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|. Introduction

1.1 The primiary purpose of this Compilation Gride
an Fioancie! Seundiress Indicators (the Goide) 15 1o
provide guidance on the concepts and definitions,
and sources and technigues, Tor the compilation and
diszemination of the nuncial soundness indicators
(15180 ddentified by the IME's Excouive Board (see
Table L L} The Guide is intended o encourage com-
pilation of FS1s and promote Cross-couniry comperi-
Bality of these data, as well as assist compilers and
vsers ol FSI data, for the purpose of supporting
mutional and internationul surveillance of {inancial
ayslems.

1.2 F5ls are indicators of the current financial health
and soundness of the financial institutions in a coun-
try, and of their corperate and houschold counter-
parts. They include both argresated individual insti-
tution datw and indicators that are representative of
the markers in which the financial instilutions oper-
ale. F5Is are caleulated and disseminated for the pur-
pose of supperting macroprudential analysis. This is
the wssessment and surveillance of the strengths und
vulnerzhilities of financial svsiems, with the objec-
tive of enhancing financial stabality and, in particu-
Lur, limiring the likelihood of failure of the fnuneial

syslir.

1.3 I'S[s are o new hody of economic statistics that
reflect an amalgam of influences, This 15 evident
from the conceptual framework described below.
Some concepts are drawn from prudential and com-
mercial measurement frameworks, which have heen
developed o momtor individual entities. Other con
cepts are drawn from macrofconaonic mMeasurement
Irameworks, which have been developed 10 monitor
aggrogale yctivity in the econemy. Given the flexi-
hility provided by the Guide, these Trumeworks can
be dravn upon e develop the data set out in the
Ciuicle, Advice 15 also provided on reconciling the
data relevamt for the Guide with these framewarks.
However, some new duta sources may necd b he
developed. In this regard. the Guide serves as a

henchmark or reference point for future developoent
work and as o reference document Tor technical
assistance to support the compilation eTorts.

1.4 While the international community, through the
IMF Executive Board, consitlers that fostgring com-
parahility of FST data is a mediom-term abjective, in
discussions during the preparation ol this Guide
many comimentators stressed the need Tor (lexibility
in the application of the guidance set our helow, 5o,
s experience s guthered on compiling this new set
of macrostatisrics, users should be aware that data
sourced from nmational prudential and commercial
mezasurement frumeworks will vary across countries,
thus Hmiting cross-country comparability of data.
Looking shead, the wark of the Busel Committes an
Banking Supervision {RCBS) an revising its Capital
Agcond to be more risk sensitive could affect the cal-
culation o FS1s primarily sourced [tom supervisory
data, and subsequent cditions of the Gride could ae-
commaxdate such revisions,

L5 Tis also recognized that the compilation of FSI
ditn is kely o require a relutively high level of weh-
nically skilled staff at the compiling agencies,

Background

Lo By allocating funds for viable investment prog-
cets and providing pavment services, healthy and
robust financial systems help increase economic
activity and wellare. Hovwever, expericnce hus shown
thet financial systems are prone to instability and cri-
sis that have the potential o disrupt [nancial activicy
and impose huge and widespread costs on the ceon-
oy, With the liberalization ol financial markets and
the greater recognition of the importance of systermic
effects of financial sector weakness, policymakers
and others are paying increasing attention 10 the sta-
bility ol naticnal financial systems. Thus the long-
established surveillance of individual institutions 15



Financial Soundness Indicators: Compilation Guide

Table I.1. Financial Soundness Indicators: The Core and Encouraged Sets!

e

Core Set

Dieposic takers
Capital adequacy

Regulatory capital to risk-weighted assees

Begulatory Tier | capital to risk-welghted assets
Monperforming loans net of provisions to capizal

Aszat quality

Manperforming loans ta total gross loans

Sectoral distribution of loans to total loans

Earnings ond prafitability

Beturn on assets
Beturn on equity

Interest margin 1o gross income
Moninterest expensas 10 gross income

Licpraaiey Liguid assers co ol assets (liquid asset ratia)
Licuid sisses 1o short-perm Halilicies

Sensitivily do marked sk

Encouraged Sec

Met apen position in foreign exchange e capital

Deposit takers

Capical 1o assers

Large exposures o capical

Ceageaphical distribuion of loans to tomal leans

Gross asset pasiten m fnancil derivatives 1o capital
Gross liability position in finznzial derivatives to capital
Trading income to tomal income

Fersannel expenses 1o noninterest xpenses

Spread hepween reference lending and deposic races
Spread hetween highest and lowest incerbank race
Custamer deposis to total (nanincerbank) loans
Forcign-currency-denasminated loans 1o taal feans
Foreign-currency-denaminated labilites 1o total labilizies
Met open position in equities to capital

Creher financial corporations

Assats to total financial systern assets

Assets 1o gross domestic produce (GOP)

Menfinancal carporatians sector

Toral debr co equicy
Recurn on equitcy

Earnings o incerast and principal expensas
Met foreign exchange expasure oo aquicy
Mumber of apphoations for protectian fram credicars

Households

Hausehald debr va GOP

Hausehold debt service and principal payments t incomea

Market liquidicy

Awerage bid-ask spread in the securities marker?

Average daily turnower matio in the securities markes?

Feal Scate markets

Real estate prices
Residencial real escate loans 1o total loans

Commercial real estate loans to total loans

Ve surmimary of the g

idinge gutlined in the Guide e each FELis pravided in dependis 1.

3P in other markets that are most relavant e ek lguidite soch as foregn exchange markers

being supplemented by the monitoring of risks 1o the
stability of national Anancial systems arsing fmom
the coellective behavior of individual institutions,
This waork 15 known as macropradentiol analysis.

1.7 The waditional focus of prudential data repori-
ing and analysis is on the sicroprudential ohjective
of limiting the likelihood of laiure of mdividueal
institutions, Macroprndentiol analysis has a some-

what different set ol data requirements owing Lo s
focus on idenufving risks emerging o the financial
system as a whole. For instance, while increased
lending 1o the real estale market, or o the corporate
sector. may be profitable to a bank in the short term,
if such lending is mirrored in other banks, the resul-
tant sharp cxpansion o the banking sector’s expo-
sure 1o real estate or the corporate sector’s debt o
equity ratio might raise concerns from a macro-




prudential viewpaoint, In such instances, risks consid-
ered exngenous o any one instilution are endoge-
nous to the financial systen.!

L& Further, the magnitude and mobility of interna-
tional capital flows has made it increasingly impor-
tant w manitor the strength of (nancial systems and
their resilience o capital flow volatility, The linan-
clal secror is often the conduit hetween plobal finan-
cial murkets and domesnc borrowers and, as such,
is sensilive w external capital markets conditions, as
weall as domestic developments, Moreover, weak-
nesses in domestic banks can have a pervasive influ-
ence on consumer and investor confidence, capitul
Mosws, and public finances, as well as on domestic
financial inlermediation,

1.9 Agtention alse necds o be given to halance sheet
and profitability indicators ol nonlinancial corpora-
tions. Pinancial wesknesses such as a high leverage
ratio and/or low profitability of these corporations
can directly affeet the strength of the linancial sector
hecause of thewr mpact on asset quality, Also, finan-
cially weak corporations can render an econony mace
susceptible, and less resilient, o external shocks. Gov-
ernments alsa play an imporeang role.?

L1 The recognition of the importance of macro-
prudential apalysis has increased the need for sup-
porting data. This consideratien led the IMF to
undertake i 2000 4 survey of its member countrics
and of regional and internutional agencies 1o idently
those indicators considered 1o be most relevant to the
macroprudential work of national and regional author-
ities, hoth as compalers and users of data, A summary
of the results is presented o Appendix T Also, in
1999, the IMFE und the World Bank launched the
Financial Sector Assessment Program (FSAP), de-
signed o identily financial system strengths and vul-
nerabilicies and o help develop appropriate policy
responsas. This work bas involved the use of FSIs,
drawing on available data sources in countries,

L1l Using the results of the survey of member
countries, the experience from FSAPs, and discus-
sions with mlernational agencies inrerested o this
wiork, i list of key F51s was developed and presented
e the IME's Executive Board m June 20010, From

ICrocketn (20000 elaborutes on these ideas,
AIME st s sepacarely developmg liscel imdicators for the gov.
CIMMENT 100
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this meeting, the list of core and encourazcd FSTs set
out in Table 1.1 was agreed (agreed FSIs), based on
virions selection criteria.® The list was modified by
the Board in January 200424 To help prieritze futore
work, the core set 1s considered relevant for all coun-
tries, while the encouraged set might be developed
A% Ccountry circumstances require. At the same time,
the Board encouraged the IME™S staff to produce the
Compilarion Guide to help compilers develop the
agreed indicutors and undertake further development
work 1o this eld.

1.12 The Cuide is a comprahensive document that
nat anly explains how w compile the core and en-
couraged FSIs but also sets out the conceptual frame-
waorks from which the data series required o caleu-
late the FSIs could be draown. A xumnﬁur}r of the
guidance for compiling each FSI s provided in
Appendix L In addition, in the process ol consulta-
rion, some associated data series have been sugzested
that assist in the interpretation of F3ls, such as infor-
mation on the structore of a country’s fnancial sys-
temn. However, in reading the (udde compilers should
be aware that in terms of data requirements the prior-
ity s the core sel ol FSIs, followed by the encouraged
FSls. Also, while as far as possible the Guide draws
om existing data systems, compiling FSIs most likely
will add to the statistical burden. The extent ol any
additional costs will depend on a number of factors,
mcluding the ameunt of data already available, the
structire of the Onancial svstem, and the time horizon
over which the data are developed.

Some Key Aspects of the Guide

1.13 From the work undertaken, it is clear that the
range und type of FSIs compiled and disseminated
differ amonyg eountries, but that given their pivotal

AThe chosen criterta were (1) focus an the core markeis and
institutions, €23 analytival significance, (3 revealed usefulness
through bigh seomes m ke survey resulis, (49 celevince m most cir-
cumstances, and 030 avilalility, The core sel met all the chosen
selection criterta snd provided daty covering all wiain categories
of hank misk, while the cocowraged set mel some but not all, Sce
Eundararajan und others (2002, po G,

A% o consedquence, the large exposeres Lo capital FSD was
mrved Trom the core o the enconmaged sel, and measurces of dura-
tion were dropped from the st completelv. These changes arose
from advice given to the Excoutive Boad by 2 group of experis
that met in October 2003 w discuss the draft Gudde and primarily
seflected the problems in compiling these FSIs an a sector-level
basts rather than theiv relevanoe 0 mactoprudential analysis




Financial Soundness Indicators: Compilation Guide

rxle in all national economies. FSIs for the deposit
takers——particularly the core sct—are considered
central o any analysis of the current health and
soundness of a national financial svstem, This 15 re-
flected in the Geide. Tn addition, hecause of the
importance ol the eredit quality of deposit takers”
assels 1o the profitability and soundness of these de-
pasit takers, information on their main costomers
particularly the corporate and houschold sectors—is
relevant for such analvsis. The need for FSIs for
other fnancial corporations will vary depending on
their importance withun the economy.

L.14 F5Ts need to cover several aspects of financial
health and soundness, [noa linancial system, capital
strength is important for all tvpes of institutions,
especially us a “cushion™ against unexpected losses.
In monitering the financial soundness of financial
institutions. important considerations are also the
quality and composition of their asscls, and cxpo-
surcs o [nancial risk. Information on income and
erpenses 15 also critical—withour sufficient income
generation, no entity 15 fnancially healthy or sound.
For nenfinancial corporations, the focus 15 on their
liabilities and their akility to meet their financial
obligations as they fall due. [nosheet, FS1s are intended
for use in menitonng the development of positions
(and exposuresy and flows that could indicate in-
ereised NMnancial secetor volnerability and could help
assess the potential resilience of the sector to adverse
circumstances,

1.15 Because most F51s are in the form of ratios,
definitions ure required for the underlying serics
uscd o caleulate FSIs. Further, i considering the
definitians for these individual series, it is apparent
that many are derivable from informaton contained
in balunce sheets and income statements. 5o Jor all
sectors, including depasit takers and nonfinancial
corporitions, the {fedde starts from the presumption
that. as far as possible, the underlying series should
he draan from imernally consistent fnancial state-
ments that encompass an income and expense stale-
ment and a balance sheet. Calculating 'S ratios from
data series derived from internally consistent finan-
cial sttements cnhunces the analvtical uselulness of
the indicators and contributes to the quality control
of published data ovwing to the well-established link-
ages among financial statement items,

.16 Tn developing guidance on delimitions, the
Culde draws on the Svsrem of Noaviona! Aceounis

SOUE 99T SAA) CCommission of the BEuropean Com-
munitics: and others, 1993 and celated manuals (Tor
example, the Moneiary and Financial Staristics
Mened [MESA] [TME 20004010, and the international
accounting standurds (TASsS) and International Fi-
nancial Reporting Standards (IFRSs) (TASB, 2004),
developed by the International Accounting Stan-
durds Board (IASBEY? Both of these imternationil
measurement svstems have developed their guid-
ance within the context of internally consistent
Ounancial stelement framewaorks. For deposil lukers,
the work of the BCBS is also drawn upon, While
there are many similarities between the international
medsurement systems, the conceptual approach in
the Ciudde allows For flexibility 1o accommaedate dil-
ferences between them and meet the neads of macro-
prudential anulysis, Purther, Appendiz 1V cxplains
how the guidance in the (993 SMA and [ASs/IFRSs
correspond with the requirements of the Guide. The
Ciufde also provides methodological guwidance on
measurement issues that are new at the international
or even natienal level, for example. regarding real es-
tate prices and certain {inuncial markel information.

L7 Despite the reliwnce to the extent possible on
exisling measurement systems, the needs of macro-
prudential analysis are different from thase the exisi-
ing svstems are addressing, and this s reflected in
the lramework developed.

L.15 For deposit lakers, macroprodential analyvsis
monitors the profitability, capital strength, qualicy
and composition of assets, and exposures to finan-
cial risks faced by the scclor us o whole, Super-
visors have similar interests but at the level of the
individual institution, Further, some supervisors
adapt accounting suidance o meet the needs of
individual institutions, whereas the consistent
application of accounting rules across all entities in
the seotor is essential w0 avold asvmmetries o the
macro-based data,

1.19 The sector focus and the consistent applica-
tion of accounting rules are applicable for other
macro-based data such as the national accounts,
monelary ageregates, and the Bank for International
Sertlement’s i BIS s} international banking statistics

FThrowghout the Gueide, information proscnted within sguars
brickets refers 1 relevant parasraph numbers in the IFRSs ws of
Maorch 31, 2002, which wers 10 come inta effeet on January |, 2005



(MBS However, there are differences in analyrical
focus. National accounts data are Tocused on pro-
duction, income and its distribution and vse, and the
financial claims and linhilities generated, Compared
with these data sets, the ST [ramework Tocuses
more on capilal strength and profitability, making
essential the avoidance of double counting capital,
and activity based on that capital. at the sector level.
S0 macroprodential analysizs favors consolidarion
of group accounts, whercas national accounts data
focus on the gross output and activity of individual
entities within groups. Further, the buildup of claims
and liahilities among deposit takers is of macropru-
dential interest, not least to monitor the potential
for contagion, whereas monclary aggregates foous
on deposit takers' claims and liabilities vis-f-vis
other sectors and =0 eliminate such intrasectoral
pisitions,

1.20 Furthermore, it is worth noting that compared
with other measurement svsicms, the extent of insti-
tutional coverage for macroprudential purposes is
not clearly determined. While the Gudde requires the
compilation of F51s on a consolidated group hasis to
support soundness analvsis, this can involve consel-
idating the activities of hranches and subsidiaries with
those of the parent entity regardless of location—
maore akin 190 the commercial accounting and super-
visory approaches lor individoasl entities, Data on
domestically located operations might be separately
distinguished i authorities believe the data would
contribute materially 1o their fnancial stabilicy
analysis (for example, 10 illosirate the linkage with
other muacrocconomic informationy. Chapter 3 dis-
cusses these approaches in more detail,

1.21 More gencrully, the Guide recognizes that the
analysis of FS1s musl ake into account country-
specilic circuomstances.” Most relevant wo any assess-
ment is the structure of o country’s financial system,
for instance. the number of deposit wkers, the extent
of cross-border ownership, the exlent of government
ownership, the relative size of other financial institu-
tions, and the extent to which security markers arg
used toe ruise capital. All these factors can inlluence
the interpretation of F5Is. Therefore, guidance is pro-

“Tor this reason and cawing o the limated expenence w date, the
Guide does nol provide numerical henchmarks For each FSL
Mereover, the Gwdde is not the appaopriate vebicle For presenting
such information.
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vided on the Lypes of information on financial system
structure that could be disscminated, both o help
prowvide context for the analysis of FSls—including
through peer group and dispersion analyvsis—and 10
pravide information relevant for policymakers and
olher users. Adso important 18 the strength of a coun
try's financial mfrastrocture, such as the level of
development of financial markets and payment sys-
terms. The Cride provides some advice on the tvpe of
information on the structure of the financial system
that could be disseminated.

1.22 [ developing the framework for wse in compil-
ing data, consultations with experts raised some
points that go beyond the requirements of the agreed
FS5lIs. First, the framework developed should he flex-
ible to allow for future growth as analy'ﬁuu] necds
evolve: the idea of developing sectaral financial
statements for macroprudential purposes 1s consis-
tent with this concern, Second, some additionul series
were recommended (o he ineluded thar meet specific
financial soundness needs, such as informution on con-
tingent labilities and the value of assets transferred
to special purpose entitics: these ideas are included
in Appandix 111 Third. as Tar as possible, the frame-
work should draw on and take account of the reluted
statistcal needs of inermational and regional agen-
cies: [MFE staff has consulted wilh other agencies in
the process of producing this Guide

123 The Guide recopnizes the importance of dis
serunating FSI dwa for use by market participants,
policy analvats, and other users. The dissemination
of data on a frequent and umely basis allows new
develepments to be identified at an early staze and
facilitares comparisons and analvsis of data over time,
Alse, it is vital that any dissemination ol data be sup-
plemented with the provision of metadata (informa-
tion about data) so that vsers can understand the
methodology underlying the available inlormation.
Chapter 12 discusses these issues in mors detail,

L.24 Finally, experience demonstrates that FSls are
only one input inle macroprudential analysis, Also
relevant are (1) indicators that provide o broader pic-
ture of ceonomic and financial circumstances, such
as assel prices, credit grivath, gross domestic product
(GO growth (including 115 components), inflation,
andd the external position; (2) the institutional and res.
ulatory framework for an economy, in particolar
through assessments of compliance with international
financial scctor standards: (3 the outeome of siress
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tests;” and, as mentioned above, {4) the structure ol
the financial system and strength of the financial
infrastructure. More gencrally, FSIduta can poten-
tially complement the use of early warning sysiems
and contribute to crisis prevention,

1.25 Srtress testing, in particular, is o tool that when
used o cambination with FSIs cun enhance their
usefulness in several wayvs. First, estimated ISls are
typically the output of stress wests and, 10 some cases,
an “intermediate” input alse. For example, the impact
of a macroeconomic shock 15 usually measured as
the tmpact on the capital ratio FSIs. Second, stress
tests can provide mlormation on the inkages among
different FSTs—for instance, in stress tests that make
use of banks' credit risk models, the “shock™ is
worked through nonperforming loans (NPLs), pro-
viding a direct measure of the linkage between
changes in the NPL-based FSIs und the capital ratio
F5Ts, Further, stress tests provide a complementary,
but more dircel, way L assess cenain types of risks
that are hard to measure precisely using FSls, includ-
ing the risk of inlerbank conlagion.

Structure of the Guide

1.26 The Guide is presented in lour parts. They ane
{1} conceptual framework—covering Chapters 2-5,
{21 specilication of Fils—covering Chaplers 69,
{3y compilation and dissemination of FSls—
covering Chapters 10-12, and (4% analysis of FSls—
Chaplers 13-13. There are also o number of
appendixes,

1.27 The Gride is provided to encourage compila-
tign andd disseminatieon of the F5Is agreed by the IMF
Executive Board, Part [1 provides specific guidance
an o Lo caloulate the individoual FSIs o the [ist, bat
hefore @ compiler is in a position 0 use such guid-
ance, certain definitional 1ssues need to be addressed:
the definition of cach sector, the accounting princi-
ples underlving data compilation, the definmons of
the individual series that are used to caleulate the
ratios, and the scope of coverage within the sector,
These are the issues coverad in Part T In Parg 111, the
Crufde provides advice on practical compilation and
dissemination igsues that are likely o Tuce compilers

TRtress teats arc iechnigues naed 1o sssess the valnerability of
purtfolios e mmor changes in the macrocconamic epvirenment or
Lo excepdional but plavsible cvents,

as they put together thiz body of data, while Par 1V
provides information on the analytical use of FSIs,

1.28 Mooe specifically, chapers of cach parl address
the following issucs.

Conceptual Framework

= Chapler 2 identifies and defines the main instito-
tions and markets that typically constiture a finan-
clal syslem.

= Chapter 3 provides accounting principles for FSls,

= Chapter 4 provides an accounting framework and
sectoral financial statements from which the series
reguired o caleulare FSIs could be identified and
defined.

= Chapter 5 explains how data can he aggregated and
consolidated,

Specification of Financial Soundness Indicators

* Chapter & defines each of the agreed indicators [or
deposit takers,

= Chapter 7 defines each of the agreed indicators for
other sectors,

= Chapter 8 defines the indicators for financial
markets.

* Chapter 9 provides advice on the compilation of
data on real estate prices,

Compilation and Disseémination of Financial
Soundness Indicators

= Chapters 10 and || provide an overview of the com-
pilation of FSls,

= Chapler 12 presents a framework for the dissemi-
nation of F81s,

Analysis of Financial Soundness Indicators

= Chapter [3 discusses FSIs and macroprodential
analysis.

* Chapter 14 looks at the analytical use of specific
F&ls.

o Chapter 13 discusses peer group and descriptive
sratistics,

Appendixes

1.29 Appendix [ summarizes the survey of countrics
conducted in 2000 to onderstand maore about coun-



tries” needs for, and compalation practices reluting e,
F5ls, Appendix I summarizes in tabular form the
detailed information on each agreed FSI contained in
the Gride. Appendiz 111 provides wdditional defini-
tions of FSls and related data series. Appendiz IV
provwvides information on how o derive FSI series
from bath the national accounts and commercial ac-

counting frameworks. Appendix ¥V provides a set of

numericu] examples. Appendiz V1 discusses provi-
sioming, interest rate risk, and siress-tesling issues on
which at the rime of drafting there was not an inter-
nitieonal consensus or hest practice o draw upon.
Finally, Appendix VI provides a glossary of werms,

I = Introeduction

Terminoclogy

L3O Different methodolosies can wse different
terms for the same item or instrement, so il is neces-
sary 1o nede that the terms used in the Guide are con-
sislent with those vsed inthe ageeed st ol FSIs Thos,
where supervisors might use the phrase “allowance.”
the Guide uses the phrase “provision”” (ther terms
are drawn from the f993 SNA—particularly for those
items in the sector accownts that the f9U3 5MA also
covers—and [rom supervisory sources. Inoa few
instances, the text notes alternative lerms for the same
itemdinstriiment a1 the appropriate point in the text,
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2. Overview of the Financial System

Introduction

2.1 As nated in Chapter |, FSTs are calculated and
disscminated for the purposc of assisting in the
assessmwent and monitoring of the strengths and vul-
nerihilities of fnancial systems. Such assessments
need Lo ke account of country-specilie factars, not
least the structure of the financial sysiem. Simply
stated, whether an ceonomy has a few ar many banks,
has diverse financial mtermediaries, has a deep and
liguid securitios market, and whether the finuncial
intermediaries have internutional eperations, matlers
e any assessment. This chapter identilics and defines
the main types ol players and markets that typically
constitute a financial system.

What Is a Financial System?

2.2 A financial system consists of nstitutional
units! and markers that interact, typically in a come-
plex manner, for the purpose of mobidlizing funds for
investiment and providing facilities, including payment
systems, for the financing ol commercial activity. The
role of ltnancial institutions within the system is pri-
marily 1o intermedinte between those thal provide
lunids and those that need Tunds, and typically in-
volves translorming and managing risk. Particularly
fior o deposit taker, this risk arises from its role in
maturity transformation, where liabilities are typi-
cally short term (for example, demand deposits),
while its assels huve a longer maturity and are often
lliguid (for example, loans). Financial markets pro-
vide o forum within which financial claims can he
tracled under established mles of conduct and can
lacilitate the management and transformation of risk,

VA instinetional unit is an enticy, such as a hosseheld. corpera-
T, or government ageney, that is capable inis own right af can-
ing assets, mcwrring babilities, and engaging i ceononus activi-
ties woal ransactions with orhce enlites.

They alse play an important role inidentitying mar-
ker prices (“price discovery™ ),

2.3 Within u financial svstem, the role of deposit tak-
ers is central, They oflen provide a convenient loca-
tion for the placement and borrowing of fupds and. as
such, are a source of liquid assels and fonds (o the rest
of the economy. They also provide payments services
that are relied vpon by all other emities for the con-
duct of their business, Thus, Tailures of deposit takers
can have a significunt impact on the activities ol ull
other financial and nonfinancial entties and on the
confidence in, and the functioning of, the fnancial
swarem as a whole, Thiy makes the analvsis ol the
health and scundness of deposit takers central to any
assessment of financial system stability,

Financial Corporations?

Deposit Takers?

2.4 The term “bank”™ is widely used to denote those
financial insttutions whose principal sctivity is (o
take deposits and on-lend or otherwise invest these
funds on their own account. In muany countries.
“banks™ are defined under banking or similur regu-

IThe intention s tht the defmitions of instintiana ] sectors and
sub=eciors m the Cafde b consistent with the PR NAMA sxocpr
where explicitly stated otherwise,

A well as aecurarely portraving the tvpes of instimtions cay
cece, the Guide uses the werm “deposic tikers™ vatber than “sher
depository corporations” (OD0=) as vsed in the AESAY (IME
iy becovse of the possible differones in coveragze of msti-
o [norellecting analviical interest in browd money, ODCs are
defincd as including all those cntitics that issoe Lubilies
included motke national definiion of weney. This may exclode
finclude ) matitutional wntts thal are otheradse included (eacluded)
within the Grides detinition (for example, corein offshorn:
hanks}, Motably, money market funds are explicily excluded
Imom the Cledde’™s coverage of deposil takers (see paragraph 2,100
b gan be included ke AFEA S coverage of GDCs Any insi-
tutiomal unit elissified as on O that docs not meel the Guade’s
definition of wadepastt tker should be classified s an “ather Gnan-
ciil corporetion.”
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latory legislution for supervisory purposes, oo the
Crofele, banks and other deposit lakers (other thun
central banks) wre included within an insututonel
sector that 1x known as “deposit takers”” Deposit
takers are defined as those unils that enguge in
financial intermediation as a principal activity—thi
15, channel funds rom lenders o borrosvers by incer-
mediating  between  them  through  their own
gecount—and
« have labilites in the form ol deposits payvable on
demand, transferable by check, or otherwise nsed
for making payments; or
« have liahilitics in the Torm of instruments that may
not be readily transferable, such as short-term cer-
tificates of deposit, bor are close substitules Tor
deposits in mobilizing (nancizl resources and are
inchaded in measures of mency browdly delined.

2.5 Commercial banks, which ypically take depasits
and are central o the payvment system, Gall under the
definition of deposit tnkers, These banks, which par-
ticipate in a common clearing system, may he known
as deposit money corporations, Olher types of insti-
utions thal may be covered by the definition include
insritutions described as savings bunks (including
trustee savings banks, as well as savings and loan as-
sociations); development Rinks; credit unions ar co-
aperatives; investmenl banks; mortzase banks and
huilding socigties (where thewr partcular specializ-
tion distinguishes them from commercial banks):
and microfinance mstitutions that take deposits,
Governmenm-controlled hanks (for example. post
affice savings banks and rurul or housing hanks) are
also deposit takers 1f they are institutional units sep
arwe [rom the government and they mect the delini-
o ol deposit 1;15;:_;1' outlined in paragraph 2.6, This
list is nol exhaustive, and clussilication as a deposit
taker depends on the function of the carporation, and
not an s name.

2.6 Withun an ceonomy, the definition of deposit tak-
ers should encompass a group el mstilotions that meeat
the definition of banks and similar institutions under
banking or other legislation, hecause like the statisti-
cal definition for deposit takers, o common legal oni-
terion for a bank is the taking of deposits, 1 some
institutions we banks inoa legal sense hut not deposit
takers as described above, in following the Guide they
should still be classilied as “deposit takers,” but in any
associated description of the F51 dwa the statos of
these institutions should be explained, with some indi-
cation af their importance 10 the data disseminated.

2.7 Conversely, if there are any ather groups of
institutions that meet the Guide’s definition of g
deposil taker but are nat banks or simular mstilutions
under the legislatve upproach, they should be sepa-
rately identified so thal their importance 1w the infar-
mition disseminated can be judged.

28 As noted 0 Chapter | ound desceribed in more
detail in Chapter 5, 10 meet analyocal needs, depasit
takers can be grouped on the basis of commoen char-
aeteristics, Two types ol reporling populations are
particularly identified in the Goide: domestically
incorperated and controlled deposin takers, including
any foreign branches and subsidiurics, and all domes-
ticully located deposit takers,

Special cases

2.9 Holding corporations are entities that contral a
aroup of subsidiary corporations and whose prinei-
pal activity is caning and directing the group rather
than engaging in deposit taking, As the Gurde's
Tiacus is the health and soundness of deposit ukers as
o sector, in principle the Gadde considers that hold-
ing corporanions should be excluded lvom the deposi
taking sector, even i the business of the subsidiarics
it owns 1s primarily deposit taking, Rather, such
halding corporations should be clussitied as other
financial corporations, 11 is acknowledged thut this
approach may nol be consistent with J993 S84 but
It is consistent with present supervisory guidance.?
Monctheless, there may Be interest in inTormation an
financial conglomerates headed by helding corpora-
tioms, as discussed in Appendix 1L

2,10 In the CGedde, 0w recommended that swerey
therrke! s not be classified as deposit tkers bt
bo sepurately identified as investment funds within
other financial corporations (sce below ), because the
pature and regulation of their husiness are dilferent
fromm that of deposit tkers, although their liabilities
ean be incloded in broad money, A similar ireatment

Flhwe revised Basel Accord proposes 1o exiend consoliduted
repaning o include bank holding companes. In paragraph - 100
the #9905 5%A atributes @ holding comypany o the activity carrisd
ot rtindy by the greeup i contrels, unless na simgle tvpe of finan-
vial getivily 1s predominant withen the group, inowhich instanes i
is elusaitied as an other financial intermediary. Thus, the atribu-
tivn of the holding company Lo the deposil-raking secton, or ool in
the FORENA S5 dependent upon all the busimess of ail the entitics
i Lhe group and mot just o depogil-raking subsidiary




is recommended for any other instintion that en-
pages primarily in securities activity and issues lia-
bilities that are ncluded in hroad money but are not
dleposits,

201 There is hele inlernational conformity of law
or practice in the area of banking regulation govern-
ing the treatment ol Sanks in disteess, with oflicial
elforts e rehakilitare banks differing both in their
time horizon and natuee, fom the enforeement of
banking law and the restriction of new business, 1o
the receivership and hguidation of banks (see, for
example, Asser, 2000 Garcia, 20000 [n the Guide, {1
is recommended thal (nancial institurions in distress
that otherwise meet the definiton of a deposit taker
continue (o be ncluded in the deposit-taking repor-
ing population for calcolaling FSTs, Their assets and
liahilities exist in the deposit-taking system. and the
costs of resolution may be sigoificant. Accordingly,
until a deposit taker 1s liquidated (thar is, all assets
and tabilities are written down andfor redeemed and
the entity ceases to exist) or all deposit liabilitics
removed mom its balance sheet (through either
repayment or transfer to another entity), 1ts balance
sheet and Inceme statement continue o be included
in the data used for calculating FSTs for the deposit-
taking scctorn

2,12 I banks in distress hold significant positions,
data both including and excluding these deposit
takers might be considered, purticularly if the lig-
uidation process is very lengthy.® [n any assaciated

escription of the FST darta. the importance of
banks in distress 1o the data disseminated could be
indicated.

Central Bank

213 The central benik i the national fnancial insti-
ttiom that exercises contred over ke aspects of the
financial system and carrics oul such activities as
issuing currency, maniging international reserves,
and prowiding credit W deposit takers, Central banks
are excluded from the reporting population Tor com-
piling F51s,

FFor example, this could be considercd i1 banks that are in dis-
tress wver o Jomg period of fime have large Toreign cxchange expo-
aumes Cher active™ deposil takers doonot), Alsa, dunng a long
process of liguidation, it is recognioed that there may be diftenl
tigs in colleering current mformation on banks o distress,

2 * Overview of the Financial System

Other Financial Corporations

2.14 chher financiol corporations (OFCs) are those
financial corporutions that are pramarily engaged in
financial intermediation or in auxiliary Tinancial
activities that are closely related w linencial interme-
diation but are not clussified as deposit takers.® Their
tmportance within g financial sysiem varies by coun-
try, Other financial corporations include insuronce
corporations, pensten unds, ather financial inlerme
diarics, and financial avsiliarics. Other financial
intermediarics include securities dealers. investment
funds (including money murker funds), and others,
such os finance companies and leasing companies,
Moreover, included us other financial intermediarics
are special asset management companies ereated for
the purpese of managing ponperforming ssseis thar
have been translerred from other financial corpori-
tiens, typically deposit akers.” In addition, acting as
agents rather than as principals are other financial
auxiliaries, such as market makers, Detailed descrip
tions ol all these tvpes of financial corporations are
pravvided 10 Appendix VIT Glossary of Terms,

Nonfinancial Corporations

2.15 As customers, sewiincneicl corporations are
impariant o the health and soundness of Ninancial cor-
porations. Nanfinancial corporations are instifutional
entities whose principal activity s the production of
goods or nonfinancial services for sale at prices that
are ceonomically significant.® They include nanfinan-
clal corporations, nonfinancial quasi corporations,”
and nonprofic institutions that are producers o goods
or nonfinancial services for sale at prices that are eco-
nomically signilicant. They can be contrelled by the
govvernment secton

"Prowviced tha they do not ke deposits, other Gnomcial corpora-
Lo inglude funidy creared e vest inssme recemved Trom a specific
o, sieh s fram sales of ol lor the henetit of fuine genemtions.

A8 sush @ corperation records deposits inoas balance sheet, i

woltld be elassifed as o deposit tker. In Appendiz 1T the ides of

collecing addivonal dati on their owncrship of NPLs s discussed.

ficonomically significant prices ane those thal have a signifi-
cant mfluence sn the gmounts thar producess aee willing e supply
and am the amauns puichasers wish e buy.

A quast corporation s wn uninesrporated enlerprise thae fune-
tiong #s o carporation, Typreally it will keep s separate set of -
counts e il owner(=) andfor, i1 owned by @ nonresident. he
engaged inasignidicant mneunt of production inihe resident eoon-
oy aver o leng er indefinioe period of time

13
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Haouseholds

2.16 Hewseholds are also costomers of (inancial cor-
porations, They are delined as small groups ol per-
sens who share the same living sceommaodation, poe
sone or all el their income wnd sweealth, and consume
certain types ol goods and secvices (for example,
houvsing and food) collectively, Unattached individu-
als are alse considered houscholds, Houscholds may
cogage noany kind of cconemic activity, including
production.

Nonprofit Institutions Serving
Households (NPISHs)

207 NPISHs are engaged mainly in providing
paods and services to households or the coommunity
at large free of charge or at prices that are not eco-
nomically significant {and thus are classified as
nonmarket producers), except those that are con-
tralled and financed mainly by government wnits,
which are classified as part of the general govern-
ment sector {see paragraph 2.18), NPISHs are
financed mainly from contributions. subscriptions
from members, or eamings on holdings of real or
financial assets. They are customers of financial
corporations, although experience suggests that
their impact an the financial stability of the econ-
omy s limited, Examples of NPISHs include con-
sumer associations, trade wnions, and charities
financed by voluntary transfers.

Genaral Government
"

208 Clenerad governnient unils crercise legislative,
Judicial, or exccutve authority over other instit
tonal units within a specified arca. Governments
lave authorily (o mmpose laxes, o borrow, o allo-
cate poods and services o the community al large or
o mdividuals, and 1o redistribuie income. They
alfect and can be alfected by the activitics of linan-
cial corporatiens. The general governmenl scolor
consisls ol departments, branches, agencies, foun-
dations, nsttutes, nonmarkel nonprelic msiitlions
controlled and financed mainly by government, and
other publicly controlled crganizatons engaging m
nonmarkel activites, Various umis of general gow-
eroment may operate al the central, state, or local
coveriment level.

Public Sector

2,19 The public sector includes the general govern-
ment, central bank, and those entities in the deposit-
tuking and other sectors that are public corpertions.
A puhlic corporarion s defined oz a nonlinancial or
financial corporation that is subject to control by
government units, with contrel over o corporation
defined as the abiliny 1o determine general corporate
policy by choosing appropriate directors, i neces-
sury. A fuller discossion el contre] is provided in
paragraph 5.7,

Financial Markets

2200 A fingncial market can be defined as a market
i which entities can trade fnancial claims under
some established rules of conduct, There are various
types of financial markets, depending on the nature
of the clams being traded. They include money mar-
kets, bond markets, equity markets, derivatves mar-
kets, commaodity markets, and the foreign exchange
market,

2.21 The maney market is the markel that involves
the short-term lending and borrowing of funds among
a range of participants, The typical instrments traded
in g moeney market have a short maturity and includes
treasury bulls, central bank bills, certilicates of de-
posit, hankers” acceprances, and commercial paper,
They alzo include borrowing through repurchuse
agreements and similar arrangements. It 15 the mar-
ket that can provide short-term liguidity to govern-
ments and Nonanciul and nonfinancial corporations.
An active money market allows entities 10 manage
their liquidity in an efficient manner, by facilitating
investment of cxcess holdings of cash in interest-
bearing assets, which can be drawn upon when
negded, and by providing o seurce of funds for those
short of liguidity, or who wish o (inance shoert-term
positions in ather markets,

2.22 One specilic money markel is the biterbeak
markel, which is the market i which banks lend 1o
each other. This market allorws banks with excess hi-
quidity e fend these Tunds o banks with a shorlage
of funds, often overnight and usually on an unsecured
basis. An cllicienl interbank markel improves the
functioning of the financial svstem by cnabling the
central bank to add or drain liquidity from the sysem
more eiffectively and banks to redistribute their indi-




vidual excesses and shortages of liguidity among
themselves without causing undue interest rate
volutility. If funds do not Tow freely among banks in
the interbank market, this impedes liguidity manage-
ment by individual banks, posing a risk w [inancial
stability, and could result in the central bank haviog
o supply Hguidity tw banks on a case-by-case hasis,
complicating the management of manetary policy.

2.23 The bond market 15 the market in longer-term
debt instruments 1ssucd by governments and linan-
cial and nonfinancial corporations. The bond markel
allows g borrowaer to obtain long-tenn funds throngh
the isspance of debr securities, while providing
investors with an opportunity W purchuse and sell
these securities, For borrowers, such a market pro-
vides an alternative 1o bank lending as a form ol
long-term finance and, in the instance of asset-
backed securitics, whose income payiments and prin-
cipal repayments are dependent upon a pool of assets
such as loans, allows o lender 10, in effect, convert
illiquid assets inte radable securities ' An active
bond marker also allows credic risks o be spread
over a wide range of investors, reducing the potential
for concentration o credit risk to develop und pro-
viding horrowers with up-lo-date information on the
market views ol their creditworthiness. Bonds also
provvide an investiment apportuinity far thase mvestors
that have o long-term investment horizon, such as
pension funds with long-term liabilities.

224 The equity market s where cquity securities
are traded, An active couity market can he an impor-
tant source of capital w the issuer for use i business
and allowas the investor o beoeft from the future
growth of the business through dividend payments
andfor an increase wthe value of the equily clanm.
Howgver, the market value of the equily scourity can
also Fall, Turnover serves as an indicator of ligquidity
in cyuity markets,

228 Financial derivarives moarkers are different
lrom money, bond, and cquity markets i that the
instruments—such as swaps and options—are used
te trade financial risks such as those arising from for-

Where are several key features of asser-backed secunties: the
criginal lender will wsnally sell the assets w0 @ trust or ather form
of intermediary (special purpose vehicled, and sa, i the case of o
depasil laker, this activity frees “capetal” that regolaory gaidelines
require a deposit aker 1 hold against the assets, The intermedizry
will Mnance the porchase of the assels by ssuing scourifics
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cign exchange and mterest rates, to those more able
ar willing to hear them, Credit risk can also be traded,
through credit derivatives, The value ol derivarive
msiruments depends on the price of the underlving
item—ithe reference price, These markets ean broaden
financial market activity in that, for instance, investors
can, i 4 derivatives markel. wrade wway Tinancial msk
inherent in a security, such as exchange rate risk. that
otherwise would have dewerred them from purchus
ing the seounty, However. linuncial derivatives can
be vsed (o ke on risk and thus can pose o threat 1o
nancial stability 10 significant losses are incurred.

2.20 In financial markets, fguidite 15 important,
because it allows investars Lo manzge their portfolios
and risks more efficiently, which wends 1o EL"dlll'.‘.{‘.' 1he
cost of borrowing. There are several dimensions 1o
rtarket liquidity, meluding tightness. depth, immedi-
acy, and resilience. Tightness is a market’s ability 10
match supply and demand efficiently and can be men-
surcd by the hid-ask spread. Murket depth relates 1o
the ability of a market to absorb large trade volumes
without 2 significant impact on prices and can be ap-
proximuted by the amounts raded over a period of
time (urnover) and guote sizes, hmmediaey is the
speed with which orders can he execured and seiled,
and resilience is the speed with which price fluctua-
tions acising lrom imbalances in trades are dissipated,

Payment System

2.27 A puyment systemn consists of instruments,
banking procedures, und (typicallyy mterhank fund
transfer systams thal consure the circulation of moncy,
[he payment system is a channel throngh which
shocks can be tansmitted acress financial systems
and murkets. A robust payment system is o Key re-
quirement in maintaining and promoting Anancial
stability, Thus, a broad international consensus hus
developed an the need W strengthen payment systems
by promoting internationally accepted stundards and
practices for their design and operation (BIS, 200 1w
BI&. 2003a),

Real Estate Markets

2.28 Experience has shown that real estate muarkets
can be an impartant source e linancial instability.
Real estale markets allow the rading of claims an,
and investments in. reul estate and can also involve
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murkets associated with the finuncing ol real estate,
[n the Guide real estate is defined to include bath
land and buildings {inchiding other structures used
as dwellings, for example, houseboars). Because
land 1% a more or less fixed resource, as are buildings
in the short term, traditionally real estate has lem

iself 1o speculative activity—when demand and
prices significantly increase in a short period and,
olten associated with this, large Onancing {lows. 1o
addition, for households, changes in the value of the
real estate they own can have a significant effect on
their seonomic behaviorn



3. Accounting Principles for Financial
Soundness Indicators

Introduction

3.1 To compile both position and Tow daa for gse
in calculating FS1ls, a consistent st of accounting
principles is required, This chapter provides guidance
on accounting principles that could be cmployed,
drinwing on existing international standards and tak-
ing necount of the analyical necds of FSE data, Bur
it 15 recognived that at this time, in practice, there is
ney Tull-fledged adberence o internationally agreed
prudential, accounting, and statistical standards by
all countrics. Thus, in disseminatng any informuation,
countries are encouraged 1o disclose the basis of
accounting that is used (o compile FSI dina series,
along with the eritical assumptions made.

Definition of Flows and Positions

3.2 In the Guide, flow data include transactions in
ooods, services, imcome, transfers, and nonlinancial
und financial assers; holding guins and losses arising
from price or exchange rate movements; and other
changes in the volume of assets, such as lossces fom
extraordinary events, Under certain circumstances,
putential casts can also be weluded. Position data are
the value of outstunding stocks of nonlinancial wand
(nancial assers, and labilites,!

Time of Recognition of Flows
and Positions

3.3 The guiding principle in the Gudde is that Tows
and positions should be recorded using the accrual

A tuller definiticn of tiansactons and sther tows, and of posi-
ficns, is provided on pages 7278 of the FOUF SNA und on pages
9-12 of the Furapean Svatem of Accowns $%593 (Burasin, 1996,
Heswewen, potential costs cannot be incloded as (o data within
the conceplus] Framework of the FGs Sa,

basis of accounting. On this basis, flows are recog-
nized when economic value is ereated, trunsformed,
exchanged, trunsterred, or extingoished. In other
wards, under accrual accouting, revenue and gains
are recognized in the period when they are carned,
and expenses and losses when they are incurred,
rather thin when cash 15 received or disburSed, Exist-
ing actoal assets and labilities are recognized, but
COningent posiliens arg noet,

3.4 The wsecrual approach 1o recording is adopted
hecause by malching the tme of recognition with the
tirme of resource flows and the time of gains and
lasses i value, the economic consequences o trans-
actions and svents on the current health and sound-
ness of the reparting entities s best observed, More-
owver, this method has the advantage of capturing all
tvres of resource Tows, regardless aof whether or not
cish hus been exchanged.

A5 Whether assets and liabilities exist and are oul-
stunding is determined at any moment in time by the
principle of ownership.® So for debt imstruments, the
ereditor owns o claim on the dehtar, and the debuor
his a symmetric obligation o the creditoer!

3.6 When a ransaction occurs in assets, the posi-
ticn should be recorded on the date of the change of
awanership (the value date), when both creditor and
debtor have entered the cluim and liability, respec-
tively, in their books. [T an existing asset is sold by
ong enlty o ancther, the first entity derecognizes
and the second cotity recosnizes the asset on the date
of the change of cwnership, The dute of recording

1ANs use the critera ol the probalioy of future coanome ben-
elits that can he measured celighly and of control @ recognize
asscta. 10 recognicing subsicdiaries, the Cwide also adopls the con-
cepl al contrl (see paragraph 5,71

Mo the aede does ol recoanize any unilaters] repediation <f

debt by b deblor
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may actually be specified 1o ensure matching cotrics
i the books of both parties. If no precise date can he
fixed on which the change in ewnership occurs, the
date on which the creditor receives payvment in cash
or 1n some other assel 15 decisive. When a service is
rendered, interest accrucs, or an cvent oceurs thag
creates a transfer claim (such as taxation), a linancial
claim is created und exists until payment is made or
fargiven, Service charges, like inlerest, cun aecrue
continueusly. Adter dividends are declared pavable,
they are recorded s liabilitiesfassews until paid.

3.7 The Guwide recommends that interest costs
accrue continuously on debt instruments, matching
the cost of funds with the provision of funds and in-
creasing the principal amount outstanding ontil the
interest 1s paid.? The preference of the Gudde is that
interest should accrue at the rate (elfective vield)
agreed at the time of the issuance of the debt instog-
ment, For example, for a loun this 15 the contractual
rate of interest, Thus, for fixed-rate mstrucnents, the
effective yield is the rate of interest that equates the
Futuee payments o the issue price. For variable-rate
instruments, the yield will vary over tme in line with
the lerms ol the contract. No adjustment should be
made 1o interest income Lor any gains or losses aris-
ing from financial derivatives contracts, as these arc
recognized as goins and losses on financial instog-
mients (see paragraph 4223 These recommendations
For the acerual of interest are largely consisient with
the upproach in the related international statistical
and accounnng standards.® However, it 1s recognized
that for data compiled under 1ASs (1AS 18.31), when
an instroment is traded, interest accries for the new
creditor at the effective vield at the time of acquisi-
tion of the instrument and not the effective yicld al
the time of ssoancd of the instrment,”

Hluterest sccrual oo nonperforming assels is discussed in
Chaprer d

“Under seme accounting syatems, comain fees are iresied as an
integral part ol the efective yield of o Onancial mesicument, and
henee alfect the rate at which inoenest
“Fees and Commissions Recervabde/Payable” m Appendix 1Y thiy
approdach s Tolliveeed in TARS.

SThis ppens the possibility that there could be ssymmetric
reporting of mderesl income for raded financizl insinomnests by
dehied and creditar deposar takers, One pessibility s e caleolate
inerest angome based on the sverage curmenl eftective yield dor-
ing the period. Juch a yield may be observable by lrth parties,
redlucing the possibility uf asymmetric reporting, However, a coen-
aenaly an the merits af adapring siech an approgch mere generelly
I masreeronomic stalstics bas not emerged an the time of writing
the e,

accnes A5 discussed ungde

3.8 For interest costs thar accrue in a recording
period. these rransactiens should be recorded as an
expense (income) in that period. Far positien dats,
there are three measurement possibilities Tor interest
casts that accrue: (1) they are paid within the re-
porting pericod, in which mstance there is no impact
on end-period positions; (2) they are not paid, be-
cause they are not yel payable (For example, interest
is paid each six months on a loan or debl secuority,
and the position is measured afrer the first theee
manths of this period—in which instunce, the posi-
tions inerease by the amount of mterest thal has
acerued during the threc-month periad); or, (30 they
are not paid when due, in which instance, the posi-
tions increase by the amount of interest costs that has
acerued during the period (excluding any specific
provisions against such interest—see also puragraph
4.19). The Guide recommends including interest
costs thal hove accrucd und are not yet payvable as
part of the value of the underlving instruments.

3.9 For bonds issued on discount or on a zero
coupon basis, the difference between the issue price
anid the value at maturity is treated as interest and
recorded as accruing over the lile of the bond, As
calculated interest income exceeds any coupion pay
ments Tor these instruments, the difference 15 10-
cluded in the cutstanding principal amount of the
asset, For instruments tssued at a preminm, coupon
payments will excead caleulared interest meome,
with the difference redocing the principal amaount
autstanding,

Arrears

310 When principal or intgrest payments are nat
made when duc, such as on a loan, arrears are cre-
ated. Arrgars should continue o be recorded ITom
their creution, which is when pavments are not
made.” wntil they are extinguished, such us when
they are repaid, rescheduled. or forgiven by the cred-
Lo, Arrears should continue w be recorded in the
underlving instrument (excluding any provisions for
accrual of interest on nonperforming assels—see
alse paragraph 419

M1 is recopnized that in some instances, Grogars arise for operi-
tiomal resens rather than due oo reloctanee or inahi 10 pay,
Monethel in principle, soch amears, when cutstanding at the
relerence date, should be recorded as amrcars.

ty
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301 IF debr pavments sre gouaranteed by a third
party (guaruntor) and the debtor defaulis, the debror
records an arrcar umil the creditor invekes the con-
tract conditions permitting the guarances 10 be exer-
cised. Onee exercised. the deblor no longer records
an arrear, as the dehuis atriboted 1o the guarantor, Tn
other words, the arrear of the debtor is extinguished
as though repaid. Depending on the contractual
arrangements, w the event of o guarantes being exer-
cised, the debt is not classilied as arrears of the guar-
antor but instead iz classified as a short-term debt la-
hility il any grace period for payment ends,

Contingencies

312 Many wypes of contractual linancial arrange-
ments between institutional units give risce o condi-
timal requirements cither to make pavments or pris-
vide ftems of economic value® In this context,
Tponditional” means that the claim becomes effec-
tive only if a stipulated condition or conditions arise.
These arrangements are referred o as cosdinrent

iteprs and are nol recosnized as financial asseis (or

liabilities) in the Grdde, because they are not actual
claims {or obligations). Nonetheless, such arrange-
ments represent potential exposures o risks.

3.13 The types of conlingent arrangements for
which data could he collected on the basis of the
maximum potential exposures? are described below,

314 Lown and ather pavinen! guaraniess are Com-
mitments 10 make pavments to third partes when
another party, such as a client of the guarantor, fails
to perform some contractual obligations. These are
contingent liabilities because payment is required
only il the client fails to performe. and until such time
nao lability is recorded on the balance sheet of the
guaranior. The common Lype of risk assumed by a
depeosit-teking guarantor 1s commercial risk or finan-
cial performance risk of the horrower.

3153 Included under pavment guarantees are feiiery
of credit (LoCs). Trrevoeable and stand-by LoCs are

BIn the Cewide, fingncial derivatives instroments, gs defined i
Chapter 4, imcluding credin dervatives, e aetual—nim contingent—
pasitions.

he valuation of contingent lialilinies 15 complex and, among
uther things, depends onothe probahilay of the contingent “event”
nocumang. Yalvaton of contingen liabilites s discussed in mon
deta] in Chaper @ of TME {20038,

aparantees o make payment upon nonperformance
by the clhient, provided all the conditions in the leller
have been met, LoCs are an important mechanism
for international trade. Revocable LoCs allow the
terms of the letter w be chinged withoul prior
approval of the beneficiary, Also included are per-
Sfarmiance bewds thut normally cover anly part of the
contract wvalue but an effect guarantee o buver of
soods, such as an impaorter, that the seller, such as an
exporter, will meel the terms of the contract.

A6 Lines of eredit and covdin commitments, includ-
ing undisbursed loan commitments, are conlingen-
cies that provide & guarantees that undrawn funds will
be available in the Tuee, bt no finaocial liabilicg
asset cxists until such funds wre actually u.ﬁv;mccd_

317 Included under eredit commitments are unuti-
lized hack-up facihioes such as wore (ssnance facili-
fiew (N1Fs) that provide guarantees that parties will
he able to sell shortterm debt securilies (notes) that
they Issue and that the financial corporations provid-
ing the tacility will purchase any notes not sold in the
market. Other notwe guarantee facilities providing
contingent ¢redit or back-up purchase facilities arc
revolving nuderweiting facilivies (RUFs), wmdtiple
aprions facilitges. and glabal note facilities (GNFy).
Both banks and nonbank Hnancial institutions pro-
vide such back-up purchase facilitics.

A8 Also, potenttial costs—such as potential losses
of deposil takers on financial asscls in general ar
costs of nonfinancial corporagions assecialed with
product warranties—are net recognized in the Guide
as habilitics on the balance sheet because no clear
legal claimdliability exists, However, if such poten-
tial costs can be valued reliably, they are included
as an expense o the income statement (for exam-
ple, as a provision), as such an approach provides a
beter measure of corrent linancial health, Iris pre-
ferred that the amounts so provisioned be included
as a general reserve in capital and reserves. ' consis-

Cnnsistent with the approach in LASs, such porential costs
could arise feom futere judicinl settlements andéar clher penalties
arising Irom past aoticns thal cantravene existing lepislaion, For
depsi mkers consistent with the appreach in [ASs. amounts sel
astde for general kanking visks, culside ol provisions for loasses on
assers, should not be provisioned through the incenwe statement
bt ruther be appropriated fom netined carnings, See Chaper 4
foar a detgiled expesition of experses 1o be includad 1 the mesme
staternent Lor deposit lakeors,
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tent with prodential rezulation but not with LASs (see
also Box 4.4,

319 If such costs are subsequently realized, there is
no impact on nel inceme becasuse the costs have
already been recogmized.”! but general reserves {and
thus capital and reserves) decline, Also, there is
cither a decline in the value of assets—through, for
example, a settlement of the expense or a decline in
the value of an instrument—aor a lHability is recog-
mized on the balance sheet. Gverestimalion of poten-
tinl costs could ke reversed in subsequent periods,
increasing income, through, for example. a lower
amount ol provisioning,

Valuation

3.20 The Guide prefers valuation methods that can
provide the most realislic assessment al any moment
in time of the value of an instroment or item, ™ This
appreach suppoerts macropradential analysis by facil-
itating the compilation ol more reliable measores of
capital strength and profitability than provided by
ather approaches,

3.21 Crucial in determining which valuation ap-
proach to adopt is whether a market exists for the
instrument or for similar instruments (o items) that
can allow a reliable messure of value 10 be estah-
lished. ' When an instrument is tradable the expecta-
tieen 1% that it should be valued at morket or Fair valoe
{approximation of market value), For nentradable
instruments, the Gurde acknowledges that nonunal

a

VT a spectiie provision @ made from the general reserve, then
i thar period—all other things bemg equal i the meame state-
il specilic provisions increase and general provisions decnewse,
with e impact o net incame, However, the value of the mstru-
ment aguinst which the specific provisien has been made declines,
as o provisions i capital and reserves by the ameunt of the spe-
Cilie provisicn.,

Hineluding real estote and other nenfinancial assels.

FIASS 2995102 |TAS 39A48-394Y and AGAY-ACLED | out-
line fair valne measnrement consideranons and emphasize tha Gur
vislue 15 reliably measured if ta) the variabality 1 the mange of fair
vilue eslimales is not significant for the instroment, and (B (he
probabilitoes of the various estirtes within the range can be rea-
sonably assessed and used in estimating fair value. Mareover, this
IAS includes the idea that relisbality encompasses the abiliy of the
wser o rely on the assumption that dara presenied aee Taly epre-
serling what ey purport t represent.

value™ (supported by appropriate provisioning poli
ciesy may provide a more realistic assessment of value
than the apphicaton of [air value, For such instru-
ments, application of fair value when a signilicant
degree of subjectivity is involved could diminish the
reliabilicy of data lor macroprodential analysis, For
transactions, the market value 15 the wimount of money
that willing huyers pay ta acquire something from
willing sellers,

3.22 Inis recognized that the use of market or fair
value can intreduce fluctuations ot the valuation of
assets and labilities that may prove wempocary. Nooe-
theless, at any moment in time, the opporiunity costs
lacing the creditor and debtor, us refleeted in the mar-
ket or fair value, provide the most relevant, though not
perfect, busis for assessing financial soundness. Tn this
light. an nstitution that owns securitics that have
fallen significantly in value but that are valued on the
halunce sheet on o historic cost basis will be overstat-
ing its capital strenglth—and ils nancial soundness
hecanse the institution cannot realize the value for the
assets recorded on the halance sheet, Moreover, an
institunion that holds assets on a historic cost basis and
has a weak capital position and low profitability has
an incentive wosell those assets that show a siznifican
zain i the market and held those thal do oot thereby
boosting prodits and capital while the overall quality
of assets held deleriortes.

3.23 Information on the trends in market prices over
time s of analylical value inits own right, not least in
allowing the price risk associated with the end-period
observation to be assessed. Given this, it might be ap-
propriate 1o monilor period-averuge and end-period
market prices for representative assets and Labilities
af the reporting population. Dara on average period
markel prices could also help indicate unusunl outlier

M orminal valoe is the amonnt the dehter owes o the credita o
any merment 1 tme This value s tepically established by reter-
cnce to the werms of & contract hetween the deltor and creditor, [
rellests the valoe of the climdfdability at creaton and any subse-
quent econemic flows, such as tansactions (for cxample, repay-
mment o principal ), valution 1ty (mclodimg exchianpe rate and
other valuation changes other than macke ! price changes, amd ooy
ather changes (such as wiite-offs ) Conceptually. the nomine? value
ol wodebt instrument can he caloulated by discounting funme
intcrest and principal payments ot the existing contractoal ioter-
eal ralels ) on the mstrument; the latter moy be lxed-rate or vioiakle
rate, Mominal value s not necessanly Tace value, which is
the undiscounted amount of principal 1o he repaid, For cguity
instrursents, the nominal viloe = the ameuntds ) comributed hy
sharchalders.
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ohservations in end-period market price data, (Io the
same vein, [ASs 30024 30,25 state that banks should
disclose, as o minimum, the fair value of cach class of
its financial assers and Labibities. The four classes are
louns and receivables, held-to-malorily investiments,
financial wisers at fue value through prolil and loss,
and available-for-sule financial assets.)

Transactions

3.24 Transactions arc generally valued at the acrual
prices agreed by the transactors, including ransac-
tions that are sales of instuments clussified as noo-
traduble, such as loans, Marker price cguivalents
might be needed when no actual marker price 15 sel
or when the value 15 far from the prevailing market
value—Ior instance, for ransactions beltween related
entities. [o such instances, o customary approach is
tey construct market prices by anulogy with known
marker prices for the same or similar iwems, estab-
lished under conditions: that are considered cssen-
tially the same. Any difference from such an esu-
mated price and the ransaction price could he
clhissified as u subsidy from ene party 10 the other
see dlso paragraph 4,300,

Positions

3.25 The market value of un usset or lability on the
balance sheet ts u measure of whal the financial and
nonlinancial asset or linbility is worth in the market
ar the reflerence date of the bulance sheet,

3.26 The markel value for o traded mstrument at a
refercnee date should be determined by the marker
price for thal instrument prevailing on the date
which the position relites. Such a price is the best
indication of the valoe thal coonomic agents cur-
rently attribute o specific financial cluims, The ideal
saurce of i market price for a traded mstrument is an
preanized exchange ar other financial marker (for
example, an over-the-counter, or off-exchange mur-
ko) in which the mstrument is traded in considerahle
volume and the market price is listed at regulac inter-
vals, If the markets are closed on the reference date,
the markel price that should be used is that prevail-
ing on the closest preceding dale when the markel
was open. In some financial markets, the markel
prive quoted for raded debt securities does not rake
accounl ol interest costs that have accrved but are not
vet payable, bul in determining market value, these
interest costs need to be inclhuded,

3.27 When specific assets are not raded o orga-
nized exchanges or other financial markets but are
tradable, various approaches can be taken W estimate
the market value, The preferred approach in the
Crudele s o estimate the present value of the nsieu-
ment by discountng the expected stream ol fumre
benefits associated with the asset @ an appropriale
mrket rate of interest |5 Both the (993 ¥%A and 1ASs
suppert this approach,

328 The method requires that (1) the future cash
flows are known with certainty ar can be reliahly
estimared, aod (23 0 markel interest rate o series of
market imerest fales are observable (such as threugh
reference e o similar instrument{s} traded in orgi-
nized markets), ,

L
3,29 Other approaches 1o estimating markel or fair
vitlue can include (1) using market prices that are oh-
servithle Tor similar asscets that are rraded: (2) using a
market-relited price reported for accounting or regu-
Lty purposces: and (3 for nonfinuncial assets,
accwmulating and revaluing weguisitions less dispos-
als of the assel in question over its lifetime, includ
ing taking account of depreciation (consumption of
fixed capitall'? ar wmertization costs. 1 used, these
methads should be applicd consistently both over
time and, where relevant, in deblors” and creditors
financial statements,

3.30 For some lmancial instements, such as loans,
currency anid deposits, and trade credit becuuse of
their nontraded natire and the difficulty of reliably
pricing them at luir value, pominal value may pro-
vide the most realistic measure of value, Such inst-
ments may he predominant in the halance sheel of

PO and instruments wath embedded oprians are ool val-
ugad by this methol, Instead. pricing could mequire the use of an
Epproprate eplions pricing maedel.

e formala for calealating the discounted present value s

(Gt fud),
el f|—:'}l I

(\:{l.\'l" o

where foaed fow gy deneles the cash Aow inoa Tulure pertad (0,
e denctes the number of ftoee peciods Tor which cash Dewes are
expected, and ¢ denotes the micrest rate that is applied 1o discoum
the: futere cashe flow e peciod @A smgle discount mog. f s usually
used o discount the cash fTow inoall futere periods, In some cic-
chimstgnoes, using diffcrent discount rates in the warious [otore
periods muy be wirrsnled.

e preciation is discussed in Appendiz IV {paragraphs 31-320.

21



21

Financial Soundness Indicators: Compilation Guide

deposit takers. Noncetheless, Tor nontraded  mstro-
mments, particularly loans, recorded at nominal value,
the creditor (har not the debtor) shoold reduce the
balence sheet value of the asset Tor expected losses
by making specific provisions or otherwise writing
down the wvalue of the asset, Provisioning is dis-
cussed in more detail in Chapter 4 in the section on
deposil tekers '®

331 I an instrument that s considered 1o be non-
tradable is sold or transferred to anather entity, in the
absence of marker or fair valualion the transaction
value should be the basis or any subsequent balance
sheel valuation. 5o, for instance, if a deposit taker
sells a portfolio of loans that are not tradable o
another deposit taker wt a heavily discounted price,
the initial balance sheel value for the purchaser
should be the purchase price. The scller would
record s a loss in the imcome statement, under gains
and losses on financial insoruments, the difference
between the value on the halance sheet {alter dedoe-
tion of specifie provisions) at the end of the previous
peried and the sale value.

3.32 Ay markets and valuation techngques develop,
the likelihood could increase of estimating fuir val-
ues Tor nontraded instruments that provide for a
more realistic measure of value than nominal value—
such as wsing information from eredit derivatives
linked 1o the credit risk of individual entities. In such
instances, compilers are encourazed o compdle mfor-
matien on market or fair values of nontraded instru-
ments nitially gy supplementary inlormaticon so that
the implications of market (fair) valuation for such
instruments can be assessed,

s ]

3.33 The vului of a share and other equity invest-
ment toan associate and unconsolidated subsidiary is
equal to the investor’s proportionate share, in terms of
owvnership ol the cquity capital, of the value of the
capital and reserves of the associvtefsubsidiary. Any
eqQUity investment by un associate or uoconsolidated
subsidiary in the parent investor (known as a reverse
cguity investment) is similarly valued, In practice, hal-
ance sheet values of these entities are generally uti-
lizescd Lo determine the value of this investment, If the
investor =ells equity so that it no longer retains an as
socinte stake but sill retwins seme cquity o the ather
entity, the remaining investment is valued in the same

Sepending on nutonal accountiog pracices, oan values could
nerese 10 mformation exists womnake soch revaluation,

manner as any other eguity investment, On the other
hand, il the imvestor adds woan cquity mvestment 5o
that an associate or subsidiary stake is crested, the
whaole investment is valued on i proportiionate basis,

Residence

3.34 In the Gurde, residence (o location) 1s a rele-
vant concept. as the location of a deposit taker, and
in some instances that of its parent, determines the
cxtent to which data should be collected, The same
holds true for other types of entities. The residence
af a parent deposit tker determines the residence of
the deposit-laking group. When such deposit takers
have international operations, 11 is essential that
account be also laken o the wetivity of theie foreign
branches and subsidiaries through consolidation of
their domestic and foreign operations. Domestically
located deposit takers are those resident e the
peonomy—a:a hest country concept consistent with
the approach taken in economic statistics.

335 The concept ol residence is el based on
nationality or legal criteria but rather on whether an
institutional unit has a center of gconomic interest
dwelling, pluce of production, or other premizes—in
the ccomemic lerrilory of the couniry in question,
from which it intends to engage {indefinitely or for 4
year or morg} in cconomic activitics and lransscions
on o significant scale, Thus, corporations (o7 quasi
carparations) are residents of a country in which
they are ordinarily located. This concept is central to
the compilation of national accounts data,

A.36 The ecanomic territory of a4 couniry covers
seographic rerritory administered by a government
within which persons, zoods, and capital circulate
freelyv, and includes free trade zones, entrepdts, and
bhonded worchouses or [aetories that are physically
located within a country’s boundaries, This territory
is pot always based strictly on physical or political
horders, although there 15 usually a close correspon-
dence ' In recording the geographic distribution of

1A country s cconomie errilory includes (1) airspace: (27w
Tl waters; £33 any continenial shelf Iyving in international walers
aver which the countny enjoyvs eaclustve rghis or aver which it bas,
ar claims 1o have, jurisdiction with respect o the right 1o exploil
nutural resources suckh as Osh, minerals, or foels: and (45 ¢lealy
demaremied territorial anclaves that ace locared in the rest of the
worlid and are established by formad wgreements with the povemn-
roernls of the countries in which the enclives are physically lecated,
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assels, claims of deposit takers or other lending enti-
ties are altributed ta cconomies an the hasis of the
residence of the entity onowhich they have o claio.

Some Specific Aspects of Residence

33T A Branch or subsidiary is resident in the ccon-
omy in owhich it is ordinurily lacated, because it
ergages in econemic activily und transactions from
that location, rather than necessartly in the economy
in which ils purent is located,

3.38 The residence of an affshore wnit is in the coon-
omy in which it is located. For ionsiunce, in some
countries, deposit tikers, including branches of for-
eign banks, are licensed to take deposits from and
lend primarcily, or even only, to residents of other
eeonomies and are treated as affshore banks. These
banks usually face different exchange or other regno-
latory requirements and mav nol be required 1o pro-
vide the same amount of infermation 1o supervisars
a5 onxhore baoks, Nonetheless, they are resident in
the econamy in which they are located.

339 Similar issucs can artse with brasy plate com-
paides, shell companies, or speciad purpase entities
[5PEs), These entities may have ke physical pres-
ence in the economy in which they are legally incor-
porated or legally domiciled (for example, registercd
or licensedy, and any substantive work of the enrity
may be conducted inoanother cconomy, Inosuch cir-
cumsiances, there might he debate as to where the
center of economic interest lor such entities lies, The
Crudde siributes residence 10 the ceoncmy nowhich
the entary that has the linbilities on ils balanee sheet
and, therefore, on whom a creditor has a eliim—is
legally incorporated, or, in the ahsence of legal
incorparation, is legally domiciled.

3.40 However, brass plate companies, shell compa-
nies, or SPEs, if deposit takers, should be included in
the cross-horder consolidied information of the par-
enl deposit-taking entiry,

341 A howsehold 1s resident in the country in
whuch its members maintain regular residence, The
situation differs for military peesonnel and civil ser-
vants (mcluding diplomats) employed abroad in
government enclpves such as mihitary bases and
embassies, and lor students and medical patients
abroad. who remain members of housecholds in their
home counmries,

342 The cwnership of land and structures within
the economic territory of a country is not deemed Lo
be sulficient o itself for the owner 1@ bave o center
of ecanomic interest in that country, When an owner
of land or buildings i an economy 15 a resident of
another coonomy, hefshe is classified as a nonresi-
dent Irom the viewpoint of the 1irst economy.

3.43 Unless agents tuke positions hetween Lhe hor-
rower and the creditor bank onto thew ewn balance
sheets, the debtor/creditor relationship is between
the lending bank and the borrowing entity, with the
agent merely Tacilitating the transaction by hringing
the horrower and lender wogether.

o

L3
Domestic and Foreign Currencies, Unit
of Account, and Exchange
Rate Conversion

344 The extent ro which assets and habilities on the
balance sheets of corporations are dencminated in
forcign currencies, and the degree to which currency
risks are mutched, is nnportant for Onancial stabilivy
analvsis because of the potential changes in the
domestic currency value of assets and Dabilitics steim-
ming from movements in foreign exchunge rates,

345 Domestie currency 15 the one that is legal ten-
der i the cconomy and issued by the monetary
autherity far that ceonomy or for the common cur-
rency area W which the economy belongs 20 Any cur-
rencies that do not meet this delinition are foreign
currencizs o thal ceonormy, Under this definition. an
coonomy that uses as its legal tender a curreney issued
by @ monetary authority of another ceonomy—such
as U5, dollars—or of a currency area to which it
does nat belaong should classily the curvency as o far-
eign one, cven though domestic transactions are set-
ted o i,

346 In the (fudde, the currency composition of
assels und labilioes is determined primarily by char-
acteristics of the future puymentis). Forelgn currency
instruments are those payable in a currency other
than the domeste currency, A subcategary of forcign
currency instriments comprises those pavable in u

A this ontext, @ conumon cerrency anca is one Lo which more
than one economy belengs and that has o regional cenral bank
weithy the legal authority o dssue the same currency witkin the anca
Ty belong o this arca, the cconomy must be o member af the
regional central bank or be authorized by the regional autborioy 1o
use the corency.

3
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forcign currcney but with the wnounts 0 be peid
linked oo domestic currency (domesic-currency-
linked instruments). Foreign-currency-linked inste-
ments are those payvable in domestic currency bt
wilh the amounts 10 be paid linked w0 a forcign cur-
rency, Domestic currency instroments are those
instriments payahle in the domestic currency and
not linked oo loreign currency. In the unusoal
instance of debt instruments with interest payments
Wy be puid in a forcign corrency but principal pay-
ments o be paid in a domeslic corrency, or vice
versa, only the present value of the payvments to he
paid in u foreign currency should be classified as a
foreign currency mstrument.

347 From the perspective of the national comptler,
the domestic currency unil 15 the obvious choice in
which to caleulate FSls. Such data are compatible
with the nationul accounts amd most of the coonomy’s
other cconomic and monelary statistics, which are
expressad in that unit, However, if the value of the
domestic currency is subject to significant fluctoa-
tion relative o ether currencies, a statement denomni-
nated in domestic currency could be of diminished
analyvtical value, because valuation changes could
make period-to-period comparisons less meanmgful,

348 The calculmtion of FSIs can be complicated by
the fact that transactions, other flows, and positions
may be expressed initially ina variety of currencies
or in ather standards of value, Their conversion into
a reference unit of account is a requisite for the con-
struction of a consistent and analytically meaningful
set of FEL statistics. The most appropriate exchunge
rate to be used for conversion of positon daa
degominated in fareign currencies into the unit of
aecount i the market (spot) exchange rate prevailing
on the reference date o which the position relates.
The midpoint between buving and selling rates 1s
prelemmed w ensure consistency ol approach among
the reparting population, For conversion of an ingtru-
ment in & multiple rate system,2! the rate on the ref-
crence date lor the aclual exchange rate applicable 1o
the specific liabilities or assets should be used.
Transactions and other flows in foreign currencies
should be converted at the markel exchange rale

20 mulnple exchange rate systenm is ons i which there are schad-
ules af exchange rates, sot by the authorities, end where differem
exchange rales are applied o vanous calegones ol mEosastions?
rransaclons.

the midpoint between buying and =elling rates 15
preferred—prevailing al the moment when the trans-
action occurs, 1 this information s not available, the
average rates for the shortest period applicable
should be osed. I8 enly information on aogregared
transactions over a period 15 available, then the aver-
age exchange rate over this period is a suitable praxy.

Maturity

349 Maturity is relevant for financial stubility
analysis bath from a lguidity viewpoint (for exam-
ple, i caleulating the value of habilities falling duee
i the short werm) and rom an asscflabality mis-
match perspective (for example. m estimating the
cilect ol changes in interest rates on profitability ). Tn
the Gudde, shart-lerm is defined as a maturily ol one
vear of less2? and long-term as @ maturity of more
than one yeuar (o7 no stated maturity).

350 One approach is o determine the matueity clas-
silication of (nancizl instruments on the basis of the
time until repayments of principal (and inlerest) are
due—known as remaining maturity (and sometimes
referred o us residual maturity )23 Another approsch
uses the maturity at issuance—known as original
miturity—rthus indicating whether the funds were
ratsed in the short-term or long-erm markets,

351 Yet another approach to maturity is to calculate
the durarion of assels and labilities. Doration is the
weighted average term o maturity of a linancial
instrument and can be usad as o measure of the sen-
sitvily of the value of Onancisl assels e changes in
inrerest rates, rather than of matrity as such.

3.52 Fora given portlolio of linancial assets and la-
bilities, the magnitude of gains or losses arising {rom
potential interest rate changes can be estimated using
duration analvsis and compared with capital and
IEESrVEs,

Flor Mmancial instruments, inter alia, this cerepary includes
amounts payable on demand and those debt instroments redven-
able at short notice.

?-".‘_;1I'i{‘[|}' delfined, the catstanding pmoont of shoev e aesets
ar liabalities on o remaming matunty basis 1= the present value of
pavments due in one vear or fess, In peacties, the ootstanding
arnounl of shorl-term essets or habilities ona remaining matorily
hasis can be measwred by adding the present valee of shazt-erm
debt feriginal metunty) o the present value of long-lerm deht
dariginal matueityd o he paid anoane vear or less,
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353 The longer the doration of a portfolio, the
greater the gains (or losses) for any given change in

interest rates. Therefore, 1 despite the matching of

the maturities of lnancial assers and liohilities, the
timing of the cash {lows on assets and labilites is
not perfectly matched—that 1s, the duration of assets
und liabilities differs— corporations can be open 1o
cains for losses) as interest rates change,

354 Tor fixecd-rate instruments, the time period
until the receipt/pavment of cach cash flow, such as
six months, 15 weighted by the present value of that
cash flow as o propormion of the present value af wolal
cash flows over the life of the instrument, So the
mare cash flows are concenteated toward the eacly
part of an instrument’s life, the shocler the duration

Hacspecific mensure al duratos—Macaoloy duration—ean L
calculated us follows:

3 CF 2 DE 51

o= bl 1

o - a
Y CF % D, P
r=l

.
3PV wt
i=

£l

where

£ = duvation measured inoveass o instrument §
CF, = cash flow 1o e received on the financial mstrument at
civd of period ¢
N o= last periad in owhich the cash flow s received—
mgrity ol mstrument

relutive to maturity. Duntion equals cemaining ma-
turity only for zero coupon instruments, In the Celde,
the preferred approach is that the discount rate used
ey caleulate present value of each payment is the cur-
rent vield to matority of the instrument.

3.55 For g floannz-rute instroment, s duration is
the time until the next imerest rate reset date ruther
thun the time untl the reeeipt/pavment of cach cash
[Tinw,

356 Depending oo the analvtical need, the instr-
tent coverage of duralion measures can vary. Shures
and other equity ace typically excluded rom the

calculation, s
[ =

£ = disconm factor = 16|+ £ where £ is the yield or cur-
rent level of interest rales in the macker
&
}_- = sumornition sian foe addivon eof all erms forr= 1w
' r=N

e = present value of the cosh flow due ar the end of the
period §owhnch syuils OF = 8,

The nse of o single interest rate a5 the discownt facier imphes tha
Chumzes ininterest rcs vesull in a parallel shift in the vield curve.
Adtarnatively, o agooum for the possibility of changes in the shape
of the yvield curve as interest raes chanee, specific discounm Tacers
tor cach cash Mow could he employed. However, thizs approach
might be hacder (o jmplement in practice,

a5
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4. Accounting Framework and Sectoral
Financial Statements

Introduction

4.1 Fundamental 1o understanding the financial
condition of deposit takers, other corparations, and
households 15 information from the traditional [nan-
cial statements on income und cxpense. and the stock
of assels and lialnlities—the balance sheet. Dula
series obtained from such sttements can be used (o
caleulate many of the FSIratios Tor corporations and
hoseholds.

4.2 This chapter begins by outlining the traditional
accounting frumework Tfrom which financial state-
ments are drawn, before presenting detailed sectoral
financial statements wnd definiog the ling-item se-
ries. The guidance is provided toassist in the compi-
lation of the component series required 10 calculate
the FST ratics. [t drows on the relevant concepiual
advice [or other ceonomic stanstics, [ASs, and super-
visory suidance, and takes aceount of macropruden-
tal requirements.

4.3 [n addition 1o data reported by individuoal insti-
rutions, some data are reguired to make adjustments
al the seotor level, primarily to eliminate transactions
and gositions among insrittions within the sume sec-
tor, While sector-leve] data ure discussed o mors detail
in Chapter 3, where appropriate the series required
lor sector-level adjustments are neted in loolnoles o
this chapter.!

4.4 It is recognized that countries have dilfercnt
aecounting systems and will rely on national sources

IThe Guedde prefers the reponting of nancial stetermesnt data by
inelivicduad institetions <n s basis that (s inermally consiglen for
cach indindion, with additional informaton provided by individ
il instintions W peril appeepriae adjosmments so the secter
leviel, This approtch will not only provids moce cabicient infarma-
lom from the viewpoint af an individual instination, hut 11 wlse
fucilives identtfication of intrasector ransactions aond positons
o 15 consistent with the appresch @ peee group and dispersion
i lysis as deseribed in Chapter 15

of dala to compile FSls, Forexample, o compile duta
on a domestically controlled cross-horder consolidated
basiz, compilers may rely on supervisory-hased data.
Some data series may not be collected, and othery
may not meet the definitions suggested in the Guide,
In such circumstances, the data that most closely
approximate the principles in the Guide should be
used. In determining the need to colleet new data,
with the asseciated increased resource cost, uuthor
tics must make a judgment as to the likely impact
and importance of the additional data series for com-
piling and monitoring 51 data.

4.5 In comments made on an earlicr drult ol the
Crerfele, many compilers urged that Nexibility be given
Lo countries 1o rake account of the differences in the
readiness 1o adopt international standurds. [0 was
seknowledged that such flexibility may make com-
parison diflicult between countries that have differ
ent criteria for recording informarion, increasing the
importance of disseminating metadata (inlormution
about datad, Such information could polentially give
groaler wansparency,

d.6 Given these concerns. why does the Guide pro-
vide sectoeral accounts and detailed definitions? Firsi,
such an approach supports compilation cflorts at the
national level by specifying how the serics reguired
te calculate FSIs are to be defined. Sccond, by pro-
viding a cansistent framework thut draws on relevant
mternational standards, and 1takes aecount o analyi-
wal needs, a benchmark is provided lor use by
natonal compilers, even if their own nationul stan-
dards ditfer, Such a benchmark can he used as a rel-
crence when disseminating metadata, Third, such an
approach helps foster greater comparability of data
acrass countrigs—a mediovm-erm objective in ling
with the views of the ITMF Executive Board. [n this
regard, the definitions provided in this chapter can
help guide the future development of sectorul {inan-
cial data 10 be used to caleulate FSIs.
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Accounting Framework

4.7 Oulined below are the key elements of financial
slalements,

Income and Expense Statement

4.8 This statement inclodes income and expenses
related Lo the operations of the entity, Afler expenses
have been deducted slong with any dividends paid
or pavable to shareholders, any remaining income is
rransferred to the capital and reserves as retained
carnings. As noted in Chaprer 3, in the Gadde income
and expenses are recorded on an aecmal rather than
a cash basis. As defined in the Guide, net income be-
fore dividends measures the increase or decrease in
value during the period that arises from the activities
of the sector,

Balance Sheet

4.9 The balance sheet 15 the statement of assets,
liabilities, and capital a1 the end of cach accounting
period,;

+ Assels include both linancial® and nonlinancial
asses,

= Liahilites include debt lizkilities and Dnancial
derivatives,

« The difference between the value of assets and
lahilities 15 known in the Guide as capil and
raserves.® This represents the “cushion™ 1o ahsorb
any losses arisig from the income und expense
statement. o for other reasons. [ Habilities excecd
assets, then the entity 14 technically insolvent.

4.1 Some habilities and assels of corporations are
contingenl on a certain event(s) occurring and are
recorded off balance sheet (see paragraph 3,127
As noted in Chapter 3, such ilems require manitor-
ing to assess Lhe full financial risk exposure ol the
corparalion.

4.1 Measures of profitability and capital depend
on the accounting definitions and recognition rules
adopred. For instapce, 117 valuation gaing and losses
o assers are recorded in the income and expense state-
ment, they will affect the recorded profitability of
corperations. Moreover, i€ some assets or labilities
:l'|t|:'|uE'.—::\§_' fancial devivatives.

UCapital and reserves" s the weem used doche 1A% ([AS 1.68)
and is copststent with the wweemamology waed in the list of FSIs In
the F9%8 SNA e eyuivalent orms e Sshares and ather equity™
tergether with “net worth,” In the Sidde, the termm “shares and oiher
sepuily’ 15 wsedd o denote sguicy asses,

are el T—rather than on—balance sheet, this will affect
meastred capital. In developing the suidance on del-
inittons set out below, oo varving extent three
sources of acceunting definitions are drawn upon,

These are deserihed in Box 4.1, The constituents of

capital used in caleulating the Basel capital adeguacy
ratio are describad in Box 4.2

412 Appendix IV provides a detailed reconciliation
of the definitions set out in this chaprer with those in
both natienal and commercial accounting—he basic
data sources maost likely to be drown upon. This up-
pendix supplements the main text and can be drown
upon Tor additional goidance,

Sectoral Financial Statements *

4.13 Sectoral fnancizl statements are set out below
an an institutional sector basis. While the mcome and
expense statements and the halance sheets for the spe-
cifie sectors have a cunsiderable degree of averlap in
terms of line-item series identilicd (particularly the
balance sheets), there are signilicant differences in pre-
seotation between the sectors, These differences have
implications for the calculation of FSls, For instance,
the net mlerest margin s an important B8] series for
deposit takers but not for the houschold sector, for
which gross disposuble income s a more relevant mea-
sure. The deposit-taking scctor s presented (Irst,
because of its central role in the financtial swstem and
the wider range of scries from the scetoral financial
statements required to calculate FSLs for deposit takers.

4.4 The line-tem series in the lnuncinl statements
for which delinitions are provided are those required
to caleulate the FSLs set out in Chaplers & and 7, either
directly or as important building blocks in calcolal-
ing the required aggregates. The advamage of defining
these series within the Framewsork of a linuncial state-
ment is the aecounting rigor that is imposed—1he
series are defined 1o cnsure that the integrity of a
douhle-entry recording system s maintained, while
promotng o consistency of upproach in the clussifica-
ton and coverage of transactions and positions. The
conceptual guidunce For the caleulation of financial
market F51s is provided in Chapter 8,

4.15 Unless stawed otherwise, cach series presented
below 15 delined anly ance, even 1 it appears in other
scoloral financial statcments, Maost of the definitions
are: provided in the section covering the deposit Luk-
ers’ financial statement. I is recognized that there
may need 0 be a degree of flexibility i interpreting

7
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Box 4.1. Measurement Frameworks

In decermining thaze accaunting rules mast relevant for the
compilation of Fils, three basic measurement framewarks can
be drawn upon—rational accounting, commercial acoounting, s
well 2z banking supervision guidance. This box aims o place
these framewarks in context. explain their analytical purposes,
describe their key characceristics, and provide rveferences far
further reading, It concledes by explaining that che FEI frame-
work draws on these other framewarks hur does not coincide
with thorm because its analytizal objectives are different.

Mational accounts data

Ihe Systern of Maticnal Accaunts (3MA) consists of 4 coherant,
consistent, and integrated set of macroeconomic accouncs, bal-
ance sheets, and akles based an a ser of ntarnatianally azrecd
concepts, definitions. classifications. and zccounting rules. The
SMA provides a comprehensive accounting lramework sithin
which aggregated eoonamic data can be compiled and presenced
in a fermat that is designed for purposes of economic analysis,
ducision making. and poficymaking, lts intention is oo provide com-
prehensse coverage of ecanomic activities within an coconomy,

Centrzl 1o che development of mational accouncs and the relzred
mechedolagies s the congept of residence, The SRA groups res-
ident instituticnzl umits into five resident insticutiznal secrors
and nonresident unics inco the rest of the warld sectarn It groups
the related economic flows and scocks into chree broad sets of
accounts. The current accounts and the accumulation accounts
cover economic flows (transactions and other flows), and the
Ealanee sheot acoounts cover stocks, These three broad sets of
accounts are fully integrated chreugh sequential accounts chat
rarge from production aczounts to balance sheet accounts.

The main sowrce of infermation on national accounting is the
Systern of Matonol Accaunts V993 01993 SNA} (Commission of the
European Communities and athers, 1993]. Coher related method-
aloges inclode the Monetry and Finoncial Statistics Manog) (AP 5MY
{IMFE 2000a); Bolance af Bopments Morual, fifth ediian (BPAS) {IMF,
19593 Governrment Finonce Stotistics Monual [GFSA) (IME 200 12);2nd
E:'rf-rnal Dedr Sratistics Guige for Compalers ong Users (IMF 20030),

-
International accounting standards

The International Accounting Soandards (LASs) are o series of
standards for commercial accounting thac provide concepts chat
underlie the preparation and presencation of financial stace-
roents of cammercial, industrial, and business reporting enter-
prises, whethar in che public or the privace sectar A rovised setl

IThe effectve date of the new |A%s and IFRS:s is Januasy |, 2005,
weliich could intraduce bresaks in serios in shose caustries whens it is
adopred. The 1A% and IFRSs are voluncary standards chat are imple-
meated by mationa legishion The Eurcpeas Union adoprad the [A5s
and IFRSs beginning in 2005, as have other countries, while ocher
countries may nat adopt che 1855 and IFRSs, may de so partaliy, or
may introduce them over a period of time, Also. che [A5s and IFRSs
are not universal sers of stndurds in that they apply principally ta
large corporane cnones thacissue securities chat ame publicly craded.
Mapcnal carmmercial accounting standards rmay differ from 1A% and
IFRS5 in imporcant respects.

af 1435, so-zalled International Financial Reporting Standards
{IFRZs), wias camnpleted in 3004, [vincludes significant revisions to
the standards for dizclosure znd creacment of financial insteu-
ey, References in this Guode to specific 1AS provisions include
several concordance takles beoween the current standards and
carher versians

The chjective of financial staterments s o provide nfarmatiaon
[including information an o consolidaced basis) about the fiman-
cial position and performance of an enterprise, s well as
changes in its financial position. Conzolidated reparcing provides
informaticn on the group as a whaols, which is usually the con.
cern of users of financial statements. A reporting enterprise i
ars enterprise for which there are users who rely on dfinancial
staterments as their main seurce of finangial informacion zbout
the enterprise. Lsers include investars, employvees of the enter-
orize, lenders. suppliers and other crade creditars, customers,
governments and cheir agencies, and the pullic.

The financial statemenc: pororay the financial efecss of cransac.
tizns and other evenis by grouping them inte broad caregories
according te their economic characteristics. The elements directly
related eo the measurement of the financizl position in the balance
sheet are assets, liabilities. and equity. The elements directly re-
lared 1o perfermance in the income statement are incorme and
ewpenses. Like the (993 AMA, the presentatian of these clements
in the balance sheet and income scaterments involes & process of
subclassification. For example, assets and liabilites may be chssi-
fied by their nature or function in the business of cthe enterprize
te display informatizn in the manner mose useful for making
ceonomic decisions. But unlilke the V93 3NA frameweork. the 145
frarnework is oot designed to produce ageregated statistizs.

The [ASs are available from the Intercatonal Accauntmg Stan-
dards Board [IAZE), warwiash.org.

Banking supervision

I 1588, the Basel Commites on Banking Supervision [BCE3)
agraed on supervisory cegulations governing the capital ade-
quacy of mternational banks, These regulations, which were
amended in 1996, provide a framewsork {commonly known as
Basel I) for the measurement of capitzl in relztion o the per-
ceived credic and rmarket risk of the assecs owned by the bank.
Tweo fundamental objectives lie ac che hearr of the BORYs work,
First, thie frameswark is intended v strengthen the soundress and
stability of the internationzl banking system. Second, the frame-
wiork s intended to be fair and, threugh a high degree of consis-
Lency in s applicatian o banks in different counmtries. ta dirmin-
150 sources of campetstive ineguality among internaticnal banks.

The agreement reached was applied to banks on a consalidated
basis, including subsidiaries undertaking banking and financial
business. Consolidated reporting capouras the risks within the
whale banking group The consticuents of capital are divided into
three tiers and are described in more detail in Box 4.2.Vhile
banking supervisors rely on commercial accounting standards
fer financial stacements frem banks, and thus do nat provide 2
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Box 4.1 (concluded)

separate comprehensive framewark comparable ta those avail-
zble frem the mational and commerdial acoounting sources, aver
the years they have developed warious guidance rules with
regard Lo capital adequacy for actvities that direccly affect banks’
capital (for example, on provisioning).

In 2004, the BCBS published  revised framewerk chat medified
the existing capital adeguacy requirements and meorporated
new standards for supervisery cwersight of banking and for dis-
closure of banking informacicn. The new framewaork is com-
menly lknown as Basel |1

The mzin sources of nfarmation on the BCBSs capital adequacy
requirements are the “lnternational Corwergence of Capital
Measurerment znd Caprial Standards” (BCBS, 19883 and "Amend-
ment e the Capital Accerd e Incorporate Marker Risks”
(BCBS. 1998). There i alss other refared documentation in
BCBS (3001a)? The new framewsrs is published in Bosed i
Imternational Cesvergence of Capital Meosurerment and Capital San-
dards: A Revised Frameworts (BCRS, 2004).

Financial seundness indicators

The chjective of the Guide is o set oot a framewerk of guide-
lings ce underlie the preparation of finandial scatements far

tAlsa available an the BIS wohsite (htpdfesen bis.orgibuhblibebsc DO
hem #opeaph.

thas guidance when compiling data, When disseminag-
ing data, compilers are encouraged o document any
significant dilferences between national practice and
the guidance provided helow.,

Deposit Takers
Income and expense

4.16 The sectoral financial statement for depasit
takers ts set out in Table 4.1,

4.17 Por deposit takers the main source of revenue
and expense s interest farerest fncorre 15w form of
income that accrues on debt instruments such as
deposits, loans, debt securities, und other accounts
recetvable. For the barrawer it is the cost (known us an
interest cosaf the use of another enuty s funds {Box
4300 As eaplained in Chapter 3 (paragraph 3.7 1 the

hox 4.0 disewsses the unplicutions ol Islamic pnnciples, such
s Lhe profihition of receipt and pasment of interest Tor the com
pilution of FR1s for deposit tker seetors that inslede T5lamic fingn-
cial institutions (LE1s).

depasit takers, other financial corporations. nonfinangial corpo-
ravcng, and househalds in order o caloulate Fils for the pur-
pose of asssting in the assessment and manicaring of the
strengrhs and vulnerabilities of financial sysoerns

The framewerk draws on existing framawearks and therefore has
muany simnilaries of approach wich thers; for instance. the accrual
methea:d of recognition of Aaws and positions. Hewavar i broad
terms chere are chree sigrificane differences in approach from
existing framewarks: secter informatien, recording of activity,
ane cansalidatian,

* Unlike the interest of commercial accounting and supers
sory approaches inoinddidual enticies, the F31 framewasrk,
like the macional accounts, focuses on aggregated sootor
information. 5 &

* Whereas the national accounts embrace syrmmecric recarding
of flaws and peositions within and across sectors [(Becuise of
the economiy-wide perapective] and commercal accounting
and suparwsary approaches do not (becawse of the focus on
the individual crtice, che F3I framewark favors 2 symmetric
recasdmg of flows and pesitions within the sector, o avoid
distertions in the seccer data, bt not nacessarily amang see-
tars, because the type of data required differs by sectorn

“WWhereas the naticnal accounts are keen (o capture more oF

less all exonomic activity, the FE1 famewarke like commercial
and supervisary accountmg, favers a consclidated approsch to
avaid che douhle counting of capital and activicy,

Gufefe, inmterest is recorded as accrumg conlinu-
vusly. As can be scen in Tuble 401, the dilTerence
Rerween mlerest cxpense and inlerest income s
ks s e fife eyt fneemnee,

4.18 A specific issue arises of whether interest should
acerme on nonperlorming assets, and i s, should this
affect the net inwrest income lne. The Cudde recom-
mends that inlerest on g nonperforming asset should
be recorded o a4 cash payment, nol accroul, basis,
Tnterest income should not include the acerual of
interest on nonperformung assets, because otherwise
pet interest income would be overstated relutive 1o the
actual mterest-earning capacity ol the deposit taker®

Tlhe oy recosnices that while in many coundries clissilicn
tian ol an asset as nonperforming s stzong evidence foer i o be
plaved an a nonaccroal basis, e provision of collacsal or other
guarantecs might ieas) the deposit taker o consider that the deber
will continue o meet his oblizations, Whils accepting thal nalional
practices doe viey an this matter, tor the porposes of develaping
inlermational guidunce tor FS1s the Crode considers classification
as ponperiorming sufficient cvidepoe W cease accriing inleresl an
the snsel and o recond interest income anly if the deboor subse-
yuently makes an inleeesr pasinenl.

9
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Box 4.2. The Basel Capital Adequacy Ratio

The Baszel capital adequacy ratio was adopred in |%88 by che
Basel Commiccee on Banking Supervision (BCBS) as a bonche
mark to evaluate whether banks operating in the Group of Ten
(G-10) eountries hove sufficient capital to survive likely eco-
namic shocks. The ratio calls for minimum levels of capital o
(1} prowvide o cushion against losses due to default arising from
both on- and off-balance-sheet exposures, {2) demenstrate chat
bank awrers are willing to put cheir own funds zc risk, (3] pro-
vide quickly available resources free of transactian and liquida-
tion costs, (4) pravide for normal expanzion and business
finance. (3 tevel tha playing field by requiring wniversal applica-
tion of the sandard, ard (8} encourage less risky lending.

The origina) Basel capital rane along wich subseguent amend-
rments, requires incernational banks to have a specific measure of
capital greates than of equal to 8 percent of a specific measure
of assers weighted by cheir estimated credit risk The ratia is an
analytizal construct with camplaw definitions of the numerator
[capital] and che denominator (risk-weighted assets) that cannoc
be derived directly Trom standard firangial stacemencs. The ratio
can be expressed as:

: Capitad = 10D
Rigk -bosed coptal odequarcy ratin = ———— = &
Rk - weizhred assets

This formula states that a banking enterprise must hive capical
an a1 warldwide consolidated basis equal to 8 percant or mare
af it risk-weightad assets, which includes an on-balance-sheet
equivalent pasition of efl-bakince-shear positians. where capital
can be expressed as

Capital = {Tier ! capital — poodwilll + (Tier 2 cofito)
= (Tier 3 cofgual] — adustoents.

Tier | copital, or "care capical” consists of equity capital and dis-
closed reserves that are considercd freely avalable o meec
clzims against the bank,

e

lier 2 capita! cgnsi:ts af firancial inscruments and reserves chat
are availble te absorb losses but thac might lack permanency,
have uncertain values, entail coses if sald, or ocharwise lack the
full less-absorprion capacity of Tier | capital items

Tier 3 ropiral consists of subordinated debe with an original
maturity of at least cwo vears for use. i needed. against mirke

risk exposures assacmted with fucieations in the markes value
af assets held, Meither interest nar principal an it deb may be
paid if such pagments mean chat che bank falls below or remains
below s minimum capital requirerment,

Goadwill 15 subrracred because the value of poodwill may fall dur-
ing criges, st warous odiusiments are made co capital to prevent
possible double counting of value,

Rick-weighted assets, the denaminator af the Basel capical racia,
are the weighted rotal of each class of assets and off-balance-
shpet asser exposures, with weaights related to the credit rishk
associated with pach type of asser In the example below, the
markat value of assets is P40, bor the value of rsk-weighted
assers is &5,

Exarmple of Estimation of Risk-Weighted Assers

Walue of Fuisk Fisk-"Wiighted
Type of Asser Haldings  ¥Weighc Aisots
LS. Treasury I:I-::.vu-:ia; RC;E“ 0% a
Marigage loans 250 S0%, 125
Caorporaticn bonds 120 | C0% 120
Consumer [oans 3 | C0% En
Tarl G40 65

Capital adequacy ratios are often not directly comparable
among countries beciuse national suparvisors have some lasway
in defining weights and adjustments and, even mare impornt,
ratonal pracrice may vary in the valuation of assets, recognitian
af loan lesses, and provisioning, which can significantly affect the
rtice. In addinion, an aggregate measure of capital adequacy
potentially disguses infarmation o individual institutions, and
thus for macroprodential analysis, s wseful 1o supplameant the
aggregace racio with information on the dispersion of mios for
indavicual institutians of subsectars of the banking system.

Recent developments regarding che ratic include attempts to
refine the weighting system. In particularn, in 2004 che Basel Com-
miceee issued a revised framowork, known as Basel I, chac per-
mics greater differenciation amang assets based an cheie risk,
ingluding the possibility of uzing—under specified conditions—
internal model-based measures of risk exposures {BCE3, 2004).




4 = Accounting Framework and Sectoral Financial Statements

Table 4.1. Deposit Takers

Incorme and Expense Statement

Balance Zheet

.Interest income!
[iy Gross interest income
(il Less pravisions far accruad nterest on
nanparfarmmg assets
Irterest expense!
3. Mer iterest incorme (= | minus 2)
4. Noninterest income
(i} Fees and commissions receivabla!
(i1 <3ainz or losses on finarcial mstromenss
{ill] Pracated carnings
{iw] Other inceme!
5. Gross wepme (= 3+ 4)
&, Moninterest expanzes
(i1 Personnel costs
{iy Other expenzes
. Prowisions {net}
(it Leoan loss provisions
(i} Crcher financial asset provisions
2, Net income (hefore extraardingry derms ond Loxes)
(=5 minus (6 + 7]
. Extraordimary icems
10, Income wrs
|1, Meg income after tax (= 8 minus (7 + 109)
| 2. Gividends payal:le
13 Rewgined eormings {= |1 minus 12}

J

-

w0

Memorandum series

Other sorics required to calculate the oprecd FSls
Supervisnry sorics

32, Tier | capital

33, Tier 2 capital

34 Tier 3 capital

35 Superviary deductions

36, Torl reprilotory copital (= 3% through 34 minus 35)
37, Risk-weighted assers

3 Mumber of large exposures

Series that provide o fliether onclesis of the bolance sheet

37 Liquid assets {rore}

40, Liguid assets (broad measure)

41 Ehart-term labilities

42 Manperorming loans

43 Residencizl real estoe loans

44, Commercial real estate loans

45 Geagraphe distribution of loans®
46, Foresgn currency loans

47, Foreign currency abilices

48, Met open position i equities

49, bet cpen position in foregn currency for on-balance-sheet iterrs

Total assets {= 15+ [46 - 31)
Maonfinoncial assets
Fingneial ossets (= |7 through 27)
Currency and deposits
Leans (after specific provizions)
{it Grossleans! '
iy Interbznk loans?
(Lii) Residem
{i.iiil Monresident
[ii) Meninterkank loans
fiiii) Central bank
[iiLiiy General governement
[idiii) Ceher finzncial corporaticns
[il.iv) Menfinancial carporations
[idiw) Other domestic sechars
[iLilwi) Manrasidenty
(i) Specific provisions?

. Dbt securities!

Shares and other equity

. Finanzial derivacives'
Ciher assots!

. Lighiiities [= 28 + 29}

Currency and depaosits
[i' Custemer depaiics
(il Interbank deposics?
(ii.i} Resdent
{ii.ii} Monresident
fiii} Crcher currency ard deposits

Leans

- Debr securities

. Qither labilities

Dokt (= 24 + 25 + 16 + 27}
. Finaneial derivatives

. Capital and reserves

(1 O which: Marrew capitzl and reserves?

. Balance sheet total (= 23 + 30 = 14)
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Table 4.1 (concluded)

Balamce-sheet-roiated serics

50, Total net open position in forogn currenay

51. Expesures of largest deposit takers 1o largest entities in the economy
5% Enposures to affiliated entities and other "connected” counerparties

'To underszand the interconnecoans amang depasic takers. separate ienoficatien of income and clairms en ather sepesit kers in the roporzing popu-

lazian is crnroumagned

Arrerzans loans and depasics corpase those loans 1o er gepests fram zry goner depasic raker [resident er nearcsdene)
M only gross faans data are avaizble, inclueding the acorual of nterest oo BELs, any oovisions Tor accraad intarest on MPLs should be included in tas

lirer inerm and, IF sgnifcant separaely dentifiad.

These are lunds contributed by owners @lus retained woeengs {incloding appropriostons Trom retcaed eanivgs o resarves), Purchased poodwill &

extluded. Chata are compiled onby if Tier | data are not availabla

Bevhile individual country circumstances will vary, dita on the dissnbation of lending by regivnad groupings of countrias are ancooiged, with additional

caunll'y elermaton where relevant (see garapraph 5463},

4.19 To ensure conzistency of approach between
debtors and creditors, Takle 400 inchudes the Tine
items for gross terest incesne, including inlerest
secruel on nonperforming assets. and provisions for
driteresi goerral on nonperforming assets. The laner
showld ke deducted from the Tormer 9 clinnate the
mterest acoruing on nonperforming assets in the in-
terest income line ™7 1 the dehtor subsequently pays
interest on nonperforming assels w the deposit mker
interest meome should increase through an adjust-
ment te the provision in the period payments are
received und, if signilicant. should be relerred o o
any accompanying explanatory documentation® [F
any interest acerued before an assel was classificd os
nenperlorming, given that such accrual would in-
crease the value of the asset, 4 specific loan loss pro-
wision would be appropriate (see parngraph 4325 10
datn are available only o interest meeme, excluding
interest acerual on nonperforming assets, then only
the interest income ling (hne | an Tuhle 4.1 shoold

CROBS (F999, b 29 notes the necd for sueh an approach in
comntries where. ws o resultof s ar regolations, Banks ooust aeeee
imerear on impaied leens in accordinee with the onginal lermes o
the contract. Nometheless. the genecal gindanee al the BCBS s tha
Foar impaired Ioans a hank should ceise accruing interest in accer-
dance with the contragt.

TThe appreach of accosing ar the contmactual ree and imeloding
a presvision for moerest scerual could be adagted Tor o instremen
thar s ned classified as nonperforming but ter which only partial
pavrnent of nlenest s eapected 1 the coming pericdisn o has
NOELL in the cwrrent period. Under such circemstances, simply
aoeruing anterest at the contractual vae would Dkely oversiae
income.

W e intenst eoases 1ooaccrae an clivms on other deposit tak-
ers in the reportimg popuiation. o avond asymmetric reportng of
et e b the sector level, addinenal mfermation an the amaunes
invalved should be reported—both the provisions and woy
amaunts subseguently paid.

be reported. Appendix Voprovides numerical exam-
pless of how o record inlerest on NPLs.

420 Moninierest picome 15 all other income received
by the deposit tuker Incloded ure fees and conumis-
siowey Tronn the provision of services, gainy and losses
et fnanciad destraments ) and other Dreome, Wet
interest inceme weether with nenioterest meome 15
equal 1o prosy income,

421 Fees and commissions are [or services such as
payment services; intermediary services (for exam-
ple. those associated with lines of credit and leters
el credity;, services related 10 transaclions i securi-
ties {far example, brokerage, placements and under-
writing of new issues, arrangement ol swaps and other
linancial dervatives, security lending ) and services
related to asset management {(for example, portfolic
management, =afe custody 1Y National practice
might require that Tees and commissions payvable o
other deposit takers in the reporting population he
incloded as o negative income ilem rather than
included as an expense,

4,22 (raing coid fosses on finaneied msiraomenis are
those arising during the period under review, The
Cruefele encourages the inchision in this iem of real-
ized and unrealived gaing and lesses arising during
each period on all financial instruments (financial

*such gaing aond losses are not clussified as neeme i the J993
HNAL

Hmplicit fees and commissions, such s thase corresponding we
the Fotd S&A concept of “ingncial intermedistion services indi-
rectly messored " CFSIM are not meluded ks ten Inoother
wiords, interest income 35 ol adjnsted tor any FSIM carimates,




assets and labilities, in domestic and foreign corren-
cies) valued al marker ar fair value on the balance
sheet,'! includiog investment account scourities bt
excluding equity in associales, subsidianes, and any
reverse couily investments,' 1% Gaios und losses on
foreign exchange mstruments and on financial deriv-
atrve instruments, such ag inlerest rate swaps, are also
included, Gains and losses on financial instruments
caclude any interest included in the net interest income
account ws acerued for that instrument in the reparting
periad. as such amounts have been already sccounted
or in the Income account as interest inceme.

423 In contrast, gains and losses in deposit takers'
aceounts have traditionally covered gains and losses
recorded on assers and lalilites held for a short pe-
riod s deposit takers seek o take advantage of shor-
term fluctuations o omarket prices, Coverage varics
ameag the various accountng standards but typically
inchides realized und unrealized gains and losses dur-
ing the period on securitics and derivatives held in
the so-called dealing account. '™ Coverage includes
gains and losses arising from on-selling of securities
acquired under security repurchase agreements, secu-
rities lending, and sellfbuyback arrangements (see
paragraph A48 any gains or losses realized during
the period on sales of securitics held in the investment
account; and gains or losses arising irom the holding,
sale, und purchase ol foreign exchange mstruments
fexcepl lor cguity investments in associates and
subsidiacies), including foreign exchange derivative
Conraes.

PR data al the seeter level, saing and losses onoany holdings
ol ety Gasued by ather deposit tekers in the popelation should he
exchded (see Box 5000

12 Assnciated and subsidiaries are defined in the next chapter.

FiChanges in the value of couity in associdles, anconsolidaned
subsidinries, amd peeerse vouity imvestments are excloded frivm this
inzoane loe because inceme would be douhle counteds the line sther
Incenne inelodes the provated share of profits amd Losses (rom asso-
crates, uncomsolidated subsiciaries, and reverse couily investmenls.
Moreaver, i a deposit leker sells g stake inoa deposit-lakimg sssoci-
ar o subsidiary for there isa lismvestmenl of o reverse investiment)
abavalue o i the proportiomate value of the capiral and re-
sorvis, the dilTerence should not be included within income.
Trstend, i sheeald b gedded ta the seller™s capiral and reserves, thus
ensuring symmelrie reatimend with that for soodwill, which is
dedugied from capial wmd reserves (see pacageaph 400 101,

MBanks ypically distinguish in their socounts hetween sceuri-
ties held Tor reading (dealing secount ar trading book ) end those
held far long-lerm investiment (ipvestimend gocount o banking
Poek s, wsually 1o maturite TAS 239 furher distingeistes the later
antegony hetwesn Bnancial insrruments held w maturicy zad finan
cral mstruments available for sale.
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4.24 However, the Guide encourages the wider cov-
crage of gains and losses on financial instroments out
lined in paragraph 4,22 for the following purposes:
i1y Net income reflects current health and not past
developrients, In other words, changes o the
value of financial instruments that can he reli-
ably measured are recorded In sector income in
the period they arise.'® Experience has demon-
strated that the huildup of hidden gains and
losses that remuin unrecorded 1 the income
stiternent until they are rezlized can be mislead-
g lor macroprudential analysis.
(20 Return on capital iv reliably observed, Capilal is
emploved by deposit takers w generate income
primarily through activity in financial instro-
ments. Excluding unrealfzed zains ang losses in
financial instruments, whose value ean be reli-
ably measured, obscures in any one period the
extent to which capital is efficiently employed.
While immediate recognition of gains and losses
might generate greater period-to-period volatil-
iy in the retwrn on capital data than nonrecogni-
tion, understunding the canses of such valatility
and observing the trend over time provides o
mare robust basis for macroprudential analysis.
The refative importance of gains and losses on
those finaneial assets and lobilities valued at
mrarvicet or fair value can be monitored. Lxperi-
ence bas shown thar gains and [osses on financial
instrments can be u more valatile clement in
deparsit takers” earnings than other income items,
perhaps rellecting potentially greater risk taking.
ldentification of the size and sensitivily of de-
parsit takers' income and capital to changes
markel conditions is hest observed hy time-series
data that capture the gains and lasses on an
ongoing hasis,
Asvinmmetric reporting of pains and loxses af the
sector-wide fevel v avoided. 11 individual deposit
takers record gains and losses on the same instru-
ment at diflerent times, thi=s will lead o incon-
sistent measures ol net income ar the scolor
Ll 10

{3

4

SFor nontraded instmements, reduetion movelue reeognized by
the deposit tiker is reflecied in provisions,

S nlike the mstruments covered by this fem, Tor instrments
recorded al nominal value asymmetrics con aoise when creditors
bt o debiors make prosdisions Tor the credn sk of the debor, Tn
Chepter 3. the Saide discusses sector adjnsrments for instances
where Both the debtor and credivor aeg in the deposit-taking scoteds
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4.25 Appendix ¥V oprovides numerical examples
of how to record gains and lesses on linancial
instruments,

4.26 1L s acknowledged that coverage ol gains and
losses as set out In paragraph 4.22 may not be feasi-
ble for reporers al the tme of writing, and that data
collection systems may need 1o be developed.

4.27 For those financial mstruments for which
auins and losses can be recorded only when real-
iz, the gain or loss should be measured as the dif-
ference between the trunsaction value and the mar-
ket value recorded on the balance sheet at the end ol
the previous period, Any unrealized zaing or losses
that developed over previous perieds and that are
included 1 the valuation adjustment should be trans-
ferred to retained exrnings, In other words, so as not
o cistort measures ol current health, or creare adverse
selection-type incentives described in parugraph 3.22,
net incoane should not reflect the realization of gains
of losses that have developed in the balance sheet val-
uation of Anancial instrements and been retined over
a number af reporting periods. In additon, all gains
ar lasses in the reporling period—ithat is, since the
previous end-period—that are realived on any other
financial assets (except for those related o assocciate.
subsidiary, and reverse cquity imvesuments, which are
all recorded dicectly o capital and reserves) should
also be included within the gains and losses on the
financial instruments line. This includes gains and

nificant in any ane peried, compilers are encouragad
o provide wdditional inlormation so thar their impor

tance 1o the duta disseminated can be judzed,
s |

428 Provated rf.-.!."jzmg.s cover the share—aon the hasis
of the shure of eguity owned—aof net income altes
tax!7 from associates, unconsolidated subsidiaries, ™
and Teverse cquity mvestments, and, for domestic-
hused data, foreipn branches ™

TUnless the Laxes wnonel ineeme ane payable by the investorn in
wlich insranee his iem covers nel ineoines belone

S e wlso covers income reflecting the withdrweal of
ingeane by the owner Trom o gquast corporation, Cily withdraal
ol income Trem the nel income carned by the yquast corporstion
should be inehided.

AL the sector level, any earnings rom deposic-tiking associ-
ates thar are covered in the reporting popelation shaold be
excluded Trom thes lne (ses alsa Bax 500

4.29 (hher income covers (1) dividends declared
payable by other corporations or cooperatives in
which depasit takers have an equity stake, 2 (2 gains
or losses on sales of fixed assets in the current period
(measured as the difference belween the sale value
and the balance sheet value at the previous ond-
perted ), {3 rental and rovalty income receivahle
fincluding ineome rom buildings, other structures,
and equipment: rom land and subsoil assets; and
lrom other produced and nonproduced assets), and
{4y any amoeunts receivable by deposit takers arising
from compensation for damage or injury.

4.30 Nowinterest expenses cover ull cxpenses other
than intercst cxpenses, including fees aud conunis-
sions, They include operating cxpenses relating 1o
ordinary hanking business (other than interest
expenses) such as (1) personnel {or staff) costs (sce
below), (20 expenses for property and cquipment
fordinary and regular maintenance and repairy;?
rentals paid an buildings, other structures, and equip-
ment {and related depreciation ;2 and rents paid on
land; (30 other expenditures related o the operations,
including purchases of goods and services (Tor exam-
ple, advertising costs, stall training scrvice expenscs,
and fees for other services provided ), and royalties
paitl for the vse of other produced or nonproduced
asaels (excluding those expenses classilicd as per-

o avend double counting of moome belore extrordinay
itermns and taxes, m e sector-level dan, dividends recervable frem
ather depesit takers in the reporting population should be exeluded
Iromn this e and instesd incloded (with a negaove signd in the
divighends | le fine. Inthis way, the data Tor dividesds pasahle
ey, and receivable from. other deposil akers in the reporting pop-
ulistiam will ner ot tooeero in thes line,

TUAL the sector level, sy gumes or lasses realized through o sale
el a lxed agssen 1o another deposit taker m the reporting populaian
showld, in principle, be excluded from this ircm and nol affect net
o, This is bocause the valusion sain or [ess remins wnreal-
red by the secler as o whole, Only when fixed assels are sold w
anenrity ouwrside the seotor sheold such gains e losses Be eeended
m the icome account, Whils maintaining records of Dued axsels
by transactor might raise prictocsl difficoloes, icis recommended
that al least signilicant gwns and osses For the period under review
arisang rem sales ooanother depoest wkee o the weparting popala-
fion e dentilied—subgect o confidentiality construmts—and
deductad from seeror-wide income.

“Euch expenses are diflerent i nalwee, and so recorded dilfer-
ently, from expenditures on gress Dxed capital fevmation, which
iedel tor monfingnsial asscis in the halanee sheet,

2T hiere are diftersnces betwesn the natienal aceonns and com-
el sectunts measwrcments of depreciabion. The Gueide dovs
el nutke ajudgment as W the preferced maothod, As explained in
Appendix IV the national aecount: approach s based on currenl
marker prices, whereas the commercial accouns gpproach s based
on historis prices but allows Tor periodic reviews with adjustiments
1 the schedule of depreciation as necessary,
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sonnel costs (see below)); and (4) axes ather than
income xes—such as taxes on the ownership or use
of land and buildings or on labor employed (includ-
ing payrall and other erployee-related taxes payahle
by the employery—Iless any subsidies related 1w oper-
ating activity, such as subsidies received from pen-
eral government, Also included are aony lines und
penaltics imposed on deposit takers, by courts of law
of otherwise, and any umounts payable by deposit
takers s compensation 1o other institdtional units Tor
mjury and damage. For deposit takers, operaling ¢x-
penses also include any premiwms paid 10 o deposic
insurance fund.

4.31 Persermne! cosiy include the wotal remuneration,
in cash arin kind, payable by the enterprise in relurn
for work done by employees during the accounting
period. Included are wages and sularies, including paid
anmial leave and paid sick leave: prolic sharing and
bonuses; allowances for housing and cars; as well as
free ar subsidized goods und services (except those
reguired For emplovees o carry out their work); and
social securily contributicons, Tfor such items as med-
ical care and pensiens 2 Also included are unfunded
employee social insurance benefils such as the con-
tinued payment of normal or reduced wages during
pericds of absence [rom work as a result of i1 haalth
anil accidents, redundancy payments, and so on.

