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Executive summary

l. Introduction
Summary of the mandate
The Task Force on Portfolio Investment
Income (TF-PIl) was set up by the Working
Group on Balance of Payments and External
Reserves Statistics (WG-BP&ER) to follow up
the work of the Task Force on Portfolio
Investment Collection Systems (TF-PICS). The
TF-PIl was mandated to investigate the need
for and the characteristics of harmonised
approaches to the compilation of portfolio
investment income for the euro area balance
of payments (b.o.p.), as the TF-PICS was not
able to carry out such an analysis in time to
final

incorporate the conclusions into its

report.

The TF-Pll mandate observed that the income
recorded in the current account of the euro
area b.o.p. is of poor quality at present. The
context  of portfolio
investment collection systems stemming from
the TF-PICS triggered an appropriate
opportunity to undertake a thorough review
of the present income compilation methods as

improvements  in

well.

The TF-PIl was empirically rather than
conceptually organised. This was an essential
prerequisite for the orderly working of the
Task Force, given the ongoing conceptual
debate as to which general approach (debtor
or creditor) should be followed. This debate
has continued throughout the life of the TF-PII
within the IMF, SOEC, OECD and the UN,
and was not yet over at the date the TF-PI|
completed its work.

Review of output requirements

According to its mandate, the TF-PIl was
required to identify the features that the final

product should fulfil
requirements.

in terms of output
The current quarterly output requirements for
portfolio investment income are as follows:

— Compilation of all income on a full accruals
basis;

— Compilation of income aggregates by
instrument;
— Compilation of income aggregates by

resident sector;

— For credits, compilation currently following
an intra/extra-euro area split and, in 2004,
following the step 3  geographical
breakdown;

— For debits, compilation on a (national) non-
resident basis only.

These output criteria required a review of the
data collection models (DCMs) for portfolio
investment stock and flow data to be carried
out in order to meet the requirement for
portfolio investment income of a high level of
quality.

Quality criteria

The quality criteria considered by the TF-PII
are those that have been developed by the
WG-BP&ER and approved by the STC for
monitoring the dimension of quality in the
compilation of b.o.p. and i.ip. statistics.' In
addition, some specific quality measures that
could be applied to income were also
included.

| See reference  document  “ST/STC/BP/QUALIMP3.DOC”,
approved by the STC in April 2001.
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II. Current national practices and consequences for the euro area

aggregates
At present, the collection systems for
portfolio investment income within EU
countries are based on three broad

methodologies (see table in Appendix 1): (i)
income data collected from reporters, which
can take two forms, namely surveys (three
countries) and settlements (seven countries);
(i) income calculated at the level of individual
securities by the b.o.p. compiler using security-
by-security information (two countries); and
(iii) income estimated by the b.o.p. compiler
following an aggregate approach, applying
benchmark yields to outstanding stocks
aggregated by categories of securities, e.g. by
type of instrument, sector and country of the
issuer, issue currency, etc. (three countries)

In terms of the most common problems, one
widespread concern identified by compilers in
their current systems is the non-application of
the accruals principle. Another source of
inconsistencies is the fact that Member States
employ different methods to accrue income
(debtor/acquisition/creditor), and mostly apply
dissimilar methods to credits and debits as
well.

Concerning the calculation / collection /
estimation of income on an aggregate or on a
security-by-security basis, the picture is again

The TF-Pll performed an econometric analysis
of income data supplied by Task Force
(and the Banque Nationale de
Belgique) covering the entire EU/ euro area.
The aim of the study was to test the
plausibility of portfolio investment income
figures both at the national and at the euro
area aggregate level. Data at the national level
were further broken down by three types of
instruments: Equities, Bonds & Notes and
Money Market Instruments. A second strand
of analysis was to regress overall portfolio
investment credits over assets and debits over
liabilities

members

ratios on the characteristics of

not uniform. Some countries compile this
information s-b-s for at least part of the total
income reported. Other countries apply the
so-called mixed approach, i.e. establishing
categories of securities out of s-b-s portfolio
investment stocks and applying benchmark
yields to these aggregates in order to estimate
income. The remaining countries estimate or
collect income on an aggregate basis.

There seems to be an obvious correlation
between the methodology
(aggregate/s-b-s) and whether the debtor or
creditor approach s
estimating income on an aggregate basis
normally follow the creditor approach, while
countries calculating income s-b-s normally
follow the debtor approach. Indeed, even
countries applying a different methodology to
different normally follow this
pattern (i.e. s-b-s in combination with the
debtor approach, and aggregated plus the
creditor approach). For example, in quite a
number of cases, the calculation of income s-

choice  of

followed. Countries

instruments

b-s is only used for domestic government
bonds, following the debtor approach.

The availability of a fully operational CSDB
plays a crucial role in the future plans of most
countries as regards changes in their systems.

Plausibility Exercise on Portfolio Investment Income

individual  countries’ compilation
methodologies, the cycle
country-specific indicators. The purpose was

stylised
business and
to analyse whether the use of different
compilation methods introduces systematic
biases into the portfolio investment income
figures which, in turn, lead to
asymmetries in national data contributions to

could
the euro area aggregate.

The most interesting finding was that, although
we observe plausible net ratios at the step |
euro area aggregate level, the variation of
ratios at the national level broken down by
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instruments gives rise to significant concern.
This is especially the case for Equities and
Money Market Instruments. It seems that the
plausible step | euro area aggregate simply
results from netting of positive and negative
asymmetries in the two years analysed. Given
the enormous degree of inconsistency in
ratios, irrespective of the economic theory
applied, we should at least observe some
convergence in fixed interest and short-term
securities over the period. Instead, we find
strong evidence that large asymmetries in
portfolio investment income recording exist
within the euro area.

This finding is further supported by analysing
the impact of using different compilation
methodologies. Here, for all stylised
characteristics of compilation methodologies,
we find a significant and systematic influence in
the results on assets and/or liabilities with

both the Bonds & Notes and MMI class of
Given the heterogeneity in
calculation methods applied in the euro area
countries, a strong argument can be made for
further harmonisation in this field.

securities.

In essence, the objective findings highlight the
same issues encountered in Chapter Il and
confirm what we already knew intuitively. The
findings were corroborated by this somewhat
innovative analysis, which quantified the effect
that a number of asymmetries (such as the
application of the accruals principle, aggregate
s-b-s  compilation, debtor
creditor-based compilation etc.) may exert on
the euro area aggregates. Overall, while this
chapter does not recommend one approach
over another, it highlights the consequences
for the euro and EU aggregates entailed by the
lack of harmonisation.

versus versus

IV. Selected Issues on the statistical reporting of portfolio

investment income
Application of the accruals principle

In revisiting current practices for income
compilation, it was evident that one of the
most significant problems at present is the
inability of some countries to follow the
principle. Only six EU countries
currently compile interest income on a full

accruals

accruals basis, while three countries apply it
only to a limited range of financial instruments.
Two more countries record accrued interest
without any offsetting entry in the financial
account. Finally, the remaining four countries
do not currently compile interest income on
an accruals basis. It is worth noting, however,
that some Member States have made firm
plans to address this problem.

In the specific case of the euro area, the
inconsistent application of this principle causes
significant distortions in the compilation of the
euro area aggregates. More specifically, the
influence of this factor
monthly errors and omissions in the euro area
b.o.p. may deserve further attention. The TF-

in the volume of

Pl carried out a quantification of this potential
gap on the empirical
investigations.

basis of some

Based on its TF-PlI
considers this issue to represent the most
substantial problem for the compilation of
income statistics at the present time.

investigations, the

Debtor/creditor: magnitude of the
differences and possible way out

The work of the TF-Pll took place in the
context of an
whether the interest rate to be used in the
calculation of accruals should be the one
prevailing at the time of issuance (the so-called
debtor or issuer approach), or whether it
should be the one at the time of compiling
accrued interest (the so-called creditor or
market approach).

international debate as to

In reviewing current practices, the TF-PIl
acknowledged that countries which calculate
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income on an s-b-s basis generally follow the
debtor approach, while countries estimating
income by means of an aggregate methodology
mainly follow the creditor approach.

The TF-PIl was mandated to assess the
magnitude of the difference in the calculation
of accrued interest following both approaches.
To this aim, a number of empirical exercises
conducted, which

conclusions can be The
conclusion was that the magnitude of the
difference was indeed relevant, and can be
expected to be most pronounced in times of
rapid changes in interest rates. For this reason,
the TF-PlI that,
country’s b.o.p. compilation system, the same

were from some

drawn. main

recommends within a

approach  should be applied to the
calculation/estimation of income on both
assets and liabilities in order to eliminate

inconsistencies between income credits and
debits. To reduce asymmetries, a consistent
approach should also be adopted across all
b.o.p. compiling countries.

To ensure that calculations are made in a
consistent way across all EU (euro area)
countries, it is recommended that, whichever
approach is adopted, estimations/calculations
of income should be made, as far as possible,
by the b.o.p. compiler and not by reporting
agents.

The lack of appropriate information has
repeatedly justified the impossibility of
promoting a single approach across all
EUleuro area countries for portfolio
investment income compilation. It might
therefore be relevant to note that, if the
CSDB can provide monthly information on
market yields for individual securities in the
future, it will be possible for countries with an
s-b-s system to move to a creditor approach.
Similarly, the CSDB could also be used to
derive aggregate nominal yields for groupings
of securities, thus also permitting countries
with aggregate systems to move to the debtor
approach.?

Calculation of income security-by-
security versus estimation on an
aggregate basis

The TF-Pll was of the opinion that the
calculation of income on an s-b-s basis offers
precise results, provided that all the necessary
information is available at a sufficient level of
quality. This approach is considered to be the
most practical way to substantially reduce
asymmetries among countries.

Nevertheless, different circumstances (mainly
associated with cost considerations, availability
of appropriate information, internal
compilation processes and checking
procedures, available resources, etc.) could
lead b.o.p. compilers to adopt a more
simplified approach, such as the aggregate one.

The estimation of income on an aggregate
basis of multiplying stocks by
benchmark yields for a given set of
breakdowns (e.g. currency, maturities, country
of the issuer). For this approach to produce
acceptable results, monthly stocks (or
quarterly/annual  stocks  plus  cumulated
monthly flows with the corresponding price
and exchange rate adjustments)
available to the compiler. These aggregate
stocks could also be built up from s-b-s
applying the so-called mixed

consists

must be

information
approach.

The aggregate approach could represent a
practical solution for countries that currently
collect income on a settlements basis, but are
seeking to evolve towards estimating income
on an accruals basis.

The existence of centralised information (e.g.
through the CSDB) would be an additional key
factor in further,
regardless of the approach followed. Any
asymmetries potentially introduced by MSs
adopting different aggregate solutions should
be reduced by using the CSDB as the sole
source of information for benchmark yields

reducing asymmetries

2 In practice, however, the need to have access to portfolio
investment stocks based on nominal values could constitute an
additional difficulty for this approach.
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(given a minimum standard of breakdowns,
which ensures suitable income figures).

With the aim of harmonising statistical
practices amongst  countries, aggregate
calculations should be carried out at a

minimum level of detail at the very least. The
TF-Pll is of the opinion that aggregate
estimations should be performed (and stocks
should be available for this purpose) with a
breakdown of assets and liabilities by original
maturity, currency of issue and issuer sector
(for liabilities and intra-euro area assets) as a
minimum.

Income on Cllis

The ECB’s “EU b.o.p./i.i.p statistical methods”
recommends that all income received by a ClI
as a result of investments made is to be
attributed to the holders of the units over the
period under
treatment is currently somewhat asymmetric,
since it is more difficult to apply it to income
credits (i.e. involving non-resident Clls) than
to income debits (i.e. involving domestic Clls).
Assuming that stocks of investments in Clls
abroad will be available to Member States at
the same frequency as that at which income
needs to be calculated, Member States should
theoretically obtain or estimate the asset
allocation strategy of the non-resident Clls.

review. This recommended

As this is virtually impossible on practical
grounds, a unique set of estimation
procedures has been developed in Chapter IV
of the final report. The TF-PIl recommends
that all countries should apply these estimation
methods in potential
asymmetries. Concerning taxes, the figures
should be adjusted and appropriate offsetting
entries recorded under the current transfer
item. To this end, the TF-Pll recommends the
exchange of information on taxation among
euro area compilers.

order to reduce

An optimal element of the estimation
procedure is that an agreed rate of return for
either overall Cll investment in the euro area
or for each class of investment by Clls, i.e.

Bond Funds, Equity Funds and Money Market
Funds, will be agreed, set centrally and made
available in the CSDB. Until this information
can be made available through the CSDB,
however, some temporary solutions could be
considered as outlined in the main report.

Practical difficulties in the collection of
income on zero coupon bonds

The mandate of the TF-PIl included a specific
point for investigation concerning practical
difficulties in the collection of income on zero
coupon bonds. Furthermore, the lack of
information on accrued income on zero
coupon bonds and deep-discounted notes was
one of the most significant problems reported
by a number of countries in the introductory
meeting of the TF-Pll, especially by those
collecting data from

countries income

settlements.

The main finding of the TF-Pll is that the
problems associated with the recording of
income for zero coupon bonds crucially
depend on which general approach for the
compilation of income is followed: collection,
calculation or estimation. Only in the first of
these, and where income is collected through
settlements, are these problems relevant. This
method  has  already been  deemed
inappropriate for the compilation of accrued
income.

The standard approach used for calculating
income, for example at the level of individual
securities, is to use the linear or cumulative
method. Although both methods potentially
offer acceptable results, the
method seems conceptually more robust.
However, it is more difficult to apply
compared with the simplicity and ease of
application of the linear method.

cumulative

Alternatively, when the compiler estimates
income, these problems are less important, as
no instrument-specific method is necessary for
zero coupon bonds. The standard method, i.e.
applying yields to outstanding stocks, can be
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used, following the same estimation method as
for any other type of debt security.

Income on shares

The TF-Pll recommends that, for practical
reasons, dividends should be recorded in the
period when they are paid rather than when
they are declared payable. Likewise, and as a
practical solution to avoid asymmetries, it is
acceptable to record dividends from both
operating profits and from capital gains under
investment income, following the advice of the
BOP Book.

V. Approaches to the compilation

Three approaches to the compilation of PI
income are explored here, namely, collection,
estimation and
where the compiler calculates Pl income at the
individual security level; estimation refers to
benchmark yields are applied to
aggregates of Pl stocks at the instrument,
currency, sector or country level, or to the
entire aggregate; and collection refers to when
income figures are directly collected from
reporters either through surveys or via
settlements channelled through domestic
banks. These three methods of compilation
are assessed

calculation. Calculation is

when

in the context of the three
channels for approaching the reporting
population identified in the TF-PICS’s final
report, ie. indirect reporting through
settlements, direct reporting through surveys
and indirect reporting from custodians.

The chapter, therefore, considers various
combinations  of
collection/calculation/estimation and alternative
channels of reporting, and whether they can
easily be used to compile income on an
accruals basis. It also considers whether this

these methods of

income can be recorded on a debtor or a
creditor The
requirement that any combination should in
theory meet the output, timeliness and quality
requirements set out in the Introduction and
in ECB Guideline ECB/2000/4.

basis. context was the

At present, most countries do not record
dividends. Nevertheless, the TF-PII
empirically checked that stock dividends were
not substantial in any country? and, therefore,

stock

potential asymmetries due to non-recording
cannot be deemed sizeable. Additionally, most
countries record dividends net of taxes at
present. The TF-Pll recommends that an
imputation should be made reflecting the
amount of the corresponding tax (both the
income on shares and the current transfers
items should be corrected). The full report
provides

information on taxation

applicable within the EU countries.

some

of Income

Collection of income — summary
findings

Collecting income via settlements is not
suitable for the compilation of accrued
portfolio investment income. Collection of
income on an accruals basis is only possible in
a direct reporting system (i.e. through
surveys). In this case it must be determined
whether accounting and statistical
methodologies and  concepts  coincide.
Additionally, surveys normally only collect
income information on a debtor/acquisition
basis. The potential for asymmetries between
assets/credits and liabilities/debits should be

borne in mind.

Estimation of income — summary
findings

The estimation of income requires stock
statistics on Portfolio Investment to be
available either on an s-b-s basis or an
aggregate one. The compiler then estimates
income by applying benchmark yields to these
stocks.

Estimation of income from stock positions in
Portfolio Investment is possible for two of the

3 Portugal could prove an exception in 2001.

ECB - Portfolio Investment Income Task Force Report * August 2003



three channels for addressing the reporting
population (Channels B & C). It has no
application in the case of settlement systems
where no stock information is collected.
However, some supplementary data to current
output requirements (such as currency) is
required to perform these estimations with
the necessary degree of accuracy. While
income on a creditor basis can be readily
estimated, there are difficulties associated with
the compilation on a debtor basis which
centre on the availability of historic benchmark
yields and nominal stocks. Where s-b-s data
are used to compile the stock aggregates, the
required additional breakdowns are available
and a higher degree of accuracy is possible
(the “mixed approach”).

Calculation of income - summary
findings

By the term calculation we mean when the
compiler operates an s-b-s data collection
system for portfolio investment and when
individual yields are applied at a security level
to calculate portfolio investment income. If the
compiler has the full population of relevant
securities in his collection system as well as
individual yield data for all securities, it follows
that this exercise is more correctly termed
calculation, as opposed to estimation.

Not all respondents in specific countries may
be in a position to supply s-b-s portfolio
investment information. Nevertheless,
calculation of income offers the greatest
flexibility, as the detailed security data
collected from compilers allows income to be
compiled at a high level of accuracy.
However, if income is compiled on a creditor
basis, an absolute prerequisite is an
operational CSDB that can provide the
necessary market information on yields etc,
allowing income to be calculated. The

calculation method is possible in the case of
Channel B (Direct reporting) and Channel C
(Indirect reporting). It has no application in the
case of settlement systems where stock data
are not collected. All the necessary data
regarding issuer of the security, sector,
currency maturity are available allowing
additional detailed analysis. Compiler costs are
deemed higher than in the case of aggregate
estimations

Main conclusions

Following the recent questionnaire on
Recording of income on an accruals basis
completed by all European Union members,
there are a number of issues that need to be
addressed in order for the euro area and the
EU to produce income on an accruals basis
without  the  presence  of  significant
asymmetries.

As Member States can choose to compile
income in any of the variety of approaches
outlined above, the natural consequence is
that a consistent measure of accrued income
on either a creditor or debtor basis will be
difficult to achieve. A particular compilation
method therefore needs to be found that can
accommodate as many of the various
approaches as possible, while at the same time
delivering a consistent measure.

From this analysis, we can conclude the
following: (i) settlement systems cannot be
directly used to estimate accrued income; (i)
direct reporting systems (i.e. surveys) can only
collect income from reporters on a debtor
(acquisition)  basis; and (i) estimating/
calculating income on a debtor basis requires
either an s-b-s system with individual yield
calculations, or the application of benchmark
nominal yields to aggregate estimated nominal
stocks.
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VI. Estimation of income on an aggregate basis

The aggregate approach to income estimation
can range from the minimum breakdown of
stocks and yields required to meet the ECB
breakdown of investment income, to more
sophisticated models using stock and yield
information broken down into the factors that
determine the income earned on a particular
security (currency, risk, maturity etc.). Taken
to the extreme, this becomes an s-b-s
approach.

The main advantage of the aggregate approach
is that it is less costly both in terms of
compiler and respondent resources in
comparison with s-b-s compilation.

Currently, the results obtained under an
aggregate system are consistent with the
creditor approach. Of course, when the CSDB
is operational, it will be possible to calculate
benchmark indices based on nominal or
market interest rates for a given set of
breakdowns. This would enable income to be

derived following either a creditor or debtor
approach. Until then, however, aggregate
systems are generally designed to produce
results under the creditor approach.

Nevertheless, even with a fully operational
CSDB, the application of the debtor approach
under an aggregate system requires an
additional step, namely the conversion of
market stocks into nominal stocks*. This
further step could cause additional errors,
thereby amplifying the deviation of using an
aggregate instead of an s-b-s approach, and
would decrease the level of precision achieved.

In relation to minimum breakdowns for stocks
and yields, the TF-PIl is of the opinion that
aggregate estimations should be performed
(and that stocks should be available for this
purpose) with a breakdown of assets and
liabilities by original maturity, currency of issue
and issuer sector (for liabilities and intra euro
area assets), as a minimum.

VIl. Conclusions and recommendations

Conclusions and recommendations for
individual items

The TF-Pll recommends that:

— All countries should adopt the accruals
principle as soon as possible, and in a co-
ordinated manner. The TF-PIl considers this
issue to be the most substantial problem in
the compilation of income statistics at the
present time.

— The pivotal role of the CSDB should be
recognised, as it is crucial for the consistent
calculation and compilation of income on an
accruals basis.

— In general, the compiler should aim to
estimate or calculate rather than purely
collect income data, especially when income
is collected from settlement systems.

— To improve the quality of portfolio income,
the availability of both more frequent and
more detailed stocks is crucial. Therefore,
the production of s-b-s portfolio investment
stocks at a certain periodicity, containing
detailed categories of instrument detail
(which should be available in the securities
database), would allow detailed calculations
or assist in the use of the mixed approach
with the creation of benchmark yields.

— Within a country’s b.o.p. compilation
system, the same approach (debtor/
acquisition/creditor) should apply to the
calculation/estimation of income on both
assets and liabilities, in order to eliminate

4 The most common output that compilers will find for portfolio
investment stocks is probably based on a market valuation,
which is the international standard. If so, conversion into
nominal valued stocks is required. If countries are already
compiling nominal valued stocks for debt securities, then they
could directly apply nominal benchmark yields to nominal
stocks.
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inconsistencies between income credits and
debits. To reduce asymmetries, a consistent
approach should also be adopted across all
b.o.p. compiling countries.

— It is recommended that all countries should
apply similar estimation methods in relation
to income from Clls abroad (see the
specific estimation methods proposed in the
report).

— The TF-Pll recommends that, for practical
reasons, dividends should be recorded in
the period when they are paid rather than
when they are declared payable.

Conclusions and recommendations for
specific features of data collection
models

The TF-Pll investigated different solutions for
portfolio investment income compilation that
were capable of meeting two requirements: (i)
to be compatible with acceptable DCMs in the
field of portfolio investment; and (i) to
guarantee consistent and high quality income
statistics. Following this line of reasoning, the
TF-Pll selected a number of dimensions, which
may be combined to define individual income
compilation models.

When considering a ranking for these models,
in relation to the debtor and the creditor
approaches the of the TF-PII
explicitly stated that the ability to adapt to any
future change in standards (from one principle
to another) should be deemed a highly positive
feature in any technique proposed by the TF-
PIl. In the course of its investigations, the TF-
PIl came to the conclusion that not all models
deemed ‘“‘acceptable” in the TF-PICS cascade
could provide information according to both
the creditor and the debtor approaches (at
least until the CSDB becomes fully
operational). Models without this capacity
should therefore be given a lower ranking.

mandate

For this reason, the solutions provided by the
TF-PIl deviate from the cascade and are
presented in a tree type structure (see

Appendix 2), starting from a single grouping
encompassing models compatible with both
the debtor and the creditor approaches, and
then branching out into two different sections
comprising models that are only compatible
with one of the two approaches.

However, this tree type structure should be
interpreted as the medium to long-term
minimum acceptable solution for income
compilation.
provide a range of possible alternatives that
Member States could move towards in the
future. Below the line, a number of solutions
have also been identified which could be

considered as acceptable alternatives during a

Combinations above the line

transitional or interim period. The duration of
this period is yet to be defined by other fora.
Following the above conclusion on the
advantages of collecting portfolio
investment stocks, the tree structure implicitly

s-b-s

addresses this common feature. Additionally,
the TF-Pll encourages the collection of
quarterly s-b-s stocks. This recommendation
basically depends on a favourable outcome of
the national feasibility
reporting currently in progress. Should these

studies on s-b-s
studies conclude that s-b-s reporting is not
feasible, the aggregate model under 7b (see
Appendix 2) presented as transitional should
be considered as acceptable (to the extent
that it should meet the data requirements in
terms of breakdowns set out in Chapter 6 of
the report).

the tree structure should be
interpreted in the framework of the so-called
“matrix approach” (i.e. different solutions may
be applied to different sub-populations/
economic sectors). The main aim of this
approach is to reach a high level of coverage,
i.e. to apply the best possible method to the
major market players (which may refer to
different economic sectors in different
Member States) and thus to cover the bulk of
the market. For some economic sectors below
a certain threshold of portfolio income/
investment, the temporarily acceptable models
(e.g. aggregate solutions or direct collection of
income figures) could still produce results of

Moreover,
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acceptable quality after the interim period to
be defined by the STC and the WG-BP&ER.

Pending issues

The following issues were not tackled by the
TF-PIl, as it was assumed they were not
integrated into its mandate:

¢ Define a deadline for all countries to accept
the recommendation to start applying the
accruals principle.

®* Decide on the approach to be followed
(debtor or creditor), and ensure that all
countries stick to such a decision once the
CSDB is operational. The possibility of

estimating accruals using the debtor
approach and aggregated stocks should be
studied when the CSDB is operational. The
WG-BP&ER and the STC could consider
different decisions that are on the one hand
applicable to the present situation and, on
the other, to a future scenario featuring an
operational CSDB.

