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Introduction

Gross Domestic Product (GDP) is one
of the core items of National
Accounts  statistics. National
Accounts provides a comprehensive
framework to measure the value and
structure of economic activities (e.g.
production of goods and services,
distribution and use of income,
external transactions with
non-residents) within an economy.

GDP can be disaggregated to show
the value added (VA) figures of
various economic sectors, which are
useful for measuring the relative
economic contribution of individual
economic sectors.

This pamphlet explains the treatment
of financial intermediation services
provided by banks in the national
accounts framework. To understand
the relevant concepts, it is necessary

to first wunderstand some basic
concepts of GDP.
Basic concepts of GDP by

production and income approaches

GDP is a measure of the total value of
production of all resident producing
units of an economy in a specific
period, say a calendar year or a
quarter, before deducting allowance
for consumption of fixed capital.
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Under the production approach, GDP
is the sum of “value added” of

resident  producing  units  (e.g.
factories, shops, service organizations)
of a country or territory. As

illustrated in Chart 1 on page 3 :

Value added of a producing unit

= Gross Output — Intermediate
consumption
=(B) - (A); and

GDP is the aggregate of value added
of all producing units.

In brief, value added is derived as
gross output less intermediate
consumption i.e. deducting the value
of goods and services (e.g. purchase
of materials and supplies, rental,
business services) used in production
from the value of output.

In Chart 1, viewing from the income
angle, the value added of a producing
unit is also equal to the sum of its
compensation of employees (C)
(comprising wages, salaries and other
employee  benefits) and  gross
operating surplus D).
Compensation of employees and gross
operating surplus are factor incomes
distributed by the producing unit as
rewards to the factors of production
(labour, capital, entrepreneurship).
Viewed from this angle, or the income
approach, GDP, being the value added
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of all producing units, is thus equal to
the sum of the compensation of
employees at economy-wide level and
the gross operating surplus of all
resident producers.

Chart 1
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(i.e. money or equivalent)

B = A+C+D,
*B-A =C+D

“Value added”
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Value added is gross of interest
payment

A producing unit (e.g. a
manufacturing firm) may need to pay
interest to bank for obtaining loans
(e.g. for purchase of plants and
machinery). However, it should be
noted that for national accounts
purpose, the interest payment to banks
is not regarded as payment for
services consumed in the production
process, and hence is not included in
intermediate consumption (A) of the

producing  unit. Similar  to
dividends, interest payments are
conceptualized as “second stage” (i.e.
subsequent) redistribution of the
profits earned in the process of
production.

Consider two firms A and B, Firm A
uses equity capital while Firm B uses
bank loan to finance the operation of
business. Suppose both Firm A and
Firm B have $1 million profits. If
interest payment (I) is counted as cost,
then the profits for Firm B will
become $1 million minus (I) while
that of Firm A will remain as $1
million.

In national accounting terms, the
value added of economic sectors
represents the value of production
before deducting interest payment to
banks.  From the income angle,
interest is regarded as a reward to the
provision of capital services involved
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in production activity and hence is
redistributed out of the value added,
or more specifically, the gross
operating surplus (D) of the producing
unit. In other words, gross operating
surplus (D) is a measure of the surplus
accruing from the process of
production before deducting interest
payment.

Services provided by banks

Banks provide a wide range of
services to their clients, including
households, business establishments
and non-residents. The services can
be broadly classified into two types :

(a) Provision of fee-based financial
services such as issuing letter of credit
for import/export traders, arrangement
of syndicated loans, stock dealing and
brokerage  services, discretionary
portfolio  management  services,
custodian services. In return for the
financial services provided, banks
charge explicit service charges, i.e.
fees and commissions from their
customers. Therefore, the value of
the output of banks in respect of
provision of fee-based financial
services is equal to value of the fees
and commissions received.  This
calculation method is strict forward

and poses no problem in GDP
compilation;
(b) Provision of financial

intermediation services to depositors
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and borrowers, i.e. channeling funds
from depositors to borrowers. In the
process, banks :

(i) receive money from depositors
by providing saving accounts,
current accounts etc. In return
for money being obtained, banks
pay interest to their depositors;

(i1)) make loans to their borrowers by
mobilizing the money of
depositors. In return for the
loans provided, banks receive
interest from their borrowers.

