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THE IMPUTED OUTPUT OF BANKSE

1. This note briefly describes and comments on work carried out
by the Department of Applied Economics, University of Cambridge
(DAE) for the United Kingdom Central Statistical Office (CS0) to
measure some aspects of the contribution of financial
institutiong to gross domestic product. A summary of the
research project published in the CSO journal Economic Trends in
March 1993 is attached,

2. A stimulus for the work was the possibility that the revised
UN System of National Accounts (SNA) would recommend changes to
the treatment of the output of financial intermediaries for which
no explicit charge is made which would, in effect, be eguivalent
to reclassifying certain parts of interest payments as payments
for services. This would affect the values added of particular
industries and also total GDP. It also appeared likely that this
change of approach would lead to corresponding changes in the
balance of payments accounts.

3. The research project was aimed at devising a method for
implementing the proposed SNA in the UK and illustrating the
methodology using available data. The project team also had sone
consultations cutside the UK in the hope that any method devised

wauld have the potential for application in other countries.

BACKGROUND AND SUMMARY

4. A major and well-Xnown problem in measuring the cutput of
banks and many other financial institutions is that their
contribution to GDP on otherwise conventicnal national accounts
practices - measured as the excess of receipts from the actual
sales of goods and services less expenditure on the purchases of
goods and services - 1is small or more often negative. Banks
derive much of their income from the margin of interest on leoans
and deposits rather than on charges for specific financial
services. The 1968 SNA recognised this anomaly and recommended
that it be dealt with by imputing a service charge in addition
te charges actually paid. This imputed value (called the



imputation for financial intermediation service charges - IFISC -
in the attached paper) was allocated in its entirety in the 1968
S5NA as intermediate consumption of a dummy industry because it
was not then regarded as feasible to allccate the charge to
users. As a conseguence, wﬁile the net interest earned by
financial institutions contributed to the output of that
industry, there was no contribution to total GDP.

5. The recommendation in the draft revised SNA was that the
IFISC should be allocated to users who might be considered to be
"paying® the imputed charges. Such allecation to categories of
final demand would change total GDP and, via changes in
intermediate demand, the contributions of other industries. It
was also recommended that the imputed service charge was best
measured and allocated according to the margins between actual
interest rates paid or offered by financial institutions and a
reference rate.

6. In the event, in adopting the draft SNA, UN accepted a
proposal of the Inter Secretariat Working Group on National
Accounts for flexibility in presentation and agreed that further
work should be carried out to aid full implementation of the SNA
praposals.

7. The work by Begg, Weale and Wright of DAE established that
in the UK, although there were various conceptual and practical
problems, especially at finer levels of allecation, the draft SNA
proposals could broadly be implemented for the major part of
banks’ activities. However, their view, which also represents
that of the €S0, was that the various doubts, in particular their
implications for international comparability, suggested that for
the time being supplementary provision on the new basis (that is,

via satellite accounts) for the presentation of IFISC was
preferable.

COMMENTS

8. The 'stimulating and useful DAE paper itself raises many
points for discussion. A number of other possible points follow.



It should be made clear that this covering note is written from
the viewpoint of one with limited knowledge of the intricacies
of banking and does not necessarily represent the views of the
Cs80. It is hoped, however, that it will encourage some
contribution to¢ the discussion from any who share this
limitation.

(1) The contribution of financial institutions to GDP, if
the draft SNA proposals were to be implemented,
depends on the choice of reference rate (primarily
through its effect on allocating banks’ imputed
services bhetween users.) More work could be done on
the sensitivity of estimates to the choice of rates.
However, does the lack of a strong theoretical
underpinning for that choice and indeed the
methodology cause concern?

(ii) The DAE work is concerned with the non-securitised
lending and borrowing of banks and building societies.
Extensions of the principle of an imputed service
charge to all activities of banks and building
societies and to the activities of other financial
intermediaries, and even to the, admittedly limited,
financial intermediation activities of industrial and
commercial companies, would create progressively more
difficult conceptual and data problens. Is this a
valid eriticism of the more limited approach envisaged
in the SNA and explaored in the UK research? More
generally, a departure from conventional national
accounts views of output could raise gquestions as to
the appropriate treatment of foreign exchange dealings
or dealing in shares both of which may cover an
imputed as well as explicit service charge. Would the
widening of the definition of the contribution to GDP
leave some uncertainty as to where it should stop?

(iii) The paper acknowledges the extra uncertainty in
compiling constant price estimates. It proposes

generally that changes in interest rate margins should



(iv)

ke regarded as price changes and that a constant price
measure should be obtained by multiplying constant
price stocks of assets or liabilities by base year
margins. This approach dces seem to raise problems.
Apart from the use of fairly general deflators to
arrive at constant price stocks, the underlying
philosophy of the approach is that the margin is a
measure of the implicit service provided. If the
volume of service (relative to stock) changed one
would therefore expect a change in the margin
reflecting that quantity change. However, the
suggested procedure would suppress this change in the
constant price series. In theory, a more appropriate
deflator would seem to be based on margins for
intermediation where it was evident that no change in
service had taken place. But it seems difficult teo
identify such a deflator in practice. An alternative
approach might seem to be to allow in some way the
"price" movements in the changing margins to be
amended to reflect changes in pure gquantity and
quality of services provided. But such an approach
would seem close to arguing that direct measurement of
the services is possible and indeed suggesting that
imputation is unnecessary.

