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What is the IFC?

The Irving Fisher Committee (IFC) is aforum for dis-
cussion on statistical issuesthat are of interest to central
banks. The Committee, which derivesitsnamefromthe
great American economist and statistician Irving Fisher,
is part of the International Statistical Institute (1SI).

Objectives

By providing aforum for discussion, the IFC aims at:

* participating in the discussion on adapting statistical
systems to changing requirements;

» promoting the adoption of international statistical
standards and methodologies;

» sharing experience on the development of new statis-
tics and the implementation of new methods of col-
lecting, compiling and disseminating statistical infor-
mation;

 exchanging views between central bankers and aca-
demics on statistical methods and techniques;

« facilitating persona contacts between central-bank
statisticians.

Strategy

To achieve its objectives, the IFC organizes confer-
ences, which take place both inside and outside the
framework of thelSI’sbiennial Sessions. Thefirst “out-
side” conference—on the challengesto central bank sta-
tistical activities—is scheduled for summer 2002 at the
Bank for International Settlementsin Basle.

The conferences are supported by the publication of
the IFC Bulletin, which contains the conference papers
and other articles.

The IFC has a Web site (http://www.ifcommittee.
org), on which an electronic version of the IFC Bulletin
can be found.

What kind of topics are discussed?

Any kind of theoretical or practical statistical subject
that hasarel ationship with theactivitiesof central banks
can be considered for discussion. The subjects will
mostly bein the areaof monetary, financial and balance
of payments statistics.

Membership and Structure

In principle, the IFC has no personal members. Central
banks and other institutionsinterested in statistical sys-
temsand statistical techniquesthat haveabearingonthe

collection, compilation and distribution of central -bank
statistics can become members by simple application.
Sofar, morethan 60 central banksand anumber of other
institutions have applied for membership. Members are
entitled to appoint delegates to participate in the IFC's
activitiesandto contributeto itsconferences by present-
ing papers.

The prime decision-taking body is the assembly of
members delegates at the “administrative meetings’
that are organized during the conferences. Here the
IFC’ s strategy is determined. At these meetings an Ex-
ecutive Body iselected, which is charged with the com-
mittee’ sday-to-day businessand with the preparation of
the“administrativemeetings’. Likewise, at the“admin-
istrative meetings’ topics are proposed for future con-
ferences, and a Programme Committee is elected to
choose from these topics and to organize the confer-
ences.

A Short History

The Irving Fisher Committee (IFC) was established on
the initiative of a number of central banks statisticians
who were attending the ISl Corporate Members Meet-
ing at the 1995 ISl Session in Beijing.

In 1997, during the 51st ISl Sessionsin Istanbul, the
IFC held its inaugural meeting. At the “administrative
meeting” held during that Session an Executive Body
was established and it was decided to start publishing
the IFC Bulletin devoted to the activities of the IFC.
Two yearslater, at the 52nd S| Session in Helsinki, the
IFC’ spresencewasfurther strengthened. In2001, at the
53rd ISl Session in Seoul, the IFC presented a
programme comprising an invited papers meeting on
“Financial Stability Statistics’ and several contributed
papers meetings.

In 2002, a conference on “Challenges to Central
Bank Statistical Activities” was organised in co-opera-
tion with the Bank for International Settlements, which
hosted it at its premisesin Basle. 160 statisticiansrepre-
senting 73 countries participated. Some 50 paperswere
presented.

IFC Bulletin

The IFC Bulletin is the official periodical of the Irving
Fisher Committee. The Bulletin contains articles and
thetext of papers presented within the framework of the
ISI Conferences. It also sees asitstask the recording of
interesting events concerning Fisher’s life. Ingtitutions
andindividualsactivein thefield of central-bank statis-
tics can subscribe to the Bulletin free of charge.
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54th 1S Sesson, Berlin, 2003

Sincethe I stanbul Session (1997), the Irving Fisher Committee has on anincreasing scal e contrib-
uted in the activities of the International Statistical Institute. At the 54th 1Sl Session, to be held in
Berlinfrom 13to 20 August 2003, once again anumber of meetingsisgoing to be organised on be-
half of thel FC, which meansthat our Committee wasinvolved both in the suggestion of thetopics
and the invitation of organisers and other contributors of these meetings.

We hope and expect that the interest in these meetings will not confine itself to central bank
statisticians, but that, as on earlier occasions, the discussions may benefit from the attendance of
other participantsof the Sl Session. At any rate, asizeable proportion of the authors of the papers
presented at these meetings has a non-central bank background.

A preliminary programme of the meetings organised by the IFC, containing atime scheduleand a
list of contributions, is presented on the next pages. This programme is regularly updated on the
IFC web site (http://www.ifcommittee.org). Conference papers may be downloaded from thisweb
site.

Thel FC Administrative Meeting hasbeen scheduled for Friday, 15 August, 11:15-13:00. It may be

expected that the following items will be brought up for discussion:

 areport of the developmentsin the last two years;

« thelFC'srequest to obtain Section status within the | SI, and its consequences (broadening the
scope of the Committee; mandate for the drafting of a business plan; name of the Committee;
structure of membership; introduction of a membership fee);

 conferencesin the next years;

 organizational matters (election of a new chairperson; role and composition of the Executive
Body and the Programme Committee; introduction of aGroup of Editorsfor thel FC Bulletin).

Thedraft agendafor the Administrative M eeting will be posted onthel FCweb sitein duecourse.

Toremain informed about possible changesin the time schedul es, we advise you to regul arly visit
theweb site of theS| Session (http://www.isi-2003.de). Any new important information will also
be posted on the | FC web site (http://www.ifcommittee.org), section “Latest News”.

Publication of papers in the IFC Bulletin

While, according to the ISl rules, papers should not exceed 4 pages (invited papers) or 2 pages
(contributed papers), the IFC encourages authors to submit a more compr ehensive version of
their papers, comprising up to 4000 words, for publicationin the [FC Bulletin and on the IFC web
site. Authors are requested to send the comprehensive version of their papersto the Editor of this
Bulletin (wucwo@wxs.nl) before 1 September 2003.

Tofacilitatereproductioninthel FC Bulletin, any documents shoul d be submitted as Microsoft
Word files(tables should betyped astext), with graphsin the Excel format; use of colours, particu-
larly in graphs, should be omitted.
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Meetings of the IFC at the 54th | S| Session,
Berlin, 13-20 August 2003

Preliminary Programme

Invited Papers Mesetings (IPMs)

Friday, 15 August, 09:00-11:15
IPM 85: “Use of statistics in developing monetary policy”
Organiser: Armida San José (IMF)

Part 1:

» Development and use of statisticsin monetary policy in Cambodia
Phousnith Khay (Central Bank of Cambodia)

» TheRole of statisticsin the conduct of monetary policy in Albania
Governor Shelquim Cani and Gramos Kolasi (Bank of Albania))

Discussant: Alfred de Marco (Malta)

Part1l:

« Theuse of statisticsin the monetary policy of the Czech National Bank:
The case of acountry in transition
Ivan Matalik (Czech National Bank) and Josef Arlt (Czech National Bank,
University of Economics, Prague)

* Useof statisticsin developing UK monetary policy
Robin Lynch and Craig Lindsay (Office for National Statistics, UK)

« Statistics on euro area banks' deposit and lending rates — analytical use, concept
and implementation at the Bundesbank
Sefan Brunken, (Deutsche Bundesbank)

Discussant: Diwa Guinigundo (Philippines)

Friday, 15 August, 15:15-17:30
IPM 52: “The use of hedonic methods for quality-adjusted prices “
Organiser: Bart Meganck

» Conceptual and measurement issues relating to hedonic methods of quality
adjustment of prices: the UK experience and some practical proposals
David Fenwick and Adrian Ball (Office for National Satistics, UK)

* Quality adjustment of European price data: what role for hedonics?
Geoff Kenny and Henning Ahnert (European Central Bank)

« Comparison of hedonic functions for PCs across EU countries
P. Konijn, D. Moch, and J. Dalén (Eurostat, Ger many, Sweden)

» A Different approach to changes in product quality and price
Othmar W. Winkler (Georgetown University, USA)

Discussant: John Astin
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Contributed Papers Meetings (CPM )

Thursday, 14 August, 13:00-15:15

CPM 79: “The sectoral and geographical allocation of holdership of
negotiable instruments”
Organiser: Glnter Kleinjung (Deutsche Bundesbank)

Impacts of securities transactions on the statistical presentation of the money stock
development in the euro area
Sefano Borgioli (European Central Bank)

Reliable statistical recording of negotiableinstruments holdership asaprecondition
for the compilation of money stock and its counterparts
Sefan Brunken (Deutsche Bundesbank)

Derivation of geographical and sectoral holdership structures for negotiable
instruments from periodical reports of security settlement systems
Frank Mayerlen (European Central Bank)

Recording cross-border holdings of securities in the balance of payments and
international  investment position statistics: the role envisaged for the ECB’s
Centralised Securities Database (CSDB)

Peter Neudorfer (European Central Bank)

Possibilities of and limits to identifying final holders of negotiable instruments by
reporting institution within the monthly balance sheet statistics framework
Beatriz Sanz and Miguel Angel Menéndez (Banco de Espana)

Recording of cross-border transactionsin money market paper and other negotiable
instruments by sector within the bop statistics framework and derived geographical
holdership structure

Beatrice Timmermann (Deutsche Bundesbank)

Calculation of holders of marketable securities: UK approach
Richard Walton (Bank of England)

The means of estimating the negotiable instruments in the Japanese Money Stock
Statistics
Mayuko Yasui (Bank of Japan)

CPM 91: “Trade in services — a challenge to statisticians”
Organiser and Chair: Almut Steger (Deutsche Bundesbank)

Thursday, 14 August, 13:00-15:15

Part |: The GATS-agreement and the four modes of supply

TheGAT S-agreement and thefour modesof supply: anew ground for statisticians
Guy Karsenty (World Trade Organisation)

Cross-border transactionsin the field of services: the example of Canada
Art Ridgeway (Statistics Canada)

Measuring tourism in the context of international trade in services
Antonio Massieu (World Tourism Organisation)

Analytical value and limitations of FDI statistics: a user’s perspective
Katja Weigl and Masataka Fujita (U.N. Conference on Trade and Devel opment)

FATS data: Lessons from the French experience
Francois Renard and Frédéric Boccara (Bangue de France)

Temporary movement of natural persons (mode 4) under the GATS
Jolita Butkeviciene (U.N. Conference on Trade and Devel opment)
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Thursday, 14 August, 15:15-17:30

Part I1: The Manual on Statistics of I nternational Trade in Services and its
implementation

* Implementing the Manual on Statistics of International Trade in Services:
Are we progressing?
William Cave (Organisation for Economic Co-operation and Development)

e Tradein services— a challenge to statisticians: the Czech case
Petr Vojtisek (Czech National Bank)

« Evolution of data collection system on servicesin Russia:
from surveysto an international transaction reporting system
Sergey Shcherbakov (Bank of Russia)

 Japan’'simplementation of the recommendation of the MSITS
Eika Yamaguchi (Bank of Japan)

» Compiling trade in services statisticsin afully liberalized developing country:
the case of Uganda
Michael Atingi-Ego and Kenneth Egesa (Bank of Uganda)

Saturday, 16 August, 09:00-11:15

Part I11: Methodological and analytical aspects of tradein services

» Costa Rica: Enhancements on the services and the current transfers' data
for the balance of payments
William Villegas Calvo (Central Bank of Costa Rica)

» Travel in balance of payments statistics
Branimir Gruig and lgor Jemrig (Croatian National Bank)

* [talian business travellers abroad: a multidimensional perspective
Giovanni Giuseppe Ortolani and Andrea Alivernini (Ufficio Italiano dei Cambi)

Friday, 15 August, 13:00-15:15

CPM 98: “The use of surveys in financial statistics”
Organiser: Jorma Hilpinen (Bank of Finland).

» Redesign of the statistics on insurance corporations and pension funds
Abraham J. de Boo (Satistics Netherlands)

 Surveying Issuing and Paying Agents (IPAS) of securitiesin the United Kingdom
Bruce Devile (Bank of England)

« Utility of surveysundertaken by the Reserve Bank of Indiafor collection of financial
statistics
K.S. Ramachandra Rao (Reserve Bank of India)

» Selecting reporting agents for MFI interest rate statistics
Daniela Schackis (European Central Bank)

* Theimplementation of the new ECB interest rate statisticsin Austria
a pragmatic approach to a survey
Aurel Schubert and Gunther Svoboda (National Bank of Austria)

» Sampledesign andimplementation of the Italian survey on harmonised interest rate
statistics
Paola Battipaglia and Fabio Bolognesi (Banca d' Italia)

 Performance evaluation model for primary non-agricultural credit societies
Y.SP. Thorat, Maria Pardeep and Praggya Das (Reserve Bank of India)

b
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What has Berlin got in store?

The54th |SI Session, to beheld in Berlin from 13 to 20 August 2003, promisesto be of more than
ordinary importanceto thelrving Fisher Committee. The Committeewill participatevery actively
inthe conference, with nearly 40 papers, presented at two Invited Papers M eetings and three Con-
tributed Papers M eetings (see the preliminary programme on the preceding pages). All papers, ei-
ther inapreliminary or thefinal version, have been reproduced in the present issue of the Bulletin
and on the |FC web site (http://www.ifcommittee.org),.

Butitisin particular the prospect that thel SI Council isexpectedtotakeadecisiononthelFC's
application for Section Status within the 1S which gives this 1Sl Session additional weight. The
Application Form, specifying thereasonsfor the | FC to seek thisstatus, wasreproduced in the pre-
viousissue of the Bulletin and hasbeen posted on the |FC web site (section“ L atest News"). A pos-
itivedecision may invoke major changesin our future orientation and internal functioning. There-
fore, the highest decision-taking body within the IFC, the Administrative Meeting (15 August,
11:15-15:00) hasto pronounce on these essential matters. All members, i.e. participantsinthe S|
Session representing institutions that have acquired membership of the IFC, are encouraged to at-
tend thisimportant Administrative Meeting and areinvited to provide suggestionsfor topicsto be
discussed.

New IFC Members

Recently, the central banks of Ecuador, El Salvador and Estonia have joined the Irving Fisher
Committee, bringing the total number of (institutional) membersto 81.

Rudi Acx
IFC Secretary

Adminidrative Meseting

Friday, 15 August, 11:15-13:00

Administrative Meeting of the Irving Fisher Committee
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The use of hedonic methods
for quality-adjusted prices

INVITED PAPERS

Conceptual and measurement issues
relating to hedonic methods of
quality adjustment of prices:
the UK experience and some practical proposals

David Fenwick and Adrian Ball (Office for National Statistics,
United Kingdom)

1. Introduction

The application of hedonic techniques for the quality adjustment of prices has made a significant
contribution to the methodological development of price indicesin recent years. It israpidly be-
coming the preferred method of making explicit adjustmentswith anumber of Statistical Offices
applying the techniqueto avariety of itemsin both consumer and producer priceindices. Most re-
cently thismove hasbeen supported by the Schultze Panel on Conceptual, M easurement and Other
Statistical 1ssuesin Developing Cost-of-Living Indexes and by the OECD Handbook on Quality
Adjustment in the process of being compiled by Jack Triplett. However, whilst there has been a
great deal of research literature on the subject, Statistical Offices, in general, until very recently
havebeen |essengaged in considering either the basic conceptual issuesor in devel oping solutions
to practical application. In conseguence, there is no uniformity in the practical application of
hedonics or agreement on what is best practice. This paper identifies the main issues that would
benefit from resolution in the context of international harmonisation and presents recommenda-
tionson best practice based on work undertaken by the Office for National Statistics. It focuseson
consumer prices.

2. The conceptual basis of hedonics

As noted by the Schultze Panel, hedonics at its very basic is a statistical technique that exposes
nothing more than a purely empirical relationship between the observable attributes of agood or

IFC Bulletin 16 — July 2003
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serviceand the pricepaid. The questiontheniswhether thisissufficient in the context of apricein-
dex (either aCOL 1 or non-COL ) and whether thereisacorresponding economic interpretation.

The question isfar from trivial, particularly in a COLI (Cost-of-Living Framework) context,
and al so because it impacts on the precise application of hedonics, for example decisions over the
weighting of observations to which this paper returnsto later. It has been argued that one of the
strengths of aCOLI isthat it has aconceptual basisin (micro-)economics. Thisargument ignores
the equally valid fact that anon-COLI has an equally valid context set in stage of production and
stage of processing frameworks. That aside, it rai sesthe question of the economic interpretation to
be placed on hedonicsinaCOL I concept wheretheaimisto measurethe minimum that anindivid-
ual (or househol d) needsto spendto maintainagiven level of utility. It hasbeen arguedin thiscon-
text that only a proportion of the hedonic quality adjustment should be applied. Thus the concep-
tual integrity of the index needs to be examined.

Thisissue is, perhaps, best approached by considering the purposes underlying quality adjust-

ment:

* For afixed-basket (non-COLI) index the objective of quality adjustment isto allow re-pricing
(at the current retail value) back to the identical bundle of characteristics associated with the
original item that was priced beforeit wasreplaced. Thisisdonefromtheempirical relationship
derived from the hedonic function. Thelatter simply reflectstheretail valuein the market place
of each individual component of the bundle of characteristics. No judgement needs to be made
about the state of competition and theimpact on pricing policy or the associated impact on con-
sumer utility. Theresidual i ssuesareessentially measurement onesthat will bedealt with later.

» ForaCOLI wedon't havetheluxury of such asimplistic approach, rather weaimto measurethe
utility to the customer. Inaperfect market thiswoul d bereflected inthemarginal cost tothecon-
sumer asit could be reasonably assumed that what the customer pays reflects the utility value.
Butinanimperfect market themarket valuation will be higher thanthe utility value. So, all other
things being equal, the application of hedonics without some adjustment for imperfectionsin
the market will lead to an over-adjustment for changesin quality and, assuming quality tendsto
improve rather deteriorate overall, adownward biasin the index. The authors are not aware of
any definitive research on the impact of imperfect markets on consumer utility. But at the very
least the arguments laid out above suggest that Statistical Offices should be wary of applying
hedonicsin marketsthat don’t appear to be very competitive. In theseinstancesit may well be
better to usetheimplicit “ class mean” method. This method assumesthat the pure price change
from the replaced to the replacement itemisidentical to that for itemsthat continueto be priced
and have been identified asbeing comparabl e replacementsfor the disappearing good. Inanim-
perfect market thismethod at | east hasthe advantage of utilising themore* perfect” competition
which should exist between highly “comparable’ goods. This has yet to be tested.

Moregenerally, itisclear that in bothaCOL| and hon-COLI context any international application
of a“universal” hedonic function will be dependent not only on consumer tastes being similar in
different countriesbut also on similarly competitivemarkets. Thisal so appliesto the application of
a“retail” hedonic function to aproducer priceindex. Thisshould berestricted only to competitive
markets. Indeed, a breakdown of production costs and a comparative analysis with retail prices
will be indicative of the amount of competition. Also the extent to which a market is “interna-
tional”.

3. The application of hedonics

Hedonic methods may “offer the most promising technique for explicitly adjusting prices to ac-
count for changing product quality” but they need to be applied with care and anumber of basic
choi cesneed to be made rel ating i mplementati on, some of which also rel ateto conceptual issues.

Prioritisation

The Schultze Panel was somewhat critical of thefocusof the Bureau of Labor Market’ suseof CPIs
claiming that the work may not always have centred on the most productive expenditureitems. It
concluded that “ The best candidatesfor hedonic analysisare categoriesof goodsfor which quality
change is frequent but incremental and for which the characteristic changes are easy to measure.
For example personal computersis seen as an obvious candidate whilst cars [where, for example,
measuring performance is highly subjective] and clothes [the challenge of fashion] are seen as
problematical”.

12
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THE USE OF HEDONIC METHODS FOR QUALITY-ADJUSTED PRICES

Two useful quantitative guides to the significance of potential quality changes, identified by
Fenwick et a while attempting to measure the price changes of a fixed basket of goodsin ady-
namic universe are:

» Theturnover initemsasrepresented by the number of price quotesthat disappear from the bas-
ket (inaUK context). For instance, arecent analysis hasindicated that in the UK. Over 10% of
video recorders, hi-fi stacking systems, televisions, dishwashers and washing machines disap-
pear during thetwelve months over which the basket i skept constant between January chainlink
months. In the case of Personal Computers this rises above 25%, all being non-comparable re-
placements.

< Implicit Quality Indices. IQls were first developed by Jorgen Dalen and Don Sellwood in the
context of the European HICP. They are ameasure of the effect of the operational adjustments
that have been made to the raw price datain order to obtain the published “quality adjusted”
priceindex. That isthe aggregate effect of adjustment, including explicit and implicit methods,
to remove non-price effectsand arrive at the“true” price change. Relatively largel Qlsfor spe-
cificitemsmay indicate areas where particular attention needsto be given to the quality adjust-
ment techniques.

As1QIs can be time consuming to compute, this leads to an alternative simple two-dimensional

matrix approach that can be characterised by two statistics:

 Rate of technology changein the good (are new features and improvementsregularly being in-
troduced?)

 Rate of turnover of models (are older model s disappearing from the market and being replaced
by new models at a high rate?)

Clearly if anindex itemissubject to both ahigh rate of turnover and of technological changethenit
should be a prime candidate for explicit quality adjustment. Similarly, the index compiler would
not want to givepriority to explicit quality adjustment where an item haslow turnover and techno-
logical change. Both statisticsin the matrix should be easily calculated from the raw data used to
compile the CPI or from scanner data. The notion could be further devel oped to provide a useful
guideline for best practice. It is an approach being actively used by the ONS.

Low rate of technology | High rate of
change technology change
Low turnover rate NO
High turnover rate YES

Weighting

« Thisisanother area, which has been actively researched, but warrants further consideration by
Statistical Officesand isonethat the ONSisactively engaged in. Essentialy theissueto bere-
solved is should the hedonic regression be weighted or unweighted and if weighted by what?
Clearly weighted regressionsarein principl e preferred but the choice of weightsisfar fromclear
cut and involves both conceptual and axiomatic considerations.

* Onetheonehand it can be argued that quantity weights should be applied as each transactionis
an “observation” and the observation needs to be repeated by the number of transactions to
maintain the “ representativeness’ of the regression in atraditional sense. Thus it might be ar-
gued that the alternative of placing ahigher “ expenditure” weight on asmall number of transac-
tionswould maketheregression |essrepresentativethan one based on quantities. Also the use of
“expenditure” weightscan havetheimpact of doublecounting“ price” intheregression. Thelat-
ter is expanded below.

* Ontheother handit can beargued that expenditureweightsareto be preferred from an economic
perspective as the coefficients that are generated are more “representative of the market”. For
example, they give proportionately larger weights to expensive models that tend to be market
leaders and therefore are more indicative of a changing market. Thus the observed difficulty
with unavoidable timelags in hedonic regressions can be confronted by giving relatively more
weight to “new” expensive items. In addition, it has been shown that the conceptual basis of a
COLI and its associated algebraic formulation favours expenditure weights when the time
dummy variable approach is used (see next section).
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At first sight these opposing arguments would appear to be straightforward although difficult to
reconcile. However, in reality there are a number of other issues, largely technical and including
sampling. For example, most CPIswill be constructed using either implicit or explicit expenditure
weightsand thismight suggest that expenditure wei ghts should be deployed in the hedonic regres-
sionsfor consistency, but note the problemsreferred to above. Note also that collinearity between
expenditure weights and the dependent variable“ price” in theregression isnot aproblem in prac-
tice.

Clearly there are a number of conceptual and practical issues to be confronted by Statistical Of-
fices.

Alternative methods of application

There are essentially three methods of applying hedonics and each has advantages and disadvan-
tages:

» Theindividual coefficient approach. This uses the coefficients from single-reference period
hedonic functionsto adjust post-hoc the observed price of thereplacement item toimputeanew
base price. It isclaimed to have acommon sense appeal but relies heavily on thereliability and
stability of the individual coefficients estimated in the hedonic function. For instance
multi-collinearity could be problematic. An over-arching requirement for thisapproach towork
isto have efficient estimates of the individual hedonic coefficients.

» Timedummy variables. This uses single regressions (with time dummies) covering all periods,
which arere-run each time the index is compiled, with fixed “ characteristics’ coefficients and
the difference between the time dummiesistaken to represent the price change excluding qual -
ity differences. One of the main drawbacks with this approach is that consumer tastes can
change quickly and in consequence the “characteristics’ coefficients become rapidly
out-of-date. An over-arching requirement for thisapproach to work isthe representativeness of
the “ hedonic” sample.

» Predicted prices. This usesthe ratio of the overall prices predicted by the hedonic equation for
thereplaced and replacement itemsto adjust post-hoc the price of the replacement item. It tends
to be more stable and the outcomel ess susceptibl eto theimpact of multi-colinearity ontheindi-
vidual coefficients. Thus from a practitioner’s perspective the application tends to be more ro-
bust. Like the individual coefficient approach, this again requires an efficient estimator, but in
this case predicted price. Where the data is orthogonal the two estimators will converge.

The ONS experience indicates that the advantages of the predicted price approach are realised in
practice and in addition provide aready mechanism for routinely testing the validity of models.
These advantages are resilient to differencesin market circumstances and clearly there would be
advantageto be gained in adopting astandard approach internationally, both in knowledge sharing
and the perceived integrity of index construction. Thisis particularly so where there isthought of
sharing the same hedoni c function, asthe criteriafor computing the hedonic function will depend,
in part, on its precise use (see next section).

Computing the hedonic function
Twoissuesarisethat warrant consideration: theform of the hedonic function and itscomputation:

» Thefunctional form isboth aconceptual issue and apractical one. Thusthe semi-log formula-
tionisamultiplicativemodel inthe price dimension and therefore may be consideredrational in
amarket context where attributes associated with an item or service may add value to one an-
other.

* ONS experience is that the frequent presence of collinearity between independent variables
means that hedonic regressions may not be globally optimal and there may not be a uniquely
best functional form. Rather the best that can be achieved isalocal optimisation that givesthe
best regression fit possiblewith resultsthat are compatible with what is expected of the market.
For this reason atotal reliance on regression diagnostic statistics (such as partial F-values and
adjusted r-square’ s) should be deferent to a more systematic, multistage system relying on hu-
man intervention at key stages. Thisiterative approach has been adopted with success by ONS
following closely Statistics Canada practice and is repeated until a satisfactory result is
achieved:

14
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“Choose base valuesfor dummy variables—these areleft out of theregressions/ Runregression
with all variables, and produce correlation matrix / Examine correlation matrix, and associated
statistics, to inform on collinearity between independent variables. Look at collinear pairs, and
decide whether the variables can be combined, or one variable dropped / Examine residualsfor
evidence as to whether to make continuous variables discrete dummies/Re-run the regression
with theamended variables/ Remove variableswith low t-values (at thisstage t<1) / Re-runthe
regression with the remaining variables/ Progressively add and remove variables, until acom-
bination isreached that producesthe best fit, with coefficientsin line with market expectations
(in particular positive coefficients for included variables) / Examine residuals and cooks d-sta-
tisticsfor evidence of outliers/ Either removetheoutlier observations, or add extraattributes, to
removetheir influence; Then re-run steps1to 9/ Look for evidence of missing variables. If this
is present revisit data source for added information / Group together dummy variables within
brand, sound card and video card that are not significantly different / Run final regression.”

Judgement is needed on when to stop theiterations, based on an eval uation against market ex-
pectations as well as statistical diagnostic tools. This requires market expertise that the ONS
have built up during the course of the work.

Updating the hedonic function

ONS experience indicates that a systematic and analytical approach is needed to the updating of
the hedonic model, which does noterely solely on emerging market knowledge or onaregular up-
date of themodel every six months, say. Thelatter can easily misschangesinthe market, especially
the identification of unpredictable market shocks in real-time. For this reason the ONS have
adopted an approach whereregular updatesare supplemented by additional onestriggered froman
analysis of predicted against actua prices. A systematic difference between predicted and actual
price provides a clear pointer to the need to update the regression. This provides a useful tool as
such an analysis can be carried out routinely to atight timetable.

4. Some general observations and conclusions

In order to establish hedonic techniques more firmly as a standard method in the compilation of
priceindices, there must be both competence and confidence in the methodology. Researchersin
the academic community have become increasingly aware of the fact that the true nature of
hedonicsisthat itisacomplex amalgamation of conceptual and measurement issues. Thisisre-en-
forced by recent work conducted by Statistical Offices, including the ONS. It could be argued that
the use of hedonicsfor quality adjustment has reached a decisive moment with anumber of Statis-
tical Offices now applying thetechniquein their priceindices. But the basic tenant of thispaper is
that whilst alot of work hasbeen carried out by individual statistical offices, further progresscould
be usefully be made by advancing guidelines for the resolution of the practical issues confronted
by Statistical Offices.

Résumé

D’ aprés |’ expérience de I’ ONS, un procédure conventionnelle concernant la mode de I’ emploi d” hedonics
augmenterait la compétence pour et la confiance en cette méthode. || améliorerait aussi I’ envergure pour la
coopération et la comparabilité internationale. Cet article fait propositions fondées sur le travail récent de
I’ONS.

David Fenwick & Adrian Ball

Office for National Satistics,

1 Drummond Gate,

London SW1V 2QQ, United Kingdom.
david.fenwick@ons.gov.uk & adrian.ball @ons.gov.uk
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Quality adjustment of European price data:
what role for hedonics?

Geoff Kenny and Henning Ahnert (European Central Bank) *

1. Introduction

In recent years, there has been arenewed interest in the question of how well price statistics mea
sureinflation.? Thisinterest in the conceptual problemsand practical challengesof price measure-
ment isto bewel comed. Policy makersrely heavily onthe accuracy of price statisticsin comingto
their assessment of macroeconomic developments and, hence, in setting the course of policy. Top
of thelist of major issuesto be addressed isthe problem of ensuring that price statistics accurately
account for the dynamism in the quality of the goods and services. Although this challengeis not
new, it has become more pressing due to the increased pace of innovation in the economy. More-
over, the need for harmonised price statisticsin the EU —first in the run-up to the convergence as-
sessment for Economic and Monetary Union, and since 1999, for the single monetary policy inthe
euro area— has promoted the discussion on quality adjustment methods in the EU.*

Theinterest of central banksin quality adjustment stemsfrom theimportant rolethat economic
statistics, and priceindicatorsin particular, play in hel ping them ensurethat the objectives of mon-
etary policy are achieved. In the case of the ECB, the primary objective of monetary policy isthe
maintenance of price stability. The ECB’s Governing Council adopted aquantitative definition of
pricestability intermsof the euro areaHarmonised I ndex of Consumer Prices (HICP).* In addition
to the important role played by the HICP in defining the objectives of monetary policy, the ECB
makes use of awiderange of euro areapriceindicatorsin itsanalysis of macroeconomic develop-
ments. Theseindicatorsinclude the HICP and its components, indicators of producer price devel-
opments, export and import priceindicatorsaswell asthe national account deflators. Suchindica-
tors represent avital source of information and mis-measurement of price developments - espe-
cialyif varying over timeand correlated with the economic cycle - duetoinappropriatequality ad-
justment or dueto other measurement problems, hasthe potential to cloud the ECB’ sassessment of
macroeconomic devel opments.

2. The quality adjustment problem

The Quality Adjustment (QA) problem arisesin anumber of different ways. For some goods and
services, quality change occurs at discrete and relatively low frequency intervals, whilefor others
this process may be almost continuous.” When considering the implications for price measure-
ment, it isuseful to distinguish three separate formsin which the QA problem can arise. First, stat-
isticians are often confronted with asituation where there are forced but non-comparabl e replace-
mentsof theitemsincludedinthesample. Inastaticworld, wherethe quality of goodsand services

1 Theviewsexpressed in thispaper are those of the authorsand do not necessarily reflect the views of the ECB. Along
version of this paper is available on request.

2 Wynne and Rodriguez Palenzuela (2002) discuss some of the main reasons for the renewed interest in price measure-
ment, Camba-Menndez, Gaspar and \Wynne (2002) review the conclusionsfromajoint ECB/CEPR conference entitled
“ Measurement | ssues in European Consumer Price Indices and the Conceptual Framework of the HICP” .

3 InEuropeandtheeuroareaitisthe European Commission (Eurostat) who isresponsiblefor European pricestatistics.
In practice, Eurostat and EU Member Sates agree on common definitions and methods, and Eurostat compilesaggre-
gate European price statistics from national results provided by national statistical institutes.” Issing (2001) reviews
therole played by statisticsin helping to shape monetary policy. Domingo Solans (2003) highlightstheimportant role
of Eurostat as provider of euro area statistics for the monetary policy of the ECB.

4 According to the Governing Council “ pricestability shall be defined asa year-on-year increasein the Harmonised In-
dex of Consumer Prices (HICP) for the euro area of below 2.0%" . In May 2003, the Governing Council further clari-
fied this objective by stating that in the pursuit of price stability it would “ aimto maintain inflation rates close to 2.0%
over the mediumterm” . See also ECB (2003).

5 For example, in the case of products that are tailor-made for specific purposes, product characteristics may change
with each transaction: this, however, seems to be more relevant for customised capital goods and business services
than it isfor consumer price statistics.
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did not change over time, such replacementswoul d not arise. However, in adynamic environment,
new and improved varieties are regularly introduced, while old varieties are withdrawn or driven
from the market. In addition to the situation of forced and non-comparable replacements, quality
changecan also arisein other forms. For example, supplementary - rather than replacement - goods
may enter the market. Such goods may not drive existing goods from the market and, therefore,
under such circumstances, the statistical agency may continueto compileapure* matched model”
price index. Such a matched model discards the new supplementary good in its sample, thereby
by-passing the problem of estimating the contribution to inflation from itsintroduction. However,
to the extent that the price dynamics of these supplementary goodsdiffer from the average dynam-
icsof the goods and servicesthat areincluded in theindex, such a* matched model” approach may
mis-measure the actual inflation that consumersface (see Silver and Heravi, 2002). A thirdway in
which qualitative improvements can complicate the measurement of inflation is when a funda-
mentally new good entersthe market and sati sfies aconsumer need that has not been addressed by
any previousgood or service. Lane (2000) suggestsV CRs, cell phonesand new medical vaccines
as examples of such “radical innovations’.

Very littledataexistsasto the severity and frequency of occurrence of thedifferent formsof the
quality problem in Europe. Nonetheless, the dynamic nature of modern economies, where differ-
entiating and improving the quality of products and services seemsto be akey element which un-
derpinsthe process of economic growth, suggeststhat all three forms mentioned above are likely
to be quite prevalent. Eurostat (2000) compiled for selected HICP sub-indices information on
monthly replacement rates aswell as on so-called Implicit Quality Indices (1QIs), which measure
the effect of adjustments made to raw price data. Not surprisingly, on average in eight EU coun-
tries, the highest average monthly replacement rates (between 8 and 14%) and QA effectswere ob-
served for electronic household goods, in particular computers (QA effect of 31% over aperiod of
oneyear in 7 EU countries), while for clothing - although the replacement rates were high (7%) -
the QA effectswere very small (0.1%). In acase study for PCsin Austria, Dalén (2002) cites evi-
dence that of the sample of 14 different PCsthat are priced in the index, the number of monthly
matches ranges from two to eleven. The evidence from non euro area countries al so supportsthe
view that the quality issueis quite prevalent. For the US, Moulton and Moses (1997) provide esti-
mates which suggest that quality change effects approximately 30% of theitemsthat enter the US
CPI in any given year. Using scanner data for the UK, Silver and Heravi (2002) show that a
matched model may deviate substantially from amodel which seeksto maintain itsrepresentivity,
thereby implying that the quality issue is quite pervasive and potentially significant. In addition,
the magnitude of quality changeislikely to differ across different goods and services. For these
reasons, Gordon and Griliches (1997) arguethat an overall evaluation of theimplications of qual-
ity change for price measurement must be conducted “. .down in the trenches, taking individual
categories of consumer expenditure, assessing quality biasfor each category and then aggregating
using appropriate weights”. (p. 84)

Consumer theory suggests a number of waysin which to tackle the quality adjustment prob-
lem. Inparticular, it suggeststhat the problem posed by quality changeisclosely linked to the ques-
tion of how to assessthe extent towhich consumers' value changesin product features. Inlinewith
this, thetheory of the Cost of Living Index (COLI) recommendsthe need to estimatetheimpact on
living standardsassociated with quality improvementsand theintroduction of fundamentally new
goods. In addition, it has been argued that the correct way to approximatethiswelfaregainin ape-
riod (t) when anew goodisintroducedisto estimate theimplicit price reduction compared with the
preceding period (t-1) when the good was not avail able. Under thisapproach, theimplicit pricein
period t-1 is approximated as the price that would have driven demand for the new good to zero
(see Haussman, 1997) in that period. However, the conceptual basis of the HICP, in particular its
focus on final monetary expenditures and on the prices of goods and servicesin which consumers
actually transact, appearsto place somelimits on the extent to which such welfare gains should be
incorporated. Hoven (1999) quotes Walsh (1921) whose views seem to appropriately sum up the
spirit of the HICP's approach: “If acommodity exists at one period and not at another, it must be
omitted from any comparison of these two periods; for its price has not varied, it has merely ap-
peared or disappeared” .

1 Asidefromthe conceptual arguments against including virtual price changesin the HICP, there are major practical
objections. In particular, for many goods and services the process of estimating the necessary consumer demand sys-
temsisdata intensive, whiletheidentification of the precise structure of consumer demand is subject to significant un-
certainty and may require extensive judgement on the part of the modeller. Thisisthe reason why in practice these ef-
fectsarenot covered evenin CPIswhich areintended to measurethe cost of living. For the samereason thismethod was
recently rejected in a review of measurement issues in the US CPI (National Research Council, 2002).
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3. Quality adjustment in Europe: current practice

Notwithstanding the complexity of the task, statistical agencies cannot circumvent the challenge
posed by quality change. Asaresult anumber of QA procedures exist which areregularly used by
National Statistical Institutes (NSIs) in the EU. Two broad approaches to the problem of quality
adjustment exist. Onefrequently used class of methods seeksto incorporate the new varietiesinto
theindex without an explicit attempt to val uethe new features of the product. Theseimplict quality
adjustment methods, which link the prices of new varietiesinto theindex under various assump-
tions, include simple and bridged overlap methods. In contrast, the other main class of approaches
seeksto explicitly place avalue on the new features or quality changesin a product (for an over-
view of the different methods see the Annex).

At present, QA of the European HICPisgoverned by EU wideregulations. For the EU national
accounts, QA guidelineshave al so been defined (Eurostat, 2001) although they are of arather gen-
era nature. For other price statisticsin the EU (e.g. producer prices), the choice of QA methodsis
left totheMember States. The HI CPregulations, though not very detailed, expressapreferencefor
QA methods that explicitly attempt to value the contribution of quality to the price change. Such
explicit methodsinclude Hedonic Methods (HM) but a so cost based QA which assesses the con-
tribution of quality change on the basis of the cost of providing new features. In addition, subjec-
tivejudgement —of either pricecollectorsor centralised price specialists—and anumber of implicit
methodsarein use. All these methods may be appropriateif their underlying assumptionsare met,
whilethey bear therisk of mis-measurement if the assumptionsare not met. Moreover, thisdiver-
sity in approaches implies that some of the dispersion in price devel opmentsfor someitems(e.g.
I'T equipment or clothing) which isobserved for different countries may in fact be dueto the qual-
ity adjustment used rather than representing the true price evolution. Inthisregard, theimplemen-
tation of new methods (e.g. HM for PCs) has promoted some convergencein price devel opments
over-recent years. However, thelack of harmonisation and comparability inthe EU may beindica-
tive of measurement error.

4. What role for hedonics?

In recent times, some statistical agencies- particularly inthe US- haveincreasingly turned to HM.
HM useregressiontechniquesto assesstheempirical rel ationship between product pricesand their
characteristicsand usethisrel ationship to subsegquently assessthe contribution of changesin prod-
uct characteristics to price developments. The application of HM has been less prominent in Eu-
rope although it isincreasing in line with the preference for explicit QA methods contained in the
existing regulations. This raises the question of whether or not a more widespread application of
HM could be part of the further improvement and harmonisation of QA practicesin the EU.

Economic theory suggeststhat the extent to which observed price changes should be adjusted
for quality depends on the extent to which any qualitativeimprovementsareval ued and utilised by
consumers. Animportant issueto consider therefore, isthe extent to which HM accurately capture
consumer valuations of qualitative improvements. In thisregards, the hedonic notion of quality —
whichisbased on technical product characteristics—islikely to exclude (and hence mis-measure)
more* hidden” aspectsreflecting taste or aesthetic value. Inaddition, in asituation of aproduct re-
placement (where the old variety is not available on the market) consumers may be left withlittle
or no choice. Asaresult, it may no longer bethe case that observed market prices, and the hedonic
estimate based on those market prices, reflect actual consumer val uations of the new features. An
adjustment method that is based purely on technical features may then incorrectly value quality
improvements which are not seen as particularly useful by the consumer.

Another important issueto consider, iswhether or not amorewidespread use of HM should be
expected to have a noticeable impact on aggregate price statistics. HM tend to produce steeper
price decreasesfor, in particular, electronic consumer durables compared with other currently em-
ployed methods. However, there may be important exceptions depending on the nature of the
methods currently used (e.g. option cost adjustment for cars) and sampling (e.g. frequent replen-
ishment). In addition, the application of HM to other components of a price index — e.g. clothing
and rents—might counterbal ance these effects. Asaresult, an overall assessment of theimpact of
HM on aggregate price statistics must therefore await broader based resullts.

From the perspective of the users of price statistics, an important issue is the extent to which
more widespread use of HM will improvethe credibility of theseindicators. If quality adjustment
isbased on proceduresthat lack transparency and/or are based on subjective judgement rather than
objective criteria then this has the potential to undermine their credibility. HM are often cited as
holding out the prospect of better objectivity and transparency —and even reproducibility - of qual-
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ity adjustment procedures. However, aswith many proceduresin index compilation, HM also in-
volvemany judgmental elements. Thesejudgementsarisein any empirical estimation and concern
the sample selection, the choice of the regression function and variables as well as the chosen
method for constructing apriceindex from agiven hedonic regression. These choicesmay be deci-
sivefor theresults. However, notwithstanding thisjudgmental element, if HM are applied follow-
ing agreed and comparabl e criteria, they may improve rather than diminish the credibility of price
statistics for some product groups.

Another important aspect of ensuring this credibility isthe provision of good documentation
on the estimated hedonic functions and on the considerations | eading to the chosen specification.
Revisions associated with the implementation of HM methods should be explained to the public.
In addition, for EU price statistics some effort should be placed on ensuring a transparent discus-
sion of theresults prior to any decision onwhether or not to actually implement hedonicsfor anew
classof items. Transparency of the process could a so be enhanced through comparison of implicit
quality indices, showing the extent of the estimated quality change for different goods and ser-
vices. To the extent permitted by confidentiality restrictions, it would also be preferableif the un-
derlying datasets used in hedonic research programmes were publicly available.

Finally, the ECB asauser of euro areaaggregate price statisticsmust consider theeffect of hedonic
adjustment on the comparability of the national results. Such comparability does not necessarily
imply that the same QA proceduresare usedin all countries, although it doesimply aconvergence
of national practicestoward best practice in order to minimise any systematic error dueto quality
change. Importantly, an EU wide adoption of HM for selected items would not guarantee com-
pletely comparable QA, dueto the inevitable judgmental element in the specification of hedonic
models. However, if appropriately documented and co-ordinated, an EU-wide application of HM
for appropriate product categories offers the opportunity to achieve greater comparability more
quickly than would otherwise be the case, in particular if the objective were the harmonisation of
the frequently used implicit methods for QA.

5. Concluding remarks

Thereappear to beageneral agreement that QA isthehighest priority for thefurther harmonisation
of EU price statistics, in particular HICPs. Comparability and credibility of euro areaprice statis-
tics is essential for the single monetary policy of the ECB. Though some questions on the
meaningful ness of the relationships between price differentials and technical product features re-
main, HM, if used for appropriate product categories, offer theopportunity to achieve greater com-
parability and credibility more quickly than would otherwise be the case

An important question is why the commonly shared priorities have, for the time being, led to
only very limited progress towards better QA methods in the EU. The dominant approach of har-
monising European statistics is the so-called “ output” harmonisation, i.e. defining the desirable
output, but not the method (input) by which these results are to be achieved. HM offer (or even
call) for intensified methodol ogical co-operation between statistical agencies and Eurostat. With-
out co-ordinating theinput to HM in national priceindices—i.e. the datasources, the sampling and
econometric techniques- thereisno guaranteethat HM will ensurecomparability of national price
statistics.

Several of the* critical’ productsareoffered and purchased with very similar product character-
isticsin all European countries (e.g. cars and PCs). Better QA methods are costly, and resource
constraints appear to be the major obstacle why HM (or other appropriate techniques) are intro-
duced only slowly and for few index items. Progressin QA methodsisstill achieved by relatively
independent national research and decisionsby individual EU countries. Single European markets
and resource constraintsare further reasonsfor astrong co-ordination and co-operation to devel op
better quality adjustment practices. Practical contributions of Eurostat to the QA development,
suchastheHICP QA database shared between Member Statesand Eurostat, or therol e of the Euro-
pean Hedonic Centre, should be moreintegrated into the production of price statistics by national
index compilers.

Finally, whileit iswelcomethat first priority isgiven by Eurostat and national agenciesto de-
veloping QA inHICP, whichistheprimary indicator for the ECB, QA methodsfor other priceindi-
cators used in the assessment of price developments by the ECB are also important. Very littleis

1 For the US, the BLShas played an important role in seeking to ensure that such documentation is publicly available.
See, for exampl e, the set of paper sconstructing hedonic model sfor awideclassof itemsavailableat http: /www.bls.gov.
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know about QA in EU output, export, import price indices, aswell as national accounts deflators,
but the available results indicate alarge potential for harmonisation across countries.

Abstract:

Inthispaper, wereview thewell-known problemof how to measure price devel opmentswhen thequality of the
underlying goodsand servicesischanging over time. Theimportance of appropriate methodsto take account
of quality changeis highlighted fromthe per spective of monetary policy. In particular, we highlight the need
for credibleand transparent priceindicators. In this context, we review the hedonic approach to calculating
quality-adjusted price indices and assess the available information on their effectsaswell astheir potential
for improving credibility and comparability. Current practicesasregardsquality adjustment in the European
Union are also discussed, with particular emphasis on the Harmonised Index of Consumer Prices (HICP).
Overall, we give a qualified endorsement of hedonics for specific product categories and make some practi-
cal suggestions for how to progress the work on quality adjustment in Europe, focusing in particular on the
role of hedonics.

Résumé

Cet articleexamineleproblémebien connu delamesuredel’ évolution desprix lorsquela qualité deshienset
des services considérésvarie au coursdu temps. |1 soulignel’ importance derecourir a des méthodes appro-
priéespour prendreen compte cesévol utionsqualitativesdansla per spective dela politique monétaire. Nous
soulignons, en particulier, la nécessité de s appuyer sur des indicateurs fiables et transparents. Dans ce
contexte, nous examinonsla méthode hédonique de cal cul desindicesdeprix, qui prend en comptelesajuste-
ments qualitatifs, et nous présentons une éval uation del’ information disponible sur leurseffetsainsi que sur
lespossibilitésd’amélioration qu’ ils générent en termes defiabilité et de comparaison. Nous débattons éga-
lement des méthodes actuellesd’ ajustement qualitatif au sein del’ Union Européenne, en particulier encequi
concerne I' Indice des Prix & la Consommation Harmonisé (IPCH). Globalement, outre quelques réserves,
nous estimons que la méthode hédonique de cal cul des prix est appropriée. Enfin, nous proposonsun certain
nombr e de suggestions pratiques en vue defaire progresser lestravaux sur lesajustements qualitatifs en Eu-
rope, soulignant, en particuler, le réle de la méthode hédonique.
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Annex: Overview of selected quality adjustment

methods

Method Description Main assumption
Implicit methods

Direct price New and old offer directly No quality change
comparison compared over two adjacent

periods

Link to show no
price change

New and old offer linked
across two adjacent periods

Price change equals quality
change

Simple overlap

New offer replaces old offer in
overlap period

Price difference between new
and old variety equals quality
difference

Bridged overlap New offer replaces old offer, Price changes of ongoing
but price changeisinferred product-offers equal to those of
from ongoing offers changing offer
Monthly Only matched models of two Price change of the matched
chaining and adjacent periods are compared, | modelsisequal to the true,. but
re-sampling but samples are updated unknown price change on

monthly and results linked

unmatched models.

Explicit methods

Hedonics Regression analysis of product Competitive markets, chosen
characteristics and price characteristics correctly reflect
differentials consumer valuation, no rapid

changesin taste

Option costs New offer incorporates features | Chosen fraction of option cost
formerly available as option at reflect implicit pricein new
additional cost offer, no rapid changesin

consumer taste

Price collector Decentralised judgmental Price collector valuation

adjustment adjustment correctly reflects product

features

Expert Centralised judgmental Expert valuation correctly

adjustment adjustment reflects product features

22 IFC Bulletin 16 — July 2003



THE USE OF HEDONIC METHODS FOR QUALITY-ADJUSTED PRICES

Comparison of hedonic functions for PCs
across EU countries*

Paul Konijn (Eurostat), Dietmar Moch (Centre for European Economic Re-
search (ZEW), Germany) and Jorgen Dalén Statistical consultant for Satistics
Sweden and Eurostat, Swveden)

1. Introduction

Hedonic methods are increasingly being accepted as being the appropriate method for construct-
ing priceindicesfor fast-changing goods such as personal computers. Apart from the US, that has
used these methods for many years now, also at |east Canada, France, the United Kingdom, Swe-
den and Germany have adopted hedonic methodsin either producer, import or consumer pricein-
dices (for two recent adoptions see references). While one would expect that the use of the same
method would increase the comparability of the resulting price indices, thisis not necessarily the
case since each country has adopted different ways of implementation.

