EUROPEAN CENTRAL BANK

EUROSYSTEM

Seminar of the
Association de Compatibilité Nationale
Paris, 2 to 4 June 2010

Measuring and recording financial services

Reimund Mink

Directorate General Statistics, European CentrakBa

CONTENTS
N 111 (o To [ o i o] o TP PTPPPPPP 2
2. Financial services and financial intermediation viees indirectly measured in
international statistical StANAAIAS............ooviiiiiiiii e 3
- T I L= L o s Y PP PR TR P R 3
o TR N =2 0101 B N PP SUPUPORPP 3
C.  The draft 2010 ESA.... ..ottt e et e e e e e e e r e e e e e e e e e anees 4
3. Recommendations to improve the calculation of FISIM..............cccccceeiiiiiiiieeeeen. 4..
The 2008 SNA ReSEarch AQENUA.........cooiii i e e e e e e e e e e e e aaeaeeeeseenans 4
b. A Special Topic Contributed Paper Meeting at theolSfinancial services.............ccccouiiiiiiiieeneennn.. 5
i. The single reference rate Method.. ... ..o e 5
ii.  The multiple reference rates Methiod...........ueiiii e 6.
C. A European Task FOrce 0N FISIM. ... ... ittt 7
i. DIffEIENT MATUITTIES ...ttt e sttt e e s e e e e e e s st e e e e s e nnneeeeas 8
ii. Different currency deNOMINALIONS. ... .....uuuuuiiiiiiiiieeii ettt e e e e e e e e e e e e e aeebebeeees 8
iii.  Varying degrees of (default) MSK...........oooiiiiiiiiiccieer e e e e e e 9
V. Price and VOIUME MEASUIES.........coiuuiiiiieie ittt ee et e e n e e e s sne e e nnneas 9
4. Treatment of credit default rSK.........coouiiiiii e, 9



Measuring and recording financial services

Reimund Mink

Directorate General Statistics, European CentrakBa

1. Introduction

Financial corporations provide financial servicéstt may be paid for explicitly or implicitly.
Explicitly remunerated financial services are die@bservable as charges mainly in association
with financial intermediaries’ transactions in fireal instruments However, any complete measure
of financial services production has to take intwaunt the value of those services for which
financial intermediaries do not charge explicitsfeleor instance, payment for services relatedando
and deposits (i.e. financial advice, creditwortsmscreening, loan performance monitoring, contract
conditions re-bargaining, bookkeeping and paymanilifies) is usually bundled with the interest
rates charged or paid.

Implicit financial services are usually referred @s financial intermediation services indirectly
measured (FISIM). While in principle they may arfsem various types of financial transactions,
international statistical standards confine them deposits and loans provided by financial
intermediaried In particular, FISIM are currently compiled usiagingle reference rate approach in
which the prevailing rate for inter-bank lending 9sen as a suitable choice. According to this
approach, compensation for the term premium anditcdefault risk is treated as remuneration for a
productive service.

This paper is organised as follows. Section 2 lyridéscribes the treatment of implicit financial
services in international statistical standardsettasts FISIM treatment within the 1995 European
System of Accounts (1995 ESA), in the recently giigld 2008 System of National Accounts (2008
SNA), and in the draft 2010 ESA. Taking into acdutine fact that these manuals achieve a consistent
treatment for the calculation of FISIM, there is@sensus among national accountants that further
improvements in the compilation method are needethdrease the analytical usefulness of these
measures in terms of prices and volumes. In thépeet, various proposals have been brought
forward to improve the calculation of FISIM. Thegautlined in section 3 and refer to a broad et o
research and empirical work carried out by varicnsitutions in recent years. Basically, two
methods are currently being considered; the ‘singfierence rate’ method and the ‘multiple reference
rates’ method. Their further elaboration will beetbasis of work envisaged by a forthcoming
European Task Force on FISIM. Special emphasis lvgllplaced on issues related to the use of
reference rates based on different maturities,ecares and default risks for financial instruments.
Finally, some reference is made in section 4 tardstment of credit default risk and to the qumsti

of whether or not default risk should be part official services. Section 5 concludes.

!, without implicating, the author would like to tilaLeonidas Akritidis, Antonio Colangelo and WolfgaEichmann for
valuable commentgéimund.mink@ecb.int

2 Because of the symmetry of financial assets artilities, the term instrument is occasionally usedelate to both the
asset and the liability aspect of financial tratisas.