In providing financial intermediation
services, banks do not simply take
deposits and make loans. Banks
provide a lot of services to depositors,
say by establishing branch offices and
automatic teller machines to facilitate
deposit, withdrawal and transfer of
funds at the convenience of the
depositors. Banks also provide
services to their borrowers, such as
assessing the creditworthiness of
borrowers, mobilizing funds to
provide credit facilities at the
convenience of borrowers.

In  providing  these  financial
intermediation services, banks do not
collect explicit service charges from
depositors and borrowers. Instead,
they charge indirectly by lending at
higher interest rates and borrowing at
lower interest rates.
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The need for special treatment of
financial intermediation services

Given the special nature of indirect
charges on the financial
intermediation services, both banks
and their customers (e.g. real estate
developers) do not know the market
value of the financial intermediation
services produced and consumed.
Therefore, in GDP compilation, it is
necessary to develop a method to (a)
estimate the market value of financial
intermediation services produced by
banks and include this value in the
output of banks. If the market value
of financial intermediation services
were not included in output of banks,
the banks’ contribution to GDP would
be unreasonably small. This is
because financial intermediation
services are actually the main business
of banks; (b) estimate the market
values of financial intermediation
services consumed by various
industries (e.g. import/export trade,
real estate development) in their
production processes and include
these values in the intermediate
consumption of various industries.

International convention made in
1968 to deal with financial
intermediation services in GDP
compilation

(a) Estimating the market value of
financial  intermediation  services
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produced by banks

The international convention made in
1968 to estimate the market value of
financial  intermediation  services
produced by banks was given in the
“1968 System of National Accounts”
(SNA), which was an authoritative
manual providing guidelines of the

compilation of national income
statistics. In the international
convention, the market value of
financial  intermediation  services

produced by banks is recommended to
be estimated by the difference
between banks’ interest receipts and
interest payments. The value of
financial intermediation services is
called imputed bank service charge in
1968 SNA and Financial
Intermediation  Services Indirectly
Measured (FISIM) in 1993 SNA, the
latest version of international
standards.

The value of financial intermediation
services is included in gross output of
banks, along with the value of explicit
service charges (e.g. commissions for
providing security dealing/brokerage
services and fund management
services). In this way, gross output
of banks includes the value of all the
services produced, viz. (a) financial
intermediation services provided to
depositors and borrowers; and (b)
fee-based financial services, such as
security dealing/brokerage and fund
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management services. If the value of
financial intermediation services were
not included in gross output, the value
added of banks would be substantially
underestimated. This is because
financial intermediation services are
actually the main business of banks.

(b) Estimating the market value of

financial  intermediation  services
consumed by various economic
sectors

Different types of establishments (e.g.
real estate developers which obtain
loans for financing real estate building
development  projects, importers/
exporters which obtain loans for
financing external trade) consume
different amount of financial
intermediation services provided by
banks in the process of their
productive activities. Therefore, in
calculating the value added of various
economic sectors, it is necessary to
estimate the respective value of
financial  intermediation  services
consumed by economic sectors and
treat them as the intermediate
consumption of the respective
economic sectors.

However, at the time when the
international convention was made in
1968, it was considered very difficult
in practice to find a method to
estimate the value of financial
intermediation services consumed by
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various economic sectors. As a
pragmatic solution, it was
recommended to treat the whole value
of financial intermediation services as
intermediate consumption of all
economic sectors combined. In
other words, it is assumed that
financial intermediation services are
all consumed by business
establishments. That is, no financial
intermediation service is assumed to
be consumed by households and
non-residents. In compiling GDP by
production approach, an item called
“Adjustment for Financial
Intermediation  Services Indirectly
Measured (FISIM)”is deducted from
sum of value added of all economic
sectors to arrive at GDP.

