| mplementation of the Latest International Guidelines on
Dealing with Financial Intermediation Servicesin the
Compilation of National Accounts Statistics of Hong Kong
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Gross Domestic Product (GDP) and Gross National Product (GNP) are
important economic indicators. They are particularly useful for analysing
the economic situation of Hong Kong.

The Census and Statistics Department has recently completed an exercise to
implement the latest international guidelines on dealing with financia
intermediation services provided by banks in the estimation of national
accounts statistics. The latest guidelines enable national accounts statistics
to reflect in a better way the economic contribution of banks in facilitating the
channeling of funds from units with surplus funds (e.g. depositors) to units
with demand for funds (e.g. borrowers). This article discusses this new
development and analyses the impact on GDP and GNP statistics of Hong
Kong.
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1. Introduction

1.1 Gross Domestic Product (GDP) and Gross
National Product (GNP) are important economic
indicators. They are particularly useful for
analysing the economic situation of Hong Kong.

1.2 GDP and GNP datistics in Hong Kong are
compiled in accordance with the 1993 System of
National Accounts (SNA)Y. Compared with its
previous 1968 version, the 1993 SNA introduced a
number of enhancements to the compilation of
nationa income satistics. Most of these
enhancements (e.g. enhancements of trade in services
statistics, capitalisation of expenditure on computer
software) that have significant implications on the
national accounts statistics of Hong Kong have been
implemented, through previous rounds of major
revision to GDP exercises undertaken by the Census
and Statistics Department (C& SD) in 1994 and 2002.

1.3 Among the enhancements, the 1993 SNA
provides a set of new guidelines on dealing with
financial intermediation services provided by
financial institutions (notably banks) in the nationa
accounts framework. In view of the complexity of
the new guidelines, it is not until recent years that a
number of statistically advanced economies including
France, Germany and the USA have successfully
implemented it. Others like United Kingdom and
Luxembourg will do so in the coming few months.
Following the practices of these statistically advanced
economies, the Census and Statistics Department has
implemented the new guidelines, and has just
released the results.

Note: (1) The 1993 System of National Accounts is an
authoritative manua providing guidelines on the
compilation of national income statistics. It was
jointly prepared by the Commission of the
European Communities, International Monetary
Fund, Organisation of Economic Co-operation and
Development, United Nations and World Bank.
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14 Asaresult of this statistical development, the
full series of GDP and GNP statistics were revised.
This article discusses this new development and
analyses the impact of the new guidelines on GDP
and GNP statistics in recent years.

2. The nature of financial
intermediation services in national
accounts

2.1 Financial intermediation services? refer to the
channeling of funds from units with surplus funds
(e.g. depositors) to units with demand for funds (e.g.
borrowers). These services are usually provided by
banks®.  In the process, banks provide risk
management, liquidity provision and convenience
Services. For example, to borrowers, banks
mobilise funds to provide credit facilities at the
convenience of borrowers and bear the default risk.
To depositors, banks establish branch offices and
automatic teller machines to facilitate deposit,
withdrawal and transfer of funds at the convenience
of the depositors.

2.2 In providing these financial intermediation
services, banks do not collect explicit service
charges. Instead, they charge indirectly by lending
at higher interest rates and borrowing at lower
interest rates. Given the specia nature of indirect
charges on the financial intermediation services
provided by banks, both banks and their customers
(e.g. households, 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 estimate : (a) the market value of financia
intermediation services produced by banks; and (b)
the market values of financial intermediation services
consumed by various industries.

Notes: (2) Besides financial intermediation services, banks
aso provide fee-based financia services such as
stock brokerage and dealing services, issuing letter
of credit for import/export traders, portfolio
management services.

(3) Other financial ingtitutions such as finance
companies also provide financial intermediation
services, but the value is much smaller when
compared with that of banks.
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3. International convention made in
1968 to deal with financial
intermediation services in GDP
compilation

31 For the market value of financia
intermediation services produced by banks, as
recommended in the 1968 SNA, it was estimated by
the difference between banks interest receipts and
interest payments and included in the output of banks.
If the market value of financial intermediate services
were not included in the output of banks, the bank
contribution to GDP would be unreasonably small.

3.2 For the value of financia intermediation
services consumed by various economic sectors, it
was considered very difficult in practice to find a
method to estimate the value at the time when the
international convention was made in 1968. As a
pragmatic solution, it was recommended to treat the
whole value of financia intermediation services as
intermediate consumption of all economic sectors
combined. That is, no financia service was
assumed to be consumed by households and
non-residents.

