

c. Current taxes on other assets: These include taxes
payable periodically, usually annually, on assets such as
jewellery or other external signs of wealth (GFSM2001,
1136; OECD, 4600).

Miscellaneous current taxes

These consist of various different kinds of taxes payable
periodically, usually annually, of which the most common are
the following:

a. Poll taxes: These are taxes levied as specific amounts of
money per adult person, or per household, independently
of actual or presumed income or wealth. The amounts
levied may vary, however, according to the circumstances
of the person or household (GFSM2001, 1162; OECD,
6000);

b. Expenditure taxes: These are taxes payable on the total
expenditures of persons or households instead of on their
incomes. Expenditure taxes are alternatives to income
taxes and may be levied at progressively higher rates in
the same way as personal income taxes, depending upon
the total level of expenditure. They are uncommon in
practice (GFSM2001, 1162; OECD, 6000);

c. Payments by households to obtain certain licences:
Payments by persons or households for licences to own or
use vehicles, boats or aircraft and for licences to hunt,
shoot or fish are treated as current taxes. So are payments
to government for the right to undertake certain activities,
such as operating a casino or driving a taxi-cab. Chapter
17 part 5 discusses when a licence to use a natural
resource is treated as an asset. Payments for all other
kinds of licences (for example, driving or pilot’s licences,
television or radio licences, firearm licences, etc.) or fees

8-12



8.63

8.64

8.65

UNSC version

to government (for example, payments for passports,
airport fees, court fees, etc.) are treated as purchases of
services rendered by governments. The boundary
between taxes and purchases of services is based on the
practices actually followed in the majority of countries in
their own accounts (GFSM2001, 11451 and 11452;
OECD, 5200);

Social insurance schemes

Social insurance schemes are schemes in which social
contributions are paid by employees or others, or by
employers on behalf of their employees, in order to secure
entitlement to social insurance benefits, in the current or
subsequent periods, for the employees or other contributors,
their dependants or survivors. They may be organized
privately or by government units. Social insurance benefits
may be provided in cash or in kind. They become payable
when certain events occur, or certain circumstances exist, that
may adversely affect the welfare of the households concerned
either by imposing additional demands on their resources or
reducing their incomes. The contingencies covered are liable
to vary from scheme to scheme. However, the identification
of certain receivables as social insurance benefits depends not
just on the contingencies covered but also the way in which
coverage is provided.

Circumstances covered by social insurance
schemes

Social benefits may be divided into two main classes;
pensions and all other social benefits, described in the System
as non-pension benefits. The most important type of pension
is one paid to an individual when they cease employment on
retirement.  Pensions may also be payable to other
individuals, for example a bereaved spouse or someone
suffering from a permanent disability. Payments made while
a person is temporarily unemployed or suffering a medical
condition that prevents them from working for a period are
treated as non-pension benefits.

Six kinds of circumstances illustrate when social insurance
non-pension benefits may be payable as follows:

a. The beneficiaries, or their dependants, require medical,
dental or other treatments, or hospital, convalescent or
long-term care, as a result of sickness, injuries, maternity
needs, chronic invalidity, old age, etc. The social
insurance benefits are usually provided in kind in the
form of treatment or care provided free or at prices that
are not economically significant, or by reimbursing
expenditures made by households. Social insurance
benefits in cash may also be payable to beneficiaries
needing health care;

b. The beneficiaries have to support dependants of various
kinds: spouses, children, elderly relatives, invalids, etc.
The social insurance benefits are usually paid in cash in
the form of regular dependants’ or family allowances;
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d. Taxes on international transactions: These consist of
taxes on travel abroad, foreign remittances, foreign
investments, etc., except those payable by producers
(GFSM2001, 1155 and 1156; OECD, 5127).

c. The beneficiaries suffer a reduction in income as a result
of not being able to work full-time. The social insurance
benefits are usually paid regularly in cash for the duration
of the condition. In some instances a lump sum may be
provided additionally or instead of the regular payment.
People may be prevented from working for various
different reasons, including involuntary unemployment,
including temporary lay-offs and short-time working, and
sickness, accidental injury, the birth of a child, etc. that
prevents a person from working, or from working full-
time;

d. The beneficiaries suffer a reduction in income because of
the death of the main income earner. The social
insurance benefits are usually paid in cash in the form of
regular allowances or, in some instances, a lump sum;

e. The beneficiaries are provided with housing either free or
at prices that are not economically significant or by
reimbursing expenditure made by households;

f. The beneficiaries are provided with allowances to cover
education expenses incurred on behalf of themselves or
their dependants; education services may occasionally be
provided in kind.