432 Lo loss provisions are nel new allowancees that
deposit takers make in the period against bad or im-
paired loans, based on their judgment as to the likeli-
hood of losses. ™ General provisions are provisions

nob attributed 10 specific assets but to the amount of

losses thal experience suggests may be in a portfolio
of loans. Such provisions are semetimes caleulated as
a pereentage of 1otal assets. Alternatively, they can be
calculated by wpplyving progressively higher percent-
ages for lower quality assels, reflecting the increasing
prohability of losses. Specific provisions are charges
against the value ol specilic loans {including a collec-
tively assessed group of loans) and reflect identifiahle
losses (see also BCBS, 1999, b 13,

SInternational Financial Reperiing Standacd 2 (IFRS 21, issued
i 2002, treals steck optians as o personnel expense, Compiles are
cnconraged o adapt that steodend Tor compilmg date for vse in
caleulating F51s and 0 describe theic approach in any metadaa
disseminate],

an the sector level, provisions sgainst loans @ other deposil
fakers in the seporting populaton should be excluded from this
e b avond asymmelric repaing,

4.33 The Guide relies on natonal practices in iden-
tilving loan loss provisions and distinguishing be-
tween spectlic and general provisions but recom-
mends that such practices be clearly documented.
Provisions for the sccroal of interest on nonperlorm-
ing azsels should notl be included under loan loss pro-
visions, as they are idenfied within fand excluded
from) nel interest income, 2t While provisions for
losses or future expenses reduce net income, subject
tir national practice, averprediction of expected losses
or cxpenses in oany one period could be reversed in
subsequent periods, increasing income in those
periads. An explanation of how provisioning alfects
assets ws well as capital und reserves s provided in
Box 4.4, In addition, Appendis V1 inclodes a discos-
sion of approaches (o the classification of assets and
provisioning. v

434 Oiher finarnciol asser provisions mclude provi-
slons against any other financial assers (that are nei-
ther traded nor recorded at markel prices) that can he
vitlued reliably, 1 it 15 not Teasible at this time o
include vorcalized gains and losses on securities
such as those in the nvestment account—within gains
and losses on financial instruments (see paragraph
4.22). then the same approach used for loan provi-
sioning should be adopted for these securities, so
that losses on these assels are captured within net
incame. 27 This category also includes any new pro-
visions made for supervisory purposes w lake wecount
of changes in the volatility of hid-ask spreads or other
factors relating to closing out a position in a less-
lguid tradable mstrument (see also BCBS, 2001h,
para. 579, Gross income less noninteresl expenscs
and provisions®® cguates Lo net incaine [hefore extra-

avelinary items aned tex).

435 Extraordinary items cover events that are extra-
ordinary in relation to the business ordinarily carried
oul by the enterprise. Such events would be rare and
include catastrophic losses arising from a natural or
other disaster. Bxtraordimary ilems can include

s noted o puragraph .19, for any interest thar bas accrued
in carlier periods bur s subseguently considered w be an expected
wentinable loss, the provision tor the toss should he incleded
line item 7, and moras o provision For scerued inlerest on nonper-
[orming assets,

HEpecific provisions agamst e value of o sccurty should
reduce the value of the sceurity in the halance sheer, as thoogh i
were being marked-ro-market.

e provisiony and extrordinary itemd, these items shoold usu-
ally vepresen o loss, lowever, inany one perod. these fens mighe
add to income 11 they ane subseaguently recovered, B example,
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Box 4.3. Islamic Financial Institutions and Financial Soundness

Islamnic financial institutions (IFls) operate under fslamic princi-
Fles wherely ex ante imerest payments are prohibited, profics
and losses of underlying transactions are shared, and lending is
bazed on Islamic ethical principles, They present g wunigue profile
of financial risk and scundness that fundamenally affeces the
struccures of the income accounts and balance sheers, which in
turn affect the compilation and meaning of financial scundness
indicators. The differences are beginning to be addressed by
firsineal accountants and supervisors of financial insticutions, buz
it ey be some tme befaqe the full range of issues are identified
and approprate accaunting and supervisary standards are devel-
oped and adopred. ! This box describes sorme of the unigue ele-
ments af [Fls and how key FSls might be affected,

Alchough varizticns in practice exist, relianca on lslamic pring-
ples zets IFls apart from other institutions in numercus wiys,
Fuorbaps the mast noable iz the probibition of receipo or pay-
meent of interest. For example, loans or deposits with interes:
rates fixed befarchand are prabibited —a fundamentzl difference
frarn non-lsbnme banks that borrow in exchange for paymencs
of incerast and lend moarder to acguire assets that can carn
interest Thus, the veo core Fals that facus an the margin
berween interest recsiprs and paymeants apply ta nan-lslmic
banks but nat o Islamic banks.

IFls azcept depesits under che Mudarabah concept and invest in
permissible and Shariah-compliant investments and financing
arrangements. Inosuch s manner. IFls are undercaking a dfinzncial
intermediney function, However in principle depositors are guar-
ainceed neither g presfiged cetuen poe the principal amsunt,
Racher depasicors act as fund proveders, bearing lasses alane. as
the IFl has incurred a “less™ inothe form of entreprencuel
effores. Profits generated are shared berween che Fls and the
deposicors based on & preagreed profic-sharing ratic. As for the
aperation of the accounts. it is similar co depaosit operations
wnder canventional banking. Under a second form of depesiting,
IFls kaled Funds for safekeepirg with o guarantee of full repayment
af pringigal ot nointeres
-

Alzo, IFls can operete through prolic and loss sharing [PLS)
arrangemeants that do nat guarancee full repayiment af principal
and do not have fiked profit returns. IFls earn inceme by charg-
ng fees for services, by engaging in profic sharing, and, most
smpartant, from activities such as trade-related finanzing. hire
purchase, and leasing. In some countrics, these constitute the
primary activities of IFls.

Under PL3 arrangements, the resources of the IF|L and investors
are often pocled to undertake specific commercial ventures, and

IThe Accaunting and Auditing Crganization fer Isiamiz Financial [nsei-
tutions [AACIFD was created in 1991 in Banrain 1o set accounting,
audieng, and governance standards that are beng lallowed by Fls in
2 number of cauntries, Moreover, in Movember 2002, the lslamic
Financeal Zervices Board [IFER} was established in Malaysia as an
asseciation of central banks. monetry autharites, and other insticu-
tens that are responsible ko the regulation and suporvision af the
Islamiz financial services industry.

the cocal returns are divided bacesen the [FD and the mvestors
based on a predetermined profic-shacicg avcangement, Profits
earned could ba disbursed during the life of the venture as well
as at its conclusion. Cepending on the ouccome, bath may gain
or lzse on their investments. To thiz end, Fls issue securities
called PLE ceruficates that do not provide for either capital cer-
taincy of presfixed pasitive ceturns. Sorme of these instrumancs
are defined as “unrestricied investrment accounts” that give the
IFl lazitede 1o make the invescments a5 i sees i, rmoch as non-
lslamic banks invest the funds provided by deposicors,

FLS arrangements and unrestriceed irvestment accounts resalt
in a somewhat different role for capital in [Fls frarm chac in ocher
types of banks. For instance, in an IMF Working Paper. Sun-
daraeajun and Eerico {2002, 5, 9) concluded that “ic may be rea-
songhle to canclude that the assessment of capital adequacy for
lalamic barks shauld ke based aot only on 2 tharough evaluation
aof the degres of risk in each bank's poralla, but alsa an assess-
ment of the mix of PLY and nan-PLS assers” In addion, there
appears te be ambiguity regarding the identificanon and valua.
tion of nenperforming loans (MPLs) and provisisning, as well as
thair disclzsure.

In censtrusting IF| balance sheets, it can be ambiguous whether
the conteibutians afl investors m PLS certificates and unre-
striced investmment accounts are lalibies of the FL Often, the
IFl will 2ce as a fiduciary ar asser ranager, placing the funds
off-balance-sheer rust accounes and providing anvesrment sdvice
o recaive either fees or a distributien of net profics. Same IFls
are known to handle substantial pordons of cheir business
through of-balanze-sheer zccounts under che assumpricn thao
they are performing 4 fund managemnent rale for the invester,
whieh aflects leversge ratios and the Basel capital adequacy zal-
culations.? Ar present, natignal practices norecording such
arrangements differ, with bath one and off-balance-sheet treat-
ments used. Jne opinion, by the Accountng and Audicing Crga-
nizatizn for Islamic Financial Insticuticns {AAQIFI, is that unre-
stricted investment zccounts are part of the balance sheat of the
IFl and should be included as 2 separate type of inscrument—
between a lizbility and equity capital. The Guide follows the
advice of the Manetary and Finaaciol Statistics Moswol (MESMP
and clhssifies such ingtruments as depasits unless they are part
of the permanent eapical base of the IF ar have the characeris-
rics of a tradable inscrument.

The asset structure of IFls is characterized by a diverse spec-
trum of lslamec financing structures, ranging from the low-rick
lense-based to the higher-risk equity-based modes of finznze. As
each mode has s awn distinet features, different degrees of
credic visk, markes sisk, and aperational risk are entailed.

The AACIF has scaced chac s aim 15 1o Tollow the Basel mechadol-
opy as closely as possible.

34 dewiled description of lslamic instruments and ther classification
iz provided en pages | 15-1237 of the FAFEM (IMIF 2000a) and this cext
should be consulced in determining the classificancn of instrumeants
far the purpases af compiling data for Fals,
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Box 4.3 (concluded)

To date, IFls have ended 1o ha Reavily inveleed in shorter-cerm
commercizl credics and prajece finance that are normally
regadved within @ year or owo, which permits che redistribution
of the ner procecds, This arises in part from the absence of
Istarnic raoiey markets that permic the ready transfer of shore-
tarm liquidicy berwesn [Fls g act to estblish markec-based
rates of rewun for such harrewing, There has been some diffi-
culty in developing inatrurments, such 23 interbank inscruments,
monetary policy inscruments, and longer-term nstruments such
a5 mortgages, although examples of all these exist, In part. chis
stems from the greacer difficulty, compared with the case of
projectaype firance, in devising suitable means oo measure and
distribure net returns an credits te governments, ongaing firms,
or noncammercial nstuticns,

The above parearn has impormnt implications for Fals—the tal-
ance sheets of [Fls differ from those of non-lskarmic banks, and
estimates of rates of recurn af IFis may prove bard to develop
and compare.* Moreowver, instrumeants are under develapment
and, in sarme instances, islamic banking principles may be mixed
with standard banking practices. Against this backgraund,
accounting pracuces for IFls are sl develoging. Uncil cthis werk
is further advanced, and secandard practizes can begin to be iden-
tified wichin markets, the Gude considers thar it is prermature te
atternpt 1o link Fils 1o specific accounting series used by [Fls

1Bank Megara Malaysia has develaped a structured fmmiowari in the
derarrminanas of the rate of roturn f2r Islzmic banking aperations.
This framework addresses the ssue of wniformity, reducing the
ootential for distertion in che rate of reourn,

inconme ot will uzually be expense iwems. fneome
teves are those taxes that accrue m the period under
review and are relaed to the ingome, profics, andfor
capital gains of deposit takers. Onee extraordinary
ierms and texes are deducted from net income. the
total is equal Lo net inconie after .

.36 Dividends are amounts declared pavable in the
period wnder review o the owners of deposil takers
after all ather expenses have been met, leaving re-
fwined earnings to be posted (o the retaned carnings
account of capital and reserves.

Balance sheet

Newgfierarcial asyers

4.37 MNonfinancial asscts are all economic assers
other than financial assels. A delinition of these
assets 1= provided in the discussion below on the scee-

There is recognivon of the need for generally agreed guidance
far IFls on accounting presentations for income statements, bal-
ance sheets, fiduciary and crusc activity, and ather disclosures
Seweral organizations are working on various aspects, such as the
AADIFl—which has published a revision of the Basel Capial
Adequacy Ratios customized for IFls*—the Inzticuze of lzlamic
Banking and Insurance i London. the International Asseciacion
of klamic Banks in Saudi Arabia. and the new lslamic Internz-
tional Racing Agency in Babran, Morcover, bank supervizors are
seeking effective prudential owersight of IFls, and international
practice is developing: che newly formed lslarmiz Financial Ser-
vices Board (IF3B) in Malzysia iz incended o help develop an
effective system for supervision and regulaticn of IFls and o
pravede guidance on the appropriate MaNIESring. maasuring, and
management of risks in lslarmie Tinancial products.
L

Finally, because of cheir hegvy involvement in fidociary acrivity,
project finance, and proficloss sharing, many IFls have charazter-
istics of mutual funds ar othear nonbaek fsancial insticutizns, Bue
the prevailing statistical pracoice is o clssify lslaemic financial
msLitutions as deposit tzkers.®

Shee AGDIF {1999). There ii same supervisory oginien thac the
mare flexible risk-weighting algerichms char will be avalable ander
Gazel Il might prove effective in mare preciscly desccibing the gypes
of Fnancial risk facing 1Fis,

8This pracrice i described in more detail in paragraph 88 of the
SFES (IME 200007,

toral balance sheet for nenfinancial corporations
(paragraph 4,106,

Financial assels aned Gabilivies

4.38 Financial assers™ are those Mnancial cluims
orver which eswnership rights are enforced, from which
economic benéits may be derived by their owners,
and that are a store of value. Financial claims arise
out of contraciual relationships between pairs of
institunenal nois, snd often such claims entitle the
cowner (that is, the creditor) W receive one or more
paymenls (such as interest payments) from the insu-
tutional unit an which the owner has the claim (the
dehtor). In addition. some financial assels generte

n the 997 5%A, financial wssets also inclode monetary gold
andd special drewing rights (SDRs—fnancial assers for which
there are no counterpan claims, Flowever, e the A0 584, by del-
inian. coly the elfcial sector, tepically the central bank, can b
regarded as halding such asseis,
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holdings gains (and lasses) for their owners, When o
financial claim is created, a liability of equal value is
simultancously incurred by the debior as the coun-
terpart to the financial asset.

4.39 The dentification and presentatiion of the dif-
ferent types of financial assets and liabilities can vary
depending on analytical needs und national ac-
countng practice, Inthe list of FS1ratios, the primary
facus is an instruments by functional type, such as
loans, cquitics, sceurities, and derivatives. Thus, in
the (Fuide, the primary classifications of financial
assets and labilities are: currency and deposits, foans,
deby securities,™ shares and oulier equity (asseis),

Financiad derivatives, and other assety (o1 other

ffabilisies ),

dodly Crerrenrey consisls of notes and coins in circu-
lation that are commonly used to make payments. Tt
is usually (but not abasys) issoed either by central
banks or government unils and 15 a liability of the
units that tssue it Currency has a fixed nominal value,
Gold and commemaorative coins that are not in cir-
culaton s legul tender are classified as nonfinancial
assets rather than as currency.

4.41 Depesiy include all nonnegotiable financial
clanms represented by evidence of depaosit. Deposits
comprize transferable deposits and other deposits.
Transferuble deposits comprise all deposits in domes-
ne or foreign currency that are (1) exchangeable,
without penalty or restriction, on demand at par and
(2 dircctly usable for making third-party payvments
by check. drafi. giro order, direct debitfcredit, or
other direct payment facilivy ! Cither deposits com-
prise depesits thal bave restricuons on the number of
third-party payments that can be made per period
anidfor the minimum siee ol individual tard-party
payments and so oare considered nontransferable,
These include the following:
= Hight deposits that permit inmediate cash with-
drawals but not direct third-party payments.
« Savings and fixed-term deposits, including non-
negotizhle certificales of deposit.

WE nown s secunities other than shares” o the (995 S8A and
MTEM,

Ushares of money mackel Tunds that olTer worestoctad check
writing privileges can he regarded as functiomally equivalent to
wl potentizlly included m broad money. Voweeer i the
v, such masets andd lahilitics are classificd ws shares and other
cuity, because the neture, and bence regolation, of moey ek
uzads as dalferent from that of deposin tkers,

= Montranslforable deposits denominated in fercign
CLITENCY,

= Shares or similar evidence of deposit issoed by
savings and loan sssociutions, building socictics,
credit unions, and the hke, which are {legally orin
practice) redeemable immediately or ar relatively
short notice.

= Repurchase agreements (possibly) (see paragraph
4483,

4.42 Customer deposits are those considerad 1o be
mere Cstable” and less volatile types of deposits tha
can be employved 1w lund long-term lending. 1is a
series reguired w caloulate an encouraged FSL

443 Volatility of deposits refers w depositor sen-
sitvity 1o events that could affect confidence in de-
posit takers, More specifically, it refers w the likeli-
hiosind thut depesitors will, at short notce, withdraw
funds mn response 10 a perceived weakness 1nan indi-
vidoal deposit taker or in the hanking sysiem. Deter-
mining such u likelihood in advance 1= dilficull. bue
typically the key factors taken into account are the
tvpe of depositor, the existence of insurance cover
e, wndd the maturity ol the deposits (remaining matu-
rityd, Experience sugeests that some types of depos-
itors are less lkely 1o move their funds than others.
Howoever, deposits covered by credible insurance
schemes are more likely to be a stable Torm of fund-
ing than those not coversd. Tn addition, deposits with
a long remaining maturity are likely w be more sta-
ble, although the lower the penalties Tor withdrwal,
the less relevant this factor 15 in determining the like-
lihood of withdrawal.

444 The Guide recommends that the tvpe of de-
positor be the primary [aclor in delining customer
deposits becavse of bath its relevance and itz general
applicability. Thus, customer deposits include all
deposits (resident or nonresident) except those placed
b ather deposit takers and other financial corpora.
tioms {resident and nonresident). The depositors 1o
the excluded sectors are more likely to maonitar
deposit takers” financial information, are less likely
to b covvered by deposil insurance, and perhups have
g fNduciary responsibihity 1o safeguard their assets,
They are, therefore, more prone 1o shifling deposits
as risks increase than other deposiors. Perhaps be-
cause of deposit insurance, householid depositors
tend to be less aware of the risks, while commerciul
deposilors may have other relationships with banks
that make them more reluctant than institutional
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investars o move funds,*2 Provided it can be derer-
mined that the penaltics for withdrawal are high. cos-
tomer deposits could also include those from the
excluded sectors that have a remaining maturity of
more than one vear, 3

4.45 Loans melude those financial assets created
through the direct lending of funds by a creditor tooa
debtor through an arrangement i which the lender
either receives no security evidencing the transactions
or receives o nonnegoliable document or instrument,
Collaterul, in the lorm ol cither a financial asset (such
i @ security ) or nenlinancial asset (such as land or a
building, may be provided under a loan transaction,
though it 15 not an essential featwre, Loans include
conunercial loans, installment loans, hire-purchase
credil, leans o finance trade credic and advances,
linuncial leases, repurchase agreements not classified
as 4 depesit (see paragraph 448, and overdrafis,
Trade credit and similar accounts receivable/pavable
are not loans, To mect the requirements of the agreed
ESI list, in Table 4.1 loans to other deposit lakers {ras-
ident and nonresident) are distinguished from other
louns, which are attribuled by sector as defined in
Chapler 2 on a residence basis.

4.46 1f o loan becomes tradable and is, ar has heen,
traded i the secondary market. the loan is reclassi-
fied as a debt security instrument. Given the signifi-
cance of the reclassification, firm evidence of sec-
ondary market trading is needed before a dehn
instrument is reclassified from a loan 10 & security,
Lvidence of trading on secandary markets would
mclude the existence of marker makers and bid-offer
spreads for the debt instrument. A transfer or ane-
time sale of a loan would nat normally constitute a
basis for reclassifying the loan as a security.

0 dizcussions on the delinition of custamer depoesits, the dea
wits ratised tha large nonfinancial corparations might manage their
Houidity simnilarly to other fimsncial corparations. Given this. cun-
pilers nght wish o distingoish deposi Bakalimes of deposii takees
o o citegorics: those hebd by publicly Dsted nonfinsncial cor-
LIRS, and those held by unlisted nonfinancizl corperitions,
cxcludimg the Tormer from e caleulaton of custiomer deposics,
Aoy metacdans accompanying the dissemnation of FSIdata should
cxplain the coverage of customer deposits,

“anether appraach that could yield asimilas cuteome would he
e determine costomer depasits by vpe of deposit—that is.
O deposits known o their Ustabiling” such as demand deposits,
amall-seale savings, and ome deposie; andior {20 deposils covered
by o fovedibled deposit insmanee scheme,

447 Two forms of loans require further discussion.
A jfingncial lease 15 a contract under which a lessee
contracts o pay rentals Tor the wuse of o good for most
ar all of itz expected econamic life. Tn this case, the
risks and rewards of ownership are transferred fram
the legal owner of the good, the lessor o the vser of
the good, the lessee. The lessee is Treguently respon-
sible for the maintenance and repair of the soad,
Under statistical and accounting conventions, the
eood is trewted as having changed ownership, and a
lean liability of the lessee s creatad, The value ol the
loan ul inception is equal W the value of the good, The
loan is repaid through the puyment of rental fees
iwhich comprise hoth interest and principal ele-
ments) plus any residual payment at the end of the
contract (or, alternatively, by the return of the good 10
the lessor).* The ussets that fave heen leased should
be remaoved from the balance sheet of the lessor,

d.48 A vecurifes reprrchse gereenient (TRl 15 an
arrungement involving the sale for cash of securities
at oospecified price with u commitment o repurchase
the same ar similar securities at a fxed price either
on a specifiied future date (often a few days later) or
with an open maturily. ¥ Because the risks and
rewards of ownership of the security remain with the
erigingl owner. the coonomic natiee of the transac-
tion is that of o collateralized loan (or possibly a
deposit) *® In ather words, the Tunds advanced by the
security laker (o the security provider are classified
ws a loan (or deposic) assel of the security taker fand
a liahility of the security provider), und the underly-
mg securities remain on the balance sheet of the
security provider, despile the legal change m owner-
ship, A gold swap, under which gold is cxchanged
Tor other assets, usually foreign exchange, is similar
in onature o oa repo and s o be recorded similarly,
Securities lending 15 similar o o repo. excepl that
noncash collateral in the form of seourities s pro-
vided, and =0 o loan is recorded. IF the security
taker provides cash as collateral, then the arrange-
ment 15 treated in the same way as o repo. The secu-
rities involved remoin on the balance sheet of the
security provider.

O onsbstent wilh this statistical reabtment, 1ASs resard the
strearn of paymenls axsociated with Onancial Jeases o5 subsban-
tially the same as Blended payments of principal and mterest unders
lan agrecimenls.

AN ppen matirity exists when both pantics agree dadly Lo
renew o lermenale the sgrecnent.

detlhacks an k A oure the same w8 repos in cconsmic
eflect but are less soplisticuted operationally,

G
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4.49 | securitics acquired under a repo or sceurities-
lending arrangement are sold to third paries, the
security laker should record on the bulance sheet a
negative security asset equal to the current market
value of the security that was sald.

450 Specific loan provisions are the oulslunding
amount of provisions made against the value ol indi-
vidual loans, collectively assessed groups ol loans,
and loans o other deposit takers? (see also paragraph
437} 3830

4.51 Dely securities are negolinble® financial instru-

ments serving as evidence that units have obligatons

1o settle by means of providing cash. o financial mstru-

ment, or some ather e of ceonomic value, The deb

security provides evidence that the elaim exasts, s

tradable in financial markews, and gives the holder an

unconditional right 10 receive interest and/or princi-

pal payvments, Examples ol debt securities include the

following,

= Rills, such as weasury hills;

= Bonds and debentores, including bonds that are
comvertible o shares:

= Commercial paper:

= Wepotiable certificates of deposit;

= Tradable depository receipts:

= MNotes issued throvgh revolving underwriting facil-
ities and note-issuance facilities:

= Mepotiable securitics backed hy loans or other
nEsets]

= Loans that have becorme de Tucte iradable;

= Preferred stocks or shares that pay o fixed income
Rt iber not provide Tor pardceipation in the distribo-
tion of the residual value of the corporation on dis-
solutian: -

= RBankers’ acceplances; and

= Mhandatorily redecmable shares,

TRector-level adjustmems for provisiens on leens e other
ileposin kers are discussed m Chapter 3 dparagiaph 5850

A AL recommended that mterest on NPLs should nat aeorue,
specilic provisions data should net i principle mclude specitic
pravisians Tor intercsn acerual on NPLs.

B aecnuniang prchce 5 nob e e inenest on NPLs bot Lo
inglude the mierest in the valoe of the loan on the halance shec
olfzer by an tem such ws miteresl in suspense, i is sugpested tat
the amterest i suspense be neluded weether st the duta Yor spe-
cufic provizions an the balance sheel 1F this appreach s sdopled 2
el by explumed in the metadit

FA negatiable Mnancial instrument is one whoss ownership is
cipible of being transferned from one uml e another unic by deliv
cry o endorscmeant,

4.52 Some corporate bonds are convertible into
shures of the same corporation al the option of the
homdhalder, I the conversion aption s traded sepa-
rately, then it is recorded as a separate asset and clas-
silied as o financial derivative.

4.53 Table 4.1 includes all the above instruments
under the heading of debt seeurities. However, 101y ree-
ognized tal nationa practice might separately identify
cerlain types of instruments, such as mortgage-hacked
securities, govermmenl scourities, and securilivs
considered 1o be of & louid nature,

454 Shares and other equily comprise all instro-
ments and records acknowledging, afier the claims
ol all creditars have been met, elaims on the restdual
value of a corporution. Chenership of equity 15 usually
evidenced by shares, stocks, parucipation, or similar
documents. Preferred stocks or shares, which also
provide for participation in the distributon of the
residoal value on dissalution of an incorporated
crterprise, are included A Buvhacks by a deposil
taker of its own cquity securities reduce the number
of equily sccurities outstanding,

4.55 Shares and other equity assets include equity
iestmenls inassociates, onconsolidaled subsidiaries,
and reverse equily investments, as well as other cquity
investments in deposit takers. s In the context of
domuestic data, shares and other cguity gssets include
any share capital provided to foreign branches,

456 Fingncial derivatives are Tfinancial insiruments
that ure linked to a specilic financial instrument,
indicator, or commodity and throush which spacific
financial risks can be traded in financial markers in
their own right. Therr value depends on the price of
the underlving ftem. Unlike debt instruments, no
principal 15 advanced 1o be repaid, and no investment
ncome geernes, Typical derivative contracls are
futures (exchange-traded forward contracts), interest
anid cross-currency swaps, forward rate agrecments,
forward lToreign exchange contruers, credit deriva-
tives, and various 1ypes of options (sce alse Heath,

Haccounting standard seners agree that not evervihing com
momly called eouity qualtlies as such. Far instanes, mandaterily
redeemable preferred stoeks are Habilites, and =0 are various
ks of puttiable sieck, where the stocks are heing essentially wsed
45 CINTENCY.

BEor sector-level data, the value of the invesiment inany olher
deposil taker i the reporting popolaion should be exeluded from
this itern, assets i el and capetal and rescrves Csaee alao Box 5010




4 = Accounting Frameworlk and Sectoral Financial Statements

Box 4.4. The Approach toValuation and Provisioning in the Guide

This o explaing how the variaus recommendations regarding
valuaticn and provisioning in the decailed line-by-line description
of the ftems: in the financial statement fic cogecher.

The Cude prafers valuanon methads that can provide the mast
realistic assessment at any paint in time of the value of ar insore-
ment or item. For tradable instruments, nonrecogniticn of mar-
ket value gains, and parcicularly of losses, can mislead judgmants
abauc financial health and soundness of depasic mkers, For nan.
tradable mstruments, the Guide acknowledges that nominal value
may provide a more realistic assessment of value than che appli-
cation of market or fzir value, but an appropriate provisioning
pelicy is essantial. While the GLuide relies an national practices in
idencifping such provisions, nonrecognictian of lasses when chay
arge wauld avesstate the health and strength of the deposic
taker, & distinction i3z made between specific provisions for
lzsses chat are idercifizble and general provisions for potentizl
lesses that axperience sugpests could affect a partiolio

The resc of this box explzins how the approach to markes valu-
ation and provisions affects the income and expense satement.
assars, and capical and reserves. A short section on arcears is
also included.

Incame and expense

The incame and edperse stitement s directly affected by the
aperaach taken on valuation and provisioning.!
= Interest income sheuld not inglude the accrual of any incerest
on nonperforming assets; in ocher words, incerasc inceme
should not he overstaced relacive 1o the acousl cirdumsances.
+ Provisions for loan losses (and ather assers) should reduce et
income, thus recogrizing losses when they become apparent.
= (3zins or losses, unrealized and realized. on financial assecs and
liabilivies valued at marker ar fair value i the balance shaet
should be imcluded i incame—a rise in value increasing not
incorme and a less of value reducing net income.? To avoid dou-
ble counting, zny zccrued incerest recorded for che peried is
excluded from calculations of gains and losses on financal
inatruments.
Gaing o logses an any ather assets ar babilives that arise and
are realized in the reporting period should e included in

income. Any revaluation gains and fosses already included in

ITre wreatmant of intra-deposit-takers” ransactions and posbons 15
discussed in the Texe Annex te Chapter 5

Y hanges in the marker value of equity in associates ans unconsal-
daved subsidiaries, o well a3 roverse couity irvestments, arc
excluded, 1o avoid the potential for double countng incomme [see
paragraph 4270,

the valvation adjustroent from previcus periods should be
maved to retained earnings.’

The Gunde considers that capruring interest income and incerast
expense cogether with the holding gains and losses an financial
asgets and Habilicles for sdeeh marker or Bor value s established
iz appropriate for measuring che return on assets and on capical
and reserses—twes core Fels, Regarding other financial assets
and fiakilicies, ta menree gereent health, the Goide encaurages
recording lesses through the creation of provisions whan these
losses becarne apparent and recarding realized gains ar losses
arising during the currenc reporcting peried anly in current
prriad mnoome,
Huissets i

L%
In the Guide, changes in cthe markec or fair value of assets (and
ligkilities) are reflected on balance sheet For laars and other
azsers valued at nominal valuse, cher balance sheer value s
reduced by specific provisions? or by writing down the value of
the asen

It might be considered appropriaze to alse value loans excluding
general provisons, sa chat probable losses noc attribuiable 1o
specific inscruments are recognized as reducing capital and
reserves, While the Guide recognizes the need to reduce net
incame o reflect potenval losses char experience suggescs may
tzka place in a portiolio, it is not evidenc that che soundness of
the depost taker bas boeen weakened by such general provision-
ing. %o peneral provisions are included in che capital and rezervas
{but nat in the narrow measure of capital and reserves), This is
in fine wich the Basel Commites on Banking Supervision’s
[BCRS) Basel | capital adequacy requiremenss. which recognize
inTier 2 capical gereral provisians in capital up cooa e of 125
parcent of {risk-weighred] assers.

Capital and reserves

Changes in rnarker or frie waleataon of assers and labilicies affec
capital and reserves. Increasas in asset values tend to increase
capital and reserves, white increases in the value of liabilites tond
1o decrease capital and reservies. Provisicning can also affect cap-
ital and reseeves As noted above while both specific and general
provisiens ceduce ner income, and thus patentally retained
earnings, general provisions are posted to capital and reserves.

IFar unlisted nonlinancial corparztions, the same approach can be
taken for all financal inscruments thae relace coly perigherally o a
firm's |:-rirr|:'.r}.I -::-|:|-;:-.a.r.i|1g ackivitios
4n Tale 4.1, darz on loans are presented both before and afier
adjustiment ar specilic provisians,

41
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1995, Gross markel values [or lnancial derivarive
assels and labilivies should be recorded on the bal-
ance sheetl and any valuation sains and losses o the
income and expense slement.

457 Linder o forward-tyvpe contract, the counterpal-
ties agree to cxchange an underlving item
financinl—in a specified gquantity. on a specified
date, at an agreed contract (strike) price, In the case
aof a swaps conlracl, the counterparties agree 1o
cachange cash flows, determined with reference 10
priceisy of, for example, currencics or interest rates,
according to prearranged rules. Ar the inception of
the comtruet, risk exposures of equal markel valoe are
exchanged, and the contruel normally has zero value,
But as murket prices change, asset and labiliey posi-
tions are created, which may change both in magni-
tude and direction over time.

real or

458 Under an apuan contract, the purchaser of the
option, i return (o an option premium, acquires from
the writer of the option the right but oot the obliga-
tion to buy (call opuon) ar sell (put option] a spoci-
fied underlving iem—reul or financial—at an agreed
contract (strike) price on or hefore a specified date,
Throughout the life of the contract the writer of the
aption has a lability and the buyer an asset, although
the aption can expire worthless: the option will he
cxercised only if sertling the contract is advanta-
zeaus for the purchaser

4.59 The Fufdle prefers that i an instroment such as
a security or u lown contains an embedded derivative
thut is inseparable from the underlving instrument,
the instrument is valued aod classilied aceording 1o
its primary churacleristics, and the embedded derisv-
afive s now clagsitied and valued separately ** Exam-
ples of instruments with embedded derivatives are
honds thar are convertible inle cquity seeurities, and
secitrities with options for the repavment of principal
in currcncics that differ from those i which the
securilics were issped, M

A0 spmnificant amenns of such seeurites sy oulstandim, there
maay b interest i ther separate identification, particulanly for
securies thal can be sold (poty back o the sseer not keast be-
cause af the peeagie] pnpact on the bguadity position of deposin
Tithers,

Hlnder TAN:, derivatives embadded in cash instruments ane w
b gecenned Tor separate |y onless the ennine insmroment is e val-
ued {and the chiange in Fair eos reflected moprolin and Ioes) ar
the crnbeaded dermvitive neets the test of heing closely reluted w
the underlving cash instrament. This 1= to prevent such devivatives
frues escaping “proper’ coounting,

d.60 Ovirer asvers (or addier Habilities from the deblor
perspective} cover trade credits and advances, pre-
payments o insurance preminms, and miscellancous
other iterms doe Lo be received or pard. Miscelluncous
other items receivahle or payable include scerued but
unpaid taxes, dividends (including dividends declured
but not ver payable), purchases and sales ol seeuri-
Lics, rent, wiges and salaries, social contributions,
social benelits, and similar payments. Delintions of
trade credit and advances are provided in the discus-
sion below of the sectaral balance sheets Tor nonfi-
nancial corporations (paragraph <L 1120 I significant
prowvisions are made against these assets, particularly
tradle credit, compilers are encouraged o separately
identily these provisions in the same manner as for
loans (sce above),

461 LDeby is defined as the outstanding amoeunt of
thesse actual current and noncontingent labilites that
require payments of pringipal andfor interest by the
doebtor wn some point(s) in the future. Thus, debt come-
prises those Tinancial lahilides that arc currency and
deposits, loans, debt securities, and other liabilities.

4.62 “Caprivad e reserves” s defined as the equity
interest af the owners inoan enterprise and is the dif-
ference bevween total assets and liabilities 4% 11 rep-
resents the amount available o absork unidentificd
losses.

4.63 In the Gudde, total capital and reserves include

the fallowing,

v Punds contribited by owners comprise the wotal
amount from the inital and any subsequent izsu-
ance of shares, stecks, or other forms of ownership
of depesat takers, This item is valued as the nomi-
nal amount of procecds [tom the initial and subse-
quent issuances. [0 is nol revilued.

= Retained earnings, or rather, changes in retained
garnings. retlect all alter-tax profits that are neither
clistributed o sharcholders nor transferred 10 or
[texm the reserve and valuation accoums. Deducted
fincludedy s any goodwill arising from the pur-

o the sector level. the proporionat: caneeship share of

taker, as well as couity investmenis m other deposico mkers that ars
alse inothe reporting populaton, shoubd he excloded Trom capinal
wndd reservey (sec alsg Bax 500
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chase (sile) of g stake inan associate or subsidiary
(o7 reverse cguity investiment stake), ™ This iem s
alsa valued at the oominal amount of earnings that
have been retained and is net revalued.

« Gernerad ond special reserves are reserves thid
reflect appropriations from retained carnings. These
reserves are also to be valued at nominal value and
are nol revalued,

= Provizions aee included inthe income and cxpense
stutermnent (see paragraph 4320 ether than specilic

provizsions, Specific provisions reduce the value of

the relevant asset in the balance sheet 47

= Uiluarion adjusiment 1s the counlerparl o net
changes in the market or fair values of assets and
lighilities on the balance sheet (excluding any such
changes that affect other items within capital and
reserves, such as retamed carnings), Unrealized
aains or losses an assets or liabilities that hove been
reflected in the valuation adjustment und are now
realized should be transterred 1o retained carnings. 1#
The Cuide recommends that this item include only
valuation changes arising from nonfinancial wssets,
equity investments in associates and unconsolidated
subsidiaries. and reverse iovestments that have not
keen reflected in retained carnings,

dbd Tier | capital is the core measure of capital (see
parugraph 4,700, Tn the absence of Tier 1 datas (us in

=The deduetion of soodwill s consisient with the approach in
the Basel Capital Aceord, See supervisory dedoction: discussed
below (paragraph 4.73)

ST all or part of @ boan s considered uneollecuble, o some
eeonamies i ameant 1= “writlen (eharged) off™ agains the Joan
loss prewision—rather than bemg recorded s a0 specilic proavi
sion—reducing the value of the loan, with any subsequent recav-
ery hetng credited 1o the provisien, Procices as w the nming o
wrate-oH s vary wong couniries: Foy imstmce, i some countmes, &
loan cannel ke written oft ontil all lezal procedores bave been
conmpletied.

AL the sector level, Tor fized assels, any gain ar loss on sale o
ancther depasit wker i the reportmg population showld noc aflce
retaingd carmimgs i capital and reserves becanse the gain or loss
hes not heen vealized by the sector, Eloseever, 10 is receanized thal
maintaining reconds of gaing aml losses on Tixed asscls by ransac-
tor and anly ranslerring them o retained cormings ance the assel
is seld 1o another secler would creale considerable practicsl prob.
lerms i than chiains o sales, perhaps spread over years, woubd el
b he meniteeed, 5ot s recommended thal ne secior-level adjus
ment he made o the compenents of copetal and reserves for gzins
und losses on sales of fxed sssels woother deposit akers o fhe
reporiing popieliion by thar—subject @ conbdentialily con-
sinls—any s1gmhcant sufes be identified. Thos will permit the
gt an sectar-leve] capital and resceves 10 be assessed,

the case of units not subject 1 Basel Coapital Ade-
quacy ouidelines), the data lor Tunds contributed hy
owners logether with retwned carnings {including
those earnings approprigled o reserves) could be
identified,

4.65 Under consolidated reporting, when the parent
has less than lull esnership of a subsidiare the cap-
ital and reserves attributable 1o minority sharehold-
ers i the subsidiary gre included in capital and
rescrves, because the focus of FSls is on the total
capital und reserves of the deposic takers in the
reperting population.

fMemorandum series .

Ether sevies reguired o calenlate the PRI

4.66 Some of the seres required 1o calculate the
FSl: ure not directly available from the financial
statements described above, They are meluded as
memorancdum items to the Anancial statement. These
series fall inte three categories: (1) supervisory-
based series. (2) series that provide a further analy-
sis of the halance sheet, and (3} balance-sheet-
relited series, Series that go bevond those required
to caleulate these FSIs, but which in the discus-
sions on the Cufde were considered particularly
relevant for macroprudential analysis, are setoulin
Appendiz 11

Supervisory-based series

407 These are series to be directly sourced from
supervisory information because the deliniticns con
Form with supervisory guidance, The Guide relics on
nativnzl practice in caleulating regulatory capital and
risk-weighied assets data series,

4.68 The Basel Commillee on Banking Supervision
has developed a specilic regulatary definivion of cap-
frerd that 15 used ax the numerztor inits official regola-
tody capital adequacy ratio, The definition extends
bevond purely capital and reserve account items
ientified abave 1o nclude several specified types of
suboidinated debl instruments that need not be repaid
if the funds are necded o maintain minimam capital

P This i known s the “nacrew measare’ of cupital and reserves
n e i,
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levels 50 Al internationally active banks are cxpected
tor have regulatery capital of at least 8 pereent of rivk-
welghted aesers. National supervisors may reguire a
higher ratio and have 2ome lecway in estahlishing the
specific standards Tor therr country, ™

4.69 There are three tiers of regulatory capital. 2

4.70 Tier 1 capital comprises paid-up shares and
commaon stock—issucd und fully paid ordinary
sharesfcommon stack and perpetual noncumulative
preference shiares—and disclosed reserves created or
increased by appropriations of retained earnings or
ather surplus ™ The latter include, inter alia, share
premivms, retined profit, general reserves, and legol
reserves. ™ and are considered w be freely and imme-
digtely available to mect clanms against the hunk ®®

4.71 Tier 2 capital consists of (13 undisclosed
rserves—that part of accumulated retined camings
thit banks in some countries may be permitled o
miaintain s an undisclosed reserve; (23 asser revalu-
ation reserves with regard 1o lixed asscus, and with
regard o lomgz-term holdings of equities valued in the
halance sheer at historic cost but Tor which there are

ascl Cone Principle & states, “Banking supervisors must sl
prudent and appropriale mininom capital adegquacy eguiremients
e all hanks. Such vequiremments should reflect the risks that the
Panks undertake. and muost detfine the components of capiial. bear-
ing in enind theiv alilicy oo absorks lesses, AL least B miernaton-
allv active banks, these requirements musl ool he less than those
extablished in the Bl Copital Acoond and i wndments.”
HEAL the v o welting, o cevised Basel Capital Accand was
Reing discezscd, Therefore, this section provides an seerview of
the ke aspects of the Accord rather than all the speeific deails.
Infarmutiom co the later = avalable al the BLS website Chitped
u'wu'.lfl's.nr;l‘}.

.

ST e Follonwing eliscussion s drws Trorm BOES (200000, Chap-
Ller L, Annex L.

i the Eurepesn Linion, the dacetive on v funds of cnedil
[T 3N r-.\nmrn-_mlk lJml signalicant operaring losscs he
included in the Tier | o culanicns b bt nastional super
wisons drve full r.Il:-Ln_l. vaver the treatment of small n','-r:r'ulmt_
levsses wne opering prefits of any siee, This vpe of ilommation
could beoncleded inoany metadaty disseminated with F31
INECrITEELicn.

S They alsa melude general funds, such as Tunds for gencral
kanking rvisk, subjeel w fowe critevia: {1 allecstions to the Tunds
st b mmadle out of pestnx retmned carnings o our of prelas
cornimgrs adjustcd fo @l porential tx Lt bilities, 121 the Tends and
et o or eul el theom must be disclosed separadely in the
hank’s publisbed wocounts, (30 the funds most be avi |<|,|‘:-||_ TR
hank o mcer losses for urmrestricted and tmmediste use 1y soon a:
they occur and () lesses cannat he charged divesrly o the Fonds
Pt eneest D taken thaowgh the profiv amd loss account. Sec BORS
[2000 ).

T e ferramd assets shoulkl be accounted lor consistently with
the Basel Cepioal Accord.

“latent” revaluation gains, (3} general provisions!
meneral loan loss reserves (up to 1.25 percent of risk
assels ) 3557 (4 hybrid instruments that combine the
characteristics of debl and equity and are available to
meet losses; and (3) unsecorcd subordinated debt with
a minimum ariginal fixed term of maturity of more
than fve vears and lmited-life redeemable preference
shares. Tier 2 capital and subordinated debt cannot
creced [0 percent and 50 percent. respectively, of
Tier 1 capatal.

4.72 Tier 3 capital comprises mediom-lerm debt of
two-vear or longer ariginal manity with “lock-in pro-
visions” that stipulate thal oeither principal nor interest
need he paid if the payment reduces the bank™ overall
capital 1o Jess thun the minimum capital reguirement,
Tier 3 capital is intended 1o cover only markel risk and
15 limdted 1o 250 percent of Tier | capital,

4.73 Sepervizory deductiony cover goodwill (see
paragraph 4110, as o deduection from Tier 1 capital,
With regard to total capital, supervisory deductions
corver investments in unconsolidated banking und
linancial subsidiuries, and, at the discretion of natonal
authorities, investment in capital of ether hunks and
linancial institiations, ™

4.74 Risk-weighted assers include curreney and de-
posits, loans, securities, and other on-balance-sheet
assers. Assets ure weighted by factors representing
their eredit riskiness and potential for defaolr,
Through the vse of credin conversion Tactors, the
credit risk of ofl-halunce-sheet items, such as credit
line commitments and letlers of credit that serve
us linancial guarantees, is also taken inlo account

Provisions held against specife assets are cacluded Crom beng
prat of el

AL the time of writng, the BORS §s prapasing thal under the
pevised Basel Capital Accord. lanks sdopting the Imernal Haring
Hased (IRB) spproach toomeasuring risk weizhied assels 'Ln::||,|,|_|:_
trear ungs pected amd expeoted lesses separately, In paricolae, the
capilal requirernents under the TRB appeoach would be based
solely e unexpected losses. For expected losses, banks would
compare the estimarcd ameint of expected lesses with the total
wrreunt of provisivns mile, including both general and speeific
provisions, and wny shontfall in provisions would be deducted
S0 pereent from Tier §oand 50 percent tronn Tier 2 capital. More-
OVEr, ANy excess moprovisions wounld he eligible for inclusion in
Tier 2 eapital, up e wmaxinun of 20 percent of "Tier 2 capial,
This treatment of excess amounts would replace the comment inelu-
sion ol aencral provisions tup wo |25 percent of nisk assetsdin Tier
2 capital for those banks that adapn the (RR approach

i the Evropaun Union, holdings of own shares is & cnnumon
deduction frem Tier | eapital,
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in determining regulalery capital requirements, ™
Another component of total risk-weighiad assets s
Anoth [ tof total risk whied 1

used 1o ncomporate o capital charge for market risks.®

4.75 How does the total regulalory capital measure
of capital compare with the measure of cupital and
rescrves in the sectoral balance sheet provided m
Table 4.1 {alter the secror-level adjustments described
in the next chaptery? Because of the absence of the
application of commaon accounting standards, mea-
surcs of regulatory capital and measures of sectoral
balance sheel cupital can differ among countries
becanse of different nationa] practices. Tn this contexl.
only some general statements can be mude.

= Both regulatory capital and the sectoral balance
sheel messure of capital cover cquity capital, re-
serves {hoth disclosed and undisclosed), and gen-
eral provisions and thus in this sense are the same.
Cioodwill s deducted from both, However, in the
regulatory measure there s a limit on the amount
af general provisions (125 percent of risk-weighied
assets) that can be included, Moreover, the amounts
posted o reserves can differ due to dilferent ace-
counting approaches, such asthe treatment of gains
and Tosses on financial instruments,

+ The regulatory measure covers certain debt instru-
ments, such as subordinated deb, which are ex-
cluded from the sectoral balance sheet measure,

= Af the sector level, intrasector equity mvestments
in hoth related and uncelated deposit takers are
excluded lrom the seetoral balance sheet measure,
As noded above, at national discretion investiments
in unrelated deposit takers can be included in reg-
ulatory capital caleulations. !

= Non-deposit-takers cun be consolidated lor the
caleulation of regulatory capitul (or investments in
such enuties deducted from regulatory cupitaly, b
this is not preferred Tor the calewlation of the seo-
toral balunce sheat measure.

476 “laree exposures” relors 10 one ar more credit
exposures o the same individual or group that exceed

v poted above, al the time af writing the Basel Capital Azcord
1 heing revised

S the 15% Amendmenr o the Besel Copitel Accord 1o incor-
parate nucket visks, the meusure of capatnd charges spanst markey
sk we cileulated by oo deposic taker s moltiplied by 12.5 wnl
wdded ta the sum of rsk-weishted aasets far credin sk porposes.

i addition, supervisors asscss e appropoaeness af reoog
nizing in consalidited capital the minarity inleresn that arises Dom
the consalidation of less than whaolly oened banking {or otber finan
clul) entities. Mo such assessment 18 undertaken fae the secioral
halince shest data.

a certan percentage of regulatory capital, Tor exam-
ple 10 percent (see BCBS, 1991 ), The number of larace
cxposures of deposit takers 15 tdemificd onder the
national supervisory regime,

Series that provide a further gnalysis
af the balance sheet

.77 To caleulate the agreed ESTs there is a need for
a numher of series that are subrotals o bulunce sheet
totals and that provide a further analvsis of the bal
ance sheet bevond thal presented in the main table.

478 Ligudd asvers ure those assets that are readily
available 1o an entity 10 meet a demand for cash,
While it may he possible 1o raise funds through bor-
rowing, conditions m the market may not glways be
Favoruble, and expenence has shown the necessity
for deposit takers to maintain o prodent level of lig-
nid assets, For a lioencial asser 1o be classilied as a
liguidd asset, the holder must have the reasonalle cer-
tadnty that it can be converted into cash with speed
and without significant less under normal business
conditions, 2

479 To some exlent, whether an instrument s con-
sidered liguid or not depends on qudgment and is influ-
enced by market conditions, For example, cash, truns-
feruble deposits, and deposils that permit immediate
cash withdrawals are typically liguid wnd are includad
in liguid asscts, while nontraded instruments with o
leng time until maturiey are aol, Cther deposits pro-
vide certainly of value but may not be readily converi-
ikle into cash because of restrictions an withdoeals
prior o maturity, Conversely, traduble securities, par-
ticularly those issued by the government or the central
bank, might be readily converted into cash through
sileon the secondary markel, but their realizable value
depends on the market price ar the tme of sule.

480 In the Guide, Hgeid aveers comprise (1) cur-
rency: {21 deposits and other financial asscws that are
available either on demand or within three months or
less (although deposit takers” deposits and other non-
traded claims with other deposit takers meluded in the

o the descussions on the @l Guide, the passihility was
raised of @ deposit aker vwning o very short-teom assen that, while
liguiad 1z mature, might nel be ligued o realite. This conld come
ahour iF the deposit tker faled tr renew the eredin as i fell due,
cawsing Lhe debror o face severe business consequences that
wold alsa have bnplicstions for the deposit ke Teosouch cir-
cuslances, the asset should oot be incleded i lguead assces.
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reporting population are excluded ;™ and (3} securi-
ties that wre traded in hguid market=™ (including repo
marketsy that can be readily converted ino cash, with
nsignificant risk of change in owvalue under normal
business conditions. Typically, securiies issued by the
aovernment andfor the central bank in their own cur-
rency meet the criteria o be classified as lguid assets,
and in a number of markets high credit-qualily privaie
securities—both debt and equity securities—also
meet the criteria. For instance, if g nancial instru-
ment is cligible under normal business conditions for
repurchase operations or for rediscount at the central
bank, then it can be classitfied as a loguid asset in that
coonamy. [L s recommended that securitics 1ssued by
private enities with less than an investment grade rat-
ing be exchided from the concept of liguid assets, sub-
jeet b natienal supervisory guidance,

4.81 Because of the difficulty in delining and mea
suring liguidity, there s merit in compiling more
than one measure. For instance, the instruments in
C1and 2 in the paragraph above can be classified
as ceve leguid qasets. while the instrurments in (33 can
b added to provide a bescd measire of Hgeid asseis,
as the latter instroments may lose their ligoidity
charwcleristics during limes of financial stress, Maore-
over, distinguishing between foreign- and domestic-
currency-denominmed liguid assets can be impor-
tant, particulurly in pernods of lnancial stress.

482 The availahility of foreign exchange in the
Iocal market may also be an important consideration
i assessing the liguidity of an instititional unit or
sector in some countrics. For esample, a corrency
mismitch between lguid assets and habilities, par-
tcularly inoan environment of restricted access (o
foreign exchange. can impede the ability 1o meet
Foreign-currency-denominated obligations with sales
of liguid assets that are denominated in local curreney.

S This i rocomimendcd beeanse, while for individeal deposic
lakers such deposils are o form ol g assets and could be sepe-
riale Ly scdentilaed, Foo the deposis-taking scctor s oo whale snch de-
= mot an externa]” source of bouidity
Tiguiglivy, dizeuwssed further in Chaprer 8, cian he mei-
surcd by certam market < eristics: 1) nghiness measured
vy the difference berweon prices at which o muerkel parbcipant is
willing e buy e sell o osecunty (g alfer specady (23 depih-
rypically proxicd by the ratio of aversge ading volume over a
avven period of Hme e the costanding volume of seeerities {1he
feereeever carial (31 immcdizey—ihe speed with whach orders can
b exevuted and setled: and o4y resilience—the speed ar which
prece luctuanans sesulting fram teades are dissipated.

483 Shrarr-rernr Habilitles are the short-lerm ele-
ment ol deposit takers’ debe labilites (line 28) and
the net {short-term, if passible) market value finan-
clal derivatives position (liahilities [line 29 less
assets [Hne 2101095 the definition excludes such la-
bilitics w other deposit takers in the reporting popu-
lation, Preferably “shart term’ should be defined on
@ remaining maturity basis, although onginal matu-
riny is a (more JHmited ) alternative,

484 To improve the cross-country comparatalice of
data, the Guide recommends that loans (and other
assets )™ should be classified as NPLowhen (1) pay-
ments of principal and interest are past due by three
maonths (90 days) or more, or (20 interest payments
equal to three months (90 days) interest or more have
been capilahized (remvested e the principal
amount), refinanced, or rolled over (that is, payvmen
has been delaved by agreement) ™ The Y0-day crite

rion s the tme period that 35 most widely used by
countries 1o determine whether a loan 15 nonperfarn-
ing (see Cortavareia and others, 2000, po 1L Tnoaddi-
tion, MPLs should alse include those loans wilth pay-
ments tess than 90 days past due that are recognized
s nonperforming under national supervisory guid-
ance—thal 15, evidence exists e classify o loan as
nonperforming even in the absence of 4 90-day past
due payvment, such as when the debtor Bles Tor bank

ruptey. Indeed, the Cudde regards the godeling of 9
days past due as an ourter bound and does not intend
to discourage stricter approaches. The amount of
loans (and other assets) recorded as nonperforming
should be the gross value of the loan as recorded on
the balance sheet, nol just the amoont that 15 overduoe,

4.85 After a loan is classified as nonperforming, it
canddor any replacement loanisyy should remain elas-
silied as such untl written ofl or payments of inter-
est andfor principal are received on this or subse-
gquent Loans that replace the ornginal loan. I s
recognized that some national supervisory practices

the reasans explained imparagraph 490,

Sl larmatien an othes than loans nun;mfl'urm:ng_ EEsC1S 1R Nob
required o caleulale any FS1 Eowever, such infermaton allews o
complere piciere of depesit fakers” nonperborming wssets and
Bence suppocts macroprudenial amalvsis,

SN is recommended that o pericd of tlime clapse beoveen pay-
ments bemg messed amd the leen being classiticd ax nonperfornm
ing, beconse payiments might e missed for g nomber of reasons,
and such o lapse af e belps indicate that order]y repayment of
the debn as in jeapardy, The Glaide recognizes that practice as 1o the
time Lt passes belore such clsstication diffems mong countries,
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might he stricter in that loans are clussified as non-
perlorming until pavments are received for specified
periods of tme. As noted above, the Guide does not
intend to discourage siricter upproaches,

4.86 Eeplacement loans include loans arising from
rescheduling or refinancing the original loan(s) and/
or loans provided 1o make payments an the original
loan. % While these louns may be granted on easier
than normal commercial terms. provided the wrms
and conditions of the replacement loan are compliced
with by the deblor and subject o national supervi-
sory puidance, the loan 15 no longer clussilied s an
MPL, However, in discussions on the Gride, about
assessing the credit quality of the [oan portfolia,
there was stromg support among experts aboul den-
tifving the share of replweement foans within 1otal
losins, For this reason, Appendix T provides a mem-
orundum itermn to Table 4.1 on restructured lodans,

487 Civen the various practices, when disseminating
data on NPLs it is essential thar metadata describing
the practice adopted be disseminated,

488 Residential real estate loans are these loans
that are collateralived by residential real estare, Res-
idential real estate includes hooses, apartments, and
other dwellings (such as houseboats and mobile
hames), and any associated Lund intended for occu-
pancy by individual households. Conpmercial real
exfate lociy are those loans that are collateralized by
commersial real estate, us well us loans 10 consirue-
ten companies and loans o companics aclive in the
development of real estate (including those compa-
nies imvolved in the development of multihousehold
dwellingsy, Commercial real estale includes build-
ings. structures, and associated land used by enter-
prises for retail, whaolesale, manufacturing, or other
such purposes,

489 The georraphic distribution of loans refers o
an attribution of loans on the basis ol the residence
af the immediale counterpart—that is, the country of
residence of the debior, While country circumstances
will difler, u regional classification of Jending 15 en-
couraged. with perhaps additional detail an lending

Ty pes of restrocturing include reductions in principal, redoe
liens inthe anzeuinds dec ol matunity, perods of oo peyments on
the loan fgrace period ), catension of maturily dodes, and redoc-
Huens o mterest res e helow market mnes or below the depesit
taker's coat of funds,

torresidents of other countries that may be of partic-
ular relevance, such as actghboring countries, The
regional groupings provided in the dissemination
framework in Chapter 12 are hased on the IMI7s
Wirrld Freoanomic Ouilook classilicution.

4.90 For deposit akers, foreign curreney loans and
fovergn cwrrency Habilivies are those assels and lia
lides that are pavahle in o currency other than the
domestic currency and Lthese thut are pavable in
domestic currency but with the amounts 1w he paid
linked o a lorcign currency (foreign-currency -
linked ™ For related Onancial dervative liahilities it
is recommended that the net market value position
iliabilities less asscis) be included in the foreign cur-
rency linhility measure rather-than the gross ability
position because of the market practice at crealing
offsetting contracts, and the possibility of a foreard-
tvpe instriiment switching {rom an usset to a liahility
position and vice versa from one period to the next
Domestic currency i defined in paragraph 3,45,

4.91 A deposit taker's ner agen pasition in egnilies
is described w more detail in Chapier & iparaaraphs
Gl to 6,430,

4.92 The et apen position in foreign coareency jor
ant-Balince-sheet ey and the tetal net open posi-
tient in forelgn cureency are caleulated by summing
the net position for each lorcign currency and gold
intey i single unit of account ithe reporting currency ).
The caleulation is described in more detail in Chap-
ter G {paragraphs 6.31 w638}

Balance-sheet-reloted series

4.93 To compile the agreed FSIs thers is also o need
Lo w maernber of series that are derived from the balance
sheet but reguire additional information or calculation.

.99 Expasures of the fargest deposis abers o the

fergest entities In the econonn s the tatal exposure of

the fve largest deposit takers (the number may vary
somewhat depending on national circumstances) o
the five lurgest resident non-deposit-taker entitics
measured by asset siee (including all branches and
subsidiuries) in both the other financial corperutions
sector and nonlinancial corporations sector: this = m
addition 1o the exposure 1o the general governmeant,
Toal exposures include all forms of debi assets of the

o the MEFSM soch instrumeents are classified ss domesiig
currensy-denominieed.
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deposit Luker, cquily sccuritics owned, and the net
assel position in fnancial derivatives, ™ Preferably,
the value of contingent liakilities of the type desceribeadd
i Chaprer 3 (paragraphs 3212 wo 3019 should alse be
included, consistent with the supervisory approach,
The focus is an grass exposures and the concept of
masimum Joss, consistent with the supervisory
approach, However, deposit takers might take steps o
reduce the credit risk (se-called credic nsk mitga-
tioae ). lor example throush requinng the provision of
collateral. Any  disseminated data should  meet
naticmal contidentiality commitmants.

4.95 Fuposure fooaffiliced enrities and enlier con-
aected cownterparties 15 otherwise known as con-
nected lending, I is o be caleulated by summing the
total exposures of cach deposit taker to s affihated
entities (including its parent entity, such as an insur-
ance corparationy in oiher sectors, mcluding nonres-
mlent entitics, and exposores o dircelors and other
emplovees, as well as exposures o sharchalders or
cewniers of the deposil wher The definition o expao-
sures is the same as in the presions paragraph.

Other Financial Corporations

4.90 The sectoral balance sheet stutement Tor afier
Sincincial corporations (OFCs) s set out in Table 4.2,
The definition of bulance sheet series prosented is the
same as for the cormasponding series in Table 4.1,

497 The sectoral halance sheet for adier foancial
corparations mcludes the separate wentification of
Drsnranee technical reserves, Such reserves include
O net clatmes of households on life insurance rescrves
and pensien fund—although held and managed by
these entitics, these reserves are considered o be
cwned by honseholds: (20 prepayments of praminms
by policvholders: and {30 reserves for outstanding
and valid claims—such amounts are considered 1o be
claims of the policvhaolder.

498 Shaves avied other equiry ussets on the halance
sheet include such claims on associates, unconsoli-
duted subsidivries, und reverse equity invesunents.”!

WIE sigmlieang, the pross gsset esition conld alae be monitered
becanse, i1 G counterparty fuls, potenteal losses on Moneial dere-
ative cantracts may he closer o the pross then the nel position

Tar sector-level date, the viadue of the meestment i any other

uther Poancial corporition o the repocting popaiation showld be
crocludad from this ilem, assets i lal, and capital aod ceserves

faee plse Boy 3,23

Table 4.2. Other Financial Corporations

Balarce Shoer!

. Total assets (=2 | 3)
Masfironciol gisets

Firancial assels |= 4 through 1)
Currency and depasits®
Laars?

Db securicies?

Shares and ather equicy
Insurance technical reserves?
. Finansial derivarives?

1. Ocher assers?

I Loblizies (= 17 + 18}

12 Currancy and deposits

13. Loans

14, Debt securities

15, Inaueinee 1eshmeal reserves
6. Ocher liabilicies

17, Debr (= 1 o 16)

| 8. Financial derivacives

19, Caperal and resesves

10. Balance sheet total (= 1] - 1% = 1)

e Il e

'Dara onoassets arc sufiicient 1o caloulate che agreed Tals or
atlier lnancial corporaticns. Liabilives o well as capitad and rasesves
are included in the akle oo
werthin an interrally consistent balance sheer
i stand the interconnestions armong other finansial corbo-
rapans, separate wencficaticn of cams an cthes other foaoaoal doe
Loratinng in e rn;-::-rrirlf__ popilaticon is cnr-::-:.mgr'd.

Trarte how asseT dafa can be vicwed

In the case of domestic data. shares and other equity
assels also include any share capital provided 1o for-
cign branches,

Monfinancial Corporations

4.99 Table 4.3 sets out the sectoral financial state-
ment For nenfinaneial corporztiions.

[ncome and expense

& 100 Operaring come of o noolinancial carpora-
Lion is the revenue from the saley of goods aod ser
vices (eacluding Luxes ongoods and services) less the
et of thase sales. The cost ol sales includes person-
nel (sudfy costs (delined in paragraph 43100 costs of
muterials purchased for the prodoction process: lxed
and varable production overheads (including depre-
cration expense or an allocaten thereoly; rentals pad
om huildings, other structores, and cguipment; renls
padcl om land and subsoil asscls; rovallies paid for the
use of other produced or nonproduced assets; distr-
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Table 4.3. Monfinancial Corporations

Inearne aod Expense Stacentent

Balance Sk

I. Bevenue fram sales of goods and services (sxcluding
intirect sales taxes)

. Cosc of sales

. Mgt gpenating mcome (| minus )

. Ineerest income

L Incerest oxpense

Cither income {nat)

- Mer ieorne Shefore extroordinary idams ang rxes)
[= 31 4 minus & — &}

&, Extranrdinary items

%, Corpolaie Incame [auss

100 Mep igome afer toxes (- 7 minus (8 + 5]

I'l. Gividends pavable

12, Retained earmergs = 10 minus 11}

~ L b L

Memorandum serics

Cther series required o coloulate the opreed Fils

13, Imerest income receivable frem arhes nonfinancial corparacions

34. Earnings before intercst and tax ficem 3 4 4 1 & minus 33)
35, Bebt-service paymencs

11, Total assets (= |4+ [T}
4, Monfinanciol qssets
[ 5. Produced
O waich {i} Fixed assers
i) lwenporias
&, Maonproduzed

1 7. Fievancdal assets
|8, Currency and deposits
19, Debr segurities!
20). Shares and other aquicy
21 Trade credir!
22, Firancial derivatives'
23, Other assets!
4, Ligbihgies [= 29 + 30) i
15 Loans .
&, Debt securities
17, Trade credi
18 Other liabilities
29, Dabr (= 25 through 28)
30 Fiparcizl derivatives
31 Capial and reserves
(i) O which: Marrow capical?
31 Balance sheet total (= 24 1+ 31 - [3)

36, Corporace nec foregn gxchange exposure for on-kalance-sheat terms

37, Tenal corporate net foreign exchangs exposure

"o undesstand the crterconnecticas amang nerfinancal corporations, separate identificoean of clams on other nesfinancal corporations in the reporr-

ng population s cacouraged,

“Funds coatributed by owners plus ressined earnings Sincluding appropristions from retsincd earnirgs 1o reserves). Purchased goodwill is pxcluded.

bution costs including wll costs 1o deliver products 1o
customers, including transportation expense. adver-

tising expense, and depreciation and maintenance of

any retail shops: any other costs attributed to sales,
such as prolessional lees, insurance, and rescarch and
development costs; taxes other than income uxes,
such s tuses on the ownership or wse of Lund and
buildings or on labor emploved: and any fincs and
penalues imposed, by courts of law ar oltherwise,
and any amounts payehle as compensation w other
inatitutional units for injury and damage.

4.101 To provide a berter measure of current health
and soundness, the e prelers thar provisions for
estimated costs reluted 1o product warranties, when
they can be measured reliably (see parugruph 30181,

be included a5 4 cost of sales and as o general reserve
in capital and reserves”?

4.102 When inventories are sold, their value is ree-
ognized as an expense in the cost of sales line o the
pericd in which the related revenue is recognized
(see wlsa paragraph 4, 1081 Al lasses on goads held
in inventory—whether through normal wastage or
exceptional losses—are also recorded us un expense,

4.103 In addition 1w operating income, other sources
of income nclude ner inrerest inconie (nlerest
income less interest expense ) and other income Cnet ),

o the 1903 NMA poeotial costs are nob recognized as
CRpEnses, GF i any other e m the sysen.
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Other income (net) encompsses rents, rentals, and
rovalties receivable (payable): income Ivom holdings
of shares and other equily: zains o1 losses arising
during the period on financial instruments and on the
sales of fixed assets; and any amounts reecivable
{paxable) by nonfinancial corporations ansmg from
compensation for damage or injury,

2104 Renes, renvaly, and rovaliv income receivable
{pervarble) 1s income arising from rents received Tor
the use of land and the right o cxtract (or explore
fory subsoil asses: rentals Trom buoildings, other
structures, and equipment;, and royvalties for the use
of other produced and nonproduced asscls (for

example, (lms and music). fecome from heddings of

shavres and ovher equiny includes dividends declared
pavable in the period by ether corporations or coop-
eratives 1n o which nonfinancial corporations have
shares and other equity stakes. ™ and the prorated
share—aon the hasis of the share of eguity owned
of net income wlter tax from associates, unconseli-
dated subsidiaries. and reverse equity investments,
and, for the compilation of domestic data, lrom for-
cign brunches ™7 The erm “eains and fosses o

Sincncial fasteanients” 5 delined as Tor deposil Lak-

ers isee paragriph 4,227 however, Tor vnlisted com-
panics, gains and losses on financial instruments tha
relate anly peripherally 1o a firm’s primary operaling
activities can he measurcd as the difference between
the sule value and the balance sheet value at the pre-

vious end-period, Gades (or losses) from sales of
Sived assers are measured as the difference between

the sale value and the balance sheet value at the pre-
vipus end-period,

4.105 A with deposit takers, extraondingry {tems
cover events that are extraordinary and rare by the
nature of the event or trunsaction in relation to the busi-
ness ardinarily carried aut by the enterprise. Corpro-
rerfe fnicerte taves are those taxes puyvahle by the non-

T avoid doubic counting ol mecme before extracedinary
ey amd Gaxes an the sector levell dividends reocivahle from ather
nantingneial corporations in the reportimg populatien shoold e
excinded Crene s e and mcloded insead (with g negative
signdin the dividends payable lime, Thos the data Tor dividends
p;,-:}ru'r_yj._- to, und recervahle from, other nonfinancial comporations in
the reperting population will et we zemo iy this Tine,

MEee also Box 5.2 048 the treatmene of assoctates m the accounts
of nonfineneal corporations s e s as Tor deposit akers

Plicear from haldings of eguity and other shares also covers
withdraal ol income mom a yuisi camparation by the swoer Only
withdrowed of moomes Tram the ner income eamed by the quast
corpration shanld ke included.

financial corporations that are related Lo ils income, ™
The amount of income subject o tax is vsually less
than total meome because various deductions are
permitted. After taxes are deducted, the weal s net
incinne after rax, and after dividends pavable, rerained
earnings are left to be posted 1o capital and reserves,

Balance sheet

Nefinaneial assels

4106 By definition. nonfinancial assers provide ben-
efits 1o their ewners but do not represent claims on
other unitz. Most nonfinancial assets provide benefits
cither through their use in the production of goods
and services or in the form of properly income, Mon-
financial gascls can come into existence a8 owipues
from a production process (for example, machinery),
bz naturally occurring {Tor example, land), or be con-
structs ol sociely (for example, patenred entities),
Fixed assets, inventories, and valuables are all Torms
of produced assers, while exaomples ol monproduced
arsvery include land and patented encities,

b W¥T Fixed assers are produced assers that are vsed
repeatcdly or continuously in processes of produc-
tion for more than one year Tncluded are tangible
fixed assets (dwellings and other buildings and struc-
tures, machinery and equipment. and cultivated
assers such as livestock and orchards) and imangible
fised assels (such as the “capitalization™ of mineral
exploralion expenses and computer software), whose
use i production is resiricted 1w the units that have
established ownership rights over them or 1o other
units licensed by the laer,

4108 Trventaries are goods held by the imstitutional
unit for sale, use in production, or wse at o later date,
They can he materials and supplics, works in prog-
ress, (nished goods, or goads far resale, The Gudde
prefers that inventories be valued at market valoe
(that is, the current purchaser’s price) with any valu-
ation gains mmcluded i the valuation adjustment and
then in retained earnings when the Inventories are
sald, However, it recognixes the difliculies ioimple-
menting such an approeach and that in this complex
field compilers may need to follow commercial
accouming practices when recording ioventlories as
assels or in sales,

ETax payable 15 non necessaily 1he same as iy cxpense, singe
the Laer inclades deformed L,




4109 Viluahies are produced asscts that are not
wsed primarily Tor the purpose of produstion or con-
sumption [t are held as stores of valoe over Lime.
They cun be precious metals and stones, antigues and
other art objects, or ather valuables, such as collec-
tions of jewelry,

4110 Nonproduced assers are assels needed lor pro
duction that have not been produced, such as land,
subsoil wssets, water resources, and coertain intangi-
ble assets such as patented entities, leases, and other
transferable contracts relating 1o nonfinancial assets.
Nonpatented know-how is not recognized as an asset
in the Guide because there 15 o legal evidence of
ownership rights. This treatment may differ from
commercial accounting, where know-how that 15 not
patented can be mcluded on the balance sheet i s
value cun be reliably measured, on the grounds that
by keeping that know-how secrel. an cnterprise con-
trols the benefits that ure expected to flov from i
The value of patent protection is umaortized over nme
following commercial aceounting standurds. ™ Good-
will acquired on purchusing an associate or uncon-
selidated subsidiary stake {or adding 1o it—that is,
the excess of the cost of an acquired entity over the
market or fair value of the net assets acquired—is
deducted from {the narrows measure of) capital and
reserves and is not an asset of the acquirer. ™ There-
fore, there is no goodwill w he amartized 0 mcome
i Tuture periods,

Fiananedal assets amd Tabilities

4.111 The definitions of balance sheel serigs pre-
sented in this wble are the same as lor the corre-
sponding series i Table 4.1

4,112 The sceloral balance sheet Tor nonlinancial
corparations separately identifies rrade credic Trade
credits and advances include (1 trade credit extended
directly to purchusers of goods and services and

Tnder the TASE s Internaticnal Financie] Beporing Standards
(EFELSy certain acquire] intangible assers can be decmeed o have
an indefimie Tife; these assets are nod amortizet bul e subject o
irnprirment esting, like goodwill,

Faccounting stansdard setters consider poadwill to be an assel
[t is possible that the ceat of the aequired entty is fess than the
marker of f2ir value of the net assels—neoative goodwill, 11 s, @
should be determined whether all assets and bahilitics Being oo
guired are idennled and appropriately valoed, 10 any excess
rermatns alter such a detcrmination, the negative goodwill ingreases
(the marow messure oft capital and reserves. Under the TASE S
IFRS, any cxcess thar remains aller o rgorous vishiation of 1he net
wssets acduined is o ozain inoprofit and less,

4 * Accounting Frameworlk and Sectoral Financial Statements

2y wdvunecs for work that 1s in progress or is 0o be
undertaken. such as progress payments made during
construction or Tor prepayments of goods and ser-
vices, Trade credic does not include loans, debt secu-
ricies. or ather lidhilities that are ssued o lnance
trude credit, So, vade-related loans provided by u
third party, such as o deposit takern Lo an exporter or
imparter are nol iocluded in this category bul are
included wnder fecres,

4113 Sheres and ather esquity assets melude such
claims on associates, unconsclidated subhsidiaries,
and reverse eguity investments. For date compiled
o domestic hasis, shares and other egquity assels
alse inclode any share capital provided to foreign
branches.™ -
L

4114 Capdrad and reserves 1% otherwise known as
equity. As in the case of deposit whkers, Tunds con-
tributed by owners plus retained earmmgs (ncluding
thuse earnings appropriated o reserves) could be
identificd as a nurrow measure of capital and re-
serves. However, ioomany countries there is a paucily
of sectoral information an nonfinuncial corporations,
and m caleulating FS1 dara Tor this secier. preference
is miven o tetal capital and reserves,

Memorandum series
Cither serfes vequired 1o calonlate the agreed FS0

4115 fnrerest income receivable froon oter vonfi-
pevtecfal corporacions 1 that amount of inlerest
incame {line 4) thal is receivable from other nonl
nuncial eorporatons that are also in the reporting
population.

d. 116 Earnings before interest and 1oy (EBIT) is
defined as opersting income (item 3) plus interest
income item <) plus other income (net) (em B less
imterest receivable from other nonfinancial corpora-
nons (ieem 230 Interest expenses are cacluded by
definition, Interest receivahle from other nenlinan-
cial corporations is dedocied from eamings belore
interest and lux data to ensure that seelor carmings
are not exageerated by such intrasector income.

o sector-level datie the value of the mvesmment sy ofbuer

nenfinancial corporation in the epoting popalation sheold e
exchuded from this e, el assets, and capital and reserves (e
also Box 3.2).
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Table 4.4. Households

Ineamme and Experse Statement

Sources of income

|. ¥Wapes and zalaries from employment

L Property ingame roceivable

3. Current transfers (e.q., from government)

4. Crher

5, Less tanes, including socizl security contributians, and athar
current wransfers

&, Gross disposoble incoma (= | 24+ 3+ 4 - 5)

Mermorandum series

Dither serics required o ooloulate the agreed Fily

4, Diebe-survice payments (interest and principal)
25, Debr collaceralized by real estace

AT Prelsi-service povnreniy are mterest and princi-
pal pavments made on culslunding deht liahilities
willun the specificd time period of the statement,
Such payments always redoce the amount of debt
cutstanding. Interest puyments are those periodic
payments® that meet imersst costs arising from the
use of anather entity’s funds, and principal payments
are all other payments that reduce the umount of
principal outstanding,

4118 The corporate mel foreign exchange exposure
for &n-balance-sheet items and the toral corporate
net foreign exchaunge evposure are calculated by
surming the net positions for cach loreign currency
and gold mlo a single unit of account (the reporting
curreney 1. The caleulation 15 deseribed in mare detail
in Chapter & (paragraphs 0,31 o 6,38

Households

4.119 The financial saement for hooschaolds s set
aut i Table 4.4,

e leng-lerm debt instruments, inoerest costs paid perici
cally are detined as those e be paid by the delaoe 1o the creditor
annuelly or more fregquenily: for sharm-term instruments, hat is,
with an aviginal matenity of ong year or less, inlerest costs paid
pertodically are delfmed os those o be paid by the debior o the
crediter before the redemption date of the instrinment

Balance Sheet

7. Total assets (- 8+ |1}

8. tanfinoaciol assats (= 9+ 10
9. Residential and commercial real estate
10, Crcher

Il Fisanclal agseds {= |2 through |6)
12, Currercy and deposits

13 Debe securicies

I4. Shares and other equicy

|5, Financial derivapmves

16, Crchar assars

17, Liglnliies (= 20+ 21)
18, Loans

19, Ceher liabilicies

20, Debt (= 18 - 19)
21, Fimancial derwardas

23 Mat warth
21 Balance sheet total (— 17 1 22 =7}

Income and expense

4120 The muio source of ineame for househaolds s
werges and salarics (aross of any incame tax) from
employment, These are pavable tn cash or kind and
are a componenl of compensation for employvment
isee alse paragraph 310080 Other major sources of
ineome include propery incone receivalble Gnlerest,
dividends, and renty and corvent transfers, including
those from gencral government. Odiee income
sources include operating income from production
activity {gross of consumption of fxed capital)s?
Ciross disposalle inconte includes these sources of
income less current taxes on income and wealth,
contributions for social insurance (lfor cxumple, for
old-age insurance paid by households to general
governmoent), and other current transfers (such as
payments of fines. penalties, and subscriplions to
NPISHS).

lThe pther component of compensation of emplovess 15 the
value of social conribations pavable by the emplover, bot zuch
coentributions Jo ol affest personal income and &0 are oo
included 121 the sources of ncaeme.

““Froduction within the honschald seorar lekes place within
cmterprises that are directly owned and controfled by members of
honscholds, either individually oo o pannesshope with ethers,
When members of heuscholds work as emplevecs for corpo
tions, quasi comporatians, or the sovermnent. the prodouction o
wehists they contribute takes place outside the houschold secorn
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EBalanee sheet

4121 The financial assets and liabilimes series m
Tuble 4.4 are defined in the same way as in Table 4,1,
Memarandum series

4,122 As noted in paragraph 4117, dedbt-service
peramenty are interest and prineipal paviments made

on outstanding debt Liakilities within the specified
tme period of the statement. Debr collateralized by
regl exfufe covers all debt for which real csuue is
used as a form of collateral, This includes borrowing
lor the purchase, relinancing, or construction of
buildings and structures (ncluding their alterutions
and additions ), and Tor eguuivalent operations regard-
ing land (see paragraph 4. 881
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5. Aggregation and Consolidation of Data

Introduction

5.1 The unalysis of F51 ratios is allected by the
eatent o which the data used for their caleulation are
conselidated. Thus, when constructing FS1 ratios,
attention necds o be puid o whether the date re-
ported by entities are on a consolidated basis and the
method by which the data Tor the whole of the
reporting population! are aggregated. This chapter
explains what 15 meant by consolidation and aggre-
gatien, and sets oul the various approaches. It also
sets oul the adjustments reguired o produce seetor-
Lewel data.

5.2 The FSI data compiled for domestically con-
trelled deposit takers on o cross-horder consolidated
Fzsis are bast suited for Anancial soundness analysis
when the deposit lakers have international opera-
tens, Data on domestically located aperations might
b separately distinguished if the suthorities helieve
it would contribute materially w their lnancial sta-
bility analysis (for example. to lustrate the linkage
with other macrosconomic information). This chap-
ter will ulso oulling a preferred approach for the
other sectors, The data implications of the Guide's
prefgrred approaches are explained in Chapter |1

o

Defining Terms

What Is Meant by the Terms “Aggregation”
and "Consolidation™?

5.3 Aggregarion refers to the summigion of data on
grows positions or Nows, Under an aggregation ap-
proach, the olal positiens and flows data for anv
group of reporting units are equal 10 the sum of the
oross information or all individual units i the

i the sector information. The o weom can vary depending on
the msttutomal coveraze al the secio,

group.” Thus, the zroup and subgroup wotals equal
the sum af their companent elements. and the data on
claims and liahilities between the members of the
group are preserved.

4 In contrast, conselidarion refers o the climinag-
tion of positons and (lows beoween units that are
srouped wgether for statistical purposes, Consolida-
Piom can arise @l various levels of grouping. For an
imdividual insttutional woit, all mlraunil positions
and flows are eliminated, [f related institutional units
are gronped together 10 form one individual report-
g entity {for cxample, foreign branches of doones-
tic banks are grouped with their parent bank, then
all positions and ows within that reporting entity
are climinated from the reported information—:that
is, all flows and positions among the branches and
with their parent are eliminated. 5 data for a group
ol reporting enlilics are consehidated, soch as those
i the same institutional sector (ar subsectar), then
intrascetor Plows and positions are eliminated, leav.
ing data on positions and Mows with entities in other
sectars (or subsectors).

5.5 Conselidauon and aggregation can be combaned
for the purpose of compiling data series for use in cal-
culating FSls. For instance, reporting entities might
provide conselidated data w the compiling agency,
which then agpregates these data to create sector
testals. Oin the ather hand, the data provided might be
conselidated rather than aggregated at the sector
level, In this case, information on positions and Nows
amaong the entitics coversd in the reponing popaliation
need o be available o the compiling agency so that
such positions and flows be eliminated, The approach

Al sanne mnstanees, dala on an seononme seclor cao be compeled
wsing intarmation reported by o sample of reporters, topether with
estimates o those units i the sector that doopot repart. Switisu-
cally, the mare cepresentative the sample is of the woal popalalion,
the greater the kelihood of estimating relieble mlormation Tor the
AONIEPorices,




to consolidation and aggregation in compiling seres
for use in caleulating IFS1= is discussed below,

¥WWhat Is Meant by the Terms “Subsidiaries”
and “Associates’'?

5.6 Before discussing consolidated data in more
detail, definitions of subsidianes and associates are
required, as these terms are used throughout the rest
of this chapler.

5.7 Subsidiaries are corporations over which a parent
has established control. While recognizing that national
practice on determining contral can differ, control is
defined in the Gride a5 the ability o determine gen-
eral corporate policy by choosing (or removing)
approprigte directors to abtadn benclits rom the activ-
ities of the corporation, Contral is unambiguously
established through ownership of more than hall of
thi soting shares or otherwise controlling maore than
hall” ¢l the shareholder voling power (including
through ownership o w second corporarion that in turm
has o majerity of the voting shares). Control could
also be established with ownership of less than hall
the voting shares.” through, for example, special legis-
lation, decree. or regulation.*

5.8 An associae 15 a corperation over which the
imvestor has aosignificant degree of influence and
which s not a subsidiary. Significant influence s usu-
ally assumed o arse when the investor owns from
1 o 20 percent (depending on national practice)
and 30 percent of the equity/voting power of the
entity, Typically, if the ownership stake reaches the
threshold for classificaton as an associate but is
expected Lo be of o tempaorary nature, the investment
continues (o be classilicd as a nonassociate equity
investment. However, for IS purposes, il the equiry
investment has reached the level 1o be classified as
an associate Tor two successive reporting periods, the
implication is that the investment is nol lemporary,

29 Joint ventares are separate enfities owned and
operated by two or more parties for their muial hen-
efit, In the Gredde, such entities are classilied cither as
subsidiaries, as associates, or neither, depending on

FThere may be instenees where i corporalion controls another
corparation withowt buving any ownership stake, such as instonees
ECISENG RO @ lain ggrecment,

i seana instanees, govemments sell corporate enlities but make
armangements so that private investons cannet establish control with
& majority stake (e so-called sovernment “golden shane™),

5 = Aggregation and Consolidation of Data

the criteria set out in the previous tee paragraphs. 5o
if there are lwo or more investing parties, cach ol
which has a significant degree of influence aver the
Joint venture, they should each classily the entity as
an associale, consistent with the definition m the pre

vious paragraph,

What Is Meant by the Terms “Domestic
Control" and “*Foreign Control”'?

5.10 When discussing reporting populations o morne
detail, definitions of domestic and foreign control are
reguired.

5.1 Dreposit-taking entites are delined in the Coedde
as foreign controlled iF they.are subsidiaries or
branches of a foreign parem deposit taker, Yoreign
controlled deposit takers, o addition Lo supervision
by the host supervisory authority, are typically sub-
ject o supervision by their parent supervisory
authoricy, as recommended in the Busel Concordat of
Maw 1983 (BOCRBS, 19831, This criterion should be
taken into account il there is uncertaingy as to the
classification of a deposit taker as foreign conteallad,
All ather deposit-taking entities should be classilied
as domestioally contralled. I o domestic deposit
taker is controlled by a bank holding company in a
loreign country that is subject o banking supervision
in that foreign ceonomy, then it should he also clas-
stlied as foreign controlled ®

512 For carporations i olther sectors, they are for-
eign controlled if they are subsidiaries or branches of
a forcign parent, All other resident corporations are
o be classilied as domestcally controlled,

The Aggregate Resident-Based
Approach

5.13 In the Guide, under an aggregate resident-
based approach, data are reported at the level of
institntional units resident inthe economy and aggre-
wuted by the compiling agency o provide wotals of
the sectors. This is the approach adopted in the J9692
ENA, the sectoral balance sheets in the MFSM, and
reluted national accounts methodologies. The Grdde

o some vave inslances., the parent might be considered as bang
lociated in hoth the domestic gmd o foreign coenemy. In such
instances. the compiler 15 encouraged o clssily such entites os
dermestically comtrolled.
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recommends this approach for the compilation of
IS1 duta Tor the houschold sector

5.14 For corporations inan aggregate resident-based
system, the instotutional unit within which all trans.
actions and positions are consolidaled consists of a
headquarters oflice and any branch offices residem
in the economy

The Consolidated-Based Approach

5.15 1o the Guede, the conselidated-based approach
refers to the consclidation of dars at both the group
and scctor levels. Teis the required approach for com-
piling data on deposit takers and other corporate sec-
tars for use in the caleulation of FSTs. The text helow
discusses both consolidated group reporting and
cornpiling consolidated secwor-level data. The deposit-
taking sector is used s an llustration, but the princi-
ples espoused are also relevant and can be applied 1o
other corparate sectors, Table 5.1 supports the wext,

Consolidated Group Reporting

5.6 Consolidared gronp reporting by a resident
deposit laker includes coverage not only of its own
activities but also those o ils branches and sub-
srdiaries, with any transacions and positons among
these enlities eliminated on consolidation, 1 essence,
cansalidation is based on the concept of control by a
parent of other operating units, Such an approach s
an essential element of banking supervision (BUBS,
1O, Mo 200 and 15 adopled o preserve Lhe mtegrity
of capitul i depasit tukers by eliminating double
couming (gearing) ol capital (RCBS, 20000, paru. 1.
It is for this reuson, and also o avoid the double
counting of income and assets arising [Tom the intru-
aroup activity of deposit takers—uthar is, activily thar
rests on the same pool of capital—that the Gudde ree
ommends that deposic takers” data be compiled on a
consolidated group basis.

Crass-border consolidated data

517 Cross-border consolidated dara are represented
by Blocks 1a, Lh, Lo, Za, 2h, and 2¢ in Table 5.1, This

U separate financiad unit within g larger conglomerate might be
reaarded o wnoinstiietional unit D o s own right, 0 can own
asscts, meur libilines, and engage in coonomis activities and m
Lramsaciions with olher engities.

approach consolidates Tows and positions of the
domestically incorporated deposit laker with s
branches (foreign and demestic)y and deposit-taking
subsidiaries (foreign and domestic): the approach is
described as solo (hank-onlyvy supervision by hank
supervisors, The cross-border consolidated approach
locuses on domestcally incorporated deposit lakers
and provides an indication of their fnancial sound.
ness regardless ol where the deposit-taking husiness
15 undertaken ?

Damestically controlled, cross-border
consolidated data

SR Lomestically confrofled, cross-horder consol-
telaited dara are represented by Blocks la, Lhoand Lo
in Table 3.1, This approach consolidates the date of
domestically controlled and incorporated depaosi
takers with their branches (domestic and foreizny
and all depasit-taking subsidiaries (domestic and
forcign),

519 The tocus on the health and soundness of
domestcally controlled deposit takers arises hecause
domestic awhorities mighl ullimately be required 1o
provide financial support, If domestically controlled
deposit takers have foreizn braoches and subsid-
aries, they may well be among the larger deposit
takers in the demestic cconomy, so the potential
dircet fnancial risk of the failure of these deposit
takers could pose a svstemic risk,

Domestically controlled, cross-sector conselidated
data

520 Anather opton is to consolidate information
from all hrunches and subsidiaries involved in finan-
cial intcrmediation —thar is, bevond just deposil-
tuking business—wath that of the domesacully con-
tralled und incorporated parent entity. In other words,
consehdating inlormation beyond that in la, Th, and
Lo, This approach s termed the domestically con-
trlled cross-sector consolidated approach in the
Creeide. DMost supervisory data rely on this form ol
consolidation, as it 1s the approach vsed in the Basel
Capital Accord (although insurance aclivity is typi-
cullv excluded).

A variant of this approach s o cover all domestcally incoerpo-
rared deposit takers und Yonly” their brunches, o so-called legal
vantial approsei. This s represented by Blocks Ta, Lo, 20 and 2k
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Table 5.1. Schematic Presentation of Levels of Consolidation

Demestic Econamy
{dormestic consolidated
darca) [ la, 2a,and 3) Fargige Econamies

incorporated, Foreign deposic-
: demesticall Fargige branches takeng subsidiarics
Damestically controlled, cross-horder cnntrnlled}l c}ng-Ic:k la D%Bfﬂck F

consolidated data (la, (b,and |c)

Cromestically |

depasic tikers

Block la Siack Th Block (e
Cromestizally
iror pacared o Forcign deposit-
depasit-taking Fareign branches 1zking subsidiarmgs
Far&ign contralled, cross.barder subgicdiars af Black 23 of Block 2a
consolidated data (2a, 2b, and Ic) | of fareign
| tlepasit takers
Blogk 2o Block 2b Block 2c
=
Branches of
. ) fzraign deoosic
Foreign depaosit- Gliars

Lalang parent

Biack 3

5.21 The cross-seclor consolidated approach can
bighlight financial srengths and weaknesses of a
group in the context of the full range of activities and
thus cun provide @ broader view of soundness than
the approach that focuses anly on deposit lakers. For
instance, weak nonbank subsidiaries might trouble
the deposit-taking sector. However, there are some
drabacks, At the sectar level, the clarity of the insti-
tutional sector information is diminished because
flows and positions of entilies owned by the parent
entity—bur outside its instilutional seclor—are
included. This could make difficult the early detec-

tion ol emerging wesknesses in the performance of

depasit takers, The coverage of acuivities 1s nol clear-
cut; for instance, should insurance companies in the
roup be included? Moreover, interpretation of thess
data might prove prablematic. particularly m periods
of merger and acquisition activity among units in dif-
ferent institntionsl sectors. In addition, relationships
with other non-deposit-ltaking members of the sroup
willd not be detected, such as connected lending

Retween the deposit takers and their non-deposit-
taking wliiliates,

Foreign-controlled, cross-border
consolidated data

5.22 Foreigu-coneralled cross-horder consolidared
dlater are represented by Blocks 2a, 2h, and 2 in Table
3.1, This approach consolidates the data of branches
tddomestic and foreign) and all deposit-taking sub-
sidiuries (domestic and Foreign) with the data of their
domestically incorporated loreign-controlled parent,
Depending on country circumstances, authorities
may consider il necessury W monitor fon o nationality
basiz) the performance of foreign-controlled deposit
takers and their deposit-raking parents,

5.23 As foreign subsidiaries are part of a larger
deposit-taking group. their activities in the economy
are aflected by the policy decisions of their parent,
while wltimately Toreizn banking supervisors are
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maost concerned about the health and soundness of
these instindtions. To this exient, from the viewpoint
of the host authorities, there is a significant prudential
difference between foreign-controlled and domesti-
cully controlled  mstituntions. However, the host
autharities should not be indifferent w the health and
soundness of these institutions, as their activities do
alfect the domestc economy, and financial tisks aris-
mg from their subsidiaries and branches abroad couold
ultimately have an impact on the domestic cconomy.

5.24 The relevance of data on foreign subsidiaries m
the coconomy will vary depending on country cir-
cumstances, as will the interest in collectng infors
mation on the foreien branches and subsidiurics of
such institutions.

Domestic consclidated dato

5.25 The Guide defines domestic cansolidated dala
as data that consolidate [Tows and positions ol the
resident deposit takers with those of their branches
and deposit-tuking subsidiuries (if any) resident in
the domestic gconomy. Domestic consalidated data
are represented by Blocks la, Za, and 3 in Table 5.1.
The reported data inehide fTews and positions with
all penresidents and residents.

5.26 Data compiled using this approach are of ana-
[vtical Interest because deposit takers resident in a
domestic economy provide pavment services, offer
suvings opportunities to the public, and allocate
funds for viable investment projects, These institu-
tics are alse the agens through which central banks
undertake monetary policy actions. In lurn, resident
deposi takers are affected by domesue conditions.®
Therefore, their aclions both alfect and are affected
by the demestic economy, and if resident banks fail
to undertake. or sharply cortail. theic financial inter-
mediation activity, there would be detrimental con-
sequences tor the domestic econanmy.

5.27 Moreover, domestic consolidated duta provide
a link (o other macroecomonue data sels, such as the

fFor anstance. the BOBS (1996, po 31 noted the possibilig of
lezak ansd precedural difficultios o canying cut the tmely man-
agemend of isks on g comsolidaied hass, Therelore, whale capital
requirgments Yo morker risk apply on 8 worldwide-consolidated]
bissis, mativonal aurhorties el the right W menitor macket fisks
af mdividual entties en @ non-worlds ide-consolidaed hasis to
ensure that sigmficant imbalances within o graep do not escape
SEPOCTYVISION

national accounrs and monetary aggregates, Indeed,
monitoring the inlerconnections between domestic
conselidated data and macroeconomic data series,
such as thase on the real economy, credit growth, fis-
cal posiions, and imernatonal capital s, as well
a5 pszet price bubbles, could support macroprden-
tial analvsis (see. for cxample, Barton, Newell, und
Wilson, 2002, Ch. 3; Crockent, 20000,

5.28 While the net income/loss arising from loreign
operalions is cuplured, this approach does not iden-
tify the risks Lo domestic depasin wakers incurred
through therr foretzn branches and subsidiaries.

Applying Consclidated Group
Reporting to the Meeds of FSI Data

529 As noted above, Tor compiling data for use o
the calculation of FS1s, canselidated group reparting
is preferred for deposit takers and other corporate
sectors. However, as already discussed, there are sov-
eral passibilities for the scope of the reporting popu-
lation, Should only units located in the domestic
economy be covercd, ar also their forgign olfices?
Should coverage be distinguished by domestic and
foreign control? For deposic takers, should coverage
cocompiss mstitutional vnits that do not meet the
definition of deposit taker bul are subsidiaries of
deposic takers?

5300 On these questions the Guide provides the fol-
loswing advice,

Deposit Takers

5.31 First, the Guide requires the compilation of
data covering domestically contrelled deposit takers
on a cross-berder consolidated basis Tor soundness
analysis (see paragraphs 5 18 and 5,191 The data
should cover domestically controllzd deposit rakers
with imernational operations (foreign deposit-taking
subsidiuries and branches), For cconamies that com-
pile BIS consolidated banking data. the Chede sup-
poris identificalion of an FS1 data set us consistent as
possible 1 coverage with that ol the BIS data, as
analytical henelits coulid accrue from comparing the
data sets. When foreign deposit takers play a signifi-
cant role in A financial svstem, the authorities could
compile F5ls on a eross-border consolidated hasis
Tor all demestically incorporated deposit takers—
that is, demestically controlled deposit takers and the



local subsidiaries of lorelgn deposit takers. consoli-
dated with their own branches and deposit-taking
subsidiaries (if any).® Such data could then he disag-
gregated into separate FSTs for domestically con-
trodled depesit takers and or the local subsidiaries of
foreign deposit takers Y

532 In some instances, supervisory data on oa
deposit-takers-only basis may not be availuble he-
cause of the structural features of the banking svs-
tem. In such circumstances, the inclusion of sub-
sidiaries whose aotivities are closely related to
deposit takers!! could be justified on soundness
arounds.!?

5.33 The compilation of daw covering all deposi
tekers resident tn the economy (domestically con-
trovlled and foreign controlled) on a domestic consol-
idated husis might be scparately considered 11 the
authorities believe it would contribute materially (o
their financial stability analysis by prometing under-
standing of the relationship with the macroeconomy
isee paragraphs 523 to 5,28), 157 Domestic consali-
dated data (1) can facilitate comparability with other

"Fareign branches may alsa play o signifcent rele in the dones-
e coomorny and compiling scparate data on this proup might be
considervd. However, the relevance of some of the FREs such as
thee capital wdeguaey idicaters, would depend on the natere of the
fonding ol the branch—whether 00 hos stand-alone capioal o s
simply funded from ahe bead office throwgh mterbank deposies
(e the memoriandum item o Table 400, “net labilites of
brarches of Toreign deposit kers o their parems” line 61, Tahle
AR I Appendix [

W g nationaliy Basis, the autherities cowld ise the FS1s com-
prileed by thie countries of the paent deposit akers o firther gesess
the seundness of foreian banks.

NRubsidiaries might inelude fponcial mermediarics such as,
bt not limited 1o, secoriies dealers. While natone] pracices may
didfern, the inclusion of any non-deposit-laking subsidiaries showld
b pated amthe enctadac disseminated.

I thes pen-cleposa- ek ing sohaidioies aee clise 1o 100 porcant
coned, the net (hat not gross) income and copita] positons. if
compilad consistently with the Qe concepts and definitens.
will ke simzlior o those of data withom such I"IDII--;JI..'|.!';J.‘:E‘.-l:1kiEl§_’_
subsidipres. But gross exposuce dita could dilfer significantly.
because cross-scclor group claims are incloded in the deposit-
takers-anly date. and the ather gross exposures of nensdeposil-
Laking subsidiarics are excluded.

U The main difference between this concepl end the preceding
ans s that it exchudes fneign branches and subsidignes of domes-
lic banks, but mclodes foreign contralled bronches and sub-
sidharies, 1 the damestio fnancial systen containg only domest-
cally contrelled depuosit tukers with no inermationad aperatons and
ne Toreign hank operations i the lecal financal sestem, the fwo
conce|as ace e same,

P ke domestic Onanctal system containg only subsidiaries of
feraipn comrolled deposit takers that hive no foreign deposil-
taking subsidiaries or brapchws. then the farcign-subsidiaries data
st s the same as the domestic consolidated deposit akers dats sew
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macroccenomic data, (2) can promote cross-country
data comparability, and (3} are consistent with the
B15's locational international banking statisties. Pro-
viding these data series through the development of
sectaral accounts based on nalenal accounts con-
cepts wontld be an attractive approach, and the Gulde
pravides guidance on how this can he achieved, Such
an approach might be o medivim-term ehjective in
those cconomies where sectoral accounts are sull rel-
atively uvnderdeveloped. '

5.3 The purpose of compiling cross-border consol-
idated data is lnancial soundness analysis, while that
ol compiling domestic conselidated data 1s 1o 1llos-
trate links to the macroeconomy. I is clear from dis-
cussions during the preparation of the Cride that nei-
ther consolidation approach will always Haﬁsl‘y both
PUCpOSCS,

535 To undertake meaningfnl analysis, it i impor-
tanl that the aceounting rules and concepts be applicd
as consistently as possible acrass all duta sets, regard-
less of the approach we conselidarion, When dissemi-
nating any dati, the institntional covernge and basis
af consalidatian should be made explicic

Other Corporate Sectors

.36 For FSls covering the other financial und non-
financial sectors, o consalidated approach s pre-
ferred to avoid double counting of assers und capital
and, in the case of nonlinancial corporations, 1o
avoid double counting of carnings.

537 Far ather financial corporations, the two FSIs
currently listed—assets o wotal financial scctor
assets and assets Lo GDP—are intended to provide an
indication of the importance of these insttulions in
the domestic Anancial system. The Arst of these two
indicarors could be compiled on either o cross-barder
consolidated basis or a domestic consalidated hasis,
while the second should be compiled on 2 domestic
consolidated basis (for better consistency with
GDPYL It is important o note thar the owo currently
listed [F51s above could be supplemented by addi-
tinnal FS1s for the sector. Specific proposals Tor F5ls

Ehdaredver, il the Tarcign opesations of resident deposit takers
contribule a relatively small propertion of their el actvity, from
a practical painl of view eross-border consolidated dam covering
both resident domestically controlled  pod lereizp-controllcd
deposin lakers could be nsed,

59
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for the insuranee scctor, o particular, are likely 1o be
lertheoming in the near futre e be compaled on a
crass-horder consolidated basis,

538 For nesfinancial corporations, as with deposit
takers, data might be compiled on both a domesti-
cally controlled cross-border consolidated basis und
on i domestic conselidated basis. Data on the former
basis would capiure corporale linancial strength and
might, for example, be drawn from published corpo-
rite financial statements for the larger firms, Where
such data are available und cover a substantial part of
the sector, their reporting 12 encouraged. As with uny
partial coverage of the sector, the potential “survivor
bias™ should be kept in mind. &

5.39 However, the Goide acknowledges that in
many countries. there is o relative lack of official,
sector-level cross-horder data and thus accepts, in
the frst instance, the compilation of domestic con-
solidated data based on national accounts method-
alogy. Such an approach. through the link o other
macroceonsmic data sers, would zlse supporl the
analvsis of sectoral behavior 1o the context of macro-
economic developments, complementing mucropru-
dential analysis, Providing these daw seres through
the development of sectora] accounts would be an
attractive approach. 1o disseminating any duta, the
institutional coverage and hasis of consolidation
should be made explicit, along with information on
the accounting rules and concepts emploved.

Specific Issues Arising from
the Consolidated Approach
“»

540 While uggmfgauiml of duta 15 a simple concept,
consolidation s more complex, particolarly when
deciding when and how to consolidate the activines
ol o subsidiary with the parent and cther affiliated
entities when the subsidiary is less than L0 percent
orwned.

M cnpalers wsing sompling 1echnigues based on financial state-
menls meed 10 be gware of the petentiad “suzvivar bins,” For
instance, a sample of large bsted nonfinanelal corporations mught
mnelude those with high debt-lo-cquily salios, paicelaty in o
poriod of significant meeger and aoguisivion activity, Hueseewer, it
soing of hese companies subseyuently Lol (pechaps due panly to
the high geanng), full oo of the sample, and are replaced by ather
cornpanies. the time serics of debl-to-equity data could be notice-
ally atfecied. Thus, 1t s important Beth o peovide iformeation on
hovw thee date are constrncied and 1o huve oy comprehensive o cov-
eraoe of entitics as possble.

541 The reason for consolidating activities ol a sub-
sidiary with a parent entity and other subsidiaries is
that the parent entity has control over Its activities
and. therefore, dirccetly aftects and is affected by the
activities of that subsidiary, However, consolidating
the actevities of minority-owned subsidiacies with a
parent entity could potentially result in double count-
ing among reporiing entities, and compilers should
remain alert to this possibilily.

5.42 Furthermore, when consoliduting the acrivities
of less than 100 percent owned subsidiaries, the issug
arises as o how to account for the minority inter-
est—ithe other owners, The approach tuken i the
Cindcde 15 that full consolidation should be wunder-
taken. Minority interests should not be separately
identificd in carnings or in the halance sheer as a lia-
bility item: they should be included as part of the
capital and reserves of the consolidated entity. For
deposit Lkers, such full consolidation is consistent
with that of the Basel Capitl Accord for the mea-
suremem of Tier 1 capital and reflects the focus on
the total capital and reserves of the deposit aker in
the consolidated group.

5.43 For any unconsolidated subsidiaries'” and asso-
ciates, earnings and the value of the equity invest-
ment are Lo be recorded on a proportionate basis in
the income statement and in the capital and reserves,
respectively, of the owner ol the stake. That s, if the
oowner of the investment bas a 30 percent stuke inoan
entity, half of the net earnings alter e should appear
as tncome from the cquity Ivestinent, and half of the
value of the capital and reserves of the entity should
be recorded as the value of the cquity mvestment in
the balance shear of the owner. There should he sim-
tar treatment or uny cquily invesomen! by an wsso-
ciate and unconsolidated subsidiary in o parent
[reverse equity investmenth

544 For commercial accounting and bank super-
visory data, the full conzolidation approach for sub
sidiaries tends w be preferred, with a prorated
approach for peofits and capital of associales. A ver-
sion of the proportienate approsch is that adopted in
the F9%3 SNA Tor both foreign subsidiares and wssoe-

PFor date on g domestic consalidaed basts, such unconsali
dated subsidiarics are those m other nen-deposicaaking domestie
sectors and all ferelgn subsidiaries, On & cross-border consali-
dated basis, such subsidiarics are those (o ather no-deposin-taking
sectors (domestic and foretzn)




clates. whereby proportionate shares ol their carn-
ings and capital are attributed to the parent: however,
this 1= ool the treatment adopted in the 79832 SMA for
domestic subsidiaries or ussociates,

Compiling Consolidated
Sector-Level Data

545 The compilation of consolidated sector-level
data for use in FS1s (s o lwo-step process. Criven con-
salidated group reporting for each sector, (1) data
reported by the corporations in the reporting popuala-
tion are aggregated, and (2) lurther sector-level
adjuostments (consolidations) are made to produce
sector-level data '® 10 data are not reported on o con-
solidated croup basis, additional adjusumnents wre
required to eliminate intragroup pesitions and
transactions. ¥

346 In compiling sector-level data it is imporiant
appreciate that the range of deposit takers whose
activities are o be captured in the sector-level daty
iknown in the Gadde as the reporting population)
will vary depending on the consolidated aroup
reporting approach adopled. lo other words, cuch
consolidated group reporting approach has s awn
sector-level reporting population, which will differ
frem that for other conselidated group reporting
approaches. For instance, if Toreion branches and
deposit-taking subsidiaries are included in the con-
solidated group data. then the reporting populaticn al
the sector level under this approach will he larger
thin il they were not. The idea that for FST purposes
maore than one reporting population can he delined
contrasts with other macroeconomic data sers, such
as the monetary and Onuncial statisties data sels, For
which the reporting populaten 1s singly defined
based on residence and the nature of the activity
undertaken.

547 Furthermore, for FST purposes (and. again, dif-
ferent in approach from other macrocconomic statis-
tics), sector-level adjustments are needed o elimi-
nate double counting of capital and income within

BBy making adjustznents, the sector-level data are not the sum
of individual deposit takers™ repoents, Thus, data on FSIs dissemi-
mated by individue] deposittekers and those for a scetor as 8 whele
will Tikely differ,

MChapter 11 provides more details on the adjustments requined.
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the reporting population, These adjustments can be

summarized as follows:

« Intrasector equity mvestments are deduocted Trom
the cwverall capital in the secror, so that capital and
reserves held within the sector are not double
counted,

= Meither gains and losses from the intrasector
clamms nor ntrascelor transactions shoold affect
the sector’s net income, or capital and rescrves.
That 15, Tor deposit tukers, value is added or lost
through their ransuctions with and claims on enti-
ties that are outzide the deposit-taking seclor,

S48 A more dewiled specification of the sector-
level adjustments required is provided in the wxt
annex below, Tooaid in canying out these adjust-
ments, Box 5.1 highlights various recommendations
on classification and eatment ol interbank Towes
and positions, Box 5.2 provides sinmilar recommen-
dations for the other (non-deposit-taking) financial
corporations sector and the nonfinancial corpora-
tiems sector, Box 5.3 discusses how consolidated
data ditfer depending on whether the consolidation is
o a4 cross-border or domestic basis,

549 It is important to note that sector-level data
compiled lor FST purposes should ineleds any intra-
sectol positions wn debt and linancial derivatives on a
arows hasis; that Is, such positions among groups
should oot Be eliminated. This approach allows the
interrelationships among groups in the scclen and
hoenee potentinl contagion risks, 1o be identified. This
15 viewed as particulacly relevant Tor the deposit-
taking secror, This 15 becavse assel-buascd FSIs ure
intended primarily to identify the gross risks faced
by the deposit-taking sector, and these risks encom-
pass claims on each other,™ For instance, 1o discover
whether certain tvpes of deposit takers concentrate
on lending in, say, lorcign currency, potentinlly
excluding o porton of such lending could be mis
leading, The same rensoning applies to the other
puscl-bused FSIs, In contrast, in the MFSAs Qrher
Diepasitory Corporations Survey, Tows und positons
among the reporting pepulation are eliminated ™!

5.50 More generally, the Suide encourages separate
identification and menitoring of gross imformation
on interbank positions,

AT Chiapler 130 monilering mterbank exposures on a deposit
taker—by—deposit taker basis is discussed

HBox 11,01 sets out how monelary and financiel statistics data
can he psed in the calenlation of the agresd indicators,

&l
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Box 5.1. Interbank Flows and Positions

62

=

WWithin any financial system, there are likely 1o be financizl relationships
among depoesit takers. These can be significant and take the form of inter-
bank barrowing and lending, and ownership of equity and sther traded
instruments issued by deposic takers. How these varizus interrelationships
are captured in the daca used for calculating Fils is important o unders
standing the data. This bow aims te eaplain how the Gude’s varicus racom-
mendations regarding the chassification of irterbank flows and positions in
the financial staterment at che secter leval fic together, Chaprer || sets cut
the infarmation required o maer these recommendations.

Flows and positions between deposit takers in the same group!

Irs the conselidated appraach, all intragraup flows and positicns—including
capical and reserves—among depesit takers in the reparting population are
elminated from che seccor infarmation.

Flows and positions with other deposit takers

Far income and expense, and capital and reserves, the approach mken is
eszentially to exclude from sector data mtecbank Aows and positions with
ather deposic takers in the reporing pepulanon.? The ohjective is to avaid
using a gross estimate of the Tow of income incg, and the measure of cocal
capital in, the sectan which wauld lead pe an overstacement of its finzncial
healeh and capital srrengeh. In the incoms and expensze statement, intrases-
rol nenintersst income and expenszes are eliminated; moreovers, inesscior
dividends are efiminated both in che naninterest mecme and dividend
payable lines. Interbank interest incame and expense are presented in gross
rerms and. in principle. will add yg te zers in the net interest income line,
Adjustrnents are rmade far any provisions an nenpecfarming claims on acher
deposit takers in the reporting papulaton. [The tewe annex o this chaprer
provides a nurmerical example of the secrorlevel adjustments required.}

Fellewing the same approach, liquid assets exclude sonteded interbank
claims, thus aveiding the overstatement of the measure of liquidicy ac che sec-
tor level Such interbank claims are neicher “extarnal™ socurces of liguidicy for
the sector nor eealizable for cash in the market {unlike cradable claims on
pther banks), Similacly, shor-tarm liabilicies used in calculzring che F31 howid
ossels da sforiterm Vobilities shauld exclude intrasecter short-term liabilitics.

Tex mgmter rnskﬁnxposures and che potental for contagion, in the ciee of
gross assers (and liabilicies), che Guide recommends as a geresal pringple
including in the sector data gross interbank clirmg and liakilicies {as wich
incerase flows). This is because asset-based Fils are intended primarily to
idercify the gross risks foed by the deposicmbing seccor, and chese risks
encompast clams an each ocher

More generally, the Guide encourages separate sdenufication and menitcr-
ing of che gross amounts of interbank posions,

Ter avend asymenetsic recording by debtor and creditor depasic takers,
adjustments are made to the data for specific provisions on leans {or orthar
assers) en ocher deposit takers in the reporting populacion,

A prosn this Conmexe is a parent doposit taken its depasit-takeng branches, and
depasit-taking subsidiaries.

EThe werm “reporung pepulaten” includes all deposit takers ineluded in the sec-
o informatian. 1t varies depending onche insooitionzal coverage of the sectan

Equity investrments
The treatment of cguity investments reguires special mention,

In all measurement systems, a distinetian s made when an equicy invest-
ment reachies o cectan level ac which the imvescor achieves significant irflu-
BCE ovel management decisions, and hence over the use of the cagital
rescurces of the enticy. Az noted elsewneare in this chapier (paragraph 5.8),
depending on national practice, chis level may be |3 percent or 30 percent
Consistent with such a distinction, in the Suide the value of the investoes
equity irvestment in aszociztes and unconsolidated subsidaries s o be |
recerded in the investor's balance sheet, and carnings are o be aoribured |
to the investars incoeme stateenent [nominterest income] on the basis of the |
investors pragortarate shace in the capal and reserves of cthe assocae |
and uncansalidated subsidinry, Ary reverse equicy investment in & parent by
an associte of unconsolidated subsidiary should be similarly recorded in
the aszociare’subsidiary’s balance sheer znd income statersent,

For sectar-level data, when both the associzte and parent are in the report-
ing papulacion:

The value of the earnings attributable to the irvesting depasic taker |
should be deducted from noninterest (other) income, sa the sime ne
income iz not double counted, Mareover 1o engure that dividends payable |
and rotainced carnings for the sectar are not oversoared, the investng :
depasic takers share of the dividends payable and of retzined earnings
[which togather should egual the entry in nonincerest income) s o be
daducced from these itzms.

The preporticnace share of the investing deposit taker mthe capital and
reserves of the associate Jor parent. in the mstance of reverse mves
ment) should be excluded from gross assets and fram capital and
reservies in che balanoe shoet for the sectar,

Furthermeore. if ene deposit taker Buys an associate o subsidiary soake (or
adds to it) in another entry (or there g0 reverse investment) and pays
abowe the praportionate value of the capital and raserves of the entity
that s, assers provided are greater in value than those received-—che dif-
ference iz regarded as purchased goodwill* The reporter shauld deduct the
witlue of goodwill frem retzined =arnings within capital and reserwes, Simi.
larly, if & deposic caker zells a stake in an associate or subsidiary (or thore s
a dusinvestrment of a revarse investrment) at a value greater than the pra-
perticnace value of che capital and reserves—that is, a3sets recelvad are
greacer in value than those provided—the difference shauld be added o
retained earmings. |F own equity is used ta purchaze a smke in an associate
or subsidiary, then che value of assers, as well as capial and reserves of che
purchaser, increases by che value of the propordionate share of the capital
arul reserves of the associate or subsidiary, Appendiz ¥ pravides tea
riimnerical examples of the reacrment of goodwill

For sectardlevel data, che market value of other equity irvestments of
depasic mkers in deposic cakers in the reporting population shiould ke
excluded from gross assets and from capital and reserves (nareaw mea-
sure]. Moregver, gains and losses realized ar uorealized on irvasoments in
equity in other deposit takers 0 the repartng population sheuld be
excluded from the mearne and expence sttemeant,

IThis will rean that cash will be reduced by maore than the value o7 the equity
stake, thus reducing capital and reserves.
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Box 5.2. Flows and Positions in the Non-Deposit-Taking Sectors

Withir any financial system there are likely 1o be Arancial rela-
venships ameng institutions in the same sectar This bax
explaing howe the Guides various recommendaticns regarding
the classificacion of intrasectoral flows and posicdions in che
financial scaternencs of the other [non-deposic-taking) financial
sector and the nondinancial sectar fie together, Chapeer |1 secs
aut the informarion required to meear these recommendations.

Other financial corporations

Carmpared with the deposic-taking and nasfinancial seetars,
there is only a short lisc of FSls for the ather financial corpors-
cians. Thus, the seetoral information set out in Chapter 4 is more
limiced, and hance 5o are the sectar-level adjuscments.

In the dermestic consolidated approach, all intragradp o aod
positions’—including capital and reserves—amaong resident
other finarcial corporations in the reporting population? are
eliminated fram the sector infermation. This involves excluding
any equicy holdings from assets and capical and reserves, as well
as axcluding all intragraup elims and lisbilicies.

Mareaver, at the sectar level all equity heldings in other arther
financial carporaniors in the reporting population are eliminatad
from assers and capital and reserves to avoid double leveraging
of capitzl at che secrar level

Manfinancial corporation

I the domestic consolidated approach, as with deposit tzkers
ard other financial corperations, all antragroup Naws and posi-
nonsl—including capital and reserves—among nanfirancial core-

l& growp in this contexr is a parent other fnancial corpertion, its
other financizl corpantion branches, and ocher finanzial corporation
subsidiarics

"The ters: “reporting papulation” includes all sther resident financial
corporations [er resident noanfinancial corporatians, depending on
the secroral date beng compiled),

3 group in this conTesd is a parent nonfinancal earporaticn, its nonk-
nancial corporanan branches, and noecfinancial corporazion subsidiaries.

Annex. Detailed Specification of the
Sector-Level Adjustments Required

Deposit Takers

551 Table 5.2 illustrates the sector-level adjust-
ments requirad o agerecate individoal deposit-taker

Mheis Tikely thar the aothorites will need o collect additionz]
Uata series bevond their existing bagic data soorces o make the
sector-level adjustments. snd this might involve resource eosts,
Chapter 1] provides some indication of the sores equived,

porations in the reporting populatian are elimmated from che
sector informacion. This involves excluding ary equeity haldings
fremm agsots and capital and reserves. all incragroup claims and lia-
bilives, and all intragroup income and expenze items.

Mareaverat the sootor level the balance sheer value of all equicy
haldings i other nenfinancial corporatians in the reporting
populacion is eliminaced for assers and fae (the narrow measure
ofy capital and reserves, to avoid double leveraging of capizal ac
the sectar lovel As with the deposic-taking sector, associate
investments (and reverse eguicy invescments) by nonfinancial
corporaticns in ether nenfinancial corparations are valued on
the basis of the investar's proportionate share of the associate’s
capital and reserves, In principle, if any increase or decrease in
the vilue of cguities held in other netiinancial cm'pari":.ion«: i3
rocorded by the investng nonfinancial corporanion as @ valuation
adjustment, and net 35 A gain o lass i moome, such valuation
changes should be deducted only from total capital and roc from
the narrow measure of capital and reserves. All these adjust.
rmerits to data should be made ac che secoor level.

Intrazector income and expense items should not affeet net
incoma. Thus, intrasectoral dividends pagable and che parent's
share of an associate’ retained varnings {and, similarly, in the
cagse of a reverse equity investrment,an associate’s share of a par-
eok's retained earnings} should be deducced from other (net)
income, with counter-gntries in dividends payable and retained
earnings. Such adjustments ensure that net income, dividends
pavealale, and retained earnings for the encire secoor are not ower.
stated, Morocover, any gain: and losses on equity heldings in
other nonfinancial corporations and on sales of fixed asses o
other nonfinancial carparations includod in other (net] inceme
should be excluded, All those adjustments o daa should be
madde at the sectar level.

Interest income and expenses are presented i gross terms and,
in principle. will add wp Lo zero im ot income, and thus ne
adjustrnent is regquiced, However, to compile che memarandum
series of earnings before interest and e, data are required on
interest receivable from other nanfinancial corparanong,

]

data o avord double counting of capital and income,
They are explained in the rest of this annex. The
table presents dita for three deposit takers (1, 2, and
3) resident in the domestic cconomy. The income
and expense and balance sheet statement data of
cach deposit laker are presented in the first three
columns, and the sector-Tevel duta ure presented in
column £, Deposit taker 3 is an asseciute of deposit
taker 20 Because of the focus on adjustments. ot all
lines i the Tull stalement of accounts (35 set out in
Tahle 4.1 are separately identificd. The wext notes

&3
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Box 5.3. YWhat Is the Difference Between Data on a Cross-Border and a Domestic Basis?

