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1 Introductionl?

Last year the Statistical Office of the United Nations has published a
report on the Central Product Classification (CPC)2), As part of this
classification slso regarding the finmancial intermediation services and the

financial auxiliary services a break-down by type of service 1ls proposed in
this report.

The proposed specification of financial Intermediary and auxiliary services
gives rise to a number of questions.

These questions relate to the nature of the financial services, whether
differences betwesn services exist because of different producing
institutions, the possibility of using the definition of the production
value of the financial intermediary services as proposed in the draft of the
new SNA, the valuation of financial auxiliary and financial intermediary

services and the possibilities of a break-dewn of the financial intermediary
services by type.

2 The plural classification of financial services

In the draft CPC one can see that some types of financial ¢intermediary and
auxiliary) services, which to a large extent seem to be comparable, are
classified under different headings.

At first, this applies to the services related to the issue of currency,

1). This paper iz an candensed version of “Classification and definition of fimansial producta™, CES,
Voorburg, Ssptember 1891. The original document is availshlae on reguest.

2). Statlstical Office of the United Natione, Provixiomal gentral product clsmsification, Statistical
Fapars, Sariax M, No, 77, Few York, 1981,
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which are clagsified as a service of the central bank (GPC 81114) and as a
service of other banks (CPC 81117). Secondly, plural clagsification of
financlal services exists concerning the supervisory and the regulatory
services. These services are explicitly mentioned as central bank services
(CPC 81112) and auxiliary services (CPG 81312).

Several institutions can produce (one or both) of the above mentianed types
of services. Especially the central bank, central government, specialized
government or non-government agencies, the stock-exchange, specialized
private iInstitutions etc. rather often are 1nvolved i{n praducing these
financial services. Whether any institution produces a specific type of
financial services depends upon the institutiomal structure of the country
involved. Sometimes two or even more ingtitutions might produce these types
of services.

For example in the Netherlands currency issue services are produced by the
central bank and the Dutch central government (issue of coins) while
commercial banks do not play any rele in this respect. Also several
institutions play a role in producing regulation services in the
Netherlands. Especialiy central government and the stock exchange produce
these types of services but also some specialized private and public
Institutions.

S0, apart from the institutions explicitly mentioned in the CPC also other
institutions could produce theses types of services. In these cases the CPC
probably intends to include these services in a more general heading.
Especially this could be the case concerning services produced by central
Bovernment,

It is also pointed at the preblem which arises concerning the curreney issue
service of general governmant. This service can not be classified under ane
of the above mentioned headings for these headings relate explicitly to the
currency issue services produced by either the central bank or by other
banks. The description thereof does not leave any room for including
currency issue servieces produced by central government.

The first answer to be given 1s of course whether each of the above
mentionad headings in the draft-CPC relates to comparahle types of financial
services. If they relate to distinet types of =services one should
Investigate and depict the principal features of each type. If no real
distinction exists the reasons for the Plural classification of comparable
services should be clearly set out in the CPC.

Concerning the currency issue services one can see that the ecentral bank
frequently issues just banknotes as do the other banks while central
government issues coins. In our view these elements do not iImply any real
distinction which is sufficiently important te classify these services
separately., This 1mplies that all currency ‘issue services are fully



comparable and therefore should be classified under the same heading.
Because of the wvital and frequent rele of the central bank in this respect

the most appropriate heading In our view is a subclass belonging to the main
heading of central bank services,

Relating to supervisory and regulatory services things certainly are more
complicated. Here quite eagsily a distinction can be seen between the types of
institutlons which are supervised, the market which 1is regulated, the
institution producing the supervisory and regulatory services etc. However,
it 15 questioned whether these aspects are a sufficient base for separating
the services and spreading them over several headings of the CPC,

In our view only the difference between regulation and supervision of
financlal markets and institutions on the one hand and of non-financial
markets and Institutions on the other is of sufficient importance to
conclude on separate headings in the CPC. The reasoning behind this is the
much more intensive regulation and supervision of the financial markets and
institutions.