3 Financial intermediaries cover other monetaryfiial institutions and other financial intermedés;i except insurance
corporations and pension funds.
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2. Financial services and financial intermediation services indirectly measured in
international statistical standards

a. The1995 ESA

The principles underlying the FISIM compilation aescribed in paragraph 3.63.J of 11895 ESA

It states that, in general, financial intermediats@rvices cover two parts: (a) financial interraéidn
services directly charged by financial intermediario their clients and measured as the sum of fees
and commissions charged; and (b) FI&IM

FISIM are financial services thather monetary financial institutionghe ESAfinancial corporation
subsectoother MFIs(S.122)) andther financial intermediaries, except insurancepooations and
pension fundgOFIs, S.123j, provide to their customers but which are notdliyeinvoiced. Their
output is measured as the difference between thuala@tes of interest payable and receivable on
loans and deposits vis-a-vis other sectors (inolydhe rest of the world) and a reference rate of
interest. For those to whom the financial interraeds lend funds, both resident and non-resident,
FISIM are measured as the difference between thetfe interest charged on loans and the amount
that would be paid if a reference rate were used.tRose from whom the intermediaries receive
funds (in the form of deposits), both resident aod-resident, they are measured as the difference
between the interest they would receive if a refeeerate were used and the effective interest they
actually receive.

For depositors, these services generally includewat management, providing account statements
and transferring funds between accouitther MFIsmay charge explicit fees for deposit accounts,
but the interest rate received on these accourtigpisally lower than what customers could have
obtained by lending their money directly on the kear For borrowers, these financial services
include screening and monitoring creditworthinagiging financial advice, smoothing repayments
over time, and recording repayments for accourpungoses. They are remunerated by an increase in
the interest rates charged d@ther MFIsandOFlIs.

In particular, the1l995 ESAdistinguishes between an internal reference rtebe used for
transactions among residents, and an externalereferrate, to be used for the business between
residents and the rest of the world, with the guksi of compiling different external referencetea

for each currency of denomination and counterpaea.aln contrast, there are no financial
intermediation services for debt securities: to #xéent that an MFI was involved in issuing or
placing these securities, they will have receivadupfront fee, and to the extent that they bought
these in the secondary market, they have not pedvservices.

b. The 2008 SNA

The 2008 SNAadopts the methodology as recommended in1®#@85 ESA Moreover, it defines
financial services more explicitly than in ti®93 SNAto ensure that the increase in financial
services other than the financial intermediatigpec#ically financial risk management and liquidity
transformation, is captured. Financial servicedumi& monitoring services, convenience services,
liquidity provision, risk assumption, underwritingnd trading services. Chapter 17 of 2088 SNA

“In the context of FISIM measurement, #895 ESAs fully consistent with the general framework sptin the1993 SNA

® The FISIM methodology currently applied in the Blémber States is laid down in the Council Regula{i6e) No.
2223/93 of 25 June 1996 on the European Systematibidl and Regional Accounts in the Communitp95 ESA
amended by Council Regulations (EC) 448/98 and 1882/20

® For a definition of financial corporations and tieéated sub-classification, see paragraphs 2.2260 of the1 995 ESAA
more detailed breakdown of the financial corporasector into nine sub-sectors is included in26@88 SNAand the draft
2010 ESA

" The results are often limited to output of othefI8| as fully consistent and detailed sets ofstiasi on OFIs are currently
not always available for the EU countries. In 895 ESA insurance corporations and pension funds do nmdyce
FISIM.
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gives guidance on when both explicit and impligiahcial services should be identified, including
margins on foreign exchange dealing in secufities

FISIM are compiled following a reference rate agmto in which the rate prevailing for inter-bank
lending is seen as a suitable choice. Variouseatsr rates have also been proposed 2008 SNA
by distinguishing between reference rates (i) ar @mternal and external users); and (ii) by cocye
denomination (domestic currency and foreign cuties)c

c. Thedraft 2010 ESA

In the current text of the dra010 ESA Chapter 14 on FISIM is fully in line with th2008 SNA
dealing with internal and external reference r§p@sagraphs 14.08 to 14.10) and also with the tise o
reference rates by currency or by group of curesngi cases where the loans provided and deposits
taken are expressed in foreign currencies to afisignt extent.

The draft2010 ESAalso states, in line with paragraph 6.16@@08 SNAhat “reference rates for the
compilation of FISIM should contain no service adats and should also reflect the risk and
maturity structure of deposits and loans.”