Set out an implementation calendar
comprising  deadlines in order to
successively undertake the following two
steps: (i) firstly, to implement at least one
of the solutions considered to be
“temporarily” acceptable; (ii) subsequently,
to implement at least one of the solutions
considered to be acceptable.
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Appendix |

Summary of current practices and future plans

Application | Aggregated/ | Debtor/
Country |Main source of accruals |sb-s creditor Future plans
AT Calculated by Yes s-b-s Debtor » Owing to the aboalition of the settlement
compiler (Monthly) system, future sources for coupon
payments are still under consideration.
BE Estimated by Partially? Aggregated  Creditor -
compiler
DE Collected from  No¥ Aggregated  Payments * An ISIN code has been introduced this
reporters year for Pl transactions; however,
no decision on its possible use for
calculating income has been taken yet.
DK Collected from  No# Aggregated?  Payments? * A system based on s-b-s is under
reporters® construction.
ES Collected from  No® sb-s Paymentsd * The new PI system will permit monthly
reporters® calculation of accrued interest s-b-s once
the CSDB is available.
FI Collected from  Yes Aggregated  Debits: debtor « A new system for income on ClIsis
reporters (Monthly) Credits: being devel oped.
acquisition * A securities database for money &
banking statistics is under construction.
This could be used for b.o.p. purposes in
the future.
FR Collected from  No¥ sb-s Payments » A new system is being developed (but not
reporters before 2004) based on i.i.p. stocks and
average yields (following the creditor
approach). S-b-s will only be possible if
and when the CSDB is fully operational.
GR Collected from  No Aggregated  Payments » As soon as Pl stocks are available on a
reporters monthly basis (expected in the near
future), a new system could provide the
accrued interest s-b-s.
IE Collected from  Yes Aggregated  Debits: debtor « Increase quality checking with benchmark
reporters (Monthly) yields and monthlysurveys of MFI income.
Credits: debtor/
acquisition
IT Calculated by Yes sb-s9 Debtor » Changes only foreseen to the extent that
compiler (Monthly) the conclusions of the TF-PIl are
available and the CSDB s fully operative.
LU Estimated by Partially? Aggregated  Creditor  Improvement of geographical breakdown
compiler as of 2003.

The possibility of recording offsetting
entries in the financial account for income
accrued on mutua funds is being studied.

1) Thistable is presented for illustrative purposes and therefore necessarily implies a certain degree of simplification concerning
current practices.
2) No financial account entry, neither to offset accrued income, nor at the time the coupon is finally paid.
3) Acorrection is applied to the recording of purchases and sales of securities, estimating and recording the accrued coupon paid
by the acquirers as income rather than including it in the financial account.
4) Except premiunvdiscount of debt securities registered at the Danish Securities Centre, calculated by the compiler s-b-s and on
an accruals basis, following the debtor approach.
5) Except for government bonds and notes, where the accrued interest is calculated s-b-s, following the debtor approach.
6) Except for MFIS' liabilities, for which s-b-s stocks are not available.
7) No financial account entry, neither to offset accrued income, nor at the time the coupon is finally paid.
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Summary of current practices and future plans

Application | Aggregated/ | Debtor/

Country | Main source of accruals | sb-s creditor Future plans

NL Collected from  No® Aggregated  Payments * A new direct reporting system with
reporters monthly accruals following the debtor

approach, either calculated by the
compiler if information is reported s-b-s,
or collected on an aggregate basis from
reporters.

PT Estimated by Yes (Monthly) Mixed® Creditor » The PT securities database can be used to

obtain information on coupon payments
(currently obtained from the settlement
system).

« Calculations can be improved by
differentiating among sectors.

SE Mostly collected Partialy Mixed!o Debtor/ * The settlement system is to be abolished
from reporters acquisition/ in 2003.

payments * For those parts affected, an alternative
system is under construction.

UK Estimated by Yes Aggregated  Debits: debtor « A joint ONS/Bank of England feasibility
compiler/ (Quarterly) Credits: study of a monthly s-b-s reporting system
collected acquisition/ is currently running.
from reporterstt) creditor

8) For income on Dutch bonds, payments are smoothed out across a period of 12 months (instead of being entirely recorded when
the coupon is paid).

9) Aggregated calculations based originally on s-b-s PI stocks.

10) For some prominent resident holders of foreign securities (credits) and resident issuers of bondMMIs denominated in foreign
currency (debits), income is reported directly on an aggregate basis (acquisition and debtor). For income debits on domestic
bonds’MMIs denominated in domestic currency, the compiler calculates income s-b-s (debtor). The rest is collected through
settlements (aggregated).

11) Income data are collected from MFIs and some investment trusts.
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Appendix 2

Tree structure of data collection models

DEBTORY CREDITOR
| deal 1 Calculation by compiler [s-b-s]2
Pl stocks: M collected [s-b-s]
2 Calculation by compiler [s-b-5]2
PI stocks: Q collected, M derived [s-b-5]3
Good
3 Estimation by compiler [mixed4] %
Pl stocks: M collected [s-b-g]
4 Estimation by compiler [mixed]
PI stocks: Q collected [s-b-s], M derived [s-b-s]3
Acceptable 5 Estimation by compiler [aggr.]®
Pl stocks: Q collected [s-b-s], M derived [aggr.] ©: 3
6 Calculation/Estimation by compiler [s-b-g] 39
PI stocks: Y collected [s-b-s], M derived [s-b-s]3
. Estimation by compiler [aggr.]®-®
. Collection from reporters [surveys] )
Transitional 7a Pl stocks: M or Q collected [aggr] 7b Falgztro]cgs M or Q collected
Not tabl 8 Collection from reporters [settlements]
ot acceptable Pl stocks: irrelevant

The application of the debtor approach requires the availability of portfolio investment stocks at nominal values. International
standards require flows and stocks at market values, which could be a problem for models (3) to (6) at present.

Sb-s calculations following the creditor approach will only be feasible in the future, assuming market yield information for
individual securities is supplied monthly by the CSDB.

By accumulating monthly b.o.p. flows to less frequent stocks, with the relevant price and exchange rate adjustments. This
approximation may produce results of inferior quality in the debtor approach compared with the creditor approach, since
monthly b.o.p. transactions are valued at market prices rather than at nominal values. Some adjustments would therefore be
necessary.

Aggregate income estimations applied to categories of securities established from s-b-s portfolio investment stocks..

To be considered acceptable, aggregate estimations should meet at least the minimum features required in Chapter VI, i.e. they
should be performed (and stocks should be available for this purpose) with a breakdown of assets and liabilities by original
maturity (short term/long term), issuer sector (for liabilities and intra-euro area assets) and currency of issue as a minimum.
Aggregate income estimations following the debtor approach require (i) the availability of benchmark yields based on nominal
interest rates; and (ii) monthly nominal stocks to be estimated on the basis of marked-to-market aggregate stocks (quarterly
stocks s-b-s + aggregate monthly flows), which should be converted from market into nominal values. The CSDB should provide
the necessary yields and ratios to permit such estimations in the future.

This model is only compatible with the debtor approach for liabilities/debits; for assets/credits, it is more closely aligned to the
acquisition approach.
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1. Introduction

Summary of the mandate

I. The Task Force on Portfolio Investment
Income (TF-Pll) was set up by the Working
Group on Balance of Payments and External
Reserves Statistics (WG-BP&ER) to follow up
the work of the Task Force on Portfolio
Investment Collection Systems (TF-PICS). The
TF-PII
investigations regarding the need for and the
characteristics of harmonised approaches to
the compilation of portfolio investment (PI)
income for the euro area balance of payments
(b.o.p.), as the TF-PICS was not able to carry
out such an analysis in time to incorporate the
conclusions into its final report.

was mandated to conduct similar

2. The TF-Pll mandate observed that the
income recorded in the current account of the
euro area b.o.p. has been of poor quality. The
context of improvements in portfolio investment
collection systems stemming from the TF-PICS
triggered an appropriate opportunity to
undertake a thorough review of the present
income compilation methods as well.

3. The TF-Pll was empirically rather than
conceptually oriented. This was an essential
prerequisite for the orderly working of the
Task Force, given the ongoing conceptual
debate as to which general approach (debtor
or creditor) should be followed. This debate
has continued throughout the life of the TF-PlI
within the IMF, SOEC, OECD and the UN,
and was not yet over at the date the TF-PI|
completed its work.

4. Specifically, the TF-PIl mandate covered
the investigation and assessment of different
approaches to the compilation of income,
including a qualitative merits and costs analysis.
The core mandate specified the following:

®* To identify the features that the final
product should fulfil in terms of output
requirements and quality criteria, i.e. high
quality euro area aggregates;

®* To identify, in the context of the output
and quality requirements, a limited number
of techniques which would deliver the

necessary portfolio investment income

aggregates;

®* To subject these techniques to empirical
analysis and rank them in accordance with
how they meet the requirement of ensuring
consistency between portfolio investment
stocks and income flows, and of delivering a
symmetric solution for income debits and
credits that is consistent with the
acceptable solutions of the TF-PICS;

¢ To balance and accommodate the following
items:

calculation of

Prerequisites for the
income

— Methods for the collection of data on
coupon payments/receipts

recommended

The feasibility of the
approaches

Interest rates to be applied for accruals
calculation.

5. In addition, a number of specific topics
were included in the mandate to be technically
investigated by the Task Force. They included
the following:

investment

(i) Income on  collective

institutions (Clls)
(i) Income on shares

(iii) Practical difficulties in the collection of
income on zero coupon bonds

(iv) Financial flows which should not be

considered as income (e.g. interest rate

swaps, fees paid on securities lending/gold

loans and deposits, etc.).

6. Practically all these topics that the TF-PII
was mandated to investigate are covered in
this report. However, the TF-PIl was unable to
undertake an exhaustive analysis of b.o.p. flows
not to be considered as income due to time
constraints. In any case, the TF-Pll is of the
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opinion that such an investigation could be
deemed more methodological and, as such,
could perhaps be carried out by the WG-
BP&ER at a later stage.

Structure of the report

7. Chapters Il — VI cover the investigations
carried out by the Task Force. Chapter Il
reviews current national practices in the light of
the numerous heterogeneous approaches to
compiling portfolio investment income currently
applied by the EU and euro area Member
States. Additionally, the consequences for the
quality of the supranational aggregates resulting
from this divergence between Member States
are considered. The chapter concludes with a
summary of the main contributing factors to
asymmetries, together with an assessment of
the benefits that would emerge from a more
harmonised approach to compilation.

8. The basis of Chapter Ill is an econometric
analysis of the data supplied by Task Force
members (and the Banque Nationale de
Belgique). In essence, the objective findings
were not particularly different from those of
Chapter |l (i.e. identifying gaps in current
compilation systems), and confirm what had
already been intuitively known. These findings
were corroborated by a somewhat innovative
analysis, which quantified the effect that a
number of asymmetries (such as the application
of the accruals principle, aggregate versus
security-by-security (s-b-s) compilation, debtor
versus creditor-based compilation, etc.) may
exert on the euro area aggregates. The
technical details of this analysis are presented in
Overall, this chapter does not
recommend one approach over another, but
rather highlights the consequences of the lack of
harmonisation for the euro and EU aggregates.

an annex.

9. Chapter IV analyses selected issues
regarding the statistical reporting of portfolio
investment income. Issues analysed include (i)
the consequences of non-application of the
accruals principle; (ii) empirical evidence on
the differences between the creditor and

debtor approaches to the compilation of PI

income; (iii) empirical evidence on aggregated
compared with security-by-security recording;
(iv) further empirical work on the comparison
between debtor-based s-b-s reporting and
creditor-based aggregate reporting, expanding
on the previous point; (v) treatment of income
investment institutions; (Vi)
income on zero coupon bonds; and (vii)
income on shares. Each section has a series of
conclusions which ultimately feed into the
overall conclusions and recommendations of
the Task Force as outlined in Chapter VII.

on collective

10. Chapter V explores the three approaches
to the compilation of Pl namely
collection, estimation and calculation. Calculation
is where the compiler calculates the Pl income
at the individual security level; estimation refers
to when benchmark yields are applied to
aggregates of Pl stocks at the instrument,
currency, sector or country level, or to the
entire aggregate; while collection refers to when
income figures are directly collected from
reporters either via surveys or via settlements
channelled through domestic banks. These three
compilation approaches are assessed in the
context of the three channels for approaching
the reporting population identified in the final
report of the TF-PICS: indirect reporting
through settlements, direct reporting through
surveys, and indirect reporting from custodians.

income,

I'l. The estimation of income on an aggregate
basis is extensively treated in Chapter VI. A
number of important issues are discussed,
including the difficulties that arise when
applying the debtor approach to the
estimation of Pl aggregated
securities (the creditor approach is a more
straightforward  option estimating
income from the aggregates). In addition, the
details on portfolio stocks that assist in the
estimation of such as
original/residual maturity, country of issue etc.,
are discussed. A minimum set of breakdowns
is proposed to enable income of an acceptable
quality to be estimated from the aggregates.

income on

when
income,

currency,

12. The TF-PII’'s conclusions and recommen-
dations are outlined in Chapter VII.
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Review of output requirements

I3. According to its mandate, the TF-PIl was
required to identify the features that the final
product should fulfil in terms of output
requirements.

4. The current quarterly output require-
ments for portfolio investment income are as
follows:

® Compilation of all income on a full accruals
basis;

® Compilation of income aggregates by instru-
ment;

* Compilation of income aggregates by resi-
dent sector;

® For credits, compilation currently with an
intra/extra-euro area split and, in 2004, with
the step 3 geographical breakdown;

* For debits, compilation on a (national) non-
resident basis only.

I5. The issue as to whether income should
be compiled on a debtor or a creditor basis
remains open for the time being. At the very
least, our analysis suggests that whatever
approach is followed should be applied
consistently for debits and credits and across
countries without exception until this issue is
finalised in other fora, i.e. the ECB, SOEC,
IMF, etc.

6. These output criteria triggered a review
of the data collection models (DCMs) for
portfolio investment stock and flow data in
order to meet the requirement for portfolio
investment income of a high quality level.
Accordingly, the tree structure outlined in
Chapter VIl presents some more forward-
looking DCMs considered acceptable for long-
term implementation, as well as some
transitional DCMs

acceptable for the short to medium term.

that are considered

Quality criteria

7. The WG-BP&ER and the STC defined
some quality criteria with a view to guiding the
way how information should be collected,
estimated, calculated,
transformed into aggregated statistics. These
criteria, which are designed to monitor the
dimension of quality in the compilation of

processed and

b.o.p. and i.i.p. statistics, are at the heart of
the TF-PIl’s proposals.'

I18. These quality requirements are set out in
Annex | and cover the following issues :

— Timeliness and accuracy
— Stability and accuracy
— Stability and integrity.

19. However, there are some specific quality
measures that could be applied to income:

— The consistency between stocks/flows and

income, namely, rates of returns for both
could be checked
against market interest rates and Yyields.
Such tests could be included as a quality

assets and liabilities

measure.

— The monthly/quarterly measures of interest

income for bonds and notes and money
should exhibit a
relatively smooth transition from month to
month or quarter to quarter when the
accruals concept is applied. The profile of
the time series could be examined as
another quality test.

market instruments

— Yield tests measuring, for example, the
implicit rate of return when portfolio
investment income flows are confronted
with portfolio investment stocks represent
another appropriate quality check.

| See reference  document  ‘ST/STC/BP/QUALIMP3.DOC,
approved by the STC in April 2001.
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Ill. Current national practices
and consequences for the euro area

aggregates

Features of present compilation systems
and prospects for change'

20. At present, the compilation systems for
portfolio investment income within EU
countries are based on three broad
methodologies (see Table Il for further
details on individual countries’ methodologies):

(i) Directly collected from reporters (nine
countries). This can take two forms:

(a) collecting income from reporters’
accounting statements (three coun-
tries), i.e. following accruals accounting
and most often conforming to the
debtor approach for liabilities (debits)
and to the acquisition approach for
assets (credits); or

(b) collecting coupon payments only (most
often from settlements), without
applying the accruals principle (seven
countries?).?

(i) Calculated by the b.o.p. compiler from
security-by-security information. Income is
calculated as the product of each
individual yield times the outstanding
stock of foreign securities holdings by
residents (for credits) or stock of
domestic securities holdings by non-
residents (for debits) (two countries;
three more countries apply it partially).
The selection of these two elements can
theoretically follow either the debtor or
the creditor approach. According to the
debtor approach, calculations are based
on the nominal yield (which includes both
the explicit coupon at issuance and the
issue premium/discount) as well as the
nominal value of the outstanding stocks.
According to the creditor approach,
calculations are based on the market yield
of each individual security and the
outstanding marked-to-market stocks. At
present, all countries calculating this
information security-by-security follow the
debtor approach for practical reasons.

(i) Estimated by the b.o.p. compiler through
an aggregate approach, i.e. applying
benchmark yields to outstanding stocks
aggregated by categories of securities, for
example by type of instrument, sector
and country of the issuer, issue currency,
etc. (four countries). In theory, both the
debtor and the creditor approach can be
followed; however, in practice, countries
have considerable difficulty in accessing
nominal values for stocks and yields on an
aggregate basis. For this reason, at
present all countries estimating income
on an aggregate basis follow the creditor
approach.

Limitations of each approach

21. Among the most significant problems
identified by compilers in their current
systems, non-application of the accruals
principle is a widespread concern. Six
countries currently compile income on an
accruals basis, while five more countries only
do this partially (i.e. either without an
offsetting entry in the financial account, or
only to a limited range of financial
instruments). The remaining four countries do
not currently record income on an accruals
basis.

22. One difficulty mentioned by several
countries in achieving a full application of
accruals is the absence of (reliable)
information on coupon payments. Apart from
settlement systems, few alternatives to this

| Mostly based on the presentations made by TF-PIl members
describing their current systems during the introductory meeting
(April 2002). Some further details have been extracted from
the ECB’s ‘B.o.p. Book’ (‘EU balance of payments/international
investment position statistical methods’, November 2001
release) and the replies to the questionnaire on accruals
recording circulated to the WG-BP&ER in October 2000.

2 SE should be allocated to both groups, depending on the
financial instrument concerned.

3 Some countries apply a correction to the recording of purchases
and sales of securities, estimating and recording the accrued
coupon paid by the acquirers as income rather than in the
financial account. Although once the coupon is finally paid the
net income results might be correct, this adjustment may
temporarily create serious distortions since, apart from an
incorrect allocation of income flows through time, it overstates
gross income flows (i.e. credits and debits).

ECB « Portfolio Investment Income Task Force Report * August 2003

23



24

Summary of current practices and future plans

Application | Aggregated/ | Debtor/
Country | Main source of accruals |sb-s creditor Future plans
AT Calculated by Yes s-b-s Debtor » Owing to the abolition of the settlement
compiler (Monthly) system, future sources for coupon
payments are still under consideration.
BE Estimated by Partially? Aggregated  Creditor -
compiler
DE Collected from  No? Aggregated  Payments * An ISIN code has been introduced this
reporters year for Pl transactions; however,
no decision on its possible use for
calculating income has been taken yet.
DK Collected from  No* Aggregated®  Payments® * A system based on s-b-s is under
reporterst construction.
ES Collected from  No® sb-s Payments® * The new Pl system will permit monthly
reporters® calculation of accrued interest s-b-s once
the CSDB is available.
Fl Collected from  Yes Aggregated  Debits: debtor ¢ A new system for income on Cllsis
reporters (Monthly) Credits: being developed.
acquisition * A securities database for money &
banking statistics is under construction.
This could be used for b.o.p. purposesin
the future.
FR Collected from  No® s-b-s Payments * A new system is being developed (but not
reporters before 2004) based on i.i.p. stocks and
average yields (following the creditor
approach). S-b-s will only be possible if
and when the CSDB is fully operational .
GR Collected from  No Aggregated  Payments * As soon as Pl stocks are available on a
reporters monthly basis (expected in the near
future), a new system could provide the
accrued interest s-b-s.
IE Collected from  Yes Aggregated  Debits: debtor < Increase quality checking with benchmark
reporters (Monthly) yields and monthlysurveys of MFI income.
Credits: debtor/
acquisition
IT Calculated by Yes s-b-s9 Debtor » Changes only foreseen to the extent that
compiler (Monthly) the conclusions of the TF-PIl are
available and the CSDB is fully operative.
LU Estimated by Partially” Aggregated  Creditor » Improvement of geographical breakdown
compiler as of 2003.

» The possibility of recording offsetting
entries in the financial account for income
accrued on mutual funds is being studied.

1) Thistable is presented for illustrative purposes and therefore necessarily implies a certain degree of simplification concerning
current practices.
2) No financial account entry, neither to offset accrued income, nor at the time the coupon is finally paid.
3) A correction is applied to the recording of purchases and sales of securities, estimating and recording the accrued coupon paid
by the acquirers as income rather than including it in the financial account.
4) Except premiunvdiscount of debt securities registered at the Danish Securities Centre, calculated by the compiler s-b-s and on
an accruals basis, following the debtor approach.
5) Except for government bonds and notes, where the accrued interest is calculated s-b-s, following the debtor approach.
6) Except for MFIS' liabilities, for which s-b-s stocks are not available.
7) No financial account entry, neither to offset accrued income, nor at the time the coupon is finally paid.
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Table Il.1 (cont’d)

Summary of current practices and future plans

Application | Aggregated/ | Debtor/

Country | Main source of accruals | sb-s creditor Future plans

NL Collected from  No® Aggregated  Payments * A new direct reporting system with
reporters monthly accruas following the debtor

approach, either calculated by the
compiler if information is reported s-b-s,
or collected on an aggregate basis from
reporters.

PT Estimated by Yes Mixed? Creditor » The PT securities database can be used to

(Monthly) obtain information on coupon payments
(currently obtained from the settlement
system).

« Calculations can be improved by
differentiating among sectors.

SE Mostly collected Partially® Mixed Debtor/ * The settlement system is to be abolished
from reporters acquisition/ in 2003.

payments * For those parts affected, an aternative
system is under construction.

UK Estimated by Yes Aggregated  Debits: debtor ¢ A joint ONS/Bank of England feasibility
compiler/ (Quarterly) Credits: study of a monthly s-b-s reporting system
collected acquisition/ is currently running.
from reporterstt) creditor

8) For income on Dutch bonds, payments are smoothed out across a period of 12 months (instead of being entirely recorded when

the coupon is paid).

9) Aggregated calculations based originally on s-b-s Pl stocks.

10) For some prominent resident holders of foreign securities (credits) and resident issuers of bondsMMIs denominated in foreign
currency (debits), income is reported directly on an aggregate basis (acquisition and debtor). For income debits on domestic
bonds'MMIs denominated in domestic currency, the compiler calculates income s-b-s (debtor). The rest is collected through

settlements (aggregated).

11) Income data are collected from MFIs and some investment trusts.

information source are under consideration.
The lack of timely information on stocks with
a sufficient level of detail is an additional
problem.

23. One further source of inconsistencies is
that Member States employ different methods
to accrue income (debtor/acquisition/creditor).
Apart from the three countries that purely
collect income data via settlements, there are
eight countries that follow the debtor
approach for at least part of their total Pl
income. Four countries apply the creditor
approach (one only partially), while three
countries receive income figures directly from
the holders of securities, following the
acquisition approach. In short, four countries
apply different criteria for the valuation of
income credits (acquisition or creditor) and
debits (debtor) respectively. Finally, four
countries do not apply accruals recording at
all.

24. Concerning the calculation/collection/
estimation of income on an aggregate or on a
security-by-security basis, the picture also
varies. Six countries compile this information
s-b-s for at least part of the total income
reported. Two more countries apply the so-
called mixed approach, i.e. by establishing
categories of securities out of s-b-s portfolio
investment stocks, so as to estimate income
through an aggregate procedure. The
remaining seven countries estimate or collect
income on an aggregate basis (for the time
being at least; some countries will shortly
introduce changes though. See Table Il.1).

25. There seems to be an obvious correlation
methodology
(aggregate/s-b-s) and whether the debtor or
creditor approach is followed. Countries
estimating income on an aggregate basis
normally employ the creditor approach, while
countries calculating income s-b-s normally use

between the choice of
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the debtor approach. Indeed, even countries
applying a different methodology to different
instruments normally follow this pattern (i.e. s-
b-s in combination with the debtor approach
or aggregated plus the creditor approach). For
example, in many cases the calculation of
income s-b-s is only used for domestic
government bonds following the debtor
approach.

26. Finally, the availability of a fully
operational CSDB plays a crucial role in the
future plans of most countries, affecting
foreseeable changes to the systems and
influencing decisions that might eventually
need to be taken.

Most common problems: questionnaire
on the accruals principle

27. In the introductory meeting of the TF-PII,
the members were asked to give a detailed
analysis of their current Portfolio Investment
Income Compilation Systems, including the
most  substantial shortcomings of their
respective systems and what prospects for
change exist. Additional information was
gathered from a questionnaire prepared jointly
by the ECB’s Balance of Payments and External
Reserves Division (BP&ERD) and the Banque
de France. This accruals questionnaire aimed
at gathering information on current practices
regarding the collection of accrued interest
within the euro area.*

28. This section summarises the most
substantial problems in the compilation of
portfolio investment income, as identified by
the two above-mentioned initiatives. Whereas
some problems reported are connected to
specific features of particular systems, other
problems are shared by a large number of
countries running dissimilar systems. The
various shortcomings currently affecting the
quality of the final product can be divided into
two groups: (i) problems related to the
underlying data compilation; and (ii) problems
related to the actual calculation of income on
an accruals basis.