This implies that a separate heading "supervisory and regulatory services of
financial markets and institutions" should be included in the CPC, probably
belonging to the class of financial auxiliary services. In this separate
group all supervision and regulation of financial markets and institutions
should be classified independent of the institution producing these
services. Elsewhere in the CPC one or maybe more separate headings

concerning supervisory and regulatory services of non-financial markets and
institutions could be included,

3 The valuation of regulatory services

Concerning supervisory and regulatory services quite often efither no payment
ls received by the institution producing this type of service or the payment
iz on a lump sum basis. For example in our country no payment is involved in
the supervision of banks. In both above meant cases the raceipts of the
institution involved do not indicate anything about the amount of sarvices
it has produced.

Whether supervisory and regulatory services are pald Ffor differs largely
between countries depending on the laws and institutional arrangements of
each country. This implies large risks of incomparability between countries.

Secondly, it can be observed that concerning this type of services not enly
the imstitutlions, which are supervised, are the ones recelving a service but
also the households 1living in the country. Even more, the whole economy of
the country (maybe even the whole world) might profit from the supervisory
and/or the regulatory services. In fact, concerning several types of finan-
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clal services the wish of protecting the consumers motivates the supervision
and regulation of financial markets and institutions. Additiomally, the need
of macro-economic policy might lead to supervision and/or regulation.

For example, the supervision of 1insurance companies and of flnancing
companies primarily stems from the above mentionad protection motives, Also,
regulation of the financial markets by the central bank prinsrily stems from
macro-economic motives in stead of primarily aiming at giving support to the
institutions involved.

Especlally, if primarily the whole economy and/or the househalds profit from
the supervisory and regulatory services it is to be questioned whether the
institutions, which are supervised or regulated, are the prime users of
these services. Nevertheless, these institutions might pay for these
services. In our wview central government, representing all inhabitants of
the country, should preferably be seen as the user of the service.

This perception of the use and the usexs of financial supervisory and
regulatory services has implications concerning the way in which the value
of these services are calculated.

If central government or any government-agency 1s producing these types of
services the value thereof should be determinated in accordance with normal
practices concerning the value of government services,

If on the other hand independent institutions produce these services three
possibilities exist. In the first rlace, government might pay for theses
services implying that the value of these services equals the amount charged
to the central government,

In the second place, it is quite well possible that the institutioms which
are supervised pay for the service. Nevertheless, they should not be seen as
the users of this service.

In the third place, it is possible that the supervisor carries the costs of
the supervision by its own. In our country this occurs concerning in the
supervision of banks by the central bank, The costs of the supervision Is in

these cases compensated by income from a different ascurce (for example,
investment income).

It 1s clear that especially the second and the third case might lead to
rather complicated situations if it is felt necessary to include explicitly
a service delivered to central govermment, representing the whole RCOTIONY or
all consumers of the country. Secondly, the payment of the institutfons
involved has 1in these situations nothing to do with the supervisory or
regulatory service, This leads to discussions concerning the treatment of
the transaction betwean government and the supervisor on the one hand and
between the supervisor and the institutions on the other.

Because of these complications it is - Jjust for reasons of simplicity -
proposed to Include in the CPC only the services which are pald for
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explicitly. Also, It is proposed to deal with these services Independently
whether the payment for these services is on & lump sum basis. This implies
that the institutions which pays for the service also are regarded to
receive the serviee.

When government pays for the service it is, therefore, a service to the
whole public while in other situations it concerns a service ta the
financial institutfons. It follows that the treatment of the supervisory
and/or regulatory services depends an the institutional arrangements within

the country. This proposal, therefore, leads to incomparability between
countries,

4 The financial Lntermediation service of banks

The CPC deals - as its name indicates - with a classification of products,
This implies that any element dealing with the production process and the
products resulting from that process should be claasified according to the
CPC.

Therefore, one has to decide on the nature and the coverage of the
production process of the financial institutions and the wvarious aspects
thereof which could be classified according to the €PC. In our view 1t is
impassible te develop a classification scheme without explicitly referring
to certain aspects (variables) to be classified.

It is clear that the production process of financial institutioms (their day
to day activities) differs from that of the non-financial institutions.
Whereas banks grant loans, accept deposits, pay and receive Interect, ete,
every day the non-financlal institutions only occasionally are involwved in
these types of transactions.