The Guide sets out oo broad approaches o consolidation:
eross-border cansalidation and domestic consolidation, I dis-
cussions on the drafo Cuide, the question was raised of how the
data produced under these approaches differ mot lessr in che
context of halping compilers o comprehend the principles and
implications of these consolidation approzches

This box outlines a sec of casus, startng with the most straighe-
forward and eontinuing chrough increasing degrees of complaxity,
to | 1) explain how the data praduced by these twa cansolidzeion
appramches differ in principle, if az all, and {2} indicate the poten-
tial ner effact on the sectardeval dama series wsed to campile FSls.
Ta illuserate the pringples imvialved, the box focuses onby on the
differences arising from che conselidation approaches and not on
the scope of instiutonal coverage. Clearly, if che scope of irstiy.
tional coverage difers—such a8 domestic-concralled.only as
apposed to domestic and foregn controlled togethor—rhe data
sets will differWhila the box focuses on deposit takers, the prin-
ciples ser oot are equally spphoable 1o other corporate sectars.

Im broad surtinary, while cross-barder conselidated data do ne
distinguish ameng banking activities cenducrad in the dormesoc
and forvign ecanomies, data for the domestic-cansolidated
banlang sector do not capture risks incurred cheaugh fereign
branches and subsidaries. and therefore could grve a misleading
aszessment of the soundness of the sectan

I, Darnestic deposit takers do not have foreign
branches or deposit-taking subsidiarics ar
assnciates!

In chese circumstances the crass-border comsolidated and
damestic cansolidaced data are the same.

1. Domestic deposit takers do not have foreign
branches, or deposit-taking subsidiaries, but
du have foreign deposit-taking associates

In thgze circumstances, the cross-border canzolidated and
demestic consolidated daca are the same. For boch sets of dats,
the proportionate value of the foreign associates’ capital and
profits are mcluded in che sectoral inceme and balince sheert
infarrmacian. In neicher instance are these fereign associates
included in the reporting pepulaticn,

3. Dornestic deposit takers have foreign branches

In these circurmstances, che cross-border consolidated and
domestic consalidited datz will differ, On 2 cross-berder con-
solidated basis—but not on 2 domestic consclidated basis—
foreign branches are included in the reporting pepulatian.

Cn a cross-border consolidzred basis, unlike & domestic congali-
cated basis, with some exceptions, grass income and oxpense flow
data and grass balznce sheet and off-balance-sheet oxpasures of
the farcign branches will ke included in the seetor daca The

'Subsidiaries and associates are defined in paragraphs 5.7 and 5.8,

exceptions are thac incrazector fows and positions, othere chan
debt positions and associated interest income fows amang urre-
lared doposic mbers, are eliminaced during consalidatcn Thera-
fore, loars extended by a foreign branch to residents of that for-
cign country andlor to residents in the ecenormy of the parenc will
he included on a grass basis in the sector balance sheer unless the
berronar iz anather depasic taber in the same group.

In contrast, on a domestic consalidaced basis, all gross income
anid expense flows and gross chims and liabilives berween for-
eign branches and domestic deposit takers are included in the
sactor data, Thersfore, lending by 0 demestic parent (o s for-
ciger Branch will be included a lazns o nonresidenes in the sec-
tol balance sheet,

o da chese differences affecr the sectorlevel it series used
1o campile Fais? The effect will differ depending on the nature of
activity uralertaken by foreige brinches, buc chree indications
can be provided:

i Unless foreigr branches are primarily transacting with cheir
parent, dan on gross assets and labilines will be larger in
the cross-border consclidaced data chan in the domescic
conzolidated data,

{ii) Unless fareign branches are primaridy cransacting with ather
deposic kers in the reporting population, gross income
and axpenses data will also be larger on 2 cross-border con-
solidated hasis.

{ii} Profits and capital should be more or Jess the same in koth
appraaches, as all the profits and any capital of che foreign
branches arve atoribucable co the parent.

HMowever, some differences might arise because the sectarlevel
adjusements explained i the texe annex Lo this chapter {sce
paragraphs 553 and 57%) might wary because of differences in
the reporting populbions—some adjustments might be needed
on 2 cross-border consolidated basis thar are not needed on a
domestic consolidzred basiz,

4. Domestic deposit takers have forcign
deposit-tuking subsidiaries

In these circumstances, the crass-border cansalidated and
demesric consaliditaed daca will differ O the cross-barder con-
sofidated basls, but not che dormestic consolidated basis, foreign
subsidiarias zre included in the reporting papulition.

As with foreign branches, on a cross-border consclidated basis,
unlike on & demescic conselidated basis, with some exceptians,
gross income and expense flow daca and gross on-halance-sheet
{and off-balance-shear) exposures of th foreign subsidiaries will
be incheded within the sector data The exceptions are that incra-
secrer flows and positions, other chan debt postions and asso-
ciated interest mcome flows among wirelated deposit mkers are
elirminated during consclidation.

In contrast, an a demestic consolidaced basis, ross income and
expense lows and gross clams and labilicies between the for-
wign subsidiaries and domestic depasit takers are shown in che
soctor daca.

-
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The impact of the differences on che secorlevel data for fercign
deposit-taking tubsidiaries is the same as for foreign branches
a8 deseribed in items (i} and (i} in case 3 zbove, as well as in
[} abows oF the fareign subsidiany s 100 percent owned by the
domestic parent, Howeser, F the forcign subsidiary is less than
|00 percent owned, the ampact s nat the sarme as deseribed for
foreign branches in (i) above.

Where foreign subsidiaries are loss than 100 pereent owned by
the parent, profits [or losses) and capital secter-lovel data on s
cross-border consolidated basis are likely o be hogher than on
a domestic consclidated basis. This iz because an che cross-
border consolidated basis che full profics (or losses) and capital of
fareigr subsidiaries are included in the data, buc on 2 domescic
canselidated basis the prafits and capital of fareign subsidiaries
are 1 be included on a proporiorace cencership basis. There-
fore, if the subsidiary is 50 percent cwned,"anly™ 50 percent of
priofics and eapical will b included m the domestie consalidated
daca. In ocher words, &n a cross-border consalidated bass, the
minority investors’ proporticnate ownership of capital and
share of the profics is included in the daca, which is noc the case
an i damestic consalidated basis. There is one exception—if
the rinarity investors are other deposit takers in the domestic
consalidated reparting popalation, then the value of their
investment and earniags fram it ave included in the sector
dara” Az described for foreign branches mo (i) ahove, seme
cther differences mighc arise ac the secror level because of

vhen domestic deposic takers have foregn deposit-taking suk-
sdiaries, if & mmerity investar inosuch 2 sobsidiary is in the repore-
ing papulation, 1o aveid deuble counting of income and capital ac the
sacuor level on a cross-border consalidated basis, the value of any
irwestenient and any carnings on this investment reported oy che
mincricy invescer should be esocluded Tram the sector data.

the adjustments that are also required Tor the other
CO]'[?G]';[[Q SCCLOTS,

552 The relevance of each adjusiment will depend
on national cireumstances. Some adjustments, such
as for fees and commissions, might be senerully
applicable, whereas athers, such as for provisions on
loans 1o ather deposit wkers, may not, Compilers
should make a judgment on the costs and benelits of
the collection of new data, If available evidence sug-
cests that an adjustmment is not relevant or would be
insignificant, the benelits ol collecting such informi-
tion may not outweigh the porennal costs to reporters
and the compiling agency.

varying sector-level adjustments caused by the difference in
reparting populaticns,

5. Domestic deposit takers have subsidiaries
and associates in other sectors!

In these circumstances, the cross-barder consabdared ard
demestic eonscelidated daca are the same, with ane excepnion; if
the parent': irvestment in the subsidiary or assocare i held
through a foreign deposic-taking subsidiary in which thers ars
minsrity investors (see below].

Asosubsidiaries in ather sectars are not consalidated with the
deposit-taking parent, gross income and expense fows and grass
claims anc liakilicies becween the subsidiaries and the deposie-
taking sactor are included in both sets of data. as are the par-
orit’s proportionate share of che profics and capital and reserves
of the subsidiary. The same principles apply for asseciices in
other sectors, IF the subsidizry or asscciate in the other sectar
is contralled by o foreign deposit-taking subsidiary of the parant
that has minarity wvestors, then the proportionate share of
profics and capical recarded in the domestic cansalidated data is
less than in che cross-border cansolidated daca o che extent of
the minority investors' proportonate share of the profics and
capitzl of the subsidiary or aszociate in che other sectar® The
ressen for chis difference is the same as char describad in che lasc
paragraph of case 4 above.

IThese subsidiaries ar associntes are not included in the repercing
populaticn.

AThe same difference between cross-harder consalidated and
domesric consolidared data arizes when investmants in foreign
deposit-takong associates are cwned by Fareign depasit-taking sub-
sidiarics of the domestic parent thar has minornicy investars,

Adjustments in the income statement

2.53 For the purposes of compiling data for use

mm calculating FS1s, up to seven adjustments are re-

quired o the ncome slatement W clirminate intra-

sector transactions and gains and losses from the

intrasector claims. These adjustments are described

Friz T

= Prowisioms for sccrued interest on nonperforming
loans (and other clutms) o other deposin takers,

* Fees and commissions receivable and pavable from
other deposit fakers in the reporting population;

o Dhvidends receivable and pavable from other de-
posit takers in the reporting population;
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Table 5.2. Sector-Wide Data: Consolidating Income and Expense as Well as Balance Sheet ltems

Deposic Dieporit Creposit Sectar-Widd:
Taker | Taker 1 Taker 3 Drata
Income and expense
Gross interest income &0 1,300 400 1,300
{235 provisions for accrued inceresc on nonperforming assets 0 150 0 130
Of which: On loans ta other deposit tokers! o 0 i} Eliminagted
Interest incerme GO0 1,150 400 2,170
Interest expense 300 500 200 1,000
Mer interast incame 300 H540 0 1,170
Moninterest income 250 ToD 400 1,213.8
Fees and cammissions receivables e il 200 580
Of which: Fram ather depasit takers o] a0 i Eliminated
Ghins/losses on financial instrumencs 50 100 (1%A] 245
Of which: On deposit takers” equities 5 0 | Eliminated
Prorated earnings 0 oo 0 20.8
Of which: Fram ather depasit takers a a2 0 Eliminated
Oither incarme el 200 oo 368
Of which: Dividends from deposit tokers ¥ 0 0 Eliminoted
Crther income receivable from other deposit takers a 0 15 Eliminated
Gross ingeme 550 |,350 GO0 1,383.8
Crperating expenses Lei] &00 150 I,Z215
OFf witich: Fees and commissions payoble to other 15 il 15 Eliminated
depasit tokers
Other expensas payable to other deposit takers o & 0 Eliminated
Fravisions [nec) 50 O 1o 132
Of which: Pravisions on loans to deposit takers 0 i 0 Ellminated
Met incorme (before extraordinary tems and txes) K] 570 440 1,036.8
Income tax [ 3T 174 448
Mot incame after tix [} i5q 2t Laa.n
Dividends payable 0 ELNH] 140 37l
Of whict:To ather deposit takers 0 0 47 Efirrirated
Retained earnings 0 78 124 1978
Balafee sheet
Monfimancial 2ssecs 500 500 ica 1,300
Finaneial assers 11,250 | 7800 7.300 36,158
Loars {excluding specific provisians) 8,850 14,100 5,500 18,458
Gross loans 5,250 14,400 L6000 19,250
Sprcific provisians 400 30 | G 792
Of which: Provisions an (oans te deposit takers 4] 2 [ Ellminated
Shares and other cguity 100 300 200 400
Of which: Investment in deposit-toking dsseciotes 1 | B o Elimilnated
Investment in other depasit takers i 0 0 Eliminated
Other financial assecs 5300 3400 1L&00 7,300
Tﬂ‘,,ul asseis 11,750 | 3.3 ﬂ':l ?.E:GU 3?.-‘153
Liakilities 11,000 16,700 7000 34,700
Caperal and reservas Pt 100 GO 2,758
Total liabilities and capital I.750 18,300 7500 37,4548

Dreposit tkers covered o this and the othar "ol which™ lines are thoge caly in the repornrg populacan,



= The investing deposit taker’s prorated share of the
earnings ol associate deposit takers also in the
reporting population;

= Other income receivable and puvable from other
deposit takers in the reporling population:

+ Gains and lesses on deposit takers” ownership of
cyguitics of other deposic takers in the repoerting
populatien; and

= Provisions on loans 1o other deposit takers in the
reporting population,

5.54 A notable exclusion Irom the list ahove is data
on intra-deposit-takers” interest income and cxpense,
These data are presented gross hecause they swm 1o
zaro in the net interest mcome line.

Eliminating provisions for avorued interest oi
Hitrasecior loanys

5.55 The Cide recommends that, once @ loan s
classilied as nonperforming, inferest cease (o accrue.
If such o loan is 1o another deposit tuker in the repor-
g population, an asymmetry of approach will arise
in that the debror deposit 1aker continues to accrue
interest, it the creditor deposit wker 15 not supposed
te e so. Therefore, an adjustiment 15 required o
eliminate this asymmetry,

5.56 In Table 5.2, of the 1,300 of gross inleres
income of deposit wker 2, there are provisions of 150
for acerned interest on nonperforming loans, of
which 20 relutes o anintrasectoral loan, Lo calculatl-
ing the sector-wide total fcolumn 43, 20 of the provi-
sion is eliminated so that the sector-wide net interest
meome s greater than the aggregated amount lor
deposit takers 1, 2, and 3.

5.57 A similur adjustment is required even i inter-
est ihcome is reported as a single lgure excluding
accrucd interest on nonperforming loans. Morcover,
if the detner depositaker subsequently paid inlerest,
which the Guide recommends be recorded in the pro-
visions line. this pavment would need to be elimi-
nated in calenlating sector-wide data.

Eliniinaiing intva-deposis-rakers ' feey
ainil connrnissions

5.58 While intrasector [ees und commissions regeiy-
able and pavabhle do not affect sccuor-level net

iThe saumez approach = adopied for provisions for sceraed nrer-
451 on other intrasector cliims,

5 = Agpregation and Consolidation of Data

income—since they net oul o zere— four FSIs use
cither the data series “gross income’ or “nointerest
expense.” Therefore, for these gross data series, the
Criviele recamumends the exclusion of intrasector fees
and commissions, ™

559 In Table 5.2, of the 300 ol fees and commis-
stons receivable by deposit taker 2, 30 18 receivable
from (pavable by the other two deposit takers in the
reporting population. These amounts are intrasector
trunsactions, representing neither income [rom nor
payments o other sectors. Therefore, in calculating
the sector-wide tatal (column 4%, 30 is eliminaed
from fees and commissions receivable and pavahle.
Efiminating fntra-deposii-rakens " dividends
veceivilile and pavable " .

560 For dividends receivable and payable, these
amounts net oul o zero in the seclorwide retained
carnings. However, as with the adjusiments required
for fees and conumissions, inclding these amowits an
a gross hasis affects specific series thal ure used to cal-
culate FSls. Most notably, the inclusion of dividends
receivable from other deposit wakers in the reporting
population in other income would double count sector-
level gross and net income. becavse the income is
already reflected us part of gross and net income of the
deposit taker paying the dividend. Therefore, the
Crudde recommends that intrasector dividends receiv-
able and pavable be excluded [rom the gross amounts
in which they are included, that 15, fram other income
pdrvidends receivable) and from dividends payable.

S.61 In Table 5.2, of the 90 ol other income of
deposit taker 1, 7 corresponds o dividends receiv-
able from deposit laker 3. This intrasector transac-
tom is eliminated by subtracting 7 from scotor-level
nonmterest income und dividends payable,

5.62 The same sector-level adjustments are required
for intrascelor dividends payable and receivable o
the nonfinancial corporations sector,

Elimineting an invesiing deposit waker's provated
shave of an gssociate s sarnings

5.63 For associate (and reverse) mvestments, the
Iveslor recognizes ws revenue (expense) each period
its proportionate share of the net income (loss) of the
associate. For the same reason as given Lor dividends

MEee alao paragraph 4.2,

a7
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payable und reeeivable—ro eliminate double count-
ing of income—ithe value of the earnings of a deposit
taker that are attributable ooan investing deposit
raker alse in the reporting popuelation is climinated,

564 In Table 5.2, of the 100 of prorsted sarnings of
deposit taker 2, 792 corresponds to the proportion-
ate share of the net income of deposic taker 3 (the
associate), OF this amount, 42 comresponds o the
proporionale share of dividends payvable and 37.2 10
the proportionate share of retained earnings. These
intriscetor ransactions are eliminated hy subtracting
792 Irom sector-level noninterest income {deposit
taker 2°s proportionale share) and 42 for dividends
pavable (deposit taker 3's amount pavable), thus
reducing retained earmnings by 37.2.

5.65 The same sector-level adjustments are reguired
for inrascclor associate (and reverse investment)
garnings in the nonfinancial corporations seclor.

Eliminating deposit takers” intrasecior aother incone

566 Other meome includes all noninterest incoms
other than trading gams and losses, less those items
otherwise denulisd and for which separate adjusi-
ments are made—ifees and commissions, dividends
recetvable, and the prorated share of retained earn-
ings. As lfour F51s use either the data scries “gross
income” or “nonimlercst expense,” for these gross
date series the Coide recommends the exclusion of
mtrasecior ather income.,

5.67 Asother income receivable and puyable amang
deposit takers docs not affect sector-level nel income
(since these amounts oct out 1 zerol, in excluding
intraseglor other income flows two adjustments are
made. one in income and the other in expenses. An
cxception (o this syvouneirice treatment occurs 11 the
incaome received 15 0 pain or loss on the sale of a
fixed assel, In such instunces, the gain or loss is
dedocted from “other income” but therg is no
adjustiment in cxpenses becavse such income does
ol represent an expense of the purchaser, The same
sector-level adjustments are required for the nonfi-
nancisl corporations sector,

5.68 InTuble 5.2, of the 100 ol other income receiv-
able by deposit taker 3, 15 s receivable Itom
ipayahle by deposit taker 2. This amount is an intra-
secler transaction, representing neither income from
nor expenses paid 1 other sectors. OF this amount,
[0 is a gain on the sule of a fixed asser o another

deposit laker. Therefore, in calculating the sector-
wide toral (colummn 43, 13 s eliminated from ather
mcome receivable and 5 i deducted from operating
expenses payvable, thus reducing sector-wide retained
garnings by 10,

Fliminaiing gains coid fosses on ownersiin of other
deposit takers sharey and other squity

5.6 Gains and losses on depesit takers” ownership
of ather deposit takers” shares and other cquity (other
than equity investments related 10 associates and
subsidiaries, and reverse invesiments) should be
elimmated Irom the sectar-level gotns and losses an
financial instruments dwa, so that gains and Tosses
from the intrasector clatms do not atffect sectar-level
income. Unlike debr securities, o the Culde equity
assers and Habilities ol deposit wnkers are measured
dilferently on the two sides of the balance sheet.
While the deposit-tuking owner records gains and
losses on the shares und other equity assets bascd on
market prices, there is no corresponding change in
the issucc's books. Thus, without the exclusion of
sains and losses on holdings of the shares and other
equity of other deposit takers in the reporting papu-
lation, sector-level income would be affecied.

570 Further, a1 the sectar level, the Gudde considaers
that transactiens in deposit takers” shares and other
equity {hoth intrascclor und intersector) are cquily
(inancing transactions—ithal 1, trunsactions that can
increase or decrease capital without having o oo
through the income account. Therelors, at the sector
level it is immaterial which deposit wker sells or
purchases shares and other equity vis--vis an oul-
side sector; all sales and purchases reflect exchanges
ol eguity for capital resources regardless of whether
the ransaclions involve issuance of own cquily or
secondary purchases in sceurities markets. The
adivstments required at the seclor level are further
developed below i the discussion on the balance
sheel adjustment for intrascotor holdings of shares
and oiler cquily.

571 In Tuble 5.2, of the 50 of gains on financial
instruments of deposic taker 1. 5 corresponds 10 4
wiin arising from the ownership of shares and other
couily of deposit taker 3, A the scotor level, this gain
of 5 is elimiated Trom noninterest mcome, thus
reducing retained earmings by 5.

572 When recorded in other income al the entity
level, the same sector-level adjustments are required



for the gains and losses on intraseclor shares and
other equity holdings in the nenfinancial corpora-
Loty seclor,

Elirmilnating specific pravisions on feges fo ather
depasit ralery

573 Specific provisions an louns o other deposit
takers in the reporting popuolation need 1o be elim-
inated 1o avold double recording ol losses, A
deposil taker will lkely make a provision on irs
loans L another deposit taker if the net income and
capital of the borrower deteriorate sharply. The
provision decreascs the lending deposit taker's net
income as the borrower depaosit Leker's net income
and capital resources decrease on account of the
same adverse evenl. At the scotor level, the impact
of the adverse cvent would be counted twice unless
the specific provisions on intra-deposit-takers’
loans were climinaied.

574 Morcover, un asymmetry arises 17 specific pro-
visions redoce the nel amount of loans on the lender's
books bul o sindlar reduction in the amount of loan
Liabalities 15 not made 1o the borrower's books,

375 In Tuble 5.2, ot of 80 in provisions recorded
by deposit taker 20 B corresponds 1o provisions on
leans to deposit taker 1At the sector level, the pro-

vision of ¥ is climinmed from provisions, thus
increasing retuined carnings hy 8

Calenlating sector-wide rvetained earnings

5.76 In Tahle 5.2, sector-wide retained earnings
C197 8 are nol equal o the swm of the retained earn-
ings data of deposit takers 1, 2, and 3 (222). How s
the dilference reconciled?

3,77 Ome difference 15 the provated share of deposit
taker 2 of the retained carmings of deposit taker 3
(3721, which is eliminated to avold double count-
gz of retwined earnings at the sector level, A sec-
ond difference arises from adjustments made to
griss income data, which are not mirrored else-
where inthe sccounts. These adjustments are on
account of the provisions for accrued interest on
loans o other deposit takers in the reporting popu-
tatioin, the gains and losses on other deposit takers”
equity, the gains and losses on the sale of fixed
assety Lo other deposit takers, and the provisions on
loans Loy other deposit takers,

5 » Aggregation and Consolidation of Data

5.78 Therefore, sector-wide retained earnings ( 197.8)
are cqual to the ageresate retained earnings of deposit
takers 1. 2, and 3 (2223, less the proraled share of
deposit taker 2 of the retained carnings of deposit
Liker 3 (37.2), less the gain on equity of depasit taker
I (30, less the gain of deposit taker 3 on the sale of
fimed assets (10, plus the provision of deposit taker
2 Tor aceraed interest (200 and for loan losses (8

Adjustments in the balance sheet

5.79 For the purposes of compiling date for use in

caleulating FSTs, three adjustments are reguired to

the sector-level balance sheet dav, primarily o avoid

the double counting (double leveraging) of capital at

the secter level, The wdjustments concern

= lnvestments in associates resident in lhu_"f_:n_'{:'n-'.nrt}',

* The market value of shares and other cquily
investments in other depasit takers in the reporting
population. and

= Specific provisions on Joans 1o fand other claims
o other deposit takers.

Eliminaring the invesior's proveted sharve of an
asyociale s capital and reserves

580 1o all measurement systems, o distinclion is
made when an equity investment reaches a level at
which the investor achieves significant influence
over management decisions and hence over Lhe ose
ol the capital resources of the entity, As noted earlier
(paragraph 341, depending on national practice, this
level may he 10 percent or 20 percent. Consistent
with such o distinction. associate investments (and
reverse couity investments) by deposit takers in ather
deposit takers o the reporung population are vilued
on the hasis of the investor's proportionate share of
the associate’s capital and reserves (Tor paricipation
in equity below that level, the investment 1s recorded
al market value), T the associate’s capital and
reserves and the investor's proportionite share of that
capital are both ncluded in sector-wide capital and
reserves, there will be double counting of capital at
the sector level, T wvoid this double counting, the
value of the intrasector associate (and reverse] invest-
ment is eliminated from assets and capital and
[CECIVES.,

3.81 In Table 5.2, out of 300 of shares and other
equity asscls of deposit waker 2, 180 corresponds o
an investment in deposic taker 3, which 15 i1s associ-
ate. This investment is valued according 1o its pro-
rated share in the capital and reserves of the associ-

&9
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ate 5 AL the sector level, 180 is eliminated from
assets and from capital and reserves.

582 The same scotor-level adjustments are required
for intrasector associale (and reverse) investoments in
the sector-level consolidation for other financial cor-
porations and nonfinancial corporations sectars,
respectively.

Elirinating the market value of the sharves and
atfier eguiny vestinents i aotlter deposii
takers in the reporting population

583 The markel value of the shares and other equity
ivestments of one deposit wker in another deposit
taker in the reporting population {exceptl for invest-
ments inassociates und subsidiaries) should he elim-
inated from the sector-level data o avord double
counting (double leveraging) of capital; the counter-
adjustment 15 a reduction in sector-leve] assets,

584 If a deposit taker helds the shares and other
ceuity throughout the pertod and their value increases
(decreases ) during the penod, this inerease (decrease)
should be deducted from sector-level earnings (as
deseribed in parapraphs 569 1o 5.72). The end-
period market value of the shares and other cquily
shonlit be deducied from sector-level assets and cap-
ial and reserves. The reason s that the increase in
value does net represent additional capital resources
from outside the sector, If a deposit taker sells o a
second deposit tuker the shares and other equity of a
third deposit taker in the reporung population, uny
aains and losses made by the first deposic taker since
the end of the previoos period should be deducted
from sector-wide income. Such a sale has no impact
on ecapdal and reserves. as the equity “merely”
swilches ownership within the sector, with any sub-
sequent gains and lesses deducted lrom scotor-wide
income and the marker value of the equiry deducted
fraom sector-level asscts and capital and reserves.
Appendix ¥ provides numerical examples of how 10
record these Iransactions and positions,

5.85 In Table 5.2, deposit wker | has shares and
other equity investments in deposit taker 3 with a
market value of 200 This amount 15 eliminated from

s procedure zlao applics o the valsation of eguity invest-

ment i wnconsclidated subsidiaries. Any reverse shuity mvest-
ment in & parent by oan associale o1 unconsolidated subsidiary
should be stmilarly recorded inthe associate’s or suhaidiary’s bal-
ance shect,

sector-level data by dedocting it from assers and
from capital and reserves.

5.86 The same seotor-level adjustments are required
for intrasector shares and other eguity investments in
the sectar-level consalidation for other financiul cor-
porations and nenfinancial corporations, respectively,

Specific provivions an loans o atler
derrasit eikers™®

5.87 Just as in the adjusunents o income, adjust-
ments to the balance sheet are required for specilic
provisions on loans o other deposit takers to avoud
asvmmetric recording of losses, which arises it the
debror deposit taker records the full value of the loan
outstanding while the creditor deposit taker reduces
the value of the loan by the amount of the provi-
sion.=? In Tahle 5.2, at the sector level, the provision
ol B recorded under Toan assets of deposit taker 2 is
eliminated, thus decreasing specilic provisions and
increasing capital and reserves,

5.88 Morcover, while oot shown in the able, the
outstanding amount of any provisions [or accrued
mterest on nonperforming loans {or other assers) 1o
other deposit takers in the reporting population needs
tir he added tothe value of loans outstanding 1o avod
wsymmelric reconding, as the debtor deposit taker is
aceruing interest but the creditor is not,

Calonlating yector-wide capital and reserves

589 In Table 3.2, sector-wide capital and rescrves
(2,758 ure not equal 1o the sum of the capital and
reserves data of deposit takers 1, 2, and 3 (2,950).
Henw 15 the difference reconciled?

5890 The difference is explained by the three adjust-
ments noted above, cach ol which alfects sector-
wide capital and reserves, Therefore, sector-wide
capital and reserves (2,758} are equal 1o the agore-
gate capital and reserves of deposit takers 1, 2, and 3
{2,950 less the equity investments in associates
{1800 and in oether deposil takers in the reporting
population (200 plus the specific provisions (3.
While nat shown in the table, the adjustment 1o the
vitlue of loans [or provisions on acerued interest on

T he same appreach is adopted for specilic provisions on ather
mitrasesior clams.

FiFor the samme reasan. @ stmilar adjustment nesds Lo ke made if
the crediter deposit taker has writen off some of the value of the
Tz, vather than meking o speciiic provision.

[
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nonperforming leans {or other assets) 10 other
deposit takers o the reporting population, discussed
in paragraph 5,88, needs 1o be made 1o seoter-wide
capital and reserves (narrow capital and reserves).

Other
Croreaiei |

591 While adjustments for goodwill should be
vndertaken ac the level of the imdovidual encity rather
than at the sector level, the reatment of goodwill
whin a deposit taker buys an associate or subsidiary
stake (or adds to it or there 15 8 reverse investmentl
in another deposit taker in the reporting papulation
deserves mention, 1f the investor puys above Lthe
vilue of the capital and reserves of the assaciate or
subsidiary, then the difference is regarded as pur-

5 » Aggregation and Consolidation of Data

chased goodwill. The vulue of this geodwill should
ke eliminated Itom the investors coapital and
rescrves (and nonfinaocial assets)y, as 11 redoces
ciapitial availuble o absorh losses, that is, cash is
reduced by more than the value of the equity
mwestment acquired. Similarly, i a deposit taker
sells a stake in a deposit-taking assoeiule or sub-
sidiary (or there is o disinvestment of a reverse
investment) at a price greater than the proportion-
ate value of the capital and resecves, the difference
should be added w the selling deposit aker’s capi-
tiel and reserves, thos ensuring symmetrical treai-
rment o that for goodwill, Income is unaffected hy
such transactions, The same principles apply Tor
the purchase and sale of other entitics by deposit
takers, and for the sale and purchase of subsidiaries
and associates by olther corporale sectors,
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6. Specification of Financial Soundness
Indicators for Deposit Takers

Introduction

6.l This chapter brings together the concepts and ded-
initions set out in Part | of the Guide 1o explain hoss
I'Sis for deposil takers are 1o be calculated. The next
twar Chaplers cover the caleulation of FSTs Tor other
sectors and For financial market FSTs, respectively, The
final chapter in Part 11 covers real estate price indices.

Accounting Principles

6.2 To summarize the guidance in Chaptlers 2 and 3
¢ The delinition ol deposil wakers 1= provided in
Chapter 2 (parugraphs 2.4 10 20120,

Transactions and positions should be recorded on an

accrual basis, and only existing actual assets and lia-

hilitizs should be recognized (paragraphs 3.3 10 3.9).

The Guide prefers valuation methods that can pro-

vide the most realistic assessment at any tme of the

value of an instroment or item. Murket valoe is the
preferrad basis of valuation of transactions, as well
as for positions in traded securities. For positions in
neitradable mstruments, the Coide ackuowledges
that nominal value (supported by appropriate pro-
visioning policies) may provide a maore realistic
assessment of value than the application of far

value (see paragraphs 320 1o 3,330,

* Residence is defined in terms of where an institu-
nonal unit has its center of cconomic micrest {see
paragriphs 3.34 1o 3.36).

« Transactions and positions in foreign currency
should be converted inlo g single unit of account
based on the market rate of exchange (see para-
graphs 344 1o 3.48),

+ Shart-term matority 1= delined as one vear or
less (or payahle on demand), more than one yeuar
is defined as long term (see paragraphs 3,49 1o
3500 Duration is also delined (see paragraphs
35] wn3.50)

6.3 Except where otherwise noted, these are the
comcepts 1o be employed in compiling the underlying
series used o caleulate F5ls,

Underlying Series

6.4 The underlying series W be vsed in calealating
individual FSIs are defined in Chaprer 4. In describ-
ing the FSls bhelow, some hriel descriptions ol the
underlying series are provided. together with cross-
references to the more detailed definitionsprovided
in carlier chapters. The sector data should e com-
piled ena consohdaled-hased approach as descrnibed
in Chapter 5; that is, it should encompass bath con-
solidated sroup reporting and consolidation adjust-
ments at the sectar level (Box 510

Calculation of FSls

6.5 Most FSls are calculated by comparing two
underlying series to produce a8 rdio, as described
Belosw. For cach ratio, the caleulation should use data
with the same periodicity for both the numerator and
the denominator—ocither Tows recognized during the
period, or end-period ar average period positions.
depending on the ratio heing caleulated, The Gedde
considers that for the production ol tme series, the
data for the shortest period available should he used
ifor example, quarterly data), However. even when
higher frequency data are available, annual caleula-
nons might also be cansidered, among other things,
toy reduce the impact of seasonal factors,?

6.6 Given that this is a new field of financial and
economic statistics, and experience of compiling and
using FSIs at both the national and international level
15 relatively lionuted, s recognized that the deling-
tions underlving available data series for use in cal-
culating FSIs might dilfer wmong countries, as well as
from the guidance set out in the Gride. Any dissemi-
nation of such FS1 data should be accompanied by
meclickala so that the busis of caleulation 15 transparent,

st i Chapter L onavailabalivy of data.
brenks inoseries, and scasonal femors.
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6.7 The Guide discusses the compalation of data on
i domestically controlled, crass-border consolidated
basis and domestic consoliduted basis in Chapter 3
(paragraphs 3.31 and 3.23). However, the compila-
tion of FSls in accordance with the Guide requires
dati on o domestically controlled, cross-horder con-
solidated basis. Additional possibilities arise—Ior
example. separate ratios could be caleulated for all
domestically incorporated deposit takers, foreign
controlled deposit takers, deposic takers that are
commercial banks, and deposit takers that are sav-
ings banks. For all FSIs, ratios could be calealated
for groupings based on these or other structural dis-
aggregations of the financial sector?

6.8 Depending on the analytical needs of users. the
swiclance provided in the Guide is intended 1o allow
cormptlers the Nexibilivy e celeulote additional FSTs
that are not specilically described o this Gulde, using
the concepts and definitions provided for the wnder-
Iving serivs.

Financial Soundness Indicators

69 There are 12 core und 14 encouraged FSIs for
deposil takers, Cither than the bao dnlerest-rate-hused
indicatars, which are described in Chapler 8. the
agreed FS1s are ser ont in Talle 6.1 and described in
this chapter. The core FSIs are indicated. For exposi-
tion purposes, capitad-based F5Is are presented first,
loallovwwed by assef=Payed F5Ty, and then by fncome
and expense FSIsY Numerical cxamples of how o
compile and present these data series are provided in
Appendis VoA
-

;
6. 10 During the drafting of. and cansultation an, the
Ceivdele, ldeas for further developing or redefining
same of the FSls described below were provided,
These ideas are set ouwl in Appendix TTT as examples

Chapter 12 deseribes a range of possible structmal indicatoes
that vonld be dissermimatel.

"This presentacion is also adopted in the dizsemination 1ebics in
Chapter 12, However, 1115 recognneed thal allernotive presenlu-
tiens are possible, such s grouping return o equity o return an

HE R T | [T

An comments o an sarlier drafl some experls propescd thet
sefting henchosrks Tor specific FELmight be considered, Coun
tries could then judoe thear own ritios gganst these mternalions]
henchnarks, Howeve cxpricnce with FSIs ot
the tinze ol writing, the Caide does nos prvde such henchnuacks,
nan s the Snele considered the appropnace velncle Tor presenting
such intermition.

Table 6.1. Deposit Takers: Financial
Soundness Indicators

Capital-based

(i} Resulitory capital to risk-weighted assees {core)
fii} Fegulatory Tier | capital to risk-weighead assets
{rore)
fii} Capital to assets
[iv) Menparforming loans net of provisians ta capital
{core}
() Return on equity {nec income oo verige capial
[equicy]} (cora}
[wip Large exposures 1o capial
{vii) et open position in foreign exchange 1o capical
e
[wiil} Gross asset and lizbilicy pesitiens in financial
derivatives 1o capital
(i) Met cpen position in equities to capitzl

Asset-based

(=) Liquid assets to total assets (liquid asset matiz)
[core)
(i) Liquid assets to short-term liabilities (core)
[xind Customes depesits 1 tatal neninterkank) loans
{miil) Return on assets (net income to average toral
assers) (core}
{xiv) Monperforming loans to total gross lozns (core)
(=¥ Zecroral discribucion of leans e wal loans (core)
[wwi) Residential real estate loans 1o total loans
{xwiil Commercial real estate loans o ol loans
[wvitl] Gragraphical distribution of loans o total lsans
(ix] Foreign-currency-denominated loans to ol leans
{xx) Forcign-currency-denormimated liabitities to ol
liabilizias

Ircame- ond expense-bosed

(xxi] Interest margin to gross income (core)

{sxil] Trading income to ol incame

[=wiii) Monintorest expenses to gross income (core)
[xxiv) Persannel expenses 1o noninierest 8xpenses

of additanal ratios that ga bevond the agreed list but
that nonetheless countries might find of relevance to
Chpcar oown nalional Cirsurmsiances,

611 Monitoring interest rate risk for the deposin
taking =ector 15 important and. o carly dealts of the
Givide, two FSls—duration of assets and duration of
lHakilitics - were included for this purpose, However,
aiven that the wechniques for moniloring systemn-
wide interest rate risk are still being developed.
including by the BCBS it is premature to inelude w

hee, for mslance, BOUBES (2005c1 This publication oullines

both gapr and duration models, as weell as hybod models whereby
duration-hased weights ane used in conjunction with @ omaricy!
ropricing selwdule
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this point specific indicators of interest rate risk in
the list of FSIs 1o be compiled. Research is continu-
ing an the various pessible technigues to assess
interest rate risk, including duraton und sap analy
sis, ux is deseribed in Appendix VT,

012 Unless otherwise stated, all the line references
in this section reler w Table 4.1,

Capital-Based FSls

6,13 Capital 15 defined io werms of the Tier 1 capital
i(line 323, total regulatory capital (line 36}, and capi-
tal and reserves (line 30).

6.14 As noted by the Basel Committee in its Capital
Accord, Trer ! capited 15 0 common Teature inoall
countries” hanking systems, being the basis on which
market and supervisory judaments of capital ade-
guacy are made, and having a crucial hearing on
profit margins and on g bank’s ability w compete. It
15 less aflected than capital and reserves by period-
to-periad unrealized valuation changes.

6.15 The dawa lTor capital and reserves (compiled
from balance sheet data) are the residual interests of
the owners in the assets of the sector after the deduc-
oo of liabilities. These data provide o comprehen-
sive measure of the capital reseurces wvailuble to the
septor, not least to absorb losses, For instance, when
tetal capital 15 employed in the “return on equity”
FSI ratio, an insight is provided inte the exient o
which available capital resources are being put o
profitable use, while when total capital is emploved
in the “nonperforming loans net of provisions 1o cap-
wal™ ratie, an indication s provided of the extent o
which losses can be absorbed belore the sector
becomes technically insolvent.

6,16 [nthe absence of Tier | daty, funds conibated
by owners and retained earningy Dincluding those
carnings appropriated o reserves) could be adenti-
tied (paragraph 4.64).

(i) Regulatory capital to risk-weighted assets

6.17 Thisz FST (az well as the second onel measures
the capital adequacy of deposit takers and is based on
the definitions vsed mn the Basel Capiwl Accord. The
source shoulid he supervisory data. In the metadata
provided, the national treatment in Tier 1 of equity
investments in other banks and financial institutions

should be deseribed, as under the Basel Capital
Accord such investments may be excluded from Tier
I capital at the discretion of the nulional authorities.

6. 18 This FSI s calculated by (1) aggregating dula
on regulatory capital for the reporting populaton.
§21 aggresating risk-weightad assets for the report-
ing population, and {3 dividing (1) by (2] Regula-
tory capital (line 360 and risk-weighted assets (line
37 are defined using regulatory standacds and con-
cepts and do net carrespond directly o capital und
assets as shown in the financial balance sheet. The
concept of regulatory capital is described o para-
vraphs 4.68 10 473 and 475, and that of risk-
weighted assets in paragriaph :l.]"—i.

{ii} Regulatory Tier | capital to
risk-weighted gssets

6.1% This FSTis a narrower measure of the previous
FS1 and is caleuluted by (1) aggregating data on Tier
I regulatory capital for the reporting papulation.
2y uggregaling risk-weighted assets for the report-
ing population as the denominator, and (3) dividing
i1y by (20, The concepts of Tier 1 capital {line 32}
and risk-weighted assets (line 377 are defined in para-
graphs 4.70 and 4,73, and 474, respectively. Tier 1
capital cun be considerad a core measure of capital
ifor cxample, BOBS, 1983, p. 33 As noted above,
regulalory capital and risk-weighted sssets are defined
using regulatory stundards and concepts and do not
correspond directly to capital and assets shoswn in
linaneial hilance sheets,

{iii) Capital to assets

6.20 This FFSI provides an indication of the financial
leverage—ihat is, the extent 1o which assers are
funded hy other than own funds—and another mea-
sures of capite] adequacy of the deposit-taking sector,

6.21 The FSL is caleulated by tuking capital and
reserves as the numerater. in addition 1o, for cross-
border consolidated data, Tier | capitul. In the absence
of Tier 1 data. Tunds contributed by owners and re-
tained earnings (iocluding those carnings appropri-
ated to reserves) could be used. As Tor the denomi-
nater, total assets (line 14y are all nonfinancial and
financial assets, Nonfinancial and financial assets are
defined in parsgraphs 4.37 und 4.35.
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{iv) Nonperforming loans net of provisions
to capital

.22 This FSI is intended to compare the polentiul
impact on capital of NFLs, pet of provisions, Pro-
vided that there 15 appropriate recognition of NPLs,
this ratio can provide an indication ol the capuacity of
hank capital to withstand NPL-related losses, How-
ever, the impact ol NPL losses on capital is uncertain
in maost circumstances, as, for varous reasons, the
lender might expest to recover some of the potential
MNPL losses; Tor example, the borrower might have
provided the lender with collateral or other forms of
creddit risk mitigation.®

6.23 The I'SI is calculated by wking the value of
NPLs (line 42 less the value of specific loan provi-
stons (hine 1801107 as the nomerator, and capital as the
denominator, Capital is measured as capital and
reserves, and for cross-horder consolidated data, also
tolal regulatory capitl. NPLs and specific provisions
are defined in paragraphis 484 und 4,30, respectivelw’

6.24 1 15 imporant o understand how provisions
affect both the numerator and denominator. Using
balance sheet duta as deserihed in Chaper 4, specific
provisions are deductled in caleulating the numerator,
while seneral provisions are included in the denom
inator, Therefore, if o general rather than a specific
provision 15 made, both the numerator and the
denaminator are larger than they olheradse would
be. Comversely, hoth are lower 1 a specific provision
is made rather than a gencral provision. For regula-
tory capital, the position is more complicated, Under
the present Basel Accord, the cutcome s similar to
that for the balance sheet data, given that 1otal regu-
latory Eapilu] may include general provisions up to
.25 percent of risk-weighted assets, Howsever, under
the proposed Internal Ratings Based approach in the
news Basel Accord® if expected losses are not cov-
ered, the denominator might he lower than it other-
wise would be because of the “shortlall”™ in the
numerator, Put differently, the ratio would give an ex

i the terminelogy of the Bascl Capital Accond, the expected
recavery given delanlt (ERGIN s unlikely o be cere,

TThe dissenination of data Tor this indicator conlil be supple
e med with detailed memndats on patomal supervisory males for
collsteral, Appendes LU outlines anadditional indicator of MPLs
net af specific provisons aml net of e valoe of collaters] relutve
Loy cuptal.

*See paragraph 471 lor an explanotion of provisioning and
vapecled losses under the revised Bascl Capital Aceord.

post rather than an ex ante maasure of the extent ta
which capital is covering expected losses, us mea-
sured hy the NPL less specific provisions. In such
circumslances, the authorities could mopitor the
extent of underprovisioning and hew it affects tofal
regulatory capital (see the memorandum iems o
Table 4.1 and Appendix 11T [Table A3.2]).

{v) Return on equity {net income to
average capital)

6,25 This I'SI s inlended to measore deposit takers”
efficiency in using their capital. Owver time it can also
provide information on the sustainability of deposit
takers” capital position. The ratio needs (o be inter-
preted o combination with FSTs on capital adequacy,
becavse a high ratio could indicute high profitability
andfor low capitalization, and a low ratio could indi-
cate low profitability andfor high eapitalizaion.

6.26 Rewrn on cquity is celealated by dividing net
income (gross income less gross expenses) by the
average value af capital over the same period. At g
minimum. the denominator cun be caleulted by tak-
ing the average of the beginning- and end-period
positions (for example, at the heginning and the end
of the month), but compilers are cncouraged to use
the most frequent ohservitions wvailable o caleulate
the average. The preferred definition of net income
is that belore extraordinary items and axes {ling 8).
because thus provides an-indication of net operating
income. But net mcome after extraordinary items
and taxes (line 11 might be uscd in s stead. or used
in additon Mel mcome and 118 components are
delined in parngraphs 4.17 10 436, Capital is mea-
surcd as capitl and reserves and, for cross-border
consolidated duta, also Tier 1 capital.!™ In the
absence of Tier | doawy, funds comribured by owners
and retained earnings (including those earnings
appropriated (o reserves) could he identified.

n comments and discussions on the Cidde, views on which
Lo meisure fo adopn wers more or less couelly splin, although
argakly the pretas measure allonws [or gresler cross-country com-
paribility of duta i thal 1t s unafTected by different tay policics

O a cross-horder consalitdarcd basis, some counlmes muy pre-
fer tar emmploy total regulatory capital in caloulating the remaining
capital-based rtios instead ofl o in addition to, Tier 1 capital. The
psasures employed should e outlined inothe medats accompi
nying any data elease, and i 1s strongly reconmmendesd thet a con-
sislenl approach be emploved by a repoming coumes ever tme.
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(vi} Large exposures to capital

6.27 This FS1 s intended 1o identify vulneratalitics
arising from the concentration of credit risk, Large
exposicre refers 10 one or more crodilt exposuras 1o
the same individual or groop that exceed a certain
percentage of regulatory cupital. such as 10 percent.
This supervisory tool s intended to be applicable al
the level of the individual deposit taker, The Guide
sets out three approaches o monitoring large expo-
sures it the sector level,

628 One approach is o report the otal number of
large cxposures of deposit takers that are identilied
under the national supervisory regime (line 383 For
such @ measure, information on the distribution of
the number of lurge exposures among deposit takers
is particolarly relevan 1o highlight whether large
exposires are concentrated ina few or many deposit
lakers. Inoany metadata, the national supervisory
approach w large cxposures should be described. !

6.29 Anocther approach is 10 assess large exposures
in the context of lending o the largest entities in
other sectors, such as in the other financial corpori-
tions and nonfinancial corperations sectors, as fail-
ure of the largest entitics in the economy could have
systemic consequences, One can estimate the total
exposure of the Nive (or about five) largest depesit
takers 1o the five for ahowt (ve) Targest resident non-
deposit-taking entities by assel size (including all
hranches and subsidiaries) in both the other financial
corporaticns sector and the nonlinancial corpora-
tioms sector, together with that to the general govern-
ment (line 31). This figure is then divided by the cap-
ital of the five for about Dive) Targest deposit takers 1o
produce the FST, Capital is measured as their capital
and reserves, and, lor cross-border consolidated
idata, also their Tier 1 capital. In the absence of Tier
I data, lunds contributed by owners and retained
earnings (ncluding those earnings appropriated w
reserves) could be denifed.

6.30 [n waddition, 11 is important to monitor con-
nected lending, as evidence suggests that with such
lending credit standards might be relaxed and a sig-
nificant leveraging of capital within a group of com-

Maome supervisors also measurs the valug of large exposurnes o
el regulatorny capitul, This measure might ke additionally con
sideredd, bt it does ned indicate the extent of Jarge exposures in the
scotar as a whale,

panies might occur, both of which would increase
the vulnerahility of the deposit-taking sceter. Con-
nected lending can be used as a measure of large
exposures. 1 is caleolated by wking total exposures
tor affiliated entities and ather “connected”™ counter-
partics (line 527 as u percentage of capital, Capital is
measured oz capital and reserves, and. Tor cross-
border consolidated dara, also Tier | capital.'™ Lo the
absence of Tier 1 data, funds contributed by owners
and retained carnings (ncluding these carnings
appropriated o reserves) could be used,

{vii) Net open position in foreign exchange
to capital

6.31 This FSTis imended to adentify L'|l.?[:'0'.‘:"'ll Lockers”
exposure 10 exchange rute risk compared with capi-
ral, It measures the mismatch (open position) of for-
cign currency asset and hability positons Lo assess
the petential vulnerahility of the deposit-taking sec-
tor's capital position e exchunge rale movements,
Lven il the scetor as g whole does not have an
exposed foreign exchange position, this might nat be
true for individoal deposit takers or groups of deposit
takers, and thus peer group or dispersion analysis, as
described in Chapter 15, might be vsed to identify
risks affecting key segments of the sector.

6.32 A deposil tuker’s open position in foreign
exchange should be caleulated by summing the for-
e1En curTency positions as set out belos into a single
unit of account. ! As described in puragraph 3,40,
foreign currency items are both those payable
{rcecivable) inoa currency other than the domestic
currency (forcign-currcney-denominated) and those
pavable in domestic currency but with the amounts
to be paid linked to o foreign currency (loreizn-
currency-linked). Forcign currency positions should
be convertad into the unit of account using the mid-
market spot exchange rate as of the reporting date.

6.33 The FSI requires a single net position. Table 6,2
provides a disaggregation of the net position by tyvpe

120 cross-border conanlidated basis, some counieies ny pre-
Ferr 1o enpeley the ol cegubatery capital in calculating the remain
ing cupatal-based ratios insead af, o i addinon o, Tier 1 capital,
The measures employed should be outlined in the meradan
accompanying any dats releasc, and Jr s stongly recommended
that o consistent approach be cmploved by the coantry ever e,

I3In the special case where an economy uses o5 s only legal
fender a forsign curmency, the net apen position could be caleo
Juted wis-i-vis the legal wader currency

7%
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Table 6.2. Met Open Position in Foreign Currencies!
(Linit af accounts)

Financial Inscruments Foreign Currencies

Usg Euro Japanese yon Other | Total |
|.Financial debt assets
- B |
2, Debe labilives (=)
3. Met position on foreign currency debt instrumaents {1 + 2}
| 4, Principal of financial derivative contraces in a bought position [+
OF which; Cptions ina bought pesition
L Principal of financial derivacive cantraces in sold position (—)
O which, Qpticns in a sold position
a. Met position on forsign currency debt unhedged after
derivatives (3 + 4 4+ 5)
7. Equity assecs
A.Met open position in foreign exchanges for en-balance-sheot
iterns (& 4+ T}
9. Mer receiprs {+) and payments { =] non ver accrusd bot fully hedged
I8 Guarantees (and sienilar instruments} that are certain 1o be called
and likely to be irrecoverabls (—)
1. Qeher expasures
12 Tatal net apen pasition in fercign exchange (8 4+ 9 + 10 + 11}
This table drawes on the work of the Australian Sureau of Stavssics (2001}
[ates:
{a] This radle covers faregn currency seems only, Fereign currency items are those gayabie {receivable) in s currency arher than the domestc currency,
inchuding loreiga-currency-denontrated and lorgign.currency-linked instrurmanes, as described n paragraph 344

(b} Amoynts 1 be regorted should be cordarted inco the unit of account using the midimackes spot exchange rate as of the reporung gane.

(] Specilic other currencies could be identifind, suck a5 on the basis of those sarticulariy refavart for the econory ardfor these currencies inowhich
the: depasic cakers arg 0 the mest overbought or aversold positions,

{di Line iterns | and 2 Debt instrumanes comprise currency and depasics, loans, debo secorives, and other Dabilives, as deflined in paragraph $.60.
iey Line qems + and 5 Financl derivatives include futures, swaps, and oztions, as delined in paragraph 4,36 The neminal (underlying] value of the con-
tract Lo buy {gositivef or sell (negacive] foreign currency shula be reported The nomenal amourt widerlying foregn cormercy eptions can be regarred, or
rhe "delea”-based equivalent, if available

(M Liste icern 7: Eguity assets comprise all instruments and recards ackrawledging afver the claims af all ¢reditors e been mes, chims an che residusl
walun of a corporation, such as shares, stochs, and pasticipations, as defined in parigrzh 454,

o1 Line jtam Fobmount to be reported are tiose not yor accriod bur expectod 1o be regerded with reascnakle certainty and already fully hedged,

[h) Line itern 10 Includes guaraneees and crede comminments. as defined o saragraphs 3014 o 307, that are coreain tn he called,

11 Line ware |1 Deganding on locl accounting conventions, th

is includes amouncs represenoag 3 profic or loss in foseign currencies not included slse.

where in the mazle

of exposure and by currency that can be used by
compilers. This table allows for the identification of
significant exposures (o parlicular currencies and any
mismatches across currencies {such as for the 1.5
dollar and the euro), It also allows for the compila-
ton of parlial information on foreign currency posi-

tions, such as the net open position for on-balance-
sheet items. For these reasons, the Guide encourages
the use of the table to present data on the net open
pasition, The component elements of the net posi-
tion, as set out in Table 6.2, are described below and
are based on the approach recommended by the



& = Specification of Financial Soundness Indicators for Deposit Takers

BCBS (1946, p. 231 In line with BCBS guidunce,

goli i3 classified as foreign exchange, 1

* The ner position In on-balance-sheet foreign cur-
reney debt fnstruments. All loreign currency debo
asser items, less ull Toreign currency debt liabilivy
items, including aecrued interest, Debt instruments
include curreney and deposits, loans, debt seeurities,
anid ather liabilides, as delined in paragraph .61,

= Nef nofional positions v finoncial derivacives.
PForcign currency amounts 0 be received, less all
foreign currency amouonts o be paid under foraard
foreign exchange transactions,” including (1) cor-
rency futures and the principal on currency swaps
not included in the spol position, {2) the netional
principal amounts Tor ferward and furire contracts
where the netional amount is not exchanged, and
(2) the notional position in loreign currency
options, A more accurate measure of the oplion
position is the delta-equivalent as calculated by
multiplyving the market valuce ol the underlying
notional position by the “deha’ of the oplon,

which is the lirst-order ar linear approxunation of

chianges in the value of the option with respect to
erchunge rates, '™ 1 these duta cun be compiled,
this measure of the option positian (s peetecred,
Given Lhe potentinl measurement uncerlainties sur-

rounding options, a sepurute identification af

options pesitions is encouraged.?

o Fgnity asvers. On-balance-sheel holdings of for-
clEn currency equily assels as delined in paragraph
454 gnd 4.55 and including investments in assoc-
ates and voncensolidmed subsidiaries {and reverse
LUty investmenis ),

.34 The net position of the three items above com-
prises the et open position n foreipn exclonge for

TBCRS gondunce regands gold o o foreign exchonge ratber than
o commodiny position beeause its velatilioy is more i lne with
Toreign correncics and depesit akers munage 0m o somilar man-
ner o fomipn curvensics.

UiFprward positions should be salued a1 curvenn spo markel
cxchangs roles, as wsing forward exchange rates would result in
the measuied positiens cellecting current inerest e dilferentials
o soame extent. Howeewver, deposic takers tha base thear normal
HETHELIe L wnding on nel presenn valoes ane expected Lo use
thee st present values of each positon (discounted using correm
trtlemest rutes and valued o1 corrent spot retes) for measuring their
foraard ourre and gold positiens,

Far deposit takers with large shon positions in forsizn cur-
ey aptions. omore accurite second-erder approximation such
its CwpmmmaT may he requingsd instead of the Orat-order (Cdelta™)
APPTOATMALIn.

Waccording to data peblished semisnnuadly by the BIS,
notivnal valnes of foreign currsney options are tvpically aravnd 20

Table 6.3. Example of Measuring the Net
Open Position in Foreign Exchange

Pournd LLS, Met Spen
“fer Eure Sterling  Dwellar Gold Pasitian
+50 4100 +150 — 180 —35 + 85

on-balance-sheet Frems, The remiining items are off

balance sheet and for some reporters might be more

difficulr to compile. These are as follows:

= MNer future forcign currcncy income and expenses
not ver acerved butl already Rully hedeed—ihis ele-
ment should be applicd on o consistent bsis. The
Guide prefers o hmit the expected ncome and
expenses o those falling doe in the shoet term. that
i up oo year, as the reliahility of the projections
is likely 1o be diminished further into the future.
However, it 15 understood that the Basel Accord
applies o such Ume restriction,

* Fargign currency soaruntees and similar insteu-
ments that are certain to be called and are hkely o
be irrecoverable are o subset of guarantecs as
detined in parugraphs 3. 1410 3,17,

6.35 Depending on nauenal accounting practice.
HIOY TEMaining items representing sain or loss in for-
cign currencies should be mcluded under the other
CRPOSUres item,

6.36 To caleulate the overall nel open position, the
net position for each foreign currency and gold s
lirst comverted into g single unit of accoum (the
reporting currency) using the spol rte,'* and then
sumnmoed, us shown in Table 6,3

percent of the notional amount ol fereign currency over-the-
counter foreipgn curensy derivalives.

Where o depuosit lker 15 assessing foreign exchange isk ona
cross-horder consalidated basis, it may he rechnically imprastical
in the cise of seime margimal operations woineluds the comency
positions of o fareign branch or subsidiary of the deposit aker. In
Tine with BOHE puidance, in such cases the internal limit in cuch
curreney may be vsed as 2 proxy Tor the positons.

A under the BUBE s so-called “shorthond method,” thes
approgch treats oll curmencies sgually. For calenlating vegulatony
capitil charges, the sum Far all correncies in nel short positions or
the sum for all cuevencies m net long positions, whichever i
Targes, is used, logether with the net positon in aobd.

al
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6.37 For calenlating this FSLL the numerator of the
ratic is either the net open position in foreign
exchange for on-balance-sheet items (line 49 of
Tahle 413 or the towl net open pasition in [oreign
currency {line 30, depending an the availability of
data for all deposit takers, If data are available, the
tetal net apen position is preferred. In disseminating
daca, it should be made clear which measure of the
net open position s being employed. Capital is mea-
sured as capital and reserves, and. for cross-border
consolidated data. alse Tier 1 capital. In the absence
of data on Tier | capital, funds contributed by own-
ers wnd retained carnings (including those carnings
appropriated o reserves) could b idennfied,

6,38 While a matched curreney position will procect
a deposit taker againgt loss from movements in
exchange rates, it will nol necessarily protect is cap-
Hal sdequacy ratio. 16 a deposit taker has its capital
denominated in its domestic currency and has o port-
Folio of foreign currency assets and liabilities thae is
completely matched, its capitalfassel rato will Tall it
the domestic currency depreciates, By running a
short position in the domestic currency, the deposit
taker can predect its capital adequacy ratio. even
though the position weuld lead to g loss if the
domestic currency were W apprecidte.

{viii} Gross asset and liability positions
in financial derivatives ta capital

6.39 These FSls are intended o provide an indica-
tion of the cxposure ol deposil lakers™ Dnancial
derivative positions relative w capital, While a net
matched position might suggest that the exposure is
lirnites, counterparty risk s particularly relevant in
the financiul derivafives market. and thus it is HTIpHT -
tant to manitar the magnitude of the gross positions,

640 There are two FS1s under this heading, The
First is caloulated by using the market value of finan
cial derivalive assets (hine 217 as the nomerator, and
the second 15 calculated by using the market value of
financial derivative liahilities {line 29} as the numer-
ator. Both FSTs take capital as the denominator. Cuap-
ttal 15 measured as capial and reserves, and for
cross-barder consolidated dita, also Tier | capiwld. In
the absence of data en Tier | capital, funds con-
rributed by owners and retained earmnings (including
those carnings appropriated 1o reserves) coubd be
used. Financial derivatives are delioed in paragraphs
.50 o 458,

{ix) Net epen position in equities to capital

6.41 This F5T is intendead 1o idemify deposit takers’
equity risk caposure comparcd with capital. Ewven il
the sector as a whole does not have an exposed
equity positicn. this might not be true for individual
depaosit takers or groups of deposil takers.

642 Equity risk exposure is the risk that cquity
price changes will alTect the value of a deposit
taker's portfalio and, bence, affect the capital posi-
tien, It has a specific and o general component: a
specilic one, which 15 asseciated with movements in
the price of an individual stock; and a general one,
which is relared to movements of the stock marker uy
i whole, As this FS1 takes data on the net position,
the focus is on the general market risk,

6.43 This FSI is caleulated by taking deposit tkers'
open position ineguities (line 48] s the numerator and
capital ws the denominater. The open position should
be caleulated as the sum of on-balance-sheet holdings
of equities and notional positions ineouity derivatives.
The net position is positive 101015 2 long position and
negative if it is a short position, The positions in the
mirket must be caleulated on o murket value basis,
Orwen cquity ssued by the deposit taker is excluded
from the calculation, as is equity held in associates and
uncensolidaied subsidiaries (and reverse equily invest-
ments). The approach adopted 18 based on that rec-
ommended by the BCBS (19906, p. 19). Capital is
measured as capital and reserves, and [or cross-
border consolidated data, alsa Tier | capital, In the
absence of data on Tier | capital, funds contribuled by
evwners and retained carnings (ncluding thoese cam-
ings approprated o reserves) could be used,

f.d4d Regurding the notional positions of equity

dertvanives (which some reporters may have difficul-

tics compiling) the following should be kept in mind,

* The notional positions For futures and forward
contracts relating 10 individual coguities should in
principle be reported vsing the current market
prices for the individual equities.

= Futures relating to stock indices should be reported
s the marked-w-murker value ol the notonal
underlying equity portfolio.

= Eguity swups are to be treated as teo nolionol
posilions. For example. an equity swap m which a
bank is receiving an amount based on the change
in value of one particular eguoity or stock index and
paving un amount on the basis of the change in the
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value of o different equity index will be reated as
a long position in the former and a short position
in the latter, If one side ol the swap s interesn rate
bascd. only the equity side of the swap should be
included in the caleulation.

* The market value of the cquily positians wnderly-
ing equity options ¢an be emploved. However, us
with the foreign cxchange options discussed
above, 1 more accurate measure o the aption posi-
Lion s the “delta”™ equivalent as caleulated by mnl-
tiplying the market value of the underlying posi-
tion by the “delta™ ol the option, which is the
liest-order or linear approximation ol chunges in
the value of the option with respect 1o exchange
rutes. 20 If these data can be compiled, they are pre-
ferred (and any associated metadata provided
along with the disseminated information should be
clewr as 1o which approach was adopted).2!

Asset-Based F5ls

{x) Liquid assets to total assets
{liguid asset ratio)

6,45 This FSI provides an indication of the hguidity
available to meet expected and unexpected demands
tor cash. As noted in Chapler 4, assessing the extent
1o which an wsset is ligquid or not invelves judgment,
and, particularly for sccurities, it depends an the Ii-
quidily of secondary markers, The latter cun be mon-
irored using market-based indicators such as bid-usk
spreads and turmover figures.

o460 This F5] is caleulated by using the core mea-
sure of Tiquid assews (line 39 as the numerator and
total assers (line 149 as the denominater. This ratio
can also be caleulmed by taking the broad measore
of liguid assers (line 40, Liguid assets are defined in
paragraphs 4.78 to 4,81, and nonfinancial and finan-
cial assels are delined in paragraphs 437 and 4385,

{xi} Liquid assets to shori-term fiabilities

.47 This F51 is intended 1o capture the liguidity
masmatch of assets and labilioes, and provides an

Afor deposit takers with Juge positions m eguily apticns, a
rrte prcunile second-onder approximation such as Ugaome’ may
b reguired inaead of the frst-order Cdell’) approsimalion.

AThe BCBES wlsoe allows cauity oplions, together with the
wssociated hedped wunderlying position, to be excluded from the
calculion

indication of the catent 1o which deposit takers could
meet a short-term withdrawal of funds without fac-
iny ligquidity prohlens,

6458 This FSDis caleulated by taking the core mea-
sure of liquid assets (line 39) as the numergtor and
the short-term liabilitics (line 413 as the denomina-
tor. This rutie can also be calculated by using the
browd measure of liguid assets (linc 400 as the
numerator. Liquid assels are defined in paragraphs
478 1 481, and short-term liabilines are defined in
puragraph 4,83.22

649 Tocomplement the ageeed FSIL Table 6.4 offers
a Tramewaork for providing information on the ex-
pected cash flows underlying nancial derivatives and
from the settlement of foreion currency #pot posi-
tions, Inereasingly, such positions are important to
depasit takers in their liguidity analysis, The able
provides three risk categories of derivative instru-
ments: interast rate based, which trade single-currency
interest rate risks: currencey based, which involve risk
exposures o moere than one currency: and other,
which are primarily those that trade credit, commad-
ity, and equity risks, I reporters @re uncertain as 1o
where to classily multirisk exposure derivatives, they
are asked 1o classify them in the Tollowing order of
precedence: other, currency hased, and single cur-
rency inlercst rate hased 2

{xii) Customer deposits to tatal
froninterbank) loans

8.50 This FSI s a measure of hguidivy, in that it
cenmprares the “stable”™ depesit hase with grass loans
fexcluding inlerhank activity). When stable deposits
arc low relative to loans, there 15 a greater depen-
dence on more volatile Tunds o cover the illiguid
assets in deposit takers” portfolios, In such circum-
stances, 10 ligquidity stresses arise, there s o greater
risk of illiquidity than i a swble deposit base pri-
marily funds the loans

6.51 The FSI is calculated by taking customer
deposits (line 2401)) as the numerator and naninter-

Fshor termy” s delined as ane vear or less, kot the denoming

tor could be calculated for labilities of theee rmonthys o Jess, This
possibility is discussed in Appendez L

LT his ranking is consistent with thar used by the IS o ats sur-
vews of over-ihe-counter derivative markets,

AEor exumple. see the discussion in Daicbek, Hobbs and
Melaratomn (20007,

B3
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Bank loans (line TE(L11)) as the denominator, Custoner
depasits are delined in paragraphs 4.42 w0 444, and
loans are defined i paragruphs 445 10 448,

{xili} Return on assets (net income to average
total assets)

.52 This F5] iz intended o measure deposit takers”
efficiency in using their assets, [0 may be interprered
in cambmation with the FSL on return on equity
deseribad abave,

.53 The return on assers is caleulated by dividing
net income by the average value of tatal assets (line
Ly over Lthe same period, As oo minimuom, the denom-
imatar can be calculuted by taking the average ol the
beginning- and end-period positions (for example, at
the besinning and at the end of the month), but com-
pilers are cncouraged 10 use the most frequent ohser-
vations available o caleolue the average. The pre-
ferred delinition of net income 15 net income hefore
extraordinary 1lems and taxes (ling &), which is
defined in paragraphs 4.17 o £.34 However, nel
income afler extraordinary items and taxcs (line 11,
defined in paragraph 4357 might be vsed inils siead,
or in addition to 107 Towal wssets (nonfinancial and
financial} are defined in paragraphs 4.37 and 4,38,

{xiv) Monperforming loans to total groess loans

6.54 This F5I1 is intended to identify prablems with
asset quality in the loan portfolie. U may be inter-
preted in combination with the NPLs less specilic
provisions to capital ratio described above, An in-
creasing ratio may signal delerioration in the guality
of the credil portfolio, although this s wypically a
backward-looking indicaior in that NPLs are identu-
fied when problems emerge, Appropriate recegnition
of NPLs 1= essential Tor this rtia 1o be meaninglul.
The indicator can be viewed side by side with those
for the nonlinancial corporate sector, as o deteriorat-
ing financial position for nonfinancial corporations
in particular might well he mirrored in this rado.

.55 This I'SI is caleulated by taking the value of
NPLy us the numerator and the twotal value of the loan
partfolic (including WPLs, and belore the deduction
of specific loan Loss provisions) as the deoominator.
MPLs (line 423 and loans (18000 are defined in para-
graphis 4.84 and 445 10 448, respectively,

MHee also poragragh G026,

{xv) Sectoral distribution of loans to total loans

6.56 This FSI provides information on the dizstiribu-
tion af laans (mcluding NPLs, and belore the deduc-
tiom of specific loan loss provisionsi®® 1o resident
sectors and o nonresidents, A large concentrition of
ageregate credit in o specilic resident economic scc
Lor or uctivity may signal an unporant valnerabilicy
af the deposit-taking sector 10 the level o aotiviey,
prices, and profitability in thal sector or activity,

6,57 The numerators and denominator Tor this FSI
are, respectively, lending to ench of the insttional
sectors {line FE(LD and TR0 and aross loans
(lime 1R As all scetors are covered, the swn of the
sectoral ratios should be unity. The resident sectors
are defined primarily in Chiprer 2: depogit takers
(paragraphs 2.4 1o 2.7 central bank (2,130 seneral
government (2,181 other linancial corporations
(2.14); nonfinancial corporations (2.151:2% other
domestic sectors (households (2,16} and NPISH=s
(2179 and nonresidents (3.35-3.36). Loans are
defined in parugruphs 445 o448,

{xvi) Residential real estate loans to total loans

658 This FSIis intended o identify deposil takers’
cxposure ti the residential real estate sector, with the
focus on houschold borrowers, Expericnes has shown
that in many instances. o real estate boom character
e by oa rapid rise in real estate prices has heen pre-
ceded ar accompanied by a boom in banking credit
to the private sector, perhaps encouraged by expan
sionary menetary policies. Following a subsequent
tghtening of these policies, and/or a collapse in mar-
ket prices. there huve heen episodes of Onancial see-
tor problems—usoally debtors having difficuliy
meeting their payments, Moreover, the Tull in the
value of the residential real estate collateral, espe
cially if it falls beneath the value of the leans, wors-
ens the situation, To determine the exposure of the
deposit-taking sector to the residential real esiate
market, it is important W have information on the siec
of the credit exposures securcd by residential real

s recoemized thir for some countries, dats are enly availabbe
on leans after specilic provisiens

Fwhen compiling date on the sectoral distribution ol leens,
lending 1o nonmesadent deposit Wakers (hne 13000 shooid be
cacluded from inerbank lending and ncluded in lending v non-
residenls,

s deseribed move fully e Appendiz I fhe nantisamcial sec-
oy ol b disagaregaied by vpe ol industry.

a5
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estate and to moniler the riskiness of the exposure,
b, Tor example, wacking real estale prices.

6.59 The FSI is caleulated by taking residential real
gstate loans as the numerator (line 43 o Table 4.1
and gross loans (line [0 as the denominator, Res-
idential real estute loans are defined in parugraph
488 and loans wre defined in paragraphs 4.45 o 448,

6.60 Houschold debt collateralized by real csiale
can be used as the numerator (line 235 in Table 4.4
While not all real estute lending o househalds is col
lateralized by residential real estate, such collaleral-
ized debt prodominates,

{xvii}) Commercial real estate loans to total loans

H.61 This FS1 measures banks’ exposure (o the com-
mercial real estute market, Many of the same consid-
erations described above for residential real estare
apply Tor corumercial real estate, although the eco-
nennic impact of booms and busts in commercial real
estate can he dilferenr in that the runge of borrowers
is fewer than for howscholds, On e ather hand, the
conditions that encourage booms in residential real
estate borrowing may also encourige cacessive com-
mercial real estate horrowing,

6.62 This F&1 is calculated by using as the nemera-
tor loans that are collateralized by commercial real
calate, loans to construction comprnies, and loans o
companics active i the development of real estate
(line 440, The amount of gross loans (line (X000 is
used as the dencrminator. Commercial real cstate
inehudes buildings, structures, and associated land
uscddy eoterprises for retail, wholesale, manufactur-
ing, or other such purposes (paragraph £.88). Lend-
ing to those companies invelved in the developmend
of multihousehold dwellings 15 incloded in the numer
ator. Loans are delined in paragraphs 4.435 10 4 48,

{xviii} Geographical distribution of loans to
total loans

.63 This I'SI provides informaution on the geograph-
ical distribution of gross loans, by regional groupiog
of countrics. 10 allows the monitoring of credi risk
arising from exposures W a group of countries and
can help in an assessment of the impacl of adverse
events in these countries on the domestic financial
swstern I lending o any individual country or subre-
ciof of @ country is particolarly significant, further

dispggregation—and identificanion of the country or
subregion—is welcome. 2 The geographic disiribu-
uon of claims is defined in paragraph 3.36. Gross
loans (line 1813 are defined in puragraphs 4435 10
4.4K. The suggested regional grouping of countries in
the dissemination tables in Chapter 12 15 based on the
approach in the IMEPs World Econanue Chtlook,

6.64 For cross-horder conzolidated data, lending is
attribimted oo the basis of the residence of the
demestic reporting entity. S0, lending by any foreizn
branches andfor deposit-taking subsidiaries ol the
reporting entily 1o residents of the local cconomy in
which they are located (including any local-currency-
denominated lending) is classilied as lending o
nonresidents and allocated to the appropriate region
of the world, while lending to residents of the econ-
omy for which the FS1 data are being compiled s
classificd as Iending to the domestic ceonomy,

{xix) Foreign-currency-denominated loans
to total loans

6.65 This FSI measures the relative size of the for-
eign currcncy loans within gross loans, Particularly
in countries where domestic lending in foreign cur
rency is permitted, it 5 impoctant o maonitor the ratio
of foreign-currency-denominated loans 1o gross loans
for residents becatse of the increased credir risk asso-
ciated with the abilicy of the local horrowers o ser-
vice thelr [oreigo-currency-denominuted labilities,
particularly in the contest ol large devaluations or o
lack of foreign currency earnings.™

6.66 ‘The FS1 s caleulwted by using the forgign cur-
rency and foreign-currency-linked ' element of gross
loans (line 467 10 residents and nonresidents as the
numerator, and gross loans (Jine 180} as the denom-
mator, Forgign currcocy, foreign currency instru-
ments, unil ol account, and exchange rate conversion
are defined in paragraphs 344 to 3,48, Foreien cur-

HThe B1% collects amd puhlishes internatione] banking siansics
en both a Jocational {residence? and consolidied hasis from o
graup of econmies with significant inernational bankig activi
ey, The mienton iz thar the delminons and institiiional coverage
in the Cwdde be consistem with thase of the BIS. For counries
meetmg BIS data needs, such duta serve the parpose of this 1751

i lh.. special case whore an coonomy uses as is only logal
tender a foreign currency, this ratio coulid be compiled {.M.I.U.l.llrll=
horrosang i, urliJ limked 10, this currency.

A with Fercign-curmency-denaminated leans, devalnation of
the demestic currency will incrcase the vadue, m domeste cor
ey s, of forcign-currency-lmked loans
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rency loans are defined in paragraph 4.90. Total loans
arg defined in paragraphs 4.45% to 448, For cross-
horder consolidated data, the question of whether a
currengy is a foreign currency s determingd by the
residence of the domestic reporting entity.

{xx) Fareign-currency-denominated liabilities
to total liabilities

6.67 This FSI measures the relative importunce of
foreign currency funding within wal labilities. The
magnitude of this ratie should be considerad together
with the value of the previeus FSIL forsign-curmeancy-
denominated loans 1o total loans. Extensive foreign
curreney lending funded by foreign curreney barrow-
ing in the sume currency can help reduce the deposit
tukers” foreign exchange exposure (although if the
lending is to domestic borrowers and they have diffi-
culty servicing the loans, in pracrice the deposit taker
would remain exposed), But a high reliance on forcizn
curreney horrowing (particularly of shoert-term matu-
rity) ey signal that deposit takers are taking greater
risks, by increasing their exposure w exchange rate
movements and foreign currency funding reversals, 2

6.68 The I'51 s caleulated by using the foreign cur
rency liabilities (line 4771 as the numerador and taral
debt (line 28) plus financial derivacive hahilites (ling
297 less financial derivative assets (line 213 as the
dencminator. Forgign currency liabilities are defined
in paragraph 490, Foreign curreney, foreign cor-
rency instroments, unil of account, and exchange rate
conversion are defined in paragraphs 32.44 o 348
Total debt is defined in paragruph 4,61, and (inancial
derivatives are defined in paragraphs 4,56 1o 4,58,

Income- and Expense-Based FSis

{xxi) Interest margin to gross income

609 This FS1 15 a measurc of the relative share of

net interest earnings—interest carned less interest

Simothe special case where an ceonomy uses 4% 15 only legal
tender a foreign currency. this ratie could be compiled exeluding
ing in, and linked o) this comency.
sncial duerivative Halaliies, 1015 recommended that the
net marks e position (iahilities less usacis) e included rather
than the gross Hakility position, becanse af the markel practice of
creaiing oftseliing contracts and the possibilite of forwand-rype
instrumenis switching between assel and Babiliy positions from
ome pericd o e nest,

ecxpenses—within gross income. This ratio may he
alfected by the deposit takers” capital 1w asset ratio,
as for a given level of assels, higher capital results in
leewer borrowing needs. thus lowering  interest
cxpenses and increasing net interesl income.

6.70 This FSI 15 caleulated by using net interest
income (ling 3) as the oumertor and gross income
{line 3) as the denominator. Net interest income
anid its components are defined in paragraphs
417 1w 419, while gross income 1s defined in para-
graph 4.20.

{xxii} Trading income to total income

6.71 Thiz FSI is mtended 1o-capture the share of

deposit takers” meome from financial market activi-
ties, including corrency trading, and thus help in
assessing the sustainability of profitability,

6.72 This FSI s caleulated by using gains o losses
on nancial insteuments {ling i) as the numerator
and grass income (ling 3) as the dencminator. Guins
and losses on Nnancial instruments are defined o
paragraphs .22 o 4.27, and gross income is defined
i paragraph 420,

{xxiii) Noninterest expenses to gross income

6.73 This 5] measures the sizc of administrative
EXPUISES [0 2roas Income (inferest margin plus non-
INCErest Imneome ).

0.74 The FS1 1s culeulated by using noninterest
expenses (line &) as the numerator and gross income
iline 5) as the denominator, Noninterest expenses ure
delined in paragraph 4300 and gross income s
defined in paragraph 4,240,

{xxiv} Personnel expenses to
nopinterest expenses

6.75 This F51 meuasures the incidence of personnel
costs 0 total adminisirative costs,

6.76 This FSIL s caleuluted by using personnel cosis
{line 6013} as the numerator and noninterest cxpenses
iline 0} (thal i=, not including provisions) as the
denominatorn, Moninterest expenses and personnel
casls are defined in paragruphs 4,30 and 4.3,
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7. Specification of Financial Soundness
Indicators for Other Sectors

Introduction

7.1 Drawing on the definitions and concepts set out
in Part 1 of the Guide, this chapter explains how FSTs
for the other Onancial corporations sectar, the nonfi-
nancial corporations sector, and the household sector
are Lo be caloulated,

Calculation of Financial
Soundness Indicators

7.2 As with the deposit-luking sector. most FSIs for
the other scotors are calculated by comparing two
underlyving serics to produce a ratia, For some FSTs,
when one or both ol the underlying series can he
defined in alternative wavs, these alternatives are ex-
Mained. As deseribed in Chapier 5, data for the other
financial and nonlinancial sectors should be com-
piled on o consolidated-based approach, and data for
households ought to be compiled on an agegregate
residence basis,

7.3 For the corporate sectars, the (fnide cocour-
ages the calculation of FSTs on a consolidated basis
e eliminate dowble counting of income, ussels, and
capital of entities in the same group. As with
deposit takers, data might he compiled on both o
domestically comtrolled cross-border consolidated
basis and g domestic consolidated basis. Given the
general paucity of informution on the non-deposit-
taking corporate sectors in many counlries, in
the first instance compilers mayv well focus on
developing sectoral balance sheet information on a
domestic basis, But where domestically controlled
cross-border consolidated data are available (such
as provided by annual corporate income statcimsnts
and balance sheets) and cover o substantial pact
af the sector, their use in compiling the F5I s
encouraged,

Other Financial Corporations

7.4 The list of encouraged indicators includes tao

indicarors for other financial corporations Lo indicate

their relative importunce o the domestic econoamny:

= Chther linancial carporations’ assets to tatal finan-
cial system assets, and

= Other Onancial corporations’ assets to GOP,

7.5 These two indicwors are described below, Unless
otherwise stated, all the Iine references in this sec-
i celer to Table 4.2, The data to be used 1o caleu-
late F&ls should be adjusted w the seclor level, as
described in Box 5.2,

(i} Other financial corporations’ assets to total
finonciol system ossets

7.0 This F51 measurcs the relatve importance of
other linancial corporations within the domestic
(nancial system. The indicator is caleulated by uking
financial assets owned by other Tnancial corpora-
Liens (line 30 as the numerator and total financial sys-
tem assets as the denominmor. The latler is the lotal
of financial assets owned by deposit akers (line 16,
Table 41}, other Onancial corparations. nonfinancial
corporations (ling |7, Table 4.3, households (line 11,
Table 4.4, seneral sovernment, und the central bank,!
Finuncial assets are delined m paragraph 4,38

{ii} Other financial corporations’ assets to gross
domestic product

7.7 This FSI meusurces the size of the other financial
corporations subsector relatve to the size of the econ-
oy, The indicator is calculated by taking finuncial
assets owned by other (nancial corporations (line 3)

Tor completeness, financial asscts of NPISH could wlso be
ineluded, bt in mieny instances these might be wsignificant wela
Leve tor letal foancial assets
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as& the numeratoer and G as the denominator. Finan-
ciul wssets are defined in parugraph 4,38, and Tor this
indicater, data are compiled on e domestic consoli-

dated basis only. GIIP is an agpregate measure of

production in the cconomy, equal 1o the sum ol the
gross value added of all resident institntional units
engaged in production,

Monfinancial Corporations

7.8 There are five 'Sl covering the nonfinancial

corporationy seclor

= Taral debt o cquily,

= Return on equity,

« Earnings e inlerest and principal expenses,

= Net fareign exchange cxposure 1o equity. and

« Mumber of applications Tor protection from
credilors,

7.9 Unless otherwise stated, all the line references in
this section reler w Table 4.3, The data W ke used 10
caleulate FS1s should be sdjusted at the sector level,
as described in Box 5.2,

(i} Total debt to equity

70 This FSIis o measure of corporatle leverage—
the extent to which activitics are financed through
liabilitics other than own funds, Given the need (o
mitke inrerest and principal pavments an deb, high
corporate leverage increases the vulnerability of cor-
porate entities in the event of economic or finaneial
market shocks and may impair their repayment capae-
ity. More generally, the extent of corporate leverage
considered together with the velatility of the envi-
ronment o owhich corporations operate could he
mmportant indicators of the prohability of corporate
financial distress,

7.11 The FS1is calculated by using debt (line 293 as
the numerator and capiral and reserves (ine 313 as the
denaminator. Debt is defined in paragraph 461, and
capital and reserves are delined in paragraph 4.62.

{ii) Return on equity

T2 Thus FSIis commonly used o caplure nonfi-
nancial corporations” clficiency in using their cupi-
tal. Over tine it can al=o provide information on the
sustainahility of nonfinancial corporations’ capital
positian,

T3 Profitability is a critical determinant of corpo-
rute strength, affectng capital growth, the ability o
withsland adverse events, and, ultimately, repay-
ment capucity. Sharp declines m corporate sector
profitability. for example as g result of econamic
deceleration, may serve as o leading indicator of
financial difficultics. However, account should be
tauken of cvelical movements in corporate sector
prefitebility and of market strecture—that is, induos-
try characteristics, competitive environment, and
pricing flexibility,

7.4 The 5] is caleulned by using earnings boelore
interest and tax {line 34) as the numerator and the
average value of capital and reserves (line 310 over
the same pericd as the denomfnmor. Ar a nunimunm,
the dencominator can be caloulated by taking the
average of the beginning- and end-peried positions
(far example. at the beginning and the end of the
manthl, bt compilers are cncournged 1o use the
most freguent observations availabde in calenlaning
the averaee. EBIT s delined in paragraph 4116 (and
gee also 100 o 4104y, Capital and reserves are
defined in paragraph £.62 2

{iii) Earnings to interest and principal expenses

T.15 This FS1 measures nonfinancial corporations’
capacily to cover their debi-service payments {inter-
estand principal). [t serves as an indicator ol the risk
that a 1irm may not be able tw make the required pay-
ments on s dehs

7.16 This FSI is caleuluted by using earnings (net
incarme) belore interest and tax (hine 34 plus interest
receivable Irom other nonfinancial corporations
iline 333 as the pumerator and debt-service pavments
iling 33) over the same period as the denominator,?
ERIT is defined in parwaraph 4, 1 L6, interest receiv-
able from other nonfinancial corporations is defined
m paragraph 4115, and debi-service pavments are
defined wn paragraph 4,117,

A othe marken viloe of eyuites was usced insiend, the seres
might be signifcancly different, aod the lrmetion available
waonaldd B e wy quoted companics

AT the numerator cxelodes inerest recervebie from other nonfi-
mancial corporations bul debl-service payments melude those Lo
vthier nomfinancial corporaiions. the denominaoor znd pemeraior
wontld haee dhifferent coverage.

a9
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{iv) Met foreign exchange exposure to equity

7.7 This FS1 measures nonfinancial corporations”
exposure ta foreign currency risk compared with
their capital. The more exposed o forgign currency
risk, the more a significant cwrrency depreciation
could pul severe pressure on the financial soundness
ol nonfinancial corporations and, in tuen, on deposit
takers. Thiz applies to heth borrowing domestically
in loreign corrency and borrowing in foreign markets
(in foreign currency ),

T8 Nonfinancial corporations’ net foreign exchange
capasure for on-balance-sheet items (line 36) 1= the
numerator, and capital and reserves (line 31) is the
denominator, The open position should be caleuluted
as described for deposit tukers in paragraphs 6,32
and 632 As with deposit takers, by providing morc
disaggregated inlormation on the net open pesition
or individual major currencies, the (ulde encour-
ages the use of Table 6.2 1o present data on the net
open position. Given the potential difficulty in com-
piling duta on off-halunce-sheet foreign currency
caposures, the Gride encourages al least an initial
focus on the corporate net foreign exchange expo-
sure [or on-balance-sheet items, hut the FSI could
also be caleuluted v=ing total corporate net foreign
exchange cxposure (line 37) as the numerator*

7.19 Capital and reserves are defined in paragraph
4.02,

{v) Mumber of applications for protection
fram ereditors

7.200 This FSTis o measure of bankruptey trends and
s influenced by the nuture of bankruptey (and
related] legislation and the degree of its implementa-
fron. It s a simple numerical addition of those resi-
dent nonlinancial corporations that have filed for
protection from creditors during the period.

Housecholds

7.21 There are two FSIs for households:

9 dlara are provided ona domesie consalidared bazis, bat open
positions en this hasis sre “hedged™ with positions held by melaed
entitics in other countries, sddivional information on the net apen
pusiticn mshding the foreizn-beld “hedpes™ could be provided.

= Houschold debi 10 GOP and
* Houschold debt service and principal pavments to
inceme,

T.22 Unless otherwise stated, all the line referenceas
in this section refer 1o Table 4.4 No sectar-level
adjustments are required,

(i} Household debt to GDP

7.23 This I'S] measures the overall level of hoose
hold ndebtedness (commonly related to consumer
loans and moertgages) as a share of GDE As with the
nonfinuncial corporation sector, high levels of hor-
rowing increase the vulnerability of households o
ceonomic and financial macket shocks and may
impair their repayment capacity, Given the role of
households as consumers, as well as depositors of
funds te deposit takers and purchasers o other finan-
cial liabilities of the corporate scctor, changes in
hovsehold behavier cavsed by a high debt borden
can have significant impact oo both real cconomic
activity and financiul marker developments,

7.24 This I'S1 s caleulated by using houschold del
(line 200 as the numerator and GDP as the denomi-
natcr, Debt iy defined in paragraph 4,61, GDP s an
aggresate measure of production in the cconomy,
equil (o the sum ol the gross value added of all resi-
dent institutiongd usiits enguged o production {(plus
any taxes, and minus any subsidizs, on products nat
included in the value of their cutputs).

(ii) Household debt-service and principal
payments to income

T.25 This FSI measures the capacity of households
to cover their dehl pavments (interest and principal).
It is also a potentially significant predictor ol future
consumer spending growth: a high debl-service rutio
sustained over several quamers can affect the rale of
arowth of personal consumption,

7.26 This FS1is caleulated by using howsehold debt-
service payvments (line 243 as the nomerator and
egross disposable income (line 6) over the same
period s the denominator. Household debt-service
pavments are defined in paragraph 4.122 (see also
41173, and gross disposable inceme is defined in
paragraph 4. 120,




8. Financial Markets

Introduction

8.1 This chapler covers market-based FS1s required
for assessing the health of the finuncial system. The
chapter is divided into twa sections: interest rate and
securities market indicaters. The interest rate FSls
provide information on the mterest rates charged by
and to deposittakers, thus providing an indication of
prefitability and competitiveness in the banking sec-
tor, wlong with information on the spread in inter-
bank rates that can provide early indications of credil
risk concerns among deposit wkers, The securities
markel FSIs provide information oo the liquidity of
the securities markels in which deposit takers are
active and on which they can purtially rely o help
manage their lguidicy,

Interest Rates
Introduction

8.2 To supporl the monitoring of the financial
health and soundness of deposit takers, the Chide
encourages the compilation of the following twa
interest-rate-hused FSTs: (1} the spread between
reference lending and deposic rates (SLDR), and
(2} the spread bevween the highest and lowest inter-
bank rate {(S1K).

83 Spreads between lending and deposit cates can
serve as lndicators of wends in deposit takers” net
interest mcome, and hence of peofitalilitv, The inter-
est rate spread can also provide information on
deposit takers” pricing befunvior However, further
information would be required 1o understand the
causes of behavior: lor instinee. wide spreads may
arise from high nisk due o onderdeveloped collateral
systems or weak protection by the judicial system,
while widening spreads over time might reflect
increased nsk premioms rather than a lessening of
COMPELLve Pressunes.

8.4 Interest rate spreads, such as those between bor-
rovvers with different credin sk profiles, can serve o
indicate the level of pereived risk within the finan-
cial system. Therefore, the spread between the high-
est and lowest interbank rutes would help to capture
banks” swn perception of problems and rsks facing
hanks with access to the interhank market,™

Measuring the Spread Between Reference
Lending and Deposit Rates

8.5 There is ne standard definition of reference or
representative rates. To measure the SLDR. the
Crigdde recommends at a munimum the caleulation of
the weighted average of all lending and deposit inter-
gsl rates on loans und deposits (excluding loans and
deposits among deposit takers) during a reference
peried in the portfolio of resident deposit takers. The
interest rate spread could also be caleulated onoa
domestically contralled, cross-border consolidated
basis, thus providing an indication of profitability,
bt it would be reflecung activity in different mar-
kets. Using loan and deposit amounts as weights, the
spread betwesn the weighted average lending and
deposit rates gives the gveradl inferest spread (in
husis points) between loans and deposits.

.0 Loans and deposits among deposit takers are
cacluded hecavse the focus of this FSI s on the prof-
itability ol the deposit-raking sector as a whole and
on it pricing behavior in inermediating the savings
of other sectars, While the Guride recommends com-
pilation ol an aggregate intersst rate spread at g min-
imum, more disaggregzied information on spreads

M eliscussions on the dralt Gwdde, i1 waos stgpeesied that ather

messures of deposit mkers” credil sk could be monitored, inclod
ing sprewds af bank paper over sovereipn debr and speeads on sub-
ordinated debi, See alse Gropp. Yesala, and Yuolpes (2002), The
creshiv derivatives markel s also a potential sowree of markel inlor-
malion on the credic visk of ndividual entities. Such measanes po
beyond the agresd FELs

21
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could be compiled s needed, such as for nonlinan-
cial corporations and houwseholds.

8.7 A method of caleulating the weighted average
lending rate is 1o divide the accrued amount of inter-
est income on loans reported by depaosit takers for a
siven period (numerslor] by the average position of
loans (denominator) for the same period, The
weighted average deposit rate can be computed by
dividing interest expense on deposits (numerator) by
the average position of deposits (denominatory for
the same period.? Positions should be averaged using
the moest requent observations available,

8 In principle, using this method, the weishted
average inlerest rate [or a portfolio of & loans (types
of deposits) can be constructed as follows:?

: ; I Jon
Woeighled average z I i)
: = Rl ST,

nterest rate E‘ ' ',-" ,kz e J

where R = interest rate for Loan 7 that 15 oulstandiong
during the period.*
.= loan |,
& = sleck ol loans observed a1 tme ¢, and
T =rtotal number of chservations during the
period.

8.9 This method of caleulation could minimize the
reporting burden on deposit takers i data on aceroed
amounts ol interest on loans and depaosits are readily
available from the accounting systems of deposit tak-
ers, as ypically data on deposit takers” positions in
loans and deposits are regularly reported o central
hanks in balance sheet reports regquired for the come-
pilation o monctary statistics® Compilers need 1o

-
P

Astamic instromeents that are clesified ps deposits or leans bl

il nop provide capital coraingy ora predixed posicive reoom should
bz e luded Troo the denommmator.

o cxample, U during the period of the first quarter there wre
end-rnonth ch=ervations for December (2000, Tonwary (100, Feb
riary (2000, and Marneh (3000, then 5 is the sum of the Tour chser-
vitiens (B0 and T s the number of ebservations (4}, so the
denominator i the coqnation woukl be 30000 = 200,

Flhe anweunt of acerued interest in e monmerator depends on
the time over which the aszeciated loans are ouwtstanding. For
nstince, lora loan that s issoed madway through the quarter, the
nemeror should capiure acerued interest aver one and one-hball
meths anly,

Phe wdeal s 0 bave freguent observations of positiens, Lhus
matching the data e the nomesater, 15 less freguent observations
al positions are available, then the numerator may capture Cows
unrelated 1w the amounts o the denomimator 11 loans andfar
deposits in the denominator are vahied ar feaar valoe, the implice
treberest rte wall mave o e witk chiamges inoorket vales,

ensure that the numerator and the denominator cover
the same set of deposit takers,

.10 Another method of caleulating average weighted
interest rates for a given reference period is to use
contracted interest mutes {that s, price dioa), vsing
thet loan (deposil) amounts as weights, The weights
are determined by dividing the outstanding value of
each loan (type of deposit) al the end of the period by
the outstanding value of all loans {deposits) at the
end of the period, Two steps are invalved: (1) multi-
v cuch weight (which can be derived for cach loan
separately or for a group of loans with the same con-
tracted interest rate) by the contracted rate for each
logm Cor group of leans), and (2) sum the results 1o
el the overall weighted mnterest rate, Thus, an aver-
all average weighted interest rate can he constructed
s ol levars:

N 7 . - ]
faliee of loan,
Z| Ferle, w— - E
) Fertad verlnee el doain Gook
=l &
Key definitions

.11 Under acerual accounting, inleresl cosls accrue
continuously on debt instruments, thus matching the
cost of funds with the provizsion of funds. The rae at
which these costs accrue s known as the inlerest
rate, and for deposits and loans 10 is typically estab-
lished by contractual arrangement. Interest rates may
be fixed or variable. Charges such as lees that reflect
payments for the pravision of services should be
excluded from the imerest rae caleulution. For come-
piling the SLIDR. annualized interest rales should be
calculated ® Loans and deposits are defined in Chap-
ter 4. The reporting population s the deposit-taking
sector, as delined in Chapter 2, onoa resident basis
falthough data could also be compiled an a domesti-
cally contralled, cross-horder consolidated deposit
Litker hasis ).

End- and averaoge-period interest rates

812 Average-period interest rates are more ¢losely
related to profitability and pricing behavior than end-
period rates and are nol subject W the possibilioy of
exceptional daily fluctuations, However, an SLIDR

“For instunce, o produce an annealized rate. interost rates per
guarter should be compournded 1o the power of Towr, Sa. an mter-
cal raie of 3 porcent per quirter is an annualized riete of 1155 per-
cenl which st result of (10309,




based on end-period rates, directly measured, with
appropriate metadata, provides relinble information.
Such o spread between lending and deposit rates
would be caleulated as the difference between the
weighted averages of end-period inferest rates for the
different types of loans and the ditlerent types of
deposits (that s, three-month and six-meonth). The
weights for each tvpe of loan and deposit would be
caleulated vsing end-period posiiion duta (see para-
eraph 8,100

Qutstanding and new business

B3 The Gride recommends at a minimum the
compilation of an SLIDR for outstandimg business, s
this is directly related w profitability. For the pur-

poses of this FS1 onfstancding business isthe stock of
deposits pluced with deposit takers and the sweck of

loans extended by deposit takers, excluding deposits
from, and loans o, other resident deposit mkers, The
stock ol loans is measured after specilic provisions.
The interest rawe on outstanding busingss cavers all
husiness that has heen agreed o all periods prior (o
the reference date and is sl outstanding

.14 To reflect more closcly current market devel-
ppinents and deposit takers” pricing behuvior, rather
than outstanding business, countries could also com-
pile an S5LIR for new business, particularly if the
necessary data are reidily gvailable, New business is
defined as deposits pluced with depesit takers and
loans extended by deposit takers during the reference
peried. New husiness includes “rolled over” or
renewed loans and deposits” Imterest rates on now
business allow for the monitoring of deposit takers’
pricing hehavior in response 1o current finaneial
market developments, such as changes in central
bank intervention rates,

Monperforming loans

8.15 In Chapter 4, the Guide recommends thut inter-
est should no longer wcerne on nonperforming loans
resulting in an implicit inlerest rute of zero, While
thers might be some analyrical benelit in excluding
MPLs from the SLDR culculation (see helow), the
Creidde’s preferred approach is 1w include such loans
in the caleulation, In other words, when compiling

Flhal is, an existing contiae his reached s moatority, and cither
party coull refuse W renew (rell over) the conlezet,

8 = Financial Markets

the interest rate on loans, positions in NPLs (lass
specific provisions)® should be included in the dene-
minater and wero interest included in the numerator,
Excluding such positions would give o misleading—
an overstatad—indication of profitability, us it would
significantly widen the spread. Indeed, movements
over time in the SLDKE could be analyred with the
help of deww on outstanding NPLs,

.16 However, if NPLs ure significant in deposit
tukers” portfolios, to provide additonal information
oit deposit takers” pricing behavior, another SLOR
could be caleulated that excludes the pesition in
NPLs from the dencminator in the compilation of the
loan interest rate,

P

Lending at prescribed interest rates

BT In some economices, a cortain amaount of lend-
ing by deposit takers can be directed o priorily see-
tars al prescribed interest rates for the purpose of
coonomic development, As e the discussion above
an MPLs, the Guide prefers that such loans and the
interest that accrues be included in the caleulation of
an SLIDR, because excluding such husiness could
give a misleading indication of profitability. None-
theless, af signilicant, another SLIDE could be caleu-
lated that excludes such prescribed lending and the
average nterest rate received, In such circumstances,
thers may e analvucal interest in information on the
total amount of such lending.

Subcategorization

508 As nowed ahove, while the Gudde recommends
ar a minomuom the compilation of the SLIDR an all
eulstanding business {excluding among deposit tak-
ers), this SLIDR could be supplemented with inlor-
miation an varions subcalesories. This is hecause the
SLIPR might change for a variely of faciors, such as
changes in the composition of business and the intro-
duction of new competition, which are not apparent
by considering the overall spread alone. For exam-
ple, the overall interest rate spread might increase if

ARpevilic prrvisions have already redoced profis, as well as
capital and reserves, und thus are dedocted fram the denominator
fthist s, From Loar 1.

An alrermnive approach, although not the preferved one. s e
culculute the interest rate an louns Lxl.ludlul MNP Ls bt disseminare
the telanve stee of NPLs i the total foan parifalic. Aoy meladata
provided with disseminaed Gona should spectly whether this is the
appraach mken,
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(11 the sectoral concentration of oans becomes more
hewvily weighied toward the household sectar (con-
sumer loans) at the expense of the carporate sector,
and the interest rates offered by deposit takers on
conswmer louns ure wending o be higher than those
on corporate loans, or (23 the portfolio of loans be-
comes more welghred toward longer-term loans, in
the context of a normal yield curve. Deposit rates can
be similarly affected. Indeed. only limited judgments
could be drawn about the factors infTuencing changes
in preditahility andfor pricing behavior i the finan-
cial system selely from the use of the SLIOR for all
outstanding business.

8.19 In this context, the SLDR for all oursranding

business could be supplemented with SLDRs Tor

= Both the nonlinancial corporations sector and the
howschold secron:

+ Both short-term and long-term (orginal maturity)
inleresl riles:

= Peer groups, o ascertain the pricing behavior of
different subgroups within the wotal resident
deposit takers; or

» Bath demestic and forgign currency husiness.

Frequency of compilation

.20 The Chdde recommends quarterly compilation
and encourages monthly compilation. 1t is recognized
that the accrued interest dara on deposits and loans
needed to compile information on average interest
rales may elien be reported in deposit takers” income
and expense statements only on a quarterly basis,

Measgring the Spread Between the Highest
and Lowest Interbank Rate

8.21 Interbank rates measure the cost of funds o
deposit takers in the domestic interbank market—the
cost of borrowing the excess reserves of other
deposit takers, The source of these data is usually
interbank dealers or brokers.

8.22 Deposit takers may be charged different rates
depending on their size or financial strength. An
increasing spread between the highest and lowest
mterbank rates could indicate an increasing risk pri-
rium heing charged on the depoesit wker facing the
highest rate—1that 1=, deposic takers would themselves
be perceiving an increasing risk of lending within the
Panking system. This may be lmited w the weakest
deposil tiker or may be more systeniic in nature,

8.23 However there can be limitations with this indi-
cator, For instance, in an economy with government-
owwvned deposit lkers, such deposic lakers might con-
tnue 1o obtain the best interbank rates even if they
are close 10 being insalvent. Morgover, the frame-
waork through which centrul banks provide liquidity
to money markets influences the overall Liquidity of
these markets as well as the extent to which individ-
witl hanks under stress are able o maintain access o
liguidity. Moreover, a single cutlier can change the
value of the indicator substantiallv ‘% The specilic
technigues used by the central bank for market oper-
ations can also affect the spread of interbank rates,
for example, the timing of interventions and the
instruments used. In addilion, a4 perceived increase in
risk might also be reflected in informal limits an the
quantities (rather than the price) of funds that a
deposit taker could borrow 1o the interbank marker.

8.24 Tnterbank rates are usually short lerm in nature,
Since this FSI provides information on deposit tak-
ers’ own perceptions of risks facing other hanks. and
perceptions can change very quickly, the Cruide
cocourages weekly compilation of SIEs. using end-
period rates for loans of the same maturity {overnight
or weekly) M While the agreed FSLis oo spread. there
might alse be analvtical interest in the dissemination
of the highest and lowest interest rates themsealvis;
far instance, these rates could be compured with oth-
ers in the lnancial markets.

Securities Markets
Introduction

B.25 Securities markets can support [inanciul stabil-
ity by diversilving the channels of financial interme-
diavion and allowing perceived risks to be monitored
on i continuous basis, For these reasons, although i
eocs bevond the agreed FSls, the Guide encourages
the compilation of securities murkel data, including
information on the twtal outstanding value of resident
scourities market ssoance, al a minimum, by sectar,

8.26 However, conditions in finuncial markets may
net always be favorable to raising funds throogh bor-

CThus, 1 emghe be analvoeally wseful woalso loak at the sprewd
cxcluding the highest and lowesl rates.

b credin derivatives mackst is alsaa poteatial sowrce of mar-
ket information an the credil sk of mdividosl entities,




rowing, and expericnce hus shown the necessity for
maintaining prodent levels of hguid assets. More-
over, the liguidity of assets depends on how quickly
and with whal certainty they can be sold in the mar-
ket, Therefore, to supplement the core indicator on
the liquidity of hanks" assets,'2 the Guide encourages
the compilaton of mdicators on muarket depeh and
Hghiness.

Market depth and tightness

8.27 While liguidity is difficult o define, two
important dimensions of i are market depth and
ightness. Marker deprk relates to the ability of a
market 1o absorh large trade volumes without a sig-
nificant impact an market prices and can be proxied
by the average daily tirnover ratio—that is, the ratio
of the average daily number of trades 1o the oul-
standing stock of sccuritics. A higher turnover ratio
typically indicates a more liquid market. Marker
tightness indicales the general cost incurred i a
transaction irrespecuve of market price and is mea-
surcd hy the average bid-ask spread—ithat is, the dif-
ference between prices al which market participants
arg willing to buy (hid) and sell fusk) nssets. Bid-ask
spreads tend 1o be parrower 1o more hguid and elf

cient muarkers 13

B.28 Figure 8.1 illustrates the concepls of murket
depth and markel tdghiness. The demand and supply
“purves” o the left and rght of the price axis repre-
sent the price a seller ar buyer faces when trading
various nuinbers of shares. A huver of shares faces a
higher price o the market than a seller of shares,
Murker tightness is graphically depicted by the verti-
cal distance hetween the buy and sell price, The hor-
izontal distance between the vertical axis and the
demand/supply “curve” represents the depth of the
marker al a particular price.

*lo furher supploment the analysis ol (he core indicetor,
threugh o analysiz of the distribulion of aption prices, fnaneial
derivatives markels can be o sounee of mformaticn en ke npled
prababilicy distriluetion of a fulure asset price—ithal is, provide an
mdication af the Ikeliheod that o paicela price mighn be real-
ized Fo example, see Bliss and Pamgirtzogloo (20812).

VRid-ask spreads may refleet O 1he cosl of provessing orders,
(27 costs arising Frm wsyamimelric infarmaition amang potcntizl
transactors, (31 the cost foe the dealer of holding the asset (inven-
o) el polential demeand (the so-called carrying ecstl, and
(4 aligopedistic warker stenciiee, The price volanlity of the asset
can also be a fuctor,

8 * Financial Markets

Figure 8.1. Market Depth and Tightness

Market Reaction Curve

Frice

- -

Sell Shargs Buy Shares

Source: BIS {1999), »
.

Immediacy and resilience

.29 In addition W market depth and tizhiness, other
important dimensions of marketl liquidicy include
immediacy and resiliency ' gedioey represents
the speed with which orders can he executed and set-
tled, and thus reflects. among other things, the efi-
cieney of trading, clearing, and settlement systems,
Resifience 15 the speed with which price fluctuations
arising from trades are dissipated or the speed with
which imbalances in orders (such as more buy than
sell arders, or vice wersa) are roeversed with new
orders. In short, it is @ measure of the speed by which
“transitory” price movements are corrected. A mea-
sure of resilicnce is described in Appendix 111,

Market structure

.30 Being aware of the institutional microstructure
of markets can be important when using liguidity
indicatars, as different structures can complicate
analvsis of liquidity indicators across countries,
across markels in the same country, and across tme,

8.31 Particularly relevant is whether a market is
guote or order driven, Tn a guote-driven (dealer)
sarrke!, dealers quote bid und ask prices and may
take positions, while in a pure order-driven {auction)
smerricet, podential buyers and sellers submit orders,

P8 also Surr mnd Dybhek 200005 Go g fulley discussivn of smar-

ket liguidiy,

25
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and brokers or an electronic system match them in g
central order book. Tna quote-driven system, dealers
provide immediacy and can even sccommodate
large orders by holding securities (loventony ) o help
match temporary imhbalances berween buvers and
sellers. Inoo pure auction market, lHoguidity is supplied
through limit crders ' *—aorders placed with u broker
oy by or sell o predetermined nomber of shares at a
specificd price or at o better price thun the specified
price. In practice, many aucton markets rely on muar-
ket mukers!™ 1o supply additienal liguidity to the
market. Bid-ask spreads und wenever during periods
of stress might differ between quote- and order-driven
rirkets.

8.32 Oiher market sreuctore features that can inllu-
cnce Hguidity include the extent of marker frams-
parency. such as the Liming of the disclosure of
traded prices and quantities. and the efficiency and
cost of clearing and serfenment systemns, 7

Measuring Market Depth and Tightness

#.33 Indicators of market depth und tghiness can he
compiled for a wide range of traded linancial assets,
Beoause of the link between market-based liguidity
indicators and the indicator on deposit wkers” lguid
assets, twrnover ratios and bid-ask spreads should, at
a minimum, he compiled for financial instruments
included in the wider measure of liguid ussets. The
natural starting point is 1o compile indicators for a
benchmark domestic government or central bank
deht security that 15 used by the nanonal authoritics
ter influence liquidity conditions in their damestic
coonomy. Depth and tighiness indicators for other
securiges—including equitics—imay ulso be uselul,
particularly if they dre within the definition of liguid
wssets. Similarly, the depth and tightness of the local
fareign exchange markets are also relevant il foreign-
cxchunge-denominated securities gualify as liguid

assels.

B34 A hreakdown of tornover and hid-ask indicarors
berween on-the-run and off-the-run sccarities can
also be useful in monitorng market lguidiey condi-

Vil orders also allow an investor o lmin the lengih of time
anandder o be culstandinge belone canc

'ehdarket makers are agents thal make pubibicly diselosesd quates
fior unrelated parties.

Usarr and [ybek (2003, 5 38) provides o list of miceo- and
marielactors alfecting assel and moecket lguidaty,

tons. "™ BEmpirical evidence suggzests that Tguidity
differentials that tvpically exist between on-the-run
and all-the-run sceurities may hecome more geute
prior 1o and during periods of lnancial stress 19

B.35 Major exchanges located in the domestic coon-
oy can be vsed as a source of data for compiling
markel twrnover ratios and bid-ask spreads. Other
sources can include dealer associations, central banks,
and commercial databases " While high-frequency
data on the volume of trades and bid-ask prices are
usually available from most exchanges, it is recog-
nized that in some economies data may be nlre-
quently collecred centrally, and regularly compiled
and consistent data may be hmited o cerlain tepes of
securiries,

B.36 To the exient that deposit mkers hold securites
isucd by nonresidents, or hold so-called interna-
tiomal securitics that are lsted on local and overseas
exchanges, it i important also to moniter depth and
turnover indicators for kev foreign financial asset
murkets, especially if liguidity conditions differ
aoross markets for the same asset,

8.37 Coverage of all market makers mav not be nec-
gssary o caplure trends in turnever rutios and Bid-
ask spreads, because in highly liguid markets price
and size gquoles lend e converge across marke mak-
ers. Mevertheless, markel liguidity can wvary acrass
assels and over tme, The Lep Gve morket makers, or
at least those accounting [or o minimum ol 75 per-
cent of market turnover. should therelore be covered,
Auvtomated electronie markel making can also he
covered.

B.38 While the transaction price and transaction size
might be used 1o capture realized prices and volumes
in the market, bid and ask deals may be undertaken
al different times, biasing the resulting “spread.” For
this reason, quoted bid-ask prices and volume data
are prederred.

- thas-run securatios are the mast recently issued seouritics of

& gbven ariginal maturite. All other securities e delned as ol e
.

Whee, tor example, Reinhart and Sack (200721 and Furfine aned
Rearmolom (20002 5.

M ommpalers whe approach o commersial databasse vendar will
g weomake thear wwn Judgments about whether the prodoce
being odferad meets their negds




Turnaver ratio

8.39 The (udde recommends that the turnover ratio
for a benchmark domestic government or central
bank debt security be culealated us the number of
securities raded during o trading period, divided by
the average of the number of securities cwstanding
al the beginning and the end of the rading period;

where & is the number of securities truded during a
miven period, and Y s the number of securities out-
standing at the end of a given period.

840 The Gride encourages the compilation of the
terncwer ratio on g daily basis or, an 2 minimum, on
aoweckly hasis.

841 While the turnover ratio might also be calen-
lated using the value of securities wraded and aut-
standing in a given period, such a measure could be
biased by volatile movements in prices within the
peried. To gauge macket size, information on the
tetal value of securities outstanding on instruments
for swhich turnover data are presented could be
collected.

8.42 The number of trades excouted during official
trading hours of the markets should be captured in
the turnover ragio,!

843 There 1= a lack of data on Foreign exchange
market turnover except for the triennial central bank
survey of loreign exchange (and derivative market)
activity conducted by the BI15.7° This survey defines
foreign exchinge turnover as the gross value ol all
new deals cntered into during a given period. both
for spot and derivative instruments, measwred by the
nominal value of the confracts. Information on bid-
ask spreads in forcign exchange markets s more
readily available.

IThe tnereasing prevalence of rading cutside alfivial exchenge
heaers, as weell as the use of eff-hours fulwees for secoriiies, suggest
that there may be an inereasing need for supplemental statistics on
off-howirs trading, especially sinee liguidicy conditions in thase
markets may difter substanially (Tom conditiens during regular
eading hoors,

Fhe mmost recent survey collected data on temever i foreizn
exchange markets Prom 48 cental Banks duving 2000 (BES, 2002
The BIS publication also includes the detailed methodology [or
the swrvey,

8 +» Financial Markets

Bid-ask spread

.44 The Guide is of the view that a natural starting
point 15 the bid-ask spread ona benchimark demesuc
sovernment o central bank debt security. The sim-
plest measure of the bid-ask spread s the difference
between the best (highest) bid and the best (lowest)
ask price in the market. Thus, XYZ security with a

best hid price of 120,375 and o best ask price of

12005 has a bid-ask spread of 001250 It is recom-

mendad that bath the bid and ask prices he collectod,

To fucilitale comparison ol bid-ask spreads across

assets of differing value, the Gride recommends that

hid-ask spreads be expressed as a percentage of the

ridpeant of the bid and ask price of the assel. For

erample, ALBC security with a bid price of 10,375

and an ask price of 0.5 hos o bid-ask spread of

(125, the same as for XY Z security, But the bid-ask

spread for ABC security is larger relative to the value

ol the security:

« Spread for ABC security as a percentage of mid-
price = (L1251 (1LA375)

. = .20 percemt of midprice.

« Spread for XY security as a percentage of mid-
price = (0.123) £ (120.4375)

. = (1L 10 percent of midprice,

845 More pencrally, the spread as g percentage of
midprice can be calculated as follows;

F= Al = BPIIAR + BT} = 100,

where & is the spread, AP is the ask price, and 8P 15
the bid price.

846 For traded debt securities such as honeds and
hills, the bid and ask guotes can be o terms of yield
rather than in terms of price, In such instances, the
Ciwigde recommends that the bid and ask yields he
separately reported and converted inte price werms so
thal the omudpoint and spread o price can be
aobserved, Methods of calculating bid and ask prices
from vields can dilTer depending on the maturity of
the instruments and rthe specific market practices for
queting vields, However, the type of information
required for conversion typically ineludes the par
value, the guoted yield, and the maturity {or for
longer instruments, the duration} for the instrument.
Box B.1 provides some comversion equations and
numerical examples of caleulating bid and ask
spreads in price terms from yields.

8.47 The number of securities that can be traded at
the best hid and best ask price provides an important

g7
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Box 8.1. Converting Bid-Ask Spreads from Yield Quotes into Price Terms

Far traded debt securities such as bills and bonds, this box pro-
vides nurmerical examples of how to canvert lud and offer
quoces in yield terms into price tarms. These examples are ilus-
trative; nationzl market practices for quoting vields can differ,

O July 30, 2002, it o5 assumed chat a hill has the following
characteristics:

Maturity Crys to Maturiyy  Bud Yield  Ask Yield

Cuctober 24, 2002 i1 .03 6,02

The discount yield on the bill maturing October 26 is 6.03 per-
cent based an the bl price of the bl and 602 percent based an
the azk price of the bill! If che yields are quoted as bonk discaunt
viglds such that

par vaibe - market price ELY

g = ——————— 1w ,
par valkie n

then rearranging the equation the market price can be com.

puted as follows:?

ks pnre=|‘:c..r'mla.'ele — R I:n.fliﬁl:l:l].

Wsing the hid and ask yields as inputs, and assuming that the par
value is 310,000, the bid and ask prices can be derived as fellows:

Bidl price = $10,000 = {1 — [0.0603 « (86/360)]) = $9.855.95)
sk price — 10000 % {| - [D060T = (B6/360Y]) = $9.854,19),

The bid-ask spread as o percentage of che midprice can ba cal-
culated as (R.B56.1% - 9855 95)[{F856.19 — %855.951] =
0002 percent.

If the bid and ask yields on bonds are guoted as bond equie
alent yiglds rather than bank discountc pialds such chac
par volue — marked price &5
gy = # .
j miarkerios n

then the market price can be compuced as follows:

r e

midrket price = _/_i-‘f-' s .
P

L] f %

L 35

X

"The bid price is the price at which 2 cuscomear can sell the Gill to 2
dezler in the security, whereas the ask price is the price a2 which the
custamer can buy a security from a deales

EThe Iecal method wsed for caloulting the bid and ask yield rmay il
fer from the discounc yield method, for example. the bond cquivalent
ield mrright e used)in deriving the bid and ask prices from yelds. the
fermulz relevant to local practices should be used,

Using the bid ard ask vields as inputs. and assurning that the par
viloe is 510,000, che bid and ask prices can be derived as follows:

Bid price = $1000071 = [0.0603 = (86365)] = 10,000¢1,014707
= 15,859 5]

Ask price = SI0000 4 Q0802 iH&"ESS:I]
= 1000010141841 = S9BE0. 14,

The bid-ask spread as a percentage of the midprice is
032986003 = 0L0D2 percent,

Bonds
It 15 assumed that a bond has che fellowing characteristics:

Qriginal  Remaining Far Bid!
Maturicy Marurity Wzlue Offar

A0 years 5 years F1,000

Caupon

360 annuaily

B.03/7.97

therefore che value of che bond can be written as follows:

=

coubon bar volue
ST e il

pricee = = Pk
s=l{l+r) ({l+r)

ar,

| I
price =coupan x —| | |- bor vaiue <

"'.__ (|+r}; i

|.r|—.-':lr-

where T is the number of periods te the matarity, and 7 is
bidoffer incerest rate for each pericd.