While the option is outlined of having various mefiece rates (internal and external reference rates
and reference rates for each currency denominati@ng are still issues which need to be taken into

consideration, such as the question of whetheowarreference rates should also be based on the
maturity structure or riskiness of the financiadtnument.

3. Recommendationsto improvethe calculation of FISIM

The current approach has various shortcomingshidnag become quite obvious in the context of the
recent financial crisis’ rather volatile interesite spreads. Essentially, the method does not
appropriately capture the differences between Hr@us types of loans and deposits: for instance,
whereas most inter-bank business is short term ieith default risk premia, deposits and loans
from/to other sectors may have a completely differeaturity structure with sometimes high default
risk. In summary, within the current methodologiframework, compensation for the term premium
and default risk is treated as financial servitieleads, in many instances, to negative FISIMhlait

the sector level and especially in the rest-ofwhoeld accounf.

a. The 2008 SNA Research Agenda

The 2008 SNAResearch Agenda includes the issue of (improvihg) calculation of FISIM.
Paragraph A4.33 of the008 SNAindicates that FISIM should be calculated withpexst to a
reference rate that contains no service elementeftetts the risk and maturity structure of defsosi
and loans. While the international standards ajreadommend the use of different reference rates
for deposits taken and loans granted by resideanéial intermediaries compared with non-resident
financial intermediaries, and for deposits and $odanominated in domestic currency and foreign
currencies, an additional step would be to elaledwather on the extent to which varying degrees of
risk and maturity structures should or should reotdflected in service charges.

8 The 2008 SNAwas released under the auspices of the UN, thepgan Commission, the OECD, the IMF and the World
Bank. It represents an update, mandated by the UAistal Commission in 2003, of th&€993 SNA.See
http://unstats.un.org/unsd/nationalaccount/SNA20B.

% All draft chapters of the 2010 ESA are availaletloe Eurostat website CIRCA. See Section “ESA 954Rmv Informal
Consultation May 2010".

10 Colangelo and Inklaar (2009) present two examplesrevnegative margins may arise from mismatcheseeet the risk
and the maturity structure of specific financiatimments and the reference rate. For a more ithdemlysis of the issue
of negative FISIM on imports and exports, see Sit&Santa (2007).
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b. A Special Topic Contributed Paper Meeting at the | SI on financial services

A Special Topic Contributed Paper Meetimgganised by the ECB at tHg7th Session of the
International Statistical Institut€ISI) in Durbanfrom 16 to 22 August 2009 provided a broad
overview of the methods currently being discusseddwide in the context of compiling FISIM. The
meeting specifically addressed the essence of inskational accounts and the plausibility of
calculating bank services based on the currentadethgy™. It was outlined that the rapid growth of
bank output in the current financial crisis wadidifit to interpret against the services providad i
financial intermediation.

A major part of the discussion at the ISI sessiferred to the choice of the reference rate and its
sensitivity to the level of (current and constamicgd FISIM. In an environment of volatile
differentials between market and official rate® thew was expressed that the choice of a risk-free
reference interest rate splits bank interest margito depositor and borrower services and should
take into account the term structure and risk feaff the asset structure of banks. Failure tolale!
the compensation farsk-takingfrom the output would lead to changes in outpat #re unrelated to
changes in input and technology and to an overse&e of bank output that would distort
productivity analyses. On the other hamdk managementvas seen as an integral part of bank
output.

Further work to define bank services was suggestddclude: i) the choice of several referencegat
to “reflect the risk and maturity structure of dejp® and loans;” ii) the definition of SNA interestd

its break-down into risk and term premium; iii) @cp and volume analysis of the changes in FISIM
and the identification of price and volume compdedar (other) payments of financial services; and
iv) a wider measurement of financial services, dlsaelation to income and the recording of
financial instruments and interest flows.