The DAE work presents a methodology for measuring the
contribution to  expenditure of intermediation
earnings, There need not be major problems in
ensuring that a changed approach does not lead to a
lack of coherence or consistency in the overall
national accounts if the imputed service charge is
handled consistently. But it is interesting te¢ note
that the UK at least relies heavily on deflated gross
output indicators for non-financial industries and
hence the assumption of constancy of their net/gross
ratios in calculating movements of constant price
cutput. It would perhaps expose the weakness of the
assumption to continue to deo so when defining
intermediate demand differently. Whether the wider



definition of intermediate demand makes constancy of
the ratio more plausible is an interesting gquestion,

(v) The level of disaggregation by the DAE project was
jnevitably limited and, in practice, with improving
data sources, more might be achieved although with
weaker data at a disaggregate level. There must
therefore ke some concern about the extent to which
the estimates that can be made are sensitive to the
lack of disaggregation {although that is not a problen
unigue to the banking field.) In particular while the
aggregate approach may reasonably deal with the
problem from the overall point of view of financial

institutions does it do so for individual sectors and
industries?

{vi) Finally, the DAE work was directed, by its terms of
reference, to devising methods to implement the SNA.
The SNA in a sense implies an answer to the question -
what do banks do? In particular, the SMNA approach
implies that the provision of finance, as opposed to
the services accompanying it, is not to be recognised
as a part of the output of financial institutions.
While such an approach may be required in the economy
- wide considerations needed for the SNA, it is not
obvious that it fully meets the reguirements of all
those interested purely in the measurement of the
activity of financial institutions. There will no
doubt remain a debate on concepts despite the
agreement on the SNA.

9. The DAE paper is seen within the UK as a helpful and
positive contribution to the national accounte approach to the
problem of banking output. That there remain uncertainties and
scope for substantial further development is clear. These
confirm the view that the best way forward, as background and
stimulus to further development, is the use of supplementary
estimates in a satellite account. It is important that
development of internhationally accepted methodalogy draws on the



work being carried out in wvarious countries. It is for
consideration how appropriate a topic this is for the Voorburg
Group to play a role in taking forward.

cso
Newport
Wales

~ August 1993



MEASURING THE CONTRIBUTION OF
FINANCIAL INSTITUTIONS TO GROSS

DOMESTIC PRODUCT

By Iain Begg, Martin Weale and Stephen Wright -

Department of Applied Economics, University of Cambridge

Introduction

This anticte presents the findings of a research project carried out by
the Department of Applied Economics, University of Cambridge
(DAE} far the Central Statistical Office {C50) to measure the
contribution of financial institations to gross domestic product!.

In the national accounts, banks and other financial insticutions are
assurned to earn some of their income from charging higher interest
rates (o borrowers and paying lower rates w depositors than they
would need to if they charged explicitly for all their services. This
*hidden’ charge is known as the imputed service charge, Under
proposals discussed in the review of the UN System of National
Accounts (SNA), this imputed service charge would be allocated to
sectars of the economy deemed o be paying the charge, in arder to
arrive at a measure of the contribution of intermediation services to

final demand. The objectve of the research was to devise 2 method
for doing this.

For simplicity, the acronym most commonly used to denote the
imputed charge is used throughout this article. This is IFISC, derived
from impuiarion for financial intermediation service charges.

In the current {1968) SNA, the convention adopted is that all of the
impuied jniermediation camings in the interest spread are trealed,
like the remainder of interest payments. as transfers, with no impact
on final demand. This treatment means that {FI$C has no impact on
the leve! of GDP. In the production accounts, accordingly,
intermediation earnings are allocated exclusively 1o intermediate
demand. The services are not allocated out by industry, but are
allocared 10 a dummy industry which is affactively deemed to
purchase the entire output from intermediation as intermediate
demand, with an equivalent negative value added. Intable 2.1 of the
Blue Book this allocation is dealt with by showing it as a single line
in the accounts labeiled *Adjustment for Financial Services' (CS0O
variable code GIIT),

The proposed revised trearment of JFISC under the SNA would
abandon the convention that all of IFISC should be allocated Io
intermediate demand. Whers intermediation services are provided
asacomponentof final demand this element of 1F/SC would represent
an upward adjustment 1o the expendiure measure of GDP, The
counterpart adjustment on the income side would add tothe operating
profits of financial institutions - in contrast with the present system,
in which UK (inancial institutions are deemed te make continuous
losses at the operating level, since their revenues are incompletely
mezasirad, whilst their costs are measured in full. Thet pant of IFISC
which does not fesd into final demand would continue ta be treated

28 intermediale consumption: but the new treatmeant also proposes
an allocation of intsrmediare consumprion by industry.

The existing "Adjusiment for Financial Services includes incorme
flows toall financial intermediaries from securitised assers (such xa
dividends and bond interest) in addition 10 the net inlerest earmead on
bank and building society lending activities. It was however agresd
between CS0 and DAE ar the cutset thar this sudy would focus on
the ‘M4 sector’ of finzneial services - ie, the lending and deposits of
banks and building societies - znd would therefore exclude abl
securitised instruments. This was justified on the grounds thar cwe
impation is concernedd, ar heart, with the intaresr payments associated
with lending apd borrowing activities of financial intermedianes.
rather than with investment activity or dealing in securitised assets
In addition, much of the profit gained by financial intermedianes n
dealing with secuntised assets arises from capital gains which the
new SNA rules ow of the calculation of #F/SC.

Main Results and Conclusions

The research suggests thal the propasals for /FI5C discussed as pan
of the SNA review could, by and large, be appliad in the UK in the
main cofrext i which 1t i3 thought relevant, that is. to the non-
securitised lending and borrowang of banks and building socicoes.
Despitethe trend wowands secuniasauon by financial intermadiansss,
the categories of financal assets covered in this amicle represant a
sufficiently large share of the acu viry of banks and building socieues
i warran effors wo measure [FISC bener.