The above are typical circumstances in which social
insurance benefits are payable. = However, the list is
illustrative rather than exhaustive. It is possible, for example,
that under some schemes other benefits may be payable.
Conversely, by no means do all schemes provide benefits in
all the circumstances listed above. In practice, the scope of
social insurance schemes is liable to vary significantly from
country to country, or from scheme to scheme within the
same country.

Similar benefits may be payable as part of social assistance.
Typically social assistance is provided by government to all
persons who are in need without any formal requirement to
participate as evidenced by the payment of contributions, for
example. The extent of social assistance varies very
considerable from country to country. In many countries,
benefits are only payable to people on low incomes. This is
often described as saying the benefits are “means-tested”,
where the term “means” is used in the sense of indicating a
maximum qualifying level of income.
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The organization of social insurance schemes

8.70

Many social insurance schemes are organized collectively for
groups of workers so that those participating do not have to

8.68  The schemes themselves are intended to cover beneficiaries take out individual insurance policies in their own names. Tn
and their dependants during their working lives and usually §uch cases, there.ls no difficulty about distinguishing soc1.al
also into retirement, whether they are employees, employers, insurance from Insurance taken out on a personal 1?3515'
own-account workers, or persons temporarily without However, some s.oc.lal msurance schemqs ‘may permit, or
employment. Eligibility for social insurance benefits requires even require, participants to take out policies in their own
social contributions to have been paid by, or on behalf of, the names. In Qrder ‘for an individual policy to be treatefi.as part
beneficiaries or their dependants in the current or previous of a social insurance scheme the eventualities or
accounting  periods. As already noted, the social circumstances against which the participants are 1r1§ured must
contributions may be payable not only by the participants be of the kind hste_d in paragraph 8.65, and in addition, one or
themselves but also by employers on behalf of their more of the following conditions must be satisfied:
employees.

a. Participation in the scheme is obligatory either by law for

8.69  Social insurance schemes must be organized collectively for a specified category of worker, whether employf.:r. or non-
groups of workers or be available by law to all workers or employed, or under the terms and conditions of
designated categories of workers, possibly including non- employment of an employee, or group of employees;
employed persons as well as employees. They may range
from private schemes arranged for selected groups of workers b. The scheme is a collective one operated for the benefit of
employed by a single employer to social security schemes a designated group of workers, whether employees or
covering the entire labour force of a country. Participation in non-employed, participation being restricted to members
such schemes may be voluntary for the workers concerned, of that group;
but it is more common for it to be obligatory. For example,
participation in schemes organized by individual employers c. An employer makes a contribution (actual or imputed) to
may be required by the terms and conditions of employment the scheme on behalf of an employee, whether or not the
collectively agreed between employers and their employees. employee also makes a contribution.