One particular issueistheuse of different data sources. There can be many reasonswhy differ-
ent data sources cause incomparable results: they can have different price bases (e.g. consumer
versus producer prices), different coverage of the market, different sample sizes, different charac-
teristicsobserved, etc. Inthispaper, an attempt ismadeto estimate hedoni c functionsfor Germany,
the UK and France from one and the same data source.

The hedonic function is aregression equation explaining differencesin prices of PCs (in the
casetreated in this paper) by differencesin characteristics of PCs. Theregression coefficients are
anindication of the contribution of each characteristic (for examplethe processor speed or thesize
of the hard disk) to the price, and thusan indication of theimportance consumersattach to theindi-
vidual characteristics. If PC markets and consumer preferenceswere similar across countries, the
hedonic functions for these countries could be expected to be similar aswell. If that’sthe case, it
could perhaps suffice in practice to construct only one hedonic function covering several coun-
tries.

Thisresearchispart of awider project (the“ European Hedonic Centre”) investigating the fea-
sibility of co-ordinated hedonic modelling that woul d assist countriesin constructing more harmo-
nised price indices for PCs.

2. Data source

This paper uses data from the European PC Pricing Database purchased from the International
DataCorporation (IDC). The database covers PC pricesand abroad range of 24 PC characteristics
for six European countries: Germany, France, the United Kingdom, Italy, Spain and the Nether-
lands. Unfortunately, for the last three countries not enough observations were obtained to carry
out meaningful regression analysis, so the results presented here are confined to the first three
countries.

Thedataset coversthe period May 1999 to May 2001. Theprice basisis“reseller buy” prices,
i.e. the price a retailer pays to a wholesaler/importer. IDC includes major vendors but not
non-branded items. The vendors included are Acer, Apple, Compaq, Déell, Fujitsu Siemens, HP,
IBM and Toshiba. (Apple was excluded subsequently for the regression analysis.) The sample
coversdesktopsand workstations, but not |aptops. For reasons of space, weconcentratehereonthe
results for desktops only.

There are unfortunately no data on sales volumes available.

1 Thisisapreliminary version of this paper. A version with full results will be available at the conference.
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3. First results

Stepwise regression and choice of functional form*

Thefirst stepintheanalysisconsisted of astepwiseregression to determinethe specification of the
hedonic functions. In stepwise regression, variables are added to the hedonic function one by one

until the best fit is obtained. The procedure was carried out for each country separately, so that a
comparison could be made of the variables included.

Table 1 — Results of double-log hedonic regression with time dummy variables

Germany UK France
coeffi- t-value coeffi- t-vaue coeffi- t-value
cient cient cient

processor speed (Inmhz) 0.646 20.40 0.389 12.98 0.604 25.70
ram memory size (Inmb) 0.168 12.16 0.031 2.25 0.154 14.30

cache size (Inmb) 0.109 5.08 0.043 3.61 0.111 9.07
video ram size (Inmb) 0.051 4.18 0.090 12.96 0.051 6.68
number of bays (In) 0.000 0.01 0.438 13.60 0.068 2.15
number of dots (In) 0.040 254 -0.185 -9.76 0.027 1.84
maximum ram size 0.043 3.33 0.135 11.18 0.036 3.67
(Inmb)

hard disk size (Inmb) 0.153 8.33 0.180 13.09 0.066 4,98

fast video memory type 0.031 3.72 0.060 6.98 0.067 10.19
scsi controller included 0.011 0.47 0.194 3.73 0.046 2.08

Xeon type processor 0.037 146  -0.021 -0.87
celeron type processor -0.059 -1.87 -0.142 -930 -0.059 -3.48
network card included 0.075 7.92 0.027 3.02 0.022 2.87
more than one cpu 0.124 4.39 0.016 0.80
professiona windows 0.012 1.40 0.048 5.98 0.061 9.29
guarantee 3 years on site 0.063 7.23 0.014 1.65 0.108 16.99
brand 1 -0.252  -2228 -0279 -2060 -0.174 -20.01
brand 2 -0.319 -1654 -0323 -2718 -0.181 -1347
brand 3 -0.121 -4.10 0.057 224 0.165 2.25
cdrom included -0.022 -2.31 0.083 10.71 0.039 5.62
dvd included 0.030 1.28 0.082 4.22 0.100 7.17
intercept 0.272 0.91 1.548 6.80 1.367 7.20
Number of observations 1907 2296 2278

R-squared 0.807 0.792 0.839

Inall countries processor speed, hard disk capacity and main memory sizewereselected. Also pro-
cessor type, cache memory and variables on graphics capacity turned out to be important in all
countries. Furthermore, adummy variableindicating ahigh level of guarantee (3 years of guaran-
teeincluding on site service) was significant in all countries. Dummy variables for modems and
sound cardswere not sel ected. Some brand variableswere also selected (but not all). A brand vari-
ablecan beinterpreted asaproxy variablefor producer specific characteristicsnot included in any
of the other characteristics.

Subsequently, the Box-Cox approach was used to determine the most appropriate functional
form (linear, log-linear or double-1og) for the hedonic functions. Thisresulted in a preference for

1 Theregression techniques used in this paper are very similar to the techniques used by Moch and Triplett (2003).
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thedouble-log form, which isthe most common form chosen in existing research on hedonicindi-
ces.

Regression results

Table 1 showsthe results of the double-log hedonic regression. Inthisregression, all observations
are pooled together (per country) with time dummy variables added. Table 1 does not include the
time dummy variables; they are shown graphically in Figure 1.

Generally speaking, the results show the expected strong correl ation between price and perfor-
mancevariables. Theregressionsshow agoodfitinall three countries, asindicated by high R?val-
ues. Wenotice avery strong coefficient for processor speed, which are of similar sizein Germany
and France but quite alot lower in the UK. Second most important variableis probably hard disk
size: the size of the corresponding coefficientissimilar in Germany and the UK but much lower in
France. Striking are the differencesin the intercept: much lower in Germany than in the UK and
France.

Given these similarities and differences, the question rises how to evaluate the “similarity” of
the hedonic functions across countries. It's difficult to compare individual coefficients. What is
more important than theindividual coefficientsis how the hedonic functions predicts prices. One
way of analysing thisis the following. We have calculated the average PC model in each of the
three countries over the period of two years. We have subsequently entered the average character-
isticsinto the three hedonic functions and cal culated the hedonic (i.e. quality-adjusted) prices of
these average PCs. Thisis shown in table 2. For example: the element on row “UK” in column
“Germany” gives the hedonic price of the average UK model according to the hedonic function
calculated for Germany.

Table 2 — Hedonic prices of average PC models according to the different
hedonic functions (euros)

hedonic function from
Germany UK France average
average Germany 1456.4 1417.4 1501.8 1458.6
PC model from UK 1345.8 1370.7 1436.9 1384.5
France 1407.1 1377.3 1442.0 1408.8
average 1403.1 1388.5 1460.3

Thistabletell usthat the highest quality adjusted prices are found in France and the lowest in the
UK. In other words, for the same computer, French consumers pay most and UK consumers pay
least. At the same time, UK consumers buy the least advanced PCs and German consumers the
most advanced. Thelevelsarehowever very close, indicating similarity of the hedonicfunctions.

Timetrends

Figure 1 — Hedonic price indices for desktop Pcs
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Figure 1 showstheresults of thetime dummy variablesin theregression, in other wordstheresult-
ing hedonic price indices. Quality-adjusted priced decrease quite rapidly in 1999, but then stay
rather stablefor alarge part of 2000. At the end of 2000, further price decreasestakeplace. Thein-
dices are fairly similar across countries, with Germany and France ending up at about the same
level and the UK glightly above (dueto unexpected small priceincreasesin the beginning of 2001).

4. Preliminary conclusions

The conclusions that can be drawn from this preliminary analysis are that choice of variablesand
functional form of the hedonic function are quite similar across the three countries investigated,
but that individual coefficients may differ significantly. Thusthereis certainly some similarity in
PC marketsand consumer preferencesacross countries, but thereare al so significant differences.
This conclusion supports the idea of estimating the hedonic functions for (groups of) individ-
ual countriesin a co-ordinated way, i.e. from the same data source using the same hedonic tech-
niques. It would enhance the comparability of individual countries’ price indicesfor PCs.
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Résumé

Les fonctions hédoniques pour PCs des différents pays sont difficiles a se comparer puisque différents pays
utilisent différentes sour ces de données. Dans ce document, | esfonctions hédoniques pour trois paysdel’ UE
sont compilées d’ un et dela méme sour ce de données. Cela per met une comparaison directe de ces fonctions
et ains d’une analyse des similitudes et des différences de préférences du consommateur. S la similitude des
préférences du consommateur peut étremontrée, il y auneraison forte pour estimer lafonction hédoniqueau
niveau del’ UE. Lesrésultats provisoiresmontrent quela mémeformefonctionnelleavec lesmémesvariables
inclusesdonne un bon ajustage (autour de 0,8) dans|esfonctions hédoniques pour les pays étudiés, maisque
certains coefficients de régression sont trés différents.
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A Different approach to changesin
product quality and price

Othmar W. Winkler (Georgetown University, Washington, D.C., USA)

Summary

The concepts underlying the Price Index Numbers of Laspeyres and Paasche originated in the
small and stable economies of past centuries. They are poorly suited to convey today’s very dy-
namic pricereality. To copewiththisreality adifferent approach, thePriceL evel Indicator, PLI ,is
proposed. It differs from existing Index Numbers: Price is understood as a characteristic of the
business transaction, exists only briefly, and isthe total monetary and non-monetary value of the
actual sale. Thelossof detail in Priceaggregatesobviatesthe need for strict comparability of prod-
ucts. The proposed PL | uses unmatched samples and does not need weights. Price Level changes
are observed through ratios between the “ average price-per-transaction” and ratios between the
“averageprice-per-unit-sold,” for aflexiblevariety of vertical and horizontal comparisonsof Price
Levels. Hedonic adjustments remain of interest for small-scale research.

1. The Historical Context of Index Numbers

Effortsto follow the posted prices-per-unit of basic staples began centuries ago. These products
hardly changed over time. Representative products were selected and changesin their unit prices
recorded. At that time the economies were much simpler. Laspeyres developed his Price Index
Number for the economy of one of the small principalities and kingdoms of the 39 mini-statesin
the region of today’s Germany. There may not have been more than 10,000 different products,
which remained unchanged for years. Laspeyre’'s and Paasche’s fixed schemes to capture price
changes, may have been reasonably closeto that economic reality. The desire to summarize these
prices-per-unit lead to Price Index Numbers.

Early index makersrelied on aseries of assumptions: that ‘ Price’ was'* Price-per-unit,’ that the
pricesof all items, notincludedintheir “ market basket,” behaved in the sameway, that Pricewasa
characteristic of the merchandise or service and could be obtained from the price-tags in popular
stores. These assumptionsstill are prevalent today. I n contrast to the historic situation, today’ sdy-
namic markets offer billions of products and services. Established products disappear, existing
products can change characteristicsin ashort time, and new products appear continuously. While
theformal-mathematical propertiesof Pricelndex Numbershave been widely discussed, no atten-
tion was paid to the conceptual issuesof ‘ Price’ It hasbecomeimportant to re-think these concepts
and take a different approach to surveying this price reality.

2. The Nature of Price

It is common knowledge that a great variety of discounts of listed ‘prices are offered under all
kinds of pretexts. That should persuade one, that ‘price’ isneither acharacteristic of the merchan-
dise, nor isit the posted or ‘ sticker price’ It may have been the careless manner of talking about
‘Price’ as“thePriceof agiven merchandise” that lead to the misconception that Pricewasafeature
of the merchandise or service.

‘Price-per-unit’ was accepted as the appropriate definition of Price. Although it facilitated
price comparisons, it created problems when aggregating individua Price-per-Unit ratios for
groups of products. The originally simple idea, to follow changes in the price level of the
price-per-unit of basic consumer items, over the decades spiraled into an arcane discussion of
changesin the cost of living, of changesin consumer utility, even of changesin the welfare of the
population. Instead of clarifying the true nature of Price, the search was on for an optimal, even a
superlative Price Index Number. We need to refocus on the task of reporting the price situation “as
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is” without the assumptionsthat burden today’ s price statisticsresulting in data of “what might be,
if..." .

‘Price’ isto be recognized asthe dominant characteristic of the businesstransaction of prod-
ucts, of real estate, and services. Priceisnot a characteristic of themerchandiseor service. Thefre-
guent ‘special sales' of most products, in no way affect the physical facts of the merchandise.
‘Price’ isthetotal value of thetransaction, regardless of how complex or simple, repetitive or rou-
tine such atransaction may be. Priceincludesthe monetary and non-monetary parts of thetransac-
tion, converted to currency, such as packaging, transportation, insurance, etc. Price exists only
during atransaction, neither before nor after. It is, statistically speaking, apointintime and place,
without continuity. Price of aproduct, therefore, isnot acontinuousfact. Although price quoteson
pricetags seem to have a continuing existence, they become‘Price’ only at the moment when that
merchandiseissold at thevalueof the pricetag. GiventheloosenexusbetweenthePriceat whicha
merchandiseis sold, and itstechnical specifications, statistics of pricelevelsought to report faith-
fully only what actually exists price-wise in the economy. Hedonic Price adjustmentsfor changes
in the characteristics of the products are not to be made in reports on the general price level.

3. The Nature of Price Aggregates

These price-pointsareto be summarizedinlarge statistical price aggregates. Two thingsare bound
to happentoindividual pricesinan aggregate: (A) Detail that was previously availableintheindi-
vidual transaction, or eveninasmaller aggregate, islost and no longer availableinthelargeaggre-
gate. (B) The detail in the large, new aggregate is less defined, less specific and less tangible.
Therefore the data of the larger aggregate should be printed in apal er hue than the datain smaller
aggregates. Although users have intuitively understood these two properties of statistical aggre-
gates, thislossof detail and of meaning isnot recognized today by statistical theory. Thelargeprice
aggregates of Index Numbers are totalsthat are far removed from the detailed, daily pricereality,
and therefore have a limited informative value. The point-like nature of individua Prices, com-
bined with the vagueness of large Price aggregates hastheimportant implication that strict compa-
rability over time of the priced itemsisneither possible, necessary or relevant. Maintaining an un-
changed ‘ market basket’ of products over time, let alone with fixed quantities, isan illusion that
has not been recogni zed as such. Thevividimage of amarket basket containing milk, bread, meet,
fruit, etc., itemsselected for aPrice Index, isdeceptive. In contrast, the statistical aggregate creates
anew something that, if at al, could beimagined asresembling a puré of theitemsin that ‘ market
basket.” Although the pricesincluded in the aggregate have featuresin common, they can nolon-
ger beidentified or recognized asto when, where and what they wereoriginally. It therefore makes
no sense, for the various reasons given above, to insist on strict comparability of theitemsin suc-
cessive aggregates of prices.

4. A Realistic Approach to Report on Price Changes

The foregoing discussion showed that price statistics ‘isin abox’ of outdated concepts and as-
sumptions. Thereisaneeded to ‘think outside of that box,’ leading to adifferent approach of cap-
turing changesin Prices levels.

Impliedinevery Index formulaisthe assumption, that the prices actually observed and usedin
the calculations, would be those that would happen if the fixed quantities used as weights had re-
ally been held constant by government intervention. This assumption is a modern-day myth. All
priceindexes measure, to someextent, thefiction: Assuming that the quantitiesand qualities of the
products, used as weights in the index, really could be held constant and people were kept from
switching to substitute products, then the price development would look like e.g. the data of a
Laspeyre'sPrice Index. It isafiction because the prices used in theindex are the result of thereal
guantities sold on the market. They are not the Pricesthat would occur if the quantitiesused in the
Pricelndex had effectively been frozen at theindicated levels. All priceindexeshavedifficultiesto
take into consideration the reality of the market where people substitute products for cheaper or
more attractive ones, and where the quality of most products eventually isimproved, or at least
changed. Instead of the “what if...” kind of price reporting of Index Numbers, Price statistics
should deal with “what actualy is.”

Based on the aforesaid | propose asimple, flexible manner of reporting price developments.
First, determine the sum of the Prices of all transactions that happened in the chosen time span,
group of products, industry, and geographicregion. Then dividethat total by the number of the cor-
responding transactions. In symbols:
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(1) @ pig)/n

The subscript i identifies the transaction prices p that are to be aggregated, and t the time period
withinwhich the aggregation takes place. Theresult isthe average price paid/received per transac-
tion, recorded in the target group-region-timespan. Such an “ average price-per-transaction” com-
puted for each price aggregate can be determined for sel ected groups, aswell asfor theentire econ-
omy. Thentheratio of “ average-price-per-transaction” of any two groupingscan be compared asa
double ratio. These double-ratios (ratios of ratios) can elucidate the price situation for the ‘price
per transaction’ for product groups, for regions, or for the entire economy.

The proposed measure of changesinthe pricelevel, the Price L evel I ndicator, PL I istheratio
of each two of these “average price-per-transaction” figures, one of which serves as the base of
comparison. These pricelevel comparisons can be made for any of the mentioned possible group-
ings.

(é. pi,t+1 )/nt+1

2 PLI =
@ (é. Pit )/ N

InthisPriceLevel Indicator, PLI, pisthemonetary priceof theithtransaction, t andt+1 can betime
periods or regionsfor which transaction prices are compared, e.g. monthsfor the same region and
product group, or different regions for the same time period. Because large, independent,
non-matched random samples of transactions should be taken in each time period for the intended
groups, n, need not be of same sizeasn,,; .In addition to these * price-per-transaction’ ratios also
‘price-per-unit’ ratiosof these salesare of interest and can be computed, although thelarger aggre-
gates of ‘units transacted’ can become questionable. These PLI ratios of the “average-mone-
tary-price-per-transaction” or of the* averag- price-per-unit” for the same groups of products can
then be compared over time or regions (formula 2). This captures the actual market situation, in-
cluding changes in the shopping habits of consumers, and their shift to new or cheaper products.
These PLI ratios reflect the price reality of the market, not the fiction of the price tags of afixed
“market basket’ that invariably becomes obsol ete. It also eliminates the need for  hedonic adjust-
ments' of the traded products. Measures of the cost of living, of the standard of living, or of con-
sumer utilities are to be kept out of an objective reporting of actual Price levels. They can be pur-
sued in separate, specialized studies.

Today's situation is in a transition. On one hand, statisticians face the astronomically large
number of different transaction prices all over the geographic landscape, for an exponentially
growing number of goods and services. On the other hand, an ever growing number of businesses
isusing bar codesto record electronically the price and other important features of every transac-
tion. Thisavailablewealth of information should makethe changeto the proposed PL | possible.
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Résumé

Les conceptsdelesIndicesdes Prix deLaspeyres et Paasche ont leur origine dansles économies stables des
siecles passés. Ces Indices ne sont plus bien adaptes a la réalité trés dynamique des prix aujourd’ hui. Pour
venir about de cetteréalité nousproposonsunenouvelleapproche, L’ Indicateur desNiveaux desPrix, PLI. I
différe des Indices de Prix existants comme suit: Le prix est une caractéristique de la vente, pas de la mar-
chandise. Le prix est la valeur totale, monétaire et non-monétaire de la transaction commerciale, et a, une
existence breve. La pertede détail danslesagrégatsdes prix rendsla comparabilité précise destransactions
non nécessaire, y compris dansles Indices de Prix. Les échantillons successives ne sont pas de méme gran-
deur. 1l nefaut pas de poids. On va observer |es changements des niveaux des prix par des proportionsentre
les” prix moyenspar transaction” et aussi par desproportionsentre® prix moyen par unitévendue”’ par une
variété des comparaisons horizontal es et vertical es des niveaux des prix. Les ajustements hédoniques seront
relégués par des recherches spéciaux.

Othmar W. Winkler
Georgetown University, Washington, D.C.
winklero@georgetown.edu
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monetary policy

INVITED PAPERS

Development and use of statistics for
monetary policy in Cambodia

Phousnith Khay (National Bank of Cambodia)

1. Introduction

Following the Khmer Rouge regime that ended in 1979, Cambodia adopted a centrally-planned
economy and the banking system was reestablished in the context of a mono-banking system. In
the mid 1980s, the government embarked on economic reforms and in 1989 Cambodiareached a
point of no return, when private property rights were restored. Banking reforms commenced in
1989 and, as aresult, atwo-tier banking system was established. However, the monetary policy
framework remained undevel oped and devel opment of statistics based on international standards
did not commence until Cambodia reactivated its membership in the IMF in 1991.

Currently, the scope of monetary policy remainslimited by the widespread use of cash, ahigh
degree of dollarization, low confidence in domestic currency and banking system, and by the ab-
sence of market-based monetary instruments. Despite remarkabl e macroeconomic stability for the
last four years, dollarization in Cambodia shows no sign of slowdown and most bank intermedia-
tionistill effected inthe US dollar. The government adopted Vision and Financial Sector Devel-
opment Plan for 2001-2010 with the aim of addressing the aboveissues and establishing a sound,
market-based financial system.

This paper starts with examining the monetary policy framework for Cambodiain the context
of the IMF-supported program, followed by discussions on development and use of statistics for
monetary policy, dedollarization asalong-term goal, and future devel opmentsthat will influence
the conduct of monetary policy. Asregardsthe development of statistics, thefocusison monetary
statistics, which are most important for monetary policy in Cambodia at this stage.

2. Monetary Policy Framework

Monetary policy in Cambodiaisformulated and implemented in the context of the |M F-supported
program, which isdrawn up in the face of alarge number of macroeconomic and structural prob-
lems. However, dollarization has not influenced the design of the program. The responsibility for
formulation and implementation of monetary policy rests with the National Bank of Cambodia
(NBC). Pricestahility isthemain policy objective; other objectivesincludeexchangeratestability,
promoting the use of domestic currency, and strengthening the international reserves.

ThelMF program for Cambodiainthe context of thedollarized economy hasadopted quarterly
program targets— performancecriteriaon net international reserves (NIR) and net domestic assets
of the central bank, and alimit on net credit to government from the banking system, in addition to
performance criteria for fiscal outcomes and external borrowing.
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The NBC has based its monetary program on ameasure of broad money including residents’
foreign currency deposit, which accounted for 94% of the total deposits as of December 2002, as
there is ample evidence of currency substitution. In this respect, the measure of reserve money
(RM) aso includes banks' foreign currency reserves. The money multiplier that is the ratio of
broad money to RM hashbeenrelatively stablefor thelast four years. Inthe absence of money/inter-
bank markets, interest rates are not ameaningful monetary indicator. In Cambodia, theamount of
foreign currenciesin circulationisnot known and not captured in monetary statistics, thereforethe
effective money supply is underestimated and money velocity is overestimated. In these circum-
stances, the interpretation of the program outcomes is essentially an empirical matter.

Cambodiaisstill at avery early stagein the devel opment of instruments of monetary control.
Both domestic and foreign currency reserve requirements for banks have been used, but refinanc-
ing facilities and open market operations are nonexistent because of the lack of eligible tradable
papers, such astreasury bills. Until 1998, the US dollar auction was used to regul ate money supply
and smooth thetrend of exchangerate. Thegovernment’ srefraining from using bank financing has
contributed to controlling money supply.

3. Development of Statistics for Monetary Policy

The development of macroeconomic statistics did not receive due attention until the early 1990s.
Beforethat period, the statisticswere designed to guide the formulation and impl ementation of the
state plan and did not conform to theinternational standards. From the outset, Cambodiawas pro-
vided with technical assistancein the devel opment of statistical systemsthat meet theinternational
standards, in particular the assistance by theIMFin coll ection and compilation of the statisticsthat
were needed for the assessment of Cambodia’ s economic conditions.

The NBC isin charge of collecting and compiling monetary and balance of payments (BoP)
statistics. Data collection for monetary statistics has been relatively smooth because the banks'
regular data reporting is governed by the banking law, while the development of BoP as well as
other macroeconomic statistics has encountered difficulties because of weak coordination and co-
operation among the relevant agencies, poor data sources, lack of understanding of the interna-
tional methodol ogy, lack of financing and the absence of astatisticslaw. Inthisrespect, significant
effortshave been madeto build human capacity, apply theinternational methodol ogy, andimprove
the coordination among the agencies that produce economic statistics. A statistics law has been
drafted and is expected to be passed by the National Assembly thisyear. The law will provide the
statistics compiling agencies with the legal authority to collect awide range of datafor statistics
purposes, and will improve the accountability, transparency, independence, and effectiveness of
the statistical activities and outputs.

Monetary statisticsarekey indicatorsfor monetary policy. |n Cambodia, development of mon-
etary statistics can be divided into three phases. The first phase involved development of proce-
dures for data collection and compilation of monetary statistics based on A Guide to Money and
Banking Statisticsin International Financial Statistics(IMF, December 1984) withtheIMF stech-
nical assistance during 1992-1993. During this period, a call report form and related instructions
were prepared to collect datafrom banks. The call report form contains detail sthat were needed to
producethe analytical accountsof deposit money banks (DMBSs). Asregardsdataon central bank,
the analytical accounts of monetary authorities (MA) were derived directly from the NBC'strial
balance, whichwasthefinal product of the accounting system at that time. A Monetary survey was
produced by consolidating the analytical accounts of MA and DMBSs. Also during this period, a
weekly flash reporting system was devel oped to monitor key NBC balance sheet aggregatesin the
form of factors affecting reserve money.

The second phase focusing onimprovement in the compilation proceduresstarted in 1995 with
another technical assistance from IMF. The process involved reviewing and resolving method-
ological issues, strengthening data review system to enhance data accuracy, and staff training in
this area. Compilation of key datafor daily monitoring also started during this phase. Taking ad-
vantage of another IMF technical assistancein 2002, the NBC hastaken afurther step to develop
itsmonetary statistics based on the methodol ogy recommended inthe IMF sMonetary and Finan-
cial Statistics Manual (MFSM). The monetary statistics compiled based on MFSM facilitates a
widerange of analysisand ismore useful for policy analysis. Currently, the NBC compiles a sec-
toral balance sheet for the central bank and a central bank survey as stock dataon amonthly basis
and plansto produce dataon other depository corporationsthisyear after theintroduction of auni-
form chart of accounts for banks.
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4. Use of Statistics for Monetary Policy

Because of thelimited scope of monetary policy, the absence of money/interbank markets, low fi-
nancial intermediation etc., alimited range of dataisavailable and needed for monetary policy pur-
poses. Basically, the monetary program is designed based on the projection of GDP growth, infla-
tion rate, bank financing of the government’ sbudget, and changein NIR. Theinterpretation of the
relationship seen in terms of “equation of exchange” (M.V=PRY) in the context of thisdollarized
economy isan empirical matter. For the last four years, the inflation rate has been low and GDP
grew at about the projected rate, while broad money alwaysfar exceeded the programtargets. This
reflects the decline in money velocity.

Thechangein dataon currency in circulation and market exchange rateismonitored on adaily
basis because oversupply of domestic currency tends to have an immediate impact on market ex-
changerate, whichisadriving force of inflation in thiseconomy. For program monitoring, dataon
currency in circulation and the estimates of the NBC’ sdeposit liabilitiesare used to derive dataon
RM, which in turn are used to estimate data on broad money using a projected money multiplier.
Daily dataon NIR are used to estimate the NBC’ s net foreign assets (NFA), while the NBC' s net
domestic assets (NDA) can be derived asaresidual using the equation: RM=NFA+NDA. All these
key aggregates are available on aweekly basis from the flash reporting system and on a monthly
basis from the monetary survey and the analytical accounts of MA and DMBs.

A sudden depreciation normally receives an immediate attention and a US dollar auction was
used until 1998 to smooth the trend of the exchange rate. Only the excess amount of NIR over the
benchmark was used for auction. Besides, the change in key monetary aggregatesis reviewed in
relation to their program targets and benchmarks. In many cases, monetary liability targets are al-
lowed to miss if there is strong evidence that the exchange rate stability would not be affected.
Since the benchmark ceiling on net credit to government must be met, the monetary growth be-
yond the target would be accompanied by theincreasein private sector credit and/or NFA or NIR,
which is awelcome trend in the case of Cambodia

5. Dedollarization — a long-term goal

The degree of dollarization in Cambodia as measured by the ratio of residents’ foreign currency
deposits to broad money has been around 70%. The amount of US dollar currency in circulation
can beestimated with theassumptionthat theratio of USdollar currency incirculationto USdollar
depositsis similar to the ratio of domestic currency in circul ation to domestic-currency deposits.
Theresultisthat USdollar in circulation amounted to US$ 2.6 billionin December 2001 and US$3
billion in December 2002, very close to the result of the study conducted by Mario de Zamardczy
(2002). Thishigh degree of dollarization limitsthe ability of the central bank to effectively imple-
ment the monetary policy. With dollarization, Cambodia has scarified the seigniorage, the profits
accruing to the monetary authority from its right to issue currency.

Dedollarization isalong-term goal of the government. The government believesthat the pro-
cess should not be compulsory and should be conducted gradually. Steps toward dedoll arization
include maintaining macroeconomic stability, aleading role of the government in promoting the
use of domestic currency, creation of interest-bearing investment instruments, such as treasury
bills, denominated in domestic currency, ensuring good quality of domestic currency bank notesin
circulation etc.

6. Future Development

The government adopted Vision and Financia Sector Development Plan for 2001-2010 asan offi-
cial long-term plan for the financial sector development. The document envisages the devel op-
ment of a sound, market-based banking system; non-bank financial institutions that will increase
the depth of thefinancial sector; money/ inter-bank and capital markets. With these devel opments,
it will be necessary and possibleto adopt a market-based monetary policy framework with thein-
troduction of an open-market operation system. Theissue of government securitieswill be needed
for this market-based operation and will also help to determine market-based interest rate, which
can be used as akey policy indicator.

Statistical requirements for implementing this market-based monetary policy will have to be
met. Thiswill involve development of more accurate daily indicatorsthat are necessary to conduct
the open-market operation, whereas the use of reserve requirements will become lessimportant.
Degpite of these developments, however, the NBC will continue to face challengesto implement
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itsmonetary policy if the degree of dollarization continuesto be high and bank intermediation con-
tinuesto be effected in US dollar. In such circumstances, thewhole processwill remain an empiri-
cal matter and the statistics will be used along with circumstantial evidence.

Reference

Zamarécezy, M. and Sa, S. (2002). Macroeconomic Adjustment inaHighly Dollarized Economy: The Case of
Cambodia. IMF Working Paper WP/02/92.

Résumé

Ledével oppement des statistiques, basé sur standard international n’ avait regu juste attention quelorsquele
Cambodge reprend son statut demembredu FMI en 1991. Dans|’ éablissement de son systémede statistique,
le Cambodge bénéficie des assistances techniques du FMI et des autres organisationsinter nationales. Mal-
gré les difficultés rencontrées dans le dével oppement des statistiques des autres domaines, les statistiques
monétairesont étéréalisés doucement. Un encadrement dela politique monétaire a été créé au début desan-
nées 1990, dans|e contexte du Programme d’ Assistance du FMI avec I’ adoption desrepéres quantitativesa
suivre. Les statistiques monétaires sont desindicateurs fondamentaux utilisés pour le choix de la politique
monétaire. Etant donné le montant dominant du Dollar des Etats Unisen circulation n'’ est pas disponible et
n'est pasinclu pour mesurer la base monétaire, le proces de la politique monétaire est une question empi-
rique. Dansla plupart des cas, I’ objectif monétaire est a négliger pourvu que la stabilité du taux de change
soit maintenue.

Phousnith Khay

National Bank of Cambodia, Economic Research Department
22-24 Preah Norodom Blvd.

Phnom Penh, Cambodia

pkhay@bigpond.com.kh
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Therole of statisticsin the conduct of
monetary policy in Albania

Shelquim Cani and Gramos Kolasi (Bank of Albania)

Albania, like many other transition countries, started the huge detachment from the centralized
economy at the beginning of the “90s. The start of the difficult transition did not save anything
comprising statistics, contributing to afast and deep degeneration in the process of datacollection,
data processing and datadi ssemination. During 1990-1993, the statistical output wasvery poor, re-
flecting a total incapability of authorities to monitor, measure and publish the main macroeco-
nomic statisticscategories. Theinitial seriouseffortstoinstall and use an up-to-date output system
of macroeconomic statisticsin Albaniadate back to year-end 1992. For thefirst time, thanksto the
assistance provided by the IMF Statistics Department, such statistical outputs as the balance of
payments, money and banking statistics, consumer price index, etc., were conceived and pre-
sented. From that time onwards, the overall statistics compilation process in general has pro-
gressed continuously, peaking up with the publication of the monetary statisticsin IFSin Septem-
ber 1996 foll owed up by the country’ s membership of the International Monetary Fund’ s General
Data Dissemination System (GDDS) on May 22, 2000 and more recently the publication of na-
tional account statisticsin March 2003.

Despite the achievements and the good will of the authorities, the state of macroeconomic sta-
tigticsistill far from devel oped standards. The datacoverageisnot complete. With the exception
of monetary statisticsand consumer priceindices (which are produced onamonthly basis), al sta-
tisticshavearelatively longer periodicity. Thetimelinessof dataavailability isalso of seriouscon-
cern. In most cases, dataare disseminated with alag of threeto four months after the end of there-
porting period.

On the other hand, it should be mentioned that the decision-taking process in Albania has not
been an easy process. Considering asignificant degree of the absence of the statistical information,
particularly national accountsdata, the decision-taking processbasically hasbeenrelied ontheus-
age of monetary statistics.

Starting from 1992 and up to the present day, the monetary policy regime has remained un-
changed, where money isstill theintermediate objective, with price stability asaclear final target.
However, the operational framework has been modified alot following the developmentsin do-
mestic markets. During the whole period of the ' 90s, the operational framework consisted of the
employment of direct monetary control instruments, such ascredit ceilings, administrativeinterest
rates, reserve requirement, etc. Thissimplepolicy framework enabled the money and banking sta-
tistics to be a sufficient statistical feedback for an effective decision-making. The publication of
such statistical documents as the monetary survey and monetary authority accounts, along with
other data on financial markets and inflation, used to be sufficient for considering any possible
changein the interest rate™.

In the beginning of anew century, akind of ineffectiveness of the above-mentioned policy instru-
mentswas evidenced. Therefore, after removing the credit ceilingsin 1999, ayear later inthe au-
tumn of 2000 the monetary control used to be ensured based merely on market instruments. Tothis
end, the weekly repo auction was introduced, the market rate of which won the attribution of the
basic ratein the economy. Sincethat time, the Bank of Albania(BoA), started to announce aquan-
titative final target on price stability, fixing an interval of 2-4 per cent.

Unfortunately, these policy changes did not happen together with an enrichment of statistics.
Thereisstill avacuuminthefield of real economy indicators, despite therevision of the CPI bas-
ket. Currently wehaveanew CPI basket, updated and enriched with additional articles, but, never-
theless, that meanstoo little, asit remainsthe only qualitative devel opment of the last three years.
Wehavenot yet any reliable statistical set of national accounts, which givesusdifficultiesinevalu-
ating GDP growth, national incomes, etc.

1 During the 90'sthe administrative interest rates on deposits in home currency, placed in state owned banks, played a
key roleintheeconomy, sometimesthe 3-month depositsrate and sometimesthe 12-monthsmaturity depositsrates.
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Eventhough it isclaimed that the unemployment rate is measured in conformity with interna-
tional standards, yet thereexistsageneral ideathat it deviatesfromreality anditsutility islow. The
large migration movementsfrom rural to urban areas or abroad make the measurement of employ-
ment indicators more difficult, damaging in this way the overall decision-making process.

Concerning fiscal statistics it's important to stress that the periodicity of datais still once a
guarter, while the release period takes three other months after the end of the reference period.
However, considering thefact that BoA and the banking systemin general are having Government
accounts, itismuch easier for monetary policy toidentify with arelatively high degree of accuracy
the liquidity needs of Government (naturally in the very short-terms).

Undoubtedly, two more mature statistical categories are those that have to do with financial
statistics and those that have to do with the balance of payments. Both categories are produced
since 1992 and in fact they constitute the basi ¢ information for the policy decision-making process
at the Bank of Albania.

Balance of paymentsstatisticsare produced on aquarterly basis, with alag of three months af -
ter theend of thereference period. However, someimportant parts of the balance of payments, like
foreign trade, services, remittances etc., are prepared on amonthly basis making it easy for usto
have a strong feeling for the devel opments on the current account.

Currently, the Bank of Albaniaproducesin parallel the completefinancial statisticsin compli-
ance with the old and new statistical manuals compiled by the IMF. Infact, the statistical input for
the Bank of Albaniadecision-making consistsof the statistical input produced pursuant to the pre-
vious IMF manual on money and banking statistics. More concretely, this statistical input in-
cludes: monetary authority accounts, the Bank of AlbaniaNFA, thedeposit money banks' consoli-
dated balance sheet, the monetary survey, performance criteria, interest rates and the volume of
transactionsin financial markets (repo rates, interbank rates, treasury billsyields, lending and de-
posit rate), foreign exchange records, etc.

The combination of the aboveinformation * with the CPI dataand with other datafrom the liquid-
ity situation in the banking system forms the basic statistical input, on which the decision on the
stance regarding interest ratesis drawn.

However, in practice there are some uncertaintiesthat are hurting the BoA decisiontaking pro-
cess. Among other things, mention should be made of the current state of macro statistics, whichis
believed to be aseriousimpediment on having abetter picture of economic activity. Actually, there
isacommon understanding amongst policy makers and expertsthat low quality, structural breaks
and shortness of macroeconomic statistical series are hampering the effective usage of macro
models.

The explanations given above aswell asthe logic of thisactivity raise an important question:
Which isthe Bank of Albania svision of the future, especially of the more distant one? Will the
monetary policy of the Bank of Albania continue to rest on the existing framework, where, as
af orementioned, there are many uncertainties, or will there be attemptsto completeitsefficacy on
the economy and, why not, even to measure it? Answering these questions, we would emphasize
that at present the Bank of Albania has taken a decision that above all implies the adoption of a
monetary policy regime which will focus again on price stability. The new regime will however
differ from the present one by thefact that itsintermediary objective and itsfinal objectivewill be
the same macroeconomic variable, inflation. We believe you aready understand that we are talk-
ing about an Inflation Targeting regime.

It can besaid that I nflation Targeting can beasuccessful strategy if, ontheonehand, it operatesina
sound macroeconomic and institutional environment and, on the other, it finds an audience (eco-
nomic agents, individual s, general public) that understandsand wel comesthisstrategy aswell asa
rich and well-ordered set of macroeconomics statistics. Considering only thislast condition asan
important prerequisitefor asuccessful IT adoption, wewould liketolist thework prioritiesasfol-
lows:

* First, wewould mention the necessity of building a clear and unambiguous policy-making body.
Although, according to the existing law, the highest authority is the Council of Statistics, it
should benoted that defactoit playsonly anadvisory role. It remainsunclear whoisresponsible
for the decision making process with regard to statisticsin Albania. Although this problem was
identified alongtimeago, unfortunately, no solution hasyet been found to thislegal vacuum.

1 Thestatistical information is available monthly on the 25" of the following month.
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 Second, wewould point out that in spite of the progressmadein increased data coverage, unfor -

tunately, the monitoring of the private sector isstill at low levels. It isvery important that anin-
creasing data coverage be associated with an increasing information reliability aswell aswith
strengthening the private sector’ sbelief that information gathered by the state agencieswill not
be used for purposes other than those related to devel oping statistics. There are various reasons
that encourage private enterprises and agenciesto decline providing or to distort information to
the state agencies. Thereasons, for example, arelack of knowledge with respect to the extent to
which the information provided by the private sector is used by the state agencies, distrust in
these agencies, sensitivity about information confidentiality, competition in the market, etc.
However, wethink the most problematic issuein this connection hasto do with the existence of
theinformal market, which recently by domestic agencieswas estimated to constitute morethan
30 % of total output.

Third, probably, valuable pieces of information can be extracted by conducting surveys even if
we must accept their problematic quality. For reliable macroeconomic statistics, estimates
should be made based on data coll ected from well-designed surveys using appropriate samples,
which are representative of the population. Inadequate coverage or data obtained from low-re-
sponse-rate surveys will affect the quality of data. In Albania, basic data sources, particularly
thosefor capturing private sector and informal market activitiesand for estimatingillegal trans-
actions, are seriously inadeguate. In addition, statistical surveysface sampling and representa-
tion problemsand certain estimation procedures need to berevised. These concernsparticularly
affect the real sector and the balance of payments statistics.

Fourth, we would point out the improvement of national accounts statistics. Recently, INSTAT
has released the national accounts data for the period 1995-2000. However, the greatest chal-
lenge will bethe concern over the quality of the figuresto be published. To asignificant extent,
the data quality will be assessed based on how the consumers of this information will react as
well as on how the international institutions will judge the data quality.

Fifth, wewould consider asa veryimportant priorityimproving thedissemination processof the
statistical information fromthe producer to the user. Although the authorities are committed to
increasing the quality and transparency of statistical data, overall attempts are needed with re-
gard to outlining apublication calendar and shortening the time between the processing of final
dataandtheir release. Perhaps, from thispoint of view, the greatest challengerelatestotheusage
of Internet and the design of functional websites so that anyoneinterested in statistics can access
the desirable statistical information. Although the Bank of Albaniaand INSTAT have already
launched their web pages, it should be noted that it ishard to accessthem. Additionally, websites
areutilizedtoalevel that islessthan satisfactory, especially because statistics presented inthese
sitesare not selected on aprofessional basis. Anyhow, theincreasing number of users should be
considered as agood incentive for increasing further the quality and dissemination of national
statistics.

Last, but not the least, we would like to emphasize as a priority, better use of the information
technology available today. The level of knowledge on Internet usein Albaniaislow. In addi-
tion, many problems in the respective infrastructure do not alow us to take advantage of the
rapid advancements in technology that the information world is experiencing today. Naturally
weare bearing in mind that the enlargement of the Internet usagein regard to the data collection
process means moreexposureand asaconsequence more prudential measuresin providing con-
fidentiality.

Shelquim Cani and Gramos Kolasi (Bank of Albania)
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The use of statisticsin the monetary policy
of the Czech National Bank:
the case of a country in transition

Ivan Matalik (Czech National Bank) and Josef Arlt (Czech National Bank and
University of Economics, Prague)

1. Introduction

Timely and accurate statistical information, structured in compliance with economic standards, is
abasic prerequisite for successful monetary policy-making by the Czech National Bank (CNB).
Fulfilling these key conditionsin arapidly changing economic environment is getting more diffi-
cult than ever before. New demands are being placed on central bank monetary policy, especially
withregardtoflexibility and theability to respond to therapidly changing economic and monetary
situation. And thisin turn is being reflected in the demands being placed by monetary policy with
regard to statistical information.

In the case of transition economies, the monetary-policy statistical requirements moreover in-
clude the collection of completely new information that was not available in the past. These re-
quirements have been continuously changing and expanding during the course of the economic
transition. And it is on the CNB’s increasing monetary-policy statistical needs during the Czech
Republic’s economic transformation that the following text concentrates. The main focus is on
central bank statistics. However, the requirements for statistical information collected outside the
central bank are also mentioned.

Thetext is split into several main sections covering the entire period of the Czech Republic’s
economictransition from 1990 up tothe present. After theintroduction, weturn our attentiontothe
general importance of statisticsinthecontext of thecentral bank’ sprimary monetary-policy objec-
tive. Section 3 addresses the nature of the CNB’s monetary policy during the economic transfor-
mation, focusing on the switch from monetary targeting to inflation targeting. In Section 4 we deal
withtheimpact on datacollection of changesinthe CNB’smonetary policy andin the Czech econ-
omy. In Section 5, we investigate the scope and limits for using statistical information for eco-
nomic analysis at the CNB.

The analysis of the importance of statistics to monetary policy is based primarily on the au-
thors' practical experiencewith statistical data, statistical analysisand monetary policy-making at
the Czech National Bank.

2. The General Importance of Statistics for the Monetary Policy-Making
of the Central Bank

Theimportance of statistics as a separate scientific disciplineisindisputablein today’ sworld. Its
standing reflectsthe ever-growing need for information, which hasbecome an everyday commod-
ity. The collection, processing and evaluation of statistical information has become an important
condition for acquiring knowledge in many fields of human endeavour.

Statistical informationisavital input into the decision-making of all economic sectors, for ex-
ampl e the government, financial market participants and, last but by no means least, the central
bank. The central bank, with its specific function as the “monetary authority”, has an unusually
broad and diverse set of statistical requirements. These requirements primarily reflect the primary
objectiveof the central bank and the means used to achievethat objective. Clearly, different infor-
mationwill have priority depending onwhether direct or indirect monetary instrumentsareused to
achieve the primary objective. Also important are other factors such as the monetary-policy re-
gime chosen and thelevel of devel opment of the financial marketsand the overall liberalisation of
the economic environment.

The general importance of statistics to the central bank’s monetary policy-making therefore
derives from the specific objective of the central bank. Achieving this objective requires awide
spectrum of statistical information. Without thisinformation, it would bevery difficult for the cen-
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tral bank to assess economic processes. The collection and processing of statistical information
constitutesthefirst level of importance of statisticsto the central bank’'smonetary policy-making.

For the central bank, however, itisvital not just to collect and processinformation, but also to
apply various statistical and econometric methods allowing effective analysis of the information
acquired. For instance, time-series analysis methods to find and test linkages between various
macroeconomic indicators are absolutely essential for central bank monetary policy. Monetary
policy-making isfounded on ahost of theoretical assumptions and models which need to beveri-
fied using concrete data. And it isin this areathat the second level of importance of statistics to
monetary policy-making and the achievement of the central bank’s primary objective lies.

Asregardsthe collection and processing of statistical information, the central bank needsin-
formation covering the behaviour of all economic sectors. Thisusually concernsdataon bank and
non-bank financial institutions, the balance of payments, the government sector and the real econ-
omy. Thisinformation should meet the standard statistical requirements, namely timeliness, accu-
racy and appropriate structure. Numerous institutions are involved in collecting the information
that the central bank needsto achieveits primary objective. Central banksthemselves mostly con-
centrate on information on monetary financial institutions, the balance of paymentsand thefinan-
cial market. They also very frequently provide certain information on segments of the government
sector. This reflects the central bank’srole as afiscal agent of the state.

The importance of statistics to monetary policy-making as regards the use of statistical and
economic methods reflects the dynamic devel opment of computer technology. Thishasfacilitated
not only the development of new statistical and econometric data-analysis methods, but also the
routine practical application of those methods. From the perspective of the central bank, quantita-
tive statistical information in the form of time seriesis of unquestionableimportance, asit allows
the exploration of key linkages between economic processes and the construction of forecasts.

Thecentral bank’ smonetary policy isbased on aparticular economic theory, and that theory is
inturn used asthe basisfor an economic model. For practical use, itisimportant to have an econo-
metric model whose parameters can be estimated using concretetime series. Clearly itisessential
that the link between the economic model and the econometric model be as close as possible. But
because statisticsprovide only afraction of theinformation on economic processes, the economet-
ricmodel clearly differsfrom the economic model. Correct interpretationisthereforevital whenit
comesto applying theresults of the econometric model . Great progress hasbeen madein theecon-
ometricsof timeseriesinrecent years. Thishasbeen motivated to alarge extent by the nature of the
data available. On the other side of the coin, though, these steps forward allow us to modify our
view of the statistical data. It istherefore useful not only to obtain the most accurate possible pic-
ture of economic reality from that data, but also to create economic and organisational conditions
and methodol ogical measures that enable us to obtain the most accurate possible picture of eco-
nomic reality from the statistical data.

Inthefollowing text we concentrate on the statistical requirementsof the CNB’smonetary pol-
icy during the economic transformation, i.e. the gradual liberalisation of the economic environ-
ment, and in making monetary policy under two different monetary policy regimes, i.e. monetary
targeting and inflation targeting. For thisreason, in the following section wefirst give a brief de-
scription of the monetary policy regimesoperated by the CNB since 1990. Wethen turn our atten-
tiontotheimpact of the CNB’smonetary policy invariousperiodson thecollection and processing
of statistical information and to the application of statistical and econometric methodsto theanaly-
sis of that information.

3. CNB Monetary Policy During the Economic Transformation

The CNB’s monetary policy has undergone sizeable changes over the course of the economic
transformation process. In the early 1990s, these changes reflected the specific transformation
steps, but later, as the economic environment was gradually liberalised and the foundations of a
market economy were laid, they were also influenced by changes at the global economic level.

3.1. General Scheme of Monetary Policy

Throughout the period under review, monetary policy-making in the Czech Republic moved
within a standard general framework. This can be described as the action of monetary policy in-
strumentson an operational target. The operational target isusually avariablethat the central bank
isableto control directly and that has adirect or indirect linkage to an “intermediate” target or to
the primary objective of the central bank’ smonetary policy. Thisframework can be generalised as
follows:
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The general monetary policy scheme of the central bank, and thisincludes CNB monetary policy,
can aternatively be expressedintermsof two basic levels: tactical and strategic. Thetactical level
comprises the monetary instruments and the operational target, and the strategic level consists of
theintermediatetarget and theprimary, or final, goal of monetary policy. Thefollowing diagramil-
lustratesthe general specification of thetactical and strategic levelsof the central bank’ smonetary
policy in more detail .

Tactical and Strategic Level of Monetary Policy
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3.2. The CNB’s Monetary Policy in 1990-1997

The CNB’s monetary policy in the period 1990-1997" was based primarily on the targeting of
monetary aggregates (“monetary targeting”). Thiswas founded on the assumption that thereisa
long-term relationship between inflation, real economic activity and the stock of money in the
economy. Throughout this period, the Czech National Bank endeavoured to influence the money
supply inlinewith thedemand for money so asto reflect thedesired inflation level and its assump-
tions regarding real GDP and the velocity of money.