DAE estimales of the impact of the proposad reforms on the GDP
figures for 1991 wre shown in the Table below,

Estimated Allocation of JEISC ln 1991 (£ billions)

Adjustment 10 GDP 10.5
of which:
Consumers’ Expenditure 99
Net Exparts Q0.6
plis

Nes intermediate output of Banking & Finance Industry 13.6
equals
Total Adjustment for IFISC 24.1

| The DAE wishes ta record its thanks 10 the members of the Steering Group
constituted to guide the research, 1o C50 and Bank of England staff wha have
helped by providing advice and supplying dara. and to others whao have been
consuited 1 the course of the work. The recommendarions put forward in this
asticle are the responsbilicy of the suthars and do not necessarily reflect tha
vie:squSG. who are considering what actions to take in the light of this
study.
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Copries of the full repont, which includes estimates of quartedly dxa, are
available on rexgecst fram Elizabeth Hofmann [071 270 6181] at €S0,

2 See, for example. OECD {1992)
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The estimates imply an adjustment to gross domestic product which
rises from 1.3% of GUP atcurrent factorcostin [980602.1%in 1991
{detailed figures are given in Table 1). By the new measure. GDP
at constant prices has grown an additional 0.07% p.a. overthe period
1980-1991. The tulk of the change is. as the tahie abave shows for
1391, due 10 the adjustment 1o consumers’ expenditure.

The main difficultics in producing the estimates related to the
calcuiation of net exports of JFISC. especially on the import side,
because of alack of detailed data; and 10 the industrial allocation of
intermediate consumption.  Extending the methodalogy to other
financial intermediaries or other classes of financial assets and
linhilities would raise additional problems, and would be likely io
be 2 much more demanding exercise.

The project raised some doubts about the availability and quality of
data 10 make the adjustment at the level of detail neaded for the Blue
Boak. Although some potential difficulties are likely to be dimninished
as new data already in the pipsline become avaijable, ful}
implementation of the SNA revisions will require some addizional
data collection, 1n addition, because it only proved possible to
construct new estimates from 1979 anwards, there may be general
questions of continuity of data series which might affect users”
views on the destrabilicy of any change, Furthermore, it would not
be sensible for the UK to change before there is an agreed European
system of methadology.

For all these reasons, a satellite account presentation of IFISC may
be preferable until the data and methodology have beer sufficienily
developed, rather than an immediale move to implement the new
proposats on {FISC in full.

Proposed Reforms to the Treatment of IFISC in the new SNA

The proposal on how to treat JFISC in the draft revised SNA is

clearly stated in paragraphs 133 and 134 of Chapter 6 of the naw
draft:

The total aurpust of financic! intermediaries for
which no explicit charge is made is measured in
the Sysiem as rtheir total property incoms
receivable minus their toiaf interest pavable,
excluding the value of any property income
receivable from Ihe investment of their own
Junds, as such income does not arise from
financial imermediation.

Inprinciple, the total cutput should be gliocated
amang uses of the services for which no explicir
charge ismade. Whenrhe requisite information
isavailgble. itis recommendedthat estimates of
the following should be cakwlaled and used 10
atlocare the total output:

{I)Forthoseto whom the iriermediaries lend fimds,
both residenr and non-residen:, the difference
berween the interest aciually charged on loans, ete.
and the amount that would be paid if a reference rame
weare used;

{2)For those from whom the intermadiaries borrow
funds, both resident and non-resideni, the difference

berween the interest raie they would receive if a

reference rarcwere used and the interext they actually
receive.

The reference rate is inended to be a so-called ‘pure’ cost of
borrowing, with no allowance for any risk premium or for
intermediation services (see Mamalakis, 1987). The drafi SNA 2xt
does not stipulate which interest rate to use, although the inter-bank
rate ot the central bank lending rate are suggested. It is also stated
that if the information to make the necessary cafculation is not
availahle, different measures, such a5 proportions of assels and
liabilities of various users of financial services, might be used to
allocate the total IFISC.3

As paragraph 137 of Chapter 6 explains, the effect will be ‘equivalent
1o reclassifying certain parts of intersst payments as paymenis for
services'. This will ‘affect the values added of particular sectors and
industries, and also gross domestic product (GDP). There are also
implications for the flows of interest recorded in the Primary
Distnibution of Income Accounts. However, the savings of all the
units concermed, including the financial intermediaries themselves,
are not affected. Nor is the Financial Accoum affecied.” Atthe time
of writing, objections voiced from a2 number of sources have led the
Inter-Secretariat Working Group on National Accounts (ISWGNA)
1o propese that the change should not, at least for the time being, be
mandatory and that the 1968 SNA methadology can continue to be
used until further studies of the new methodology have been
compieted.

The main visible effect of the proposed change would be 1o reclassify
what was previously defined as a transfer berween sectors as the sale
of a service. Because sales to the overseas sector and the personal
sector represent an increase in final demand. the change to the
method of dealing with JFISC will increase GDP.

Issues to be addressed in implementation of the new SNA

Although the aims of the proposed SNA revisians in the treatmem
of IFISC are clear encugh, there are several issues which need to be
addressed in order 1w arrive at a practical methodology for
implementing the changes. These include the coverage within
banking and finance (both in terme of insututions, and in tarms of
financial instruments}: the choice of reference rate: how to estimate
exporisand impons; the separation of price and velume components
in fFI5C; and the availabilicy and refiability of suitable data and
possible allemativestothe approachembodiedintha SNA revisionsd.