3.3 In Hong Kong, the approach recommended in
the 1968 SNA was dlightly modified, as that adopted
by other financia centre and service economy.
Under the modified approach, the value of financial
intermediation services was deducted from the sum of
value added of all service sectors, rather than the sum
of value added of all economic sectors.

4. Theneed for a new method

4.1 The method recommended by the 1968 SNA
has a major drawback in assuming that households
and non-residents do not consume financial
intermediation services produced by banks. This
treatment is becoming more and more inappropriate.
Along with development of globalisation 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 financia
intermediation services consumed by various users,
particularly by households and non-residents.
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5.  Concept of the new method and its
merits

51 The new method, based on the concept of
reference rate of interest first introduced in the 1993
version of the System of National Accounts, is quite
complex conceptually. Attempts to implement the
concepts of the method by some statistically
advanced economies have revealed the need to
resolve many conceptual and practical issues. It
took several years of theoretical studies and practical
experiments before statistically advanced economies
could successfully implement the concept given in the
1993 SNA. Up till now, only a few datistically
advanced economies have implemented the new
international guidelines, including Australia, France,
Germany and the USA.

5.2 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 financia intermediation services. The
interbank rates are suitable proxies of reference rate.
In Hong Kong, the weighted average Hong Kong
Interbank Offered rate (HIBOR), obtained by
weighing together the overnight, 1-month, 3-month,
6-month, 9-month and 12-month HIBORS, is used as
the reference rate.

5.3 Chart 1 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 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 actua interest
rates on loans (7%) less reference rate (3%),
represents the interest margins that banks earn
through providing various financial intermediation
servicesto borrowers.



Chart 1 Thedifferences between the actual rates of interest and the reference rate represent the
interest marginsthat banksearn for providing financial intermediation services
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This is the interest margin that banks earned for
providing financial intermediation services to
borrowers.

54 SLNRFIHOEG ]| it T o
FOHmEEH (TR FORsk e - 2F

) IEE R O

HEY

() PR RCE B LS T RO
TE[%J'J"‘SfZ%IH[JE‘JTQﬁ?F‘ B ] Iﬁ@aﬁ
Hpud HF

(i) [y > R TR 0 S B I
F g ﬁlef/\_ji%wﬂﬂjékﬁ{?[%slj{ I
?L‘F[E\?ﬁﬁpﬂ HEJT o

5.5 %EF[%”} R [F,iﬁgu]gﬁd,

’?.T’b*?ﬂ JIEztw‘*BFF kh‘iﬁFﬁf%Fgué’\%ﬁpgﬁfgj

WU ETR /TR e g ERR S R 2
A (U SRS PO ERRC T -
2 R B RS (D IR
& ﬁH[JiJM%F DJ[PDF' fﬁjglﬁl;r %ajjpj
i -

¢ g

3%-1%=2%

S [ R S R TSROV R -
This is the interest margin that banks earned
for providing financial intermediation services
to depositors.

5.4 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 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.

55 The reference rate method is particularly
relevant for Hong Kong, as in Hong Kong most 1oans
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.  The reference rate method could
provide a more accurate estimate of the vaue of
financial intermediation services consumed by
different users/sectors, particularly non-residents.
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6. Implications on national accounts
statisticsin recent years

Expenditure Components of GDP

6.1 As a result of the implementation of the
reference rate method, the level of GDP was revised
upwards, due to increase in the level of private
consumption expenditure and exports of services in
GDP. For the recent three years (i.e. 2002 to 2004),
the level of GDP in nomina terms raised by around
2.0%, of which about 1.5% was attributable to
increase in private consumption expenditure and
0.5% was attributable to increase in net exports of
services. (Tablel)

Tablel Revisionto GDPin nominal and real terms
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2004 1,269 1,291 21 1.7% 1,472 1,504 32 2.2%
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broadly similar from one year to another, the revision
to the year-on-year rates of change of GDP in both
nominal and real terms was small, generally within
+0.2% point. (Table2)

6.3 The increase in value of private consumption
expenditure was related to the inclusion of value of
financial intermediation services consumed by
households when they made deposits at banks and
obtain loans (e.g. persona loans, credit card
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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. Instead, 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 consumption.