Under the monetary targeting scheme in the period under review, monetary policy-making in
the Czech Republic had thefollowing features. First, direct monetary policy instrumentswer e used
in the very early phase of the economic transformation. The need to use direct instruments
stemmed from the almost non-existence of afinancial market in the Czech Republic, which pre-
cluded the use of market i nstruments. Consequently, in 1990-1992 direct credit ceilingsandinter-
est ratelimitswere applied. Only gradually, asthe core segments of the Czech financial market de-
veloped (in particular the money market and, withinit, theinterbank deposit —or PRIBOR? —mar-
ket), did indirect monetary instruments come to be used.

Linked with this process was the devel opment of the operational targets of monetary policy,
which, from management of the monetary base through management of commercial banks' re-
serves, ultimately resulted in the use of standard open market operations to influence the
short-term money market interest rate. In the case of the Czech Republic, the interest rate con-
cerned wasthe 1W PRIBOR. The gradual transition from monetary base management was alogi-
cal outcome of theincreasing role of PRIBOR rates on the money market. Influencing the mone-
tary base came increasingly into conflict with the price-of-money (i.e. interest-rate) target.

1 Theuseof thetermCNB monetary policy in thetext also refersto the period 1990-1992, when the former Czechoslova-
kia still existed and monetary policy was the responsibility of the State Bank of Czechoslovakia.
2 PRIBOR = Prague Inter Bank Offered Rate
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Throughout this period, the CNB'sintermediate monetary policy target was defined by theM 2
monetary aggregate. M 2 isabroad measure of the stock of money in the Czech Republic, compris-
ing currency in circulation and time and demand depositsin both korunaand foreign currency. The
primary objective of monetary policy wasdefined asstability of the currency —both internal (price
stability) and external (nomina exchange rate stability). The evolution of the monetary policy
scheme in 1990-1997 can be expressed as follows:

Monetary Policy Scheme between 1990 and 1997 (Monetary Targeting)

direct instruments monetary base currency
(1990 - 1992) ~ stability

~ banks reserves —
indirect instruments ~
(1992 - up to now) 1W PRIBOR

Another important feature of the CNB’smonetary targeting period wasagrowing conflict between
the money stock asan inter mediate target and the objective of a stable exchangerate, i.e. thefixed
exchangerateregime. Thisconflict grew asthe current account and financial account wereliberal-
ised, culminating in 1994-1997 in massiveinflows of mostly short-term capital into the Czech Re-
public. The CNB’seffortsto sterilise thisinflow and mitigate the negative consequences of thein-
creasing money stock were only partially successful. Inthemid-1990s, the current account deficit
also peaked. In May 1997, this situation culminated in currency turbulence, resulting in the out-
flow of much of the short-term capital from the Czech Republic, alarge depreciation of the ex-
change rate of the koruna, and a switch to a more flexible exchange rate system (a “managed
float”). The basic monetary policy regime simultaneously underwent a fundamental change.

3.3. The CNB’s Monetary Policy from 1998 to Date

Theloss of the nominal monetary-policy anchor (in the form of the exchange rate) during the cur-
rency crisisin May 1997, combined withrisinginflation and arelated increaseininflation expecta-
tionsand the need to enhancethe overall transparency and consistency of the CNB’smonetary pol-
icy, werethekey factorsunderlying the CNB’sdecisionto switch from monetary targetingtoinfla-
tion targeting.

Atthistime, aternative monetary policy regimes—such as continuing with monetary targeting
or changing to afixed exchange rate—were al so considered. Both these optionswererejected, ow-
ing to theinstability of money demand and theloss of the nominal anchor in the form of the fixed
exchange rate. In December 1997, a decision was made to switch to astandard inflation targeting
regime. The announcement of a medium-run inflation target and atarget for the period immedi-
ately ahead became the new nominal anchor for the economy.

Asthefigure below shows, the monetary policy scheme was little changed at the tactical, i.e.
operational, level of monetary policy. Theeffectively functioning money market enabled the CNB
to continue using indirect monetary policy instruments, specifically open market operations. Un-
like in the preceding period, however, the two-week PRIBOR rate became the target for the
day-to-day implementation of monetary policy. Thiswas less volatile than the 1W PRIBOR. No
intermediate target was defined in the new scheme, asit was assumed that the CNB would influ-
enceinflation viathe 2W repo rate. In order to analysetheindividual stages of the monetary trans-
mission mechanism, awhole range of analytical toolswere devel oped. The construction of these
tools had alarge bearing on the requirements for statistical information. The primary monetary
policy objectivewasdefined intheform of inflation targets, the essence of whichwasto achievein-
ternal price stability.
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Monetary Policy Scheme from 1998 to date (Inflation Targeting)
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Since 1997, when the Czech Republic became the first transition economy to introduce inflation
targeting, thismonetary policy system hasundergone considerabl e development. In particul ar, the
target itself was changed in 2002 from “net inflation”* to the overall index of consumer prices.
Other important changes haveincluded aswitch from defining targetsfor each year to atarget tak-
ing the form of a continuous band; achange from a conditional forecast to an unconditional fore-
cast; and greater transparency of the CNB’ s monetary policy through the publication of future in-
flation factors and theratios of the votes cast by members of the Bank Board. Significant progress
has al so been made with the analytical toolsthat enablethe CNB to predict inflation. Besides par-
tial expert and model analyses, an aggregate macroeconomic model has been constructed. This
gives consistent medium-run macroeconomic predictions of inflation. The progress made with
monetary and economic analysishashad asubstantial impact onthemonetary-policy statistical re-
quirements in this period.

4. The Evolution of the CNB’s Monetary-Policy Statistical Needs During the
Transformation

The CNB’s monetary-policy statistical needs have evolved in step with the changes to its basic
monetary scheme. The changesin monetary policy regime havein turn reflected the ongoing eco-
nomic transformation and the related development of the financial markets, the liberalisation of
the financial account, changes to the exchange rate system and so on. Right from the start of the
economic transformation, CNB monetary policy has always required a basic set of macroeco-
nomic data. With just afew exceptions’, this data has always been successfully collected.

The priority level of particular information, and the ensuing needs regarding the degree of de-
tail of that information, have been determined by the main changesin the economy. In addition to
changesinthepriority of theinformation, requirementsfor the collection of new information have
arisen as the financial markets have developed and the CNB has been able to conduct monetary
policy using indirect monetary instruments. | n this respect we can summarise the evolution of the
CNB's monetary-policy statistical needs during the transformation period into the following
phases:

4.1. From Monetary Plan to Monetary Survey (1990)

Up until 1990, under the planned system of management of the national economy, the monetary
plan wasthe basi c macroeconomi ¢ balance sheet of theformer State Bank of Czechoslovakia. This
was essentially the counterpart to the creation of national income in each sector of the economy,
with regard to the financing of that income. Needless to say, the statistical needs of the new, mar-
ket-oriented monetary policy of the CNB altered radically following the political and economic
changes.

In this period, the CNB’s monetary-policy statistical requirements derived primarily from the
requirementsto compilea” monetary survey” . These surveysdid not just monitor the basic mone-
tary aggregates and their main counterparts (bank lending, the influence of statefiscal policy and
the balance of payments). Asthe economic transformation was at avery early stage, characterised
by basic reform measures, the monetary survey also played akey rolein, for instance, assessments
of the criteriafor obtaining loans from the IMF. At this time, the monthly statements for the de-
posit, loan and interest rate statistics, along with numerous operational statementsfor the continu-
ousdaily and ten-day monitoring thereof, wereredefined. Thebasic roleof thebanking statisticsin

1 Netinflation = the overall consumer price index adjusted for changes to regulated prices and indirect taxes (around
20% of the overall index)

2 Inparticular, information onthecentral bank’ sbalance sheet during 1990. The regular monthly reporting of thisinfor-
mationwasinterrupted by thesplit of theformer “ monobank” intothecentral bank and commercial bankson 1 January
1990. Thisoperation had been prepared as part of the economic reformsin 1987-1989 and wasi mplemented after the
political changesin 1989.
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this period was therefore based on the need for regular collection of information on commercial
bank loans and deposits and interest rates.

4.2. From the Foreign Exchange Part of the Monetary Plan to the Balance-of-Payments
Methodology (1990)

With regard to monetary policy needs, the second areawhich the CNB statistics had to respond to
immediately after the political and economic changesin 1989 was the balance-of -payments area.
Up until 1990, the focus had been on foreign exchange, not on transacti ons between residentsand
non-residents. After 1990, there was achangeover from theforeign exchange part of the monetary
plan to the methodol ogy of the fifth edition of the IMF' s Balance of Payments Manual. This pro-
vided for the basic requirements of monetary policy with regard to analysis of the balance of pay-
mentsin the new environment. The subsequent devel opment of the balance-of-payments statistics
reflected not only the methodological changes in this area, but in particular the ongoing
liberalisation of the current and financial accounts.

4.3. From Direct to Indirect Monetary | nstruments (1990-1992)

The successful implementation of the economic reformsin the early 1990s and the gradual devel-
opment of particular ssgmentsof thefinancial market implied agrowing needto switchfrom direct
monetary instruments to indirect ones. To undertake this change, more modifications had to be
made to particular segmentsof the CNB’s statistics. In particular, the CNB balance sheet had to be
redefined and regular monthly and daily monitoring introduced. The switch to the “ CNB analyti-
cal balancesheet”, whichisstill used for daily open market operations, was another important fac-
tor as regards meeting the monetary-policy statistical needs in this period.

The period 1991-1992 likewise saw the emergence of new information from the money mar-
ket, due to the establishment of the interbank deposit market (PRIBOR rates). Thisin turn meant
the emergence of interest rate statisticsthat included statistics from the financial marketsin addi-
tion to the standard statistics on interest rates on loans and deposits. In this period, however, infor-
mation was still being collected not only within the CNB'’ s statistics section, but also often in sec-
tionswhose core role was not the collection of statistics (e.g. the monetary policy section and the
banking transactions section). Thissituation changed in subsegquent years, but it wasnot only char-
acteristic of this period, but also understandable. The monetary policy-makers, or, more specifi-
cally, the sections responsible for implementing monetary policy, could not fulfil their objectives
without adequate statistical information. Consequently, when defining their statistical require-
ments they frequently took on certain statistical functions (in order to speed up the collection and
processing of dataas much as possible). However, this situation was only typical of theinitial pe-
riod of the economic transformation in the Czech Republic.

4.4. From Monitoring of Only Some Financial Market Segmentsto Global Coverage
(1992-1997)

The evolution of the monetary-policy statistical needs in the financial markets area reflected the
changes in the focus of monetary policy and its development in the first half of the 1990s. At the
start of the 1990s, a standard financial market was practically non-existent. One of the first seg-
mentsto start developing dynamically was the money market, and in particul ar the interbank de-
posit market (the PRIBOR market). This money market segment has been systematically moni-
tored on adaily basis since 1992. Owing to the fairly rapid liberalisation of current and financial
account flows, another segment soon started to develop —the IRS and FRA market, including the
foreign exchange market. Information from foreign financial marketsal so gradually gainedin sig-
nificance. Only inthe second half of the 1990s—in connection with widening state budget deficits
—didthegovernment securities market become properly established. To sumup, thefinancial mar-
ket statistics have steadily progressed from the monitoring of only some segmentsto the regular
monitoring of the market as awhole (including foreign markets).

Asfor the structure of the financial market, the monitoring focuses on liquid segments of the
money market (e.g. the PRIBOR market, T-bill market, foreign exchange market and FRA mar-
ket) and of the capital market (e.g. the government bond market, IRS market and stock market).
Foreign financial markets are monitored in asimilar structure. The financial market is monitored
on adaily, weekly and monthly basis, and theinformation isincorporated into regular operational
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and analytical reports. These reports servethe CNB’smonetary policy needswith regard to analy-
sisof the transmission of monetary policy decisionsinto particular ssgments of thefinancial mar-
ket, analysis of inflation expectations, and so on.

4.5. From Priority of Monetary Data to Priority of Data on the Real Economy (1998—2000)

If theperiod from theearly 1990s up to 1997 can be described asaperiod of high priority for infor-
mation on monetary developments, the situation changed drastically at the start of 1998 with the
switch to the new monetary policy regime (inflation targeting). Owing to the central role of infla-
tion forecasting in the new system, the statistical needs were focused on information on inflation
and the factors affecting it. Information from the real economy was of paramount importance.

For instance, monetary policy defined entirely new requirementsfor the Czech Statistical Of-
fice. Thesewerelinked with the cal cul ation and publication of “ net inflation”, thisbeing the price
indicator whichthe CNB concentrated onwhenitintroduced inflation targeting. The CNB’sstatis-
ticswereal so focused on themonitoring of new indicators, such astheinflation expectationsof the
financial market and developmentsin the household and enterprise sectors. In addition to the defi-
nition of new indicators, attention was directed at indicators that had not previously been utilised
very much, such asimport priceindicators, national accounts statisticsin the household sector and
certain indicators of external economic trends and raw materials prices.

The dominant role of inflation forecasting in the inflation targeting regime required the use of
both simpleand more sophisticated modelling techniques. In thisconnection, the CNB faced prob-
lemswith thefact that time serieswere too short and key macroeconomic variableswere subject to
frequent revisions (often for only part of the historical time period). Enhancing data quality re-
mains one of the Czech Statistical Office’s mgjor challenges to this day.

4.6. From Priority of Monetary Data to Priority of Data on Public Budgets (2000 to Date)

One of the CNB’s current monetary-policy statistical needsis for data on public finances in the
Czech Republic. This datais collected by the Czech Statistical Office in collaboration with the
Czech Ministry of Finance. From the CNB’s perspective, this areastill has insufficient coverage.
Although very detailed information isavailable on public financesin the Czech Republic, it isnot
structured in SNA format. Owing to the widening public budget deficits in the Czech Republic
sincethelate 1990s and the associated risein public debt, the monetary and economicinfluence of
fiscal policy isgrowing too. Optimum co-ordination of monetary and fiscal policy hencerequiresa
deeper analytical perspective on therole of fiscal developmentsin the overall development of the
economy (analysisof thefiscal position, fiscal impulse, etc.), soitisessential to haveinformation
on the public sector of commensurate quality and structure. The monetary-policy statistical needs
for monitoring of the public budgetsunder the SNA methodol ogy arenot fully covered at present.

4.7. From Priority of Data for Partial Economic Analysesto Priority of Data for Macroeco-
nomic Modelling (2000 to Date)

A precondition for successful monetary policy-making in theinflation targeting regimeis knowl-
edge of the monetary transmission mechanism. One of the approachesto simulating the effect of
changes in key interest rates on demand and subsequently on inflation involves macroeconomic
modelling. During 2000, work was completed on the CNB’s macroeconomic model for short-run
and medium-run inflation forecasting. Among other things, the construction of this model in-
volved certain data requirements. A key problem was the fragmented data base and inconsi stent
time series, especially with regard to information from the real economy and for the government
sector. Information falling within the purview of the central bank (the monetary statistics and bal -
ance-of -payments statistics) was obtained from the CNB’s internal data bases.

Theissueof thecollection of statistical information for macroeconomic modelling hasyettobe
fully resolved. The workersresponsible for drawing up macroeconomic forecasts still haveto de-
vote considerable time and resources to updating data bases, which moreover are maintained lo-
cally by the creators of themodel. In thisrespect, thereisquitealot of room for further streamlin-
ing of the data collection process, for instance by maintaining a central statistical data base. The
CNB’smacroeconomic model isnot only important to the needs of monetary policy itself. Itisalso
used to simulate economic trends in the Czech Republic within the pre-accession economic
programmes, in communications with the ECB and EC, and so on.
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As mentioned in the subsections above, the monetary-policy requirements as regards the collec-
tion of statistical information have undergone fundamental changessincethe start of the economic
transformation process in the Czech Republic. In addition to these fundamental changes, the
CNB’s statistics— aswell asthose of, for instance, the Czech Statistical Office —have been faced
with a series of extraordinary events. In 1993, for example, there was the split-up of the former
Czechoslovakia, which in many cases led to the loss of what were already short time series from
the period 1990-1993. Another major factor was the financial problems experienced by Czech
banks in the late 1990s, when a series of bankruptcies seriously disrupted the collection of infor-
mation on bankingfinancial institutions. Thisperiod al so saw theemergence of entirely new statis-
tical requirements with respect to banking supervision at the CNB, in particular the collection of
information onloan classification, capital adequacy, securitiesportfoliosand suchlike. Anentirely
separate paper could be written on the history of data collection for supervisory needs. Given the
specific status of banking supervision within the central bank and thefocus of thispaper onthe sta-
tistical needs of monetary policy, we shall merely state that the banking supervisor’ sstatistical re-
quirementshaveledto the establishment of special statisticsto meetitsneeds. Inthe Czech Repub-
lic'scase, thisisevidenced, for example, by the establishment of aseparate commercial banksbal-
ance sheet (in 2002) for banking supervision at the CNB.

The collection of statistical information for the CNB’s monetary policy needs has covered the
basi c requirementsfairly adequately. But that certainly does not mean monetary policy hasalways
had the necessary information at itsdisposal. Much of theinformation hasbeen collectedfor arela-
tively short period, historically speaking, and thiscreateslimitsfromtheanalytical point of view.

5. The Scope and Limits for Using Statistical Information for Econometric
Analysis

Atthestart of the 1990s, in connection with new and expanding contactswith foreign experts, with
theinflow of foreign literatureand with the opportunitiesfor Czech studentsto study at prestigious
foreign universities, there arose aneed to seek answersto important economic questions by apply-
ing econometric methods of data analysis. At this time, people began to ask for the first time
whether it might be feasible to create practicable econometric models. Theoretical knowledgein
thefields of statisticsand econometrics had alwaysbeen at ahigh level in the Czech Republic, es-
pecialy in academia, but the new social and, in particular, economic order naturally opened up far
greater opportunities for the practical application of these scientific disciplines.

5.1 Initial Considerations Regarding the Practical Use of Statistical and Econometric
Methods (1990-1993)

From the very outset, the most important institution to show aninterest in the analysis of concrete
statistical data using sophisticated statistical and econometric methods was the State Bank of
Czechoslovakia. But getting started with econometric analysis at that time was no easy matter —
there were very few expertsin thefield, there was practically no experience in the analysis of the
statistical dataemerging inthe new environment, andto capit al the statistical datacharacterising
fundamental economic processes was not of high quality. Some methodological progress was
made in the first years of the transformation, but with regard to the quality and continuity of the
database aserious problem arosein 1993 when the Czech and Slovak Federal Republicwassplitto
form the Czech Republic and Slovakia. The*“ cultivation” of the statistical databasefor further an-
alytical activity in the Czech Republic consequently did not start until 1993. But because the eco-
nomic transformation was then in full flow, the need to analyse concrete data was intensifying.
This need conflicted with the economic possibilities. Statistical and econometric methods are
founded on the accumulation principle, and the database at thetimewasvery limited. Thetime se-
rieswere so short and unstable that they virtually precluded any analysis. Some economists began
to adopt a sceptical attitude towards such methods. Within the Czech National Bank, however,
these views never held much sway. Quite the reverse, right from the outset the CNB encouraged
and utilised empirical economic analysis, even though it had to be mindful of itslimited informa-
tivevalue. Thiswaswithout doubt theright approach, for in theyearsthat followed, the expanding
database and thelengthening time seriesled to significant progressbeing madeinthe practical ap-
plication of statistical and econometric methods.

IFC Bulletin 16 — July 2003

45



PAPERS

5.2 The Process of Enhancing the Data Base and the Switch to More Sophisticated Data
Analysis (1994-2002)

Thefollowing examplesillustrate the problemsexperienced with using statistical datafor standard
econometric analysisin the period of transformation of the Czech economy:

In 2001, for example, astudy entitled An Analysis of the Consumption Function in the Czech
Republic (Arlt, Radkovsky and Eutkovéa) was undertaken at the CNB. Thisanalysed the consump-
tion behaviour of househol dsinthe 1990s, testing econometrically the hypothesisof permanent in-
come. In the paper’s introduction, the authors wrote: “ The analysis of consumer demand in the
Czech Republic hasseveral specificfeatures. First of all, theperiod under reviewisvery short. For
the eval uation of the consumption behaviour of householdsin other countries, time seriesof twenty
yearsor moreareroutinely used. Moreover, this period isinconsistent with the previous one, both
methodol ogically and substantively. In the command economy period, the consumption behaviour
of households was formed in a climate of minimal insecurity with respect to changes in income,
and of practically zero unemployment. Consequently, consumers derived their consumption
chiefly from current disposable income. The market economy, which has diametrically changed
both the status of the individual and the role of the state in the economy, hastotally disrupted the
previous linkage between income, consumption and saving.”

“The decade under review is itself highly inhomogeneous from the analytical view-
point. Thiswasa period inwhichthefoundations of a market economy wer e established
and when the consumption and monetary behaviour of househol ds was formed against
the background of a series of one-time transfor mation measures (price liberalisation,
tax reforms, privatisations) and moreover in conditions of a splitting of the stateand its
currency. The adjustment to the market environment proceeded in climate of consider-
able uncertainty (a change in economic policy regime, the absence of a blueprint for
transforming the social system), which bolstered the effect of psychological factorson
the consumption behaviour of households.”

“ An ultimately independent problem is the lack of empirical evidence in this area —
starting with the definition of the consumption indicator itself asa comprehensiveindi-
cator with no detailed analysis, through insufficient information on households' in-
comeand asset levels, to the virtual absence of much significant information regarding
the consumption behaviour of households, for instance information from voucher
privatisation.”

Clearly, then, for thereasons given above, i.e. the marked instability of the economic environment
and the shortcomingsin thedata, theresults of the study, whatever they are, need to be put into per-
spective. Thetypical dilemmainthemid-1990swasasfollows: whether to perform an analysisde-
spite the instability and data deficiencies, or whether to not bother trying, for the reasons given
above. In the end, analyses were performed in full knowledge of the data limitations, something
that was necessarily reflected in theinterpretation of theresults. However, in some casestheanal y-
seswere conducted morethan oncein different time periods, and inthisconnectionitisinteresting
to compare the changes that occurred.

One example of such an approach isthe analysis of money demand, which has been conducted
atotal of three times. A paper entitled The Influence of Selected Factors on Money Demand in
1993-1996 (Arlt, Gubaand Stiller) wasissued in 1997. The quarterly time series employed (M1,
M2, 1Y PRIBOR and GDP) werevery short —running from 1993 Q1 to 1996 Q4, i.e. four yearsin
all. For thisreason, only single-equation ADL modelswere used, and within them co-integration
was tested. The conclusions section of this paper states: “ The results of the analysis are only
orientational in nature. They are qualified by the small number of observationsand the short time
period towhichtheanalysisrelates. Oneshould bear in mind that the conditionsinwhich theecon-
omy developed in 1993-1994 were largely different from the present reality and probably also
fromthe future.”

Therefollowed in 2001 apaper called The Influence of Selected Factorson Money Demand in
1994-2000 (Arlt, Guba, Radkovsky, Sojkaand Stiller). Thisis more sophisticated than the previ-
ousstudy inseveral respects. It containsatheoretical economic explanation of theissueand aclari-
fication of the econometric view of money demand, and the empirical part is more thorough. The
analysisisbased onaV AR model, withinwhich co-integration istested using aJohansentest. The
result characterises the long-term rel ationships between real M2, the 1Y PRIBOR and real GDP
withtheaid of aVEC model. Thisanalysisismoreextensiveand thorough thanits predecessor, but
its conclusions section states similarly: “ One should bear in mind, however, that the results of the
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analysis presented here are only orientational in nature. They are qualified by the short time pe-
riod to which the analysisrelates’ . The data again did not allow any testing of the hypothesesin
long-term relationships or of the hypothesis of weak exogeneity.

In 2003 athird paper was published: A Model of Money Demand in the Czech Republic andits
Usefor Constructing Forecasts (Arlt, Guba, Radkovsky and Sojka). This paper, which usestime
seriesrunning from 1994 Q1 to 2002 Q2, takes usfurther forward. The dataallow aVAR model to
be used asthe basis for the analysis. In a system containing four logged time series (real M2, the
rateof inflation, real GDPandthe 1Y PRIBOR) aJohansentest proved the hypothesisthat the sys-
tem is co-integrated and contains two co-integration vectors and two common trends. InaVEC
model, thedataal so allow testing of theweak exogeneity of thetime serieswith respect to parame-
ters characterising long-term relationships. Because the restrictions representing the weak
exogeneity of thetime seriesanalysed are not identifying restrictionsfor the estimates of the co-in-
tegration vector parameters, it isvery important al so to consider the restrictions on the co-integra-
tion relationships. Theserestrictions are simultaneously of key material importance, asthey allow
empirical testing of specific economic hypotheses. Inthefirst co-integration relationship, onecan
consider therestrictionleading to thelong-run money demand function. Inthisconnection, one can
also consider the restriction representing the existence of aco-integration rel ationship between the
velocity of money and therate of inflation or thenominal interest rate. Inthe second co-integration
relationship it is possible to consider the restriction representing the co-integration between the
nominal interest rate and the rate of inflation. If the parameters of this co-integration vector arethe
sameand have opposite sign, thereal interest rateisastationary time series. Thisstudy also analy-
ses the possibilities for using the money demand model for predictive purposes, something that
was not possiblein the previous studies.

Themoney demand exampleillustrates aprocess of learning and refinement, facilitated by the
lengthening time series and growing experience of analysts. The current state of the data base is
still not satisfactory of course, but since 1993 we have attained a qualitatively different level.

The expanding data base and the lengthening time series have led, over the last few years, to
further significant progress in the area of modelling of the Czech economy. The CNB has aso
started to devote considerabl e attention to the creation of |arge aggregate macroeconomic models.
Although there are still many unresolved methodological problemsin this area, the fact that ex-
perts at the CNB are addressing thisissueis, for many reasons, positive and beneficial.

5.3. Analysis of Financial Time Series

The importance of quantitative information on the financial market is currently on the increase.
Much of thisinformationisprovidedintheform of financial timeseries. Thesetime seriesare spe-
cific, and, compared to other types of economictime series, have certain featuresthat in many situ-
ations require novel analytical approaches. The basic difference is in the time frequency with
which they are monitored. Normal time series are usually monitored at yearly, quarterly and
monthly intervals, whereasfinancial time seriesare monitored daily or hourly. Clearly, when ana-
lysing such time series the problem of data deficiency evaporates. The sufficiency of thedatacre-
atesroom generally for qualitatively different methods, for it allows usto better reveal the proper-
ties of generating stochastic processes. When we model financial time series, it turns out, for ex-
ample, that the assumption of normality and linearity istoo “coarse”. Thisisleading to effortsto
apply non-linear models. It can be said generally that wein the Czech Republic arefaced with simi-
lar problems as analystsin relatively stable economies, asthe basic features of our financial time
seriesand thosein devel oped economi es are much the same. The econometric analysisof financial
timeseriesisarelatively new scientific discipline. Webelievewe have summed up the basic trends
in its development.

6. Conclusions

The economic transformation in the Czech Republic has fundamentally affected not only the
CNB’s monetary policy-making, but also the collection, processing and analysis of statistical in-
formation. The monetary goals of currency and price stability could hardly have been achieved
without a corresponding response to monetary policy needsin the statistical areain this period.
Theevolution of the CNB’smonetary-policy statistical needs can be broken downinto two ba-
sic periods. Inthefirst period, i.e. the early stage of the economic transition in thefirst half of the
1990s, the focus was on collecting basic data on the monetary area, the balance of payments, the
real economy and the government sector. For the CNB’s monetary policy, information on loans,
deposits, interest rates and the bal ance of payments played the dominant role. In the second period
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(fromthemid-1990s up to the present), which can be characterised asaperiod of astandard market
economy, theroleof dataonthereal economy, thefinancial marketsand the government sector has
grown considerably in importance. Particularly significant has been the shift towards high-fre-
guency data from the financial markets and towards data for macroeconomic modelling.

In addition to the collection of information for monetary policy needs, much progress hasbeen
made since the mid-1990s in the use of statistical and econometric methods for analysing data.
Thisisdueto thegrowing knowledge and experience of analysts, better software, and animproved
database. M ore sophisticated linear time-seriesmodel s are being devel oped, and increasing atten-
tion is also being devoted to non-linear models.

The statistics in the Czech Republic at present cover the CNB's standard monetary-policy re-
quirements and are on a par with those in the advanced countries. Henceforth, the devel opments
and trendsin the Czech statisticswill reflect the standard changes proceeding in the advanced na
tions.

Ivan Matalik, Czech National Bank
and Josef Arlt, Czech National Bank and University of Economics, Prague
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Use of statisticsin developing
UK monetary policy

Robin Lynch and Craig Lindsay (Office for National Satistics)

1. Introduction

This paper looks at economic statistics, in particular National Accounts and labour market statis-
tics, inthe UK, their significance to monetary policy, and their use in macro-economic modelling.
In doing this, the paper will set out the context in which UK monetary policy is set, both political
and theoretical. The use of economic datain modelling by the Bank of England will be briefly de-
scribed. Finally, the paper will outline theimplications of monetary policy for statistical priorities,
and areas for future statistical development.

2. The UK Monetary Policy Framework

Thecurrent Monetary Policy Framework inthe UK was establishedin 1997. The Bank of England
has operational responsibility for setting thelevel of short-term interest ratesnecessary to meet the
Government’ s stated inflation target —currently, 2.5 per cent. However, whilethe main focusison
maintaining price stability, the Bank is required to take wider economic considerations into ac-
count. Specifically, the overall monetary policy objective is of delivering price stability and,
“without prejudice to this objective, supporting the Government’s economic policy, including its
objectives for growth and employment”.

In terms of the actual setting of interest rates, operational decisions on interest rate policy are
made by the Monetary Policy Committee. This comprises 5 bank officials (hamely the Governor,
the 2 Deputy Governors, the Bank’ s Chief Economist, the Executive Director of Financial Market
Operations) and 4 external members appointed directly by the Chancellor. Decisions of the MPC
are made on aone-person one-vote basis, with the Governor having the casting voteif thereisno
majority.

Theaimisthat the process should be astransparent as possible. Minutes of the M PC meetings,
including voting records, are published no later than six weeks after the meeting. The Bank isre-
quired to publish aquarterly Inflation Report in which it accountsfor its monetary policy actions,
setsout and justifiesits analysis of the economy, and explains how it intends to meet the Govern-
ment’s inflation target and support the Government’s economic policy. In the event of inflation
missing thetarget by morethan 1 per cent, either aboveor bel ow target, the Governor of theBank is
required to write an open letter to the Chancellor of the Excheguer setting out the reasons.

3. Monetary Policy Management

In preparing the Inflation Report and deciding on interest rates, the Bank and the MPC look at a
rangeof domestic andinternational economic and monetary factors, which haveabearing oninfla-
tionover thefuture. Thepolicy decision al so takesaccount of devel opmentsaffecting businessand
commerce throughout the UK. Information on such developments comes from a number of
sources including official government statistics, business surveys, and the Bank’s own regional
agents.

Much of the Bank’ s decision-making is informed by econometric modelling and official data
provides the cornerstone of that modelling work. To appreciate the importance of economic data,
one needs to understand the assumptions underlying the Bank’ s modelling. The Bank operates a
pluralistic modelling approach, using different types of macroeconomic and VAR model. How-
ever, themain model isknown asthe MM, and incorporates some basic propositionswhich illus-
trate how the Bank thinksthe economy works, and the transmission mechanism for monetary pol-

icy.
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The first assumption is that long-run economic performance depends on the supply side fac-
tors, such astechnical progress, capital accumulation, and the size and quality of thelabour force.
Monetary policy haslittle effect on these supply-side factors as the long-run equilibrium path for
real variablessuch asoutput and employment isindependent of thelevel of pricesin money terms.

Second, thereisno long-run trade-off between inflation and unemployment, or between infla-
tion and output. Thus the Phillips curveisvertical inthe long run, and it isimpossible to achieve
persistently higher output, or lower unemployment, by tolerating higher inflation.

Third, it takestime for the economy to respond to shocks that move it away from equilibrium.
Asaresult, thereisashort-run trade-off between inflation and output —inflation tendstorise or fall
as the pressure of demand on capacity in the economy varies.

Beyond this, the model also assumesthat the level of pricesin money terms, and therate of in-
flation, depend on monetary policy; and that, since the UK is an open economy, domestic output
and inflation are strongly influenced by devel opments abroad.

From all of this, one can seethat inflation tendsto rise or fall asthe pressure of demand on ca
pacity in the economy varies, specifically according to the degree of disequilibrium between de-
mand and supply capacity. This pressure can beindicated by number of economic indicators. On
the labour market side, inflation will occur if the demand for labour exceeds available supply.
Other things being equal, there will tend to be upward pressure on earnings growth, and hence on
unit wage costs and ultimately on retail price inflation.

4. The Labour Market

Signs of excess demand within the labour market may appear in different data, however the most
carefully watched areas tend to be earnings and unemployment.

Earnings growth is probably the most important indicator within the labour market, from a
monetary policy perspective. Rapidly increasing employment, or falling unemployment, may give
asignal of possible pressures ahead, but the key mechanism for transmitting inflationary pressure
from the labour market into pricesisearnings. Within the UK, therough guideisthat annual earn-
ings growth of around 4.5 per cent is compatible with the inflation target; thisis based on 2.5 per
cent inflation plusaround 2 per cent productivity gain. However, itisonly aguide and recent years
have seen earnings growth reaching as much as 5.x per cent, with little discernible impact on
prices. In part, this appearsto be due to the inability of employersto pass on their increased costs
dueto competition. Whatever, asaresult, profit marginsin some sectors have been squeezedinre-
cent years.

Unemployment is also akey indicator of potential inflationary pressure in the labour market.
Asunemployment falls, inflationary pressurewill, on the whole, increase asthe availability of la
bour, and in particular skilled labour, decreases. The non-accel erating inflation rate of unemploy-
ment (NAIRU) impliesthat thereisaparticul ar rate of unemployment whichiscompatiblewith an
inflation target of 2.5 per cent. |nwatching thelabour market for inflationary warningssigns, ana-
lystswill keep its proximity to the NAIRU in mind. However, it is an inexact science. First, esti-
matingtheNAIRU isdifficult enough but therateisnot fixed —structural changeinthelabour mar-
ket will alter the NAIRU over time. For example, most estimates for the UK put the NAIRU at
around 7 per cent in the mid-1990s, whereas more recent estimatestend to be around 5 per cent as
the UK hashad aperiod of sustained lower unemployment, without any signsof inflationary earn-
ings pressure. Second, the pace of growth may also matter: faster fallsin unemployment will allow
lesstimefor the market to adjust —for peopleto reskill or relocate —and hence, increasethelikeli-
hood of wageinflation. The slow, gradual changes seeninrecent yearsmay be onereason why UK
unemployment has been able to edge down to its lowest level since the 1970s without triggering
high wage inflation.

Earnings and unemployment tend to receive most attention, particularly from private sector
City forecasters; however, they are not the only indicators. On the demand side, employment and
vacanciesal so matter. For example, theMM model definesemployment bothintermsof hoursand
headcount. Theintroduction of hoursreflectsthefact that hoursworked tend to bemoreresponsive
to the economic cyclethan simple employment. Inthe event of aslowdown, employerswill reduce
hours but continue to hoard labour on the basis that the slowdown may be temporary. It is only
when it becomes clear that the downturn is entrenched that they will begin to shed labour. Simi-
larly, inanupturn, firmswill tend to increase overtimerather than employment until they are confi-
dent itisnot atemporary upswing. Assuch, employment and hoursworked provide agood indica-
tion of activity within the economy.

However, employment only provides part of the demand picture, namely met demand. Official
data on vacancies are also available, though only on an experimental basis at this stage. This pro-
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vides an added angle—as demand for labour increases and it becomes more difficult to recruit, the
number of unfilled vacancies will rise. Facing recruitment problems, firms may increase wages
leading back into earnings inflation.

Connected to this, another signal of possible future wage inflation isthe level of skills short-
agesintheeconomy. Official dataislackinginthisarea. Instead, the Bank monitorsreportsof skill
shortagesviareportsfrom itsregional agents. In addition, business bodies such asthe Confedera-
tion of British Industry producefigureson skills shortages. Increasing shortages may beindicative
of futureinflationary pressure. However, one hasto be aware of thefact that the effectsmay differ,
for exampleif shortages are specific to an industry or alocality, and not a general problem in the
economy.

Finally, in terms of demand and supply, an areaof increasing interest isthat of inactivity. Over
thelast few decadesthere have been anumber of changesin the characteristicsof theinactive, most
notably the decline in the rate of female inactivity and the increase in male inactivity. It seems
probabl ethat there aregroupsof inactivewho are more closely connected to thelabour market than
in previousyears, and who, may more readily moveto active participation, for example, aslabour
market conditions change. As such, it seemslikely that one reason why falling unemployment in
recent years hasn’t triggered inflationary pressureisthat thereisadegree of additional slack inthe
market due to the inactive.

5. Briefing and Feedback

The MPC meetsmonthly to decideif achangeininterest ratesisnecessary. Before each meetinga
team of Bank of England economists brief the Committee on different aspects of world and UK
economic developments. This process generates a need for economic statistics which are timely
and reliableindicators of later more firmly-based measures. The briefing is conducted in the spirit
of opennessand transparency that characterises other aspects of the Committee’ sdecision-making
process. For example, the national accountsdirector of the office for national statistics attendsthe
briefings, and learns at first hand the views of the economists and the Committee members on the
timeliness, relevance and reliability of the official statistics being used.

Thisdirect and immediate feedback isgenerated by an open processfor aclear purpose, and so
isof great valuein helping the official statisticians determinerelative priorities for both the short
and long term, in allocation of resources to improve the quality of the statistics. Immediate con-
cerns are relayed back to the office and either explanatory notes are submitted to the economists
providing the briefing, or for more serious concerns, astatistical notewill be produced suitablefor
circulation to Committee members. Areas such asinternational trade deflators, household expen-
diture and public sector output are areasthat were the subject of extended briefing in 2002. These
notes ensure acontinuing and constructive dial ogue between users and providersof officia statis-
ticsto a uniquely short timetable and with great relevance to immediate user needs.

Oneaspect of the monthly decision-making cyclewhich officia statistics must note, isthe per-
vasive use of attitude business and household surveys. M easures such asthe changein confidence
of householders are obviously key inputs to economic modelling. At present, these surveys are
conducted by non-government bodiesin the United Kingdom, and therefore do not have the qual-
ity hallmark of independence that a national statistical office provides. In the United Kingdom,
policy making has suffered from the existence of two sometimes contradictory measures of move-
mentsin house prices, compiled by privateinstitutions. A comprehensive official statisticisunder
development. Should national statistical officesalso look to provide official estimates of business
and consumer attitude measures?

6. Future Developments

TheOfficeislooking at anumber of waysof improving the datait providesto the Bank of England.
It some areas, the aim is to improve the timeliness of data. For example, at the moment Labour
Force Survey estimates are available approximately 6 weeks after the end of the reference period
e.g. figuresfor the January-March period are available in mid-May. Work isunder way |ooking at
the possibility of producing estimates for key figures a month earlier than this. In addition, cur-
rently LFS dataare published asrolling quarterly estimates; the possibility of producing monthly
datais being examined. Another improvement isthe development of aLabour Cost Index which
will giveafuller pictureof thecostsborneby employersthantheexisting Average EarningsIndex.
The services sector isanimportant part of businessin the economy whichisbeing measured in
amore comprehensive and timely manner. An experimental monthly Index of Services Output is
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under development with aview tointroducing it asan official statisticin 2005. Thishasa so meant
extension of price measurement into the corporate services sector, and compilation of anew mea-
sureof inflation called the Corporate Services Price Index isunder way. The Bank of England and
the Monetary Policy Committee have enthusiastically welcomed these new statistics.

In addition to timeliness, the ONS is looking at ways of improving the coherence of existing
statistics. For example, improving reconciliation between different data sources, in particul ar the
different measures of employment and jobs, and improving our understanding of different sources
of dataon hoursworked. The industrial analysis of output and labour generates measures of pro-
ductivity which are key in understanding the performance of the economy through measures of
productivity, and work is under way to examine the coherence of the measures through a frame-
work of national and labour accounts.
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Statistics on euro-area banks' deposit
and lending rates:
analytical use, concept and implementation
at the Bundesbank

Sefan Brunken (Deutsche Bundesbank)

In order to prepare reliable euro-area aggregates for the banking statistics, the European Central
Bank (ECB) needs methodol ogically consistent country data, which are compiled by the national
central banks (NCBs). Quitelogically, thelead role in the harmonisation of the national reporting
conceptsin thefield of banking statistics has been assigned to the ECB at thelevel of primary law.
Asearly asJuly 1996, all the measuresrequired for thispurposewere outlined in an “Implementa-
tion Package”? by the European Monetary | nstitute—the predecessor of the ECB. One of theitems
at the very top of the agenda was the development of banks' harmonised interest rate statistics.
This project was tackled in spring 2000 following the initial installation of transitional statistics
based on available, non-harmonised data to meet the most urgent user requirements.® Following
amost two yearsof discussionsonthestatistical foraof the European System of Central Banks, the
harmoni sed interest rate statistics concept was adopted by the ECB Governing Council in Decem-
ber 2001. The reporting requirements are enshrined in alegally binding ECB regulation and have
been implemented in the national reporting systems. Production of the new data started in Febru-
ary 2003. Owingto the unfamiliarity and complexity of the new statistics, however, thefirst results
are unlikely to be published before autumn 2003.

1. Basic features of the concept and implementation at the Bundesbank
Object of reporting

Thenew statisticscover interest ratesfor euro depositsand euro loansagreed by MFIs* with house-
holds and non-financial corporations.” In order to minimise the reporting burden on banks, busi-
nesswith financial corporations and government as well as foreign currency positions are not in-
cluded. Thisminor restrictive qualification is reasonable from a user vantage point, especially as
the share of depositsincluded in the monetary aggregates which are not covered tendsto be rather
small. TheMFIstransmit the datato the NCBsevery month. The NCBsthen submit the aggregated
country results to the ECB.

User requirements mean that theinterest rates areto be stated separately for thetotal outstand-
ing amounts of deposits and loans and for the newly concluded contracts.® Formerly, most of the
national interest rate statistics did not make this dual requirement (for the German banksthe rates
on outstanding amounts are uncharted territory). The new business rates are calculated as a
monthly average: in addition to the newly concluded deposits and |oans during the month, all rene-
gotiations of the terms and conditions of existing contracts between abank and its customers are
incorporated so that interest rate adjustments are captured. The analysis as a monthly average
means that any end-of-month effects do not have an impact on the figures. On grounds of consis-
tency with the MFI balance sheet statistics, the rates on outstanding amounts have to be based on
the state of the books at the end of the month. Alternatively, implied interest rates may aso bere-

1 Article5.3 of the Satute of the European System of Central Banksand of the ECB read in conjunction with the Memo-
randum of Understanding on Economic and Financial Satistics between the ECB and Eurostat of 10 March 2003.

2 Satistical requirements for Sage Three of Monetary Union, European Monetary Institute, July 1996.

3 Published in the Bundesbank Monthly Report (Statistical Section, Table V1.6) and in the ECB Monthly Bulletin (Table
3.4).

4 Monetary Financial Institutions (MFIs) include credit institutions as defined in Community law and all other financial
institutions whose business is to receive (close substitutes for) deposits and/or grant credit in economic terms.

5 Owing to their specialised business, money market funds and NCBs are exempted from the reporting requirement.

6 Inthecaseof overnight deposits, depositsredeemableat notice and overdrafts, thenew businessratesarecalculated in
the same way as rates on outstanding amounts owing to the high frequency of cash-flows on those schemes.
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ported, which arederived by relating the banks” interest income and expensesto the monthly aver-
age stock of the product category concerned. The Bundesbank does not use this option.

The interest rates are to be broken down by product category, maturity, economic sector,
amounts' and—in the case of loans— by purpose, with thenumber of reportingitemsfor therateson
outstanding amounts being lessextensivethan for the new businessrates (14 compared with 31, re-
spectively). Generally, the definitions applying to the breakdown criteriafor the harmonised MFI
balance sheet statistics have been used: thisapplies, above all, to the definition of product catego-
riesinlinewith the requirements of the European System of Accounts.? A further analogy with the
balance sheet statisticsis that all the relevant deposits and loans of a single product category are
now to beincludedin determining interest rates and not —as used to be the case—only the standard
products. Consequently, the results are more representative. The close conceptual link between
both sets of statistics hasthe advantagethat the price variablesin theinterest rate statistics—above
all, the rates on outstanding amounts — can be rel ated to the volume variables in the balance sheet
statistics for analytical purposes.

Methodology

Volume weighting of the interest rates: The euro-areaindicators for volume statistics, such asthe
MFI balance sheet statistics, are determined by aggregating the country figures. By contrast, the
MFI interest rate stati stics, which are designed asprice statistics, requireaweighted average of the
national ratesto beformed so that representative “ community interest rates’ are obtained. For this
purpose, the ECB calculates volume-weighted average interest rates for the euro areaon the basis
of aggregate national businessin the respective product categories. Whiletheweightsfor therates
on outstanding amounts may betaken virtually in their entirety from the MFI balance sheet statis-
tics, thevolumes of new businesshaveto bereported separately by thereporting agents. AsFigure
lillustrates, theprincipleof volumewei ghting appliesto all statesof aggregation in cal culating the
rates, i.e. tothepreparation of theindividual MFI’ sratesand the national “ components’ aswell.

Figure 1 — Step-by-step calculation of the volume-weighted
euro-area interest rate indicators

Step 3: Y% Caleulation of volume-welglied average interest rates
ECB Fil for the ewro area per product category

Step 2: "-:"-,I Calculation of volume-weighted average interest rates
NCBs  // for the country per product category

Step 1: "-:"'x_l Caleulation of volume-weighted average interest rates
MFIs for the bank per product category

The earlier Bundesbank interest rate statistics made no provision for volume weighting. Instead,
the banksreported therate of interest agreed most frequently within agiven reporting period. Even
though thismethod supplied usabl e resultsfor analysisat national level, the new volume-weighted
interest rates have a higher coverage.

Typeofinterest rate: Using effectiveinterest ratesrather than nominal interest rates meansthat
thetiming and amounts of the relevant product-specific payment flows—and, optionally, the addi-
tional fee componentsin the case of loans— can be covered in the correct actuarial manner. How-
ever, since providing effective interest rates causes the banks considerably greater costs, the ECB
fundamentally leavesit to the NCBsto decide whether theinterest rates should be reported asnar-
rowly defined effectiverate (NDER, formulain linewith ISMA, see(1); masking out of additional
cost components)® or asan annualised agreed rate (AAR; annualisation of the agreed nominal rate
of interest, see (2)). The Bundesbank hastransferred the right to use this option to the banks.* The

1 Only for the new business rates in the case of loans (excluding overdrafts) to non-financial corporations.

Eurostat, European System of Accounts — ESA 1995, Luxembourg, 1995.

3 International Securities Markets Association; the formula provides for exponential interest calculation also below 12
months.

4 Nevertheless, the use of the NDER is also recommended for products with irregular cash flows.
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new business rates for loans for consumption and house purchases to households are, however,
obligatory to be provided also on the basis of the annualised percentage rate of charge (APRC;
formulain line with ISMA, see (1); inclusion of additional cost components) pursuant to the re-
quirements of the Consumer Credit Directive.
K=m K'=m' '
My =y A
k=1 (I+i)* k=1 (A+i)«©
with i = NDER (excl. fees) or APRC (incl. fees)

Ay =loan drawdown or deposit

A'y. = interest, redemption and (only for APRC) fee payments

tx = time elapsed between first and following |oan drawdown/deposit

t'y. = time elapsed between first loan drawdown/deposit and interest, redemption and (only
APRC) fee payments

r
(2) AAR=(1+-29)" -1
n
with ry = agreed interest rate; n = number of interest capitalisations/year.

Actual reporting population: In the case of price statistics, stable overall results can be generated
from the reports of a sub-population of MFIs. Provision is therefore made for sampling. This
meansthat the reporting burden on the institutions and the processing input at the NCBs can bere-
duced. So that the national samplesarerepresentativein respect of interest rates and new business
volumes, minimum requirements are to be observed with respect to the sample size (maximum
random error for interest ratesin new businessover all product categories, given a90% confidence
level, smaller than 10 basis points?), the procedure (stratifying the institutions into homogeneous
classes® in order to reduce the sampling error) and the drawing (random principle or selection of
the biggest institutions). The sample should be updated at | east every two years. In Germany, 199
of theexistingtotal of 2,400institutionsbel ong to the sampl e, which hasbeen drawnfrom 15 strata
by selecting the biggest institutions, respectively.

2. Analytical use

Monetary policy transmission mechanism: With the harmonised statistical interest rateindicators,
itisnow possibleto analyse the way in which the monetary policy transmission mechanism oper-
ates in the euro area as awhole and in the individual member states using a single methodology.
Theintensity and timing of theinstitutions' interest rate adjustmentsin responseto changesin offi-
cial and market interest rates (pass-through) can be ascertained on the basis of developmentsinthe
new businessrates. Enterprises’ and households’ decisions on investment, saving and consump-
tion are determined, aboveall, by interest rates at the current end, which areindirectly influenced
by monetary policy (interest rate channel). The quite in-depth breakdown of the reporting frame-
work meansthat it is also possible to determine systemic differences in transmission for various
products and economic sectors among the customers. The separately reported volumes of new
business extend the range of possibilities with the analysis of banks' quantity reactions, which is
likewiseimportant for understanding the way in which the transmission mechanismworks. At the
micro level, the NCBscan analyse whether agiven bank’ smarket share—measured by thevolume
of new business—hasasignificant influence on its price and quantity response pattern. Using the
rates on outstanding amounts, it is possibl e to derive theincome effects of transmission on non-fi-
nancial corporationsand households created by the changein thecost of loansand/or ininterestin-
come.

Monetary analysis: The interest rate statistics provide the price-related information on the
monetary indicators of the MFI balance sheet statistics and are thus helpful in interpreting mone-
tary developments and their potential implications for future risks to price stability. The interest
rate differentials of the monetary and non-monetary items provide information on the
substitutability relationships between these product categories and on the opportunity costs of

1 Directive 98/7EC of the European Parliament and the European Council amending Directive 87/102/EEC for the ap-
proximation of laws, regulations and administrative provisions of the Member States concerning consumer credit.