Coverage

As noted above, the analysis presented here is limited to the ‘M4
sector’. The question of treamment of ‘own funds’ of financial
intermediaries is. however, ane that could cause difficultias
{(Penigrew, 1989; Boumay, 1991; and Boumnay et al 1992). In
principle. any intsrestaamed on lending of these should be regarded
as property income rather than an implicit charge for a service.
Similar questions arise about the treatment of dividends paid by
them. However, it canequally beargued {for example, by Pettigrew,
L9489} that awn funds have in fact been obtained by raising capital
and this can alto be portrayed as intermediation.  Boumnay et al.
(1592), while agresing in principle with the proposed SN A revision,
argue ‘that a distinction should be drawn between the funcgon of
financiel imemmediation performed by financial intermediaries 2nd

3 The DAE study did howeveridentify difficulties with alternarive allocatian
methodologies. These exsentially stem from problems relasing o the
trexment af seciors of the econemy which are net debeors. of net creditors,
ofthe banking system. However, once allowance is made for the costs Lo the
banks of providing intermediated funds to ne1 debtors. or the opporunity for
imermedianion eamings from ondending the ney deposits of creditors, these

aliernarive allocation ethodologies can be shown to be identical to the
reference rate approach.

4 Fora description of other approaches to measuring the contibution of
financiai intermediaries 1o GDP interested readers are refersed (o the papers
by Triplent (1991) and Petigrew (1989). and Lhe work by Berger and
Homphrey { 1992,
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the function of production of services of financial intermediaries
{currently called bank services). Both functicns are closely related
but they do not sicictly cover each other®. )

Choice of reference rate

The gap between the reference rate and the rate either charged to
borrowers, or paid out to depositors, reflects two components: the
level of service provided (including risk-bearing services); and a
profit margin. In practicalimplementations, the guestions about the
reference rate are whether to adopt a single rate or multiple rates.and
how {0 choose an appropriate rate, Any referencerate shouldideally
be ragularly and concistently maasured, bear a reasonably ¢loss
telationship to market rates, and be characterised by there being
unconstrained borrowing and lending activiey at spreads close 1o it,
since such a rate will approximate most closely tothe notional 'purs’
market interest rate. As the draft SNA notas, the three-month
sterling interbank rate meets these criteria, and is used in the
empirical work which follows as the reference rate for most of the
components of the FFISC.

For the UK, however, this measore of the raferance rate was felt 1o
be inappropriate in two important areac. First, because interest rates
differ for different currencies, it is more appropriate, in the case of
foreign currenicy transactions between banks and both domestic and
overseas residents, Lo use an average of currency-specific shar-term

market rates, weighted by the currency composition of the asset ar
liability in quéstion,

The second problem arca was the building societies sector. In
principke. and alse in practice over the Jonger term, the socicties are
subjest 10 the same competitive pressures as she banks, implying an
identical refe¢rence rate. However, they are to a considerable extent
tnsulated from the necessity 10 match markel-related rates in the short
ternt, by vimze of the structure of their balance sheets. This relative
insulation of the societies is reflected in the fact that there have been
a mumber of instances of negative interest margins between the
socicties’ mortgage or deposit rates and e interbank rawe, In
constructing the reference mate used for the empirical estimates
which follow, it was accordingly assumed thar, whilst, on average,
the reference rate for building socicties should equal the reference
rate used for other sterling acdvities, shont-term changes in the
intermediation margin should reflect the 2cmwal margin between
deposit and mortgage rates. Thus, the reference rate for building
societies was constructed as a weighted average of socisties’ own
mortgage and deposit rates, such tha: the weight implied that or
average the rate so constructed should equal the average three-
manth inter-bank rate. Using this approach implies that, on average,
40% af societies’ intermediation earnings are made on deposits, and
60% oo mortgape landing, refative 1o the ‘true’ markat refarance
rate.

Exparts and imports

Disentangling the expor and import clements of IFISC poses
particular problems. Luxembourg, which has had to confront these
questions because a high proportion of econemic activity is in the

financial services sactor, has made particular effars 1o devise new -

approaches to the measurement of cutpul (see Als, 1988). The main
problem that acises is that although ivis generaliy possible to abtain
information on ‘exports’ of JFISC based on data submitted by
indigenous financial intermediaries, the comesponding “impons’
need, in principle, to be summed across all parmer countries.

5 Atthe end of 1992, wholssale funding, with market related interest rotes,

representtd around | 8% of socieries’ sheets; however since
alsa held some [6% of their assets in market relaed inmmu.meim

exposare to shori-term market forces i3 limited. Uil (932, indeed, the
socisties had no whelesale Runding ai all.
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Constant Price Estimates

Of the various possible ways of producing estimates in constant
prices. thecanclusion of the DAE project was that the most appropriate
is 1o adopt a treatment simtlar to that currently used for the CS0'S
constant price measure of the "Adjusiment for Financial Services'.
Changes in interest-rate differentials are assumed 1o represent a
change in the price, rather than volume of intermediaton services.
Volume movements areassumed to be praportinnal tochanges inthe
real value of the relevant stocks of assets or Habilities, Given that
basa.year values are given by the interest differential muitiplied by
the relevant siock variable, the constant price meéasure is equivalent
to muitiplying stocks, expressed in constant prices. by the base-year
interest differential,

Data availability and sources

Even if the merits of the approach to the JFISC proposed in the draft
SNA are accepted, the case for implementing the SINA revisions is
beund to be contingent on data avzilability and reliability (Pitzer,
1992). For lhe UK, this is nol an insuperabie problem in most areas.
The data sources used in the empirical work which follows were
mainly drawn from CSO series for banks' and building societies’
inte rest payments and receipts, which correnity feedinto the dividends
and interest matrix (foradescription. see Mclntyre. 1992). Additional
data on banks’ overseas activitigs were obtained from published
senes, and fram the Bank of England.