(i) Problems related to data compilation

* Insufficient coverage of specific instru-
ments: a recurrent topic is the lack of sat-
isfactory information on collective invest-
ment institutions (Cll)/mutual funds, whose
coverage is deemed insufficient by a number
of countries (Fl, ES, LU). Some other coun-
tries also report difficulties in collecting data
on money market instruments (ES and NL).

* Identification of holders: problems in
correctly identifying the holders of
securities lead to an inaccurate
geographical split of income debits, i.e.
of coupon payments from resident issuers
to non-resident holders.> A widespread
practice which affects the quality of the
geographical breakdown is the use of the
first known counterpart of payments (AT,
ES, Fl, FR, IT and SE). However, in the
accruals questionnaire, most countries
confirmed that they face serious difficulties
in the geographical allocation of interest
accrued on domestic securities, more
specifically in identifying the ultimate non-
resident holder of domestic securities. In
actual fact, most countries may only identify
the first non-resident acquiring domestic
securities, while further transmissions
between non-residents cannot be captured
by national b.o.p. collection systems. A
related point is the correct attribution of
Cll-related income to individual holders
with  an  accurate instrument and

geographical breakdown, as mentioned by

AT and LU.

® A related problem, although deemed less
important by most countries, is the
unavailability of an accurate geographical
split for income credits in terms of the

4 The final version of the questionnaire was circulated to the
members of the WGBP&ER in October 2000. Thirteen EU
countries returned the completed questionnaire (all bar GR and
LU). Switzerland also replied.

5 This is the ‘classical’ problem of identifying non-resident end-
investors in securities issued by residents, which has been
already discussed at length in the TF-PICS report. The problem
particularly arises owing either to the existence of long
intermediary chains in the execution of transactions, or to the
use of specific financial channels such as bearer paper,
nominee accounts, etc.
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* Non-application of the

country of the non-resident issuer of
securities held by resident investors.

Security-by-security databases: some
countries that use s-b-s databases stress the
need for very resource-intensive quality
management in order to obtain satisfactory
results.

Data compilation via surveys: for the
time being, the compilation of income via
surveys only allows the calculation of
accrued interest on an aggregate basis, i.e.
most often as directly reported by
respondents. Fl highlights the difficulty of
designing a representative sample; |E
mentions possible misclassifications of items
by reporting agents; while UK highlights
that using the residual approach to derive
stocks of liabilities risks magnifying errors
(as discussed in the final report of the
TF-PICS).

Income compilation via settlement
systems: although they are still widely used
for the collection of income information,
settlement systems exhibit a number of
inconvenient features which can lead to
biased
questionnaire, a number of countries (LU,
FR, PT) mentioned the use of netting and
clearing techniques in settlement systems as
well as so-called exemption thresholds’ as
introducing a bias in the reported income.
Additionally, some countries (NL, LU, GR,
SE) pointed out that the use of the ITRS
system does not allow the application of the
principle additional
information.

information. In the accruals

accruals without

(ii) Problems related to the calculation
of accrued interest

accruals
principle: the most striking shortcoming of
current systems is that a number of
countries® do not calculate income on an
accruals basis, but instead merely report
cash payments when they occur. The
principal reason for this practice is the lack

7

8

of detailed and relevant information needed
to perform accruals accounting (i.e. timely
and frequent stocks and yields).

Calculation accrued interest for
specific securities: countries using s-b-s
databases generally report difficulties in
calculating exact accruals for non-straight
debt instruments, such as index-linked
bonds, convertible bonds or floating rate
notes. The most common way forward in
such cases is to calculate accrued interest
on such instruments in a simplified manner,
usually by treating them as straight
instruments.

Asymmetries in the compilation of
income credits and debits: a
considerable number of countries report an
inconsistent application of the accruals
principle in the sense that accruals are only
recorded for a subset of instruments.
Furthermore, as the overall situation is
quite heterogeneous at the national level, a
significant
asymmetric treatments to credits and
debits:

number of countries apply

a) Credits (interest accrued on resident
holdings of foreign securities, i.e. on
assets):

Debtor: two countries

Acquisition: three countries

Creditor: four countries

Non-application of the

principle: six countries.

accruals

b) Debits (interest accrued on non-
resident holdings of domestic securities,
i.e. on liabilities)
— Debtor: eight countries

For example, ES reports this problem for matador bonds and
bonds issued in the Euromarket. Additionally, FI reports that
reporting agents have had difficulties in implementing an exact
euro area/non-euro area split owing to the possible ambiguity
of the security identifiers (ISIN code).

Transactions below the threshold do not need to be reported by
MFls.

As reported in the introductory section of this chapter, only six
countries currently compile income on an accruals basis, while
five more countries purely do this partially (i.e. either without
making an offsetting entry in the financial account, or only to a
limited range of financial instruments). The remaining four
countries do not currently record income on an accruals basis.
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— Creditor: three countries
— Non-application of the
principle: four countries.

accruals

Summing up, only five countries apply
consistent methods for collecting both
credits and debits (the ‘creditor approach’
in three cases, and the ‘debtor approach’
in two). Four countries apply dissimilar
methods  to credits  and
debits (acquisition/creditor and debtor,
respectively), whereas six more countries
do not apply the accruals principle for the
collection of credits (interest on foreign
securities).

collect

29. All of these problems contribute to an
inconsistent recording of identical intra-euro
area transactions in the compiler countries of
issuers and Such
imply distorted figures at the euro area level.
From a euro area perspective, this problem is
considerable, given the wide variety of
methods applied for recording these figures.

investors. inconsistencies

30. The comepilation of the area
aggregate reflects the consequences of two
different types of inconsistencies:

euro

(i) Dissimilar practices among Member States
imply that, at the time the aggregate is
compiled, intra-euro area positions do not
cancel each other out. This situation is
especially harmful owing to the particular
compilation method for income on portfolio
investment in the euro area b.o.p.

(i) In addition, asymmetries in the treatment
of credits and debits within
countries actually have an automatic dis-
torting effect on the compilation of the
income aggregate.

individual

Problems linked to the compilation of
euro area aggregates

31. The compilation of portfolio investment
income for the euro area aggregates presents
similar problems to those linked to portfolio
investment Indeed, a

statistics. similar

calculation method is applied for the
compilation of portfolio investment and
portfolio investment income flows in the euro
area b.o.p.

32. Interest payments to non-resident
holders are frequently channelled through
third parties. In such cases, the securities’
issuer is only aware of its
counterpart’s location. However, this first-shot
geographical breakdown does not usually
provide a reliable picture of the final
destination of the funds. Indeed, euro area
investors may receive coupon payments from
euro area issuers through clearing institutions
located outside the euro area.

first known

33. Conversely, final investors are normally
aware of the residence of the securities’ issuer
and, thus, of the origin of the coupon
payments, even if they are received from third
countries. Therefore,
could (correctly)
credits within the (extra) contribution to the
euro area aggregates. As a consequence,
substantial asymmetries would arise between
the information provided by debtors and
creditors. Should
corrected, the euro area b.o.p. would be
incorrect and the current account deficit
would be distorted.

euro area resident

investors exclude such

such distortions not be

34. For this reason, extra-euro area debits in
portfolio investment income are calculated as
the difference between total debits
and intra-euro area credits (i.e. credits
received by euro area investors from issuers

national

resident in other euro area countries).
Resulting from this approach, bilateral
asymmetries among Member States with

respect to the assessment of intra-euro area
portfolio investment income credits and debits
automatically produce incorrect extra-euro
area aggregates. Additionally, errors in the
geographical allocation intra/extra of income
credits would result in distorted gross figures
(i.e. the split between euro area income
credits and debits), even if the net overall
picture were not to change.
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35. Needless to say, in addition to the
problems derived from compiling aggregates,
the quality problems of national b.o.p.
collection systems in the compilation of
income are also directly transferred to the
supranational aggregates, as the contributions
to the aggregate are built up on the basis of
the national statistics.

36. As in the case of portfolio investment
statistics, the ECB already acknowledges quite
a number of recurrent factors causing
asymmetries and resulting in inaccuracies at
the time of compiling monthly income flows in
the euro area b.o.p. Some of these factors
have already been listed in the TF-PICS report
and are also relevant for the compilation of
income, as in an erroneous geographical split
of income credits into ‘intra/extra’, for
example (i.e. misidentifying the residency of
the securities’ issuer).

37. However, the compilation of portfolio
investment income presents specific problems
which are the origin of asymmetries and
errors in the compilation of euro area
aggregates. These problems are normally
related to the different collection/calculation/
estimation methods employed in euro area
Member States. Any bilateral asymmetries in
the compilation of income may produce
significant differences in the outcome reported
by countries. This could be due to the
different compilation methods presented in
the first section of this chapter (see Table IL.I).

In summary, the following factors may be
signalled as the main contributors to
asymmetries among euro area countries:

(i) the compilation method, i.e. differences
between countries where the b.o.p. compiler
calculates or estimates income versus
countries where income is directly collected
from reporters;

(i) the level of detail, i.e. countries
calculating income s-b-s versus countries
estimating income and following an
aggregate approach;

(iii) the application/non-application of the
accruals principle, i.e. applied to all, none or
only part of portfolio
instruments, at different frequencies, etc,;

investment

(iv) the application of accruals on the basis
of dissimilar  principles, i.e. debtor/
acquisition/creditor.

Potential benefits of harmonising
collection systems in the field of
portfolio investment income

38. This subsection conceptually explores the
areas in which further harmonisation could
improve the overall picture for the collection
of portfolio investment income statistics.

39. In this respect, most aspects tackled in
the final report of the TF-PICS are also
relevant for the compilation of income. For
instance, any measures aimed at improving the
quality of national statistics should also result
in more accurate supranational aggregates.
Following this line of reasoning, those fields
which are essential for their contribution to
the euro area aggregates should receive the
highest priority in the compilation of national
statistics. An appropriate example is the
geographical breakdown of
investment credits. An accurate split between
intra and extra-income credits is a necessary
precondition to diminish mistakes in the split
between euro area income credits and debits.

portfolio

40. On the other hand, assuming all
asymmetries among Member States in the
compilation of income directly produce errors
in the assessment of the euro area aggregates,
a goal of the TF-PIl should be to identify best
practices and to promote their widespread
use. In those cases in which a single method
could not be prescribed, the identification of a
limited number of acceptable practices should
aim at diminishing the risk of a dissimilar
outcome as far as possible.

41. In addition to reducing the risk of
asymmetries owing to the existence of
different compilation methods, further input
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harmonisation would also help achieve greater
quality both in national and in euro area
statistics by promoting aspects which are
beneficial to several quality dimensions, such
as stability, transparency and accuracy. '

42. Among the positive factors designed to
improve the accuracy of income statistics, the
following could be considered:

|. Exactness, e.g. in the split of income flows
between direct, portfolio and other
investments; the breakdown of income
credits according to the residence of the
securities issuer, etc.

2. Completeness, thereby avoiding asymme-
tries caused by incomplete coverage of
respondents or financial instruments.

3. Application of a unique approach (debtor/
acquisition/creditor) for income compila-
tion.

4. Application of the accruals principle at the
same frequency by all Member States.

5. Establishment of minimum breakdowns
(which ensure income figures of acceptable
quality) for portfolio investment stocks and
yields, enabling them to carry out aggregate
estimations.

6. Widespread use of common information on
securities and yields will be provided by the
Centralised Securities Data Base (CSDB).

43. The fourth point mentioned above also
impacts another dimension of quality, namely
stability, since the construction of the aggregate
necessarily implies the integration of Member
States’ revisions. Dissimilar timetables when
applying the accruals principle implies more
frequent revisions to the published data.
Additionally, more robust calculation/collection/
estimation methods should also help in reducing
both the likelihood of revisions and their
magnitude.

44. Finally, harmonising methodologies as far
as this is practical may reduce the common
difficulties raised earlier in the chapter. As was
the case for portfolio investment statistics,
finding a joint approach for the compilation of
income would increase the comparability of the
national contributions and improve their use
for the calculation of supranational aggregates.
By reducing the number of different
compilation methods applied by Member States,
communication with the final users of euro area
statistics should become more straightforward,
thus enhancing transparency
counterparts outside the statistical world.

vis-a-vis

21 See Chapter 2 of the TF-PICS final report.
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Ill. Plausibility exercise on portfolio
investment income

Introduction

45. The aim of this analysis is to check the
plausibility of the calculation of portfolio
investment income figures at the national level
as well as at the level of euro area aggregates.
The analysis is motivated by the risk that
national portfolio investment income figures,
although seemingly plausible, may not reflect a
complete absence of asymmetries owing to
dissimilar compilation/estimation methods and,
thus, may not produce proper aggregates.

46. The analysis in sections | — 4 is based on
the unit-free ratios of portfolio investment
credits (debits) over the year-average portfolio
investment stocks of assets (liabilities). For a
given year t, the definition of these ratios for
country i calculated on a yearly basis is:

2 credits,,
(assets; + assets,_,)

credits ratio, =

2 debits,

(liabilities, + liabilities, ) ELO/

debits ratio, =

In the above, credits/debits are whole year
b.o.p. income flows, as in the
current account, while assets/liabilities are
year--end portfolio investment positions, as
recorded in international
investment position. I is the set of countries
participating in this exercise, i.e. the euro area
countries as well as the three pre-ins.

recorded

country i’s

47. The ratios are calculated at various levels
of aggregation. In section | we analyse a step
| euro area aggregate calculated on the basis
of the data contributions by Task Force
members, and compare it with the
corresponding step | euro area aggregate, as
published in the ECB’s Monthly Bulletin. The
aim is to check the plausibility of the ratios
constructed from the data provided by the
Task Force, and is based upon the formula:

aggregate, =
2D (Credits, — Debits,)

zi [(Assets,—Liabilities;) + (Assets,_,— Liabilities;,_,)]
Elin

Here | is the set of the 12 euro area
countries. Another purpose is to check the
validity of national contributions as sent in by

the Task Force members.

48. The advantage of using these ratios is that
they are independent of exchange rate changes
over time. A weakness in analysing portfolio
investment income compilation systems is that
they implicitly assume that both stocks and
income flows are produced by comparable
compilation systems' as understood by the
TF-PICS report. However, if we accept that —
in principle — all compilation systems yield
unbiased estimates of the ‘true’ figures, then
this should not pose a major problem for this
analysis.

49. In section | we analyse national ratios
using graphs and descriptive analysis at the
national level per year for

— Portfolio investment credits over assets
(figure 1)

— Portfolio investment debits over liabilities
(figure 2).

50. This type of analysis is pursued further in
section 2, where national portfolio investment
income ratios are analysed via an instrument
breakdown which distinguishes between Equities,
Bonds & Notes and Money Market Instruments.

51. In section 3 we further explore which
explanatory variables (in terms of the specific
methodology applied by Member States) may
lie behind the existence of systematic biases in
the income results obtained. To this end, we
identify the marginal effects of specific income
calculation methods on the observed ratios by
regressing the overall portfolio investment
credits (debits) over assets (liabilities) ratio on
the stylised characteristics of the country-
specific systems.
further details on the methodology applied in
this exercise are provided in Annex 2 of this
report. Section 4 concludes.

income calculation Some

| Otherwise, unreasonable ratios might (partly) be the result of
the difference in the calculation methods applied to stocks and
flows.
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Ratios of the step | euro area aggregate

52. The aim behind constructing a euro area
aggregate based on national contributions is to
check whether national figures are plausible in
the sense that they succeed in producing a
euro area aggregate of an adequate level of
quality. Given the weaknesses of the available
data (lack of intra/extra-euro area geographical
split), this analysis is limited in the sense that it
can only focus on net positions.

53. As a first step, the data contributions sent
by Task Force members are checked for
consistency with the ECB Monthly Bulletin
aggregates published in the July 2002 release.
Subsequently, these aggregates (i.e. the one
based on the Task Force members’
contributions as well as the one published in
the ECB’s Monthly Bulletin) are checked to
see whether they produce reasonable net
credits over net assets ratios.

54. For portfolio investment stocks, it was not
possible to approximate a step | euro area
aggregate based on i.i.p. data submitted by the
Task Force members with the exception of
1998 (for stocks only), 1999 and 2000. The
reason for this is the lack of data contributions
from some Task Force members for the years
before 1998 and/or after 2000.

55. Table | shows the step | euro area net
assets and net credits based upon the data
contributions by the Task Force members and
the kind contribution from the Belgium
National Central Bank. A detailed investigation
revealed that the difference between the
series arises from two factors:

(i) Member States have updated their data,
whereas the stock data shown in the
Monthly Bulletin are too old (the Monthly
Bulletin data were being updated at the
time this report was drafted);

(ii) The most substantial remaining differences
were explained by the non-inclusion of
special purpose entities (SPEs) (in either
flows or stocks) in the contribution to this
exercise provided by NL.

56. Once revisions reported by the Task
Force members are incorporated into the data
analysed, and taking into account the fact that
SPE-related data are not included in the Task
Force data, we end up with very similar figures
compared with those published in the ECB’s
July 2002 Monthly Bulletin. Table 2 shows the
major revisions to i.i.p. data reported, as well
as the ‘corrected’ net portfolio investment
stock position.

57. Taking into account this information, and
given the fact that both aggregates show the
same overall ratios of net returns, the
plausibility of the data provided by the Task
Force members was confirmed, thus forming
a sound data basis for the subsequent analysis.

Portfolio investment ratios

58. In this section we analyse the overall
portfolio investment credits over assets and
debits over liabilities as gross ratios by
country. Figure | shows the yearly income
credits over the yearly average Pl assets’
stocks, and the yearly income debits over the
yearly average Pl liabilities.

Step 1 euro area aggregates for Pl income

Task Force contributions ECB Monthly Bulletin July 2002

Year 1998 1999 2000 1998 1999 2000
Net assets -571.6 -585.5 -447.6 -747.3 -756.4 -659.9
Net credits -29.4 -23.6 -38.8 -34.9
Net ratio 0.05 0.05 0.05 0.05
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Revisions reported by the
Task Force members

Year 1999 2000
NL -207.6 -252.7
ER 304 411
ES 52 -32
PT 16 15
Fl -0.3 0.1
AT -0.2 15
BLEU -0.6
Non-revised TF Step 1 position -756.4 -659.9

59. Both figures show a rather homogeneous
development in most countries between (on
average) 2 to 8% for credits over assets and 4
to 6% for debits over liabilities (excluding GR).
For debits over liabilities, GR shows
implausible values below 1%.

Analysis of portfolio investment income
ratios by instrument

60. Having detected mostly plausible values at
the overall Pl level, this section examines an
instrument breakdown of these figures at the
national level2 This breakdown was made

possible thanks to the co-operation of the
Task Force members, who sent in portfolio
investment data broken down by} the
instrument types Equities, Bonds & Notes and
Money Market Instruments.

Portfolio investment - equities

61. The graphs for credits over assets (Figure 3)
and debits over liabilities (Figure 4) show an
important degree of heterogeneity with a
tendency for convergence except for the

2 As the calculation of the resident transactor’s sector is different
for assets and liabilities, we cannot make this analysis at the
euro area level, as here we have to take net figures. Such an
analysis would only be possible with step-2 data contributions,
including a euro area/non-euro area breakdown, and additional
details for portfolio investment intra-euro area assets by sector
of the euro area issuer.

3 A sectoral breakdown (according to the items Monetary
Authorities, General Government, Banks and Other Sectors)
was
- not possible at all for DE, FR, IE

only partially possible for ES

- only possible in the last few years of the 1990s for AT, PT, FI

for DK, a breakdown between Bonds & Notes and MMI was

not possible, and DK is therefore not included in figure 7 and

8,

- only partially and only for the last few years for GR.

For SE, the exercise would have been possible in principle

except for the equities sectors, where only combined sectoral

numbers are available.

Portfolio investment yearly credits over year-aver age assets

(Average Yield)
o AT ——GR
~-BLEU ——IE
—a—-DE —oIT
—= DK —=—NL

~x-ES  —PT

---o--FI o—SE

——FR —x— UK
012 7 0.12
0.10 . 1 0.10
0.08 - 1 0.08
0.06 - 1 0.06
0.04 1 0.04
0.02 - 1 0.02
0.00 0.00

1991 1992 1993 1994 1995

1996 1997 1998 1999 2000 2001
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Portfolio investment yearly debits over year-average liabilities

(Average Yield)
o AT ——GR
-=--BLEU ——IE

& DE ——IT

—x— DK —s=—NL
—-x--ES ——PT
---e-- FI o—SE
——FR —x— UK

0.12 - S 0.12
0.10 | Jo.10
.\
0.08 |- 4 0.08
0.06 - 4 0.06
0.04 |- 1 0.04
0.02 | 4 0.02
0.00 . . . . . . . . . . 0.00

1991 1992 1993 1994 1995 1996

liabilities’ side of IT, which exhibits increasing
two-digit levels* The average ratios are
between 0.1 to 4% for credits over assets, and |
to 5% for debits over liabilities (excluding IT and
GR). As mentioned, IT shows implausibly high
figures on the liabilities side, while GR reports
implausibly low ones (below [%).

Portfolio investment — Bonds & Notes

62. Compared with equities, the credits over
assets ratios analysed for Bonds & Notes
(Figure 5) look rather homogeneous®, ranging
from 3 to 9% (excluding SE). SE also starts
with very high ratios, but from 1995 onwards,
ratios reported are in line with the ones from
other countries.

63. On the liabilities side (Figure 6), both SE
and IE exhibit unusual patterns in their ratios.
Data for GR are very low, a feature we have
already observed with the equity instrument.
The other countries show homogenous ratios
between 5 and 9%.

64. Contrary to a visual impression, the
degree of heterogeneity is not very different
for both Bonds & Notes series, with a

1997 1998 1999 2000 2001

standard deviation of 0.2 for credits over
assets, and of 0.1 for debits over liabilities.

Portfolio investment — Money Market
Instruments

65. The most troubling figures come from
Money Market Instruments (MMI). Here, the
ratios analysed are highly heterogeneous,
exceeding significantly those of equities.® On
the assets side, the heterogeneity in the credits
over assets ratios (Figure 7) is very
pronounced. GR shows exceedingly high ratios
(586.9 and 153.1%) which are excluded from

4 At the time of writing of this report, the income on equity for
IT was calculated on a cash basis. Before 1999 the income on
equity was reported jointly with other portfolio investment
components. However, since 1999 the precision of the existing
split may be questionable due to misreporting — notably on the
liabilities side.

5 In principle, the Bonds & Notes and MMI income flows are not
separable in DK. However, for the years 1999-2002, it is
possible to separate the stock data in B&S and MMI. As stock
data shows that the B&S items are much larger than the MMI
item, it was deemed appropriate to show the combined
B&S/MMI flows under the B&S item.

6 A caveat in the analysis of the MMI sector of instruments
which has to be born in mind: in the case of MMIs for some
countries, taking the average of year-end stocks may represent
a doubtful approximation of the ‘true’ year-average stocks. In
such cases, this is due to significant monthly stocks with an
often-existing decline at the end of the year.
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the graph. Without GR, the average volatility
is 3%, about 1.5 to 3 times the volatility
detected in other classes of instruments.

66. On the liabilities’ side (Figure 8), the
debits over liabilities ratios are less

heterogeneous, with an average volatility of
2% (this time including GR). However, it is
again very difficult to speak of a homogeneous
picture at this stage.

Portfolio investment — Equity: yearly credits over year-average assets

(Average Yield)
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0.00 L L L L L L 0.00
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Figure 4
Portfolio investment — Equity: debits over average liabilities
(Average Yield)
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Portfolio Investment — Bonds and notes. credits over average assets
(Average Yield)
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Portfolio Investment — Bonds and notes: debits over average liabilities
(Average Yield)
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Portfolio investment — Money Market I nstruments. credits over average assets

(Average Yield)
~+-AT —GR
= BLEU —IE
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67. Although it hints at specific, potentially exercise are provided in Annex 2 of this

problematic areas, the visual and descriptive
analysis  conducted not very
informative about the concrete sources behind
the heterogeneity observed. This issue is
assessed in more detail in the following section.

so far is

Analysis of compilation method-specific
influences

68. Finally, we analysed whether stylised
characteristics of the method applied to
compile portfolio investment Income have a
systematic influence on the magnitude of the
resulting income figures which may not be
explained by economic (country-specific) or
business cycle influences. For this
purpose, we regressed the portfolio
investment ‘credits over assets’ and ‘debits over
liabilities’ ratios on the stylised characteristics
of national portfolio
compilation methodologies, while controlling
for country and time-related specifics of the
economies.” The exercise was conducted
separately for the instrument classes Bonds &
Notes and Money Market Instruments. Additional
details on the methodology applied in this

overall

investment income

report.

69. Concerning the estimated parameters for
the indicator variables representing the stylised
compilation methodology characteristics, we
find significant effects owing to a non-
application of the accruals principle for both
assets and liabilities. This is in line with what
we expected from the stock figures in Annex
2, given that the model controls for changes in
the overall interest rate over time. Compared
with the application of the accruals principle
using the debtor/acquisition approach in an s-
b-s environment, countries collecting income
on a cash basis (NACCR = 1) report on
average 2% (5%) lower values on the assets
(liabilities) side. For both sides of the B&N
class of instruments, we also observe
significant effects from compiling income on an
aggregated basis (—2% on the assets and +4%
on the liabilities side) compared with doing so
on an s-b-s However, additionally
estimating income using the creditor approach
does not give rise to any significant effect

basis.