2 Iftherequired data are not available, the sampleisdeemed to be sufficiently largeif it contains at least 30% of the po-
tential reporters (but no more than 100 institutions) or if it covers at least 75% of the relevant deposits and loans.

3 Thestrataareto bedefined so that the variance of theinstitutions’ interest rateswithin one stratumissmaller than the
variance vis-a-vis the interest rates of the ingtitutions of other strata (Huygens theorem).
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holding money. Thisplaysamajor rolein the analysis of portfolio shifts. Theinterest rateindica-
tors, eg the average remuneration of the monetary aggregates’ components, provide, as explana-
tory variables, amajor input for the money and credit demand models underlying the monetary
analysis. Thismakesit possibleto cal culatetheinterest rate el asticity of themoney demand for the
monetary components. Last but not least, the interest rate variables are also useful in estimating
supply functions.

Sructural analyses of the banking sector —financial market stability: Theinterest rateindica-
torsmay al so beemployed for structural analyses of the European banking sector from the point of
view of monetary policy and financial market stability. Theinterest income situation may be cal-
culated by combining interest rateswith the quantity variables; theindicatorsbased on outstanding
amounts model the current situation, while the new business indicators are forward-looking and
can be used for interest income forecasts. The devel opment of theinterest rate margin between se-
lected deposit and lending rates can not only be analysed from an earnings perspective but also be
used as arough indicator of theintensity of price competition on the markets. Conclusions on the
competitive situation may also be drawn from the shiftsin banks' product policy, measured by the
volumes of new business; substitution effectsfrom the supply sideareof interest for users. Finally,
it isaso possible, with some qualifications, to make a rough estimate of the banks' interest rate
risks.

Market integration: Interest rate convergence indicators for the euro-arearetail markets may
be calculated on a consistent basis from the country rates, using variation coefficients. Further-
more, there are anumber of starting pointsfor approaching quantity analyses based on volumes of
new business; an interesting point, for example, iswhether and to what extent the national and/or
regional anchoring of the retail markets or the “house bank” principle change over time.
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Résumé

Enfévrier dernier adémarré, au sein desbanques central es national esdelazoneeuro, la production dedon-
nées pour |’ élaboration de la nouvel e stati stique har moni sée des taux des banques (taux débiteurs et crédi-
teurs). Ceci permet dedonner ala statistique destaux dela zone euro —qui est établie par laBanquecentrale
eur opéenne— une base cohérente sur le plan méthodique. Les nouveaux i ndicateur sde la stati stique des taux
constitueront une aide précieuse pour |’ analyse du mécanisme de transmission de la politique monétaire et
faciliteront I’ inter prétation de |’ évol ution de la masse monétair e effectuée dansle cadre de I’ analyse moné-
taire. Grace aux données recueillies coté offre, on disposera d' é éments permettant d’ analyser la situation
bénéficiaire et concurrentielle ainsi que I’ intégration des marchés dans | e secteur bancaire dela zoneeuro,
dans |’ optique de la politique monétaire et de |a stabilité des marchés financiers.

Sefan Brunken

Deutsche Bundesbank, Statistics Department,
60006 Frankfurt am Main, Germany
Sefan.Brunken@bundesbank.de
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Impact of securities transactions on the statistical
presentation of money stock developments
in the euro area

Sefano Borgioli (European Central Bank) *

The euro area broad monetary aggregate

The broad monetary aggregate M3 for the euro area includes negotiable instruments, namely
money market fund shares/units and debt securitieswith aninitial maturity of up to two years. M3
aimsto measure the money holdings of euro arearesidents, since these holdings are deemed to be
particularly relevant when assessing the monetary developments for price stability. Therefore,
from a conceptual point of view, holdings of negotiable instruments by non-euro area residents
should be excluded from M 3. In practice, however, it can be difficult to identify the residency of
the holders of negotiable instruments.

Prior to the start of Stage Three of Economic and Monetary Union (EMU) in January 1999, the
amounts outstanding of these negotiable instruments were rather small and were subject to only
moderate growth over time. Furthermore, therewaslittle evidence of any significant non-euro area
resident holdings of negotiable instruments issued by euro area monetary financial institutions
(MFls). Inview of thisfact, it was decided that the cal culation of M3 should include all negotiable
instrumentsissued by euro areaM Fls, excluding those held by the euro areaM Flsthemselves, and
that, for the time being, no attempt would be made to measure and deduct holdings by non-euro
arearesidents.

However, sincethestart of Stage Three of EMU there hasbeen amarkedincreaseintheamount
of negotiable instruments being issued. The annual rate of growth of negotiable instruments has
risen significantly sincethefinal quarter of 1999, temporarily exceeding 20%. As a percentage of
the stock of M3, negotiable instruments rose from below 10% prior to the start of Stage Threeto
12-13% by mid-2001. For debt securities alone, the temporary inclusion of non-resident holdings
distorted the growth rate of M3 in 2001 by some 0.6-0.9 percentage points.

Asfrom the April 2001 publication of monetary developments in the euro area, the ECB has
adjusted M3 to take account of the effects of holdings of money market fund shares/units by
non-euro arearesidents. Subsequently, with the publication of the monetary devel opmentsfor Oc-
tober 2001, thisadjustment was extended to hol dings of debt securitieswith amaturity of upto two
years (or short-term debt securities).? Asaresult of these adjustments, the measurement of M3was
brought significantly closer to the conceptua definition of this aggregate.

1 My thanksto Michele Manna for helpful comments and to Nagore Alvarez Ampurua for excellent assistance.
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Sources of data on non-resident holdings of short-term debt securities

Asat end-September 2001, the hol dingsby non-euro arearesidentsof short-term debt securitiesis-
sued by euro area M FIs amounted to approximately EUR 135 hillion, of which closeto EUR 120
billion-worth wereissued by French, German, Irish, Luxembourg and Dutch MFIs. Theremaining
securitieswereissued by MFlslocated in the other seven euro area countries. Currently, statistics
on the non-resident holdings under examination are derived either directly by the ECB, using the
methodology outlined in F. Mayerlen’s contribution to this conference, or are indirectly compiled
viathe national central banks, which use their own national data collection systems.

From the standpoint of statistical production methods, it may be interesting to compare the
quality of the statistics obtained using the direct and theindirect approaches. In particular, we will
focus here on the five aforementioned countries, using the statistics on the deposits held by
non-euro arearesidents with euro area MFls as a benchmark. The assumption isthat for this bal-
ance sheet item the geographical breakdown of counterparties should be highly accurate (or in any
case more accurate than can ever be achieved for negotiable instruments).

Based on monthly stock datafrom December 1998 to January 2003, the following main con-
clusions can be reached:

» Thedegree of smoothnessof the statisticsfor non-resident holdingsof short-term debt securities
islower than, but closeto that of deposits. In particular, the difference in smoothnessvis-&vis
depositsis more marked in the case of the “direct” approach. The difference is however clus-
tered in the datafor 1999 and the first half of 2000. Thereafter, no significant differences arise.
Thedegreeof inertia, measured using autocorrel ation coefficients, point to similar conclusions.

» The statistics on non-resident holdings of short-term debt securities are virtually not subject to
revisions. By contrast, revisionsamount to approximately 0.2% in the case of the corresponding
“indirect” statistics and 0.1% for deposits.

Overall, thisevidence suggeststhat the statisticsfor non-resident holdings of debt securitiesare of
a high quality, comparing favourably with those for deposits.

The external position of euro area MFIs

Following theimplementation of the adjustments, non-euro arearesidents’ holdingsof short-term
debt securitiesare now included under the MFI balance sheet item “external liabilities” instead of
the “debt securities” item as was previously the case. This adjustment of M3 has thus brought
about a parallel enhancement of the statistics for the (net) external positions.

Asaresult of the adjustment, the external liabilities as at September 2001 grew by EUR 136
billion, or 5.5% (from EUR 2,475 hillion to EUR 2,611 hillion). This wedge had therefore in-
creased markedly since December 1999, when the corresponding figureswere EUR 72 billionand
4.0%.

Table 1 — External liabilities of euro area MFIs, excluding the Eurosystem
(EUR billions (not seasonally adjusted; end of period))

Before M3 After M3 Difference
adjustment adjustment
Dec. 1999 1,797.7 1,870.1 72.4
Dec. 2000 2,186.8 2,299.3 1125
Mar. 2001 2,512.7 2,636.0 123.3
June 2001 2,570.5 2,710.4 139.9
Sep. 2001 2,474.6 2,610.7 136.1

2 Atthetime, two balance sheet itemswereidentified: money market paper and debt securitiesissued with a maturity of
up to two years. Subsequently, with the entry into force of ECB Regulation No 2001/13, the former category has been
merged into the latter.

1 Thesmoothnessis measured by the R? of thefit of the series on a polynomyal function of second order. In principle, a
“ good" seriesdoesnot need to be smooth. At the sametime, lack of smoothnessisa sign of noise, whichinturnmayre-
flect some dirtinessin the underlying raw data.
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Résumé

Lesstatistiqguesmonétairesdel’ Eurosystéme sont établiesa partir du bilan consolidé, total ement harmonisé,
du secteur des|FM dela zoneeuro et sont fondées, en particulier, sur des définitions homogenes des secteurs
émetteur et détenteur de monnaie. Dansle cadre conceptuel sous-tendant le calcul des agrégats monétaires,
le secteur détenteur de monnaie n’ englobe pasles non-résidents dela zone euro. En conséquence, laqualité,
déja élevée, des statistiquesmonétairespour lazoneeuro a étéencoreamélioréegraceal’ identificationdela
détention par lesnon-résidentsd’ instrumentsnégociableset leur exclusion du calcul deM3. Cette correction
a contribué également a affiner sensiblement la description statistique dela position extérieure nette du sys-
téme bancaire de la zone euro. |1 a ensuite été procédé a une analyse statistique afin de comparer la qualité
des données et les différentes approches mises en oauvre pour exclure les encours détenus par les non-rési-
dentsdu calcul de M3. Global ement, les données disponibles mettent en évidencela qualité élevée des statis-
tiques relatives a la détention par les non-résidents de titres de créance.

Sefano Borgioli

European Central Bank, Directorate General Statistics
Kaiserstrasse 29

60311 Frankfurt am Main

Germany

stefano.borgioli@ech.int
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Reliable statistical recording of negotiable
Instrument holdership as a pre-condition for the
compilation of the money stock and its counterparts

Sefan Brunken (Deutsche Bundesbank)

1. Role and definition of the broad euro area monetary aggregate M3 and its
counterparts

Thefirst pillar of themonetary policy strategy of the European Central Bank (ECB) isaprominent
role for money, which issignalled by the announcement of areference valuefor the growth of the
broad monetary aggregate M 3, currently set at 4.5%. Themain theoreti cal underpinning of thisap-
proach liesin the monetary origins of inflation over the medium to longer term, reflecting the sta-
ble long-run relationship between the price level and the (broad) money stock.* M3 comprises
‘currency in circulation’, ‘overnight deposits’, ‘ deposits with agreed maturity of up to 2 years',
‘deposits redeemable at notice up to 3 months', ‘ repurchase agreements’, ‘money market fund
shares’ and ‘ debt securities of up to 2 years maturity’ of euro area MFIs? being held by euro area
non-MFI s (excluding central governments). Short-term deposits held by euro areanon-MFIswith
euro area central government agencies are also added to M 3, asthese are considered close substi-
tutes for bank deposits.

Figure 1 — Derivation of M3 from the consolidated balance sheet
of euro area MFIs

Consolidated balance sheet of euro area MFls

Assets Liabilities
I. Loans and securities M3|
to/of euro areanon-MFls [11. Monetary capital formation (longer-term
[1. Net assets outside deposits and securities
the euro area held by euro areanon-MFls, capital & reserves
IV. De posits and Securities of Central Government
V. Other factors

M3=1+I11+1T+IV+V

* As coin and short-term deposits with euro area central governments are part of M3 they are included here (with their
counterpartsin® other factors” ) although they areexternal tothe MFI balance sgeetsascentral government liabilities.

As shown in Figure 1, M3 and its changes, measured as “flows”,* are derived from the consoli-
dated balance sheet of euro area MFIs. The latter is drawn up by netting out the finter-MFI- bal-
ances within the aggregated balance sheet return of MFIs.* Given the linear balance sheet con-
straintshighlighted in the bottom equationin Figure 1 —asset counterparts minusliability counter-
parts must equal M3— it follows that the M3 devel opments can also be related to the counterpart

1 SeeEuropean Central Bank “ The monetary policy of the ECB”, Frankfurt, 2001.

2 Monetary Financial Institutions (MFIs) comprise credit institutions under Community law; and all other financial in-
stitutions whose businessisto receive (close substitutes for) deposits fromentities other than MFls, and, for their own
account (at least in economic terms), to grant credit and/or make investments in securities.

3 Flows are compiled by adjusting the arithmetical changes in stocks for non-transactions, such as exchange rate
changes.

4 Coinand short-term-depositswith euro area central governmentsare subsequently added, seefootnote* of Figure 1.
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changesfor monetary analysispurposes. Thismakesit possibleto identify which (positive or neg-
ative) contribution each counterpart item, taken in isolation, has made to monetary growth.

2. Measurement issues with respect to negotiable instruments (debt securities)

Giventheimportant role of M3 and the counterparts, it iscrucial to calculatethesein astatistically
sound fashion. Theindividual MFI balance sheet returns, which form the basis for compiling the
consolidated balance sheet, are therefore designed to provide, in general, sufficient detail for this
purpose. However, whilst thisis true as regardsinstrument and maturity information, data on the
residency areaand economic sector of the holder are generally only availablefor depositsand reg-
istered money market fund shares from the MFIs- internal records. Thisisnormally not the case
for debt securitiesissued by MFIs, asthese are usually traded on secondary markets potentially in-
volving afrequent holdership change.? The only holder-related information available for thesein-
strumentsrelatestothe MFIs” own holdingsthat can be derived from the asset side of their balance
sheets. These balances are netted against the total outstanding amounts within the consolidated
balance sheet, with the resulting net figure representing the holdings by euro area non-MFlsand
residents outside the euro area combined. As Table 1 illustrates, however, it is necessary to sepa-
rately identify these amountsfor the correct measurement of M3 and its counterparts: While hold-
ingsby euro areanon-MFIs(excluding central governments) areto beassigned either to M3 (if the
origina maturity isupto 2 years) or to the counterpart item ‘ monetary capital formation’ (if over 2
years), non-residents holdings as external liabilities need to be allocated to ‘ net external assets'.
Holdingsby euro areacentral governmentsare part of the counterpart item‘ depositsand securities
of central government’.*

Table 1 — Allocation of the item ‘debt securities issued by MFIs’ to M3
and its counterparts

Residency Debt securities < 2 Debt securities over 2
years maturity years maturity

Held by euro areanon-MFls Included in M3 Included in ‘monetary

(excluding central governments) capital formation’

Held by euro area central Included in * Deposits and securities of central

governments government’

Held outside the euro area Asan externa liability included in ‘ net assets
outside the euro ared

Thoughinformation ontheholders' economic sector would bedesirable, thelack of suchinfor-
mationisof secondary importance, asit would be needed only for adeeper sectoral analysisof M3
and its counterparts but-and not for the derivation of the respective total numbers.

3. Solution: Approximating the holdership structure of debt securities

Given the dynamic growth of the national short-term marketsfor MFI debt over the recent years,
the highest priority of the ECB and the national central bankswasto seek alternative data sources
that would allow the holders' residency to be estimated. The estimation techniques can be de-
signed according to adirect (estimation of holdings by euro areanon-MFIs) or indirect approach
(estimation of non-resident holdings) as well as a combination of both. The ECB hasfinalised a
method on the basis of the indirect approach in autumn 2001, it is partly complemented with na-
tional estimations, where data are available. The next speakerswill be introducing some of these
concepts.

1 Deutsche Bundesbank, “ Monetary analysis for the euro area” , Monthly Report, March 1999, pp 15-28.

2 Asimilar identification problemalso arisesfor “ currency incirculation” but isnot discussed in thisnote. Data on the
holdership structure of money market fund shares issued in bearer form can be derived from alternative sources.

3 Theuseof different valuation practiceson either balance sheet side might cause a minor mismatch in the netting of MFI
holdings against MFI issues of debt securities, but thisimpact is considered rather insignificant.

4 Currently only relevant in Finland; the amountsin all other participating countries are considered to be zero.
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Résumé

L’ agrégat monétaire large M3 de la zone euro comprend, entre autres, les obligations & court terme émises
par les Institutions financiéres monétaires (IFM). Etant donné que M3 se référe exclusivement aux encours
desnon-IFM dela zoneeuro, il est nécessaire, pour évaluer correctement la masse monétaire M3 et sescon-
treparties, d' indiquer cesencoursséparément. Engénéral, les|FM ne sont cependant pas en mesuredefour-
nir une telle information du fait que ces instruments financiers sont négociés habituellement sur le second
marché et qu’ils peuvent donc changer fréquemment de détenteur. C'est pourquoi la Banque centrale euro-
péenne et certaines banques central es national es ont dével oppé des méthodes grace auxquelles les chiffres
relatifs aux détenteurs peuvent étre estimés.

Stefan Brunken

Deutsche Bundesbank, Statistics Department
60006 Frankfurt am Main, Germany
Sefan.Brunken@bundesbank.de

62

IFC Bulletin 16 — July 2003



ALLOCATION OF HOLDERSHIP OF NEGOTIABLE INSTRUMENTS

Deriving geographical and sectoral
holdership structures for negotiable instruments
from periodical reports of
security settlement systems

Frank Mayerlen (European Central Bank)

The issue

Thebroad euro areamonetary aggregate M 3includes negotiableinstrumentsin theform of money
market fund shares/units and debt securitieswith an original maturity of up to two yearsissued by
euro areamonetary financial institutions(MFIs). Inaccordance with the monetary framework, M3
should includethe amounts of theseinstrumentsheld by the euro areamoney hol ding sector. How-
ever, because these are tradabl e instruments, holdings by the money holding sector cannot usually
be determined accurately by theissuing MFI, and anindirect compilation method therefore hasto
be applied. In practice, thissector’ sholdingsare calculated asaresidual: “total amountsissued by
euro area MFIsminusthe holdings by euro area MFIs (money issuing sector) and central govern-
ment (money neutral sector) minus the holdings by non-residents of the euro area (external sec-
tor)”. Data on holdings of negotiableinstruments by MFIs and central government are in general
collected as aggregated information using traditional collection systems, and the same appliesto
non-euro area resident holdings of money market funds shares/units. However, in the case of
short-term debt securities, reliable dataon non-euro arearesident holdingsarein general not avail-
ablefromtraditional collection systems. Particular problemsarisein those countrieswheretheis-
suing MFIs (also) target an international investor base by setting up Euro Commercia Paper
(ECP) programmes. The main dealers for these programmes are located outside the euro area (in
the United Kingdom) and the investor base is international, including a strong proportion of
non-European investors. Thismakesthedirect collection of reliable datafrom bothissuersandin-
vestors very difficult.

The need for astable, reliable and timely method for deriving data on euro arearesident hold-
ings of these instruments became very apparent in 2000 and 2001 when strong growth in issuance
activity was observedin someeuro areacountries. At the sametime, therewas evidenceto suggest
that non-euro arearesident hol dings of these securitieswere al so growing constantly and may have
reached a significant level.

The approach

Datafor the compilation of euro areamonetary statisticsare usually collected asaggregated infor -
mation for statistical categories consi stent with the European System of Accounts 1995 (compara-
bletothe SNA93). In order to gain amore detail ed picture of the category “ short-term debt securi-
tiesissued by euro areaMFIs’, it wasdecided asafirst stepto“mirror” the aggregated dataon out-
standing issues of these instruments provided by the reporting agents with the respective secu-
rity-by-security data obtained from commercia data providers. This security-by-security data
mirroring confirmed theincreased rel evance of ECP programmesin several euro areacountries. A
more detailed study of the issuance programmes and discussions with theingtitutionsinvolved in
the issuance, trading and settlement of this paper revealed that these securities are mainly settled
viathe two international securities settlement systems located in the euro area. It also revealed a
strong demand for this kind of paper from outside the euro area, in particular when it is denomi-
nated in non-euro currencies.

Onthebasis of thisinformation, thetwo international securities settlement systemswere con-
sulted on the feasibility of providing datato the ECB. Theideawasto match, on asecurity-by-se-
curity basis, the relevant securities (“issuer side”) to the residency information (euro area or
non-euro area) of the account holdersin the international securities settlement systems (“ holder
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side”’ ). The testing proved to be successful from both a statistical and atechnical point of view.
Wherethe statisticsare concerned, theresultsfully confirmed the qualitativeinformation received
from the institutions involved in issuing and dealing in these securities, namely that there were
considerable holdings outside the euro area of non-euro denominated paper, and much morelim-
ited holdings of securities denominated in euro by non-euro arearesidents. Technically, the secu-
rity-by-security approach made it possible to check, for each security, the match between holder
information and the total amount issued. This check delivered very promising resultsin terms of
accuracy. In light of these findings, October 2001 saw the final implementation of the approach to
derive data on non-euro area resident holdings of short-term debt securities issued by euro area
MFIs. Thisapproach ensuresthat the measurement of negotiableinstrumentsin the euro areamon-
etary aggregatesis fully in line with the conceptual definition.

The potential shortcomings of the approach

One potential shortcoming of thisapproach isthe possible existence of extended custodian chains,
meaning that the account holder in the security settlement system may be aglobal custodian hold-
ing the security on behalf of another investor. Another potential shortcoming is the fact that, at
present, the approach concentrates only on the two international securities settlement systems,
covering mainly theinternational market. Securities held by non-euro arearesidents viadomestic
settlement systemsor vianon-euro areasettlement systemsaretherefore not covered. Furthermore,
although not strictly required for thisindirect approach, euro arearesident holdingswith domestic
securities settlement systems are also not collected. The approach described may not work for
long-term debt instrumentswhich areactively traded and have potentially longer custodian chains.
Another approach may have to be envisaged for these instruments, which are not included in M3
by definition.

How are these shortcomings addressed at present?

At present these shortcomings are addressed by supplementing the quantitative security-by-secu-
rity data with qualitative infor mation on the market structure. With regard to the potential impact
of custodian chains, it would appear that thisproblemisvery likely not relevant for short-term debt
securitiessincethey are not traded very actively but are usually bought and held until redemption.
Furthermore, only a custodian chain that crosses the euro area borders would pose a problem for
thisapproach, sinceonly the breakdown into euro areainvestorsand non-euro areainvestorsisrel-
evant. Wherethe second potential shortcoming isconcerned, regarding domestic securities settle-
ment systems, detailed quantitative checks on aone-off basis have confirmed their relatively lim-
ited relevancefor holdings by non-euro arearesidents. Thisassessment isfurther supported by the
current process of concentration of international securities settlement systemsand theinformation
provided by theinstitutionsthemselves. The devel opment of amethod to determine the geograph-
ical holder structure of longer-term debt securities will require further research work.

What are the next steps envisaged?

The next step is to increase the amount of quantitative security-by-security data used. In reality
this means aiming for 100% coverage of the relevant securities and the respective holdings. This
can beachieved by including national securities settlement systemsin the approach, although they
are expected to provide only limited additional information on non-euro area resident holdings.
However, theactual coverage achieved could givean indication of whether thereare securitiesthat
aresettled in third settlement systems—and therefore not covered at all by thecurrent approach. As
asecond step, global custodianscould becontacted in order to check inmoredetail therel evance of
potentially longer custodian chains crossing the euro area borders. A shift towards the increased
use of quantitativeinformation doesnot, of course, replace the continuous coll ection and monitor-
ing of qualitative information which is crucial for justifying and monitoring the approach de-
scribed.
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Résumé

Lestitresde créance & court terme émis par lesinstitutions financiéres monétaires (IFM) dela zone euro et
détenus par le secteur détenteur de monnaie de la zone euro sont une composante de |’ agrégat monétaire
large M3 de la zone euro. Les encours détenus par les non-résidents de la zone euro ne sont pas considérés
comme un engagement monétaire, mais comme un engagement envers |’ extérieur du secteur desIFM dela
zoneeuro. Déslors, unerépartition géographique correcte decesencoursal’intérieur oual’ extérieur dela
zone euro est une condition préalable au calcul exact de M 3, de ses contreparties et des taux de croissance
respectifs. - Cestitres étant négociables et pouvant étre négociés par |’intermédiaire de paystiers, lesIFM
émettricesne sont habituellement pasen mesurede déterminer larépartition géographique desinvestisseurs.
Au contraire, lesdonnéesrel atives aux détenteurs, fournies par les systémesinternationaux de réglement de
titreset traitéestitrepar titre, constituent une sour ce d' information fiable et rapide pour établir la ventilation
par résidence des détenteurs.

Frank Mayerlen

European Central Bank, Directorate General Statistics
60066 Frankfurt am Main, Germany
frank.mayerlen@ech.int
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Recording cross-border holdings of securities
in the balance of payments and international
Investment position statistics —
the role envisaged for the ECB’ s Centralised
Securities Database (CSDB)

Peter Neudorfer (European Central Bank)*

1. Introduction

In the context of balance of payments (b.0.p.) and international investment position (i.i.p.) statis-
tics the holdership of negotiable instruments focus on the residency, i.e. on the holdings by resi-
dents of thereporting economy of negotiableinstrumentsissued by debtorsresident of other coun-
tries/zones (assets), and on the hol ding by non-residents of instrumentsissued by residents (liabili-
ties). Toenhancetheva uefor anaysis, boththeassetsand liabilitiesof portfolio investment statis-
tics may be broken down by counterpart countries/zones, i.e. by debtor/creditor counterparts. In-
ternational standards (IMF, October 1993) also recommend a breakdown by resident sectors
(monetary authorities, other “monetary financia institutions’ (MFIs), general government, other
sectors).

Inrecent yearsseveral initiativesof the ECB’ sBalance of Payments Statisticsand External Re-
serves Division, assisted by the Working Group on Balance of Payments and External Reserves
Statistics, have aimed at enhancing thedataquality inthefield of b.o.p./i.i.p. portfolio investment.
Several Task Forces have elaborated on various aspects of cross-border portfolio investment
flows, stocks and income (seein particular ECB, June 2002).

The first section of the paper recapitul ates the state-of-the-art in compiling portfolio invest-
ment liabilities. The second part explains how the Centralised Securities Database (CSDB) will
becomeapivotal tool for thequality of theinformation on outstanding (and recently redeemed) ne-
gotiable instruments for compiling consistent breakdowns across monetary and financial statis-
tics, e.g. ontheresidency and sector classification, or the maturity or type of instruments. Thethird
andfinal sectiondiscussestheavailability of information onactual hol dership of negotiableinstru-
mentsthrough specific surveysbased on security-by-security reporting and its potential storagein
the CSDB.

2. Compiling b.o.p./i.i.p. portfolio investment liabilities statistics

While data are generally accurate and reliable on portfolio assets, liabilities are more difficult to
compile, owing to the (rather long) chain of financial intermediariesthrough which end-investors
buy, hold or sell securities. A national compiler canbasically follow threeapproachesto calculatea
country’s liabilities of the b.o.p./i.i.p. portfolio investment:

1. According to the residual approach, liabilities are calculated as difference between the total
amountsoutstanding of all securitiesissued by residents and the hol dings of these securitiesby
residents, both domestically and abroad.

In principle, the first (amounts outstanding) may be derived from central securities deposito-
ries (CSDs), though a comprehensive picture can only be reached from the actual issuers. The
aternativeto thelatter isthe maintenance of a Securities Database (SDB), which could (in)di-
rectly retrieve and combine information from various (commercial) sources.

The holdings of residents’ securities can be directly reported by the resident end-investors,
which in theory ensures a complete coverage of positions, including self-custody or holdings
abroad. In practice, however, part of the theoretical reporting population, in particular the

1 Thepaper has benefited from valuable comments by Jean-Marc Israél and Rodrigo Oliveira-Soares.
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households, is costly to address. While indirect reporting methods, i.e. collecting data from
custodians, may help to avoid these gaps, it may create some other gaps, e.g. holdings in
self-custody and with non-resident custodians.

2. Instead of registering thetotal amount of resident i ssues outstanding or the holdings of resident
issues by residentsrespectively the so-called mixed approach, which also requires data collec-
tion from all types of reporters, focuses on information directly relevant to non-resident hold-
ings, primarily received from custodians (for further details see ECB, June 2002).

3. Finally, in some countriesthe compilation of portfolio investment liabilitiesisbased oninfor-
mation available in specific securities registers. More precisely legal ownership of equity is
constituted by entriesin ashare-register maintained by the issuing company or by aregistrar.
Theseregistersare used to determine the non-resident hol dership of domestic shares. Theexis-
tence of non-registered securities (bearer bonds), the use of hominee accounts (by resident
and/or non-resident investors) or thelack of comparable securitiesregistersis, however, limit-
ing the importance of this approach.

An additional complexity appearswhen compiling anal ogous statisticsfor theeuro area. Asthere-
porting economy cannot make the accurate i dentification of the residency of the creditors, owing
tothe (oftenlong) chain of brokers/custodians, the split betweenintraand extraeuro areaholdersis
not directly available. Thus the ECB compiles the outstanding liabilities vis-a-vis non-residents
indirectly. Member States provide (i) asset dataon securities split between issuersresident, or not,
of the euro area, and (ii) liability data (without any identification of residency of creditors). The
euro arealiabilities are then compiled asthe difference between the overall national liabilitiesand
the intra-euro area holdings as above reported by Member States. (In an analogous way it is
planned to produce the sector breakdown of the euro areaissuers of instruments, which areinthe
hands of non-euro area residents.)

Beside possible incompl ete coverage of reporting populations and inaccuracies in the report-
ing, b.o.p./i.i.p. compilersare usually not in the position to identify the country of residenceor in-
stitutional sector of the holders of the securitiesissued by residents of the reporting economy. At
least the prevailing position within the ESCB isthat any efforts to close this gap would be rather
costly and the results may not be fully meaningful.

Thusb.o.p./i.i.p. compilerscan, in practice, only fill thisgap with mirror statistics produced or
published by compiling agencies of counterpart countries. The outstanding amounts of securities
issued by residentsand shown asheldinthird countries' statisticswould provideareliable approx-
imation for the geographical (and sector) composition of creditors.

The Co-ordinated Portfolio Investment Survey (CPIS) of the IMF isaconcrete example for such
an approach (IMF February 2003). Recently the end 2001 positions and the respective geograph-
ical structure of investorsin euro areadebt and equity securities have been produced (seetable 1).
Intheory the holdings by non-euro area countries asreported in the CPl Swould be equal to theto-
tal euroarealiabilitiesasgivenintheeuro areai.i.p. However, somecountriesdid not participatein
the 2001 survey, which may explain part of theinconsistencies. (In particular with respect of euro
area debt instruments held as international reserves.) Besides, the significant mismatch of equity
securities may point out to asymmetrical recording of direct and portfolio investment holdings.
Despite these remaining shortcomings, the results of the CPIS indicate that the geographical
breakdown of euro area portfolio investment liabilities can already be appropriately assessed.

3. The CSDB and compilation of portfolio investment statistics

In recent years Securities Databases (SDBs) are becoming important tools in the compilation of
portfolio investment flows, stocksandincome. In short aSDB isaset of referencedataonindivid-
ual negotiableinstruments and may both cover issues by residentsand non-residents. In caseitin-
cludesacomprehensive and up-to-date picture of theresident side (i.e. comprising all issues made
by residents on domestic aswell as foreign markets) such a database represents a reliable source
for theresidual approach (seepoint [1] above), namely the outstanding amount of securitiesissued
by residents.

Moreover, SDBscan serve asthe backbone for security-by-security (s-b-s) reporting systems,
inwhichthereporting agent isonly providing aminimum of information on securitiestransactions
and/or positions—anidentifier for theinstrument and theamount traded/hel d. The classification by
instruments, sectors and residency of the issuer is performed by the compiler combining the re-
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Table 1 — IMF CPIS euro area portfolio investment liabilities by instrument and
non-resident holder

Year-end 2001, Billions of EUR

Total
Equity Debt instruments
Total Bonds Money
and notes market
/ instrumen
Long ts/ Short
term debt | term debt
1 2 3 4 5

Euro arealiabilities 3,182 1,578 1,605 1,506 99

Holder
Denmark 22 12 10 10 0
Sweden 40 27 13 12 0
United Kingdom 480 213 267 227 39
Candidate countries * 15 2 13 11 2
Switzerland 182 103 79 71 8
Canada 34 32 3 2 0
United States 564 440 124 108 16
Japan 287 36 252 240 12
Off-shore centres ** 147 46 101 90 10
SEFER+SSIO *** 151 1 150 107 42
Other countries **** 720 197 523 462 61
Not allocated 539 469 71 163 -92

* Not included Latvia and Sovenia.

** Netherlands Antilles, Bahrain, Bermuda, Bahamas, Hong Kong, Cayman Islands, Lebanon, Panama, Singapore and
Vanuatu.

*** Sacurities held asreserve assets (incl. all the 55 economies considered in the CPIS) and international organisations’
holdings.

**** Not included above.

portson volumestraded or held with the reference dataon individual securitiesretrieved from the
SDB. In combination with any approaches (see points [1], [2] or [3] above) s-b-s reporting pro-
vides the option of extensive quality checks.

The CSDB can be seen asacentral hub for collecting and disseminating reference dataon sin-
glesecuritiesfrom or among ESCB members (Israel, September 2002). Oncetheinformation will
becomeaccessibleby al national compilersoperating s-b-sreporting systemsinb.o.p./i.i.p. statis-
ticsthe (masterfile) information would de facto become consistent. Consequently the CSDB will
becomeapivotal tool for thequality of theinformation on outstanding (and recently redeemed) ne-
gotiableinstrumentsfor compiling consistent breakdowns across monetary and financial statistics
and across statistical agencies. All agencies using the CSDB will base their statistics on the same
view on aspecificissuer’ sresidency or institutional sector. Equally the classification of securities
for instance with respect to the maturity, type of instrument, date of initial payment, outstanding
amount, etc. will beidentical.

On securities issues and redemption, much information is readily available. In fact, various
commercia andinstitutional datasourceswill be used to maintain thereference datainthe CSDB.
Thedesign of the CSDB system will include Data Quality Management (DQM) proceduresto de-
rivefrom various sourcesaconsi stent view on those attributes of individual portfolio instruments,
which are of importance in the context of the production of acomplete set of monetary and finan-
cial statistics, including the b.o.p./i.i.p. It isimportant to note that the DQM during the first two
phasesonly refer tothedebtor side, i .e. the update and maintenance of attributesrel ated to theissu-
ers and securities.
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Although the CSDB focuses on data on individual securities, the system will also allow pro-
cessing and storing aggregated information on e.g. outstanding amounts of set of specific
short-term instruments issued by a specific group of debtors.

4. Reconciliation of holding’s information in the CSDB

With respect to information related to the debtor side (attributes describing the individual securi-

ties and issuers), a broad range of sourcesis offering timely and rather accurate informationin a

somewhat standard format. Thisis not the case on the creditor side. Major discrepancies between

the two sides are summarised in table 2:

« Information on the debtor side may be characterised as stable (an individual security isin gen-
eral connected with asingleissuer for itslife-cycle), broadly available (the ruling of financial
markets have increased transparency and fostered the establishment of a number of reliable
sources) and highly standardised (international codes for securities). Thus several (commer-
cial) compiling agencies were indeed able to gather an accurate and consistent set of informa-
tion on individual securities (at least for selected market segments);

 Incontrast, thesituation on creditor sideisrather unstable (dueto thefrequent change of owner-
ship inliquid markets). The available information is scarce and specific (e.g. on the holding of
sovereigndebt, or on portfolio holdingsby institutional investors) and so far not much standard-
ised (for instance the identification of ultimate holders of securitiesin custody).

Table 2 — Characteristics of debtor and creditor side information on negotiable
instruments (in the CSDB)

Debtor (issuer) Creditor (holder)

related information related information
General features
Available dataon rich scarce
the level of (e.g. directly from issuer, (e.g. end-investor surveys,

individual security

commercia or institutional
data providers)

CSDs
or afew commercial data
providers)

Stability of stable unstable

information (majority of attributes (frequent changein
unchanged during the ownership or custodian
life-cycle) chains)

Degree of Standardised Lack of standardisation

standardisation

Envisaged representation in CSDB

Granularity of predominantly on the level of recording of holdings (per

stored information

individual securities;
only in exceptional cases
supplemented by aggregates

individual security) mainly in
form of aggregates, e.g. per
country and institutional
sector;

few data on individual
investors

DQM procedures
to ensure
consistency

single responsibility for data
quality management

complex multilateral
cross-border checking

When launching so called phase 3, the CSDB is envisaged to offer (at least for selected areas) in-
formation on the outstanding amounts of negotiable instruments with respect to (i) holding of se-
curitiesby therelevant euro arearesident sectorsand (ii) hol ding by non-resident investorsof secu-
ritiesissued by euro arearesidents. The remaining part of this section isdedicated to the prerequi-
sitesin terms of data collection and DQM.
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Data sources for holdership information

The question how to retrieve comprehensiveinformation about ownership of individual securities
to feed into the CSDB relates back to the possible methods of retrieving dataon the assets of (indi-
vidual) investors. In principle two channels of information on holdership of individual securities
for the CSDB could be employed:

(A) Holder information related to individual instruments

This channel represents investigations on the ownership of an individual instrument (or alist of

them), i.e. the datacollectionismore or lessdirectly connected to theissuer. It would comprisethe

following sources:

* Registers(book entry systems of CSDs) for dematerialised and demobilised securities (seethe
discussion of potential limitations under point [3] above);

» Commercial data providersthat offer information on individual specific holders of specific se-
curities. (The coverage may not much differ from with the above source, in practice);

» Global custodianscouldintheory provide abroad range of information on holdershipin asecu-
rity-by-security format. However, the sometimes long “custodian chains’, i.e. the fact that
global custodians are ableto identify only for alimited part of their clientsthe residency of the
beneficial owner, isin practice limiting thefeasibility of thisapproach. A number of clientsof a
global custodian are financial intermediaries and sub-custodians through which the global cus-
todian cannot look. The matching processto address only end-investorsin the custodian chains
is difficult to manage (at least on alarge scale).

All approaches above may be at least tested in phase 3 of the CSDB, athough it is clear that
holdership information retrieved viathis channel is by definition fragmented. Only in the optimal
caseit may represent areliable and comprehensive source on creditorsof issuesof specific debtors
(e.g. public debt securities). However, theretrievabl einformation may meet specific user needson
specific segments of negotiableinstruments (e.g. debt securitiesissued by Monetary Financial In-
stitutions).

(B) Holder information derived from specific reporting populations

In contrast toinvestigationsstarting with anindividual security, datacollectionon portfolioinvest-
ment usually address specific reporting (sub) populations, either directly (i.e. employing direct re-
porting schemas) or indirectly (i.e. retrieving theinformation viacustodians), asabove mentioned.
Thescope of thesedatacollection exercises(e.g. thesizeof thereporting popul ation) isdetermined
by thefinal information that isgoing to betargeted and the methods of compilation chosen. Various
approaches based on s-b-sreporting can be employed (see ECB, June 2002). Most rely on a spe-
cific combination of custodian/end-investor surveys, often depending on the size and openness of
the financial market in the reporting economy.

Thefeasibility of covering asignificant part of the holdings, the frequency of providing infor-
mation and any prospectivetimetable for any harmonised data collection for the EU/euro area(on
as-b-slevel) arestill under discussion. (Obviously thiswould requireasignificant co-ordinated ef -
fort among within the ESCB; present s-b-s systems of some countries would have to be harmo-
nised and synchronised or in other member states new reporting schemaswould haveto beintro-
duced.) Although such an endeavour may not produce dataon individual investorsit would befea-
sibleto generate aggregated information on the residency and (possibly) sector of holders of indi-
vidual securities. Inany caseasurvey of thistypecould only beimplementedin astepwise manner:

[a At thebeginning such asurvey could focus on holdings of non-resident issuesonly. Based

onsinglesecuritiesinformation and combined with the CSDB thiswould allow an accurate
intra/extra euro area split of issuers and thus the compilation of the euro arearest of the
world sector.
Note: In principlethe CPISisalready amodel of such aninternationally co-ordinated data
collection of holdership of negotiable instruments per country (and possibly institutional
sector) of creditor. However, the participants in the survey presently follow either aggre-
gated or s-b-s approaches which hampers the direct connection with the CSDB.

[b] Next the survey could be extended to comprehensively cover the holdings of securitiesis-
sued by residents (at home and abroad). As avariant this approach could be applied to se-
lected reporting popul ations, such asinvestorsof specificinstitutional sectors(e.g. pension
funds). Consequently these results could be integrated in the Financial Accounts statistics
of the Monetary Union.

Note: Compilersinseveral countriesthat arefollowing theresidual approach for compiling
the external Pl liabilities (see [1]) would already cover this request.
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[c] Finally to close potential gaps dueto of securitiesheld at non-resident custodiansit would
intheory be possibletointegratein the custodian surveysadequate questionson hol dings of
residents of other EU/euro area Member States, including their institutional sector (see
ECB, June 2002). This concept of “third party reporting” can however only apply once
some prerequisites, in particular legal problems, are overcome. Alternatively to reach a
comprehensive coverage of all domestic sectors, the “end-investor” part of the approach
would have to be as comprehensive as possible, at least for establishing periodic
benchmarks.

DQM issues in connection to holder data

Asabove pointed out, the CSDB system will comprise functionalities to match and clean datare-
ferring to the debtor side of asecurity. Thisison the one hand supported by the numerousand pre-
sumably comprehensive sources aswell asfacilitated by the fact that all DQM effortsare focused
on information on asingle entity, the issuer. Responsihilitiesfor clarification of conflicting or in-
correct information may therefore be assigning to single quality managers (e.g. aNCB taking over
DQM tasks for a specific market).

Onthecreditor sidetheinformationwould reach the CSDB from vari ousreportson holdingsof
(apotentialy very large number of) investors, allocated to different institutional sectorsand resid-
ing in different countries. Thus huge problems may arise from the difficulties of quality checking
and correction of theinputswith respect of overlaps, timelagsand other inconsistencies. Aboveall
potential inconsistencies of creditor information provided by various sources and compiling agen-
cieswould regquireremote and parallel investigationson potential inaccuracies, possibly at the ori-
gin of the data. The necessary investigationsfor errors may not be assigned to asingleinstitution.
(For instance the sum of holdings of aspecificindividual issueasreported by various sourcesmay
be considered implausible or proof to beincorrect when compared to the respective amount out-
standing.)

Presently only the experienceof national compilerson how to deal withthesetypesof inconsis-
tenciesin domestic datais available. An operational (multilateral) set-up to ensure the quality of
creditor information in the CSDB will need in-depth consideration. The quality of information on
holdership will heavily depend on the agreement on preliminary quality checking at the sources
and co-ordination among compiling agencies, i.e. on their active participation in ajoint dataqual-
ity management inthisarea. Only empirical test tointegrate holdershipinformationinthe CSDB —
at the earliest after the Pre-production at the end of Phase 1 —may allow afirst quantification of the
necessary effort.
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Abstract

B.o.p. compilersareawarethat infor mation on hol der ship of negotiableinstrumentsisdifficult or frequently
impossibletoretrieve as available sourcesfor creditor data are uncoordinated, fragmented and incompl ete.
The CSDB — once being a source for consistent issue data —would represent an adequate platformfor inte-
grating debtor and creditor infor mation on single securities. However, sofar only limited national experience
for matching creditor data from various sources is available. Although the CSDB offers technology for
matching i nfor mation from multiple sour ces, the achievable quality level of holder datawill be dependingon
the effort of contributor sto and operators of the CSDB to monitor the quality of the information.
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Possibilities of and limitsto identifying
final holders of negotiable instruments
by reporting institution within the
monthly balance sheet statistics framework

Miguel A. Menéndez and Beatriz Sanz (Banco de Esparia)

1. Importance of securities statistics.

The growing importance of financing viathe issuance of securities, the significance of securities
markets for monetary transmission mechanisms and the high volume of international securities
transactions mean that compilersof financial statistics, particularly of the Financial Accountsand
the Balance of Payments (including the International Investment Position), must strive correctly to
measure the financing transactions, revaluation operations, other changesin the volume of assets
and outstanding balances of these financial instruments and to determine the holding agents
thereof. This latter aspect is all the more important in the case of a country or specific monetary
area(e.g. theeuro area) that has assigned to amonetary aggregate therole of mainindicator, andin
which said aggregate includes short-term negotiabl e instruments.

2. Procedures for compiling statistics securities.

In compiling the various securities statistics, theintegration and final consistency of which comes
about intheir incorporationinto the Financial Account, two approaches can befollowed: an aggre-
gate approach and a security-by-security approach. Under the aggregate approach, where secu-
rity-by-security information is not available, the statistics are compiled drawing on various
sourcesthat only allow issues and holdings of securitiesto be estimated for more or lesshomoge-
noussetsof securities. In some casesamixed approach isfollowed; for instance, security-by-secu-
rity information is available for issues and aggregate information for portfolios. To improve the
quality of securities statistics, the current trend isto bol ster security-by-security approachesasfar
as negotiabl e securities are concerned, to identify both securities issues and holders.

3. Information from reporting institutions.

One of the basic sources of information for compiling the securities statistics is that provided by
the reporting institutions. The information on securities sent by these institutionsto central banks
and to supervisory authorities for supervisory and/or statistical purposes, via their — generally
monthly —balance sheets, includes dataon their securities portfolioswith abreakdown (varyingin
detail) of the counterpart sectors (including the Rest of the World) and of the type of security
(shares, securities other than shares, short-/long-term), aswell asthe amount of their shareissues
(intheir capital captions) and their fixed-income securities without a breakdown of counterparts.
Generdly, however, the reporting institutions have internal security-by-security data on their is-
suesand ontheir negotiabl e securities portfolios. Consequently, the growing need to compile secu-
rities statistics with an extensive breakdown and with ahigh degree of quality has meant that, pro-
gressively, statements complementary to the balance sheet have been requested of these institu-
tions, making it possible to obtain this greater breakdown of information. Likewise, many report-
ing institutions carry out securities depository functions; asaresult, central banks and supervisory
authorities often request of them the breakdown of securities deposited with them as complemen-
tary information.

In these complementary statements, reporting institutions offer information on their secu-
rity-by-security portfolios, identifying the negotiable securitiesby their ISIN code and including a
set of variablesrelative to each security, most notably the sector and the country relating to theis-
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Negotiable securities: current availability of Spanish reporting institutions’
security-by-security data

Sector Reporting Type of Breakdown Periodicity | Supervisory
Institutions | security agency
Monetary Credit Portfolio: *ISIN code Quarterly Banco de
Financial Institutions | sharesand Fair value Espafia
Institutions other equity olssuer
«Country of issuer
«Currency of issue
Issues: shares | <Holders (share in capital) Quarterly
and other
equity
(registered
shares)
I ssues: *|SIN code Monthly
fixed-income | «Characteristics of the issue
(bearer
securities)
Money Portfolio: *ISIN code Monthly CNMV
Market fixedincome | «Reglisable vaue (National
Funds (€N} olssuer Securities
) Market
*Currency of issue Commissio
| ssues of Holders: aggregated by sector | Monthly n)
equity
holdings
(registered
securities)
Other Collective Portfolio: *ISIN code Monthly
Financial investment fixedincome | «Redlisable value
Institutions ingtitutions and equity olssuer
(except :
Money *Currency of issue
Market I ssues of eHolders: aggregated by sector | Monthly
FUndS) aql_"ty
holdings
(registered
securities)
Insurance Portfolio: *|ISIN code Quarterly Ministry of
corporations | fixedincome | «Reglisable value Finance.
and pension | and equity olssuer’s sector Directorate
funds General for
Issues: shares | eHolders (share in capital) Insurance
of insurance
corporations
(registered
securities)

suer and the market-price valuation of the securities. It should be noted that, for thissectorisation
and country-identificationto becorrect, thereporting institutions (or the supervisory body with ac-
cess to their data) must have alist of ISIN codes associated with the issuer’s country and sector.
Thisfunction can be performed by a centralised securities database. Likewise, the reporting insti-
tutions can report on their bond and equity issues, security by security, athoughin thiscasethe po-
tential breakdownsthat thereportinginstitutionsthemsel ves can offer about the hol dersof their se-
curitiesisconfined exclusively toregistered shares, sinceitisnot possiblefor themto offer thisin-
formation for bearer securities in view of their negotiable nature. However, the correct sector-
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isation and identification of the country of residence of the holder of the registered securities must
be done by the reporting institution itself, without the assistance of the centralised securities data-
base referred to™.

Thetableaboveillustratestheavail ability of reporting institutions’ security-by-security datain

Spain.

4. Limitations of the information

Apart from the limitation relating to issues of bearer securities, the data obtained from the report-
ing institutions pose other problems, such asthose arising from the measurement of their different
valuations(nominal, fair value, market val ue), the possible non-existence of ISIN codesfor certain
securities, and the incorrect identification of final holders.

On incorporating these datainto the information on securities within the framework of the Fi-
nancial Accounts, statisticians should also bear in mind the problems derived from the correct
identification of the various types of transactions with securities (outright, repo and short sales),
which may affect the quality of the statistics.

Miguel A. Menéndez and Beatriz Sanz

Banco de Espafia

Directorate General Economics, Satistics and Research.
Department of Satistics and Central Balance Sheet Office
mamenendez@bde.es and bsanz@bde.es

1 Nonetheless, the ECB has published a Guideline on Sectorisation and periodically updatesalist of Monetary Financial
Institutions that can be used by the reporting institutions.
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Recording of Cross-border Transactionsin
money market paper and other negotiable
Instruments by sector within the b.o.p. statistics
framework and derived geographical
holdership structure

Beatrice Timmermann (Deutsche Bundesbank)

1. Estimating cross-border portfolio stocks in the framework of German balance
of payments statistics

Cross-border transactionsin money market paper and other negotiableinstrumentsarerecorded in
the German balance of payments(b.o.p.) onthebasisof salesand purchases of theseinstrumentsto
and from non-residentsasreported by resident financial institutionsinvolvedinthetransactions. If
resident investors carry out such purchases or sales without involving aresident financial institu-
tion, these transactions, in principle, have to be reported directly by the resident investor.