In Hong Kong, the approach
recommended in the 1968
international convention is slightly
modified, as that adopted by other
financial  centres and service
economies. Under the modified
approach, the value of financial
intermediation services is deducted
from the sum of value added of all
service sectors, rather than the sum of
value added of all economic sectors.
The deduction item is called
“adjustment for FISIM” in table
showing GDP by economic activity
published in the annual report of
“2004 Gross Domestic Product”.



FRBER—EMT

"= AANEFBEREEZER A |
# 2 e B 1B 1) A8 g MR B 4R
TR AN AR TN RE DG
B EBLPRE R AP Fu Ik
AWERRERZDAAERZHER
By o BERIE N R R B EIFAR
BARARE - LF2RER—fY
1t Him LARAT ¥ & ép e R 1B AR
TIRF  BHRAARERERF
£ RBIEARWE RAv(E P FRE
8 ARk P N ARFS K K3 o o B gk
BAVA BB — M ko A
R EE R & 0 45 5] R AE P Ao JE Kb
B RAE R &8k ¥ I ARAS e Bl -

¥ o B R385 AT RR MO M ik

" AREFBREHEL AN A
AL AR R A AT R W
& BT A AR AR 6 1R A SR R B
i 0 o B AR W38 AR Ty A A SRR A
Ik o

11

The need for a new method

Under the convention of the “1968
System of National Accounts”, it is
tantamount to assuming that financial
intermediation services produced by
banks are all consumed by economic
producers, and such services are not
consumed by  households and
non-residents. This treatment is
becoming more and more
inappropriate. Along with
development of globalization and
promotion on personal banking
services, including personal loans,
credit card, the consumption of
financial intermediation services by
non-residents and households has
been increasing rapidly in recent
years. Hence, there is a need to
develop a new method to estimate the
value of financial intermediation
services consumed by various users,
particularly by  households and
non-residents.

The new method recommended in
the latest international guideline

To solve the problem of estimating
the value of financial intermediation
services consumed by  various
users/sectors, the “1993 System of
National Accounts” (SNA) mentions
two methods, viz. the relevant
indicator method and the reference
rate method.
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The reference rate method is the
preferred method in 1993 SNA. This
method is  conceptually  more
appealing but complex and demands a
substantial amount of input data at
detailed levels. Compared with the
relevant  indicator method, the
reference rate method takes into
account not only the stock of loans
and deposits but also the differences
in the interest rates of loans and
deposits faced by different
users/sectors. The latter is
particularly relevant for Hong Kong,
as in Hong Kong most loans to and
deposits from non-residents are
inter-bank loans/deposits which are
large in amount but have much
smaller interest margins than other
types of loans/deposits. Indeed, all
economies (including Australia, the
USA and member states of the
Eurostat) that implemented the new
method chose the reference rate
method.

In view of the complexity of the
reference rate method, attempts to
implement the concepts of the method
by some statistically advanced
economies have revealed the need to
resolve many conceptual and practical
issues (such as the operational
definition of reference rate,
occurrence of negative value of
financial  intermediation  services
consumed by some sectors). It took
several years of theoretical studies and
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practical experiments before
statistically =~ advanced  economies
could successfully implement the

concept given in the 1993 SNA.
Australia was the first economy to
implement the reference rate method
in 1998, followed by the USA in 2003
and selected member states of
Eurostat in 2005.

Under the reference rate method, the
value of financial intermediation
services consumed by various users is
estimated based on the concept of
“reference rate” of interest. The
reference rate of interest represents
the pure cost of borrowing. In other
words, the reference rate of interest
can be regarded as a risk-free interest
rate and does not include any financial
intermediation  services. The
interbank rates are suitable proxies of
reference rate. This is because the
borrowings/lendings among banks
involve minimal risks, hence the
interbank rates are considered to be
free of financial intermediation
services and close to the concept of
“pure cost of borrowing” given in the
1993 SNA .

Chart 2 illustrates how to use the
concept of reference rate in
calculating the value of financial
intermediation services provided by
banks to depositors and borrowers.
To depositors, banks pay interest rate
(1%) that is lower than the reference
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rate of interest (3%). The difference
of 2%, which is given by reference
rate (3%) less actual interest rate on
deposits (1%), represents the interest
margins that banks earn through
providing various financial
intermediation services to depositors.
Similarly, to borrowers, banks charge
interest rate (7%) that is higher than
the reference rate of interest (3%).
The difference of 4%, which is given
by actual interest rates on loans (7%)
less reference rate (3%), represents
the interest margins that banks earn
through providing various financial
intermediation services to borrowers.