The papers provided at the meeting represent the tamps” of methods; these are the “single
reference rate” method and the “multiple refererates” method. Both concentrated on the issues of
risk servicesand basic loan and deposit servicing as the comporente measured and analysed.
There were a number of questions raised, the asswevhich determine whether or not one should
remove risk premia from FISIM on loans, particyjaflthere were risk management activities these
premia might be covering. Alternatively, the treatthof non-life insurance could offer a model for
valuing credit default risk in the context of cotimpy FISIM.

i.  Thesinglereferencerate method

The single reference rate method was supporteddnni® Fixler, Marshall Reinsdorf and Shaunda
Villones (U.S. Bureau of Economic Analysis) and Michael Davies (Australian Bureau of
Statistics). In their paper oMeasuring the Services of Commercial Banks in tHeAN Fixler,
Reinsdorf and Villones follow the recommendationtioé 1993 SNAfor measuring the “implicit
financial services to depositors using the diffeeeetween a risk-free ‘reference rate’ and the
average interest rate paid to depositors” and miggsthe “implicit services to borrowers using the
difference between the average interest rate paliblrowers and the reference rate.” To implement
this approach, BEA measures the reference rateebgverage rate earned by banks on U.S. Treasury
and U.S. agency securities. Measured in this Weeyreference rate is consistently above the average
rate of interest paid to depositors and consistebdlow the average rate of interest paid by
borrowers.However, the authors concede that the financiagishas raised challenges not just in

11 Bank services affect most components of productapenditure and income measures of GDP. From plyapd use

perspective, the financial sector produces or sepjlank services. The logic of national accoueggiires that the output of
banking services must be allocated to consumergléantify the purchase of these services and tosifjashem as

intermediate consumption (if a firm borrows fronbank), final consumption expenditure (a househ@poditing money

with a bank or obtaining a loan from a bank) oraxp (for services attributed to non-residents)isThgic is accepted
internationally.
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measuring bank services, but also in computingsaiajents to remove capital losses from financial
profits, and in filling data gaps in accountingtgpe of financial instrument, maturity and ownepshi
Finally, it is claimed that statistical agenciegede¢o work with regulators and industry on valuatio
issues, ranging from financial derivatives to thal value of bank output.

The paper omhe measurement of financial services in the natiancounts and the financial crisis
by Davies focuses on the definition and the calcutatib FISIM, arguing that the basic concept of
FISIM is sound and consistent with the SNA prinegopbind that the proposal to redefine FISIM by
excluding payments for risk implies a redefinitioh SNA interest. Insofar as this is the case, the
discussion leads back to major issues left unresoln the update of the SNA: the definition of
income and the valuation and recording of finanassets and interest flows. Accordingly, the author
agreed that the current method (in particular th@ae of reference rate and splitting FISIM sersice
into volume and price) based on tA808 SNAproduces FISIM estimates which are difficult to
interpret, especially during the recent turmoifiirancial markets. There is a discussion of theaotp

of the various reference rate options, such adntee-bank rate or a mid-point reference rate. For
practical reasons, a mid-point reference ratelecssd. Another factor contributing to the prodanti

of implausible FISIM is the difficulty of splittingcurrent price levels into price and volume
components, taking also into account that a vaiwétynethods are used to calculate the volume of
FISIM. In this respect, the author assesses the teeanalyse the recent behaviour of FISIM in terms
of prices and volumes before concluding whethemairspecific estimates are implausible It would
mean that input, technology and volumes of outputstay the same while current price output varies
with price. Significant price volatility with stegdrolumes during a period of financial turmoil ees

as plausible. Further issues raised in the pajerteethe calculation of insurance service charges

ii.  Themultiple reference rates method

The papers favouring the multiple reference ratethod were presented by Christina Wang (U.S.
Federal Reserve Bank of Boston), Satoru Haginokatdurako Sonoda (Bank of Japan), Antonio
Colangelo and Reimund Mink (European Central Bald Wolfgang Eichmann (Destatis). Wang
states in her paper &isk and Implicit Output of Bank Servidbat, in the banking industry, even the
conceptual basis for measuring nominal, let alarad, routput remains contentious because of the
difficulty of measuring the charges incorporatetbian interest rate margin and the spread between
the interest rates they charge and pay. At the simnee the spread also depends almost invariably on
the risk differentials between bank assets andlitiab, consisted mainly of term premia, credgkri
premia, liquidity risk premia and prepayment riskmpia. It is therefore not only a practical buibads
theoretical challenge to isolate the implicit comgegion for bank services furnished without explici
charges from the risk-based returns in the intemestgin. Wang's paper reviews the theories that
enable such a separation. A key thesis emergimg fhese theories is that risk-based returns should
not be considered a value added of banks. Thenedéias intuitive: banks should not be counted as
producing more services merely because they h&es tan more risk. This principle should be even
more compelling today, in light of the financialsis resulting from excessive risk-taking by finahc
institutions, including banks. The paper then regieempirical studies that apply these theories to
impute implicit bank service output, and demonssahat it is feasible to implement the theories
with available data. But it also recognises theadliritations and suggests fruitful areas for
additional data collection. Finally, the paper disges some theoretical extensions to account éor th
non-traditional banking activities that have growraccount for a substantial share of bank income.