7 These controls are implemented by including year and country-
specific dummy variables.
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Portfolio investment — Money Market Instruments. debits over average liabilities

(Average Yield)
o AT ——GR
--m--BLEU ——1IE
—-&-DE ——IT
--%---ES —=—NL
—oFI  ——PT
—+—FR o—SE
—x— UK
0.14 1 0.14
0.12 | 1 0.12
0.10 | 1 0.10
0.08 | 1 0.08
0.06 | 1 0.06
0.04 | { 0.04
0.02 | { 0.02
0.00 | 1 0.00
-0.02 -0.02
1991 1992 1993 1994 1995 1996 1997 1998 1999 2000 2001
compared with the remaining group of Summary

aggregated income compilers.

70. For the MMI class of securities, we do find
a significant effect from compiling income on an
aggregated basis (- 6%) compared with doing
so on an s-b-s basis. Furthermore, countries
estimating income using the creditor approach
show an important positive effect (+ 9%)
compared with other countries compiling
income on an aggregated basis. Compared with
s-b-s compiling countries, the net effect of this
group of countries is still significant, but at 3%.
This may hint at the difficulties countries are
currently facing while trying to identify an
adequate benchmark yield which would enable
them to estimate income on MMI securities on
an aggregated basis. On the other hand, the
non-application of the accruals principle does
not seem to have a significant effect on the
credits over assets ratio. On the liabilities side,
the results of our model are not significant,
indicating that the heterogeneity between
countries is mostly attributable to reasons
beyond those of over-market development or
compilation methodology.

71. The aim of this study was to test the
plausibility of portfolio investment income
figures both at the national and at the euro
area aggregate levels. For this purpose, we
analysed unit-free ratios of return ([net]
credits over assets) and of debt service ([net]
debits over liabilities) for a euro area step |
aggregate, and at the national level for all |5
EU countries. Data at the national level were
further broken down by three types of
instruments: Equities, Bonds & Notes and Money
Market Instruments. A second strand of analysis
was to regress overall portfolio investment
credits over assets and debits over liabilities ratios
on individual countries’ stylised compilation
methodologies’ characteristics, business cycle
and country-specific indicators. The purpose
was to analyse whether the use of different
compilation methods introduces systematic
biases into the portfolio investment income
figures  which forcibly
asymmetries in national data contributions to
the euro area aggregate.®

would lead to

8 It has to be borne in mind that, in addition to the problems of
aggregation which are likely to have an impact on this analysis
(asymmetric  treatment among countries, heterogeneous
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72. The most interesting finding was that,
although we observe plausible net ratios at the
step | euro area aggregate level, the variation
of ratios on the national level broken down by
instruments gives rise to significant concern.
This is especially the case for Equities and
Money Market Instruments. It seems that the
plausible step | euro area aggregate simply
results from a netting of positive and negative
asymmetries in the two years analysed. Given
the enormous degree of inconsistency in ratios
which, whatever the economic theory
followed, should at least be converging, we
find strong evidence that large asymmetries in
portfolio investment income recording exist
within the euro area.’

73. This finding is further supported by the
analysis of the impact of the use of different
compilation methodologies. Here, we find a
significant and systematic influence in the

results on assets and/or liabilities with both
the B&N and the MMI classes of securities for
all stylised characteristics of compilation
methodologies.!® Given the significant lack of
homogeneity in calculation methods applied by
euro area countries, a strong argument is
made for further harmonisation in this field.

methodologies, etc.), any difficulties in the geographical
breakdown of the flows (intra-extra split) which are not
considered in this analysis based on net flows/stocks could also
add to inconsistencies in the process of aggregation — more
specifically, in the correct assessment of separate extra-euro
area credits and debits.

9 As mentioned in the Introduction, this result also depends on
the assumption that either the stock information is an unbiased
estimator, or that both stocks and flows are derived from the
same compilation method. The regression exercise takes this
possibility implicitly into account by including country-specific
dummy variables that are designed to capture the effect of
such country-specific differences in compilation methodologies
between stocks and flows.

10 The results are robust as we control for an overall development
in interest rates in the specification of the estimation model, as
well as country-specific heterogeneity.
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V.

Selected issues on the statistical

reporting of portfolio investment

income

I. Consequences of the non-application of the accruals principle

74. The recording of income on an accrual
basis has been established as an international
standard for the compilation of balance of
payments statistics since 1993. According to
ECB Guideline ECB/2000/4 on the statistical
reporting requirements of the ECB, which
standards, the
compilation of income following the accruals
principle is mandatory for debt instruments.
The recording of income according to the
accruals principle is based on the idea that the
b.o.p. records ‘the economic transactions of
an economy with the rest of the world’".

follows current international

75. One of the aims of the Task Force was to
empirically investigate the consequences of the
non-application of the accruals principle on the
recording of portfolio investment income in
the balance of payments. This was done by
analysing for two countries, AT and DE, the
respective amounts of portfolio investment
income that would be recorded if

a) the accruals principle was not applied, i.e.
income was recorded on a cash basis

b) the accruals principle was applied and
income was recorded on an accruals basis.

76. Interest should be recorded on an
accruals basis to ensure that the cost of capital
continually matches the provision of capital in
a periodically correct manner. Thus, income
flows are attributed to the actual holders of
the relevant securities, so that the recorded
cost of capital matches the provision of capital,
i.e. at the time when the claim or liability
arises and not at the time when the payment
is effected.

77. In practice, this means that income is
converted in a series of monthly or quarterly
payments.? Since accrued income will - in most
cases - be recorded in the current account
before the payment is effected, a counter-
entry becomes necessary to keep the balance
of payments in equilibrium. This counter-entry
should be made in the financial account under
the relevant financial instrument as if it were

This
interest as an
additional investment in the underlying
instrument. Once the actual payment of
interest occurs, it will not affect the current
account, as accrued income flows will have
already been recorded. Instead, the payment
will be entered as a disinvestment under the
respective security segment in the financial
account.

that instrument.

accrued

an investment in

implicitly treats

78. In calculating accrued interest, three
methods may be distinguished which
determine the amount of interest accrued at a
given point in time: from the point of view of
the issuer (debtor approach), the acquirer
(acquisition approach) or the market (creditor
or market approach) respectively. Although
the empirical
approaches have been analysed in another
study in this report, it is important to bear in
mind possible differences in this particular
study: while in AT the effect of the non-
application of the accruals principle was
analysed using the debtor approach to
calculate accrued interest, this only
possible in DE by using the creditor approach.?

differences between these

was

79. A priori, a number of reasons can be
identified which may distort
downwards if the accruals principle is not
applied: (i) interest of zero coupons is not
taken purely
collected on a cash settlement basis, (ii)
interest of deep-discounted securities is
underestimated in the coupon
payments and (iiij) while the accruals principle
takes into account the interest of securities

income

into account if income is

case of

| An economic transaction is ‘an economic flow that reflects the
creation, transformation, exchange, transfer, or extinction of
economic value and involves changes in ownership of goods
and/or financial assets or liabilities.” (ECB BOP Book, 2000,
p.17)

2 ECB Guideline ECB/2000/4 requests accrual recording on a
quarterly basis, although a monthly recording is preferred and
encouraged.

3 As will be discussed at length in the final chapter of this report,
an aggregate data compilation system similar to the one used
by DE in this exercise is more adapted to the creditor
approach.
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The effect of the non-application of the accruals principle for AT

81. For AT, accruals were calculated s-b-s using monthly (average) nominal stocks and nominal interest
ratest (debtor approach).

82. As demonstrated in the study? on the three b.o.p. sectors (government, MFIs, other sectors), the use of
the accruals principle leads to higher yearly income figures.

83. A monthly analysis of the figures shows that in the case of government bonds, the coupon payments in
January (and, in general, in the first quarter) and in July are much higher than the accrued income figures,
owing to the high concentration of coupon payments in January and July.3

84. Finally, the development of global credit, debit and net income flows in million euros for the two
different concepts since 1997 shows that differences on the liabilities side are on average 20% and on the
assets side 5-10%.*

1 Effects of premia, discounts etc. resulting from differences between price at issuance and price at redemption are taken into
account by calculating a so-called ‘implicit’ interest rate for each individual security, and applying it to the nominal stocks
together with the nominal interest rate.

2 SeeFigure 1 in the supplementary document mentioned in footnote number 5.

3 See Figure 2 in the supplementary document.

4 See Figure 3 in the supplementary document.

The effect of the non-application of the accruals principle for DE

85. Currently, the accruals principle is only applied on the assets side. Cash payments are reported too, but
they are not used for income compilation owing to considerable under-reporting. In this exercise, the accrued
interest was estimated by applying benchmark yields to broad aggregates. On the liabilities side the accruals
principle has so far not been applied. Instead, the current account shows the reported cash payments,
corrected by an estimation for interest payments on domestic securities held by Germans abroad.*

86. For DE, three time series were constructed: (i) coupon payments; (ii) interest recalculated (1/12th of the
interest cash payments of the following 12 months is attributed to any given month?); and (iii) accrued
interest using the creditor approach: a benchmark yield? is applied to monthly average stocks at market price
(creditor approach).

87. On a monthly basis, differences between accrued income and cash payments are most obvious in
January and July, owing to the fact that coupon payments are highly concentrated at these times# On a
yearly basis, al three time series show a rather continuous development, owing to the fact that the
underlying aggregate has also developed continuously.

88. Given the constant increment in stocks, it is surprising that accrued interest is higher than paid interest
until 1994, whereas in subsequent years it is lower (see Figure)e.

1 In the future, accrued interest on liabilities will also be calculated on an aggregate basis for government bonds and private
bonds. The calculations will be based on the market value of monthly average stocks. A benchmark yield will be applied to
these stocks.

2 These data are of no relevance to the future system of calculating accruals. However, this method could be applied to correct
past time series. The method is based on the assumption that the majority of government bonds bear yearly coupons.

3 The example presented is simplified in that it calculates interest on the whole aggregate, without a split regarding remaining

maturities. However, the calculation of the benchmark yield weights the aggregate according to remaining maturities of total

amounts outstanding.

See Figure 4 in the supplementary document.

See Figure 5 in the supplementary document.

Although interest rates have decreased continuously during this period, this is also true for the period 1990 to 1993, when

accrued interest was slightly higher than cash payments. An explanation for the too-high cash payments could be that the

estimation of Germans' holdings of domestic securities abroad is quite uncertain.

o 0
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Comparison between net cash payments, accrued interest and 1/12 of following month

(Thousands)
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issued in the present year, coupons may often 91. The following explanations for the

be paid in the following year.*

80. For both countries, the analysis
conducted by comparing figures of coupon
cash payments and accrued interest on a
monthly, quarterly and yearly basis.®

was

Conclusions

89. The sub-group investigated two
approaches for recording income figures:
accruals recording versus pure cash settlement
recording. Comparisons between the output
of the two approaches were made on a yearly,
quarterly and monthly basis.

90. On a quarterly (or even monthly) basis,
the differences between the two approaches
are likely to be higher than on a yearly basis.
This is most likely due to a high concentration
of coupon payments on very specific
dates/months.

differences between the two approaches were
identified:

(i) a high concentration of coupon payments
on specific months

(i) zero  coupons and  deep-discounted
securities

(iii) different  sources for calculating (or
estimating) accrued and cash income
figures.

92. Concerning (i), the study found that
movements in the level of stocks affects the
magnitude of the differences. Given stable
market interest rates, increasing stocks over
time implies that income recorded under the

4 Ceteris paribus, the next year could suffer from the opposite
effect. This effect may be reduced or even amplified further if
there are significant changes in market interest rates, and
depending on the evolution of portfolio investment stocks in the
international investment position.

5 Full details of the individual country studies are available in the
supplementary document ‘Consequences of the Non-application
of the Accruals Principle’.
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accruals principle is higher than income calculated
on a pure cash settlement basis. With regard to
decreasing stocks, the inverse is true. This

ceteris paribus effect may be reduced or even
amplified further if there are significant
changes in market interest rates®.

of b.o.p. recording.

the accrued interest.

Given these results, the conclusions of the TF-Pll are as follows:

®* Work has been carried out under the assumption that, from a theoretical point of view,
applying the accruals principle is the most appropriate way of recording income in the spirit

® The magnitude of the discrepancies between the recording of income on a cash basis and
the recording of accruals on practical grounds has proved significant for yearly, quarterly
and monthly income figures, irrespective of the exact method followed in the calculation of

* Owing to the role of intra-euro area flows in the algorithm applied to calculate portfolio
investment income for the euro area aggregates, the application of the accruals principle by
all countries at the same frequency and following the same methodology is crucial if the
accuracy of the final product, i.e. the euro area b.o.p,, is to be ensured.

2. Empirical evidence on the differences between the creditor

and debtor approaches
Introduction

93. Since the adoption of accruals accounting,
there has been a debate as to the most
appropriate methodology that should be
employed. Two approaches are currently
being discussed:

® Using the prevailing interest rate in the
market at the time of issuance. This views
the accruing interest income as fixed over
the life of the security; it is usually termed
the debtor approach because the issuer is
likely to view interest in this way.

® Using the prevailing interest rate in the
market at the time of compiling accrued
interest. This takes the view that there is
no clear way of determining what
proportion of the future payments stream
represents interest and what proportion
capital (or holding gains/losses). This is
usually termed the creditor or market
approach.

94. No clear consensus has emerged, although
the WG-BP&ER has agreed that the creditor
or market approach is preferable from a
conceptual point of view. This section will not
explore the theoretical merits of either
approach in any detail, but instead focuses on
the potential data requirements and the impact
on the income estimates of applying either the
creditor or debtor approach. This debate does
not affect either floating rate notes or any
other securities with indexed yields, because
both approaches produce similar results for
these specific instruments, especially if
coupons are paid frequently (quarterly, for
example).

6 In Austria, the use of the accruals principle leads to higher
yearly income figures using the debtor approach for all three
b.o.p. sectors. However, a similar exercise based on German
data revealed inverse results from 1994 onwards, which might
be partially explained by a significant drop in market yields, as
the German exercise was based on the creditor approach
whereas the Austrian exercise followed the debtor approach.
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Theoretical example’

95. A practical example is
illustrate the two different approaches.
assumed that:

analysed to
It is

¢ the compiling economy holds three [0-year
US-issued zero coupon securities, issued at
4%, 5% and 6% (i.e. assets/income credits),
and

* the US holds three [0-year compiling
economy-issued zero coupon securities,
issued at 5%, 6% and 8% (i.e.
liabilities/income debits).

96. The impact on debtor and creditor-based
income is then determined under a period of
rising interest rates and falling interest rates
over the |0-year lifetime of the bonds. It is
assumed that all the bonds are fully tradable in
a highly developed market, i.e. that any
changes in result in
bondholders reassessing whether to retain or
sell the bonds they hold.

interest rates will

Rising interest rates

97. Under the debtor approach, changes in
interest rates have no impact on the accrued
income, as the issuer will simply record the
income that it is obliged to pay, i.e. the yield
to maturity determined by the issue price of
the bonds.

98. Under the creditor approach, however,
the acquirer faces a higher yield as interest
rates rise, resulting in a fall in the market price
of the bond. However, as income is estimated
as market value * market interest rates, and as
the interest rates have increased, the holder
will actually accrue a higher income flow, i.e.
the fall in the market price of the bond is
more than offset by the rise in interest rates.
99. In example, with interest rates
increasing over the lifetime of the bonds,
income earned was 1,060.9 under the debtor
approach and 1,411.9 under the creditor
approach. Similarly, for debits, income paid

our

was 1,263.2 under the debtor approach and
1,679.0 under the creditor approach.

Falling interest rates

100. Under the creditor approach, the
acquirer faces a lower current yield as interest
rates fall, resulting in a rise in the market price
of the bond. Again, with income estimated as
market value * market interest rate, and as
interest rates have fallen, the holder earns a
lower income flow, i.e. the rise in the market
price of the bond is more than offset by the
fall in interest rates.

[01. In our example, with falling interest rates
over the lifetime of the bonds, income earned
was 1,060.9 under the debtor approach, but
only 833.1 under the creditor approach.
Similarly, for debits, income paid was 1,263.2
under the debtor approach, but only 1,000.I
under the creditor approach.

Findings

® Using the debtor approach, income will
remain the same over the lifetime of the
bond, irrespective of any interest rate
changes.

® Using the creditor approach, income will be
higher than the debtor approach in times of
rising interest rates, and lower in times of
falling interest rates.

®* The choice of approach therefore has an

impact on total income credits, debits and
The impact on net
(receipts less payments) will depend on the
relative size of both assets and liabilities and
the development of the corresponding
interest rates.

balances. income

7 For a full discussion of the impact of changing interest rates on
market yields, see supplementary document ‘Empirical evidence
on the differences between the creditor and debtor
approaches’.
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® An asymmetric approach for credits and
debits will distort the b.o.p. income and
current balance.

® A consistent approach for both credits and
debits and between countries will reduce
asymmetries, whichever approach is chosen.

Data requirements

102. A potential asymmetry clearly arises
between accrued interest streams calculated
by the issuer and accrued interest streams
calculated by the holder. Typically, the holder
may not have the information to calculate
accrued income under the debtor approach,
while the issuer may find it difficult to access
the information required to follow the
creditor approach. For example, if a bond is
actively traded after issue, the issuer will only
record in its accounts the coupon it is
contracted to pay, while the holder will
probably only record the market income

103. The B.o.p. Compilation Guide (paragraph
621) touches on the different data collection
approaches required for the debtor and
creditor approaches. The debtor approach
requires issuers to record interest on the
basis of the interest rate applicable at the time
a security was issued, whereas the creditor
approach requires interest to be accrued
according to the prevailing rate of interest for
that particular security. Pure data collection
using the creditor approach requires the
current yield for each tradable security to be
collected (or estimated) for each period’s
income to be calculated.

104. The most accurate method of calculating
interest payments following a creditor
approach would be to calculate them for each
and every bond in issue and sum the result.
This would require all bonds in issue to be
held on a securities database with an
associated market price. Yields could either be
collected or estimated as the rate of return,
which makes the discounted stream of future

accruing (or income accruing as at the time of coupon and principal payments equal to the
acquisition of the financial instrument). current market price. ldeally these calculations
would be made daily, with the interest flows
for a particular month or quarter simply the

Case study A
UK study on switching to a creditor approach for estimating accrued interest in the national accounts

This case study investigated the implications for the UK National Accounts of calculating accrued interest
on government bonds (gilts) using the creditor approach.

The results in the table below are more or less what one would expect. Market-based interest flows should
be smaller than historic coupon-based interest during a period of declining rates (since most of the bonds
outstanding would have been issued when rates, and hence coupons, were higher). Yields on gilts peaked in
1990 and then dropped to a trough in 1993. They peaked again in 1996, but have been falling steadily since.
Thus in 1996, when market rates were increasing, the difference is in the opposite direction to that observed
in 1993 and 2000. The effect for 2000 (around 0.5% of GDP) would have been to increase the Central
Government Net Borrowing surplus by over 20%.

Interest payments

(Billion £)
Year Current Interest Payments Yield-based Interest Payments Difference Y-C
1993 132 122 -1.0
1996 17.7 18.3 +0.6
2000 195 151 -4.3
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Case study B

UIC comparison between creditor and debtor approaches for a selection of Italian bonds

To evaluate the impact on the current account as a result of the adoption of either a creditor or debtor
approach, two empirical exercises were carried out. In the first exercise, the percentage difference between
the accrued interest calculated by the debtor and the creditor approaches was analysed! for a zero coupon
and for a fixed coupon bond. This percentage difference was calculated for different scenarios (changes in
the interest rate, term to maturity and interest rate at issuance) at the valuation time with the aim of
answering the question ‘to what extent is the percentage variation in interest rate reflected in the current
account in each reference period? . In the second exercise, the accrued interest under the creditor and debtor
approach was calculated for four real Italian bonds with different characteristics.

Findings

The UIC study shows that the change in interest rates is only one of a number of variables that will affect
the income earned. The impact on the current account also depends on residual maturity, percentage change
in the interest rates and interest rate at issuance. In the following examples, four cases of ‘historic bond
issues’ with different characteristics are analysed.

Historic issuance with high nominal interest rates and low residual maturity is most sensitive to the choice
of creditor or debtor approach. By contrast, the choice of approach will have little impact on income
accrued for recent issues, as current interest rates will be similar to interest rates at the issue date.

Main features of the UIC empirical study

ISIN Code 1T0001132098 1T0001174611 ITO000576782 1T0000366325
Issue date 01/07/97 01/11/97 06/06/96 01/03/93
Maturity date 01/07/07 01/11/27 06/06/03 01/03/03
Frequency Semi-annual Semi-annual Zero coupon Semi-annual
Annual nominal interest rate 6.75% 6.50% 8.87% 11.50%
Annual yield to maturity 5.08% 5.88% 4.49% 3.84%
Market price 30/04/2002 110,236 109,513 95,140 108,086
Interest accrued in May 2002: debtor 0.563 0.542 0.648 0.958
Interest accrued in May 2002: creditor 0.456 0.523 0.349 0.340

1 The analysis refers to a single reference period, as a bond can be sold before maturity, and the market yields fluctuate during
the life of a bond.

sum of the daily calculations. Obtaining and to derive accrued income according to the
linking price data on a daily basis for each and following formula:

every bond would be however very resource-

intensive. Two alternatives are envisaged: Accrued income =

stock at market prices * market yield®
® The Australian Bureau of Statistics (ABS)
approach for long-term debt is to take the
average stock of securities for a quarter Conclusions
valued at market value, and then apply
appropriate market yields. 105. A number of conclusions can be drawn
from the empirical studies.
® An alternative aggregate approach would be

to make use of data on prices and y|elds 8 For an exhaustive description of the aggregate approach for
compiled by private sector agents, in order compiling portfolio investment income, see Chapter V.
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Different income flows accrue under the debtor and creditor approaches. These
differences are more pronounced in times of rapid changes in interest rates, or when the
bonds move closer to maturity.

Within a country’s b.o.p. compilation system, the same approach should apply to the
calculation/estimation of income on both assets and liabilities
inconsistencies between income credits and debits.

in order to eliminate

To reduce asymmetries, a consistent approach should be adopted across all b.o.p.
compiling countries. With decreasing market interest rates, the creditor approach will
produce lower income flows than the debtor approach. So, in countries with negative net
portfolio investment positions (i.e. liabilities higher than assets), the creditor approach will
decrease the deficit of the current account (or increase the surplus), because income flows
are a proportion of positions. Similarly, with a net asset position, in times of increasing
market interest rates the application of the creditor approach will increase the income

surplus (or reduce the deficit) as compared with the debtor approach.

3. Empirical evidence on aggregate versus s-b-s recording

Introduction

106. One of the tasks included in the mandate
of the TF-PIl was to empirically test the size of
the discrepancies arising from the use of
different compilation methods among Member
States. This section compares two distinct
compilation methods for the calculation of
income on securities:

(i) Security-by-security approach. This approach
entails calculating income by combining
resident holdings
securities and non-resident holdings of
domestic securities with the

investors’ of foreign
information
available (e.g. in a master file database)
regarding the yield associated with each
individual security.

(ii) Aggregate approach. This approach entails
estimating income by combining portfolio
investment stocks stratified by categories
of securities (determined by, for instance,
the type of securities, original maturity,
currency of issue, sector,
country of the with
benchmark yields.

economic

issuer, etc.)

107. UK and ES analysed the feasibility of both
options on the basis of the trade-off between
the amount of resources required by each

approach and the accuracy of the results
offered. Additionally, in order to assess the
magnitude of the differences in the volume of
income compiled following both approaches,
two empirical exercises were carried out using
information available in both countries.

108. The main arguments put forward by both
countries concerning the feasibility of the two
approaches are summarised in the first sub-
section. In the next sub-section, two boxes
present the main results of the empirical
exercises carried out in ES and UK. Finally, the
main global conclusions reached by the TF-PII
are presented.

Feasibility of both approaches for the
compilation of income figures from
the perspective of individual countries’

109. The decision as to the most suitable
approach for compiling income figures should
be taken from the starting point that the most
precise results are obtained using as much
information as possible, i.e. through the s-b-s
approach. Other considerations could ne-
vertheless compel b.o.p. compilers to consider
a more simplified approach to estimate
income on an aggregate basis. These conside-
rations are mostly related to costs.
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[10. The introduction of s-b-s collection
implies a considerable investment in technology,
time, resources and training. Obviously, most
of these are upfront costs. However, there
would still be costs in terms of regular data
production owing to the sheer number of
securities traded in some countries (as in the
UK). Additionally, some countries may
encounter special difficulties in the collection
of flows owing to the high volume of securities
transactions. Similar problems could exist
when calculating the income accrued on each
individual security.”® Finally, some countries
may need to consider issues such as data
coverage, or the adaptability of s-b-s compilation
to sampling and grossing-up techniques.