In other wards concerning the financial institutions - contrarily to the
non-financial institutions - the production process and the financial
process largely coincide?’. This follows from the fact that the production
process of the financial iInstitutions consists of finmancial intermediation

betweer entities with a financial surplus and entities with a lack of
financial means®’,

From the preceding it follows that in ocur view the CPC night aim at
classifying the financial intermediary service - the interast margin or

3). NHot all financial transactions of financial institutions heve to do with the procsss of financial
intsrmediation. Soms tranmactions, i.e. the issua of own shares, have nothing to do with ths
production process of the financial inatitutien,

4). In tha SNA a general approach of all transacticns is nesdaed lmplying that any traneactions which hes

to do with & cartain procese concerning both ackore involved balonga to that procass. Tharafors, the

parceptions of natlonal accountants may diverge from the visw axprassed hers.



Imputed banking service - and the Ffinancial or interest transactions
invelwved,

The question arises whather it is possible to specify the fmputed banking
service by type of asset and lisbility fnvolved. In answering this question
four elements are important, viz.:

1- che theoretical justification of the specification;

2- the usefulness of the specification;

3- the practical possibilities of lwplementing the specification;

4- debt-relations between finmancial institution.

ad 1 the theoretical justificatlon of the specification

Financial intermediation is a service produced by the financial institutions
in Intermediating between the entities with a surplus of financial means and
the entities with a shortage. For performing this function the Financial
institutions:

a collect money from the entities with a surplus;

b  transform Funds with regard to maturity, scale, risk etc.;

¢ invest funds with entities with a lack of financial means.

Sometimes the relation between individual assets and liabilities is rather
direct; the Ffinancial institutions collect funds and invest - after
transformation - just these funds In a specific direction. In other
situations the 1link between 1individual agsets and liabilities is mare
Indirect in mature.

Nevertheless, the service to the debtor and the creditor of the Financial
Institutions both include 211 three elem;;;;, l.e. transformation asperts,
aspects dealing with the collection of funds and aspects dealing with the
Investment of funds. So all debtors of financial institutions rtecaive s
sexvice with Includes elements dealing with the collection of funds, the
transformation thereof ({(i.e. making avallable the required funds) and the
investment of funds with the debtor.

This view on the process of financial intermediation 1implies that the
financial intermediary service includes aspects dealing with assets and
liabilities and concerns several financial instruments.

it follows that - though it is possible to distinguish within the financial
Intermediary service aspects dealing with assets or liabilitles - the braak-
down of financial intermediary services inte a service dealing with the type

asset and an other service dealing with the type of liability is not
theoretically justified.
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ad 2 the usefulness of the specification

Concerning the use of a break-down of the imputed service charge by typs of
asset or liability one can see that studies of banking service which use the
interest margin as their prime measure are very rare. Studles using interest
flows or financial transactions are on the other hand well-knawn. Given the
{total) absence of studies in this area it seems doubtful whether use of a
break-dawn of the interest margin as proposed by the CPC will be made.

In this respect is also worthwhile to point at all the elements of
estimatian necessary to make the proposed break-down. The large influence of
estimations and, therefore, the possibilities of mistakes are a second
reason for questioning the usefulness of the proposed break-down.

ad 3 the practical possibilities aof implementing the specification

The new SNA includes a propesal to calculate the break-down the interest
margin by sector, The same algorithm using refersnce-rates as a starting-
point seems to be a possibility for calculating the specification of the
margin in accordance with the GPC.

The quite different nature of the bresk-down of financial Intermediary
service by instrument, however, implies that a more detailed caleulation is
necessary. Therefore, information on the maturity of each {nstrument and
specific reference-rates for each instrument and maturity are necessary.
Given the large number of instruments and maturities it Is doubted whether
all reference-rates which are needed exist. If all these rates are available
a hreak-down of financial intermediary services in line with the SNA-
proposals is possible.

Hevertheless, gqguite some decisions have to be taken, At first, one should
decide to take either rates on a dally base, monthly or yearly averages or
end of the period figures. Secondly, one should take into account that some
instruments have an interest specific maturity (which right differ from the
full maturity) of more than one year. This implies that rates stemming from
a previous year should be taken into account as well.