Chart 2 (B —)

The differences between the actual rates of interest and the reference rate
represent the interest margins that banks earn for providing financial intermediation services
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ﬂ¢-3%-1%=2% —)

This is the interest margin that banks earned
for providing financial intermediation services
to depositors. #R{TEIFEKETREL SR/
ARSI 2 72 -

Using the concept of reference rate of
interest, the values of the financial
intermediation services consumed by
different types of depositors and
borrowers (e.g. households, business
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establishments, non-residents) can be
estimated as follows :

(i) For each type of depositor, the
value of financial intermediation
services consumed is equal to the
stock of deposits multiplied by
the average interest margins of
that type of depositor;

(i) Similarly, for each type of
borrower, the value of financial
intermediation services
consumed is equal to the stock of
loans multiplied by the average
interest margins of that type of
borrower.

The result of adopting the reference
rate method in Hong Kong

Hong Kong has adopted the reference
rate method to calculate the value of
financial intermediation  services
consumed by various users/sectors.
After adopting this method, the level
of GDP in Hong Kong has increased,
by around 2% in recent years. This
is mainly due to the revised GDP
figures include: (a) the financial
intermediation services consumed by
households as reflected in private
consumption expenditure in GDP; and
(b) the financial intermediation
services consumed by non-residents
as reflected in exports of services in
GDP. Before adopting the reference
rate method, the old method implies
that financial intermediation services
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are all consumed by business
establishments in the services sector,
not by households and non-residents.
The impacts on various expenditure
components of GDP and value added
of various economic sectors are
discussed below.

(a) Expenditure components of GDP

In GDP by expenditure components,
there is an increase in values of
private  consumption expenditure,
government consumption expenditure,
exports of services and imports of
services.

The increase in value of private
consumption expenditure is related to
the inclusion of value of financial
intermediation services consumed by
households when they make deposits
at banks and obtain loans (e.g.
personal loans, credit card advances)
from banks. Here, it should be noted
that financial intermediation services
relating to dwelling loans of
households are not treated as private
consumption expenditure. Rather, it
is included in the intermediate
consumption of the item “ownership
of premises” in the GDP by economic
activity. This is because
owner-occupiers are treated in the
national accounts as the owners of
enterprises engaged in the production
of housing services for their own final
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consumption.

The  increase in  government
consumption expenditure is related to
the inclusion of value of financial
intermediation services consumed by
government when it makes deposits at
banks.

The increase in exports of services is
related to the inclusion of value of

financial intermediation  services
provided by resident banks to
non-residents, e.g. loans to

non-residents by resident banks, and
deposits from non-residents.  The
substantial value of exports of
financial intermediation services is
related to the role of Hong Kong as an
international financial intermediation
service centre.

There is also an increase in imports of
services, which is related to the
financial intermediation  services
provided by non-resident banks to
residents, say through obtaining loans
by resident establishments from
non-resident banks.

(b) Value added shares of economic
sectors in GDP

After using the reference rate method,
the percentage shares of various
economic sectors in GDP at factor
cost (production—based GDP) have
decreased  when  compared to
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previously published figures (i.e.
those figures published before 2005).
This is because the financial
intermediation services consumed by
various economic sectors are now
included in  the  intermediate
consumption of the various sectors.
In other words, the values of financial
intermediation services consumed are
deducted from value added of the
respective sectors, rather than the sum
of value added of all service sectors.
Therefore, the deduction item
“adjustment for FISIM” is no longer
required to be presented in the table
showing GDP by economic activity.

Larger decreases in the value added
shares are observed for the
import/export trading sector and real
estate sector. This reflects that these
sectors consume a relatively large
amount of financial intermediation
services provided by banks, including
loans for financing external trade and
loans for financing real estate
development projects.

August 2005
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