Table2 Revision totheyear-on-year per centage changes of GDP in nominal and real terms
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2001 -1.4 -1.2 0.2 0.5 0.6 0.1
2002 -1.7 -1.7 0.0 1.9 18 -0.1
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2004 51 4.7 -0.4 8.1 8.2 0.1
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6.4 The increase in government consumption
expenditure was related to the inclusion of value of
financial intermediation services consumed by
government when it made deposits at banks.

6.5 Theincreasein exports of serviceswas 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 was
related to the role of Hong Kong as an international
financial intermediation service centre in facilitating
the channeling of funds within the region.

Value added shares of economic sectorsin GDP

6.6 The percentage shares of various economic
sectors in GDP at factor cost were revised
downwards.  This was because the financial
intermediation services consumed by various
economic sectors could be estimated indirectly.
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They were included in the intermediate consumption
of various sectors and were deducted from value
added of the respective sectors®. Import/export
trade and rea estate services registered more
significant downward revision because these sectors
consumed a relatively large amount of financial
intermediation services provided by banks, including
loans for financing import/export trades and loans
for financing real estate development projects.
(Table 3)

GNP statistics

6.7 Similarly, for the recent years, the level of
GNP was revised upwards by around 1.5%. Asthe
upward revision to the level of GNP was broadly
similar from one year to another, there was small
revison (generally within +0.3% point) to the
year-on-year rates of change in GNP in nominal and
rea terms. (Table 4)

7. Data sources and backdating of
historical series

7.1 Themain data used for compiling the financial
intermediation services include : (a) banks stock of
deposits and loans (e.g. loans provided by banks to
various economic sectors); and (b) effective interest
rates on different kinds of deposits and loans (e.g.
mortgage loans). Most of these data come from the
Hong Kong Monetary Authority and the Balance of
Payments statistics system in Hong Kong. Besides,
market information (e.g. interest rates on credit card
advances) and expert views from the financial sector
are also used as parameters in the estimation.

Note: (4) Before the adoption of reference rate method, the
total value of financial intermediation services was
deducted from the aggregate value added figure of
the services sector, rather than from value added
figures of individual economic sectors.
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Table3 Revision tothe % sharesof economic sectorsin GDP at factor cost
2002 2003
S ISR ST S5 ISR SR
Before  After Extent of Before  After Extent of
revison revision revision revision revision revision
Froobs froiks @E{ﬂflﬁ%ﬁ Fioabs proibs AEhy bR
ALY E Economic activity % %  Changein % point % %  Changein % point
[ HE SAVE ¢ Agriculture and fishing 0.1 0.1 0.0 0.1 0.1 0.0
ﬁ‘/ﬁ%ﬂﬁ? E 4 Mining and quarrying 0.0 0.0 0.0 0.0 0.0 0.0
g’glﬁi’ Manufacturing 45 4.2 -0.3 4.1 3.7 -0.4
ey~ IG5 Electricity, gas and water 34 3.2 -0.2 34 3.2 -0.2
1 K J
H lﬁi’ Construction 44 4.2 -0.2 3.9 3.7 -0.2
sE Services 875 88.4 0.9@ 88.5 89.3 0.8@
55~ FE Wholesale, retail and 26.9 251 -1.8 27.3 25.7 -1.6
SELL TR import/export trades,
B ?ﬁf restaurants and hotels
ﬁﬁb%ﬁ?,i Wholesale and retail trades 3.6 31 -0.5 33 2.9 -0.4
SEL R L Import/export trade 20.6 19.6 -1.0 21.6 20.6 -1.0
A E*@’Fﬁ,%{ Restaurants and hotels 2.7 24 -0.3 23 21 -0.2
lg_lggﬁ . Aﬁ’?" K Transport, storage and 10.6 9.9 -0.7 10.5 9.8 -0.7
lm%; Communications
ggﬁjb ﬁg,i’ Transport, storage 8.2 7.6 -0.6 82 7.6 -0.6
AT ¢ Communications 24 2.3 -0.1 23 22 -0.1
S R Financing, insurance, 222 20.0 22 231 20.9 22
Ul R red estate and
e business services
LR RlEg Financing and insurance 12.2 115 -0.7 131 12.3 -0.8
Pk Real estate 5.6 4.3 -1.3 5.3 4.0 -1.3
F:?J E*Jﬁ?ﬁ‘;ﬁ: Business services 45 43 -0.2 47 45 -0.2
kG~ ﬁfﬁ’ﬁk& Community, social and 22.2 215 -0.7 224 21.8 -0.6
i ~ T personal services
[ Ownership of premises 132 11.8 -14 12.6 11.2 -14
Y :JI:TEI BEE Less : Adjustment for financial 7.7 - - 75 - -
Eg\gﬁm[ Iy intermediation services
qﬁ;ﬁ%@g indirectly measured
E e ] GDP at factor cost 100.0 100.0 0.0 100.0 100.0 0.0