Cross-border holdings of these instruments for the German international investment position
(i.i.p.) are measured indirectly by accumulating net purchases recorded by the b.o.p. since the
founding of the Federal Republic of Germany when the stock is assumed to be zero. Since b.o.p.
flowsarerecorded at transaction prices at thetime of purchase, cal culating an end-of-period posi-
tion requires adjustments for price changes and exchange rate changes, where applicable, occur-
ring between the time of purchase and the end of thereference period. To thisend, b.o.p. flowsare
first converted into nominal transactions by using appropriateindices of average market pricesfor
the period concerned and then added to the nominal stock as of the end of the previous reporting
period. The cumulated nominal stock isthen converted using end-of-period market prices and ex-
changerates.

This calculation is done separately for public and private bonds and notes, money market pa-
pers, investment fund certificates and shares. Nominal flows are accumulated in each case on a
country-by-country basis(for liabilitiesthisisthe country of thefirst known counterpart, for assets
the country of issuer) and in case of instruments denominated in foreign currency by individual
currencies.

Assuming that the b.o.p. data collection system accurately captures all resident-nonresident
transactionsin negotiableinstruments, the derived end-of-period stocks at market pricevaluescan
be considered asfairly accurate. Further improvementsin the accuracy of the portfolio stock esti-
mates may be achieved by applying the method with a higher level of detail, such as on a secu-
rity-by-security basis. In the absence of adequate benchmark information on stocks, however, er-
rorsin the collection of flow data are likely to accrue over the years in the overall assessment of
portfolio stocks. Estimatesfor closing such gapsthat are al so introduced in the German b.o.p. and
i.i.p. statistics are still subject to significant margins of uncertainty.

2. Deriving a sectoral and geographical holdership structure of stocks

The geographical breakdown of portfolio assets follows the country of residence of the issuer of
the security and is derived from the reported flow data that include thisinformation. Deriving the
geographical holdership structure of portfolio liabilities from flow information, however, pro-
ducesimplausible results due to the all ocation to the country of the first known counterpart of the
transaction. Thisis particularly the casefor countriesthat play aspecific rolein the globalised se-
curities business. For example, for the United Kingdom implausibly high stocks regularly result
from the described method which are counterbal anced by negative stocksfor Belgium and Luxem-
bourg. Only for larger regional aggregates such asthe EU15 (e.g., holdings of German papers by
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EU15 and by third countries) can afairly good approximation to the regional holdership structure
be assumed.

A correction of the geographical biasfori.i.p. statistics is made on the assumption that the in-
flated stocks initially allocated to the United Kingdom should be reallocated predominantly to
other EU countries, thereby adjusting any negative stock figures obtained from theinitial calcula-
tion. The stocks are redistributed according to the importance of certain financial centresfor Ger-
man negotiabl e instruments and any other evidence that might be at hand. More recently, dataon
the 2001 Coordinated Portfolio Investment Survey (CPIS) of the IMF has become available pro-
viding information on the geographical allocation of portfolio assets of the countries participating
in the survey and will allow a cross-check with the estimated data.

Asregardsthe sectoral breakdown of portfolio stocks, information iseither available fromthe
b.o.p. reporting system or hasto be derived from balance sheet or other source data. For portfolio
assets, the resident holder sector is derived from MFI’ s balance sheet information on holdings of
foreign negotiableinstruments and bal ance sheet information of money market funds. The non-fi-
nancial corporations’ and privatehouseholds’ holdingsof suchinstrumentsarethen calculated asa
residual .

For liabilities, theissuing sector isknown for money market papersfrom b.o.p. sources. B.o.p.
reports also make a distinction for private and public issues of bonds and notes. The calculated
stock of German private bonds and notes held by non-residents are allocated to theresident MFI's
or thenon-financia corporations' sectorsaccordingto theratio of MFI’ sand corporate bondsheld
by non-residentswith German custodians (custody statistics of the Deutsche Bundesbank). Stocks
of investment fund certificatesareall ocated to the M FI sector in case of money market fundsandto
the non-financial sector in case of other investment funds. Finally, for the largest German banks,
information ontheir share capital held by non-residentsisavail ablewith some geographical detail.
Thisinformationisused to derivethenon-financial corporations’ sharesheld by non-residentsasa
residual .

Itisevident that the estimation of cross-border stocksof portfolioinvestment assetsand liabili-
ties by sector and by counterpart country within the b.o.p. framework is done under rather strong
assumptions. Improvementsin the accuracy of the dataare desirable in various respects. Because
of therather high margin of uncertainty, the Deutsche Bundesbank does not regularly publish data
on cross-border portfolio holdings with geographical detail. The use of partner country data such
asprovided by the CPISisaway of circumventing anumber of problemsraisedin thisnote. Regu-
lar benchmark surveyson portfolio stocksare certainly another promising venture. However, from
the perspective of German b.o.p. and international investment position statistics, an exchange of
partner country information is urgently needed on third party holdings, that are up to now not in-
cluded in CPIS data, in order to close the data gapsin b.o.p. collection systems.

Résumé

Lesdonnéesdelabalance des paiementsreativesaux transactions extérieuressur lesinstrumentsfinanciers
négociables peuvent étre utilisées pour évaluer |’ encours de cesinstruments, ventilé par secteurs et réparti-
tion géographique, al’ aidedelaméthodedel’ inventaire perpétuel. Danslecadredel’ éaboration dela sta-
tistique dela balance des paiementset del’ éval uation dela situation desavoirs et engagementsextérieurs, la
Deutsche Bundesbank applique cette méthode — combinée & desinfor mations provenant d’ autres sources de
données — pour estimer I’ encours global des dettes et créances extérieures, ventilées par secteurs des rési-
dentsainsi que par répartition géographique. Le document met I’ accent sur certaineslacunesdela méthode
et indique les possibilités qui existent pour améiorer la qualité des estimations.

Beatrice Timmermann

Deutsche Bundesbank, Statistics Department
Wilhelm-Epstein-Srasse 14

60006 Frankfurt am Main, Germany
beatrice.timmermann@bundesbank.de
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Calculation of holders of marketable securities:
UK approach

Richard Walton (Bank of England)

1. Introduction

This paper reviews the use made in the UK of quarterly data collected for financial accounts pur-
poses as part of the exercise to estimate the sectoral breakdown of holdings of marketabl e securi-
tiesissued by monetary financial institutions (MFIs). In this context, we mean hol dings of securi-
ties (other than shares or other equity) which are negotiable and which do not grant the holder any
ownership rights over the issuing institution. Quarterly data used in the calculation of the UK fi-
nancial accounts provide a consistent framework between money and the national accounts, in-
cluding the balance of payments. This note shows how this consistency worksin practice and pro-
videsacontrast with the methodol ogy of the European Central Bank which allocatesissuesof mar-
ketable short-term debt instruments on a security-by-security basis to the residency (euro areaor
non-euro area) of the holders™.

2. Allocation of sterling denominated instruments within broad money

The UK measure of broad money (M4) comprisesthe UK private sector’ sholdingsof financial as-
setsin the form of UK sterling notes and coin; holdings of sterling deposits with UK MFIs; and
holdings of sterling debt securitiesissued by MFIs of up to and including 5 years' original matu-
rity. Short-term debt securities account for 4.5% of the stock of UK M4 2, Inthe stock of M3inthe
euro area, therespective proportionisaround 2%. Intheir monthly statistical returns, MFIsreporta
detailed sectoral breakdown of their deposits. In contrast, however, they are unable to report the
ownership of their marketabl e securities, such ascertificates of deposit (CDs) and commercial pa-
per (CP), becausetheseinstrumentsaretraded in the secondary markets. They only report the stock
of outstanding issues of these securities. But, afull sectoral breakdown of UK holdingsof thesein-
struments is needed for the compilation of broad money and its sectoral components. Therefore,
the sectoral breakdown of holdings of these instruments hasto be estimated. Thisexercise usesa
mixture of identified holdings by the UK private sector and estimatesto allocate from the residual
of unidentified holdings.

In addition to aggregated data on the stock of their marketable instruments outstanding, MFIs
report also to the Bank aggregated data of their own holdings of marketable instruments and also
custody holdingson behalf of non-residents. Theissues outstanding and the holdingsby MFlsare
from balance sheet returns and should be precise. The data for custody holdings on behalf of
non-residents are likely to be less robust, something that is taken into account in the alocation of
residual (unidentified) holdings. The UK also has estimates (financial accounts’ sources from
ONS surveysof UK corporations) on instrumentsissued by UK MFlsthat are other financia cor-
porations’ and private non-financial corporations holdings. And, holdings by Central Govern-
ment and by local government and public corporations are reported directly to the Office for Na-
tional Statistics (ONS).

Taking the case of sterling certificates of deposit within M4, datafor 2002 Q3 show that of the
£138bn issued by MFIs some £85bn were held by other MFls. Directly identified holdings by the
money-holding sector totalled £33bn, and the residual holdingswas £20bn. Residual holdingsare
allocated using pre-determined proportions. These proportionswere derived from the outcome of
ajoint study undertaken by the Bank of England and the Officefor National Statisticsin1993. This
project concluded that:

1 Holdingsfor the security-by-security information reported by international securities settlement systems (‘indirect ap-
proach’) coversshort termdebt securitiesin the case of internationally oriented markets and holdings for aggregated
information on money market funds shares/unitsis reported mainly by the issuers (‘ direst approach’)

2 20% of the stock of Other Financial Corporations' M4.
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» UK public sector holdings were unlikely to be understated.

» Therewas evidence to suggest that non-bank UK residentsincluding Fund Managers could be
holding CDsin the UK and that the reported custody business could be understated.

» Therewasevidenceof gapsin coverageof holdingsby Other Financial Corporationsfromarec-
onciliation of bank deposits as reported by banks with available data from the Other Financial
Corporations collected by surveys.

» Therewasno data coverage on the personal sector, but research from surveys of householdsin-
dicated that holdings were unlikely to be large.

Within the UK money-holding sector, the set sector proportions are 66.7% to OFCs, 16.6% to
PNFCs and 16.7% to households. The proportions vary for the different types of marketable in-
strument. For exampl e, in the case of non-sterling instrumentsagreater proportion of unidentified
holdingsareallocated to non-residents. Thisisinlinewith the ECB’ sfindingsinrecognition of the
fact that this sector islikely to have agreater demand for non-sterling paper, and al so acknowledg-
ing the likely gap in the custody holdings reported by banks.

3. Conclusions

The UK’ scurrent systemworkswell at present. The size of theresidual of what we cannot identify
but we know isout therein measuring M4 iskept under review by the Bank. Thelatest study indi-
cated that by varying theallocation of certificatesof deposit between thethree money-holding sec-
tors affected the annual growth rate of M4 by only 0.1pp. Within the ECB’ swork programme for
financial accounts, the UK plansto devel op further the links between short-term investment of the
non-financial and financial sectors and the monetary aggregates.

Reference

Bank of England, “Compilation methods of the components of broad money and its balance sheet counter-
parts’, Monthly Statistics, October 2002.

Abstract

The broad monetary aggregate of the UK M4 comprises amongst other components marketabl e sterling debt
securitiesissued by Monetary Financial Institutions (MFIs) of upto andincluding, fiveyears' original matu-
rity. M4 includes only the holdings by the UK private sector. To identify these holdings, the Bank of England
uses data collected for financial accounts to estimate the sector breakdown.
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The means of estimating the negotiable instruments
in the Japanese money stock statistics

Mayuko Yasui (Bank of Japan)

Among Japanese money stock statistics, aside from the representative indicator M2 + CDs,
Broadly-defined Liquidity also attractsagreat deal of attention. In addition to deposits and money
trusts, Broadly-defined Liquidity includes negotiable instruments such as Government Bonds,
Bank Debentures, Commercial Paper issued by Financia Institutions, and Foreign Bonds.

M2 + CDs: Cash Currency in Circulation, Deposit Money, Quasi-money, and CDs.

Broadly-defined Liquidity: M2 + CDs, Postal Savings, Other Savings and Deposits
with Financial Institutions, Money Trusts, Pecuniary Trusts other than Money Trusts,
Investment Trusts, Repurchase Agreements and Securities Lending with Cash Collat-
eral, Bank Debentures, Commercial Paper issued by Financial Institutions, Govern-
ment Bonds, and Foreign Bonds.

I deally, thebalances of negotiableinstrumentsheld by money holders should be specified based on
the money holders' balance sheets, for example, using data from the Financial Satements Satis-
ticsof Corporation by Industry for corporations, from the |ncome and Expenditure Survey for indi-
viduals, and from the Balance of Paymentsfor non-residents. It is possible to grasp the balance of
“securities’ overall using these data sources, but they do not break down this broad category by
type of individual financial instruments.

Among the negotiableinstruments, the balances held by money holders of items such asBank De-
bentures and Commercial Paper issued by Financial Institutions can be specified utilizing the fi-
nancial institutions' balance sheets, and estimates prepared using the formula “[total amount is-
sued] —[amount held by financial institutions and the central government].” Thereis, however, a
problem with this estimation method in that it categorizes certain financial institutionswhose bal-
ance sheetsand other basi ¢ datacannot be obtained asmoney hol dersrather than asmoney issuers.

Table 1 — Japanese Definition of Money Holders

Organs other than the Central Central Government
Government

Financial institutions Banks, insurance companies, —

(=involved in loan investment trusts, government

businesses) financial institutions, etc.

Non-financial institutions Money holders (corporations, Central Government

(= not involved in loan individuals, local public entities,

businesses) etc.)

Meanwhile, the bal ances of Government Bonds held by money holders, for which there are estab-
lished registration and book-entry systems, can be directly specified using the estimation method
described below.

Aside from government bond certificates, Government Bonds' include registered government se-
curitiesand book-entry government securities, and the balance of each type held by money holders
can be specified as follows.

1 Based on the IMF manual, the Japanese Money Sock Statistics view securities lending and bonds with repurchase
agreementstransactionsas* funds management and procurement means using securitiesascollateral,” and separate
processing is conducted to make it appear asif the government bond rights are not transferred.
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1 Government bond certificates: Since the amount held by financial institutions is apparently
minimal, the entire balance is considered to be held by money holders.

2 Registered government securities: Sincethe amounts held by each individual bond holder can
be grasped from the Regi stration Book, the balance held by money holders can be determined
from the sum of the individual holdings.

3 Book-entry government securities: Since the Bank of Japan maintainsindividual account bal-
ancesfor al direct participants, and conductsregular surveysby holding sector on the amounts
of bonds deposited by entities other than direct participants, the total amounts held by money
holders can be determined from the sum of the amounts held by individual money holders.

The above-mentioned surveys on the amounts of book-entry government securities deposited by
entities other than direct participants are conducted on a quarterly basisto mitigate the reporting
burden. So the monthly balancesfor monthsthat are not the ends of quarters are estimated by mul-
tiplying the quarterly account balances by the growth rates of those direct participants accounts
believed to contain a substantial amount of deposited bonds.

Table 2 — Basic Framework of Japan’s Government Bond Registration System
and Government Bond Book-entry System

Government Bond Registration System Government Bond Book-entry System

irect participants
eposit
icipants
edeposit
Bank of Japan

< Participants Book >

flock registration (in BOJ s name)

Bank of Japan
< Registration Book >

Note: Shadowed areas represent holdings of money holders.

The difference between the results using the above estimation method and those cal culated using
theformula“[total amount issued] —[amount held by financial institutions and the central govern-
ment] are presented in Figure 1. The figure demonstrates that the estimation method of directly
specifying the amounts held by money holdersis more accurate.

Figure 1 — Comparison of Government Bonds Holdings Estimation Results

1000billions of yen
120 T

Amounts held by the financial institutions

whose data cannot be confirmed
100 +
80 T
60 T
40 +
. Amounts held by Money Holders
0
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Thebalancesof instrumentsincluded in Broadly-defined Liquidity asidefrom Government Bonds
cannot be estimated in the above manner, since thereis no registration or book-entry system data
for these instruments. From this spring, however, an electronic payment and settlement system
was launched for CP transactions, so in the future it should become possible to estimate the bal-
ances of CP following the same approach used for Government Bonds. Overall, the money stock
negotiableinstrumentsdatais expected to become more accurate in the future asthe datahandling
for the various instruments is expanded and improved.
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Trade In services —
achallenge to statisticians

CONTRIBUTED PAPERS

Part I: The GATS-agreement and the four
modes of supply

The GATS Agreement and the four modes of supply:
anew ground for statisticians

Guy Karsenty (World Trade Organization)

1. The General Agreement on Trade in Services (GATS)

The GATS, which cameinto force on 1 January 1995, isthe first set of multilaterally negotiated,
and legally enforceablerulescovering international tradein services. Whenit wasdesigned during
the Uruguay Round, negotiatorsrecognized that an Agreement on servicescovering only thetradi-
tional notion of trade, i.e., products supplied acrossborders, would not reflect the different waysin
which servicescan be supplied. For aserviceto beeffectively produced or delivered, theproximity
between the consumer and the supplier is often a necessary condition. Thus, in addition to
cross-border supply (mode 1), GAT Sal so covers caseswhere consumers move outsidetheir home
territory to consume services (mode 2 — consumption abroad), and cases where suppliers moveto
theterritory of the consumersto providetheir services, whether by establishing acommercial pres-
ence abroad (mode 3), or through the presence of natural persons (mode 4).

The pillars of the GATS are general obligations, which virtually apply to al services, and spe-
cific commitments resulting from negotiations, limited to sectors and modes of supply in which a
member has chosen to undertake access obligations.

GATScallsfor progressive liberalization through successive rounds of servicestrade negotia-
tions. It also stipul atesthat, for each negotiating round, an assessment of tradein servicesinoverall
terms, and on asectoral basisisto becarried out. Partly dueto thelack of pertinent statistics, acol-
lective and definitive assessment hasnot really taken place, and the assessment has become part of
the WTQO's ongoing activitiesin the field of services negotiations.

2. Statistical requirements
In merchandise trade negotiations, statistics on tariffs and trade have been extensively used to

identify priorities, toformul ate negotiating strategies, to eval uate and exchange commitments, and
to assessthe benefitsof liberalisation. Thesetypesof statistical needsare, in principle, the samefor
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services negotiations. However, the challenge posed to stati sticiansis much more difficult to meet
inthe case of services, assystemsto measureinternational tradein servicesare not asdevel oped as
for merchandise trade, and due to the broad definition of servicestrade and the complex architec-
ture of countries commitments under the GATS.

In front of thisdifficult challenge, a pragmatic approach isto distinguish between (i) basic re-
quirements, that would allow to set up general negotiating objectives and strategies, and providea
substantive input into the assessment of tradein services, and (ii) further requirements, with alon-
ger term priority, that would provide a sound basis for the exchange of commitments.

As regard basic requirements, Balance of Payments (BoP) statistics are of primary relevance.
However, BoP only covers transactions between residents and non-residents, and disregards, for
example, local trade by foreign affiliates covered by GATS' mode 3, which has been estimated to
surpassthethree other modes of supply together. Thus, BoP statisticsalonearefar from providing
afull picture of trade as covered by GATS. They constitute at best a proxy for cross-border trade
and consumption abroad. Foreign Affiliates Tradein Services (FATS) statistics, as defined in the
Manual on Statistics of International Tradein Services (MSITS) have been precisely designed to
complement BoP statisticsin this respect.

MSTI S proposes a phased approach to the implementation, where the core recommended ele-
mentsinclude compilation of BoP and FAT S statistics by service categoriesand by origin and des-
tination, according to the M SITS classifications. Such statisticswould provide for relevant inter-
nationally comparable data, and would well reflect basic requirements.

It should be noted that the assessment of tradein servicesismore an economic than astatistical
exercise. To assessthewide effects of servicetradeliberalizationinthe economy, thereisaneed to
relate trade, domestic production, consumption, and employment. Thus, dataavailability in these
statistical areas, and consistency with BoP and FATS data, would al so be of primary importance.
Therevision of major international activity, product, and BoP classifications currently under way
by international organizationsis an opportunity to improve consistency.

The above remarks suggest that statisticians have started to meet the challenge with regard to
basic requirements relatively well by developing relevant statistical concepts, definitions, and
classificationsin MSTS. The remaining task is now on devel oping compilation guidelines and
support national implementation, especially for countries lacking expertise and resources.

Further requirements, with alonger term priority, would allow for asystematic use of statisticsin
the negotiating context, such asfor the exchange of commitments. They relateto further improve-
ments with regard to reliability, comparability across countries and across time, and dis-
aggregation by service category, by origin and destination, and by modes of supply.

Under the GATS, country commitments are made at avery detailed classification level, often
defined in termsof provisional CPC subclasses. Many of these detailed service categoriesare cur-
rently not under the reach of statistical systems.

Furthermore, for each of these service categories, commitments are specified separately for
each mode of supply. Although MSITS proposes asimplified approach to approximate trade val-
ues by modes of supply from BoP and FAT S statistical systems, thereisaneed for further work in
this area. In addition, these statistical systems do not well cover the presence of natural persons
mode of supply, and it would be necessary to draw on other types of statistics, such as on employ-
ment and migration.

However, there is a limit to the contribution of statistics to the exchange of commitments,
which are of a qualitative nature, and thus hardly quantifiable in an objective way.

Thereiscertainly along way to go before the statistical challenge can befully met. However, itis
worth reminding that the current availability of detailed, reliable, and country-comparable statis-
ticsontradein goodsislargely duetothe pressurefrom along history of multilateral trade negotia-
tions in goods, which started more than 50 years ago. Comparatively, multilateral services trade
negotiations are quite recent. We may neverthel ess note that they have already brought substantial
improvements, including the development of relevant concepts, definitions and classificationsin
MSITS, and the starting of FATS data collection in a number of OECD countries.

Résumé

L’ Accord Général sur e commercedes Services (AGCS) aposé un défi aux statisticien. Ceux-ci ontbienrele-
vé cedéfi, notamment en cequi concernelesconceptset classificationspour lesbesoinsél émentaires, telsque
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I” évaluation du commerce des services requise par I’ AGCS. Cependant, il reste encore un grand chemin a
parcourir en ce qui concerne la mise en place de ces concepts et classifications, ainsi que pour les besoins
plusévoluésfaisant appel adesstatistiquesaun niveau dedétail tresfin, et décomposées par modede presta-
tion. On peut s attendreuneamélioration continuelle de ces statistiques suiteala pression exer céepar lesné-
gociations, commeil en a été pour |les marchandises.

Guy Karsenty

World Trade Organization
154 rue de Lausanne
1211, Geneva, Switzerland
Guy.Karsenty@wto.org
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Cross-border transactions in the field of services:
the example of Canada

Art Ridgeway (Statistics Canada)

1. Canadian context

Statistics Canada a central statistical agency operating under federal legidative authority, with
obligatory reporting provisions produces Canadian statisticsfor tradein services. The period from
the mid-80s saw much expansion in Canada’ s trade in services program, driven both by new re-
porting standards of the IMF and SNA, and by the needs of services trade negotiations.

Data on commercial servicetrade (other than travel, transportation and government services)
are based chiefly on an annual enterprise survey program conducted by the Balance of Payments
Division. The dataare collected using acommon questionnaire for most respondents. Specialized
questionnaires exits for alimited number of commodities. The paper focuses on commercia ser-
vices.

2. Commodity Detail

Thelatest international standardsfor compiling agencies (UN, 2003) appear inthe Manual on Sa-
tistics of International Trade in Services (the Manual). This extends the IMF norms of 1993 and
makes anumber of recommendationsto be phased in with someflexibly. Those recommendations
relating to cross-border trade largely pose challenges with respect to additional data categories by
typeof serviceand classification of trade by mode of supply asrequested by GATS. The Canadian
focushasremained largely onthe commodity presentation with little attention to modes of supply.
Canadapublishesthree of five dozen commodity categories* set out by theManual . Thechallenge
isprimarily oneof obtai ning sufficient detail from respondentsasopposed toissuesof definition or
confidentiality.

In recent years new and redesigned surveys have permitted improvementsin commodity de-
tail. A survey redesign wherethe specialized language used in the accounts of theindustry resulted
initsincreased coverage and response rates for insurance services. More recently, the travel data
program has seen significant improvement, particularly the geographic distribution of air travel
through an exit surveys of air passengers.

A project toidentify tradeinlegal servicesfocused onaninitial phaseof education andidentifi-
cation of some key respondents and use of taxation datato help expand the frame; just asvaluable
was data from our principal trading partner, the United States.

The Manua’ srecommendation to sub-divide cross-border trade between affiliate and unaffili-
ated parties has effectively been met in Canada by collection of both attributes on the main survey
formfor businessand professional services. The high degree of foreign direct investment in Can-
adafor many yearsand more recently by Canadians hasfostered an interest in thisinformation for
sometime.

3. Bilateral Data: Canada — United States Reconciliation

Canadaand the United Stateshave each of thelast 30 years undertaken areconciliation of thebilat-
eral current account. Thishasbeen animportant factor in the evolution of thetradein servicespro-
grams of both countries. These comparisons have, in addition to providing data validation, led to
the use of counterpart datato improve each country’ s estimates. In addition, they have fostered an
ongoing exchange of best practices and innovative ideas between the two statistical agencies.

1 Canadiandataalsogoesbeyondthestandardswith fivetypesof royaltiesand separate categoriesfor technical and sci-
entific, environmental and commercial education services.
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These comparisons have highlighted the fact that surveys of trade in services generally are
better at measuring exports rather than imports. Firms generally maintain better records of their
clientsthan their suppliers, particularly with respect to classifying themto alocation. In addition,
in Canada many of the production surveys provide data on exports, often with the exports to the
U.S. separately identified dueto user demand for these data. The same cannot be said for import
datawhere attemptsto collect more detailed datafor inputsin general on production surveyshave
met with resistance from respondents.

4. The Modern World

Therapid advancesin communicationsand transportati on technol ogy have opened up theworld of
international tradein servicestoamuch larger popul ationthan wasthe case only adecadeago. The
coverage or lack thereof, of smaller firmsisagrowing concernfor thetradein servicesprogramin
Canada. In addition, the use of the Internet by multinational enterprises can mask thetruelocation
of the supplier. The purchaser may not be ableto determineif the supply isanimport or adomestic
product.
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M easuring tourism in the context of
international trade in services

Antonio Massieu (World Tourism Organization)

1. Introduction

Servicestransactionsareincreasing inimportance, theimpact of international tradein serviceson
growth isnow an area of particular interest for economic and policy analysis. The statistical mea-
surement of international tradein servicesisalso of particular interest to trade policy analystsand
international trade-in-services negotiators in the context of the General Agreement on Trade in
Services (GATS). Among internationally traded services, “ Tourism” is an area of special interest
asthere are many economiesin which the expenditure of international “visitors and other travel-
lers’ isanimportant source of foreign exchange earnings and one that contributes substantially to
employment and capital investment in the economy.

2. Tourism, the TSA and other analytical frameworks

The production accounts of the System of National Accountsprovideaframework for theanalysis
of the production, use and final demand for the products of industries. The new Tourism Satellite
Account (TSA) enables Tourism to be measured within the framework of the System of National
Accounts. “Visitor” expenditure constitutes a sub-set of intermediate and final demand and inter-
national “visitor” expenditure is a sub-set of exports and imports. For purposes of international
comparability and to measure the contribution of Tourism and visitor expenditure to the economy,
the Tourism Satellite Account (TSA) hasidentified aset of Tourism characteristic productsand a
set of Tourism characteristic industries for whom, visitor expenditure accountsfor alarge propor-
tion of their revenue.

The Balance of Payments (BoP) is the most important source of information about interna-
tional tradein servicesand isused in the System of National Accounts(SNA). Wheninternational
visitorsand other travellers consumethe domestic production of theeconomy to which they travel,
the goods and servicesthey consume are exports of that economy and are measured as part of the
Balance of Payments. Thefifth edition of the Balance of Payments Manual, contains a Classifica-
tion of Service Transactions, now extended and called EBOPS in the new Manual on Statistics of
International Tradein Services (MSITS), some components of which can be related to the expen-
diture of “visitors and other travellers’. Given that the Balance of Payments is compiled
world-wide, and it is expected that countries will start compiling EBOPS, it is useful to examine
whether and how components of these data can be used in the analysis of Tourism.

3.Visitors and travellers

Tourismin the TSA isdefined as*“the activities of personstravelling to and staying in places out-
sidetheir usual environment for not more than one consecutiveyear for leisure, businessand other
purposes not related to the exercise of an activity remunerated from within the place visited.” The
persons referred to in the definition of tourism are termed “visitors’. They may travel to destina-
tions within the geographic boundaries of their own country or they may travel internationally.

Travellersdefined for purposesof the Balance of Paymentsand I nternational Tradein Services
are“individual sstaying for lessthan ayear in an economy of whichthey arenot residents...” with
some exceptions.

International “visitors’ are therefore a sub-set of “travellers’.
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4. Tourism and the standard components of the Balance of Payments

TRAVEL isastandard component of the BoP and EBOPS. It measuresinternational “visitor” ex-
penditure for Tourism analysis, after the exclusion of the exceptionsto the one-year rule, namely
expenditures of commuters and seasonal workers, and students, persons travelling for medical
treatment and ship’s crews, away for more than ayear. TRAVEL is a measure of mode 2 of the
GATS, “consumption abroad” .

Thepart of the standard component TRANSPORTATION, that rel atesto passenger transporta-
tion, isalso relevant for the statistical measurement of international visitor expenditure for Tour-
ism analysis, because it covers the international carriage of travellers, not included under
TRAVEL. The convention of the Balance of Payments, also adopted for Tourism analysis, isthat
passengers travelling abroad on domestic transportation carriers are treated as purchasing a do-
mestic service whereas passengers travelling abroad on foreign transportation carriers are treated
aspurchasing aservicefromthecountry inwhichtheforeign carrier isregistered. The supply of in-
ternational transportation services by domestic carriers to foreign visitors, under the GATS con-
cept of modes of supply, is mode 1 “cross-border supply”.

5. Conclusion

Data compiled for the BOP and EBOPS, are useful in the measurement and analysis of interna-
tional Tourism. Greater convergence between the concepts of the BoP and EBOPS and the TSA
would be mutually beneficial, in that similar methods of data collection and compilation could
serve the needs of all three, which would contribute to enhancing the quality of datain all three
frameworks and go towards meeting some of the needsfor measurement of the modes of supply of
the GATS.

Résumé

LaBalancedesPaiementsest |a plusimportante sourced’ information sur le commerceinter national desser-
vices. Lesdonnéesrecueilliespour leposte” Voyages' , apreés ajustement des différences entrelesdéfinitions
des*“ visiteurs’ (CST), des“ voyageurs’ (BP) et du Transport de Passagers, sont importantes pour mesurer
les dépensesdes “ visiteurs' internationaux pour I’ analyse du Tourisme. La convergence entre les concepts
delaBP et laEBOPSet ceux du CST permettrait d’améliorer la qualité des données et de répondre aux be-
soins du GATSpour les données par mode de fourniture. Le poste “ Voyages™ est |e plus gros composant du
mode 2 ou “ consommation al’ étranger” etle“ Transport de Passagers’ correspond au mode 1 ou “ fourni-
ture transfrontieres’ .

Antonio Massieu

Chief, Satistics and Economic Measurement of Tourism
World Tourism Organization (WTO)

Capitan Haya, 42

28020 Madrid, Spain
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Analytical value and limitations of FDI statistics:
auser’s perspective

Katja Weigl and Masataka Fujita (UNCTAD)

1. Importance of FDI statistics

Statisticson foreign direct investment (FDI) areavital meansto analyze the phenomenon of glob-
alization of economic activities. International production isthreetimesaslarge asworld exports,
as companiesrely increasingly on FDI in delivering goods and services to foreign markets. Gov-
ernments, business and academics are interested in comprehensive, timely and internationally
comparable data.on FDI*, for analytical purposes and for policy formulation. To measure the im-
pact that FDI might have on home and host countries, through the presence of TNCsand their for-
eign affiliates, variables such asthe number of affiliatesand their employment, value added, sales,
exportsand importsof goodsand services, amongst others, are of interest. Based on the analysisof
FDI trends and prospects, policy recommendations can bederived, in order to assist both host and
home countriesin maximizing the potential benefitsand minimizing adverseimpact of FDI for the
domestic economy. FDI dataascollected and disseminated by regional and international organiza-
tions, such asUNCTAD?, Eurostat, the OECD or the ASEAN secretariat, are supportivein policy
discussions and decision making, i.e., in the context of regional integration initiatives or in the
framework of international trade negotiations and agreements, such asthe GATS.

2. Data sources and compilation methodology

Dataon FDI are compiled by national authorities, such asnational central banks, national statisti-
cal ingtitutes or investment promotion authorities. They may, however, differ from country to
country, and the statistics may be collected by different agencies for different purposes.
Cross-country comparisons are facilitated by national compilers applying internationally recom-
mended guidelines on definitions and compilation methodol ogies, suggested by the IMF's Bal-
ance of Payments Manual (IMF, 1993) aswell asthe OECD’ s Detailed Benchmark Definition of
FDI (OECD, 1996). Guidelinesin the areaof FDI statistics address, for example, the definition of
FDI, the statistical unit aswell asthe componentsof FDI, the valuation of FDI stock, geographical
alocation or classification by economic activity. The recent Manual on Statistics of International
Tradein Services (UN et a, 2002) also covers services provided through the presence of foreign
affiliates abroad.

3. Analysing FDI statistics

Divergence in FDI data compilation methodologiesisillustrated by the fact that world inflows of
FDI, for the reporting period of 2001, exceeded world outflows by more than 15 per cent
(UNCTAD, 2002). Thisresult can partly be explained by, among others, differencesin FDI defini-
tions applied by national compilers (i.e., the 10 per cent-rule), timing of recording FDI statistics,
definition of FDI relationships (i.e., the Fully Consolidated System), application of the directional
principle, the coverage of FDI components (such asreinvested earnings or other capital), or mea-

1 Defined as* international investment that refl ects the objective of a resident entity in one economy obtaining a lasting
interest in an enterprise resident in another economy” (IMF, 1993).

2 The United Nations Conference on Trade and Devel opment (UNCTAD) through its Division on I nvestment, Technol-
ogy and Enter prise Development (DITE), isthe focal point within the UN systemfor mattersrelated to foreign invest-
ment and technology. It buildson 30 yearsof experienceinitsprincipal areasof work. UNCTAD seeksto further theun-
derstanding of the nature of TNCsand their contribution to devel opment and to create an enabling environment for in-
ternational investment and enter prise development. UNCTAD’ swork iscarried out through intergovernmental delib-
erations, technical assistance activities, seminars, workshops and conferences. UNCTAD collects and disseminates
FDI and TNCsoperationsdataregularly, i.e., initsannual World Investment Report and World Investment Directory
series, and usesit in a variety of analytical publications aswell astechnical cooperation activites.
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surement errors, or errors dueto estimation. Furthermore, failure to correctly capture the transac-
tions related to Special Purpose Entities as well as offshore enterprises could lead to under- or
overestimation of acountry’ sFDI flows. Theexampleof countriesreporting FDI stock dataat both
market value and book value reveals significant differences according to both methods, and the
perpetual inventory method (accumulation of flows) applied by several countries could deliver
different resultsfor FDI stock. When FDI or TNCsoperationsdataare broken down by geograph-
ical region, the application of the principal of ultimate beneficial ownership or the immediate
country basiscanlead to different resultsregarding the maininvestment partnersof acountry. Sim-
ilarly, differing classification of data by economic activity might deliver misleading results. Fur-
thermore, recent phenomena, such asthe surgein cross-border mergers and acquisitions (M& As)
during 1999-2000, could pose new challenges to national compilers, to correctly determine the
part of theM& A transactionsrelated to FDI. Policy makersare challenged by the lumpinesseffect
of large M&A transactions.

4. Conclusion

Variousexamplesillustrate the benefits of implementing internationally recommended guidelines
for FDI data compilation at the national level, and the harmonization of compilation methodolo-
giesat theregional and international level. Further development of methodological guidelinesto
adequately capturerelevant issuesand comprehensiveness of dataarewarranted. International co-
operation in the area of capacity-building in understanding and implementing recommended
guidelines are of importance, to assist countries and regions to put in place reliable, timely and
comparable statistics on FDI and the operations of TNCs. Thiswill support international analysis
and the development of sound policy recommendations in the area of FDI, TNCs and devel op-
ment.
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Résumé

L’ analyse adéquate du phénomeéne de mondialisation requiert des statistiques détaill ées et fiables sur lesin-
vestissementsdirectsétrangers (IDE) et lesactivités des entreprisestransnational es. Des exemples montrent
quedesinconsi stances en matiére de définitions et de méthodol ogie de compil ation de stati stiques peuvent in-
fluencer lesrecommandations politiques. En conséquence, la disponibilité de stati stiques comparablesentre
pays, suivant des recommandations agréées au niveau international, et facilitée par la coopération tech-
nigque, est importante.
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FATS data: Lessons from the French experience

Francois Renard and Frédéric Boccara (Banque de France)

1. What are Fats and who does compile them?

FATS are statistics on trade and activity of Multinationals' Affiliates (“foreign affiliates’) devel-
oped to analyze their specific role. The domain is at the crossing of Business, BoP and 11 P statis-
tics: on a subset of FDI stocks (entities directly controlled), FATS measure sales (turnover), ex-
ports and imports of goods and services, value added and employment, of resident (inward) and
non resident (outward) affiliates of multinational enterprises (MNEs)®.

These statisticswere initially required for policy purpose to follow up the extension of “com-
mercial presence” asamode of international supply of services, withinthe GATSframework (e. g.
WTO mode 3). But FATS havein fact abroader, analytical, purpose, that isto improve our under-
standing of BoP trends, by identifying the particular role of MNES' affiliatesin al BoP transac-
tions (goods and services, investment income flows, loans, deposits...). Thisinvolvesacoverage
of al industries and not only services activities (Eurostat, 2003).

Depending on the country, the compilation is made either by Central Bank, by National Statis-
tical Office, by a specific institution, or even by a cooperation between these different players.

2. How are they compiled?

FATS are made of three sets of data: (1) French resident affiliates of Foreign MNEs (Inward), (2)
Foreignresident affiliates of French MNEs (Outward Affiliates), (3) Frenchresident Mother Com-
panies (MC) of outward affiliates. The appropriate aggregatesfor total economy haveto be added,
in order to compare foreign affiliates with other firms and to the domestic economy.

The compilation of FATS relies mainly on the combination of various already existing
sources’, matched by the use of the unique i dentification company number taken from the general
businessregister. For resident companies (inward affiliatesand M C) sourcesare (1) individual da-
tabases on enterprises accounts (value added, employment, sales’), (2) specific databases for
banking and insurance, (3) BoP flows (exports and imports of goods and services), (4) 1P (FDI
stocks), (5) business sector aggregates (for comparison needs). For non resident companies (out-
ward affiliates), (6) a specific question is added in the outward FDI stocks survey addressed to
French MC.

Dataarecompiledin 3 steps: (1) tagging of relevant companies, from FDI stocks, (2) extraction
of FATSvariables by amatching with business statistics and BoP flows, (3) checking of resulting
data and imputation of missing values.

3. What do FATS statistics say?

FATS aretoday available for most important industrialized countries. Using OECD data (OECD,
2003), we canthus compare, for agiven country, salesby MNEs affiliatesto total external trade. In
France, the ratio amountsto 75% for inward sales and to 145% for outward sales. In comparison,
thefiguresare respectively 42% and 79% for Germany, 4% and 161% for Japan, 347% and 224%
for the USA. These ratios indicate the degree of globalization of economies.

Thespecial featureof servicesactivitiescan beillustrated by comparing salesof outward affili-
ates to the total sales of their French resident MC. Outward sales amount to 68% for services,
against 38% for manufacturing. That demonstrates that affiliates abroad play a more important
role than exports in the services globalization process.

1 France compilesall these variables for inward affiliates, but only sales for outward (employment in a next future).
2 We useinformation from: Insee, Banking control commission, Insurance control commission, Banque de France.
3 For each variable, the total amount is allocated to FATS as soon as the company is under majority control.
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FATSgivealsoinformation on theimportance of foreign controlled companiesin the domestic
activity: their own contribution to French trade of goods and services (20% for exports, 30% for
imports) ishigher than that to domestic activity (15% of total French value added). For such avari-
ableasemployment, thelimitation of FATSto direct control (1st rank affiliates) can bemisleading
asonly 7% of French relevant employment isunder direct foreign control, comparedto 15%if we
extend the scope of FATS to indirect controls, asin INSEE publications.

When analyzing performancesit is necessary to focus on the permanent popul ation of compa-
nies over time, because the data can be influenced by new entries due to new FDI flows and by
companies shut-down. For example, between 1997 and 1998, the apparent growth rate of the in-
ward sales reaches 22% when including new entries, whereas it increased only by 5% when re-
stricting to the permanent population. That isthereason why FATS haveto be organized asalongi-
tudinal individual database, including information on enterprise demography.

4. Future for FATS: what should they be and what are the implications for the
statistical tool?

FATS are presently in France compiled on the basis of thefirst rank of control. However thereisa
growing need to integrate indirect controls (at |east sub-affiliates). This process rai ses important
guestions relating to the availability of information — at national and international level —and on
the methodological principlesto be used to consolidate FATS variables amongst controlled com-
panies.

Thereporting of MC, which was not included in FATS at the beginning, changes al so the con-
tent of FATS and the work of compilers. More generally, it is now adomain which goes beyond
“pure” Trade and “Foreign Affiliates’, and covers Foreign Activity of Multinational Enterprises.
In consequence, it is questionable whether the name has to be changed”.

Last but not least, the need of normalization and cooperation hasto be stressed at international
level (information sharing on groups perimeters and accounting standards). At national level, co-
operation, aswe experiencein France between Banque de France and INSEE, allowsasignificant
improvement of FATS data. This can take placein astep by step development of statistics, begin-
ning by the production of some limited but meaningful indicators, before extending the coverage
and the number of variables.
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Temporary movement of natural persons (mode 4)
under the GATS

Jolita Butkeviciene (United Nations Conference on Trade and Devel opment)

1. The scope of the movement of natural persons supplying services under the
GATS

The General Agreement on Trade in Services (GATS) recognizes that for certain services to be
supplied internationally movement of natural persons is indispensable and hence, introduced
so-called mode 4 supply of services. The Agreement, together with its Annex on the M ovement of
Natural Persons Supplying Servicesunder the Agreement, doesnot providefor aprecisedefinition
of thismodewhich could beimmediately adopted for statistical inference, namely inrespect tothe
characteristics of movers, concerning the modalities for such moves, or with respect to timing of
moves. The broadest possible definition of mode 4 is introduced here since it appears to be best
suited for statistical purposes.

Thereisno apriori exclusion of any occupation or skill level from the coverage of the GATS
and in that sense all categories of natural persons could be negotiated under mode 4. Thereisno
provisioninthe GATS, whichwould tend to suggest that the coverage of natural personssupplying
services is subjected to any type of particular qualifications.

In practical terms, GATSmode4 extendsto foreignerswho are employed in aforeign company
established abroad or which issupplying services under acontract without permanent presencein
that country, e.g. in the implementation of a construction project. It also includesindependent or
self-employed service providers, asin the case of consultancy services, and also foreign nationals
employed in domestic companies.

All possible modalities of movement from one country into theterritory of another country are
covered by GATS. Since this is movement of people supplying services, their intended entry
should fall under the provision of servicesin one of theindustries classified as services sectors by
the WTO.

GATS egtablishes a definition for the movement of natural persons as seeking “non-perma:
nent” entry and “temporary” stay for the supply of services abroad. There is no specified
timeframe in the GATS regarding what should be considered as “temporary”. Non-permanent or
temporary status may beinterpreted by each country according to its national law practice, which
may be reflected in the national schedules of their GATS specific commitments. For example, in
the present GATS specific commitments countries allow for atemporary stay of 1, 3 or 5 years,
which may also be extended and might be different for different categories of persons.

However, present GAT S specific commitments do not extend to cover fully the scope of GATS
mode 4. Individual countries as arule have scheduled their commitments with respect to arather
limited coverage of mode 4, referring to investment related movement of natural persons.

2. Measurement challenge

GATSintroducesthe challenge and the need to monitor the size and structure of the movement of
persons from the viewpoint of national labour markets and migration policies, both as “ exports’
and “imports’ and in terms of trade. This meansthat there will be aneed for countriesto compare
movement of personsthrough mode4, itssizeand structure. Systems of most countrieshavefailed
toevolveso astoreflect the growing complexity of international popul ation movements—and now
theneeds of the GATS. No oneinternational collection system givesthe complete coverage neces-
sary for measuring the GATS needs related movement of persons, however, some elements could
be drawn from the balance of payments statistics (BPM5), System of National Accounts, UN Sta-
tistics of International Migration, International Labour Organisation’s (ILO) employment statis-
tics.

Since no one collection system in any country givesthe complete coverage necessary for mea-
suring the GAT S needsrelated to the movement of personsto work abroad, therewill beaneed to
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use data collected within each country from un-connected systems such as administrative records
of controlling and regulatory agencies aswell as of institutions and establishments, in addition to
surveys of travellers and residents. Statistics from different sources will, however, provide very
different pictures about international movement of persons and the balance between different
sources will depend on each country.

The main preoccupation in GATS related statistics for movement of workersisthe total num-
bers of personsworking abroad, their countriesof origin, occupation, possibly skill level, statusin
employment in the receiving country, sector of economic activity, length of stay, total remunera-
tionreceived and theremittancesthey send back to their home country. BMP5 providesthreetypes
of information that is relevant to the value of trade created by workers abroad. |n some casesthis
information underestimates or overestimatesthe actual trade, however, if anything it confirmsthe
importance of global labour mobility as the factor in trade.

Thedatato becompiled for GAT Swill need to cover both the movement (“flow”) inagiven pe-
riod and the presence (“ stock™) of service providersat agiven time. Statistics collected on persons
at the ports of entry are the most widespread sources of information on the movement of service
suppliers. Measuring the “stock” of foreigners providing services poses real problems, because
population registers, registers of foreigners or other surveys or administrative records do not pro-
vide a comprehensive way to trace and keep track of foreign service providersindividually.

Different elements will need to be further elaborated to develop a framework to define the
groups of interest on one side (mode 4) and variablesthat serviceto describerelevant characteris-
tics of the members of these groups. Agreed international recommendations in this area would
serve asamodel for development of the national statistics, and for constructing statisticswhichis
reasonably comparable between and among countries.

Inthe context of globalization and internationalization of production and tradein services, in-
ternational movement of personsislikely to grow inimportance. Availability of thetimely and re-
liablestatistics, comparableinternationally isnecessary if progressinthemultilateral trade negoti-
ationsintheareaof servicesand namely on progressive liberalization of movement of natural per-
sonsistobeachieved. A great number of devel oping and | east devel oped countrieshaveidentified
trade related movement of persons as the single most important area of their export interest and
their key interest in the GAT S negotiations. Devel oped countries are al so seeking liberalization of
mode4. Lack of dataon both, sending and receiving countriesare limiting the scope for analytical
and research activitiesin assessing the economic impact on the two sides. Having more detailed,
valid and reliable statistics, policy makers and trade negotiators may be morewilling to engagein
improving their specific commitmentsin the on-going GATS negotiations.

Résumé

Les systémes statistiques nationaux n’ont pas évolué suffisamment pour rendre compte de la complexité
croissante des mouvementsinter nationaux de per sonnes et pour répondre aux besoinsdécoulant del’ AGCS.
Aux finsdel’ AGCS, on aura besoin de statistiques concernant aussi bien les mouvements (flux) sur une pé-
riodedonnéequela présence (stock) defour nisseur sde servicesa un moment donné. Lesprincipal esdonnées
dont onabesoinauxfinsdel’ AGCS, en cequi concerneles mouvements de per sonnes, sont le nombretotal de
personnestravaillant al’ étranger, leur paysd’ origine, leur métier ou leur statut professionnel dansle pays
d'accuell, la durée de leur s§our et leur rémunération totale.

Jolita Butkeviciene
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Part I1: The Manual on Statistics of
International Trade in Services
and its implementation

|mplementing the Manual on Statistics of
International Tradein Services:
Are we progressing?

William Cave (OECD)

1. Introduction

Thenew Manual on Statistics of International Tradein Services (Manual) was quite recently pub-
lished jointly by six international agencies. It first appeared in English in December 2002.

Surely then it istoo early to ask about, let alone measure, progress? Not so. The user commu-
nity of trade analysts, governments, business and trade negotiators need more relevant and more
detailed dataon tradein services and they need them urgently. Thereisaneed to monitor progress
in implementation so that attention can be focused on problem or priority areas. It should also be
appreciated that, although only recently published, the Manual was a long time in preparation.
Drafting of the Manual began as far back as 1996 and some countries had been improving their
trade-in-servicesdatacollectionsand antici pated the new international standardsto meet their own
user needs.

By what instruments and criteria could progress be measured? First there are anumber of core
recommendationsin the Manual and some other main recommendations. We could ook for prog-
ressin the number of countriesreporting such datafor each recommendation. Associated with this
would be whether international organisations are collecting and disseminating the data. Finally
data quality - what can be said about changesin data quality and international comparability?

2. Core Recommendations of the Manual

Some core recommendations call for implementation of pre-existing standards. The core recom-
mendations of the Manual, which are new, may be summarised as follows:
a
to collect trade in services datain the balance of payments (BoP) context;
(i) bytypeof serviceinthe Extended Balance of Payments Services(EBOPS) classification;
(ii) by partner country.
to collect data on Foreign Affiliates Trade in Services (FATS) gatistics for basic variables:
(i) by activity —accordingtothelSIC Categoriesfor Foreign Affiliatesclassification (ICFA);
(ii) by partner country.