In their paper on th&reatment of Risks in the Estimation of FISH&gino and Sonoda discuss the
measurement of financial services in Japan’s natiaocounts, focusing on the treatment of risks in
particular. The main subjects are an explanatioth®fmethodology based on the 1993 SNA used to
measure FISIM and a consideration of some impromsné&stimated figures for FISIM are not yet
used in national accounts, but there are plan®tsodin 2011. The paper also aims to contribute to
the conceptual discussion on FISIM measuremennitiatéd by, among others, the ECB at the
meetings of the Committee on Monetary, Financia Balance of Payments Statistics (CMFB) in
July 2008 and of the OECD Working Party on Natiohetounts in October 2008. They specifically
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propose to exclude term premia and the credit pigknia from the scope of FISIM. This paper
examines the appropriateness of this new methogddg@pplying it to Japan’s financial institutions
to estimate FISIM.

In their paper oBank services: Some reflections on the treatmedefafult risk and term premium
Colangelo and Mink argue that there are both thisaleand practical issues raised in the approach t
deriving FISIM described in the international sttial standards. The paper discusses these
shortcomings and proposes modifying the currentsoneaent of FISIM. Moreover, it refers to
theoretical considerations, as such that a mod#matoach would be based on reference rates, which
would reflect the default risk and term premiumretateristics of deposits and loans. Consequently,
the default risk and the term premium would beaeoterd from financial services by comparing sub-
positions of loans and deposits with correspondingrpositions of debt securities and other findncia
instruments that have similar remaining maturitiesl default risk. It is demonstrated that this
approach can be applied to the regular and timelypilation of quarterly and annual national
accounts. In this context, two different approacaes distinguished in the compilation - adjusting
reference rates either by excluding only the terempum or by excluding both credit default risk and
the term premium. Term premia are to be identified the basis of a risk-free yield curve (a
government bond yield curve or an interest ratepswarve for maturities above one year) and
secured inter-bank rates (for maturities below gpaar). When output is adjusted by excluding the
term premium, the method gives FISIM approximatehe-fifth to one-fourth lower than FISIM
compiled using the single reference rate methodeémdjusting output by excluding credit default
risk and the term premium, in the case of loansatld be appropriate to rely on a pool of debt
securities with the same maturity/risk charactiegst This method gives FISIM estimates
approximately 40% to 50% lower than FISIM compilesing the single reference rate method.

The Eichmann papédn a risk-adjusted FISINbroposes that only intermediation services shbald
recorded in the production account, whereas thies @isborrowing and the risk premium should be
recorded in the income account. It concludes ttatdsird service components should be compiled
for deposits and loans. Up to now, intermediatiervise and risk assumption have been part of the
production account, whereas the pure costs of amgp (the reference rate) are included in the
income account. A risk-adjusted FISIM is seen asdgm line with the SNA paradigm that providing
services is productive, whereas pure risk assumpgiaot. Insofar as this is the case, the approach
follows the line of reasoning presented in the payf@vouring the multiple reference rates method.
However, from a practical point of view, the progbgresented by Eichmann might be easy to
implement because of the feature of applying, ingiple, only one risk-adjusted reference rate.

The discussion following the presentations showeat it is useful analytically to identify and
estimate the elementary components of FISIM, ofciwhiasic financial product servicing, default
risk, and term risk are the major components. Questwere also raised whether it is defensible to
remove the entire risk premia from FISIM on loainthere are risk management/mitigation activities
these premia might be covering. Finally, it wasealskvhether the SNA treatment of non-life
insurance might offer some insights for the valfigisk management/mitigation activities within
FISIM. The ISI session provided a new impetus, Witbad involvement by central bank statisticians,
and proposed a task force to move ahead with #esidebated in the session towards a harmonised
calculation — preferably monthly or quarterly —lmnk services that would not yield completely
implausible outcomes (like negative FISIM outplit) Europe, the establishment of such a task force
had been agreed, but it was argued that it woulinipertant to incorporate non-European views, as
demonstrated by the valuable exchange of positianisg the ISI session.

c. A European Task Forceon FISIM

The draft mandate of a European Task Force on FN8#d recently prepared by Eurostat, the ECB
and the CMFB Chair. Its timetable foresees threetmgs in 2010 and 2011, and the final report will
be presented by the end of next year. It is intdndeamend the text of the 2010 ESA if appropriate,
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meaning that a proposed solution if agreeable tilitbs implemented according to the new ESA in
2014.