Accordingly, the bid and offer prices of the bond in the abowe
example can be derived as follows:

i N
| |
bid price = 80 = - - |-—|.|:u:|:|
Co803L (i pmos)’
|
¥ ————= $912.01
(1osaa)
5
usk price = 60 = | p |+|.|3CID
Q0797 | (Lovar] .
|
8 ———— = $92128,
[1o797)

The bid-ask spread as a percenczpe of the midprize is
227920015 = Q.25 percent.




we

cantext for interpretng the bid-ask spread, and the
Criicle encourages the dissemination of this informa-
tion along with the best bid-ask spread. Tn particular,
any asvmmelry in the number of sccuritics thal can
be bought and sold ar the best bid and best ask price
should be monitored along with the price quotes. For
example. the number of securities that o market
maker is willing 1o sell ar 12005 might he 1,200,
while the number of securities that a marker maker is
willing to buy at 120375 might be 500, indicating
more sell than buy pressure in the marker at the
quited price. Sostained over time, such asymmetries
canvey uselul information about the speed and cer-
tainty with which deposit takers can dispose of their
liquid assels.

848 For consistency with the turnover ratio, the bad-
ask spread should be compiled on a daily basis or, at
a minimui, oo g weckly basis. The [requency of
price abservalions can be on a lick-by-tick basis, but
preferably at least two quoles per day should he
taken (for example at 10030 am. and 2:30 pon). 1F
price chservations are taken on a less than hourly
basis. care is needed to avoid biases related o sys-
tematic volatliey of inraday price quotes. In partic-
ular, empirical work suggests that spreads are Lypi-
cally higher around the opening and the closing of
the market, with sharp luctuations immediately
before and after the lunch break. The daily (or
weekly) bid-ask spread can be compured as the aver-
age of the bid price less ask price observations dur-
ing the period,

849 Bevond the simple measure of the best bid-ask

spread described abowve, there are twa additional

ways of caleulating the bid-ask spread that rake into

account the quantity of securities that can be traded

at the quoted prices.

= A Umormalized”™ version of the simple bid-ask
spread can be calculated by taking the difference
between bid and ask prices for the same or a simi-
lar quantity of securities. For example. suppose that
the best sell price for XYZ securities is 120.50 for
1,200 securities, Suppase that an the bid side 1,200
Y seeurinies can be sald only in two tranches as
Followes: SO0 at 120375 and 700 at 120,125, The
“normalized” bid-ask spread s 0,271,259

D S0 — ] T20L3TE = (000 2000 + [ 12001025 = (00 2003 )
=271

8 = Financial Markets

= A oweighled average of all bid-ask prices, not just
the best in the marker, can also be caleolaled, using
the bid-ask size as weights, For example, given the
Foallosving bid and ask quotes:

Ask quores
Total ash size = 6,700

Bad quotes
Total bid size = 2,200

Size Percencage Price Size Percencage Price

| 200 {13} I20.50 500 (Z3) 120.375
2,000 {30 120625 oo 37 120,250
3,500 {52} 120750 1,000 i43) 120125

the weighled average bid-ask spread can be caleu-
lated as

[(O.18 = 1200500 + (030 = [200625) + (.52 =
120.7500] L

= [H23 = 120,.375) 4+ (032 = 1202500 + (045 =
[20.125)]

= [{21.58 + 36.01 4 G3.08) — {(27.36 4 38.26 +
S4.600

= (120067 — 12022}
=10,45.

Muore zenerally, the weighted average bid-ask spread
can be calculated as

MU oge Yo (e
E[ A5y an |-| B P H
LA TAS RN R )
where AP, and A5, are, respectively, the nth ask price
and mih ask siee; B8P, and B85, are, respectively, the
wth bid price and ath bid siree; woial ask size is given
by TAS = 3 | A5 total bid size is given by THS =
E ffl. i M5 and & s the number of observations,

Annex. Structural Indicators
for Financial Markets

.30 In dilferent countries, finuncial markers are
different stages of development, and this can affeet
analysis of FSIs, particularly for market-related indi-
cators. While colleclion svslems may not be sulfi-
ciently advanced w provide dsta on activity in the
various ypes of lingncial markets, it may be benefi-
cial 1o poelicymakers and analysts to he provided with
some indication of the types of markets that exist and
their stuge of development.
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Table 8.1. Stage of Development in
Domestic Financial Markets for a
Hypothetical Country

Owerall
Evaluation
{Entrics Are
Husrrative} Cammaents
Maney markecs
Interkank 0
Teeasury bill e
Cencral bank bill
Cerrificare of deposit T
Commercial paper *
Bankers' acceprances !
Fepurchase agreemants L
Securities markecs
Gavarnment bonds 3
Carporate bands +
Assei-backed securities
Equity aad
Fewengn exchange markets
Spat i
Forward =
Swaps o
Oher derivatives markecs
Fufures #
Cptions "
Swaps &

Oither firancial markets
Commaditivs —

Fary impartant
*lmportane
*Ewiaty, nol irnpostant
—~lpneisrant

8.51 Lo¥ this reason, Tuhle 8.1 can he useful: it also
gocs beyond the ugreed FSTs The table s imtendad to
provide o summary presentution of the state of devel-
apment of domestic [Tnancial markets, indicating
also the extent o which national authorities consider
specific markels o be important. Table #.1 provides
a hypothetical example Tor illugtrative purposes.
Additonal information on whether the market is
arder- ar quote-driven could be added.

8.52 Payment system information is not covered m
Table WL, However, an example of the type of pay-
ment system information that could be made asail-
able 15 provided in the so-called Red Book published

Table 8.2. Example of Data Request
During an FSAP!

Markets. Describe che numbes and rature of financizl markets
[provide copy of perinment rules and regulations) and lisz che
mstruments traded,
Fareign exchange market, Local currency versus ULS. dollar (spar,
farwards, and derivazives, if ar).
Money market, Frovide data for the following:
— Certificates of depasit with different maturicies
— Repurchase agreements (repes) (including repas far intraday
liquidity 1o suppart a Feal Time Gross Secclement [RTGE]
system)
— Treasury bills warh wp 1o one year maturty in loczl and fereign
exchangs
— Coentral bank bills with up to @ne year maturity in local and
froign exchange
Commercizl paper, if any
Darivatives, futuras, options, farward-rate agrosments, and 53 on
Government securities market. Provide daca for che following
Maotes {1-, E- and 5-year), bath benchmarks and of-the-runs, and
indexed noces, if mailable
— Bonds (10-, 15, and 30-year), both benchmarks and off-the-runs,
aned indesed notes, i1 ailable
— Futures and ather derivacivas, if available
Equities. Provide data for the following:
— Thez number of listed companies and ol marksr capitleation
Ten most traded equities
Dierivartives, futures on indexes, and o an

Drata, Frovide the following data on respective markets far the kst

three years. if available:

Frequency: Caily

Price: Bid and ask pricesfinteresc races, if avalable
Minirum and raacienuen pricesinterest rates during
the day {or perod of obseration), i relevanc
Average pricesiinterest rates, where relevanc
Closing prices/interest rates, where relevant
Market indicators {marker index, if available)

Tiarricwver: Turnaver during peried {value per day or manch)

Averags number of trades during day

Oescanding value: Value at market price of percinent most traded
HHCE
Walue at market price of toral marker

Source: Sarr and Lybes (2003

by the BIS™s Commitee on Payment and Senlement
Swstems (BLIS, 20035¢).2

8.53 Table ¥.2 provides examples of structural data
requested 1o Financial Scelor Assessment Programs
iFSAPs) canduected by the 1M and World Bank.

SThe abjective of the SBed Book s fe provide a clear and rea-
sopnbly comprehensive desceription of & countey™ paymen] sys-
e b o seadder wha bas some Gooiliany with paymment sysiems
i general bul who Knows litde or nothing ahour the paicula
arrangements in that counre
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9. Real Estate Price Indices

Introduction

0.1 For macroprudential analysiz, it s highly desie-
able o have indices of real estate prices! both
because deposit lekers may have lurge cxposures
ihoth direct and mdirect) to real estate and becawse
they may be affected by the potential volatility of
price movemnents, Moreover, real estate assels are o
major clement ol the wealth of the private sector, The
direct exposure 1o risks arising from real-estate-
related lending of deposit takers can be monitored
through the FS1s related 1o real estate Joans that are
describad in Chapter 6,

9.2 Deposit takers” exposure to real estate prices can

arise because they may

= O Teal estate;

* Lend W customers o purchase, construct, or de-
velop real estate;

* Take collmeral in the Torm o real estale;

* Lend to ather deposit takers who have real estate
exposures or who fund real-estate-reluted lending;

* Be subject to the risk that real estate loans will be
prepaid, which can contribute to balance sheet
volatility and asset-linhility mismatches;

= Ohwn securitics on which the payment of principal
and nterest is backed by real estate loans,

* Be exposed 1o the real-estate-related lending

exposures ol subsidianies or branches o ather

eCONaMIes:

Be exposed to households and corporations that

can he alfected by changes in the servicing costs of

real-estate-related borrowing andfor price move-

ments in real estate; or

o Qctaber 2003, o jomt [ME/BLS conlerence was held 1o ex-
plore the relatianzhips between real estare and financial stahility,
the infurmation nesded on ceal estate, wehnicel aspects of compi-
lation of real estare indicatars, and possible avemoes for future
wark, The proceedings of the conference 15 in BIS and IME
(2005} Thiz chapier reflects some of the discussions ar that
conlerence.

+« Be exposed to specific locations (such as tourist
fucilitics or cenler cily offices) that may be subject
o more volatile price conditions than in the wider
real estate market.

9.3 The reasons why real estate prices are polen-
tally voelatile are varicd. Real estate ma¥kels are
Uliqued, with sales negauated with high rransactions
casts, Supply is inelastic in the short rerm owing o
the time nesded 1o plan prigects and complele con-
struction. Development is often subject to many legal
or ather restrictions, such as a shortage of urban Tand
that can be developed. Under these conditions, the
impact of changes in demand on prices is exacer-
bared, While international capital flows into or ot of
real estate can rapidly and unprediclably aflect mar-
ket sales and prices, price volatility is also endoge-
nausly induced through the provision of domestic
credil, During an upswing o real ostatle prices, real
estate may be used as collateral for extensions of
credit for further purchases. Bub onee conditions
higin Ly reverse, such cxposure can cause the down-
turns m econoimic activity, credit, and real estate
prices to become mutually reinforcing.

Measuring Real Estate Prices

.4 Constructing represcnlative real ostale price
indices 15 challenging. Difficulies can arise because
real estate markets are heterogenecus, both within
angd neress countries, and iliguid. There may be no
unamhbiguous markel price. Moreover, such diversity
and lack of standardization result in the need to
gather o wide runge ol data to compale indices that
are characteristic of the various market segments,
this contributes to high data collection costs and may
require grealer lwechnical sophistication, Represcenla-
tve real estate prices oo residental and commercial
markets can be hard 1o measure accurately given the
small samples that are often available, as there may
be disparate prices for apparently similar properties
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and prices may be volatile, Expericnce has shown
that there are particular difficulties in measuring
commercial real estate prices across the economy,

9.5 The measurement problem s compounded by
the significant differences i price ilformation on
real estate transactions, differences that depend on
the stage in the transactions process al which the data
are collected. It is possible to construct a umeline—
which can cover a half-year or more—aof the sluges
in the real estate loansaclions process:

= Advertisement of the property and its asked price,
+ Werbal agreement to purchase ut a negotisted price,
= Approval ol mongage financing,

= Aprecment on contract,

« Completion of ransaction,

= Registration of transaction or deed, and

= Wuluation assessment.?

06 To understand the properties of the price seres
compiled, it 15 important 1o knesw the stage in the
nmeline of ransactions al which the information is
collected. At each stage, different tvpes of coverage,
prices, and data sources may be involved. For caum
ple. advertised prices available Irem brokerage firms
often excecd the nesotinted sales price, which in wirn
may be different from the amount of the mortzage, as
the larter might include fees and exclude cash contri-
butions. D2ata on advertised prices provide first indi-
cations ahout price trends but are often incomplets
and do not reflect actual prices and transactions, Con-
versely, inlormution provided at the registration of a
transaction can be the most complete, as it can also
include privately arranged sales, but it may seriously
lag behind transactions and trning points in prices,
Sirmilarly, mortoage-hased information is somenmes
highly ®etailed regarding the characteristics ol the
property. but it can be proprietary, limited in cover-
age, or compiled differently by different lenders. The
nature of the informanion derived at different stages
af the transaction can also vary depending on the
country. Clearly, these diflerences can affect the ana-
[yvtic uses of the price series compiled.

9.7 Mareover. there is limiled internationul experi-
ence in constructing representative real estate price
indices. Although compilation of information on real
estate prices is a part of the measurement of the
national accounts, and such prices are included in
many countries” consurmer price indices, little atten-

FThis Can OSour an an ongeing basis,

tion has been paid to the construction or dissemina-
Lion of real estate price indices in many countrics.
Compilaton elforts have been constrained by the
high cost and technical difficulty involved, the lim-
ilesd demand for such data in the past, and the pro
prictary control of much of the key detailed data use-
ful for compiling mdices, Indeed, in many countries,
the compilation and dissemination of real esiate
indices are undertuken by private corporations or
associations involved in the various real estate trans-
actions mentioned above that have good access 1o
data and commercizl ressons o compile the indices.

9.8 Given the relatnve lack of international experi-
ence in constructing real estate price indices, the cost
of creating real estare price indices, and the diversity
of users with needs for different types of real estate
information, the Gride does not recommend a single
set of indices or compilation methods bul deseribes a
range of techniques whose application can be based
oo lecal needs, conditions, and availability of re-
sources. Nonetheless, the Gridge docs recommend that
sepiriate indices be compiled for residential und
commercial real estate, because of the very different
conditions prevailing in the two marksts. To caplure
changes in real estate price trends, the e ad-
vocates quarterly compilation of duta. Meradata de-
serihing in detail the content and coverage ol and
the conceptual approach underlying, any price index
disseminated is essential,

0.9 When developing real estate price indices. the

compiler shauld be aware of the following:

= There is likely to be a wide range ol difTerences
amony properties. Typically, real estate prices dif-
fer widely based on locality, tvpe of real estate,
and specific features of cach propeny. I is often
dilficult to identify a standard real estate unit,

* The nmix of transactions by type may vary period
by pericd, complicating the construction of weights
ta use o indices.

* As noted o paragraphs 9.5 and 9.6, information
can differ significantly depending on the stage in
the transactions process atb which data are collected.

* For subindices in particular, there may be too few
observations available within a given peried o
draw valid staistical conclusions,

= Different approaches may be needed o measure
transuctions and stocks in real estate, Transactions
data, which cover those properties for which trans-
actions are reported noa given period, could he
vinlatile because of the changes in the mix ol trans-



actions? bul might provide early signals ol price
changes, In contrast, stock dutn can be more repre-
sentative but cover the large majority of properies
for which there ure no transactions within the period.

= Real estate exposures of financial institutions may
be highly focused and atypical of the broad mar-
kets, Moreover, exposures (o new real estale ven-
tures may not be well covered by existing statisii-
cal data collection syswems.

.10 To the extent that there are & varicly ol distingt
real estate market segments, there may be a demand
from users (such as the institutions financing the
properties and the regulators of such institions) for
subindices For at least some market segments, in
additiom e an accurate aggregate index covering the
econamy, Far instance, there may be a demand for
subindices that cover luree urban centers, Subindices
for key types of real estate. combined with informa-
tion on the most important types of real estate expo-
sures, can help in the analysis of how price changey
mizht alfect financial stability conditions within a
country, Such analvsis can ollen be useful, provided
care is taken L ensure that the price indices used arc
relevant Tor the expasures identificd. However, as
noted above, compiling the necessary information in
ways that highlight the specific exposures under
investization may be challenging,

$.11 Finally, real estate price information cun he
drawn from data used to compile the national
accounts, such zs halunce sheet data on the stock of
housing und other real estate. price movements, new
construction expenditures, Maintenimes cxpenses,
and depletion and loss of stock. Natonal seatistical
offices, which compile sectoral data, could be an
important source of information about the condition
of the real estate sector and price movemants affect-
ing real estale and construction,

Structural Indicators of Real
Estate Markets

912 Ta construct real estude price imdices that pro-
vide a consistent measure of price developments

rransactions data ooy be affeoted hy evclicnl mevements i
prices and volumes, gz well as by the tepes of vis for which there
are transactions, For instance, during perinds of price upswings,
siles might be more common for highee-priced propestizs and vice
versd i downswings,

2 » Real Estate Price Indices

over Lime, the Gurde considers it necessary [or hasic
structural information 1o be collected about the stock
of real estate and the [actors that affect real estue
prices. This invalves the preparation of inventorics ¢
the stock of residential and commercial properties 1o
provide g buascline lor the compilation of price
indices. These data could alse contribute (o the con-
struction of basic stutistics on social and economic
conditicns.

.13 The inventory could be developed through the
use of periodic surveys or censuses of real estate and
be updated by information from transactions records
ar ocngoing surveys, or through the use of tax, permit,
decd, or other recards? For example, transactions
records might be abtained from the authory—usually
a local ar national regisicy—ithat s respohsible for
recording the ransfers of property ownership in s
Toculity, When ownership changes hands, these
autharities update their records. Related o this can
be assessment daw used for the determination of any
property taxes, While this information may well be
vpdated only infreguently, such records might be
detailed we the excent that the level and rate of 1axa-
tiem mught vary depending on the characterisrics of
each property, with the relevant characteristics deter-
mined by local circumstances.” The availlability ol
trunsactions data from rransaetions records held by
the local authoritics or from real estate agents—ihi
15, cotities that bring together huvers und scllers of
real estate—ocould assist in the creation of a price
index if such trunsactions data are available over
time lor real estate of a similar or common type,
Financial insttutions active in lendiong ta the real
estate market may also be o source of information
hecause they often need detailed descriptions of
properties to assess their value Tor lending purposes,
for use as collateral, andfor for any transfer ol the
martgage loan o third parties. Valuation assessments
are particularly important in the case of commereial
praperty,

914 Specilving characteristics (categories) ol real
estale inuny inventory is important. Such calcgorics

e possibiliny is o nderiske o howseshold serves. aliboogh
cligining adequate responses Itom households can be diffieul.

Such o survey could be incorporated inlo a browder survey of

hensehold income, expendiure, assets, and liobilities thar would
alao suppart the commlanon of other F515, and
sLalisTIcs o g,i*.m‘.l'.‘tl]y.

Flhese and other dag sowsces are discussed o Pollikowski
(1995),

ILCTORC I 1
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should be solficiently disaggresated to be able o
identify the kev features of the real estate that affect
its value, butl the degree of detail capied will also
vary according (o needs and resources, The specific
categories thal are important to determining prices
will vary among ceonomies and so should be identi-
fiecd by national authorities, based on local condi-

Licms. Scboul below are some of the key characteris-

s thut might be captured in such an inventory:

« Number of units, by major type of unit, For res-
idential real cstate, wounit might be g single-cwner
dwelling, and the type might be a derached or
sermidetached town house or apartmeant,

* Location. The adidress and perhaps neighborhood,
census tricl, or administrative districn

* Purpose. The use of the real estate unit. such as
dwelling, shop or retail outlet, factory, or govern-
ment ellices,

+ Type ol construction. Concrete, svood, thatch, and
43 0.

= Age of unit, The number of vears since construc-
LICHT 0 1L for renovation,

= Size. The number of sguare meters or square et
ol the structure and fot,

« Mumber of rooms. The total number of rooms.
with possible itemization of specific types of rooms,
such as hedrooms or hathrooms,

= Litilities and amenities, Whether the property has
g water supply connection, sewerage cannection,
electricity, or other relevant amenity.

= Physical condition. Tnterior and exterior mainte-
nance, evidence of damage, and similar issues.

= Last sales date and valoe, current market value,
und tax valuation.

= Yacanl units, Whether the real estate 15 n use.

» Tenure. The status of the occupant, that 15, owner-
oreupicd (Trechold or leaseheld), private rental, or
public scctor rental.

= Rental information. The amounts paid (o rent the
real estate, in totul or in terms of the cost per unit
ol space, such as per squire meter,

* Building permits, completions, or other mea-
sures ol current activity.

2.15 With the uheve information, data can be com-
piled on the weoover in, the key structural features
of, and the general conditions in the real estate mar-
ket which help supplement real estate price infor-
mation when undertaking financial sector stabiliy

analysis.® For example, the lollowing basic data,

preferably disagoregated between residential and

commercial property by city or other geographic

location, could be compiled from the information set

out in paragraph 9.14:

= ‘Total stock of units and the change in the stock;

= Decupancy rate and vacancy rane;

= Tatal number of ransactions, annually or guar-
terly: and

= Awcrage rent per residential umit or per unil ol
Rusiness space (such ag squace meter),

Constructing Real Estate
Price Measures

Average (UnitValue) Prices

916 An average sales price statistic in each report-
ing period can be caleulated by dividing the sum of
sales prices by the nomber of units for shich there
wiere transactions during the period, Unit value
indices are probably the mest widely available price
meazures for real estate, in the form of average sales
data or average tax assessment data, and sometimes
privide useful information about large changes in
prices, especiallv if disaggregaled into more homo-
seneous subindices?

9.17 Such a unit value index is, however, nol a true
price index. Tt can be seriously biased by a few trans-
actions with extreme values, changes in the mix of
transactions, or changes in the quality of the units
being trunsucted. For example, unit value indices
mizke no adjustment for gquality mprovements over
time and therelore sufler from an upward biss over
tirne. Although broadly nseful as a snapshet of over-
all real estate prices, onit value indices olten are less
useful than price wndices that adjust for changes in
the mix of churacteristics of proparties,

Median and Mode Prices

9.18 To compensate Tor the biases affecting average
prices, some indices are basced on median price (the

“The mventory of real estale marke? conditions descriled Twene
does mot provide s cemples pictuce of the Tmanciad sector stabil-
ity implicanions of real estate, which would glse inclnde compila-
tamn of data en Anancial insritotions” exposures and the Gnancial
conditicns of occopans and punchasers.

TPur instence, sublndices For srandand twor bedreem apurtiments
i different eities could be compiled, us such tepes of apamments
are uswally common,




middle value from ameng all values in the panel) or
mode (the most commenly experienced price), These
measures may be uselful lor specialized purposes, but
both methods sulfer lrom the exclusion of significan
information.

Price Indices

99 Price indices are composite measures that
guantity the value of a set of prices for a varicty of
items, Price indices ¢can be compiled either by stan-
dard Formulas ar regression technigues that estimate
the value of a4 composite or standard unit of real
estate.® A price index can remowve the ellects of
chinges in the composition o ransactions or of
changes in queality, 14 arrive at a more sccorale mea-
surg of prices for comparable units of real estute.
Price indices are purs numbers describing a chunge
from o henchmark unit of value Dosoally 1000 inoa
hase period and, as soch, can be compared among
economies with different types of real cstate,

Laspeyres real estate indices

0200 A Laspeyres price index Tor real estate calou-
lates the weighied average chunge in prices over a
period for a lixed basket of real estale drawn rom
some hase period, [ compares the oal cost of pur-
chasing a specific guanuty and mix of real estate in
the hase period with the total cost of purchasing the
sumie quantity and mix in other periods, An index of
these costs is then constructed. The intention 1= o
caleulate a price index [or the outstanding stock of
real estale using information from ransactions over
a period andfor from apprassed values of real estate,

9.21 For example, using the information in Tahle 9.1;
{i) The total cost of purchasing types A, B, and C
properties in the base period wias (1600500 +
(R0 + 01O 100y = 11, 100,
() At prices prevailing in the current period, the
toral cost of purchasing the hase periad quantities
is {FOOGO0Y + (3000 + (10 10h = 13,400,

B4 standuerd unit of real estate, separately dentified Tor residen-
lial and commercial, 15 @ construct that attempds o iake aeconnt of
all the specific factors that might affect the price of real estae,
This camnsiruct s pasociaied with hedoms methods of cileulaling
real estate price indices, deserhed below,

% » Real Estate Price Indices

Table 9.1. Quantities and Prices
of Real Estate

Type of Baze Baze Current
Fropercy Period Feericzd Fericd
L Cruanticy 9y Price f, Frice p,
Afi=1} (] 54 &0
Bii=2 30 1 g0
Cili=13 10 104 1140

(i) The Laspevres index Tor the corrent period is
thoerelore 1O 12 40001 L0000 = 1218, This
means that prices in the current period are
21,8 percent higher thun'in the hase priod.

922 Generalizing

2, the Laspevres index can he
specified as

5

P
> il
b .'K 1
I z f.".-:.'.l”:-.'

£ = 10,

where

K = the number of property 1ypos;
o = the quantity of property tepe £ in the base period,
i = the price of propery type ¢ in the base period: and
it = the price of properly Lype §in the current period.

9.23 The lollewing data are needed lor calculating
o Laspevres real estate index: (1) the stock of real
estate by type in the base periodd, and {20 the price by
type of real estate in the current period relative 1o the
base period price. Ideallv, a census of real estate s
taken to establish the stock and price {or cach type ol
real estale 1o the base perniod. Lach real estate tvpe ¢
in the base period should be defined to be scme com-
mon real estate tvpe meaningful for the purticular
coonomy (such as two-bedroom apartment. or
center-city street-level retail space berween 30 and
100 sguare meters). The index isell is o pure
nurneric scalar thal can be compared between
cconomies withouwt having to directly compare the
Lypes of real estate in cuch coonomy.

9.24 A Laspeyres index is well suited for construct-
ing broad measures of prices, such as national indices
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of house prices or natonal accounts estimates of
imputed rent lor owner-occupied residences.® It can
also he used for wrgeted measures of prices, such as
housing in the capital city, Problems in Laspeyres
indices can arise o the extent that they da not reflect
the current mix of trunsaclions, may not capiure
information on sectors where a standard unit of real
estate cannot be defined, und do not adequately cap-
ture information on rapidly developing sectors,

Hedenic or quality-adjusted regression
price indices

9.25 Hedonic regressions derive the price series Jor
a standard real cstale unit by using gconomelric
regressions o remove the influence of specific gual-
ity facrors that alfect acteal sales prices. The factors
tvpically include the age of the unit, size. number of
rooms. physical location, and facilities such as run-
ning water or wilets. The relevant factors differ by
country, The use ol hedonic regressions is a morc
advanced approach o calculating real estate price
indices. However, this approach requires detailed
datn on the characteristics of cach property and may
b challenging w apply,

9.26 In view of the complexity of the defining char-
acteristics of real cstale properties, and particulurly
the effect of the aze ol 2ructures on prices, hedonic
regressions —updated at reasonably frequent inter-
vals—uare oflen used to estimate the evolution ol real
estite prices. Hedonic models were Arst delined in
the work of Griliches in the 1960s, " An advantage
of hedonic regressions is that they can wtilize data
from 1:-"!erzﬂl}f all wansactions without having Lo
undertake a base period census, Another advantage is
that a variunce (disturbance term) not explained by
the cconometric model is generated, which gives an
idea of the dispersion of prices and period-wo-period
varigtion after controlling for the mix in property
charncteristics. 12

oo TYWESNA, parazraphs .29 and GHY,

See Griliches {1964

tam example s provided in Case and Seymanaske {1995

EHedoanic estimates can be wsed in Laspeyres indices. For
example, the U8, Bureon of the Census used this approach o
single-family honses until 1996, {iaing the house chametoristics
over the period ol the index, Subscquently, indices were con-
strncted that alloswed For changes over Ume 1 house chamseris-
thes s prelerences changed,

Liguidity-adjusted price indices

9.27 Liquidity-adjustad price indices adjust price
measures o separately accoum for the influence of
changes in the volume of transaclions on prices.
Market liquidity refers to the speed wt which real
estate ransactions take place. which is o reflection of
the relative strength of marketr demand for real catate
relutive w supply, Prices are often positively corre-
luted with liguidity, rising during periods of fasc
tornover, and falling during slowdoans, By factonng
in information on the volume of trunsactions durimg
i ogiven period, it 1s possible to estimate Lhe separate
price elfcol due o changes in the transactions vol-
ume and thus derive a measure of the underlying
price movermnents as if there were no changes in the
volume ol trapsacticns,

Commercial real estate indices

9,28 The principles described above apply 1o resi-
dential and commercial real estate, but there are
same special features of commercial real estate that
can cither complicate of ease the task of compilation
of price indices.

0.29 A complicating factor is the great diversily of
types of commercial real estate, which may be
highly specialized 1o serve of the specific business of
the occupunt. Such specialization means that prop-
erty price may be closely linked to the success of the
aceupant’s business, of 1o the need Tor polential pur-
chasers to make substantial investments in a property
o cuslomias il 1o their neads, Moreover, the number
of transactions may be much smaller than in the case
of residential ransactions, which means that both the
mix of transactions and the value of tranzactions may
be guite voelatile acress reparting periods. Another
complicating factor is that statistical reporting sys-
tems oflen do not effectively pick up the relatively
small number of commercial transactions—as they
may involve privately negotiated sales—and the
chianging polerns of new construction. Moreover,
exparicnee suggests that commercial real estale
indices tend e be based on localities, such us big
citics, where there are specific concentrutions of
properiies available commercianlly.

0.30 Facilitating the process of compiling price
indices for commercial real estate is the fact thal




commercial real estate can be characterized as a
commodity consisting of sgquare footage or square
meters of commercial space for which rental or use
values can be esumated. The stock, new construc-
tion. rental rates. and vacancy and cccupancy rates
can all b measured in terms of space. For example,
rental rates are often expressed in terms of the annual
cost per unit of space, most commenly per square

9 * Real Estate Price Indices

meter, Such measures can also be used for purposes
of international comparison of rental costs, Impor-
tantly, commercial real estate brokers and lenders
often collect current and detailed information on
prices, turnover, and demand and supplv. all of
which can be useful in compiling commercial real
estate price indices. Agents and lenders in some
countries already compile such indices,
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10. Strategic and Managerial Issues

Introduction

1L Because of the wide range of data sources that
should be drawn on, compiling the full range of FSI
dara described in this Guide s 2 complex rask, More-
over, [or many countries such compilation is o new
endeavor. In this context, Chaplers [0 and 1] aim o
help provide a road map for developing 51 data, This
chapter covers the strategic and managerial issues
that necd addressing, while practical data compila-
tion issues are addressed in the next chapter. Lor
countrics with an established system of compiling
and disseminatng FS1 data, the need w deaw on this
chapter in particular may be limited.

Strategic Issues

10.2 Set oul below are some of the strategic issucs
that should be addressed when considering the com-
pilation ol FST data.

Which Agency or Agencies Should
Be Responsible far Compiling and
Disseminating FS1 Data?

13 Given the range of data sources that potentially
should be drawn on. it 15 most unlikely that all are
available 1n one agency. and so the job of compiling
FSI data will involve more than one agency. None-

theless, becavse of the mmportance of this body of

statistics in its own right, and 10 ensure that there are
clear lines of responsibility and accountability, the
Guide recommends that one agency should be siven
the pritnary responsihility for calculating and then
disseminating FS8ls—ithe lead agency.! The Guide
does not suggest which agency should be responsible
for calculating and disseminating F5ls. National
authoritics could wssign responsibility through a sta-

IThis recommendation docs not cover respansihility for the
apalysis and imerpretation of FSI data. which is o separate matter,

tistical law or ather statutory provision, interagency

Should a Specific Unit Be Responsible for
F51 Datal In Which Department Should
It Be Located? (e

10,4 Once a lead agency has been delermined, un
additional issue is whether there should be a unit
the lead agency that focuses specifically on the FSI
data set, or whether an cxisting unil should add this
task 1o its work,

10,5 The Guide sees benefil in establishung a sepa-

rate unit because of

= The wide range of data that needs 1o be handled;

= The need o develop specialist FSI knowledge; und

* The possible pattern of sarkload peaks: if there is
svnchronization of peak workloads- the decisions
relating to the timing of data release addressed
helow are relevant in this regard—it may not be
pessible woadd FSD work to the workload of an
existing unit,

1 I resource constraints dictate that FSD work is
o be absorbed into the existing structure, the above
points might be considered during the integration
Process.

HLT T a decision is made 1o have a separate unit. in
which depurtment should it ke located? Again, given
the central role of deposittakers” data i the FAT dat
sef, the location of related statistical work an deposit
takers should be an important facter in any decision.

What Is the Appropriate Approach to
Disseminating Data?

10.8 Decisions reluting 1o the dissemination of data
have impertant implications for a number ol the
compilation issues mentioned above, because publi-
cation deadlines help Tocus the work processes,

1l
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which in wrn alfect resource allocation decisions, An
mmportant decision with regard to dissemination con-
cerns periodicity. Also significant ure decisions on
the runge of daty o be disseminated, the tmeliness
of release. and the formar of release,

1LY Crhwing to the nuture of FS1s and their impor-
tance for decision making, countries might consider
widking toward disseminming at least a core FS1
it set onoa quarterly basis. Release of some key
lnancial market data on a monthly basis could be
considered, Chapter 12 discusses in more detail a
framework [or disscminating FSIs and the periodic-
ity of release. As Tor the timelhiness of release, given
the range of data required to compile FSIs, an uppro-
priate release dute could be within one quarter after
the relerence date,

LD Regarding the Tormat Tor the release of data,
the Cindde encourages dissemination on @ single cen-
mrahized website, allowing simultanesous release o all
users, gencril accessibility of the data, and rans-
parcney.” Monetheless, cargful consideration should
be given 1o the provision of additional infermation
when FSI data are released, given the broad range of
source data wsed in their construction and the com-
plexity of the informedion they encupsulate, Test
commentary on the main trends i the FS1data series
could ad interpretation, and detailed metadat
would suppor understanding of the data. Morcover,
semme countrics produce regular publications that
mnchude articles and data on financial stability issues,
ang this can he useful in putting the disscininated
F&ls in perspeetive or o providing extended discus-
sioms of relevant methodological issues, Regular sta-
nsncalpublications ¢an also be vehicles for the dis-
semination of FSI duta ay well as carnplenentary
information.

LiLI1 Crenersl guidance on dissemination practices
Found in the IMF's Special Data [Dissemination Stan-
dard (SDOEY and General Duta Dissenunauon Sys-
tem (GRS include an emphasis on integrity and
the need to avord nonstatistical interference with the
data,

At the June 2003 meeting of the IMF Excoutive Board o dis-
cuss FR15, a5 a medivm-term ohjective most Dhreciors supported
considerstion of the estallishment of & Fond Intemet galeway 6
prowide o single entry poing for aecessing FSLs disserminated by
EMIE mesmbaer countmes,

What Source Data Are Available?

10,12 One of the first wsks in developing systems
for compiling FSIs is the identlication of available
souree datn. When compared with the anformation
necded o compile FSls, this inventory of available
information will inform decisions an {11 resource
necds, (23 the allocation of work across azencies,
and (3) the development of work programs. Produc
ing a comprehensive st of existing data w1l cocail
elose coordination among polential compiling agen-
cies, More generally, it is essential that sources and
methods be well documented for use when prablems
arise, for ensuring continuity of process when there
s stall turnover or ahsence, and o suppaort the devel-
cpment of metadati.

.13 A related dssue s the extent of covernge of
ennties thar fall within the definition of 1the sector (or
subsecron), In many instances, a sample of the entitics
in the sector is surveyed, and the reporied data are
Terossed up” o estimate data or the entire sector, The
covernge of the survey tends 1o be more comprehen-
sive [or the largest entites in the sector, However,
especially in the case of the deposit-tuking sector,
while detection of vulnerzhilities in large instilutions
is impoertant, experience has shown thal weaknesses
in smatler institutions cun wlso have a disproportion-
ate impact on the health and soundness of the finan-
ciul swstem. Clearly, the broader the coverage of
institulicns, the more resource intensive the work.

Are There Adequate Resources to
Compile the Mecessary Data?

1014 National authorities are responsible for the
allocation of resources for the compilation of FSls
They are encoursged 1o provide ul least adeguale
resources to perform the key tasks Lor the compila-
tierr of the core set ol FS1s, These include the identi-
fication and azsessment of source data and the com-
pilation of the core FSIs. Moreover, authorities
should strive 1o develop and retain over time a core
contingent of qualified stalt that is knowledgeable in
statistical and financial soundness conceptls and
compilation metheds. The allocaton of resources
areng agencies may need to be reconsiderad.
depending on the function of the lead agency with
regard o gathering and caleulating FSIs and related
data, There may also be costs associuted with corm-
puter hardware and software thal will need w be
considergd.



10,13 In determining resource allocation, account
should be taken of uny needed improvements in data.
Decisions may nead to be made on whether 1o adapt
existing report forms and guestonnaires andfor de-
velop new surveys. In setting priorities for improve-
ments, the costs and benefits of existing or new data
sources should be considered. As noted in the man-
agerial section uhead, after the initial developiment
work is completcd and data are being disseminated,
a more detailed development work program can be
produced in consultation with other agencies in-
volved in the work.

How Should Agencies Coordinate?

116 Regardless of how the statistics are to be col-
lected and compiled, the process will be resource
nlensive, especially in the initial phase of establish-
ing sources and methads for building an [F51 data-
base, and cooperation and coordination among agen-
cies will he essential. Ensuring good cooperation
among srencics is likely 1o form a significam cle-
ment of the managerial function an a continuing
basis—in compiling FST data, this might often
involve cooperation hetween supervisors and gco-
nowmic statisticians, T is therefore important that the
“ground rules” for cooperation among agencics be
estahlished at the senior management level, Good
praclice sugesests that, ot the ourset, written lers
and conditions under which agencies are 10 cooper-
ate should be agreed. and procedures for ongoing
coonperation should be established, The tvpe of 1s5ues
tr be coverad in oo written agreement could be simi-
lar o those set out under "Coordination Among
Agencies”™ in the next section, "Managerial Dssues”
However, wl a minimum, such an agreement should
cover when and how data are to be supplied, as well
as the policies For revising data, In addition, becoause
of the interrelationship between FSEs and other dida
sels, procedures should be established wo ensure that
the development of FST data s consistent with prion
ities for the development of related swatistics.

10,17 Given the increasing presence of foreign con-
rolled deposit takers in emerging markets and the
need 10 report information to their home and host
country autheritics, cross-horder cooperation among
compilers might help reduce the cost o these deposit
takers of compiling the required data while alse sup-
perting the exchange of knowledge and skills be-
tween compilers across horders,

10 = Strategic and Managerial Issues

What Quality Control Steps Can Be Taken?

10.18 Sratistical quality 15 o multidimensional con-
cept that encompazses the collection, processing, and
disseminution of statistical information rather than
simply the accuracy of the numbers. At the strateaic
level, it is important that

= The principle of ohjectiviey fn the colleciion, pro-
ceswing, wid dixseminaiion of statistics be firniy
aeifrered vo, Statistics should be collected and com-
piled on an impurtial basis, with chaoices of sources
and statistical techoigues (Tor example, amang sur-
vieys and between survevs and administrulive
records) based solelv on statistical considerations,
The choice of methodologies should be justificd,
and inlormation abont the chodces made should be
readily avallable. 2 .

A dafi revisions policy showld be ser that follows o
vegulan well-estabdished, and Sransparent sched-
wle. Bevisions should be analyzed by the compil-
ing azency to allow assessment of the reliability of
the preliminary dara. Consistency checks within the
data sel and with other mujor data sets should he
regulirly undertaken by the compiling agency.

10.19 The [MEF's Daln Quality Assessment Frame-
waork (AR provides a comprehensive but flexible
Irumewaork For assessing data gualiey,t Rooted in the
Linated Nations” Fundanienad Principles of Official
Srarisrios ) i is the product of an intensive consuli
tion with national and international statistical author-
ities and data wscrs meade wud cwside the IME The
DOAF covers all aspects of the statistical enviren
ment or inlrasiructure inowhich data are collected.
processed, and disseminuted. Some key aspects of
the DOAF are reflected in this chapler®

Iz There Adequate Legal Backing for the
Collection of Data?

1020 For most FSl-related data series. legal back-
ing o data collection might already be o place. Bul
il new data are required, a first step should be w
wssess the existing legal suppaort for therr collection,
Adeguate legal hacking provides the statistical

Hhee Carson (20000 and IME (20 Be

Favailable on the Tnernet at hgeSanstas. anorgfunsddmet hods!
staterg/TP-Lnaglish bt

The DOAF developed Tor assessmg the qualiiy of manetiry and
Muamciel stetistics 5 available ot Teipofdsbbimiore/venfimages’
padteddaes_Monetsry Accpd [ OME 200300 and is relevant lor pro-
moting 51 data guality.
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privite sector e reporl the data required, but oblain-
ing such backing lor statistical collections could be a
complicated and lengthy process that 15 likely 1o be
undertaken infrequently. This issuc should be con-
sidersd as purt of u wider effon tw obuin legal sup-
part for data collection.

10.21 The terms of legal backing for the callection
of staustcs vary Trom country 1o country, depending
oo the nstwdional arrangements and the historical
development of the gathering of statistics.® There
may be o choce between legislation {by parliament)
and the 1ssue ol other legal acts (by the central bank
or the governoment).

10,22 Same tvpical dimensions of legal backing lor

statistical collections are

* Scope, The type of entities the compiling agency
can approach for data shoulid be clearly specilied
{far example, entities in the privite business seo
tor), and the rationale for targeting these entities
should be explained (for example, to monitor eco-
nonic actvity and financial transactions).

« Flexibility, The legal authority should be clear s
to the houndaries of the responsibilitics ol the
compiling agencies, without being so restrictive
that the agency lacks the freedom to adapt as new
developments emerge,

« Compliance, The compiling agency should have
the power to impase penalties on entitics that fail
{0 report.

« Confidentiality, The use of information from indi-
vidual entities for other than statistical compilation
purpgses should be prohibited.” thus establishing
independence of the statstcal compilation fune-
tien feom other government activity (for example,
taxation}.

« Integrity, Other government agencies should be
prohibited from unduly influencing the content of
statistical releases,

« Confidence, Appropriate penalties should he im-
pased on the compiling agency and (in particular)
mdividual employvees wha do not respect the con-
fidentiality of data, in accordance with the luw.

Ehee also Khawaga and Moerison 120020,

Mt s reengnized that the release of intormation on individual
entities inagaregated farm might mol alwiays salve the proldlem of
canfidentiality 16 ene o twn large enlities dominate the seclor

10.23 Other important elements of statistical legis-
lation pertain o the release of information on indi-
vidual cnuties n aggregated form only and the estab-
lishmenr of an oversight committee of independent
experts 10 ensure the professionalism and objectuvity
of the compiling agencies.

Managerial Issues

10.24 Huving decided on the strategic directlion of
the work, a number of managerial issues arise con-
cerning the implementation of work on FSls. Muost
important are the coordination with other agencies,
development of a work schedule, and consultation
with bath data suppliers and users.

Coordination Among Agencies

10,25 Because dala lor compiling FS1s are hikely to
be supplied by different agencies. a number of man-
agement challenges arise. First, procedurces arc
needed Lo ensure that the concepts used and data
compiled by the different agencies are consistent, ar
at least reconcilable. To this end, the lead agency
should develop expertise in international practices
and henchmarks for the compilation of FSTs and, in
a sense, aot as their goardion within the country.

10.26 Second. the lead agency should establish key
commanalities and differences in the source data and
should be aware of any inconsisiencies with the core
cancepts outlined in the Guide. The delinitions of
sectors and instruments should be assessed. as
should the accounting and valuation rules, The cov-
erage of the reporting population should he com-
pared for data dravwn from dilferent sources and osed
o caleulawe VS5 For the same sector, Revision poli-
cies for source data should alse he established and
monitered. In particular, revisions in regulatory data
arg sometimes restricted by legal mandate, whereas
data collected for monstary and national accounts
statistics are oflen revised on an engeing basis. Such
differences 1o revision policy can affect the compa-
rability of source data,

10,27 Third, the lead agency should be in close con-
tact with the duta-supplying agencies se that both
sides understamd the other’s needs and prablems, The
oming, content, and farmats of the data prowvicded by
the agencies should be established. Any chanees in
coveraze, definitien, or classification should be iden-




tfied in advance ol the provision of duta so that there
are no surprises during the data compilaton process,
Breaks in data series should be clearly identified.
Data-supplying/prodocing agencies should also sup-
ply infarmation on the shortcomings of the data.

10.28 Most datg are collected Trom individual insti
ttions on a strictly confidentiul basis and, in aceor-
dance with the usoul restriction that individual entity
data cunnot be disseminated, are published onoan
aggregatcd basis, These confidentiality consideri-
tions could restrict the wecess of the lewd agency to
the individual entivy data, leaving 10t rely on aggre-
gale data 1o caleulate FSIs. In such circumstances,
and given the role ol the lead agency in ensuring the
accuracy and reliability of the published FSIs, the
lead agency should work closely and cooperatively
wilh the datu-supplyving agency 1o ensure that apggre-
guted duta are constructed inaccordance with the
agreed principles. The lead agency should closely
monilor the data supplied and should have the right
w require Lthat the data sopplicrs provide explana-
tons regarding the data. Preferably, the procedures
o he followed will be covercd in the writlen lerms
and conditions under which azencies cooperite.

1129 Beyond the “official” procedures, it is impor-
tant that arrangements be put in place to facilitate
formal and informal contacts among the staffs of the
different agencies to deal with any problems expedi-
tiously and to avoid duplication of data coverage in
the different institutions, One approach for encour-
aging cooperation, developing contacts, and resolv-
ing problems is to establish a regular working-level
meeting among statfs of the various agencies. The
Guide recommends this approach. These meetings
could facilitate the resolution of problems and pro-
vide opportunities to discuss upcoming develop-
ments and possible future enhancements or changes
te collection svstems, Such meetings could also
facilitate the assessment of the impact of changes
BCONCINLS circumstances on the range of data com-
piled and disseminated. Such cooperation helps
deas to spread. fosters improvements, allows instifu-
tioms tiv understand each other's positions, and helps
build important personal contacts,

Planning Worldoads

10.300 Adrer the release schedule for FST data is
agreed, o compilation work schedule should be estab-

10 = Strategic and Managerial Issues

lished (Box 10.13% The schedule should specify the

sequence of asks including

« The delineation of responsibilities for each task;

« The data inputs and scheduling of the delivery of
data, with the supplving agencies’ agreement on
the scheduling, where appropriate:

= The time frame for compilation and verification,

= The schedule for the flow of data from one pro-
duction stage to the next; and

= The agreed release schedule,

10.31 The cstablishment of the compilation work
schedole should be o process thal occurs over some
period of time. If the initial schedule trns vutl Lo be
too light, some delay o the release date Tor data
might be necessary. When -::?Jmpi]crs rsd starl Lo
compile FSls, much polential for unforeseen prob-
lems exists, Therelore, countries mizht initially pro
vide a longer period before the release of data, with
a greater margin for delay, and gradually improve the
timelingss as they gain experience. Indecd, o trial
period Tor lesung the compiladon of FSIS is advis-
able before deciding to dissenunate data to the pub-
lic in accordance with a prearcanged limetahle, At
mioimurn, 1 s recommended that the compilatien
procedures be wested for tao periods Lo wdentily and
resolve any compilation problems that might arise.
Such an approsch would alse allow the authoritics to
gain greater understanding ol the nature ol these data
belore providing them 1o the public.

Consultation with Data Reporters

10,32 Even though legal backing will support com-
pilers” efforts to obtain the pecessary information
fremn the primury reporters of data (such as the indi-
vidual depasit takers), 1t is essential that a coliure of
reporting” be develaped. This is not easily or quickly
achicved but should be considersd as an ongoing
aspect of the work, Steps o encourage a culture of
reporting include convening meetings with potential
respondents and addressing their concerns, develop-
g report Torms that it casily o existing manage-
ment |'C'|jf.'l'l'[iﬂj§ Syslems and are not ove I'|}" EGITI].}JE,\'.
and disseminating and prometing the FSIs in o truns-

fxdorcover, & decision should be made regarding the way data
should be stored and managed so that they are best available for
vartous vses, Box 1000 provides some ideas.
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Box 10.1. Managing Data Compilation Systems!

The chioice of compurar system s impartant for the comailation
of Fals MWhile it s recognized that daca-processing systams are
developed o meet che circumstances in each country, this box
provides a brief overvies of some of the considerations 1o taks
inco-account and cutlines a few good practices

The mast straightforward choce of compucer system far FSl-
based data wark 15 the compurer system already standard in the
agency, This appraach has a numbear of advantages: staff is already
traned on the system, the capabilities are known, and computer
support is presumably available if cechnical difficulties zrise. In
addician, enly limiced time znd effort need be spent on choosing
the appreprizte software package. Such zn approach should alsa
facilitace the running of che system by compilers. rather than by
computer specialists without statistical expertise,

Important considerations in ecablishing che compilation system
are derermining how the work on FSl-based data fics ints the
other tsks of the agency and how existing compilacion and infor-
matian technolegy systams are to be utilized. For instance, a well-
specified naming structure for the data series & essential for the
compilation syseem. f such a structure already exists, o decisian
might ba made to exeend the existing structure te accarmmadace
additional F5l data series rather than create @ new stiucture. The
naming structuere detormmes organeation of the dat and the
ravigation of the database. In principle, any structure should be
easy 1o understand, and the oype of daa (frequency. value, name)
and echer accributes should be well decumented.

Some countries base their dzca campilation systerms on spread.
sheers such as Lotus or Excel Spreadshects are wselul for small-
scale tashs, such az development work, However, as the syscem
mawes from the deselapmeantal o the operacional smape, ic iz
desienble 1o shift oo compilation system that is built on database
seftware and 1o use it for the large tasks of data storage and
compuration. Experience shows that, when dealing with large
quantities of numbers, cransferring data betecen sproadshects
can asily result in errors that are difficult to trace, Iy addinon, e
can bg difficult co keep records of different versions of daca
-

There are different types of databases, Rebiional database pack-
aEes store dats ing set of linked pea-dimenzional tbies chac fzeil-
gty cross-sectonal analysis. Common relational database patk-
ages include Access, dBASE, Orocle, and Spsbose. Time-serics

IThis section draws on Bloem, Dippelsrman, snd Mehle (2001},

parcnl manner. Indeed, data reporters should see
same henefit arising from the provision of data, such
as obtaining information on linaoncial sector condi-
Lions relevant Tor theie own analvsis, 1T dat are col-
lected and compiled in an efficient manner and the

databases treat all abjects [dam arvays or vectars) as tme series
and are particulrly suitalle when the time dimension is a premi-
near feature of the daca. Cammon time-series database packages
include Aramags, Diank, and Fame. Mane of the datzbase packages
currently available is optimal for both trpes of eperatizns, Given
the natre of the F3l data set, a combination of databases—a
time-series database for the stomae and computatian of P55, and
a refational datzbase for the calevlnon of the underkang daca
series—imight e wsed i producing FSls, The database syscem
should allow ke pecewing and downloading daca in spreadshesc
fearrrat 1o assist in data exchange with dam reporeers and users.

Some gosd practices in dita handhing during che compilation
process are the following:

+ Each figure should ba entered only once and subsequently rel-
eranced by links so that all consequential changes are made in
the ewvent of revisiens. This s particularty imporeane for F3l
work, 53 that the systern s Texible encugh e accommedare
requests, such as for ad hoc peer group data, Preroguesies are
thar the source datz are readily zvailzble and there are not
dupheate versdaens thar could result in errors.
Crocumentation of saurces, processes, assumprions, and

adjustments to assist later compilers should be incloded
text of noces. Datz should have headings that describe the
series and jcs unics.

Sandardized formars should be used for all parts of the sys-
tem (for meample, basic sheets for mpur, checking, and aggre-
gation; eithar rows or columns for cime serics, not botl:
screens that display several vears of datz; expressicns in mil-
liczns o Billieng, nat both). The farmats should be dezigned for
compatibilicy with input farmacs cequived by the cancral com-
piling agancy.

Multiple lavers of pages should be used to shaow stages of com-
pilagicn separacaly while allzwing links 1o related stages.
Farmulas should be double checked o see thar chey doowhat
wias intended and have not Bees urincenoonally affected by
other chanpes.

Colet and font options shauld be used to separace inpucs, out-
puts, and edit checks,

Spreadsheets receivied should bu dined (for example, princed
copies czn be dated by wusing the Excel function “=todee (1™}
Backups of previcus versions should be stared,

Any spreadshees files and worksheets should have meaningful
A s,

Backups of dats and relevant software shauld be maintained in
separace, bur sasy o access, facilities.

*

-

F5ls are viewed as imporant, experience supgesis

that data reporters are more likely o respond.

10.33 Thus, for example, when new data are 10 be
collected, the compiler 15 advised to undertake report



form testing—that is, oblain feedback fram a sample
of potentizal reporers on whether the instructions are
elear and workable before they hecome operational,
Morgover, seminars and workshops explaining the
reporting reqguirements are valuable 1o hoth reporters
and the compiling agency, and are cncouraged. The
ongoing maintenance ol an electronic register of
contacls al the datu reporting institutions (including
the telephone numbers of those who have contacted
the agency ) provides information that can help ensure
a well-run stutisticul operation, Through such a reg-
ister, institntional memory at the statistical agency
can be developed and maintained.

Consultation with Users

1034 There should be mechamisms 1o cnsure that
the FS31s continue W meet the needs of policymakers
and other users, For instance. experience has shown
that corporate and houschold debt ends o inerease
following finaoncial liberalization, perhaps warrant-
ing expunsion of the FSIs to these sectors, if data are
nol already available,

L35 Mectings with policvmukers and other data
users should be pericdically convened 1o review the
comprehensivencss of the FSIs and 1o ddentify emerg-
ing data requirements, New inidalives could be dis-
cussed with policy departments and statistical advisory
groups; such discussions would provide justification
for secking sdditional resources, As with any new
body of statistics, programs that reach ol to users
can be wseful for promoting awacencss and under-

10 + Strategic and Managerial Issues

stunding of the duta, as well as for identfving data
quality issues and other user concerns.

Improving Source Data

L3606 While inthe short term cempilers may rely on
existing data sources 1o compile FSIS over tme
plans for improving or developing additienul data
series for FS1s may well need w be lormuluted. Adter
the regular dissemination of IS data is cstablishaed,
if not before, a priority List ol tmprovements anid
meditm-ternm timetable for actiens should he devel-
oped, maintained, and regulacly reviewed. This Dist
and timetahle should be informed by consulation
with both data users and other compiling agencies,
so that the lead agency obtains support [‘UL the duta
compilation process, In some instances. il might be
passible to absorb FSL development work into exist-
ing projects (o Save resources,

CQuality Control

10,37 As noted above, data quality is 8 multidimen-
siomatl concepl, and many of the steps Tor ensuring
sood quality dut are inherent in the discussions
ahbove, Nonetheless, i is mpartant o recognizc that
the relinhility of FSI data will be enhanced 1l the
managers responsible for the collection and compila-
ton el seurce daty have strategies and procedures in
place Tor monitering and improving the gquality of
the collection and compilation of statstcs, and for
dealing with timeliness/gquality trade-offs,



| 1. Compilation of FSI Data: Practical Issues

Introduction

11.1 The previous chapter dizcussed strategic and
managerial issues that arise in the compilation and
disseminution of I'S] data, This chapler focuses on
practical considerations.

1.2 Al the outset, it is worth notng that pracrical
expericnce in compiling F51 data is soll relatively
limited, and expericnce will be gained us the compi-
lation and calculation of FSls gather momentum, In
thiy context, this chapter [ocuses on the hasic data
sources that can be cmpleved in caleulating FSI ra-
tios, us well as on other data serics required o meet
b Clreiefe’s requirements. The foces is on FST ratios
derivad from linancial statements. Data sources for
the FSIs covering fnancizl and real estate markets
are discussed in Chaplers % and 9, respectively,

11.3 Tt is likely that existing data sources for deposit
takers can meet many of the data requirements Tor
compiling FSIs. This may be particularly true for
domestically contrelled cross-horder consolidated
data, whose smuee 15 information available to super-
visors (see paragraph 11.8) The compiler should thus
see the extent e which existing daty sources, including
possible adaptationg, can mect the requirements of the
Crrdede betfore investigating the possibility of collecting
new datu series. In determining the necd w collect new
data, and hence to incur increased cost, authoritics
must make u judgment as to the likely impact and
importance of the additional data series for compiling
F51 data, Far instunce, where an additional series
would have an insignificant impact on an FS1 rato, the
case Tor eollecting such data would not be strong,

Basic Data Sources

Deposit Takers

L4 Thers are tvpically three main sources of infor-
mation available o compiling FS1s on deposit takers,

They arc (1} commercial accounting data, (2) na-
tional accounts data, including monetary statistics
fsee Box LD and (3) supervisory dit!

11.5 There are important differences hetween nation-
al secounts and commerciul accounting data, arising
from the different purposes for which data are com-
piled, In termes of scope, commercinl accounting state-
ments for deposit tkers consolidate activities of sub-
sidiuries with the parent to evaluae the performance of
the entire group. In contrast, national accounts data
include only the flows and positions of deposin tik-
ers localed in the domestic ceonomy, reflecting the
focus of the data on macroeconomic developments
m the domestic ceonomy. Therefore, whereus com-
mercial accounting dati and supervisary data elimi-
nate intragroup eansactions, national accouars data
arg based on those reported for each individual de-
posit taker within a group, without neting out frans-
actions and positions with other group members,
Ancther tmportant difference hetween the data
sources 15 that national accounts data are collected
on the hasis that the information will be aggregared to
compile datn Tor the sector as a whole,? unlike com-
mercial accounting and supervisory data that have
been designed for the reporting of the activity of
individual units,

1L6 1o sumimary, national accounts data are more
suited o monitoring developments in the domestic

Hey tosmy cconamics, credit negrsters can povides @ wealth of
nformatinn on loens and cther forims of eredil sdvanced by deposic
takers, For the geographic distribution of loans, dats on eross-horder
expoanres published by the BIS can he wrilized. Information on the
covveruge of BIS data tahle i BLS (20030, There ang alan pri-
vile semirecs ol dota Gt provide infermation dervved Troom pub-
lished Muancial starcments Cas discossed in Bhanscharya [240003 ]
using =uch datsbases)

<Mt all instioutiens in the population may report cach period fo
nariomal accounts porposes, For instance, the smallest imsaioions
iy reporl less frequently than ether eporters. For penods when
sente imalitutions do nob repart, the aggregnted reported date e
tvpcally Vgrossed up” w take socount of the “missing” repaning
cifiries,
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Box 11.1. Relationship Between Monetary and Financial Statistics and FSls

Bilance sheet data reported to cencral Banks by financial corpa-
rations for the compilation of monetary aggragates andd fnancial
seatistics are o potential source of infarmation for che compif-
tion of data far depasit takers on a domestic consolidation basis.
In 2000, the IMF published the Monetary ond Finarciol Statistics
Manua! (MFIM)! The MEEM is harmonized with the 1983 SNA
and addresses spaecific analycical meeds relating to the role of
monetary statistics in assiscing menetry polcy formolation and
rmonitering. This box explaing how date collested wsing the
MEEM methodology can be utilized ve campile the agreed indica-
tors for depost takers,

The MFEM encourages the collection of balance sheet data from
resident financial corparations (nciuding branches of foreign
banks). Subject to adjustments {sen bolow), the balance sheet
items specified in the MP3ME can be agaregated to construst the
feslleowing data series on 2 damescic consalidated basis:*
Custorner deposits

Maninterbank loans

Secroral distribution of loans

Teral loansg

Capital and reserves

Assets

Gross asset and lizbilicy positions in inancial derivatives

Tertal liabilities

Equity and other shares

While 3 reloble source, monetary soatistics might need 1o be
adjusted ta bring data series on leans, capital financial derivarives,
and assers and labildoes into azcordance with che principles ser
ot in che Guided Morecver, unlilke the monetary data, the bal-
ance sheat datz presentad in the Guide are explicitly linked to an
ncorme and expanse account far che firaneial corporations.

Drrawing on che series set out in Tables |1 1=11.3, the fallawing
adjustiments might be neceszary:

Equiry svestrments in subsidiaries and associaces are valued on
the basis of the investor's proraced share of chese ennngs’
capital and reserves and not at the markec price of the equity
held. Any difference in the value is refleceed in assers and in
czpital and reserves. Dath shown m Table 11 could be used.
Tz avaid double counting of depasic mkers’ capital and reserves
at the sector level, equity imvesoments amang depaesii takers in
the reporting population should be excluded and counterpare

-

IMF {2000a).

“an Table 7.5 on pages $0-86 of the MFS/A.

The fellowing scructural indicatars can also be constructed: votal
azsets of the financial system and of subgroups of finneal carpom-
tans. as wall a5 clams af financial corporations en residentcs as a
share af total assets,

145 neted in this chapter, in decermining the need o collect new
data, and henee 1o incur che increased resource cost, autharitios
must rake a judgment asta the likeky impace and imporeance of the
aclditional data series for compiling F31 dac.

adjustments made e capral and reserves, The adjustmencs
could be implemented by using Information collected under
item | (and perhzps 2} in Table 112 to elimicate frem assets
arel capital and reserves (1) the marker value of shares and
ather egquity vestmenes in other resident deposic akers
and {2} equity lnvestmoents in deposit-taking subsidiaries and
deposit-taking associntes,

Cither bilaceral chims and labilitos among resident deposic
rakers that belong 1o the same grovp should be eliminaced
using the infarmacion specified in Takle 11,3, Thus, loans and
positions in financizl derivatives amaong residert deposit takers
in the sarme group should be excluded from che aggregated bal-
ance sheet data used to compile the daza series listed above.
In che Guide, unlilee the #MF5M, data on loans {and other assers)
should exclude accrusd mrerest o, nonperforming loans
{other assecs). .

In conorast to the MFEEM approach, in the Guide the value of
total assets ewcludes specific prowvisions ® Accordingly, total
assets in the aggrepated balance sheer should be adjusted to
exclude specific provisions, wich a counteradjustmsnt 1o capi-
tal and reserves (as well as to narrow capital and reserves), In
additlen, in the Guide the value of cocal assets and of capical
and reserves excludes purchased goodwill enlike in the MESM.
Marecver, while general pravisiens are classified as “other
receivables/payable” in the MFSM* they are classified as pare
of capital and reserves in the Guide,

Wyhereas che Guide includes vnrealized gansesses on finan-
cial assecs and liabilities in retained earmings,” such gains and

*

losses are included 23 part of che revaluation account o the
PFSM. Thus. if compiling & narrow measure of capical and ro-
serves from the aggregated balance sheer dara, unrealized
grins/lozses an financial instruments should be reallzcated o
recained earnings.

Mareaver, aithough the MEEM encousges the collection of bal-
ance sheec dztz from all resident financial corporations, as
cxplained in Chaprer I, coverage of the "other depository cor-
paraticns” in the MPEM might not be identical to that of the
depasic-taking sector in the Guide {see paragraph 24, footnae 3),

Cither daca sourees, such as the BIS lorational data on the geo-
graphic distribution of bank lending, may be collecced from the
same reporting population as for monetary and financial statistics,
facilicating combination of daz sources te compile the zgreed
Fils. For example, che indicator on the geagraphic distribution of
Ipans te total loans can be construcred by using the aferemen-
tigned BIS daca for the numerator and data on toal loans fram
the monetary statistics for che denaminacar

*The value of loans after the dedection of specific provisions iz a
series used in calculating an agreed indicator

8ee paragraph 179 of the MESM,

‘I ether words, in the Cuide unrealized gains and losses on financal
assets/liabiliies are routed through the income and o=pense account

12
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coonomy on an aggregate basis,.® while commercial
and supervisory data are more suited 1o monitoring
developments of deposit-taking groups o a cross-
border consolidated basis.

Commercial and supervisory data

11.7 Balance sheet as well as income and cxpense
dala are usually collected by supervisory agencies as
an essential element of their supervizory Tunctian,
Berause rypically the collection has a statutory basis,
these data may be more reliable than those collected
for statistica) purposes o economics with weak slatis-
tical systems. Howoever, while there are intemationally
agreed supervisory reguirements, the methods by
which these are implemented vary by country. More-
aver, the accounting stundards that supearvisors re-
aard as a basis Tor relevant und reliable measures of
income and cxpense and halance sheet items, as well
as of capital adequacy, are currently varving across
countries, even though the International Accounting
Standards Board s warking toward common inter-
national stundards.

11.8 In some countries, data might be collected for
supervisory purpeses on standardized forms with
clear and specitic instructions on how and when they
should be completed. In other countries, supervisory
and national accounts data are collected wgzether on
returns that are organized and stroctured in a single
framoewaork, and additional series are collected for
supervisory ar national accounts purposes os needed,
Such reporting approaches might lend themselves
to providing data that can be aggregated for FS1 pur-
poscs, Allernatively, in some countries, supervisors
collec] data that arg separate from national accounts
data und are costomized to individual institutions, both
with respect to content and the reference dute for the
reparts, Insuch instunces, Lo compile FS1s the Guide
encourages movement toward gsreater consislency of
approaches, whenever feasible,

11.9 ‘Table 11.9 al the end of thas chapler reconciles
the income and expense and balance sheet tems in
Table 4.1 with the relevant international accountng
stundards o illustrae how comumercial accounting
data might be vilized w mest the Goide’s require-
ments. Heseever, this table showld be regarded as u

A noted 1 Chapter 3, the MESY OMEF, M0 alimnnates intra-
deprsit-takers” posinons i the depasitory corporations” survey,

broad guide, and the reader is advised o consult Ap-
pendiz IV for more details, Data series that might not
be available from regolatory or comumercial account-
ing sources but might be needed lor the compilation
of F5ls are hughlighted helow.

Mational accounts data

LL.10 Balance sheet data are usually collected from
resident deposit wakers by the central bank an a
manthly hasis o produce monclary ageregaics, More-
over, while not normally collected us part of the data
for comnpiling monetary statistics, income data nught
well be collected on g guarterly basis for use, along
with the monthly balunce sheet data, in the campila-
tion ol pational accounts data,

11.11 Table 119 arthe end of this chapter reconciles
the income and expense and balance sheet lems in
Table 4.1 with those in the 7993 SNA, Tllustrating
how national accounts data can be used 1o meet Lhe
Cuide™s requirements, However, Table 11,9 should
be regarded as o browd suide, and the reader is
advised o consult Appendix IV for more details,
Serics not covered by national sccounts data but that
might be needed for the compilation of FSIs are
highlighred below,

Other Financial Corporations

ether financial corporations has raditionally lageed
that for the activitics of deposit takers both in werms
of ils scope and frequency. However, the increasing
importance of other financial corporations in [nancial
systems has produced a trend toward increased data
collection, Central banks andfor national statistical
oflices nught already be collecting information on
other financial corporations. Alternatively, i might be
necessary W rely initially on inlormation provided in
the published accounts of ather financia) corporations
until official data sources are developed.

Monfinancial Corporations and Households

1113 The agency responsible for compiling natonal
accoun(s statisties i= likely to collect data on the noen-
financial corportions and houschold seciors. To meet
the data needs for compiling the encourpged list of
FSIs, additional data series will need @ be developed,
auch as debt service payments and ather data that are
nal gpecilied in the 7993 SNA framework. While




natienal accounts data are vsually the source of offi-
eial information on the househoeld sector, n the case
af the nonfinancial corperations sector, published
accounts are an important alternative source of infor-
mation, Typically, ceonomic statistics for nonlinancial
corparations are based on representative sample sur-
vews or lus records. Tables 11, 10and 1111 at the end
of this chapter provide o reconeiliation af the duta
necds of the Guide with the f993 SNA fromework and
LASs, respoectively,

1L14 Ohtaining data on the household secror is
difficulr. 1 the agency caleulating FSIs is different
fraom the cne that compiles natonal accounts data on
the household sector, coordination between the two
agencies 15 essentiul.

11.15 While the howschold sector is likely 1o borrow
from resident financial corporations, with modern
forms of communicalion and the ability to advertise
produces across borders, borrowing from abroad
might becare more prevalent, Thus, there may he a
need to capture cross-horder horrowing activity of
houscholds, Some countries set up specific progce-
dures o caplure cross-horder agsets and labilities of
residents with nonresident financial corporations.
Under these procedures, all houscholds are obliged
to reporl such positions o the central bank on a reg-
ulur basis (monthly, quarterly, or annoally ), However,
rransactions settled through these accounts abroad
are 1o be reported by houscholds, with the frequency
and detail of individual reponting dependent on the
scale of the activity undertaken.

11.16 The additienal duty serics on debt service that
are required could be included i househald surveys
of expenditures, income, and financial assets and lia-
bilitics, ANernatively, available information on out-
standing household debr and interest rates could be
wsed together with some assumpiions aboul possi-
ble repavment schedules, perhaps based on remaim-
ing maturities dara for loan debt and minimum pay-
ment amounts Tor credit card debt. 1o provide some
estimates for debt service® While some approxima-
tens may be rough, by using the same methods and
data series over time and taking into account mur-
ket developments, important changes over time can
be captured.

‘or one possible sppreach, when by the U5 Federal Reserv
Board, sec United States Board of Governavs of the Faderal
Reserve Swestem (20044
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Other Data Requirements
Deposit Takers

1117 While duta from available sources can serve
as a basis, other information might be needed o meet
the data series requircments of the Gride wo enuble
the consolidation and aperegation of data. As cun be
seen from the tables below, considerably fewer addi-
tional data series micht be needed to compile the
data required by the Guide if the sources are com-
mercial accounting and supervisory sources ruther
than national accounts sources, This 15 because many
of the concepts underlving the list of US1s for de-
pasit takers are supervisory in nature, including the
framework for compiling data on 2 consolidated
aroup basis.® ! .

HLIE As noted above, o determining the need o
collect new data. and hence Lo ineur an increased re-
source cost, the Guide recommends that the authori-
Lies make o judgment as e the likely impact and 1m-
portance of the addinonal data series for compiling
EST data,

Domestic cansolidated data

11.19 The additional daa series for deposit takers
that might be required are shown in Tables T I=115.
These tables are based on an gssessment of whal
information could be wvailable from national accounts
sources compared with the Guide’s requirements.
These ables assume thal data are collected on the
spme basis as for national accounts data—that 15, on
an insritutional unit basis,

11200 Tahle | 1.1 shows those series that are ot cov-
cred in naticnal accounts data bul are needed 1o cal-
culate the agreed indicators. Tuble 11,2 covers those
series needed for the aggregation of data ar the sec-
tor level, and Table 1.3 covers those series needed
to present data on a conseliduted basis rather than on
a separately lncorporated entity hasis.

Series not cavered in national accounts methodology

11.21 Table 11.1 preseots those series that, along
with thosce available from the national accounts,

*In the Claide, agroup s delined as the parent deposic 1akes, s
depesictakmg branches, and iy deposic-taking subsidiaries. A
stmlar approach is fedlowed in the case of the other fnancial amd
nonfinancial corporativng seolers.

12}
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Table 11.1. Domestic Deposit Takers: Series Not Covered in National Accounts Methodology

Income and expense
Provisions

Accrued inteest on aonperforring Qisois Required

Loae foss provision Required

Oher finocoal Qsset provisions Required
Gains and loszes on fnancial inscruments Feequired
Gains and losses on the sale of an associate o subsidiary! Required?
Gaing and losses on sale of fixed assecs in the period! Required
Extracrdinary ieems Requirad
Balance-sheet-related
Liquid assers

Cars Required

Siraad Required
Shorr-cerm liabilities [remaining rmaturicy) Razgpuired
Monperfarming lozn assets Required
Provsions

Accrued intecgst on aonpadoraming loars Required

Specific loon provwsions Pesrpaired

Dther speciic proviswns Required*
Foreign-currency-denaminaced

Loan wassels Required

Linbilities Required
Fareigr-currency-linked

Loan nssets Repuired

Lighilitjes Regquired
Rl erare loar assers

Fesiden il Required

Carrmerial Fsrjuired
Large exposures

Misrmber of farge exposures Roogiired

Exposures (o fargest entitlss in the cconarmy Beguired

Exposures to afffioted sotities god ather connected entities® Fequired
e open position in foreign currency Required
et apen position in equites eyl red

Subsidionies? Astocigtes

Shares and other equity® Reqguirad Required
Shares and other equity’ Required Required
Prorated share of remined caraings {income) Required Rerpuired
Purchased goodwill Fequired Fequired

IMuasures a5 the dilference berween the sale value and the balanoe sheet value ar the presious end pericod.
‘Depending oo the souree of informarion an gains and losses on firsnclal instrumerts (see parngraph | 1245,

TThis iarm s required i gress loan data are avadable only cnoa basis that includes accrued interest an nonpesfarmeng loaans. If ather assets are also
recorded inclusive of acorued interest go nonperforming assens, then additional data oo acorued interest for such nonperforming assers will be requires

*Tor b idenndicd by grpe ol insprumest,

SThese cover exposures 1o ather group enticies and asserinses of the regordng entity, 1o direreors asd ather emplovees, and 1o sharehuolders or own.

ers of tha deposic wmkar,

Walued s the proporconate share of the parent deposic aker’s stake in the cagital and reserves of subsidiarics and associates,

TAs valued on the talance sheeo i differant fram the previcus line.

finctuding raverse cquiry investments of subsidianes and associates in their parent campanies. The data for subsidinries and assesioes could be provided

in pre aggregate figure, that 5. separace identification is nod essermial

alloww the compilation of the agreed indicators for
deposit takers. Set out helow are briel explanations
of why these data series are required and informa-
tion on their possible sources. Ooly those series re-
quircd to calewlate an agreed indicalor are shown
i the table. Appendiz 11 discusses some additional

series that might he relevant, depending on country
circumstances.

fcome amd LRSS Serey

TL22 Provisions. Data on provisions are essentiul
for understanding the soundness ol a deposit tuker,
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Table 11.2. Domestic Deposit Takers: Intrasector Positions and Flows

O Which:

Creher deposic

Tircal Subsidiaries)- Associates! tahers
I, Shares and sther equicy? Requiredt  Regquired? Fequired
2. Shares and other aguiy 5 % Mor applicable
3. Moninterest income {excluding treading gains and losses): Radquired
Of which: Fees and commissions Pequired
Cividends receivable Raquired
Prarated share of retzined earnings Bequiredt Mot applicabls
Gains or losses in che pericd on sale of fixed assercs
1 ether deposit takers Fequired
4, Gaing and lpsses on equity invastments in other deposit tzkers Mt applicable Mot applicable Reguired
3. MNonperforming leans 1o other deposit takers in the reparting
perpulatian’
Current pericd B
Prowigsons for accroed interese Fequired 5
Specific provisiens Reguired
Dhustanding position
Provisians for acereed interest Required
Specific provisions Required
& Short-tere claims on other deposit takars in the repartng
SCONGIMY (rEMAINing maruricy) Required

Including depasit-taking brarches of separately incorporaced subsidiaries and assoriazes

Residens depnsit-taking subsidiaries o assocates that have roverse equicy Investments in their resident parent deposit-taking invester should report the

rransacticns and posivons vis-devis the garent investor in thase colunmm

MWalued as the prapesticnate share of the parent deposic mkers’ stakie in sussidarpassociate cpital and reserves ang similarly for reversa investmeants),
and a5 the masket value of ary equicy stake i other resident desosit takers, For subsidipries and associanes, ( Tier | dala are not availazle, she narrow nega-

sure of capital and reserves could alse be identified (see paragraph 4,64,
AThese data series could be reporred 35 one combined fipure.

2 valued in che balance sheer, if gilferent fram line | Marcaver, if the balance shest slue of subsiiarics ang assodates is reported m Table |11, these

Sa0a e Al reguiad,
“ubsidiarics and associates only,

FIF shere are oher nonperforming clhims on other deposit takers in the reporting populasion. che data seses specified in item 5 are required for these

Assars,

hecause of the impuact of loan and other potential
losses on profits and capital. Daa on provisions are
not among the 993 SNA dara senes but may be col-
lected for supervisory purposes.

11.23 Ciadins and fosses on financial instruments,
gafns on sale of flved avsets, and extraordinary irema,
Data on gains and losses on Onancial instriuments are
an antegral element of profitability. They are directly
reguired for the caleulution of one indicator and are
indircetly reguired for the caleulation of several oth-
ers. As explained in Appendix IV, data on gains and
losses on financial mstruments are potentially avail-
able from the revaluaton account of the T993 SAA,
but at the present time collection of these data is ral-
atively limited. Similar reasoning applies 1o the daty
on extraoridinary irems, Gaios from the sale of fixed

assets, such as property used for branch aperations,
allect profits bur are not identifiable lrom F993 ShA
data, Data on zains or losses inoa given period are
recpuired because they are included in net income for
the period.

1124 Gains or losses from the sale of a subsidiary or
axsociate. The Guide recommends thut such gains or
losses (including those on reverse investments) be
excluded from income, In the national accounts, such
gains or losses are classified as a valuation change if a
COrporation or quasi corporation is sold, Therefore, if
iata on gains and losses on financial instiuments are
sourced from the revaluation account of the 993 $NA,
data on gains and losses from the sale of subsidiaries
and associates should be excluded. Maoreowver, this lai-
Ler serics may be of analviical inlerest in its own right,
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Table 11.3. Domestic Deposit Takers:
Other Intragroup Positions and Flows!

Balance sheet
Linhalicigs:

Creposits Raquirsd
Leans Resequeired
Qf which: Forean-currence-denominated Required

Fareign-currency-inked Rezrpuired
Crebt socuritios Fequired
Fimancial derivarives Reruired
Creher liabilities Fequired

Teral foreign-currency-denominaced liakilities  Required

Toral foreign-currency-linked habilicies Fequirad
Income and expense statement
Incerast income reccivakile Required?
Memaorandum items relating to claims:
Liquid assets cliims [core) Required
Liquid assets claims (brozd) Required
Monperformmg loans Required

A proas in s Conext 5 a panont deposic taleer, its degosit-tiking
branches, and depositking subsidiumes in the reperting pepalation,
Thus, @iy cetemn covers those eniings $hat are within the same
group as tho reporting aneity but are sepasately ncorporaced or are
devmestic olfices of entites thar are separarcly incorgorated,

‘This izern b5 required oo ensure that thers s corsstency in the
zensclidated balance sheer borween the rrearmens of debt instra-
menes inoce balinca sheat (incagroep chaims excluded) and gross
interest income and expense in the income account (ntragroop
flows zlsn emcludad].

Balance-sheet-refared series

11.25 Ligeid assets. Dae on liquid assets are used
to caleulate two indicators, While monetary stalislics
provide some data, such us deposits at the central
bink, the liguid-ussel concepts developed in the
Cruide wre nol wvatlable in national accounts data.
.

1126 Short-rerm lobilities. While data on short-
term linhilities are available on an original maiority
basis from national accounts data sources. the pref-
grence in the Goide 15 for data on a remaining mitu-
rity basis, This is because the indicator for which this
series 1s required is @ measore of liguidity, compa-
ing short-term lahilitics with liguid assets,

11.27 MNonpeforning fomis. As with provisions, data
on nonperforming loans are essential far understancd-
ing the financial soundness of the deposit-luking sce-
tor and are required for the caleulation of two indica-
tors, However, such data are not contained in nationzal
gecounts data, although they may be collected lor
SUPETYVISOrY PUpOses,

11.28 Provisions. Data on the outstanding position
of specilic loan provisions are required o caleulate
the data series aonperforniing loans net of provi-
sfeds that is used w caleulate cne indicator and 1o
adjust the value ol outztanding loans far speeific pro-
visions, Infarmation an provisions [or the accrual of
interest on nonperforming leans is required i data an
gross louns (and the sectoral breakdown) are avail-
able only inclusive of the accroal of such interest—
that is. the procedurcs must be consistent with the
FOUT ANA. Other specific provisions relite 1o the out-
standing level of specific provisions fer other Tinan-
cial assers. Such provisions reduce the value of these
assels in the halonce sheet and should be separately
wentified in the same manner as specilic provisions
for loans, Maoreover, the ourstanding amounts for spe-
cific provisions, and for provisions for acerued inter-
esl on nonperforming loans, should be excluded
from capital and resceves Tor data sourced from na-
tional wccounts information, Data on provisions are
not among the f903 34A data series® bul may be col-
lzcted for supervisory purposcs,

11.29 Dareign coureenicey locis and Sabiliies. Positions
in foreign curreney ruise the petential of vulnerabil-
ity to cachange rate movements, Two indicalors are
used to measure this vulnerubility. Whale some na-
tional accounts methodologies. in particular the mon-
etary and external debt methodologies, encournge
the collection of data on foreign currency positions
and could he extended Lo cover the data required
here, the coverage in the Guide differs from both, The
data for foreign-cuwrrency-denominated and foreign-
currency-linked Ioans could be collected as a single
serics, und similarly for liahilities,

11.30 Residenvial and commercial real estate loans,
Expericnce suggests that exposure 1o the real estute
market can be g source of risk 1o the deposit-taking
sector and i rellected inotwa indicators, The Toan
data required mn the national aceounts methodology
do not include the separute idenufication of data on
residential and commeraial real estate loans, but such
leran data could be collected at g more disuggregated
level, The International Standard Indusirial Classifi-
cation {15107 identifies real estate at the subcategary
level (sece Box A3 in Appendix TIT). Commercial
real estate lending among depozit takers in the report-

The MESM ndistngushably includes provisions as a Tiahility
nem wnder ather aecownts reccivahle/payable bt encourages sep-
arate identification of expected losn losses (paagraph 3900



ing population that are part of the same group should
be excluded from the data. As noted in Chaprer o, if
available, duta on household debe collateralized by
real estate could be cmploved instead of data on res-
idential real estate loans.

LLAL Lavge exposares, Dala oo luroe exposures are
required to caleulate one indicator, Such data are not
required lor nationu] wceounts purpaoses, but the num-
ber of large exposures of deposil takers that are iden-
lified under the national supervisory regime should
be available to hank supervisers, Data on connected
borrowers might also be available from supervisory
sources. However, the Gride’s other delinition of
large exposures, that is, those to the largest entities
other sectors, may not be the same as that used Tor
supervisory purposes. Exposures to deposit takers in
the reporting populution that are pant of the same group
should be excluded Trom the data.

11.32 Neir open positions. Wet open positions i
equities and foreign exchange ure included in the list
of FSIs. Such information may be collected and
monitored by supervisors.

11.33 Shares and other equity, and provated shoare
af retained earnings. The Guide recommends that for
all sectors (1) investments in subsidiaries and associ-
ates be valued on the balance sheer on the basis of
the provated share of the value of these entities’ cap-
ital and reserves, and (2) the prorated share of carn-
ings be included in income, This approach is also
recomimended For the so-called reverse equity inves-
ments—ithat is, if an associate or subsidiary tekes an
equity stake inits parent, This is not the approach
taken for demestc subsidiaries and associates in the
national accounts data.” So for all corporations, addi-
tional data wre required to adjust the balance sheer,
particularly capital and reserves and income dara
derived from national accounts data® Any difference
between the reported balance sheet value of the
equily iovestments in subsidiaries and associates and
the proportionate share should increase (i the latter
is greater than the former) or decrease (1f the former
is greater than the latter) capital and reserves, with
the adjustment attributed o the valuation adjustment.

THowever, it s the apmoach for nooresident subsidiarics or
psgociales vwned by resident corposaticns,

FRecanse income data are nel presented Tor the other financial
carparlions seclor, no additional informariaon on retained earmings
foar this scctor is needed.

Il = Compilation of F51 Data: Practical Issues

11.34 Goodwill. The Gulde recommends char data
on goodwill be deducted from nonfinancial assers
and from capital and reserves. National accounts
data include goodwill in nonfinancial assets and,
imphcitdy, inonel worth.

Deaa requdrved for the aggregation
of depasit fikers dea

11.35 Some adjustments are required 1o wvoid dou-
ble counting of capial and assets, and overstatement
of specific income and expense lines when data for
individual entities are aggresated w produce infor-
mation for the entre sector, These scotor-level adjust-
ments are explained in Chaper 50 Table 11.2 pro-
vides 4 complete list of the series reguired 0 make
the adjustments. which are explained below, although,
depending on naticnal circumstances, not all may he
relevant, Moreaver, the total data conld be disagere-
gated by column to gain greater understanding of the
relationships with subsidiarics, associates, and other
deposit takers,

11.36 Table 112 relates to positions and (lows
wimemy depaosit takers in the reporting population and
is based on the assumption that the reporting popula-
tion covers all domestic deposit takers. Additionally,
subgroups of the reporting population could be spee-
tfied to create dara on a peer group basis, However,
thiz would increase data collection casts, and the
Cinide considers that such a collection of additional
detailed data should be based on the 2pecific analyt-
wal neads of each country, Peer group data and their
compilation are discussed in Chapter 157 given the
costs, peer group data might well be compiled on an
appraximate best practice busis.

11.37 Eguity investnents v deposit-iaking sulsiia-
ries, deposic-takiiig associates, and other deposii
takers. To uvoid deuble counting of depesit takers”
capitul and reserves for the entire sector, equity in-
vestments in other deposit takers need to be ex-
cluded. " So, for equity investments in deposit-taking
subsidiaries and deposit-taking asscciales {and for
reverse cuity investiments), the value of the propor-
tionate share in the capital and reserves should he

HMewas nated o Chupter 4 (paragraph 1100 that negarive goad-
will 15 possihle.

WFar the same reason, similar wehjustmenis are necded for the
nonfinancizl corporations seetor hecanss equily s a densminator
o theee FSIs Tor thal sector {see baelow).
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separately identilicd.’! The required data on equity
investments arce nol ordinarily collected as part of the
national accounts data, The series inTable T2 dil-
fer from the similar series in Table 11,1 to the extent
that the deposit takers have non-deposit-taking suhe
sidiaries and associates (included in the Table 1101
series but nat in the Table 11,2 seriesy, While the
lable provides a disaggregated view of the data
required, azoresuted data will suflice for shares and
other equity for depesic takers” subsidiaries and asso-
ciates in the reporting population.

1138 For equity investments in other deposic takers,
the market value of the eguity owned should be
identifiecd and deducted from total capital and re-
serves (o numerical exumple i provided in Appen-
diz ¥, Part I}, The required data on such equity
investments might he available from national accounts
sources 1l the market vulue of equity investments in
resident subsidiaries and associates can be separated
fram equity investments in other depasic takers in the
reporting population,

11.39 lLine 2 of Table [l.2—shares and other
equity—is not reqguired if caplured in dara reported
under Table 1.1

LLAD Cerfein fieome items, The income data series
in Tuble (1.2 (iterm 37 are required to ensure that spe-
cilic subtatals are not overstated for the sector as a
while.

11,41 Fees and commissions and any olher non-
interest incomes earned by u deposit taker from another
deposit mker will not atfect net income bt will be
reflected in gross lerm? in hoth the neninerest income
and expenscs lines (see also paragraph <2010 108 rec-
ammended that any such intea-deposit-tuking sector
income and expense he cxcluded from the seotor totals
for gross income and noninterest expenses. These dara
might be available from national accounts sources,

1142 Similarly, as the inclusion of dividend income
in the noninterest income ling would affect gross and
net income for the sector, it is recommended that such
income be eliminated [rom gross income and divi-
dends payable, With regard to the proportionate share

U Filer 1 b are ot available, the proportienale shure of oar-
rony capital and reserves could wdditienally be ademified (para-
graph <641

ol retained exrnings from deposit-tuking associates and
deposit-taking subsidiaries fand Trom reverse cguily
investments), these amounts should also be excluded
Itom noninterest income and from relained earmings
for the entire sector, Any main or loss in the period on
a sale ol fixed assets 10 another deposit-taker is not
iogain of loss for the sector as a whoele and thus is
deducted from sectar-wide income. Data on dividends
may he available from natonal accounts sources, but
data on the proportionate share of relained eamings
and sales ol fixed assets will nol be so available.

1143 Gains and fosses on equity investments in atfer
depoyit wakers (item 4) are required so that sains and
losses arising from these intrasector elaims do Dot
affect sector-wide income.

1144 Data on nonperfanming laans to pther depaosit
terkers n the reporiing popdation {item 5) are re-
guired to climinate asvmmelric reporting at the sec-
tor level between deblor and creditor deposil takers,!2
The data on outstanding specific provisions to other
deposit tukers in the reporting population are regquired
ey be added back o capial and reserves and o re-
duce the total amount of cutstanding specific prvi-
siong (see parageaph 1128 Moreover, provisions
lor accrued interest on nonperforming loans to de-
posit takers in the reparting population should be
added to the aoutstanding value of loans,

11.45 Datu on shori-remn claims on other deposi
feekers in the reporting economy (item 6) are required
1o adjust the short-term liabilites data for those w
ather deposit takers,

Consolidated informarion

11.46 The (uide encourages the compilation ol ESI
serics on o consolidated hasis for entities o the same
scctor and reporting population. Thus, for daca com

piled using national accounts information, certain
additional infragroup data should be eliminaced, The
series recpuired are set out in Tuhle 113

LLAT The series in Table 11.3 are intended to sup-
plement those in Table 11,2, Whereas the series in
Table 11.2 are required to eliminate some posilions
and trangactions when aggrepating data ar the sector
level, the series in Table 113 are thase needed o
consolidate sector-wide data (see Box 5210 Infarma-

=The some approach is adepled for other nonpefamming intea-
qoctor clitns.,




tion on intragroup positions mighl also he of analvi-
ical interest in its own right.

11.48 Intragroup positions are those positions with
resident entities that are in the same group as the
reporler bul are separately incorporated or are offices
of separately incorporated entities. Therefore, if o
parent has positions with its domestic deposit-taking
subsidiary, these are included in the table, as are
pasitions of the subsidiary with a domestic deposit-
taking branch of the parent or other domestc sub-
sidiaries {or hrunches of the subsidiaryy in the group
and the reparting population. 1L might help the com-
piler to be informed of the names of group members
in the reporting population.

11.4% For the balance sheet items, data are for liabil-
ties ooly, and for the memorandum items, data refer
to claims only, Data on loreign-curreney-dencminated
and foreign-currency-linked loans could be reported
as poe combined ligure. For the balance sheet series at
the sector level, gross liabilines and gross assets are
reduced; i the parent lends to s subsidiary, gross
loan azsels and lahilities and the gross interest income
and expense are reduced at the sector level by the oul
standing amoum of Jeans extended and inrerest in-
come receivable, respectively, by the parent vis-i-vis
the subsidiary as of the reference date.

11.50 The data Cor the memorandum items are
needed o reduce the sector-level totals on account of
these ilems.

Cross-border conselidated datao

11.51 To compile duta on a domestically controlled
cross-horder conselidated basiz, compilers may need
i rely on supervisory data. IF these data are reported
on a cross-horder consolidated basis, ! Table 1] .4
sets out the series needed to avord overstatement of
certain income items, as well as capital and reserves
i the sector-wide datw. The table relates to posi-
ticns and flows among deposit takers 1o the report-
ing population.

11.52 The extent to which data are required will
depend on national circumstances, For example, if

PIEanpervisary da e reported om s group vonsaelidated b
which con=olidates informaetion for subsidiarics that are nal
deposit takers, other adjustiments are neaded o “deconsolidae™
such subsidiaries o compale data on @ deposit-takers-only basis.

1l » Compilation of FSI Data: Practical Issues

supervisory requirements do nat permit, of ceguire
data to be repored, excluding intra-deposit-taking
equity tovestments, then data on shares and other
equity are not additionally required, As noted above,
in determining the need o eollect new data, and
hence incur an mereased resource cost, authorities
must mike a judgment as to the likely impact and
immportance of the additional data series for compil-

ing FSI data,

11.53 Depending om aecounting standards adopred,
additional series not mcluded in Table 11.4 might be
neaded to adjust individual deposit taker’s data.
These series comprise ) purchased goodwill, which
should be excluded from nonfinancial assets and
from eapital and reserves; (27 the amount of amor-
tized gondwill cach period, which should be excluded
from income; and (3) gains and losses on the sale of
subsidiaries and associates (including those on reverse
ivestmentsl, which should be exchuded from income,

1154 The datn regquirements in Table 114 mirror
thase in Table 11.2 and are needed lor the sume rea-
sons provided in describing that table. They relate w
the positions and flows among domestically con-
trolled deposit-laking sroups thut have parent banks
incorporated in the domestic coconomy,

11.55 The wial data could be disuggregated by col-
wmn te gain a greater understanding of the relation-
ships with associates and other depasit rakers,

Compiling cross-border consolidated data from
national accounts information

11.56 To compile data on a cross-horder consolidated
basiy, a5 noted ahove, compilers might need to rely on
supervisory data, However, there is growing interest
among compilers and wsers of macroccononie stalis

Lics o develop foreign affiliste trade data, One focus
al the preseot ume is on information on trade in
services, as well as on understanding the modes of
supply by domestic entities o foreign markets, one of
which 15 through direct investment in a foreign market
by establishing local subsidiares, branches, or associ-
dtes. The 2001 manual on international trade in ser-
vices! is Likely o lead 1o progress in this field.
Beyond production and trade-in-services duta, the
miamiil discusses the possibility of compiling data on

ASee United Marions and athers {2000 5,
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Table | 1.4. Domestically Controlled Deposit Takers: Intergroup Positions and Flows
(Cross-Border Consolidated Data)

Ocher Domestically Incarporated,
Dormestically Conerolled Depasit Takers,
Their Subsidiaries,! and Branshes

Of which:

Toeal Associarest Cieher
I, Skares and ather sguay! Fequired Required
2. Shares and other equicy? Reguired Mot applicable
1. Moninterest incorme {excluding trading gains and losses): Required
Of wiich: Fees and commissions Reruired
Dividends receivabie Required
Proraced share of recained earnings Reguired MNat applicable
Gains ar lasses an sale of fixed assets to other deposic takers Fequired
4. Gains and losses on equity investrnents in other deposit takers Mot apphoalle Required
5. Monperformng lowns to ather deposit tabkers in the reporting population®
Currant period
Provisiens for aecrued interest Fequired
Specific provizions Fleguired
Chnstanding position
Provisiens for accrued interest Regquired
Spraic pravisians Fequired
&, Shorc-term clzims on ocher deposic takers in the reporting econanmy
[Farmnng maturity] Fequired

Nncluding depasic-taking branches of separately inccrporated sabsidiares,

Demestically controlled deposit takers St are associztes of domesticalty coneralled depesis tikers and v roverse equiny investments in the lamer
shoild reporn the rransacticns and posdiens wis-2-ws the asseciate inveszor in this colurn

Mluad oy the proportianate share of the pareat degosit cakers” stakn in associaces’ capital and roserves {and similarky for reverse 1-.-'Qsl:rr.en':s] ard as

the markes value of any equity stake In cther deposic takers in the reporong population.

A valued in the balance shees, if differens from line |

SIF chere are ather nonperforming asser claims on other deposit ke in the reporting population, the dita series spezified i item 5 are required for

these assets.

assets and net worth for foreign affiliates (paragraphs
4.67-4.68 ol the munoul) on the busis of the concepts
in the f992 §NA. Given these developments, there
may be muoteal benefit in FSI compilers’ consulting
with those apencies responsible for compiling tride-
in-services data 1o learn more aboul ongoing or
plunned compilwion of daca on trade of foreion affil-
tates of domestic entities.

Other Financial Corporations

11.57 Por other financial corporations, additional data
serics for the halance sheet onlv might he required,
primarily 1o exclude intrasectoral cquity investments,
For dats reported an @ nonconsolidated basis, informa-
L on intragroup positions would e needed.

LL58 The additional data series required are set out
below, Unlike the tables for deposit takers above,

Table 11.3 can be relevant for both domestc and
cross-horder consolidated data,

11.539 Shares and other cquily in subsidiarics and
associates (and reverse investments) should be wal-
ved on the halance sheet at the proportionite share of
the investor's stake in the capital and reserves of each
subsidiary and associate. IF these equity investments
are reported on the balanee sheet al market value,
these data need to be replaced by the propoctionate
vitlue Information specified in the required shares
and pther cquily serics in columns | oand 20 Depend-
ing an the source, the data for subsidiaries and asso-
clates might be reported on a combined hasis. For data
provided on a consolidated basis, adjustments for
subsidiaries may not ba required.

1160 Lguty investments ol olther linuncisl corpora-
tions in their other financial corporations subsidiaries
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Table 11.5. Other Financial Corporations: Additional Data Series

Of Which 'Cither Financial Corporaticns”
in the Keporting Population

Subsidiaries! Aszociates Subsidiaries -2 Associares! Qther
i1l (EY & {5}

Balance sheet
Shares and other cquity? Reqired Requirad Required Fequired Fequired
Shares and ocher aquicy? Eequired Required 2] 5
Furchased goodwill Fequired Required
Liahilivies:2

Deposits Required

Loans Required

Crobt securitios Fequired

Insurance technical reserves Reguered

Firaingial darsatives Fegquired

Other liabilities Requirad ,

B

1rhes financizl corparations in the reporting gopolation tit are subsdiariesfssocianes and have reverse squity investrments should repars the posi-
Lo wig-d-wis their parent sovesncofs) n cclumng | ard 301F bath the rewerse irvescor and the entity inowhich chey are investing are in the reporting sop-

aaricn, data should also be reparced in column 3 andfor in calumn 4.

IThase data are required crly of the source datz are ava lzble anly a1 an unconselidaced basis, such as in the nazional accounts, This calurmn covers sosi-
Tiens wich all thesa enticies chat are in the sarne group as the repocting ective and are nthe reporting pegalatcn tut are separacely incorporated or ane

offices of enuties thar are saparacely incorporated

Maluad 25 the proportionate shive ol the iveston s stage in subsd aries” and assocares’ capital and reserves (similas for roverse investmients), and as cha
marker value af any equity stake in acher financial corporarions in che reporting mopulation,

A wlued in the balarce shaet, if dilferent rom the line above,

"These series are required on ¥ if the series in colurmas | oand 2 are not reporced.

and asstciales in the reporting population (and simi-
larly for reverse investments) as well as io other linan-
clul corporations in the reporting population need o
b excluded from sector-wide capital o avoid double
counting of capital. Hence, the required shares and
other equity serics in columns 3, 4, and 3. The data
for subsidiaries and aszociates could be combined,
depending on the source.

1161 Data on purchased goadwill are required 1o
deduct 1the value of goodaill from nonlinancial assets
and from capital and reserves, The data for subsidia-
ries and azsociates could be combined, depending on
the source.

1162 1If source data are on an unconsolidated hasis,
such as in the mutional accounts, adjustments will
need 10 be made not enly for shares and other equity
but also for other intragroup positions that appeuar
on the halunce sheet!S These balunce sheot posi-

P sourze data censohdate miormation for subsidizries that are
nal ciher Anancial corparations, other adjusiments are necded o
“deconsalidisie™ such subsidiones w compile da on an ather
financial-carposatinns-onky hasis.

tions are listed in column 30 As noted in the descrip-
ton of Table 113, gross liabilites and gross assets at
the sector level are reduced by the amount reported
for euch series lised.

Monfinancial Corporations

11.63 For nonlinancial corporations, to calculate
the agreed FSls additonal data series might be re-
quired. Two sets of data serics are prescoted below:
Table 11.6 covers additional data series not avail-
able from the national accounts methodology: in
Table 117, other additional data serics are covered.,
Serics marked as “required” are those needed to cal-
culate an agreed indicator, As with other sectors,
the impornance of specific data series depends on na-
tional circumstances, and in determining the need to
callect new data, and hence incur increased resource
costs, authorities must make a judgment as (o the likely
impact and importance of the additional data series
for compiling FSI data,

L1.64 Table 11.6 covers items in the income and ex-
pense statement and in the balance sheet. Some data

1%
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Table 11.6. Nonfinancial Corporations: Series Not Covered in National Accounts Methedology

-

Income- and expense-related

Gains and losses an financial mstruments

Gains and losses on the sale of an asscciate or subsidiary!?
Gains and losses on sale of fixed assets in the pericd!
Exrtracrdinary icems

Balance-shest-related
Debt-zervice paymants
Mer apen position in foraign currency

Shares and orhear aquire’

Shares and ocher equity as valued on balance sheet®
Frorated share of retaned earnings (income)
Purchased gocdwill

Raguired

Fequired®

Reguired

Fequired

Reguired

Required

Submidiones* Associatest
Reaquired Required
Fequired Required
Requirad Required
Fequired Required

HMeasiered as the difference bepween che sale walue and the baznce sheet wive at the previous end period,

Yauch dara are also required IF cormmercial accountng scarces are usod thar include such gains ang losses in ingame

12epending on the source of information on gins and losses oo financial instroments (see pacagreps | LE5)

Mrcluding revesse equity investments of subsidiasies and associates in their parenc investors, Tne daca for subsidiaries and assaciates far each item could
be: provided in coe aggregnte figare; that s, separate dentilication s nol essentia

“Wilued as the proporticnace share of the parent insttution’s stake In subsidaryassocane capical and reserves

EAg valuad an the @alance shesc i differens from the previous e

series are required to adjust sector-level income to
ensure that it is not unduly increased by intrascetor
trunsactions, while other serics are those specilically
required to compile an 51 ratio.

1165 Unlike national accounts sources, data on gains
and losses on financial instruments are inclhided under
income in the Guide, as are gains and losses inoa given
period on the sale of fixed assets. Gams and losses
on financial instruments are potentially available from
the resaluation account of the P99 SNA: il 50, dita
on guim and losses on the sale ol subsidiaries and
associates need to be excluded (see paragraph | 1.24},
[t on extraordinary items might also be available
lrom national accounts sources (see Appendix [V,

Lo Data on debl-service payments and on the net
apen position e foreign exchange are required to
calculate two indicators and are not available from
national accounts sources. The need for data on
shares and olher equity and the provated share of
retained earnings relating to subsidiaries, associates,
and other nonlinancial corporations is the same as
described for deposit takers in paragraph 11,33, Data
on purchased goodwill are required to deduct it from
nomlinancial wssels and (rom capital and reserves (and
e exclude the amorization of such goodwill from
INCome),

11.67 Additional data series required are zet our in
Table 11.7, hut unlike the wbles for deposit takers
above, this able can be relevant for both domestic
and cross-horder consolidated data, The table relates
to positions and flows among nonlinancial corpora-
liens 1 the reporting population, Many of the series
are required o eliminate (1) intragroup positions o
crnsure that the scctor-level date are compiled on a
conselidated basis, (2) intrasector eguity mvest-
ments tooavold double counting of capiral and re-
seryves al the scotor level, and (3% intrasector income
ransactions & ensure that sector income 15 not
unduly increased by intrasector rransactions.

11.68 Ior the income items. the need for data on div-
ilends receivable, gains and losses on sule of fixed
assets o other nonlinancial corporations, and gains
and lesses on equity investments in nonfinancial cor-
porations i= the same as described for deposit takers
for Table | 1.2 (see paragraphs 1141 and 11.42) With
regard to the proportionate share of retained carmings,
any ameunts attributable 1o nonfinancial associates and
subsidiaries (and [rom reverse cquity investments) in
the reporting population should be excluded from
seclor-wide income. However, in the consolidated
data at the secter level, ioterest receivable Irom non-
financial subsidiaries should be excluded from inter-
est income and interest expense (see also paragraph
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Table 11.7. Monfinancial Corporations: Additional Data Series
¢ Which:
Menfinancial Corporatians - —_
(in the Repaorting Population}! Subsidiariest? Aszociatest COther

Ineome- and expense-related?
[ividends receivable Fequired
Irparest incoeme receivabie Required Required* Required*®
Prerated share of retzined earnings Reguireds Mat applcable
Ganns or lasses in the pericd on sale of fixed

azsals wo other nenfinancial corporations Frguired
Cains and losses an eoquity Invesoments in

ocher nonfinancial corparations Renuired
Balance sheet
Shares and other equity? Required Rezquired Rezrpuired
shares and ather equiry i i
Liakilities
Of which; Deposis Required ¢

Lezans Required o

Dbt securicies Required

Trade crediz Required

Financil declvatives Required

Orcher lizbilicies Required
Balance-shept-rolated
[iebr-service receipts Reguired

U daza are proided anoa consolidates basis, with subsidiaries in the regorting gopulaton included, then the data in this column shoald exclede trans-
actions with these subsidiaries, The tomal data sould Be dir.nggr\cgn?nd i.'.;.r solmn o gnin groauer un|:|r::'snr_-|.|-::=i|-._gI oA the rebtionships with sutsidinries, asso-

ciites, and ather aonfinancl corporation.

Manfnzrcial ccrpcmticns in The FEpOrTing pcpul::icn thar are subsidaries ar assnciares and have reverse eguity investmenss shoold regort che posi-
ticars wis-a-vis Rhair parent irvestor(s) in these eolumns,

These dara are rcquirn::': Qn}g if the souroe sata are available cnl:( on an uncansalidares Dasis, such as in the paticoral accounes, This colume covers gosi
ticars with 2ll those entitias that are in the sune group as the reporting eatity and are in the repesting pogulation bue that are separately incorporates or
are affices of envties thar are separacely ncorporated

A cormmarcial aeceants dat ane the source of inflormaton, deganding an the accounting ractice adeoted. data on the amcstization of goodwall wall alsao
b mquirrd sothar ic can be excluded From income

S owrnrs r:nl:( subsidiarios and assnciares

Malued as the groportionale share of the invastions stake in subsidaries’ and assocares” capital and reserves (similar for reverse invcstmeones) and a5 the
rearker valee of any cqui::( srake in ocher nonfirancial rnrpnrn?inns in the r\e:|'|t.'.-rrin_r;I pogulation.

EAs valuad i the balance sheet if diffarant ram the line abova, Morecwver, if the Salznce sheer value of subsidares and asscciares 15 reported in Table 114,
thise dam are nor regquired.

11497 In addition, the wial data could be disaggre-
gated by column 1o gain greater understanding of the
relationships with subsidiaries, associates, and other
nonbinancial corporations.

11.69 Tiata on shares and other equity relating (o
subsidiaries, associules, and olher noninancial cor-
porations are needed to eliminate intersector equiry
imvestments tooavold double counting of capital and
reserves al the sector level {(see also paragraphs
11.37 and 11,3580, If source data are on an unconsol-
idated basis, such as in the national accounts, intra-
group pasitions in the balance sheel items listed in
the second column should be deducted from gross

liabilities and gross assels o derive positions on a
consolidated basis. Moreover, if source data are on
an unconsolidated basis, debl-service receipls from
subsidiaries are also reguired o be deducied from
debt-service payment data on a consolidated hasis 10

1170 Another data series that is required i= the
number of applications for protection from creditors.

el g proposed i reeetpts Trom, mather than payments w, aher

nenfinancial corporations be collected given that i tradable honds
are d=sued, the paver mizht nol know the wenimy of the credim,
But of conrse, debe-service receipts Trom the creditor perspective
ar debi-service pavments Trom the perspective of the delnors
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Table | 1.8. Example for Computing Changes in Capital Adequacy Ratio
Given the Changes in Population.of Reporting Banks

Murriber of banks in pepulatien 10
Joiners i« ). leavars (- ]
Capital adequacy ratio i
Farcentage change —

Periad | Periad 2 Fericd 3 Paricd 4
10 E 9
] (1} (=2} ul
8 0.7 010 .12
-13% ~43% < 20%
— -5% .

Adjusted percentage change —

Availability of Data

1171 It is unlikely that all data series specilicd in
the Cunide are readily available to all national author-
ities, As noted carlier, some duta serics may not be
currently collected, and others may not meet the del-
mitiens recommended in the Gadde, Tnosuch circwm-
stances, the data that most closely approsimate the
principles in the Gride should be uzed, but 1t 15 1m-
portant that, for each data series, differences from
the recomomendations in the Gudde be desceribed in
the matadats,

11.72 Data series Tor the numerator and denominator
of an FST ratie may not be available with the same
periodicity, restricting the frequency of compilation
of the wdicator, Depending on the nature of the under-
Jving series, it may be possible (o estimate the series
thal are wvailuble less frequently, ™ ot the resules
should be used with cavtien,

11.73 The assumptions underlying any “grossing-
up” procedures for missing reporting entites should
be carefilly reviewed, For example. they might 1m-
plicitly assume that 1he reporting population is repre-
sentative of the nonreporting pepulation, whereas the
nonreporting poapulation might he specialized n car-
tain lines of business,

TFor instanee, for darn available enly anneally, but that are ne-
quirsd o compie a quarerly ratico, orowth could be projected from
the provious anmeal ohacevation Based on post wends or with reler-
e o serree elevant indes or ttem, adjusted for any eccasional
events lhat would sifect the serics. For past quarers for which
beginning- and end e data ane avanlable, @ Imear growth rate be-

ween the end-year ahservations could be assumed ar the growih
e eonld refleet movements o relevant indes, adjosted Tor knosam
accasioniel evens that would have affected the time series, Soch
catimation melhods are vsed. for example, by the Auvstrinn National
Bank in compiling quarterly financial accownts data,

Breaks in Data Series

1074 It is particularly important o monitor and
document breaks in duta serics becuuse they can
affect the analysis, One of the most frequent types of
breaks urises Irom changes in the reporting popula-
tion. For instance, new deposit tukers can be licensed
while others are closed. Moreover, mergers bebwieen
deposit takers can have significant consequences,

11.75 For data compiled on o doemestically con-
trolled cross-border consolidated hasis, resident
deposit takers” acquisitions of nonresident deposit
tukers boost the assets and liabilites of the resident
deposit-luker scotor and increase the exposure of the
sector o nonresident markers, while foreign deposit
takers” acqguisitions of domestically controlled de-
posil takers have the opposite effect, Furthermore,
for domestic consolidated data. i one deposit taker
merges with another, the existing pasitions between
these deposit kers will be climinated, causing a
break in the data series for the entire sectoer; the larger
the deposit takers, the more significant such a break
in the data series will he, The effect could be even
more significant on peer group analysis. For instance,
i the merzer is between deposit takers i different
peer groups, both sets of peer group data (halance
sheer as well as income and expense data) will be
alfected.

L1176 In general, it is important for compilers o
document mergers and any changes in underlying
accounting rules that afleet the continuity of the data
series, Such information should be mainteined over
Lime,

LL77 In caleulating any percentage changes when
there are changes in the reporting population, adjust-
ments are required if a consistent time series 15 0
be produced, The example in Table 11.8 illustrates
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Table 11.9. Deposit Takers’ Income and Expense Statement and Balance Sheet

Crata Series per Tablc 4.1

Income and expense
|. Interest incarme
L. Interest expense

1. Merinterest income

4. MNoninterast income (net)
(1) Fees and cammissians receivable
T
L]

{iif)
(i

Prorated earmings
Orther income
Roneal ingcorme

Dividends znd other income from equity heldings

Othor incerme
. Grass income
&, Moninterest experses
tiy Personnel cosrs
(i} Cther expenses
Purchazes of goods and services
Drepreciaticn
Crcher cparating expenses

L

Tamess ather than incame tixes, and subsidies

F. Provisicns [neg)
(1 Loan loss prowsions
(il Orhar financial asset provisions
{Bad debt recoveries)

8. Met inceme before extracrdinary items and taxes

9. Extraprdinary itorrs
IG. Income ax expanse
I Mot incomes after @i
12, Dividends pavable
I3, Retamad earnings

Gzins or losses an financm | instruments

System of Marional Accounts
(1593 SNA)

International Accounting Standards

Relevant standard|s)

145 18291831, 30,1 0-30.17
I&5 1829 30,1 0-3001 ¥, 32.30-32.3 |

Ling iternis)
Cud R
4RI
[lA5 32,35-32 34]
DAl PO 1a% 30.10-30.17
Bl

ARL AR ARL SRS ARTARS

DL43; pare of D42

1A% 12.20; |8 App. |0-20

1A% 391 03-39.108 [IAS 39.55-39.57].
30.10-30.15; 145 21.15:21.17;20.19

1AL 283 286, 31,32-31.34

a5kl A5 E7d; 1AS 4'.'.:!'.-.‘.u‘_-.|:d][i:|

part of D42 145 1530

L5, parc of ARLL 145 B, 16~ 1 8; 655 40.28

1+4 I+4

Col: D623 145 5.4

F2; D45 185 F&; | 80-1.82

K.l part of K.3 IAS 16,41-16.50

D7 D7E n.a;|AS 818 FE70 and F78-F80; 37,24

D23 05% 0

K10
K19

L orrirus —6 minus =7

ruig AS 20.29-20.20

1A% 30,43-30,49; 30 553070

IAS 3910939 | | | [IAS 39.1G, E4]
[A5 39 114 [1AS 39.85; 39.66; 32.70)
5 minus —& minus 7

K7 ES IS 86811815

LY 145 122

& minus (7 + 10 B minwg {9 - 10)

[ Thd3 A5 1830, 3230 [IAS 32.35]
'l minus 12 1 eninus 12

System of MWaticnal Acoounts

Balance sheeat
14, Total asscts
15, Monfinancial assets

I4. Financial assets
17, Currency and deposits

18, Loans
[i.i} Interbank

{Lii] Moninterbank
Sectoral distrivution of laans
Geangraphizal distriburicn

(1993 5MA; Imeernational Accounting Standards
Lina item Disclosure requirerments Relevanc scandardis)
AN 1AS |.66
AL Proparcy, olznt, and equipment A5 |66 6.6
AMLE minus (part of Irventaries A5 | Abe; 2.4
A2 Incangible assets |45 | 66k 387
AF 1AS 30
AF2 Cash and bzlances with central 145 30,19:30.21
barike
Flacements with ocher banks 145 20,21

ARA
AF4 51722 Flacements with and lzans and 145 30,19 3021, 3510

AFA minus [AF4 5.123)
AF4,5.1-52

advances o other banks less
plzcarments with other banks
Laang and advances to cuscomers

&5 30,19

A5 149

15 14,19, 30.40-30.41
[LAS 32.83-32.85]

1A% 30,19

133



Financial Soundness Indicators: Compilation Guide

Table 11.9 (concluded)

-

Syscem of Martional Accouncs

[19%2 SNA) Intarnational Accounting Standards
Line icerm Dhsclosure reguarements Relevant standardds)
1%, Debt securities AF3 Treasury bills znd other Bills
eligible for rediscaunting with
the central bank &% 30,09
Creher monsgy markar phicemeants 1A% 30,19-32.60 {c):
Fart of government and other 3910 [1A5 39.%; 3%,
securities for dealing purposes Al 14-15]
1% 30.19-32.60 {c);
Fart of investment seourities 3510 [IAS 399, 35,
AL 18-25]
15 30,15 3900 [1AS
0. Shares and other equity ARS Fart of povernment and other 39.9;39.80. 14-15]
securities for dealing purposes 1A% 30 1% | 66, 38.6
Fart of invescment securities &% 329-30. 10,3910
%1, Financial derivarives AR7 Dresivacive financnl instrumencs [1AS 39.9-39.13: 39,
AG.9-12]
AL |66F 3514
12, Ocher assets ARG+ MFE Trade and other receivablez [143 39.9]
IA5 |66 1212
Tax assezs
23. Liabilities AF 1A% 30
34, Currency and depasits AF2 145 30,19
iy Cusromer depasics AFZ minus (AR, 5.12) Amoyns awed 10 cthers
depositors 145 30,19
(i} Incerbank deposics ARZ 5122 Craposics fram acher banks 145 30,19
iy Other currency and deposits AR 512 minus AR2.5.122 Crther money marker deposits 145 30,19
5. Leans LA Fart of other borrowead funds 145 30,19
6, Dbt seouritics AR Fart of berrowed funds 145 30,19
Cervficares of deposic 1AL 30,19
Fromissory notes and ocher
lsphiliees eviderncoed by paper 1A% | &6k
27, Oeher liabilities AFA Trade and other payables 145 | &6 1212
Tax liabilities 1A% 3019
28, Debt AF2 +-AF3 +AF4 - AFE Dirposics frarm other banks +
ochar money marker deposits +
amounts owed to othor
depositars + other borrawed
furds + certificates of deposit +
promissory notes and other
5 liabilities evidenced by paper 4
¢ crade and arher payables + tax
liabilities [&5 329-3L 10,3910
9. Financial derivatives AR Derivacive financial inscrumencs [1A% 39.9-39.13;: 3%,
MG 312
1A% | &6 FES-FAE
30, Capital and reserves AFS — B.90 minusg Capital and reserves

(1) Mareow capical

{parc of ARLE)
Funds comributed by

CWNErS

Retained earnngs
General and special

rERErves

lssued capital

Accumulated profitfloss
Reserves

185 | 74 1AL F&5

145 F&5
145 F&5-Fas

More: Informanon sresented within squdre brackers refers o relevant paagraph numbars in the IFRS as of March 31, 2004, which was to come ino
effect on unuwry 1, 2005,
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Table 11.10. Monfinancial Corporations’ Income and Expense Statement and Balance Sheet

Ceata Series por Table 4.3

Syscem of Maticnal Accounts
(1993 SMA)

Line itemn{s}

International &ccounting Standards

Relevant standardis)

Income and expense
| Revenues from sales of goods and services
[ewcluding indirect sales taxes)
2, Cost of sales
Personnel costs
Cost of geods and services
Crepreciation
Cther costs of sales
Taxes acher than incorme taxes, 2nd subsidies
3. Mot apurating mgame
4. Ineeresc incoms
5 Intorest expense

&, Cither moame [rec)
Renral incame
Crividends and other incarme from equity holdings
Mer gains/loszes on aszets and liabilities

FI 1 minus [part of B52)

Cul; Dusd

P2,D45

K.l part of K.%

D75, na, [pocential costs)
D% D59: D39

I minus 2

D41

D41; B2

Cuads

L3RI

D42, D43

part of AN, | 1ARZ ARS:
ARG AR ART AFS

145 18, 14: 18,20

1A% 194

1AS E78

1A% 164 1—16.48; 1550
A5 B 183724

A A% 200292030

| minus 2

1&5 18,29

IA5 1819145 32.30-32.3)
[145 373532 34)

(s
r.a.