Mlustrative estimates of the adjustments to components of final
demand

The total adjustment to final demand and its major components are
shown in table [,

Consumers” expenditure

The bulk of the intermediatian services to the personal sector were
assumed t0 be provided to final demand, and hence 1o represeni a
component of consumers’ expenditure. Intermediation on koans for
house purchase, and on loans to the unincorporated business sector,
were excluded, however, as representing intermediate consumprion.

In the reference rate approach, the wider the margin bstwesn the
reference rate and the rate of interest paid or charped to lenders and
barrowers, the greater is the *hidden’ service implicitly provided by
financial intermediaries 1o their depositors and borrowers, These
margins and the stocks of the different components of personal
sector assers and liabilities with M4 instiutions determine the
relative contribution of each classof impuied service to theag gregate
adjustment 10 consumers expenditure. Chart 1 shows the implied
interest margins - as measured by the gap between the relevanr
interest rate and the reference rate - on the major components of the
adjustmem: to copsumers =xpendinire.

The largest contribution to the {FISC for consumers' sxpendimrs
(averaging al between a third and a half of the total adjustment)
comes from bank sight deposjts. Becanss the margin on sight
depositstends to widen as interest rates rise - particnlarly where such
ACCOUNLS pay neinterest, itis, as expected, closely conrelated with the
nominal inwerest rate. This is not the case for any of the other
margins. Some AAITOWINg, over time, of the sight deposit margin has
been offser by a widening of the time deposit margin, reflecting the



sdvemt of interest-bearing current accounts. The stability of the
marginon bank lending in recent years reflects an assumption made
by the C50 in the ahsence of superior information. The building
society margin (on deposits) is quite low « averaging arcund 0.8%
over the period since 1934, This low margin is to some extent offset
by the sheer size of the societies’ deposit base; nonetheless the
building societizs’ component avarages only just over one tenth of
the total adjustment to consumers’ expenditure in recent years.

The calculations of the adjustment w0 consumers® expenditure at
constant prices were produced by multiplying the base ptriod
margins by the relevani stock variable. convertedinto constant 1985

prices using the consumers’ expenditure deflator, in line with the
raticnale outlined above.

Chart 2 shows the total adjustment, as a share of total consamers’
expenditure, in current and constant prices. The current price share
is considerabl y more volatile tran the constant price share, reflecting
movements in intermediation margins, which, as neted above, are
treated as 3 change in price rather than volutne. The constant price
share displays a long-term epward trend reflecting the rise in M4
aggregates relative to GDP. This upward trend was particularly
evidem during the period of rapid growth of broad monetary
aggregates in the late 1980s; whilst with the slowdown in growth of
lending and deposits in the recent past the share has fallen back
somewhal. The upward trend is broadly matched by the current price
share, suggesting no long-run trend movement in the implied *price”
of financial intermediation.

Public Consumpiion

The adjustment 1o Public Authoritics’ current expenditure is estimated
in the same way as the adjusament 10 consumers” expenditure. Since
public consumption is calcuiated by adding up components of cost,
no adjustment is made to the industries which produce public
consumptian; the whole of the imputed charge is seen s an extra
input bought in. The amounts involved are very sma’l, amounting to
£53min 1991,

Ner Trade

The adjustment to net trade is dominated by intermediation flows
betwesn UK banks arx the overseas sector. Financial intermediaries
in the UK provide services 1o overseas residents, part of which
constirute exports of JF1SC, while services provided by overseas
intermediaries to UK residents similarty constitute imports. The
‘exports’ add o final demand. whereas the *impons’ subtract from
it If, a5 in Luxembourg, thers is a large net export (see Als, 1988).
the new approach to /FISC will resultin aningrease in GCDP. However
any impact on GDP will be precisely offset by a fall in propery
incame from abroad. thus leaving GNF unchanged.

The breakdown of the mer exports of the UK banking sector into
impons and exports presenied some problems. Following the
reasoning of Fixler and Zieschang (1992), the logic of the reference
rate approach is that both the magnitude and the direcrion of any
imermediation service can be inferred from the margin berween
raies banks actually pay, and the relevant reference rate. Thus if
banks routinely paid fess than the reference rate on their overseas
liabilities, it would be inferred that an intermediation service was
being provided 1o overseas agents {ax occurs with banks' damestic
liabilities). However, it was found that. almost all of the time, banks
appear o pay out z higher rate than the reference rate an their
liabilities. implying that the intermediation flow on lighilities is
actually rowards the banks, and accordingly these were deemed o
be an import. However, the ner export figure (ie exports less
imports) is unaffected by the treatmens of the gross flows.,

The resulting Agures show a total adjusiment made up of an
adjusiment on forcign currency activities onaverage around twice 1o
Lhree times as large as the adjustment on siering. but with some
considerabie degree of volatility in che overall 1o1al,

The reatment of banks® net overscas intermediation eamings in this
article differs from the measures of banks® iniermediation camings
provided inthe 'City’ tabl¢ linked to the balance of payments (inthe
Pink Bookup to 1990 and subsequently in the press notics issued by
British favisibles). There are two differences. The City table looks
only at *exports” of intermediation earmings, i.¢. those arising from
lending to overseas residents. This is taken o be ‘overseas interest
receipts bess that part af interest payments overseas corresponding to
the same lzave] of overseas liabilities as that of assets {assuming an
average cost of funds). This gives a singie net expon figure,
whereas the use of a reference interest rate as in this amicle would
distinguish between an ‘expor’ and 2 partly offsetting ‘import’
{although the net figure would be identical). However, this article
aleo covers an elemeant of intermediation servicss affecting overseas
residents which is not covered in the City table (whose emphasis is
on cxports, not impoerts), that is, the element of intermediation
services arising from UK banks’ borrowing from abroad for on-
lending to UK residents. Here the banks® receipts from these
inrermediation servicas from LK bormrowers are domesticmansastions,
whereas the payments to those overseas providing the furds (including
the intermediation element} appear as Qvarseas transactions (that is,
imports). Once this conceptual difference is recognised, it can be
seen: that the approach set out in this article complements thal in the
City table.