[11. Aggregate  methods may  reduce
compilation costs, but at the expense of
reduced accuracy. Two main factors lie
behind this loss of accuracy:

(@) The choice of the most appropriate
(representative) benchmark yield is crucial
in the results obtained." Unfortunately,
those benchmark yields that would enable
results closer to the target are not always
those which are publicly available (i.e. pure
market averages). This is due to the
different composition of non-resident
portfolio stocks as compared with market
benchmarks  based on  outstanding
securities.'?

(b) An eventual decision on the most
appropriate level of aggregation to carry
out (aggregate) calculations by categories
of securities may cause the quality of the
results to decline. Different decisions
across  countries could lead to
comparability problems and, potentially
more worryingly, asymmetries in the
calculation of the euro area aggregates.
However, the higher the level of
breakdowns of yields we consider in the
estimation process, the closer we will be
to the results obtained with an s-b-s
system.

9 This sub-section presents those issues where both countries
held similar views. For the complete assessment of each
country, please refer to the supplementary document
“Empirical evidence on aggregate versus security-by-security
recording”.

10 It is possible that the costs of aggregate reporting may decline
in the future. Various initiatives, such as global reporting and
electronic links to accounting software (e.g. XML and XBRL),
may reduce the compliance burden and overall costs of data
collection in a country. Conversely, the future availability of
information through the CSDB may facilitate s-b-s calculations if
the appropriate portfolio investment stocks are available to the
compiler.

See the results obtained in the empirical exercise carried out by

ES in the previously mentioned supplementary document.

12 Non-resident investments do not necessarily have to be
homogeneously distributed among all domestic securities
outstanding, i.e. the weights implicit in any average are not
necessarily representative of the specific securities that are
most attractive to foreign investors.
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Empirical exercise carried out by ESt

This exercise was based on the 2001 stock of non-resident holdings of euro-denominated bonds and notes
issued by the Spanish general government.

* First approach: accrued income s-b-s The amount of income corresponding to each individual issue was
calculated on a daily basis by applying the debtor principle as the product of daily stocks of each security
(in nominal amounts) and the nominal interest rate. Monthly results were calculated thereafter.

 Second approach: accrued income of a group of aggregated securities Income was calculated as the
product of the monthly average balance of non-resident holdings of Spanish euro-denominated bonds and
notes issued by general government and the appropriate benchmark yield. The key point was the selection
of the appropriate benchmark yield. Three benchmarks were used:

— Market benchmark yield of issues with a maturity of over two years

— Market benchmark yield of issues with a maturity of over four years

— Interest rate average of the nomina yields (nominal coupon paid) of each issue weighted by their
outstanding balance.

The first two benchmarks are publicly available, while the third one was based on internal information only
internally available within the Banco de Espafia

Conclusions of this exercise

The most significant conclusion is that if the calculation procedure is not the same (aggregated or s-b-s), the
final results can be rather different. Even if consistent interest rates are used, countries may continue to
show asymmetries because non-resident investments are not evenly distributed among all issued securities
and, therefore, the use of average yields in aggregate estimations does not produce the same results as
calculations made s-b-s.

The choice of the appropriate benchmark yield is crucial in the result obtained. As one might have expected
a priori, an average yield based on nominal interest rates offers results closer to the s-b-s outcome in the
exercise performed by ES. Unfortunately, such an average would not be available for other types of
securities, since a large amount of the necessary information is not publicly available.

Choosing the appropriate yield and applying real interest rates to each holding can only be ensured by using
a method based on stocks broken down s-b-s, as well as detailed information on interest rates also provided
s-b-s. This requires a securities database to be available. Moreover, this database would have to be
centralised so that al countries could use the same interest rates for each security.

1 The complete results, tables and charts of the empirical exercises carried out by ES and the UK are available in the
supplementary document “ Empirical evidence on aggregated versus security-by-security recording” .

ECB - Portfolio Investment Income Task Force Report * August 2003



Empirical exercise carried out by UK

The UK study was based on the data for holdings of non-resident securities supplied by one large custodian,
and allowed a comparison between aggregate and s-b-s compilation to be made.

The following two exercises were conducted:

A The implied rate of return (i.e. income credits divided by level of assets) on UK holdings of non-resident-
issued bonds in the published aggregate data was compared with the rate of return estimated using the
sampl e security-by-security custodian data.

B The sample custodian data for securities issued in the USA were used to see how different portfolio
investment income data would be used under both an s-b-s or an aggregate approach.

Conclusions of this exercise

The two empirical studies conducted by UK suggest that reasonably similar data can be produced using
either an aggregate approach or an s-b-s approach. Obviously, the less aggregated the data, the more similar
the aggregate approach will be to the security-by-security approach. However, it should be noted that these
are two limited studies, and the results are subject to a number of important caveats.

Shortcomings of this exercise

There are four main issues that should be borne in mind when assessing this study:

— The data from the custodian only represent a small part of the overal UK figure.! The assumption is,
therefore, that that the custodian’s holdings are representative of the whole of the UK.

— The custodian’s data are a snapshot of holdings at end-December 2001. Therefore, the results can only be
used for different periods in time if we assume that the relationship between the custodian’s data and the
published data is constant.

— The yields of some of the securities held by the custodian were not available from the data source. These
securities were therefore excluded from the study.

— Time constraints meant that only the interest on securities issued by the US could be calculated on a full
s-b-s basis.

1 Itisestimated that the sample custodian’s data represented around 5% of the total UK holdings of non-resident issued bonds
and notes.

Conclusions [ 14. The conclusions reached in both empirical

exercises did not fully converge. The exercise

[12. The starting point for the work of this
sub-group was the assumption that the most
accurate results are obtained through a
compilation procedure run at the level of
individual securities, by applying the yield
applicable to each specific security. The
availability of portfolio investment stocks s-b-s
is a necessary prerequisite.

I13. Provided the s-b-s approach offers the
most precise results, other considerations
(mostly related to costs) could nevertheless
compel b.o.p. compilers to consider a more
simplified approach.

carried out in ES clearly concluded that the
difference between both approaches was rather
significant. Conversely, the UK exercise
concluded that both approaches may yield
reasonably similar results, even given certain
caveats (e.g. that the securities analysed only
represent a small proportion of the total
portfolio investment stocks in the UK i.i.p.).

I15. At the time of elaborating final
recommendations, the TF-Pll considered the
risk of asymmetric treatments between the
country of the issuer and the country of the
holder. If both are euro area countries, this
may jeopardise the compilation of the euro
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area aggregates. For this reason, the TF-PII
acknowledged the need to ensure that the
results obtained by all approaches that had
been finally recommended should be
consistent. In particular, there should be
consistent access to both nominal/marked-to-
market stocks and nominal/market benchmark
yields between the b.o.p. compiler of the
country of the issuer and that of the final
holder of the relevant securities.

I 16. Furthermore, even if the same interest
rate is used by both counterparts (in terms of
nominal or market interest rates), the results
might be very different if the calculation
procedure is not consistent (i.e. aggregated
versus s-b-s-), as non-resident investments do
not necessarily have to be homogeneously
distributed among all domestic securities. This

means that in the application of any average
yield, there is a significant inherent error, since
the implicit weights are not necessarily
representative of the specific securities that
are most attractive to foreign investors.
Nevertheless, the more breakdowns that are
considered for the application of benchmark
yields to aggregate categories of stocks, the
closer the results will be to those obtained
with an s-b-s system (and the smaller the
errors and asymmetries between countries).
The only widespread solution which can fully
ensure the absence of asymmetries would be a
calculation performed at the level of individual
securities. However, even if that is the case,
the use of identical features for all individual
securities can only be possible if the
information is centrally available, for example
through the Centralised Securities Database.

conclusions of the TF-Pll are as follows:

countries.

the aggregate one.

nominal/market yields)

(i) Minimise the risk of asymmetries.

In summary, starting from the fact that the s-b-s approach offers very precise results, the

® A necessary prerequisite for s-b-s calculations is that detailed information must be available
to the compiler at a sufficient level of quality. It is assumed that the CSDB will be essential
for meeting this requirement in the future.

® The s-b-s approach is the most appropriate way of minimising asymmetries among

®* The existence of centralised information (e.g. through the CSDB) would be an additional
key factor in reducing asymmetries further, regardless of the approach followed.

* Nevertheless, different circumstances (mainly associated with cost arguments, availability of

appropriate information, internal compilation processes and checking procedures, available
resources, etc.) could lead b.o.p. compilers to adopt a more simplified approach such as

® At the time of deciding on the two components of the aggregated approach (i.e. stocks by
categories of securities and relevant benchmark yields), it is important to:

(i) Select consistent components (nominal/marked-to-market stocks always combined with
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countries.

* A way to minimise asymmetries would be to use information that is publicly available in the
calculation of both assets/credits and liabilities/debits (e.g. stocks of securities marked-to-
market and market benchmark yields), and which may also be reconcilable with other
countries’ results computed at the level of individual securities.

* In order to minimise asymmetries among countries following distinct approaches (i.e. s-b-
s versus aggregated), the ideal solution would be that the CSDB could include exhaustive
information on each individual security (especially on the associated interest). This
information could be used to calculate benchmark yields for each aggregation level on a
centralised basis, thus promoting the use of more homogeneous information among

® The second component of these calculations (i.e. stocks of securities by categories) should
also be standardised as far as possible. It is therefore recommended to establish a
minimum level of categories of securities (to which the appropriate benchmark yields
should be applied), in order to ensure high quality income figures.

4. Further empirical evidence: debtor/s-b-s versus creditor/aggregated

Introduction

[17. The analyses described in the previous
two sections were carried out by two
different sub-groups of the TF-PIl. Owing to
the evident links between both subjects, the
TF-PIl came to the conclusion that an
investigation  should
simultaneously consider both choices, i.e. by
combining debtor versus creditor and
aggregated versus s-b-s together.

additional  empirical

[18. The main combinations currently in place
for the compilation of income figures in EU
countries are (i) calculations based on s-b-s +
debtor; and (i) estimations based on
aggregated + creditor. Therefore, these were
the two basic combinations mainly tested by
the three countries.'’> Other combinations
were more difficult to test owing to the
unavailability of the necessary information, e.g.
indices/benchmark yields for nominal interest
rates, nominal (aggregated) stocks of securities
or market yields for individual securities.

[19. Accordingly, the three countries partici-
pating in the sub-group (namely AT, IT and
FR) tested the following two approaches for a
number of domestic and foreign securities:

(i) Security-by-security + debtor approach, com-
bining resident investors’ stocks of
individual foreign securities and non-
resident investors’ holdings of individual
domestic securities with the information
available in a master file database regarding
the nominal interest rate associated with
each individual (domestic or foreign)
security.

(ii) Aggregate + creditor approach, by combining
portfolio investment stocks stratified by
categories of securities (established on the
basis of some specific features, such as
original maturity (or residual maturity
where available), currency of issue,
economic sector and country of the issuer,
etc.) with marked-to-market benchmark
yields.

[20. As the three countries participating in
the exercise collect portfolio investment
stocks s-b-s,'* the aggregate stocks considered
in the empirical exercises were not
representative of the situation in those

13 AT adlso partially checked the combination s-b-s + creditor.

14 This was a precondition before contributing to the analysis, as
the exercise required the simulation of a proxy for aggregated
stocks starting from stocks at the level of individual securities
(to enable the comparison between the results following both
approaches).
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countries that compile Pl directly on an
aggregate basis. That is, the ‘aggregate stocks’
of the three countries in the exercise were
approximations based on aggregations of
individual
methodology resembles what the TF-Pll
termed the ‘mixed approach’ (which may
indeed be an option for the compilation of
portfolio investment income).

securities information. This

121. The main results of the three empirical
exercises are briefly described in boxes 5, 6
and 7.

15 The entire results of the empirical exercises carried out by the
participating countries, as well as descriptive tables and charts,
are available in the supplementary document “Further empirical
evidence: debtor/s-b-s versus creditor/aggregated”.
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Empirical exercise in Austria
Two different exercises were carried out for assets and liabilities.

Liabilities

Data used: long-term debt securities issued by the Austrian general government and by domestic MFIs,

respectively. On one hand, accruals were calculated (following the debtor approach) s-b-s, while on the

other, the creditor approach was used to calculate accrued interest in the following two different ways:

a Applying quarterly average benchmark yields by five different categories of residual maturities (0-1, 1-3,
3-5, 5-10, >10 years), which are not differentiated by currencies and instruments (zero coupons, floating
rate notes, index linked bonds, etc.). Additionally, a global average benchmark yield was calculated for
each sector using the benchmark yields of the five categories.t

b. Under the assumption that market interest rates highly depend on currencies, market values for stocks
(and benchmark yields) should be available by currencies. As benchmark yields for currencies other than
EUR were not available, the creditor approach was applied s-b-s to part of the Austrian securities held
abroad. Daily yields were taken from Data Stream.

Assets

For practical reasons, only a rough analysis was possible.

Data used: for three countries (DE, US and IT; 40% of the considered position), al long-term debt
securities held by domestic banks.

The procedure for calculating accruals following the debtor approach s-b-s was similar to that for liabilities.
The creditor approach was applied to all three countries using (quarterly) market values for stocks classified
according to three different categories of residual maturities: 0-3, 3-7, >7 years. Stocks were not
differentiated by currencies, instruments or economic sectors of issuers. As approximations of benchmark
yields for these categories, monthly benchmark yields (average) for general government bonds with residual
maturities of 2, 5 and 10 years were supplied by the ECB (extracted from Reuters).? For all government
securities under consideration (and for 60% of the MFI securities), yields were available in Data Stream.
However, yields were missing for securities with variable interest rates. When this was the case, the market
interest rate of another security (same currency and residual maturity but not the same instrument) was used
as an estimate. It is assumed that this estimation does not considerably bias the results (and conclusions) of
the analysis.

Conclusions of this exercise

As expected, there are differences between the (s-b-s) debtor approach and the creditor approach, depending
on the evolution of market interest rates. The differences were in the range of —10%<0<10%, athough in
extreme situations higher discrepancies can occur.

However, the results calculated by the creditor approach largely depend on the chosen benchmark yields and
on the availability (and quality) of categories of stocks.

Therefore it is very difficult to compare the results of both approaches. In general, it can be concluded that
there are (mostly slight) inconsistencies owing to the use of different methods for calculating accruals
(debtor/creditor). From the Austrian point of view, inconsistencies in the euro area aggregate were more a
result of different ways of applying the creditor approach — in particular the quality and availability of
aggregate stocks and appropriate benchmark yields.

1 This average benchmark yield is necessary for countries where it is not possible to generate categories of stocks by residual
maturities. The global benchmark implicitly represents an estimation (or assumption) of the distribution of stocks to residual
maturity categories.

2 These benchmark yields are only appropriate under the following strong assumptions: (i) there is no influence of currencies
and instruments; (ii) government bond benchmark yields are good approximations for other issuing sector benchmark yields;
and (iii) benchmark yields for residual maturities of 2, 5 and 10 years are good approximations for the chosen categories.
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Empirical exercisein Italy

Data used: debt securities in portfolio assets derived from the 2000 IMF Portfolio Survey. Monthly stock
data were obtained by cumulating flows starting from the 2000 benchmark.

The debtor approach was applied s-b-s using nominal yields and stocks.

For the creditor approach, the ECB supplied monthly benchmark yields for general government bonds by
(original) maturities and issuing country. The security categories included in the calculation covered
approximately 22% of the total portfolio assets for debt securities. 99% of the portfolio stock used in the
exercise consisted of fixed coupon bonds. Two different scenarios were considered (depending on the
number of details available on the original maturity of the financial instruments concerned, i.e. whether or
not the details were restricted to the simple split between B&N and MMI).

Conclusions of this exercise

The interest accrued calculated by following the different approaches did not show significant differences on
a yearly basis, varying by approximately 10%. On a monthly basis using a time series of 15 observations,
significant differences were only observed in two months (around 20%). From January 2001 to March 2002,
the sign of the percentage difference was always negative, with the interest calculated following debtor +
s-b-s constantly higher than that calculated by creditor + s-b-s.

When analysing the results, it should be kept in mind that this particular exercise was based on the available
information supplied by the ECB. In scenario 1, the available market yields may represent, with an
acceptable degree of precision, the s-b-s real market yields. In scenario 2, the loss of information concerning
maturity caused an increase (albeit small) in the difference between the two approaches.

In a real situation, the difference in the calculated income would be strongly influenced by the level of
breakdown for stocks combined with the level of detail of the available market yields. The breakdown for
portfolio stocks differs from country to country, and information on currency and country of issuer is not
necessarily included in the minimum requirements. Additionally, with regard to market yields, the level of
detail of the data as well as the method adopted in using and extrapolating the available data can vary from
country to country.

Since the accuracy (in terms of available information) in calculating interest on an aggregate basis can vary
considerably, it is difficult to assess whether the loss of precision in general tends to overestimate or
underestimate the differences between both approaches.

1 AT, DE, ES FR, JP, UK, US
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Empirical exercise in France

Data used: Treasury notes (about 40% of tradable French public debt).

Debtor approach: income calculated on a monthly basis as the product of monthly stocks of each security

(in nominal amount) and the nominal interest rate.

Creditor approach: income calculated monthly as the product of the monthly balance of non-resident

holdings of French bonds (marked-to-market) and appropriate market interest rates. Three different interest

rates were calculated from market yields taken from the BSME (Banque de Séries Monétaires et

Economiques):

— amarket average yield of issues with a maturity over two years;

— amarket average yield of issues with a maturity over five years;

— an average of the two previous ones, weighted by the proportion of two-year bonds and five-year bonds
in the non-resident holdings.

Conclusions of this exercise

The main conclusion is that the choice of an average rate is essential when compiling accruals.

It would be optimistic to assume that the differences between both approaches should compensate in
prolonged periods of time (e.g. one year), as the behaviour of non-resident holders should be taken into
account and could lead to permanently biased results.

Therefore, the calculation of a representative average rate would need perfect knowledge of the different
nominal rates related to the different bonds and their weights in the non-resident holdings.

However, this would lead to calculations that are very close to a security-by-security method. Therefore, the
security-by-security method represents a better choice whenever possible.

Conclusions investigations. Nevertheless, some of their
findings were remarkably similar. The following
122. Although the three countries were observations summarise common conclusions:
following the same patterns, they did not

contrast their results and conclusions until  123. It should be strongly emphasised that the

they had finalised  their  respective results of these exercises cannot be deemed

(i) The magnitude of the gap encountered in the three exercises was similar.'¢

(i) In general, the way that aggregated calculations (following the creditor approach) are
performed — namely (i) the number of categories of securities established and (ii) the selection of
the appropriate benchmark yields — could generate inconsistencies of comparable magnitude to
those derived from the choice between creditor and debtor.

(iii) However, the differences are largely dependent on other factors such as interest rate
volatility, composition of portfolio investment stocks, level of details available on market yields
and portfolio investment stocks, etc.

16 The three exercises quantified the difference in the output
produced by the aggregated/creditor and the s-b-s/debtor
approaches respectively at around +/- 10 % of the total results
over prolonged periods of time (differences tend to be higher
on a monthly basis). However, it may be difficult to generalise
these results to all situations, as most of the conclusions of the
three exercises were purely based on government bonds.
Additionally, even for such bonds, the participants in the sub-

group recognised that larger differences may occur in
exceptional cases (for instance, in times of significant changes
in interest rates). A similar exercise carried out with Portuguese
government bonds (not included in this report) concluded that
income estimated according to the debtor approach was always
higher than income compiled through the creditor approach,
31.9% higher at end-2002, 29.1% at end-2001 and 20.1% at
end-2000.
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fully conclusive, as they purely focus on a
limited range of securities (mostly government
bonds), producing results that greatly depend
on the factors enumerated under (iii).

[24. In particular, the categories of securities
established in the empirical investigations were
possible thanks to the availability of portfolio
investment stocks security-by-security in the
three countries, i.e. these exercises actually
compared the so-called ‘mixed approach’!’
with the ‘s-b-s approach’. Thus, differences in
the s-b-s approach following a purely
aggregated approach could not be tested.

[25. However, the results of these additional
empirical exercises did not question any of the
conclusions reached by the former two sub-
groups investigating the choice between debtor
and creditor and between aggregated and sec-
by-sec respectively. Moreover, the participants
in the sub-group found some evidence which
reinforced some of the conclusions encountered
by the former sub-groups, inter alia:

Creditor/debtor

¢ Different income flows accrue under the
issuer and market approach. These
differences are most pronounced in times
of rapid changes in interest rates.

® To reduce asymmetries, a consistent
approach should be adopted between assets
and liabilities and across all b.o.p. compiling
countries.

Aggregate/s-b-s

®* At the time of deciding on the two
components of the aggregated approach
(i.e. stocks by categories of securities and
relevant benchmark yields), it is important to:

(i) Select consistent components (nominal/
marked-to-market stocks always combined
with nominal/market yields)

(i) Minimise the risk of asymmetries.

® The second component of the aggregate cal-
culations (i.e. stocks of securities by
categories) should be standardised to the
extent possible. To this end, it is
recommended to establish a minimum level
of categories of securities (to which the
appropriate benchmark yields should be
applied). This minimum level has to ensure
high quality income figures.

It is important to stress that, as a result of
this investigation, the TF-PIl considers the
way in which some countries carry out
aggregated estimations or s-b-s calculations
to be absolutely crucial when assessing the
risk of asymmetries. For s-b-s compilers,
the question relates to the debtor/creditor
approach, and to whether one approach
is being consistently followed. For
aggregate compilers, in addition to these
considerations, a minimum level of variables
need to be considered in aggregated
estimations.

5. Treatment of income on collective investment institutions (Clls)

26. The mandate of the TF-PIl called for a
technical analysis of how income on investment
into collective investment institutions (Clls) is
compiled and incorporated into portfolio
investment income aggregates. This entailed
the Task Force revisiting the conclusions and
recommendations of the ECB’s European Union
Balance of Payments/International Investment
Position Statistical Methods as this applies to
the treatment of the income (and expenses) of
collective investment institutions.

127. The motivation behind the approved
treatment was primarily to prevent the
distortion of GNP by attributing all income
earned by the CIl to investors, and then
showing the element of the ClIs’ total income
not distributed through dividends as being
reinvested by shareholders.

17 The mixed approach consists of establishing categories of
securities starting with s-b-s portfolio investment stocks, to
which aggregate benchmark yields are applied to calculate
accruals.
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Recommended treatment

128. The recommended approach is that the
income flow from the CIl to investors in the
ClIl is reinvested, and represents all the
interest and dividends earned by the Cll on its
investments. Application of this treatment
means that all income is assigned to the
investors, regardless of whether it is distrib-
uted or not. Income that is not distributed is
considered as being reinvested in the CII
and, consequently, capitalised income has a
counterpart entry in the Financial Account.

129. In many cases, Clls are exempt from tax.
Where they are not tax exempt, the figures
should be adjusted and appropriate offsetting
entries recorded under the current transfer
item. As it is recognised that the countries of
the shareholders will not have access to the
same detailed information on taxation as the
located,
between euro area countries

countries where the funds are
asymmetries
could occur. Possible solutions that aim at
minimising the risk of asymmetries could
include the exchange of public information on
taxation applicable to local Clls among b.o.p.
compilers, perhaps
through the use of centralised information
available in the CSDB.

and/or in the future

130. According to these recommendations,
the time of recording of investment income on
the liability side of the CIlI will completely
coincide with the time of recording on the
asset side.

I31. The treatment for the country where the
Clls are resident and in which non-residents
invest forms the main focus of the previous
paper'® on this However, this
simplification ~was introduced only for
illustrative purposes and, as stated in that
paper, ‘it must be clear that a completely
symmetric treatment is proposed for
residents investing in non-resident Clls.
The Ilatter case is only mentioned
explicitly when the direction of the
investment in the CIl affects the
estimation method.” This demonstrates,
therefore, that the full symmetric treatment

matter.

for the recording of reinvested income for
Clls was recommended for both the euro and
EU areas.

132. However, such a symmetric treatment is
very difficult to achieve on practical grounds
owing to imbalances in the
available between resident and non-resident
Clls. Thus, to further examine this issue, a
clear distinction is needed between resident
Clls or Clls in the reporting economy, and
non-resident Clls or Clls abroad.

information

Clls in the reporting economy

133. The treatment proposed for resident
Clls in which non-residents invest is perhaps
the most straightforward. Once the resident
b.o.p./i.ip. compiler has data covering the
stocks of assets owned by the resident CII,
he/she can then either estimate the income
earned on an accruals basis or collect this
income data directly through a survey.

I34. Similarly, once the compiler knows the
country of the non-resident investor in the
resident Cll, he/she can estimate how much of
the accrued income needs to be attributed
outwards to the non-resident investor country
by way of an income debit. (Note: the
capitalised element of this
considered to be reinvested and is included in
the b.o.p. under Financial account / Portfolio
investment / Equity securities / Liabilities).

income is

Clls abroad

[35. The recommendations on the treatment
of investment in non-resident Clls by the
residents of the compiling country are clear: a
completely symmetric treatment is proposed
for residents investing in non-resident Clls.
However, it is possible that the compiler in
the investor country will face difficulties in
estimating the income from these investments.

18 The European Monetary Institute’s Sub-group | of the B.O.P.
Financial Flows and Stock Task Force: “Recording of income on
an accruals basis or collective investment institutions, money
market instruments and other bonds”.
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136. Estimation errors are most likely to
occur in the following situations:

® Up-to-date stock information on these
assets (value of units in the non-resident
CIl) is unavailable;

® The aggregate asset allocation of these ClIs
abroad is unavailable;

® The country/currency attribution of these
assets is also unavailable.