185 F74:1A5 15 40,66 {d) (i)
A5 18.20;38.3;
31343134

185 | 6564025 21 153117 21,19

Crcher income 75 1A% 8.18
7. Met ineome before extraordinary iems and caxes I+ dminusd + 6 T+ 4 minus 5+ 6
& Exrcrzordinary items KT K2 1a3 B 1815
B, Corporate iNoomes mxes (LY 1A% 112
il Met income after taxes 7 minus (8 + F) 7 minus (81 %)
[, Dividends payable [ i W |45 18300145 32,30
2. Rewined earnings 11 minus 12 Il rinus |2
System of Mational Accounts
[ 1553 SMA) Ineermational Accounting Scandards
Balance sheet Lina itemis) Drsclosure requiramenti(s) Felevant standardis)
3. Total assets
14. Manfinancial assets AN 14+ 15 1AS [.66
15 Produzed AR
Fixed assers A Property, plant, and equipment A% |.68a; 66
|reentaries A2 Inventories IAS 160 3.4
Crcher A3 Part ol intangible aoses 145 1.66b; 38.7
6. Monproduced AN minus (part of AN, 320 Faro of tangible assets IAS | Eba; 6.6
Part of intangible aasers |45 | 6a0; 38.7
|7, Financial assets AF 170184 19+ 2021 +22 1AS |.66
18. Currency and deposits AF2 Cash and pare of cash equivalents 145 | &hp: 76
19, Dbt securitios AF3 Fare of other financial assets 1AS | &6
10, Shares and other equity AR5 Inwestrments accounted for using the I45 | b6d: 28.5
aquity method
Pare of ather financizl assets 1A% | &6
2. Trade credic ARSI Part of crade and other receivable 145 | 6503910
IAS 3253210 39010 [1AS
22, Financial derivatives MRT Dertvative financial instrurments 39.9-39.13,39.AG. 8-13]
23, Crher assers AL | AFRY Fart af trade and ocher receivables 1A% | &6t 39,10
Tax assers 145 | &6i 12,12
14, Liabilities AF 8+ 19 1AS |.66
25. Loans AF4 Part of noncurrent interest-boarng 145 |66k
liabilizias
Part of cash equivalens IA5 | 66p 7.8
26. Debt zsecurities AL Part of nancurrent incerese-bearing 145 | &ék
liatilities
17. Trade credic ARHI Part of trade and other payables 145 |.65h
20, Trther labilitics AFAT Fare of trade and other payables 145 | 66h
T liabiliies A5 1abi; 1212
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Table 11.10 {eoncluded)

System of Matonal Aocounts

(1993 3MAY International Accounting standards
Balarce sheer Line itemis) Drisclosure requirement(s) Felevant standard(s)
5. Debr AF3 + AF4 | ARE Trade and othar payables | ax [a% [6&

linhilithes — noncurrent interest-
karing liabilicies — part of cash

aqiivalencs
30, Financial derivitives AET Drivative financial mstrumencs 45 32532 10; 3910 [143
39.9-39.13;39. AG,%-12]
31, Capital and reserves AR + B.50 minus Capital and reserves 145 | &k FA5-FAE
[part al AM.22)
(i} Marrow capial Issued capical l&% 1.74; Rk
Accuinulated profivioss [A% Fit
Reserves 145 Fas-FAs

Maee: Inforratics presented wathin square brackess refers 1o relevans paragraph numbess i che IFES a5 of March 31, 2004, which was to cnme inte
effect on Janwary 1, 2005,

the adjustments needed, I this example, o period 3, Specifically, whereas the percentuge change is caleu-
one depasit taker joins the reporting population wnd lated as follows,
two leave. As g result, the sector-level capital ade-

guaey ratio is substantially strengthened. However, [
the implied increase in the ratio between periods 2
and 3 (+43 percent) does not reflect the change in the
underlving performance ol the population of re-
poerting deposit takers but rather chunges in the com-
position ¢l the reparting population. To uscertain the
underlying end. the percentage change should be

Percentage chunge = 4 ==

adjusted s that the population base in the current the underlving percentage change, adjusted for dif-
period (period 3) is the same a5 that in the compara- lerences i the reporting population hetween the two
Ltor period (period 21 pericds heing compured. is calouluted as

-

Table 11.11. Households’ Income

Syvarem of Madional Accouncs {1923 SNAy

F5I Lines in the Guide Line itern{s)

I, Wapes and salaries [mR N

I Property income receivable (et} R

3. Current crznsfers Daz 07

4. Ocher Pl minus (P2 + 001+ D029 + B39 + pace of P52
3. Less:taxes including social securicy contributions DEDelTL DA De. 0T

6. aross disposable income B.&
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where 5 15 the aggregate value of the numerator
(denominutor) Tor the population in periods 2 and 3
ithat is, the joining or leaving bank{s) in period 3).

Seasonal Adjustment

1L78 As with many ecomemic and financial data
series, rezularly occurring evenls or Useasonal
factors” such as public holidays and eod-ol-vear
priofit taking by fnuncial institutions and other cor-

Il + Compilation of FSI Data: Practical Issues

porations—can influence changes in the level of an
FSI for a given period. Yarious echnigues can be
wsed too identify and remove scasonal inlflucnoes
from FSI fime-series data, ranging from simple vi-
sual inspection of the data series to the application
of sophisticated statistical wools '® Nevertheless,
while the dissemination of scasonally adjusted FSI1
time serics could be considered and can be recom-
mendead where large and statistically relinble seasonal
influgnces can he identificd, it should be regarded
as complementing rather than replucing the dissem-
ination of non-seasonally adjusted time-series data.
Seasonal adjustment methods should be documented
in metadata, and consideration should be given 1o
disseminating information on the statistical reliabil-

ity of the seasonal factors, -~ .

Hlar a discussion of o mnge of seasonal adjustment wehnigques
see BEuropean Centril Bank (20008,
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|2. Dissemination of FSI Ratios

and Related Data

Introduction

12.1 "To enhunce the transparency of their linancial
system, countries are encourazed (o disseminate the
core and other FSIs on o frequen basis, This chapler
provides a standard framework Tor the dissemination
ol the core and encouraged FsIs. I can be adapted 1o
meet specific country circumstances. The chapter also
provides additional frameworks for the dissemination
ol information that allow analysts to interpret the FS]
datg in the conlext ol speelfic couniry clrcumsiances,
mcluding the stroctural features of the Inuancial sys-
tem. Dissemination of this additional information can
he essential. because disscminating FSIs aloneg may
nor provide an adegquate hasis for their imterpretation
due o the complexity of information they encapsu-
late, the range of data sources used in their construc-
tion, and the various accounting rules under which the
dat can be compiled,

12.2 While F5Is provide a variety ol inlormition on
the health and saundness of the lnancial system that
is essential for macroprudentinl analysis, they are nol
sufficient in their own right to provide a compre-
hensive analysis of the vuloerabilitics of @ country’s
financial system. Other factors that are important,
but lictouwside the seope of the Gulde, include the
quality of supervision and ol corporate governance,
as well as the ncentives facing financial corpora-
tions, including the legal framework and the role of
govermment in the financial sysiem, Some of these
Factors are discussed in the next parl of the Guide [t
should be recognized that coming 10 a judgment on
the strength and vulnerabilicy of any financial system
by combining these gualitative factors with the gquan-
titative I'SI data s not an exact method of analysis.

Dissemination Practices

12.3 As noted above, it is recomimended that FSTs he
disseminated on o freguent basis, The availability of
informatien can vary wmong FSls—Tor istance, infor-

mation on interbank interest rates will be available
moere frequently than information on the geographic
distribunion of lending. Monetheless, countries might
wiork toward releasing at least a basic, rather than the
tull, FSIdata set on g quarterly basis, within ome quar-
ter of the reference date. Some FSIs, such as financial
market indicators, may be available for dissemination
more frequently. Dissemination of a basic data set on
a gquarterly basis allows new developments o be iden-
tified 4t an early stage and provides time-series dala
that can he used Lo assess variatons in FS1 data across
time and in comparisen with other key econamic data.
12.4 The data covered in a basic dat set can vary
depending on natonal circomstunces, bt as a mini-
mum 1t should include the core FSTs specified in this
Giuiele. Prelvrably, the dara with a quarterly Trequency
should cover institunons that account for a significant
part of the assels of the reporting population; com-
plete covernge should be achieved with ar [east
annuil frequency, The need Tor dissemination of
encauraged FS1s depends on national circumstances.

12.5 When data are disseminuted, provisional data
should be clearly indicated and any major revisions
expluined by way of notes o the published tables,
Breaks in series, for cxample, doe 10 changes in the
reporting population, should be clearly idenulicd and
guantifivd where possible, Such explanations ave par-
ticularly imnpenant oiven that the entrance or depaure
of @ few institutions [rom the reporting sample could
potentially have s significant impact on the FS51s. More
senerully, metadata describing in dewil the content
and coverage aof the F5Is, us well as the accounting
comventions and other national goidelines reflected in
the data, should be made publicly availuble,

12.6 Given the wide range of source data needed
for compiling FSTs, data from various agencies (for
example, the central bank, the statistical agency, and
the supervisory agency) are likely 1o be included,
Mevertheless, as noted in Chapter ) 3 s recom-
mended that one agency take the lead and the respon-




sibility for the dissemination of all the FS1s produced
in the country on one centralized website andfor in a
paper publication, Such an approach facilitates access
by vsers. The lead agency shoold be designated s the
contact poind for vser gqueries on nalional FSls

A Frameworlk for Disseminating FSls

12.7 5er out below is a dissemination framewaork
based on two modules, These modules organize infor-
mition nto a series of wbles aimed atb providing o
coherent body of information, The two modules and
their elements are (17 the I'S1s and related data, and
(24 metadats required woanterprel the 1951s.

Module |

+ The core and encouraged FSIs. Table 1201 pro-
vides an illustranve presentacion of the list of indi-
caters on both u domestic controlled cross-horder
and domestic consolidated basis. Tt s recognized
that alternative possibilities for the ardering of the
list exist. Time-series dala are encouraged, as are
graphical presentations that can facilitde the iden-
tification of ends in FSls and complement the
data series themselves.!

+ Financial sector overview, The Codde sets out
some structural indicators for deposit takers and
other financial corporations (see lTable [2.2). These
indicators o beyvond the core and ecncouraged sets
of FSIs in this Guide.

+ Sector-level income and expense and balance
sheetl statements. These swlements provide the
nnderlying data series used to caloulate many
FSls, The Guide considers that disseminating
these statements would support the analysis of the
F51 datn sets, although such dissemination ooes
hevond the agreed FSIs. Such data can help gauge
the magnitudes of the underlying amounts, enable
interpretation of ratios—oespecially whether mowve-
ments in ratios over time are caused by changes in
the component clements of the numerator and/or
denominator—and alleew additional FSIs to be cal-
culated s country circumstances require. The
tabiles lor dissemingling the scctor-level income
and expense and halance sheet data are presented
in Chapter +—Table 4. | (Deposit Takers), Table 4.2
(Oher Financial Corporations), lable 4.3 (Non-
finuncial Comporations), and Table 4.4 {Households).

Hebeallv, data series would extend back to cover al least one
hisiness ovele 1o Boilitate the inerpretainon of corent Fsls,

12 = Dissemination of FSl Ratios and Related Data

The core and encouraged FSls

12.8 Table 12.1 provides an illustrative presenta-
tion o FSD data (1) on o domoestically controfled,
cross-horder consolidared basis and (2) on a domes-
tic basis (with data for deposit takers and other cor-
porations on a domestically consolidated basis). The
core F5ls are highlighted in bold italics. For depaosit
tikers, the Guide requires the compilation and dis-
semination of data on a domestic controlled cross-
border consolidated basis. Data on o domestically

cansolidated basis might he separately compiled if

the authorities believe such data would contribute
meaterially we their Dnancial stability analvsis.

12,9 As noted in Chaprer 5, national authorities may

see i need to compile separate F51s on subsidiaries of

[oreizn controlled deposit lakers {also corfolidated
cross-horder with their own branches and deposit-
taking subsidiarvies in ather countries, if anv}; such
information could be disserminated as an additional
colwmn in the table for deposit-taking F51s anly,

Financial sector overview

12,100 As noted in Chapler 2, cach country has 1is
awn unique financial stuacture, and this will affect the
range o data available Tor calculating FSIs and any
assessment of FSIs that are disseminated. Thus, Table
12.2 presents stroctural indicarors for the domestic
financial sector that might be relevant for any such
assessment. This st goes beyvond the agreed Fsls.

Dreposit takers

12,11 To provide an overview of the size and owner-
ship structure of the deposit-laking seclor, thus sup-
porting the interpretation of FSls, the following key
structural indicators could be disseminated on, at
least, an annuzl basis:
= MNumher of domestically incorporated deposit tikers
and number of branches of foreign banks,
o Number ol domesuc employees in all resident
deposit takers.
« Mumber of branch outlers of deposit rakers in the
COCLOTTY,
= Total vilue of assets (domestic and forelgn) owned
by resident deposit takers, of which
{1} domestically contralled deposit takers?®
(a) gpovernment controlled
(b privately controlled
“In those race mslances where the parent ught be considered
s peing located beth e the doemestic and @ foreign economny and
the deposit taker classifics such entites 15 domestically con-
tralled, separately identifying such entitics, when disseminating
any data on fimancial strectoee, maght he considered.
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Table 12.1. lllustrative Presentation of Financial Soundness Indicators
{Ratios unless otherwise stated) ¢

Cromestically Contralied, Crormestic
CrassBorder Consaolidated Consolidated Basis
Basiz (for Soundness Analysis) [foar Link sizh
{Resrpired) Macrozconeny)
i P2}

Deposit talers!

Capital-based?

Regulatary capital to risk-weighted assets !
Regulatory Tier [ capital te risk-weighted assets
Capital to assets
Maonperforming loans net of provisiens to copital
Return an equity
Large exposures Lo capital

{nurmber of large exposures)

it large resident encicies]®

(L eonnected barrowers)®
Met open position in foreign exchonge te copitalt
Carass asset position in finangial derivarives to capital
Gross Habilicy pesivion in fimancial derivatives 16 capital
Mt ppen position in equities to capical

Asset-based
Liquid assets to total assets
Liquid assets to short-term Naobllities
Cusremer depasits ta tatal (nonicterbank) loans
Return on gssets
MNanperforming loons to tatal gross laons
Sectoral distribution of leans to total loans (percentages af total)’
Deposit takers
Central bank
General government
Other financial corporations
Nonfinancial corporations
Other domestic sectors?
MNonresldents
Residential real estate loans o tozal loans
Commercizl real estace [oang o toal loans
Gecgraphical distribution of lozns o tol loans (percentages of ronal)?
Diamestic aconamy
Advanced economies
Reggions, excluding advanced econamics
Adfriza ¥
Of which, Sub-Sahara
Asia
Europe
2 which: Former Sovier Union, including Russia
Middla East
Western Hemisphere
Foreign-currency-denominared loans oo coml loans
Foreign-currency-denominated liabilisies to tozal liabilicies

Income- and expense-based
[rterest margin to gross income
Trading income o ol income
Manimterest expenses 1o grass income
Fersennel expenses to noninterest expensas

Crther financial carparations
Assers to total financizl syscemn assecs
Aszecs o GDP ..

140




Table 12.1 (concluded)

12 = Dissemination of FSI Ratios and Related Data

Diamesric
Consolidated Basis
(for Link wicth
Mas roeganarmy)

Dlomestically Contralled,
Cross-Border Consalidated
Basis (for Soundness Analysis)
{ Required)

i (2]

Menfinancial corporations
Total debt to eguity
Becurn on equity
Earnings o interest and principal expenses
Met foregn exchange sxposure 10 eguity
Murnber of applications for protection from creditors n.a.
Howsehalds!'®
Househald debt ca GLP n.a.
Heusehold debt service and principal payments 1o income n.i.
Real estate markets &
Residental real estace prices (anaual pereentage increase) N, ¥
Cormmercial real estate prices (annual percentage increase) n.a.
Market liquidity
Axerage bid-ask spread in che securities markac

{percentage of midpaint prics) it

[specify type of insteurment)
Axerage daily turnover mtia in the securities market

[specify type of instrument) n.a.
Interest rates
Spread beowesen reference lending and deposic races

{Basis pouns)
Spread between highest and lowest domestic interbank

rate (Dasis points) n.a.

Mote: na. = noc agplicahle.
All seroes highlighted i Bold and italics are core Fils,
Fror all the capital-based

Tier | capiral should be used a5 the narrew meassre,

icators, except the rogulatory capital-based Fals bath 2 narrow and 1ol capical measure can be adepred Where applicable,

Wi st cases. such data might be applicable only to ncorporazed deposic takers

#edined a5 claims of the largest deposic takers an the largest entines in the resident eccnomy. including goverament, to capital (see paragragh §.29)
*Doedined w5 clairms on affilizstes entties. including nearesidens entities, 2nd other conmected counterpartios, to tapisal (paragragh 6,.30)

EThe reasure of the ner cgen pasivan employed, whether 1ol or ca-balance-sheer qems cnly, should be made axplicn when disseminating daa,

"Supplesnentary idormation by type of indeszry could also be provided,

Earssts of households and MPISHs These sectors <ould be sepasately idertifed.
“Supplenentary iformation by jurisdiction could also be provided, if significans.

T be cornpeled an an aggregare residence basis,

(21 foreign controlled deposil takers
(a) subsidiarics of nonresident parent entitics
(h1 hranches of nonresident parent entities,

1212 As deseribed in Chuapter 3, in the Guide control
is defined as the ability to determine general corporate
palicy by chaosing (or removing) appropriate direc-
Lors, Ay deposit aker that 1s neither controlled by the
government of the economy in which it is located, nar
foreign contralled (as defined in paragraph 5,113, 15 o
be classified as private domestically controlled.

12.13 The number, employment, and value of assets
owned by the deposit-taking sector provide inlorma-

tien o thee siee o the seewen Additionally, Inlormation
ol the net number of deposic takers entering or leav-
ing the husiness and information from FSls, such as
the spread between deposit and lending rates, provide
some indication of competitive pressures or whether
the sector could be under stress, Tn addition, the nim-
ber of branch outlets in the cconomy can b 4 source
of information both on cost pressures and on the size
of the deposit-taking indusiry within the econemy.®

!Although the nalure of o branch can vary across countrics—
fromn “hrick and stone”” beanches o one-persen windows
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12,14 Agtributing the value of assets berween domes-
tically controlled, incloding government-controlled,
deposit takers and subsidiaries and branches of for-
eign parent enines provides an indication of the own-
ershup structure of the deposit-laking sector, Mare-
over, the value of assets could be divided into claims
on residents and nonresidents, thereby indicating the
importance of forgign business to deposit takers.
When the value of depasit takers” assets and, in par-
ticular, the value of loans to nonfinancial corporations
and households are compared with GOP, the lnpor-
tance of deposit takers” financial intermediation 1o
the economy is highlighted, [n this regard, compilers
could alsa disseminate information from national
accounts data on the value added by domestic deposit
takers compared with GDF

12,15 Tn many economies, the deposit-taking sector
may consist of specialist institutions, as deseribad in
Chapter 2. I 50, the naiure of the hanking husiness
undertaken by various types ol specialist institutions
iy differ significamly. To Turther understund the
structure of the inancial syswem, compilers could dis-
tinguish structoral infermation on commercial bunks
ancl on distinetive types of specialized banks such as
savings hanks. cooperative banks, and microlinunce
institutions. Moreover, where appropriste, offshore
deposit fakers—rthat is, those licensed o ke deposits
from and lend primarily, or solely, w residents of other
eoonomics — could he distinguished 4
12.16 The concentration of deposit takers” assers 1s
alsoampoerant w understanding the structuee of the
linancial swstem. Thos, compilers might consider dis-
semination el the additional indicators as discussed
bz Lo
« Names and, in lerms of the value of deposit takers
assets, the combined market share of the wop five
resident deposit takers (or o number araund five
that is considercd more approprisle o national cir-
CuImstances ).
= MNumber of deposit takers that accounts lor 25, 50,
and 75 percent of the value of deposit takers” wotal
AS5CLS.

Fhls conld e compiled hoth including and excluding soch
deposit takers, depending on netonal circamestances. While the
opcrations of such deposin tikers have implications for the domes-
e economy—it wide-scule collapse of offshore deposit takers
could Tave systemic e e nees—Iihe aothoritics might coensider
the nature of the busmess of oflshors deposit takers as dilterent
fram that of ather depasin ks,

Iz

+* Dissermnination of F51 Ratios and Related Data

+ Measures of concemration in the sector. One possi-
bality is the Herfindahl Index, which is caleulated as
the sum of squares of the market shares of all {irms
i the sector and 15 described i more detal, along
with cther measures of concentratien, in Chapler 15,

12.17 Finally, subject o national confidentiality
constriaints, countrics could disseminate inlormation
an their depaosit insurance schemes, because the
level of coverage of depositors” funds can aflect
economic behavior and thus have implications for
financial stability.

Cther financial corporaiions

12.18 Given the different specializations within the
wther nancial corporations sector, 1o more fully
understand the structure of {fhe sector, campilers
could disscrnate the Tollowing subsector informa-
tion for insurance companies, pension funds., security
fincluding dervative) dealers, nvestment funds, and
other financial entities:

« Mumber of resident institutions {with separate
identification of lile imsurance and other insurance
companies),

= MNumber ol doemestc ecmployees,

+ Tatal value of assats (domestic and forgign) owned
or, lor investment companics, under management,
— of which

(L domestically controelled
(2} Foreian controlled.

12.1% Inlormation on the splic of assets of other
financial corporations between claims on residents
and nonresidents could also be disseminated,

12,20 Compilers could identifv the largest corpora-
tions in the other (inancial corporations sector se thal
it s transparent as to who might be the major players
in the finuncial markets outside the deposit-taking
sector. Compilers could disseminate the following
information:

o Mames and, in terms of the value of assets, market
share of the top five companmes (or a number
arcind five that 15 considered more appropriate 1o
national circumstances).

12.21 For insurance companies the following could
also be disseminated:
= Tontal premivm income of resident insurance com
panies,
—of which
(1) life
(21 nonlife,
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12.22 The types of financial insttitions mentioned
above are likely to be the major owners of financial
assels within the other financial corporations sector,
However, il other groups of linancial insttutions are
significant owners o Onancial assets in the ceonomy,
lor example, [inance companics, compilers could dis-
seminate information on the value ol their assels by
type of aolivily.

Nanflwancial corpararions

12.23 While not covered in Table 12.2, compilers
might consider providing the names of, and the value
of assets ewned by, the top five nonfinancial corpora-
Lions (o other number appropriate o national cucum-
stances) e facilitate the complation of data on large
exposures and o provide an indication of their impaor-
tance within the econony,

Module 2

= Metadata describing in detail the content and
coverage of the FSls and the accounting conven-
tiens and other national guidelines reflected in the
data should be publicly availalde, In particular,
deviations from the principles set out in the Gudde
should be elearly explained. and any differences
i approaches within and between sectors should
be highlighted, At the development stage. some
FSIs may be caleculated from data drawn from data
covering various subgroups that apply different
accounting principles. Such situations should be
highlighted in the metadata,

12.24 Box 12,1 presenes some usiratve points Tor
items that could be covered in such metadata. This
I'I'IL‘J(il]]l?iH miodeled on the approach in the IMEs Spe-
cial Data Dissemination Standurd und the Geoeral
raty Dissemination Syswem.

Specific information on FSls disseminated

12,25 A brief deseription should be provided of the
definitions and the dara sources for the numerator
and denominator of each FSIL with crass-references
o the general information section, Other specific
information could include whether the numerator
and denominator are gvailuble with the same peri-
odicity, and if not, how this affects the use ol the
data,

Box 12.1. lllustrative Points for ltems
to Be Covered in the Metadata

Caoverage, Periodicity, and Timeliness of Data

Data category
Coverape, such as deposit takers or nenfinzncizl cerporations.

Periedicity and timeliness of release

The frequency wich which data are disseminated, and the
timelingss of dissermination, I sarme daga secies are released
mare frequently than athers, chis can be specified.

BAccess by the Public

Dissernination proctices
The mode{s} of disserninating F5ls and the main centralized
source for users wanting to access Fols,

Cantacts
Mames, addresses. e-mail addresses, and other contact
infarrmitian,

Integricy

Terms and conditions

The cerms and conditions under which these dat are pro-
duced and the agencies invabved in the process, and similar
inforrmiticn,

Revisions
Informatian on revisians inothe data sets and advance
notices of majar changes in methodolagy

Quality of the Disseminated Data
General Informotion

Accounting framowork
Deseriptons of the underlying accounting frameseorkis).

Mature af tha basic date
Cata sources, consolidation methodology, instituticnal
coverage, and so an,

Compilation proctices
Irforrmation ar samples and surveys, statstical adjuscs
ments, mechads of verifying datz, and so on.

Accousting and classificonon prnciples

Time of recagnitien principlas, valuation mecheds, cassiti-
cation of accouncs, netting procedures, and so on. Cifer-
erices it standards or prastices from thase recommended
iri the Guide should be described.

Other

Ay ather relevant infarmation on compilation practices
far the data that are dissermimated, including information
orsignficant changes in the reporung papulation,
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3. Financial Soundness Indicators
and Macroprudential Analysis

Introduction

131 This chapter provides an overview of the use of

FSL data in macroprodential analysis. It focuses on

three questions:

= Why are FSI data needed?

+ What iz the lnancial stability Trumework within
which FSI data can be used!

= What are seme other tools that can enhance the
uselulness and onderstunding of FST daa?

13.2 The collection, compifation, and dissemination
af deatar fmvolve resource costs for suppliers aind com-
pilers. Theretore to Justify such work. it is necessary
t usk the following guestion,

Why Are FSI Data Needed?

13.3 The recognition of the need for FSI1 siatistics
amang the international cormmunity arose out of the
financial crises of the 19905 A review of recent de-
cades shows that many IME member countries cape-
ricnced fnancial erises that often resulted in severe
dizruptions ol cconomic activity. The significant
costs of these crises, both direct (such as the cost of
recapitalizing the deposit takers) and indirect (such
as the loss of real economic activity), have highlighied
the need to develop a body of—preferably high-
frequency-— statistics that conld help policymakers in
macroprodential analysis, that is, in identfying the
strengths and volnerabilities in their countries” [nan-
cial systems. Such analysis could form the basis for
takang aciion Lo prevent crises from ocourring.

13.4 Understanding of the nature and causes of
financial svatem crises has developed a great deal in
recent years, but analytical work continues.

This section of the chapier draws on Boria (20031 and Crocketr
(20027,

13.5 Financial svstem crises can arise from the failure
af one or more institutions, whose effects then spread
through a wariery of contagion mechanisms to affect
the whole system, The original shock that caused the
failure is likely 1o be external or exogenous Lo the
mstitution. Indeed. prodential supervision suppors
efforts to identify potential volnerabilices ifindivid-
ual institutions before they hecome severe, and il they
dar become serions o inform actions that limit their
.‘&}".‘it{:]ﬂi(‘. COMEEQUEINCES,

13.6 Sysiemic erises cun ulso arise from the exposure
of a financial system o common sk factors, Under
these circumstances, systemic stability is determined
by behavior internal or endogenous 10 the system. In
other words, financial erises arise when the collective
actions of individual agents make the syswem isclf
vulnerable w shocks, The buildup of these valneralil-
ities and risks tends to oceur over time, such as during
an economic upswing when confidence 1s high, betore
marerializing in recessions.

137 The sources of vulnerability of the financial
system can vary: for ecxample, poor assel guality,
undue cxposures o market and credic nisk, and lack
of capital, The timing of a crisis and its immediace
cauwses can also vary: lor cxample, the deteriorating
condition of private bormoraers, excess government
horrewing that underminegs confidence, concern aver
a large curient account deficit, andfor a sharp swing
in the exchange rate. When the financial system is
vulnerahle, such events can result in a financial syvs-
tem crizis that imposes severe [osses on an cconomy,
both directly and indirectly: directly as depositors
Tose funds ax banks il and as governments incur fis-
cal eosts 1o rebuild the financial systen: indirectly as
economic aclivity is reduced by the disruption of
linuncial intermediation andfor payment systems,
Muoreover, there can be adverse social consequences
froan the economic and linancial disruptions.

13.8 Experience has shown that actions or policies
that seem appropriate from an individual entity’s
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viewpoint can have unwelcome systemic conse-
guences. For instance, in the face of perceived higher
risk caused by financial market developments, or a
reduction in capital adequacy caused by weak prof-
iabality. individual depaosit takers might tighten lend-
ing terms. This might impede economic activity over
stgnificant pericds of tme andfor precipitate finan-
cial stress and asset price declines, which in wrn could
increase linancial sysicm risk,

13.9 F51s and the frumework provided in chis fodde
have been developed 1o assist macroprudential analy-
515, The positon at @ single moment in Lme and
developments over time, such as through a full busi
ness cycle, can be assessed. Indeed, understanding
how vulnerabilices buoild up over time is particularly
rielevant to this analysis, along with an understanding
of the mutually remforeing dvoamic interuction be-
tween the fnancial svstem and the real econcmy, The
focus ol this bady of da 15 somewhal different from,
but also camplements. that for prudenal supervision
{which is rationalized in terms of depasit prolection),
The focus of this hody of data 15 also ditferent from
that 1 the national accounts (which is used o meni-
tor macrocconomic activity ), Thus, while necessary,
F31 data alone are not sutficient to meet all the necds
of macroprudental analysis, us discussed luter an this
chaprer,

1330 [ the need far the bodyv of data 15 understoad,
haw doeys the ser of data series fit together? Tn shorl,
iL 15 necessary 10 ask the following question,

What Is the Financial Stability
Framework Within Which FSI
Data Can Be Used!?

13.11 The development of a linancial stabilily rame-
wiork For the analysis of F51s and related data is still a
a relatvely early stage, and, indeed, dissemination of
dara would support further empirical rescarch.? In
Tune 200013, the [IMF stull presented to the IME's Exec-
utive Board such a ramework (see Figure [3.1)
While it s considered & uselul wol, it nonctheless
requires lurther developrment,

1312 The framework has four dilferent elements:
= Asgsesasment of the risk of a shock to the (inancial
secton Among the tools available are indicators

T EThis section draws on IME (2005),

used in early warning system (EWS1 models. These
indicators are typically based on country-specific
data, developments in the glohal cconomy, and
political risk, >4

= The use ol F5Is to (1) assess the valnerability of
the financial sector o shocks: 020 assess the condi-
tion of nonfinancial sectars: (3) monitar financial
sector vulnerabilities arising from credit, liguidity,
anid market risk; und {4y assess the capacity of the
financial sector 1o absorb lTosses, as measurcd by
capital adequacy, for example,”

+ Analysis of macrofinancial linkages 1o abtain an
indicatian of the effect on macrocconomic condi-
tioms, debl sustainability, and impairment in the
intermediation capacity of the financial sector

« Surveillance of mucreecanomic conditions (o assess
the effect of shocks on macroeconomic develop-
ments and debt sustainabilio

13.13 From Figure 13,1 it can be seen thut F5Is are
part of a larger body ol information and wols used
monitor financial stability, and there are interrels-
tonships among the different elements,

13.14 While the financial stability framework indi-
cates how a shock might be ransmitted through the
finuncial system, the direction of causality is not scl.
For example, weakness in hunks” capital adeguacy
could resull i a tghtening of credit standards that
would alfect the condition of the nonfinancial sector,
und declining prodoctiviry and income in the noodi-
nancial corporations sector that reduce debi-servicing
capacily could make the financial system vulnerable,
Therefore, widespread compilation and dissemi-
nation ol FSls and related data, such s the sectoral
financial statements and the structural indicators oul-
lined i the Gudde, would helpin the understanding of
linkages umong FSTs as well as between FS1s and
other ceonomic data

Analysis of Linkages Among FSls

13.15 The complexities of the relationships or link-
ages among FSls are still lar from heing fully under-

W hile EWE madels offer o svatcmatic, objective, and consis-
tenr pnethod for predicing enses, they hove a mixed secord in
terms ol Forecssting acvursey and are used s only one among
many inputs inta IME surveillance.

A8 alzo Ahind (20050

Ioreover, these vilnerabilives sood capital adequacy shoulil be
mamiterad Both for the sector 25 3 whaele and for key peer groups
thar are sources of sk 1o fnancial stabiliny,
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Figure 13.]1. Analytic Framework for Financial Stability
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stond. Nonetheless, even in the absence of widespread
dizsemination of FAI data, some linkages are clear.

Corporate leverage and asset quality

1316 F5ls manitoring the financial condition of the
nonlinancial corporalions scelor may help in deteet
ing a potential deterioration in asset quality at an early
stage. before i is rellected in NPLs. Such FSIs help
compensate for the fact thar NPLs—the hest available
measure ol assel quuality—are w lagging indicator,
partly due o the period that a loan needs w he in
arrears before it is declared nonperforming, The cor-
porate leverage and debt-service capacity ratios can be
used as indicators of the asset qualily, as the corporate
sector is a key channel through which shocks affect
the deposit-taking seclor®

Asset quality and capital odequacy

13.17 The linkages between I'S51s of assel qualily
and capital adequacy derive from loan classification
and provisioning rules thal determine when, and how
much, hanks provision against nonperforming loans,
Thos, these rules influence the sive and timing of any
reduction in capital that results from a deterioration
i asset gquality. Since these rules vary across coun-
tries, the linkages are likely o be different Tor cach
country, Especially when banks have significant dis-
cretion in classifying loans or there may be forbear-
ance, lose allention needs to be patd to these tules
because of the greater scope for banks 1o underrepornt
the actual detenoration in credit quality. Similarly,
inadequate provisioning rules coable hanks to delay
addressing credit problems, which are likely 1o
hecome more serious over time as a result,

o

Taking account of macrofinancial linkages

13,18 The macrofinancial linkages between nonfl
nancial sectors and the banking sector are important
for gaungmg the pessible impact of a financial crizis
on macrocconomic developments. These linkages
arise from the borrowing and the depositing of funds
by other scctors with deposit takers, The impartance
of these linkages can be measured through a combi-
nution of monetary data and, for transactions routed

Chee IMIE C20024d, 240 Work in the Fund descobed in IME
(200540 found that the nenfinancial corpartions secton’s leveragsy
ratice hadl a significant impact on depesn akers” wset quality with
a ane-yeir lag,

through Toreign centers, BIS internaticonal banking
statistics. Because in most economies deposit takers
are at the center of the financial system, these link-
ages are likely to be very signilicant.

1319 Table 12,2 sets out a set of structural indicators
that help o understand the impartance of deposit tak-
ers (o the economy and to pavge the possible impact
ol a finuneial crisis: the number of institutions and the
structure of their gsnership, the nwmber of branches
and employees, the absolute and relative size of
financial assets held, and so on, Morsover, these indi-
ciators, through the information they provide on the
ownership structure, can indicate the possibilicy that
deposit takers might receive outside support in a cri-
515, such as in the case of foreign- and government-
controlled deposit takers.

13.20 The financial sector’s holdings of debt secur-
ties issued by the government and the private seclor
can be imporant. Specilically, credit or markel losses
and a sharp fall in the capital ralio can lead 10 an ad-
Justment in the deposit-taking seclor’s holdings ol this
debt. When deposit takers” balance sheets contain o
significant share of outstanding government or pri-
vite debt securities, the debtors” borrowing costs and
capacity 1o roll over their debt could be allected, with
possible implications for debt sustainabilivy. To assess
the significance of these inkages, il can be uselul o
maonitor FSIs in combination with scetoral linancial
statement data, Moreover, the sustainability of gov-
ernment debt might alse be affected of there were a
hanking crisis in which the government had w bail out
the banking sector,

13.21 Ancther linkage exists due ta the potential
tnpact of banking sector problems on the monetary
policy transmission mechanism, Financial system
wzakoess could make i more costly toe tighten mon-
etary policy, lmiling the policy options of the central
bank. lo thiz case, FSI daly complement monetary
data. Data on linancial structure, including the rela-
live importance of market and bank financing, can
also be useful in this analysis, Payment systems are
alsor vital links hetween the financial sector and the
rest of the ceonomy. This aspect of financial stabilicy
is discussed below,

13.22 FS and relared data provide quantitadive
informaiion on the current health and soundiess of
the financial svsiem, but additional tools can be wsed.
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What Are Some Qther Tools That
Can Enhance the Usefulness and
Understanding of FSI Data?

13.23 The analvsis of FS1s can be strengthened by
using stress tesls and information on the eilective
ness of banking supervision and the robustness of the
financial svstem infrastmctore,?

Stress Testing and F5ls

13.24 Analvtical work has focused on how aggregale
stress testing can be vsed i combination with FSTs 1o
enhance their usclulness, Aggregate stress Lesling
invelves applving standardized shocks to deposit tak-
ers’ balance sheets and then aggregating the resules
across deposit takers o obtain the impact on the see-
tor as @ whole, Stress testing wlso provides a way 10
assess cortain tvpes of risks that are hard 10 measure
precisely using F5Is, including risks arising from
derivativies and off-balance-shect exposures,

13.25 The relationship between FSIs and stress test-
ing derives from the fact that changes in FSTs are typ-
ically outputs of stress resis and also “imecmedine”
inpurs of stress lesls in some cases, Specifically. in
stress testing the impact of @ macroeconomic shock
is usuully measured by irs impact on the capital ratio
F5ls, Maoreover, some shocks are formulated i lerms
ol chunges in the level of MPLs and thus provide o
direct measure of the linkage between changes in the
MPL-hased FSls and the capital ratio for the deposit-
taking sector,

13.26 Stress testing and FSIs are different but com-
plementary approaches 1o assessing risks to financial
stability. FSls allow more contnuous monitoring of
specific strengths and vulnerabilities over time, while
the stress tests give an estimate of the losses {tvpically
reported as a change in the capital ratio B8 the con-
text of vulnerabalities from a one-time, plavsible shock
o a relevam macroeconemic sk factor. An introduc-
tion o stress lesting s provided m Appendix WL

13.27 While u systemic risk arising [tom interhank
exposures can be monitored by aggregated data, such
an approsch doees nol taike inwe account the structure
of bilaweral interbank exposures within the sector,

TCamprisisg payment svsems, fnancial maker infrastructure,
systemic Lguidity armangements. accounting and disclosure,
insolveney regimes. and lnancial safory nets,

Siress tests can wse information on the distribution of
interbank exposures within the sector (o assess more
precisely the risk of 4 systemic crisis being triggercd
by the failure of a syswemically important bank, as
described in Box 13,1,

Basel Core Principles (BCPs) and FSis

13.28 A wide range ol information relevant to
assessing the soundness of the banking seotor can be
found in the assessment of compliance with the BOPs
for effecrive banking supervision.® Assessing compli-
ance with the BOPs is an integral part of every FSAR
The assessments are sometimes conducted separately
s well

13.29 The link between compliance with cfire prin-
viples and financial stability remains complex, Tt
invalves, Tor cxample, lags in the implementation of
rules and therr oltimate effect on the health of the
lnancial system, The descriplive information con-
tained m the wssessments of BOPs can help assess
how a lack of compliance with specific core princi-
ples may contribute to banking sector volnerabilities
and affect the capacity of the banking sector capilal
to absorh potential losses.

13,30 Table 131 lists specific BCPs thal may con-
tain relevant information to assess particular aspects
of the swhility of the financial system and indicates
in which arca of mucroprudential analysis this infor-
mation may be useful. The whle suggests that many
of the core principles contam information potentiadly
relevant 1o the assessment of risks to the stability ol
the financial system.”

13.31 More broadly, the information provided in the
assessments of BCPs can be used 1o help interpret
515 1 a number of ways:

* To support the metadata that should be provided
with the dissemination ol FSI data, assessments of
BCPs can clarify what is being measured by the
FSls. For cxample, when assessing capital ade.
quacy FSls, BCP 6 clarifies the definition of capi-

FIME and Woeld Bank (20020 reviews the expericnce of the
IME s the World Bank in conducting BUP assessments in over
Gt countrics o dentily the extent wowhich il s possible 10 ose
thwese wssessments (o investigate the elfectivencss of hanking
REPEEVISION

Tl wssessments of BOPS contam two Lypes of infarmation
descriptive infermastion regarding the way inwhich specilic crile-
rid are met and 4 rating of the degree of complance with each
cone principle.
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Box 13.1. Using Interbank Stress Testing to Assess Systemic Risk!

-~

Interbank stress testing can be used to assess the syscemic risk
deriving frem the potential of 2 shack 1o crigger concagion
chrough interbank exposures, Io esnmaes the porential for the
failure of one, or a few banks, triggered by a shock, to cause
ather banks to Tl This exercise has owo stages: first, 2 standard
stress test applied o individual banks is used to identify the bank
[or barks) that are at grearest risk of filure, Second, an nzer-
bank stress test bazed on data on bilateral interbank exposures
is used o assess whether filure of the vulnerable bank or Banks
could rrigger the filure of other banks in the syscem (which

'In:-;-:-a.-u.-:.k stress bests are reported in che Luxembeourg F3APs (soe
IMF, 2002} and in Elsinger, Lehar, and $ummer {2003

could have already been weakened dicectly by che shock} due e
the interbank exposures betwesn them. The interbank scress
test then identifics those banks (f any) that have a large expo-
sure to the failed bank(s) and thereby cculd alse be forced ince
insolvency, The interbank exposure data take the form of 2
trateix wich the cells containing che net bilateral interbank oxpa-
sures berwaen banks. where each row in the maleix gees the
interbank exposures of a bank to cveey other bank in che macri
[see the Figurcl In effect, the nenzers cells serve to provide
comparisons of those expasures to the banks' capital o ascer-
tain whether the losses incurred due o defaulc on their incer-
bank Ioans weuld reduce cheir capital sufficiently 1o cause chem
to alse Fail This type of stress pest has already besn conducted
on several FRAPs.

Hlustrative Matrix of Met Bilateral Interbank Exposures

Bank | Bank Bk, n
Bank 1 = Interkank exposure of bank | Incerbank -::xp.;:.s.'\;rt: of Bank |
ta bank I o bank n
Bank 2 Incerbank exposure of bark 2 Interbark exposure of bank 1
o bank | tea Bnlke o
Bank n Interbank exposure of bank n Interbank exposure of bank i —
to bank | to bank 2

tal by providing information on the types of instro-
ments that supervisors allow banks to include in
capital. In addition, BCP 3 helps assess the impact
ol accounting and provisioning rules on reported
bankgng sector capital used in FSls.

Mssessments ol BEOPs cun help establish the under-
lving cause of abserved movements in FSIs when
there are competing cxplanations. For example, a
decline in the rsk-weighted capital adequacy ratio
may reflect an FSI deterioration or improvement,
depending on whether this change is driven by &
rapid growith of assers that are considered more
risky or by a remedial action thal reguires higher
lpas recognition. The latter interpretalion is more
likely in a supervizory system where prompt reme-
dial action is usually taken. Assessment of BCP 22
provides information on the extent (o which super-
visars lake prompt remedial action o reduce sk
in the financial system.

Assessments ol BCPs can indicate the responsive-
ness of the supervisory system (o emerging financiul

sector problems, which reveals how gquickly vuloer-
abilities identificd by FSIs are likely to be correctad,
For cxample, BCP 7. on the adequacy of hanks
credit policies, can help judge when FS1s monitor-
ing asser quality warrant concern. Similacly, BCP
9, covering the resteictions on large exposores and
portfolio concentrations set by supervisors, is rele-
vant to the interprotation of FSIs monioning sectoral
lean concentrations, Finally, BCP 12, covering mar-
ket risk, can help reveal whether the banks have
the diseretion o build up market exposures large
criongh o pose a risk to the soundness of the system.
Assessiments of BOPs provide infornmnation on the
effectivencss of bunks’ risk management, This indi-
cates how effectively the banking svstem is respond-
ing to the risk associuted with particular values for
ESIs, Forexample, BCP | provides complementary
infarmarion on the adeguacy of banks” management
af country risk. Similarly, information from BCF 12
on limits and capital charges on market exposures
and banks" market risk management cun help intec
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Table 13.1. Basel Core Principles Containing Information Relevant to the Interpretation of FSls

Inforrnation Relevant o Macraprudential Surveillancz

BCFs Providing Informatian Relevant ta
Macroprudential Survaillance

BCP number Informaticn cancent of BCP

1. Rabust financial infrastructure
Sound and smble macroesenamic policies

Welldeveloped public infrastructure

Efficiant bank resolstion procedures
Apprapriate public safety nats

Il. Effective supervision
Auronomy, power, ard rescurces of supervisery authoricy

Capacity to take prompt remedial actians in response to
identified weaknesses

Capacity to collect necazssary infarmanion
Capacity to verify data provided by banks

Capacity o collect and verify information on
cross-border accivities

. Macraprudential surveillance
Surveillance of FSls of capial adequacy

Surveillance af Fols of asset quality

Surveillance of Fls of earnings and profitabilicy
Surveillinee of Fhls of liquidity

Surveillance of Fals of sersitiviey to market risk

pret FSIs of sensitivity to market risk. Finally, BCP
13 gives anlormation on banking sector mianuige-
ment of liguidity risk.

= Assessments of BOPs provide information on risks
that cannot be captured adequately using F51s,
such s operational and legal risk.

Role of informatian on financial infrastructure

1332 Information on the financial system infrastruc-
rure can also help imerprer FSls. The Tinancial market
mfrastructure includes payment and settlement sys-

Frocandition | Soundness of macroecanarnic policies

Precondizicn 1 Jredicial system. accounting principles and
auditing sysrerms, pryment and clearing

system
Frocanditian 4 Bank resolutian pragedures

Precondicion 5 Bank safety nets

BCP I Independence

BZP 1 Erifrooment powers

BCF | Legal pratection b

BCP 22 Remedial measures

BCF 16—17 Oin- and off-site supervision

BCF 31 Accountng scandards

BCF | Infarmaticn sharing

BCF 33-15 Cross-border information sharing

BCP & Capital adequacy

BCP & Lean evaluation and loan loss
provizicning

BOCP 20 Consalidated supervisizn

BCP 13 Globaily consclidared supervisicn

BOR Y Credic palicies

BCP & Lexar evaluation and loan loss
provisioning

BCP o Large oxposure limits

BCF 14 Caonnected lending

BCP 20 Consolidated supervisicn

BCP 23 Globally consolidated supervision

BCP 1] Councry risk

BCP 13 Crher risks

BCF 12 Markac rick

tems and a browd ranse of different markets that banks
riely on as funding sourees and for tading, It also
includes central bank operations and other systemic
liguidity arrangements. The financial system inlra-
structure affects financial instilutions” capacity 1o
access und manage liguidity, Tables 3.1 und .2 pro-
vide a framework lor disseminaning some information
on the fingneial system indrastructore and can be used
e help interpret the liquidicy FS1s,

13.33 Informabtion on the ypes of markets and their
functioming can be useful in assessing how vulnera-
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bile the hanking sector is 1w a loss of access o markel
funding in a crisis, For example, while the interbank
market @8 generally the most important and lowest
cost source of Tunding lor banks, banks can Tose
access W interbank funding if their credit quality
deteriorates by even a relatively small amount. In
contrast, in repo muarkets and securities markets,
accass o liquidity is likely ta be maore robast o such
deterioration, as repo markets lend on a secured hasis
while securitics markets price risk by charging lower
guilily borrowers a wider interest rute spread,

13.34 Information on market nucrostructure, such as
whether markels are in organized exchanges, ars
over-the-counter (OTC), or rely on electronie trading
systems, can provide insights into the robustness of
market lgumdity, For OTC markets, information on
features affecring the capacity of market makers, such
as the number of market makers and the sive ol the
positions they take, could be uselul. For cxchanges,
mlarmation on the trading sysiems, price trans-
parency, margining rules, and capital committed by
the exchange 1o support rrading could be used. For
electronic trading sysiems an indicator of liguidity is
the stundard transaction size. Also relevant 1x the
extent wr which closely related assels are waded on
the differeny types of markets, which can substitue
for each other i1 one macker loses Bguidiey {Tor exam-

ple, some cwrrencies are traded on 1T markers,
exchanges, and clectronic trading systems). By
reducing credit risk, the liquidity of linancial markets
can also be affected by the exlent o which trades are
cleared through o central counterparty,

13.35 The BIS's so-culled Red Book (see the Text
Annex to Chapter ) provides information on pay.
ment systems of individual countrics. Specifically,
very large, short-term fincluding intraday) credin
SXPOSUTES CUNl arise i some payment systems, which
could make banks less willing to lend w cach other in
a crisis, Thus, it may be desirable w menitar indica-
tors of payvment system functioning, such as on intra-
iy interbank exposures and daylighl overdrafts,
Maoreover, it may he usclul w have information on the
settlement lags, loss-sharing arrangements, relionce
on collateral, and marke1s that have Feal Time Gross
Sertlement; all this information provides indications
of the extent W which banks may have succceded in
conteedling this source of credit risk.

1336 Also relevant o interpreting liguidity F51s 15
inlormation an the fnancial syswem safely net, includ-
ing deposit protection schemes and central banks” li-
guidity support to markets, which inflocnces the
cxtent o which banks can continue o access market
Liguidity in a crisis.




14. What Use Can Be Made

of the Specific FSIs?

Introduction

14.1 The previous chapler explained the necd for
F&ls and how they 1itinto the wider concept of macro-
prudential analysis, This chapter considers the use that
can be made of the FSIs that have been agreed by the
IMFE's Executive Board.! These ure considered balow
by seotor.

Deposit Takers

14.2 The strengths and vulnerabilitics of deposit tak-
ers can be analyzed under the headings of capital ade-
quacy. assel gquality, carnings and profitability. liquid-
ity, und sensitivity to market risk. This is commanly
knevarn as the CAMELS framework used by hunking
stpervisors o their assessment of the soundness ol
individual institutions, less—Ior FSI purposes—ithe
“W which represents the quality of management.?

Capital Adequacy

14.3 Capital adequacy and availahility ultimately
determine the robusmess af financial institutions to
withstand shocks 1o their balance sheets, Apgresule
risk-lased copifal ranes (lor example, the ratio of
regulatory capital to risk-weighted assers) are the most
common indicators ol capital adequacy, based on the
methodology agreed 1o by the BCBS in 983 (see

Box 4.2). Simple leverage ratios, such as the ravie of

capital o aysets, olten complement this measure. An
adverse trend in these ralios may signal increased
eaposure to risk and possible capial adequacy proh-
lems, Lo addition o the amount of capital, it may also
b useful to manitor indicators of capital quality. In
many countrics, bunk capital consists of different cle-
IThis chapter draws en Sundararajan and othees (2002),

e gquaslity of management 3= an importenl potential soarce af
vialnerability, [lowewer, ruther than using quantitative indisators on
which there is ne consensus, financial sector lieensing and supervi-
sory authanities usually assess this valnerakilicy gualitanvely

rments that have varying availability and capability o
absorb losses, cven within the hroad categories of Tier
[. Tier 2, anct Tier 3 capatal, 1f these elements of capi-
tal can be reported separately, they can serve as addi-
ticnal indicators of the ability of banks to withstand
losses and help to put overall capital ratios '[nu'::;m]luxl.
144 The BCBS has recently updated the standard
capital ratios (o inteoduce greater sensitivity 1o risk
in the capital requirements by taking into account the
rapid development of risk-management technigues
and financial innovation. ! These proposals introduce
areater refinement nto the cxisting system of risk
welghting Lo relale ity categories more accurately o
the ceonomic risks faced by banks. These risks could
b measured by banks” own intemal ratings systems,
Alerpatively, they could he measured on the basis
of ratings given by external rating agencics. Heow-
ever, improved risk measurement could come at the
expense of comparability ol information among banks,
because under these new proposals each bank’s meth-
ods of estimating credit risk can ditfer. The resulting
differences among banks in risk-weighted assets and
capilal ruties would make agaregation of individual
Ranks' data problematic.

4.5 An important indicator of the capacity of hank
capital o withstand losses from NPLs is the ratio of
MNPLy net of provisiens to capital, This FSI can help
detect sitwations where deposit takers may have
delayed addressing assel guality problems, which
can become more serious over time as a resule s
Well-designed loan classification and provisioning
rules are key to obaining a meaninglul capital ratio,
Loan ¢lassification rules ure commaonly a determi-
nant of the level of provisioning,” which in wen affects

FRep BORES (2004). AL the timee of writing this Cuide, Basel 11
was not yel finalized

AThas ratio does nel show whether the borroavers has prosides) the
lenber with collateral oo ather Torme ol credil risk mitigation. An
alernative veesion of this FS1 incloding collateral is provided m
Appendix [T

FThis 1 discessed in more detail in Appendiz VI,
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sapital indivectly (hy reducing income) and directly
ithrongh the inclusion of general provisions in regu-
latory capital), Moreover, m the FSI lramework
banks should deduct specific provisions from loans
{that is, credit should be calculated on a ser hasis),
which reduces the value of wial assets und hence of
capital {(when the lutter is caleulaled residuually ),

Asset Quality

14.6 Risks w the solvency of financial instinnions
mast often derive from an impairment of assets, which
in furn can arise from o deteriocation in the lnancial
health and profitability of the mstitutions” borrowers,
especially the nonfinancial corporatiens sector (dis-
cussed below ). The rafio af NPLy o fotal gross loans
is often wsed as a proxy [or asset quality, The coverage
ratio —the ratio ol provisions oy NPLs—provides 2
mzisure of the share of bad loans for which provisions
have already been made.

14.7 Lack of diversification in the loan portlolio sig-
nals the exislence of an important vulnerability of the
financial system. Loan concentration n a specific
econontlc sector or aciivity (measurad us a share of
total loans) makes banks volnerable w adverse duevel-
opments i that secter or activity, This s particularly
true far exposures o the real extate sectorn Country
or reglon-specific circumstances often determine the
paricular sectors of the economy that should be mon-
itored for macroprudential purposes.

148 Exposure to country risk can also be ioportam
in countries that are actively paticipating in the inter-
naticnal Nnancial markets, Data on the geagraphical
disirfution of foany allow the monitoring ol credi
risk arising from ekposures 1o particular {groups of)
cauntrics and an assessment of the impact of adverse
evints in these countries on the domestic linancial
EVELEM.

1.9 Conpeentragon of eredit visk in o small number of
horrowers muy also result lrom comecred fending and
large exposnres, Monttoring of connected lending.
usually measured us the share of capital lent w related
parties, is purtcularly important in the presence of
mixed-activity conglomerates in which indusirial
(irms contred inancial insututions, Credit standards
may he relased for loans w atfiliates, even when loan
terms are market based, The definition of what con-
stitutes a connected party is usuallyv set in considern-
tion of the legal and ownership structures prevalent in

a particular country, which makes this indicator oficn
difficult 1o wse in cross-country comparisons. The
assessment of large exposures, vsually caleulated as a
share of cupital, aims at capturing the potential negu-
tive effeet on a financial institoion should a single
borrower expericnce difficulties i servicing s abli-
gations, Tdentfving the number of such exposures
provides an indication o how widespread such large
exposures are. o addition, expasures of the larpest
deposit Lukers t0 the largest resident cntties provide
an indication of concentrated lending among the
lurgest entities in the economy.

14,00 In countries where domestic lending o foreign
currency s permitled, it is important to moeotor the
ratio of foreign-curvenov-denoniinated loons to total
foang® Delgado und others (2002) note that ideally, a
measure of risk from domesuc lending in foreign cur-
rency should identify loans to unhedged domestic bor-
revarers, In these cuses, hedging would also include
“natural hedges”” or barrowings for which an adverse
cachange rae impact on [oreipn currency obligations
is compensated by a positive impact on revenoe and
profitability. The level of the above ratio is related
that of foreign-currency-denmninaied labilivies 1o
sotal fiabiivies, althoogh differences may be observed,
notably when sources of fereign currency financing
are available from lorcign lines ol credic and olher
forsign capital inflows, [t should be noted thal owing
1o the compound nature of credit and currency risk in
foreign-currency-denominated lending., even institu-
tioms with a hulanced forgign exchange position face
risks. For cxample, an exchange rute depreciation
can impose losses directly on the banking sector bug
also have an indirect effect on asser quality by caus-
ing losses in the nonfinancial corporations sector,

LIl Derivarives can be a source of vuluerability,
Positions in these instruments should be explicitly
monitered and recognized on balance shects using
markel value or an equivalent meassure of value. In
addition, monitaring bank soundness requires truck-
ing the risks involved o eff-falance-sheet operations
Lom account of guarantees und continzent lending
artangements). As a general rule, “exposures” showld
include positions that are both on balance sheer and
ofl balance sheet, rather thun meraly positions on the
balance sheet. However, off-balunce-sheet positions

"Dt on eredit—ossels For which the counterpar ieers g debt
liabaliny—uare o more comprehensive concept than leans and could
welditiommally be nacd.



can present speciad problems in evaluatng the condi-
tiom of financial wstitotiens, becanse of the lack of
reporting of such positions in some countrics.

Earnings and Profitability

14.12 Accounting datz on bank marging, imcorne,
and expenses are widely used indicators of bank prof-
tlability. Commaen operating ratios uscd Lo assess
bank profitability include ner income 1o average total
assers (also known as retwrn on assers [ROA D and net
ncome 10 average equity (also known s rerrn o
gguity |ROERT

14.13 Dillerences in capital strocture and business
mix across countries should be considered in analye-
ing bank performance and highlight the need 10 look
at several operating ratios at the same lme ® Banks
with lower leverage chigher equity) will generally
report higher ROAs but lower ROEs, Hence, an
analysis of profitability based exclusively on ROES
would tend to disregard the greater risks normally
associated with high leverage, Income rutios may also
be affected by leverwge. Tn the case of banks with low
leverage, the inrerest meargin and net income ratios
will he higher becavse banks with higher levels of
equily need o borrow less to support a given level of
assers and thus have lower interest expenses, The pro-
porlion of gross income generated through lees and
commissions comparcd with net interest income
should alsa be monitored, as the employment of cap-
ital, the level of operating ¢osts, and the level of
assets held can differ.

1414 [nformution on the speead Sefween fending and
clepowit rates could provide un indication of the under-
lying profitabiliy of the sector, while data on trading
inceme tototal ncome provide an indication of the
rebiance on market-related activity w generate profits,
The ratios of personnel expenses (o noninierest ex-
perses and Roninterest expenses fo gress INCome an
provide an indicaten of eificiency: high and increas-
ing ratios could affect profitabilily,

14,15 In analyzing the above-mentionad ratios, the
differing mix of hanking business among banks should
be taken into account. For example, retail banking is

The vativs cun be caleulated using varions ineems measuies:
for example, before o after provisions and before or alter tax
charges and [nelk extraordimary ilems,
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associated with higher lending rates, lower deposit
rates, and higher operating costs than s wholesale cor-
porate banking. Oflen, hizh margin hosiness iovolves
high operating costs. Banks that offer o wider range
ol services, such as investment banks, wend 1o have
higher noninterest income.

14.16 Rewurns can also be caleulated on a risk
adjusted basis, although this is not the approach taken
in the Guide. The risk-adjosted return is caleolared by
discounting cush Tows accarding o their volatility: the
i volatile the cash Tow, the higher the discount rate
ungd the lower the risk-adjusted rewrn. Risk-adjusted
return on capital (RARCOC measures the return on
capital required o offsel losses on the underlying asset
should wvolatiliy cause its valug o decline (hy two or
more slandard deviations). RAROC is parucularly use-
ful to banks in evaluating businesses and products
according to their place along a riskfreturn spectrim
and thus in correctly pricing @ transaction. At the sec-
tor level, RAROC can be computed as interest margin
o assels multiplied by the potential loss. Estimating
the potential loss reguires duta on historical defaolt and
recervery rates and on banks” abality 1o liguidate assers
(ligquiadicy risk).

Liquidity

14.17 The level of liquidity influcnees the ahility of
a banking svstem o withstand shocks, For instance,
a large shack. contributing to credit or market losses,
coulid cause a loss of confidence in the banking see-
lor by market purticipants or depositars, [n turm, this
could result in a liquidity crisis that has the potential
1o push solvent banks into inselvency, beciuse if
they lose access o funding they could be forced o
sell assets at depressed prices e obtain ligquidity,

1418 A common meusure of liquidity is (g assels
rer torterd answets {lgquid asset ratiod, which indicates how
much hilance sheet shrinkage the scetor could ahsorh
before being forced o sell illiguid assets. Another
measure af liguidity is the ratio of Nouid assels o
short-term Nabilities, which indicates the short-term
liabilities that would have e be coverad by asset sales
if access to funding were lost These indicators can
highlight excessive maturity mismarches and a need
For more carclul liguidity management. The ratio of
cusfomer deposity to total (nonimrerbank) loans 15 also
sometimes vsed to derect liguidity problems—a low
ratio might indicare potentdal liguidity stress in the
banking system and perhaps o loss of depositor and

157



158

Financial Soundness Indicators: Compilation Guide

imvestor confidence i the long-term viability of the
SECTO

1419 Information on the volatility of bank liabilities
can supplement the information provided by liguid-
ity ratios, Bank liabilites that are subject to the risk
of reversal of foreign eapital flows, such as exlernal
crodit lines and deposits of nonresidents, should he
monitored closely, for example through indicalors of
the size of this type of funding in total bank liabil-
ities, Such indicaters o exposure W ointeroational
capilal movements highlight the relevance of macro-
prudential analvsis to the assessment of cxiernal
vulnerability,

14.20° As bank liguidity depends an the level of li-
guidity of the overall system, It is important 10 monitor
measures of merket Sguidisy. The focus may be on a
benchmark domestic government or central bank debi
security, or on other securitics thal are mest relevant
1o the higquidity of banks. Indicators of the tightness,
depth, and resilience of o markel can capture market
liguicivy ¥

14.21 Tighiness indicates the general cost incurred
in @ transaction irrespective of the level of market
prices and can be measured by the bid-ash spread
ithe difference between prices al which a market par-
ticipant is willing to buy and sell a security) a nar-
rower spread can indicate & more competitive murket
with a lurger number of buyers and sellers praviding
liguidity, Monitoring spread volaility might also be
usclul for macroprudential purposes. A financial sys-
tem might have relatively high but siable spreads,
whercas a less stable linancial system might have
apreads QAarrower on average Tt mores volatile under
stressful conditions,

14.22 Pepih denotes the volume of rades possible
without affecting prevailing market prices und is prox-
ied by the fwrmover o, Resilience refers to the
speed atwhich price Nuetuations resulting Trom tades
are dissipated and can be measwred by the Hui-Heubel
Ratio.

14.23 Where foreign currency transactions are rele-
vant, lguidity management can be complicated if the
availability of foreign currency is limited and inter-

In times of particular Mmancial disteess, dealers may nat o
weilliznz wo ke goonwket at &1l in ceain seourdtics. Such instances
can ke captured through surveys of primary security dealers, See
Moelson anal Passioes (20015

bank foreign exchange lines wre vuloerable o dis-
ruption. In these cases, it iz also important 10 mes-
sure the Hguidity of loreign exchange markers and
menitor its determinants. Foreign exchange liguidity
alsa depends on developments in the external sector,
where there is the potential for reversals of capital
flows and where foreign exchange reserves may
hecome inadeguate.

14.24 Swnding cenwral bank facilities, which are
accessed at the initiative of banks, provide lguidity w
banks (usually sgainst collateral} and are an essential
campongnt of the Hguidity infrastructure. A large
increase inocentral bank credit 0 banks and other
financial insttutions—as a proportion of their capital
or their liabilitics—uolten reflects severe liquidity (and
frequently also solvency) problemys in the linoncial
system. Therelore. 11 1s roportant to monitar through
manatary and financial statistics central bank lending
to linuneial instilotions,

14.25 The dispersion in fiterbank rates 1s 2 very use-
(ul indicator of lguidity problems and bank distress.
Very often, banks themselves first detect problems
in eiher banks because they are exposed 1o such
institutions in the interbank market. A high dispersion
in interbank rates—measured, for instance, by the
spread berween the highest and lowest rates o that
market—ray signal that some institutions are per-
ceived by their peers as risky. Morcover, changes in
interbunk credil himits or an onwillingness of some
insttutions to lend o other instiltons may indicate
serous concerns about the liguidity of the Lutter

Sensitivity to Market Risk

14.20 As banks hecome increasingly involved in
diversified operations and take positions in finaneial
instruments, they become more cxposed o risk of
losses arising from changes in marker prices—iha
15, Lo market risk. The most relevant camponents of
marker risk are interest rate and exchange rale risk.
Morcover, in some countries, banks are allowed to
crigage in proprictay trading in stock markets, which
results in equity price risk. Financial decivatives may
be used W manage such risks,

14.27 A potental indicator of sensitivity o interest
rate risk is the durarion of assers ond Nabilities. The

MEnch transacions may alsa have mpertant implications far
the canduct of menclary pobcy and the finsneial position of e
ventral bank.



greater the mismatch o duration or “average™ lilc
between assets and liabilities, the greater the mterest
rate risk, und the greater the likely impact of changes
ininterest rates on carnings and capital. Alernatively,
gap analysis can be used to assess nterest rate risk.
Lior Hoating-rate noneguity assets and habilities, gap
analysis considers the average tme W repricing; lor
fixed-rale instruments, the fogus is on the time
remaining until payments are due.

14.28 The most common measure ol foreign ex-
change exposure is the net open position, as defined
by the BOBS, and a commanly used measure of
bank's equity risk exposure s (s net apen position i
CEUITTEN.

Other Financial Corporations

14.29 F51s on the other financial corporations sector
help manitor, and raise awareness of, potential risks
emanating from this sector Such indicaters should
provide information on the size of the other financial
corporations sector—athier ffnancial corporalions
assels o fodal financial sysiem assets—L0 2ain a sense
of 1ty systemic importance, The size threshold interms
of swstemic importance would vary [tom country to
country depending on the institutional setting, such as
the manner in which other financial corporations raise
funds from the public (and segments of the public

small savers or wholesale investors—from which they
raise Tundsz). The indicator erfer foancial corpora-
fowis aasels fo GRF can also provide inlormation on
the impertance of the sector, Finally, very rapid expan-
sion of credit and accumulation of assets in generul
miay ndicale the polentizl Tor problems in this sector,

1430 The development of I'Sls for ether financial
corporations 15 al an carlier stuge than that for deposit
Lakizrs.

Monfinancial Corporations

14.31 The quality of financial institutions” loan port-
folios is directly dependent on the financial health and
proJitability ol the instituions” borrowers, especially
the nonfinancial corparations sector, it 15, therefore.
important o monilor the financial condition of the
SeCton

14.32 Excessive corporate leverage increases the vul-
nerability of corporaie entitics in the event of a shock

14 +» What Use Can Be Made of the Specific FSis?

and iy impair their repayment capacity; a comman
imdicutor is total debt o equity, also called the gearing
for leverage) ratio.

14.33 Profiebility is o critical determinant of corpo-
rate strength, affecung capital growth, abiliy w raise
couity, eperating capacity, ability towithstand adverse
shocks, and, ultimately, repayment capacity and sur-
vival, Sharp declines in corporate sector profitabilily
may serve as a leading indicator of financial svsrem
distress. The most significant measures of profitahility
include (U et avr ggueity (EBIT to average equity ),
(23 return on assers (EBIT to average assets), and
(37 inceme te safes (EBIT W sales) N The absalute Tev-
els of these ratios are important, but it is equally impor-
tant lo focus on trends, Information on proditability i%
particularly affected by markel struciure—thuat s,
industry characteristics, competitive environment,
and pricing Mexibility,

14.34 Earnings can also be viewed in relation 1o a
company’s burden of ltxed charges. Cash flow ade-
gquacy is often measured by the rato of earnings Lo
interest expensas, or by the ratio of eqrnings fo inter-
ext g principa! expenses. Earnings can be mea-
sured before mterest and laxes (EBIT). These matios
indicate the likelihood of corporate financial distress
beter than corporate Teverage, as low debt-service
capacity supgests growing Dnancial fragilivy. Moere-
orver, corporade liguidity determines the sector’s abil-
ity o carry oul business witheul endangering eredil
quality.

14.35 Assessments of corporate sector viulnerability
should also measure the set foreien evchange expao-
sure o eguiny, sinee significant currency deprecia-
ton could put severe pressure on those bunks whiose
clients have large foreign currency debt-servicing
burdens. This applies both to firms horrowing domes-
tically in foreign currency and licms turning 1o for-
eign sources of financing.'*

14.36 A measure ol bankruptey trends in this sectoris
provided by the nmider of applications jor protection

MPretax measwres of profilubility. provide measures of the
income carned through the setivites of the enrerprise during a
given period independent of the s regine {winch can dilfer
widely among countries), and thies, such measiees aee soitable for
international campEwrisons,

Fln some cases, strengthened financial sector supersision may
cregte meentives Tor firms Lo borrow abroad. thereby shifang to
the corporate sector vulnerabilities relaresd o foreign qu-h;-,'ngl:
CXIOSIEG,
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Sronw creditors, which is affected by the quality and
nature ¢f hankrupeey (and other related) Jegislation,

Households

14.37 The size of houschold cxposure to the deposit
takers can be substantial. Furthermors, houschold
consumplion behavior has a strong effect on the cor-
porate sector, while household asset portfolio deci-
sioms can affect bank labilitics and hank asset prices.

14.38 The wulnerability of househalds may be
assessed through the use of sectoral balance sheets,
flonee a3l funeds, and other macee- und microeconomic
duta, Indicatars include the rutios of deby 1o G debit
10 gssets, and deby service and principal pavments o
incorme, Other indicators that can be used derve from
credit sk analysis, such as the ratio of o household’s
tdebt to the valve of collateryd it has pledged.

14.39 Most ol the analvsis of the vulonerability of the
honsehold sector 15 focused on the direct exposure of
deposit tikers to households and thus relies heavily
on the analysis of houscholds' debi-servicing capuc-
e Alternatively, indicators of the asset composition

of houscholds” portfolios highlight hooseholds”
CRpOsUTES to equity and real estate price movemaents,

Real Estate Markets

1440 Rapid increases inoveal esfoie prices—olten
fueled by expansionary monetary policy or by large
cipital inflows—Ilollowed by a sharp econamic down-
turmn can have a detrimental effect on financial sector
soundness, by affecting credit quality and the value of
collateral,

1441 Tdeally, a range ol indicators should be ana-
lved oo et a sense of real estae market developments
and Lo oassess fnancial sector exposure 1o the real
estale scoton To determine the riskiness of this expo-
sure, 0L s necessary 1o disungoish among different
types of real-estate-related loans that may have very
diflerent risk characteristics. For cxample, it would be
useful to distinguish between lending (1) for the pur-
pose of investment in (purchuse of) comisercial real
extate, or more generally, 1o construction companies,
and (2 for the purpose of investment 0 residentiod
real estate, including mongages,




=

I15. Peer Group Analysis and
Descriptive Statistics

Introduction

15.1 Bath users and compilers of FSls have recog-
nized the need lor peer group analysis and dispersion
analysis. This chapter sets cul oplions and Ideas in
these arcas for use by compilers and analvsis.

15.2 Scetor balance sheets and meome and expense
data can disguise important information. lor exoam-
ple, the sector-wide capital-to-asset ratia for deposit
takers is essentially the average capital-to-asscl ratio
Forr the system (derived by the summation of all insti-
tutions” capital and its divizion by all institutions’
assers) and, 30 normally distribuied, would convey
infarmation abaut the median capital asset rato as
well s the most frequently observed capital asset
ratio (the maodey. However, the ratio does nol indicate
whether the mdividual instination’s capiral ratios are
clustered in @ narcow range around the weerage value
or are spread over a wide range. Moreover, 1f the data
for one highly capialized deposit taker offset the data
lor several undercapitalized deposit takers, the agare-
gate ratio may appear robost, masking sigoilicant vul-
nerabilities from weak deposit mkers whose failure
could Tead to contagion throughout the system,

15.3 A wide variery of meaninglul peer groups can
be created for comparison purposes, and descriplive
statistics can be compiled W exumine the dispersion
and concentration of the institutions within the peer
eroup or sector This chapter describes some tvpes of
peer proups and discusses measures of concentration
and of dispersion. [ssues in developing these data are
st aut, such as weighting the contribution of the
individoal institutions, and some guidance in analve-
ing the datg is provided,

Peer Group Analysis

154 A pecr group 15 a et of individual imstitutions
that are grouped on the basis of analyvtically relevant

eriteria, Peer groups can be vsed o compare FSI
ratios: (1) individual deposic takers with somilar
institutions, (2} peer groups with other domestic peer
groups, and (3 peer groups across countries. Peer
aroup analysis can be underaken using either cross-

horder or domestic conselidatéd data. .

Types of Peer Groups

15.5 Depending on analytical needs and data avail-
ability, different types of peer groups may be con-
structed. Some might be constructed on an ad hoc
husis. For example, ad hoc peer groups might cover
recent entrams into the market, deposit takers with
lowe capital ratios or lew retwrn on equity, deposit
takers with high levels ol nonperforming leans. and
deposit akers that concentrale on lending o particu-
lar tvpes ol borrewers, Other peer groups might be
created 10 facilitale ongoing analysis, such as groups
of similarly sized deposil lakers (huscd on their 1ol
ASRELS).

15.6 By way of example, peer group data could be

constructed for groupings of deposit takers hused on

the following major charncteristics:

= Siwe of assets or revenues, The size of institutions
might alleet market comperitiveness or market
powver, Morgover, the condition of the peer group
composed of the largest deposil takers —such as
the three we live largest deposit takers, based on
total assets—iz oflen imporant for understanding
overdll stability, becavse these deposit takers are
the most likely 1o he systemically important and
may exercizse the greatest market power, Such a
aroup has @ small enough number of institutions
rthar it can be consteucted for most economies and
can facilitate international comparison.

= Line of business, For example, regular retail banks
might be distinguizhed from mortgage banks.

= Type of ownership. For example. publicly con-
trerlled deposit takers might be distinguished from
privately controlled deposit rakers.

(&l
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= Oifshore or onshore. Deposit takers that are off-
shore can have transactions with only nonresidents
und thus might be an important group o identify,
« Region of the country.

15.7 From the above list, the Guide encourages, at a
minimum, the compilation of core F5Ts for peer
aroups hasced on the relative sive of assets. The Guide
dizcourages the disseminution of peer group data tha
might reveal inlormation en speeific institutions,
unless the country normally reguires deposit takers
Lo publicly disclose such information.

Compilation of Peer Group Data

15.8 A key consideration in constructing peer group
data 15 determuning b such data are w be compiled.
Regardless ol the approach taken, constructing peer
aroup data depends critically on the cost of compiling
these data and on the case with which they can be
reorganiaed o serve various analytical needs. To
allow construction of peer group data, the Guide
encourages compilers 10 maintan individoal instito.
non dara o a database that allows quick, Nexible, and
low-cosr data aggregation. Under such an approach,
peer group data can potentally be compifed usimg the
same principles as sector-level data. For example,
intragroup income and expense items and, depending
o data availability, intragroup equity holdings could
be eliminated in constructing peer aroup data.

159 In constriocting the data, a decision needs to be
maile on whether the peer group should be treated as
a subgroup of the total papulation (that is, the data
are thg peer group’s contribution to the total for
the population) or asa sigrd-afone crouping {that is,
the group is sell-contained, with all institutions out-
side the group treated as external 1o the group). There
are advantages In adopting either approach, bt data
compilation considerations may he decisive, particn-
larly 16 ad hoc groups are created.

15.10 The stand-alone approach is likely to require
less additional data than the subgroup approach. For
instance, under cither approach, inta-peer-group inter-
eyl income and capense will be climinated in the net
mteresr income hne. However, under the subgroup
approach, the elimination of interest inceme and
expense vis-i-vis institutions within the seclor hul
outside the peer group reguires the collection of addi-
tional data.

L5.11 However, even the stand-alone approach will
require additional data i the peer group data are 1o
be compiled in ling with the sector-level approach.
Some of this information might be obtainable from
the date reported in Tables 1.2 and [.4, depending
on the consolidation approach adopted. For instance,
intra-peer-group haldings of equity could be elimi-
nated to the extent that individoul deposit takers iden-
tify their heldings of equity issued by other deposil
takers. As a practical matter, peer group data might be
compiled onoan approximate best practice basis; this
would still allow the identification of trends but

depending on the degree of approximation and the
scope of analysiscould potemiolly mask relevant
inerrelationships, o such circumstances, it is encour.
aged that any relevant potential limitations of the data
be identilicd for the vser, such ws cupital and reserves’
not being fully adjusted for intra-peer-group holdings,

Descriptive Statistics

15.12 In many wuys, concentration and dispersion
analysis uses specific echnigues depending an the
nature o the issue under review, the types of data avail-
able and the ease of using them, and any limitations on
revealing information on specific nsttutions, Flexibil-
ity in selecting rechnigques should be maimained. This
seclion provides & menu of technigues that are useful
in a variety of situations. FHlowever, in disseiminaling
information 10 the public, some 1ypes of descriptive
statistics may prove pariicolarly uselul, bocause they
can deseribe concentration and dispersion withou
revealing inlormation on individual instinuions,

Measures of Concentration

15,13 The Herfindahl Index, #f, 15 the sum of
siquares of the market shares of all finms in a sector,
that 15,

i
H = Eli.w'.'m'r, ] ,

By using muarkel shures, this index stresses the impor-
tance of the larger firms in the populaton. Higher val-
ues indicate pregter concentration. Tnoa situation with
ne concentration, where each of the 100 (Grms hus an
identical 1 percent share of the market, the value of
H =) In comrast, with perfect concentration, whers
one lirm has a 100 percent market shure, H = 10,000;




Table 15.1. Example of Computing
the Herfindahl Index

Depaosic Percencage
Takeor Aoty Share Slraret
| 1A 30 Q00
i 00 0 A00.0
3 130 13 169.0
4 0 9 BlLD
5 ) ] £4.0
] 5 5 25.0
7 a0 5 250
8 40 4 &0
9 20 2 4.0
10 20 2 4.0
I Pl 2 4.0
Tatal 1,000 100 1,692.0
Herfindahl
Tl ess

(Tem § - &l

that 1s. the contribution of the monapoly firm s 100 =
[0 = 10000, A male of thumb sometimes used 12 tha
£ below 1000 indicates relatvely hmiled concentra-
tion, and H above 1800 points 1o significant concen-
tration. Table 15,0 Mustrates how to compate A for a
country consisting of 11 deposil lakers,

15.14 As noted in Chapter 12, the Gulde encourages
dissemination of the Herlindabl [ndex. For ease af
compilation, it is also possible o compile partial
Herlindahl indices, such as the one basced on the
shares of the wial sector asses of the largest five
deposit takers,

153.15 The Gini Index estimates the degree of in-
couality, indicating how equally a variable is distrib-
uted among participants, It captures the information
showan in o Lorens curve, which is the diflerence
between the actual distribution of a variable and the
hyvpothetical state in which the distribution ol the var-
able 15 wniform. o the hypothetical state every unit
has the same endowment {of income, market share,
volume of markel rading, and so on), which gencrates
a imi index of zero, TE only one unit s endowed with
all income, assets, and 2o on, and no other unit has
any, thers is perfect concentration and the Ging index
iz one. Gint indices are especially vseful to track
changes in inequality over time, Table 15,2 illustrtes
an example of computation of Gint index.

1516 bor example, for & depasit takers, arrayed by
the size of assets, from smallest to largest:

15 * Peer Group Analysis and Descriptive Statistics

Gini = 3 2( X, - ¥, ) AX,,

where X, = % = 100

= cumulutive pereentase share

¥
AN, =X, - X

Measures of Dispersion

1517 The fowr main categories of these statistics
are measures of (1) central tendency, (2 variability,
(3 skewness, and (43 kurtosis, They can be useful for
data analysis, for comparing multiple data scts and
for reporting final results of o survey.! In disseminat-
ing information, graphical presentations, suah as sim-
ple scatter dizgrams, coan also be useful in providing
wsers with information on the dispersion of data.

1518 Measures of central tendency inchede:
= Mean (st moment of the distribution), or

LI ’ I
FeS sl puli]
Sy [nxl
This is the arithinelic average ol the data. Generalizing,

X =Y (x, xweight, ),

where

X =value of observation §
= numboer of ohservations with valoe x,
A = wtal number of observations

— = weicht

i

X = population mean.

1519 As the mean can be affected by extreme obser-

wvations, other measures of central tendency might also

be caleulated:

= Medion 15 the middle observation in a data set, It is
often used when a data set is not symmetnical, or
when there are outlying observations.

TAn dssue arises s oo owhether dispersion analysis should e
undertaken an oz stand-alone hasis o on asubgroup Rasis. As noted
elsewhere i this chapter, there are advantages we bath approaches.
T help i the understanding of any data disseminated, it is impor-
lant W know the approsch taken, s (Gor example) the mean and
vimignee Tor FSI matios For peer groops can vary depending an
whiach basis the data are compiled.
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Table 15.2. Example of Computing the Gini Index

"

Creposic Parcentage Curmalative Cumulative Difference Difference = 2 {{Difference = 2} = 091 7):
Taker Assiers Share Actual Share ¥, Equal Share X, K-, [, =¥ P = s e O = X )
I 0 2 2 .1 71 142 |.2%1
I 20 2 4 181 14.2 8.4 2533

9 0 2 i Ta 2.3 428 3875

a8 40 4 15 364 64 51E 4803

7 50 5 15 48R 0.5 Gl 5.549

6 50 5 20 54.5 itk 69.2 6,296

5 a0 g 18 631.7 35T T4 L4506

4 a0 G 37 7iE ELR: & 6514

3 1 13 50 Ble A 63.8 5.804

2 200 0 I 9.0 210 420 3820

| 300 k14 s 1 0.0 0.0 0.0 0.000

47.030°

IThe "equal share” percencage of the toral
Tt indes is scated by o facter of 100,

o Mode is the value around which the greatest num-
her of abservarions are concentrated, or the value
ol the mast common ohscrvation.

15200 Measures of variability describe the disper-

sion {or spread) of the data set:

¢ Hange is the difference between the largest and the
smallest observanons in the dala el N has lHmita-
tions bacavse it depends on only two observations
in the data set,

o Varignee (the second moment of the distribonon), or

g h T -
- =

-

N
no o2
Z_ =t %[ —X::I
. Lol Hr
5 =l =1l
meusures the dispersion of the data arcand the mean,

taking inte secount sl data points. Generalizing,

ol = Z[{xr XII:I? xw-:u'g,'-fu,-].

= Standard Deviation: {or o = Na? ) is the positive
siquare root of the variance and is the most com-
mon measure of variahiliny, Standard deviation
indicates how close chservations are to the mean,

15.21 Skewness (the third mament of the distribu-
tion, or ps) indicates the extent to which data are
asvmmetrically dizsiributed abour the mean, Positive
skewness indicates a longer right-hand side (tail) of
the distribution; negitive skewness indicates a longer

Gini Index

left wil. One measure of skewness 1s hased on the
dilference between the mean and the median, stan-
dardized by dividing by the standard deviation:

N :
ZU X — f] *weipdi,
il .

Skewness =

15.22 Kuriosis (the foourth moment of the distribua-
tion, or | ) indicates whether the data are more or less
concemtrated toward the center; that is, it indicates the
degree ol Mwness of the distribuation near its center,
A the kurtosis of a normal distribution ecquals 3,00 s
comumon 1o sublract 3 [rom the measure of kurosis
estimate “excess kurtosis” Positve cacess kurtosis
indicates that the distribution is more peaked than the
normal distribution; negative excess kurtosis indi-
cates a relatively Tat distribution,

i .\I b

& [05- 3 <o ]

Kurinsis = | &= 3
. 5t A

Weighting aptians

15.23 In compiling dispersion data, an issue o oad-
dress is whether data should be compiled =0 that each
observation has the same weight {cqual-weight ap-
proach) oris weighied by its relative contribution o the
numerator and denominator (welghted-by-contribution




approschl. As noted abowve, the Guide, at the seclor
level, uses the weighted-by-contribution approach,

15.24 'The equal-weight approach facilitares identi-
fication of whether weaknesses are concentrated in
one or Lwo deposil takers or spread across a larger
number of nstitutions and helps identify emerging
weiknesses regurdless of the size of the institution.

15,25 Nariance, skewness, and kurtosis cun be calco
lated vsing the weight of the contribution from each
abservation, For vartance, the distance of each obser-
vation to the mean should he sealed by i weight in
the overall wverage, for skewness and kurtosis, the
welght measures the contribution of each abservation
to the mean, relative we o normad distribution, Compi-
lation (and dissemination  of descrptive statistics an a
welzhied-by-contribution basis might reveal whether
outliers are small ar Jarge relative to the sector,

15.26 Because of their analyvtical usefulness, disper-
sion stutistics could be compiled using both weighting
approaches, depending on data availability, However,
if the coual-weight approch is adopted, vsers should
be made aware that the mean caleulaled under this
approact might well be different froon the TS itself

Interpretation of descriptive statistics

15.27 Figure 1501 se1x oul an example of an coonomy
that has 100 deposil lakers with capital asset ratios
distributed as shown in the figure, Table 15,3 provides
dispersion statistics on an cqual-weight basis, and
Table 134 provides the cquivalent statistics caloulated
on a weighted-by-contribution basis,

I5 = Peer Group Analysis and Descriptive Statistics

Figure 15.1. Distribution of Observations

] | P
>[ [ I—| ﬂ H - I_‘_ﬂ_
2 4 & ki 4] 12 14

Capitaliaszet ratio (in percent)

15.28 The statistics in Table 153 could be infer-
preted as follows: because the value of the mean is
smaller than both the median and mode, the distri-
bulion is asymumetric with a leftward skew (that is. a
longer tail toward smaller values). This is confirmed
by the negative value for the measure of skewness. 1o
addition. the standard deviation indicates some sig-
nificant dispersion around the mean. The flat distri-
bulion (relatve w a normal distribution) 1s confirmed
by the negarive kurtosis.”

15,29 The weighted-by-contribution approach pro-
duces different results from that of the equal-weight
approsiche As seen in Table 154, the mean is lower
and standard deviation higher, respecrively, than
those showan in Table 1353 due wo the Turge weighis for

2The standand deviation Tor the pepulation can be wsed Lo esti-
e the percentage of the populatzon meembers that bes witkin o
specified distance of the mean, Techbyehey™s rule s commonly
used tor terming such eslimales,

Table 15.3. Dispersion Statistics of Capital Asset Ratios (Equal-Weight Approach)
]

Maan Median Made “ariance

Standard Ceviation Skewriess Kurtosis

2.1 13:0 (R 6.7

33 .5 -0.5

Table 15.4, Dispersion Statistics of Capital Asset Ratios (Weighted-by-Contribution Approach)

Wieighted Maan

Srandard Deviation Hadian

Meads Skewness

Kurtasis

74 4.7

(RN 017 —1.51
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Figure 15.2. Distribution of Ratios
by Weight

-

35 - —
kS

25 -

20 F

15

fllangnnl

Capialiasset ratio {in percent}

the ohservartions al the end of the tails. The large neg-
ative kurtests alse reflects low peakedness (that iy,
“fat” 1ails),

1530 Figures 152 and 153 add 1o this analvsis.
Thiz height of the columns in Flgure 15.2 shows the
distribition of the individual instonion’s ratios by
welght, that is, the contribution of those deposit k-
crs 1o the secter-level FSTL The weights are presented
in percentoage terms, Figure 153 indicates both the
weight (through the size of the bubble) and the num-
ber (through the bubhle’s height) of nsttutions at
each rutio. These figures show that the outlying
ohservations in the equally weighted distribution
Like on increascd significance in the weighred-by-
contribution disteibution. In this example, of the 100
deposit takers in the system, there are only 3 deposit
takers with ratios o 2 percent and 1O deposit takers
at 14 percent, but together they account for hall the

|
Figure 15.3. Dis{rihq_tion of Capital
Asset Ratios by Number of Institutions
and by Weight

35

30|

I..:-i' :@
o+
5 1 r Il N (R

2 4 & 8 10 11 14

Capitalfasset ratio {in percent)

weight—in other words, the outliers are relatively
tnparkant.

15.31 Ancther approach is o compare individual
deposil takers” (or peer groups”) contribution 4 spe-
cific F&Is with their relntive contribution (0 sector
assets. For example, a deposit luker generating large
income flows through ransaclions in the Dnancial
market could make a signilicantly higaer contrilation
e the sector’s income-based FSls than ity asset size
winild sugeest Such divergence over a period of tme
might indicate that the deposit taker s taking laroe
risks to generate large income flows. Such compar-
isons might also be vsed o check the reliability of
dara submitted,

1532 Dhverzence heteeen the relative balance sheet
size ol adeposit taker and s contribution by weight
L specifie FSIs can be identified by constructing the
fallowing comparison ratio:

Weighi-by-contrifuaion,

Commparison ratio, = R TR
Weighi-byv-asset size,

: Asxet xize;
where Weight-fy-asset size, = —

m ;
E_ Asset siTe,
=1

and g the ith ESL s the jth reporting Dnstitution,
and A is the number of reporting instilutions,

15,33 A comparison ralio for o given deposit raker
and a given FSI1 larger (smallery than unity indicates
that, compared with the rest of the deposit-taking see-
tar, that deposit taker makes a larger contribution o
the specific FS1 than its balance sheel size suggesis.
A summary matriy of comparisoen ratios (for deposi
takers und FSIs) can be constructed,

Extensions of Dispersion Measures

1534 Although the above ser of descriplive statis-
tes provides a uselul overview of the distribution ol
data. it does oot adequarely uminate weak (strong)
conditions—thar is. those in the left taal of the distn-
bution,® Specifically, no information is provided on
how many deposit takers popuolute the left tal and

The derms “weak™ and “srrong”™ are relative conceps i this
contest. That is, they anc wsed to convey weakness or strength rel-
ative to the moen, which wEell moy be weak or strong vis-f-vis a
predetermingd norm or bepchinark (such s 8 pereent for the cap
ital adeguacy vatto).

[T
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Table 15.5. Extensions of Dispersion Statistics of Capital Asset Ratios (Equal-Weight Approach)

Mean Median Mads WVarince Standard Ceviation Shegseeness Kurzosis
Tetal G o 0o a7 33 -0.5 0.5
Lt 1l 58 &0 a0 46 21
Highl: tail 1.3 1.0 160 2.3 1.5
b they are distributed therzin, I this context, sarme 15.37 Nevertheless, this approach might be well

possible cxtensions 1o the descriptive stutistics in the
Criviele are explored boelow,

Option I: Right- and left-tail attributes

15.35 The measures of central wndeney and variance
setout o the Guide can e applicd to the lefl and right
tails of the distribution, as shown in Table 15.5 This
provides some additional insight inte the siee of the
skewness, especially i the size of 1the standard devia-
oo for the left and right tails relative 1o their respec-
tve means are compared; the relutively large standard
deviation for the left tail reveals there are a number of
imsltutions with ratios significantly below 5.8, Never-
theless, further disageregation of the data is needed to
arrive at how many institutions are involved and how
far Lo the left the distribution is skewed.

Option 2: Ranges

15,36 One way ol comveying additional information
about the distribution 15 o show the number of instiu

ticns falling within specilied ranges or intervals {Table
[5.0), This can be supplemented with mean and vari-
ance information for cuch oerval, While providing
additional insight into the shape of the distribution, the
usefulness of this approach s dependent on the size of
the Intervals, Moreover, cross-country and cross-F5I1
comparisons may not be uselul because the appropriate
intervals will likely differ aeross countries and F5ls.

Table 15.6. Statistics of Capital Asset
Ratios, by Range

Rarge 2 L8 G- 1214
Mumber 15.4 250 45.0 304
Mean 33 72 14.0 127
Scandard deviacion [N e 0.0 1.4

sitited to indicators that have an accepted norm or
benchmurk, such as the Basel Capital Adequacy
Ratin, Tor which the analyvsis could focus on the dis-
tribution of ratios 10 the left of the henchmark. This
approach may become more widely applicable as
countries gain experience with FSIs and the*calibra-
tion o benchmarks to local circumstances,

Option 3: Percentiles

15.38 The percentile dismribution ol individoal
deposil takers” ratos goes some way ward address-
iny concerns about cross-country comparison of
ranges. Percentile analvsis imvolves arranging obser-
vations in ascending order and dividing the data into
groups with cqual numbers of abservations. The val-
ues that seeve as e dividing lines amoenyg groups are
called percentiles, For example, Table 13.7 shows
that the 10th percentile corresponds 1o an observa-
ton ef 4, and that the 20th pereentile corresponds o
an ehservation of 6.1

1539 Combined with the mean and standard devia-
tion for each percentile rangze (Jor example, 0-10 per-
cent, 10=20 percent, and 2030 percent), these staris-
tics can reveal arcus of lnancial weakness.® For
instance, fromm Table 157, the large standard devia-
tion relative to the mean for the bottom percentile
indicates that the til extends below 4 percent for a
number af institutions. By contrast, the standard devi-
ation of zero for other pereentile ranges indicates that
within each range all observations are egual to the
mean for the range.

T s inportant o nele this docs e amgely tha 811 deposic 1ak-
crs owith ratios of £ percent e in the bottom percentile; some
depasit akers with rtos of 4 pereent may also popilate the next
percentile.

The mean and srandard deviation can ulso be calowloted for

cach percentile range on i cwmualative basis (Tor example, 0-130
percent, 0-20 pereent, and (=30 percent ).
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Table 15.7. Statistics of Capital Asset Ratios, by Percentile

Frrcenule 10 i 30 40 ad 2] ] an G0 (e}
F&l ratio = 4.1 6.0 &0 P (0.0 ey 106 (2.0 122 140
Mean far percentile range in 50 s a0 [ 1.0 19.0 [0 12 14.0
Srandard deviation for

percentile range 1.1 [ 1.1 0.0 0.0 0.0 [EXH 0.0 0.0 0.0

1540 An interguartile range involves arranging the
ohscrvations in ascending order and dividing them
into four groups of equal size. The values that serve as
dividing lines among the groups are called guaniles,

1541 As with any swstem tha involves decompaosi-
tion of aggregated data, the choee of approach can he
constrained by confidentialily issues. For example, i
is a commen statistical pracuee not w disclose dara
feomn cells contaming fewer than three institutions,
Moreover, the usefulness of this approach depends on
the number of percentilos used.

Further Extensions of Dispersion Measures

15,42 Toextend the data analysis, it is often useful 1o
observe the varintion in the distribution of 51 ratios
and the persistence of mdivideal deposit takers” F5I
vilues over lme,

Yariation in the distribution®

1543 A different percentiles. the variation in the
distribution of deposit mkers” rales of return aver
time can facilitate an understanding of trends within
sectog-level data.
1544 Figurs 154 provides an example using dala
on profitahility, An interpretation of the Hgure might
be as Iollows: unrll period 4, the rates of return ac all
percentiles tended o move in the same direction, hur
thereafier there was a noticeable varation in the dis-
tribution. While the path ol profuiability of the me
dian deposit taker {that is, the retrn on equity at the
Sith percentife ) was hrowdly unchanged, deposit k-
ers in the top percentile recorded an increasing raw
of return {notably, from 30 percent in period 1010
T opereent in period 12), while those in the horom
percentile recorded Talling profitability (notably

EBased on Benito and Vieghe (20001,

from —3.0 percent m period 10 w0 =249 percent in
peviad 123,

Persistence

1545 Inspection of pacticular pereentiles s not
informative abaut the “persistence” of an individoal
depasit taker’s performance from one vear 10 the
next, One way of capturing (his mformation is hy
constructing a wransition mawix (Table 13.8) that
shews the movement of deposil takers among per-
centile groups over 4 period of time.

15.46 The principal diagonal (shaded, wop lelt two
hattarn righty ina transition matrix gives the propor-
tion of deposit takers that persist in the same per-
centile over ume. For example, Table [58 shows that
652 pereent of the deposit takers that populated the
top percoentile in period | oalso populawd thay per-
centile in perind 2. The remaining 348 percent of
deposit tukers that populated the fiest percentile in
perind 1 populate lower pereentiles in period 2.

1547 An interpretation of the example provided in
Tuble 158 might he as follows: there 15 8 relatively
high degree of persistence, with typically about half
to two-thirds of the deposit takers in a particular per-
cennle remaining in that percentile the following
periad, Morgover, persistence among the very prof-
itable deposit takers (in the top percentile) and very
unprofiable deposit takers (in the bottom percentile)
is greater than that for the deposit takers in the three
middle percentiles. Moreover, mobility from one per-
centile 1 the neighboring percentiles s preater than
mobility e the more distant percentiles.

Explaining the distribution
of financial performonce

1548 Whereas describing the patterns observed in
medsures of financial health is relatively straight-
forward, expluining the patlerns can be more diffi-
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Figure 15.4. Percentiles of Distribution of Return on Equity
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cult. Nevertheless, some insights can be provided by
examining the characteristics of those entities in the
tails of the distnbutions of these indicators, in eflect.
by combining peer gronup and percentile analysis.

1549 Forexample, Table 159 considers the compao-
silion by industry of thase nonfinuncial companies
that in the current peried have the lowest level of
profitability and the highest levels of capital gear-
ing [deht-to-equity ratio). For illustrative purposes,
lowe profitability refers w levels below those in the
1l percentile. while high capital gearing refers 1o
levels above those in the 90th percentile. The table.
bused on the pumber of firms in eoch Industey group
expressed as a percentage of the total number of lirms,

Feriods

compares the industrial distribution at the tails (rows
2 and 3% with that of the whole sector {row 1)1 An
interpretation of the data in Tuble 159 might be as
follows: while firms with the lowest profitability are
to be found within cach of the industry groups, the
extracrion and transport and communications induas-
trics have more such firms relative 1o thelr presence
in the seclor as 2 whole, Among the companics with
high capital gearing, again the tansport and commu-
mications industries are overreprescnted.

Interactions among indicators of financial health

15.50 From a linancial soundness perspective, it may
muatler whether, for example, the companies with high

Table 15.8. Transition Matrix for One-Year Transitions Among Percentiles

of the Distribution of Return on Capital

Porcentife Percencilz 1.3 Percentile 2

Percentile 3, Percentile 4,.; Percentile 5.1

Percentile |, 652 FAM|
Percentile - 20.0 505
Percantile 3, T PN
Fercentile 4, 4.1 T4
Percennle 5. 43 1.5

b4 31 4.2
116 54 .5
46.9 0.7 EE:]
11.7 523 4.5

35 187 701

16%
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Table 15.9. Analysis of Tails of the Distribution by Industry Classification

{n' parcent) A
Percentage Represented m Each Industey Classification {SIC) Tantal
Percentage
Industey Groug FIC | C 2 SIC 3 SIC 4 SIC S5 ACE SIC7 S5C & of Firms
I Al firms in sampla E] & 15 12 12 18 0 14 164
2 R swith lowe proficabilivy (RCIE] 2 e 10 10 4 ¥ L |3 |G
3. Firms with high capital gearing 3 5 & ! I 34 13 1Ca

Mot Bdustry sroups are onedigit neafinancizl, Standard Industrind Classification [(SIC- 1580} qroups
| Energy and water supplies: L. Bxrracoion of menerals and cres ather than fuels: manafacmose of metals, rminesal groduces. and chemicals: 3. Maral gocds,
arpineering, znd vehicles indusery; 4. Other manufcooring 5. Censcruction: &, Diszrbuzion, hatels, and catering; ¥ Trarsparmzion and cammunicarion; ang 8

Qither services,

debl levels are also sulfering losses andfor have low
liguidity, The overlaps among indicators can therefore
be tmportant to the analysis, not least because the iner-
actions among indicators can amplify vulnerability o
shocks, One approach to monitoring inleractions
among FS1s 15 through regression analysis, while
another is presented in Figure 15.3.

15.51 Figure 133 provides a styvlized caample of the
overlaps among indicators for companies. One-third
ol the companies (that s, 32 percent) with the high-
gat gearing also had the lowest profilabilivy. [n addi-
ion, nearly ane-third of companies (that s, 29 percent)
with the highest gearing had the lowest liquidity, A
small group comprising 9 percent of the sectar had
all three of these characteristics.

Figure 15.5. Coincidence of Financial
Soundness Indicators

High capital gearing Low ligquidity

48%

AR

Low profitabilicy
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Appendix I. Survey on the Use, Compilation,
and Dissemination of
Macroprudential Indicators

1. The Swrvev an the Use, Canipiladion, and Dissem-
ination of Macroprudeniial Indicarors was conducted
b the IME m 2000, 1t was an important step in the
IMF's proaram to develop u common set ol F5ls.!

Background

2. The abjective of the survey was (o obtain infor-
mation on national necds and pructices related o
F5ls to (11 gauge the wsefulness of specific indica-
tors, (27 assess compilation and disseminalion prac-
tices to help ideatily international best practices
where possible, (31 evaluate whether the SDIDS or
other vehicles would be appropriate to encourage the
public disseminution ol FSls, and (4) explore the
analvtical Iramewarks vsed by member countries in
macroprudential analysis.

3, The survey had two parts. The first part, the Diser
Cuestionnaive, suthered inlormation fram linancial
supervisers, [Inancial policvmakers, and the private
secter an the usefulness of the FSTs and methods of
macroprudential analysis. The sccond part, the Con-
pilation andd Dissemination Questionnaire, inquired
about national practices in compiling and dissemi-
nating FSIs.

4. The FSIs inchaded in the survey lareely focosed
on information whout depository corporacions {banks)
but included some key information an their corporate
and hovsehald counterpanies. This focus was deler-
mined in light of the importance of banking institu-
toens and the greater availabilicy of information for
banks compared with other types of insttutions.

5. Central banks in each economy received the sur-
vy, with @ request that they coordinale its disteibu-
lion, completion, and retwrn 1o the IME, They were

A maone detailed disoussion of the survey and s resulls is -
vided 1 Sonclavaesgan and cthers (20020

asked 1o dismibute the survey within their economy
to whichever parties they judsed could best provide
representative information on needs and practices
relating to FSIs, such as the supervisory agency, the
central government, and privale sector participants,
-

6. A total of 122 responses (74 ]':-I_TL‘{:T]L.:}Y Lhose
recgiving the survey), covering 142 countries and
other jurisdictions, was received, The first part of the
survey {Uver Questionnalre) was completed by all
[22 respondents, while 93 respondents completed the
second pait (the Compilation and Thaseminarion
oestiomiadre). The high response rate (o the survey
is un indication of the importance being attached
worldwide 1o isspes relating 1o macroprudential
analysis and the possible role of FS1s o such analy-
sis. This view 15 bolstered by the evident effort made
by respondents to thoroughly answer the survey and
privvice detailed comments.

Results

The Most Useful FSls

7. Respondents judged all major categories of FSls
to be broadly vsetul, Indicators of capiral adeguacy,
gxvel gqualilty (Tfending Inatitetions), and profitabifit
were deemed the maost uselul, followed by indicators
of Sguidity ond vensiriviny 1o marker cish Users in
industrial countries in particular deemed the fqgeidine
and sensivivity ro marker risk indicatlors less useful
than the others. Several respondents from industrial
countries commented that the Sguidine and sensine-
iny fer marker risk indicators were sophisticated and
possibly difficult to construct with precision.

. With the highest score possible being 4, Table
ALl presents the 13 FSIs with an average usefulness
score of 3.5 or over, These FSIs include central cle-
ments of bank soundness. Two of them—ithe Basel
capital adequacy ratio and one of its components
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Table Al.l. FSls by Type of Economy
(Mast usefisl Fils, with average usefisiness scores of 3.5 and highers)

Fal # Fsl

Il Basel Capital Adequacy Raric

I.1a  Ratio of Basel Tier | capral to rigk-weighted assecs

24 Distribution of loans, by sector

15 Distribution of credic extended, by secror

28 Racio of tetal large leans te own funds

29 Raric of grosz nenpedfarming loans 1o totl assees

200 Racia of gross nenperferming loans net of
provisions 1o torl assers

3.2 Ratia of profics to pericd-average assets (ROA)

33 Racio of profics 1o periad-iverags vquity (ROE]

34 Ratio of net interest income o toal incame

38 Spread berwesn reference lending and depasic ates

43 Ratio of liquid assecs to total assecs

44 HRario of liquid assers o liguid labilines

relate to the capital base, which serves as a bulfer o
withisiond shocks: four of them measure profitability,
which serves to sustain the capital base. The remiin-
ing FSIs assessed to be most usetul relate to the
quality of hanks™ assets—as covered by data on non-
perfarming loans, the distribution of assels, and assel
Hguidity. This st is the basis of the core indicators
provided in Chapter .

9. Tuble A2 presents the FSIs with an average use-
fulness scare of 3.0 10 3.4 These FSIs form the basis
of the list of encouraged mdicators set out in Chap
ter 1. Thew cover some of the elements of capital
adequacy, the distribution of bunk credit by risk
weighe category and by country, the linancial condi-
ticn of the cm'pm':it{? and househaold sectors, some ol
the elements of operatng income and expenses af
hanks, the maturity and duration of assets and liabil-
ities. and other murket risks.

Additional Indicators

1. The Lver Cuestionnaire ulso asked respondents
to identify FSls they considered useful but that were
nol covered in the survey. The most frequently iden-
tified useful addidonal FS1s were assel prices.
Among the asset prices suggested were the prices of
redl estate, both commercial and residential, and
cguity prices, including the stock prices of the
depository corporialions subsector relative o the
averall stock price index and stock prices disaggre-

ol el

All Industrial Emerging Drevaloping
Councries CoUncries Countrices Councries
38 37 3% 6
38 ER: B 35
EX 3.5 36 35
35 33 EX LN
35 3.7 36 N
39 39 39 38
38 iR 38 3B
16 B 3B 36
i6 35 ip 36
15 33 ie 36
35 34 ik 35
35 P 6 35
16 iz 37 3.7

muted by indostey, Moreover, to prevent the masking
of relevant information throuwgh the aggregation
process and 1o help in the iWdentilication of outliers,
clustering of problem cases, or tiering in markels,
there were calls Tor more information on the distri-
buticn or dispersion of observations. Several respon-
dents idemtified the ratin of gross aonperforming
loans we tedal loans as useful, in lieu of the FS]in the
survey that used rotal assets as the denominator.

Importance of Mondepository
Financial Institutions

11, About 20 percent of the respondents reported
that infarmation on nondepository lnancial insti-
tutieons. markets, and activities was important to the
averall analysis of finuncial secwr soundness, On
nondepository financial insttutions,” the majority of
the respondents were most interested in information
on insurance corporations and pension funds, fol-
lowed by information on other financial interme
diaries. Many ol these institutions were viewed by
respondents as playving an important roele in financial
intermediation and possibly 10 contagion. Severul
respondents mentioned the impartance of special-
ized financial intermediaries, such as venture capital
funds lor advanced economies, and microcredit insti-

Defined, in hinge with the MESW OME, 200000, 8% msurance
corporations and pensicn Tunds other Onancial intermediarics,
ard fmancial auxcliaries,




Appendix | + Use, Compilation, and Dissemination of Macroprudential Indicators

Table Al.2. Group Il FSls by Type of Economy

{Usefui F5is, with overage usefilness scores of 3.0 t0 3.4}

Al Inaduserial Ermorging Developing
Fal Fal Countries Countries Countries Countrias
I.Ib Ratio of Bazel Tier | 1 2 capital oo risk-weighted assets 34 32 EX: 34
I le Ratic of Basel Tee |+ 2 + 3 capital to risk-weghted assets 30 29 3.1 il
|2 Distributien of capital adequacy racios (number of insticutions 33 o | 34 3
withir specificd capital adequacy ratio ranges)
.3 Leverage ratio {racio of total en-balance-shest assecs to avwn funds) k frd 29 33 33
20 Disteibution of cn-balance-sheet assees, by Basel risk weight category i4 32 35 i4
24a  Loans far investment in commercial real escate ERr 3.3 33 il
24h Leans for investroent in residential real estate 12 33 iz 32
16 Distributicn of credic excended. by country or regicn EN| 32 3.2 B
L7 Ratio of credic to relaved entiies to otal credis 34 30 3k 15
211 Ratio of corporare debt to own funds [“debt-equicy racio™) 34 34 35 i3
212 Ratio of corporice profits 1o equicy 33 EN| 34 3.2
2,13 Ratio of corporate debt-service costs to total corporate income 32 32 a4 30
L4 Corporace nec foreign currency exposure 3.2 32 34 [
215 Rario of household total debt co GOF 10 32 in B
3.5 Racia of rrading and foreign exchange gansflasses o toal incoms 33 32 34 3z
36 Rartio of operating costs to nec incerast incoms i4 a0 36 i6
37 Ratia of aiaff costs (0 operating costs 3z 2.8 34 14
45 Awerage matority of assets 34 30 34 36
46 Average maturiy of liabilicies 14 an 34 16
4,10 Ratio of custormer deposits ta total (noninterbank} lzans 32 2% 33 33
51 Rario of gross foreign currency assers ta own funds il E 32 12
52 Ratia of net farcign currency position to awn funds 34 il 36 35
53 Awverage interest rate repricing periad for assers 10 18 3.3 a0
54 Awerage interest rate reprizing period for liabilizies 30 28 32 10
540 Dwration of assers 32 an 34 30
5.6 Duration of abilities 32 10 i3 30
58 Ratio of net equity posivon 2 own funds 34 1.8 Y 31

titions and developrment banks or Tunds Gor develops
ing countries. Some respondents noded the mpor-
tance of information on financial conglomerates,
cspecially those that included insurmee companies,

12, Om financial markets, about 90 percent of those
respanding an the 1ssue indicated thal data on the
securities markees (public and private debt and
gquity markets) were important.® A few thowsht that
information on foreign cxchange markets (16 per-
cent) and derivatives markets (6 percent) was also
impaortant.

13, Several respondents noded that borrower infor-
mation (indebledness and asset-liahility mismatches)
was useful, as it provided some indication on emera-
ing credit quality trends and risks in the corporate.
howschold, or foreign sectors. Some respondents said

AThe ypes ol data mentioned included trading voelumes, hid-ask

spreacds, and credit spreds.

that they paid particular attention to large corpora-
tions, while a few others mentoned the importance
of monitoring other financial activity, such as the
functioning of payment, settlement, and clearing sys-
terms. 1o addition, seme respondents emphasized that
qualitative information—such as the thoroughness of
supervision and the transparency of financial poeli-
cles—was important o the overall assessment of
financial sector stability,

Disaggregation of “Depository Corporations™
into Subsectors

14. Almost 60 percent of the respondents thaught
that more disaggregated information on depository
corparations was neceded, particularly breakdowns
by ownership, function. exposure to risk (for example,
geographical. asset tvpe, barrower typel, and size, A
few respondents felt that disagesrested data that
highlighted distributions ameong banks or allowed Tor
peer group analysis were also useful, One respondent
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felt that the disaggregation of banks™ data should he
ps fine as possible 10 enable distuncuve activily pal-
rerns fo be identified, Several respondents. howeser,
stressed that the type of disaggregation would
depend on the issue being analyred.

15, Almost 30 percent of all respondents {abaut half
of those whao Felo that more disagarezation was use-
ful) mentionad that they analveed or would like o
analyze institutions by ownership characteristics {for
example, domestic versus foreign, private versus
state-owned, and publicly held stock versus privately
held equity), OfF these respondents, almost all =ated
that a breakdown between domestic and loreign
mstiiuions was useful, with some emphasizing that
the domestic/foreign distinction was 1mporiant
because foreign institutions might operate under dif-
ferent regulatory and supervisory regimes, At the
same time, one-fourth of the respondents stated that
a breakdown between private and state-owned insti-
rutions was important,

1o Abouwt 20 percent of the respondents said that
disaggregation by function or exposure was useful
The functions most aften mentioned were commer-
cial hanking, universal banking, and specialized
banking (especially mortgage lending and, to a lesser
extent, development lending), About 50 percent of
the respondents interested in disaggregation by expo-
sure indicated that they would like information on
internationally aetive banks. Sixteen percent wanted
disagpregated information on offshore banks, while
another [H percent wianted information on banks dis-
sgaresaled by their seographical markel.

“»
Systemically Important Institutions

17, Almost 60 percent of the respondents reported
doing some evaluation of systemically important
institutions. Supervisors tended o be more con-
cerned about such institutions—two-thirds of them
reported that they evaluated the condition of these
institutions, as opposed o less than halt of market
participants and about half of the government palicy
or research analysts,

18, Most respondents reported using a measure of
size (of assets andfor depositg) o ascertain the
imporiance of an insttution. Semellmes 2126 was
coupled with other criteria, [or nstance, exposure o
cerlain risks (such as foreign exchange risk), com-

plexity of transactions, or complexity of ownership
structire, However, some respondents mentioned
only risk exposure, or used legal or prudential defi-
niticns, while others evaluared all institutions by sec-
tor or o particular category, This had as a result that
all institutions within a particular classification (for
example. problem banks, deposit-taking nstitutions,
institutions with insurad deposits, commercial banks,
international banks) ended up sometimes being con-
sidlerad systemically importann, This was often the
cise in eountries with small, developing. or concen-
trated markets.

19, Many respondents said that the technigques used
to evaluate the condition of svstemically bmportant
institions were similar (o those used o evaluate other
institutions, Most mentioned using the CAMELS
[ramework or ratio unalysis. Among the variables
stressed by the respondents as impoertant in their
cvaluations were interbank activity, liguidity, large
cxrposures, Toreien exchinge exposure, consolidated
positions for institwions that are part of a fAnancial
group, and risk management practices (including
assessment by internal models )

Benchmarls

20, Many respondents reported thal specilic norms,
benchmarks, or thresholds were not used o macro-
prudential apalysis. While some ol them were con-
sidering vsing norms and benchmarks mn the futare,
athers preferred using compartsens with peer group
couniries 10 establish relatve rankings.

21, Among those who reported using norms and
henchmarks for FSIs, some highlighted thew critical
rale in guiding interpretation of the indicators, For
this purpose, benchmarks were constructed in a
number of ways, including (1) histarical averages,
{21 bank supervisars” prodential thresholds applied at
the aggregate level, (3) trigger points, (4) cross-
country comparisons, and (5) criteria constructed
from econcmerric studies,

Business Surveys

22, Overall, about half of all respondents reparted
that they made use of business survey resulis—aqual-
itative or quantitative measures of business eipect-
tions and potential leading indicators of imstabilily—
to supplement macroprudential analysis,
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Compilation and Dissemination
Practice*

23, Country practices on the compilation and dis-
semination of FSls and their components were
mixed. With only o few cxceptions, compilation of
F&ls themselves was gquite limited. and dissemination
of FSls—aespecially outside the industrial countries
was seanty. However, compilation and dissemination
ol compaonents of [S1s were more extensive.

24, The averaze number of FSls compiled and dis-
serinated by indwstrial countries, emerging coun-
tries. and developing countries is shown in Figure
ALl Industrial countries compiled and dissemi-
nated the largest number of FS5Is, and emerging
countries compiled and dissemineted the second
largest number of FSls lndustrial and emerging
countries compile on average more than hall of the
indicators specified in the survey.

25, For almost all FS1s, users in countries subscrib-
ing to the SOBS roted the usefulness of F51s nearly
identically with wsers in industrial and emerging
countries. Although subseribers” performunce in the
dissemination of components of FSI5 was somewhat
hetter than nonsubscribers” performance. the overall
results were broadly similar to those for the tolal
population of respondents—that 15, SDD5 sub-
seribers had somewhat himited compilation and dis-
seminarion of FSTs but relatively extensive compila-
tion und disscmination of the component data series
used 1 compile the FSls,

26, The survey also inguired uhoul country practices
regarding the perodicity of compilation and dissem-
inarion as well as users’ needs in those arcas. The
pericdicity of disscminaton of F51s varied consider-
ably among the different categories of FSTs. No gen-
eral pattern conld he ascertwined, and the nomber of
respomses wis oo Tow Lo drow valid conclusions.

Concepts Employed

27, The Ceompilation and [Nssentinaiion Question-
naire asked a series of guantitative and open-ended
guestions ahout accounting and statistcal 1ssues (o
wssess Lhe state of existing practices, possibly identify
best practices that might be used as o basiz Tor devel-

WFar a detailed discussion of compilztion and disseminalion
praclices, see Slack (2003

Figure Al.l. Average NMumber of FSls Compiled
and Disseminated, by Type of Economy
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Mere: Comparisen of the aumber of Fils compied and dissemivated indicares
that arcans 60 percent of campiled Fiis were dissemivated: this percentage was
aroadly the same for each gepe of ecenomy. Divergence beoween the numner of
Fils compited and dissemivated indicated thar the privare secror bad access tooa
marrasar phnge of Bl than o awailasle ro nananal aucharines. 1z also indicates thas
thare is scope for increasng the number af publicly avafable mdicators of financal

sercror soundness in all types of economies.

opment of internations! standacds, and help adentify
strategics for inproving the comparability of FSIs.

28, ‘The responses highlighted a diversity of national
practices and revealed many reasons why FSIs might
not be comparable across economies:

« Different. and often complex, stendards exist Jor nec-
ognition of substandard claims and provisioning,

« Mational definitions of regulatory capital difler:
lor instance, as regards deductions and compo-
nents of cach ter of capital, Moreover, numaerous
countries indicated that they had not approved the
inclusion of Tier 3 capital within the hase.

« Consclidation practices for forelgn branches and
subsidiaries differ (see section below). Within cach
country, same F51s use global {cross-border) con-
selidations drawn from supervisory data, while
other FS1s use domestic (national residence hasis)
consolidations drawn from statistical sources.
Overall, however, some degree of international
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conformity exists in conselidaton practices be-
cause of the ruther widespread vse of domestic
conscelidation.

= Valuation practices for financial instruments ditfer
[see section below), Key issues inchude the limited
pse of market valuations for debl sccunities and
shures, and the diverse pracuces for on-balance-
sheet recognition of derivatives, repurchase agroe-
ments, and securitics lending,

= Different rules exist across countries for revaluing
foreign currency positions. Although there appears
to be conversence i indusinial countries wward
use ol market exchange rates in revaluing foreign-
currency-denominated positions, continued use of
official rales inoa number of cmerging and de-
veloping countries might hinder the comparahility
of F5ls.

29, The list of 1ssues ghove indicated tha practices
were diverse and that cross-country comparisen of
Fs5ls was challenging.