Participation in nationwide social security schemes organized
by government units may be compulsory by law for the entire The premiums payable, and claims receivable, under
labour force, except perhaps for persons who are already individual policies taken out under a social insurance
covered by private schemes. . N .
scheme are recorded as social contributions and social
insurance benefits.
Table 8.3: The secondary distribution of income account — with detail for taxes and social contributions — uses
Uses
S11 S12 S13 S14 $15 S1 S2
'g QC) 2 k= % [} b=l
§ =% wt g ) g £z S @
T8 58 88 & & g gz %S =
Code Transactions and balancing items S § £ § 3 g 2 S E 2 e e 3 g E
D5 Current transfers 98 217 248 582 7 1212 17 1229
D51 Current taxes on income, wealth, etc. 24 10 0 178 0 212 213
D511 Taxes on income 20 7 0 176 0 203 1 204
D519 Other current taxes 4 3 0 2 0 9 9
D52 Net social contributions 333 333 0 333
D521 Employers’ actual social contributions 181 181 0 181
D5211 Employers' actual pension contributions 168 168 0 168
D5212 Employers' actual non-pension contributions 13 13 0 13
D522 Employers' imputed social contributions 19 19 0 19
D5221 Employers' imputed pension contributions 18 18 0 18
D5222 Employers' imputed non-pension contributions 1 1 0 1
D523 Households' actual social contributions 129 129 0 129
D5231 Households' actual pension contributions 115 115 0 115
D5232 Households' actual non-pension contributions 14 14 0 14
D524 Households social contributions supplements 10 10 0 10
D5241 Households pension contribution supplements 8 8 0 8
D5242 Households non-pension contribution supplements 2 2 0 2
Social insurance scheme service charges 6 6 0 6
D53 Social benefits other than social transfers in kind 62 205 112 0 5 384 0 384
D54 Other current transfers 12 62 136 71 2 283 16 299
Disposable income, gross 182 12 345 1264 42 1845 1845
Disposable income, net 45 2 315 1222 39 1623 1623
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Thus, social insurance schemes are essentially schemes in
which workers are obliged, or encouraged, by their employers
or by general government to take out insurance against
certain eventualities or circumstances that may adversely
affect their welfare or that of their dependants. When
individuals take out insurance policies in their own names, on
their own initiative and independently of their employers or
government, the premiums payable and claims receivable are
not treated as social contributions and  social
insurancebenefits, even though the policies may be taken out
against the same kinds of eventualities or situations as are
covered by social insurance schemes such as accident, ill
health, retirement, etc. The premiums payable and claims
receivable under such individual insurance policies are
recorded as current transfers in the secondary distribution of
income account in the case of non-life insurance, while the
premiums payable and claims receivable under individual life
insurance policies are recorded as acquisitions and disposals
of financial assets in the financial account.

8.73

All social insurance schemes are founded on an employment
relationship even if the participants are self-employed or
currently unemployed. Two main types of social insurance
schemes may be distinguished:

a. The first consists of social security schemes covering the
entire community, or large sections of the community,
that are imposed, controlled and financed by government
units. Pensions payable under these schemes may or may
not be related to levels of salary of the beneficiary or
history of employment. Non-pension benefits are less
frequently linked to salary levels.

b. The second type consists of other employment-related
schemes. These schemes derive from an employer-
employee relationship in the provision of pension and
possibly other entitlements that are part of the conditions
of employment and where responsibility for the provision
of benefits does not devolve to general government under
social security provisions.