The draft mandate covers three parts: It deals (&itlthe background; (b) the issues to be discussed
and (c) the suggested composition and the timetsléhe work. The background refers to the
FISIM issues already considered during preparationshe 2008 SNAunder the issue of financial
services updates, and in the context ofEB&revision. During thd&SArevision, the current method

of calculating and allocating FISIM was supported rhost of the experts in Eurostat's National
Accounts Working Group. However, it was considelteat issues related to possible reference rates
and treatment of different types of risks shouldfimther investigated by a European Task Force.
Three major questions were formulated related &sgecification of the reference rates based on
different maturities, currency denominations anefddlt) risks. The split of FISIM into price and
volume also called for further analysis.

i. Different maturities

Related to the question of whether different méesgishould be reflected in the FISIM calculations,
it is argued that transforming short-term deposit® long-term loans is inherent to financial
intermediation and provides "matching benefits'fib@ncial intermediaries. Accordingly, it may be
assumed that this transformation element shouléhdeded in FISIM output. In this case, there
would be no need to calculate reference rates lyrita

Otherwise, one option would be to exclude the fansation element from FISIM, which would
mean introducing several reference rates by mgttirExcluding the transformation element from
FISIM would support the position that banks no lengransform maturities, but rather enter into
interest rate swaps to hedge their maturity rigks vould support the argument that the interdst ra
swap spread should be deducted from FISIM output.

ii. Different currency denominations

The 2008 SNAand the draff010 ESAconsider different reference rates by currencheaelevant
and feasible. This would necessitate a breakdowlnasfs and deposits by the currencies in which
they are denominated. Like tB608 SNAthe current text of the draESAChapter on FISIM dealing
with reference rates (Chapter 14, 14.08 to 14.i€nduishes between an internal reference rate (fo
compiling the FISIM output of the resident finariciatermediaries by the resident institutional
sectors as users) and an external reference mtecdgmpiling FISIM on imports and exports).
Moreover, several internal and external referemtesrare recommended — by currency or by group
of currencies — in cases where the loans providetl geposits taken are expressed in foreign
currencies to a significant extéht

The questions raised in this context include thdinaed relevance and feasibility of having differe
reference rates by currency, which would necesséaireakdown of loans and deposits by currency
in which they are denominated; and the adequacyparthps greater relevance of trying to improve
the measurement of FISIM imports and exports onbidms of reference rates by main groups of
currencies.

12 Using several reference rates by maturity wouldeha larger impact on loans than on deposits becafisthe
predominantly short-term nature of deposits.
13 For the time being, international statistical si@mls do not specify what ‘a significant extent’ams.
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iii. Varying degrees of (default) risk

The third question raised is whether the varyingrees of (default) risk should be reflected in the
service element (FISIM), in accrued interest orother flows. Should riskier clients pay higher
service charges, considering that risk-taking fieeent to the activities of financial intermediarier
should FISIM be calculated excluding this risk edem) considering that it is better and possible to
separate production and risk?

iv. Price and volume measures

While the previous issues concentrate on measuromginal bank output, it is also necessary to
reconsider the concept of real output implied B/ thrious approaches. In this respect, the subfect
price and volume measures for FISIM will be an gné part of Task Force discussions. Bank
(lending) output consists of intermediation sersig¢bat certify borrowers as creditworthy at loan
origination (screening) and on an ongoing basisnftndng). Thus, a straightforward measure of real
bank output might be the number of loans originated monitored, just the output of a “normal”
service provider would be measured. In principéstain types of loans (for example, small business
loans) may require more information processing th#rers (such as conforming mortgages). In
conjunction, the four issues raised imply that enplete set of measures for FISIM — nominal output,
real output, and an implicit price index for bankservices — may be derived.

4, Treatment of credit default risk

This section refers to the issue of how to treaditrdefault risk when compiling FISIM. It was
already touched upon in the context of the multipference rates method. The theoretical foundation
of this method deals with spreads depending almeatiably on the risk differentials between bank
assets and liabilities. They cover mainly the tememia, the liquidity risk premia, the prepayment
risk premia and also the credit risk premia.