A key feature of the Manua isthe description of trade servicesin terms of four modes of supply.
but statistically that is an areathat needs further development.
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3. Balance of Payments Services

BoPtradein servicesdatacollectionisrelatively well established and widespread according to the
principlesand framework of the|MF sfifth Balance of PaymentsManual (BPM5). Animpressive
and continuing increase in detail by type of service has been noticed since around 1995. The data
collection of IMF, OECD and Eurostat is currently being adapted to allow reporting according to
the EBOPS classification.

BoPtradein servicesby partner country are disseminated by Eurostat inthe“ New Cronos’ da-
tabase and in 2002 OECD published tradein services by partner country datafor the first timefor
22 countries. OECD expectsto beableto publishabout 26 countries’ datain 2003. Thesecountries
account for around 75 per cent of world trade in services.

4. Foreign Affiliates Trade in Services

Compared with tradein servicesin the balance of payments, foreign affiliatestradein services sta-
tistics are relatively undeveloped. But data collection and dissemination of FATS statistics are
growing at Eurostat, OECD and UNCTAD fuelled by thegrowthin national activity inthisarea.

The OECD FAT Sdatabase covers, in principle, the economic activity (turnover, employment,
value added, exportsand imports) of foreign affiliatesin the services sector related to OECD mem-
ber countriesby activity and partner country. Not all theserequested data.can be provided by coun-
triesbut about 20 countries provide someof these. The resultsof thesetwo surveyswere published
for the first time in 2002. The 2003 OECD survey is expected to yield information from alarger
number of countries.

5. Assessing Data Quality

Given that measurement of tradein servicesis more difficult than measurement of trade in goods,
how can we assess data quality? In principle, the exports declared by one country should be equal
to the imports declared by the partner country. Any bilateral asymmetries and global imbalances
can provide an indication of international comparability of dataand allowsthisto betracked over
time. A second tool that has proved useful in other areasis amethodol ogical soundness question-
naire. OECD-Eurostat plan to launch such a questionnaire (for BoP trade in services) jointly in
2003. It is clear from bilateral data, global imbalances, and information on the variety of data
sources used by countries that data quality is and will be an important concern.

6. Conclusions

On the criteria suggested above, important progress is being made in implementing the core rec-
ommendations of the Manual. Much, but certainly not all, of thisisoccurring in OECD countries.
Some important progressis aready being made on BoP services; on FATS and in both caseswith
partner country data. The monitoring tools described above on country reporting and data quality
will be essential in highlighting priorities for further work and improvement.
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Abstract

Although only published very recently, pressuresfromdata usersarehelping to ensurethat progressinimple-
menting theManual on Statisticsof | nternational Tradein Servicesismonitored. Atoolset for assessing prog-
ressisoutlined. Important progressisbeing madein implementing the core recommendations of the Manual .
Much, but certainly not all, of the current progressis occurring among OECD countries. Important progress
is being made on BOP services, on FATSand in both cases with partner country data. The monitoring tools
described above on country reporting and data quality will be essential in highlighting prioritiesfor further
improvement.
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International trade in services —
migration statistics and mode 4

Ralf Becker (United Nations Statistics Division)

1. The modes of supply in the General Agreement on Trade in Services (GATS)

The area of international trade in services has always been an important element of National Ac-
counts and Balance of Payments statistics. The way in which services traded are being recorded
impacts the definition of GDP and other important indicators. Statistics on international trade in
services have recently received additional attention as a means of providing information on mea-
suring the necessity and the impact of negotiations and commitments made under the GATS.
While some services can be provided across borders, similar to the traditional notion of interna-
tional trade, others require the physical proximity of service provider and client. The GATS there-
fore recognizes four different ways of providing a service — the four modes of supply. These cover
the provision of a service across borders (mode 1), through consumption abroad (mode 2), through
establishing of a commercial presence (mode 3) and through the presence of natural persons (mode
4). The specific commitments negotiated under the GATS can apply to individual industries, as
well as individual modes of supply. These modes subsequently constitute an additional dimension
in international trade in services to be measured. By the very nature of the differences in which ser-
vices are being supplied through these four modes, the availability and the way of obtaining of sta-
tistical data for these service transactions changes. This results in a variety of techniques and data
sources to be used specifically for each mode and, in some cases, for particular types of services.
For modes 1, 2 and 3 methodological guidelines are well developed nationally and internationally,
including in the Manual on Statistics of International Trade in Services.

2. Migration statistics — a viable data source for mode 4?

For the (efficient) supply of services, the direct contact between service supplier and consumer is
often essential. The structural changes that have taken place in the post-industrial economies have
created an increased demand for highly skilled service suppliers. The increased dynamics of
global markets leave ever shorter time-frames for reaction to consumer and investment demands,
often requiring the immediate availability of service suppliers. The observable trend to increased
(temporary or permanent) presence abroad underline the growing importance of delivering ser-
vices through mode 4. An example would be the temporary relocation of specialists, professionals
and contractual service suppliers by internationally operating firms.

Under the GATS, the movement of natural persons refers to the entry and temporary stay of
persons for the purpose of providing a service. It does not relate to persons seeking citizenship, per-
manent employment or permanent residence in a country. The provision of services through mode
4 is possible for practically all types of services and the commitments related to mode 4 under the
GATS are mostly horizontal commitments. Among those, most relate to executives, managers and
specialists, while only a small percentage covers low-skilled persons. This type of commitment
also indicates another dimension in the statistical data needed to adequately reflect services trade
in mode 4, linked to the occupational level of the service provider.

In recent discussions, the use of migration statistics to tackle the problem of data collection for
mode 4 has received increased attention and different data sources for statistics in this area are be-
ing explored. As mode 4 statistics has to be compiled on individuals (natural persons), the typical
instruments for gathering data from businesses are not always applicable. Migration statistics
cover the movement of people across borders and appear therefore as a likely candidate for a data
source.

For statistics to be produced on provision of services through mode 4, several indicators are of
interest: the value of the services provided, the type of service provided (classified as industry), the
mode in which this service is provided, the occupation and skill level of the service provider, the
time of stay of the service provider in the host country (“temporary”). Existing migration statistics
typically cover some of these plus other quantitative indicators such as: the number of persons in-
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volved or duration and purpose of stay, which may serve as approximations. However, to meet the
needs of mode 4 statistics, additional considerations have to be made.

Migration statistics compiled on the basis of visas or work permits issued could give a fair indi-
cation of the size of the labour force moved between countries, approximating data sought for
mode 4. Additional information is needed to account for differences, since often the interpretations
of the GATS text are different from established definitions used in migration statistics, adding an
additional layer of difficulty in merging these two types of statistics.

Links between these two types of statistics should also be of interest to migration statisticians
themselves, as they allow for measuring the “economic” impact of a typically “social” phenome-
non. The creation of a Technical Subgroup of the Interagency Task Force on Statistics of Interna-
tional Trade in Services has been a first step in providing guidance in this area.

3. The need for harmonization of standards

The use of different data sources to capture the phenomenon of mode 4 service provision immedi-
ately raises the question of how comparable the underlying concepts for these data sources are. It
becomes clear that the inherent definitional problems of migration statistics mirror problems in
statistically defining concepts of the movement of natural persons in the sense of the GATS. The
GATS as a negotiation instrument between countries necessarily carries a degree of flexibility, al-
lowing countries to negotiate commitments in line with their national practices and laws. While
statistics on mode 4 should be defined on a fixed set of concepts, to ensure international compara-
bility, one has to be aware that they may not always have the same scope as that intended by indi-
vidual countries in their negotiations under the GATS. On the other hand, while migration statistics
may seek to provide data on fixed concepts and definitions, the actual availability of data is often
determined by national legal settings. This includes fundamental questions such as the definition
of “temporary stay”. Not only may migration statisticians and trade negotiators in the GATS use
different definitions for this, the data available from administrative sources will invariably reflect
the legal practices of the country involved. For instance, visas issued for “temporary” stays may
cover stays of different length. Also the definition of “foreign” varies among countries, reflecting
sometimes the country of birth, sometimes the nationality of the person. This has a significant im-
pact on the data produced.

In this sense, we are moving closer to identifying data sources to measure the service provision
through mode 4, but become at the same time more and more aware of conceptual or practical
shortcomings of the different approaches. As limitations on the reporting burden of countries,
businesses and individuals also play an important role, seeking a statistically sound compromise
between limitations in applicability of existing data sources and methods and additional
programmes, as well as further harmonizing their standards, will become a key issue in the future.

Résumé

L’intérét croissant accordé a la fourniture de services réalisée a travers le déplacement des personnes physi-
ques, tel qu’il a été défini par le mode 4 de I’ Accord Général sur le commerce des Services (AGCS), entraine
une demande grandissante de statistiques dans ce domaine. De nouvelles sources de données sont a [’étude,
traduisant I 'importance reconnue aux statistiques liées au phénomene migratoire. Simultanément, on assiste
a une continuelle amélioration des standards, amélioration rendue nécessaire par le caractére imparfait de
ces sources de portée et concepts différents.

Ralf Becker

United Nations Statistics Division
2 UN Plaza, DC2-1522

New York, NY 10017, USA
BeckerR@un.org
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Trade in services — a challenge to statisticians:
the Czech case

Petr Vojtisek (Czech National Bank)

1. Foreword

The Czech Republic is a small open economy with a high ratio of foreign trade to GDP and a ratio
of trade in services exceeding 10 % of GDP. Trade in services is important for the development of
the balance of payments since the usual surplus here compensates, at least partly, for the traditional
deficit in trade in goods.

At the beginning of our economic reforms, the compilation of the balance of payments was
based solely on the settlement system. There were only a limited number of banks at that time but
the existing banks were experienced in this activity. The liberalisation process influenced the col-
lection system in many ways. Dozens of new banks were established and a great number of new en-
terprises and businesses were also created. Due to the liberalisation in external trade many of them
started to carry out cross-border business. All these changes resulted in an enormous increase in
the numbers not only of economic agents involved in cross-border activities but also in the transac-
tions to be reported. In addition to the generally known drawbacks of the settlement system these
transitional factors further worsened the quality of the figures from the settlement system. The
Czech National Bank as a compiler of the balance of payments statistics started to introduce alter-
native sources to the information collected from banks. It concerned almost all balance of pay-
ments items including trade in services.

2. The actual system of data collection

There are basically three acts setting out the legislative background for collecting data for the bal-
ance of payments: the Act on the Czech National Bank, the Act on Banks and the Foreign Ex-
change Act. The information from banks is collected in accordance with the first two acts, the last
one accomplished by decrees providing further details on collected information sets the frame-
work for the reporting by non-bank respondents. The reporting obligation defines the duty of eco-
nomic agents to report data for statistical purposes. It is imposed in several areas and the trade in
services is one of them.

The methodology applied for the compilation of the balance of payments is essentially the
methodology set by the BPM5 of the IMF, although not all details correspond fully to these stan-
dards. The breakdown of services is not presently available for all items but collection and compi-
lation procedures are gradually being implemented or improved to increase data availability.

3. The information sources for respective items of trade in services

The settlement system is still the main source of information for trade in services but several alter-
native sources have been introduced.

Data on receipts and expenditure concerning the transport by air and rail of goods and passen-
gers is collected directly from transportation companies. Companies involved in the transportation
of natural gas and oil (transit charges) are also required to report directly.

The cross-border statistics of both foreign visitors and Czech residents used to be the only in-
formation source in the area of travel items at the beginning of our transitional period. Estimates of
the average expenditures of foreigners during their stay in the Czech Republic were based on regu-
lar enquiries at selected border crossings. These sources are still considered but additional ones
have been included. Information from the banking sector on the purchases of both Czech and the
foreign currencies and information from hotels and travel agencies are more reliable sources.
These as well as bank information regarding credit cards transactions, are now used as the main
source of information.
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As regards other services, direct reporting was imposed on insurance companies in 1999. The
survey includes cross-border transactions relating to insurance and reinsurance of the insurance
companies operating in our country.

4. The evaluation of information sources and further development

The balance of payments compilation system is being designed to meet international standards.
The key elements are the quality of the data and the detailed breakdown. There are basically two
options on how to collect the information: either from the bank settlements system or from direct
reporting. There is no clear preference between these two sources in the Czech Republic to meet all
the requirements. More reliable information as regards the total volume is the biggest advantage of
the direct reporting. The information from credit cards transactions is also a reliable source of the
total volume. The detailed breakdown, specifically the territorial section, is the biggest advantage
of the settlement system. The Czech National Bank as a compiler benefits from the advantages of
both systems. While the settlement system is currently and generally used for compiling the trade
in services and for territorial breakdown, more direct reporting has been gradually introduced in
recent years.

Nevertheless it seems that the best way of creating a more comprehensive system of direct re-
porting in the sphere of trade in services is to co-operate with the national statistics institute. A fur-
ther reason for the takeover of these activities by the national statistics institute is the fact that ap-
plying the threshold of 12 500 EUR in the Czech Republic after accession to the European Union
will further worsen the quality of the data. The national statistics institution has a better ability to
maintain the register of economic agents and to introduce a comprehensive system including all
major economic agents carrying on business in trade in services. The central bank would play the
role of the methodological consultant, at least when the system is introduced and the national sta-
tistics institute would incorporate this area into its set of surveys. This idea is currently being dis-
cussed with the Czech Statistical Office.

Résumé

Pour dresser la balance des services dans le cadre de la balance des paiements on utilise, en République
tchéque, les données sur transactions des banques de méme que les informations directes des interrogés. Les
informations bancaires sur transactions n’ont pas d’alternative dans beaucoup de domaines et leur avantage
principal consiste dans la segmentation territoriale. Le reporting direct est introduit successivement dans
quelques domaines et les données en retirées sont assez fiables, du moins quant au volume total des services.
Néanmoins, le reporting direct réalisé par la banque centrale a certaines limitations, vu cela, on est en train
de négocier son transfert éventuel a l'institut de la statistique.

Petr Vojtisek

Czech National Bank, Monetary and Statistics Department
Na Prikope 28

Prague 115 03, Czech Republic

petr.vojtisek@cnb.cz
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Evolution of data collection system on services
in Russia: from surveys to international
transactions reporting system

Sergey Shcherbakov (Bank of Russia)

1. The use of an enterprise survey system
The surveying of enterprises has been conducted since 1994.
Practicability and advantages of the adaptation of the survey system in Russia:

At the moment of introduction of trade-in-services reporting system, preference was given to the
survey system owing to the fact that national statistics was well tuned in contrast to the banks’
weakness and unreadiness to undertake data collection functions. Additional advantages (as coun-
terbalance to a transactions reporting system) that stood up in favour of and contributed to such a
choice were the following:

1. general:
 data themselves, and responsibility for data reporting are direct by nature, rather than
indirect.
2, specific:

+ itmakes possible to obtain information on types of services in those specific cases when only
an immediate counterparty disposes of the information, which can meet the methodological
nuances. In the first place, the superiority of this approach is noticeable for such important
types of services as freight and construction;

* it exclusively enables a BoP compiler to obtain data on trade-in-services when settlements
via banks don’t take place (e.g., barter, trade credit) or in cases of net payments (e.g.,
communication services);

* it provides the correct timing of the provision of a service.

Shortcomings upon the use of the survey system in Russia:

* main: incomplete coverage;

+ difficulties in identifying respondents not engaging on a regular basis in imports of services —
the range of such services being wide and basically presented by other business services;

+ for some entities, the value of transactions in services is deemed so negligible that those entities
consider it worth ignoring to furnish the data to a BoP compiler;

* consequently, it is necessary to count-up the data to the full range, thus losing the possibility to
disaggregate them by service type;

* organizational difficulties for the Central Bank as a BoP compiler, which take place upon the
checking-up of the initial database, and on proposing changes into the reporting methodology;

* problems tied with the collection, within a single report form, of data on specific services such as
insurance.

2. Introduction of an ITRS-based report form

The new report form (to be compiled by banks) on each transaction in services of the banks’ clients

and of the banks themselves introduced by the Bank of Russia in 2001 made it possible to over-

come the weak points of the survey system, thus retaining the latter as a source of data for specific

services (transportation, construction, and partly other services not paid for directly):

» the problem of inadequate coverage of respondents to be included has been settled: the number
of counterparties, which emerged in the new report form, vis-a-vis the number of those in the en-
terprise survey sprang up twelvefold;
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+ consequently, the statistics on services improved on the whole and separately by service type;
comparative analysis of the two reporting systems (excluding count-ups) has demonstrated a
double increase in export indicators and fourfold in imports.

+ there is qualitative improvement of the presentation of other business services, and personal,
cultural and recreational services previously not classified in the BoP separately by type;

* auxiliary data, which came from the new report form, on import transactions in communication
services, which are of great importance for Russia, led to the change in the balance; formerly, in-
formation on such services had been obtained exceptionally from major enterprises (nearly mo-
nopolies) operating as net exporters of those services;

* detailed information on insurance flows made it possible to compile the respective BoP items
with required disaggregation;

+ the expansion of the number of respondents contributed to the lifting of the confidentiality-re-
lated limitations on recording government services as a separate item.

3. Transactions associated with capital outflow

Analyzing payments for the services available through the international transactions reporting

system permitted for the first time to identify residents’ transactions of fictitious nature. Because

the effective controls exist in other areas, in the absence of foreign exchange controls in
trade-in-services, sizeable funds are transferred onto nonresidents’ accounts under the cover of
services imports. In the balance of payments, such phenomenon is classified as a capital outflow
and recorded under the financial account.

To associate a transaction with this phenomenon and to estimate the value of the latter the fol-
lowing criteria were adopted:

1. Aggregate value of payments made by an importing enterprise within a reference period ex-
ceeds US$ 10 million.

2. Inatransaction worth of over US$ 1 million, the counterparty is resident in an offshore zone or
in a country included by the FATF in the “black” list.

3. Payments made by anumber of importing enterprises within a reference period simultaneously
via the same bank, which in total give more than US$ 10 million.

4. Payments made by an importing enterprise, whose transactions were attributed to fictitious in
previous reporting periods, regardless of the value of the transaction and country of the
counterparty.

Provided one of the above criteria kept, it is assumed that a transaction has a fictitious nature.
The capital outflow value in 2002 is estimated to have been 93 cents per each US dollar spent

on imports of services (excluding travel).

4. Conclusion

+ The introduction of the ITRS allowed to heighten the quality of services statistics.

* Ithas now become possible to develop an extended services classification not only for BoP pur-
poses, but also for further negotiations on Russia joining the WTO.

* Ithelped estimate the value of illegal capital outflow via fictitious contracts for services provi-
sion.

Résumé

L’introduction des systemes des communications des transactions internationales (SCTI) liée aux services
fournis ouregus par les clients des banques également des enquétes existantes aupres des entreprises (EE) en
2001 a permis d’augmenter la qualité de la statistique de services.

En effet, on a gagné la possibilité d’élaboration de la classification élargie des services pour les négocia-
tions d’admission de la Russie a I’'OMC ainsi que pour la balance des paiements.

Les sorties illégales de capitaux liées aux contrats fictifs pour l'importation de services ont été estimé
dans le cadre de SCTI, aussi que les paiements précisément pour les services.

Sergey Shcherbakov

Bank of Russia, Balance of Payments Department
12, Neglinnaya,

Moscow, 107016, Russia

ssg@cbr.ru
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Japan’s implementation of the recommendation of
the MSITS

Eika Yamaguchi (Bank of Japan)

1. General Overview

In Chapter 1, the manual recommends five core elements for compilers to tackle first, that is,
BPMS, EBOPS, Foreign Direct Investment statistics, FATS, trade and services by partner country.

Viewed broadly in order above, we, Bank of Japan, compile Balance of Payments statistics
based on BPM5 and publish preliminary figures every month. Then the classification of services is
also based on BPM5. The items we disseminate are as follows: (1) Travel, (2) Maritime transport,
(3) Air transport, (4) Communication Services, (5) Construction services, (6) Insurance services,
(7) Financial services, (8) Computer and Information services, (9) Royalties and License Fees,
(10) Other business services including Merchanting and Operational leasing, (11) Personal, Cul-
tural, and Recreational Services, (12) Government Services. We break down these 12 services data
into 32 countries and 8 areas, and publish those data by regions semi-annually. Regarding Foreign
Direct Investment, we compile and disseminate flow statistics every month and stock statistics ev-
ery year.

In a word, so far we have met 3 core elements out of 5. About EBOPS, we breakdown trade in
services based on the BPMS classification. Regarding FATS statistics, however, we must say this is
the issue to be discussed in days ahead.

2. Foreign Affiliated Trade in Services Statistics

In Japan, FATS statistics are not compiled as advocated in the manual at the moment.

However, two statistics are compiled by METI (Ministry of Economy, Trade and Industry)
through outward and inward surveys that cover FATS variable to some extent.

It is important to understand the difference between FATS and those statistics. It should be a
necessary first step when we develop FATS.

3. Description of the surveys

Outward survey, “Survey of Overseas Business Activities”, has been annually disseminated since
1970. It is on Japanese companies that have overseas subsidiaries.

Inward survey, “Survey of Trends in Business Activities of Foreign Affiliates”, has been annu-
ally disseminated since 1967. It is on foreign-owned subsidiaries located in Japan.

Both surveys include major variables of FATS such as sales, value added, employment, R&D
expenditure and so forth.

As for time schedule, for the outward survey, they dispatch the questionnaire in July and dis-
seminate only key items on provisional basis in May. For the inward survey, they dispatch the
questionnaire in September, and disseminate key items in July. After inquiring about the figures,
the final results of both surveys are published in next May.

4. Characteristics of METI’s statistics in comparison with FATS

Coverage: Finance, insurance and real estate business are not included. The number of effective
responses is 2,039 parent companies in Japan and 14,991 oversea subsidiaries for the most recent
outward survey, 1,639 foreign-controlled affiliates in Japan for the inward survey.

Industrial classification: the classification is based on JSIC, which was revised last year to re-
flect the recent trend toward a service economy.

Variables: intra-firm trade has been inspected every three years at the outward survey.
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The country of origin: UHC or UBO is not taken into consideration. The outward survey in-
cludes those Japanese affiliates whose 10 to 50% share is controlled by parent companies. Since
1987 not only overseas subsidiaries but also sub-subsidiaries have been included. The inward sur-
vey includes foreign affiliates whose 1/3 to 50% share is held by their parent companies.

5. Conclusion

* We have to make progress in order to meet needs for FATS.

* The activities of banking and insurance sector should be figured out.

* METI must have a lot of experiences in data collection.

+ From the viewpoint of statistics users, it will be required for the Bank of Japan, the Ministry of
Finance and the Ministry of Economy, Trade and Industry (METI) to have a discussion on
FATS.

References

“The Manual on Statistics of International Trade in Services” (2002).

“Foreign Direct Investment in Japan: Empirical Analysis Based on Establishment and Enterprise Census”
(Kyoji Fukao, 2002).

Résumé

Comme suggéré dans le manuel des statistiques du commerce international des services (MSITS), qui a été
publié I’année derniere, les statistiques du commerce des services des filiales étrangeres (FATS) complétent
les statistiques conventionnelles de la balance des paiements. Les compilateurs de la balance des paiements
dans certains pays établissent encore les statistiques FATS, mais la Banque du Japon, responsable de la com-
pilation de la balance des paiements, ne se charge pas des statistiques FATS. D autre part, le Ministere de
[’économie, du commerce et de l'industrie (METI) a fait une enquéte annuelle sur des entreprises multinatio-
nales pendant des années. Au Japon, des variables des statistiques FATS incluant des éléments tels que les
ventes, la valeur ajoutée, I'emploi, la dépense de la recherche et le développement sont, dans une certaine me-
sure, inspectées dans I’enquéte du METI, mais ces statistiques ne couvrent pas les opérations de banque et
des assurance, pas plus qu elles ne satisfassent nécessairement en détail aux normes des statistiques FATS.
Et, en conséquence, celavaut la peine de clarifier la différence entre les statistiques FATS et les statistiques du
METI et ce qui pourrait étre une premiére priorité pour améliorer a la fois la qualité des données et le systeme
actuel de collecte des données.

Eika Yamaguchi,

Bank of Japan

2-1-1 Hongoku-cho, Nihonbashi, Chuo-ku
103-8660 Tokyo, Japan
eika.yamaguchi@boj.orjp
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Compiling trade in services statistics
in a fully liberalized developing country:
the case of Uganda

M. Atingi Ego and K.A.Egesa (Bank of Uganda)

Introduction

The Services account forms a significant share of Uganda’s international trade. In the fiscal year
2001/02, exports of services amounted to US$ 223.8 million or 32 percent of total exports of goods
and services. Imports of services were worth US$ 552.7 million or 37 percent of total imports of
goods and services. The balance on the services account was a deficit of US$ 329.0 million, which
contributed about 25 percent of the overall deficit on the current account. Compared to the previ-
ous fiscal year there was a growth of 3 percent in exports of services and of 16 percent in imports of
services. Payments for transportation services rank highest among services outflows contributing
about 30 percent of total service payments. This is mainly due to high freight costs on Uganda’s im-
ports resulting from the landlocked nature of the country. The leading services earner for Uganda is
travel contributing about 76 percent of total service inflows, which consists of almost equal shares
for both business and personal travelers.

To meet the needs associated with the increasing growth in the value of trade in services and the
reporting requirements of the BPMS5 format, Uganda has taken a variety of steps over the past ten
years for improving the coverage and international comparability of its statistics in trade services.
This has taken place in an environment of liberalization, which started with the lifting of controls
on the current account in 1993 followed by the freeing of the capital account in 1997. In this paper
we discuss the steps that have been taken to improve the collection of data in the conventional
sense of exchanges between residents and nonresidents. Section 1 presents the current data compi-
lation methodology of trade in services in Uganda, while section two, the sources of data and im-
provements made so far in the sources used for collecting data following the lifting of exchange
controls are identified. Section three discusses the remaining challenges and section four con-
cludes.

1. Compilation Methodology

Before describing the data compilation methodology, it should be noted that the Uganda Bureau of
Statistics (UBOS) — an autonomous government institution is the Uganda government agency
with the primary responsibility of collecting and disseminating data on Uganda’s international
sales and purchases of services as empowered by the “Statistics Act of 1998”. However, the UBOS
delegated the role of compilation and dissemination of balance of payments and money and bank-
ing statistics to the Bank of Uganda (BOU).

Prior to the liberalization of the economy, there were restrictions on both the capital and current
account. The main characteristic of the exchange control era was the control on all flows of foreign
exchange denominated financial instruments on both the capital and current account. These called
for surrender requirements of all foreign exchange inflows and outflows, including highly bureau-
cratic procedures of centralized export and import licensing in the line trade ministry. All remit-
tances were effected with prior sanctioning by Bank of Uganda. Data used for balance of payments
compilation was therefore obtained as a bi-product of the administrative exchange control proce-
dures at the time and supplemented by other administrative sources such as customs through cus-
toms declaration forms. As part of the measures to improve the payment and exchange system in
the country, the current and capital accounts were freed in 1993 and 1997 respectively.

However, one weakness identified in the process of liberalizing the external sector was that the
emphasis on data collection was underplayed. Consequently, most agents understood the freeing
ofboth the current and capital accounts as freedom to transact with non-residents without any con-
trols including data reporting requirements. The removal of restrictions on both the capital and cur-
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rent accounts was interpreted to mean that there was no need to disclose information concerning
foreign exchange transactions by the private sector, which completely undermined the importance
of the monitoring role by the BOU. As a result most authorized foreign exchange dealers relaxed
on the use of the (exchange control) forms, which led to loss of information on imports and other
outflows for payments of services. To the extent that it was relatively easier to capture exports, the
trade account improved (given the loss of information on imports of goods) together with the ser-
vices account. The improvement in the services account was largely due to a methodological ap-
proach in which the residual was placed in the services account. The lesson learnt here was that the
speed of the liberalization process of the payment and exchange system was not adequately
matched by the revision of the then current data collection procedures or by the creation of alterna-
tive data collection procedures. Flaws in the traditional sources that had been used for statistical
purposes apparently became evident. At about the same, the need for comprehensive and timely
statistics and conformity to new international standards (BPM5 and IIP) called for different and in
most cases more detailed data.

It is within the context of this environment that the BOU found it necessary to develop new data
collection procedures among which included conducting of surveys of international services.
These have included surveys on both services and foreign direct investment. While BOU surveys
provide a large share of the data on trade in services, other sources are used for supplemen-
tary/complementary purposes. In some of these cases, one source is used to obtain a unit value or
per capita amount, which is then multiplied by a volume measure obtained from another source to
derive an estimate of the total dollar transactions. These include estimates of expenditures by trav-
elers derived by multiplying a sample based estimate of expenditures per traveler obtained from
surveys by the total number of travelers obtained per given period.

For other types of services, a composite value is obtained from which the individual service
items are derived using well established ratios determined from regular studies. These include
freight and insurance services which are derived from CIF values of imports. The balance of pay-
ments estimate on freight and insurance on goods is identified from imports derived from records
provided by Uganda Revenue Authority (URA — customs authority) on a monthly basis. Since cus-
toms taxes are levied on the CIF Value of imported goods, URA’s main concern is the capturing of
the CIF value of imports, with little attention paid to the composition of the value of cost, freight,
and insurance. Therefore, to split imports into its cost, freight and insurance components, a study
was undertaken based on data on imports provided by Intertek Testing Services (ITS), a pre-ship-
ment inspection company. Results from this study indicated that on average, the overall CIF value
of imports was composed of a 15 per cent freight component, a 1.5 per cent insurance component,
and a 83.5 per cent cost component. These ratios have been adopted as estimates to present imports
on a free on board (FOB) basis until further work allows additional refinement." Based on these,
the components for payments of freight and insurance services are estimated and input in the ser-
vices account.

In addition, imputations are made for various services through the use of returns submitted to
the BOU from Commercial Banks and Foreign Exchange Bureaux (see Appendices 1 and 2) on a
monthly basis showing the contribution of various items in the different accounts of the BOP to
overall payments and receipts of foreign exchange through the financial system.

The level of detail provided in the data compiled follows the BPMS5 format and is presented in
terms of monthly, quarterly and annual estimates. Data on communications services, government
imports of non-factor services and other services recorded through the international transactions
reporting system are compiled on a monthly basis while all other data is compiled using monthly
estimates derived from quarterly and annual surveys. Table 1, shows the level of detail for which
the data on services is presented in the BOP, the frequency of compilation and the US dollar values
for 2000/01 and 2001/02.

In terms of international comparability, Uganda uses international guidelines for the compila-
tion of statistics on trade in services between residents and nonresidents provided in the BPMS.
While the BPMS5 provides sharper distinction between goods, services, income transactions and
current transfers compared to the earlier versions and provides a detailed guide for recording trade
in services, the Manual on Statistics in Trade in services provides additional detail on challenging
issues such as treatment of services delivered using the commercial presence” mode of supply.

Uganda is gradually conforming it’s reporting to the BPMS5 (we are still trying to report trade in
services in conformity with the BPMS5 — see Table 1). However, there still exist a number of line

1 Through the International Trade Statistics Committee (a standing committee on trade issues consisting of the main data
providers and users), URA has been urged to start collecting information on the precise composition of the CIF value of
imports.

2 These involve the sale of services abroad through foreign affiliated companies that are considered  residents of the
economies in which they are located and would thus be omitted by the BPM5 based on the principle of residency.
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items for which data is estimated and therefore require implementation of regular surveys to obtain
reliable data. In general, the Research department has taken a number of steps to improve the accu-
racy, comprehensiveness, and detail of its trade in services. These have not been spurred by only
the need to ensure conformity with BPM5 but to improve the general quality of the data and cover-
age.

Among methodological and presentational changes that have been made to improve the useful-
ness of the data, a significant change has been the adoption of reporting imports on FOB basis as
opposed to reporting on a CIF basis as in the past. This has improved the content of the services ac-
count on account of increased accuracy in the data on freight and goods insurance. However, more
work needs to be undertaken on freight costs in light of the fact that some of Uganda’s imports con-
sisting of mainly non-oil imports originate from neighbours with common borders. According to
the BPMS definition, trade in goods is supposed to be valued at the border, so that for trade between
neighbouring countries CIF is equal to FOB. Moreover, if different FOB/CIF ratios were to be ap-
plied depending on the region of origin of imports, the direction of trade statistics need to be care-
fully analysed to avoid possible misclassification.

The other change was to reclassify the amount spent on technical assistance for short-term con-
sultants from the services account to the income account under compensation of employees. The
previous practice had been to record all technical assistance to Uganda under the services account.

2. Sources of Data for BPM5 and FDI and Improvements made
2.1. Surveys

Data on expenditures by travellers is obtained through surveys conducted by the Ministry of Trade,
Tourism, and Industry (MTTI) on expenditures of tourists. The most recent of such surveys was
conducted in the second half of 2001. During this survey, visitors leaving the country through the
customs entry points were sampled to fill in questionnaires on their purpose of visit, length of stay,
activities undertaken, money spent, etc. The design of the survey was compatible with balance of
payments concepts, i.e. a distinction was made between residents and non-residents. From the re-
sults of this survey, the average expenditure per traveller was estimated and used to derive travel
estimates based on the number of travellers obtained from the immigration department.

A survey of communication services (see Table 3) is carried out every quota (with a lag of two
months) to determine communication services transactions. The data collected provides estimates
on receipts and payments for communication services as compiled from all communication ser-
vices providers. In the past we have concentrated more on telephone and postal services provision,
however the next survey will include Internet services provision and any other computer mediated
networks that meet the reporting criteria.

Data on FDI is compiled using enterprise surveys of Private Capital Flows, the most recent of
which was carried out in 2001. This survey covered resident enterprises with foreign assets and lia-
bilities during the years 1999 and 2000. In this survey, data was collected on foreign direct invest-
ment, foreign non-equity liabilities and investments in non-resident entities. The concepts and def-
initions used in the survey were in line with the Sth version of the Balance of Payments manual. A
second round of the survey for the year 2002 is underway. A key input of this survey was the reclas-
sification of the components of direct investment in the BOP between equity capital, reinvested
earnings and other capital and determination of stocks of assets and liabilities of direct investment
for IIP compilation.

Commercial bank assets and liabilities consisting of currency and deposits are captured from
the monetary survey, which is carried out on a monthly basis. Assets and liabilities of other sectors
(non-bank private sector) are derived from the private sector inflows and outflows of foreign ex-
change as a residual. This is done through monitoring of private sector foreign exchange transac-
tions conducted through the financial system. All foreign exchange transactions involving the pri-
vate sector are tracked through the financial system. Any gap created in the private sector on ac-
count of private sector transactions is filled up by a combination of:

(1) The central banks’ intervention' ,

(ii) Sterilisation of government’s expenditure of grants and loan disbursements for poverty eradi-
cation related expenditures of HIPC savings by the central bank,

(iii)Changes in commercial bank assets,

(iv)And changes in non-bank assets.

1 The central bank intervenes in the foreign exchange market from time to time by either sales of foreign exchange or pur-
chases of foreign exchange in the inter-bank foreign exchange market to curb instability.
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While it is possible to accurately determine the changes in commercial banks’ assets and the
amount of intervention and sterilisation by the central bank, it has not been possible to track
changes in non-bank foreign assets due to lifting of controls on the capital account without
strengthening reporting requirements. Therefore these are derived as a residual item after filling
the foreign exchange gap created by the private sector transactions with changes in commercial
banks assets, intervention and sterilisation.

Indeed this may not be the best way of obtaining non-bank assets, however we have observed
over time a consistent movement in these estimated assets with movements in the exchange rate, as
depicted by tendencies of these market players (commercial bank and non-bank agents) to hold
onto their assets during periods of instability in the foreign exchange market and activity picking in
periods of market stability.

2.2 Administrative Reports

The use of administrative records for the compilation of data on trade in services in Uganda is very
minimal and is carried out by a few organisations. These include the immigration department,
which compiles data on all persons entering or leaving the country and is used as an input in the
compilation of travel services. The use of this data is limited to the number of travellers coming to
Uganda and the purpose of their visits. This information is used for computing the volume of trav-
ellers to Uganda and is a key input in the compilation of travel receipts.

The External Operations Department' of Bank of Uganda provides data on government trans-
actions in services. However, this data is usually reported in a lump some figure without regard to
the detailed breakdown as required by the BPMS5. For classification purposes, there is need to es-
tablish the breakdown of this value into the various service account components of the BOP. Al-
ready efforts are underway to obtain part of the data from other sources such as the Ministry of Fi-
nance Planning and Economic Development for payments on account of government services (not
included elsewhere) so that these can be netted off from the total of government services transac-
tions in a bid to solve the problem of poor classification. For receipts of forex on account of govern-
ment services not included elsewhere, a survey of foreign missions has been planned for 2003.

Additional information through administrative reports is compiled for FDI on account of di-
vestitures of public enterprises by government from the Privatisation Unit under the Ministry of
Finance, Planning and Economic Development.

2.3. Bank and Forex Bureaux Reporting System

Other services are compiled from commercial bank and forex bureaux returns (see source docu-
ment attached as Appendices 1 and 2) on forex outflows and inflows. These are compiled on a
monthly basis and form the basis for estimates of all other services such as financial services, trans-
portation, and personal insurance. They also provide ratios used for estimating imputed trade in
services. In deriving imputed trade in services, the total volume of all transactions in the foreign
exchange market for every month is computed and all identified BOP transactions netted off. This
involves determining total foreign exchange inflows during the month less identified inflows for
each BOP account and total foreign exchange outflows through the financial system less identified
outflows for the various accounts. The respective residual is then redistributed among the various
accounts of the BOP according to the indicative ratios computed from the identified BOP transac-
tions.

In general the public has not warmed up to the new bank reporting requirements instituted to
ensure conformity with the BPMS5. However, reactions from domestic users such as economists,
business and other analysts to the additional data provided have been generally positive. It should
be noted that currently only relevant parts of the BPMS5 categories and definitions for trade in ser-
vices have been adopted for Uganda. Where reliable data is not available, the authorities are using
some estimates while in the process of designing and testing the new methods and data sources.
This is a long process and it is expected that the data will become more reliable over time. From the
viewpoint of the data providers, there are sentiments that additional surveys and forms for collec-
tion of data are bothersome and overburdening. However, the BOU has continuously sensitised the
public on the need for accurate and timely data through the media, workshops and awareness semi-
nars. The move from data collection under controls to collection of statistics under liberalisation
has been impromptu and will take time to complete.

1 The External Operations Department is responsible for effecting government’s transactions with the external sector.
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3. Challenges and Way forward

Some progress has been made in recent years to ensure that the BOU conform the reporting of trade
in services statistics with the BPMS5 in terms of adopting new data sources and methodologies.
Nonetheless, some lessons have been learnt and the following challenges remain:

* Need to ensure high-quality data — Because it is not possible to conduct as many surveys as we
would have liked, emphasis has been placed on the collection of data through the banking sys-
tem using ITRS. This has been done through development of new forms consistent with the
BPMS, but the data need to be analysed and crosschecked against other sources frequently to en-
sure their quality. In addition, there remains the challenge of capturing data on transactions of
trade in services that do not necessarily go through the banking system or obtaining reliable esti-
mates for such transactions. Other issues that still need to be resolved are those on the time of re-
cording since in most cases payments for services are made either upfront or on completition of
service provision.

» Importance of good coverage—Improving the rate of response mainly by means of persuasion is
necessary, especially in surveys, which are conducted on a voluntary basis. Effecting penalties
is an option, which can be invoked through the statistics act although this has not yet been exer-
cised in preference to the use of moral suasion to obtain the data. This is a slow process and pos-
ses a big challenge in ensuring the timeliness of data.

* Training of the human resource — This is necessary to improve efficiency and the quality of data.
This is reinforced further by the fact that collection of statistics under liberalisation requires a
matching change in the skills of the staff receiving the data to carry out consistency checks, pro-
vide answers to queries raised by the respondents on concepts used and any other matters.

» Improving communication — This is important to ensure that respondents are provided with ex-
planations on the purposes and details of data requirements. For this meetings and workshops
have been held with respondents and business associations during the development of new
forms through which dialogue has been established. Detailed manuals for filling in the forms
have been prepared but these require continuous upgrading as new products come onto the mar-
ket. These activities are time consuming but necessary.

Finding an adequate balance between data requirements and reasonable respondent burden, avoid-
ing duplication and making use of information provided by other sources outside the BOU. For this
agreements with other institutions for data sharing have been used and may need to be improved
and broadened. Examples of these include the MOU between Uganda Investment Authority,
Uganda Bureau of Statistics and the BOU on collection of data on private sector investment. An
additional challenge that arises is that of adopting uniform concepts and definitions for the data
collected under such arrangements, which meet the different data users needs.

Improving surveys - For this, it is important to develop and use adequate sampling frames. It is
also important in the application of these surveys, to use adequate forms while keeping them as
simple as possible, developing follow-up processes, improving response rates, treating non-re-
sponses appropriately and up rating the data from samples. This is a relatively new activity and re-
quires considerable expertise, coordination and resources.

Experience from past surveys shows that obtaining data from resident companies with parent
companies located outside Uganda has been very difficult. This is because in most cases, the resi-
dent entities have to send copies of the forms to their parent companies for express permission to
release the information sought and in some cases the forms are filled in abroad. This has led to de-
lays in obtaining data and contributes a significant portion to non-response and remains a big chal-
lenge.

Need for ongoing assessment of statistical practices and procedures, comparison with other
country’s experiences. There is need for continuous assessment of response rates, quality of data,
respondent burden, use of data, possible duplication and others. Another aspect is that of examin-
ing other country’s systems of data collection.

The compilation of accurate information on short-term borrowings and compilation of
non-bank assets remains a big challenge in the case of Uganda. The previous private capital flows
survey did not adequately capture data on these two items and as a result these are derived using
crude estimates.

The use of commercial banks and forex bureaux forms for recording of transactions by source
for inflows and purpose for outflows in the case of commercial banks is hampered by the inability
to accurately determine in some instances the source of inflows, especially when funds are in-
wardly remitted for credit to client’s forex accounts. This affects the credit side of our services ac-
count as holders of these accounts may at times disclose the source only when they are converting
these proceeds to Uganda shillings after withdrawing them from the accounts.
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4. Conclusions

Currently a lot of emphasis has been placed on deriving estimates for trade in services through
bank and bureaux reporting as a starting point due to staff limitations and the urgent need to revise
the forms used during the exchange control regime to coincide with the exchange rate regime un-
der liberalisation. However, these forms can only provide working estimates and it will take time
for the public to get accustomed to filling them accurately. In the mean time, the use of regular en-
terprise surveys through private sector governing organisations is being explored as a substitute
for some of the data compiled through the bank and bureaux reporting system. This is expected to
improve the data compilation of trade in services statistics considerably and to solve some of the
problems associated with data collection of statistics in a liberalised environment. However, as
surveys become a prominent tool for the compilation of data for BOP purposes in general and trade
in services statistics specifically, there will be need for adequate and relevant legislation giving the
BOU authority to collect data from the public while at the same time reassuring the public about
the confidential treatment of the data collected.

Table 1 — Uganda Trade in Services during FY 2000/01 and FY 2001/02
(figures in US$ millions)

Frequency of FY FY
Collection 2000/1 2001/2
Services -262.6 -329.0
Transportation Monthly -120.7 -130.8
Air transport Monthly 20.6 21.7
Other transport Annual -154.4 -166.9
Passenger - 0.0 0.0
Freight Monthly -154.4 -166.9
Extended classification of Other Annual
transport
Rail transport Annual -70.2 -76.0
Freight Annual -77.2 -83.4
Road transport Annual -71.1 -76.4
Passengers - 0.0 0.0
Freight Annual -77.2 -83.4
Travel Annual 165.8 169.0
Business Annual 68.0 69.3
Personal Annual 97.8 99.7
Communication services Quarterly 5.1 3.8
Postal and courier services Quarterly 0.0 -0.5
Telecommunication services Quarterly 5.1 4.4
Insurance services Monthly -15.4 -16.7
Freight insurance Monthly -15.4 -16.7
Other business services Monthly -305.8 -362.8
Misc. business, professional, Monthly -305.8 -362.8
and technical services
Legal, accounting, management Monthly -9.3 -14.9
consult. and public relations
Business and management Monthly -9.3 -14.9
consultancy, public relations
Other Monthly -296.5 -347.8
Government services, n.i.c. Monthly 8.4 8.4

Source: Bank of Uganda
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Table 2 — Sources of Data for BPM5 and FDI

Item

Source of Data

1. Transportation

2. Travel

3. Communication

4. Insurance

5. Government Services n.i.e.

6. Other Services

7. FDI

Customs Declaration forms
Commercial Bank and Forex Bureaux Returns

Survey of Foreign Visitors
Immigration Department
Commercial Bank and Forex Bureaux Returns

Survey of Communication Service Providers
Commercial Bank and Forex Bureaux Returns

Customs Declaration forms
Commercial Bank and Forex Bureaux Returns

Ministry of Finance
Bank of Uganda

Commercial Bank and Forex Bureaux Returns

Privatization Unit
Private Capital Flows Survey*

* The private capital flows survey report for 2001 can be obtained from http://www.bou.or.ug/indexTEDD.htm

Source: Bank of Uganda

Table 3 - Communication Services, 2000/01 — 2001/02 (US$ millions)

2000 2000 2001 2001 2001 2001 2002 2002

Q3 Q4 Ql Q2 Q3 Q4 Ql Q2
Communication services 0.64 070 1.81 195 1.19 1.09 027 1.29
Credit 1.85 2.10 334 286 354 239 135 294
Debit -1.21 -140 -1.53 -091 -2.35 -1.30 -1.08 -1.65
Postal and courier services -0.04 -0.06 0.07 0.00 -049 -0.04 0.03 -0.02
Credit 026 030 030 026 022 019 026 0.27
Debit -0.30 -035 -0.23 -0.25 -0.71 -0.23 -0.23 -0.28
Telecommunication services 0.68 076 174 195 168 1.13 024 1.30
Credit 1.59 1.80 3.04 261 332 220 1.09 2.67
Debit -091 -1.05 -130 -0.65 -1.63 -1.07 -0.85 -1.37

Source: Bank of Uganda
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Annex 1 — Commercial Bank/Forex Bureaux Return for Forex Inflows

Form R
Source of Funds
Transaction between Ugandan Resi- 0 (d) Insurance & Re-insurance 0 Foreign Direct Equity Invest- 0
dents ment
Currency Holdings/Deposits e.g. sav- 0 (e) Financial services 0
ings
(f) Travel Portfolio Investment
Exports of Goods (f1) Business/Official O (a) Government 0
(a) Gold Exports (non-monetary gold) 0 (f2) Education 0 (b) Bank 0
(b) Repairs on goods 0 (f3) Medical 0 (c) Other 0
(c) Goods procured in ports by carriers 0 (f4) Other Personal 0
(d) Goods for processing 0 (g) Computer and information ser- 0 Loans
vices
(e) Coffee and other Exports 00 (h) Royalties and license fees 00 (a) Loan Received
(1) Other business services 0 (al) By commercial Banks
Income Receipts (j) Personal, cultural, and Short term (< 1 year) 0
(a) Interest received on External assets 0 recreational services 0 Long term (> I year) 0
(b) Dividends/ profits received 0 (k) Government services, n.i.e. 0 (a2) Others
(c) Wages/Salaries 0 (i) Private
Transfers Short term (< 1 year) 0
Service Receipts (a) NGO Inflows 00 Long term (> I year) 0
(a) Transportation (b) Government Grants 00 (i) Government ¥
(al) Freight 0 (c) Worker’s remittances 0 (b) Loan Repayment (Principal) 0
(a2) Passenger 0 (d) Other transfers 0
(a3) Other 0 Interbank 0
(b) Communication services O Interbureaux 0 Bank/bureaux 0
(c) Construction services O
Other (Please speCIFy)
1. Please consult the dealer for guidance if you are not sure of the box to tick
Source: Bank of Uganda
Annex 2 — Commercial Bank/Forex Bureaux Return for Forex Outflows
Form P
Purpose of Transaction
Transaction between Ugandan Residents 0 (b) Communication services 0 Foreign Direct Equity Invest- 0
ment
Currency Holdings/Withdrawals e.g. savings 0 (c) Construction services 0
(d) Insurance & Re-insurance  [] Portfolio Investment
Imports of Goods (e) Financial services 0 (a) By Government 0
(a) Govt. Imports (Incl. Govt. Projects) 0 (f) Travel 0 (b) By Banks 0
(b) Private Imports (Incl. Parastatal & NGOs) (f1) Business/Official (c) By Other 0
(i) Oil Imports 00 (f2) Education O
(i1) Gold Imports 00 (f3) Medical O Loans
(iii) Repairs 0 (f4) Other Personal 0 (a) Loans Extended abroad
(iv) Goods procured in ports by carriers 0 (g) Computer and information  [] (al) By commercial Banks
services
(v) Goods for processing 0 (h) Royalties and license fees  [] Short term (< 1 year) 0
(vi) Other Imports 0 (i) Other business services 0 Long term (> I year) 0
(j) Personal, cultural, and 0 (a2) Others
Income Payments Recreational services (i) Private
(a) Interest paid on external Liabilities O (k) Government services, 0 Short term (< 1 year) 0
n.ie.
(b) Dividends/ profits paid 0 Long term (> I year) 0
(c) Wages/Salaries 0 Transfers (ii) Government
(a) NGO Outflows 0 (b) Loan Repayment (Principal) 0
Service Payments (b) Government Grants 0
(a) Transportation (c) Worker’s remittances 0 Bank/bureaux 0
(al) Freight O (d) Other transfers 0 Interbank O
(a2) Passenger 0 Interbureaux 0
(a3) Other 0

Other (Please speCIFy)

1. Please consult the dealer for guidance if you are not sure of the box to tick

Source: Bank of Uganda
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Abstract

Following the freeing of both the current and capital accounts in 1993 and 1997 respectively, Uganda like
most developing countries lost readily accessible data sources on foreign exchange transactions involving
the private sector with non-residents. The loss of these data sources together with the need to conform to new
international standards (BPM5 and IIP), which called for different, and in most cases detailed data posed a
challenge for Balance of Payments Statisticians. The response to some of these problems has been to develop
new data compilation methodologies and to opt for alternative sources of data. While this response has been
slow a number of challenges have been dealt with and new lessons have been learnt. This paper identifies
some of these challenges, steps taken and lessons learnt with specific reference to compilation of trade in ser-
vices statistics.