Possible difficulties with the current
treatment

I37. The possible sources of asymmetries in
the recording of reinvested
Member States are identified in detailed work
examples in the supplementary
document annexed to this report.'” The main
sources of asymmetries are as follows:

income by

contained

®* Where the Cll is a resident, the income on
its non-resident assets is recorded on an
accruals basis by the CIl. This follows
standard BPM5 treatment and does not
normally pose any special difficulties.
However, asymmetries will occur if the
element of this income that is attributable
to non-resident investors in the Cll is not
debited, and instead only dividends payable
by the Cll to the non-resident investor are
recorded in the b.o.p.

®* Where the compiler has resident investors
in non-resident Clls, the income on these
investments may only be recorded when
dividends are payable by the CII.

® These two deviations from the recom-
mended treatment could cause substantial
asymmetries, preventing a  symmetric
treatment between resident and
resident compilers in respect of investment
in a given resident CII.

non-

138. The Task Force continued by considering
the implications of this possible asymmetry for

the EU/ euro area by reviewing the data on
Clls currently available.

139. It was clear from the data provided by
Task Force members that, in general, there is
a relatively low level of investment in EU/euro
area resident Clls by non-residents. The
obvious  exceptions are Ireland and
Luxembourg. The analysis below measures the
degree of foreign participation in resident Clls.

Participation by non-resident
investorsin resident Clls

Country | Non-resident Total Participa
investment in resident tion of non-
resident Cllsin |Clisin EUR | residents
EUR millions millions in %

GB 2,063 424,286 0

FR 15,400 845,800 2

DE 20,125 821,211 2

AT 8,000 92,000 9

FI 1,160 14,235 8

PT 421 21,550 2

IE 203,000 208,000 98

LU 844,000 875,000 96

IT 1,915 449,931 0

Total 1,096,084 3,752,013 29

140. From the table above, we can see that in
overall terms there is a significant level (29%)
of non-resident investment in resident Clls,
which is almost entirely due to the nature of
the CIl industry in both
Luxembourg. If we exclude these countries
from the participation calculation, we obtain a
participation result of only 2%.

Ireland and

141. It therefore follows that, when considering
the case of CllIs in the reporting economy, the
major players are Luxembourg and Ireland.
The Task Force’s investigation determined that
the recommended treatment is being followed
in both countries.

142. The Task Force then focused on the case
of resident investment in Clls abroad. The
data collected from Member States is listed in
the table below.

19 See supplementary document “Treatment of income on
collective investment institutions”.
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Table 4

Resident investment in Clls abroad
as a percentage of total European Union/
euro area

Country Resident investment % of EU/euro area

in Clls abroad

EUR millions
GB 2,540 1
FR 23,400 8
DE 130,493 43
AT 10,000 3
Fl 10,000 3
PT 2,221 1
IE 18,953 6
LU 20,000 7
IT 86,097 28
Tota 303,704 100

[43. The level of investment in ClIs abroad of
€303bn is considerably less than the level of
non-resident investment in resident Clls of
€1,096bn. This suggests that a large part of
investment in Clls in Ireland and Luxembourg
comes from outside the EU/ euro area.

44. To the extent that this investment in Clls
abroad is in Clls in other euro area countries,
it is essential that the symmetric treatment of
recording is followed. In other words, all the
income earned on assets of Clls abroad, as
they relate to resident investors, must be
recorded as credits in the resident b.o.p.
Moreover, if the country where the CIl is
resident is in the euro area and is following
the recommended treatment, and if the
country of the investor in this CIlI (which is
also a euro area resident) only includes as
income the distributions (dividends) from this
non-resident Cll, then this will create
asymmetries in the euro area b.o.p.

145. It was clear to the TF-Pll from the
discussions that took place that some
countries have difficulties in applying the
correct treatment for recording accrued
income on resident investment in non-resident
Clls. If we assume that all of the
investment in the above table of €303bn
are in other euro area Clls, and these
Clls do not pay dividends, the annual
asymmetry in the euro area would be
approximately €9bn (€303bn * 3%

income). In 2000 the euro area had a b.o.p.
surplus of €1.4bn.

146. The Task Force continued by elaborating
an estimation method for income earned by
non-resident Clls with resident investors for
the euro area.

Estimation method

147. This estimation method
following data:

requires the

®* The value of the stock of Cll shares/units
held abroad;

® The breakdown of the assets of the foreign
Cll in order to estimate the income, i.e. to
apply the appropriate return on each asset
category, as well as ideally each country and
currency of the investments;

® The value of any dividend payments by the
non-resident Cll to residents.

Value of shares/units in Clls abroad

[48. This can be obtained by using an
aggregate or s-b-s information on stocks. The
compilation of these data is a part of i.i.p. and
CPIS compilation.
suppose that these position data will be
available once all of the countries meet, as a
minimum, the acceptable data requirements
for portfolio investment as set out in the
TF-PICS document.

It seems reasonable to

Breakdown of assets held by the Clls

[49. There are a number of data sources here
for the breakdown of asset categories:

® Survey of investors in non-resident Clls
* Money market fund (unpublished) information

available from money and banking statistics
compiled by the euro area Member States

ECB « Portfolio Investment Income Task Force Report * August 2003



® Security-by-security information will provide
details of the fund investment strategy, e.g.
Deutsche US Bond fund

¢ Data exchange with the counterpart
country where the Cll is resident

® Quarterly Portfolio Poll by the Economist
magazine, which gives a breakdown for each
asset category by country/currency.

How to estimate a rate of return for
Clls abroad

150. Once the position or stock of investment
in Clls abroad has been estimated and a
reasonable breakdown between Equity, Bonds
& Notes and Money Market Instruments
(concerning the investment policy of the ClII)
determined, a rate of return can be applied to
these asset positions in order to calculate the
accrued A detailed approach is
outlined in the supplementary document
mentioned in footnote 65, which details a
precise estimation of positions and related
income. However, a simpler approach is set
out in the following paragraphs.

income.

I51. For equity, a benchmark yield obtained
from commercial data sources (such as the
daily information detailed in the Financial
Times under ‘FTSE Actuaries Share Indices -
European Series’) could be appropriate. In the
event no available, a
representative flat yield (e.g. 2%) could be
applied which, as per the FTSE daily series, is a
reasonable yield to apply to equity.?

benchmark is

152. For Bonds & Notes and MMI, we need
information on the currency that the bonds or
MMIs are denominated in. As far as an
instrument breakdown of the resident CIls’
investments are concerned,
possible to arrive at a reasonable estimate of
the stock of resident in non-
resident MMFs. The total
investment would then be in bonds and equity
funds. In the absence of any further firm
information, the given in the
Economist’s Quarterly Portfolio Poll?' could be

it would seem

investment
balance of

ratios

used to estimate investment into bonds and
equity and cash. In this way, we could then
arrive at a composite rate of return.

I153. Using the Economist’s  Quarterly
Portfolio Poll data, a composite yield or rate
of return of 3% was calculated, which can be
applied to the stock of Cll abroad for the final
quarter of 2000. It is assumed that the country
of the CIl is known or at least the MUMs/
non-MUMs breakdown of the stock is known.
As the i.i.p. must be compiled on a step 2 basis
from 2001 onwards, it is assumed that this
breakdown for Clls will be possible in the
future. In addition, it should be noted that
some estimation for fees payable by the
investor into this
calculation. In general, an acceptable estimate
of fees payable is 1% of the net asset value of
the CILI.

needs to be factored

154. Clearly an asymmetry will still exist if the
compiler in the reporting economy is using
firm data whereas the compiling country with
the investment in a CIl abroad is using
estimates in relation to the same income. In
general, however, the promotion of a single
simplified method based on an agreed rate of
return for Cll investment will clearly improve
the quality of the euro area accrued income
statistics. This rate of return could apply to
each asset class or simply to the entire
investment.

I155. There is a broader issue that needs to be
examined in relation to extending this
treatment to countries outside EMU/the EU,
as otherwise there will still be asymmetries in
the Global Balance of Payments. This issue is
under consideration at the IMF.

Recommendations
156. In the light of the analysis outlined above,

the Task following
recommendations with the aim of improving

Force made the

20 For further details, see supplementary document ‘Treatment
of income on collective investment institutions’.

21 Quarterly Portfolio Poll, The Economist (see 5 July 2002 edition
for a recent example).
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the recording of reinvested income as it
relates to investments in Clls abroad. [We
consider that the recording of income on an

in the
the

accruals basis in respect of Clls
reporting economy broadly
recommended treatment.]

follows

It is assumed that stocks of investments in Clls abroad will be available to Member States
at the same frequency as that at which income needs to be calculated. These data are
available from i.i.p. data to some extent, as well as from Financial Accounts. More frequent
stocks, if not readily available, could be estimated.

The second prerequisite before the recommended treatment can be applied is that
Member States should obtain or estimate the asset allocation strategy of Clls abroad.
However, it is also assumed that this is virtually impossible on practical grounds.

For this reason, it is recommended that all countries should apply similar estimation methods.
Any estimation method should involve the use of the procedures outlined in the paper.

In many cases Clls are exempt from tax. When they are not tax exempt, the figures should
be adjusted and appropriate offsetting entries should be recorded under the current transfer
item. As it is recognised that the countries of the shareholders will not have access to the
same detailed information on taxation as those countries where the funds are located,
asymmetries between euro area countries could be minimised through the exchange of public
information among b.o.p. compilers, and/or perhaps in the future through the use of
centralised information available in the CSDB.

An optimal element of the estimation procedure is that an agreed rate of return for either

overall Cll investment in the euro area or for each class of investment by Clls, i.e. Bond

Funds, Equity Funds and Money Market Funds will be set centrally and made available in the
CSDB.

Until this information may be made available through the CSDB, the following could be
temporarily considered:

The 3-month EIBOR rate could be applied to MMFs.

For equity, a benchmark yield obtained from commercial data sources (such as that stated
in paragraph 150) could be appropriate.?

An appropriate euro bond benchmark yield could be applied for Bond Funds.

6. Practical difficulties in the collection of income on zero coupon

Introduction

57. The mandate of the TF-PII
specific point for

bonds

one of the most significant problems reported
by a number of countries in the introductory
meeting of the TF-Pll, especially by those
collecting data

included a

investigation concerning  countries income from

practical difficulties in the collection of income
on zero coupon bonds. Furthermore, the lack
of information on accrued
coupon bonds and deep-discounted notes was

income on zero

settlements.

22 As a fall-back solution, a representative flat yield could be
applied (in the period analysed, 2% could be deemed fairly
representative).
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158. In view of the above, the TF-PIl tried to
investigate whether the specific situation of
such countries concerning some data
unavailability could be generalised and thus
constitute a potential problem for other
countries following different compilation
methods.

159. Additionally, in the course of its
investigations, the TF-Pll became aware of the
high degree of interdependence between the
specific case of zero coupon bonds and other
subjects being investigated in  parallel
concerning the specific methods used to
compile income statistics in general (i.e. the
approach used for compiling income figures,
the choice of debtor/creditor, etc.). Therefore,
a general analysis of these methods was also
carried out.

160. The next sub-section deals with some
general aspects linked to income compilation
methods  (such as the choice of
debtor/creditor or the approach followed to
collect/estimate/calculate income aggregated
or s-b-s), making some specific references to
the compilation of income on zero coupon
bonds. The next sub-section touches briefly
upon different methods to spread income over
time to apply an accruals calculation. Finally,
some general conclusions are presented.

Calculation of accrued income for zero
coupon bonds in different systems

Direct collection from reporters

l61. If income is collected from reporters,
different methods should be applied to credits
(assets) and debits (liabilities). For income on
assets, a reliable register of holders of foreign
debt securities would be a prerequisite. The
b.o.p. compiler can get this information
directly from the books of the domestic
holders, normally following the so-called
acquisition approach.

162. For income on liabilities, there are two
possible approaches: the residual approach and
the mixed approach. The residual approach

derives payments to non-residents as the
difference between total income paid by the
issuer and that reported as received by
domestic holders. The mixed approach is
based on income information collected mainly
from domestic custodians that have direct
relations with non-resident counterparts, and
augmented by information on holdings of
domestic securities that are held by resident
investors directly with
custodians. One problem in this case is that
custodians may not be able to report income
on an accrued basis rather than a cash basis.

non-resident

163. In any case, both issuers and holders
should be able to report accrued income for
zero coupon bonds.

Calculation/estimation by the b.o.p. compiler

164. In principle, if income is calculated or
estimated by the compiler, the same
compilation methods as for other debt
securities may be applied to income on zero
coupon bonds. In comparison with collecting
this information directly from reporters, this
way of compiling income figures entails the
following advantages and disadvantages:

Pros:

®* The compiler has control of the approach
followed, while respondents can use a
variety of methods (for example, the same
respondent could use different ways of
booking income for different parts of its
portfolio).

* It enables a symmetric treatment of income
for both assets and liabilities.

®* The reporting burden can be kept low,
since no information on income is collected.

* Information on income directly collected
from custodians would not be on an
accrued basis, as they report income
payments received by the investor.
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® The compiler’s work process might become
less resource-consuming as collecting,
checking and controlling the figures
received from reporters would be replaced
by an automated calculation that has to be
updated and checked at regular intervals.
On the other hand, it does imply that the
b.o.p. compiler will have to perform
calculations/estimations previously left to
reporters (thereby also assuming part of
the burden).

Cons:

® Aggregate approaches, require more
detailed stocks to be collected to reflect
currency, maturity and credit risk
differences.

® If income is estimated from stock data, then
assumptions will be required.
However, the assumptions can be based on
more or less sophisticated grounds,
depending on the relative importance of the
portfolio investment item in the individual
country’s balance of payments, and the
resources given to the production of
statistics.

certain

® In terms of compilers’ costs, the direct
collection  of assets
securities’ holders might be more cost-
effective, provided there are good holder
registers available.

income on from

Linear method versus cumulative
method

165. For zero coupon bonds, no periodical
interest is paid. Instead, the difference
between the issue and the redemption prices
is supposed to be the income associated with
this kind of bond. This income accrues during
the lifetime of the bond and can be calculated
following two different methods: the linear
method and the cumulative method.

In the linear method, the difference between
the redemption price and issue price is evenly

spread over the lifetime of the bond. This
method is relatively simple. The basic under-
lying assumption is that the
invested capital is not reflected in the cal-
culation of accruals.

increase in

[66. The main alternative to this system is the
so-called cumulative method. According to this
method, accrued interest increases over time,
reflecting the accumulation of invested capital.
This method is somewhat more complicated
than the linear method. However, theoretically
it might be superior, as rising accruals reflect
the evolution of the capital invested in the
financial instrument, i.e. in the zero coupon
bond.

167. Although both methods potentially offer
acceptable results, the simplicity of the linear
method could make it more advisable if
reporters themselves calculate accrued interest
(on zero coupon bonds). If accrued interest is
calculated by the b.o.p. compiler, the
cumulative method seems conceptually more
robust, although it might prove costly and
relatively time-consuming.

General conclusions

169. The TF-PIl found that most problems
related to the compilation of income on zero
coupon bonds specific
compilation methods in place in Member
States. In this regard, two principal types of
problems were encountered:

derived from the

(i) The lack of information on accrued income
of zero coupon bonds. This problem affects
mainly those countries which continue using
settlements
figures.

for the collection of income

(ii) Inconsistencies in the way reporters cal-
culate income (debtor for liabilities, acquisition
for assets). This problem exclusively affected
those countries collecting information directly
from reporters.

170. Therefore, the first conclusion of the

TF-PIl was that, for those compilation
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methods in which compilers calculate/estimate
income themselves, these problems are less
important. The
TF-PIl was that, if compilers calculate/estimate
income themselves, no specific method is
necessary for zero coupon bonds, since a
standard method and
outstanding stocks could be used, as with any
other type of debt securities.

second conclusion of the

combining yields

171. Consequently,
concerning

these two preliminary

conclusions income on zero
coupon bonds, in
intrinsic general nature of the problems
identified, imposed a somewhat general focus
in the remaining conclusions which, although
also applicable to other types of securities,
have largely emerged in the context of

investigations concerning zero coupon bonds.

combination with the

Conclusions

appropriate stock information.

(i) When income figures are directly reported, the compiler does not control how reporters
make their calculations.”® In order to contribute to more homogeneous and consistent
statistics across Member States, it seems advisable that compilers calculate or estimate
income themselves (by applying yields to outstanding stocks).

(ii) When compilers calculate or estimate income themselves, zero coupon bonds do not
require any special income compilation method in either aggregated or s-b-s systems. As
for other debt securities, calculations are always based on multiplying interest rates by

(iii) If the debtor approach is used on an s-b-s system, two different methods for calculating
accruals are possible: the linear approach, which might be easier to implement, and the
cumulative approach, which is theoretically stronge

r.2*

7. Problems with the recording of income on shares

[72. Income on shares (dividends) may be
paid in cash or by means of stock dividends.
Unlike income from debt securities (interest),
where there is a binding agreement between
debtor and creditor for the payment of
interest, the payment of dividends relies upon
the discretionary decision of the manage-
ment/board of an enterprise. At any particular
period of time, dividends may or may not be
associated with the earnings of that particular
period and their distribution can be made at
any time, even in a period when the enterprise
registers net losses.

173. Furthermore, dividends may be paid out
of normal operating profits,
unrealised capital gains or other types of
capital. For example, an enterprise may raise
capital by

realised or

issuing rights with a view to

implementing a project. If, for any reason, the
project were finally abandoned, the accumulated
cash could then be returned to the shareholders.

174. There may be that
differences in the way income on portfolio
investment/shares is recorded by b.o.p.
compilers. The topics expanded on below may
be at the root of various treatments which
could have consequences for the compilation
of the euro area aggregates. This section does
not deal with either the issue of income on
collective investment schemes (covered in a

reasons cause

23 For example, income on assets is most often reported following
the creditor or acquisition approach, while income on liabilities
is usually reported following the debtor approach.

24 If reporters calculate accruals on zero coupon bonds
themselves, then the linear approach might represent a more
practical solution. If the compiler calculates accruals on zero
coupon bonds, then the cumulative approach is conceptually
better.
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previous section) or foreign direct investment
income (e.g. reinvested earnings).

Data collection systems

I75. Most countries currently collect income
on shares from either settlements or direct
reporting through surveys. A useful tool to
check the plausibility of the results (especially
over prolonged periods of time) could be the
application of yields to the external stocks of
shares. If discrepancies between such estimations
and the methods currently in use in Member
States are randomly distributed, then positive
and negative differences should cancel each
other out.

[76. On this basis, the TF-PIl carried out a
comparison between country results and
estimations following the above-described
approach with the following results:

If N is the number of observations (36 in the
exercise), and p the probability of a positive
difference, then N*p = 36*0.5=18 is the
number of expected positive differences.

If X is the number of observed positive
differences, as N*p>5

then the variable Z=(X-N*p)/sqrt(N*p*(1-p))
follows (approximately) the normal distribution
and in the exercise, with X=27, variable Z has
the value of (27-18)/sqrt(18%0.5%0.5)=3, well
above the 95% confidence interval.

I77. Hence, the hypothesis of random errors
cannot be accepted. The conclusion was that
methods currently in use might underestimate
income on shares (under the strong
assumption that the benchmark method
provides a rough but unbiased estimate).

[78. However, this conclusion should be
interpreted with caution. Firstly, dividends are
not  necessarily with  the
corresponding holdings of shares used in the
estimation based on benchmarks, at the time
when they are paid. In addition, dividend yields
quoted by data providers refer to stock

consistent

exchange indices that reflect a particular
market as a whole. These yields do not
necessarily coincide with the yields of the
particular held by
portfolio investors. At least the practical
exercise carried out by the TF-PIl indicated
that information collected on
shares very much depends on the particular
collection method of each country and, given
the plethora of methods currently in use in
States, asymmetries may
serious distortions in the euro area aggregates.

shares non-resident

income on

Member cause

Stock dividends

[79. Stock dividends are construed as a way
of capitalisation of earnings or capital gains.
In such a case, earnings are still distributed to
the shareholders, though not in the form of
cash dividends. In the b.o.p., an entry should
be made in the current account under Income
on portfolio investment/shares, and a counter-
entry in the financial account under Portfolio
investment/shares.

180. Data collection systems based on
settlements (e.g. an ITRS) cannot themselves
keep track of stock dividends. Additional
sources of information would therefore be
required for the estimation of stock dividends.

I181. At present, most countries do not record
stock dividends. Through a stocktaking
exercise, the TF-Pll certified that in none of
these countries are stock dividends substantial
compared with cash dividends. Therefore, any
asymmetries arising from the non-recording of
stock dividends are of minor importance.?

The treatment of taxes

182. According to BPMS5 (paragraph 287),
dividends payable to non-resident shareholders
(direct investors and portfolio investors) must
be recorded gross of any withholding taxes.
In practice, it is often the company itself

25 Portugal could be an exception. In 2001, stock dividends in PT
represented 41% of the total dividends paid in that year.
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that pays the taxes to the tax authorities
of the country in which it operates and,
subsequently, distributes the dividends to non-
resident shareholders net of tax. In such cases,
a correction should be ideally made so that
dividends are considered as being paid in full
to the non-resident shareholders by imputing a
counter-entry (for the amount of tax) as a
current transfer (credit). Likewise, a correction
should be made for dividends receivable.

183. It is obvious that systems based on
settlements can only record dividend pay-
ments on a net-of-taxes basis and, therefore,
additional information would theoretically be
required.

[84. According to the information collected
by the TF-PIl, the majority of countries record
dividends net of taxes. Additionally, some
countries apply inconsistent treatments to
both credits and debits. Given that tax rates
are quite high in all countries, substantial
asymmetries Hence, in those
countries where dividends are recorded net of
tax, an imputation should be made reflecting
the amount of the corresponding tax (both
and the current

may arise.

the income on shares

transfers items should be corrected).

185. As most b.o.p. compilers stated that the
additional information they need is on tax
rates for dividends in other countries, Annex

3 provides this information for the EU
countries as well as for USA, Japan and
Switzerland. If residents of a Member State
have significant portfolio investment assets/
shares in other countries (e.g. in the emerging
markets of South-East
Europe),  compilers
corresponding income on a net basis are
encouraged to find out the corresponding tax
rates and make the necessary corrections.

Asia or eastern

who record the

Time of recording

186. The time of recording may be a
significant factor in asymmetries, owing to the

particular algorithm used to construct

portfolio investment income in the euro area
b.o.p. (i.e. asymmetries at the time of
recording intra-euro area directly
translate into inaccurate extra-euro area b.o.p.
flows and errors and omissions in the euro
area b.o.p.).

flows

187. International standards recommend that
dividends should be recorded as of the date
payable (BPMS5, paragraph 282). According to
the findings of the TF-Pll, in most countries
the lapse of time between the two events
(dividends declared payable and dividends paid)
may be longer than the recording period,
though normally not too long. With only one

exception (Ireland), all countries record
dividends when they are actually paid.

188. The TF-Pll recommends that, for
practical reasons, dividends should be

recorded in the period when they are paid
rather than when they are declared payable.

Operating and non-operating profits

189. Dividends may originate from normal
operating profits, as
operating profits or capital gains. For National
Accounts, the ESA 95 suggests that the
redistribution gains should be
classified as other capital transfers (paragraph
4.165). The November 2001 edition of the

well as from non-

of capital

European Union balance of payments/
international investment position statistical
methods (BOP Book) recognises this

distinction on page 28. However, in practice it
is very difficult to separate dividends from
operating profits and dividends from capital
gains. The BOP Book therefore suggests that,
if the compiler is unable to make a distinction,
both should be recorded under investment
income. BPM5 makes no such distinction.

190. Countries currently do not distinguish
between operating and non-operating profits.
Considering the their
recording systems as briefly described above,
it is clear that, were there to be a potential
requirement for such a separation, countries
would at present be unable to respond.

characteristics of
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I91. Therefore, as a practical solution to Conclusions

avoid asymmetries, it is recommended that

dividends from both operating profits and 192. Concerning dividends, the following
capital gains should be recorded under conclusions were drawn from the analysis of
investment income, following the BOP Book’s  the TF-PII:

advice.

® At present, most countries do not record stock dividends. Nevertheless, the TF-PI|
empirically checked that stock dividends were not substantial in any country; therefore,
potential asymmetries due to non-recording cannot be deemed sizeable.

® Currently, most countries record dividends net of taxes. The TF-Pll recommends that an
imputation should be made reflecting the amount of the corresponding tax (both the
income on shares and the current transfers items should be corrected).

®* The TF-Pll recommends that, for practical reasons, dividends should be recorded in the
period when they are paid rather than when they are declared payable.

® As a practical solution to avoid asymmetries, it is recommended that dividends from both
operating profits and from capital gains should be recorded under investment income,
following the BOP Book’s advice.
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V. Approaches to the compilation

of Income

Introduction

193. The first part of this chapter presents a
general overview on how national compilers
can produce the required b.o.p. aggregates on
portfolio investment income. This is then
followed by more detailed assessments of the
methods of income compilation in the context
of each of the three major channels of
addressing the reporting population for
portfolio investment statistics. The chapter
concludes with an overall assessment of the
various approaches.