8.72  As can be seen from the consideration of individual insurance
policies, the nature of the benefit is by no means sufficient to Making this distinction is difficult in some countries where
1dent1fy.the social natpre of the transactions.  For example, the ultimate responsibility for administering the scheme and
the receipt of free medical services does. not always constitute paying benefits is undertaken by government on behalf of
a social beneﬁt.. If the medical services recelv?d by one many employers not working for general government. In
household are paid for by another, they are not' social benefits countries where there is no such arrangement, social
but transfers between households.  First aid rendered to insurance schemes organized by government units for their
employees at Work is not a social beneﬁF, the costs involved own employees, as opposed to the working population at
being recorded as intermediate consumption of f[he employer. large, should, if possible, be included in the group of other
In general, social benefits cannot be provided by one employment-related schemes and not remain within social
hoqsehold to another except in .the relatively rare case in security schemes.
which an unincorporated enterprise owned by a household
operates a social insurance scheme for the benefit of its
employees.
Table 8.3: The secondary distribution of income account — with detail for taxes and social contributions — resources
Resources
S11 S12 S13 S14 S15 S1 S2
sg 2 3 g -
8% 3% Tt £ ¢ e £ tg
. . T8 58 2% 2 & T2 2T Y8E s
Code Transactions and balancing items S5 £35 o 3 ] o 5 3 ] S5 k]
= O Lo O o I = =3 o Q.2 =
Balance of primary incomes, gross / National income, gross 208 15 226 1426 8 1883 1883
Balance of primary income, net / National income, net 7 5 196 1384 5 1661 1661
D5 Current transfers 72 274 367 420 41 1174 55 1229
D51 Current taxes on income, wealth, etc. 213 213 0 213
D511 Taxes on income 204 204 0 204
D519 Other current taxes 9 9 9
D52 Net social contributions 66 212 50 0 5 333 0 333
D521 Employers’ actual social contributions 31 109 38 0 3 181 0 181
D5211 Employers' actual pension contributions 27 104 35 0 2 168 0 168
D5212 Employers' actual non-pension contributions 4 5 3 0 1 13 0 13
D522 Employers' imputed social contributions 12 2 4 0 1 19 0 19
D5221 Employers' imputed pension contributions 12 1 4 0 1 18 0 18
D5222 Employers' imputed non-pension contributions 0 1 0 0 0 1 0 1
D523 Households' actual social contributions 25 94 9 0 1 129 0 129
D5231 Households' actual pension contributions 19 90 6 0 0 115 0 115
D5232 Households' actual non-pension contributions 6 4 3 0 1 14 0 14
D524 Households social contributions supplements 10 10 0 10
D5241 Households pension contribution supplements 8 8 0 8
D5242 Households non-pension contribution supplements 2 2 0 2
Social insurance scheme service charges 2 3 1 6 0 6
D53 Social benefits other than social transfers in kind 384 384 0 384
D54 Other current transfers 6 62 104 36 36 244 55 299
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Social security schemes

In many countries, social security schemes are by far the most
important category of social insurance schemes and it is
worth summarizing their main characteristics. Social security
schemes are schemes imposed, controlled and financed by
government units for the purpose of providing social benefits
to members of the community as a whole, or of particular
sections of the community. The social security funds
established for this purpose are separate institutional units
organized and managed separately from other government
funds. Their receipts consist mainly of contributions paid by
individuals and by employers on behalf of their employees,
but they may also include transfers from other government
funds. The payment of social security contributions by, or on
behalf of, certain specified individuals, such as employees,
are generally compulsory by law, but some other individuals
may choose to pay voluntarily in order to qualify for the
receipt of social security benefits.

Net social contributions (D52)

In the System, all contributions to social insurance schemes
are shown as made by households. There are, however,
several elements to the amounts paid. The first is the amount
of contributions made by the employer on behalf of the
employee.  This amount is part of compensation of
employees and is received by households in the generation of
income account and thus forms part of the balance of primary
income of households. The second element consists of actual
payments made by households in the current period to cover
their share of the pension and other provisions relating to the
current period. These payments may be made by employees,
self-employed persons or non-employed persons. A third
element consists of contribution supplements, or imputed
payments by households, which represent the return to the
pension fund of the property income earned on the start of
year pension entitlement and on any reserves established for
non-pension benefits. These are attributed to households in
the allocation of primary income account and, like the
employers’ contributions, are included in the balance of
primary incomes for households. Set against these is the
service fee charged by the unit administering the pension
scheme. This may be an explicit charge made by a unit
separate from the employer or may be the sum of costs
incurred by the employer in administering the scheme if it is
not a separate unit. Depending on the nature of the scheme,
either the contribution by the employer or the property
income includes the value of the service charge

Table 8.3 shows table 8.1 with social contributions
disaggregated according to these criteria. For practical
reasons, the tables show the employers’ contributions and
property income at the same value as recorded in the
distribution of primary income account with the service
charge shown specifically. This charge, though, is not a
redistributive transaction but part of output and consumption
expenditure. It is included in the table to clarify the way in
which social insurance is funded. Each heading is discussed
briefly in turn below. A more extensive discussion of the
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Other employment-related social insurance

schemes

The terms of employment-related social insurance schemes
are determined by empl