Theonly available information which can be used in constructing an
adjustment to imports other than those o banks themselves is data
on transactions by the UK non-bank privaie sector with overseas
banks, which originates from data collected by the Bank for
Iniernational Settlements and the IMF. The available information
on the composition of the stocks invelved was not sufficient o
construct a relighle adjustment for other impons. Anexplanation for
this can be drawn out of an examination of the most recent data; in
1991, UK non-banks had tetal net eamnings of £316 million. on net
liabitities of £9.2 billion. This feature of the data is only consistent
with the non-bank financial institutions providing, rather than
receiving, intermediation servicas (o overseas banks {analogous to
the way that, as noted above, UK banks appear 1o receive
intermediation services on their Liahilities).

Because of data inadequacies, the estimate of this element of the
imports adjustment was of necessity very ¢rude. Those non-bank
property income flows not atrbutable to aon-bank financial
intermediaries, which were assumed not to rslate 10 provision of
intermediation services. were scaled by the estimated proportion of
imermediation margin in banking flows for UK banks. Given the
relatively low level of the inijal flows, and the Jow estumated
proportion of intermediation (averaging at 10% over ail data, and
significantly less in the recent past), the resulting figures are not very
large: averzging around £500 million per anqum in recent years.

‘This component of the imports adjustment was assumed to represent
an intermediation service provided (o intermediate, rather than final
consumption. This needs to be bornes in mind since, in principle. to
the extent that intermediation services are provided 1o the personal
sactorby overseas banks, they should alsobe added tothe consurmers’
expandirure adjustment (which only records the domestically
provided component of the adjustment rather than the total), and
hence have no impact on GDP. Only when these services represent
intermediate consumption of non-banks will they have any impact
on GDP.
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The approach toconverting both expart and import adjustments into
constant price 1erms differed from the approach used for the
adjustmentto consumers’ expenditure. The current price adjustment
was simply divided by the deflator for towal final expenditure, The
impact of using alternative daflators - for imponts, and 1otal GDP -
was also examined; but compared to the volatility that arises in the
quIvent price measure due to the causes outlined above, the differences
due 1o different deflators were relatively minor. The gpproach to
deflation of trade flows was chosen for its simglicity, and for its
similanity to the current treatment of ner property income from
abroad. It should be noted, however, that it is not consistent with the
approachused forthe adjustment toconsumers’ expenditure, whersby
the real serics was derived from real stocks, multiplied by the base
year spread. Such an approach could, in principle, be applied 10
trade {lows, but would require a breakdown of all flows into
component currencies in order to conven stocks correctly into
constant (local currency) prices. As noted above this breakdown
was only partially available,

Estimates of the Adjustments to Intermediate Demand

The adjustments 1o final demand must be complemented by e¢timates
of adjustments (o intermediate demand in order to give a full picture
of the magninde of JFI5C and in order o assess the importance of
each industry in GDP as a whole, Adjustments to intermediate
demand arise from imputed purchases of intermediation by the
business sectors of the economy (unincorporated businesses,
companics and public corporations) from the monelary sector
institutions. An imputed charge is also made on the provisicn of
morntgages, becanse the provision of housing services is treated in
the national accounts as a business activity involving households.
The imputed charge on mortgages is accordingly a debit agains: the
conventional estimate of value added arising from ownership of
dwellings.

The calculation of the adjustments to intermediate demand fallows
straightforwardly from the basic principles applied to final demand:

= an impuiation is made only for iransactions made by
monetary sector institutions, and

- Boimputed intermediation takes place on funds borrowed
or lent through marketed securities, even if the rate of
rerum on investments in some particular market securicy
is different from the reference rate.

Asinthecalculation of the adjustments on sterling final demand. the
3-month interbank rate was used as the reference rate on sterling
lending. The only exceptions to this were building sociery (but not
bank) mortgages where the special building society reference rate
was used; and foreign cumency transactions for which the relevant
foreign cuerency rate was used,

The full details of the adjustments caleubated by sector on an annual
basis are shown in table 2,

The adjustments to intermediate and final demand can now be
brought together to calculate IFISC on the new basis, This measure
is net of intermediation bought in by the financial services industry
from its own suppliers in the M4 sector and from abroad.

Table 3 shows the financial adjustment as calculated on the new

basis and the extent 1o which itis associated with an increase infinal
demand The financial adjustment is calculated as the pet supply by
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the banking and finance sector. This is the sum of total supply to final
demand shown in lable | and the total intermediate adjustment
shown in table 2. From this is deductad the imputed intarmediation
bought in by the non-monztary financial institutions (shawn in table
2) from domestic supply. This yields the total net supply of imputed
intesmediation by the banking and finance secior. The component of
this which is sold to fina) demand and leads te an increase in GDP is
also shown. The absence of information on imports and exports
befare 1979 means that estimates of the total [FISC cannot be
calculated bofore 1979

Tahble 4 shows estimates of industrial value added, calenlated on the
new basis. For each industry, value added is first shown on the
present Blue Book basis. The intermediation bought in by each
industry is shown broken down to intermediation associated with
bank deposits, bank lending and the total auributed to public
corporations on both borrowing and lending.