Consalidation

A The survey sought information on couniry prac-
tices Tor conselidating mlormation on foreign
branches and subsidiaries of fnancial institutions
it single accounting stidements or sldistical re-
ports. A key dssue was whether data were compiled
on o domestic ar global canselidation hasis,

31, Sutong differences i practices by type of econ-
amy were found, Respondents in developing coun-
tries adhered overwhelmingly w a natonal residence
basis for most FSls This possibly reflects the fact
that banks with headquarters in developing counimies
may often have few &r no nonresident branches or
subsidiaries. It might also reflect limited supervisory
mirastructures in developing countries that may not
always cilectvely monitor and superyise nonresident
operations. To some extent, adherence o domestic
consalidation was also reported by respondents in
crmerzing countrics, [n industrial countries, superyi-
sors used global consolidation most often but also
reported that data using bath approaches to consoli-
dution were available [or nomerous FS1s°

The availability of FST dats on hath Bases coulid have same

important advantanes. For example, one respondent noted, “The
survey dees nol address the main statsteal aspeet, which is rec-
atien ketween the home and hast countey approsch, which
will be vishle i both supervizory and macrceconomic stansnead
data snnroes arc nacd.”

e

A2, Differences in practices hy category of FST were
alsa found. These differences often rellected whether
the primary source data are suparvisory or statistical
in mature, A summary of the practices by calegory of
FRT is provided below,

Capita! adeguacy, In industrial countries and
emerging countries, data were primarily from
supervisory sources and generally on a global
consolidation hasis, although data using bath
consolidation approaches were oflen available.
In a number of cmerging countres and many
developing countries. only data on a national
residence basis were used. Tn terms of world
wides totuls, the two approaches were used about
equally, and in the case of some F51= up to one-
fourth of respondents used bothe A smadl nomber
of countries reported nonstandard consolida-
ticns i their data, such as including nonresident
branches but not nonresident subsidiaries.

Asxer guality (lending insivuiionsh F5ls derived
friom monetary statistics woere overwhelmingly
on a natdonal residence basis, IS1s derived from
stpervisory sources were most olten on u global
consolidation basis, bul in many cases they
were available on a national residence basis or
an hoth bases,

Awser gualicy (horrowing instiinions ). FSls were
almost exclusively on a national residence basis
hecanse the underlying data were drawn Trom
national macroeconomic statistical series,

Progfiraliliny andd competitiveness, Dala were most
often on a national residence basis or were
avarlable on both hases. However, 8 number of
countries hid dita only ona global hasis, Within
the profitabality category. nonstandard consali-
dations were used by @ number of countrics,

Liguieivy. Consohdaton on a national residence
basis was most common, bot the F5Is on liquid
assets and average maturities of assets and lia-
bilities were often consolidated on g plobal
hasis. Global consolidation is not relevant Tor
some of the liguidity FSIs that reler solely o
natienal conditions,

Sengivviey to marker cisky, Consolidation on a
national residence hasis was most commaon.
Consolidation on a cross-border basis was used
Loy sorme exlent i supervisory data in industrial
and emerging countries,
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Yaluation

33, For deposits and loans, historical valuations
were mast commonly used—in supervisory dala, in
at least three-fourths of all respenses, and in statisr-
cal data, in shoul 9@ oot of [ cases. In contrast, for
securities (other than shares). as well as for shares
and other equity, no valuation method clearly pre-
dominated, although use of market values was more
comman than ather valuation approaches. For finan-
cial derivatives, market viluations were used most

aften, with supervisors also reporting lairly common
wse of “other” valuation methads, such as hedae val-
vations. Historical valuations predominated inomis-
cellaneous receivables and pavables and in nonlinan-
cial assets, but use of the ather types of valuations
WS IO LIEICHMILTTIL,

34 On the translation of the value of foreign-
currency-denominated instruments inte domestic
currency equivalents, eod-of-period exchange rates
were used most often for all types of financial instru-
ments. A large munority of cmerging countrics and
developing countries reported that they used afficial
exchanee ratcs. Forgisn currency positions were
revalued most elien al the rate applving on the bal-

ance sheet closing date, However, revaluations of
foreign currency positions at other frequencies were
nol uncommaon for securities (other thun shares),
shares and other equities, and lnancial dervatives,

Presentation

35, The majority of respondents preferrad the use of
riatios and groewth rales in presenting their FSls,
However, many respondents alzo fell that the pre-
ferred made of presentation depended on the partic-
ular FSIin guestion and the type of analysis being
conducted, For example, Tor secroral ageregates. it
was usclul w hove weighted svernges as well as sim-
ple averages, accompanicd by the frequency disto-
bution of institutions according to the range of values
ol the indicators, *

36, Some respondents noted that measures of disper-
sion (standard deviations, histograms, Gini indices,
and so forth) could be particularly useful in present-
ing F5Is because they allowed the analyst to idenrify,
ameng ather things, outlicrs, trends in concentrition,
and tiering in markets, which could be relevant for
the analysis of financial stabilicy,

173



180

Appendix Il. Summary of Guidance for Each
Financial Soundness Indicator

1. Thiz appendis brings toeether in summary form the
suidunce outlined in the CGuadde Tor cach agreed FSL
The main purpose of this appendix is to support the
work of compilers by bringing together in one place
the various elements of guidance relating w cach F51,
not least to help compilers locate the relevant detailed
advice in the main text, The summaries are of one page
length or less, and there 12 some cross-referencing
among them. Tnaddition, for case of reference, an
index of the FS1 summaries is provided (Box AZ01).

2. For many of the agreed F51s, the Guide recoms-
mends that the data series be drawn from secroral
linanciul statements; therelore, even though F51s are
described individually below, the compiler needs 1w
remain aware of the broader context, In ather words,
the ISls are a body of data with interrelationships
thit may not be apparcnt in the shorl summaries.
Where relevant, the appropriate lines in the sectoral
Lnancial stawements Clables 4.0, 4.2, 4.3, and 4.4 0
Chapter 4) are referenced.

3. Euch sunmumary below has the Tollowing three sub-

headings.

« Definition: provides the definition of the FST and,
where appropriate, guidance on whers the compo-
nent serics are defined in the Guedde,

* Issues for c-::umpilcfa: draws out specific issues of
which compilers should be aware.

= [Duty sources: provides inlormation on where the
information can be obtained. Relevant to this sub
heading is Chapter 11, which provides a detailed
discussion of seurces of mformation and addi-
ticmal data series that might be regquired. Also rel
evant is Appendix IV, which reconciles the Guide's
mcthodology with the netienal accounts and com-
mercial accounting frameworks. As outlined in
Chapter 11, it is not possible to generalize as 10
whar information 1= available from supervisory
sources, but some of the key differences in method-
ology hetween national accounts and supervisory
formation should be explored in compiling
cross-horder consolidated data lor deposit takers.

4, Far deposit takers, it is assumed that data from
supervisory sources are avalable on a consolidated
hasis, but the nature of the consolidation should be
compared with the Gaide's recommendations (see
Chapter 5). I countries decide that domestc consal-
iduted duta (see paragruph 5237 can also be derived
from supervisory sources, then the references under
cross-horder conselidaed information alse apply to
demestic data, but in general the summaries assume
that the national accounts will be the source for
domestic based data,

5. In reviewing the summaries below and determin-
ing the need 1o collect new data (and incur increased
resouree cosls ), authorities muost make a judzment as
ter the importance of the additiona] daa series for
compiling and monitoring FS1 daga,

6. To summarize the guidance in Chapters 2 and 3:
= The delinitions of deposit takers and other sectors
are provided in Chapler 2 (paragruphs 2.4 w0 2009

« Transactions and positions should be recorded on
an acerval basis, and only existing, actual assets
and liabilines should be recognized (paragraphs
3.3 10 39

* The Guide prefers valuation methods that can
provide the most realistic asscssment al any
moment in tme of the value of an instrument or
ttem. Market value is the preferred basis of valua-
tion ol tansactons as well as of positions in traded
sccurilies, For positions in nentradable instru-
menis., the Cilde acknowledges that nominal value
(supported by appropriate provisioning policies)
may provide u more realistic assessment ol valoe
than the application of fair value (see paragraphs
320t 3,35

= Residence i defined in terms ol where an institu-
tional unit has 1ts center of coonomic interest (sec
paragraphs 3.34 10 3,30},

* Transacoons and positdons in foreign currency
should be converted into w single unit o accoun
based on the market rate of exchange isee para-
graphs 3.4 1o 348,
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Box AZ.1. FSls: Index of Summaries

Core F5ls

Depogit tokers

Regulatary capital to risk-weighced assecs
Fegulatory Tier | capital to rskoweghted assecs
Menperferming loans net of provisions e capial
Mengerferming loans to total gross loans
Sectoral distribution of loans Lo total loans
Return on assets

Return on gguity

Incerest margin o gross incoimes

Maninterest expenses to gross income

Liquid assers 1o ol assers {liguid asser ratia)
Liquid assers to short-term liakificias

et epen position in foreign exchange 1o capital

Encouraged FSls

Dicposit tokars

Capital to assets raric

Large expasures to capital

Geographizal distribution of loans to total lozns

Gross asset and [abilicy pesitian in finangal derivatives to capical
Tradig incomes to total income

Parsannel 2¥penses [0 nannterest expensas

Spread becween reference lending and deposit rates

Spread berween highest and loeest interbank race

Customer deposits to ol {nenmterbank] loans

* Shor-term maturity is delined as one year or less
Cor payiahle on demand). with maturitics over one
year delined us long term {see paragraphs 3449
andd 3,500,

7. BMorsover. as the fruide recommends that For each
corporate sector—ideposil takers, other fnancial cor-
porations, and nonfinancial corporations—dug he
compiled on a consolidated basis, the ward “group”
is used on a number of occasiens in the summaries,
lor deposil tekers, ws well as for other corporate enti-
ties, @ group in Lthis context includes the parent
depasit taker, its deposit-taking brunches, and its
deposit-taking subsidiaries,

8. For deposit takers, the Gudde requires the eompi-
laton of datn covering domestically controlled
deposit takers on a cross-horder consolidated basis

Feregn-currency-denarminated lzans o toml loans
Fereign-currency-denominated labilities o total liabilices

Met open position in equities to capical

Other finonciol canfarafians

Azsets co totzl financial system assers
Asgers to GO

Monfinancial corborgtions

Tatal debt to equicy

Return on aequity

Earnings to interest and principal expenses
Met foreign exchange cxpasure to eguiey

Murnber of applications far protection from credicors

Househalds

Household debt o GOP

Househald debt service and principal payments to incoms

Morket Nquidity
Awverage bid-zsk spread in che securites market

Avegrage daily turnover ratio in the securicies marker

Real parage reockets

Real escare prices
Residential real esrate loans o taml loans

Cormmercial real estate loans to cotal loans

{domesticully controlled, cross-border consolidated
data). Data on o domestic consolidated basis might
be separately compiled if the autherities belicve that
such data would contribwe materially 1o Onancial
stability analysis (for example, w illustrae the link-
age with other macroeconomic inlormation).

Core FSlis

Deposit Takers
Regulatory capital to risk-weighted assets
[efiniticn

B, This FSI measures the capital adequacy of deposit
takers using the delinitions of regulatory capital and
risk-weighted assers of the BOBS. Sector-wide regu-
latory capital is the numerator and is delined in para-
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graphs 468 1o 473, Sector-wide risk-weighted
assels 15 the denominator and 1s detined in paragraph
474, The FSl is defined in paragraphs 6.17 and 6.15.

Feswes for compilers

Ik Tiata are based on supervisory concepts. Ta
derive sector-wide regulatory capital, the consoeli-
dated regulatory capital of the deposit-taking groups
in the reporting population 15 aggregated. To derive
sector-wide risk-weighted assets, the consolidated
risk-weighied assets of the deposit-taking groups in
the repoerting popululion are also aggregated,

Sonrcey of duta

11, Devrestically conmolled, cross-border consoli-
doied and detnestic consolidared dare: The avail-
ability of data reported 1o supervisory agencies will
determine the seope of the data that can be dissemi-
nated. Consalidated repulatory capital and consoli-
dated risk-weighted assets ol cach domesiically
controlled depasit-taking group in the reporting pop-
ulation should he available to supervisors.

Regulotory Tier | capital to risk-weighted assets
Definiion

12, This I'S1 measures the capitul adequacy of
deposit takers based on the core capital caoncept of
the BCBS. Sector-wide Tier | capital is the numer-
ator and s defined in paragraphs 470 and 4,73,
Sector-wide risk-weighted assetls is the denominator
andd is delined in puragraph 474, The FSI is defined
in paragraph 6,19,

Issues for compifers

13, Qata are based on supervisory concepts, To derive
sector-wide Tier 1Y capital, the consolidated Tier |
capilal of the deposit-aking groups in the reporting
popularion is aggregared. To derive sector-wide risk-
welghted assets, the consolidated risk-welghted assets
ol the deposit-taking groups in the reparting popula-
tiony are also aggregated,

Sanrces of data

14, Devrestically contralled, cross-baorder consaoli-
doted aied demestio consolidated data: The avail-
ahility of data reported 1o supervisory agencies will
determine the scope of the data that can be disscmi-
nated. Consolidated Tier | eapital and consolidated
risk-weighred assets of each domesucally controlled
deposit-laking group in the reporting poapulation
should be available to supervisors.

Manperforming loans net of provisions to copital
Drefinivion

15. This F51 iz intended to compare the potentizl
impact on capital of NFLs, net of provisions, The
impact aof NPL losscs on capital is uncertain in mast
circumstances, becavse for various reasons the
lender might expect to recover some of the potential
NPL losses. This F51 is caleulated by wuking the
value of NPLs less the value of specific loan provi-
sions (lines 42 and 18{i), respectively, in Table 4.1)
as the numerater and capital ws the deneminwor. The
F51 s defined in paragraphs 6,22 and 623

Fesnes for compifers

16, The guidance for NPLs is the same as thal pro-
vided lor the rutio of NPLs te gross loans. Provisions
are defined as specific provizions, which are the oul-
standing amount of provisions made against the
value of individual loans (including a collectively
assessed group of loans) (see paragraph 4500 Provi-
sions on intrasectoral loans are dedocted Trom the
specific provisions datz. The Gredde relies on national
practices in identifving specilic provisions but rec-
ommends that such practices be clearly documented,
In calculating this ratio, it is important o understand
how provisions data affect both the numerator and
the denominatar (see paragraph 6,24,

17. Capital is measured as tolal capital and reserves
i(line 30 in the sectoral balance sheet and defined n
paragraph 4.62) and, for cross-border consolidated
data, also as toral regulatory capital (line 36 and
delined in puragruphs 470 10 4,730 In measuring
sectar-wide capital, inlrascolor cguity investments
are deducted from the overall capital in the sector so
thut capital and reserves held within the sector are
not double counted. Alse, in line with supervisory
suidance, capital excludes purchased goodwill, Sce
the text annex 1 Chapter 5 for information an these
adjustments to capital and reserves and those relating
to Intrasector provisions,

Soerees of dara

I8, Dennestically conrelled, cross-barder consoli-
dated deata: Information on NPLs and specific provi-
sions {adjusted for provisions on intrasecloral loans)
lor the reporting population are typically available
from supervisory sources, although national defini-
tions of a NFL can wvary. Similarly, capital and
reserves data might he available from supervisory
sources, although lor wtul capital and reserves, the
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definition would need to be investigaled 1o cnsure
compatibility with the approach of the Guedde, See
Table 11.4 for possible adjustments regquired. Super-
visary darta should already be on g consolidated
hasis—although coverage would require iovestiga-
tion—but data may need o be aggregated 1o calou-
late the numerator and denominator for this ratio.

19, Domestic conselidated data: National accounts
sources do ot provide informaton on NPLs, so0
additional data would need to be collected. NPLs on
account of lending ameng deposit takers in the
reporting population that are part o the same group
(i any) are excluded, Data on specific provisions
would also need o be collected (adjusted Tor provi-
sioms onintrasectoral loans, iFany (paragraph 5,871
For capital, data are wvailable from national accounts
solrces. such as monctary and linancial statistics,
but are subject to adjustment (see Box 111 and the
capital and reserves entry in Appendix 1V, Tn addi-
tion o the deductions mentioned under issues for
compilers, NPLs should be reduced by the amount of
any specilic provisions (adjusted for provisions on
ntrasectoral claums). Moreover, in the halance sheet,
eruity investments in subsidiaries and aszociales
fand reverse investments) should be valued ar the
propartionare share in the subsidiary’s or associate’s
capital and reserves, and this could affect wial capi-
tal and reserves measured on oo onational accounts
basis. The treatment of equity investments is dis.
cussed in Box 5.1, and the text annex o Chapler 3
provides numerical examples of the adjustments at
the sector level (see in particular paragraphs 5 89 and
5900 Information on the funds contributed by own-
ers and retained earnings (including those earnings
appropriated 1o reserves) may he collected sepa-
rately, or perhaps from moenetary and financial swadis-
tucs sources i duta are collected by component of
capital and reserves as sel oul in the MFSM (paru-
graph 214, suhject to the deductions and olher
adjustments mentioned uhove, See also Box 11,1 and
Tables 11.1-11.3.

MNanperforming loans to total gross loans
Prefaiition

2y This FS1 s intended to wdentify problems with
assel quality in the loan portfolio. 1t is calculated by
using the value of NPLs as the numerator and the
total value of the loan portfolie (including NPLs and
helore the deduction of specific loan loss provisions)

as the denominator. NPLs and loans (lines 42 and
1801) in Table 4.1y are described in puragraphs 4,34
to 4806 and £.45 to 4,48, respecuvely. The F5S1 s
defined in paragraphs 6,54 and 6,55,

Fesues for conpilers

21. The Goide provides guidance for identifving
MNPLs. Loans are nonperforming when payments of
principal and interest are past due by three months
PO davs] o more, or interest payments correspoind-
ing to three months (990 davs) or more have been cap-
italizad (reinvested into the peincipal amount), reli-
nanced, or rolled over (that s, payment has been
delaved by agreement). In addition, NPLs should
also include those loans with payments less than
90 days past due that are recogpized us nonperform-
ing under national supervisory guidance—Sthat is,
evidence exists to classify a loan as nonperforming
ecven in the absenee of a 90-day past due pavment,
such as if the debtor files for bankrupley, Afler a loun
i clussified as nonperforming, it (and/or any replace-
ment loands1) should remain so classibied unol writ-
ten off or pavments of interest and/or principal are
received on this or subseguent loans that replace the
original loan. Replacement loans include loans aris-
ing from rescheduling or refinancing the original
loands) and/or loans provided o make payments on
the original loan.

22, Datz on loans should exchade accrued interest
on nonperforming louns and lending among deposit
takers in the reporting population that are part of the
SHTTIE ETEHAT.

Souwrces of dana

23, Depmestically controlled, cross-border consoli-
dated darta: lolormution on NPLs for the reporting
papulation is typically available from supervisory
sources, although national definitions of an NPL can
vary, stmlarly, intormation on louns migzht be avail-
able from supervisory sources and is likely to be sub-

Jeet to the exclusions mentioned under isswes for

connpalers. Alse, the Guide’s definition of depasit
rakers should be compared with the delinition used
for supervisory purposes, Supervisory data may need
o be aggregated o calculate the numertor and
denominator for this ratio.

24, Damestic consolidated datq: National accounts
data do not provide information on NPLs; additional
datn on NPLs would need to be callected for domes-
tc consolidated data. Data on loans should be avail-
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able from monetary and financial statistics but per-
haps not subject to the cxclosions mentoned above,
Also, the Gudde™s definition of a depoesic taker should
be compared with the definition of “other depository
corporations” used for monetary and Onancial staos-
tics. Box 11,1 explaims how data cellected using
MESM methodelogy can be utilized in compiling
F51s for deposit takers.

Sectoral distribution of loans to total loans
Prefinition

25, This FSI provides information: on the distribu-
tieon ol Touns (including NPLs and befare the deduc-
tion of specific loan loss provisions) to resident sectors
and 1 nonresidents. The numeraters and denomina-
tor for thas FSLare lending fo eack af the instinutional
seciers (lines 1800 and 18000 in Table 4.1 and
prasy foenis (line 180, respectively, The resident
sectors are depoesit wkers (2ee paragraphs 2.4 1o 2.7),
the central bank (2013}, the general government
(2180, ether financial corporations (2,145, noolinan-
cial corporatens (2.13). other domestic sectors
(households (20063 and nonprodit instttions serving
households (2173 Nonresidents are defined in
paragraphs 3,35 and 3.36, Loans are defined in para-
craphs 445 to 4,48, This FS1 s delined in para-
graphs 6.56 and 637,

Feswes for compilers

26, Sectoral analysds is o concept used in the national
accounts that classifies entities by the nature of their
economic activity. Lending is anributed on the basis
of the residence of the reporting entily.

27. UaE’L on loans should exclude aeorued interest
on nonperforming loans as well as lending among
deposit wkers in the reporting population that are
rart of the same group. Because all sectors are cov-
ered, the sum of the sectoral ratios should he wnity,

Sowrees of date

28, Daomestically conpolied, cross-border consali-
dated duta: The avalability of data on loans by sec-
tor might vary depending on supervisery practices.
Lending by any forcign branches andfor deposit-
taking subsidiaries of the reporting entity to residents
of the economy for which the FSI data are being
compiled 1= classified as lending to the relevant resi-
dent sector, [n contrast, lending to residents of the local
economy in which the forcign subsidiarv/branch is

located is classified as lending o nomresidents, To
derive sector-wide data on deposit takers” lending by
institiony] sector, the consolidaied daia may need
o be wggregated to derive both the numerators and
the denominatar of this FSI

29, Dennestic consolidated darg: Data on loans to
the various sectors are available from monetary and
finaneial statistics, subject wy the adjustments meo-
ticned above. Loans 1o deposic-taking branches and
subsidiaries abroad are included in the dita as lend.
ing tor nonresidents.

Return on assets
Drefinition

3. This FSI iy intended o measure deposit takers'
clicieney o using their assers. It s caloolated by
dividing ner income before extraordinary ilems and
taxes {althouwsh nel income aller extraordinacy 1tems
undd taxes (line L1 of Table 4.1) nught instead, or
additionally, be used) hy the average value of ol
assets (financial and nonlinancial) over the same
pericd. At a minimum, the denominator can he cal-
culated by using the avernpe of the bezinning- and
end-period positions, bul compilers are encouraged
w use the moest frequent observations available 1o
calculate the avernge. WNet income belore and aftler
extraordinary items and taxes (lines 8 and 11, respec-
tively, mnTable 4,1 and its components are defined
in paragraphs 417 1o 4.33; wtal asscls (nonlinancial
and fnuncial assets) (hoe 14 are defined in para-
graphs .37 and 433, The FSI s defined in para-
graphs 6.52 and 6533,

fsseres far compiiers

3. Net income is caleulited on a basis closer
commercial secounting and supervisory approaches
than to national accounting, Unlike the national
accounts, in the Guide net income includes gains and
losses on financial iwstruments, and gains and losses
fromm the sales of fixed assets, which are measured as
the difference between the sale value and the balance
sheet value at the previous end pertod (see Table 4 1),

32, MNotably, compilers should be aware that the
Crulde recommends that interest income not include
the acerual of interest on nonperforming asscels (para-
eruph 4. 18). [t also encourages the inclusion of real-
tecd and unrealized gaing and losses arising during
each period an all financial instruments {nancial
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assets and liabilities, in domestic and foreign curren-
ciesh valued at marker or Fair value o the balance
sheet, excloding equity in ussociates, subsidiaries,
and any reverse cquity investments (paragraph 4,224,

330 At the sector level, a oumber of adjustments are
speciied to eliminate the impact of Intrasector trans-
actions onosectoral net income, These include the
climination of the following income items arising
from claims on deposit takers o the reporting popu-
lation: the investing deposit taker's proruted share of
the earnings ol associate deposit takers, dividends
receivahle from other deposil kers, provisions for
accrued inerest on nonperforming claims, and spe-
cific provisions on claims on other deposil takers. A
full list of adjusuncens is provided in Chapter 5
iparagraph 53.53),

34, In line with supervisory guidance, poodwill is
deducted Trom capital and reserves. Thus, goodwill
is not classificd as an assel (see paragraph 4.1 10
and, given this, oot amortized in the income account.
Consistent with this. gains and losses on the sale of
an associate or subsidiary fand disinvesiment of a
reverse investiment) are alse excludod from mcome
[paragraph 3.91).

Sanrces of dara

A5, Domestdeally convrodled, cross-barder consoli-
doted davg: The dna for pel income available o
supervisory sources may depend on the national
commercial accounting practice, as might the exrent
tr which they meet the definilions in the Guide. It is
likely thar there will be a need for the sector-wide
adjustments set oul above (see Table 11.4 and para-
graph 11,51 1 The available information may need to
be aggresared o calculate both the numerator and
denarminaer.

36, Domestic cenvolldated  dara: For national
accounts-bused data, there 15 4 need w include within
net ingome those items classified as income items in
the Cuide but nol in the national wccounts, These
adjnaiments include, most notably, gains und losses
en linancial instruments and provisions on nonper-
forming ussers (sec Table 11,10, Morcover, the sector-
wide adjustments described above for net income
and total assets, including those transactions and
positions with ather deposit takers in the reporting
population that are pan of the same group (see Tables
12 and 1130, should be considered, Information on
pondwill may also be needed {Table 11.1),

Return on equity
Drefinition

37. This FSI is intended to measure deposit takers’
efficiency in using their capital. It is caleulated by
dividing net income hefore extraordinary irems and
taxes (although net income aller extracrdinary items
and taxes (line |1 of Table 403 might nswead, or
additionally, be used) by the average value of capital
over the same period. As o minimum, the denomina-
tor can be caleulated by taking the average of the
beginning- and end-period posiions {for example, a
the beginning and the end of the month), but compil-
ers are encouraged o use the most frequent observa-
tions wvailable in calculuting the average. Ner income
before and aller extracedinary items and laxes (lines
% and 11, respectively, in Table 4.1 and its compo-
nents are defined in paragraphs .17 o £.36, The FSI1
is defined in paragraphs 6.25 and 6.26.

Fextees for compilers and sowrces of daia

38, Regarding net income, issues for compilers and
seurces of dara are discussed i the retirr on assers
SUITIIIATY.

39, Capiral is mcuasured as wotal capital and reserves
{line 300 in the sectoral balance sheet and defined in
paragraph 4.621 and, Tor cross-border conselidated
dati. also Tier 1 capital {Jine 32 of Table 4.1 and
defined in paragraphs 4.70 and 4.73), In the absence
of Tier | data, Tunds contribuled by owners and re-
tained earnings {including those carnings appropri-
ated 1o reserves) could be used {line 3000 of Table
4.1 and delined in paragraph 4.64) In measuring
sector-wide capital, intrasector cqguity investments
are dedoeted from the overall capial in the sector so
that capital and reserves held within the scelor are
not double counted. Moreover, i line with supervi-
sory guidance, capital excludes purchased goodwill.
See the text annex to Chapter 5 for information on
these adjustments o capital and reserves and those
relating w intrisecior provisions,

40, Sources of data for capital are discussed in the
nonperfonning loans net of provisions to capilal
SUMMany.

Interest margin to gross income

Definitian

41. This F5I is a measure of the relative share af net
interest carnings—interest earned less interest
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expenses—within gross income. 1 is calculated by
using net interest income (line 3 in Table 417 as the
numerator and oross income (line 3 as the denomi-
nator. MNet interest income and s components are
defined in paragraphs .17 to 4. 1%, while gross income
is defined in paragraph £4.20. The FSI is delined in
paragraphs .68 and 6.69,

fasues for comnprilers

42, Inthe Gudde, interest income should not include
the accrual of interest on nonperforming assets (sce
paragraph 4, 181 However, 1o avoid asymmetric
reporting at the scetor level an adjustment should he
made so that interest does accrue on nonperforming
claims on other deposit tzkers in the reporting popu-
laticn {paragraphs 535 w0 3.37).

43, Gross income includes both net interest income
and orher gross imcome. Among other gross income
items, the Gride encourages the inclhision of realized
and unrealized gains and losses arising during cach
period on all financiul instruments (financial assets
and lighilities, o domestc and foreign currencies)
valued at market or fair value in the balunce sheet,
excluding cquity in associates, subsidiaries. and any
reverse equily nvestments (paragraph 4223 More-
over, at the sector level, a number of adjustments are
specitied w eliminate the unpact of intrasector trans-
wetions on secioral gross income. These are the elim-
macion of the following income items arising Toem
positions and transactions with other deposit takers
in the reporting popuolation: fees and commissions
receivable; the investing deposit taker's provated
share of the carnings of associate depasit takers, div-
idends receivable from other deposit takers, other
incomegeceivahle from other deposit takers, and
pains and losses on“deposit lakers” ownership of
cguitics ol other deposit takers. A description of
these adjustments is provided in Chupler 5. starting
at puragraph 533 and in Box 3.1,

44, Gains and losses on the sule ol an associate or sub-
sichiary (and disinvestment, of @ reverse investment) are
cxcluded from gross income (paragraph 5,927

Sowrees of data

45, Doemestically contealled, cross-harvder consali-
dated derae Consolidated data for net interest income
and gross income should be available from supervi-
sory sources, but the extent 1o which they mect the
definitions in the CGuide could depend on national
commercial accounting practice. It is likelv that

there will be 1 necd for the seclor-wide adjustments
sel oul above (see Table 114 and paragraph 11.517.
The availakle information moy need o be ageregaled
to caleulate both the numerator and denominator,

do. Domestic consolidated dare: From national
accounts-based sources, data on deposit takers” net
interest meome should be available—Table 11.9
identifies the relevant ling items in the 79493 SiA
accounts—although Lo muke adjusiments Tor the
nonaceruil of interest on noonperforming loans. addi-
tiomal data may be needed. For gross income darta,
there may be a need Tor additional information o
inelude within gross meome those items classified as
income iems o the Gudde but oot in the natonal
accounts (seeTable 11,13 and also o make the sector-
wide adjustments desceribed above (see Table 1125

Noninterest expenses to gross income
Definition

47. This ESI mueasures the siee of administrative
expenses Lo gross income. The S s calculated by
using nomnterest expensas (line & in Table 4.1 as the
nurnerator and gross income (line 37 as the denomi-
nator, Noninterest expenses are defined in paragraph
430 and gross income in paragraph 4200 This FSI is
defined in paragraphs 6.73 and 6.74,

fsxues for compilers

48, MNoninterest expenses cover all expenses other
than interest expenses, Provisions are not included in
nenioferest expenses but are separately identilicd in
the sectaral income and expense statement (line 7).
To derive the sector-wide total, ull noninterest
expenses paid to other deposit takers are deducied
(see Table 11.2) These comprise fees and comumnis-
sions pavable and other expenses payable, Moreover,
no goodwill 35 amortized o the incame and expense
stuterment paragraph .1 10,

49, Regarding gross income, issues lor compilers
are discussed in the fhrerest margin ta grosy aicome
SLIMEAry.

Sowrces of dara

50, Dewestically convolled, cross-border consali-
dared dara: The data for noninterest expenses and
gross income available to supervisory sources may
depend on national commercial secounting practice,
Manetheless, it s likely that theee will be a need for
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the sector-wide adjustments set our above (see Table
114 and paragraph 11.50)% Regarding gross income,
sources of data are discussed in the interest wargin
o gross bicome summary, The available information
may need w be agpregated 1o caleulare both the
numerator and the dencminator ol this F51

51. Lomestic consolidated darq: From national
accounts-based sources, data on deposit takers” non-
intergst expenses should be available—Table 1.9
identifies the relevant line ems in the 7993 584
accounts. The sector-wide adjustments for noninter-
et expenses need (o be considered {sce Tuhle 1120
Regarding gross income, sources of data are discussed
in the diiterest piqegli fo gross iRcome SUITIMAry.

Liguid assets to total assets (liquid asset ratio)
Pefinirion

52. This I'S1 provides an indication of the Hguidity
available to meer expected and unexpected demands
for cash. Ttis calculated by using the core measure of
liguid assets (line 39 in Table 4.1) as the numerator
and total assers (line 143 as the dencminator. This
ratic cun also be caleulated using the broad measure
of liguid ussets (line 200, Liguid assets are defined in
paragraphs 478 o0 481, and nonfinancial and finan-
cial assels (wal assers) are defined in paragraphs
437 and 4,38, The F5I1 is defined in paragraphs .43
and 6,440,

Frsnes for compilers

33, Assessing the extent (o which an asset 1= liquid
or ol invelves judgment and, particularly for securni-
ties, depends on the liguidity of secondary markets,
The Gudde distinguishes between core and broad lig-
uid assets.

34, Core liguid assets comprise currency  and
deposits and ather financial assets thatl are available
cither on demand or within thres months or less, bat
deposit tukers” deposits (and ather nontraded claims)
wilh other deposit takers in the reporting population
are excluded,

35, Broad lgoid assets include those in the core
measure plus sccuritics that are fraded in liguid mar-
kets (including repo markels) thut can be readily
comverted into cash with insignificant risk ol chunge
i value under normal business conditions, Such
securities include those tssued by the zovernment

andfor the central bank in their own currency and
high credit-quality private securities—nhoth debt and
equity securities, For instance, 117 a linancial instru-
ment is eligible under normal business conditions Tor
repurchase operations at the central hank, then o can
he classified as a liguid assel. Privale scelor securi-
Lies af Tess than investment grade should be excluded
fram liguid assets.

500 The issves for compilers for total assels are the
same as i the relurn on asselys SUITIMAry.

Sowrces of data

57, Domesticallv conrolled, cross-border consali-
claferd ot Data oo liquidity shoold be available
from supervisory sources. The BOBS (20000
stresses the need Tor good liguidity managcment by
banks, including the need Tor effective measurement
processes, The extent o which nationul approaches
to measuring liquidity meet the concepts in the
Crudede would require consideration. In particulur, for
sector-wide total liquid assets, deposit takers” non-
traded claims on other deposit takers in the reporting
population need to he deducted before aggregation,
The vailable information may need to be aggregated
tor culeulate hoth the numerator and denominator of
thisz F5L

38, Domestic consolidated dara: While monetary
statistics provide some data, such as deposits at the
central bank, the liquid-assel concepts developed in
the Criidle are not covered in national accounts-hased
data, and additional data may necd o be regquested,
Some approximation of the core measure might be
aviilable from the (993 SN8ATs Tull scguence of
neconnts, and this is discossed momore detail in
Appendiz TV under the entry for lguid asseis,

Liguid assets to short-term liabilities
Drefinition

59, This F5I1 is intended 1o capture the lguidity mis-
match of assets and liabilities, and provides an ndi-
cation of the cxtent o which deposit takers could
meet the short-term withdrawal of Tunds without fac-
ing liguidity problems, This FSI is calculated by
psing the core moeasure of liguid assets (ling 3% in
Talle 4.1 as the numerator and the short-lerm liabil-
ities (line 41) as the denominator. This rato can also
be calcolated by wking the broad measure of liguid
assets (ling 40), Liguid assets are delined in para-
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graphs 478 to 481, and short-term habilities are
defined in paragraph 4,83, The FSI is defined in
paragraphs 6.47 1o 6,45,

fxanes for compilers

oll. Short-tenm liabilities are the short-erm clement
of deposit takers™ debe linbilities (line 28) plus the net
ishort-term, i possible) marke value of the financial
derivalives position (liahilities {line 29) less assets
(line 21 )0 it excludes such labilities 10 other deposi
takers in the repoctng population. Preferably, “short
term™ should be defined on o remuining maturity
asis, but original maturity s an alternanve {(defined
in paragraphs 3.449 and 3.50),

61. It is recommendead that the net (short-lerm  mar-
ket value position (labilioes less assets) of Anancial
derivative liabilities be inchuded rather thun the gross
liahility position becuuse ol the market practice of
creating offsetting contracts and the possibility of
forward-tvpe imstruments switching between asset
and liahility positions from one period o the pext,
Moreover, becuuse of the patential importance to
deposit takers of finaocial derivatives in their liguid-
iy analysis, the Gulde provides a lable {Table 6,45
that could be wsed o provide information on the
cxpected cash fows onderlying financial dervalives
and fram the settlement of Torcign currency spot
positions. The FSIoould also be calculated excloding
linuncial derrvative positions—ithat s, caleulaling
the ratio using shor-term debt only—particulacly if
a net finuncial derivalive asset position were signifi.
cantly affecting the ratio.

62. The issucs Lor cempilers for liquid assets are the
sumne as,in the lguid assels fo rofal gssels sumrary.
p

Sowrces of datea

63, Demestoally cotralled, cross-barder consoli-
dered darg: Data on short-term liabilities on o
remaining maturity basis might be available from
supervisory sources. The extent e which the data
meet the concepts in the Guride, particularly with
regard Lo financial derivatives, would require consid-
cration. Sources of data on ligquid assets are dis-
cussed in the Hawld assers fo roved axsels SUMMaTy,

64, Denestic consalldared dara: Dala on short-term
liahilities for all debu instruments are generally not
availuble 1 national accounts-hased data on a
remaining maturicy basis, but they ure ollen available
an an ariginal maturity basis, The [ME {20030 our-

lings the presentatien of remaining maturity data for
banks, on an external debt basis only. Any data
should exclude shor-erm linbilites among deposi
takers in the reporting population that are part of the
sume group. Data on financial derivatives posilions
are availabla in national accounts-based data (see
Box 1100 but not on o short lerm basis, Data sources
on liguid assets are discossed in the fgeld assers o
rerdfid evsety S1mimary,

Net open position in foreign exchaonge to capital
Phefiniticnt

65. This F51 is intended to show deposit lakers’
exposure to exchange rute 1sk compared with capi-
tal. A deposit taker's open position in forcign cx-
change should be caleuluted by summing the foreign
currency positiens inte a smgle unit of account as the
numerater, Capital is the denominator. The FS] s
defined in paragraphs 6.3 1 1o 638 These paragraphs
provide o detailed explanation as 10 how 10 measure
the net vpen posidon in foreign exchange.

Txanees for compilers

a6, The suidance in the Godde for measuring the nel
apen position in foreign cxchange 15 based on that
recommended by the BCBS, Theretore, deposit tak-
ers” net gpen position 15 the sum of the net position
in on-balance-sheet foreign currency debl instru-
ments; net noticnal pesitions in linancial derivatives;
en-balance-sheet holdings of Toreizn currency cquity
assers; net future forcign currency income and ex-
penses nol vet acerued but already fully hedged: for
cign currency guarantees and similar instruments
that are certain to be called and are likely o be
irrecoverihis: und, depending on the national com-
mercial accounting practice, any other item repre-
senting a profitfloss in foreign correncies of the for-
eln currency posiions sel out inoa single unit of
account. The Gride describes the sum of the lirst
three items listed ohove as the “net open position in
foreign cxchunge for on-balance-sheer items.”

67. Included among foreign exchange iostruments
fior this FSI are forcign-currency-linked instruments;
that s, instruments where the amounts pavable are
linked to a foreign currency, although the payments
are made in domestc currency (paragraph 3,461

. Regarding capitul, issues for compilers are dis-
68, Regarding capitul for compilers are dis
cussed in the rerrr on equily sumimary,



Appendix Il * Summary of Guidance for Each Financial Soundness Indicator

Sowrves of data

69, Dewmestically controlled. cross-border consali-
cered data: Data on the net open position in Jorcign
exchange are likely to be available [rom supervisory
sources because of the supervisory interest in banks’
exposure o foreign currency. The extent to which the
national approach to measuring the net open posilion
meets the conceprs in the Guide would require con-
sideration. Regarding capital, sources of data are dis-
cussed in the nenperforning loans net of provisions
r capital summary.

T Domestic vonsedidated data: The net open posi-
tion in foreign exchange is not available from
naricnal accounts-based dats but might he abtained
from supervisory sowrces or could be additionally
requested (see Table 11,17, Regarding capital, sources
af data are discussced in the renperforning loans mel
af previsions o capital summary,

Encouraged FSls

Deposit Takers
Capital to assets
Definivion

T1. This is the ratio of capital o wital assels, withou
the latter being risk weighted. I measures the extent
e which assetls are lunded by other than own funds
and is o measure of the capiral adequacy of the
deposit-tuking sector, The P51 s caleulated by using
capital as the numeralor and assets (line 14 in Table
4,11 ws the denomingtor, Total assets (noonlinancial and
financinl assetsy are defined o parugraphs £37
4,38, The IFS51 s delined in paragraphs 6,20 and 6,21,
Tasnes for compilers and sonrces of deta

72. Regarding capital, issues for compilers. including
the definitions of capital. are discussed in the reren
aR egrdty sumimary, and sources of darg are discussed
in the nemiperforning logns net of provisions ro cap-
iral summary,

73. Regarding total assets, issues for compilers und
sources of data are discussed in the return on assets
SUIMITIALY,

Large exposures to capital

Definition

74. This F51 is intended to identify vulnerabilities
arising from the concentration of credit risk. The

Crulde sets out three approaches 1o delining this FST

at the scelor level:

+ The total number of large cxposures of deposit tak-
ers thar are identified under the nutional supervi-
sory regime (line 338 in Table 4.1,

+ Tatal exposure of the live lurgest deposic takers (or
about five, depending on national circumstanses)
to the five largest, by asset size, resident enuties
{including all branches and subsidiaries) in both
the other financial corporations sector and nomfi-
nancial corporations sector, in addition to the ex-
posure to the general government (ling 513, as a
percentage of the five largest deposit takers’ capital,

« Total exposures of deposit takers to affiliated enti-
ties and connected counterpartics (line 32) as a
percentage of capital, P

LS

75, The F51is defined in paragraphs 6.27 to 6.30,
Tssues for compilers

To. From & supervisory point of view, large expo-
sures are delined as one or more credit exposures o
the same individual or group that exceed a certain
percentage of regulatory capital, such as 10 percent.
It 15 intended w be applicable at the level of the indi-
vidual deposit taker. The number of large exposures
of deposit takers (s that wenulied under the national
supervisory regime (see paragraph 4,.76).

77. However, at the sector level. lending hy the
largest deposil takers to the largest entities in other
secrors, such as the other nancial corporations and
nonfinancial corporations sectors, could huve sys-
ternie consequences in the event of failure of the
largest entities 1o the cconomy {paragraph 494,
Moreover, experience has shown the potential signif-
icance of connected lending (paragraph 4.935),

T8 Indications: of 4 buildup of concentrated posi-
uons within scctoral or geopraphic distribution data
could allow compilers to identify sectors andfor
countries for which more detailed information might
b reguimed.

79, Regarding capital. lssues for compilers are dis-
cussed in the return on equity summary,

Serrees af data

B0, Domesrically contralled, cross-barder consoli-
dated data: Data on lurge exposuras should be avail-
able from supervisory sources. The BCRBS (1981)
stresses the need for a satisfactory regime lor the
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measurement and contrel ol large cxposures, inchd-
ing the need for appropriate levels of large exposure
Lirnits (o capitial ), with special attention paid to con-
necred lending, Morcover, the BCBS (1991 notes
the need to closely monitor risks arising frem expo-
sures 1o particulur sectors andfor geopraphic areas,
The extent to which nationul approaches oy measur-
ing large exposures meet the concepts in the Gudde
would require consideration. Regarding capital. data
sources are discussed in the nonperforming foans net
of provisions to capitad summary,

Bl Damestio consolidated deta: Dala on lurze expo-
sures are not available rom natonad sceonnts-Tased
dati but might he obtained from supervisory sources
or additionally requested (see Table 1110 Regarding
capital, sources of data arc discussed in the on-
performing loany nel of provisions fo capital summary,

Geographical distribution of loans
to total loans

Pefiniticn

82. This FSI provides information an the geographic
distribution of gross loans, by region. 1L allows the
manitaring of credit risk arsing (rom cxposures Lo o
group of countrics, The approach by which claims
wre distributed gecaraphically is defined in para-
graph 3,360, and gross loans (ling 1E{1) ol Table 4.1)
arc defined in paragraphs 4,45 1o 4,48, The FSI is
defined in parsgraphs 6,63 and 6,64, The suggested
regional classification follows that used in the
[ME's Werdd Ecomamic Chitlond: and is illustrated in
Table 12_1.

Fssues for compilers

B3, Len@ing is classified geographically an the basis
of the residence of the domestic reporting cnlity.
Therefore, lending by any forcign hrunches andfor
deposit-taking subsidiarics of the reporting entity (o
residents of the local econcmy in which they are
located s classified as lending o nonresidents and
allocated to the appropriate region of the world,
while lending to residents of the economy for which
the FST data are heing compiled is clazsified as lend
ing o the domestic coonomy, 1 lending 1o any sub-
region or countries is particularly significant. further
disageregution—:anid identification of the country or
subregion—is encouraged.

84, Regarding 1otal louns, msues for compilers are
the same as in the nonperforming loans foe rofal pross
loans summary,

Sewrces of el

85, Domestically controlied, cross-border consoli-
dated derta: Supervisory sources might have avail-
able information on the geographic distribution of
leans (see the sources of data eniry o the faree eapooe-
snres (o ecapitad summary ). The data prepared for
BI1S™s consolidated internmional banking statistics
can be wsed, (iherwise, additional data might be
requested. Regarding total loans, the sources of data
are the same as described inthe nonperforning foans
o fetard gross foanis summary.

86, Domestic conselidated data: Information on the
ceagraphic distibution ol loans might oo he avail-
able from national accounts or SUpervisory sources,
bur the BIS™s locational intermutional banking statis-
tics are a source for those countries thu compile
theze BIS data, Otherwise, additiomal darn might be
requested, Any lending among deposit tikers in the
reporting population that are parl of the same group
should be excluded, but loans to deposit-taking
branches and subsidiarics abroad are included in the
data as lending o nonresidents, Regarding total
loans, sources of data are the same us in the nonper-

Sovniing Toany (o total grosy loans sumimary.

Gross asset and liability positions
in financial derivatives to capital

Llefinition

B7. These FSTs are intended to pravide an indicalion
of the cxposure of deposit takers” financial denvative
positions relutive o capital, There are two [FS1s
under this heading, The first is calculated by vsing
the market value of financial derrvative assets (line
21 in Table 4.1} as the numerator, and the second is
caleulted by vsing the market value of [nancial
derivative liwhilities (line 297 a5 the numerator. Bath
FSIs use cupital as the denominatcr, Financial deriv-
alives ure defined in paragraphs 4.56 to 4.38, The
FSls are defined in paragraphs 6.3% and 6410,

Isanes for compilers
B8, The coverage of financial dermvatives meludes

forwards (including swaps) and opions,

89, Regarding capital, issues for compilers, includ-
ing the definitions of capital, are discussed in the
FEIEPR I gl SUMTMArY,
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Sewvreey of daa

M Dhamestioally convrolled, cross-border cousoli-
ehented ederter: Data on the market valoe position of finun
cial derivative assets and liabilities should be avail-
able from supervisory sources. Regarding capital,
sources of data are discussed 1o the nonperforming
Ko net of provistons fo copdod stmmary,

91, Demestic consolidated dara: The gross assel
and lability positions in financial derivatives can be
chtained rom national accounts-based daa (mone-
tary and financial stausiics), in the sectoral balance
sheet, However, naticnal accounts data are not on a
conselidated basis, and any data should exclude
financial derivatives positions among deposit takers
in the reporting popalation that are part of the same
group. Therelore, additional data mighl need to be
separately requested (see Table 11.3) Regarding
capital, sources of data are discussed in the nowuper-
Serming loans net of prevcisions to capital summary.

Trading income to total income
Prefinition

92, This FSI is intended to caplure the share of
deposit tokers” income from financial marker activi-
tes, including currency trading. This FST i caleu-
lated by using pains or losses on financial instru-
ments (hne 40i1) of Table 417 as the numerator and
gross income (line 33 as the denominater. Gains and
losses on financial mstruments are defined in para-
gruphs 4.22 o 427, and gross income s defined in
paragraph 4.20, The F5I is delined in paragraphs
6.71 and 6.72,

Fesues for comnpriles

93, Compilers should be aware that the Guide en-
courazes the inclusion of realized and unrealized
gains and losses arsig during cach period on all
financial instruments (financial assets and Labilities,
i domestic and forelgn currencies ) valued at market
or fair value i the balance sheet, excluding equity in
associates, subsidiaries, and any reverse equity invest-
ments (paragruph 4220 Traditionally, in deposit tak-
ers’ accounts this item has covered gains and losses
recorded on assets and liabilities held for a short

pericd as deposit takers seek o take advantage of

short-term Nuctuations in market prices. The Cufde’s
reasaning for its approach is set oot in paragraph
424, The Guide scknowledges that the proposed
coverage ol gains and losses may not be leasible in

the short run and that data collection systems may
necd to he developed.

4. Moreover, al the sector level, zains and losses on
depasil takers” ownership of equities of other deposil
takers in the reporting population should be deducted
iparagraph 3,657,

95, Regarding gross income, issues for compilers
are discussed in the fureress argin fo press Incosie
SLIMITESY.

Sewrees of datea

W, Danestically controlled, cross-Border consall-
deted dartg: Dale on gains and losses on fnoancial
instruments should be available to SURETVISOTY
sources, but the extent o which they mect the defi-
nitions in the Goide could depend on national com-
mercial accounting practice. It is likely that there
will he i need for the sector-wide adjustments set out
above {(see Table |4y, Regarding gross income,
sources of daty are discussed in the Giteress miargin
ta grosy ineonie summary. The wvailable informeation
may necd to be aggregated to caleulate both the
numerater and the dencminator for this FSTL

97, Dennestic convolidated dara: Data on gains and
lesses on fnancial instruments coold be available
fram the revaluation account of the J993 SAA, but al
the present time collectuon of these data is relatively
Lirndted, and thus additdonal data may need o be sep-
aralely requested (Tuble 10T 10 revaluation daty are
used, data on s and losses on sales of subsidiaries
and gssociges necd w be excluded (sec Table 11,10
It is likely that the need [or the sector-wide adjust
rents sel oul ahove will require consideration (sce
Table 11.2). Regarding gross inceme, sources of data
are discussed i the frterest mergin o grosy eome
SUTTLITHATY,

Personnel expenses to noninterest expenses
Prefinition

985, This FSL compares personnel costs with total
nenioterest costs, [0 is calealated by using personnel
costs (hine 6010 in Table 410 as the numerator and
noninterest expenscs (ine 6 of Table 417 as the de-
notninator. Personnel costs and noninterest expenses
are defined in paragraphs 4.30 and 4.31. The FSI is
defined in parugraphs 675 and 6.76.
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lasues for compilers

99, Mo recommendations are mude at this time
reparding the possible inclusion of stock options,
Methodolagical work on the trewtment of stock
oplions is ongoing,

100, Regarding noninterest costs, issues for compil-
ers are discussed in the nesrinrerest expenses t) grosy
Arerue SITETY.

Senerees of ol

V0L, Dhvamestically controlled, cross-border consoli-
deted data The daw [or personnel costs available 1o
supervisory sources may depend on national com-
marcial aecounting practice. National practce will
also determine the exient w which the data meet the
definitions in the Guide. Regarding noninterest
coats, sources of data ure discussed o the weominier-
57 expenses o grosy income summury. The available
inforrmition miy need 10 be agspregated e calculace
lroath the numerator and the denominator Tor this FS1

102, Dewnestic conselfdated dara: Data on person-
nel eosts should be available from national accounts-
bascd sources—Table 11.9 identifies the relevant line
items in the P93 SMA See also the entry for per-
semined costs including wage and salaries in Appen-
iz IV, Regarding noninterest cosig, sources of data
are discussed in the noninterest expenses to gross
Ineonte SUIMITATY.

Spread between reference lending
and deposit rates

e fien

103, This IS1 s the difference (expressed in basis
points) between the weighted average loan rate and
the weighted average deposit rate, excluding rates on
loans and deposits between deposit takers, T mea-
sure the spread, the Guide recommends at a mini-
muin the caleulation of the weighted average of all
lending and deposit interest rates (excluding intra-
sector loans and deposits) during a reference period
in the portfolio of resident deposit takers. The inter-
est rate spread could also be caleulated on a domes-
tically controlled, cross-border consolidated hasis,
thus providing an indication of overall profitability
but combining activity in different markets, The FSI
15 defined in paragraphs 8.5 to 8,10,

Lxswes for compilers

104, A methad of calculating the weighted avernge
lending rate is to divide the aceroed amount of inler-
estincome on loans repoarted by deposit takers for a
given period (numerator} by the average position
of loans (denominator) for the same period. The
weighted average deposil rate can be computed by
dividing interest expenze an deposits (nuwmerator by
the averige position of deposits (denominator) for the
same period. Positions should be averaged vsing the
mcst frequent ohservations availuble.

105, Contracted interest rates (that 1s, price data)
can also be vsed to calculare weighted average inter-
est rates for o given relerence pericd, using the loan
amounts as weights, Chapler 8 discusses these
approaches and considers the merits of using end.
une average-period inlerest rates and of caleulating
interest rates on outstanding and pew business. The
treatment of interest an nonperforming loans and on
lending at oflicially prescribed rates is also dizcussed
in Chapler 8,

Senerees of deata

106, Far the first methad mentioned above, dati on
acorued amounts of interest on loans and deposils
should be readily available from the accounting sys-
terms of depaosit takers, while typically data on deposit
takers” positions in leans and deposits are regulurly
reported 1o central banks in balance sheet reparts
required far the compilation of monetary statistics.

107, Compiling information on contracted interest
rates by type of loan and deposit may reqguire that
separiie informealion be regquested.

Spread between highest and lowest
interbank rate

Plefhiticn

L8, This FSI measures the spread beltween the
highest and Towest interbank rates charged to deposit
takers in the domestic interbank market. 1t 1s defined
in paragraphs 821 to 524

Fesuwes for compilers

109, There cun be lmitalions with this indicator.
The framewaork through which central banks provide
liquidiry to money markets influences the overall 1i-
guidity of these markets, while one cutlier can change
the value of the indicator substantiallv, In addition, a
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percelved increase in risk might also be reflected in
inlormal limits on the guantities {rather than the
price) of funds that a deposit taker could borrow in
the interbank market. While the agresed FSI 15 a
sprewd. there might alse be analytical interest in the
dissemination of the highest and lowest interest rates
st that they can be compared with other rates in the
financial markets,

Senirees of data

L10. The source of these daty is usually inerbank
dealers or brokers. The data might be available w
supervisory authorities or the statistical departments
of central banks.

Customer deposits to total (noninterbank) loans
Plefiniticn

111, Thes VS ois o measure ol lguidity, in that il
compares a stable deposit base with gross loans
tescluding imterbank activity), The FSIis culeulated
by using customer deposits (line 24010 in Table 4.1)
a% the nomerator and nominterhank loans dline 1801
as the denominutor. Custommer deposits ure delined in
paragraphs 442 o 444, and loans are defined in
paragraphs 445 10 4,45 The FSI is defined in para-
graphs 630 and £.51.

Fesues for compilers

112, Assessing the extent 10 which a depaosil 15 slable
invalves judgment, although experience suggests that
some tvpes of depositors are less likely to move their
funds than others in response o d pereeived weakness
in an individual depesit taker or in the banking sys-
lem. The key factors that con he taken into account
are the tvpe of depositor, the extent 1o which deposits
are covered by credible insurance schemes, and
TETTHIIINE [HEluTiLY.

113, The Gude recommends that the type of depos-
itor be the primary factor in defining customer
depozis, both becaovse of ws relevance and general
apphicahility. Thos, customer deposits include all
deposits fresident or nonresident) except those placed
by other deposit takers and other financial corpora-
tioms (rexident or nonresident,

114, However, 1t 15 recognized that there can he
variations to this approach, Large nonfinancial cor-
porations might well manage their Boguoidity similarly
to ather financial corporations. and, thus, compalers

might wish to exclude these deposits from the mea-
surg of customer deposits. Allernativelv, customer
deposits could also inclode those that kave a remain-
ing maturity of more than ane vear, regardless of the
sector of the depositor.

L15. Tn ancther approach, customer deposits could
be determined by type of deposit — that s, deposits
Enown For their “stabdlity,” such as demand deposits,
small-scale savings, time deposits, andfor those cov-
crzd by a (eredible) deposit insurance scheme.

116, Reparding total loans, issues for compilers are
discussed in the ponperforniing foans o ol gross
fogaes summary, Additionally, loans 10 other deposit
takers in the reporting population are cxc:luéi{rd fronm
this measure of Ioans.

Nengrees of date

L17. Dhamestically controlled. cross-border consali.
dared data; Supervisory sources might provide
information that allows the compilation of @ meagsure
of customer depasils consistent with the approach of
the Crdde, Regarding total loans, sources of data are
the same as in the nonperforming loans o toml! gross
desernna surmmary, while loans W ather deposit takers o
the reporting population should be available to
SUPETVISOTS.

LIR. Dennestic consolidated date: Data on cus-
Lemer deposits based on the sector approach and
data on interbank loans are avatlable from monetary
and financial statistics sources (suhject 1o ensuring
the uppropriate sectoral coverage, sce paragraph 2.4,
Kegarding total loans, data sources are discussed
in the wanperfoening loans ra roral geoss Toans
SLITTIIELAT Y.

Foreign-currency-denominated loans
to total loans

Definition

119, Thiz F51 measures the relative size of foreign
currency loans within gross loans, Tt is caloulated by
using the loreien currency and [orcign-currency-
linked part of gross loans (ling 46 in Table 4.13 o
residents and nonresidents as the numerator, and
gross loans (line 18013} as the denominator, Forcien
currency loans are defined in paragraph 4.90. Loans
are defined in paragraphs 445 o 448, For cross-
bBorder consolidated data, the determination of whal
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is and what is not a foreign currency 1= determined
b the residence of the parent entity of that specific
consolidated group. The FS1 s defined in parusraphs
H.65 und 6,64,

Fxsues for compilers

1200 In the Guide, domestic curreney is thut which
is legal tender in the ecanomy and issued by the
monclary authority for that cconomy or the comman
currency area, Any currencies thal do net meet this
definition are foreign currencies to that economy
{puragraph 3.45).

121. The currency compaosition of assets (and liabil-
ities] s primarily determined by the characteristics
of future payment(s). Foreign currency instruments
are those pavable in o currency other than the domes-
tic currency. A suhcalegory of foreign currency
instruments are domesuc-currency-linked instro-
ments that are payable in a foreign currency bul with
the amounts to be paid linked to the domestic cur-
rency. Foreign-curreney-linked instruments are those
payable in damestic currency bul with the amouonts
tr be puid hinked woa foreign currency, Foreign-
currency-linked loans are meluded in the numerator,
as movements in the domestic exchange rate will
alleet their value in domestic currency terms [para-
raph 3.46),

122, In the special case whera an econamy Uses as
its only legal tender a forcign currcncy. this F3I1
could he compiled excluding borrowing in, and
linked o, that foreizn currency.

123, The most appropriate exchange rate 1o be used
lor conversion of a pasition into the unit of account
is the marketl (spol) exchange rale prevailing on the
reference date (o which the pesition relates. The mid-
poant bBetween buving and selling rates s preferred
iparagraph 3.48).

Fowrees of deaio

124. Domestically contralled, crass-border consali-
dated date: Data on foreign-currency -denominated
anid foreign-cuwrrency-linked loans might be available
from supervisory sources because of the supervisory
interest in banks' exposure to foreign currency. [T
such duta are not available, they may need o be addi-
tionally requested. Regarding total loans, the sources
of data are the same as described in the nenperform.
g foatis to fenad gross foans summary. The available

mlormation may need o be agerepated to calculate

[

bath the numerator and the denominater of the ESL

125, Damestic conselidated darar While some
national accounts-based sources, in particular the
manetary and financial statiztics, may include data
on loreign currency assets, data on foreign-currency-
denominated and Torcign-currency-linked loans may
need to be additionally requested (see Table 111000
the data source is on an institetional unit hasis, then
foreign-currency-denominated and loreign-currency-
linked loans among deposit takers in the reporting
population thal are par of the same group should be
excluded. Regarding wotal louns, sources of data are
the same as in the weaperforming foany o ol gross
freins SUMmImiry.

Foreign-currency-denominated lfabilitics
to total liabilities

Definition

126. This FSI measures the relative importance of
toreign currency funding within total habiliies, The
level of this ratio should be viewed along with the
previous FS1: foreign-currency-denominated loans
ter Lotal loans, The FST is calculated vsing the foreign
curreney lubilities (line 47 in Table £.1) as the numer-
atar and total debr (line 283 plus [Moancial derivative
liabilities (line 29 less financial derivative asscts
(line 213 us the denominator. Foreign currency liahil-
ities are defined in paragraph 4490, while wlal deht is
defined in paragraph 4.61, and financial derivatives
are delined in paragraphs 4.56 1w 458, The FSI is
defined in paragraphs 6.67 and 6.6,

faswes for campilers

127, The definitions of loreien currency, loreign-
currency-denominated and foreign-corrency-linked
instruments, as well us exchange rate conversion, are
the same as those sel oul in the 1ssues for compilers
in the forcipn-currency-denmningted lowns 1o tolal
lernins SUITIIILADY.

128. For total liakilities, it is recommended that the
nel markel valoe pesition (lighilities less assets) of
financial derivatives be included. rather than the
gross Nabilily position, because of the market prac-
tice of creating olfseling contracts and the possi-
hility of forward-tvpe instruments switching between
asset and Bability positions from one period to the
next.
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129, [n the special case where an economy uses as
its anly legal render a foreign currency, this ratio
cotld be compiled excluding positions in, and linked
Lo, this curreney.

Sowrees af data

130, Domestically controlled. cross-border consoli-
dated dara: Data on foreign currency and total lia-
hilities might well be available from supervisory
sources. The extent e which the duta mect the con-
cepls in the Gride. particularly with regard 1o Bnan-
cial derivatives, would require consideration. The
avatluble informatien may necd o be aggresated o
calculate both the numerator and the denominator of
this FS1.

131, Denestic consolidared data: While some na-
tional accounts-hased sources, in particular the mon-
clary and financial statistes and external debt data,
may include data on foreign currency liabilities,
duta on foreion-cumency -denominated and Toreign-
currency-linked liabalities may need o be addition-
ally requested (see Table |11 Data on total Liabili-
Lics should be availuble from national accounts
sources, =uch as monetary and linancial statistics
(see paragraph 2.4}, If the dara are compiled on an
institutional unit basis, then foreign-currenoy-
denominated and foreign-currency-linked  loans
among deposit takers in the reporting population that
are part of the same group should be dedocted.

Met open pasition in equities to capital
Drefinition

132, This FS1is inended o idenaly deposit tak-
ers equity risk exposure compared with capital, Tr is
caloulated by using o deposil takers” open position m
equities (line 48 in Table 4.1) as the numerator and
capital as the denominator. The FS1 s defined in
paragraphs 641 1w 644, These paragruphs provide a
detailed explanation as o how o measure the net
QpEn pOsition in equities,

Faswes for connpilers

133, The guidance in the Gudde far measuring the
nel apen position inocguity 15 based on that recom-
mended by the BCBS, Therelore, deposic takers” net
open position (positive if a long position is held and
negative il o shorn position 15 held) is the sum of on-
Balance-sheel holdings o cquitics and notional posi-
ticns in equiry derivatives,

134, The long and short positions in the market
must be calculated on a market-value basis. Own
couity issucd by the deposit taker is excluded from
the caleulation, as 15 equity held in asseciales and
unconsolidated subsidiaries (as well as reverse
cuity investments).

135, The notional positions in eguity derivatives
comprise Lthe notional positions tor Totures and Lo
ward contracts relating w individuoal equities, futures
relating to stack indices, equity swaps, and the mar-
ket value of eguity positions underlying options,

136, Regarding capital, issues for compilers, inclhud-
ing the delinitions of capital, are discussed in the

FeRRR On @il SUNIMEAry. -
L%

Semerees of deta

137, Dopmestically controlled, cross-border consoli-
daved dara: Dhata on the net open position in equities
are likely o be available from supervisery sources,
The extent to which national approaches to measur-
ing the net open position meet the concepls in the
Cudele would require consideration. Begarding capi-
tal, sources of data are discussed in the neosperfirn-
ing foans ner of provisicons fo capital summary,

138, Demestic conselidared doia: The net open
position in edquities s not available rom national
accounts-based data but might be obtained from
sipervisory sources or additionally requested (see
Table 11,1 Regarding capital, sources of data are
discussed in the nonperforming loans net of provi-
slons to capial summary.

Other Financial Corporations
Assets to total financial system assets

Prefinirion

139, This FST measures the relative importinee of

other linancial corporations within the domeslic
financial svstem. The numerator 15 other financial
corporations’ financial assets (ling 3 in Tahle 4.2)
and the denominator 15 wotal financial system assets.
The latter is the tatal of financial assets owned by
deposit tukers (line 1o, Table 4.1, other lnancial
corporations, nonfinancial corporations (line 17,
Table 4.3). households (line 11, Table 4.4, the gen-
eral government, and the central bank., Financial
assels are delined in paragraph 438, The FSI s
defined in paragraph 7.6,
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fesnes for compifars

140, For wetal financial system assets, the coverage
includes all entities resident in the domestic ccon-
amy, Moreover, the Gidde recommends that for coch
corporale seclor—deposil takers, other financial co-
porations, and nonfinancial corporations—ilata be
compiled on a consolidated basis: theretore, elaims
on other resident entities classified in the same sec-
ter should be eliminated. Cross-sector claims should
nof ke eliminated.

141, For completeness, finuncial assets of NPISHs
isee paragraph 2,17 could alsa he included swithin
total [nancial system assels, bul inomany instances
these might be relatively insignificunt

Sowrees of data

142, Doewmestic conselidated dara: Data Tor wotal
linuncial assels of other linancial corporations and of
the other sectors in the cconomy can be drawn from
natonal accounts-based data, subject to the adjust-
ments needed o exclude intragroup claims (see Tables
[1.3, 113, and 117y To be able w make the adjust-
ments, additional data might need o be requested.

143, Devnesrically contrdled, cross-Forder conseli-
dated date: For the larger entities. data might he
driwn Tromn published corporate lnancial statements
and aggresated to derive the numerator of the FSL
However, the extent to which the resulting data
would be consistent with the concepts in the Gudde
would require consideriation.

Assets to gross damestic product
Dlefinitiog

o
144, This FSI measures the importance of other
financial corporations compared with the size of the
econany. Other financial corporations” fnancial ussets
tling 3 in Table 4.2} is the numerator and GDP is the
dencmminator. Financial assets are defined in para-
graph 4.38. The FS[is delined in paragraph 7.7,

faswes for compilers

145, For ather financial corporations’ assets, issues
for compilers are the sane as in the erher financia!
covprorations | asiers o total finaneiol svsient assels
SUTANATY.

Sergrees of data

146, GDP dala are available from the national ac-
COUNLE SOULCes.

147, lor other financial corparations’ assets, sources
of data are the same s in the other financial corpe-
rations | avseis to total financial svstem asseis sum-
mary. For this indicator, dara are compiled on a

domestic consolidated basis only.

Monfinancial Corporations
Total debt to equity

Definition

148, This FSI is a measure of corporate leverage
the extent to which activities are financed owl of own
funds. The FST is caleulated by using debt (line 29 in
Table 4.3} as the numerator and capital and reserves
iling 31 of Table 4.3) as the denominator, Deht 1s
defined in paragraph 4.61, and cupitul and reserves
are defined m paragraph 4,02, The F51 is defined in
paragraphs 7. 10 and 7.11.

Paseres for compilers

149, Debt claims among nonfinancial corporations
in the reporting population that are part ol the sume
group should be excluded,

150, Eguity investments inassociales and unconsol-
idated subsidiaries (and reverse investments) are o
be recorded in the investor's halance sheet (see pura-
araph 3.33) on the basis ol the invesioer's proportion-
ale share in the capital and reserves of the associale
and unconsolidated subsidiary, and not using the
market value of the raded cquicy

151, In measuring sector-wide capitl, all intrasec-
tor equity investments are deducted from the overall
capital m the sectar 5o that capital and reserves held
within the sector are not double counted (see Box
5.20. Maorcover, in ling with the approach for deposit
takers, goodwill is deducted,

Semrces af diite

152, Donestic conselidated dutar Nonfinaneial cor-
parations” debt and capital can be drown from
national accounts-based data, However, additional
dara may be needed 1o make the adjustments noted
alhove In the issues for compilers (see Tables 116
and 117

153, Cross-Border consolidared dara: For the larger
cotities, data might be drawn from published corpo-
rate financial statements and aggregated 1o get both
the numerator and the denominator of the FSIL How-
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ever, the extent 1o which the resulling data would be
consistent with the concepts in the Guide woulid
require consideration, and there may be a need w
make sector-wide adjustments,

Return on equity
Pefinition

154, This FST is commonly used o capture non-
finuncial corporations’ elliciency in using their capi-
tal. It is culeulated by using EBIT {line 34 in Table
437 as the numeratlor and average value of capital and
reserves (line 317 over the same period as the denom-
inatcr, At g minimuom, the denominator can he caleo-
lated by toking the average of the beginning- und
end-period positions (for example, al the beginming
and the end of the mooth), but compilers are encour-
aged e use the most frequent ohaervadons available
in caleulatng the average, EBIT is defined in para-
craph 4116 (and see also 4100 to 4 1043, Capital
and reserves are defined in paragraph 4.62. The F5I
is defined in paragruphs 7212 w0 7,14,

Fasnes for conipilers

155, As with deposit takers, income is caleulated on
a basis closer to commercial accounting and super-
visory approaches than 1o national accounting. There-
fore, the Greide encourages the inclusion of realized
and vnredlized gains and lesses arsing during each
period on all financial instruments (Tinancial assers
and habilities, in domestic and foreign currencies)
valwed at marker or fair value in the balance sheer,
excluding equity in associates, subsidiaries, reverse
equity investments {paragraph 4227, and gains und
losses from the sales of lixed assets, which are mea-
sured as the diflference bevween the sale value and
the balanee sheer value at the previous end period,

156, Sector-wide adjustments are ulso speciticd w
prevent intrascotornl income from aliecting the EBIT
meisure. Motably, dividends received and the parent’s
share of an assoctale’s retained carnings (and simi-
larly, arising from a reverse squity investment, an
associate’s share of a parent’s retained eamings) are
1o he deducted from other income (net). Adso excluded
are any gains and losses on equity hoeldings in other
nonfinancisl corporations and sales of lixed assels w
ather nonfinancial corporations included in other
incame (net). Since goodwill 15 not classified as an
assel, it is not amortized in the income account (see
paragraph & 1 107,

157, Because data are on a consolidated basis, trans-
actions and positions among nonfinancial corpora-
ticms in the reporting population that are part of the
same group are excluded.

158, Regarding capital, issues for compilers, includ-
ing the definitions of capital, are discussed in the
fotad debt tooeguity summary.

Sorces of data

139, Domesiic conselidated data: Data can be
drawn from national accounts-hased data, However,
additional data may be necded o make the adjust-
ments noted above in the issues Tor compilers (see
Tables 116 and [1.7).
-

160, Cross-border consolidated data: For the larger
entities, data might be drawn from published corpo-
rate financial statements and ageregated to get both
the numerater and the dencminator in this FSL The
concepl of carnings belore tax and interest is one
used in the analysis of corporate accounts, However,
the extent to which the resulting data would be con-
sistent with the concepts in the Guide would require
consideration, and there mav be a need to make
secror-wide adjustments.

Earnings to interest and principal expenses
Prefinition

Iol. This FST measurces nonlinancial corporations’
capaceity to cover their debl-service poyvments (inter-
estand principal). 10 serves as an indicater of the risk
that & {irm may net be ahle w make the required pay-
ments on it debes, The FSL s calculated by using
carnings (net mcome: belore interest and tax (EBIT)
fhine 34 Table 4.3) plus interest receivable from
olher nonfinancial corporations (Jine 33) as the
numerator and debt-service pavments (ling 33} over
the same period as the denaminator, EBIT is defined
in paragraph 4.1 10, interest receivable from other
nanfinancial corparations is defined in paragraph
4015, and debt-service pavments are defined in
paragriph 4.1 17. The FSI is defined in paragraphs
TA5 amd 716,

Fesiwes for conipilers

162, The denominator, debt-service payments, in-
cludes pavments 10 other nonlinancial corporations
fexcluding payvments among nonfinancial corpora-
tiens in the reporting populution thal are part of the
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same groupl. The numerator includes interest pay-
ments receivable (cxcluding those among nondinan-
cial corporations in the reporting popolation that e
part of the =ame group) from ether noolinanciual cor-
porations. Therelore, the denominator and numeralor
have the same coverage.

163 Regarding EBIT, issues for compilers are dis-
cusscd in the refirg o eguily sununary,

Sowrces of datea

164, Domestic consolidated dare: While the exter-
nal debt statistics methodelogy requires collection of
data on debl-service payments on external debt, it is
likely that additonal data on debt-service payments
may need (o be separately requested, including on
paEyments among nonfingncial corporations in the
reporting population that are parl of the same group
(see Tables | L.oand 11.7).

163, Cross-border consolidared data: Vo the larger
cotities, data might be drawn from published corpo-
rate fnancial statements and aggregared to calculate
both the numerator and the denominator in this 51
Dighr service coverage (particularly interest cover-
agel is a concept used in the analysis of corporate
accounts, However, the cxlent to which the resulting
data would be consistent with the concepts in the
Crovdefe would require consideration, and there may be
a need 1o make sector-wide adjustmens,

Met foreign exchange exposure to equity
Lefinition

Infi. Thig FSI measures nonlinancial corporations’
exposure 1o foreign durrency risk compared with
their capital. The larger the exposure to foreign cur-
rency risk, the grester the stress on the financial
saundness of nonfinancial corporations from a sig-
nificant currency depreciation and, as o consaquence,
the greater the stress on deposil kers. Monlinancial
corparations” net foreign exchange exposure for on-
balance-sheel items (ling 36 mn Table 4.3) is 1the
numerator, and capital and reserves (line 310 15 the
denominaler. The cpen positicn should be calculated
as described For depaesit takers in paragraphs 6,32 and
@.33. The FS1 s defined in paragraphs 7.17 w0 7,19,

fsswes for compilers

167, The net foreign exchange position is to be mea-
surcd using the same methodology as that described

for depasit takers i the per aper position in foreien
exchange to capdfal summary,

168, Given the potential difficulty in compiling data
an off-balance-sheel foreign currency exposures, the
Crecfele encournges atl least an initial focus on the eor-
poraie et forelpn exclenige exposire for on-balonce-
sheet ftems, but the FST could also be caleolated using
total corporale nel Toreign exchange exposure (line
370 as the numerator,

169, Regarding capital, issues for compilers, includ-
ing the definitions of capital, are discussed in the
todad debi jo equity sumimary,

Sources of data

170, Domestic conyeldidated dara: Tt is likely thar
additional data on the corporute net foreign exchange
exposure may need o be separmtely requested, as
is not avallable Trom nutional accounts sources {see
Table 1161, Begarding capital, datg sources are dis-
cussed 1 the forad dedit to equiny summary,

171, Crass-bavder conselidared data: Vor the larger
cutitics, data on the corporate net foreign exchange
exposure might be available from pubhshed corpo-
rate financial statements for the larger lirms and
agpregated 1o get both the numerator and denoming-
tor, but the extent to which the resulting data would
he consistent with the concepts in the Guide woulid
require comsideration. Regarding capital, data sources
are discussed in the rofal debf fo eguity summary,

Mumber of applicatians for protection
from creditors

[efiniticn

172, This FS1is a measure of bankruptey trends, bul
it is influenced by the quality and natre of bank-
ruptcy and related legislation. 1is @ simple numern-
cal additien ¢ these nonfinuneial corporanons that
have filed for protection from bankmpey during the
period. The FST is defined in paragraph 7.20.

Ixwuey for compilers

173, For sector-wide data, the duwa provided should
e the total number of nonfinuncial corporations res-
ident in the econcmy that have filed for protection in
a particular period. Filings by loreign subsidiaries of
resident enutics should not be ingluded,

3
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Sources af data

174, These dita might be available from the na-
tional statistical office or the Depanment/Ministy of
Commercef ndustry,

Households
Househeold debt to GDP
Definition

175, This F51 measures the overall level of house-
hold indebtedness {commonly relited o consumer
loans and moranges) us o share of GDP, This FSTis
caloubuted by taking houwsehold debt (line 20 in Table
445 as the numerator and GOP as the denominator,
Debt is defined in puragraph 4,61, The FSI s defined
in paragraphs 7.23 and 7.24,

fssues for connprilers

176, The data for household debt comprise dehbo
incurred by resident households of the cconamy anly,

Sewrces of daia

177, Desmestic auata Information an household deb
and GO should he available from national accounts
sources (see paragraph 1150

Househald debt service and principal
payments to income

Definiticn

178, This FSI measures the capacity of houscholds
tor cover their debt payiments (interest and principal),
1t is calewlated by using hooschold debt-service pay-
ments (line 24 in Table 4.4) as the numerator and
oross disposable income (line 61 over the same period
as the denominmtor. Houschold debl-service puy-
ments are defined in paragraph 4,122 (sec also 4.1 17).
and gross disposable income is defioned in para-
graph 4,120, The FS1 is delined in paragraphs 7.25
and 7.26.

fesiies for conipilery

179, Obtaining data on the household sector is difli-
cult, Coordination with the agency compiling daga
an the houschold scolor for inclusion in national
acrounls sLalisies 15 essential,

Seterces of dara

18I, Dypnesie data: Information on household dis-
posable income shauld be available from national

accounts sources. However. data on debi-service pay-
ments might not be available from national accounts
sources, soe additional data may need t be separately
requested (see paragraph L1140

Marlet Liquidity
Average bid-ask spread in the securities market
efindtion

181, This FS1 s the difference hetween the prices a
which markel panticipants are willing w buy {bid}
aivd sell (ask)y assews: i is a measure of market 1ight-
ness the relatve cost of engaging in & lransaclion
irrespective of the ahselute level of the market price
of the items being sold. 1 s calpulated as the differ-
crnce betweon the best (highestl hid and the best
tlowesty ask price in the marker, eapressed as a per-

centage of the midpoeint of the buy and sell price of

an assel—a benchmark domestic government or cen-
teal bank debt security in the first instance, Bid-ask
spreais tend 1o be narrower in more liquid and efli-
cient markets, The FS1 is defined in paragraphs 8,27
and B4 1o B4,

Fesnes for corpilers

182, Becavse of the link between market-based -
quidity indicaters and the indicator an deposit takers”
liguid ussets, bid-ask spreads should be compiled, at
a minimum, for financial instruments included in the
wider measure of lquid assets, The natural slurting
point 15 W compile indicators (0 Tor domestic gowv-
ernment or central bank bills that are used by the
nationil authoritics w nfluence lguidity conditicons
in their domestic economy, and (21 [or corporate
securities if they are included o the definition of lig-
i asseLs.

183, Similurly, the vghiness of the local foreign
exchange markels may also be relevant il [oreign-
enchange-denominated securities gualily as liguid
ansets,

184, The guantities of securities that can be traded
at the best hid price and at the best ask price, respec-
tively, provide impartant information for interpreting
the bid-ask spread. and the Guide encourages the
dizsemination of this infermanon along with the hid-
ask sprewd (paragraph 8,470

185, The tad-ask spread should be compiled on a
daily basis or, ara minimum, on o weekly basis, The
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frequency of price observations can be on a tick-hy-
tick basis, but preferably at least two quotes per day
should be taken (for example at 10:30 a.m. and
230 pom). 1 price observations are raken on g less
than hourly basis, care s needed o avoid bases
refated o systematic volatidity of intraday price
fuates (paragraph 848,

186. The Guide provides other advice, on how o
calculate the spread if the bid and ask quotes are in
terms of vield rather than in terms of price (para-
graph ®.46 and Box 5.1, and provides an additional
wiuy ol caleulating the bid-ask spread that takes into
account the quantity ol scourities that can be traded
at the gquoted prices (parugraph #.49),

Soutrces of data

187. Major exchanges located in the domestic econ-
omy cuan be used as a source of data for compiling
hid-usk spreads. (ther souwrces can melude dealer
associations, central bunks, and commercial data-
bases. although compilers whe approach a commer-
cial database vendor will need to make their own
Judgments abowt whether the prodoct being offered
meets their needs, Covernge of all markel makers,
the likely primary source of the information, may not
he necessary, 1L is recommendad that the top five
mirket makers oc at least those accounting Tor a min-
imwm o 75 percent ol market wrmever should be
coversd. Automated electronic markel makiog can
also he coversd.

Average daily turnover ratio in the
securiti‘es market

feflnitien

188, This FS1 is the ratio of average daily trades 1o
the outstanding stock of securities: i is a measure of
marker depth—rthe ability o a murket to absorh lurae
trade volumes withouot a significant impact on market
prices. 11 s caleulated as the number of securities
houghl and seld during 2 vading period divided by
the weernge number of sccurities outstanding at the
heginning and the end of the wading peried, The vol-
ume oF ull trades execoed during official tading
hours of the markels should be captured, The Geide
recommends that twrnever be caleulaed e the ficst
instance for @ benchmark domestic government or
central bank debt security. The F51 i delined in
paragraph 8,39,

Fesues for comnpilers

189, As regards other types of scourities o cover
and the perindicily of compilation, the same consid-
erations apply ws described o the issues Tor compil-
ers in the average bid-ask spread in the securities
merkel SUTITIATY,

1y There is a lack of data on loreign cxchange
market turnover outside of the wienmal central bank
survey of foreign exchange (and derivative market
aclivity} conducted by the BIS,

Sratrees af dea

191, Sources of datu are the same as described in
the average bid-ask spread in the secnrities marke!
SUTIHTIETY.

Real Estate Markets
Real estate prices
Pefinivion

192, This FSI covers residential and commercial
reul estate price indices separately, Currently. there is
limited internalional experience in constoucting rep-
resentalive real estate price indices, reflecting the
difficulty of the task: real estate markets are hetero-
geneous, both within and across countries, and illig-
uid, Theretors, the Cdde describes o range ol weh-
nigiees whose application cun be based on local needs,
conditicns, und resources rather than recommending
#osingle sel of indices o compilation methods. The
need o prepare inventories of residential and com-
mercial properties 1o provide g baseling for compilu-
tion of price indices is noted (parngraph 9012

193, The Guide discusses two major methods for
constructing real estate price indices: the Laspeyres
real estate price index {see paragraphs 920 o 9.24;
and the hedonic or quality-adjosted regression price
index (see paragraphs 925 and 9 26). Among other
price measures discossed are average price (unit
value) indices (paragraphs .16 and 9.17) and
liguidity-adjusted price indices {paragraph 9.27),

Fssnes for conmpilers

194, The Laspeyres index caleulates the weighied
average change in prices over a period for a fixed bas-
ket of real estate in some base period, The hedonic
regression price index derives the price series for a
standard real estate unit by regressing and removing
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the price influcnce of muoluple specific quality fac-
toors that ulfecl actual sales prices. However, hedonic
approaches can be complex and expensive in terms
ol data demands and require professional knowledge
of compiling such measures,

195, The Cuide also describes the “unif-value
index” which, although not a price index, is probably
the most widely available price measure for real
estute and semetimes provides useful information
about Jarge changes i prices, However, this index
can be seriously biased by a fow transactions with
extreme values, changes in the mix of transaclicons,
or changes in the quality of the units being sold
(paragraphs 9,16 and 9,177

196. Commercial real estate has specific features
that can influence the task of compilation, including
the great diversity of types of commercial real estate,
which may be specialized because of the specific
business of the occupant, On the other hand, the
commercialized nature of the product permits many
properties to be characterized as a commodity, con-
sisting of a square footage of commercial space (see
paragraphs 928 to .31

Sewerees af data

197, Trunsactions duta for real estate may be avail-
able from official registries of such information.
These registeies are responsible for recording the
translers of property ownership in their locality,
when ownership changes hands, they updae their
recerds. Another source of transactions data is real
eslale agents, who bring together buyers and sellers
of real estate. Data fram these two sources may assist
1o the constroction of a price index, particularly 1f the
data are available over time lor real estate of a somi-
lar or commen type. Financial instilutions active in
lending tothe renl estate markel may also be a source
of information.

Residential real estate loans to total loans
Pefinition

198, This F51 is intended (o entify deposic takers'
exposure 1o the residential real estate sector, with the
focus on household borrowers. 1 s caleulated by
using residential real cstate loans as the numerator
iline 43 in Tuble 4.1) and gross loans (line TR as
the denominator, Residential real estate loans are
defined in paragraph 4 2% and loans are defined in

paragraphs 445 10 448, The F51 s defined in para-
graphs 0.58 1o 660,

dssues for compilers

199, For the compilation of this FST, the consistent
upplication by deposit takers of o definition ol resi-
dential real estate 15 central: houses, apartnents, and
other dwellings (such as houscboats and mohile
homesy, and any associated land mtended for oceu-
pancy by individual houscholds,

20 Houschold borrowing collateralized by real
estute can be used as the numerator {line 25 in Table
447 While not all real estae lending 1o houscholds
s collateralized by residential real estute, il is often
the prevailing practice. . .

200, Regarding lotal loans, 1ssues for campilers are
the same as in the nosperforming loans to total gross
loenes SUTTIMEATY.

Sonprees of dara

202, Dapresticallv conrolled, cross-Garder consali-
dertedd darer Darg on residential real estate loans may
need to be additionally requested i they are not
available from supervisory sources, The available
information may need Lo be ageregated, Regarding
total loans, the sources of data are the same as in the
wonperforming loans to fotal pross loans summary.

203, Domestic consolidated data: Residenual real
eitale loans may be availuble from monetary and
Onancial statistics sources tht provide an industrial
classilication of lending by tvpe of coconomic actiy-
ity (Box AZ ] in Appendiz 11 Otherwise. addi-
nonal data may need to be separately requested {see
Table 11,11 Regarding total loans, the sources of
dara are the same as in the nongerforming {oans o
foral pross lagiis sumimary.

Commercial real estate loans to total loans
Prefinition

204, This F51 measures banks' exposure to the com-
mercial real estare market. It is culeulated by wsing as
the numerator loans collateralized by commercial
real esiate, loans to construction companics, and
loans to companies active in the development of real
estate (line 44 of Table 4.1), and by uzing gross loans
iline [0} as the dencminator, Commercial real
estate loans are defined in parugraph 4,88, and loans

201
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arg defined in puragraphs 445 to 448, The F51 15
defined in paragraphs 6.61 und 662,

fsxues for campilers

205, As with residential real estate Joans, the con-
sistent application by deposit takers of a definition of
what constitutes commercial real estate lending is
central, Commercial real estate lending among deposit
takers in the reporting population that are part of the
sime group is deducted.

206, Resarding total loans, tssues lor compilers are
the same as in the ponpe rforniing loans folotal gross
leginy sunImIATY,

Soutrces of deate

207, Daomextically controlled, cross-border conyoll-
deated deta: Data on commercial real estate loans may

nead to be additionally requested if they are not
available fram supervisory sources, The available
information may need tw be agaregated, Regarding
tatal loans, sources of dats are the same as in the
senperforming lodans fo wotal grosy foany summary,

208, Domestic consolidated date: Commercial real
estte loans may be availuble from monetary and
fnancial statistics sources that provide an indostrial
classification of lending by type of ceconomic activ-
ity (Box AZ 1 in Appendix HIDL I 5o, lending among
resident deposit takers that are par of the same group
should be deducted. Otherwise, additional data may
nead 1o be separately requested (see Table 11.1).
Regarding total loans, sources of data are the same
as in the wonperforming loans o wial gross loans
SULMITTATY,




Appendix Ill. Additional Definitions of FSls
and Related Data Series

1. The main text discusses the set of core and cn
cournged FSls This appendis sels out deas that
arose during the dralting of, and consultation on, the
Gontele for additional definitions of the FSIs und lor
reluted duta series. [ssues relevant for the monitoring
of financial conglomerates are also discussed. Tnfor-
mation prowided in this appendis may be uselul w
compilers when developing FS1s for use i therr awn
national context,

Extensions to FSls as Specified
in the Guide

Deposit Takers

2. Chapter 6 brings together the concepts and defini-
tions set out in Part [ of the Cradde o expluin how cuch
FSI for deposit lakers s o be caleulated, Additional
defimuons of some FSls were proposed during dis-
cussions on the preparation of the Goide, which are
setoul below. In some instances, more disagorepated
data series would be needed (o compile these FSIs.

Y The (Fuide recommends that sector-level data
compiled o caleulate FSIratios include any intrasec-
tor positions inodebt and fnuncial derivatives on a
gross basis (paragraph 3490 This approach allows
the interrelationships among groups in the sector, and
hence potentinl contagion risks, W be identbed.
Howwewver, for FS1ratios where gross assets o liabili-
ties are either the denominator or the numerator—tor
example, return on assets and the capital-to-assets
ruti—they could alse be calculated excluding inra-
sector positions in debt and financial derivatives, so
that hoth the numerstor and the deneminator of the
ratio exclude intrasector transactions and positions,

Capital-to-ossets ratio

4. The debi-to-capital ratio 15 another measure of
financial leverasge that could he considered in addi
tion Lo the capitul-to-assels ralio,

Return on equity {net income to average capital)

5. Retwrn on egnitv could he caleulated including
purchased goodwill in the denominator, which would
amount 10 using a measure of capital and reserves
closer to that used in commercial accounting,

-

L%
MNeonperforming loans net of provisions te capital

6. With a view 1o providing a broader measuee of
nonperforming assets, this FSI could be caleulated
using total debr claims in the numerator und not just
[FHEES

7. This FST could also be caleubited Tor resident and
nonresident borrswers separately, The approach
might be relevant in the context of differing eco-
nomie circumstances prevailing in the domestic and
foreipn markels.

8. In economies where collateral is widely used.,
aonperforming loans net of provisions and collateral
e capirand 15 an alternative FSIthat might give a more
realistic picture of the potential for losses by deposit
takers than the FSI orutio. which 1s calcolated by
excluding collateral,! Any dissemination of this ratio
woallld need to e supplemented with detailed meta-
data on collateral rules inouse. including the valua-
tion approach adopted by national supervisors.

Large exposures to capital

9. The numher of large cxposures w various per-
centuges of regulatory cupital could be considered,
such as the total number of individual large expo-
sures above [0 percent but helow 20 pereent of rea-
ulatory capital, bevween 20 percent and 0 percent of

seleliviomn to or insiend ol colluteral, account could be G
skotransler mstrumenis. However, at the time of writing
there is liltle o ne experience willh measuring the coedin sk ofle
al the sector lesel arising from the use of these instoumcnis

keen ol

03



204

Financial Soundness Indicaters: Compilation Guide

reculatory capital, and abave 40 percent ol regulo-
tory capital,

10, To identify the location of the countlerpartics, the
number af large cxposures conld be divided berween
resident and nonresident counterparties.

11, To moniter concentruted lending by deposit tak-
ers, s peer groups or as for the scctor as a whaole,
F51s could be constracted thar relate to the sectoral
particularly by industry—and geosraphic dismmbution
of Toans. Indications of a buildup of concentrated
pasitiens derived from these data could allow com-
pilers 1o specily sectors andfor countries for which
more detailed information might be required,

12, Other approaches Lo monitoring concentrated
lending include (1) speciiying a minimum exposire
amount in neminal terms at which any scarch lor
concentrated lending by deposit tnkers could begin,
uand (2 developing a credit concentration ratio (for
cxample. the ratio of the total exposures o the
largest 20 borrawers by cach bank te the 1ol expo-
sures ol hanks),

13, Some ecanomics rely on credit registers (o omon-
itor large exposures, Through such registers, the total
exposure of the depesit-taking sector (and mdeed of
the financial system) 1 cach individual horrower can
be measurcd, and reports could, Tor example, be zen-
grated cach gquarter on the expasures 1o the 100
largest borrowers, An identification code atributed
o each borrower wonld allesw consisiency of record-
ing. However, the exposures of the forgign branches
and subsidiaries of resident deposil takers might not
b covermd by such registers
F

MNet open peosition in equities to capital

14, There may be analyticul interest in presenting
the net open position in equities by country to iden-
ity any large exposures 1o equity holding in particu-
Lur cconomies,

Liguid assets to short-term liabilities

15, This FSI could be caleulated using very short-
term liahilities—ithree months or less—as the denam-
imator. Such linbilities would be closer o the liquid-
ity coneept used for ligquid assets. Moreaver, Lhis F51
cottld be calculated creluding short-term customer
deposits from shoort-term Liahilitices; that is, excluding

thase shorl-lerm linhilities considered 1o be a more
stible, less volatile form of funding. This FSI counld
alse be caleolated excluding linanciul derivatives
positions—thal is, caleulating the rato taking short-
term debt anly into consideration—particularly 1l a
nel derivative asset posiiion is significantly affecting
the ratia,

MNonperforming foans to total gross loans

L6, To identify the sectoral concentration of NPLs,
this FSI could be caleulated for each sector {using the
same sectars as in caleulmion of the sectoral distr-
bution of loans o total loans).

Sectoral distribution of loans to total loans

17. A more disaggregared view of lending 1w the
other financial corporations sector could be provided
through dissemination of the raties Tor loans o the
five subsectors,? defined in Appendix VIL the Glos-
sary of Terms.

18, An addilienal possibility is to classily louns by
Lypes of horrower osing the Tnternational Standard
Industrial Classification of all Economic Activities
(S1C) This approach might be partdcularly relewint
when an economy has systemically important indus-
trics, such us petroleum and agriculwre. The 15IC
bas 17 major calegories of economic actyvity in the
resident econamy and places more emphasis on the
type of activity undertaken than on the ceonomic
nature af the business, which is the hasis aof the sce-
tor distribution described in Chapler 20 The cate-
gores and short definitions of the activilies covered
in each category are sl out in Box A5 1 of this ap-
pendiz. An alternative appreach is to classify loans
by type. such us retail, commercial, and industrial,

19, 1f this FSI is compiled an a cross-border consol-
idated basis Lo alzo cupture Toans by deposil takers”
branches and subsidiaries abrosd, a complementary,
but far more ambitious, appeoact would be taattribute
loans by sector regardless of the residence ol the hor-
rivwer, For instance. tolal lending to nonfinancial
enlitics worldwide, regardless of residence, could be
compiled, o this way, cxposures of deposit takers in

These suhscolors are inswianes and pension (unds, securiiy
dealers, dnvestment Tunds, other financisl inenmediaories, and
finarcal angiliarics
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Box A3.l. The International Standard
Industrial Classification of All Economic
Activities (ISIC)

The 151 is an industrizl classification developed by the
United Matiors that groups establisnments that have the
sarme proncipal actwity by indusery, Ao establishment s
defired as an enterprise, ar part of an enterprise, that a5 si.
uated in a single location and inowhich snly 3 single praduc.
Cive ACCivity is carried Ut ar in which the principal praduc-
tive activity accounts for mest of the value added.

The incustries identified in the 151C are az follows:

= Agriculture, hunting, and ferestry, including related service

Activitins

Fishing, including fish farming and service acrivities ing-

dencal to fishing

Mining and quarrying, including service acivities incidental

to oif 2nd gas excraction, excluding surveying

Manufacturing

Electricity, gos, and woter supply

Constraction

Whalesale and retonl trade, repair of moter vebicles, mozor-

oycles, and pecsonal ong Aoisehold goods

Hatals and restaurants

Transpart, storage, and cammunicotians

Financial intermediotion

* Feol estote, renting, and business getivitics—such as computer
and related activities, and research znd development

* Public administrotion

* Edveation

Health ong sooa! wiork

Other commuity, sackal, and personal serdoe acnvwtiss

Frivate househoias with emplayed persons

* Extroterritoricl organizotions and badics

+

-

*

-

the reporting population to similar sctivities waorld-
wide could he moenitored.

Residential and commercial real estate
loans to total loans

20, To identity the residence of the counmterparty.
these Fals could be compiled For real estate lending
te residents and 10 nonresidents separately,

Geogrophical distribution of loans to total loons

21, In the cuse where loans to nonresidents are sig-
nificant, when compiling data on a cross-border con-
salidated basis. such loans to nonresidents could be
categorized as cither (1) local carrency loans of the

foreign branch or subsidiary in the local economy or

(23 ciher loans. The risks arising [rom lending lunded
primarily fram local deposits are considered 1o be
different from those arising in the context of cross-
border lending,

22, This FS| could be expanded to a geographic dis-
tribution of deposit takers’ total debr claims on non-
residents; that is, covering claims defined in para-
graph 4.01 (lines 17 to 19, and 22 of Table 4.1},

Foreign-currency-denominated
loans to total loans

23, Various disaggregations of the data in the numer-
ator conld be considered; by resident/nonresident,
by sector, by major currencies (forexample, 125, dol-
lar, ven, and euro), and by maturity (remaining mai-
rity measurel, Loans to nonresidents in foreign cur-
rency could be cateparized as either (1) local currency
loans of the foreign branch or foreign subsidiary in
the local economy or (2) other foreign currency
loans, This FSI could also be caloulated using total
debt claims and not just loans.

Foreign-currency-denominated liabilities
to total liabilities

24, To identily the residence of the counlerpartics,
the data in the numerator coold be calegorieed as
cither liabilives we residents or habilities o non-
residents. Liabilities o nooresidents in {oreign cur-
reney could be cateceorized as cither (1) local currency
fighilitics ol the Toreign branch or loreign subsidiary
in the local coconomy or (20 other foreign currency
lakilitics.

25, This I'S1 could be calculated excluding finan-
cial derivatives positions—ithat is, including only
debtl pasitions—particularly if a net financial deriv-
ative assel position (foreign currency and/or tolal
posttion) significanty alfects the IS1ratio. In addition,
short-term (remaining maturity) foreign-currency-
denominated labilities could be compared with
total habilities,

Interest margin to gross income

20, Since a major source of gross income of deposit
takers tvpically comes from interest income, inferess
weirg it fo fotal gssers could be compiled in addition
10 [hE Fefurn on assaets.
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Moninterest expenses to gross income

27, The ratio nendilerest expense fo fnterest mayein
conld be caleulated 1o assess whether inlerest income
COVEPS NONIMErest expenses,

Other Financial Corporations
Assets to total financial system ossets

28, To identily the relative importance of other
financial corporutions among [(nancial corporations,
this FSI could he caleulated by including in the
denominator only those financial asscers owned by
ather financial corporations, deposit takers, und the
central bank. Financial assets are defined in para-
graph 438,

Monfinancial Corporations
Total debt to equity

29, This F5SI could be calculated by excluding from
the namerator delt cowed to other nonfinancial corpao-
rations, The resulting FSTwould indicate the amounts
oewed to other sectors as o percentage of capital and
reservies in the nonfinaneial sector In addition, the
ratio could be calculated using the narrow measure of
capital and reserves (line 3100 of Table 4.3 defined in
paragraph 4.1 143 as the denominator,

3. This FSL could be extended o mclude liguid
assels wlong with capital and reserves i the denom-
inator, a5 such assets are available w meet liabilites,

31. It cpuld be useful to identify the type of activity
undertaken by those aonfinancial corporate borrow-
crs thul have high debr-ro-cquity ratios 1o discover
whether corporate indebledness s concentrated in
sectors that are particularly volnerable to shifts in
economic activity, Corporate activities could be clas-
sified using the 1S1C (zee Box A3 1)

Return on equity

32, This FS1 could be calculated using the narrow
measure of capital and reserves (line 3100 of Table
4.3, defined in paragraph 4.1 143 as the denominator,
Anather approach would be to caleulate the return on
equity by including purchased goodwill in the denom-
inator: that is, using a measure of capital and reserves
claser ta that used in commercial accounting,

33, As with the previous indicalor on corporate
leverage, monitoring could also be undertaken at the
subsector level, using the 151C (see Box A3,

34, As for deposit takers, information on the return
on equity could be supplemented with informarion
o 1he refarn oor qasers,

Debt-service coverage

35, This FSI could be defined to include interest
only (sce line 38 of Table A5.4), as this 15 the stan-
dard ratio often reporled in corporate press releases
and corporate scelor databases.

36, This FSI could be calculated by excluding inter-
est receivable from other nonfinancial corporations
iline 33 of Table 4.3) from the numerator and debi-
service payments 1o other nonfinancial corporations
isee ling 39 of Takle A34) from the denaminator,
The resulting FSI would provide a measure of debt-
service coverage of nonfinancial corporations 1o
other sectars,

37, Payments on operating leases could be included
in the denominmor, as such puvments can be signifi-
cant, and the items leased cun be important for ongo-
ing operations,

Met foreign exchange exposure to equity

38, This FSI could be caleulated using the narrow
measure of capital and reserves (line 31{0) of Tahle
4.3, defined in paragraph 4.114% as the denominator,

Households
Debt to GDP

30, b jo toral assers might be compiled 10 pro-
vide an overall measure of the balance sheet position
of households,

Financial Market FSls

Spread between reference lending
and deposit rates

40, As other Torms of leading become more impor-
tant, an SLDE could be caleulated that covers wotal
debt clanms and liabalities,
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Measuring resilience in securities markets

41. Restlience and depth of markets can be measured
by the Hui-Heobel Ratio (HHE) This rauo relates
the volume ol trades as a proportion of the outstand-
g stock of the given instrument o their impact on
prices. Thus, the larger the volume of wades relative
ta the percentage price change—rthat is, the lower the
HHR-—the more resilicnt and deep the markel s
The HHR is specificd as follows:

|:"r-’.:l:.-n' J "r-:u.'l: ] ¢ P_,
[vi(s=r]

izie |

HHR-—'

where P, = highest price over the period
P = lowest price aver the period
Vo= total value traded over the period
¥ = average number of instruments out-
standing during the period
1 = average daily closing price of the
instrument during the period.

42, Hubject 1o data avadability, the rato could be
calculated on a daily basis for a benchmark domestic
government or central bank debt security to capture
very shorl-lerm price movements, Alternatively, it
could be calculated as the average of five-day period
measures in a specified period of time {such as three
months) to smooth volatility,

43, 1 there s o lack of data, the numerator in the
HHE can be measured as the perceatage change in
the price of the asset over the period chosen, Other
measures of rading volume could also be used, such
as the number of securities traded,

44, Table A3l helow provides an example of how
the HHE can be calculated for a benchmark security
over a three-month peried, The highest and lowest
datly prices ebserved in each week are shown in the
fiest teer columns, The value of securities traded and
the number of securities outstanding are shown in
the next two columns. and the average closing price
af the instrwment is shown in the fifth colwmn. The
HHE, caleuwlated on o weekly basis, is shown in the
Last column; the monthly averaze HHE s also shown
in that column. The average HHR tor the menth
shown in Tuhle A3.1 indicales thal the resilience and
depth ol the market improved over the three-month
period; the HHE dechined Trom 0.9 i month | o 0.6
i roonth 3

Table A3.1. Calculating
the Hui-Heubel Ratio

Pic Pae ¥ 5 F o HHR!

Manth |

Wealk | o & 120000 30030 86 A5
Wiek 2 12 T A00D0 I00D0 102 1.7
Wileak 3 12 % 150,000 30000 82 45
Wik 4 I 7 O1R0,000 3n0Dd s¥ 08
Manthly fverope 2.9
Fonch 2

Wieak | 12 B 120000 30000 %1 1.2
Wagl 2 13 % 80000 30000 102 17
Wieak 1 14 12 FOO00 30000 (30 09
Wieek 4 4 13 130000 30000 134 02
Manthiy Averoge 1.0
Manch 3 "

Wipak | 10 B 120000 30000 28 %05
Waak I Iz 9 1704000 30000 102 D&
Wl 3 o g 120000 30000 82 03
Week 4 1o 7 120000 30000 97 D
Monthly Average L&

WWar inszance, for waeck | of manch [, the FIFR is colzuliced as
Tesllwes
[(10 =8y B[ 120,000 (30,000 = BeY) = 0028 S 02445 = L5

Stock market indices

45, Asequilies can serve as collateral for deposit tak-

ers” loans and can constitute @ significant element ol

their assets, u representative slock market indes could
be monilored,

Additional Data Series

46. In developing the seotoral financial accounts for
calculating IS1s, several additional data series could
b considerad. These series are provided below as
elaborations of the wbles in Chapter 4.

Deposit Takers

47, Realized going and losses on financial insreu-
srenets could he distinguished from unrealized gains
and losses. (This series and those below are set out in
Table A3.2, which is a continuation of Table 4.1.)

48, Very short-term deposiis (ene menth or less on a
remaining maturity basis) are those very liquid lia-
bilities that customers can convert inle cush or Jor-
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Table A3.2. Deposit Takers:
Memorandum Serjes!

Addinanal series
53. Duration of assets
54 Duration of liabilities
55. Realized gainz and losses an financial mstruments
56 Toeal gairg and losses on the sale of fixed assers
57 Very short-term deposics
3B. Grass new depasits during the period
59 Gross withdrawal of depasics during the period
80, Shares and other equity investments in deposic tkers
in the reporting populacian
(i} Associates
fii} Crcher deposic cakers
a1, et labilities of branches of foreign deposic thers 10
their parencs®
61 Gross leans ta the public sector
63, Dromestic govarnment securities owned [rarket value)
4. Secraral diserdution of nonperforming loans
65, Percentage of replacement loans in tatal loans
86, Other nenperforming assets
57, Loan loss reserves
&8, Speafic provisians against toral dabe claims
6%, Shordzll in provisions under the rovisod Basel
Cameal Aceard
70, Arrears
Tl Arrears of depasic takers
T2, Mszets transterred to special purpase entitics
73, Guarantess
(1 Resident
(i} Monresident
74 Croedit commitments
Resident
Monresident
75 Aszers managed but not owned by deposit takers

I This raz'e 15 a convnuation of Table 4.1,

For damestic consclidared data onl:(_ If branches of "u_;-eiﬂn
deposic akers are lotated o the econcony Gross liabilites could
alen ba idantified

a
a

eign currencies at very short notice. These liabilities
can be comparcd with towl deposits 1o assess the li-
guidity of deposir takers,

49, Gross new deposits during the period and gross
withdrawal af deposiis during the peried provide
information en the turnover of deposits.

S Shares aned other equily investments in deposit
takers in the reporiing population are the halaoce
sheet value of such investments in associates (includ-
g roverse equity investments by associates) und
other deposit takers that are also in the reporting pop-
ulation. These data are excluded from shares and other
cquity investments {assets) as well as rom capital and

reserves at the sector level {see Box 311 Such infor-
maricn indicates ownership links within the secton

51. Net liahilivies of branches of foreign deposit tak-
ers 1o thetr parents provide information on the fund-
ing of branches from their parents in the domestic
consolidated data, Typically, such brunches are
funded by interhank deposits from thelr parent rather
than having their own capital—their capital require-
ments heing indistinguishable from that of the parent
deposit taker. Some host countries require resident
branches of foreign banks 1 have “donation” capital
as a sign of the bank's commitment w the counry
and to help equalize competitive conditions beoween
these branches and domestically incorporated deposit
lakers. Amounts of donation capital coold be sepa-
rarely idennfied. However, in practice, donation cap-
ital might he in a form that can he moved abroad
quickly. Data for such a series might be available Irom
thase responsible for compiling data on foreign
direct investment,

32, Grows loany to the publlc secior are those made
to the general government. the central bank, and
ennties that are public corporations (sec puragraph
2,19y, Information on lending o the public sector is
ilentified in the BIS s consolidaied 1BS data.

53, Damesiic governnmment securities owned (market
veele ) prowides an indication ol the impertance of
domestic government securities in the deposit-taking
sector’s balance sheet,

54, Within the total for NPLs {line 42 in Tabkle 417,
the sectoral disteibution of MNPLs could be identified
o highlight in which sectors or industries (see Box
A3 1) NPLs are concentrated,

53, The percentage of replocement {restructured)
laans within gross loans (line [5{i) in Table 41115 a
measure that helps in assessing the credit quality of
a loan portfolio, Replacement loans are defined in
paragraph 4 86,

56. Using the same criteria as [or loans, the value of
pifier nonperforming assers, including scourities,
could be identified; a rising level might suggest
increased financial system volnerability,

57. Loan loss reserves arc the outstanding amount
ol reserves intendad o absorb potential but unidenti-
fled losses ansing from the deposit takers” loan port-



Appendix Il + Additional Definitions of FSis and Related Data Series

folio, Addinions, or reductions., (o the amaount of loan
lesss reserves (other than any net writc-olTs) are meade
through the general loan loss provisions included in
the income and expense account. The size of such
reserves in relation to nonperforming loans can be an
indication of the adequacy of provisioning palicy.

S8, Specific provisions against towal debt claimes
provides an ndication of the adequacy of provisions
vis-it-vis a broader measure of assets al risk than the
ratio ol specilic provisions 1o loans.

59, As describaed in Chapter 4 (paragraph 4.7 1},
using the [RB approach under the revised Basel Cap-
ital Accord, any shortizll in provisions Tor expected
losses would be deducted 30 percent from Tier [ and
S percent from Tier 2 capital. M there are signilicant
shortfalls in such provisioning, the nonperformings
loans net of specific provisions-to-capital ratio (me:-
sured using total resulatory capital) will be affected
rsee pearagraph 0,249 This series monitors the extent
of underprovisioning aguinst expected losses,

Olh Arvears are amounts past due for payment on
loans ar other assets. Arrears can arise through the
late payment of principal and/or interest on debt
instruments as well as through the Tailure to meet the
terms af other types of wansactions, such as for
goods and services provided, This statistic provides
the actual amounts owed (o deposit takers that have
nidt been paid or written off, IF time-series data are
disseminated, this statistic provides the user with an
indication of any difficulties on the asset side of
the halance sheet and their developmeant over time,
irrespective of valvation or provisioning policies,
If arrears are significant, distinguishing them by dif-
ferent types of instrument—Iloans and securities in
particular—might ke useful. Principal and interest
arrears conld also be identified separately,

61, Arreary of deposit fabery are arrcars on deposic
takers” own labililies. Bising amounts mighl suseest
mereased Noancial system volnerability,

62, Assers tramsferved o special purpose @atites are
those assels that are stll outstunding and 1that the org-
inating deposit-taker has removed from ity balance
sheet by trunsferring them 1o an SPE or, as it is often
called, o Special Purpose Vehicle (SPY)L A change of
ownership should have oceurred before assets are
remmoved from o deposit taker's balance sheet,

63, To highlight potential vulnerabilities, disagare-
gating the data in this 1tem between those assels
transferred to SPEs where a clean break has occurred
and those where such a break has not occurred might
be considered. Such a distunction is made in the revised
Basel Capital Accard 1o help determine capital ade-
quatcy requirements. A clean break is defined as aris-
ing when (1} the transferred assets have heen legally
isolated from the rransferring imstitution (transferonr,
and {2 the ransferor does not maintain effective or
indirect control over the transferred assers, A trans-
feror is deemed to have maintained effective control
aver the rransferred assers if it is able o repurchase
the assets from the transferee to realize their henetits
and Is obligated to retain the risk of the assets. The
retention of servicing rights 1o ghe asset does nol nee-

essarily constitute indirect control, i

fd. Cruceaniees are contingent lahilitics arising Inm
an irrevocable obligation o pay a third-party bencli
ciary when another pany, such as a client of the goar
anter, Twils e perform some contructusl obligation,
Crograntecs represent o potential liability Tor deposit
takers, They include loan and other payment guaran-
tees, letters of eredil, and performance honds, These
arc deseribed in Chapler 3 (paurugraphs 3004 and
3,050 The intention of this wem s to be consisten
with the definition of guaraniees used in the BIS s
IBS ita and so should include contingent lahili
ties of deposit wekers as protection sellers of credil
derivatives thatl s, puyments that wouold necd 1o be
e in the event of a default of the credit on which
the derivative is written. IF the soarantes data include
such information on credit derivatives, 1115 sugeested
that they be separately identified and that separate
dati o deposit takers purchases of protection through
credil dertvatives also be collected. Such information
wionld allow the net and gross positions on protec-
tion hought and sold through credit derivatives 1o be
identified, Guarantees (and credit derivatives) should
Iz valued in terms of the maximum potential loss—
that is. assuming 100 percent of the amount guaran-
teed {protected) will peed to he paid® A resident/
nonresident disaggregation is useful o allow reconcil-
iation with the BIS's TBS data.

aluing al the maximum potential less has en cbvious lmita-
tiore: there s no informanan on the likelibood of the contimgency
goourring, However, culeulating the likelthood of losses can be
difficule, and inermationa] standards are still evalving,
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65, Credit commitmenty irrevocahly oblige g deposit
taker to extend credit and hence could alfect its i
quidity position. They include lines of credit, other
types of loan commitments, NIFs, and commitments
ty purchase securities (under N1Fs, lor cxample).
These are described in Chapter 3 {paragraphs 5.16
and 3.17). The inlentien is 10 he consistent with the
definition of credit commitments used in the BIS™s
IBS data, Credit commitments should be valued m
terms of the maximuim amount that could be advanced
under the commitment, A residentnonresident dis-
aggremation is usclul 1o allow reconciliation with the
BIS s [BS data.

06, Asvers mandaged ot no owned by deposit takers.
These assels represent a lorm of savings by other
sectors that supplements savings captured in the
depesit takers” information.

67, Durgtion measures the waighted average lile ol
asscly and liabilities, with the weights being the pre-
sent value ol cach cash flow as a percentage of the
value of the assets or liabilities. ln other words, dura-
tion adjusts muturity to teke aceount of the size and
timing of payments between the current period and
maturity, o (for floating-rate instruments) betwesn
the current period and the date of the next repricing
isee paragraphs 231 o 3.56)

68, Duration is intended e identify the sensitiviey of
the wvalue of deposit takers” portfolios of finuncial
asscty and liahilities to changes in interest rates,* The
greater the duration, the greater is the risk of
lossfoain of value, with the corresponding impact on
capital, i interest rates riseffall. Duration is mea-
sured 11;{ tradable debt ussets and Habilites, that is,
those debr instruments for which the expectation is
that they are valued ar market or fair value, I there is
a lack of data, duratien might be compiled only for
doemestic currency debt instroments, or for debt
mstruments denominated in other units of secount 1F
the debt instruments are nol denominated in the
domestic currency.®

Wroration s “aoecurate’” for only sl changes moinlerost riles.
hecuuse duraton dselt chinges a5 imerest rues change. Convex
iy, which is rhe cnd dermvative of an assel’s prive, indicales
herw duratian changes n response W changes in interest sates @il
PErLE 0 Mere aceraie celmale o intenest rle s |

"Forelzn-vurrensy-linked wstroments should be classitied as
farcign curreney instruments, 1 clianges i their valoe arise pri-
mctly throngh changes o foreign inlerest rates and cxchange
rades rather than damestic inleresn rales,

69, Appendix VI provides detsil on measuring
duration at the sector level and also introdoces “zap”
analvsis, which is an allernative approach 1o assess-
ing anterest rate risk ol a portolio of assers and
liabilities,

Other Financial Corporations

T Acsin the ease of deposit takers, the memoranduim
serics shaves and other equily fovesinments in other

Sancial corporations in the reporiing popidation

provide information on the cwnership links within
the sector, (This series and those below are scl out in
Table A3.3, which is a conunuation of Table 4.2

T1. Nonperforming loans owned by special asset
mranagement compenriey 15 the nominal value of the
loans owned by those entities that are usually created
by the autharities for the purpose of managing NPLs
and recovering assets. Even though the NPLs have
been sold by deposit wukers 1o the speeial asset man-
agement companics. these loans still exist in the econ-
oy, and the cost of their reselution may be consid-
erable, Without monitoring these loans, the amount
of NFLs in the financial system would be underesti-
mated, However, caution should be exercised in inter-
preting these data, a8 10 s also impaortant 1o know the
institutional arrangements under which NPLs are
rransferred and whether the value of the wssets trins-
ferred are coverad by the value of collateral (see also
paragraph 6223,

T2, Aszers mianaged buf nor owned by other finan-
cial corporarions, These are assets managed by lund
managers and other sunilar Onancial corporations.
These assets represent a form of savings by other seo

toors that supplemeants savings captured in the deposit
Litkers” information.

Monfinancial Corporations

T3 Debieservies interest payvivents are defined o
Chapter 4; interest payvments are those periodic pay-
ments that meet inlerest costs arising from the use
ol another couty’s funds. The use of this series in
calculating the debt service coversoe ratio was
described carlier in this appendis. (This series and
those below are set out in Table A4 which s o con-
tinuation of Table 4.3}
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Table A3.3. Other Financial Corporations:
Memorandum Series!

Additional series

21. 3hares and other equity investrents in other financal
corporations in the reporting population
[i' Associates
i) Ccher other financial corporations

12, Menpedarming loans cwned by spocal asser
MANAZAMENT COMpaniss

3. Aszers managed but not cawned by other finangal
COlpOratians

"This table 15 3 connirgaticn of Table 4.2

T4, Debi-service receipts from other nonfinanciol
corporaiions® are a subset of the total debt-serviee
payments (line 35 of Table 4.3 ) with these twvo series,
both intrascctor debt-service paviments and those 1o
other sectors can be identified, The use of this series
i caleulating the debi-service coverage ratin wis
described earlier in this appendix, Separately identi-
Feing ioterest allows the debi-service coverage ratio
caleulated using mterest only in the numerator o also
be caleulated cxcluding intrasector interest payments,

75, As with deposit tukers and other linancial cor-
porauans, shares and offer iy Dvestimients in
other nonfinancial corporatiens in the reporting
popularion provide infermation on the ownership
links within the sector,

Th. For nonfinancial corporations, the core and broad
measures of lguid assets are defined as Tor depaosit
takers: however, for nonfinancial corperations, de-
posits wt deposit twkers weadlable on demand or within
three months or less are included in the core mea-
sure, whereas such deposies ure excluded [or deposic
takers heoanse they are intrasectoral claims,

T7. Variabfe-rate dedy is the wotal valoe of debt
instruments on which interest costs are linked 1o a
reference mdex, such as London [Interbank Offered

M e prapesed that ceeeips From, rather than payments o, other
nonfimancial corporatiens be presented. siven that Jf adahle
Ends e issued, the payes might not know the identitication of
the creditor. But, of course. debl-service receiptz from the crodinm
pars pective are debi-service payments from the deblor perspective.

Table A3.4. Nonfinancial Corporations:
Memorandum Series!