It is clearly a challenge to disentangle, for ins& the interest rate paid for a loan into itsmmai
components. According to cost accounting, the éstecharged by the creditor is usually split into
various components of costs. A major componenbefsrefers to the interest to be paid to refinance
the granting of a loan, which also includes thenteation costs. Refinancing costs comply with the
risk-free interest rate of refinancing and may bgeced by an interest swap or by a synthetic debt
security with an AA rating and with the same mayuais the loan. If the original maturity of the foa

is less than one year, money market rates woultkfit — provided they have an identical lifetimd an
the same liquidity (for instance the Euribor or tlieor-rate). Termination costs may be covered by a
swaption to be annualised and added. Further coemgenof costs comprise the direct costs
attributable directly to the various inputs of lab@nd capital, the operating surplus and the cost
linked to the credit default risk incurred. If cotsced, the credit default risk refers to the ptcde
paid for a credit default swap. Its price includies expected loan loss in the case of a creditteven
(the default) in exchange for paying a premium (Ealgle 1).

The interest costs for deposits as reflected irslafree rate should also include termination costs
Termination costs may be difficult to determine dege economic and legal conditions are rather
heterogeneous across various types of deposits.riffhe of determination in the case of saving
deposits might be, for instance, three months, ymglthe use of three-month Euribor. However,
termination rights need to be valued. This meaas tte bank has to cover the interest rate risk of
refinancing (which is carried out by buying a svi@py; its costs needs to be annualised and added to
the refinancing costs.

Table 1. Coverage of interest rate components by specificrisk premia
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Description Covered by

Price charged for providing capital,, c Interest rate swap with the same lifetirr 2

price set for receiving ‘capital’ for a specifie (corresponds to interest (coupon par rate) or a

period of time (risk free) synthetic debt security with an AA rating)

Costs directly attributable to input of capite

and labour

Operating surplus

Price charged to pay for credit default (crec Credit default swap (CDS); the loan loss will k 2

default risk) covered in the case of a credit event (default) in
exchange for paying a premium; valuation of cre it
risk on the market.
(In cases in which CDS data are not availab 2,
default rates are compiled based on standardi ed
guarantees or internal or external rating procesijr:

Based on the components of interest and analogotiset treatment of non-life insurance, FISIM
related to loans may be derived as: interest rabé&vminus (refinancing costs plus direct costs plu
operating surplus plus costs related to the caefault risk), as indicated in the Table 2. Thisanme
that FISIM would not cover the costs related talitrdefault risk because they are already coveyed b
interest receivable, as is the case for the calounlaf non-life insurance services (as the diffieee
between premia earned plus implicit premiums supplgs less adjusted claims incurred).

Table 2: Derivation of FISIM and non-life insurance services

L oans Non-life insurance technical reserves
Resources Interest receivable (covers default ric  Premia earned plus implicit premiur
premium) supplements (covers default risk premium)
Uses Price charged for receiving ‘capital’ fo  Adjusted claims incurred

a specified period of time (risk free)
Costs directly attributable to input c
capital and labour

Operating surplus

Credit default risk

Financial FISIM Premia earned plus implicit premiur
services Interest less refinancing costs, direc  supplementéessadjusted claims incurred
costs, operating surplus, credit defa
costs

Based on these considerations, it should be expltether there are options for measuring these
financial intermediation services directly. Woutdoe feasible to collect — as part of the profitl an
loss accounts and the cash flow statements of ddpkBg corporations and other financial
intermediaries — more detailed data on the compsntdrat determine the amount of financial
intermediation services (to grant loans and to riraeposits)? Such components would be (a) the
refinancing costs; (b) the direct costs (in relatio the input of labour and capital); (c) the @ieg
surplus; and (d) the costs related to coveringtldit default risk.

5. Conclusions

As shown in this paper, there is general agreeraaming national accountants that the current
method used to compile FISIM as reflected in thitermational statistical standard2008 SNAand
draft 2010 ESA offers room for further improvement. One contmei@ issue is the treatment of
credit default risk: is credit default risk partfofancial services or not? Analogous to the trestnof
non-life insurance, FISIM credit default risk (whidgs important in relation to loans) should be
excluded. However, further conceptual and practicak on this topic is needed as foreseen by the
European Task Force on FISIM.
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