In our opinfon it is doubtful whether a break-down is pessible. At least the
outcome is influenced rather heavily by the decisions taken during the

calculation-process implying that mnoe tobuatc figures result from this
algorithm,

ad 4 debt-relations between financial institution

Quite often it oceurs that a financial Institution grants a lean to an other
financial institution. It is clear that the financial intermediary service
Eoing with this loan should go into one and the same direction over the full
maturity of the loan. If for example an institutional investor grants a loan
to a mortgage bank either the institutional investor delivers a service to
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the mortgage bank or the other way round. When the interest-rate or the
reference-rate change this direction could not change.

Secondly, the delivery of services into both directions at the same time
(1.e. the institutional investor delivers a service to the mortgage bank and
the mortgage bank delivers with the same loan a service to the imstitutional
investor) eontradicts the concept of finmancial intermediation.

A comparable problem arises when a credit is granted through the issue of
bonds or another marketable instrument. Is the first subscriber providing a
service te the issuer? If not ic the second holder of the instrument doing
so or is the issuer providing a service to the holders? Alsc here the choice
of the right reference-rate which guarantees that the service over the full
maturity goes inte ane and the same direction will be rather problematic,

From the preceding paragraphs we conclude that a break-down of the financial
intermediary service of banks (the interest margin) into services dellvered
to debtors respectively to creditors and by type of financial instrument as
proposed by the GPC seemg Inappropriate. Therefore, enly interast flows,
financial transactions and outstanding amounts might possibly be broken down
according to these aspects.

This fmplies that the present break-down in CPC-group 811 should be skipped.
Only the break-down of financial instruments according to CPC-group 891
might be useful. Concerning this CPC-group 1t is polnted at the importance

of harmonizing the CPC-classification of financial Instruments and the SNA-
classification.

As already indicated the new SNA pPIoposes a break-down of the financial
intermediary service over sectors. Inm principle the foregoing arguments also
apply. There are, however, some differencesz, viz.:

- the SNA proposes a break-down over sectors in their combined role as
debtors and credictors of the financial intermediaries and does not
separate services to debtors and creditors:

- the break-down is less detailed {no specification by type of asset and
liability) Implying that the calculation can be performed more globally.

On the other hand absence of a break-down by sector has within the SNA some
disadvantages. The first disadvantage is that the national income will be
miscalculated without this break-down because 1t implies that either the
total amount of the imputed interest has to be considered as intermediary
consumption or as final consumption. The truth lies in between.

Secondly, the classification of the tatal amount of Imputed interest as
Intermediary consumption implies the necessity of a dummy-entity which is
charged for the full amount. The theory behind this dummy-entity is rather
difficult to users.

Nevertheless, eaven taking these counter-arguments into account, we would
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prefer not to speclify the imputed interest in the system of national
accounts by sector.

5 The flnancial intermediation service of the central banlk

The services of the central bank all are classifled as finaneial
intermediary services. Especially, the supervisory gervices of the central
bank have, however, nothing to do with financial intermediation; these
services are auxiliary in nature. This applies even more to the services of
the central bank concerning the supervision of non-banks.

More general one could say that the financial transactions of the central
bank have little to do with financial intermediation. The central bank does
not intermediate between entities with a surplus and a lack of finmancisl

means. The bank mainly concludes these transactlons because of monetary
policy.

Therefore, one could doubt the classification of the services of the central
bank within the class of finaneial intermediary services. Probably a
separate class is more appropriate, On the other hand one should remember
the origin of banknotes, viz. a certificate of deposit of gold: a proper
exanple of financial intermediation.

The second problem concerning the ¢entral bank services concerns the
valuation of these services. The income of the central bank largely consist
of interest stemming from the investment of the bank. On the other hand the
central bank pays only small amounts of interest. Therefore, the interest
margin equals largely the grosa interest receipts. Because these Interest
flows have little to do with financial Intermediation, i.e. the services
produced by the central bank, the interest margin is a bad indicator of the
amount of sexvices produced by the central bank.

For this reasen a different indicator to measure the total value of the
services of the central bank is proposed, viz. the costs which are made by
the central bank in order to produce the services. It needs additional
investigaction and consultancy with the central banks whether it is possible
to specify this indicater by type of service.