Additional series

38. Debr-service interest payments

39, Debt-service receipts (nterest and principal) from
ather nonfinzncial corporations
1) Ingerest
(i} Principal

40, Shares and cther equicy irvescments in nanfinancial
corporaticns in che reporting population
(1) Assacmies
(i} Qther nonfinancial corporations

41, Liguidd aszees {eore mensire)

43, Liquid asses {broad measure)

43, Warmblerate debe

'This takle Is a continuanan of Takle 4.3,

#

Rate (LIBOR): the price of a specific commoadity; or
the price of a specific financial instrument that nor-
mally changes over tme In a conlinuous manner in
response omarket pressures, All other debt instru-
ments should be classified as fixed-rate instruments.
When the value of the principal 15 indexed, the change
in valoe resulting from indexation—periodically and
al maturity—is classified as interest. Therefore, il
principal only is indexed, such debt is o be classified
as variable-rate debr regardless of whether interest is
fixed ar variable, provided the reference index meets
the criterion above: that 1%, 10 normally changes over
tme in a conlinuous manner in response o market
pressures. An attribution of debt by type of interest
provides an indication ol the cxposure of nonfinancial
corporaticns to interest rae movements. Nonetheless,
interest rate derivative contracts, which are widely
employed, can modify these risk characteristics. Thus,
information on the notional amounrs of such contracts
and whether they receive fixed or variable-rate interest
flovws would also be uselul.

Financial Conglomerates

T8 In many economies, financial conglomerates are
important 1o domestic markets. Financial conglom-
erates are defined in the Gride as enterprises that have
controlling interest in a range of entities that straddle
the different 1ypes of financial activity described
ghove, This could mclude bank holding companies.
[n other words, a holding company might own a de-
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posil taker and an insurance company, andfor other
entities. The Gride recommends that data be pre-
senmted separately for each finuncial sector (deposic
takers. other NMnancial corporations. and so forth) be-
cause the nature of their fTnancial activites dilfers;
nonetheless, F financial conglomerates are signifi-
cant within the economy.” subject W national confi-

Whast 1= meant by significant” can differ depending on coun-
tre circumstances, Nonetheloss, while 10 ney ke difficull w mea-
st o conglomerate might be considered Ysignificant™ il it either
cwnis gne af the tap five for aboul the top five) endities inoany af
the Lypes ol hmancizl activitics mentioned in Chaplers 6 or 7 o in
b terms, hiss el valoe of assets (caloulared onan ageregals
brigsis] greater than any of the wop fve ertities for abont the o five
crtities) in any ol the types of finoncial setivitics in which the con-
alomuerale 15 involved.

dentiality commitments, compilers could dissemi-

nate the infaormation specificd hbelow:

= Mumes of large financial conglomerates.

# The value ol assets owned on a basis thul allows
the information to be disaggregated by tvpe of
linuncial activity in which the conglomerate is
mvalved, Tor example. deposit takers, insurance
carporations, and sceurity dealers,

* The balinee sheet value of equity investments of
non-deposit-taking conglomerate entities {resident
and nonresident) m depesit takers in the reporting
population. Such dara swould highlight cross-secror
orwnership patterns of conglomerate entitics with
relation 1o the deposit-taking sector,

= Retorn on equity and capital-lo-assets ratios for the
largest comglomerates.




Appendix IV. Reconciliation Between the
Guide’s Methodology and
National and Commercial
Accounting

1. This appendix explzing how the concepts outlined
in Chapter 3 and the line-ltem series defined in
Chapter 4 can be reconciled with similar concepls
developed in the 7993 SMA (mmional accounts) and
the 1ASs,!

Overview

2. The [ramework of nationzl accounts in the 7993
SNA provides Tor the construction of a runge of
tables that besin with production, income, and accu-
mulation accounts, ws well as balunce sheets showing
the stock of financial and nonfinancial assees and lia-
hilitics for the finuncial, nonfinancial, household,
and general sovernment sceloes of an ceonomy. The
full sequence of accounts is set out in pages 601674
uf the 1995 SMA

3. For each group of assets and liabilines, and for
net worlh, chunges between the opening and closing
halance sheets that result Trom transactions und other
Mivas are recorded in the so-called accumulation
accounts. As cxplained below, many of the data series
psed in constructing FSI05 lor the other depository
corporations (deposic takers in the terminology of the
Gruide’), other linuncial corporations (OFC), non-
financial corparations, and the houschold seotor can
he abtained from the national accounts framaewark ar
related frameworks such us monetary statistics, The
derivation of IS1 data series from the JOU2 SMA
frarmework are set oot in Tables 1LS=11.11.

4. Business accounting is designed 1o assess the
financial condition of individual productive units,
measure their ceonomic result, and determine inter-

AN of 202 (LASH, 2002} The information presented within
siguare brackets relers o relevant paragraph oumbers inothe Inoer-
nalional Finsneial Beperding Stndards (IFRSY az of March 31,
2004, wineh will come inte effect on January 1, H05 {LAKE, 2004,
The IFES also contiing revisions affecting the remment of [nan-
cial mstewments, winch aee foumd mostly in TAS 32 and 1AS 39

gsted parties” (manly the sharcholders” and 1ax au
therities™y entitlement to that result. There is o focus
on twe concepts: solvency (the value of net assets (or
equity ) held by an entity) and profitahility (a compo
nent of the value adided by the entity during the re-
portng period)y” Irelies on specilic norms and stun:
dards (for example, as set out in LASs) Lo ashieve s
ohjectives with understandabilivy, relevance, reliabil-
ity, and compurahility.’ The Firernarional Accowing
Sterrefordly 2002 prepared by the [ASE (JTASE, 2002)
are utilized in drafting this appendix,

A0 At the time of writing. the [ASs consisl ol 39 sep-
arate standards, numbercd 1A5 | 1o TAS 41 (1AS 25
has been withdrown and [AS 15 s no longer bind-
ing ). The references below are to those standards and
1o the relevant parngraph numhbers within the guated
standard. In comtrast w the f990 §M6A, there 15 no
standardized set of tables for the presentation ol
commerciual accounts. Moreover, while financial
statements prepared in accerdance with 1ASs should.
ata minimum, present ling itlems in accordance with
1AS 1, Tor banks and similar fnancial instineions
there 15 o more detaibed specilic standurd (TAS 30).

Income and Expense Account

Interest Income and Expense

6. In both the P95 SM&A and the TASsS i1 s recom-
mended that interest accrue conunuously on deht
instruments, consistent with the approach i the Cudde

7. Inthe f993 58A as in Lhe (luide. Inlercs] accrues
at the contractual rate of interest—ithe effective e
an dssuance. In the Guide, lines 100 and 2 in Takle
4.1, lines 4 and 3 i Table 4.3, and part of line 2 in

The FU0E SAA also has a comcept of vidae added that i eelaed
o the prosduction provess,

Tas m “Framework Tor the Preparation and Presentiion of
Financial Srmements™ of TASE (2032),
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Fable 4.4 in principle correspond e the J993 SNAT
[ull sequence of accounts to line 41 in the Primary
lncome Account. bMoreover, i ESIM are caleuluted
for deposit tukers, they correspond w part ta line P11
of the Production Account for deposit wkers, in part
to line P2 of mtermediate consumption in the Pro-
duction Account Tor enterprises and in part o line
P31 of final consumption in the Use of Income
Account far houschelds,

B. In TAS:, tnterest incame is defined as one type of
revenue (hesides royalties and dividends) arising
fram the use by others of an enterprise’s hnancial
assels ([ASs |8 29-18.31) (also [ASs 32.30-32.31)
[[ASs 32,35-32.36]. Interest income [s recognized
ofan accrual basis over time. based on the effective
yvicld oo the asset, which is defined as the rate of
interest required to discount the stream of foture cash
receipls expected over the life of the asset to equate
to the feivial carryving amount of the assct. Interest
meome includes the amount of amortizatien of any
discount or premium arising Irom o difference
hetween the issue price and the par valoe™ If deby
instruments are traded and market prices are cstah-
lished, then for creditors there is o difference of
approach between the Gudde and the LASS in that the
eflective rate of interest on acquisition may be dif-
ferent [rom that on dssuance, The greater the varl-
abilicy of market prices, the more signilicant this dil-
forence could be.

. For creditors, interest on nonperforming ussets is
treated differenty in the (993 S04 und in LASs. In
the f993 S8A ) creditors (and debtors) should continue
L acerue wterest on neaperforming assets unless the
asset s written ol In contrast, TAS 39,116 |1AS 39,
AG. 93 pstnes that impaired assets should he writien
dovwn to their estimated recoverable amounnt and
creditors should basze the calculation of interest
incoane on the rate o interest that was used o dis-
count the Tuture cash flows Tor the purpose of mea-
suring the recoverable amount,

i Tn “Sound Practices lor Loean Accounting and
[isclosure,” the BOBS (1999 recommends in stan-

TFSIM measures e output of the depasit-teking sector arsing
Cresm the margins carned from e burrewing and lending of funds
See S99 ANA paragraphs 00123 w6013

“Hince loans are tssued ot por the effective rie for loans s the
same as Che comdeneroal e, W the issue prce of the geset 1= dif-
lerent Fram par the effeetive yiell would Be ditferent fram the
srited mterest (eowpon e,

dard |1 that when g lean is identified as impaired, 4
bank should cease accruing interest in accordance
with the terms of the contract. Interest on impaired
loans should not cantribute w0 ot income i1 doubs
exist comeerning the collectability of Toan interest or
principal, However, in some countries, when impaired
lowns are carried at the present value of expected
future cash Mows, interest may accrue a the effective
rute implicit o the present value calculaion,

I The Chuide follows BCBRS inthat imerest on non-
performing assels should not contribute w net inter-
esl noome,

Fees and Commissions Receivable/Payable

12, In the F993 SNA. fees and commissions receiv-
able reflect the value of services provided (for deposit
takers, J993 SMA, paragraph 6.123) Tn the f999
SA8As full sequence of accounts, line iy in Table 4.1
in principle corresponds 1o the fees and commissions
included in line P LT in the Production Account.

13 In [ASs. lnancial fees and commissions are
Torm ol revenog, and they are delined in [AS 1820
arcd in s Appendix paragraph 14 The later distin-
guishes fees that are an integral part of the cilective
vield of un insteument from those that are earned on
services provided (such as for servicing u loan) and
tren those that are earmed on the execution of a sig-
nificant uct (such as commission on the allotment of
shares tooa clicnt)., Fees that are an integral part of the
elfective yield of a nancial instrument—and hence
affect the rate at which interest acerues—include
commitment fees (o orginate of purchase a Joan
whoere it is probable that the eoterprise will enter into
a specilic lending arrungemeant, and origination fecs
relating to the ereation or acquisition of a financial
instrument that is held by the enterprise as an inves-
ment. Such fees are regurded as an integral pant of
penerating an engoing iovolvement with the finan-
cial instrument. and as such are deferred and recos-
nized as an adjustment w the effective vield, The
Crnidle differs rom 1TASs o that i1 does not adjust the
clicetive vield ol an instrument for these fees bt
prefers w record them under fees and commissions.

Gains/Losses on Financial Instruments
{Including Foreign Exchange)

14. In contrast to what appears in the Guide, in the
FOUT SNA trading gatos or losses do ool appear i the




distribution and use of income accounts, In the J94093
SNA full sequence of accounts, such truding gains
and losses in principle carrespond within the Eewval-
uation Account to lines AF2 (currency and
deposits—partial coverage ol loreign currency gains
and losses), AF3 (securities other than shares), AFS
{shares and other esguity—oeacloding cquity invest-
ments inoassociates and subsidiaries), and AE7Y
ifinancial derivatives; see IME, 200000, Holding gains
and losses in the 997 S84 include changes in the
vitlue of financial assets and habilities doe 1w changes
in market prices and exchanoe rate movernents, The
change in value 15 measured us the difference in the
unit of sccount between the value of an asset or li-
bility at the end ol the acceunting pericd and its value
al the start of the accounting period. Morcover, if the
instruments were aciuired during the period. the
value at which they were [irst enterad in the balance
sheet is to be used, If they were sold during the pe-
riod, their value at the start of the accounting period
would have 1w be used. T, however, they were pur-
chused during the period and sold during the period,
then the value when they were purchased shouold be
used, Thus, within an accounting period, the J9U3
EMA concept of holding gains/osses encompasses
both realived and unrealized gains/losses. As line
41 1 Table 4.1 excludes some, and line 6 in Table
4.3 exclodes all, vorealized zaing and losses, addi-
tional deta would need to he requested Lo exlract the
requirad infarmation from the J995 SAA data, Line 6
in Table 4.3 includes the equivalent w the foreign
exchange component of line AF in the Revaluation
Account,

15, For banks and similar financial mstitutions, 1A
30015 states that gains and losses from the following
items are normally reported on a net hasis: (1) dis-
posals and changes in the carrying amount of dealing
securities, (2) disposals of investment securities, and
(31 dealings in foreign exchange. These items ure con-
sistent with the Guide (although, unlike the Guide,
145 30015 makes no relercnce to financial derivative
instruments), Moreover, 1TASs 29 103 39107 [1ASs
395534 57 state that a gain or loss on a linancial
asset or lability classified as w fair value that is not
part of o hedging relationship should be included in
net profit or less; a gain or loss on an available-Tor-
sale financial asset can be reated similarly, or it can
b recognized in equity through the statement of
changes ineguity until the financial asset s sold, col-
ected, or otherwise disposed of, or until it 15 deter-
mined 1o be impaired, at which point the cumulative

Eﬁ'&ndix IV = Reconciliation Between the Guide’s Methodology and National and Commercial Accounting

gain or less should be included in net profit and Ioss
for the period. For linancial assets and liabilities car-
rice at amortized cost, a gain or loss s recognized in
et profit or loss when the financial asset or linbility
is derecognized or impaired [TAS 39.56]. The LASs
3012039065 [[ASs 39.85-340.102 ] provide separate
suidance for hedging insiroments. Clearly, while the
different treatment in 1ASs of guins and losses
wecording 1o the purpose for holding the instroment
differs from the approach in the Gede, within the
IASs the treatment ol mstruments held for trading
und one of the altemnative treatments for availuble-
for-sale hnancial assets are in ling with the Cufde’s
recommendations,

16, 1AS8 21.15 explains the dreatment of foreign
exchange differences related to “monctary” items.”
which are in wrn defined a5 money held and assets
and liakilities 1o be received or paid in fixed or deter-
minahle amounts of money. [ states that foreign
exchange differences arising from the settlement of
monetary items at rates diflerent from those at which
they were initially recorded during the period or
reporled 10 previeus Anancial statements should be
recognized as neome or expenses in the period in
which they arise, with two cxceplions.

17. The first exceplion, set outin TAS 21,17, covers
exchange-rate-related changes m the value of @ mon-
etary ilem thal in substance forms part of an enter-
prise’s net investment in a fercign entity. Such dif-
lerences should be classified as part of cquily in the
enterprise’s finuncial statements until the disposal
of the net mvesunent, al which time they should be
recognized as income or expensces (depending on
whether the cumuolative amount of the exchange-
rate-related differences that huve been deferred and
that relate to the foreign entity reflects u gain or a
loss [1AS 21373

I8. The second exception. set oul in 1AS 2119, cov-
ers cachunge-rate-related changes in the value o a
fareign currency hability aceounted for as a hedge of
an enterprise’s pet investmeot moa Toreign entity.
Such dilferences should also be classified as part of
equity in the enterprise’s lnancial statements until
the disposal of the net investment, al which time
they should he recosnized as income or expenses
{depending on whether the cumulative amount of the
exchange-rate-related differences that have heen
delerred und that relate 1o the foreign entity relleets
a pain or a loss [TAS 21371
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19, Both of these caceplions are consistent with the
Cruicle™s approach of excluding gains and losses on
those foreign exchange instruments related Lo cquity
holdings in subsidiarics, although the Guide does not
recommend inclusion of gaing and losses of earlier
periods in present period earnings, when these
instruments ure disposed ol

Rent, Rental, and Royalty Income Receivable

200 lothe f993 5MA, as in this Guide, this item cov-
ers income from rents on lund or subsoil assets;
rentals from buildings, other structures, and equip-
ment; and rovally income from ather produced and
nonproduced assets. Therefore, part of line 44v) in
Table 4.1, line & in Table 4.3, and part of line 2 in
Table 4.4 af the Guide in principle mest closely cor-
respond to line 12,45 in the Allocation of Primary
Income Account (renlsh and line P11 in the Produc-
tion Account (rental and rovalty Income—clussified
as servicesi® in the 7993 SNA. In concepl, line .43
covers only rent on land and subsoil, but the f993
SNA does acknowledge (paragraph 7.131) that in
practice a single puyment may cover rend on land and
rentals en buildings, 1P a split can be made, rentals
recetvable should be classified us a provision of ser-
viees {line P11 in the Production Account), There is
ney specific stundard Tor rent in [TASs except insofar
as it 15 mentioned generally in the TASE Framework,
paragraph 74, that rent 35 part of the revenues of an
enterprise. Io accordance with [AS 40,646 (d)(i),
rental income from investment property should be
inchuded in the income statement.

Prorated Share of Income from
S o .
Associates and Subsidiaries

21. For foreign affiliates. the reinvested carnings
clement within the “proreted carmings™ line (40111 in
Table 4.1 and line & in Table 4.3 of the G corre.
spond to ling 143 in the /994 ¥N4. There 15 no
equivalent coneept Tor resident affiliates, The divi-
dends element of the prorated share of income is
covered below,

22, In IAS 283, under accounting by the equity
methad, the Income stwtement rellects the investor’s
share of the resulls of the operations of the investee.
This is applicable to associates, the suhject o TAS 28,

vAcorporation consuming these services would record them as
intermetliate consumption (P20 i the Praduction Accounr,

anid 15 one ol the three upproachies that can be adopted
for unconsolidated subsidiaries (1AS 27 30) TASs
permit the use of the equity method for jeintly con-
trofled ventures, i the assels and labilites of the joint
venture are nol proporionately consolidated with the
wventurer’s financial statement (TASs 31.32-31.345.

Dividends Declared

23, The standard in the Crufede 15 the same as in the
99T SNA and in LTAS 1230 in recommending that
property income to be distributed 1o shurcholders o
the entity he recognized as income when the share-
helder's right o receive pavment is established. Div-
wends within the “ather income™ line (4iiv1 in Table
4.1 line 6 in Tahle 4.3) and dividends within “prop-
ety inceme receivable’™ {line 2 in Table 4.4 of the
Cirdele in pringiple correspond w lines D421 and
422 {resources) in the Allocadon of Primary
[ncome Account in the J993 SMA's full sequence of
accounts, Dividends paid or pavable in Table 4.1
iling 121 and in Table 4.3 (line 11} also correspond to
DA2] and 13422 (uses),

Met Gains/Losses from Sales of Fixed Assets

24, In the 1993 SAA, net gains or losses [rom the
sale of Mxed assets are defined as the change in the
value of fixed assets due to changes in their market
price. These gains and losses are included in line
AMNLLT (holding gains and losses in respect of fixed
assets) in the Revaluation Account in the J903 SMAT
full sequence of accounts. The change o price is
measured as the difference between the value of the
lixed asset at the end of the accounting period and its
value at the start of the accounting period or, af
aciuired during the peried. its value on the date on
which it was first entered in the balance sheet. This
F9U3 SNA concepl thus encompasses both realized
and unrealized gainsflosses. Since ner gainsflosses
on fixed assers within line 40iv) in Table 4.1 and lioe
& in Tuble 4.3 of the Geide cover only realized gains
during the peried. additional data would need to be
requested 10 extract the required information from
the 7993 SNA data.

25, TAS 16,56 states that zains or losses “from the
retiremnent or disposal of an tem of property. plant,
and equipment should be determined us the differ
ence berween the estimated net disposal proceeds
and the carrving amount of the assel and should be
recognized as income or expense in the income state-




ment,”" This concept is the same as in the Guide,
although the Guide recommends market valuation of
fixed assets, while TAS 16 favors valuation an the
basis of historic value, [AS H) permits enterprises 1o
use either the model in [AS 16 or a far value model
for imvestment property (but not for cwner-occupiad
property ), Under 1AS 40, if an enterprise chooses the
Tair walue model, all changes in fair valee should be
recognized i the income sttement (TAS 40.28),

Other Income

260 In the 993 3464, miscellancous current trans-
fers, such as compensation payments received, are
included tn D750 [AS .18 covers income from lit-
aalion settlements,

Personnel Costs Including Wages and Salaries

27, The concept of personngl costs (line 601 of
Table 4.1 and 1mplicit in line 2 of Tahle 4.33 in the
Cuide corresponds in the f993 5MA"s full sequence
of accounts o DL, Compensation of Emplovees in
the Generation of lncome Account, and TLA23,
Unfunded Employee Social Insurance Benelits in the
Secondary Distribution of Tneome Account, Wages
and salaries Trom emplovment (line 1 in Tahle 4.4
correspond to ling D011 In the S995 SNA (paras-
craphs 7.21 1w 747 compensation of emploveess is
defined as the 1ol remuneration, in cash or in kind,
payvuble by an emplover to an employee in return for
wiork done during the sccounting period, Includead is
remuneration payable o workers away from work
for shont periods. Compensation of cmplovees can
be broken down inte the following: (1) wages and
salaries in cash and in kind, and (2) emplovers
social contributions, actual and imputed, for such
items as pestemployvment benefits,

28, The F993 5AA does not explicitly cover come
pensation in the form of options 19 buy the shares of
the entity at some [uture Llime ot un agreed price
istivck options),

29, TAS 194 has a similar concept W the JPET SNA,

defining emplovee henefits as including the following:

* Short-term employee benefits, such as wages and
salaries and social security contributions. These
benefits cover paid annual leave and paid sick
leave, prodit sharing and bonuses, and nonmone-
tary benefits (such as medicul care, housing, cars,
und free or subsidized goods or services),
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+ Postemploviment benefits, such as pensions, other
retitement benefits, postemplovment life insur-
ance, and postemplovment medical care,

+ Other Jong-term cmplovee benelits, ineluding long
service leave or sabbatical leave, and long-erm
disability benefits.

= Termination benefits,

= Equity compensation benefits, including stock
options {although no goidance 5 provided on
FECOZNItIoN O Measurement).

30. The first bullet ahove is close to the concapt of
wiages and salaries in cash and in kind in the f942
SNA, cacept Tor social security contributions, shich
are included in employers” social contributions in the
J9U3 SNAL -

LS

Depreciation

31, Depreciation within line 6ii} of Table 4.1 and
ling 2 of Table 4.3 ol the CGuide corresponds in the
1993 BAATS full sequence of accounts to line K.1
fconsumption ol lxed capital (CFCy. CFC s
defined (paragraphs 6.17%—0.180) as the amount of
lxed assers consumed during the period under con-
sideration as o resull of normal wear and tear and
foreseeable obsolescence. CFC should be estimared
an the hasis of the stock of fixed assets, valued at
purchasers” prices as of the current periad, and the
probable averape economic life of the different cale
gories of assets. CFC can be calculated according to
the sraught-line methed by which the value of 2
fixed asset is written off at a consant rale over the
whole lifetime of the asset ar, depending on the pat-
tern of decline in the efficiency of @ fixed asser,
according o a geometric depreciation method (982
SNA, paragraphs 6. 193-6.197).

32 TASs 16,4 1=10648 describe a similar trcatment
lor depreciation. They state that the depreciable
armount of an ilem of property, plant, and egquipment
should be allocated on a syslematic basis over ity
uscful life. The depreciation method vsed should re-
flect the pattern in which the asset’s economic value
is consumed by the enterprize, These methods could
include the straight-line method, the diminishing-
balance method, and the sum-clthe-units method.
Straight-line depreciation, as noted above, results in
a comstant charge over the useful life of the asset. The
diminishing-balance method results in a decreasing
charge over the useful life of the assel. The sum-of-
the-units method results in a charge based on the
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expected output of the assel. 1AS 1643 sates that
the uselul lile of a depreciable asser should be esti-
mated after considering (1) the expected phyvsical
wear anil fear, (2) obsolescence, {3) legal or other
limits on the use of the asser, and (4) expected usage
by the enterprise.

33, The main difference between CFC and the [ASsS
rreatment of deprecialion i in the valuation of the
lixed assets, which is required to be the current pur
chascers” prices Tor CFC b tends to be ar historical
cast under 1ASs, CEFC should also be distinguizhed
fremm business accounting of depreciation [or s pur
poscs. However, TASs also state that the depreciation
method should be reviewed periodically and, if there
has been significant change in the expected pallern
ol cconomic benelits, there should he a change 1o the
depraciation charge for the current and future peri-
wils (TAS 16,523, which may narrow the difference
beltween CFC and TASs valuations,

34, Losses due to unforeseen ohsolescence, such as
through the introduction of new technology or unfore-
seen damage (other than events covered under extra-
ordinury tems ), are recorded as depreciation. This is
consistent with [TAS 16500, and such losses corre-
spond o KLY the £993 5VA (excluding exceptional
losses in imventories, which like depreciation is cov-
cred in the line cast of sales in Tahle 4,3,

Other Moninterest Expenses (Such as Plant
and Equipment Expenses Including Rentals,
Advertising Costs, and Premiums Paid
for Deposit Insurance)

.

35, These expenses re related 1o the ordinary oper-
ations of the entity other than those identified alse-
where in this appendix, The ongoing cxpenses of oper-
aling an cnterprise, covered within ling 60117 in Table
4.1 and line 2 m Table 4.3 of the Guide, correspond
in the /993 SNAs full sequence of accounts o ling
B2 (intermediate consumption), together with .71
(net nonlife insurance preminms) and 1,75 (miscel-
faneous current transfors). Howoeser, unlike the Gudde,
the series in the 7993 SMA do not include estimated
casts related o product warrantics.

36, In the IASB Framework paragraphs 70 and
TE—80. expenses are defined to encompass those that
arise in the course of the ordinacy activitics of the
enterprise, although they are not defined in detail.

Expenses arising from product warruntics are de-
scribed in [ASE Fruomework paragraph 98 and more
Fully in 1AS 37 24, [n principle, the LAS approach is
consistent with the approach taken in the Gride for
these expenses. LTAS B8 covers expenscs arising
from litgation settlements.

37. Rentuls payable on huildings, other structurncs,
and equipment are included under this item, along
with rents paid on land and subsoil asscels, and royal-
ties payithle on the use of other produced and non-
produced assets, Beceipts for rents, rental, and vavalty
income were discussed earlier, in a separale section
i Lthis appendix.

Taxes Other Than Income Taxes

38, Taxes included in line G0} of Table 4.1 and line
2 in Table 4.3 of the (Guide correspond in the 7993
SNATs Tull sequence of accounts 1o line D29 (axes
on production) and line 0059 (other current laxes).
These taxes are compulsory, onrequited payments in
cash and in kind levied in respect ol the prodoction
[such as taxes on payred]l or the workforce), as well
as on the ownership or use ol land or buildings and
on other assets and net wealth (described in para-
craphys 770 und 253254 of the 7903 SMA L

39. The [ASs have no specific delinitions for tixes
thatl are not levied on income.

). Operating subsidies from general government
included 1 line 60i1) of Table 4.1 of the Guide car-
respond in the FH93 54 Tull sequence of nccounts
1o subsidies on production (line .39, TAS 20.29
capluing that govermment grants related 0 mcome
could be presented as o credit in the income state-
ment or deducted in reporting of the related expenses.
The [AS regards cither method as acceptable, These
grants are defined in LAS 2003 s assistunce by gov-
cromment in the Torm of o transfer of resources.

Loan Loss Provisions

41. The 7997 SAA does nat bave a concept of provi-
sions for loan losses. However, the writing off of bad
ilebts by creditors (KL 10V provides some coverage of
loan Tosses (and losses on ather claimsy, The distine-
tions made in the Guide for loan Toss provisions fol-
low the 1ASs, The Guide, however, relics on national
practice in identifving provisions,




42, 1AS 3045 states that for banks. provisions for
specilic loans (specific provisions—ithal s, losses
thit have been specifically identified) and provisions
for losses not specitically wdenoflied (general provi-
sions—which cipericnce indicules are present in the
portfolic of leans und advances) should both be rec

conized as expenses, Under TAS 30051, local cir-
cumsiances or legislation may require or allow a
bank Lo sel aside amouonts Tor general banking risks,
mcluding futere losses or other unforeseeable risks,
However, such amounts set aside should be accounted
ler as appropriolions ol retsined carnings and not
expenses in determining net profit or loss for the
pertod. A bank may also be required or allowed to sert
aside amounts For contingencies (LAS 37 Such
amounts alse do not gqualify for recogmition as provi-
stons but should he recognized as appropriations of
retamned earnings (1AS 3051 ) 5o as not 1o distort net
incomme and cguity,

Other Financial Assets Provisions

43, As owilh loans, the 7993 584 does not address
the concept of provisions for scoorities or other
financial assets.” 1ASs discuss provisions for losses
on financial assets i [ASs 39.109-39.111 [1ASs
A43-30.49, 39583970, and 3%, I(1.E.4], where it
i5 stated that when the carrying amount of the im-
paired wesel s greater than 1ty recoverable amount—
eslimated by discounting the expected Tuture cash
flovars using the financial instrument’s original effec-
tive interest rate—the carrving amount of the asset
should be reduced to s estimated recoverable amount
elther directly or throwgh ose of an allewance aceount,
with the less included in net profit or loss for the
period. This concept 15 nob identical to the Cuide s
recommendition that the market value of invest-
ment secuwrities be recorded on the balance sheet. If
the securilies are not recorded at market value, pro-
visions for seeurities may be greater or smaller than
the change in the market valoe, depending on the
deposit takers” views on recoverable amounts on the
securitics,

Bad Debt Recoveries

44, The 1ASs recommend that iF there 15 an improve-
ment in the standing of a debtor so that the amount

Both the Grudee and the 993 5NA cecammend thin securities be
valued al market valoe and that gums and lesses be reported under
pains arl loxses on Goancial instroments, thes eliminating the
need for provisions on securities.
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of impairment or bad debt loss decreases, such a
reversitl should be included in net prolits or loss Tor
the period ® One approach would be o make adjust-
ments o an Allowance Account. This approach is
consistent with that for line 7 of Table 4.1 of the
Cruiele, which allows for provisions to be reduced if
there was an overprediction of expected Iosses inoan
carlier permod,

Extraordinary ltems

45, The extraordinary items in fine @ in Tahle 4.1
and line 8 in Table 4.3 of the Culde comrespond in the
fagi SNA's full sequence ol accounts o line K7
(catustrophic losses) and line KO8 (uncompensated
selzures) The TAS 5.6 delines an exlraordinary item
s oun event or transaction that s clearly rff.ﬂ'{.!'.l!-:'.'!_ﬁ’r}.lﬂ
tie ordinary geiivities of an enterprise and is unlikely
o recur freguently or regularly, The TAS 175 requires
the separate disclosure of extraordinary ilems in the
income statement For the period. Such items are deler-
mined by the nwture of the cvend or leansaction in
relution Lo the business ordinarily carried oul by the
enterprise rather than by the frequency with which
such events are expected o ocour. For example, losses
sustained ns 1 result of an earthgquake may qualily as
an extraordinary item for many enterprisces bul nol
for insurance enterprises that insure against such
risks. The TASs sugeest that catraordinary items for
most enterprises inclode an carthguake or other nat-
ural disaster and the expropristion of assets (LASs
B.LL-K.13). The conceptl in the Guide 15 consistent
with that in the [ASs.

Income Tax Expense

46, Income tax cxpense, line 10 in Table 4.1 and
line 9 in Table 4.3, corresponds in the 1993 SNA's full
sequence of accounts fo line 12,51, Consistent with
the Gudee, the J993 SNA delines these laxes as those
azsessed on the incomes, profits, and capital gains of
individuals, households, corporations, and nonprofit
institutions {paragraph 8520 1AS [2.2 states that

Bl revised version of [TAS 39 provides for several methods to
deal with decreases in the amount of impairment or bad debt loss
depending on e valuaton basis vsed o carry the instrument on
the Badance sheet [[ASs 39,63, 39,60, and 39,70], For some instru-
neents, increased value ws a resoll of redoctions in impaicment will
[ takcem divectly 1o ingome, but others are handled through adjust-
ments tooan allowancs scoount.
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“ineome taxes include all domestc and loreign 1axes
which are based on tuxable profits,”

Revenues from Sales of Goods and
Services (Manfinancial Corporations)

47, Line | in Table 4.3 ol the Guide corresponds in
the F9F SNVA™S full sequence of accounts to line P11
{market culpul lor nonfinancial corporations), which
in furn equals ling B (gross output) less line P12
toutput lor own use) less the value of changes o the
inventores of goods produced as outpats (finished
poods element of hine P32 However, as noted in the
FOGE SNA (paragraph 6,430, under normal circurnm-
stances the available data are accounting data on
sales, and thos the nadonal accountan is required w
adjust sales for changes in inventaries to arrive at the
data for production. Morcowver, in the P99 SMA, the
svstemn for recording transactions by retsilers and
wholesalers is not (o record purchases of goods Tor
resale but rather o measure the margin on goods pur-
chased for resale {paragraph 3.30).

45, LASs 1814 and 1820 recognive the sule of goods
when an enterprise has transferred 1o the buyer the
stgnificant risks and rewards of ownership of the goods
and the amount of revenue can be relinhly estimatad,
Thev also recopnize the rendering of services when
the amount of revenue ¢an be reliably estimated and
the stage ol completion of the transaction at the bal-
ance sheet date can be measured reliably, This is
consistent with the chunge-of-ownership concept in
the Grudde,

Current Transfers (Households}
“»

49, Line 3 in Table 4.4 of the Guide cormesponds in
the J995 SNVA's full sequence of accounts 1o lines
[3.62 {sacial benelits) and 1.7 (other current trans-
fersy in the Secondary Distribution of Income
Avccount. Social benelits include pensions and wnem-
plovment benefits ({993 SMA, 8.75-8.83) and other
current transfiers (7993 S0A, B.84) The concept in
the (fwidde 1% the same us in the 7993 SNA, TASs do
ot fave a speciflic delinition of current transfers.

Cther Income (Households)

3k Line 4 in Tahle 4.4 of the Guide corresponds in
the 993 SMATS [ull sequence of accounts to lines B2
foperating surplus) and B3 (mixed imcome) in the
Generation of Income Account for houscholds.

Taxes, Social Contributions, and Gther
Current Transfers Made (Households)

51, Ling 5 in Table 4.4 of the Guide includes social
security taxes, In the J993 SMA's full sequence of
accounts, these taxes correspond o lines G2 and
G113 (secial contributiens). TAS 12 defines income
lux cxpense, but TASs do not have a specific defini-
ricn for social secority taxes. (Income taxes were dis-
cussed inoa separate section, abovey Cher currens
transfers made corresponils in the S993 58NATs full
sequence of accounts to line .7 (uses) and to line
.62 {social benefits other than social benelits in
kind). As these transfers relate to households, they
are ool covered in the [ASs.

Gross Disposable Income (Households)

52. The concept in the Guide is intended w0 corre-
sponed in the J993 SNA 'S full sequence of accaunts to
ling B.6 i the Secondary Distribution of Tncome
Account (gross of any consumption of lixed capital).

Balance Sheet

Assets, Liabilities, and Net Warth

53, In the /993 SMA, economic assets are stores of
vitlue awer which ownership rights are enloreed hy
institutional units, individually or collectively, and
fram which cconomic benelits® may be derived by
their owmers by holding or using them over a period
of time. Lo the P99 584, [nancial assets differ from
aother assets in that there 15 nearly always a counter-
part liahility on the part of another institutional
vl M Assels und counterpart liabilitnes that meet the
definition are recognized on balunce sheet.

54, [n terms of specific ussets and lighilities identi-
fied, the Guide 15 very close 10 the F953 SNA differ-
ing only in the presentation of capital, The conceprt of
capital and reserves in the Cuide is the residual afrer
taking account of all assets and liahilities, and thus is
a wider concept than equity and other shares in the
FOYT EAAL s it also includes the FO2F SMA's concept
af net worth (ol assets less total lubilities ).

“Uhe cconmmic henefits of fnancial gsscis can include primary
incomes derived Do the use of the ssiet and the possibility of
holding pains.

Wn the f902 SAAL by comenlion, monetary gold and SDRs are
financial assers, althaugh there s ne counterpart labiliy.



35. 1ASE Framework. paragraph 49 delines un assel
as i resouree controlled by an enterprise as a resull
of past events and lrom which future economic ben-
efits are expected o flow o the enterprise. Tt defines
@ Hability as a present obligation of the enlerprise
arising from past events, the settlement of which is
expected 1o result in an ocutflow from the enlerprise
of resources ermbodying economic benefits, The def-
inition of financial assets and linhilities in TAS 32.5
[TAS 32011 provides an overview of the calegoriza-
ton ol linancial assets and liabilities, Finaoncial
assets comprise (L) cash; (20 8 contractual right to
receive cash or other financial imstruments Irom
another enterprise, or o exchange financial instru-
ments with another enterprise under conditions that
are potentially favorable: (31 a contract that may be
settled m the eotity™s own equity instruments; and
(41 an eguity instrument of another enterprise. Finan-
cial lahilities comprise contractual ebligations (1) 1o
deliver cash or another financial asset to another
enterprise or (2 1o exchange Nnuncial instruments
with anether enterprise under conditons thal are
potentially unfavorable. Equity is defined as the
riesicdual interest in the assets of the cnterprise afler
deducting all of its liahilities,

56. There wre potentiul differences herween the
Criefife and the 1ASs as to what is decmed 10 be an
assel or a linhility. For example, unlike the Guide,
[ASs consider that unpatented know-how may meet
the definition of an asset if, by keeping such knowl-
edge scerel, the enterprise controls the benefits that
are expected t flow (rom it (LASE Framewark, para-

araph 577 Similacly, if an eoterprise as a matter of

policy rectifics products after the warranty period
has expicad, the expected costs are liabilities (1ASB
Framewaork, paragraph 600, Howewver, under TASs,
en-balance-sheet recognition alse depends on
whether the value of the usset or liahility can he mea-
sured reliably (TASE Framework, parugraphs 89 und
1y This requirement for relialle valuation brings
the LASs delimtions ol on-halince-sheet recognition
of assets and liabilities clese 10 the Goide’s,

57, Inthe VASs, the presentation of assets and labil-
ities 15 less prescriptve and more dependent on the
activity of the individoal eoterprise than in the
Cruide, and it is different from that in the (993 VA
hMoreover, the 1ASs" presentation of instruments
varigs hetween the assel and liahility sides of the hal-
ance sheet, und the focus s moie an the Liguidily of

Eﬁ_ppendix IV + Reconciliation Between the Guide’s Methodology and National and Commercial Accounting

the enterprise, which differs from the emphusis in the
Cruldde and in the 7993 SNA,

Monfinancial Assets

5%. Line 15 in Table 4.1, line 2 in Table 4.2, line 14
in Table 4.3, and line 8 in Table 4.4 ol the (Fuide cor
respond in the F997 S8A S full sequence of accounts
tao nonfinancial asscts (AN in the balince sheet
iexcluding purchased goodwill, which is part of
AN

59, These lines from the Gride are closely cquiva-
lent to the sum of items identified in 1AS 1,06 as
i1} property. plant, and equipment; (21 inventories:
and (3) intangible assers, . .

60. The definition of nonfinancial prodoced assets
adopted in the Gudde i2 0 line with that in TAS 6.6,
which defines property, plant, and equipment o
include tangible assets that (17 are held by an enter-
prise for use in the production or supply of goods or
services, [or rental o others, or for administration
purposes; and (27 are expected o be wsed during
more than one period, Excluded from the scope of
the TASs are (1) Torests and similar regenerative nat-
ural resources, which are only classified as an asset
in the Guide if they are culiivared assets; and (2) min-
eral rights, the cxploration for and the extraction of
minerals, oil. natural gas, and similar nonregenera-
tve resources (TAS 6.2}, because these activities
are so specialized that they give rise to accounting
issues that may need (o be dealt with in differem
wavs {1AR 38.6),

. Inventories i the GGuide are delined consis-
tently with 1AS 2, where they include azsets that are
{11 held for sale i the ordinary course of business.,
{23 in the process of praduction For such sale, or (310
the Term of materials ar supplies to be consumed mn
the production process or in the rendering of services

(LAS 2,40,

62, [ntangibles are defined in TAS 38 as identifiable
nonmonetary assels withoor physical substance held
lor use in the production or supply of goods or ser-
vices for rental wy ethers or Tor administrative pur-
poses (1AS 387 This definiton 15 broadly consis-
tent with the one vsed in the Guide but, as noted
above, could be interpreted more widely 1o include
“assets,” such as unpatented know-how, when the
value of the benefits arising from these “assets™ can

2210
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he reliably measured, [ntangibles do not include
soodwill (1AS 38.10), which 15 recognized as an
asset in [ASs when the cost of acquisition exceeds
the acguirer’s mterest in the fuir value of the assets
and liabilities acguired us ol the date of transaction
(1A% 22410 The (Fuide does not recognize soodwill
A% an asset.

Manfinancial Produced Assets

63 Line 1500 Table 4.3 of the Guide corresponds in
the f993 SMNA™ full sequence of accounts 1o non-
financizl produced assets (AN 1) in the balance sheet
This line alsa corresponds to the sum of ftems iden-
tified in IAS 166 as property, plant, und cquipment
that is produced (thar is, excluding land (TAS 20,
such as inventories (1AS 16) and that part of intangi-
Bl assets (TAS 38 that is prodoced, such as com-
pter seltware and valuabley,

Monfinancial Produced Fixed Assets

Bd. Line 15000 in Tuble 4.3 of the Guide corresponds
in the 7993 SAA s full sequence ol accounts 1o non-
financial produced fixed assets (AN L1 in the hal-
ance sheet.

65 In the LASs, produced fixed assers are recorded
under iem (a) idenificd o LTAS 166 as properly,
plant, and equipment that is produced (that 15, exclud-
ing land), as well as that part of em (k) intangible
assets that are produced. such as computer soltware,

Inventories

66, Lite 15(i1) in Taple 4.3 of the Guide carresponds
in the S99 SA0A s Tull sequence of accounts 1o inven-
tories (AN 120 In the LASs, this line corresponds to
the item (o) wentified in TAS 2, paragraph 4 as inven-
tores in the balance sheet.

Monfinancial Nonproduced Assets

67, Ling 16 in Table 4.3 of the Guide corresponds in
the f993 SANAs full sequence ol accounts to non-
Onancial nonprivluced assets (AN.2) in the balance
sheet. In the LASs, this hine closcly corresponds o
that nonpraduced part of the item {a) identificd n
LAS .66 as property, plant, and equipment—rthat is,
land—und intangible assets thut are nonproduced,
such as goodwill, paients, leases, and other ransfer-
able contracts relating o ponfinancial assets (IAS

A8 In the TASs, the value o noenpatented know-how
can also be included. if 10 can be measored reliably,

Residential and Commercial Real Estate

68, Residential and commercial real eslate, which 1s
reflected in line @ in Table 4.4 of the Guide, 1s nol
explicitly identificd either in the J993 SAMA or m the
TASs. Nonetheless, in the 7993 56, dwellings and
other buildings and structures are described in para-
araphs 1621071 and included within nonfinan-
ciul produced assers (AN, while land is deseribed
in paragraphs 10,59 and 10060 and included within
nonfinancial nomproduced assets (AMN.2} in the bal-
ance sheet, In the TASs, real estate 15 included within
the item {a) identificd in LAS 166 as property, plant,
and equipment ([AS [6,35).

Financial Assets

6% Line 16 1n Table 4.1, line 3 1 Table 4.2, line 17
in Table 4.3, and line 11 in Table 4.4 of the Guide cor-
respond in the f993 S8 s Tull sequence of accounts
e [inancial assets (AF) in the balance sheet. !

T In the 1ASs, there is a need o distinguish be-
tween deposit takers und other corporate entities. For
depasit takers, TAS 30 sers out the asscts thut should
he separutely disclased in their finuncial statements,
These include cash and balances with the central
bank: treasury bills and ather hills eligihle for redis-
counting with the central bank; government and
olher securitics held for dealing purposes: place-
ments with, and loans and advances 10, other banks;
other moeney market placemaents; loans and advances
o customers; povernment and other securities held
for dealing purposes: and investment secorities (LAS
190 1ASs are clear thut financial statements
shoutd include, bat ot be limited (o, these items. oy
instance, in the list of instruments in LAS 30 no ref-
crence 15 made to Ninancial derivatives, which under
LAS 3% should be recognized on halance sheet ot Tair
value (TASs 3910 and 39,27 [TAS 39.9], excepr for
derivalives that are designated and effective hedging

W semetly conflarm with the Cradede, inlerest should nat aeeme
un nonperierning assets, Huweever, s peoposed in Chapter 4 tha
il loan datw are available for deposin takers only inclusive of siech
mteresl. the ameum ol acoroed micrest on nenperforming Joans be
reported and included together with specilic provisions Tor loan
lisses, o principle, the same approuch shaold be mken for oher
ASRELS




instruments. Moreover, in some instances TAS | is
relevant for the preseatation of the accounts of deposit
takers, such us in the case of tax assets (see immedi-
ately below), With these exeeptions, although pre-
sented differently, the defintion of the iems and the
coverage of Mnancial assers in the TAS: are close (o
the Guide,

71. With regard 10 nonbank entities, TAS |66 pre-
sets assets on a liguidity basis, in the same manner as
far deposit tkers. While [ASs do not prescribe the
order or format in which items are to e presented.
these standards do regard cach of the tems presented
as sufficiently different in nature or function so as w
deserve separate presentation on the balance sheet,
along with subtotals necessary w present Laicly the
enterprise’s financial position, The coverage of
assels i again close wo that of the Cedde, ot the clas-
sification and defimtion of ilems used are guoite dif-
ferent, The financial assets identified by LAS 1.06 are
tlem (g¥ cushoand eash equivalents—oacash on hand,
demand deposits, and short-term., highly liguid invest-
ments that ure readily convertible to cash and thar are
subject to an msignilicant risk of change in value
(1AS 7.6) item (D) trade and other receivahles—
assets created by the entity providing money, goods,
or services dircetly we a debtor; itemn (d) investments
accounted for using the equity method—investments
in associates {1AS 23) and unconsolidated sub-
sidiaries (1AS 27300 related tax asscrs (IAS [2.5),
which are not considered assets in the Guide except
o the cxtent that taxes have been overpaid and a
refund 15 owed: and flem (21 other financial assets,
which include securities,

Liabilities

TZ. Line 23 1in Table 4.1, line 1| in Table 4.2, line 24
in Takle 4.3, and line 17 i Table 4.4 of the (fuide
correspond in the J993 SMA's full sequence of
accounts o labilities {AF) in the balance sheet,

T3, As with assers, in the TASs iU is necessary o dis-
tnguish deposit wkers from other corporate entities,
[AS 20009 =ets out the liabilitics that should be
reported by depasit takers in their financial statements
as (ollows: (1) deposits from other banks, (2) other
maoney market deposits, (3) amounts owed o other
depositors, (4) certificates of deposit, (3) promissory
notes and other liahilities evidenced by paper. and
(G} ather horrowed funds, As with assets, the list
should include, but not be Himited e, these ilems.

Eppendix IV = Reconciliation Between the Guide’s Methodology and Mational and Commercial Accounting

Td In regard to other corporate entries, 1AS 1.66
prescots liabilities as Gollosws: item (hy trade and
other payables (short-lerm liabilities); item (1) 1ax
liabilities, which are recognized in the Guide if
unpaid tax amounts are actually owed to the peneral
sovernment; em () provisions: and item (k) non
current interest-hearing liabilites (long-term liabili-
ties) The later are recognized when an enterprise
has o present obligation as a result of a past event, 11
is probable that an ourflow of resources will be
required o seule the obligation, and a relinhle esti-
mate can be made of the amount of the obligation.
These provisions include such items as product war-
ranties and cleanop costs for environmental damage
(TAS 37.19), The Gride prefers that provisions for
estimated costs reluted to product warranties he
included as a cost of sules and as o general feserve in
capital, As with assets, the LASs do not prescribe the
order or format in which items are o be presented
but regard the iems listed as sofficiently different in
nature or function so as w deserve separale prescnta-
tion on the balance sheet, along with subtotals as
necessary, 0 present fairly the enlerprise’™s lnancial
position,

Currency and Deposits

75, On the asset side, line 17 in Table 4.1, line 4 in
Table 4.2, linc |8 in Tuble 4.3, and ling 12 in Tahle
4.4 of the Guide correspond in the 995 S85AS Tull
serjuence of accounts to financial assets (AF.2) in the
balunce shect. On the lighility side, line 24 0 Tahle
4.1 and line 12 in Table 4.2 of the Gride correspond
in the /943 3A¢A's full sequence of accounts o la-
bilities (AF.2) in the halance sheet,

To. 10 the TASs, for deposit takers, the closest equiv-
alent by assets is the sum of items identified as cash
and balances with the central bank and placements
with other banks (lASs 3019 and 3210 For other
sectors, the closest equivalent 1s cash {cash on hand
and demand deposits) and, perhaps, some element of
cash equivalents (shor-lerm highly liguid invest-
ments (TAS5 7.6 In 1AS 7.8, overdrafis can be
recorded as part of cash und cash eguivalents rather
than as loans, as recommended in the Goide.

T7. Inthe [ASs, depositakers’ currency and deposits
liabilities are equal w the sum ol deposits from other
Ranks and amounts owed o other depositors ([AS
J 19

223
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Loans

T8, On the asset side, line [S(1) in Tuble 4.1 and line
5 in Tahle 4.2 ol the Guide correspond in the 19493
FNA'S full sequence of wccounts o loans (AF4) in
the balunce sheet, Similarly, on the linbility side. line
25 in Table 4.1, ling 13 in Table 4.2, line 25 in Table
4.3, und ling 18 in Table 4.4 of the Gulide correspond
in the f9U3 S8 full sequence ol accounts o loans
(AF4Y in the balance sheet,

T Inthe TASs, for deposil wkers, on the asset side,
loans most elosely equate e the sum of Toans and
advances to custemers and loans and advances 1o
other hanks (other than the central bank) {1AS
30014 The later item can be casily identified as
placements with other hanks should be scparately
wlentified (TAS 30,210 and excluded from the ilem
“placements with, and loans and advances to, other
hanks” to provide inlormation on leans, On the lia-
bility side, loans would be o subitem within other
borrowed Tunds. Tn the 1ASs, specific and general
provisions for loan losses can be deducted from the
carryving amount of the approprizle category of loans
(IAS 300450 However, deposit takers shoold diselose
the ggeregate amount ol provisions fac loan losses at
the halance sheet date (1AS 300L43c¢). Loans are
defined in 1AS 39010 [39.9],

Bl For other corporate entities, on the asser side,
loans will be a subitem of other Onancial assets, On
the liability side, overdrafts can be inclhuded within
cash and cash equivalents (1AS 7.8), while loans are
also 1o be included within noocurrent interest-
hearing labilitics (TAS | .66),

“»
a

81, O two specilic ssues, the reatment of securd
ties repurchase agreements (repos) in the TASs is
consistent with the collaleralized [oan approach in
the (rurdde (1A5 39,10 and LASs 39.35-39.39) [[AS
39, AGS1] Morcover, the TASs” treatment of finan-
cial leases is substantially the same as for loans ([AS
[ 73 and 15 consistent with the classification of loans
in the e

Interbank Loans

82. Line IR(i.0) in Table 4.1 of the Guide corre-
sponds 1 the P93 S8AS Tull sequence of accounts
tor loans o deposit takers (AFE4 5.122) in the balunce
sheet.

83, In the 1ASs this line is equal to loans and
advances o other banks and excludes placements
with cther banks (TAS 30,19 and 3020, In other
words, compared with the item in LAS 30,19, place-
ments with other bapks should he separately idemi-
fied {1A5 30.21) and excluded from the item “place-
ments with, and loans and advances W, other Tanks™
o prosvide information on loans,

Moninterbank Loans

84, Line 1806 in Table 4.1 of the Judde corre-
sponds in the f993 SNA's full sequence ol aceounts
L loans (AR less loans 1o deposit takers (AF4
5.122) in the balance sheet. In the TASs, this line 15
equal 1o laans and advances 1o customers (1AS
30019,

Sectoral and Geographical Distribution
of Loans

85. Line 1%} in Tuhle 4.1 of the Fuide can be
attributed by institutional scetec Tn the (993 SMAs
full sequence ol accounts, this sectoral detail corre-
sponds o irems Al 5 1-AF4 5.2

86. The /993 SNA does not specily the geographical
location of the debuor, cxcept for the reswdeot and
nonresident distinetion.

87. [AS 14 establishes principles for reporting
financial informaticon by business und geographic
seament, Business scgments are determined by the
tvpe of products or services produced (TAS 14,9 and
sa could be considered broadly similar 1o the indus-
trial classification of lending—one of the possibili-
Lies provided in the uide. The geographic scgmen
is based on providing goods and services within a
particular cconomic cnvirenment and could be a sin-
gle country, o group of two or more countries, or a
region within a country (TAS 1497 A country anri-
bution would facilitate the remional attribution of
lending deseribed in the Cruide. Moreover, sectoral
and geographic analyses of concentrations of credit
risk should be disclosed in accordance with TAS
30.40-30.41 und 1ASs 32 74-32.76 [IAS 32.83-
32.85], 1AS 30041 sugzests that geographical areas
may comprise individual countries or groups of
countries, or regions within a country: customer dis-
closures may deal with sectors such as govern-
ments, public authorities, and commercial and husi

Ness enlerprises.



Specific Provisions for Loan Losses

88, As with nonperforming loans (MPLs), the {993
SNA does not have a concept equivalent to specific
provisions (line 180110 in Table 4.0 of the CGoide.
Loan values arg not adjusted for provisions in the
Faas SMNA Therefore, until the loans are written off,
provisions lor impaired assets ace implicitly and
indistinguishably included as part of net warth (B, %0)
i the J99F SNATS Tull sequence of accounts.

809, 1n LAS 30.45¢. the aggregate amount of the pra-
vision for losses on loans and advances by hanks at
the balance sheet date should be disclosed, so that
nsers of financial statements know the impact that
losses on loans und advances have on deposil lakers”
financial positions (IAS 300471 In contrast 1o the
Crwdede, both specific and general Toan loss provisions
are included in the disclosure (1A5 3045 (The dil-
fercnce arises because in the Chuide, the 1FS1 of loans
less preevisions nets specific provisions only, whereas
in the TASs hoth specilic und gencrul provisions are
netted against the value of loans,)

Debt Securities

9, Oinothe asset side, ling 19 in Table 4.1, line & in
Tabkle 4.2, line 19 in Table 4.3, and line 13 1 Table
44 of the Guide carrespond in the f993 SAA s full
sedquence of aecounts to secoritics other than shares
(ALF) o the balance sheer Similarly, on the liabil-
ity side, line 26 in Takle 4.1, line 14 in Tabkle 4.2, and
lime 26 in Table 4.3 of the Cfuide correspond L secu-
rities cther than shares (A2 in the balance sheet in
the fUGI SNA,

1. For deposat takers, on the asset sude, line 19 in
Table 4.1 of the Gedde corresponds 1o the sum of trea-
sury bills and other bills eligible for discount at the
central bank, other money marketl placements, the
debt securities element of government and other
securitics lor dealing purposes, and investimenl secu-
rities (LAS 3001957 Separate identfication of debt
securities from within these [atter two items may no

Pl gecordance wath 1A% 32, AZ0-21 [IAS 321 8a). & prefened
share thar provides for redemptien For oo fixed or determinakle

wrmounl @i a Oxed or determmnable Toture date ar et the oplion of

the: haldder mcets the definition of a debt scourity i the issuer has
are shligation o transfer lnanctal assets wo the helder of the pre-
ferved share, This is consistent with the Guide’s definition of a
bt mstrument as bemng one on which lulure payments of nlerest
andfor principal are reguired.

Eﬁp&ndix IV = Reconciliation Between the Guide's Methodology and Mational and Commercial Accounting

be provided in the main financial statements, but in
accordance with TAS 32.600c) |TAS 32.71{c)]. sup-
plementary information shoold indicate which of the
enterprise’s financial assels are nol exposed o ioter-
est rate risk. such as some investments in equity
securitics. This supplementary inlormation, uscd in
conjunction with items on gavernment and other
securities for dealing purposes as well as investment
securities, may permil the dentification of holdings
of debt securities, depending on the level of derail
provided in the published accounts (see also TAS
32.04) [IAS 3274

92, Fordeposittakers, on the lability side, line 26 in
Table 4.1 of the Guide correspands 1o the sum of cer-
tificates of deposit, other money marker deposits,
promissory notes, and other labilites evidenced by
paper (1AS 30,149, and the debt securities element of
“other borrowed funds,”

93, Por other corporate entities, on the asset side,
debt securities correspond to the debt securities ele-
ment o cash equivalents and financial assers not oth-
erwise identified, Unless further subclassification is
recuired, debt secoritics might not be identifiable
the [ASS.

Insurance Technical Reserves

94. On the assets side, line 8 in Table 4.2 of the
Crutiele corresponds in the 7993 SNATs full sequence
of wecounts 1o AFS in the balance sheet. Similarly,
on the hability side, line 13 in Table 4.2 of the Gride
corresponds to AFG in the halance sheet in the [9493
SMAL TASsS do not have disclosure requircments spe-
cific te insurance techoical reserves. However, in
accordance with 1AS 167, additional items should
b presented on the balance sheel, when such a pre-
sertation is necessary to fairly represent the enter-
prise’s financial position. IFRS 4 concerns account-
ing lor rights and abligations arising under insurance
contracts.

Trade Credit

05, Onrthe asset side, ling 21 in Table 4.3 of the Guide

corresponds in the 7997 SNVA's full sequence of

accounts o trade credil and advances (AFEL) in the
balance sheet. Similarly, on the liabilicy side, line 27
in Table 4.3 of the Guide corresponds to AFER] in the
halance sheet in the S99 54
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96. In the 1ASs, on the asset side, Line 21 in Table
4.3 ol the dride corresponds most closely o rade
and other recervables and, line 27 on the linhilities
side, to trade and other payables (1AS 1.66).

Shares and Other Equity

97. On the asset side, Hoe 200in Table 4.1, line 7 1in
Table 4.2, line 20 in Table 4.3, und line 14 in Tuble
4.4 of the Guide correspond in the [9%3 §8A"s (ull
seguence of sceounts W AES in the balance sheet,
However, in practice there may be a difference,
depending an how equily nvesiments in associales
and unconzolidated subsidiaries are valued. This
issue 15 brielly discussed in terms of foreign affiliates
in paragraph 13,74 of the f993 S84,

95, In the LASs, for deposil takers, line 20 in Table
4.1 of the Guide corresponds to the equity securilics
clement of government and other securities held for
dealimg purposes and W investment securities (LAS
300190, Separate identificaton of cquity securities
lrom within these twa items may not be provided in
the main Onancial statements, bat in accordance with
[AS 3260000 [1AS 32.71(¢)], supplementary infor-
mation should indicate which of the enterprise’s
financial assets are not [dircctly | exposed e interest
rate risk, such s some investments i equity scouri-
tics. For nonbank corporations, equity securiies are
included within investments accounted for using the
cauity method and other financial assets (1AS 1.66).
Accounting by the equity method refers 1o invest-
ments in associates (IAS 258.6) and unconsalidated
subsiciaries {1AS 27300, essentially valuing such
mvestments initially at cost and thereafter ar the in-
vestar's share of nel assets of the investes (TAS 28.3).

-

Financial Derivatives

99, On the asset side, line 21 in Table 4.1, ling 9 in
Table 4.2, line 22 1n Table 4.3, and line 15 in Tahle
4.4 of the Guide correspond in the F995 5A0A"s Tull
sequence o accouns to financial derivatives (AT
it the halance sheet. On the Babilities side, line 29 in
Table 4.1, line 18 m Table 4.2, line 20 in Table 4.3,
and line 21 in Table 4.4 of the Goide correspond o
AFT in the balance sheel in the F983 §AA 13

104y, [n LAS 24910 [1AS 399, financial derivatives
are defined, and with the exception of commaodity

PIME (248,

derivatives {(see below ), this defintion 1= consistent
with that in the Gnide (see oalse TASs 32932110,
TAS 30,010 [[AS 399 makes 1t clear that Nnancial
derivatives are to be recognized as Onancial instru-
ments and recorded at Fair value in profit and loss,
excepr when they are desiznated and effeetive hedg-
ing instruments. While the [ASs do nol make spe-
cific recommendations for the separate identification
of pasitions in financial derivatives, in sccordance
wilh TAS 3927 |TAS 39 14, financial derivatives are
recognized om the hulance sheet " Regarding com-
modity derivatives. whereas the Coeide includes such
derivative contracts within its definition. 1n the 1ASs
there 1s some flexibility in that contracts specifically
settled in cash according to a formuola are classified
as financial dertvatives, bur not otherwise. This is
because the TASs do not recognize as financial
instruments contracts to deliver goods and services
(1ASs 32 A9-17) [TASs 32 AG.20-24.

Other Assets

101, Line 22 in Tuhle 4.1, line 10 in Table 4.2, line
23 in Table 4.3, and hme 16 m Table 4.4 of the Goide
correspond in the 7983 5MA's full sequence ol
accounis o the sum of insurance technical reserves
{AF.6) and other accounts receivable (AF#E) (exclud-
ing trade credits (AF21) for nonfinancial corpora-
tions, as il is separately identified in the Gadde) in the
halance sheet,

102, I[n the 1ASs, these lines most closely corre-
spond 10 the trade and other recedvables (1455 166
and 3910y [1AS 39 AG.26]—although the wade
credit element for nonfinuncial corporations is sepa-
rately identified in the Cuide—and 1o tax asscls (TAS
1.66). However, in contrast to the Guide, wheo the
future cconomic benchit is the receipt of aoods or
services rather than the rnight 1o receive cush or
another lnancial assel, such benefits are not recog-
nized as a financial asset (JTAS 32123 |TAS 32
A L] Nonetheless, if taxes paid excecd the
amounts duc for the period, the excess should be
regarded as an asset (IAS 12120 Under certain cir-
cumstances, in contrast to the Cuide, Lhe TASs Tee-
ognize delerred tax assets (TAS 12,24 —essenually

linder IAS 39 23 aomeng cibeer things, 1 an msicunent with an
smbedded dertvative 05 not vabueed s fair valee and chonges o that
vl e e parted i net pralat and Less, the embedded derivarive
should be separstely recognized, In the Gwdde, there wre no cir-
cumaianess under which an embedded derbvative s separately
identlied.




when it is probable thal luxable profits will be avail-
able agamst which tax benefits arlsing from past
losses can be utilized, With regard o obligations
under insurance contracts, 1AS 32 explicitly excludes
them from financial instruments (1AS 32,10 except
for certain reinsurance and investment contracts
tssucd by insurance companies (LAS 32.3). JAS 38
notes that contracts invelving insurance companies
are specialized and give rise o accounting jzsues that
need to be dealt with in a diflerent way (LAS 38.6).15

Other Liabilities

103. Line 27 in Table 4.1, line 16 in Table 4.2, line
28 in Tahle 4.3, and ling 19 in Table 4.4 of the Goide
correspond in the f¥93 SMATs full sequence of
accounts to other accounts payable {AF8) (exclud-
ing trade credits (AFSD) for nonfinancial corpora-
tioms as they are separalely identificd elsewhere) and
passibly insurance technical reserves (AFG) (excep
for such liahilities of other financial institutions,
which are separately identfied elsewhere) in the bal-
ance sheet, In the TASs, these lines most closely cor-
respond with the trede credic and other payables
tencluding those elements included under other iems)
and with tax liakilities 1o the extent thar they are
amounts owead on profits already earned (1TAS 12.5).

Cebt

104, Line 28 in Table 4.1, line 17 in Tahle 4.2, linga
2 in Tabkle 4.3, and line 200 in Tahle 4.4 of the Guide
correspond in the F99Y SNAS [ull sequence of
accounts to the sum of liahilides in the form of
depasits (AR securities other than shares (AF.3),
loans (AE4), Liabilities for insorance technicul
reserves (ALDGE, and other accounts payable (AFS,;
see also IME, 20006} in the balance sheet.

105, Inthe LASs, for deposit takers, debr s the sum
of deposits from other banks, other money market
deposity, amounts owed to other depositors, certili-
coles of deposit, promissary notes and other labili-
ties evidenced by paper, other horroswead Tunds (TAS
A0, und tex liwhilitoes (TAS 1,68, W the exlent
that they are amounts accrued and unpaid on profics

PIFRS 4, which amesds TAS 32 awd 1AS 38, converns [inansial
reporting Tov insurance contiets by any entity thar issues such
contracls. [ allows the continustion of exisling accounting prac-
tices until the [ASE completes the second phase of its project on
TNSUELIEY CLLrasts,
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already carned, For other corporate entities, debt is
the sum of trade and other pavables. noncurrem
interest-hearing liahilitics, and tax linbilities, o the
extent that they are amounts accrucd and unpaid on
profits already earned (1AS 1.06),

Capital and Reserves

LiWg. Line 30 in Table 4.1, line 19 in Table 4.2, line
321 o lable 4.3, and line 22 i Table 4.4 of the Gride
closely correspond in the 993 3MAs full sequence of
accounts o the sum of shares and other equity (AFS)
and pet worth (3,900 10 the balance sheet, There is a
difference in that in the Guide, unlike in the fotd
SMA, the level of capital and reserves s alfocted by
specific provisions against loans and, where applic-
ahle, other assets and by the exclusion of purchased
goodwill. Moreover, o avoid double counting of
deposit takers” capital and reserves at the sector level,
intrasector equity investments are excluded. In addi-
tien, a dilference may arise Trom the dilferent valua-
tion approaches used o value equity investments in
domestic associates and subsidiaries between the
Ciuiele and the /993 SNAL 1o the Guide. the subcate-
gorizaton of capital and reserves for deposit takers
and nonfinancial corporations s derived from the
IMEF's MFSM (IME, 20004, p. 34, and not the f993
SAA. However, beyand the differences with the J993
SNA mentioned above, there ure differences in cover-
age between the Gride and the MPSAM at the sub-
categarization level. For example, in contrast to the
MESM, the Goide excludes general provisions [rom
net income (and thus potentially from retained earn-
ings) and includes them in capital and reserves,

107, In the LASS, capital and reserves mast closely
correspand in copcept to toral equity, which is the
difference between assets and labilioes {and, as seen
above, there are some differences in coverage of
these instriuments between the Cudde and the 1TASs).
Eoquity is the sum of issoed capital, retained carnings,
TCRCTVES Tepresening appropriations of retained
earnings, and reserves representing capital mainte-
mance adjustments (TASE Framework, purugraph
63). Under LAS 174, information on issued capital
should he disclosed. Capital maintenance adjust-
ments are distinguished between lnancial and phys-
ical capital maintenance and are equivalent to hald-
ings gains and losses on financial instruments that
are not recorded in the income statement. The minor-
iy interest that may arse rom consobidatung a sub-
sidiary is thar part of the net assets of a subsidiary
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attributable to imerests that are nol owned directly or
indirectly thraugh subsidiaries by the parent (1AS
2700 In wccordance with 1AS 27, Consolidated
Financial Statements and Accounting {or Invest-
ments in Subsidiaries, o linancial instroment classi
fied ay un equity instrument by a subsidiary is elimi-
nated on consolidation when held by the parent or
presented by the purent in the consalilated balunce
shect as a minority interest separale from the equity
of s own sharcholders. Hence, munority interest is
part of capital and reserves.

Selected Memorandum Series

Liquid Assets

108, The Guide’s concept af lguid assets—as assets
that are readily available 1o an entity 10 meet a
demand Tor cash—daes nol have an equivalent m the
F993 SNAL Therefore, lines 39 and 40 in Table 4.1,
and lings 41 and 42 in Table A3 of the CGride do not
congepiunally correspond o any J993 SN4 lines.
Monetheless, from the FOR3 SNA S [oll sequence of
aceounts, an approximation of the core measure of
liguid assets s possible by summing currency
CATRZ LY transferable deposits (ALZ22), (very) short-
term loans (AF41), and other accounts receivable
(AFSL Adding holdings of short-term (less than ong
vear malurity) securities other than shares (AF31)
and perhaps holdings for shares and ather eguity
(AES) provides an approsimation of the wider mea-
surg, These measures of liquid assets will differ from
the Guide in that cortam assets are not covensd (non-
translerable deposits of less than three maonths’
maturity amd leng-term holdings ol securities traded
on ih]uﬂl‘murlwls} uned in that several assets that ure
covered should be excluded (nontradable shart-term
securitics other than shares and other nentridable
assets of more than three months” matority ), For
deposit lukers, the Gufde excludes from liguid assets
any nontraded claims on other deposit lakers.

L0, The TASs focus more closely on liguidity than
does the /997 SMA. For deposit takers, Irom TAS
3019 the fellowing items equate most closely 1o lig-
uid assets in line 40 in Table 4.1 of the Guide: cash
and balances al the central bank, weasury bills und
other hills eligible for rediscounting wirth the central
bank, government and other securitics held for deal-
ing purposes, and market placements cxeluding
those with other banks. However, any money markel

placements of more than three months’ maturity that
cannot readily be converted into cash should be
excluded. On the other hand, investment securilics
that are traded on liquid markets should be included.
Moreaver, 1ALs 3303039 require the disclosure
ol a breakdown of asscts (and labilities) mto rele-
vanl malurity groupings based on the remaining
periad at the halance sheet date until the contractual
malurity date—ifive maturity bands are suggested,
the first two of which include assets with remaining
maturities of three months or less,

110, For nponfinancial corporations, the closest
equivalent to the concept of liquid assets used in the
Crudde 15 cash and cash equivalents—assets held lor
the purpose of meeting short-lerm cash commit-
ments rather than for investment or ather purposes
(las 7.7 Foroan investment o qualify as a cash
equivalent it must be readily convertible to o known
ament of cash and be subject tooan insignificant risk
ol change in value, Therelore, an investment nor-
mally qualifics as a cash equivalent only when it has
a short maturity ol say, three months or less [rom the
date of acquisition {1ASs 7.6 and 7.7), Faguity invest-
ments are excluded unless they are n substance cash
cquivalents (IAS 7.7, However, hank horroswings in
the lorm of overdrafts that are cepayvuble on demand
can be included fdeducted) as o component of cash
and cash equivalents (LAS 7.81—in contrast with the
Cirdefe, which classifies overdralls as o liakality e,
Cash and cash cquivalents, together with trade
receivithles with three months or less o maturity, ae
clase i concept 10 the core measure of liguid assets
in the Cuide. Such instruments are coversd within
ather financial assets (LAS 166

Short-Term Liabilities

111. The Guides definition of what is shor term and
its definition of Labilitics are the same as i the 993
SANA. However, while in the J993 5MA"s full sequence
of accounts, short-derm labilities inthe Form ol secu-
rities ather than shares (AF.31) and loans (AL 41 are
tlentified, this s not the case Tor deposits, other
accounts puvable, and financial derivatives.

112. The TASs have a similar, but not identical.
aver- and under-one vear maturity distinetion o that
used in the Guide (LAS 160 and the glossary in
LASE [2002]), unless the enterprise’s operating ¢ycle
is different rom o one year—in which cuse the

haundary with long term s different, Disclosure of



information on current labilities in accordance with
IAS .60 provides o measure of short-term liahilities
that 15 broadly consistent with the Guide's definition.
Maoreover, @ bank should disclose a breakdown of
linhilities (and assets) into relevant maturily group-
ings based on the remaining maturity at the halunce
sheet date until the contractual maturity date,
aecordance with [AS 3030, As for assets, IAS 30,33
suggests distinguishing financial labilities o five
maturity sroupings.

Monperforming Loans

113, As owilh hguid assets, the S99 SNA daes nio
have a concept corresponding o nonperlorming
louns, In the 7993 S8A s full sequence of accounts,
such Joans are indistinguishably included as part of
loans ¢ AF2Y Thus, the stock of NPLs cannol be
derived from the T9U3 S84

114, 1AS 39110 [TAS 3%.58-39.70] provides guid-
ance on identilyving asscls that may be impaired that
is broadly consistent with the approach in the Gudde.
Whereis the Guide places more ciiphasis on past
tue payments cxceeding a time Lo, guidance on
mmpairment in TAS 3% covers hoth actual breaches ol
contract (although no overdue date 15 recommended
and other evidence of impatrment. 1o addition, 1AS
A3 states that o bank should disclose (o) the
geeounting busis uscd 1o determine the carrving
amount of uncollectible loans and advances, (h)
details of changes inoany allowance aceount Tor
tmpairment allowances, (o) the aggregate amownt of
any allowance account Tor impairment losses at the
balance sheer date, and {d) the aggregate amount
inclhiuded in the hulance sheet Tor loans and advances
on which mlerest is not being accrued.' The hasis
used to determine when 1o stop aceruing inlerest may
vary across enterprises and may Jdiffer fram the
UO-day zuidelines suggested in the Guide,

Foreign-Currency-Denominated
Assets and Liabilities

LIS, The 7993 S8A does not define foreign currency
assets and liabilivies (although this information may

IEThe TAS 3% recommends continning accrual of interest on
irnpaired loans el the discount mle osed worevalue o impained
asset ([AS 391163 [TAS 3063, whereas TAS 30 discusses loans
on which interest hos stopped accruing,
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be available to economic statisticians from the source
data vsed 1o construct the national accaunts).

16, TAS 324300 [IAS 32.532(ak1}] requires disclo-
sure of information that assists users of fnancial
statements in assessing the extent ol risks associated
with, among other things, currency risk—the risk
thut the value of fnancial instruments will fluctuate
due 10 changes in foreign exchange rates. However,
the stendards doe not prescribe either the format or
leviel of dewail of the wlormation w be disclosed
(TA8s 32,4432 45 [32.51-32.52].

Met Open Position in Foreign Exchange

117, The 7993 54A does notprovide any equivalent
concepl. Under TAS 3040, a bank shoul® disclose
the amount ol any significant net {foreign currency
CXPOSUISs.

Large Exposures

118, The 7993 SAA docs not have a concept ol large
exposures hecause it is concerned with aggregate
econamic statistics rather than with the credil risks
faced by individual institational vnits. Under TAS
3048, a bank should disclose any significant con-
centration of s assets, liahilines, and off-balunce-
sheet items, Such disclosures should be mude using
breakdowns by geographical areas, coslomer or
industry aroups, or other concentration of risk gt
are appropriate in the circumstances of the bank. 1AS
3274 [LAS 32.83] notes that identification ol signif-
lcant concentrations s a matter of judgment by mun-

agement, taking into account the circumstances of

the enterprise and its debtors. Disclosure of concen-
trations of ¢redic risk includes a deseription ol the
shared characteristic that identifies cach concentra-
tion and the amount of the maximum credit risk
exposure associated with all recognized and un-
recognized financial assets sharing that charucteristic
(LAS 32,700 [IAS 32.85],

Arrears

119. In the {993 $NA’s full sequence of accounts,
there 15 no separate identification of arrears (line 70
in Table A3.2), although such an item can be included
as memorandum item (J993 SMA, 11,1010, Arrears
are not discussed in the 1ASs.
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AppendixV. Numerical Examples

Introduction

1. Thas appendix provides o series of aumerical
examples to llustrate key compilatiom and method-
olopieal concepts deseribed in the Guide und to pro-
vide guidanee on how w culealate FSLs, The exam-
ples are grouped together in the following three
secrions.

Part |1 A base data set of examples consisting of
income and expense and balance sheel statements,
as an llustiration of how the agreed FSls can be
caleulated,

Fart 2: Examples illustrating the accounting rules
Tor (1) gains and losses on financial iostruments and
(2} nleres) income oo nonperforming loans.

Part 30 Examples illustrating consolidation and
associated sector-level issues, including (1) an ex-
tended basce data set, (21 examples illustrating the
sector-wide consolidation of capital, and (31 exam-
ples illustrating accounting for goadwill in seclor-
wide capital.

While the focus of these examples is on the deposit-
taking Yector, they can also apply to other corporsle
seetors, This appendix therefore includes in addition
the following section:

Part 40 A discussion ol caleulating IFS1s for non-
financial corporations.

Part |. Base Data Set

Background

2. To illustrate the principles involved, a base data
sel for income and expense, halance sheet, and assa-
ciated memorandom items 15 provided below, which
is used to calculate FSTs, The data set provided is
consistent with the guidance in Chapler 4 and Chap-

ter 6. Nonetheless, some simplifying wssumplions
are made (o put aside the consolidation msues (and
the additional datg needs) reluting 1o the interbunk
positions and Nows that are described in Chapter 3.
These simplifying assumptions are relaxed in the later
examples on consolidation in Part 3.

The Basic Data Set of Financial Accounts

3. Inthis example, the economy has three deposit tak-
ers. There are no financial relations among them, nor
do they have Toreign branches or investments in for-
elgn subsidiaries and associates.) End-period financial
statements (income and hulunce sheet accounts) for
the three resident deposit takers ure presented in
Tables A5l and A5.2, tegether with the aggregated
income and halance sheel statements,

4. Al three deposil takers extend loans 10 residents of
the local coomomy, but the sectoral allocation differs,
Each deposit taker also extends some loans 10 noo-
residents: 4 peographica] distribudion 1s repored as an
addendum w the kalance sheet. Deposits froom (non-
bank} residents in the local economy are the mam
ferm of funding, but deposit takers 2 and 3 have also
rajsed seme signibicant wmounts throngh the wssuance
of debt securitics. Financial dervative instruments arc
used by all thiee depesil takers bur are limited 1w inter-
est rate swaps. On the income and expense side, de-
pesit taker s perlormance is weaker than the other
deposil takers’, reporting zero net income for the
period,

Computation of a Base Data Set of FSls

5. Using the guidance in Chaprer & and the base dara
set of financial accounts, Table AS.3 presents the
agreeid FSIs at the seotor level and, for illastrative

YA pated varlier, thess :I-im,lr;u'-l.:i-;m:, are unlikely o hold m prac-
tice us depesit mkers are expected 1o have finanoal relaioss wilh
ather depostt lakers i ihe reporting population,
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Table A5.1. Income and Expense Statements: Deposit Takers—Aggregated Data!

{ln millions of LLS. dollars; unless atherwise stated)

Deposic Taker | Dreporsit Taker 2 Creposic Taker 3 Aegrogation
& [t} AT BT
|, Incerast income 400 BOD 00 | 500
(i} Grostinrerest income 400 B oo | 500
(i} Lezs provisions for azcrued interest an
nenperfarming assers — —
1. Interest expenze (24 140 (o 340
3. Mot interest incgenie {= 1 misus 3) Jod Had 7aa {1 &0
4. Moninterest inceme 50 60 400 1,350
(i) Fees and commissians receivable LG icd 200 510
[ii) Gainz or lozses on financial instrurnerts 50 160 [0 150
(il Prorated earnings 50 |40 0 110
tiv] Other income 40 e A0 80
5. Grosy ingome = 3 plus 4 S50 1.3&0 &00 2510
6. Moninterest expenses 500 Al 150 1250
{il Persarnel casts 00 300 1Rl +/00
(i} Crher expenses A 300 5 550
7. Provisions (net} ad il 1o |40
(i} Leoan less provisions 50 80 o 140
{iih Oeher finananl asser provisions — —
& Merincame (before extroordinory ieens and raxes)
= 5 e f& =+ T — LSilH e 120
9. Bwtracrdinary items — = g
10 Income cx = 2 17& 448
11 Met income after tax = & s (2 + 100 o 408 244 &r2
12, Driwidends payakle — 00 140 240
13, Hetained camisgs (= 1 mings [ 2] [ 124 232

Fr a coscripeion of the fine dems, refer oo Chaprer 4

purposes, Tor each bank individually, Moreover,
where relevant, the value of the numerator and
denominator Tor cach ISIis shown, Becuuse of the
lack of linancial relations amaong the three resident
deposit takers, the seetor-level FSIs can be caleulated
using the agzregated balance sheet and income stale-
menl data shown in Tables A5 ] und AS.2, without
the need for seclor-level consolidation adjustments
discussed 0 Chapter 5. Furthermore, sinee the
depostit takers have no foreign eperations, the con-
struction of FSIs on o domestic basis is sufficient for
this coonemy.

Part 2. Accounting Rules

Treatment of Gains and Losses on
Financial Instruments in the Income
and Expense Statement

6. Lo the Guide, 10 s recommended that gains and
losses on financial instruments that are valued ar mar-
ket or Tuir value in the balance sheet be included in

the Income and expense statement in the period in
which they arise. Numerical examples are provided
brelow b Mustrate the apphication of the Gredde’s ree-
cmmendation and lnghlight the asymmetries that can
urise at the sector level in the absence of consistent
reporting of such puing and losses,

Example |

7. This example, set oul in Tables A5 and AS5.5,
hastrates the Guide™s approach to recording vnreal-
ized puins and losses on rraded instruments and high-
Lights the impact over time of adopting a different
approach,

8. [0 this example, deposit takers 1 and 2 purchase a
tracded financial assec during pericd | at u purchase
price of 100, Deposit taker | revalues the asset at its
market price at the end of cach period and records
unrealized losses during periods 2 and 3 in the income
statement. The asset is sold during peried 4, and de-
posit taker 1 records a gain ol 3 during this period. This
approach is in line with the Gride’s recommendations.

231



131

Financial Soundness Indicotors: Compilation Guide

Table A5.2. Balance Sheets: Deposit Takers—Aggregated Data/

{In millions of LLS. doflors, unless otherwise stated)

Crepazit Taker |

Deposic Taker 2

Dieposic Taker 3
C

Agerozation

) B A+B+C
Balance Sheet
14, Total assets (= 15+ & = 31} 12,450 18,201 745D 3o
15, Manfinoncial aseers 500 S50 306 ILon
I&. Financioi assers (= 17 thrawgh 32} 1,854 17701 758 36,801
17, Currency and deposis 200 200 150 54
18, Loans (after spealic provisions) %200 13,500 5.350 28450
[iv Gross loans 9,250 | 4.400 5600 5,250
(1) Interbank loans [EH 200 00 2500
fiif)  Razidentc — - —
[iiii]  Monresident | 0 Eie) &0 2500
{iiif) Mamnierkank loans 8,230 13,5040 Q00 26,750
[riid)  Cencral bank — — — —
{iitii] General government 400 5,000 2,000 T400
jiiiiiy Crher finangial carporations 300 2,000 - 2,500
(Litivy Menfinanal corperations 7000 2000 — 5,000
{iiiv) Crher domestic sactors 350 2.500 2,500 5,350
(Liivi] Monresidencs — 2000 500 2500
(i} Epecific provisions 5 5C 50 BOG
19, Debt securicies 2,150 3,000 1,300 4,550
0. Shares and ather equicy 1400 301 200 &0
2. Financial derivatives 200 200 200 &0
23, Crher azsers — 100 140
33, Lighilities (= 28 — 24| {1,050 PE,50 8850 34,400
24, Currency and deposics 10,300 1700 5150 27 050
(i) Custormer deposits 19,204 11,200 IE50 25050
{i} Interbank deposits — 504 | 500 2000
(iii) Residenc = - — —
(i §f) Monresident — 500 1,500 2,000
fiiiy Ccher qurrenoy and depouts — — —_—
25, Loans 200 300 150 £50
16, Debr securities 400 3,000 | 500 4.900
37, Dcher liskilicies 250 a0 50 I.1al
8. Debt j= 22 1 35 + 26+ 27) IFRLY | 5,800 6,850 xR
29, Financial derivatives — 700 - 70
3. Capital aod reserves 1,400 L7000 &00 3,700
iy Marraw capical 1160 160 500 2820
3. Balance sheet total {= 23 + 30 = 14} 2450 (8.zal 7.450 33191
Mermorandum Serics
Other series necded to caleutute the agreed Fils
Supervisary series  #
32 Tier | capical SO0 1,200 500 2,600
33, Tier ¥ capical 300 4 3é |, 220
3. Tier 3 capital - — — —
35, Supervisory deductians — —_ —
3%, Toral ner capical resources
{itern 33 through icemn 34 minus item 35) 1,200 | B0 8le 3,820
37, Riskeweighted assers 8500 12,800 4,120 25,520
38 Mumber of lirge exposures 1 2 | &
Series that provide o further analysis
of the balance sheet
35, Liquid asters [care) 1, Q00 2,500 S00 4000
40, Liquid assets (broad measure] 1,750 1,700 To0 5150
41, Shertaerm liabilicies £,000 [ 2,050 2,000 18,050
42, Manperforming loans 913 &60 340 |93
43, Residential real estzce loans 350 .00 2,000 3380
44, Camimercial real escate loans - 2000 — 2030
45, Geographic distribuzion of loans See addendum See addendum Ser addendumn Sew addendum
46, Foreign currency loans 000 3,000 600 4,600




5.2 (concluded)

Appendix¥ = Mumerical Examples

Creposit Taker |

Europe

Of whirh: Former Soviec Unicn, including Fussia
Middic East
Western Hernisphare

Ceposic Taker 2 DCiaposit Taker 3 Aggragarion
A B c A+B+C
47, Farsign currency lizhilines 1,200 '1..‘-31]{?!. ) 1500 £ 300
48, hlet open positizn in equities 160 ol 200 &1
49, Mer open position in fereign currency
for en-valance-sheet items (200} 500 [300) {600
Balance-shect-related series
50, Total net open pasitian in foreign currency 200 500 (200} [&00)
51, Expasures of largest deposic cakers
to largest entities in the econanmy ol 500 — 1,200
52, Exposures to affilizred entities and other
“ronnected” caunterpartas —_ g
Addendum
Geographic distribution of loons
Total loans to nanresidents 1000 2,300 I, 100 5,000
Advanced economies 500 2,000 GO ER
Fegions excluding advanced econarmies = — — —
Adrica 250 00 450
Of which: Sub-Sabara — -
Asin 250 oD 300 | 450

'Far 3 descrigzinn of the line items, reler 1o Chaprar 4,

Therelore. as can be seen in Tahle A5, lower re-
tained earnings are recorded in the periods 2 and 3
when unrealived losses anse, and a small gain is re-
corded mopeniod <4, when the asset is sold.

9. Tn contrast, while deposit taker 2 also revalues
the assel ab market prices at the end of each period,
it records only realived mains (losscsy I the income
statement. Unrealized gaims (losses) are recorded in
a valuation adjustment in the capital and reserves
accouni—ihe counmer-coiry o the increase in the
vitlne of the instrument o the balance sheet, The
asset 15 sold during period 4 at a {comulative) loss of
25, which lowers retained carnings in that period, As
can he seen in Tuble AS.d, the loss that accumulated
over several periods s recognized anly by deposil
taker 2 in pericd &4, a period when the value of the
instrument actually rose. The losses in the preceding
periods were not reflected in income.

10. For deposit taker 2, Table AS5.5 describes the
impact oo selected FSls of not recording unrealized
zains (losses) in the income statement compared with

following the Cuedde's recommendation, as 15 done
by deposit taker 1. For example, in period 2 the re-
turn on assels for deposit taker 2 s higher becuuse
meome 15 higher than i1 wouold have been il an un-
realized Joss had heen recorded 10 105 incoome,

Example 2

Il Table A5G illustrates how the exclusion of unre-
alized gains and Josses on raded instruments from
the income stement disgoizes the natre of o de-
posil Luker’s aotivily,

12. Dreposit tikers 1 oand 2 both purchase a traded
instrument. Both revalue the instrument at ks market
price; depasit taker [ records unrealized gaims and
losses in the income slatement as recommended
by the Gride, but deposit taker 2 does not. As both
depaosit takers have other income of 3 cach period. the
result is that deposit Laker 1 has net income that is both
higher and more volatile than that of deposit 1aker 2.
The relative importance of the business in raded
instruaments (o the carnings of deposit taker 1 and the
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Table A5.3. Financial Soundness Indicators: Deposit Takers—Aggregated Data!
(FSls are expressed in percentages; the underlying calculations are in millions of U.S. dollars, except as noted)

Diepasic Taker | Deposit Takar 2 Dieposit Taker 3 Sector Level
Capital-based® F5is
Regulatory capital to risk-weighted

assets® I 4% | 4% 19% I 5%
Mumeracar [line 3477 1,200 | &04 214 30
Crenominator [ine 37) B.500 13,804 4320 2550
Repulatory Tier | capital to

risk-weighted assets® I1% % 12% 0%
Murmesater [line 32] 204 1,300 500 ZAO0D
Denaminzcor [line 37 8,500 12,800 4,200 25,520
Capital to assars T Fi% T4 i T A% T 10%
Fumeratar [hine 32, line 30] 0 | 400 |, 200 |, 700 00 GO0 &0D 3,700
Crengrmnarer [line 14] 12,450 12450 18,201 18,201 7450 TASD 3BI00 38100
Maonperforming loans net of

provisions to capital® 5% 3% 9% % | 3% 153 8% 8%
turneratar [line 42 minus line 18{i] 43 43 160 160 0 0 193 93
Crenomiratar [line 36, line 30] 1,200 | 400 1,804 |, 700 Blg a00 3,820 3,700
Return on equity® — = 5T 0% BE% 73% 43% 0%
Mumeracort [line 8] — i GE &80 440 44 I 120 1,120
Crenominatare? [ine 32, line 30 Q0 | 400 |.200 1,700 500 Ll 2,600 3.700
Large expasures ta capical MNumber [line 331 3 2 | &

—{to large resident encities) Th%: 50% 42% 29% — — 467 3%
Mumeratar [line 51] o 70 500 300 — —_ 1,200 | 200
Crenominazar [line 32, line 30] 200 | 400 |,204 1,700 500 &L 2,600 3700

—ite connacted harrowers) — —_ — — — —_—
Murnesane: [line 53] T —_ — — — e
Denarnmator [line 32, line 30] el | 400 |, 200 |.700 500 00 xe00 3,700
Met open pasition in foreign

exchange to capital® —22% —l4% 42% 9% —180% —150% -23% —1&%
Murreratar [line 50) [20:) [200) 500 500 {900 [00) (A0 [&00]
Crenominacor [fime 32, line 307 200 | 400 1,200 |, 700 500 &0 2400 3700
Gross asset position in financial

derivatives to capital 22% | 4% I 7% 12% 40% 33% 13% 16%
Mumerazar [line 21] 200 200 200 040 200 200 &00 &0
Dresormivater [line 32, ling 30] S0 | 400 1,200 1,700 SO0 a00 2600 3,700
Gross liability position in finaneial

derivatives to capital - - 5B% 41% — — 7% | 9%
mumeracar [line 2] e == 7O 0 — - 0 g
Cenominater [line 32, line 30] 200 | 40 |00 |00 500 Al 2600 30000
Met open position in equitics to capital =4 s 15% [B2% A0% 33% 3% | 6%
Mumerater [line 48] 10 |0 301 301 b ina &l &01
Drencminatar [line 32, line 30] o0 | A0 I,200 1700 500 &00 A0 3,700

Asset-based FSls
Ligquid assets {cdre) to total assetst B 14% 7% 0%
Mumeratzr [line 39] 1050 2,500 500 4,000
Crencminzcor [line 14] 12,450 18,203 7450 38,0100
Liquid assets {core) to short-term

liabilicies® 1T% 25% 5% 1%
Murmeratar [line 39] 1,000 2,500 SO0 4,000
Drenarminaror [line 41] £,000 | 0,050 2000 18,050
Custormer deposits to total

{naninterbank) loans 124% B3% TI% 94
Mumerazor [line 24(i)1] 16,200 | 1200 3650 25,050
Crenominacer [line 1B{ii)] 8,250 | 3.500 5,000 16,750
Return on assets® — 4% &% 3%
Mumeracort [lioe 8] — aEl 44 1,120
Crenoimirgtor® [line 31] 12450 18,201 7450 38,101
Manperforming loans to total gross

lesins® 1% 1% 3% %
Mumerater [line 42] 93 kL] 140 553
Denominaror [line 18(0)] 2,250 I4,40:0 5,600 2935

Sectoral distribution of loans to total
loans (percentages of total)*

Deposit takers - -
[hre 18{i0i} divided by line 18{i1]
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Table A5.3 (concluded)

Dreposit Taker | Drepasic Taker 2 Deposit Taker 3 Sector Lavel

Central bank

[l DB{LIL dieided By lines FE(]] —_ - - —-
Ciecher financial COrperaLons

[lire TG i) divided by lne 1800] 5% | 4% 9%
Meonfinancial corporatiang

[line [B{iiiiv) divided by line 18(i)] T&H 14% - 3%
Orher domestic sectors

[line 1B{iitv] divided by line ISI:.:IE 4% 1 7% 45% 18%
Geavermment

[lire 1B} divided by line 18030] 43 35% 365 25%
Monresident

[{line |B{LLIY plus [B{ii)) divided by 18000] I 1% 20 i | 7%
Residential real estate loans to total loans 4% 7% I6% | 1%
Murneracar |linge 43 350 100 1,000 3,350
Crancminator [line | &(i1] %250 | 4,400 5.&00 19350
Commercial real estate loans to total loans — 14% — - E4
Mumgrscer [line 443 — 2,000 — OO0 W
Crerormiratar [ne T8(]] 2,150 14,400 5a00 29.250
Geaopraphical distribution of loans to tatal

loans {percentages of total)

[addendur items dividad by line 181{i}]
Crarmsln peanoimy 9% 0% gl Bi%
Advineed aconamies 5% | 4% 113 1%
Rgians, |_::-Qr_||.|||'.|'|gh aedvanced ecanamias - )
Adrica 3% 1% [ 1%

Gf which: Sub-Sabara — — -
Azia 3% 5% G 5
Eurape i —_ —_

Of whicls Farmer Soviet Unicn, in:luding Russia - — == —
Middle Fast — — . —
Western Hernisphore — — —
Foreign-currency-denominate:d

leans to total loans 1% 1% 1% I 6%
Mumeracar [line 48] | ) 3.000 &00 4,600
Crenominatar [line | &(1] %250 4,400 5,600 %150
Foreign-currency-denominated

liakilities to tacal liabilities 1% I5% 13% | 5%
Mumerater [line 47] 1,200 2,500 1,500 5200
Creromirater [line 23 mines line 21] 10,850 16,301 &,650 33,801

Inearme- and expense-based F5ls

Interest margin to gross income® 5% 49% 3% 4b%
Marmerator [line 1 00 G 00 |, 160
Drenarnisator [lne 5] 550 1,360 Al 3510
Trading incarme ta tetal income b 7% 17% | 0%
Mumeratar [line 4{ii)] 50 (1] (] 150
Denorminatar [line 5] 550 1,360 ] LEID
Moninterest expenses to gross ncorme® 1% 445% ; 15% 50%
Murmeratar [line &) S0 &C0 150 |, 250
Drenaminaor [line 5] 550 1,360 &0 LEI0
Personnel expenses to noninterest expenses 0% 50% 615 56
Mumeratar [line &{i}] 300 300 | G} FO0

Dencminzror [line &) SO0 &00 150 | 250

“ore Fils.

'Far the specification of the FSls, refer tn Chapeer 6.

Twee sets of cagtal ritios are shown, Tha st sec uzes T | capital (escepr for the nonpedorming loans net al provisicns 1o capital F31 which uses
retal regelarery cagital), The second sor uses toml capic and reserves.

10l line and addendum referances are 1o Tabla A5.2

AThe dacta ertrics shown for the numeracar are net income before extraordinary iters and taxes, As described in Chagmer &, nor income after extra-
erdinary items and e (line D] nignt isteas, o addiconally, be wsed as the numeraier

*The dencainacar shauld be the average value of capizzl over the period, rather than the end-period value

4The dencminacor should be the weerage valus of assets over the pericd, cather than the end-poricd value.
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Table A5.4. Recording Gains and Losses
on Traded Instruments: Case | |

Creposic Taker 2

Depasic Taker |

Capital Capiral

A Mec pOsLion & Mot position

Price ingarie {roral] incoms (zecal]

End pericd | |0 —_ 1,700 — |, 700
End pericd I 90 -4 1690 —_ 1,690
End periad 3 El] 20 1,670 —_— | &70
End pariod 4 75 5 1675 13 1,675
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potential lor greater volatility can be monitored cuach
periad. In cantrast, the net income of deposit taker 2
disguises the extent to which that deposit taker has
invested inoo potentially volatile instroment. increas
ing the patential Tor surprises when the instroment 15
sold and the entire holding sain or loss on the instro-
menl i realized woonee,

Example 3

13. Tahle A5 illustrates the problems of intra-
sectorul consistency iF deposit takers adop differ-
ent approaches o recording realized and uncealizod
eains and losses on traded instruments,

14, In the cxwmple, both deposit taker | and 2 pur-
chase o traded financial asset during pericd | ata price
af 1O [nthe st teeo columns of Table A3.7 the two
deposit takers record gains (losses) on the asset i
accordance with the recommenduations of the Gulde,

»

Table A5.5. Recording Gains and Losses on
Traded Instruments: Case 2

Levwel of F51 of Ceposic Taker 2
Felative to Depasl Taker 1

Fals Pariod 2 Perlad 3 Period 4
Return an énquity Higher Higher Lawear
Return an zssers Highes Higher Lawer
Inceresc margin o

EUDES IRCOmE Lower Lawarar Highuer
Trading gainz {losses)

Ly BUods Income Higher Higher Levwer
MHoninterest expenses

L Bross income Lower Loewwer Higher

Table A5.6. Recording Gains and Losses
on Traded Instruments: Case 3

Deposit Taker |
A Mer QF whch: Troding

inceme Faing (lasses)
Erd perizd | —_ oy
Erd period 2 0 5 5
Erd pericd ¥ 4 15 5
—i0 -]

End pericd 4 ~5

Therefore, both deposit wkers record the same entries
in their respective income statements and balanee
sheers, regurdless ol whether the asset is sold (as de-
pesit taker 2 docs o period 4 or retwined Gas deposil
taker 1 does), and regardless of whether the asser is
Beld 1o the trading oc investment hook, At the seclor
level. changes i el income reflect unrealized losses
tzains) of hoth deposic takers m the period in which
they occur. as well as u weakening capital positon for
the sector.

15, MNow, assume deposit taker 2 records only real-
irodd gains (losses) in the mcome sttement (shown as
2% i the fourth column of Table A5.7). On selling the
asset in period 4, deposit iker 2% records a loss of 23
i its income statement Tor that peried. However,
deposit wker | reflected such losses in earlier periods,
when they arose. causing asymmetries 1o arise when
ageregaling data 1o produce sector-level duta om net
income and undermining the coherence of the scetor
level data in the Gfth column of Table AS.7.

16. Further, assume that deposic taker 1. like deposit
taker 2%, also records only realived gains (losses) in
the income statement bt does not scll the asset
{shown as 1% in the sixth column in Table A5.7).
Even though both deposit taker 19 and 2% are using
the same recording approach. there are asymmatries
in the megsurcment of net income—aone depasit luker
reflects @ loss, the other records nothing—hetween
the two deposit takers, again undermining the coher-
ence of the sector-level data (seventh column of
Tuble AST).

17. The impact on the sector-level data, and thus on
any analysis, of these differcot approaches is ¢lear,
For instenee, when hoth depasit takers follow the

Creposic Taker 2

A Mot income




E
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Table A5.7. Recording Gains and Losses on Traded Instruments: Case 4

Subsector Tetal Subsector Total Subsecror Toal
Dleposit Dlepasit (Deposit Creposic {Deposic Creposit [Deposit
Taker | Taker 2 Takers | +2) Taker 3 Takers | + ) Taker 1% Talers | % 3%
Column | Column 2 Column 3 Calymin 4 Calumn 5 Column & Caolumn 7
& Met A Met A Met & e A Met A Mer A Mee
Price income incoms income incarme incame Qe incamme
End peried | (I8N — - —_ e—s = — —
Ervd pericd 2 B —10 —10 -20 — -10 —
End pericd 3 i ~2 0 —4 — =20 = s
End pericod 4 75 E L] 10 25 =20 25
End period 5 ra 5 =5 — -5 — —
=

Crdde™s recommendations, losses cease m the fourth
peried, and a small recovery in income takes place as
market prices rebound. In contrast, in the case where
ome deposit laker recards only gains and losses when
realized, the losses recorded in the fourth period
remain of the same magnitnde as in the third, despite
the small rebound in market prices. When bath de-
posit takers record gains and losses only when they
are reilized, there is no cvidence ol any worsening
perlormance undil the Tourth quarter, increasing the
possibility of a swrprise when the losses are taken.

Example 4

18, Table A5 illustrates the problems that can arise
for sector-level dara if a deposit taker records gains
and losses on s own traded debe ditferently from
another deposit taker that owns the debt,

19, Deposit tker 2 porehases o traded debt instrument
issued by deposit wker 1an pened L Both deposit tak-
ers revalee the instrument at its market price and
record unrealized sains and losses inhe ncome sae-
ment cach period. in line with the recommendations of
the Crudde, Consequently, both deposit wkers record
equal and opposile cules ntheir respective income
slalements, ensuring that net income (and capital) al
the sector level is unaffected by the claims of one
depesit tiker in the reporting pepulation on another

b Nerar, assime that deposit tiker [ decs net record
unrcalived gains (losses) on s debt liability {(deposit
taker 1# in the fourth column of Table A58 Con-
sequently, asymmetric recording approaches are fol-
lowed, and the sector’s net income is hoosted he-
canse the sector has recorded a gain in value arising
from claims an itsell, as shown in the Glth colummn of
Table AS5H.

Table A5.8. Recording Gains and Losses on Traded Instruments: Case 5

Subsector Totzl Subsectar Total
Drepaosit Creposit (Depasic Daposic [Deposit
Taker | Taker & Takers | and 2) Taker 1* Takers 1% and 2)
Column | Column 2 Celumn 3 Calumn 4 Coaluran &
Proce A Mer ingame A Met incorme A Met income & Mot income A Met inceme
End period | 90 = == — — ==
End period 2 |4 -14 10 ] a 10
End periad 3 |10 -10 10 0 a o
End pericd 4 15 ~9 5 o i 5
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Treatment of Interest on Nonperforming Loans

21, The Guide recommends that inlerest scerue con-
tinwously on loans, unless the loan is nonperforming.
Mumencal examples ure provided below that illus-
trate the application of the Geuide's recommendations
an interest acorual on loans, particularly on those
loans that are nonperforming,

Example I: Loan performs through to moturity
as envisoged by the contract {base case)

22, Ay a reference poimt, Table A5 sers out the
entries uoder interest income in the income statement
and loans in the halance sheet statement of w creditor
deposit taker when a loan performs through to matu-
rity as envisaged by the contract. Each month, the
amount of interest that has accrued is recorded as
interest income in the income statement, wich the
counter-eniey mcreasing the outstanding value of the
loan recorded in the balance sheet. As a pavment of
interest is made—aquarterly in this example—the cash
balances of the deposit waker increase by 3, and the
outstanding loan amount decreases by 3t 1000 1 the
deposit tker compiles data on only a quarterly basis,
the only entries would be the accrual ol interest of 3
and an inerease in cash balances of 3.

Example 2: Loan is classified as nenperforming,
but interest is subsequently received

23, Table A5.10 sets out the entrics under interest in-
come and loan loss provisions in the income state-
ment and under loans in the balance sheet stitement
when o deposic taker classifies a lean as nonper

-

farming but subsequently receives payments on the
[, The contractual arrangements for the loan are the
same as i cxample 1 above.

24, Tnthis example, the first-quarter interest payment
is misscd by the debtor, <o the end-first-quarter oul-
standing loan amount in the halance sheet is 103, The
[oan continues to accrue interest in the second guar
ter, but again the second-quarter interest payment
is missed, resulting 1 an cnd-secend-guarter loan
amount outstanding of 106G, At the start of the third
quirter, with payment of interest more than 90 days
overdue, the loan s clussihed as nonperforming. On
reviewing the loan, the depaosit taker considers thin
neither the amount of interest that has accrued in the
first two gquarters (0] not all the smount originally ad-
vanced will ke paid. Thus a loan loss (specilic) pro-
vision 0l 66 i muwde in Tuly, reducing the loan amaount
outstanding (after specilic provisions).

25, Asthe loan is nonperforming, accrual of inlerest
ceases, and the loan is placed on a cash basis—that
is, nointerest income 15 recorded unul payment is
made, Mevertheless, {or consistency of recording
berween the debior and the creditor, gross interest in-
come continues 10 be recorded at the contractual rale
of nterest, although e s efTset in the creditor’s income
statement by a provision lor acerued inlerest on non-
performing assets,

26, Acthe end of the third guurter, the overdue inter-
eat for the six months January=lune is paid 1ogether
with the interest of 3 lor the third gquarter. The pay-
ment increases the deposit taker's cash balances by 9,

Table A5.9. Treatment of Interest on Nonperforming Loans: Case |

Janm Feb  Mar

Apr May Jun Jul Awg Bep Qer Mew Do

Incame and expense
Intarest income | I
(i} Gross interest income | |
(il Less proviziens Tor acorueed
interest on nonperforming assers — —
Loan loss provisions

Balance sheet (assets)

Leoans [after specific provisons) a0
(i} Gross loans 101 oz oD

{ii) Specific pravisicns -
Memorandum:
Cash incarest paymants by dobtor —

10 1oz oo 101 102 1ol 02 |G
1401 193100 131 (e eIl (oK 100
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Table A5.10. Treatment of Interest on Nonperforming Loans: Case 2

Jzn Fek  Mar  Apr May  |un Jul Aug  Sep Qeot Mov Dec
Income and expenze
Irberest moome | | | | | I ] [H 3 | | |
(i} Gross interest income | | | | | | | | | | | I
(1] Less provisians for aceeued interest
cn nonparferming assers == — == — = . | 1 2
Lo less provisions A ey e BE 1 —5 Pl — R
Balance sheet
Leans (after specific provisions} 101 102 103 104 105 106 40 40 40 41 42 41
iy Gross loans e g 1w e s e 10e 10e 100 101 02 1o
[ii] Specific provisions - — - — — — £& — &l -— — --
Memaorandum:
Cash interest paymencs by debtor - — ] — - ] —_ — El -— — ]
B

with the following counter-entries: a negative loan
loss provisien ol &, partially reversing the provision
made in July: a negative provision for accrued nler-
est on nenperforming loans of 2 in the income state-
ment, reversing the provision againsl inlerest aceroed
that was recorded in the first two months of the third
guarter; and & recording of zross interest income in
Seplember of |

27, Onee the interest payments are caught up, the ex-
poctilion is that the debter will continue to make in-
terest payments according 1o the loan contract, so the
acerual of interest resumes in the fourth quarter
Monetheless, the deposit taker remains doubiul tha

all the amount advanced will be repaid, and o a spe-
cific provision of GO remains,

Example 3: Loan is classified as nonperforming,
but partial payment of interest is expected

28, 'Tahle A5 11 sets oul the entrics under interest
incame and loan loss provisions in the income state-
ment and under leans in the kalance sheer whan a
depaosit taker identifics a loan as nenperlonming bud
cxpects partial payment of interest on the loan,

29, In the first quarter, interest accrues and s paid in
accordance with the loan contract, At the end of thal

Table A5.11. Treatment of Interest on Nonperforming Loans: Case 3

Jam Feb Mar  Apr May  Jun  Jul Aug  Sep Ogr MNow Dec
Income and expense
Intorest incame | | | a5 a5 Z 05 0.5 s 0 0 4.5
(1] Grass inTerast income | | | | | | I | | | I |
(i} Less provisions for accrued incerest
an nonperforming tasecs — = = 0.5 0.5 [ 05 0 05 ! I 3
Lezan loss pravisions — — — — — — — — —
Balance sheet
Laans {after specific provisions) AT - a1 T N o R 03 N S W o T el 100 00 100 100
(i) Grass loans Lo X T 14T 14 TS I Y SO I T S I Y R 4] 1ag oo 100
(i} Specific provisions — — — — —_ - —_ - —— - —
Mermorandurm;
Cash interest payments by debror — — 3 —_ - 3 15 = = 4.5
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quarter. the outstanding loan value is 100, The de-
posit taker revicws the loan and determines that there
i evidence that the loan will not fully perlform in the
future and expects that only partial pavmens of inter-
est ol LA per quanter will be forthcoming. Therelore,
(.3 1s recorded In provisions for accrued interest on
nonperforming assets in both April and May. The bal-
ance sheet valoe of the loan at the end of each month
includes the accroal of interest income less the provi-
sion for gecrued interest on oponperlorming assets. [n
this example, unexpectedly at the end of the second
quarter interest 15 paid in accordance with the loan
contract, Therefore, the entrics in April and May for
provisions lor wecrued interest income on ponperform-
ing asscts are reversed in June. AL the end ol the
second guarter, the outstanding lean value is 100,

A Despite the payment made at the end ol the see-
ond guarter, the deposit taker continues t expect pay-
ment of 1.5 pergquaner and so continues o melude 0.5
eviry manth in provisions for acerued inlerest on non-
performing assets, The deposit taker proves o be
correcl in its expectation, and at the end ol the third
quarter the debior pays 1.5, The balance sheet value
of the loan at the end o cach month continues o in-
clude the accruul of inerest income less the pro-
vision for acerued interest on nonperforming assels.
Dring the thivd quarter, interest of 1.5 acerues and
15 actually paid, rendering the omstanding loan armoum
al the end aof the quarter again 100,

31, In the fourth guaner, the deposit taker decides
that the loan interest paviments are expected to cease,
and =0 accroal of interest ceascsthe loan is placed
o a cash basis in October. Entries are made in provi-
sions Tor aeerued interest on nonperforming loans to
the fulPamount of the contraeted rate of acerual per
ronth. The bulance sheer value of the loan ac the end
ol cach month is unchanged at [0 becaose no inter-
est 15 accrued, However, Tull pavment of interest,
including past due imterest, is made by the debror o
Drecember. Therefors, the accumulated provisions of
A5 for sccrped interest on nonperlorming loans are
reversed, and 4.3 15 recorded for imerest income in
Lthe gquarter. The outstanding loan amaunt at the end of
the quarter remains at 1000,

Part 3. Consolidation and Associated
Sector-Level Issues

32, Unlike the base case, within a financial svsrem de-
posit takers are likely w have interrelations, Therefore,

the examples below ilustrate the derivation of seclor-
leve]l consolidated data when such interrelations exist,

Extended Base Data Set
Domestic consolidated data

33, The base case is extended o include interrela-
tens ameng the three deposit takers, These transac-
tions and positions are reflected in Tables A% 12 and
A5 13, which follow the same format as Tables 11.2
and 11.3 of the Guide. Tubles A5, 14 and A5.15 pre-
sent the income and cxpense statements and halance
sheets for the three domestic deposit takers specified
it the base cuse. The first three columns are similar
to those o the base casc.? while the remaining ¢ol-
umns illustrate the derivation of secworlevel data when
interrelatons exist. The derivation is shown in two
steps o demaonstrate thal, consistent with the Goadde’s
recommendations, all inrragroup flows and positions
are eliminated, but interaroup debt and financial deri-
vatives positions are nol eliminwed (see Box 5.1), Foar
clarity, an intermediare step thal aggregates the group
consolidated data Tor hanks in the papulaton 15 also
shonwn in the rable,

(1) Cronsalidared growe data

34, The derivation of consolidated group data in-
volves the elimination of ol intragroup transactions
and positions. The [ourth column in Tables A5 14 and
M55 shows the consolidated group data for deposit
taker 2 and its subsidiary, deposit taker 3. The adjust-
ments made o climinale intragroup transactions and
positions are described below, The data that have
Been adjusted are shaded.

« Income and expensce stwtement (Table A5 14

— Fees and commissions of 13 that are receivabled
piyuble hetween deposit taker 2 and deposit
taker 3 are climinated from the group’s income
and expenses, as such fees and commissions are
intragroup lransactions,

— Degposit taker 2 recognizes [34.6 of noninterest
income ds its share of the net income of
deposit taker 30 This amount is recorded as
14 of dividends payable and 63.2 of retained
earnings by deposit taker 3. To climinate dou-
ble counting in the group data, the following
amounts are eliminaed: 1346 from noninterest

“This example differs somewhot from the base case because the
balance sheets of deposit lakers 1 and 2 incarporare interbank
Toans snd depasios with resident depasit takers (see shaded cells in
Table A5.135).




Table A5.12. Interbank Positions and Flows

AppendixV¥ = Mumerical Examples

Drarnesti Depasit Takers

Bark | Bank 2

Baonk |5 posinons
with atfier
deposit takars

Eank 25 positions
witly ity

suhsidiary

Bong 2% bositian
with ather
deposit OKETS

. Zhares and other equity!
2. Zhares and ather aquiry?
3. Moninterest income {excluding trading gains and [asses)
QF which; Fess and carmmissiong
Cividends receivazle
Prarated share of retained ernings
Gains or losses on sale of fired assets to other
depasic cakers
4. Gairs and losses on equity investments in other deposic akers

. ; d : g g
3. Menperforming loans co deposit takers in the reparting population

Current period
Provisions for accrued incerest
Specific provisions

Ourscanding pesition
Praovisiens for accrued interesc
Specific provisions

&. Short-term claims on other deposit takers in the reporting

SCONSMY (Fenaining macusicy)

20 i

i 15 15
Ti4
— 6332 —

I -
I
| e lel | |1

I
I
o

Wzlued as e proporticnare share of the parenc degosic mzker's sake in subsidiarics tassociares” capizal and reserves (and simifarly for reverss irsesc
rmens] or s the markat waue of oty aguity $2ake in ounar deposit takers. The assocare rwestment 15 attnsuted o funds contriburad by owners together

with rerined carnings (inclading thase parnings appropriated o rescrves)
2Ag valued in the balanca sheed, il different from line |

aoreeasure: of aarccwe capital,

IThese mems m gh: net be signir'l::.n; n some cooncmies, [ there are other ncnporror'ning asscr claims on acher degasic takers in the mpr.-ring (=08

lutivr, the duta series specilied initern 5 are regurad for thess assets

income, and TL4 [rem dividends pavable, and
63.2 from retained earnings,
* Bulance sheet (Table A3.15)

Dreposil tuker 2 has deposit liabilities of 10
o deposit taker 3. These deposits are eliminated
on consolidation from the group’s currencey and
depesit abilities 1o resident banks and claims on
resident banks,

Deposit taker 3 has loan labilities of [O0 9 de-
pasil tiker 20 These loans are climinated on con-
selidation from the group’s loans w and from
resident banks.

— Deposit Luker 3 also has labdlities of 7000 o de-
posit taker 2 in the form of debt securities
issued. These ure climinaed on consolidation
[romm the group’s assets and labilities,

— Deposit taker 2 has an equity investment of 301
in deposit aker 3, valued according to the pro-
rated share in the capital and reserves ol the asso-
ciate, On consolidation, 201 1= eliminated from
shares and other equity on the asset side and from

capital and reserves on the habiliy side of the
aroup's balance sheet, If the capital and reserves
for deposit takers 2 amd 3 were simply agare-
wated, there would be double counting of capital.
— Deposic takers 2 has labilities of 100 10 depaosit
taker 3 in the form of lnancial derivatives,
These dervatives are eliminated on consalida-
tion from the aroup’s assets and linbilites,
fiit Secror-level consoliduted data
35. The sixth column in Tables AS5.14 and AS.15
presents the sector-level consalidited income and bal-
ance sheet data lor the banking systene These data are
derived by aggregating the dara of deposit taker | with

the group consolidated duta (covering the activities of

deposit takers 2 and 3) and eliminating cerrain rans-
actions and positions between deposit taker | and the
gronpy; as noeted earlier, positions in debl instruments
and financial derivatives among unrelated deposit tak-
ers are not eliminated (see Chapter 3) in the sector-
level data, The data eliminated at the sector level on

241



Financial Soundness Indicators: Compilation Guide

Table A5.13. Other Intragroup Positions and Flows

u

Diamestic Deposit Taker

Crcher Group Enticies

Deposic LDeposit
taker 2 tiker 3

Balance Sheet
Linkilicies ro: —_
Creposits ] -
Loans = 100
Of wiich: Foreign-curnency-denominated
Foreign-currency linked — T
[Crebt securicies - 1,000
Finaneial derivativos 100
Oither liabilicies - —
Foresgn-currency-dencmmated labilities
Fareign-currancy-linked liabilities — —

Incorme and Expense Statements
Interast income receivable o it

Memorandurm Hems Relating

to Claims

Liguid assets claims (cor)
Liguid assers claims (broad) —_ —_
MNonperforming loans

141

consolicdation are described below, The data that have
been adjusted are shuded.
* Income and expense statement {Table A5 14)

— Fees and commissions of 15 receivable/payable
between deposit taker 2 and deposit taker 1 oare
eliminated in the sector-level consolidated data.
If thiz adjustment were not made, gross income
of the sector would be overstated.

— Deposit taker | made a gain of 5 on haldings of
equity investments in other resident deposit tak-
ars. Becuuse of the asymmetric valuation of
capilal on the fwa sides ol the balance sheet, these
aing are not offser by comnterpart [osses for the
pssuing bank. Thus, e avold overstaling net
inciomme for the sectar, these gains are eliminated
from guins and losses on Onancial instroments
and retained earnings at the sector level, Exam-
ples that illustrate the Gdde’s recommendation
[oor the measurement of sector-wide capital are
provided below.

— Dreposit mker 1 has dividends of 7 receivable
Irom ether resident deposit takers, which are
eliminated from noninterest mncome {ather
imcome) and dividends payvable in the sector-
lewel consolidated data.