194. It is not our intention to revisit the pros
and cons of approaching the reporting
population through any of the three channels
set out below. Instead, readers are referred to
the TF-PICS report (Chapter 5) for more
detail on this matter. Additionally, in order to
avoid repetition, where an item has been
adequately examined in an earlier section, we
will refer back rather than repeat the
arguments again (e.g. on portfolio liabilities).

[95. The first factor to be considered is how
in general the b.o.p. aggregates of portfolio
investment income are compiled. Essentially,
three methods exist for the compilation of Pl
income:

® The compiler can collect the data on
portfolio investment income from the
reporter through surveys or through a
settlement system.

®* The compiler can estimate portfolio
investment income by applying reference or
benchmark rates of return at an aggregate
level to positions data. These positions may
be arrived at from an aggregate or s-b-s
portfolio investment collection system (the
latter was termed the “mixed approach” by
the TF-PII).

® The compiler can calculate portfolio
investment income by applying rates of
return at the level of individual securities.
This method can only be applied when the
compiler follows the s-b-s compilation.

[96. Additionally, the TF-PICS identified three
different channels for addressing the reporting
population:

(A) Indirect reporting through settlements
reported by domestic banks on their own
transactions and transactions executed on
behalf of their clients;

(B) Direct reporting by all domestic issuers/
end-investors;

(C) Indirect reporting through the information
gathered from  custodians or  other
intermediaries (e.g. asset managers/brokers/
dealers).

197. The particular channel used by the
compiler has a direct impact on the
possibilities that can be explored when
deciding how to compile portfolio investment
income. In addition, whether the positions/
transactions data are collected on an s-b-s
basis or on an aggregate basis has a clear
impact on the approach to income
compilation. However, it must be made clear
that a compiler following an s-b-s approach to
data collection may either use the estimation
method or the calculation method to compile
portfolio investment income.

198. This chapter therefore considers systems
that consist of combinations of any of these
methods of collection/calculation/estimation
and alternative channels of reporting. We
review the adaptability of each method to
establish whether it can easily be used to
compile income on an accruals basis, and also
whether this income can be recorded on a
debtor or a creditor basis. Moreover, it is a
major concern of the Task Force that the
strengths and limitations of any approach
should be clearly apparent.

199. Compilation of financial account entry
for accrued Financial account recording: We
refer specifically to the balance sheet
recording of income earned but not
received/paid and how the stock/flow model of
this item is recorded.
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200. Comparison of income compiled on
assets and liabilities: we review the consistency
of the approach in the compilation of income
for both assets (income credits) and liabilities
(income debits).

201. The following
considered as basic prerequisites for income
compilation in the euro area :

requirements can be

® Income should be recorded on an accruals
basis (including a financial account entry for
income accrued but not paid/received)

® A consistent measure of income should be
used by all Member States, i.e. creditor or
debtor

* Geographic detail
— Monthly income flows, MUMs/non-MUMS
— Quarterly/Annual income flows

* Sector of the holder according to BPM5 for
income credits

* Country of the issuer (EMU/non-EMU) for
income credits

® Timeliness (as currently set out in ECB
Guideline ECB/2000/4):
— Monthly flow data within 6 weeks
— Annual or quarterly stock data within 3
months.

This chapter is structured as follows:
* Collection of income

® Estimation of income

® Calculation of income

Channel A (indirect reporting through settlements)
Channel B (direct reporting from resident issuers/end-investors)
Channel C (indirect reporting through custodians)

Channel A (indirect reporting through settlements)
Channel B (direct reporting from resident issuers/end-investors)
Channel C (indirect reporting through custodians)

Channel A (indirect reporting through settlements)
Channel B (direct reporting from resident issuers/end-investors)
Channel C (indirect reporting through custodians)

Collection of income

202. When income is collected, the compiler
receives data on income transactions from the
reporter directly or indirectly
custodian or a bank. Each of these alternatives

from a

is considered below in turn.

Channel A: indirect reporting through
settlements

203. The settlement system, or International
Transaction Reporting System (ITRS), which is
widely used by euro area countries, represents
an indirect channel for obtaining information.
The relevant b.o.p. data are collected mainly

from the resident MFls, who report not only
their own transactions, but also transactions
executed on behalf of their customers.

204. In most cases, the information declared
by MFIs in the ITRS is complemented by
information declared by direct reporters. The
main reason for this is that some information
is missing, such as transactions settled through
accounts abroad or offsetting transactions.

205. As the name indicates, in a settlement
system the transactions are recorded in the
b.o.p. in most cases when a payment takes
place (made or received).
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206. One of the advantages of this model is
that the reporting population is relatively small
and concentrated, and the reporters have a
long history of co-operation with NCBs. This
makes monthly reporting possible.

Income data derived from the settlement
system

investment is
regular

207. Income from portfolio
usually collected as part of the
reporting in settlement systems.

208. The MFIs inform the compiler about the
actual amounts of income received (or paid)
from their own transactions and from the
transactions made by their customers.

209. The resident direct reporters inform the
compiler about the income they have received
in their accounts abroad or the income they
have paid from their accounts abroad.

210. The data recorded through the
settlement system are the transaction flows.

211. Depending on the information collected,
in a settlement system the institutional and
geographical breakdowns could be made either
by the reporter or by the compiler.

Institutional sector

212. Concerning institutional sector
allocation, for inflows the institutional sector
corresponding to these transactions is assigned
according to the sector of the
subscriber or buyer of the securities. For
outflows, the
corresponding to these transactions is assigned
according to the one the resident issuer
belongs to.

resident

institutional sector

Geographical allocation of assets/liabilities

213. With regard to the geographical
breakdown of income on portfolio investment,
the classification of

income credits in a

settlement system is made according to the
country where the money originates from or
goes to. However, if reporters are well
informed by b.o.p. compilers, the classification
of income credits could be made according to
the country of the issuer, and the classification
of income payments according to the first
known counterpart. In settlement system:s, it is
not possible to ascertain the final beneficial
owner, which represents a clear disadvantage.

Aggregate/s-b-s reporting

214. The settlement system is in principle
compatible with s-b-s reporting, depending on
the information requested by the reporters.
However, the choice of aggregated or s-b-s
data depends on each compiler.

Direct/portfolio investment income

215. In a settlement system, differences exist
between the asset and liability side of the
b.o.p. with regard to the classification between
direct investment and portfolio investment.
On the asset side, it is possible to distinguish
between these two types of investment,
because the reporters know the percentage of
the total issued that they (or their customers)
have bought. But on the liability side of the
b.o.p., it is difficult to classify investments as
direct or portfolio. The main reason is that it
may be difficult to ascertain the final beneficial
owner, and therefore it may not always be
possible to establish the percentage of
participation in the total amount of a security
issued by a resident.

Accruals recording

216. Collecting the information on a payment
basis means that once the compiler has been
notified of the income paid or received, the
information will be recorded in the current
account. Therefore, the income is not
recorded on an basis,
settlement figures are corrected using another
calculation/estimation method.

accrual unless
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217. As already mentioned, only information
on flows can be collected in settlement
systems. Therefore, stocks are calculated, if no
other information source is available (i.e. stock
surveys, balance sheets of MFls and/or private
companies, etc.), by accumulation of flows.
The TF-PICS does not consider this practice
as acceptable for calculating stocks, because
any errors in the calculation of flows in one
specific period would become permanent in
any subsequent
accumulation of flows.

stock derived from the

Debtor/creditor basis
218. Income information collected directly
from the settlement system is not on an
accruals basis. Accrued income can be
estimated as set out in the subsequent
paragraphs (following either the debtor or the
creditor approach, normally depending on the
information available).

Calculation of the financial account
posting

219. Income information reported through a
settlement system is not on an accrual basis
and, therefore, the accrued income needs to
be estimated. The offsetting entry to the
accruals income recorded in the current
account has to be recorded in the financial
account. When the interest is finally paid,
income settlements may provide information
on payments so as to register an appropriate
decline in the relevant portfolio investment

instrument.

Comparison of income compiled on assets
and liabilities

220. The recording system for portfolio
investment income is the same for assets and
As already explained, the income
received (assets) is recorded on a payment
basis in the current account, as is the income
paid (liabilities). That means that there are no

liabilities.

asymmetries created by the recording and
valuation method.

Conclusion

221. The settlement system only records data
on transaction flows. Therefore, through this
system it is only possible to obtain data on
income already paid and/or received. To
compile income on an accruals basis, the b.o.p.
compiler has to turn to other information
sources.

Channel B: Direct reporting from
resident issuers/end-investors

222. When the direct reporting channel is
used to collect portfolio investment data, the
reporting population consists in principle of all
end-investors/issuers of portfolio investment
assets/liabilities. However, in the case of some
resident sectors, only a sample of the total
population practical
grounds. Despite the fact that the reporting
population is a sample of the total, it is still
significantly larger than that of Channel A and
Channel C.

may be covered on

Institutional sector

223. Information on the institutional sector
can be readily obtained, as the sector of the
holder corresponds to the sector of the

reporter.

Income collection

224. The reporter is the holder/issuer of the
asset/liabilities and, for reasons of compliance
obligations, is normally required to compile
income and expense statements (Profit &
Loss). The reported for
purposes conforms, in many cases, to the
debtor/acquisition  approach for income
compilation in Balance of Payments. For
example, in accounting standards there is the
requirement that a clear distinction exists

income these
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between capital and income, and that
exchange or market-related gains/losses from

securities are not reported as interest income.

Accruals basis

225. It is also standard procedure for the
majority of direct reporters to record income
on an accruals basis, which is a fundamental
concept in accounting laid down by SSAP
No. 2 (Standard Statement of Accounting
Practice), thus enabling recording for b.o.p.
purposes.

Income on assets/liabilities — geographical
allocation

226. The TF-PICS report identifies a number
of different approaches to the collection of
liabilities data:

— The residual approach
— The mixed approach
— The share register approach.

227. In the case of the mixed and residual
approaches, there were difficulties in applying
a full geographical breakdown to the stocks
and flows of liabilities. It follows that the same
problems will apply to the geographical
allocation of income debits. In the case of the

share register approach, a geographical
allocation can be performed. However,
difficulties regarding bearer securities and

nominee accounts remain. In the case of assets
(credits), geographical
income is possible.

a full allocation of

Debtor/creditor basis

228. In most cases, company accounts are
currently prepared according to the historic
cost convention. It follows therefore that the
income reported by direct reporters will be
on a debtor/acquisition basis. All income will
be recorded on the basis of the original

coupon; however, if the security is traded, the
accrued income element of the transaction will
As the
creditor approach to recording income is not

be discounted on a market basis.

followed in the accountancy profession, there
is little point in requesting data on this basis
from the reporter. This is the situation at
present, although International Accounting
Standard No. 39 - Instruments:
Recognition and Measurement suggests new

Financial

departures in this area. It is possible that, over
the coming years, firms may start to record
income on a creditor basis.

229. To summarise, only a debtor basis for
compiling Pl income is possible where income
data is collected.

Financial account recording of income
earned/payable but not received/paid

230. Income accrued but not received/paid is
a standard balance sheet entry in statutory
accounts. This will allow the financial account
entry of transactions of the net difference
between income earned/payable and income
received/paid. This would be on a debtor/
acquisition basis.

Overall adaptability of compilation
method

231. The adaptability of this approach is such
that it is not possible to report on a creditor
basis where income data is collected. This
represents a serious limitation.

Channel C: Indirect reporting through
custodians

232. Information gathered from custodians is
an alternative for the b.o.p. compiler. Many
countries use this channel for compiling stock
positions.
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Accruals basis - collection of income from
custodians

233. Income can theoretically be collected
from custodians on an
However, in practice it seems quite unlikely
that custodians would be in a position to easily
report accruals on the behalf of their

accruals basis.

customers. General experience reveals that
custodians have less difficulties in reporting
income payments?¢ that are forwarded to the
investors than accrued income.

234. With this in mind, we will not consider
further the collection of accrued income from
custodians.

investment income.

through surveys).

in mind.

Summary qualitative assessment of income collection

* Collecting income via settlements is not suitable for the compilation of accrued portfolio

® Collection of income on an accruals basis is only possible in a direct reporting system (i.e.

® In this case, there must also be an investigation to determine whether accounting and
statistical methodologies and concepts coincide.

* Additionally, surveys can only compile income information on a debtor/acquisition basis.
The potential for asymmetries between assets/credits and liabilities/debits should be borne

Estimation of income

235. The estimation of income requires stock
statistics on investment to be
available either on an s-b-s basis or an
aggregate one. The compiler then estimates
income by applying benchmark yields to these
stocks.

portfolio

Channel A: Indirect reporting through
settlements

236. This approach of collecting income from
the settlement system is not compatible with
the estimation of accrued income in itself.

Channel B: Direct reporting from
resident issuers/end-investors

237. A direct reporting system allows the
compiler to estimate the income from stock
data.

Income estimation/calculation

238. In the case of aggregate direct reporting
systems, income can be estimated through the
application of benchmark yields.

239. It is also the case that benchmark yields
are sometimes applied in systems collecting
portfolio investment data on an s-b-s basis,
that is to say, aggregate income figures are
estimated from s-b-s asset and liability stocks.
There are a number of possible reasons for
calculating aggregate income:

® Pl Income is being compiled on a creditor
security  yield
information is not readily available;

basis and individual

26 Such data (eventually on an s-b-s basis) could still provide
useful information for the recording of an offsetting entry in the
financial account for the application of the accruals principle.
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¢ The IT systems are not configured to deal
with a dynamic situation in which yields
continually change over time;
¢ Compilers consider that the difference
between the aggregates compiled using
benchmark yields and those using individual
security yields are not sufficiently divergent
to warrant the more resource-intensive
security
purpose of Balance of Payments statistics;

individual calculation for the

® There is also the question whether the
correct market yield information is available
in all cases and is not confused with YTM (a
market measure but not the current yield).

Accruals basis

240. The purpose of the estimation approach
is to arrive at income aggregates on an
accruals basis.

Institutional Sector

241. Information on the institutional sector
can be readily obtained because the sector of
the holder/issuer corresponds to the sector of

the reporter.

Income on assets/liabilities — geographical
allocation

242. The TF-PICS report lists a number of
different approaches to the compilation of
data; already been
elaborated (see paragraphs 226-227).

liabilities these have

Debtor/creditor basis

243. The estimation of income on a creditor
basis involves the application of market rates
to positions at market value. It is possible to
make these calculations in a direct reporting
system. The main prerequisite is whether
sufficient  detail
estimation. In an aggregate collection system,

exists to allow accurate

for example, a country/currency analysis along
with a maturity analysis is required to
reasonably estimate income on bonds, equity
and money market Instruments. The country
detail is a minimum required for equity and
similarly the currency is a minimum
requirement for bonds and MMls in order to
obtain suitable yield information. Additionally,
an adequate maturity breakdown is
necessary in the case of bonds to apply the
appropriate benchmark yield. If the data is
compiled on an s-b-s basis, this additional
information is more easily obtained. [For a
more detailed analysis, see Chapter VI of this
report].

also

244. Where an aggregate system is used to
estimate income, a creditor basis is presently
the most suitable measurement, as the
required benchmark vyield information — as
well as the nominal stocks for historic data
needed to correctly estimate the income on a
debtor basis — is difficult to obtain. This is
also true if portfolio investment data are
collected on an s-b-s basis and benchmark
yields are applied to the aggregate stocks.
However, when the CSDB is fully functional, it
will be possible to apply the debtor approach
through estimation.”’

Financial account recording of income
earned/payable but not received/paid

245. Income accrued but not received/paid is
a standard balance sheet entry in statutory
accounts. This will allow the financial account
entry of transactions of the net difference
between income earned/payable and income
received/paid.  This
debtor/acquisition basis. Where income is
estimated, it would appear to be difficult to
estimate such transactions in the absence of an
s-b-s collection system.

would be on a

246. The
coupon payments is one of the most
substantial problems for the correct
application of the accruals principle in
aggregate  systems. In the absence
of information corresponding to

collection of information on

each
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individual security, which would only be
helpful if s-b-s stocks were also available,
these systems can only access the necessary
information to the extent that it is directly
collected from reporters (e.g. through
surveys) or indirectly collected from
custodians?8, assuming that settlements may
lose their capacity to cover the relevant
flows with the gradual increase in the
reporting thresholds. Such information on
coupon payments should be collected at a
very precise level of detail in order to
record transactions in the correct financial
category. The
equivalent information for zero coupon
bonds may
problem, especially for settlement systems.

account collection of

constitute an additional

Overall adaptability of compilation
method

247. If income is required on a creditor basis,
the estimation approach may be used to
compile Pl income. On the other hand, if
income on a debtor basis is required, these
data are more difficult to estimate as the
appropriate benchmark yields for historic
coupons are not so readily available. Provided
the CSDB is fully functional, both the creditor
and the debtor approaches to the estimation
of income should be possible.

Channel C: Indirect reporting through
custodians

248. Many countries use this channel for
compiling stock positions. This section reviews
the compilation of portfolio
income in an indirect reporting system.

investment

Accruals basis - collection of income from
custodians

249. The use of portfolio investment stock
information gathered from custodians is an
alternative for the b.o.p. compiler. Income can
be compiled by estimating the return on
stocks reported by the custodian.

Accruals basis - complementary
information

250. If estimation of income on securities is
based on stocks reported by custodians, it is
important to  keep in that
complementary information is needed, since
the total market is not covered. The
information can be collected from two types
of direct reporters.

mind

® On the asset side, resident investors can
report their foreign securities that are kept
in custody directly with non-resident
custodians.

* On the liability side, the issuer of domestic
securities issued on international markets
(in foreign report the
holdings of non-resident custodians.?

currency) can

® Furthermore, if the residual approach for
liabilities is applied, domestic holdings of
domestic securities should also be reported
(when not directly included in the
information reported by custodians, e.g. if in
custody abroad).

25]. This section only examines the elements
that are connected with indirect reporting by
custodians; the direct reporting aspects can be
considered in the same framework as Channel
B - Direct reporting.

Accruals recording - estimation of income

252. To ensure reasonable accuracy in the
calculated income, b.o.p. compilers need to
know the composition of the stocks. For this

purpose, additional information is needed

when the estimates are performed on an
aggregated basis.

27 For a more detailed analysis of the applicability of the debtor
approach in estimating income figures under an aggregated
system, please see Fout! Verwijzingsbron niet gevonden..

28 As is currently the case in Portugal.

29 On the liability side, some further supplementary information
might be needed from resident investors to achieve correct
stock values — for example, on holdings of domestic securities
issued abroad, and domestic securities issued on the domestic
market and held in custody abroad.

ECB - Portfolio Investment Income Task Force Report * August 2003



Assets/liabilities geographical allocation
of income

253. There are different
calculating income on assets compared with
calculating income on liabilities. The difference
lies in different possibilities
additional information about the debts. It is
obviously easier to obtain further details about
credit risks, market yields etc. when it comes
to debt issued by residents.

conditions for

of accessing

254. Country (on the asset side) and
institutional sector of the issuer (on the
liability side) are essential readily available
breakdowns.
report these items on a monthly basis. Annual
information on country breakdown is also
available from the CPIS. It is not possible to
accurately allocate income on liabilities to the
country of the holder of the security.

Most custodians are able to

255. The currency of issue is also rather
important, because the currency affects the
level of interest concerning the securities to a
large degree. The custodians could probably
report this without any problems.

256. Another important factor might be the
maturity of the security. The slope of the yield
curve implies that different maturities have
different yields. Some information on the
maturity distribution or at least assumptions
regarding the average maturity has to be
available. This can also be obtained from the
custodians, at least with a breakdown into
short and long term. However, the prevailing
method of defining maturity in terms of
original maturity has to be observed and
adjusted for.

257. The credit risk of the security is another
interesting topic. The credit rating of the
issuer also determines the yield, which has to
be taken somehow. One
alternative would be detailed
breakdowns made by the respondents. This
information might however be quite difficult to
obtain, since in an aggregated reporting system
there is no information about each specific
security. A more practical solution would be

into account

based on

to make assumptions of margins based on
market information and available information
regarding the stocks (e.g. country distribution
of the assets), as a certain correlation between
credit risk and country of issuer is expected.
On the liability side, sector distribution could
be useful in order to take credit risk into
account. Again, details are more difficult to
obtain on the assets than on the liability side.

258. Yields have to be obtained for the same
set of breakdowns (if not, stocks could be in a
more aggregated form).

259. In the case where estimation of income
is performed through the application of
benchmark yields to aggregates compiled on
an s-b-s basis, this additional information is
more likely to be available. [For a more
detailed analysis of aggregate calculations, see
the next chapter].

Debtor/creditor basis

260. With an aggregated system it is very
difficult to use the debtor approach, as
“nominal” interest rates are difficult (or even
impossible) to find in commercial databases,
while nominal portfolio investment stocks are
difficult to directly obtain. In summary, at
present the creditor approach is best suited
because market vyields are often found in
commercial databases. Market value is also the
basis for the valuation of stocks. However,
when the CSDB is fully functional, it should be
possible to apply the debtor approach through
estimation.
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Summary qualitative assessment of income estimation

Estimation of income from stock positions in portfolio investment is possible for two of the
three channels of addressing the reporting population. It has no application in the case of
settlement systems where no stock information is collected.

However, it is clear that some supplementary data (such as currency) is required to
perform these estimations with the necessary degree of accuracy.

It also seems clear that, while income on a creditor basis can be readily estimated, there
are difficulties associated with compilation on a debtor basis, which centre on the
availability of historic benchmark yields and nominal stocks.

Where s-b-s data is used to compile the stock aggregates, it is clear that the required
additional breakdowns are available and a higher degree of accuracy is possible (the “mixed

approach”).

Calculation of income

261. By the term calculation we mean where
the compiler operates an s-b-s data collection
system for portfolio investment, and where
individual yields are applied at a security level
to calculate portfolio investment income. If the
compiler has the full population of relevant
securities in the collection system as well as
individual yield data for all securities, it follows
that this exercise can be more correctly
termed calculation rather than estimation.

Channel A: Indirect reporting through
settlements

262. This approach of collecting income from
settlement systems is not compatible with the
calculation of accrued income in itself.

Accruals recording

263. As already mentioned, only information
in settlement
systems. Therefore, in the absence of any
additional information source (such as a stock
survey, balance sheets of MFIs or private
companies, etc.), stocks are calculated by
accumulation of flows. The TF-PICS does not

on flows can be collected

consider this practice as acceptable for
calculating stocks, because any errors in the
calculation of flows in one specific period
would become permanent in any subsequent

stock derived from the accumulation of flows.

Channel B: Direct reporting from
resident issuers/end-investors

264. A direct reporting channel can be used
to collect portfolio investment data on an
s-b-s basis. It is unlikely, however, that the
approach of collecting all portfolio investment
data on an s-b-s basis will be followed. It
seems likely that, in the case of
households and non-financial corporations, an
aggregate approach would be followed. In this
section, we consider a scenario whereby all
the relevant stock data are collected on an
s-b-s basis.

more

Institutional sector

265. The information on the institutional
sector can be readily obtained because the
sector of the holder corresponds to that of
the reporter.
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Income calculation

266. Detailed security yield information would
have to be available to allow the calculation of
income at the level of individual securities.

Accruals basis

267. The calculation of income allows a more
precise result for portfolio investment income
when compared with the estimation approach.
The individual security information includes
nominal and market yields for debt securities,
payment dates for bonds, and maturity dates
for MMils. These additional data should allow a
more compilation of portfolio
investment income.

accurate

Income on assets/liabilities — geographical
allocation

268. This issue has already been outlined in
sufficient detail in paragraphs 226-227; some
additional observations that relate to this
section are set out below.

269. One issue needs to be considered in the
context of income calculation: when an s-b-s
system is being used, the identification of
geographical data on the euro area issuer of
intra assets held by a compiling country can be
used to both identify the country of liability
and also to form a reasonable estimate on the
country allocation of income on these
liabilities. This approach requires all Member
States to have, either by s-b-s or aggregate
means, information on the country of issuer of
their non-resident assets,
would have to be performed centrally at the
ECB or Eurostat. In this way, more accurate

as this exercise

data on income on portfolio investment
liabilities can be calculated.

Debtor/creditor basis

270. Where compilers utilise an s-b-s
approach to collect portfolio investment

stocks/transactions data, income on a creditor

basis can be accurately estimated provided
yield information is available through the
CSDB. Additionally, income on a debtor basis
can be accurately estimated on an s-b-s basis
once all the historic data on the securities is
available. Currently only nominal interest rates
are widely used in s-b-s systems owing to the
compiler costs of frequent updates required
for market yields.

Financial Account recording of income
earned/payable but not received/paid

271. Income accrued but not received/paid
can be estimated provided some information
on payments
accrued income calculated can then be netted
against the payments to give a result for the
financial account entry under the appropriate
instrument heading in portfolio investment. In

is available. The element of

the case where the estimation is on a creditor
basis and the payments are on a debtor basis,
the difference between the two measurements
will be included under valuation changes
(owing to the different time of recording
between transactions and positions). In this
context, we should consider the payments as
withdrawals from the principal value of the
instrument, which then offset the accrual when
the coupon payment is made.

Overall adaptability of compilation
method

272. Assuming a fully functional CSDB able to
supply both market and nominal yields, this
approach is the most flexible, as it can be used
to derive income on both a creditor and a
debtor basis.