Ego@bou.or.ug
Kegesa@bou.or.ug
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Part I1I: Methodological and analytical
aspects of trade 1n services

Costa Rica: Enhancements on the services
and the current transfers’ data
for the balance of payments

William Calvo (Central Bank of Costa Rica)

The global approach for the real and financial transactions has made, among others, an ever in-
creasing participation of the tradable services in the economic activity and in the country’s total ex-
ports. This growing interdependence of the worldwide economy has made more evident the neces-
sity of relying on statistics that reflect the new tendencies toward the trends on liberalization and
integration of the markets in order to generate recommendations of economic policies much more
in concordance with the reality of the country.

In the last five years, Costa Rica has increased the exports of services to the rest of the world.
While in 1992 Costa Rica exported $186 millions in services, ten years later the amount reaches
$1.950 millions. In 1991 the percentage of the services into the total of exports was 22%, en 2002
that percentage increases to 27%. In terms of the Gross Domestic Product, in 1992 those exports
represented 7.5% and ten years after this percentage is 11.5%.

It is very important to indicate that those percentages are influenced by tourism, of which the
foreign exchange earns to the country has grown 3.5 times in the last ten years. However, the other
Services of the balance of payments also have increased four times on that period.

Especially in the last five years, some activities in the sector of services have developed in the
country, close tie to the industries of computing, call centers, business centers and sport books.

But the major development in services has been in foreign direct investment, such as distribu-
tion, financial and business services and telecommunications.

The efficient compilation of the services statistics is very important for countries like Costa
Rica, which generally have current account deficits of balance of payments. A properly compila-
tion of the values of services exports facilitate present to the international financial community and
ratings agencies figures very realistic about the external position of the country. Also, the best
compilation of those statistics facilitates the economic authorities to adopt some economic poli-
cies to reduce the external disequilibrium with high precision.

It is believed that about 1% of the services exports has not been included in the balance of pay-
ment compilation. That percentage is very important because in the last few years the current ac-
count deficit of the balance of payments has been over 5%. Then if we deduct that 1%, this deficit
will be handling.

The method of the Central Bank of Costa Rica to compile the services exports statistics is
through direct surveys to some enterprises of which we know their activities must be include in the
balance of payments statistics. However, the task to obtain the information from the enterprises has
been negative. The main reason for that is fiscal. They don’t want to give information to the Central
Bank because they think the Ministry of Finance can obtain the information and compel them to
pay taxes.

Costa Rica has not any law to compel the private and the public sector to give information to the
National Institute of Statistics or to the Central Bank. In front of these difficulties, the Central Bank
of Costa Rica made a Law at the beginning of the year to compel the people to provide it with the
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data or to pay a fine. At the time I wrote this paper, the Law was at the National Assembly for ap-
proval.

Furthermore, the Balance of Payments Section has made some important efforts to compile
and to enlarge the services statistics. On the tourism area, the Central Bank and the National Insti-
tute of Tourism started a survey between all enterprises which have some link with the tourism ac-
tivity, like hotels, car rentals, restaurants, tourism agencies, etc, to create a Satellite Account of
Tourism.

With respect to information from Business Centers, we can obtain it through a survey among
13 firms, which give annual and quarterly data.

As regards the data from the computing exports firms, the Central Bank could obtain the infor-
mation from the four main firms on a quarterly basis. Also the Computing Chamber gives data
about all the sector every six months.

Another item on which we have got best and more information is the worker’s remittances
from and to outside the country through twelve firms who are in the business of sending and receiv-
ing workers’ remittances.

Anitem of the balance of services on which it has been impossible to obtain good data concerns
sport books. This sector does not collaborate with the Central Bank, so we had to estimate this item
through indirect ways of information.

The difference between the trade of goods and the trade of services is that the former has an of-
ficial registry at the customs of the countries. Meanwhile there is no way to measure exactly the
trade of services because the only way to get the information is through surveys into the firms, if
they want to give it to the compiler.

Two difficulties for the statistician arise when there is no quality data about services trade: first,
the current account of the balance of payments may be undervalued or overvalued, and second, the
capital and errors or omissions may be in the same situation. Both situations can induce the eco-
nomic authorities to adopt policies in the wrong direction, because there is no good compilation of
the balance of payments.

Also for the calculation of the Gross Domestic Product, Costa Rica has a data deficit on ser-
vices. The problem arising in this point is that the GDP in our country is undervalued and in some
times the growth of that indicator has been more substantial than the figures show.

In this situation, the Central Bank of Costa Rica and the National Statistical Institute must
make efforts to look for better statistical tools for economic analysis and policy making to match
their needs.

William Villegas Calvo
Central Bank of Costa Rica
Director of Economic Division
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Italian business travellers abroad:
a multidimensional perspective

Giovanni Giuseppe Ortolani and Andrea Alivernini (Ufficio Italiano dei
Cambi),

Business tourism is a relevant segment of Italy’s - as well as of many developed countries’ - out-
bound tourism. In 2001 the expenditures carried out by residents travelling for professional rea-
sons accounted for 41% of the total outbound travel expenditure.

The numerous studies on the characteristics and behaviour of international leisure travellers
led to the development of some generally shared findings. On the contrary, the segment of interna-
tional business travellers, despite its importance, has not yet received analogous consideration in
the scientific community.

This paper attempts to outline the fundamental features of Italy’s outbound business travel by
exploiting the potentialities of statistical tools for multidimensional analysis. The lack of a theoret-
ical framework suggested the adoption of exploratory - rather than explanatory - statistical tools.
The source of data is constituted by the results of the extensive inbound-outbound border survey
on international tourism, carried out by the Ufficio Italiano dei Cambi (UIC) on a continuous basis
through around 150,000 annual face-to-face interviews of a representative sample of both resi-
dents travelling abroad and non-residents travelling in Italy.

In the first part of the paper, data are submitted to a multiple correspondence analysis (MCA),
whose most typical feature is the production of a low-dimensional graphical representation of the
large number of available qualitative and quantitative attributes. The input data set contains analyt-
ical data from the UIC sample survey at borders. It consists of 114,049 observations (interviews)
with 15 attributes retained on resident outbound business travellers, carried out during the
five-year period 1997-2001. After grossing-up, the observations refer to a population of
70,261,000 travellers. By reducing input dimensions to the ones that most explain the variability
(inertia) of the phenomenon, MCA allows the identification of its essential features, highlighting
most relevant relationships between the attributes describing travellers’ characteristics (e.g. sex,
age, profession) and behaviour (e.g. length of stay, accommodation used, countries visited, Italian
area of origin, level of expenditure). The first two factors explain together 93.9% of the variability
of the phenomenon. This suggests to limit the analysis to these two dimensions, as the first factor
plane will represent most of the variability and, consequently, will allow a good approximation of
the real spatial relationships between points.

Dimension 1 essentially opposes excursionists to high-spenders / overnight visitors; factor 2 is
mainly created by the opposition of the following two other groups of travellers:

+ onthe negative side of the axis, people who stay abroad for a relatively short period (1-3 nights),
coming from the North-East of Italy, using ‘Other accommodation’ (in many cases a dwelling
offered for free by a firm abroad) and visiting above all Germany and Austria.

+ onthe positive side of the axis, people with a high expenditure per person, travelling by air, visit-
ing the United States, staying abroad for a relatively long period (29-91 nights), of female sex.

Therefore, it may be concluded that the multidimensional structure of the Italian outbound busi-
ness travel market can be efficiently summarised in its fundamental features by a single variable:
the length of stay.

This finding seems to be specific for business travellers, since the same analysis on Italian out-
bound leisure travellers does not show a similar pattern.

The second part aims at identifying homogeneous groups of travellers according to the coun-
tries of destination. To this end, the Ward’s hierarchical clustering technique is used (the applica-
tion of other clustering methods verifies the robustness of the results). In Ward’s method, the dis-
tance between two clusters is the ANOVA sum of squares between the two clusters added up over
all the variables. Four clusters have been retained, whose choice was made basically upon heuristic
considerations (reading of the dendrogram) and statistical-probabilistic considerations (tests on
the increase in non-explained deviance when reducing the number of clusters retained). The analy-
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sis confirms that the duration of the stay is the key variable of the phenomenon, as Table 1 shows:
countries involving similar length of stay tend to be grouped in the same cluster.

Table 1 — Composition of clusters.

Clusters Countries Average length
of stay (nights)*
Cluster 1 Africa-other, Russia, Europe-EU-other, UK, 12.2

Belgium, Netherlands, Poland, Denmark,
Portugal, Spain, Sweden, Turkey

Cluster 2 America-other, Oceania-total, Canada, USA, 16.9
Asia-other, China, Brazil, India, Japan

Cluster 3 Austria, Hungary, Croatia, Switzerland 1.3

Cluster 4 Europe-ExtraEU-other, Romania, France, 4.8

Germany, Greece, Tunisia

* The overall average is 5.2 nights.
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Résumé

Comme dans beaucoup de pays développés, les voyages d affaires en Italie représentent un important mouve-
ment touristique (en 2001, le 41% des dépenses totales). Le manque de schémas théoriques pour I’études du
tourisme d’affaires nous a suggéré [’application d’instruments statistiques exploratifs, fondée sur I’enquéte
sur le tourisme international du U.I.C. réalisée aux frontieres.

Dans la premiére partie de I’étude on a appliqué un Analyse des Correspondances multiples, qui a pro-
duit une représentation graphique bidimensionnelle des nombreux attributs qualitatifs et quantitatifs des
données de base. L’analyse montre comme la structure multidimensionnelle du tourisme d’affaires des voya-
geurs italiens puisse étre efficacement résumée par une seule variable: la durée du voyage.

La deuxieme partie du travail consiste a l’identification de groupes homogenes de voyageurs selon le
pays visité, a travers I 'application de la technique de Ward pour ’analyse hiérarchique des groupes (I appli-
cation d’autres méthodes de cluster analysis assure la solidité des résultats). La durée du voyage se confirme,
encore une fois, comme variable-clé du phénomene
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Travel in balance of payments statistics

Branimir Grui¢ and Igor Jemri¢ (Croatian National Bank)

1. Introduction

As part of international economic relations statistics, the Croatian National Bank (CNB) is respon-
sible for Balance of Payments Statistics (BoP).

BoP statistics are based on official data sources (like Croatian Bureau of Statistics (CBS)) and
data compiled inside CNB (from the International Transactions Reporting System, specialised sta-
tistical surveys, data on reserves assets etc.). Having in mind the importance of tourism revenues
for Croatia, CNB in co-operation with research agencies conducts a Survey on expenditures of for-
eign travellers in Croatia and Croatian travellers abroad. This text concentrates on BoP revenues
(credits) from travel.

2. The Survey

The Croatian Institute for Tourism (CIT) developed the original methodology (met1) for the Sur-
vey. All border crossings (road, sea, air) are grouped according to type and geographical criteria.
Each group is represented by one border crossing on which foreign travellers are surveyed when
leaving Croatia, in accordance with a previously defined plan. The Survey’s questions are related
to total expenses in Croatia, country of residence, way of travel (acroplane, car, bus, truck), motive,
length of stay and accommodation (paid or unpaid).

A stratified sample is used. Each stratum is based on a type of border crossing and a type of day
(working or weekend). For each month (), each answer j about total expenses (c,, ; ;) is classified
ina stratum (there are L,, stratums) and weighted by the ratio of the total (N, ;) and surveyed (n,, ;)
number of visitors in the stratum i. Aggregate monthly expenditure equals the sum of the stratum’s
expenditure, while average monthly expenditure (C,,) is a fraction of total expenditures and the
number of foreign visitors in the month:

L n
IPIRC
Cm,i,
=l i

oy

==

3. Problems of the methodology and possible solutions

Three times a year estimated revenues for each group’s road representative are checked with the
second largest road border crossing. As aresult, we were faced with different estimates of expendi-
tures and different structures (country, motive, accommodation etc.), so we have concluded that
groups have not been as homogenous as we wanted them to be.

Beside that, the number of nights in commercial accommodations (hotels, motels, camps etc.)
according to the official CBS data and the number of nights in the same accommodations from the
Survey are different (the CBS’s number is few times lower). Fortunately, it is possible to identify
the distribution by countries and type of accommodation in official data, so by combining a selec-
tion of questionnaires with (1) the official data of overnights by countries and (2) the same number
derived from the Survey, we were able to compare estimated average expenditure and variances.
Large differences between them, together with a changing maximum variance proved that the
choice of weights had a large effect on our estimates.

During 2002 the total number of foreign travellers was alternatively calculated. For each type
ofroad vehicle (car, bus or truck), it was a product of the number of foreign-plated vehicles and the
average number or passengers in the vehicle. These estimates (met2) are a bit lower then those of
metl.
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Figure 1 — Revenues from foreign travellers in 2002

180 2002 Travel, revenues

1,60 |
1,40 |
1,20 |

1,00 -

bin. USD

0,80
0,60
0,40

0,20

0,00

1 2 3 4 5 6 7 8 9 10 1 12
¢ met1 —A— met2 — control month

The unknown structure of foreign travellers was estimated from the Survey results. This approxi-
mation lowers the quality of our estimates because it depends on a segment of surveyed travellers.
In order to improve the quality of output data, partial counting of foreign-plated vehicles will be in-
troduced during 2003 in order to gather more data on the structure of foreign travellers. As a result,
for 2004 there will be more stratums (each of the present stratums will be subdivided according to a
breakdown by countries). Also, there will be a new classification of border crossings into more ho-
mogenous groups (during 2003 each group will be surveyed on 2 or 3 border crossings).

References

1. European Commission, EUROSTAT (2000), Methodological manual on the design and implementation of
surveys on inbound tourism, Luxembourg.

2. OECD (1996), OECD Tourism Statistics: Design and Application for Policy, Paris.

Résumé

Dans cet article on présente la méthodologie et des probléemes d’estimation des revenues enregistrés dans le
bilan des payement sous “voyages”. On identifie des problémes de groupement des passages routieres de la
frontiére, du choix des présentateurs des groupes, les différences entre les données sur le nombre officiel des
touristes et les résultats de [ 'enquéte. On a introduit une nouvelle méthode selon laquelle on a augmenté le nu-
méro des présentateurs de chaque groupe pour controler les groupes quelles déja existent et pour créer des
nouvelles groupes. Le numération de contréle du trafic rendra possible meilleure estimation de la structure
des touristes selon les pays de leurs origines.
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The use of surveys 1n financial
statistics

Redesign of the statistics on
insurance corporations and pension funds.

Abraham J. de Boo (Statistics Netherlands)

1. Current situation

Statistics Netherlands compiles quarterly and annual statistics on insurance corporations and pen-
sion funds. The quarterly figures are based on a sample survey among the 1350 Dutch insurance
corporations and pension funds. The much more detailed annual figures are based on data from the
register that is maintained by the Dutch Supervisory Authority of Pensions and Insurance (PVK),
augmented by supplementary sample data gathered by Statistics Netherlands. The results are
mainly used for the National Accounts, the Structural Business Survey of Eurostat and some the-
matic publications. The Dutch central bank, who is the partner in the quarterly survey, also uses the
data.

The production process for insurance corporations and pension funds used to take place in
three different systems: one highly automated system for the quarterly figures, and two systems for
the annual figures. The systems for the annual figures have a limited functionality. Hence, the main
activities of the production process, i.e. the translation of corporate data into macro-economic for-
mats (ESA95), and the sector classification of investments and transactions, have to be done by
hand outside the system. Also the production of the output tables was mainly done by hand. All this
is very time consuming. The fact that the quarterly and the annual figures are compiled in separate
systems sometimes yields different results.

2. Need to redesign

The need to redesign the production process of the statistics on insurance corporations and pension
funds had been felt for some time. It became urgent by the need to switch to a Windows 2000 envi-
ronment before June 2003. We concluded that the straightforward conversion of the three old sys-
tems into the new environment was too costly. Therefore, we decided to build one new, integrated
system for the quarterly and annual statistics. We implemented four major innovations. First, we
extended the quarterly survey in such a way that we can fulfil our obligation to the European Com-
mission to produce complete quarterly sector accounts. Second, we implemented an algorithm for
automatic sector classification of investments into the production software. Third, we computer-
ised several standardised production routines that were so far done manually by the analysts.
Fourth, the production process was transformed into a process with clearly defined input, through-
put and output phases. This is in line with Statistics Netherlands’ objective to become a pro-
cess-orientated organisation instead of the former subject-orientated organisation.

3. Logistic part of the redesign

We linked the logistic part (the input phase) of the new system to a generic system for population
registration, surveys and data entry. For the quarterly survey, this means that another department of
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Statistics Netherlands now takes care of the mailing of the questionnaires and monitors the re-
sponse. Now the new system is introduced, the insurance corporations and pension funds will be
asked to fill in electronic questionnaires instead of paper, and return them by e-mail. A centralised
service of Statistics Netherlands can than take care of the input of the data.

For the annual survey, the link with the generic logistic system means that the content of the
data deliveries by the PVK can be monitored accurately. Therefore, the analysts always have an
up-to-date overview of the available parts of the required data, per entity in the population. The
supplementary data is gathered in electronic format. It mainly consists of investment details, and
will be inputted centrally.

The new system uses one database for both the quarterly and the annual surveys. The data of
several years are stored in this database to simplify the confrontation of quarterly and annual data
and time-series analyses.

4. Redesign of the quarterly survey

Redesigning the quarterly survey resulted in a new questionnaire for the quarterly survey in order
to gather the necessary information for the new European quarterly sector accounts. The old ques-
tionnaire was adapted and extended to include all balance sheet items according the ESA95 defini-
tions. The sector breakdown of the balance sheet items was likewise made compatible with the
ESAO9S institutional sectors. Furthermore, some questions were introduced about the current ac-
count items. This is restricted to main items such as premiums received, damages paid and labour
costs. It did not seem possible to include a more comprehensive quarterly questionnaire for the cur-
rent account.

To improve the quality of the quarterly figures, the sample was enlarged by nearly 50% to 225
entities. In the throughput phase, the information received is checked and, when necessary, edited
by the analysts. Next an output database is generated with a complete and consistent data set for all
units in the population. For units not in the sample this data set is imputed automatically, using a
combination of annual key data and the quarterly sample data from their peer group. The output ta-
bles are produced automatically from this database. These tables are checked again to see if figures
for insurance corporations and pension funds fit in with the overall macro-economic develop-
ments. If necessary the analysts return to the individual data and repeat the imputation until the re-
sults are considered reliable.

4. Redesign of the annual survey

The redesigned process for the annual survey is based on an imputation strategy resulting in a data-
base containing complete and consistent figures for all individual insurance corporations and pen-
sion funds. The advantage of such a database is that any desired aggregation will be consistent.

The main data source for the annual figures is the PVK register. Unfortunately, these data only
become available during the course of the year and are sometimes incomplete. In order to deal with
these difficulties the imputation strategy was designed. For each output variable, a decision tree is
defined based on a best available data hierarchy. Data used in this hierarchy include PVK register
data (which, when available, are always given highest priority), quarterly figures, last-year’s data,
stratum averages and population averages. As a last resort, stratum averages of last year may be
used. This imputation is done stepwise and top-down, i.e. first the main variables are imputed and
gradually more details are added, while keeping track of consistency requirements.

The imputation for missing units in the population follows the same strategy as the imputation
of the missing variables.

After the fully automated imputation phase, the analysts get the figures and a number of indica-
tors about the quality of the output. They have to decide what to check or change by hand. After ed-
iting, the imputation and analysis process can be repeated until the analyst decides that the quality
of the data sufficient. The system allows for the automatic generation of output tables at any time.
Of course, the quality will be poor in the beginning, when essentially only quarterly data (with less
detail) and last-year’s data are available.

Abraham J. de Boo

Statistics Netherlands

P.O. box 4000, 2270 JM Voorburg, Netherlands
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Surveying Issuing and Paying Agents (IPAs)
of securities in the United Kingdom

Bruce Devile (Bank of England)

1. Background

IPAs are agents that act on behalf of the issuers of securities. They are normally banks that issue se-
curities on behalf of the issuing body; pay any interest or coupons due on the security; and pay the
capital back to the investor at maturity. In summary the IPA acts as intermediary between the inves-
tor and the issuing body for the “money transmission” part of the transaction.

Before the introduction of the IPA return, the Bank of England did not have a single compre-
hensive source for monitoring issues of securities. Instead it used a variety of sources, such as
newspapers, other forms of media, commercial data providers and securities issuers. The data col-
lected from these sources were not comprehensive and were therefore potentially misleading, so
the Bank sought to improve the standard of its data. The Bank introduced the IPA return in July
2000. This is a monthly return sent to six UK IPAs, who we estimate account for over 90% ofissues
in the London market. Initially this was a voluntary return, but became statutory in November
2000 under the Bank of England Act 1998. The aim of the IPA return was to verify and improve on
existing data sources. Over time it has been developed and the return is now the Bank’s primary
source for debt security issuance data.

2. Positive experiences

The survey stipulates that [PAs report all new issues and all issues redeemed. We found that the ag-
gregate figure provided more comprehensive data on a security-by-security basis than we had pre-
viously achieved, even by using a range of commercial data providers and the other sources de-
tailed above.

As well as providing better coverage, we believe the quality of the data obtained from the sur-
vey is higher, as an IPA needs to maintain accurate details on its internal computer systems in order
to deal with various aspects of the issue on behalf of their client. For example, the IPA provides
timely and accurate data on early repayments of securities by issuers. Previously we had been un-
able to identify when issues were repaid early, and thus missed identifying money returning to in-
vestors by this route.

Collecting from the one source (IPAs) is more efficient for the Bank of England and reduces
our cost of collection, in that we do not have to pay for several commercial data suppliers. There are
however additional cost implications for the IPAs involved, though as part of our initial consulta-
tion we established that for most meeting our reporting needs only required a straightforward
download from their computer systems.

3. Limitations

Although the introduction of the IPA return has improved both the coverage and quality of debt se-
curity issuance statistics in the UK, there are still certain limitations.

IPAs do not have a culture of completing statutory returns in the same way as the banks do, so
some teething troubles were to be expected. The quality of reporting was uneven: and some returns
required disproportionately more resources from the Bank to process. But, we are making efforts
to ensure that the quality improves over time.

The number of attributes per security that we asked to be reported by IPAs is limited, but suffi-
cient for our current purposes to monitor issues and redemptions, and commensurate with our obli-
gations to be alert to the reporting burden. However if more in depth, or a greater breadth of, infor-
mation about each security were to be required at some future date, then a commercial data sup-
plier may again become the preferred or supplementary source.
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Equally, if we wish to make changes to the form, either to increase coverage or if there is a
structural change in the market we will need to consult and agree with the IPAs trade association
before implementing any changes. This can be a prolonged process and means the dataset cannot
be quickly expanded. If markets were to change we might need to supplement the IPA data with
data from other sources.

4. Next steps

We have been collecting data from IPAs for two and a half years and have been using the data as our
prime source for just over a year. Our next step is to continue to work in conjunction with the IPAs
to improve their reporting to us. This includes the format in which they report and the data quality
on various attributes of securities for certain IPAs. Our aim is to have the data of a high enough
quality to automatically upload the data from the IPAs and thus reduce processing time. The IPA
return currently provides the coverage the Bank requires for it’s statistical needs, but with markets
ever evolving, we are not complacent about its ability to continue to meet all our possible future
needs.

5. Recommendations

Ifthere are similar organisations to [PAs in other centres, then investigate the possibility of receiv-
ing survey data from them. Find out how much data you can reasonably collect on each issue and
assess if this meets your requirements. Initially, use the data for verification purposes against cur-
rent data sources and, if and when the data are of high enough quality, assess the potential benefits
of adopting a survey approach.

Summary

This paper looks at the history of the introduction of a (statutory) monthly survey of Issuing and Paying
Agents (IPAs) of debt securities by the Bank of England to assist it in its compilation of statistics on securities
issuance. The Bank believes it may be unique in using IPAs to collect securities statistics. The paper explores
the experiences the Bank has had from the survey — both good and bad — and highlights the limitations, and
notes possible improvements that the Bank plans to make. It concludes that the IPA return has been beneficial
for the production of securities statistics in the UK, however this does not necessarily mean it is the best
method for collection of such data in all countries or in all circumstances.

Bruce Devile

Bank of England, Monetary & Financial Statistics Division
Threadneedle Street

London EC2R 84H, England
bruce.devile@bankofengland.co.uk
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Utility of surveys undertaken by the Reserve Bank
of India for collection of financial statistics

Kondapally S. Ramachandra Rao ' (Reserve Bank of India)

The Reserve Bank of India (RBI), the Central Bank of the country, collects statistics on various
economic transactions of banking and other financial institutions in the process of implementing
its policies on monetary management, foreign exchange management, public debt management
and the measures of inflationary controls. Sometimes, it would not be possible to collect certain
details according to different classificatory characteristics, through the statutory returns and such
data may have to be collected separately, perhaps, on bench-mark basis. To collect such details
supplementing the data collected by it, the RBI conducts surveys in the fields of credit to rural/ur-
ban households, different aspects of the banking sector, balance of payments statistics and the pri-
vate corporate sector. These details are collected through various sample surveys, some of which
are conducted at regular intervals and others on ad hoc basis.

The objective of the paper is to review the surveys conducted by the Reserve Bank of India in
the above fields and their utility from the point of policy purposes. The paper also highlights their
importance in building the national macro-economic aggregates and accounts.

Debt and Investment Surveys

The Reserve Bank of India was established in 1935. One of the responsibilities entrusted to the
Bank was to oversee the agricultural credit extended through commercial banks and co-operative
banks. The Bank observed through an internal study (made in 1937) that a large part of finance re-
quired by the agricultural sector was provided by money lenders/indigenous bankers in the unor-
ganized sector while the part played by co-operatives and other agencies was negligible. Besides,
the funds supplied by money lenders were subjected to high interest rates. A few other committees
were set up to study the problem of rural indebtedness. The Bank organized an informal confer-
ence in 1951 on “Rural Finance” which recommended that the RBI should undertake a compre-
hensive enquiry to look into the availability of rural credit facilities, factual information on credit
needs, borrowing practices, incidence of indebtedness of rural households, etc. Based on the rec-
ommendations of the conference, the RBI conducted the first comprehensive survey known as
All-India Rural Credit Survey, with 1951-52 as the reference period, under the guidance of a Com-
mittee of Direction. The objective of the survey was to collect such data/information as would as-
sist the RBI and the Government of India in formulating an integrated credit policy for rural credit,
to assess the extent of indebtedness of rural households to financial institutions in the organized
and unorganized sectors. The survey, thus, did not aim so much to compile the national estimates of
rural indebtedness or credit requirements. The survey indicated importantly that the professional
money lenders, agriculturist money lenders and traders together accounted for 70 per cent of the
outstanding total borrowings of cultivators, and they charged high rates of interest. The Commit-
tee, based on the results, made a series of recommendations to the Government of India and the Re-
serve Bank of India. Importantly, the Committee recommended to evolve an integrated scheme for
rural credit; to review periodically the credit situation in the rural sector from the points of demand
side and supply side of credit; to conduct similar surveys on decennial basis. Based on another rec-
ommendation, the State Bank of India was established as a public sector bank by amalgamating the
Imperial Bank of India and other state-associated banks.

Following the recommendation of the Committee, similar all-India surveys were conducted
decennially and the latest survey pertained to the year 1991-92. While the 1951-52 and 1961-62
surveys covered rural households only, the subsequent surveys covered urban households also.
The conduct of the survey was, however, organized jointly by the RBI and the National Sample
Survey Organization of the Department of Statistics, Government of India from 1971-72.% The

1 Theviews expressed in the paper are those of the author and not necessarily of the organization to which the author be-
longs.
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Debt and Investment surveys generally adopt two stage stratified sampling procedure. Vil-
lages/blocks formed the first stage units (FSU) for rural/urban areas and the households formed the
second stage units (SSU) in both the areas. In 1981-82 survey, households in each sample village
were divided into four sub-strata based on area of land possessed. Two households were selected
from each stratum. Similarly, all households in a selected block were divided into three sub-strata
based on their monthly per capita consumption expenditure (MPCE) and two households were se-
lected from each sub-stratum.

In contrast, in 1991-92 survey, the sampling design was modified by considering the indebted-
ness status also as one of the criteria for selection of households besides the size of area of land pos-
sessed/MPCE in rural/urban areas. Households in each sample village/urban block were divided
into seven sub-strata on joint consideration of land possessed/MPCE and indebtedness status of
households for rural/urban households. Thus nine households were selected from each vil-
lage/block.". The total sample size in each of these surveys is given in Statement 1.

The incidence of indebtedness of the rural and urban households, and the extent of credit fi-
nanced by unorganized financial sector as estimated from these surveys, from 1951-52 onwards,
are presented in Table 1. It may be seen from Table 1 that, over time, the dependence of households
on unorganized financial sector decreased leading to the increase in the share of organized finan-
cial sector. It is observed from the 1971 survey that the credit from commercial banks accounted
for only 2.2 per cent of total debt of rural households. As one of the objectives of nationalization of
commercial banks, in 1969, bank branch net work pierced into rural and unbanked areas. As a re-
sult, the number of branches of commercial banks increased significantly from 1,833 in 1969 to
17,566 branches in 1981, and further to 35,206 in 1991. The Government of India and the RBI gave
special emphasis to “agriculture” by categorizing it as a priority sector and also assigning certain
proportion of bank credit for agricultural purposes. The commercial bank credit to agriculture in-
creased from Rs.501 crore? in December 1972 to Rs.4,160 crore in June 1981 and further to
Rs.18,573 crore in March 1991 (RBI, 1988 ii). These factors could perhaps have resulted in the in-
crease in the share of commercial banks in total debt of households, to 28.0 per cent in 1981. The
share further increased, though marginally, to 29.0 per cent in 1991. The share of co-operative
banks and credit societies also increased between 1971 and 1981 but decreased in 1991. Details are
given in Statement 2.

Table 1 — Indebtedness of Households

Year Incidence of Share of Unorganised Debt-Asset ratio
(asonend | indebtedness of sector® in Total Debt
June) households *
Rural Urban Rural Urban Rural Urban
1951 63.3 y 85.1 .
1962 62.8 y 70.8 . 7.7
1971 423 . 38.8 . 4.4
1981 20.0 17.4 38.8 40.1
1991 32.0 26.9 39.6 32.0
(23.4) (19.3) (32.7) (26.8)

Notes: 1. Debt includes outstandings of (a) cash loans payable and (b) trade credit and other dues payable. Figures in
brackets relate only to cash loans.

2. The survey results were not available for urban areas for the years 1951 to 1971.

.. . Not available.

* : Denotes percentage of households reporting debt.

@ : Includes agriculturist moneylenders, professional moneylenders, traders, relatives and friends, etc.

Sources: Publications/Articles of RBI and NSSO on Debt and Investment Surveys.

The surveys also collected data on the purpose of loan for which the credit was extended, such as
for capital formation or current expenditure, etc. These purpose-wise estimates at all-India and
state level are used in working out the estimates of capital formation in construction activity and

2 The surveys of 1971-72 and 1981-82 were conducted jointly with National Sample Survey Organisation (NSSO), De-
partment of Statistics, Government of India, whereas that of 1991-92 was conducted completely by NSSO.

1 Details of stratification of households are given in the Reports of NSSO (1998-i)

2 [ crore = 10 million
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also for capital formation of the household sector by the Central Statistical Organisation at national
level and also by State Statistical bodies. The results thrown up by the Debt and Investment sur-
veys provided a platform to researchers to undertake analytical studies to critically examine the es-
timates of indebtedness of households; and suggest improvements to the sampling design and to
the schedules of data collection. The data also provided a base for computation of measures of in-
equalities of asset holding or debt of households [Seetha Prabhu, et al (1988), Gothoskar (1988),
Subba Rao, etal (1997) and Ramachandra Rao and Tripathi (2001)]. As stated earlier, the responsi-
bility of conducting this survey and publication of the results was vested with the NSSO from the
survey of 1991-92 onwards. The next survey on this topic is scheduled in 2003, with 2002-03 as the
reference period.

Other Surveys relating to Priority Sectors

With the introduction of social control on commercial banks in 1968 and subsequent nationaliza-
tion of major commercial banks in 1969, the Government of India and the RBI gave a shift in the
credit policy by extending credit to the hitherto neglected sectors, such as small scale industries
(SSI), trade and transport operators, retail trade and small business, etc., which are categorized as
“priority sectors”." To evolve a suitable credit policy in regard to certain priority sectors, such as
small scale industries, and traders and transport operators, there was no reliable statistics on their
key characteristics, such as, investment, finance, value of output, capital structure, employment,
etc. With a view to assessing the magnitude of the small scale industries on these aspects and to as-
sist the credit policy, the RBI conducted, during 1977-78, the Survey of Small Scale Industries
which were assisted by banks, with April 1976 to March 1977 as the reference period.

Two stage stratified random sampling procedure was adopted to select a sample of small scale
industries. A sample of 869 bank branches (SSUs) was selected through probability proportional
to size (PPS) sampling procedure from each stratum formed according to State X Bank Group X
District and the amount of credit outstanding against SSIs for each branch formed as the size vari-
able”. The second stage units (SSUs), viz., SSIs, were selected from each selected branch after
grouping the assisted SSIs into four strata according to credit limit sanctioned® and arranged by the
industry of the unit, and following the linear systematic sampling procedure in each stratum. Thus,
asample of 15,000 SSTunits (SSUs) was selected from 869 selected branches of commercial banks
(FSUs) for the survey.

Based on the result of the survey, it was importantly noted that more than one-third of the liabil-
ities of SSIs was in the form of their borrowings and of these borrowings, 64.5 per cent was from
banks. About 58 per cent of their assets was in fixed assets and inventory stock. The proprietary
concerns accounted for 68 per cent of the SSI units. The outstanding investment under plant and
machinery was less than Rs.1 lakh for 89 per cent of the units. Various characteristics of the SSIs
were published according to industry, State of location of the unit, size of plant and machinery, etc.
(RBI, 1979 & 1980).

Subsequently during 1979-80, the RBI conducted the Survey of Traders and Transport Opera-
tors, comprising retail traders, wholesale traders and transport operators, which were financed by
the commercial banks, to assess the magnitude of this segment in terms of capital structure, invest-
ment expenditure, employment, value added, value of output, sales, etc. The reference period of
the survey was July 1978 to June 1979. The selection procedure of the sample, broadly, is as given
below.

Like the survey of SSI discussed earlier, the sample was selected following two stage stratified
random sampling procedure. In the first stage, the financing branches of banks were arranged into
three strata of bank groups and in each group, they were arranged according to population group.
Branches were further classified into two size classes based on the business of a branch in terms of
number of assisted units under the three categories viz., retail traders, wholesale traders and trans-
port operators, in each stratum and population group. From each ultimate stratum, the required
sample (1453) of bank branches was selected following simple random sampling procedure with-
out replacement. The second stage units, for each of the there occupational categories were se-

1 The priority sectors are: (i) agriculture, (ii) small scale industries, (iii) setting up of industrial estates, (iv) retail trade
and small business, (v) road and water transport operators, (vi) professional and self employed, (vii) education, (viii)
housing loans to weaker sections and SC/STs, and (ix) consumption of loans. Of late, in the nineties, micro-credit has
been included under priority sectors.

2 Bank groups are: (i) State Bank of India and its associates, (ii) other nationalized banks and (iii) other scheduled com-
mercial banks; Districts are classified into backward districts and others.

3 Thestrata are made according to credit limit sanctioned. They are: credit limit up to Rs.10,000; Rs. 10,000 to Rs 1 lakh,
Rs 1 lakh to Rs. 5 lakhs, and Rs. 5 lakh and above. Rs. 1 lakh = 100 thousand.
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lected by classifying the units into two size classes according to the credit limit. The units were ar-
ranged according to commodity classification for traders and by category of transport for transport
operators. Attempt was made to give higher representation to bigger units. The ultimate units were
selected through linear systematic sampling procedure. A sample of 28,407 units comprising
14,718 retail traders, 4,914 wholesale traders and 8,775 transport operators, which were assisted
by 1,453 selected branches of commercial banks, formed the sample.' The survey indicated that
the majority of the units are proprietary or partnership units and about 65 per cent of them were
without any paid employee, except wholesale traders. More than three-fourths of their debt was
from institutional agencies (RBI, 1981). The important aspects of this survey are given in Table 2.

The non-profit institutions such as trusts, charitable institutions, welfare associations, etc.,
form an important segment of household sector and they render wide range of social services to the
community. They form an important segment of the household sector and constitute the non-profit
institutions serving households (NPISHs) as per the institutional classification of national ac-
counts of an economy. Very little information about the structure, employment, financial re-
sources, financial performance, etc., of these institutions is available. With a view to obtaining
such information for these NPISHs, the RBI conducted, in 1988, a sample survey of Private
Non-profit Institutions with 1986-87 as the reference period. The response to the survey was, how-
ever, found to be not satisfactory and the results, therefore, were published as type study of private
non-profit institutions (Subba Rao, 1989).

Table 2 — Survey of Traders and Transport Operators 1977-78
Summary Results

Srl.  Item Retail Traders Wholesale Transport
No Traders Operators
1 Estimated number of units 5,28,792 59,259 2,01,182
2 Type of ownership: Proprietary units Partnership Proprietary units
Per cent share in total units
of the category 87.0 75.0 97.0
3 Per centage share of units Below 10,000: Above 10 lakhs: Below 10,000: 16
by place of location ac- 31.0 38 10,000-50,000:27
cording to population size Above 1 lakh: 13
4 Percentage of units by size | Below Re. 1 lakh: Rs. 1 lakh: Below 5,000:
of sales 75 90 45
5 Percentage of debt to inter- | 89 75 94
national agencies
6 Average debt per unit (Rs.) | 7,827 95,972 18,060
7 Percentage of units with
paide employees:
(a) zero employees 64,4 6.1 65,1
(b) 1-3 employees 28,5 46,2 28,7

Note: 10 lakhs = 1 million

Surveys Related to Foreign Exchange based Transactions

Since 1970, Government of India attracted the savings of non-resident Indians as remittance to In-
dia, through certain deposit schemes. The Non-Resident (External) Rupee Accounts Scheme
(NRER) is the first of such schemes to operate. These accounts are operated in Indian currency. In
1975, another scheme, viz., Foreign Currency (Non-Resident) (FCNR) Accounts Scheme was in-
troduced, maintaining the deposit accounts in specific foreign currencies. The balances held in
these accounts as well as the interest earned thereon are freely repatriable in foreign currency in

1 The effective sample size excluding non-response and ineligible units turned out to 18,186 units.
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which the accounts are maintained. The maximum tenure of deposit was shortened for 3 years in
early 1986 and the rates of interest on the deposits were revised from time to time, keeping in view
the movements in international interest rates. As these amounts are repatriable, the repayment ob-
ligations of amounts standing to the credit of non-residents were reflected in the country’s balance
of payments accounts. The maturity-wise details of FCNR and NRER deposit accounts, if avail-
able, facilitate compilation of liabilities to be met in future at different points of time. The periodi-
cal returns submitted by authorized dealers to the RBI do not provide such maturity details. A sam-
ple survey was, therefore, conducted to obtain the information on maturity pattern and sensitivity
ofthese deposits to changes in interest rates, etc., in respect of accounts opened during July 1985 to
June 1988, which also formed the reference period. A two-stage stratified random sampling proce-
dure was adopted with bank branches having FCNR and NRER deposits as first stage units and
these individual accounts formed the second stage units. Initially, the bank branches were grouped
into four strata such that branches having both types of accounts of deposits formed stratum 1,
those having accounts of only FCNR deposits formed stratum 2, branches having only NRER de-
posits formed strata 3 and those of Bharat Oversees Bank, for which type of account-wise details
were not known, formed the last stratum. The branches in each strata were further divided into
sub-strata based on the volume of deposits and number of accounts held by them. The accounts in
each selected branch were stratified according to the reference year of the deposit and the maturity
of the deposit account. A sample of 10 per cent of the accounts was selected with a limit on mini-
mum and maximum number of accounts to be selected from a sub-strata.'

The results of the survey brought out important details of the accounts, such as the type of cur-
rency of deposit, the maturity pattern of deposits, interest rate, mode of payments received, etc., for
FCNR and NRER deposit schemes. It was estimated, among others, 75 per cent of deposits re-
ceived during the reference period was of dollar currency and 22 per cent of deposits was in NRER
accounts. The depositors showed preference to have longer term deposit to maximise the return on
deposits although 1-2 year period maturity were also reported for dollar deposits. About 60 per
cent of dollar deposit amount and 40 per cent of pound sterling deposits amount outstanding as on
June 30, 1988 was estimated to be due for repayment during 1988-90 and the balance in 1990-91.
However, in the case of NRER deposits, about 70 per cent was due for repayment till July 1992 and
the balance, beyond that period (RBI, 1991). In view of the importance of the data, the RBI re-
peated the survey with 1988-1991 as the reference period.

The RBI receives data on sale and purchase of foreign exchange from authorized dealers (ADs)
every fortnight. However, in respect of transactions below a cut off limit (Rs.1 lakh or its equiva-
lent, since April 1997), the ADs are not required to report in their returns certain details like pur-
pose of remittance, country of remittance, etc.” These small valued transactions of non-export re-
mittances, which are below the cut off limit, classified as “unclassified receipts’, are surveyed to
obtain the purpose of the remittance receipts and country of remittance to supplement the data
available from other sources on balance of payments statistics. The survey covers all purchases of
foreign currencies from public for the purposes other than exports, which are individually below a
cut off limit, where the receipts are in foreign currencies and all debits to Rupee Accounts of for-
eign branches of Indian banks and oversees correspondents including private exchange houses.
The data are consolidated on a quarterly basis and classified according to purposes of receipts and
currency of transaction, etc. The results of these surveys are not published, but they are used inter-
nally in the compilation of balance of payments statistics.

Surveys related to Banking sector

The RBI collects data on liabilities and assets of commercial banks as a part of its regulatory and
supervisory functions, and for assessing the financial situation of the banking institutions. In the
process, the data on aggregate deposits held with banks, aggregate credit extended, aggregate in-
vestments in various securities are collected from commercial banks. However, the source-wise
details of deposits, i.e., from whom the deposit amounts are received, or the details of allocation of
credit, to whom the credit has been extended or details of investments in which they have invested
are not collected in the statutory returns. The RBI collects such details through a scheme of returns
known as Basic Statistical Returns (BSR), some of which are collected through sample surveys.
While the data on allocation of credit (BSR-1) and investments (BSR-5) of scheduled commercial
banks are obtained on census basis, ownership details of deposits are collected annually through a

1 The details of sampling procedure are given in RBI (1991).
2 The cut off limit has been changed to Rs.5,00,000 (or equivalent to US$310,000) from March 2002 survey onwards.
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sample survey of commercial bank branches through BSR-4. A sample of branches of commercial
banks was selected based on stratified systemic sampling procedure.

The results of the survey on Ownership of Deposits with Scheduled Commercial Banks are
based on the returns received from about 10,000 branches of commercial banks having a response
rate of 93.7 per cent'. The ownership pattern obtained in the surveys revealed that 67.2 per cent of
the aggregate deposits with banks was held by households. However, the share varied across cur-
rent, savings and term deposits and estimated at 47.3 per cent, 87.9 per cent and 63.8 per cent, re-
spectively. The data are also published according to State, population group and bank group. These
results are utilized in estimating the saving of household sector in deposits with commercial banks,
which is component of financial savings of household sector, which, in turn, is used in getting ag-
gregate saving and investment. It may be mentioned that household saving in the form of deposits
with banking institutions accounted for about 41 per cent of their financial saving (gross) in
2000-01. The results of these surveys are disseminated through articles annually in the RBI Bulle-
tin (RBI, 2002).

The account-wise details of the borrowal accounts, such as, organization, occupation, etc., of
the borrower, interest rate on loan, size of loan, etc., are collected through BSR-1A return in re-
spect of accounts each having credit limits of above Rs.25,000/-. However, in respect of accounts
each having credit limits of Rs.25,000/- and below, referred to as small borrowal accounts, only
the aggregate amounts are collected according to occupation category of the borrower in BSR-1B
return.” The small borrowal accounts generally pertain to weaker sections of the priority sectors. It
was felt that disaggregated data on small borrowal accounts would be useful in policy formula-
tions. Accordingly, the first survey was conducted in 1979. In view of increased attention to these
sectors, it was felt that the survey be repeated with the objective of obtaining a profile of these
borrowal accounts giving details into organisation and occupation of the borrower, interest rate on
loan, etc. The RBI conducted periodical surveys of these accounts with March 1993 and March
1997 as the reference periods.

A sample of bank branches was selected based on two-stage stratified systematic sampling
procedure with bank branches as the first stage units and the borrowal accounts as the second stage
units. The bank branches were arranged according to bank groups and population groups. A sam-
ple of bank branches was selected following circular systematic sampling procedure. The sample
of accounts, the second stage units, was selected through linear systematic sampling procedure
comprising 10 per cent of accounts from the respective ledger books of accounts maintained by the
selected branches. Based on the data collected in the survey, distribution of these borrowal ac-
counts according to size of outstanding loan amount, type of account, purpose of loan, population
size, occupation of the borrower, etc., are published in the RBI Bulletin (RBI, 1996, 1999). The
small borrowal accounts, as defined earlier, accounted for 94.2 per cent of all borrowal accounts
with a share of around 20 per cent in outstanding bank credit as on end-March 1993. The shares in
terms of number, as also the amount, decreased to 90.1 per cent and 13.2 per cent, respectively, in
1997. The borrowal accounts each with outstanding credit of less than Rs.7,500 as on end-March
1997 accounted for 64.1 per cent of all SBAs in terms of number and about 32 per cent in terms of
outstanding amount as against higher share in 1993. Considering the accounts by type of loan, term
loans accounted for more than 50 per cent in 1997 in terms of both number and outstanding
amount’. Loans for agricultural purpose accounted for a major share of 42.2 per cent of amount
outstanding against all SBAs in 1997. Important results of the last two surveys are given in State-
ment 2.

Surveys relating to Private Corporate Sector

The RBI publishes various aspects of the joint stock financial and non-financial companies in the
private sector in its publications. The RBI is the primary source in respect of the data on income
and expenditure accounts, assets and liabilities, and saving and investment of the private corporate
sector. As a secondary source, the RBI collects and publishes data relating to the capital raised by
non-Government and Government companies in its annual publications. However, the details of
subscribers to the capital raised by the companies, either on stock basis or flow basis, are not avail-
able in the RBI publications or Government publications. These details are required to arrive at the
saving of the household sector in the form of shares and debentures of private non-financial joint

1 The sample size relates to the survey of 2001. The sample size was 6000 branches for the earlier surveys.

2 The cut off limit was Rs. 10,000 for the survey relating to March 1979 and the limit was increased to Rs.2 lakh from
March 1999 onwards.

3 Different category of loan accounts are: cash credit, over draft, demand loan, Medium-term loan, long- term loan,
packing credit and bills purchased/discounted.
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stock companies. In the absence of a single source of data providing the details of ownership of the
capital raised, household investments in these securities are derived as residual, by deducting the
investments of different economic units, based on their published annual accounts, from the aggre-
gate paid-up capital raised during a year the data on which are collated by the RBI. These estimates
are subject to limitations such as time of reporting, valuation of the securities, etc. In view of the
importance of the compilation of the household savings estimates, the RBI initiated the conduct of
surveys on ownership of the share capital and debenture capital of the private sector non-financial
companies. The coverage was restricted to a few selected companies in the first survey conducted
in 1954 and the coverage was increased to cover the companies listed on the stock exchanges in the
subsequent surveys, conducted in 1959 and 1978.

The latest such survey related to the year 1995 (end-March) wherein the coverage increased in
terms of the number of companies and scope through industrial activity. The scope of the survey
was extended to collect also the information on the profile of individual investors. Public limited
companies each having paid-up capital of Rs.50 lakh and above were considered for the survey.
Based on the availability of data, all public limited companies are grouped into two strata such that
companies listed in the Fact Sheet published by the Department of Company Affairs, Govt. of In-
dia, as at the end of March 1992 formed Stratum-1; and companies registered between April 1,
1992 and March 31, 1994 formed Stratum-2. A sample of 1000 companies was selected from these
two strata. Companies each with paid-up capital of Rs.25 crore and above were selected with cer-
tainty from both the strata and the rest were selected circular systematically from both the strata.
The number of companies for each stratum was fixed in proportion to their number of companies in
the frame. The response to the survey was, however, not satisfactory.

It is observed from the survey that households was the major category, holding more than
one-third of the total paid-up capital of non-government non-financial public limited companies as
on March 31, 1995. The financial institutions accounted for about 24 per cent of the paid-up capi-
tal. In the case of debenture capital, the financial institutions accounted for 80 per cent as on March
31, 1995 while household investment was less than 10 per cent. It is also noticed that households
preferred to investment in convertible debentures rather than non-convertible debentures. With re-
gard to the profile of the household investors, it is observed that about 30 per cent of them belonged
to business occupation, which accounted for 39 per cent of paid-up capital held by individuals. In-
dividual investors holding shares worth of Rs.1 lakh and above accounted for the largest share of
44 per cent of the capital as also number of shares, but in terms of number of individual investors,
they accounted for only 5 per cent. The results of the survey were published in the RBI Bulletin
(RBI, 1998). The results of this survey are used in estimating households’ investment in corporate
securities, which is a component of households’ financial savings.