The amounts associated with the public corporations are small and
are allocated between the four industries in which the public
corparations operate (Energy, Manufacmring, Transport and Other
Servicas) in equal proportions for want of bener information.

The imputed charge associated with bank deposits was calculated by
allocating the total for unincorporated businesses and industrial and
commercial companies taken together in the proportions given by
the stocks of cash in hand and bank deposits shown in the Business
Monitor MAJ. Since MA3 was discontinued after 1990, the 19%)
proportions were used for 1991. This allocation probably puts too

much adjusiment in manufacturing at the expense of the other
sectors.

The imputed charge associated with borrowing by unincorporated
businesses and industrial and commereial companies is allocated in

proportion 10 stocks of bank lending given in table 6.7 of Firanciaf
Staristics.

The adjusiment to value added through ownership of dwellings
assumes that al] mongage lending is used for houss purchase, This
assumption is manifestly not tenable, but is probably a rolarable
approximation and it is difficult o envisage a more satisfactory
approach.

The treatment of Banking, Finance, [nsurance etc. is slightly more
complicated. The indusitry is both a supplier and a user of
intermediation. The supply represents addirional value added, but
the use of intermediation by non-monetary sector instirutons must
be dzbired. The balance is the estimars of JF/5C orthe new financial
adjustment showh in table 3. I repressnis the net value addsd
imputed 1o this industry as a consequence of financia intermediation,

The total for ail industries shows the adjustment in aggregate, To the
Biue Book figure is added the extra net value added supplied by
Banking, Finance, Insurance etc. However, there is a deduction for
the intemediation cemsumption of other industries. The balance is
shown as the contribution 16 value added made by the margin on
financial services.

Table 5 shows how the relarive importance of tha value added in the
different industries is changed by the new definition. ZF15C is not
shown explicitly in the caiculation of the new weights becanse it is
fully allocated across the industries.

Ajthough the new treamment appears to give a lower weight to
Banking, Finance, [nsurance ate. in total valueadded, thizsis only mue
because the Blue Book figures are presented gross of IFISC. Netof



IFISC, the share of this industry rises frorﬁ 12,7% w0 17.2% of
total value added, with offsewing reductions in the shases of the
other induscries.
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Chart 2. Adjustment for intermediation services as % of total
consumers' expenditure, at constant and current prices
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Table 1. Adjustments to Expenditure Measure af GDP

1979
1980
1281
1982
1983
1584

1886
1987
1988
1989
1990
18

At current prices

Total of which, to:

Adjustment

1426
2932
3961
4809
5032
5636
6032
6725
5966
6261
7837
10927
10487

Private
Consumption

1699
2378
3027
3451
3651
3810
4588
4943
sez27
6471
8303
9860
aBs8

Table 2. Adjustment to Intermediate Demand by Sector

1977
1978
1979
1880
1981
1882
1983
1984
1885
1966
1987
1968
1988
1980
1991

184

€ millicns
Al constant prices
Total of which, ta:
Public Exports Impons Adjustment Private Public Exports imports
Caonsurmption Consumption Consumption

16 963 1253 2414 2840 26 1566 2018
22 819 288 3879 2930 31 1183 485
24 §B2B 4918 4347 3173 31 7340 6157
4D 3e17 2699 . 4882 JB27 47 4456 3149
K} 4631 3280 5540 4005 34 5148 2647
24 8370 4567 6270 4341 25 6698 4795
34 2268 358 6632 4668 34 2268 358
a7 3574 1828 6889 5133 I 3505 1786
47 2854 2543 5681 5536 44 2687 2387
59 8017 6287 5941 6129 53 5389 56829
76 6084 6716 8077 65853 84 5130 5669
63 9933 2929 1689 €846 80 3128 2335
53 5592 S017 7462 6532 40 4281 3831
£ milllions

Tatal
Adjustment Unincorporated  Industrial Non-monetary Public Mongage
to Businesses and Financial Coporations Lending

Intermediate Commercial  Institutions
Demand Companies

1724 400 1085 107 9 113
1934 528 1212 182 a 64
2541 B15 1487 277 g 45
2747 o84 13687 370 11 15
K1]:32] 1019 1380 427 9 354
3528 1078 1689 383 18 349
3474 1182 1410 451 14 417
4053 1410 1712 433 19 479
5667 1842 2205 22 3 864
6965 2215 2634 1073 21 1023
o 2332 2912 1136 18 1393
10086 3010 3979 1477 24 1557
13036 4127 5260 1604 18 1727
14678 4871 6215 2249 15 1328
16714 4520 6284 2115 12 2879



Table 3 The Net Supply of Financial intermediation by the Banking and Finance Industry

€ mllilon

Total Total Total input - IFISC

Adjustment Adjustment Supply o Nat supply

1o to by MNon-manetary by

Intermediate GDP Monetary Financial Banking and

Demand , Sector institutions Finance

Institutions Industry

1 2 3 4 5

1979 2541 1426 3967 277 3680
1980 2747 2932 5679 370 5309
1981 3189 3581 7150 427 6723
1982 3528 - 4509 8137 393 T74]
1983 3474 5032 8506 451 8055
1984 4053 5638 9609 433 8256
1985 5667 8622 12299 622 11677
1986 68065 6725 13630 1073 12617
1687 7791 5936 13777 1136 12642
1988 100886 6251 16347 1477 14870
1989 13036 7837 20873 1804 188639
1990 14578 10927 25605 2249 23386
1941 15714 10437 2620 2119 24083