(TR FRAS AR D

@ RPN AR A Eho BT AL i
SRR AR ] - A R R ST 2 IS R IS ) R PR S S BT A
TR < it e« S32p 33 -

ISR

@  After implementing the reference rate method, the share of aggregate value added of services sector in GDP at factor cost was
revised upwards. This was because before implementing the reference rate method, all value of financial intermediation
services (including those not consumed by service industries) were deducted from the aggregate value added of the services

sector.
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Please refer to paragraphs 3.2 and 3.3 of this article for details.



Table4 Revision totheyear-on-year per centage changes of GNP in nominal and real terms

ERFH I E B S AR R 1

Year -on-year % chang% of GNP in nominal terms

RO BT ] N AR T 1)

Y ear-on-year % chang&e of GNP in real terms

.

'»ﬁ [ljﬂﬁéz

(S I

%fgf | ','%ET % Extent of revision gf H[J & F' & Extent of revision
o Befor After @zﬁflﬁgf Be_fqre After %‘}JF' 53
=D revision revision H ! B revision revision H | S
Y ear Change in % point Changein % point
2001 0.0 0.3 0.3 2.0 2.2 0.2
2002 -3.6 -34 0.2 0.0 0.1 0.1
2003 -1.7 -1.6 0.1 47 5.0 0.3
2004 4.6 45 -0.1 7.6 8.0 0.4
7.2 TRIDE T & D R ',FL' 7.2  Estimates of financia intermediation services

R T T R T LR P B A
g!oigip[jj/\E = Jufur F SRS T 5k
Sp AR B ’?E‘ﬁﬁfjglﬁg%zo £ U'ﬁl”:}ajt W[5y o
[ R J S DR R
LR RSB (RS kRS
FK HRS JP [ EM? BT SRR A B AT Y
B I IHEDE R e SR PRt R4 292 &
PP FEEF T 5 W= et -

EHI ot S Y o RS B R
BT 9 O Y BEE—

It %%EP °

8.

8.1 %Zéii['ffpljﬁs«lw%:ﬁfﬁﬁﬁﬁﬁﬂ
[t o g R A N AV A
http://www.info.gov.hk/censtatd/ ) = F | [ % F]
RN AR Jﬁ%{ﬁwﬂﬁpd (g~ ZE ﬂw

HE Tk I?E ;%J?ﬁFIJ%EJFF o R e
fﬁ*lﬁfllfﬁiﬂwll ESTE R I EJ%%J
= ff._;fﬁfﬁ il o ﬁ«j%#@glﬁ*faﬁ Eailivy
ey fsi?ﬁﬁﬁ?f%\"ﬂ“%%g F‘Ugﬁ‘[? %5* [REl A
AR CF ﬁhﬁ%ﬂﬂ» -

consumed by various users for 1998 and afterwards
are compiled based on the reference rate method,
since the necessary data from the Balance of
Payments statistics system are available as from
1998. In order to maintain comparability of the
whole data series over time, historical series of
financial intermediation services consumed by
various users before 1998 is backdated by
extrapolation based on data of stock of loans and
deposits of authorised institutions in Hong Kong.
For GDP by expenditure approach, backdating is
done up for the whole series, viz. up to 1961 for the
annual series and the first quarter of 1973 for the
quarterly series. Similarly, for annua GDP by
economic activity, backdating of the whole series is
done, up to 1980.

8. Further Reference

81 The complete series of revised national
accounts statistics can be downloaded at the website
of Census and Statistics Department (address :
http://www.info.gov.hk/censtatd/). For a detailed
discusson on the concept, rationade and
methodology of the latest international guidelines on
the treatment of financia intermediation services,
readers can refer to the pamphlet “ Understanding the

Financiad Intermediation Services in GDP
Compilation”, which is available at the same
website.  Regarding the impact on Balance of

Payments statistics as a result of this statistical
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development, please refer to the feature article
“Implementation of the Latest International
Guidelines on the Compilation of Financial
Intermediation Services Statistics in  National
Accounts of Hong Kong” published in the August
2005 issue of the report Hong Kong Monthly Digest
of Statistics for details.
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