Channel C: Indirect reporting through
custodians

273. Information on an s-b-s basis can also be
gathered from custodians. This section tries to
sort out how applicable it is to the compilation
of Pl income. In general, the details of this
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approach are similar to those of the direct
reporting channel.

Accruals basis - Complementary
information

274. The need to collect complementary
information has already been covered in
paragraph 252.

Accruals recording - estimation of income

275. Accurate  aggregates for  portfolio
investment income can be obtained on an s-b-
s basis. The calculation allows a more precise
result for investment income when compared
with the estimation approach. The individual
security information includes nominal and
market yields for debt securities, payment
dates for bonds, and maturity dates for MMls.

Assetsl/liabilities geographical allocation
of income

276. See paragraphs 226-227.

Debtor/creditor Basis

277. Where compilers utilise an s-b-s
approach to collect portfolio investment
stocks/transactions data, income on a creditor
basis can be accurately calculated provided
yield information is available through the
CSDB. Additionally, income on a debtor basis
can also be accurately estimated on an s-b-s
basis once all the historical information data
on the securities are available, such as price at
the time of issuance, coupon rate etc. At
present the debtor approach is more
appropriate because the application of market
yields to s-b-s stocks is very resource-
intensive.

These additional data should allow a more
accurate compilation of portfolio investment
income.

Summary qualitative assessment of income calculation

* Not all respondents in specific countries may be in a position to supply s-b-s portfolio
investment information.

* Nevertheless, calculation of income offers the greatest flexibility, as the detailed security
data collected from compilers allows income to be compiled at a high level of accuracy.

* However, when income is compiled on a creditor basis, an operational CSDB is an absolute
prerequisite, providing the necessary market information on yields etc. that allows income
to be calculated.

* The calculation method is possible in the case of Channel B (Direct reporting) and Channel
C (Indirect reporting). It has no application in the case of settlement systems where stock
data are not collected.

* It is also clear that all the necessary data regarding issuer of the security, sector, currency
maturity are available, allowing additional detailed analysis.

» Compiler costs are deemed higher than in the case of aggregate estimations.
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Conclusions
Current Situation

278. Following a recent questionnaire on
Recording of income on an accruals basis
completed by all European Union members
through the WG-BP&ER, it is clear that there
are a number of issues that need to be
addressed in order that the euro area and the
EU can produce income on an accruals basis

without the  presence of  significant
asymmetries.
279. The already-mentioned  assessments

show that, as Member States can choose to

compile income in any of the variety of
approaches outlined above, the natural
consequence is that a consistent measure of
accrued income on either a creditor or a
debtor basis will be difficult to achieve.

280. A particular approach therefore needs to
be found that accommodates as many of the
various approaches while at the same time
delivering a consistent measure.

281. Based on the various conclusions, we can
observe the following:

(acquisition) basis.

stocks.

* Settlement systems cannot be directly used to estimate accrued income.

* Direct reporting systems (i.e. surveys) can only collect income from reporters on a debtor

* Estimating/calculating income on a debtor basis requires an s-b-s system with individual yield
calculations, or possibly the application of benchmark yields to aggregate estimated nominal
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Vi. Estimation of income on an

aggregate basis

Introduction

282. The previous chapter highlights three
broad approaches to the compilation of
income: (i) collected by the compiler; (ii)
calculated by the compiler; and (iii) estimated
by the compiler. This chapter explores a
derivative of the latter approach, using
aggregate stock and yield information to
estimate accrued income in the following
simple formula:

Accrued income = stock * yield
283. The aggregate approach to income
estimation can range from the minimum
breakdown of stocks and yields required to
meet the ECB breakdown of investment
income, to more sophisticated models using
stock and yield information broken down into
the factors that determine the income earned
particular security (currency, risk,
maturity etc.). Taken to the extreme, this
becomes an s-b-s approach.

on a

284. The main advantage of such an approach
is that it is less costly in terms of both
compiler and respondent resources, compared
with s-b-s compilation. Results derived from
an aggregate approach can also be used to
help validate the results obtained by another
compilation method, e.g. data directly
reported in a survey or results derived from
an s-b-s methodology. Similarly, rates of return
derived from a survey or s-b-s system can also
be checked against the yield data supplied as
part of the aggregate approach.

285. Theoretically,
stocks and benchmark yields data in the stocks
* benchmark yield calculations, the better the
estimate of income will be. However, the
availability of timely information on stocks and

the more detailed the

yields and of compiler resources may
determine at what level of detail such
calculations are made. Once the ESCB
Centralised Securities Database is fully
operational, it is assumed that timely yield
infformation weighted by total amounts

outstanding for aggregate (and s-b-s) stock

breakdowns will be readily available to all EU
b.o.p. compilers.

286. This chapter explores the alternative
aggregate models that can be adopted for debt
securities, assessing their validity and offering
some conclusions as to the most appropriate
breakdowns of stocks and yields that are
needed to produce
sufficient quality.

income estimates of

The aggregate approach: alternative
methodologies for calculating income

287. As the previous chapter has exhaustively
described, it is possible to identify three
different systems for compiling portfolio
investment income (including two variants of
the first type of system):

l.a Income directly reported by means of a
settlement system

I.b Income directly reported by means of a
survey-based system

2. Income estimated through an aggregate
system (where estimations are made using
benchmark yields)

s-b-s

3. Income calculated

system.

through an

288. It should be noted that some countries
use a mixed system that integrates some
characteristics of one or more systems. From
the information supplied by MSs, it is possible
to summarise the data models used by
different countries (Table 5).
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Pll data models

Models Countries

Settlements DE, DK, ES, FR, GR and

NL (SE partly)

Survey-based FI, IE and SE (partly)
Mix of survey and aggregate UK

Aggregate BE, LU and PT

Sb-s IT, AT (also ES, DK and

SE for some instruments)

289. Only three countries use pure aggregate
systems, although some countries do also use
aggregate methods to complement data
derived from other models.

290. Aggregate systems can be used in a
variety of ways. For countries using settlement
systems, an aggregate system represents a
practical way of deriving income on an accruals
basis, perhaps as a stepping stone toward an s-
b-s system. Similarly, aggregate systems can be
used to compile accrued income in support of
s-b-s reporting, either when a complete
securities database' is not available, or when
income is not reported. Survey systems may
also be complemented with an aggregate
system, with the latter providing additional
results in order to validate the directly
reported data (or the other way round, i.e.
the data collected through surveys could help
check income data estimated through an
aggregate system)2.. For countries where
income is collected from quarterly surveys, the
aggregate approach can be used to obtain
monthly accruals.

Creditor versus debtor approach

291. Currently, commercial data providers are
the main source of benchmark vyields
information. In general, such data providers
hold current yield data rather than nominal
yields because they measure the rate of return
of an investment in a bond (or basket of
bonds), given the current market interest rate
conditions. The results obtained under an
aggregate system will at present therefore be

consistent with the creditor approach. Of
course, when the CSDB is operational, it will
be possible to calculate benchmark indices
based on nominal or market interest rates for
a given set of breakdowns. This would enable
income to be derived following either a
creditor or debtor approach. Until then,
however, aggregate systems are generally
designed to produce results under the
creditor approach.

292. Nevertheless, even with a fully
operational CSDB, the application of the
debtor approach under an aggregate system
requires an additional step, namely the
conversion of market stocks into nominal
stocks®. This could prove an additional source
of errors (which would then amplify the
deviation created by using an aggregate instead
of an s-b-s approach), and would decrease the
level of precision achieved. The magnitude of
this error is further analysed in the specific
case of one country in Annex 3.

Estimation of stocks at the end of the
current quarter/month (accumulation of
b.o.p. flows)

293. In order to derive accrued income
estimates consistent with BPM5 definitions, it
is important to have the stock data at the
beginning and the end of the reporting period.
If only annual (or quarterly) stock data are
available for a given set of breakdowns (stocks
by instrument and country, for example), it
will be necessary to calculate the end-quarter
(or month) position by accumulating flows
(which are usually produced more frequently
and in more detail). This avoids using out-of-
date stock data to derive accrued income
estimates. To ensure stocks are valued at

| For example, yields are not collected frequently, as this could
prove a very time-consuming procedure.

2 The same argument is valid for s-b-s systems where income is
directly reported instead of being calculated by the compiler.

3 The most common output that compilers will find for portfolio
investment stocks is probably based on a market valuation
(which is the international standard); if so, a conversion into
nominal valued stocks is needed. If countries are already
compiling nominal valued stocks for debt securities, then they
could directly apply nominal benchmark yields to nominal
stocks.
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market prices, it is important that flows, price
changes and exchange rate changes are all
included.

294. If average stock information is not
available, the initial or final stock could be
used instead as an The

justification for this shortcut is the following:

approximation.

Si+sSH/2=@Gi+Si+T)/2=2*Si/2+
T/2=Si+T/2o0r

Si+SH/2=(SF-T+SH/2=2%Sf/2-
T/2=SF-T/2

where Si = Initial stock, Sf = Final stock, T =

Transactions and other changes and Sf = Si +
T

295. Note that T / 2 would be statistically
insignificant if transactions and other changes
are relatively small when compared with
overall positions (which is often the case,
especially when the time period considered is
short, i.e. a month or a quarter).

Calculation of accruals: dirty prices
versus clean prices

296. Assuming that the creditor approach is
the only option for the estimation of portfolio
investment income on an aggregate basis, in
principle the most accurate estimation would
require stocks valued at clean prices (i.e.
excluding accrued coupon) and marked-to-
market vyields, according to the following
formula:

la = Vmc * Ip

la = income accrued; Vmc = stock data valued
by using the clean price; Ip = market interest
rate of the security (current yield).

297. Published portfolio investment positions
generally (dirty
positions). Alternatively, if the b.o.p. compiler
accumulates flows to derive current end-
month/quarter positions, and as portfolio
investment flows also include accrued income

include accrued income

(at least, the quarterly version of b.o.p. flows
reported to the ECB should include it), then
dirty positions will also result. The aggregate
approach will therefore usually derive income
from dirty stocks.

298. By using dirty positions for all types of
bonds, we will overestimate accrued income
by an amount approximately equal to n * la *
Ip (n being the number of periods elapsed
since the latest coupon payment).

299. So, if the compiler uses an aggregate
approach, it is important to acknowledge the
potential difficulties stemming
application of a general methodology, i.e.
multiplying (dirty) stocks by yields to all types
of bonds.

from the

Index-linked bonds

300. Index-linked  bonds also  require
consideration when applying the aggregate
(stocks * yields) calculation. The BOP Manual
(paragraph 397) states “the change in value
resulting from indexation - periodically and at
maturity - is treated as interest income. The
change in value related to indexation should
be estimated and recorded as interest income
over the life of the security, and the offset
should be recorded under debt securities in
the financial account”. A similar treatment is
proposed in the SNA 93 (paragraphs 11.78
and 7.104), in the ESA 95 (paragraphs 4.46-c),
and in the Financial Terminology Database.

301. Income from index-linked bonds usually
depends on variables other than interest rates
(such as stock exchange indices). Estimating
accrued income of index-linked bonds with
benchmark yields of normal bonds could
therefore lead to a very imprecise estimate
(for example, in years where stock exchange
indices have large valuation changes, either
positive or negative). However, as for most
countries there is not such an instrument
breakdown of stocks (normal bonds and
index-linked bonds, at least), this problem is
not easy to solve.
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Short selling

302. One specific difficulty arises from income
derived by the stock * yield calculations in the
case of short-selling holdings. Short selling has
become particularly prevalent in recent
periods, leading to negative positions being
recorded in balance sheets. Similarly, negative
positions can arise when stocks are derived
from flows, and when the accumulation of
flows does not take into account price
movements. Using the stock * yield
calculations will result in negative income
being recorded, especialy when the
calculations are performed at detailed levels of
breakdown.

303. It is unclear whether the recording of
negative income in these cases is economically
valid. However, this seems to be the only way
to avoid double counting at an overall level,
since both the original owner and the
subsequent acquirer will claim the income
corresponding to such a single security at the
same time. The attribution of negative income
to the short seller (who normally gets the
security through a repo/securities-lending
transaction and subsequently sells it outright)
seems to be the only means to balance the
overall picture.

Alternative breakdowns of stocks and
yields under an aggregate approach

Ideal breakdown of stocks and yields

304. Three key variables determine the yield
of a given bond:

® Currency of issue (currency risk): This is an
important variable, since the currency
determines to a large degree the level of
interest paid on securities.

® Residual maturity (interest rate risk): The
slope of the yield curve implies that different
maturities render different yields. Debt
securities are classified according to original
(rather than residual) maturity in b.o.p.
statistics.

® Credit risk: The credit rating of the issuer
also affects the yield. This could be taken
into account by using, for example, the
country and institutional sector distribution
of stocks (the main practical difficulties are
from the assets side, where these
breakdowns may not be available, especially
the non-resident issuer institutional sector).

305. Consequently, the ideal set of
breakdowns for stocks and benchmark yields
could be broadly defined as follows: currency
of issue, residual maturity, country of the
issuer and the institutional sector of the issuer.

306. In order to measure how each of the key
variables affects yields, information from
Reuters’ database was used. The following
indices are available:

* Global Government Bonds Indices, available
on a country-by-country basis* (weighted
average of yields of government bonds of a
given country denominated in the national
currency)

® Euro Corporate Bonds Index (weighted
average of EUR-denominated bonds issued
by corporate entities but not banking
institutions, which are mainly resident in
developed countries)

® Euro Emerging Markets Index (weighted
average of EUR-denominated bonds from
emerging markets countries, IIF definition)

* Jumbo Pfandbrief Bond Index (weighted
average of EUR-denominated Jumbo
Pfandbrief bonds from issuers located in the
euro area)

4 The GOVTOP indices started in May 1998 for EMU countries
(Greece only joined EMU on | January 2000). Independent
GOVTOP country indices also exist for the following major bond
markets: US, CA, JP, AU, CH, DK, GB, SE (since | January
2000), NO and NZ (since | January 2001). PL was added |
October 2000.

5 This includes countries such as Bulgaria, Croatia, Poland,
Slovakia, Romania, Russia, Turkey, South Africa, Mexico,
Colombia, Venezuela, Columbia, Uruguay, Brazil, etc.
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Figure 10

Aver age coupons and yields of government and cor porate bonds issued by different

countries (or economic zones)
(Percentages)
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Source: Real-time values from Reuters database on 23 Aug 2002 (14h30m).

307. From Figure 10, it is possible to conclude
that the currency of issue and the country of
the issuer are determinant factors affecting
yields of bonds. For example, yields of
government bonds denominated in national
currencies vary considerably: Japan (0.53%),
the US (3.48%), EMU (4.33%) and UK (4.63%).
Clearly this reflects the different interest rates
between economies. For bonds issued by
developing and emerging economies, however,
the country factor has probably the most
significant impact on yields: for example, the
difference in yields between EUR-denominated
government bonds issued by EMU countries
(4.33%) and ones issued in emerging market
countries (11.26%) is close to 7%.

308. In the same figure, it is also possible to
analyse the differences in yields between
government bonds (4.33%) and corporate
bonds (5.50%), both denominated in EUR.
However, this is not a very comparable
analysis, because the Euro Corporate Bonds
Index also includes EUR-denominated bonds
issued by US, UK and JP (in addition to issues
by EMU countries).

309. It is also worth noting that, at the point
of analysis, developed countries’ coupon rates

are higher than yields, meaning that accruals
calculated under the debtor approach are
higher than under the creditor approach. The
symmetric conclusion is valid for emerging
EUR-denominated

countries, at least for

bonds.
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Aver age yields by residual maturity of government and corporate bonds issued by

different countries (or economic zones)
(Percentages)
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310. Figure |1 traces the yield curves of Minimum breakdowns for stocks and

bonds across different residual maturity classes
and for different countries. The JP, US and
EMU yield curves increase with time (the
difference between >10Y and 1-3Y average
residual maturity is about 1.5% for JP and
EMU, and about 3% for US). The UK yield
curve is relatively steady across time. EUR-
denominated bonds issued in emerging
markets have a yield curve which slightly
increases until bonds with 5-year residual
maturity, and then decreases sharply until
bonds with more than 10-year residual
maturity.

yields

311. Owing to restrictions in the information
available for stocks and yields and resource
constraints, it is not possible for most, let
alone all, implement an
aggregated system based on an “ideal”
breakdowns, especially for assets.

countries to
set of

312. It should also be noted that the
“minimum” set of breakdowns will be
determined by the minimum breakdowns
available for either stocks or yields. However,
when the CSDB is operational, it is assumed
that the owing to
benchmark yields for the breakdowns required
will  no exist, i.e. all
breakdowns for vyields will be able to be
generated from the CSDB. So, at this stage,

restrictions lack of

longer required
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the focus will be on the breakdowns required
for stocks (in the next topic, the breakdowns
available for yields collected from commercial
data providers will also be analysed).

313. If we consider that the ECB “Step 2”
requirements for b.o.p./i.i.p. are the minimum
breakdowns for stocks, then it will be difficult
to obtain satisfactory estimates of accrued
income for the assets side. Basically, “Step 2”
requires a breakdown of annual (rather than
monthly or quarterly) stocks and monthly
flows by instrument (equity securities, bonds
and notes and money market instruments),
resident (monetary
authorities, MFIs excluding central banks and
non-MFls; general government is only available
quarterly) and intra-extra EMU. “Step 3” will
require a geographical allocation (for extra-
euro area) of the quarterly b.o.p. (until end-
June 2004 with reference to 2004Ql) and of
the annual ii.p. (until end-September 2004
with reference to end-2003).

institutional  sector

314. For liabilities, the information available
for each country allows a more satisfactory
estimation of accrued income, as there are
less factors that affect yields (only one country
of issue — i.e. calculating income accrued on
domestic stocks held by all non-residents),
while more data are available (the institutional
sector of the issuer).

315. Therefore, for income debits it is
possible to be near to the “ideal” set of
breakdowns for stocks. However, the situation
is more complex for assets because of the
need to produce a geographical breakdown.

316. As detailed country breakdowns are not
required for “Step 2”, aggregate estimations
will be less precise. With the additional data
required for “Step 3”, it will become possible
to estimate accrued income based on the
geographical allocation available for extra-EMU
area.

Alternative breakdowns of stocks and
yields

317. Due to restrictions on the available
breakdown of assets, the following solutions
to estimate accrued income under an
aggregate system (for both assets and
liabilities)” were envisaged:

|. Breakdowns (of stocks and Yyields) by
residual maturity, currency of issue and
country and institutional sector of the
issuer;

2. Breakdowns (of stocks and yields) by
original maturity (as a minimum, a simple
distinction between Bonds & Notes and
MMI)8, currency of issue and country of the
issuer;

3. Breakdowns (of stocks and yields) by
original maturity (as a minimum, a simple
distinction between Bonds & Notes and
MMI) and currency of issue;

4. Breakdowns (of stocks and yields) by
original maturity (as a minimum, a simple
distinction between Bonds & Notes and
MMI) and country of the issuer.’

318. Clearly, harmonisation of compilation
procedures will reduce asymmetries and
guarantee more consistent and better quality

6  Eventually, an s-b-s system could provide breakdowns for stocks

by currency of issue, country of the issuer, institutional sector of

the issuer and residual maturity of the debt security, because

these characteristics of securities are usually recorded in a

securities database.

These solutions are listed in order of preference.

8 As already mentioned, benchmark yields are usually distributed
by residual maturities, which creates problems if they are
applied to stocks with a breakdown by original maturity.
However, if just two simple classes (less than | year and more
than or equal to | year) are used, the problems are minimised
(on average, the difference in yields of bonds with one year of
original maturity would not be significantly different from yields
of bonds with one year of residual maturity).

9 This case could be quite problematic if, in a given country,
issues are launched in many different currencies and if
benchmark yields do not consider this issue (that is, benchmark
yields for a given country can only be calculated for bonds
issued in the domestic currency of that country). For example,
suppose that in a given country, 33% of the issues are in USD,
33% in EUR and 33% in NC (national currency). If we were to
use the yield associated with NC, imprecise estimates of
accruals could be made.

~N
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EMU statistics. However, any asymmetries
potentially introduced by MSs adopting
different aggregate solutions should be
minimised by using the CSDB as the sole
source of information for yield information. In
addition, it is likely that MSs would adopt a
matrix approach to Pl income compilation.
That is, different approaches will be more
appropriate for some sectors rather than
others. For example, government bonds may
have more detailed stock information available
than corporate bonds, leading to the
implementation of an approach that is higher
up the cascade. It would also be preferable to
harmonise aggregate methods for deriving
income for both assets and liabilities; however,
the chosen approach will again depend on the
availability of stock data.

319. Considering the aim of harmonising
statistical practices amongst countries, the
following could be recommended as a
minimum approach: a breakdown of assets and
liabilities by original maturity and issue
currency, i.e. solution (3). Option 4 is deemed
unacceptable, as there could be significant
issues in non-domestic currencies.

320. Countries  following an  aggregate
approach for the calculation of portfolio
investment income and that have additional
information available are encouraged to
introduce one of the other two upper
solutions, as asymmetries across countries
should be substantially reduced by reaching at
least the minimum level highlighted above.

321. In order to be more precise in the
aggregate estimations, it is advisable that
benchmark yields by currency and/or original
maturity are weighted by amounts outstanding
of individual debt securities. Independently of
the source which is used to obtain these
benchmark yields (Reuters, Bloomberg, CSDB,
etc), it would be useful if these yields were
centralised in the CSDB so that each country
was able to utilise them. This is an important
point, as whichever option is chosen, a high
level of harmonisation is achieved if all MS use
yields derived from the CSDB.

Benchmark yields collected from data
providers

Reuters

322. A diversified set of benchmark yields is
available in the Reuters database, including
indices weighted by amounts outstanding for
government and corporate bonds.
Government bond indices are available on a
country-by-country basis by residual maturity,
mostly for developed countries.

323. Benchmark yields for government bonds
by country and residual maturities reflect the
yield and price of just one bond that is chosen
as the benchmark for a given country and class
of residual maturity, because of its liquidity and
amount outstanding. This type of benchmark
index has the advantage of being available for a
greater set of countries and maturities, but is
clearly problematic in that it is constructed
from just one single bond instead of being
based on a weighted average of yields by
amounts outstanding. The table below
illustrates the differences in yields for both
types of benchmark yields:
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Table 6

Information available in Reuters

Date: 27 August 2002

Euro Benchmarks Euro Zero Coupon
Government Bonds
Yield Curve
O#EUBMK= O#EUGOVTOPY ZBMK=
Residual Maturity Years Mat. Coupon Yield Price Residual Yield
M 26-Sep-02 0.08 0 3.269 99.73
3M 21-Nov-02 0.24 0 3.285 99.23
6M 23-Jan-03 0.41 0 3.32 98.65
1y 21-Aug-03 1.00 0 3.41 96.72 1y 3.46
2Y 25-Jun-04 1.86 4 3.607 100.67 2Y 3.65
3Y 18-Feb-05 252 4.25 3.656 101.36 3y 391
NG 17-Feb-06 353 5 3.945 103.335 ay 4.13
5Y 12-Jul-07 4.94 4.75 4,198 102.37 5Y 431
6Y 25-Apr-08 5.74 5.25 4.324 104.53 6Y 4.46
14 25-Apr-09 6.76 4 4.48 97.27 A4 4.62
8Y 25-Apr-10 7.77 55 4598 105.68 8y 4.75
9y 4-Jul-11 8.98 5 4.632 102.61 )% 4.86
10y 4-Jul-12 10.00 5 4.664 102.59 10Y 4.94
15Y 25-Oct-16 14.37 5 4.963 100.353 15Y 5.27
20Y 25-Oct-19 17.41 8.5 5.027 139.27 20Y 54
30Y 4-Jan-31 28.77 55 5.085 106.13 30Y 5.34

324. The main limitation with the Reuters
benchmarks is that they only reflect yields of
bonds issued in the domestic currency of a
given country. For countries with a significant
amount of issues in other currencies than the
local one, the Reuters index is not very
suitable. The problem of using residual rather
than original maturities is less important,
however, as only a breakdown of stocks into
original maturities of less than one year and
more than or equal to one year is required.

325. If a breakdown of stocks by original
maturity and currency of issue is available,
then the Reuters benchmark vyield (of
government bonds) could be used for the
specific country where the particular currency
is sovereign. For example, for the stock of
bonds and notes denominated in USD, the
overall Reuters benchmark yield (weighted
average across different maturities) of US
government bonds could be used. Similarly,
for the stock of money market instruments
denominated in USD, the Reuters benchmark
yield of US with the lowest residual maturity
class could be used (although, as the lowest
class could be two years of residual maturity,

it may be more appropriate to use USD
deposit rates).

Bloomberg

326. Bloomberg holds generic yields for
government bonds of 39 countries. For most,
if not all countries, it should be possible to
obtain the yield of the 5-year benchmark
government bond - perhaps the most
appropriate  common denominator for all
countries  thanks to  its  availability.
Corresponding price information is also
available, so it is possible to calculate the
monthly average price. In some cases, an
average vyield of all government bonds
weighted with their outstanding volume is also
calculated.

327. For corporate bonds, Bloomberg holds
benchmark yields of AAA bonds per country.
The average yield in the corporate bonds
aggregate should be higher, so it may be
possible to compare the AAA benchmark with
bonds rated AA, BAA etc. and calculate an
average. A common limitation in using
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