6 The financial intermediation service of investment funds

Concerning the valuation of the services of investment funds in line with
the proposals of the new SNA quite some problems exist. The first problem
stems from the fact that the new SNA takes into account the interest flows
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only. Apart from interest the income (and outlay) of investment funds for an
lmportant part, howevar, consists of dividend. Also investments in real
estate lead to rent Instead of interest. When using the SNA-algorithm {t,
therefore, seems necessary to include both dividend and rent in the measure
of the financial intermediary services of these institutions.

Secondly, the SNA excludes the income and outlay on own resources. With
investment funds, however, nearly all interest, rent and dividend stem from
own capital. Therefore, concerning investment funds this exclusion seems to
be inappropriate.

Thirdly, the rent received on investments in real estate 1s the value of
letting services, produced by the investment funds, Accorxding te the SNA-
algorithm these rents should alse be included in the calculation of the
imputed service charge which implies double counting.

Fourthly, quite some investment funds do not pay dividend or only a limited
amount of dividend. The shareholders (apart from dividend) receive their
income through an increase of the value of their shares in stead. This
lmplies that according to the SNA-algorithm the imputed service charge
equals the interest, rent and dividend income. So an overestimate of the
real service charge is the consequence .

It follaws that concerning the investment Ffunds the SNA-algorithm leads to
inappropriate results, Therefore, it is proposed to use the costs of the
Institutions as the measure of the service charge of these institutions in
stead®) . Also here it needs further Investigation whether it is possible to

specify the costs according to the type of service produced by the
investment funds.

7 The financial intermedlation service of insurance companies

The CPC considers the services of insurance companies as financial
intermediary services. This implies that the services of these conpanies
include aspects which deal with the collection of funds (contraeting new
pelicies, collecting premiums and technieal reserves), the transformation
and the investment of funds. So this service includes aspects of assets and
of liabilities. it also implies that the service of the Insurance companies
goes towards their insured as well as toward their debtors.

The SNA on the other hand only takes account of the aspect of service to the
insured. Also the SNA-algorithm to caleculate the service charge i1s fully
dedicated toward the insurance aspect of the service, In order to take the
double sidedneas of the service concept 1into account both the insurance-
aspect (premlums, claims} and the investment-aspect (interest, dividend,

3 The coskt: concerning latting of rwal sstats should ha excluded in the massure of the service charga.
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rent) should be iIncluded in the caleculation. Alternatively we propose to
take the costs’’) as the measure of the service charge. This appreach not
only, implicitly, takes account of the double sidedness sf the Finanaial
intermediary services of insurance companies it has - compared with the
SNA-algorithm - also the advantage of a greater clarity.

Secondly, the nature of the wvariable to be specified according to the CPC
should be investigated. As the CPC is directed towards products any variable
which has to do with the production process of the insurance companies
should be specified.

do, as with banks, the production process of the insurance companies should
be Investigated in order to get a clear picture of the nature and the
coverage of the production process of these imstitutions. Comparable to the
case of banks the production process of insurance companies includes the
contracting of new policies, the receipt of premiums, the payment of claims,
the granting of loans etc. So, with the insurance cowmpanies the production
process and the financlal process largely coincide. Therefore, apart from
the service charge also the premiums, claims, interest etc. might be
elasgified according to the CPC.

It follows that also concerning the service charge of insurance companies a
decision on the posgibility of a break-down by type of insurance (liability)
and by type of asset should be taken. Here the same arguments as depicted
concerning the service charge of banks apply. This means that - if the two
sidedness of the service of Insurance companies Is taken inte account - the
break-down of the service charge by type of insurance and by type of asset
1s because of both theoretical and practical reasons impossible,

This implies that only premiums, claims, techrical reserves etec. could be
used as possible variables to be specified according te the CPC. The imputed
service charge of the insurance companies should not be specified by type of
insurance involved,

Addicionally, we helieve that it is of it great importance that the
classification by type of insurance which is used in the CPC is in line with
existing laws and (EC)regulations and existing intermational statistics.

5) The costs conesming letting of rwal matats should be excluded in the measurm of the servics charge.