— Deposic taker 2 has expensed 8 in specific pro-
visions against loans to deposit taker 1. This

prowision iz eliminatad from sector-leve] provi-
sions and retained earnings data,
« Balance sheet (Tahle A5 135)

The group consclidated data of deposit takers 2
and 3 show loans o other resident deposit tak-
ers of 50, These and any other intergroup posi-
tions in debt instruments and financial deriva-
Lives are pof eliminated o the seotor-level duta,

— Deposic taker 2 has a stock of 8 in specific pro-
visions apainst loans to deposit tuker | Followse-
ing the elimination of such provisions in the
income statement, these provisions are also elim-
inated rom the stock of specific provisions in the
seclor-level halance shect The counteradjustment
is higher retained earnings in capital and reserves,
Dreposit tker | has o portfolio equity invest-
ment of 200 in other resident deposit tkers. To
avoid double counting of capital, the market
valoe of this equity investment is deducted from
shares and other equity on the assets sude and
fronm capital and reserves in the sector-level con-
solidated data, This adjostment 15 ilustrated in the
exunples below covering the Guide™s recommen-
dution For the measurement of sector-wide capital,

Cross-border consolidoted data

36, In addition o the interrelations ameng resident
banks discussed above, il is further assumed that de-
pesit tuker 2 has o foreign deposit-taking suhsidiar
ard that deposit wker 1 has a forcign branch. More
aver, the foreign subsidiary of deposit taker 2 has a
paertfolio couity investment in deposit taker

37. The intergroup positions and flows are set out
in Table AS.16G, which Tollows the same forma as
Table 114 The cross-horder groop consolidated in-
come and balance sheet statements for deposit takers |
and 2 ure shown in the ficst and second columns of
Tables A3.17 and A3.18, The financial statements
of deposit taker 3 are subsumed within the group-
consolidated linancial statement of deposit tuker 2,

38, The adpstments made to eliminate intergroup
transactions and positiens (o derive sector-level cross-
border consolidated data are described below, The
ditta that have been adjusted are shaded.

« Income and expense statemenl (Table A3 17)

— Deposit taker 2's group receives 13 in fiees and
commissions from deposit taker s gronp, These
mtergroup fees and commissions receivable!
payable are eliminated from the sector-level data.
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Table A5.14. Income and Expense Statements: Deposit Takers—Sector-Level Consclidated Data
{Domestic Consolidated Data)'

Step ¥ Soctor

Step | Group Level
Conaohdared Conaolidate:d
Cata D Agerepazed Group Dzea F
Craposic Dreposic Creposic [=B + & /= [Group Consolidatad {= E+i= [Bectar
Taker | Taker 2 Taker 3 Consolidated Dzea E Consolidated
A B : Adjustrnent]} =0+ A) Adjustrnent])
|. Interest income 40 B 300 I, 100 [.500 |50
i} Gross iNCerest income 400 a0c 300 1,100 1.500 |50
(i} Less provisions for accrued
INTErEST 0N ADNEETorng Asers — — — — - o
L. Interest exporse (4] 140 (R 240 340 310
J. et interest income (= 1 minug 2) E] Al 204 Had 160 1160
4. Moninterest ncome £50 A0 400 50 1200 1173
{i} Fees and commissions receivable H1a 300 plvd] 485 » 595 Lgn
{it) Gaing or losses on financial A
inscruments 50 1o 100 pinil 250 245
fiii) Prarated carnings 5 140 i} 25 75 75
fiv] Other income 40 160 an 1440 280 73
5. Gross income (= 3+ 4} 550 {360 A0 L&D 2380 333
&, Moninterest expanzes ] &0 150 735 1,235 1,220
it Porsanne| costs i 300 |4 401 a0 ol
{if) Othar expenzes i) 300 30 335 535 510
7. Provisians [nec) 50 &0 1] i [40 132
{i} Loan loss provisions 50 B0 ] e 140 132
fi) O firangial asset pravisions =
8. Met income (befare extroocdinary iem
anigd tawes) (= 5 minws (5 + T AE0Q 440 Fa% QES ou!
7. Ewtracrdinary items — — — — — —
19, Ircome tax ) |74 448 A48 +48
1. Met income after tax and extranrdiaary
werns = 8 miges (94 100 404 264 537 537 533
|2 Dividends payable —_— 300 1442 3sa 389 362
13, Retaived earmings (= ) oo | F) — {0 24 148 (&% 172

For a descaguon of the line items, refer 1o Chapuer 4.

Deposit taker [ omade gains of 5 on equity
investments n o deposit laker 275 group, while
deposit taker 275 groop made losses of 10 on
couily investments in deposit laker s group.
These intergroup saing and losses are eliminated
from guins and losses on fnancizl instruments
and retained earnings in the sector-leve] consol
icdatend data.

Dreposit taker s group received 7 in dividends
from deposit teker 275 group. These inlergroup
pavments are eliminated from other income, as
well us from dividends payuble, in the seclor-
lewvel data.

Deposit taker 2's group has expensed B in spe-
cilic provisions on loans o deposit laker 17s
gronp. These expenses are eliminated Irom Loan

loss provisions and retained earnings in the secton-
lewvie] data.

« BLalance sheet {Table A5 18)
— The group of deposit taker 2 has accomulated a

stock of specific provisions of B against loans
1o the group of depesit taker | Following the
climmation of such provisions in the income
statement, this stock of specific provisians is
eliminated fram the sector-level balance sheet
data, resulting in a4 higher level of loans after
specific provisions. The counteradjustment is
higher sector-level retained carnings inocapitul
and reserves.

The group-of deposit taker | has portfolio equity
investments of 20 in the group of deposil taker 2,
and, conversely, the group ol deposit laker 2 has
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Table AS5.15. Balance Sheets: Deposit Takers—Sector-Level Consolidated Data (Domestic Consolidated Data)!
Step 2: Sectar
Sten |1 Groug Lewvel
Cansalidaced Consolidated
Cata D Ageregated Group Craca F
[eposic Creposit Dapoat (=B + C +/- [Group Consolidated 1= E +/~ [Soctor
Taker | Taker & Taker % Consolidated Diara E Caonzolidated
& B L. Adjustment]} [= D+ 4} Adjustroerd])
14. Total assets (= 5+ 16 =31 12,450 18,201 7,450 4,140 36,590 36,578
L5 Monfinancial assess 00 FA0 244 8440 1360 1,200
&, Financia! ossets {1 7 theough 22) i1e50 177a] 50 23,240 35,2%0 35,278
17, Currency and deposics 200 200 (%] 190 450 490
15 Loans (after specific provisions) 9200 13,500 5350 15,150 8350 28,358
(i) Gross loans 9,250 14,400 5,600 19,7200 29.150 29,150
(i) Inczrbank loans (e e] gk BO0 | A0 2400 1,400
[iiil  Resident 300 153 — 50 350 330
[l Rlonresident 700 7ad B0 |,350 2,050 2,050
(i) Maninterbank loans 8,250 13,500 S.000 18,500 26,750 26,750
fiiiil  Central bank — — - — — —
[niliiy General povesnmment 400 5000 2,040 F.oao s o) 7oAl
[LiLiil] Deher firancial corporations &00 2000 -— 2000 2.500 2500
(uiiv] Monfinancial corporations 700 2000 — 2,000 2,000 2.000
(i) Ocher domestic sectors 150 2,500 2,500 5,00 5,330 5,350
(il wi] Monresidents — 2,000 500 2,500 2504 2,500
(it} Bpecific provisions 50 500 150 750 a0 2
1% Dbt seceritics 2250 3,040 1,360 3,300 5,550 5,550
0. Shares and other equicy 100 301 e 2040 00 280
21, Firancial derwatives 200 200 00 300 SO0 500
1. Other assers — 190 |00 10 160
23, Ligliigeas (= 28 + 29) {1,050 14,500 &850 22141 Jarel 339
24, Currency and deposits 13,200 11,700 5150 16,540 27,040 25040
1 Custoimer deposit 16,200 1,20 3AED 14,850 25,050 25050
(i} Interbank deposits — 00 1500 | 950 1,990 1,294
findd Rsgiclent 10 — — -- —
{itiil Menresident — 420 1,500 | 9% 1,280 1.9%0
(i) Obwer currency and depasizs — s = - —
15, Leans 00 300 150 350 550 S50
e, Dbt spcurines 400 3.000 1,500 3,500 3,900 3900
17, Other liabilities 250 Hal 50 a5l 1,101 1,101
18, Debr =24 - 254+ 264 27) [5G 15.80] 4,850 21.54) 32590 157
%, Financial derivatives — e &00 &L &0
30, Capital and reserves | 400 1,700 &S00 1,999 3,359 3387
(iy Marrow czpical L1&0 1,160 L0 1,359 3519 2507
-
31, Balance sheet total (= 23+ 30 = [4) 12,450 16,201 7,450 24,140 36,590 36,578
"Far a description of the I;w g3, refer 1o Chaprer 4, .
portfelio eguity investments of 30010 the group of Deriving Sector-Wide Capital
ileposit taker L Te avedd double counting of cap-
ital, the market value of these equity investments 39, Accurately measuring sector-wide capital is cen-
is deducted from shares and other equity on the tral o monitoring the soundness of deposit-taking
assel side and from capital and reserves in the inatiftions. Therelore, it 15 important oot o overesti-
secror-leve] consolidated dat. This adjustment s mate or underestimate the actual amount of capital
showen i the examples below, which illustrate the resources aviilahle o the deposit-taking sector. In
Chuidle's recommendation for the measurement of particular, the Cruide recommends that any double
sector-wide capital. counting of capiral arising from intra-deposit-laking
244
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Table A5.16. Intergroup Positions and Flows (Cross-Border Consolidated Data)

Crrher Domestically Incorporated, Domestizally
Ceoniroiled Deposic Takers, Their Subsidiaries,'
and Branches

-Depaﬁit caker | graoup Deposic thkar 2 group

|. 3hares and ocher equity?
2 Shares and other equity as valued on balance sheec?
i Monincerest income (excluding crading gaing and lagses):
G which:
Fees and commissions
Cividends receivable
Prarated share of retined eacnngs

Gains or losses on sale of fixed assecs to other deposit takers

. #3ains and lotses on equity investments in other deposit tkees

s

Current period
Pravisions for acerued interoest
Spacific provisions
Chuestanding position
Prowvisions for accrued inceresc
Specific provisions

&, Fhort-tarm claims on other deposic mkers in the reporting econarry

[resmzining maturity)

. Monperforming loans to deposit takers in the reporting pepulation®

2 8
-
:
E & _3 [ 9
— 8

Hneluding depesic akers” brarches of segarately incorsorated subsidiaries,

Malued as the proporzionace share of the parene dopesic raker's stake in subsidiaries Yassociates’ capital arg reserves (sivrlar far reverse investments),

or a5 the rmarker value of any equicy stzke in cher deposin tsers,
As valued in the balince sheoc | differane from line 1,

“These qems might rat be significant in semie aconomies. Il there are other nonperforming asser czims on ather deposic takers 10 the reporting popu-

faticn, the datz secies specdicd initere 5 are requires for these assets,

sector equily  imvestments be eliminated. The
numerical examples below illusirate how such
elimination is undertaken for equity investments
other than i subsidiaries wd assocines under dif-
ferent scenurios.

40, As in the other examples, it is assumed that there
are three deposil lakers. Morcover, in the st period
(L) deposit taker 1 owns 5 of 60 owtstanding shares of
deposit taker 2, and (2) the shares of deposit aker 2
brave o stated or par valoe of 2 per share, which is also
their markel vilue. So, at end period 1, the equity
haldings of deposit taker | oare vidued ar 10, and the
capital of deposit laker 2 s valoed at [200 all “funds
cantributed by owners™ (SO0 To lucilitale exposition,
in the enamples below, the holdings of deposit taker |
are explicitly shown in the accounts of deposit taker 2
as “Funds Contributed by Deposit taker 1" (FCipr 1,
while lunds contributed by owners outside the sector
are shown as FOC e

Example I: Consolidation of sector-wide
capital {base case)

41, PFollowing the suidance 1 the Cuide. Tuble A5 19
Hlustrales that scctor-wide capital is nol the agerega-
tion of the capital of each of the three deposit takers,
because some of their respective capital is obtained
from within the seclor: deposit taker | owns 5 shares
ol the capital of deposit taker 2 with a value of 10,
This capital contribution by deposit taker 1 1o deposil
taker 2 must be eliminated by subtracting its market
vitlue from agaregated total capital (with the counter-
entry being the elimination from sector-wide asscls
of the equity investment of deposit taker | in deposit
Liker 20 Therelore in this instance Tor period 1. where
DT equals the deposit taker's capital,

Sector-wide capital (Period 1) =

0o+ 40 -

40+ 12 = 194,
(LN (DT 2) (DT 3

L
(F ('-'.l'.i"."' 1 )
el ke |
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Table A5.17. Income and Expense Statements: Deposit Takers—Sector-Level Consolidated Data

(Cross-Border Consolidated Data)'

Sector-Level
Consolidared Data

c
=M+ B -
Ceposit Taker | Group Drepozic Taker I Group [Inzergrodig
Censolidated Cata Carsalidated Daa Consolidated
A B Adjustmend])
I Intorest income 500 | 200 |00
(i1 Gross inberest income 500 1,200 1,700
fii} Less pravisions for acerued interest
o ponperforming assecs — - —
2. Incerest expanse e 444 540
3. Met baterest jncomre [ 1 minus 2) 400 74l &0
4. hloninterast incame 50 Ers] %33
{iy  Fees and commissicns recaivalle o 535 &30
(il Gains or losses an financial
INSLrUrmErks ad — 100 —435
(i) Proraced earnings 50 25 a
tiv) Chber income 40 240 73
5. Gross income (= 3 + 4) 450 fLA&l .03
B Moninterest expenses 535 935 1445
(i) Personnel coscs 330 Bl 924
(i} Cnher expenzes 205 335 525
7. Provisions {nec) 125 ] o
(i} Lean koss provisions 115 70 07
(i1 Orcher financial azset pravisions
8, Mat income [Defore sxtroordingry jtems and wxes
=5 minus {6 + 7)} 435 44
S, Ewrracrdinary iterms — — —
10 Income ax 448 A48
Il Werwcome after tox (8 minug (% + 10 — -3 -7
|2, Dividends payable - 377 70
13, Reraceed eornings (= 1) ninus 12 — -18% -376

Far a desceipnon of the line itams, refer to Chapter 4,

42. Note thal the equity of depasit taker [in depaosit
taker 2 s eliminated from funds contributed by de-
posil taker |, FC g ;. and the consolidated scolor
wide balance sheet reflects only cupital resources
from auwtside the seclor

Example 2: Consalidation of equity amang deposit
takers: unrealized valuation gains—case |

43, In peried 2, the net income and retained earn-
ings of deposit taker 2 are 120, The capital resources
(nel assels) of deposit taker 2 thus double, and the
market bids up the share price 10 4 per share, doubling
the market price of period | and reflecting retained
earmmgs. LIn ik equity investment, deposic taker |
experiences an unrealized valuation gain of 10,
increasing net income and retnined carnings: deposit

Laker | alao marks up the value of its equity Investment
i the bulance sheet to 200 In the example. neither
deposit taker | nor deposit taker 3 generates any other
nel neome.

44, Sector-wide capital in period 2 35 caleulated
exacluding the marker value of the equity iovestment
of depaosil wker | in deposit taker 2. From the per-
spective of deposit taker | the market value is com-
posed of 10 in purchase value and 10 in valuation
gain (and is deducted from narmow capital),t By com-

Whoen Tier 1 data arc ool available, funds contribuied by own-
ers tozether wilth retaned carmings {including those carnings
approprided woeserees ) could be wdentified g g narcow measare,



Table A5.18. Balance Sheets: Deposit Takers—Sector-Level Consolidated Data

(Cross-Border Consolidated Data)!

Appendix¥ + Mumerical Examples

Depasic Taker |

Cross-Border
Consalidated

Group Creposic Taker 2 Group
Cross-Barder

Consolidated

Secror-Level
Cross-Border
Consolidated
Data
Z

(—A. B

[Intergroup

Ciata Craza Consalidaced

L E Adjustment])
I4, Total assers (= 154 16 - 31 13,300 35.46% 45,707
15, Manfinonciel assers Q0 {1,300 {804
V6. Financial asseis = {7 through 22} 1 2,840 34049 6,707
|7, Currency and deposics 260 £4a T44
I18. Loans {after specific provisions) 10,050 2T ETD 37728
(i Gross loans 10,250 PRI 38,320
{ii}  Incerbank loans 1000 I 550 2550
[iii) Resident 300 50 350
[i.iii) Maonresident a0 1500 2,200
fidi) Maninterbank loans 9.250 16,520 35770
(iii.i] Central bank —_ 0 s
(iii.iiy General government 400 11,040 |1, 400
(Liiiity Sther financial corpomtiong 300 5.000 5,500
{Lil.iv) Manfinancial corporatizns 7.000 2,000 2,000
{iiiv) Crcher domestic dectors 1,350 £,000 7350
(i) Menresidents e 2,504 2,500
(i) Specific provisions 0 400 592
19, Debe securities 350 5,500 7550
10. Shares and other equity (I8l 259 89
21, Financial desivatives 00 300 500
12, Orher assets - 100 10
23, Lipbilipes {= I8 + 27) 11,200 33,700 44,600
4, Currency and deposits | 200 16,540 38140
i Custermer depasits 11,200 14,850 36050
(il Incerbank depasits 2,000 2,000
{1i.i] Resident = =
{ii.iiy Monresident 2,000 2,000
(i} Cxeher currency and deposicz — il 20
25 Loans 203 350 550
26, Debe securities 400 3500 1900
17. Crcher lizbilicias (1] 1210 lalb
8. Deby j= 24+ 25 + 26+ T 11,906 FEI00 4000
19, Finzncial derivatives - a0 G0
IR, Capital and reserves | 400 2785 4,107
{i} Marrow capital (R 1,830 2,988
3], Balance sheet rotal {= 23 + 30 = |4) | 3,300 35 46% 48,707

'Far = descrption of the line items, refer 1o Chapeer 4.

ponent, 1) s deducted Trom funds contributed, und
[0 15 subtracted from retained earnings of deposit
taker | I:REI-'{]T“:IZ

Sector-wide capital (Penod 21=
4} -

50 + 240 + .40 10
OT 1) (OT2) (T3 (FCp )

- 10 =310,
Ly
[seirter valiee ]

43, Sinular to sector-wide capital, an adjustment i1s
required to sector-wide income. Agaregating the net
income of the three deposit takers results in net in-
come in period 2 of 70 (consisting of 10 as unreal-

ized pains of deposit taker 1 and 60 as net income of

deposit tuker 2). However, 10 of the ner income rep-
rescits a valuation gain of the sector on itselll The
Gulde recommends that all vnrealized gains/losses
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Table A5.19. Consolidation of Sector-Wide Capital: Base Case

Period |
Caposic Taker | Dreposit Takger 2
Cash 40 Depasits 20 Lezars 2z0 Deposics |06
Loang %] Capical 40 Capital 120
D7 2 Equity 10 OF vehich: FCizgien’ E0] OF which: FCoome! 110
Purchase Value 1K QF wehich: Flopr ! 1a
Dreposit Taker 3 Consolidzeed Sector-Wide Balance Sheet
Cash Al Crepersins 2 Cazh a0 Creposits 140
Loans i Capizal 40 Loans 250 Capiral [0
OIF witich: FC e 40 O which: F oy, 190

'FC = Funds cancribured by owners.
Fompbers ~ Funds contributad by non-deposit-cakers
FCupr 1y = Funds contributed hy deposit aker [

on intrasectoral equity investments be excluded from
the income account {which constitutes an exceplion
tov the Grrde s peneral guidelines on the treatment of
viluwtion changes on financial instruments).

46, Comparzd with end period 1, sector-wide capital
has inercased by 120, reflecting the retained carnings
of deposit taker 2. The valuation gain expenenced by
deposit taker 1 adds to s retained carnings and capiral
but does not contribute any addinenal capital resources

to the sector as 4 whole, becuuse 1t represents a valua-
tion wain of the sector on asell Table A5.20 sets out the
enlries in the sector accounts,

Example 3: Consolidation of equity amang deposit
takers: unrealized valvation gains—case 2

47, In Table A5 20, the increase in price of the shares
of deposit taker 2 reflected higher rerained earnings.
In contrast, Table AS5.21 covers the treatment of o rise

Table A5.20. Consolidation of Sector-Wide Income and Capital: Unrealized Valuation Gains—Case |

Feried 2
. )
Dreposit Taker | Ceposit Taker 2
Cazh 40 Ceposits an Cash 120 Dreposits 100
Loans 14 Capiral 50 Loans a0 Capical 240
0T 2 Equity ) Of which; FCau,,! 4 Of which: FCinata! 1o
Furchaze Yalue 10 RE? 10 FCoor 1) 10
Linreealized Gain ia REZ 120
Diepasic Taker 3 Consolidzed SeczorWide Pasitian
Cash 40 Deposits 20 Cash 2] Deposits 140
Lenins 20 Capical 40 Loans 150 Capital 3o
G which: FCiouen 40 Gif wkich: Fligmen ! 180
REL |20

IFC = Funds contributed by comers,
tributes by non-doposic Takers.
Flior 1) = Funds contrbuted by deposit taker |
“RE = Retainad earnings.

FCiramy = Funds con
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Table A5.21. Consolidation of Sector-Wide Income and Capital: Unrealized Valuation Gains—Case 2

Fariod 2
Drepasic Taker | Deposic Taker 2
Cash 40 Deposics w0 Zash |20 Creposits 14
Leng 10 Capital 130 Leang 220 Capical 240
OT 2 Equicy |00 Of wehich: FComhae 40 Of wtiich: FCtne: I 1a
Purckase Walue 14 RE 1] Fliar i 10
Unrealized Gain S0 RE 124
Deposit Taker 2 Consalidated Sector-WWide Pasition
Cazh 40 Depasics 0 Cash 00 Dreposics 140
Loans 20 Capital 40 Leans 250 Capital E1E
Of which: Flapne 40 OF wikiich: Fliogen |50
RE 120
r
%

in the value of the share price due to market move-
ments unconnected with an Increasse in retained earn-
ings. Tn Table AS.21, as in Tuble A5.20, the retained
ecarnings of deposit taker 2 are 120000 period 2, but in
this cxumple the price of the shares of deposit tuker 2
rises to 200 per share. This increase in share price re-
sults in g valuation sain and higher retained earnings
of A0 for deposit taker | {see Table A521). However,
as the unrealized gain arises from the sector's claim
on itself, there are no new capital resources for the
sector as @ whole, Thus, the sectorowide adjustments
are the same as in the previows example: the market
vilue of the equity investment of deposit ker |in
deposit taker 25 deducted from sector-wide capital,
and the associated waluation gains are subtracted
from sector-wide net income.

Example 4: Consolidation of equity among deposit
takers: realized valuation gains—case |

48, In this example, in period 2, deposit taker | real
izes the valuation gains on its equity investment in
depasit taker 2 through a sale to another sector { Table
A5.225 (rherwise, the assumplions are the same as
in the first valuation example above (Table A5 20).
Al end peried 2, the cash position of deposit taker 1
hus inereased by 20, while its retained camings have

increased by 10, Because of the sale of the shares of

deposit taker | in deposit taker 2 to an entity outside
the sector, the capital resources of all the deposit tak-
ers now come from outside the sector, Therefore,

Sector-wide capital (Period 2) =

50+ 240+ 40
Wrh WOra Wory

= 330,

Table A5.22. Consolidation of Sector-Wide Income and Capital: Realized Valuation Gains—Case |

Pericd 14

Deposic Taker |
Cash &l Deposits o
Lozns 1] Capital 50
O whieh: FCione 40
L o

Deposit Taker 3
Cash 40 Croposits 0
Loans 20 Capical 40
Of which: Flinu. 40

Dreposit Taker 2

Cash 120 Drepasics G0
Lzans 220 Capital 244
Of wehich: FLoomen 110

Flinr 10

RE 120

Consolidated Secter-Wide Position

Cash 220 Drepasics 140
Loans 250 Capital 134
OF wlieh! ooy 1

RE 120
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49, [n other words, sector-wide capital in period 2 is
now simply an aggregation of the capital of the three

deposit tekers, since there are no intrascetoral equity
investments.

S Howwvever, with respect o income, an adjustment 15
required Tor scoter-level datas 1 the income data for the
three depasin takers were agoregated. sector-wide net
income would be 130 {net incomme ol P20 of deposit
taker 2 plus realized zain of 10 of deposit taker 1), Ar
the same time, sector-wide capital has increased by
140, consisting ol the nel ineeome of 120 ol deposit
taker 2 plus 20 arizsing from the sale of the eguity
investment of deposit taker 1 to another sector, Be-
cause the Credde treats all such trunsactions inode
posit lakers” equity as equity linancing transactions—
transactions that can increase/decrease capital without
having 1o go through the income account—ithe real-
ized gainsilosses of deposit taker 1 on the equiry it
cowns in deposit taker 2 must be excluded from the
ncome account. Consequently, sectorwide nel in
corme and retained earnings is 120, equal to the net
ncoane of deposit taker 2, while sector-wide capital
mereases by 140, rellecting 200in fnuncing [rom oul-
side the sector, achieving consistency in the relation-
ship between net income und capital.

51. Why does the Craide trear ransactions in deposit
takers” equity as financing transactions? It 15 be-
cause [rom o sector-wide perspective, 1L IS mimale-
rial whether the deposil taker transacting in a depaosit
taker’s equity is the original issuer of the cquity oper-
atng in the primary marcket (in which case, the trans-
action would clearly be classified as financing) or is a

E.
F]

depasit taker buying or selling in the secondary mar-
ket All salesfpurchases of deposit takers” equity vis-
a-vis other sectors are exchanges of sector equity for
capital resources with another sector, It follows that,
if the triunsaction has occurred ot g price higher than
that initially recorded in the deposit taker™s books (for
example. a sale price of 4 per share as opposed to
2 per share in the books of deposit taker 2), the gain
L depesit laker 1 has the nature of additonal paid-in
capital. which should be classified under funds con-
tributed by owners.

52, In Table A522, the realized gain is recorded as
an increase of [0 in the retnined earnings of deposit
Luker 1, because thal 1s the accounting treatment from
the individual deposit taker’s perspective, But fram
a sector-wide perspective, there is a deduction of 10
o sector-wide retained carnings Tor the reasons
explained above,

Example §: Consolidation of equity among deposit
takers: realized valuation gains—case 2

33, Inthis example, o penod 2, deposit taker 1 real-
izes the valuation gains on its equity investment in
deposit taker 2 through o sale o deposit taker 3 (Table
AS22 The remaining assumplions are the same as
in the first valuation example above (Table AS5.20),
Aboend period 2, the cash position of deposit iker |
hus incrcased by 20, while its retatned earnings have
increased v 10, Incontrast ro the previous example.
the sale has not resulted- in ownership ol deposit 1ak-
ers’ equily leaving the sector, awnership of the shares
of depasit taker 2 remains within the deposit-taking

Table A5.23. Consolidation of Sector-Wide Income and Capital: Realized Valuation Gains—Case 1

Prriod 2
Deposit Taker | Depasic Taker 2
Cash 50 Craposits 2 Cash |30 Ceposits 140
Loans 19 Capital 50 Lesans 10 Capizal 240
O waliich: Flimmen 40 O wafiich: Flonuman (L]
RE v} Flier 10
RE 124
Drepost Taker 3 Consolidiced Sector-Wide Pasicion
Cazh 20 Diaposics 20 Cash 200 Deposics 144
Lenrg 20 Capiral 40 Loans 250 Capital 310
0T & Equity 0 Of which: FCigmen 4 Of which: FComhen 154
FPurchase Walue 20 RE 120



sector, with the shares now owned by deposit taker 3
rather than deposit raker 1.1 Deposic tker 3 records
the share value at 20:5 shares at 4 per share.

34, Sector-wide capital in period 2 is calculated ex-
cluding the market value ol the equily investunent of
deposit taker 3 in deposit taker 2, From the point of
view of the sector, in pericd 2, 1) 2 dedocied from
lunds contributed and 10015 sublracted from retained
earnings, as shown below, However, as funds con-
tribured and retained earnings are not presented sepa-
rately in the Chudde, only 20 should be deducted from
sector-wide total fand narow) capital and reserves.

Sector-wide capital (Period 2) =

30+ 240 4 40— 10 1 =30
(DN (DT (DT 3) (FC,, ) (RE,. )
Jewienster valiie ]

55. Sector-wide capital is the same as in period 2 in
the unrealized valhation gain examples above. The
realization of the valuation zain by a sale o another
deposit taker has not changed total sector-wide capi-
tul, hecause no additienal capital has been ebtained
from outside seclors. In essence, the deposit-ltaking
sectar has “gained” from selling its equity at a price
higher than purchased (deposit taker | has o realized
gain ol 140 but has similarly “lost” because as o sec-
tor it has bought equity at a price higher than origi-
nally recorded inits boeoks (deposit wker 3 has pur-
chased the equity at 4 per share rather than the inital
sale price of 2 per share).

6. An adjostment is required for seotor-level income
data. 1 the meome data Tor the three deposit takers
were aggregated, sector-wide net income would be
130 inet income of 120 of deposit taker 2 plus a real-
ized gain of 10 of deposit taker 13, but sector-wide

capital has incregsed by only 120 (the net income of

deposit taker 230 Beconse the Guide treats all trans-
actions 1o deposit takers” equity as equily financing
transactions—transactions that can increase/decrease
capitil without having to go through the income
account—ihe realized zainsflosses of deposit taker |
from holding the equity of deposit taker 2 must be
excluded Irom the income account. Consisency is
achieved o the relationship between net income and
capital; sector-wide net income is 120, which is re-

A8irictly speaking, the sale misans thal depest taker 3, rather

than depasit ke 1, hes the claim on the 10 of Fonds conerhaed
o deposit taker 2 by ats owners.

AppendixV + NMumerical Examples

flected inan increase of 1200 in sector-wide capital as
comparcd with period [ (see cxample in Table A5, 1490,

57. In summary, from the four valuation examples

ahove, it can be scen that:

= The marker value of equity investments among
deposit tnkers should be eliminmed from the wsset
side of the deposit-taking sector’s balance sheet and
from total (and narrow) capital and reserves,

+ Al realized and unrealized painsflosses from de-
posit tekers” ownersiip of and transaclions o cquity
of other depeosit takers must be excluded from
sector-wide income.

Accounting for Goodwill in Sector-Wide Capital
Example I: Purchase with cash (o

58, 1o this example. there are theee deposit takers o
the economy, Deposit taker | has 1000 shares ou-
standing at o markel value of 10 per share, deposit
tiker 2 has 400 shares outstanding a1 5 per share, and
deposit mker 3 has 500 shares owstanding at 5 per
shure, Deposil taker 1 then buys all of the shares of
deposit taker 2 with cash at a market price of 5 per
share (total cost 20000, becoming a 100 parcent
orwvnier o deposit tiker 20 The net assel value of deposil
tiker 205 L300, The difference between the net assct
value and the price paid 1s goodwill (3003, This
amaount 15 not recorded as an asset by deposit wker 1.

59, Table A5.24 presents 1he balunce sheets ol de-
posil takers | and 2 prior 1o the purchase, the balance
sheet of deposit taker 1 after the purchase, the bal-
ance sheet of deposit taker 3, and the sector-wide
balance sheet. In line with Guide recommendutions,
the balunce sheets are all assumed o be marked-to-
market, including for fixed assers.

ol Aller the purchase. cash declines by 2,000 in the
balance sheet of deposit taker |, offset by o provated
claim on a subsidiary (1500} and 500 of goodwill,
which is deducted from assets and from capital and
reserves. On consolidation at the sectar level, the pro-
rated claim of deposit taker | on the subsidiary is cli-
rrtinated Trom assets, with the counteradjustment made
in the capital of the subsidiary (deposit taker 2).

Example 2: Purchase by issuing new shares

6l In this exumple, the assumptions are the same as
in cxample 1 above, except that deposit taker 1 pur-
chases the 400 of shares of deposit taker 2 by issuing
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Table A5.24. Goodwill and Sector-Wide Capital: Purchase with Cash

~

Positions Prior 1a

Furchase Secror-Yvide
(ac markes valec) Aok Positon
Creposin Creposit Creposic Taker | Deposit Elirmimatad in OT 1 {after purchase)
taker | tker I {afrer purchase) Taker 1 Consolidation ~0T2 16873
Balance shoet
Assets
Cash 4,000 500 000 404 — 2500
Ocher assers 000 1,500 8,000 3,200 — 12,700
Frorated claim on subsidiary i, r.a. |.500 i, I.500 0
Toral assers 12,000 2,000 [1,500 3,600 - | 5,600
Liabilities and capital
Liabilities 2,000 500 2,000 &00 3100
Capital | G, 0 |.500 500 3,000 — 1,500 | 2,500
Teeal Latulivies and capital 12,000 2000 I 1,500 3,500 - 15,600

200 of its own shares o the owners of deposit taker |
ar the market price of 10 per share,

62, In this example (Table AS25), the cash on the
bulance sheet of deposit taker | does nat decrease fol-
lowing purchase, and the prorated claim of deposit
taker 1 on deposit taker 2 (1,500) increascs assels.
There is a corresponding increase in capital, re-
Mected in the 2,000 of equity issued loss the 500 of
goodwill deducted. The rationale 15 that while de-
posit taker 1 has issued 2000 of equity, it has pur-

chazed "ouly™ 1,300 in assets (net). On consolidution
at the sector level, the proruted claim on the subsidiacy
is climingted from asserts, On the debic side of the
sector-level balance sheet, there is a counteradjustiment
in the capital of the subsidiary (07 23, Goodwill s
eliminated from the debit side of the balance sheet
af depasit taker 1, with the counteradjustment made
in capital. However, because equity rather than cash
was used for the purchase, the overall halance sheer
{and capital) is 2,000 greater than in the example in
Table A5 24

Table A5.25. Goodwill and Sector-Wide Capital: Purchase by Issuing Shares

Positions Prior 1a
Purchasa
[2r markec value)

Sector-YWide

Pasition
Arnounts

Depaosit Daposit Deposit Taker | Diepaosit Hirmirsited in DT T {after purchase)
taker | taker & fafrar purchase) Taker 3 Cansolidation +DOT2+0T3
Balance sheet
Assets
Cazh 4,000 500 4,000 400 — 4,900
Cicher assers 000 [.500 8,004 3200 s |'2.700
Pravated elaim on subsidiary mn.a. A, 1,50 . | 500 0
Toral assers 13,004 2000 13,500 3,600 == 17,600
Liabilities ond capital
Liabilities 2000 s00 2,000 E00 == ERTE
Capital 16,000 |,504 [ 1,500 3,000 1.500 4,500
Total [abilites and capeal | 2,000 000 13,500 3600 — | 7.600
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Table A5.26. Income and Expense Statements: Nonfinancial Corporations—Sector-Level

Consolidated Data!

Hecoor-Level
Consalidated
Lata
A B+ D+
Maonfinancial Manfinancial Monfinancial [Sectar
Corporation | Caorporaticn 7 Carporation 3 Agaregation Cansalidation
A B C A-B+C Adjustrnant)
I Revenus from sales of goods and
services (excluding indirect sales
LAMEL] 5.0 <000 | 0.0 1800 21800
1. Coast of sales a0 200.0 1,500.0 [ [
3. Cperating incamee (= | miows 7) feL oo 2000 Jvoo Iv00
4. Intercst income 0.4 2.2 3.3 11.9 1.4
5. Interest expense 12.6 14.0 200 466 46 &
& Other ncome (net) 1.0 1040 50 160 E.E‘
7. et incame fhefore sxtraordinary
iterns grd taxesy (= 2+ 4 minus
5+ £ 2).2 1987 1943 3713 3443
2, Extraordinary itermns == - — = —
%, Corporate income mxes _ 40.0 g9 789 THY
10, Met income after taxes
{= 7 minus {8 + 9) 212 158.2 |55.4 2924 245 4
|1, Dividends payable = 1080 105.0 2130 a4
12, Retoined cormings = (0 minus 1] =212 3LE S04 E T4

For a description of the ling iverns. refer te Chapuer 4,

Part 4. Calculating FSls for
Nonfinancial Corporations

63, The following cxamples illusirate the application
af the principles invalved in deriving sector-level data
and FS1s for nonfinancial corporations,

The Data Set

6d. A ser of data for mmcome und expense, balance
sheer, and ussociated memorandum llems is pro-
vided below and 15 used to culoulate FS1s, The data
sel provided is consistent with the guidelines in
Chapters 4 and 7.

5. In this example, the cconomy has three resident
nonfinancial corporations® There are linancial rela-
tioms aroong them m the Torm of cross-haldings of det
and cquity securities, but none of the cquity holdings
qualify as an associate investment, End-period linan-

A nored i Chaprer 5. dita might he compiled on Both dames-
teally controlled cross-border consclidated and domestic consoli-
dated bases, The earended dota set Tor deposit tekers illusteates the
issues mvalved in compiling domesticsly centrelled cross-horder
consalidared data

cial statements (neome and halance sheet accounts)
for the three resident corporations are presented in
Tables AS5.26 and AS5.27, together with aggregated
and sector-level income and halance sheet statements,

66, Among the corporgtions, it can be seen thal cor-
paration 3 1s the largest in terms of total assers, fol-
lowed by corporation 2. All three corporations have
substantial holdings of nonfinancial produced asseis
ifixed assets and inventories) and nonproduced
assels (lor example, land) employed in the produc-
tion of nonlinancial reods and services, Corpora-
tiems 2 and 3 also have large holdings of financial
dasels and strong capital pesitions. By contrast, cor-
poraticn 1 has minimal holdings of financial assets
and 4 madest capital position. On the incame and ex-
pense side, corporation 1 had a loss in the current pe-
riod, Corporations 2 and 3 had profits for the period
thut exceeded dividends payable,

Computation of Sector-Level Data and FSls

67, Using the guidance in Chapter 7 and the finan-
cial statements of the three nonfinancial corpora-
tioms, Tahle A528 presents the agreed FSIs at the
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Table A5.27. Balance Sheets: Nonfinancial Corporations—Sector-Level Consolidated Data!l

Sector-Level
Cansolidaced

Draca
A+B-C+-
Fenfinarcial Manfinancial Manfinancial {Sectar
Corporation | Corporation 2 Corporation 3 Aggregation Caonsalidacion
A B 4R A+B+C Adjustroert)
13, Total assets (= 14 4 17 1260 LAY B3iF 0 1.724.0 1709
14, Nonfingncia ossels [E50 S50 5e00 {3350 (L3350
13, Produced 50 3700 AT 1, 135.0 1,135.0
Of which: (1) Fixed assets 20.0 5000 4100 |, G000 1000
(i} Inviencories 50 Fo.0 a0 1350 135.0
& Meonproduced 30,0 B0 0.0 2000 2000
17, Finoncial assets (.8 fing 2FLR 3894 3740
18, Currency and deposits 0.4 40,0 | SO0 190,45 | 904
19, Dehr securities 0.2 4.0 00 119z 110.2
Qf which: lssued by athes
ronfinancizl corporatizns
in repoerting populiton — 2.4 400 &0.0 £0.4
2. Shares and ocher equity 250 500 750 &0
21 Trade credit — it ia 5.0 La
2% Financial derivatives ot EEY 40 5.1 L3
23 Ocher assots o1 1o 24 3.1 3.
4. Total iiotities (= 27 + 20) 04,0 ole A0 7os.0 o8
25, Loans 00 — —— 00 200
16, Debt securicies 840 2000 4000 a84.0 a84.0
27, Trade credit — — —
18. Other labilities > = =2 — —_
25, Db = 25 thegugle 28) (4.0 2000 4000 7040 o4 0
i0, Financial derivatives — 1.0 — 1.0 |0
3. Capital and resorves I 5800 437.0 | Qb0 104,00
(il Marrow capical® 200 300 0.0 430.0 4150
¥4 Balance sheet total
={24 + 31 =13) | 260 Tal.0 giy.0 1,F24.0 1,700
Memarandum series?
Other series required to caleulate
the agreed F5ls
33 Inrerest income receivable from
orher nonfirancal corparations — FRL 4.4 6.0
34, Earnings before interest and tax
{icerns 3 + 4 + & minus 33 ~B.6 zlnz 103 4119
35, D service payrments | 6.6 240 454 286
J&. Corporate net hreﬁ,n exchange
exposure for an-halance-sheet items — 10 400 6.0
37. Taoral corporace net foreign
edchange axpasire - 0 pran 0.0
Intrascctor positions and flows
Cividends receivable from other
nanfinancial corporations? 1.0 [ .0
Gains/losses on equity investments in
ather nanfinancial carporacions? - 0 in 30

"Far a dascripnon of the line iwems, refer o Chaprer 4,
Yncluded in Takle |17 of the Guide.
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Table A5.28. Financial Soundness Indicators: Monfinancial Corporations—Sector-Level

Consolidated Datal-2

Monfinancial Manfinzncial Monfinancial
Corporatian | Corparation & Carporation 3 Secror Level

Total debt to equity 473% 520% 36% §7% 2% 364% 7o 170%
Mumeratzr {line 2%) |G 0.0 2000 2000 4000 400.0 040 To4.0
Crenorminator (line 31 and 310} 224 20.0 5600 300.0 4370 104 10040 4154
Return on equity -39% 43% 3a% T0% 48% 191% 41% 9%
Mumerator e 34) —R.60 —R.60 1020 21020 210030 210030 41190 41190
Crenominator (line 31 and 310} 2200 2000 BE0.00 300090 437.00 11200 LEO400 41500
Debt-service coverage -52% B34% 4465 472%
Mumeracer {line 34 plus line 33} —H.a A i 24l 473
Crenominatar (line 333 6.6 24.0 48.0 BE&
Met foreign exchange exposure

to equity (on balance sheet) s — —1% -1% 9% 36% 4% 9%
Mumerzcor (line 36) — - -A.0 —.0 40.0 400 340 160
Drenormirater dine 21 and 31{i}) 2.0 0.0 S&0.0 300.0 437.0 1100 1.004.0 & 5.0
Total net foreign exchange

exposure to equity — - 0% =% 5% 20% 2% 5%
Murrerator (line 37} — — -2.0 -1.0 0 o 00 0.0
Denorminatar {line 31 and 311{i}) o 20 Sa00 3000 437.0 1160 | Q0 0 4150

Murmber of applications for
protection from creditors

1o

"For the specification of the F5ls, refer to Chapler 7.

Twa serns of ranios are thawn Tor those s ng {api:af the first sor uses coral capmal. cansistent with che gefinition of na Fl the scoond soo uses narrow

capital, an additicn] zpproach (sea Apsendie ).

sector level and, for tllustrative purposes. for each
corporation individually, Morcover, where relevant,
the numerator and denominator for each FST are
shown. The last columns in Tables A5.20 and A5.27
shonw the sector-level conselidated data that are used
to caloulate FSIs and incorporate the sector-level con-
solidaton adjustments dizscussed in Chapter 5, The
dita series that have heen adjusted are highlighied.
The adjustments are described heloa

+ [ncome and expense statement { Table A5 20)

— Corporation 2 and corporation 3 have valuation
gains af 5 on their holdings of cquity investments
in other nonfinancial corporations in the reparting
population (sce the second tem under irrrasecior
posittony and fows i Taldle AS27), which are
climinated froim other mcome (net) and from
retained carnings in the sector-level consolidated
clata,

— Corporation 2 and corporation 3 have dividends
receivable of 2 from corporations 1o the reporting
population {see the fArst ilem under Serasecior
positionry g fows i Table A5 271 which are
climimated from ather income (net) and dividends
pavable in the sector-level consoliduted duta.

— Caorporation 2 and corporation 3 also receive in-

terest income from corporations in the reporting
population (see memorandum item 333, hut
these intrasector pavments net oul in the net
income line and are therefare pof eliminated
fram the oross interest income and Interest
expense hnes (lines <4 and 3 in the sector-level
consolidated income and expense statement,

= Balunce sheet (Table AS.27)

— Corporation 2 and corporation 3 have portfolio

equity investments of 13 in corporations in the
reporting population, To avoid double counting
af capital, the market value of these equity
ivestments s deducted from shares and other
equity on the asset side and from capital and
reserves in the sector-level data,

Corporation 2 and corporation 3 also hold debt
instruments wssued by corporations in the report-
ing population (see ilem 19 in the balance sheet
staterments), but these intrasector holdings are ner
climinated in the sector-level data, thus enabling
the monitoring of risk ciposure and potential
comlagion.
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AppendixVIl. Remaining Issues: Provisioning,
Interest Rate Risk, and
Stress Testing

1. The Guide provides puidance for the purpose of
compiling and disseminating FSls. Monetheless, in
the course of the discussions preparing the Guide, i
became clear that on some issues related o the devel-
opment of data for use in supporting macropradentis)
analysis, there was no international cansensus or besl
practice o draw on. This appendix describes current
practices and concepts on three such issues, (1) pro-
visioning, (2} measuring interest rate risk, and {3)
stress testing, with the objective of supporting
national efforts o further develop this work.

Part 1. Approaches to the Classification
of Assets and Provisioning

Introduction

2. There 15 no international consensus on best provi-
sioning pracuces, resulling in signilican differences
armnong countries in the reported financial stalements
of deposit takers. This undermines meaningful cross-
country comparisons of 51 data, The BCBS and the
IMF have published several papers to encourage best
practices.! In this section, various approaches to pro-
‘-’ii&iﬂrling are reviewed to help indicate a possible
Iramework within which key decisions on provision-
ing palicy could be addressed ® These approaches do
notl necessarily consntute international best practice,
The (fwide relies on national practice in identifying
loan loss provisions.

3. In 2003, the World Bank undertook a stady titled
“Bank Loan Classilication and Provisioning Practices

IThese include BCRS (1599} Cortavarmna and ethers (2000,
wrud Song {2002

AL the IMF Executive Boacd mecting on FS1s in July 20010, in
developing hanmeniced stmdards and practices for compiling
F514, in consultation with relevant intermaiona] standard-sening
erganizations, the Dicectors staled, “Special altention should he
given o improving the intermationsl comparability of data for
nenperforming assels and provisions, and cthe valuation of lizhili
tiey as well as asgsers.”

in Selecred Developed and Emerging Countries”
{hereafter referred 1o as BLOP) that provides the best
overall information on current practices.? This text s
largely hased on that <tudy.

Loan Classification and Review

4. The BLCT found that authorities in all 29 countrics
surveyed roquire banks to establish loan review pro-
cedures 1o examine the quality of individual loans or
partfolios of loans for classification and provisioning
purposes. However, the practices adopted are diverse
as 15 the frequency ol review.

Loan classification

5. While the BLCP found a very wide range of philo-

sophics and pructices, in almost all the countries sui-

veved, the supervisor has the awthorily to issue pru-
dential regulations regarding classilication of loans.

These classilications vary across countries. bat an

example is provided in the loan classilication scheme

proposed by the Institute for International Finance

(LA I has live catezorics:

+ Stovrdaedd, Credit 15 sound and all principal and in-
terest payments arg current. Repayment difficulties
dare oot foreseen under current circumstances, and
full repavment 15 expected.

= Warch (special inenvion ). The credit is sulyect to con-
ditions that, if lell uncorrected, could rise concemns

“See Laurin and Majnani (20001 The study drew oo dota eol
lected by the Basel Core Principles Linson Group {CPLG)Y on
practices of its 24 members. Couneries surveyed included Franee,
Crerrvany. Ttaly, Topan. the Metherlands, the United Emgdom, and
the Linited Stares, among the G- 10 counteics, Mon-Go 1D eeuniries
were Argenting, Ausirahia, Brogil, Chile. China, the Crech Bepub-
lie: Hong Kong SAR, India, the Hepuhlic of Keree, Moxico, Rus
sia, Sewdi Acabia, Singapoce, South Afrca, Spain, and the West
Arican Monelary Unicn D8 AR

Fhe 11F s a private scotor assocignion of financial instinions
that analveses risks in emernmng markel coconomics, scrvcs a8
forum G wembers 1o discuss key policy ssues m emerzing mar-
ket Ninonee and regulution, and promoces collaboraion between
rncrthers and muoltilicral insirenions.
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aboul full repayment. Such credit requires moee than
narmal attention by cradit olficers.

= Substandand, Full repayment s in doubt due 1o
inaidequate protection (for example, oo account of
diminished obligor net worth or collateraly. andfor
intergst or principal or both are more than 90 days
averdue. These assets show underlving, well-
defined weaknesses that could lead o probahble loss
it not corrected.

* Dowbefuld. Assets for which collectiondliguidation in
full is determined hy bank management o he im-
probable due o current conditions, andfor interest
or principal ar both are overdue more than 180 days.
Assets e thiy category are considered impaired’
but are not yvet considered total losses because
some pending factors may strengthen the assets
cuality {merger, new financing, or capitul injection),

= Laoss (weite-off) Anoasset is downgraded w loss
when management considers 1 to be virtually
uncollectible, andfor principal vr interest or both
are overdue more than one year,

6. As further examples, the Joan clussilfication
schemes of the United States and Tapan are provided
in Boxes A6] and AG2.

Review practices

7. Country practices differ on whether ex post or ex
ante iformation should be used e assess loan classi-
frcation, Ex post methods rely on specilic observable
evidence from past behavior (such as 90-day nonpay-
ment of imerest and/or principaly or from the cument
condition of the debtor. Ex ante methods assess future
losses by considening Torward-looking information
and a wide range of factors that could affect the abil.
ity of the deblor to meet the loan conditions. Reliance
o ¢x ame methods has been increasing with the shift
toward more risk-focused supervision and the use of
internal models 0o evaluate risk.

8. In addition, other differences among country

practices are evident:

= Some countries follow stundard regulatory pre-
scriprions: others allow internal hank evaluations,

= Some countries evaluate the portfolio on an asset-
by-asacl basis, others require ereditors to treal the
entire portfolio of loans o o single borrower as

Hempired 15 a supervisary teon tiat implies that there are doubis
veeer whether all the amounts due under a conteact will be paid.

Box Ab.l. U.S. Loan Classification System
(Commercial Bank Examination Manual)

= Standard assets. Loans in chis cacegory are perferming
and have sound fundamertals, (Fundamentals include the
harrower’s overzll financial condition, resources and cash
floowe, credit history, and characrer, They alse include the
purpose of the lozn and types of secandary sources of
repaynent.)

+ Bpecially mentioned loans. Loans in this category are
parferming but have potential weaknesses that, if not cor-
rected, may weaken the loan and the banks asset gqualicy.
Examples are credit that the lending officer is wnable w
propecly supervise, an inadeguate loan agreement, uncar-
wiinty of the condition of collaceral, or other deviations
from prodent lending pracrices.

= Substandord loans, Lozns in chis gacegory bave well-
defined weaknetses, where the current sound worth zfid
paying capacicy of the borrowar is not assured. Orderly
repayment of deb is in jecpardy.

+ Doubtful loans. Doubeful laans exhibit all che characer-
istics of substandard loans, with the added characteristics
that collection in full is highly questionable and improba-
ble. Classification of “loss” is deferred because of specific
pending factors that may strengthen the assee Such fac-
tors include merger, acquisition, or liquidanon proce-
dures: capical injection; perfecting liens on addinenal czl-
lazeral; and refinancing plans.
Loss leans, These loans are considered uncallecrible and
of such lictle value that thoir continuance as bankable
assets is not warraneed. Ths chssification does net mean
that the asser has absolutely na recavery or salvage value
buc racher that it is not practical or desirable to defer full
provision of wriming off this basically wearthless loan, Par-
tial recovery may be effected in the future.

*

Box A6.2. Loan Classification System
of Japanese Financial Supervisory Agency

» Category | Assers with no problems in terms of

callectabilicy.

Category [, Assers with higher collectabiliny risk chan ner-

mal because of difficulties in fulfilling cantracted conditions,

or due to concerns about the credin risk of the borrower

5% previsoning required).

Category . Assets with concerns over final collectizn

of value. Losses ave likely to be incurred, b i s difficult

to make estimates of the timing and scale of losses (05

provisiening reguired).

¢ Cotegory [V, Azzers that are assessed as uncollectible or
of o value.

.
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impaired if any of the loans to that borrower are
impaired.

= The degree to which collateral, guarantees, or other
mitigating factors can be taken into consideration
VAries.

= The definition ol restructured roulled avsets and
whether they are treated as impaired varies across
COUNries.

Standard resulatory prescriptions versus allowing
imternal bank evaluarions

9. Some countries have prescriptive sysiems that
spectly definitions for classilying loans into different
categories based on the likelihood of default, The
BLOP suzgests that countries with less sophisticated
supervisory syslems often opl for these maore explicit
systems because they can be easier to monitor, pro-
vide for greater comparability, create a more cven
playing feld among banks, promate better public
understanding, and facilitate the compiling of staristi-
cil measures Tor off-sile supervision amd disscmina-
ton. Although there seems e be some convergence
among these prescriptive svstems toward the use of
the five categories of loan qualivy outlined above,
numercus exceptions were found,

. Some other countrics have systems that stress
management responsibility in classifving loans and
setting the size of provisions, with supervisors and
aucitors focusing on the oversight of the adequacy ol
the banks’ own internal evaluations and procedures
and how well they are implemented. Depending on
the country, banks may cither be required 1o establizsh
a classification svstem or be provided with a basic
definition of what constitutes impaired asseis, with
little orhe guidance regarding the appropriate siee of
ProviSIons,

Classification of multiple loans

11. The BLCP shows that although just over half of
the countries in its sample require the downgrading
af all loans to a common debtor iF any ol these leans
are classilied as impaired, other countries permit a
debtor’s loans o be evaluated separately or leave the
decision to the discretion of individoa] banks. More-
over, an impertant related issue is whether the stan-
dards apply to the specific debtor thut issued the
impaired assel or Lo hroader groups ol related enter-
prises, under the presumption that weaknesses within
one part of a group suggest weakness throughout the
FTOUp.

Codlareral and guaraniees

12. Collateral und puarantees are oll-balance-
sheet instruments that can reduce the ultimate loss
aon tmpaired credits; however, the BLCT found
wide differences in supervisory practice. In some
jurisdictions the type and amount ol collateral and
sparantees may be taken into consideration in
determining (1) whether the credit is impaired,
(2} the recoverable amount and thereby the classi-
fication of the credit, and {3) the sive of provisions
needed. Often, the types of acceplable collateral
and their valuation are regulated. and real estare
collateral often receives special attention.

13, The liguidity of collateral and the enforceability
of claims on collateral and guarantees were found 1o
sometimes aflect elossification and provisiening,
For example, a more creditworthy classification of
an assel may be permitted i liquid securities are
used as colluteral instead of real estate. Where real
cslale is used as collateral, several countries require
reductions in its value (including down to rera) the
lomger the period of nonrepayment of the credil
MNonetheless, fewer than one-thivd of respondents
considered the condition of collteral in classilving
leans, giving welzht wo the view that the quality of a
loan should be judged in its own right independent
of collateral and guaramees. Moreover, collateral
may involve different debtors, pavment conditions
and flews, and maturies: it may also be character-
ized by a different probability of pauyment thun the
origina lean® Indeed, there is some prevalence of
the practice not to consider declines in the value of
loan collatera] or guarantees as o basis Tor classify-
ing the loan os impaired, although i such circum-
stances special mention status could be justified,

14, Disclosures ol the treatment of collateral would
permit a mers ready comparison of data from countries
that follow different practices regarding provisions,

Classification of restrocired trowbled Toans

15, Restructured troubled loans are those Tor which
the lender grants concessions it would not otherwise
grant because of the debtor's financial difficulty,
Restrocturing and the lending of new Tunds o cover

SPlar I of the revised Basel Capital Accond (Basel I recam-
mends i general disclosore by all bank of total gross credit expo-
s, by major type of credil exposurne {soch as leans, securitiss, and
OTE deavatives) withawr taking into account the effects of credit
mitigation such as collateral. (See BCRS, 2003, Table 4, po 1600)
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the nonpaviment of older debis can disguize weak-
ness in credits, and therefore some regulators have
rules to deline restructured troubled loans 1o prevent
such practices.” Although payvments on restructured
troubled loans may continue, they often are treated
identically with tmpaired assets for provisioning puar-
poses until & record of pavment is established, alter
which they cun be opgraded.

16, The BLCP found that 13 of 23 countries deline
restructured troubled loans by regulation; explicit
definiticns were much more common outside the
Ci- 10 countries,

Frequency of review

17. The BLCP dats indicate that 16 of 23 countries
require loan review for classification purposcs at
least every quarter, Often, more frequent review 13
required for large exposures or for assets deemed
less creditworthy.

Provisioning

18. Given the classification of an asset, what size of
provision should be applicd? Do provisions relate 1o
specific and identifiable events resulling in loss, or 1o
prohuble losses? When is specific and general provi-
sioning used? How should collateral be treated? Ave
there specific levels of provisioning lor cuch asscl
classilication, or 15 this the prerogative of individual
banks, or case by case? Difleremt philosophies and
practices exist on these matters,

Do provisions relate to specific and identifiable
events resulting in loss, or to probable losses?

19, In practice, this issuc appears 1o be closely
related 1o whether classification standards are pre.
scribed by regulation covering readily observable
factors or whether they are bused on more compre-
hensive and diffuse reviews of the condition of the
hoerrewer. The BLCT found that countries, especially
emerging market coonomics, that prescribe classifi-
cation rules also frequently prescribe provisioning

I hen general improvemants inomacket barrowing conditions
acenr, banks may renegatiote Joan conditiens with their clicnts
that are unrelated Lo any wesknesses m the loon. Soch sestroctun-
ing daes nal resolt in adverse clussilicaton of the loan or in pro-
vistomimg. Thus, repolations st Beoalble o distinguish betwesn
rearneciurings of eubled assets aod beneticial restrecturing of
IO B, '

levels so that they are simple, verifiable, and enloree.
able. In contrast, countries that emphasize general
cuidance on elassification tend o base provisioning
more on estimates of probable losses, which some.
times are based on internal models and estimates of
probabilivies of default (P and of losses given
default (LG These latter countries might permit
provisions Lo be sel within ranges.

When are specific and general provisioning used?

20, A specific provision is a current charge reflect-
ing the loss in value of Impaired assets, In contrast,
a general provision is a rescrve within the capital
account that reflects the amount of losses that a
portfolio may expericnce. A dynamic provision is q
form of general provision that iy adjusted sver the
conrse of the economic eycle—being built up during
pood cconomic imes and drawn down in down-
turns—ILe provide lor sulficient reserves over the
entire life of the financial instrument. Dynamic pro-
visioning is @ new concepl practiced anly in Spain
among the countries covered in the BLOP study.®

How should collateral be treated?

21. The discussion above on collateral and guaran

tees deseribes some of the ways in which collateral
can reduce the ulumate loss on impaived credis,
The BLCP found that 12 of the 23 countries permit-
ted the use ol collateral to reduce the size of provi-
sians, with its use most common among the G-10
countries in the sample” Where use of collateral
wits permitted in sening provision levels, wide vari-
ation was Tound in the types of collateral permitted
in different siruations and its valuation,

Are there specific levels of provisioning
for each asset classification, or is this
the prerogative of individual banks?

22, As noted above, different countries Tollow difler
enl philesophies. The BLCP provided data on the level
of provisions set for different assel classifications in

Fhee de Lis, Pagds, and Rauirineg (20000,

FThe BLECP does not deal with possikle reazons for this patterm.
b i it stems Fom the geaster necoverabiline of colluteral in G- 10
counlries because of the depth of their markets and efficiency of
Their legal sesteme, then the use of callateal Tor seting provismons
may be wospecial case ruther than a general pattern: Tnany aven
simple coe-oane relationship exists between the market value of
thie collaterad and the ofTset it can provide for provisioning pumpeses
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Table A6.1. Levels of Provisions for Different Loan Classifications

tumber of Countring

Months of

Mogt Common Level of Typical Range of

Classificarian Specifying Provisions anpayrment Pravisions {In percent) Pravisions [(In parcent)
Standard i - I 0351

Specal mention 621 Upre3 Ford -5
Substandard 1323 Over Jorupo & 2 10-25
Drzubeiul |2/23 Civer & 50 50-75
Write-cff 1023 Mo guidance ([l (B}

each country based on g classification system o line

with thut of the TIF, as summarized in Table A6, 1,

= The column “Number af Countries Specilving Pro-

visions” indicales the nomber oul of the 23 coun
trigs at cach classification level that reguires spe-
cific levels of provisioning. [t appears that only
aboot one-hall of the respondents require specific
provisioning levels, which means thul commaon
international patterns have nol yet heen established,
and that in many countries banks probably have
substantinl leeway in scuing provisions.
The column “Months of Nonpayment™ provides
Lthe number of months of nonpayment of principal
or interest on the loan that is considered evidence
of specific levels of impairment. There appears to
be some convergence on three months as evi-
dence ol basic impairment, and six months as evi-
dence of more severe impairment among those
countries that provide such guidelines.

» The remaining columns provide information on
the moest comumon levels of provisioning for cach
loan cutegory and a typical range [or provisions,
expressed as a percentage of the value ol the asset,
Although there are hints of convergence around
certa®n values, there are too few cuses among the
23 respondents to conclude that there are seneral
international practices,

Tax Treatment of Loan Loss Provisions

23, The wx deduction of specific provisions, which
the BLCP found to be nearly universal, alfects the
reporied income, halance sheet. and the capital ade-
quacy ratio, However, variations in s deductibility
exist: fewer than one-third ol respondents permit tax
deductibility of gencrul provisions, und various caps
or special conditions apply 10 tax deductibility in
some cases, The timing of tax deduetbilicy for pro-
visions varies, which alfects the reponed income: the
study showed thar a small number o respondents

parmit tax deductions ouly in write-afl oc near write-
ol T situanons,

Disclosure

24, In general, deposit takers are currently nuol
expected o provide detaled information on the clas-
sification of loans. Tn contrast, the BLCP found thar
disclosure of agerepate information on total provi-
sicns an the current period is more common. Finally,
the BLCP found that in praciice, most G-10 and non-
=10 supervizsors do not impose penalties on banks
that breach disclosure requirements, lo summiry,
with o few exceplions, the disclosure requirements of
loan classification and provisioning are not strong.

Conclusions

25, While there 18 increascd awareness ol the need
for good classilication and provisioning systems,
the evidence also suggests that little convergence has
occurred o dale amoeng countrics. There are, however,
a number of methods and approaches that are in prac-
tice i a large number of countries: carrving out loan
review on a quarterly or more frequent buasis, adopt-
ing & multistage classification system, and classily-
ing loans indepandently of the conditon of collat-
eral and guarantees. Futire movement in these arens
could considerably contribute (o tmprovemants in
the usefulness and comparahility of 1'51s, bur they
are the responsibility of internatiomal and regional
standard setters in accounting, supervision. valuu-
rion, and aoditing,

Part 2. Measuring Interest Rate Risk

26. Beeause of their role in financial intermediation
and the nature of their assets and liabilities, deposi
tkers need Lo manage interest e risk—that is, the
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Table Ab.2. Interest Rate Risk!
{in thousonds of units of occount, as of the end of period)

g3 | 4% 712
Months Meanchs Manths

-2 25 5-1D 10-1% | 520
fears | Tears Years Tears fears

20 aars
and Abceen

Asiels
Crebe instruments

Liabilines
Diebe instruments

Interest-race-haged
financial derivatives

Differance

Curnulative

L

'Far fimed-rate instrumnonts 1o receiveipay fied--ate linked payirent, expeceed amounts oo be paidieceived are recorded accorging 1o heir remaining
miaturity. This., fee a sord with just under tws years e matarizy and annual coupon paymneans. the amourt of the sl coupan papmens will be wwludaed
in the fme buckel column of 7-1 3 months angd the remainder of tha payrmencs 10 the one o oo years time buckes column,

Foer wariable-rare instrurments conTracs e recciverzay wariable-cace-lnked sayments, arcounts expecied to be paid or recrived are recordes o the tima
period ac which the nexs repriciag of interest rates 15 schedules o acean Thus, a bond ca which the interest is due e be repriced every six monzhs will
irzlude the redempicn amcans of the band and the nexe scheduled inTeress pypiment under aithar the first or secend time buckes columne, depending an

hgwe recenly the repricing eoourred

Far intarest-race-based finascial dervatiees, tie not amounts expocted 1o be received (1) or poid -1 are te be recarded in 2ach sime periad, as

appropriate,

exposire of capital to inmtersst rate changes, How-
ever, standard practices do not exist Tor menitoring
this risk al the sector level Y5 The technigues lor
menitoring mlerest rate risk are soll being devel-
oped. by the BCBS and other institutions, Drwing
on thase approaches used by individual institutions,
this appendix deseribes two common approaches—
the “gap” model and duration. Measuring the cffects
of interest rate changes on interest income and
cxpense Bsing the “interest rale repricing gap”™ madel
is also described.

The Gap Model
Price effects

27, One approach to assessing mlerest rate changes
on the market price of a portfolio of assets and la-
bilites is to use gap analveis, Under this approach,
expected payments on assets and labilities are sorted

M hanges i infersst rales change the present value of tuture
cash Clivars angd e some cases the cash losss thaemselves,
U Spnrces of interest mie nsk are discussed in BOBS (2008300,

inte varions tme Chuckers™ according 1o the Ume to
repricing for Moating-rale instruments and the time
until payments are due for fixedorate instruments,
As with duration, debt assets and labilities that are
market or lair valoed could be covered. The oct
amounts (eceipts minus payments) expected under
single-curreney inwerest-rate-bascd fnancial deriva-
tives are also included, Table AG.2 provides an illus-
iration of the 1ime buckets thal could he ser

28, The net difference (gap) or the gross pesitions
in each ume bucket can he multiplied by some
assumed change in interest rnes and discounted, 10
gain an indication of the interest rate sensitivity of
deposit lakers' portlolio of financial assets and lia-
bilities, For mstunce, one approach could be to con-
sider the Impact ol the largest interest rate change
ohserved in recent history or some muoltiple of the
standard deviation of intercst rates in recent times,

EAmeaney pavable on demand sre included o the Bira
bucket—zero ta three meniths,
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29, The gap approach has the advantage of simplicity
und intuitive appeal. But by grouping diflerent assets
together under broad time buckels, it can mask mis-
maiches in maturities ameng assets in the same time
buckel. For cxample, liabilities may 1end to be repriced
toward the end of the range of maturites in a bucket,
while assets may tend e be repriced woward the begin

ning. To uveid this problem, the measure of duration
provides a more acceurite measure ol Cxposure o inter-
est rate risk; it is descrbed later in this appendix.

Implementing the gap model

3. The wse of the gap medel can be demonstrated
with reference 10 the first two columns of Table Ad3
showing the annual cash Tlow paviments an two finan-
cial instruments. IF instrument | is assumed 1o be an
asser and instriment 2 a lahilite, the gain ar loss asso-
ciated with a change 1 the shape of the yvield curve can
b estimated as shown in Table A6 3:

3. The difference between NPV and NPV, provides
the capitul gain or loss associated with the assumed
change in interest rates. Thus, in Table A3, the steep-
ening of the vield curve results in a capital loss ol 32
(=84 25 For a portdfolio of assets and liabilities with
cash flows oceurring at different umes within each
bucket, o weighted average discount factor Tor cach
hucket can be used, with the weights given by the pro-
portional size of the individoul cash {lows occurring in
each bucket

32, Positions in Anancial dervatives can be incomo-
rated into the gap analyvsis by estimating changes in the

-
&

Table A6.3. Example of Gap Analysis

Gaps (MAssets

Tirme fisset  Labilies  minus Liabilinesy NPV NPV
O | years 20 7 14 % 9
13 years 0 70 10 S 3
2-3 years a0 o 10 g B
34 years B0 0 I I 7
45 yaars a0 1070 —350 &0 —&01
S years 1,080 1080 &00 559

23 -9

'MPY = Mer presenc valiee) = Gap o= Discount facter specified in che first row

af Tahle M6 K.

Py = Met present valuey = Gap 3 Discount factar specified o the secand

row 0 Tanle ALK,

net present value of expected fulure paymentsireceipts
as imterest rutes change. For nstance, if the expected
perymment on a bond futures comract in lve years” ime
changed from 0 to [0, the change in the present value
of the axpected payvment of 6.1 would partially offse
thedee) the capital Joss expected when the vield curve
beconmes more steep, 4

Met interest income effects

33, By considering the time to repricing of assets
and linhilines, the effect of an interest rute change on
mterest income and expense can be estimated, The
so-called repricing gap model allocates interest

hearing assets and liabilities into buckets according
Lo their time o repricing, and the sap betwesn assets
and liabilitics in cach bucket is then used to estimate
the net interest income exposure o inlercst rane
changes." For example, inlerest-rate-sensitive nssets
and lahilitics with a tme o repricing of one year or
less are shown in Table Af,4.09

3, The one-day gap indicates a difference of
minus 1O million berween asscts and liabilities
being repriced in one day. A proportionate rise in
interest rates on these assets and linhilities wouold
therefore lower net interest income because there
are more interest-ride-sensitive habilities than assets
in this bucket.

35, More generally, Tor u given change in interast
rates (AR Lthe repricing gap can he used 1w caleu-
late the changes in income in cach bucket i

ANet interest income, = GAP % AR, 18

36. For the first bucket, the impact of a 1 percent rae
increase (AR = 000 en Tuture Income 1s — 0000017
By repeating the calculation for each bucket, the over-
all effect on net interest income for a one-vear horizon

alculated by multiplying
(LG0T

EMeasuring the effecl ol interest oue changes onointeresl
income and expense sheoll inclode &l interest-bearing instru-
reznts, whether they ane fuir vilued or no,

Valernutively, cash flows associated with expeeted fulure
interesr mcome and inleresl expenses can be specitfied and dis-
counted 1o the corrent pericod.

e difterent interest rutes are wsed Far assets and Dahilities, the
assumed change 1 mies will need o be applied w asses and Tia
bilines separately m each buckel mather than 3o the gap hetween
asgels und labilities i each bucket.

=10 million} = {hi] .

10 by e disconnt factor of
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Table Aé.4. Interest-Rate-Sensitive Assets and Liabilities with a Time to Repricing

of OneYear or Less
{In millions)

Time o Repricng Assers Liabilities Gaps (Assers Minus Liabilites) Curmubie Gap
| day 20 30 =i o
Mere chan | day e 3 rmonchs 20 40 ~10 =20
Mare than 3 monchs te 6 months 0 a5 —15 35
Meare char & manchs te 12 months a0 Bl i -5

(if unnualized interest rates are applied 10 each time ¥ N

bucket) can be estimated. Depending on the tme hori- Y CF x DF %1 Z PV

aon used, it may be necessary (o discount the impact 0= "'\, = '_\f. :

D the saps W the corrent paeriod.

37. Pasitions in interest-rate-based financial deriyv-
alives can he incorporated into this analysis by
recalculating the expected luture receipts und pay-
ments as interest rates change, For instance, if fol-
lowing the interest rate shock the change in expected
net receipis/payvments on an interesl rale swap con-
tract maturing in 12 months is +130,000, this par-
pally oftscts (hedges) the net interest income loss
on nonderivative positions associaled with the rate
chunge.

Duration

38, Duratien'™ measures the malurity of an instra-
ment by taking account of the size and timing of pay-
ments between now and matarity, Even if the matu-
rities of fnancial assets and labilites ure matched, a
difference in the timing of the cash Dows on those
wisets and labilities can expose institutions o gains
for losses) as interest rates chunge. Thos, the longer
the duration of the portfolio of assets or labilities,
the greater the gains (or losses) for any given change
in interest rates ¥

30, A simple measure of duration (Macaulay Dura-
tiony can be calculated for any fixed-income security
b wsing the seneral formula set our below:

TThis scetion s based on Saooaders L1999 and Jurien (19970

uration iy wodimect measure of the imerest rate sensitlivity or
clasticity of an asset or labnhity, The larger the numerical vilue of
duratien (20, the more sensitive the price ol that asser o labiliy
is o changes mointerest mtes, For imstance, for small changes in
interest retes, bond prices meve inoan inversely praportianal Bask
icen pecording the size of L0 JPA7 = =D|dRA L + R)

S CE % DF,

r=| 1 |
wihere

£ = Daration measured 0 years for istument

CFo = Cash flow to be received on the linancial

instrarnent at end of period o
A = Lust period in which the cash flow is received
Cmaturity of mstrument);

4 = Inscount Tactor = 140 + &)Y, where R is the
vield or current level of interest rates in the
market (the discount rates on government
bonds are commuonly used as the discount

o factor, B, w orellect the time value of money):
>, = Summation sign for addition of all wrms for
=l =1 to r=N; and

PV, = Present value of the cash Tow due at the end
of the period 1, which equals CF, = f3

Duration of a single instrument

401 T tllustrate how duration can be measured Tor a
single deht security, suppose the annual coupon on @
curchond is & percent, the face value of the bond is
51,000, and the current yield o maturity (&) i ulso
¥ percent. The caleulation of durstion (£ 0s shown
in Table AG.5,

1. Many honds carry floating interest rates Linked 1o
market rates, The duration of such floating-rate instru-

ments s the me interval weowhen the next coupon or

inferest payment is readjusted o reflect current inter-
est rate conditions, referred 1o as the ume (o repricing
ol the mstrument, For instance, if a foating-rate note
with a coupon rate set at the beginning of each vear 13
bought i the rmiddle of the first year, 10 has duration
of a hall-vear.
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Table A6.5. Duration (D) of a Six-Year Eurchond with 8 Percent Coupon and Yield

OF

Tiine F, CF, » DF;
| ad 05259 T4.07
2 EQ DEST3 LR.59
x| ad 0738 G351
4 Ba 07350 5R.80
5 ad 0 &R0 E4q.45
& 1,080 06302 £80.58

|,000.00

Duration of a portfolio

42, The duration ol o portlolio ol financial instru-
ments can he caleulated as a simple weighted average
ol individuul durations. This is the measure of dura-
tion specified in the memaoranda items e the deposil
taker's halance sheet {Table A3.2) For example, il x,
represcnts the share of the portfolio invested in band
i. the partfolio duration is

i

Dp=23 5D

1-1
where £2; is the duration of bond (.

43, Thus a portfolio with $100 million. equally
ivested m five-year bonds und one-year bonds with
respective durations of 44065 vears and 1 year, has
duration ol (0.5 x 4 4657 + (0.5 % [} = 2,733 years,

44, Table AG6 provides an illustration for a port-
folic of two usset and twe liability interest-rate-
sensitive instruments, where the pertfolio duration
for assets (/M) is 441 vears and for labilities (240
15 625 wears,

45, Al traded debt instruments that are marked to
markel or Tair valued on the balance sheet can he
ncluded o the caleulation of pordelio duration.2?
Relevant positions in financial derivanves and off-
balance-sheet instruments should also be included in
the analysis of interest rate risk (sce helow)

“hile demand deposits ane not wswally included m messoees
of duration used 1o assess price revaluetion effects, et the end of
this section there is & discussion of measoring dureation Tor these
instrianents o the event that they wee far valued.

CFow DR

Caloulation of Duration (L)

rany 4,992
137.17 L= ——— 4993 years
| %052 I, G5, 6

23521
Py ek
4,083 .50

49577

Duration at the sector level

4. Measures of duration at the secror fevel can be
cialeulated as u simple weighted average of the indi-
vidual deposit taker’s asscl and liubility duraions,
using as weights the market value of the imstruments
included in the institution's measure of douration. The
market values used as weights may be derived from
the instrument analysis shown o Tabkle 4.1 or may be
obtained direetly from the reporting institetions, To
illustrate. Table A6.7 shows the derivation of sector-
wide duration data,

47, While the concept is simple to expross, experience
has shown that there are practical difficulues in com-
piling sector-level duration data, For instance, there 15
a necd [0 ensure consislency among reporting insti-
tutions in terms of instrument coverage and discound
ratels) applicd e cash TTows.

48, Omnce measures of duration for positiens o the
assets and luhilities included in the analysis are com-

Table Aé.6. Portfolio Duration

Parifolio

Curavon Marker Cruration

[ Yalue Wsight & D,
Bssets
(g 5 72 .71 3.53
D 3 ;0 o o
[ ([ 120 4.41
Liabilities
(B 4 24 .25 1.0
i 7 & o715 535
ot 80 .00 6.15
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Table A6.7. Sector-Level Duration

Partialio
Duratian Market Dhueratian
Ly Walue  Wyeight x, n
Bssets
Institatian | 26 200 051 1,33
Institurion 2 37 2 018 (.58
Instiucion 3 4 |20 0.3t |4
391 1,041 341
Liabilities
Insticucion | 2 (E=1v) 0,49 0,77
Instituticon 2 7 40 0.la [HE|
Instivucion 3 3 EII E E
370 1.0 ENE]

piled, assumed changes in interest rates can be mea-
surcd in terms of their impact on the market values of
those assets and liabilides and thos on the capial (£
of an instmtion (sector), as follows:

A

AE=—[NA =Dt | Ax——,
{1+ &

where

[ £33 — L734] = Adjusted duration gap;
A = Assel size; and
M
— = Inmterest rate change.
1+ &

49, In other words, the tatal effect of interest rare

changes on the value ol institutions” (he sectors)

capital 15 composed ol three effects:

= The leverage-adiusted duration o = |05 LY,
where U7 = duration of assews; 25 = duration of
lighilities; and & = the leverage ratio, which is
coual 1o liabilitiesfassels, This gap is measured in
vears and rellects the degree ol duration mismateh
for the assets and liabilities included in the analy-
sis. Specifically, the larger this gap is in absolute
terms, the more exposed inslitutions are 10 interes
rate Cl'lEiI'.lgCh.

= The size of the institurions = A, where the erm A
measures the siee o institulions” assets included
in the analysis. The larger the assets, the larger the
potential capital exposure from any given interest
rate changes,

o The size of the Dnterest rate shock = ARNL + R). The
larger the interest rate change, the greater the Lnpact
an capital.

Weaknesses in using duration meagsures
Lerge interest rate clianpes and convexity

50, While duration accurately measures the price sen-
sitivity of fixed-income instnoments for small changes
i incerest rales, ! lor large inlerest rale incredscs,
duration erverpredicts the fall in hond prices, and for
lurge interest rate decreases, duration underpredicts
the increase in bond prices. This arises becaose the
homed price-yvield relationship is convex rather than lin-
car, ws assumed by the basic durstion model. Further
precision can be obtained by recognizang the second
derivitive of yield changes (convexity) by measuring
the chiange in the slope of the price-vicld curve around
i given point. Just as duration (£ measures the slope
ellcer (dPRERY, a new parnmeler cap be specified (OXD
o rneasure the curvature eflect (7P of the frice-
vield curve so that the estmated price change for a
fixed-income bond, for example, 1s given by
ar oo AR sy E

- +-CX AR
poo(1kR) 2 (&%)

51, The (st term in the cguation is simple duration
(0, and the second term is the second-order effect of
an imterest rte change, that is, the convexity or curva-
ture adjustment.

52, Asin the case of duration, the convexity of a
portdelio of lxed-income instruments cun be derived
from a simple weighted average of the components
of the pertfolio convexity, Thus, if & 15 the propor-
tion nvested 1 bond §owith convexily CX, portfolio
convexity (CX,) can be approximated by

N
€X, =3 1K,

53, Aosimilar approach can be used to derive the con-
vexily of portfolios ol the sector level, where CX; rep-
resents the convexity of msawition & portfolio, and
represents the amount invested by institution ¢ in the
partfalic as o proportion of the aegresate investiment
by all reporing ostilutions,

The tern sfructure of inderest rales

54, A key assumplion of the simple duration model
onutlined above is that the vield corve ar the term strue-

A Sanders (19990 suggests thar durstian presides an aecucan
e el sensivity W interest rate changes when such changes
are of the order of one basiz point.
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ture of interest rates is flat (that is, & is the same across
all matunties). This assumption is unlikely 10 hold in
practice—the yield curve is often upward or downward
sloping across maturities, depending on the expected
future path ol interest rates. For more precision, alter-
native measures of duration can account for the possi-
hility of changes in the shape of the yield curve by
using speciiic discount Factors o cuch matority;

W gt W
LN CeR(I+R)
=l

35, Todllostrute, the example in Tuble A6 caleu-
lates duration for a two-instument portfolio when
the vield curve s not flat. The first row of Table AGS
uses an upward-sloping vicld corve, and the second
roes repeats the calculanon using a vield curve with
4 steeper slope.

Financia! derivative positions

56. To assess the extent to which the interest rate
duration gap is covered (hedged) by lnancial deriva-
tive positions, the expected gain (loss) on derivative
positions for the sector needs (o0 be estimated for the
assumed change in ioterest rates. Such information
may be difficult to compile, even if the data are avail-

able. While for lorwards the change in value arising
friom changes in interest rates 1s of a linear nature, this
15 nel troe for options, which are complex instru-
ments w price and reprice,

57. The interpluy of factors in determining the impact
of interest rate changes on deposit takers” capital 15 5
reasan for the growing interest in the use of siress
tesls, These ure described in the next section of this
appendix,

Measuring duration for mortgages, mortgage-
baocked securities, and demand depaosits

58, The dorution of some insinoments can be difficult
to caleulate, notably mortzuges, mortoare-hacked
securities, and demand deposits.

59, The difficulty with mortgages and mortgase-
backed securities arises from the risk of prepaviment
ol principal {prepayment risk). As the level of interest
rates Talls, morgage debilors have an incentive 1o pre-
pay their existing fixed-rate morigage and refinance
wilh o new morlgaee at g lower rate of interest, mak-
ing the projection of future cash flows uncertain,
Most probably, the prepayment behavior of mortgage
detrors should be modeled on past behavior

Table A&.8. Duration (D¥)VYWhen theYield Curve Is Upward Sloping

Upaweard
Time  Iescroment | Instrument 2 Sloping
it Ck CF, XCF Tield Curve ICF w D, A o | Caleutation of Druration
=
| a0 « 70 150 8.0% 108 0.9259 13889 138,89 ,_ B.285.33
;. a0 70 150 8.8% 14(1 088} = 0.8448 126,72 25343 O = ——— = 462681 years
3 a0 70 150 9.4% 141094 - 0.7637 114.56 34168 1. 790,42
4 &0 i 150 GE%E 11 058y = 0.6880 103,20 412,80
5 a0 1070 1150 10.2% L1023y = 04153 F7.eD 353802
& [l V] 10.3% LIS = 05553 59575 359850
175072 23533
Steopening
of tield
Curve oF, TCF=DE ECFxDOF xt
A8% IWL068  =09363 140,45 | 4045 800398
a1% ALOG1E - 08558 12536 156.73 b = ———— = 458586 years
2.1% 1510913 = 07701 1550 146,53 LFaaas
9.6% IALO%6Y = 06930 10356 41582
10.5% 111055 = 0.6070 658,05 3430725
6% 116y = 05176 55503 335421
|,745.36 800598
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tl). The difficulty with demand deposil accounts

arises because, while payable on demand, the actual

timing of repayment 3s uncertain, There are several
possible approaches (o definimg the duration for such
depesits.

* Demand deposits can be considered as honds thar
are instantly repayable, Under this assumption, the
duration of demand deposits is approximately zero,

+ More directly, the net withdrawal sensitivity of
demanid deposits (ALY to interest rate changes
(AR} can be examined. Because demand deposits
pay etther low cxplicit or tmplicit interest—awhers
implicit interest rakes forms such as subsidized
checking lees—there tend o be increased with-
drawals and switching into higher viclding instru-
ments s interest rates rise. Regression analysis can
be vsed to estimale this sensitivity.

= Simulations, based on forecases of future interest
rates anid the net withdrawals of depositors over
same future Ume period, can be used o estimare
cash flows, Taking the discounted present values
of these cash flows, a duration measure can be
caleulated.

6l 1naddition, banks may chaose nat to move rates
paid on deposits in line with murcket rates, further
complicating the measurcment of Inlerest rate risk
CRPOSULL,

Part 3. FSls and Stress Testing

62, F5ls can be used in comunction with stress test
ing to cnhanee the gquality of financial stability
analvsis, This secton ol the appendix outlines how
this can be done, while highlighting (heir different
roles and the limits this places on their comparabil-
ity, Tt briefly describes whal o stress test is but does
not discuss how 1o conduct one, Rather, 1t references
relevant analyiical work tha provides an overview of
this complex topic.2?

63, Stress testing aims o assess the impact of poten-
tial shocks on the soundness of a (nancial system by
applving them 1o a model of the system, The Lype of
shock is choseo to represent idemtifiable risks, while
the madel is customized 10 reflect the structure of the
linancial system. For many countries, the model can

AN averview of siesslesting methods 15 provided in Jones,
Fhllsers, and Slack (2004 and in Blaschke and athers (20011,

be quite simple—a spreadshest of the balance sheets
and income staements of banks in the system—
while in complex Dinancial sysiems, institutions” risk
management models can be used, 2 Typically, stross
tests will evaluwte the change in the capital of the
financial sector stemuing rom a particular macro-
ceonomic event, such as an exchange rate deprecia-
ton or a recession-induced deterioration in asset
quality, The size of stress test shocks should be
“large but plavsible” since the results of a shock that
s regarded as oo extreme may not he credible,
Stress tests are used o represent nperocconomic
scenarios that can involve several simultancous
(Meorrelated”) shocks, They are also used for sensi-
tivity analysis where the shock’s impact is evaluated
separately to assess the vulnerghility of the financial
swstem 1o specific risk [aclors, "

ad, Stress testing and FSTs play different but comple-
mentary roles i surveillance. Suress testing is o tool
for analyzing the financial system that is foreuard
looking in the sense that it seeks 10 assess the inpact
af possible macrocconomic cvents whose probahility
is uncertain, In contrast, FS1Is are data showing the
currcnt condition of the system. Each surveillance tool
can contribute o the eflectivencss of the other in sev-
eral wiys,
= An oanalysis of FSIs can be used prior (o a stress-
tesring exercise 10 help identify the vulnerahilites
that need 1o be analyred further through stress west-
ing. For cxample, if FSIoshow that the net open
position in foreign currency 15 signilicant in either
the banking ar corporate sectors, Uns would sug-
west that stress 1esting using an exchange rate shock
is needed,
= The outpur of simple stress tests s ofien shown as
achange io an FSI-the regulatory capital ratia. In
same siress lests, changes in other FSIs are also
reported, in which case they can provide informu-
Lo on {or “henchmark™) the relationship among
the FSls, allowing them o be used wgether more
effectively. ! For example. shocks to assess credit
risk could reveal how much the NPL 1o gross loans
F51 would need 1o increase w push the capital ratio
ESI below B percent. This relationship would be
based on an assumption buill into the stress tese
about how banks provision against NPLs derived
frovm supervisory gpuidelines, This information

Flar a deseription of how g stess st was implemented moa
comples Neamcial syvstem, see Hogaerth and Whitley {20030

1 This point is developed w IMEF (2002d 5,
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would help users of FSls judse how concerned
they should be when they observe a delerioration
in asset-guality FSIs,

= Stress tests can shed light on the sensitivity of I'51s
Ly institugional or regulatory changes. For example,
they could reveal how o change in loan classifi-
cation or provisioming rules would affect the capi-
tal rutio FS1,

+ Stress tests can shed light on vulnerabilities in areas
where data [or the FSIs are lacking by relying on
mlormed assumptions, which could be based on
analegous situations in other countries or qualitative
infarmation, For example, if data on the foreign cur-
rency liabilities of the corporate sector are lacking,
partial duta Frim a few banks could be used as the
hasis for an assumption aboul this exposure in o
stress test. OF course, the lmitatons that these
assumplions impose on the analysis must be wken
Nt ccount.

65, The scope for exploiting the complementarity
hetween stress testing and FS1s 15 probahly greatest
in the area of market risk, hecause of the relatively
advanced state of market risk modeling and  stress
testing. This can be ao attractive option, becapse
market risk FSIs for interest rate risk (that is, dor-
tion) and [oreign exchange risk can he technically
difficult to compile.2326 I iz most likely to be feasi-
Ble i more sophisticated (Inancial systems where
financial mstitutions that face significant market risk
conduet frequent market risk stress wests as an inte-
eral part of their risk management. In principle, the
output of these stress lests could be used to generate
a measure of patential loss arising from market risk
that could serve as a saoundness indicator, Since the
cost of jmplementing additional stress rests 15 low,
the autharities may be able 10 work with these insti-
tutions o implement standardized shocks at regular
intervals that can then he agaregated (which protects
conlidentiality) to produce it The results (rom these
stress tests could be presented o a form comparable
1o a market visk FSEifor example, as o measure of
lass relative 1o capital for a shock of a given size),
However, in implementing such an approach. o num

ber of technical issues would need o he addressed,

“hlarket interest vare risk shaold be distinguished Trom the li-
gudity risk arising froemn the maturity misimasteh on banks” balanes
sheets, deriving frovn therr matorily trensformation rele. that is
caplursd by cither FSls such as the ratie of liguid asseis e shanl-
term likalitees.

e section on interest rate risk o this sppendis highlizhs
b dilTicull 1 is o maasure this risk.

such as how 1o accommodate differences in risk
management models across institutions, 27

06, In using FSTs and stress westing tagether, how-

ever, due attention needs 10 be paid w their different

roles in surveillance and the limits this places on
their comparability,

= Experience has shown that stress testing can play a
valuable role in focusing discussions on linancial
soundness. Specifically, i ofen helps develop a
consensus an the risks o financial system faces and
the possible palicy responses Iw highlighting the
patential eflcet and cost ol shocks, To serve Lhis
purpose, each stress-testing esercise must be tai-
lored 1o the features of a financial systcm and
needs of the country, Thus, there can be 1o *sian-
durd” methad for conducting stress Lests compari-
ble o the statistical methodelogy developed for
compiling FSIs and presented in this Guide,

* Siress tests rely on judgments and assumptions
with respect 10 the size of the shocks and the strue-
ture of the models used. They are also subject 1o the
limitation that the probability of o shock is not
known with any degree of precision, Thus, stress
test ontput should not be reported or used ourside the
comiext of the stress wst exercizse, This implies thar
stress West output cannol be regarded as equivalent
in any sense o ESTs, which are based on data and
measure the actual condition of a financial system,
In particular, FSIs can be osed on a stand-alone
basis and are subject o rigorous standards of data
guality.

67, A final consideraton when using siross tests and
FSls together is that, 1o the extent possible, they
should rely on the same data sources, as well as
methods of aggregation and consolidation. The bank
balance sheets and meoeme statements e which
shocks are applicd in simple stress wests should alse
be the data on which the FSTs arg based. From this
perspective. such stress tests can be viewsed as o ool
for unalvzing these duta that complements the analy-
sis of FSTs,

68, The output of these stress tests is typically sub-
jected o peer group analysis (for example. domesti-

This complementanity with respect to market risk eeflects the
close relationship berween FS1s and stress testing al the wnelyric
level, Foar example, the estimated dieet loss (mom g soress st of
an exchange rate shock can be approsimated by the change in the
exchangse rate (that is the sheck) muluplied by the net apen fur-
eigm eachange pesition FSL This s cxplaince in IMT (200He],
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cilly owned banks and foreign bank subsidiaries) to
analyre the distobution of the impact of shocks
across different parts of a linancial system. To effec-
tively indegrate the analysis of FSIs and stress test-
g, they would necd o use the same peer groups
(which would he natural since they are focusing on
the same risksy, Similarly, for steess lests applied o
individuul bank balance sheets—which usually are
crass-border consolidated and could alternatively be

cross-sector consalidated—atiention should to be
paid to whether FSIs are based on the same data con-
solidation approach. Finally, in the case of more
sophisticated approaches o stress testing that rely on
macroeconomic models and banks” risk manazement
madels, it may be difficult we achieve a high degree
ol comparability, and close attention may need to be
paid 1o the specification of the models when using
F5ls and stress tests together,
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Appendix VIl. Glossary of Terms

Part |. Financial Corporations

L. This appendix provides maore detailed definitions
of cergin types of nstitutions in the financial corpo-
rations seolor than is provided in Chapter 200

Insurance Corporations and Pension Funds

2. lnsnrance corperaiions consist of incorpacated,
mutual, und other entities whose principal function
is to provide life, wecident, sickness, (re, and other
types of inswrance W individual units or groups of
unils through the pooling of risk. Because of the dif-
ferent risks 1o be managed, insurance compuanies can
he subdivided into nondife (casoabiy) insurance com-
panies and life insurance companics, which include
commercially provided pension and anouily services,
For nonlife insurance companics, payment 1o a policy

halder depends on an event occurring that ripgers
claim, [n contrast, for life insurance compunies there
is a certainty that a claim will cccur, and the payvment
of premiums may be viewed as savings that are with-
drawn when claims are mude. Usoally the expectation
1% that there is g cansiderable lupse of time between
the initiatien of a life insurance policy and the pay-

ment of o claim.
-
i

3. Penyion funds are constituted in such o way tha
they are separate instilndonal units from the uni that
create them. They are established for the purpose of
providing beoclits on retirement for specific aroups
el cmployees and, perhaps, their dependents. These
funds have their own assets and lubilities, and engage
in financial ransactions on the market on their own
aceonnt. As with Life insurance policles, peasion fund
liabilitics tend ro be long term in nature,

4. Pension funds are organized and direcred by pri-
vate ar government emplovers, or jointly by individ-

Mhese definttions are dran Dom national acoounts sonress,
Fuer mnstance, see paragraphs Bhoae 101 of the Monetiory and Finan-
ciond Rasivics Masial (AMEEMIME, 200000

ual employers and their cmployvess, They are Tundad
by the employees and/or employers throvgh regolar
contributions and from income earncd Trom financial
assets, In the Cieide, pension funds do not include
pension arrangements for the emplovees of private or
govermment entities that de not maintain o separately
organized fund, noc do they include arransements
aorganized by nongovernmental employees and for
which the reserves of the fund are simply added 1o
that emplover’s own reserves or invested o scourities
issucd by that emplover.

5. While maintaining o pool of liquid assets, because
ol the long-term nature of their liahilities, pension
funds and insurance companies (particular?y life msur-
ance companies) wsually invest in longer-rerm secu-
iy market instruments, both bonds and equities. or
el estate. This investment behavior helps suppon
the development of capital markers, both o werms of
breadih anid depth., and thus contributes 1o the browd-
coing of the financing base for borrowers,

Securities Dealers

0. Securities dealers Include individuals or ficms
thal specialize in securily market transactions by
L1} assisting firms in issuing new securities through
the underwriting and market placement of new secu-
rity issues and (20 trading in new or outstanding
securities on their ewn account. Only underariters and
dealers that wet as financial wermedianes are classi-
fied wathin this categary, Secunty brokers and otbhier
undts that arrange trades bevween sccurity buvers and
sellers ot do not purchase and hold securines on their
owenl pecount are classified as (inuncial auxiliaes.

7. By their nature, securities dealers facilitate both
primacy and secondary marker activity in securities.
In particular, these institulions can help provide li-
quidiy 1o markets, both by cncouraging borrower and
tvestor activity—nol least through the provisien ol




mformation oo market conditions—and through
their ewn trading activily.

Investment Funds

8. [nvestmens funds are institutional units, exelud-
ing pension funds, that consolidate investor Tunds
For the purpose of scguiring linancial assers, Exam-
ples are mutual funds, including money market funds;
investment trusts; unit trusts; und other collective
imvestment units. Investors usually purchase shares in
the fund that represent a fixed proportion of the fund.

9, In investment lunds, professional fund managers
ke the selection of assers, thereby providing indi-
vidual investors with an opportunily o invest in a

diversilicd and professionally managed portfolio of
securities without the need for detailed knowledpe of

the individual companies issuing the stocks and
bonds. Usoally, the typeds) of investment undertaken
are =pecified, and the investment funds” manogers
must adequately inform investors about the risks and
cxpenses associated with investment in specific funds,
nat least because the value of some types ol funds
can he highly variable.

10 The lgoidity of investment funds can vary con-
siderably. Some types of [unds are illiquid or have
limited liguidity. Such funds are more likely o he
investing in longer-term securities. In other cascs,
shares issued by investment funds are as (or ngarly a4s)
liguid as deposits and other liabilites issued by depos-
itory corporations, Money markel funds ure included
in this latter catcgory. Because of the liguidity of
thetr labilities, they tend to invest in short-term deht
insrruments, such as certificates of deposil and corn-
mercial paper.

Other Financial Intermediaries

L. Finance compenies ure primarily engaged in the
catension of credit o nonfinancial corporations and
households, Many finance companics are caplive
suhsidigries that raise funds to be wsed by the paren
corparations, Captive finance companies thut are
separate institutional units and that do ool issue
deposits or close substtutes Tor deposits should be
classilied as other financial intermediaries. Finance
companies that are not separate should be included
as part of the parent corporations o the appropriate
subseciorn
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L2, Finaneial leasing companies engage in financ-
ing the purchase of rangible assets. The leasing com-
pany is the legal owner ol the goods, but ownership
is effectively conveyed de Tacto to the lessee. wha
incurs all benefits, costs, and risks associated with
awnership of the assers,

13, Vehicle companies are finuncial cotitics created
e b holders ol securitized assels or assets that have
been remeved rom the balance sheets of corpori-
LONS O SOVErnment units as par of the restructiuring
of these units, Muny are organiecd as lrusls o spe-
cial purpose vehicles created solely to hold specific
partiolios of assets or linhifities,

14, Specialized financial ingermediaries include
financial holding corporutions, companies Bal pro-
vide short-lwerm linancing for corporate mergers and
takeovers (bul do not take deposits), export/import
finance firms, factors or felering companics, venlure
capital and development capital firms, and pawn-
shops that predominantly engage in lending ruther
than retailing.

Financial Auxiliaries

15, Finaneinl cuxilioriey consist of those residem
corporations and guasl carporations that engage pri-
marily in activities closely related o financial mter-
mediation bul that de not themselves perform an
intarmediation role.

16, Public exchangeys and securiiies nrkels are orga-
nized exchanges and entities such as security deposi-
tary companies, accounting and clearnghouses, and
other companies providing exchange-related services.
Depositaries and electronic clearing syslems operated
by financizl corporations (all oo this categary, as do
national self-regulatory arpanizations that regulate or
supervise exchanges and reluted units,

17. Brvvdeers and aeents are mdividuals or firms tha
arrange, execute, o otherwise facilitate clicnl trans-
actions in financial assets. Included are brokers and
agents handling the purchase and sale of securities or
ather financial contracts Tor clicots, and financial
advisory services thut provide specialized services to
hrokers and their customers, Because many hroker-
age firms also trade in financial securitics or linao-
clal dertvatives on the firm™s own account, i can be
dilficult e distinguish the brokers and agents from
the underwriters and dealers (who are classified as
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finuncial intermediaries ). By convention, this group-
ing includes only hrokers and agents that clearly spe-
cialize in brokerage und related activities rather than
the intermediation activities generally undertaken by
underwriters and dealers,

L8, Foveign exchange conpanies comprise units that
by and sell forelgn exchange in retail or wholesale
markets.

19, Financial guarantec corparations [OSUre cus.
tomers against losses o specified financial corpora-
tions or agaiost linancial loss on specific contracts.
Cruarantoers must have the financial Zapabilivy o ful-
fill potential obligations. They also typically agrec
usually for o lfee-—1o ensure that investors receive
payiment on securitics or other financial contracts. In
addition, the financial guarantee corporations group
ing includes specialived corporations thal protect
depositors and investors against the failure ol individ-
wal financial corporations, Distinguishing precisely
berween lnancizl guaramee corporations and insur-
ance corporations is difficoll, Guaraniee corporations
= [ranot have a definuable poal of assets constiluting
insurance wechmical reserves,
= o not carry pesitions off halance sheet,
= May not be regulisted a5 insurance corporations, anid
o May be lmited 1o specific tvpes of financizl trans-
actions.
[ borderline cases, these units should he classified
A5 INSUCANCe corporations,

200 fnsurance ad pension auxifiaries include agents,
adjusters, and salvage administrulers. The unique
pature and, in same countries, the large seale of activ-
ity of thebe units justfy their separate identification.

21, Oiher jinancial awxiliories comprise all other
auxiliaries not classilicd elsewhere. The grouping
includes independeant units affiliated with the gov-
ernment and established o regulate financial instilo-
tions. The Sywiem of Navonal Accounrs 1993 (1993
EMNAG recommends clussifying these units as part of
the central bank subsector, However, these units ure
nat inrermediaries, and the activides of some unity
(such a8 seourilies commissionars of Insurance reg-
wlators) have litle relatonship o well-recognized
central bank acuvities. Therefore. the Guide recom-
mends classification of these units in the linanciul
auxiliaries subsector. Also classified in this catcgory
are financial units that facilitate issuance and trad-

ing in financial dervatives but do not actually ssue
derivatives, and representative offices of foreign
depository corporations thal do net accepl deposiis
or extend credit, even though they promote and
Facilitate transactons ol the nonresident parent
COMpiny,

Part 2. Selected Financial
Stability Terms

Basel Capital Accord

Adepied by the Basel Commitiee on Banking Super-
vision (BOUBS) in 1985 and amended in 1996, the
Basel Capital Accord is an internationally agreed
st of supervisory regulutions governing the capitl
adequacy of international banks—capital is mea-
surcd in relation to the perceived credit and market
risk of the assets owned by the banks. The ohjectives
behind the Accord are o steengthen the soundness
and stability ol the international banking system and
ta dirninish sources of competitive Inequalily among
international baoks. Al the time of writing, o new
Accord is being develaped.

Basel Committes on Banking Supervision

Established by the Centrul Bank Governors of the
Crroup of Ten (G-10} countries @t the end of 1974, the
BCBS formulates broad supervisary standards and
suidelines. It ulso recommends statements of hest
practice in the cxpectation that individual authorities
will rake steps wo implement them through detailed
arrangements—siatory or otherwise—ithat are best
suited 1o their own nationul svstems, N encourages
convergence toward commaon spproaches and com-
mon stundards without attempting detailed harmao-
mzalion of member countries’ supervisory tech-
niques. Ome ol its major ohjecrives 18 o close gaps in
international supervisery coverage in pursuit of the
two following basic principles: (1} no foreign
hanking establishment should escape supervision,
and {2 supervision should be adeguate.

Base| Concordat

The Basel Concordut reters to the document, “Pringi-
ples for the Supervision of Banks' Foreign Cstablish-
ments™ prepared by the Basel Committee in [983
The Basel Concordar sets out the principles for shar-
ing supervisory responsibility for banks' loreign



branches. subsidiaries, and joinl venires between
hest and parent (or home) supervisory authorities.

Basel [I

The BEBE™ fnrernativnal Convergence of Capital
Meaxurement and Capital Standards: A Revised
Fremewerk, released in Jupe 2004, is a comprehen-
sive revision of the Basel capital adequacy stan-
ddards. I includes three “pillars” for ensuring the
strength of banking mstitutions, The first pillar cov.
ers the minimuom capital requirements for banks,
including changes in the risk weights for asscets ol
banks in order that they better reflect the under-
Iving risk ioncurred, and it inchudes allernative
methodologies For assessing risk, based on banks’
internal risk assessment procedures. The second
pillar focuses on enhancing the supervisory revicw
process. The third pillar focuses on enhancing
market discipline aver banking institutions through
incrensed disclosures.

Bid-Ask Spread

The bid-ask spread is an indicator of market tght-
ness. a dimension of marker liguidite, 1 is calculated
a5 the difference between the bid and ask (offer)
prices of a financial instrument, B0 is the highest
price a prospective buyer is prepared Lo pay at a
particular time, and ask is the lowest price accept-
able to a prospective seller for trading a unit of a
LIVEN Security.

CAMELS Framework

CAMELS is a commonly used supervisory frame-
work that groups indicators of bank seundness inta
2ix categories, The categorics are (1) capital ade-
guacy, (2% gsset gquality, (37 management sound-
ness, (4 earnings, (3) fiquidity, and () sensitivity
1o market risk,

Capital Adequacy Ratio

The capital adeguaey ratio (s the central feature of
the Basel Capital Accord. 1Lis an analytical construct
in which regulatory capital is the numerator and
risk-weighted assews ure the denominator, The mini-
mum ratio of regulatory capital to risk-weighted
assets is set at 8 percent (the core regulatory capital
element should be at least 4 percent). These ratios
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are considered the minimum necessary 1o achicve
the objective of securing over time soundly bused and
comsistent capital ratios for all international banks.

Capital and Reserves

Capital and reserves is the difference berween ol
assets and total labilities in the balance sheer, It rep-
resents the equily interest of the owners in an entity
and is the amount wvailable o absorh unidentified
lasses,

Committee on Payment and
Settlement Systems

Created in 1990, 1his Commides ariginally served ay
a forum for the central banks of the G-10 cSuntries 1o
manitor and analvee developments in domestic pay-
ment, settlement, und clearing svsrems, as well a5 in
cross-hborder and multicurrency settlement schemes.
In recent years, 1t has extended its work by develop-
ing relationships with noen-G-10 central banks, par
ticularly those of coerging market economies. The
Bank for International Settlements {BIS) hosts the
secretariaf.

Consolidation

Consolidation 15 the climination of positions and
flows that oceur among nstitutional units that are
grouped together Tor statistical purposes, Far Finan-
cial Soundness Indicater (FS1) purposes, reporting
on g consolidated group basis preserves the integrity
of capital by eliminating its double counting,

Contagion

Contagion relers to the ransmission or spillover of

financial shocks or erises across insttutions, coun-
tries, andfor asset clusses.

Contingencies

These are contractual (nancial arrangaments whose
principal characteristic s that one or more condi-
tions must be fulfilled before a financial transaction
takes place, Contingencics are not recognized as
financial assets (labilities) on balance sheet hecause
they are not actual cluims (or obligatons), However,
these arrangements can polentially affect financial
soundness,
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Convexity

Convexity 15 a measure of the sensitivity of prices of
fixed-rate instruments {for example, bonds) o inter
est rate changes, [1is the sccond derivative of a
kond's price with respect (o interest rates—duration
is the first derivative, The longer the maturity of an
instruoment, the crewer the convexity: {or instru.
ments with the same duration, the more dispersed
the cash flows, the greater the convexity, The higher
the convexily, the greater the price gain or price loss
for & given change in imterest rates. Used together
with duration, convexity provides a more accurate
approximation of the gains and losses on a fixed-rate
mstrument portfolio from a given chlange in interest
rites than does duration alone,

Credit Risk

This is the risk thal one party s financial contract
will [ail wy discharge an obligation and thus cause
the other party to incur a {inuncial loss, Because of
deposit Lukers” roli as Ainancial intermediaries, mon-
itoring the credit risk ol their assets through FS1s
isuch as nonperforming loans to wlal loans) 15 cen-
tral 1o any assessment of financial soundness,

Deposit Insurance Scheme

This refers to a fermal scheme normally established
by Law that is designed o limit the losses of deposi-
tors in the event of bank Tuilures). Tvpically, the
scheme 15 intended to support the conlidence in the
finuncial system of small-scale depositors and thus
reduce the risk of systemic crises being caused by
pinic withdrawals of deposits. The scheme can be
privatelygr government operated and funded.

a

Double Leveraging of Capital

These are situations where related entitics share cap-
ital. For example. if a deposit taker owns equity in
ancther deposit tiker in the group. capital is said to
he double leveraged because both entities are resting
activity on the same pool of capitl. When capital is
double leveraged, the capital actually available o
the group to meet wnantcipated losses s Tess than
the data bmply,

Financial Sector Assessment Program (FSAP)

A joint IME and World Bank program introduced in
Mlay 1999, the FSAF aims to increase the effective-

ness of elforts to promote the soundness of fnancial
systems in member conniries, Supported by experts
from a range of national azencies and standacd-
serting bodies, work under the program secks o
identily the strengths and voloerabilities of a coun-
try s financial system. o determine how key sources
of risk are being manuged, 1o ascertain the scotor's
developmental and technical assistence needs, and
o help prioritze policy responses. It also forms the
basis of Financial Syswem Stability Assessments, in
which IMF stll address financial scolor issues of
relevance (o IMF surveillance, including risks 1o
Mmacroeconomic stability stemming from the capuc-
ity of the financial sector 1o absorh macrocconomic
shocks.

Financial Stability Forum (F5F)

The F5F was created in Pebruary 1999 to promots
international financial stabifity through enhanced
information cxchange and international cooperation
i [inancial market supervision and surveillance.
The FSF brings together, on a regular basis, oationa)
authaorities respansible for financial stabilily in sig-
nilicant international financial cenlers, internationsal
financial institurions, sector-specific international
groupings of regulaters and supervisors, and com
mittess of central bank experts. The FSF is serviced
by a secretariat housed al the B1S.

Global Financial S5tability Report

Launched in March 2002, this semivnnuwal IME pub-
licution focuses on corrent conditions in global
financial markets, highlighting issues of finuncial
imbalances and strucieral problems that conld pase
risks 1o financial markel stabilicy and sustained mar-
ket access by cmerging marker borrowers.

Hedonic Price Indices

Hedonic price indices are guality-adjusted price
indices, Using regression analvsis, a hedone price
index measurcs the underlving price changes of
goods andior other assets, unaflected by changes
in price doe to quality changes, In the CFuide, the
hedonie regression method 18 one approach o com-
piling real estate price indices.

Herfindahl Index

This index 15 o measure of industry concentration.
The walue of the index 15 the sum ol the squares of




the market shares of all firms moan mdustey. Higher
values indicate greater concentration.

Hui-Heubel Ratio

This ratio is a measure of resilicnce and depth in
fnuncial markets. The ratio relates the volume of
trades {as a proportion of the outstanding stock of
the instrument) Lo its impact on prices, The larger
the volume of ades relative 1o the price changes,
the deeper and more resilient the market is.

Internal Ratings Based {IRB} Approach
The IRB approach ol the Basel Capital Accord pro-

vides a single framework by which a given scl ol

risk components or “inputs” ure translated inw min-
imum capital requirements. The framework allivas
lor both u foundation method and more advanced
methodolegies, n the foundation method, banks
estimate the probability of default associated with
ciach borrower, and the bank supervisors supply the
other inputs. In the advanced methodology, a baok
with a sufliciently developed internal capital allocs-
lon process 15 permitted 1o supply other necessary
inputs as well,

International Accounting Standards (1ASs)

These are 4 serics of standards, developed by the
London-based International Accounting Standards
Board, that provide the underlving concepiual frame-
work and specilic standards far the preparation and
presentation of financial stements of commercial,
industrial, and husiness reporting coterprises, whether
in the public or the privale secror,

International Banking Statistics (IBS)

These data cover imernational banking husiness and
are compiled and disseminated by the BLS on a quar-
terly husis. The 155 system has two main data sets:
locatenal banking statistics, which provide data on
a residence hasis, and consolidated banking statis-
lics, Tor which reporung banking institutions pro-
vide data an g worldwide conzolidated basis.

International Financial Reporting Standards
2004 (IFRS)

The IFRS is the new utle for the International
Accounts Standards, indicating the body of stan-

Appendix VIl = Glossary of Terms

dards in etfect as of March 31, 2004 and applica-
ble heginning on January |, 2005, The IFRS incor-
porate many changes to the standards, but among
the most important are those relating to the recog-
nition, measurement, and disclosure of financiul
instruments,

Islamic Financial Services Board

Established in Maluysia in November 2002, the
Board is an associution of central banks and mone-
tary authorities, as well us other institutions, that are
respansible for the regolation and supervision of the
Istamic financial services industry,

Kurtosis [

This is a measure ol dispersion that can be used in
peer group analysis. 1L measures the extent 1o which
observed data fall near the center of a distributian or
tovard its tails, The kurtosis of o normal distribution
equals three: a kurtosis value greater than three indi-
cates a high peak. o thin midrange. and fat tails: and
a value less than three denotes a distribution with a
far midrange on cither side of the mean and a low
peak. An alternative formulation subtracts three from
the caleulated value, so that the normal distribution
has g value of zero; positive values indicate a high
peak and negative values a low peak,

Laspeyres Index

This index is a method ol calculating a price index
vaing fixed weights druwn Trom o specified hase
peried, Cne common use Tor the Laspeyres method
15 to compile renl estte price mdices Tor the assess-
ment af the soundness of the linancial system,

Leverage

Leverage refers to having access w the Tull benefits
arising from holding a position oo lnancial asset
withour having 1o fully fund the position with own
funds. Leverage can magnify the rate of retum (posi-
tive and negativey on o position or mvestinent bevand
the rate ohtained by direct investooent of own funds,
It can be built up by horrowing (on-balance-sheet
leverage, commonly messured by debi-lo-cguity
ratias) andfor by using Anancial deoivatves. The
buildup of leverage positions can be associated with
rising asset prices and risk cxposures,
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Liquidity

ln terms of mackets, liguidity generally refers to the
ahility 1o buy and sell assels guickly and o lurge
volume without substantially affecting the asset’s
price, In terms of instruments, liguidity gencrally
refers 1o those assets that can be comverled into cash
quickly without a significant loss in valoe,

Liquidity Risk

This 15 the risk that assets may not be readily wvail-
able te meet a demand for cash, Because deposit tak-
ers’ assels are tvpically of longer matueity than their
lizbilities, monitoring deposic takers” lgoidity risk
through FSIS (such as liguid assers 1o total asses and
lquid assets o short-term liabilites) s important for
financial soundness analysis,

Loan Loss Provisions

These are net allowances tht deposic takers make
against bad or nmpaired loans, based on their judg-
ment as 1o the likelihood of losses cccurring. Loan
less provisioning afleets both income and, depend-
ing on the type of provisions made, capial,

Macroprudential Analysis

This is the assessment and moenitoring of the strengths
and vulnerabilities of financial systiems. Tt encom-
patsses quantitative information (rom hoth FS1s and
rracroceonomic ndicaters that provide (17 & broader
pieture of econcinic and financial circomstances such
as GOP groswth and inflaton, along with information
on the structure of the financial system, ancd (2) gual-
itative ir]j;mrmntiﬂn on Lthe institutional and regula-
tory framework—yurtizularly through assessments of
compliance with international financial seclor stan-
dards und codes—and the ourcome of stress tests,

Market Depth

Market depth s a dirmension of macket liguidicy and
refers 10 the ability of a market 10 handle large trade
volumes without a significant impact on prices,

Market Risk

This is the risk of losses on financial instruments
arising from changes in marker prices. Market risk
covers interest rate. forcign exchange, equity price.
and commodity price risk. As financial intermedi-

aries that take positions in financial instruments,
such losses in value affect the income and capital of
deposit takers, The duration of assets and labilities
can he used ro estimalte potential losses arising from
changes in market imterest rutes, Anather approach is
thromgh the vse of siress tesis,

Market Tightness

Market tightness is o dimension of marker liguidity,
[t is measured by the general cost incoirred inoa rins-
aetion irrespective of market price.

Moational Amount

Sometimes described us the nominal ameunt, the
notional ameunt is the amount underlving a inancial
derivative cantract that is used lor caleulating pay
ments or receipts on the contract, It provides an indi-
cation of the potential risk exposure associated with
the financial derivative contact. For instance, il a
bond is issued and the amount rajsed 15 swapped into
anather currency, the nouonal value of the derivative
is cqual 1o the amount swapped.

Price Discovery

Price discovery 1s the process of establishing o mar-
ket price at which demand and supply Tor an ilem are
matched. By bringing buyers and sellers together
and making the process runsparent, nancial mar-
kets focihitate price discovery,

Red Book {Committee on Payment and
Settlement Systems)

The Red Boak is o publicalion on payviment sysiems,
produced by the BIS's Committee on Payment and
seltlement Systems, s objactive 15 1o provide a
comprehensive description of a country’s payment
systems, The Red Book is revised periodically,

Regulatory Capital

Regulatory capital relers 10 g specilic definition of
capital developed hy the BCBS and wsed as the
numneratar in the BOBSs capital adequacy ratia, The
definition includes, bevond the rraditional capital
andd reserve account items, several specified tvpes of
subordinnted debt instruments that need not be
repaid il the funds are needed te maintain minimom
capital levels,



Resilience

Resilience is a dimension of finaneial marked liguid-
ity and 15 the speed with which price [uctuanons
arising from trades are dissipated or the speed with
which imbalances in orders (such as more buy thun
sell ordersy are reversed with oew orders, 1t can be
measured using the Hui-Heubel Ratio,

Risk Exposures

In terms of financial stahility analysis, among the
Lypes of misk exposures faced by a deposit taker that
require monitaring are included credic risk, markat
risk, liguidity risk, forcign exchange nsk. large expo-
sures risk, equity price risk. and real estate price risk.

Risk-Weighted Assets

In the Godle, risk-weighted assets refer w oo concept
developed by the BOCBS for the capital adequacy
rato, Assets are weighted by factors representing
their riskiness und potential for delaolt

Shkewness

Skewness 12 a measure of dispersion that can be used
m peer group analysis, It indicates the extent to
which datn are asymmetrically distributed around
the mean. Synunetrical distributions have a skew-
ness value of zero. A distribution with negutive
skewness hus more observalions o the lefl il (et
of the peak), and a distribution with positive skew-
ness has more abservations in the right 1ail.

Triennial Central Bank Survey

The Triennial Central Bank Survey 15 a survey of
forcign exchange and derivarives markers coordi-
nated by the BIS, The ohjective is to obtain reason-
ably comprehensive and internationally consistent
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information on the sige and structure of foreign
exchange and over-the-counter derivatives markers.?
The purpose of these stanistics 1s to increase market
transparency and therehy help central banks, other
authorities, and market participants to hetter monitor
activity in the global financial system,

Turnover Ratio

The turnover ratie 15 an mdicator of marker depth, &
dimension of marker liquidity, Tt is caleulated as the
number of securitics bought and sold during o wad-
ing peried, divided by the average of the number of
securities outstanding ar the heginning und the end
ol the trading period.

Variance

Variance 15 a measure of dispersion around the mean
calculated as the sum of sguared deviations of each
abservation [rom the mean, divided by the number of
abservations (for population variance) or the number
of observations minus one (lor sample variance),

Yolatility

Wolatility 15 the tendency of quantities or prices to
vary over time, Usually measured by the varianoe or
annualized standurd deviavon of changes. volatility
15 said to be high if quantities or prices move signil
icantly hoth up and down. The higher the volaolity,
usually the higher the risk, as the ability to convert
an asset inta cash quickly withour a significant losy
in value is less certain,

counter {of[-exchans
cinaplebal consolidated basis from mugor banks and dealers in

CGi-10 countries and cover notional and marker values (see
brurpedfwwew s argdpresspiZ L HOE hen.
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