Note 1+2=3
3-4=5
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Table 4 IFISC and Total Value-Added by Industry (€ millions)

1989 1290 1991
Agricuiture
Valus Added (Blue Bask Definition} 8139 8753 8rn2
Imputed Charge on 8ank Lending to Private Sactor -154 -168 -184
Imputad Charge on Bank Deposits 10 Private Sactor na nfa nfa
Value Added {aftar Adjustment for IFISC) 7986 asas 8588
Energy and Water Supply
VYelua Acdad (Blus Book Dafinition) 23T . 25456 28273
Intermadiation charged to Public Carporations . -5 -4 ~3
Impuied Charge on Bank Lending 10 Privaie Sector . -85 -1 -138
Imputed Charge on Bark Deposits to Private Sector -282 -403 -368
Valus Added (after Adjustment for tRISG) 23389 24946 27764
Manutacturing
Yalus Addad {Blue Book Definition) 89702 105808 104283
Intarmadialion charged to Public Corporations 5 -4 -3
Irputed Change on Bank Lending to Private Seclor 947 . -1125 -1208
Imputed Changa on Bank Deposits to Private Sectar 4570 5451 -4988
Valus Added (atter Adjustment tor iIFISC) 84180 89228 98086
Construction
Valua Added (Blua Book Definition) J2084 35616 33688
Imputed Charga on Bank Lending to Private Sector . =308 =384 -433
imputed Charge on Bank Deposits to Private Sector - -ta2 -254 232
Value Addad (atter Adjusimant for IF1I5C) 31594 34974 N2
Distribution, Hotels and Catering
Value Added (Blue Book Definition) ) 64351 T1865 Tao24
imputed Chargs on Bank Lending 1o Private Sector 416 833 -1074
Impuied Charge on Bank Daposits ta Privaie Sector a17 -942 862
Value Added {after Adjustmaent for IAISC) £3019 64990 71088
Transport and Communicatlan
Valus Addad {Blus Book Dafinition) 1073 33487 34755
imputed charge to Public Corparations -5 -+ -3
Imputed Chame on Bank Lending 15 Private Sector -136 -185 -216
Imputed Charmge on Bank Deposits Lo Private Secior -432 -323 -295
Value Added (sfter Adjustment far IFISC) 30500 22905 2
Ownership of Dweilings
¥alue Added (Bius Boak Definition) 25918 T 20254 34429
Imputed Intarmediation an Mortages 1727 -1328 -2679
Valus Added (sfier Adjustment for IFISC) 4188 28926 a16Hh
Banking mnd Finance
Valua Added {Blus Boak Definition) 82776 87151 88179
Less Adlustment for Financial Secvicas (Blus Book Definition] -26052 26159 27171
Valus Added excluding intsrmeration Eamings 56724 60392 1008
Gross Internadiation Margin of Financial Sector 27589 28534 naT
less Imputed Intermediaticn to nan-M4 Financial institutions =154 -2249 -2119
ss Impors of Intarmediation Servicas (sae nota (1)) £718 -2930 5017
equals Adjustment for Financial Sernces (New Definition) 18968 23356 24082
Value Addwd (after Ad|ustment 1or IFSC) 75543 84348 85000
Publlc Administration and Defence *
Value Added (ss Blue Book Definition: sas note (2)) 28447 31647 HTBE
Ectucation and Hualth
Valua Addad (as Blus Book Definition: sea nata (3)) 41156 44315 49643
Other Services
Valus Added (Blue Book Definition) 29474 0431 33915
Imputed Charge to Public Corporations 5 -4 3
Imputed Charge on Bank Lending to Privale Secior 549 «B3C -910
Imputed Charge on Bark Depasits 1o Privale Sector na Na na
VYalue Added (after Adfustment tor IFISC} 28821 29557 33003
Al Industrios
Yalue Added {Rhw Book Definition) 441136 470124 4BESA4
Adjustment for Financial Sarvices (New Definition) 18969 23356 24082
Iasa Nt Intermadiats Output of Banking & Finance 11122 -12429 -13505
#quals Adjustmant to GOP 7837 10927 1487
Yalus Added {after Adjustmant for IFISC) 4485972 490051 5074T1

{1) ANimporis are debsitact hors, since most can be anribuied o this industty ang the remalndsr cannot be mlocatad.
(2] No adjustmant is mace hers since valus sdded is caicuiated as the sum of income from amployment and imputed e
(3} It has not been possitie to caiculate 4n adiuSIMANt 10 Private sector vaise-aodad for this industry
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Table 5 Value Added in 1990 on the Current and Revised Basis

Blua Book

£ milllon

Agriculture a753
Enargy and Water Supply 25456
Manulagturing 105808
Construction 35818
Distribution, Hotels and Catering 71865
Transport and Communication 33487
Ownership of Dwellings J0254
Banking, Finance and Insurance a7151
PAD 1647
Edueation and Health 44815
Othar Services 30431
Financial Adjustment 26159
All Industries (income measure) 479124

New Deafinition
£ million
2585
24946
59229
34974

* 59980
329495
28026
84348
31647
44815
208597

430051

Blue Book
Weight
18.27
5313
220.84
74.34
149,99
69.89
8314
181.90
56.05
92.54
63.51
54 80
1000

New Welght
17.52
£0.90

202.49
‘7137
142.82
87.33
5803
17212
54.58
B1.45
60.40

1000
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