The RBI, while announcing its monetary and credit policies, reviews the performance of the
economy. In particular, the performance of the industrial sector vis-a-vis the credit extended by the
banking system is one of the important areas of the RBI’s concern. It was noticed in 1997 that the
output of the private industry registered a decline in its growth rate and the availability of credit to
the industry also registered decline in its growth. It was felt that the monitoring of the performance
of the industrial sector would be essential and could be assessed through a survey, which can pro-
vide inputs to the RBI in its policy formulations so that necessary steps can be taken for adequate
supply of credit. Accordingly, a quarterly mail-survey was launched in 1998 with the objective to
assess the performance of the private industrial sector based on the industry’s perceptions and get
insight into their expected performance in the forthcoming two quarters, measured through se-
lected indicators. The survey was initially conducted from both demand and supply points of view.
A sample of about 2,000 companies was canvassed to assess the performance of the sector and
their credit requirements from banks, from the demand point of view. No specific sampling
method was adopted for selection of companies but attempts were made to cover companies form
the different industries of manufacturing activity in the private sector. Similarly, about 500
branches of commercial banks were canvassed from the supply of credit point of view to obtain the
bankers’ views on the supply of credit to the industry as also the constraints faced by them in the
process. The survey, however, subsequently discontinued the part relating to the bankers’ view-
point concentrating only on demand side and the surveys have been attuned to business tendency
surveys conducted internationally. The response to the survey was initially not satisfactory but
over time it improved to 30-45 per cent response. The survey is basically a qualitative one and en-
quired about overall business performance, output growth, demand factors such as exports and or-
der books, imports, capacity utilization, inventory built-up, price situation, profitability and em-
ployment position of the company. The results of these surveys are not published but are used only
for internal purposes. The results of these surveys are also useful in developing leading economic
indicators for the Indian economy.
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Concluding Observations

The paper attempted to describe various surveys undertaken by the Reserve Bank of India in the
Department of Statistical Analysis and Computer Services. The RBI has been conducting various
surveys in the fields of banking, corporate and external sectors to supplement the data collected by
it through various statutory and non-statutory returns. These data provide inputs to its policy for-
mulations while some surveys provide inputs in the compilation of saving and investment esti-
mates of the household sector. The surveys like Debt and Investment, and Banking and Corporate
sectors are useful in the compilation of national accounts. In particular, it may be mentioned that fi-
nancial flow of funds accounts, one part of the system of national accounts, present the inflow and
the outflow of funds ‘from whom to whom’ basis. The surveys of “ownership of deposits”, “capital
of non-financial companies” provide the details on institutional source of these funds. These ac-
counts form the base for obtaining the estimates of financial savings of household sector. In the
case of data collected on external sector, they are utilized in providing additional break-up details
in the presentation of balance of payments statistics. The surveys in the field of corporate sector,
viz., industrial outlook survey, provide inputs to the RBI in assessing the credit requirements of the
private industry, which can be tuned to the availability of resources with banking sector and the re-
quirements of the private industry, to the extent possible.

Statement 1 — All-India Debt and Investment Surveys — Sample Size

Period Rural Urban

FSU SSU FSU SSU
1951-52 600 1,27,343 - -
1961-62 2,057 80,000 - -
1971-72 12,452 1,00,000 13,376 50,000
1981-82 8,408 67,224 5,300 31,800
1991-92 4,231 36,425 2,419 20,606

Notes: (i) FSU: First Stage Units — Villages for rural area and Blocks for urban area.
(i) SSU: Second Stage Units — cultivating families for 1951-52 survey and households for other years for both rural and ur-
ban areas.

Statement 2 — Survey of Small Borrowal Accounts (SBAs)- Important Features

Item 1993 1997
No. ofac- [ Amount |Average |No.ofac- |Amount [Average
counts outstand- | per ac- counts outstand- | per ac-
(per cent) |ing count (per cent) |ing count
(per cent) |[(Rs.) (per cent) |[(Rs.)
1. Share of SBAs in all 94.2 19.8 5,251 90.1 13.2 7,475

borrowal accounts

2. Share of SBAs with out- 80.5 49.5 3,227 64.1 231.9 4,006
standing credit of less than

Rs.7,500 in all SBAs

3. Share of Agriculture in 458 42.4 4,866 45.5 42.2 7,459
SBAs

4. Share of Trade in SBAs 20.2 18.8 4,891 19.6 17.2 7,053
5. Share of Personal/ Profes- 14.2 18.3 6,758 21.0 27.0 10,338
sional loans

6. Share of Term loans credit 56.7 52.1 4,824 60.9 54.2 7,156
in total credit to SBAs

7. Share of Demand Loans 19.5 235 6,316 18.5 239 10,420
total credit of SBAs

8. Share of Credit to IRDP 342 22.6 3,464 34.6 24.2 5,624
scheme in total credit to

SBAs
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Selecting reporting agents for
MFT interest rate statistics

Daniela Schackis (European Central Bank)

In December 2001, the Governing Council of the European Central Bank (ECB) approved a new
and fully harmonised survey on monetary financial institution (MFI) interest rate statistics with
monthly data collection, starting with the reference month of January 2003. These statistics pro-
vide — for the euro area as a whole and individually for each Member State — detailed data about the
interest rates that MFIs resident in the euro area apply to euro-denominated deposits and loans to
households and non-financial corporations. Interest rates are collected for 45 instrument catego-
ries, 31 of which are related to new business and 14 to outstanding amounts. New business refers to
any new agreement between customers and MFIs concluded in the course of a month. Outstanding
amounts refer to the stock of all deposits placed and loans granted at the time reference point,
which can either be an end-month observation or the monthly average. Interest rates are, in gen-
eral, compiled as weighted arithmetic averages with the volume of new business or the outstanding
amount as weighting information. The new business volumes are derived together with the interest
rates, whereas the outstanding amounts are available from the ECB’s MFI balance sheet statistics.
The reporting agents for MFI interest rate statistics are selected at national level by the respec-
tive national central bank (NCB). The ECB has imposed minimum standards for the selection pro-
cedure to ensure that the resulting statistics give reliable and comparable information about the
level and development of interest rates both at euro area and national levels. A uniform selection
procedure for all Member States, rather than minimum standards, was not considered useful in the
light of substantial differences in national retail banking practices in terms of the institutional
structure and the deposit and lending products offered. The selection procedure is as follows:

Census Sample

Stratification of the potential
reporting population

YN

Random sampling Selection of the Minimum
within each biggest institutions ~—— sample size
stratum within each stratum
A + + :
- - Reporting
Actual reporting population requirements

Maintenance of the sample over time

For each NCB, the starting point is the potential reporting population. It comprises all resident
credit institutions and other institutions which take euro-denominated deposits from and/or grant
euro-denominated loans to households and/or non-financial corporations resident in the euro area.
A monthly updated “list of MFIs” is available to the Eurosystem as a sampling frame, including
some 7000 MFTs relevant for MFI interest rate statistics for the euro area as a whole.

Each NCB can choose between implementing a census or a sample. In the latter case, the NCBs
divide their potential reporting population into homogenous strata with respect to the sampling
variables, i.e. the interest rates and amounts of new business and the interest rates on outstanding
amounts. The ECB requires at least one stratification criterion as a minimum standard. Most Mem-
ber States define a hierarchy of criteria, such as bank categories, regional components, the type of
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product and customer, the degree of specialisation, the size of the institution and the number of
branches. Some Member States use principal component or factor analysis to determine the rele-
vant stratification criteria and apply cluster analysis to establish the strata. The resulting number of
strata per Member State varies between two and 15.

From the euro area point of view, the country of residence of the MFI is used as the first “natu-
ral” stratification criterion. This geographical ex ante stratification (a) gives NCBs flexibility to
define the strata taking into account national conditions and (b) allows national samples or census
procedures to be combined into a euro area sample. This approach and the definition of a minimum
national sample size ensure that there are reliable statistics at both euro area and national levels.

As part of its preparations for defining the minimum national sample size, the ECB carried out
a series of simulations based on the acceptable maximum random error, the desired confidence
level for the results and the variance of the interest rates. Due to the limited availability and compa-
rability of data prior to the implementation of the new survey, the definition of the minimum sam-
ple size could not be based solely on the simulation results. Instead, it judicially takes into account
any weaknesses in the assumptions and any drawbacks of the mathematical approach, and consid-
ers the reporting burden on the banking sector. The ECB therefore states that the minimum national
sample size shall be such that the maximum random error for interest rates on new business on av-
erage over all instrument categories does not exceed ten basis points ' at a confidence level of 90%.
Alternatively, the sample size is assumed large enough if it covers at least: (a) 30% of the resident
potential reporting population; where 30% exceeds 100 reporting agents, the size may be limited to
100; or (b) 75% of the stock of euro-denominated deposits and 75% of the stock of euro-denomi-
nated loans to households and non-financial corporations resident in the euro area.

The selection of the reporting agents takes place in the form of single-stage sampling after all
strata and the national sample size are defined. Each NCB may choose the most appropriate alloca-
tion of the national sample size among the strata and apply either random sampling or select the
largest institutions per stratum. The statistically ideal case is random selection, with equal proba-
bility for all institutions or with probability proportional to the size of the institution. However, se-
lecting the largest institutions in each stratum is also permitted, the intention being to exempt small
MFTIs from having to report statistics. The selection procedure has led to a euro area sample of more
than 1,800 reporting agents.

NCBs that choose the sampling approach must ensure that the sample remains representative
over time. If there are significant changes in the potential reporting population, these need to be re-
flected in the sample after the annual check. The sample must be refreshed at least every two years
to take account of joiners, leavers and other changes in the characteristics of reporting agents.

References

Regulation of the ECB of 20 December 2001 concerning statistics on interest rates applied by monetary fi-
nancial institutions to deposits and loans vis-a-vis households and non-financial corporations
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Résumé

La Banque centrale européenne (BCE) a approuvé une nouvelle enquéte sur les taux d’'intérét appliqués par
les institutions financiéres monétaires aux dépots et aux préts vis-a-vis des ménages et des sociétés non finan-
cieres. Pour la sélection des agents déclarants, les banques centrales nationales (BCN) peuvent opter pour
un recensement de la population déclarante ou pour un échantillon stratifié. La BCE a imposé des normes mi-
nimales. Celles-ci offrent aux BCN une souplesse suffisante permettant de prendre en compte les caractéristi-
ques et la structure particulieres de leur secteur bancaire national. Parallélement, elles garantissent la com-
parabilité et la fiabilité des statistiques au niveau national comme a celui de la zone euro.

Daniela Schackis

European Central Bank, Directorate General Statistics
Kaiserstrasse 29

D - 60311 Frankfurt am Main
daniela.schackis@ecb.int

1 May be translated into a relative measure in terms of the acceptable maximum variation coefficient of the estimator.
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The implementation of
the new ECB interest rate statistics in Austria:
a pragmatic approach to a survey

Aurel Schubert and Gunther Swoboda (Oesterreichische Nationalbank)

1. The new European requirements regarding MFI interest rate statistics

The new ECB regulation 2001/18 concerning statistics on interest rates applied by monetary finan-
cial institutions (MFI) to deposits and loans vis-a-vis households and non-financial corporations
contains the rules for a euro area-wide harmonised monthly survey. However, as the different depos-
its/loans-products are not harmonised in the whole euro-area the 45 instrument categories for which
each national central bank (NCB) has to collect interest rate according to the regulation are not suffi-
cient to get besides high quality European statistics also the most relevant national statistics.

2. The premises for the selection of the Austrian reporting population

Compared with the percentage which Austrian MFI contribute to the balance sheet total of all
MFTIs in the euro area (about 4%), the number of MFI is very high, 836 (or about 10% of the euro
area). But most of these MFIs can be described as rather small: The ten largest Austrian MFIs rep-
resent round 56% of the balance sheet total of all Austrian MFIs whereas the 510 smallest represent
about 5%. In Austria, three large banking sectors do exist which are all very homogenous from
their type of business: Raiffeisenkassen (rural credit cooperative banks), Sparkassen (savings
banks) and Volksbanken (industrial cooperative banks). Nearly 90% of the Austrian MFIs (about
700) are members of one of these three sectors in which there are head-institutions in each province
and one head-institution on top for Austria (which also acts as intermediary for minimum re-
serves).

In Austria, we apply the cutting-off-the-tail principle for the balance sheet statistics (BSI statis-
tics) according to Regulation 2001/13 which means that only those 368 MFIs report which contrib-
ute to the monthly consolidated balance sheet about 95% of the total. As we need the stocks from
the BSI statistics for the weighting of interest rates regarding outstanding amounts only MFIs
which report BSI statistics shall be reporting agents for MIR statistics.

Because of the high implementation costs for reporting agents one important premise for our
sampling procedure was that the sample shall be rather stable over time. In addition, very small
MFIs shall not report as the relative costs for them of implementing and running such a reporting
system are very high. That is not the case for the biggest institutions. Hence, all of these should be
included in the sample as the interest rates applied by them are important for the whole market and
are therefore also important for supervisory purposes.

3. Census or sample

According to the ECB regulation NCBs can either apply a census or a sampling approach when de-
ciding about the actual reporting population. For Austria because of the reasons given above
(many small MFIs, high implementation costs...) the census would not be an adequate method for
getting high quality MIR statistics at reasonable costs. That is why we decided to go for a sampling
procedure.

4, Stratification

Itis stated in the regulation that ifa NCB decides to apply a sampling procedure before drawing the
sample the potential reporting population must be stratified into homogenous strata. To find the
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suitable stratification criteria we used the single source of interest rate data we have available for
all MFIs, namely the quarterly data of the supervisory statistics (profit and loss account statistics).
These interest rates are only available on a highly aggregated basis but they were very useful to
find the best stratification criteria and in the sequel to check the necessary reporting agents per stra-
tum.

We tried and rejected some possible stratification criteria, like the regional criterion or the size
criterion. The most appropriate stratification criterion was the criterion “banking sector”. We strat-
ified the potential reporting population in five homogenous strata. Three of them are very similar
to the three large banking sectors mentioned above, but in all the three cases the head institutes had
to be excluded as their business and interest rates are not comparable with the smaller banks in the-
ses sectors. These banks are part of the fourth stratum which consists of the joint stock banks and
special purpose banks. This stratum comprises most of the important big Austrian universal banks
and represents in terms of volume the biggest sector. The fifth stratum is very important for hous-
ing loans — it is the sector “building societies”. The variance within the strata Sparkassenkassen,
Raiffeisenkassen and Volksbanken was very low (between 0,09 and 0,17) whereas the joint stock
banks and special purpose banks sector showed a higher variance (0,32).

5. Selection of the reporting agents

Because of the banking structure random sampling was no option, as almost certainly also institu-
tions of the BSI-tail would have been chosen. The selection of very small institutes would create
another important problem: For publishing and reporting to the ECB the new business volumes for
all Austrian MFIs we must extrapolate on the basis of the reported volumes the overall sum for
Austria. But for many small institutions the new business volumes can be zero in some categories
which makes the grossing-up procedure impossible. That is why we chose to select the biggest in-
stitutions from each stratum. The number of selected reporting institutions was in four cases de-
pendent on the variance in the strata. Out of the joint stock banks stratum we therefore chose a rela-
tively high number of banks (43 out of 97). From the strata Raiffeisenkassen (15 out of 609),
Sparkassen (13 out of 63) and Volksbanken (12 out of 67) we only needed a relatively small num-
ber of reporting agents as these strata are very homogenous. Besides the factor variance we also
made simulations with our supervisory data to find out, how many MFIs must be chosen in order to
reach a very close (deviation of less than 10 basis points) representation of the whole stratum. For
the fifth stratum “building societies” which only comprises five MFIs we chose a census approach
as all these societies are important for the housing loan business and we did not want to create some
competitive disadvantage because of heavy reporting burden for some of them.

As aresult 88 MFIs have to report monthly MFI interest rate statistics. These 88 MFIs represent
77% of deposits and 82% of loans of all Austrian MFIs which is in line with the minimum national
sample size instruction in the regulation.

Résumé

Leréglement de la BCE concernant les statistiques sur les taux d 'intérét laisse aux BCN la décision de sélec-
tionner les agents déclarants soit par recensement soit par échantillonnage. En raison de quelques particula-
rités de la structure bancaire Autrichienne et les cotits élevés pour les agents déclarants la OeNB s est dé-
cidée a opter pour I’échantillonnage. Comme critére de stratification a été choisi 'appartenance a des sec-
teurs bancaires, le procés de sélection a révélé que le nombre des IFM qui ont une obligation de déclaration
se remonte a 88 sur 836.
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Gunther Swoboda
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Sample design and implementation of the Italian
survey on harmonised interest rate statistics

Paola Battipaglia and Fabio Bolognesi (Bank of Italy)

Harmonised interest rate statistics have been monthly collected in the Euro area since January
2003. In Italy, as well as in the vast majority of the Euro zone countries, data collection is sample
based. This paper briefly describes the methodological steps undertaken to select the Italian sam-
ple and gives a few hints on how the main implementation issues have been addressed.

1. First level stratification: selection according to size

Amounts of new business and stocks intermediated by each reporting Monetary Financial Institu-
tion (MFI) play the role of weights in the calculation of interest rates at the national level. These
volumes of activity show very skewed distributions in the population; that is, only a very small
number of intermediaries account for a large percentage of total volumes of both new business and
outstanding amounts. We thought we could gain efficiency from this feature by building a stratum
of “large items” and designating it for selection with certainty. This strategy, which is widely used
in business surveys, eliminates that large contributing stratum as a source of sampling errors and
allows control over a significant part of the survey variables. “Large items” identification was
made by looking at individual volumes of activity for each of the available survey variable proxies
separately. We thus ensured participation of big universal banks as well as of relevant intermediar-
ies with specific domain of activity. Stratum boundaries were defined on the basis of a quadratic ef-
ficiency gain function.

2. Second level stratification: geographic location

Geographic stratification is often used in sample surveys: it is justified by the homogeneity shown
by units belonging to the same area and it is also pursued in order to ensure coverage control over
geographic domains. Italian interest rates show regional differences, as it has been highlighted by
several pieces of research. This is especially true for loans, reflecting geographic differences in the
level of credit risk. For this reason, we introduced a second level stratification variable by splitting
the population —not allocated to the first stratum —according to a 3 level geographic variable. Bank
location was defined according to a prevalence criterion; very scattered banks, not complying with
this criterion, were selected as a purposive component of the sample and allocated to the previ-
ously defined stratum of “large items”. From each area a number of units proportional to the rela-
tive weight of the area in the population was drawn. To avoid imposing relatively high reporting
costs on small credit institutions, the principle of non-random selection of the largest units was ap-
plied to each geographic stratum.

3. Overall size and representativity of the sample

ECB/2001/18 Regulation establishes coverage-based transitional criteria and a probabilistic max-
imum random error criterion — which will be enforced starting from January 2007, to define mini-
mum national sample sizes. Based on proxies available prior to the start of the new survey, we
checked compliance with the empirical as well as with the probabilistic criteria. 75 per cent cover-
age required by the Regulation was ensured for each of the examined deposit and loan categories.
Average random error for loans was estimated as aligned with the Regulation ceiling of 10 basis
points —at a 90 per cent confidence level. For deposits, it is expected to be much lower, essentially
because of the lower variance of these types of interest rates.
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4. Implementation issues

Assistance to the MFIs selected for the new survey has been provided during the implementation
phase through meetings and technical documentation distributed by a working group of intermedi-
aries, co-ordinated by the Bank of Italy. Since the start of the survey, functional e-mail and tele-
phone assistance are available to all reporting agents, in addition to the usual on-line first level
quality checks.

Résumé

Le rassemblement des données sur les taux d’intérét harmonisées dans la zone euro est commencée en Jan-
vier 2003. Cet article décrit ['application du Réglement ECB/2001/18 en Italie. En particulier, il présente les
méthodes utilisées pour I'identification des strates homogenes, la sélection de I’échantillon et les stratégies
pour l’assistance aux intermédiaires déclarants.

Paola Battipaglia and Fabio Bolognesi
Bank of Italy, Research Department

Via Nazionale 91

00184, Rome, Italy
bolognesi.fabio@insedia.interbusiness.it
battipaglia.paola@insedia.interbusiness.it
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Performance evaluation model for primary
non-agricultural credit societies

Y.S.P. Thorat, Maria Pardeep (Reserve Bank of India, Mumbai)
and Praggya Das (Reserve Bank of India, New Delhi) '

1. Introduction

The cooperative movement, in its present form, originated in the west in the early 19th century in
context of the emerging distributional and market failures of the post-industrial revolution modes
of production. Essentially voluntary in nature and initiated by local leadership, these cooperatives
assumed forms and organisational structures depending on the nature of the problem to be ad-
dressed. Thus consumer cooperatives were started in the UK, agricultural cooperatives in Ger-
many and urban cooperatives in Italy.

The cooperative Movement in India did not emerge voluntarily as a result of the conscious
choice of economic units but it originated with governmental policy because of the prevailing
socio-political climate of the country. At the turn of the century the socio-economic conditions
prevalent were not conducive for the indebted Indian peasantry — to generate the spontaneity nec-
essary for a grass root movement.

Following the Deccan riots in 1875, the movement, especially as financial intermediation, got
initiated in that region, essentially for countering the activities of the moneylenders and competing
with them in the provision of credit.

During colonial and post-colonial periods in India, the state promoted cooperatives as instru-
ments of rural development. The expectation was that in addition to providing an alternative to vil-
lage moneylenders, cooperatives would mobilise resources for rural development and help pro-
mote social justice.

The Reserve Bank of India (RBI), which was set up in 1935, was given the mandate of conduct-
ing research for development of cooperatives in the country. The Rural Credit Survey (1951),
which was set up soon after independence, observed that despite the cooperatives having come
into existence in the early part of the century, moneylenders still accounted for 70% of rural credit
requirements. The government of independent India while perceiving cooperatives to be the prin-
cipal financial institutions for rural development in the planning model felt that their impact would
be negligible until the introduction of state partnership in them. State partnership was both finan-
cial and administrative and resulted over time in officialisation of the movement, characterised by
control over the day-to-day operations of such institutions by the government. State policy also en-
couraged a wide range of activities to be brought under cooperatives such as small and village in-
dustries, input supply, marketing, processing, warehousing, housing, fishery, dairy, etc.

Thus, for the most part, the experience of rural cooperatives in India has been very different
from the expectations. In many cases the cooperatives have neither been successful as financial in-
termediaries nor have they led to an effective promotion of their members’ interests. However,
there are some notable examples of cooperative success in areas such as dairy cooperatives in
Gujarat, sugar cooperatives in Maharashtra and the urban cooperative banks in Maharashtra,
Gujarat and Karnataka. The growth of non-agricultural credit societies in Maharashtra is also in-
dicative of a movement based on local initiative, which in the main is neither state driven nor state
supported.

This paper is part of a larger study of the first author which seeks to explore not only original
knowledge with respect to a particular group of cooperatives in Western India, but also to find re-
sults which will have important policy implications regarding cooperatives and their development
in India at a more general level. The extant paper is only one aspect of that study wherein it is in-
tended to assess the performance of the primary non-agricultural credit societies called Path
Sansthas from a set of parameters, which relate to the cooperative, social, governance and financial
aspects of their performance. The performance is examined with reference to a group of Path
Sansthas located in Kolhapur district in Western Maharashtra.

1 Theviews expressed in this paper are those of the authors and not necessarily of the institutions to which they belong.

IFC Bulletin 16 — July 2003

141



PAPERS

It has been observed that not only has there been a substantial growth in the number of Path
Sansthas in this area, but also in contrast to the general experience of cooperatives in India, these
organisations have originated on the basis of local level initiatives and also appear to be financially
successful. While all the Path Sansthas may be “bottom-up” organisations, they exhibit a heteroge-
neous position in regard to the purposes for which they had been established. A number of them
seem to have been set up for gaining political power while others have been set up as feeders for
milk dairies, self-help traders’ organisations, voluntary savings and loans associations and
women’s organisations.

2. Objective

Keeping into consideration the complex role of a cooperative, its performance needs to be exam-
ined from various aspects, namely, their success as financial intermediaries as also performers of
traditional cooperative and social goals, etc. In the present paper, it has been attempted to create a
Performance Evaluation Model using several critical parameters on the above aspects. The perfor-
mance evaluation model classifies the Path Sansthas as good, satisfactory or poor performers. The
paper also tries to assess if there is a conflict among the Path Sansthas for meeting their coopera-
tive/social values as against their financial standing on various profitability and efficiency parame-
ters.

3. Review of Literature

A brieflook at the literature available on performance evaluation of cooperatives and on credit rat-
ing and classification of firms into certain distinct classes based on their financial performance in-
dicates that the technique of multiple discriminant analysis has been popularly used in the field.

Multiple discriminant analysis is a technique used to classify objects into two or more distinct
classes. The problem of classification arises when an investigator makes a number of measure-
ments on an object and wishes to classify the object into one of several categories on the basis of
these measurements. The investigator cannot identify the object with a category directly but must
use available measurements on several objects to first derive a discriminant function, which is sub-
sequently used to classify a new object on the basis of its measurement.

Thus using historical data of failed and non-failed firms the discriminant function can be calcu-
lated and then used in predicting whether a new firm is about to fail or not.

One peculiar feature of this analysis is that one needs to have a clear definition of sickness of a
firm, which may lead to its failure. This is a problem in financial analysis because the definition of
sickness itself varies depending on the purpose for which one is defining sickness. It gets even
more complex in the case of cooperatives where the performance is not always measured in strict
financial terms.

Another technique used in appraising the performance of firms and looking at prediction of
failure is called the dichotomous classification test, wherein the data are arranged in ascending or-
der and then the array is inspected to find an optimal cut off point — the point expected to minimise
the percentage of incorrect predictions. There are no weights assigned to each of the predictor vari-
ables as in the case of discriminant analysis.

Another method is of the Net Cash Flow approach and it basically looks at the pattern of flows
and concludes that the firm will be sick in the year when the cash flows becomes negative. The pat-
tern of flows of the past years are used here to predict the flows in future and see whether the firm is
going to be in trouble or not.

While these two methods appear rather simple, they are not very popular in financial literature.
In case of discriminant analysis, the criticism is that the method does not have a backing of finan-
cial theory. The problems encountered in the use of discriminant analysis or any other method is
basically related to the definition of performance. This becomes particularly important in the case
of cooperatives because, as mentioned earlier, there is apparently no clear definition available.

Regarding the use of variables, a look at the literature on cooperative indicates that most of the
studies draw upon profitability ratios to measure performance. The studies by Gupta and Shekhar
(1988), Suresh (1990), Korobow (1977), Sarma & Rao (1976) have all used profitability ratios.

Sriram and Gopalaswamy have suggested that there is a need to develop surrogates for several
non-financial parameters of performance identified in the literature and convert them into some
sort of quantifiable factors, which may ultimately be used in constructing a weighted index.

Dongre and Narayana Swamy (1999) have argued that any model used to evaluate the perfor-
mance of cooperatives must include variables that indicate liquidity, profitability and long-term
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solvency of business. They have indicated that the evaluation methods developed in the studies of
Sidhu and Sidhu (1990), Desai and Namboodiri (1991), Reddy (1992), Suresh and Vinaikumar
(1993), etc are deficient in one or the other aspect of development and therefore these models may
not be fully relevant in the context of cooperatives. They proposed a method, which can incorpo-
rate all the dimensions of development to measure efficiency. Their model is based on scaling tech-
nique, suggested by Rao, Bhatt and Bhatta (1991). The scale constructed is intended to measure the
performance of Primary Agriculture Credit Societies by grouping them as good, satisfactory and
poor. They have used almost all variables as shown in the Profit & Loss Account and Balance
Sheet, so that no important variable is left out. Using scaling technique, they could systematically
eliminate insignificant variables. They established the validity of the scale using Discriminant
Analysis and Cluster Analysis.

Though Dongre and Swamy’s paper looked at the performance of PACs in terms of liquidity,
profitability and solvency, they did not build in a dimension to capture the social and cooperative
goals of such institutions.

In the present paper, we try to build a scale using parameters that describe, not only the finan-
cial part of their performance, but also the social, cooperative and governance aspects of their per-
formance.

4. Methodology
A. Selection of Path Sansthas

As mentioned earlier, the focus of this work is on primary non-agricultural credit societies.
Maharashtra alone accounts for about 74 per cent of such societies in India and these societies in
Mabharashtra are called Path Sansthas. From among the several districts of Maharashtra, it was seen
that the Kolhapur district accounts for about 1/6th of such societies (in number), which capture about
2/3rd of their total business (loans and deposits) in Maharashtra. The sample was selected from a ru-
ral area (Radhanagri Taluka) and an urban area (Kolahapur city) of the Kolhapur district. There are
233 Path Sansthas in the focus area and a 10 percent sample was chosen by stratified sampling proce-
dure. The strata were formed based on the size of business levels (deposits and credit). 23 Path
Sansthas were selected on basis of purposive sampling in each stratum in order to obtain a compre-
hensive picture of different types of Path Sansthas such as women'’s societies (mahila sansthas), soci-
eties located in inaccessible terrains, etc. The work of data collection was done as a part of the larger
work of the first author. These Path Sansthas are listed in the Table A1 in the Annex.

B. Parameter Selection

To see the performance of the Path Sansthas in terms of cooperative/social/governance parameters
the following variables were selected:

Parameter Name Parameter Type

1 Number of Regular members to total members Cooperative
2 Members who have left to total members Cooperative
3 Number of small loans (< Rs.10000) to total loans o/s Cooperative
4 Amount of small loans (< Rs.10000) to total loans o/s Cooperative
5 Dividend paid Cooperative
6 Surety loans (Amount) to total loan o/s Cooperative
7 Small deposits (less than Rs. 5000) to total deposits Cooperative
8 Number of small deposits to total deposits Cooperative
9 Number of AGMs held Governance
10 Attendance in AGMs to total members Governance
11 Number of Board meetings Governance
12 Attendance in Board Meetings Governance
13 Number of SC/ST members to total members Social

14 Number of women members to total members Social

15  Number of loans to SC/ST to total SC/ST members Social

16  Number of loans to women to total women members Social
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To see the performance in terms of financial parameters on a composite scale, several variables
were identified. These variables covered, interalia, the efficiency and sustainability aspects of
their performance as financial intermediaries. The variables are as follows:

Parameter Name Parameter Type

17 Number of Borrowers per Staff Outreach

18  Number of Depositors per staff Outreach

19  Amount of loans per staff Efficiency

20  Amount of Deposits per staff Efficiency

21  Depositors to Operating Expenses Efficiency

22 Borrowers to Operating Expenses Efficiency

23 Operating Expenses to # of loan issued a/c Efficiency

24 Operating Expenses to Amount of loan issued Efficiency

25  Non operating Expenses to Working Funds Efficiency

26  Operating Expenses to Working Funds Sustainability

27  Net Interest Income to Working Funds Sustainability

28  Total Expenses to Total Income Operating self
sufficiency

29  Overdue to Loans o/s Portfolio quality

30  hare Capitalt+Reserve Fund+Other Fund Size

31  Working Capital Size

C. Methodology of construction of the scale

All the Path Sansthas can be scaled according to each of the parameter separately, which would
give their relative performance according to that parameter. In case of most of the parameters, the
higher the value, the better it is while in case of some (eg. Expenditure related parameters), the
lower the value, the better it will be. This scaling exercise attempts to build a scale that is compre-
hensive and has multidimensionality as it takes into account all the identified parameters. The di-
rections of the parameters have been adjusted for, while preparing the scale. The exercise has been
done using an iterative technique as suggested by Rao, Bhat and Bhatta (1991) and used by Dongre
and Swamy (1999).

As the variables selected are in different units, firstly all the parameters are brought to common
and unit free scale by standardizing them. These standardized values are next converted to scores
from 1 to 10 using the decile points of the Standard Normal Distribution. This is done for each pa-
rameter. For each sanstha, its scores over all the parameters are added to arrive at the total score.
The notation used for the score value of each parameter is given in the Table A2 and their score val-
ues in Table A3 in the Annex.

The correlations of these aggregate scores are calculated with the individual score of each of
the parameter. The parameters that are highly correlated with the total score are retained and the re-
maining parameters are dropped. Using these residual parameters we arrive at a new total score.
The correlation between the new total score and the set of parameters, which were used to calculate
this total score, is again calculated and the process is repeated till each of the parameter in the resid-
ual set has significant correlation with the total score. These final total scores are then standardized
and the standardized values are classified in 3 classes using the Standard Normal Tables. The ones
with value 1 are weak/poor sansthas, the ones with value 2 are satisfactory sansthas and the ones
with value 3 are good sansthas.

5. Results

A. Scaling with all the 31 parameters

In the first iteration 11 parameters were found to be significantly correlated with the total score and
were retained (Table A4). A new total score is arrived at, by adding the scores of these 11 parame-

ters. The correlations of each of these 11 variables were calculated with this new total score. In this
second iteration, the variables “Attendance in Board Meetings” and “Number of Borrowers per
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Staff” are dropped, as their correlations with the new total score were not significant. The follow-
ing nine parameters remain.

. Number of small loans (less than 10000) to total loans o/s

. Amount of small loans (less than Rs.10000) to total loans o/s
. Number of loans to SCST to total SCST members

. Number of loans to women to total women members

. Depositors to Operating Expenses

. Borrowers to Operating Expenses

. Operating Expenses to # of loan issued a/c

. Operating Expenses to Amount of loan issued

. Overdue to Loans o/s

O 001N N b Wi —

With the remaining 9 parameters, which were highly correlated with the total score, the following
classification emerges.

Weak: Rural: AP, ML
Urban: KDN, SR, PrM, SG, SN, PaM
Satisfactory: Rural: JB, KWV
Urban: BB, KMM, KC, SY
Good: Rural: DN, VK, GP, CS, SA, Y, VM
Urban: SV, JK

B. Scaling using all the Social/Cooperative/Governance parameters (16 parameters)

To begin with 16 variables were chosen. In the first iteration the following parameters, which were
significantly correlated with the total score of all 16 parameters, were retained.

. Number of women members to total members

. Number of small loans (less than 10000) to total loans o/s

. Amount of small loans (less than Rs.10000) to total loans o/s
. Attendance in AGMs to total members

. Number of loans to women to total women members

. Surety loans (Amount) to total loan o/s

. Small deposits (less than Rs. 5000) to total deposits

. Number of small deposits to total deposits

0NN L AWK —

The sum of scores of these 8 parameters led to a new total score. After iteration 2, parameters at se-
rial number 1, 4 & 5 were found to have insignificant correlation with the new total score and were
dropped (Table A5). The classification based on the remaining 5 parameters is as under:

Weak: Rural: ML, VM

Urban: KMM, PrM, SG, SN, PaM
Satisfactory: Rural: AP, SA, KWV

Urban: JK, SR, KC, SY, KDN
Good: Rural: DN, VK, GP, CS,JB, Y

Urban: SV, BB

C. Scaling using all the Economic/Financial parameters (15 parameters)

On lines similar to above, the scores of all 15 economic/financial parameters were added to arrive
atatotal score. The correlations of the scores of individual parameters are worked out with the total
score (Table A6). In the first iteration nine parameters were retained. The sum of the scores of these
9 parameters gives a new total score. In the second iteration the parameters “Number of Borrowers
per Staff” and “Operating Expenses to Amount of loan issued” were dropped as they were found to
have insignificant correlations with the new total score. The grouping is done as per the following
remaining parameters:

1. Number of Depositors per staff

2. Amount of loans per staff

3. Amount of Deposits per staff

4. Non operating Expenses to Working Fund
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5. Operating Expenses to Working Fund
6. Share Capital + Reserve Fund + Other Fund
7. Working Capital

The following classification emerges as per the selected economic/financial parameters:

Weak: Rural: AP, DN, VK, GP, JB

Urban: KDN, SV, SR
Satisfactory: Rural: CS, SA, Y, KWV

Urban: JK, BB, KMM, PrM, SY, SG
Good: Rural: ML, VM

Urban: KC, SN, PaM

D. Scaling using only Cooperative parameters (8 parameters)

The total scores were arrived at by adding the individual scores of all 8 cooperative parameters.
The correlations of three parameters were found to be insignificant (Table A7) and those of the fol-
lowing five parameters were significant.

1. Number of small loans (< Rs.10000) to total loans o/s
2. Amount of small loans (< Rs.10000) to total loans o/s
3. Surety loans (Amount) to total loan o/s

4. Small deposits (less than Rs. 5000) to total deposits
5. Number of small deposits to total deposits

The classification based on the total score of these five parameters all of which were significantly
corrected to their total score was as follows:

Weak: Rural: VM, ML, KWV

Urban: PrM, SG, SN, PaM
Satisfactory: Rural: AP,SA

Urban: KDN, JK, KMM, SR, KC, SY
Good: Rural: Y, JB, CS, GP, VK, DN

Urban: SV, BB

E. Scaling using only Social parameters (4 parameters)

The total scores of all the four social parameters were first worked out. The correlations of individ-
ual scores with total scores (Table A8) led to the exclusion of two parameters and the following two
parameters were of significance.

1. Number of loans to SCST to total SCST members
2. Number of loans to women to total women members

The classification based on these parameters each of which were correlated significantly with their
total score was as follows:

Weak: Rural: AP, VK, GP, ML
Urban: KDN, BB, KMM, SR, SG, PaM
Satisfactory: Rural: DN
Urban: JK, KC, PrM, SY, SN
Good: Rural: CS, JB, SA, Y, KWV, VM
Urban: SV

FE Scaling using only Governance parameters (4 parameters)

Total score was calculated using all 4 parameters of Governance nature. The correlations of indi-
vidual scores were seen with total score (Table A9) and the parameter “Number of AGMs held”
was removed in the first stage. A new total score based on the three significant parameters was
worked out. The correlations of this new total score with individual scores showed that the parame-
ter ‘Number of Board Meetings’ was not significant. The total score of the remaining two parame-
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ters was significantly correlated with its components. This score was based on the following two
parameters.

1. Attendance in Board Meetings
2. Attendance in AGMs to total members

The classification based on the above was as under:-

Weak: Rural: DN

Urban: KDN, BB, KMM, SR, PrM, SG
Satisfactory: Rural: CS, Y, KWV, ML

Urban: JK, SY
Good: Rural: AP, VK, GP, JB, SA, VM

Urban: SV, KC, SN, PaM

Observations:

To get a comparative picture of various classifications, we see the following table:

Table 1 — Classification of Path Sansthas on various criteria

All Para Economic Soc-Coop- | Cooperative Social Governance
Gov

PS Name | 9 parameters | 7 parameters | 5 parameters | 5 parameters | 2 parameters | 2 parameters

(2 Iterations) | (2 Iterations) | (3 Iterations) | (1 Iteration) | (1 Iteration) | (2 Iterations)
AP 1 1 2 2 1 3
DN 3 1 3 3 2 1
VK 3 1 3 3 1 3
GP 3 1 3 3 1 3
CS 3 2 3 3 3 2
JB 2 1 3 3 3 3
SA 3 2 2 2 3 3
Y 2 2 3 3 3 2
KwvV 2 2 2 1 3 2
ML 1 3 1 1 1 2
VM 3 3 1 1 3 3
KDN 1 1 2 2 1 1
SV 3 1 3 3 3 3
JK 3 2 2 2 2 2
BB 2 2 3 3 1 1
KMM 2 2 1 2 1 1
SR 1 1 2 2 1 1
KC 2 3 2 2 2 3
PrtM 1 2 1 1 2 1
SY 2 2 2 2 2 2
SG 1 2 1 1 1 1
SN 1 3 1 1 2 3
PaM 1 3 1 1 1 1

1-Weak; 2-Satisfactory; 3-Good

The above table gives a classification that classifies the 23 Path Sansthas as below:
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+ All Parameters: 8 weak; 6 satisfactory; 9 good
» Economic parameters: 8 weak; 10 satisfactory; 5 good
* Social-coop-gov parameters: 7 weak; 8 satisfactory; 8 good
» Cooperative parameters: 7 weak; 8 satisfactory; 8 good

» Social parameters: 10 weak; 6 satisfactory; 7 good

* Governance parameters: 7 weak; 6 satisfactory; 10 good

It would be interesting to see if these classifications according to several criteria have some ele-

ment of commonality. For this we compute the following table:

Table 2A — Commonality in classification

Matching All Economic  Soc-coop-  Cooperative  Social Governance
gov
All 23 8 14 14 13 11
Eco 23 4 4 9 12
Soc-coop 23 21 11 10
Coop 23 10 8
Soc 23 11
Gov 23
Table 2B — Commonality in classification (in percentage)
Matching All Economic  Soc-coop-  Cooperative  Social Governance
gov
All 100.0 34.8 60.9 60.9 56.5 47.8
Eco 100.0 17.4 17.4 39.1 522
Soc-coop 100.0 91.3 47.8 43.5
Coop 100.0 43.5 34.8
Soc 100.0 47.8
Gov 100.0

It is observed that the overall rating has more commonality with the cooperative rating than the
economic rating. This shows that the overall performance of these societies is primarily governed
by the cooperative ideals and to some extent by social and governance ideals. Also, the overall per-

formance is governed to a minimal extent by economic ideals.

Itis also seen that the Path Sansthas which are good as per economic criteria are not so as per so-
cial or cooperative criteria and vice versa. These societies are however good in their Governance
ideals. The negative relation of the Economic criteria with the Social-Cooperative-Governance
criteria and the positive relation between the Economic criteria with the Governance criteria also

emerge out from the following table.

Table 3 — Economic vs. Social-Cooperative-Governance and Governance

Scaling

Economic Social-Cooprative- Total | Governance Total

Governance

Weak | Satisfa | Good Weak | Satisfa | Good

ctory ctory
Weak - 3 5 8 3 - 5 8
Satisfactory 3 4 10 4 5 1 10
Good 4 1 - 5 - 1 4 5
Total 7 8 8 23 7 8 10 23
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The above also shows that good governance leads to good economic performance, whereas the so-
cial/cooperative objectives achieved by these Path Sansthas is at the cost of their economic objec-
tives. The Path Sansthas are paying the cost of achieving the social/cooperative objectives. They
are arriving at a trade off between the economic and social/cooperative objectives.

6. Verification of the results

In Section 5 above, the Path Sansthas were classified on the basis of several criteria. The technique
used for arriving at the classification is the scaling technique used by Dongre and Narayana
Swamy (1999). As mentioned earlier, with the use of Discriminant Analysis and Cluster Analysis,
they had established that the technique gave good results. However, it was felt that we could exam-
ine the PSs classified according to economic scaling, by their actual performance. For judging the
performance of a business firm on financial parameters, it is important to judge the firm on profit
margin, as profit is the central ability of a firm to perform financially. Therefore, the parameter for
actual performance of the Path Sansthas was also considered as its ability to make higher Oper-
ating Profits.

Excluding the outliers and normalizing the Operating Profits figures, the Path Sansthas were
classified into three classes. The classes obtained were as under:

Table 4 — Classification according to Operating Profits

Sr # Name Op-Profits Op-profit Economic
Scaling Scaling

1 AP -3515 1 1
2 DN -6337 1 1
3 VK -15051 1 1
4 GP -27503 1 1
5 CS -4213 1 2
6 JB 50160 2 1
7 SA 58524 2 2
8 Y 152880 3 2
9 KWV 18839 2 2
10 ML -50118 1 3
11 VM 3885969 3 3
12 KDN -21083 1 1
13 SV 78661 2 1
14 JK 8499 2 2
15 BB 73635 2 2
16 KMM 15055 2 2
17 SR -36296 1 1
18 KC 366075 3 3
19 PrM 204623 3 2
20 SY 69813 2 2
21 SG -187988 1 2
22 SN 3168324 3 3
23 PaM 205705 3 3

We consider the Economic scaling as good if the good Sansthas according to scaling technique are
also good as per the Operating Profits criteria. It can be seen from the table that there is only one in-
cidence of extreme misclassification (i.e., the good PS getting classified as weak or vice versa). If
we have a hypothesis that the technique is good if the probability of extreme misclassification is as
low as 1 per cent, i.e. in 99% of the cases there will be no misclassification, then using Binomial
test, it is seen that for the given sample, the hypothesis is accepted at 5 per cent level of signifi-
cance.
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We further hypothesize that a technique is good if any type of misclassification is not more than
15 per cent. Using the binomial test, we find that for the given sample containing 7 mis-
classifications out of 23, the hypothesis is accepted at 1 per cent level of significance.

We also tested the classification using a Chi-Square test of goodness of fit. We have the follow-
ing classification with Economic Scaling and Operating Profits criteria.

Table 5 — Table for Chi-square statistics

Economic Scaling Op-profit criteria
Observed Expected
Weak 8
Satisfactory 10 8
Good 5
Total 23 23

Under the hypothesis that the expected frequencies for weak, satisfactory and good classes are re-
spectively 9/23, 8/23 and 6/23, we find that the value of Chi-square comes out to be 0.778. The tab-
ulated value of Chi-square with 2 degrees of freedom at 5 per cent and 1 per cent level of signifi-
cance is respectively 5.991 and 9.210. We therefore conclude that the Economic scaling is as per
the expected criteria.

It has therefore been found that the classification technique applied on Economic parameters
has categorized the Path Sansthas correctly into three classes, viz., weak, satisfactory and good.
We may therefore presume that the technique provides a good way of classification on other pa-
rameters as well.

7. Summing up

There has been a lot of work done in the literature on the performance of Primary Agricultural

Credit Societies, but the performance of Primary Non-Agricultural Credit Societies had not been

much explored. There has been a substantial growth of such societies, called Path Sansthas in

Mabharashtra, where in contrast to the general experience of cooperatives in India, these organiza-

tions have originated on the basis of local initiatives and also appear to be financially successful.

As they have a complex role to perform, it was necessary to judge their performance on various as-

pects, as a cooperative, social and economic entity. It was also to be seen if there was any conflict

among these PSs for meeting their social/cooperative values as against their financial standing.
A set of 31 parameters covering the various aspects of performance of these Path Sansthas was
chosen. Using scaling technique, their overall categorization was arrived at. Also the Path

Sansthas were classified on the basis of their Social, Cooperative, Governance and Economic per-

formance parameters. On comparing these classifications, it was found that:

* Social/cooperative objectives are achieved at the cost of economic/financial goals, i.e. at the
cost of its efficiency/profitability. Thus there was a clear trade off between the social/coopera-
tive goals and the economic goal.

* Good governance/ better management leads to better economic goals. Thus vigilance of the
members or the responsibility and accountability of management helps in the Path Sansthas’
economic performance. The Path Sansthas where Board participation or members’ involve-
ment is good do better economically. It may imply that the members/board ask for the Path
Sansthas’ performance and examine the same in economic terms and not in terms of their coop-
erative or social parameters.

» The Path Sansthas that are good in cooperative/social terms may be providing facilities with
lower interest margin, i.e. they are giving credit at lower cost to borrowers and providing higher
interest on deposits.
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Annex

Table A1: List of selected Path Sansthas

RURAL PATH SANSTHAS

AP Ajitrao Pawar GBSSPSM

VK Vivekanand GBSSPSM

GP Gundunana Patade GBSSPSM
CS Chatrapati Shahu GBSPSM
DN Shri Datta Nagari SPSM

JB Jai Bhavani GBSSPSM

SA Shri Ambai GBSSPSM

KWV Kasba Walve Vyapari GBSSPSM
Y Yashwant NSPSM

ML Shri Mahalaxmi NSPSM

VM Shri Vithalai Mahila NSPSM

URBAN PATH SANSTHAS

KDN
SV
JK
BB
KMM
PtM
SY
SG
KC
SR
PaM
SN

Kolhapur District Nabhik Samaj PS
Swami Vivekananda NSPSM
Janakalyan NSPSM

Shri Bapuso Baburao Patil NSPSM
The Kolhapur Maratha Mahila PS
Priyadarshini Mahila NSPSM
Shrimanyogi NSPSM

Shri Sadguru GajananMaharaj NSPSM
Kumavat Cooperative Society
Shriram NSPSM

Padmavati Mahila NSPSM
Shivaneri NSPSM
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Table A2: Notation for scale variables

Sr. Parameter Notation
No
1 Number of Regular members to total members SRM T™M
2 Members who have left to total members SML T™M
3 Number of small loans (< Rs.10000) to total loans o/s SSLAC TL
4 Amount of small loans (< Rs.10000) to total loans o/s SSLAM TL
5 Dividend paid SDIVIDEN
6 Surety loans (Amount) to total loan o/s SSURL TL
7 Small deposits (less than Rs. 5000) to total deposits SSD TD
8 Number of small deposits to total deposits SSDA TDA
9 Number of AGMs held SAGM
10 Attendance in AGMs to total members SAGM_A
11 Number of Board meetings SBM
12 Attendance in Board Meetings SBM_A
13 Number of SC/ST members to total members SSCM_TM
14 Number of women members to total members SWM_TM
15 Number of loans to SC/ST to total SC/ST members SSCL_SCM
16 Number of loans to women to total women members SWML WMM
17 Number of Borrowers per Staff SBORR ST
18 Number of Depositors per staff SDEPO_ST
19 Amount of loans per staff SLOAN ST
20 Amount of Deposits per staff SDEPA ST
21 Depositors to Operating Expenses SDEPO_OE
22 Borrowers to Operating Expenses SBORR_OE
23 Operating Expenses to # of loan issued a/c SOE_ LNIS
24 Operating Expenses to Amount of loan issued SOE _LOA
25 Non operating Expenses to Working Funds SNONEX W
26 Operating Expenses to Working Funds SOE WF
27 Net Interest Income to Working Funds SNII_WF
28 Total Expenses to Total Income STE TI
29 Overdue to Loans o/s SOD_TL
30 Share Capital+Reserve Fund+Other Fund SOWN FUN
31 Working Capital SWC
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Table A3: Path Sanstha-wise Score values of all parameters and the total score
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Table A4: Correlations of individual scores with total scores for all
31 parameters

Sr.No. | Parameter With Total ~ After First ~ After Second
Score Iteration Iteration
1 SRM_TM -0.17
2 SSCM_TM 0.01
3 SSLAC TL 0.42 0.62 0.62
4 SSLAM_TL 0.43 0.64 0.64
5 SAGM 0.06
6 SAGM_A 0.26
7 SBM 0.16
8 SBM_A 0.64 0.48
9 SDIVIDEN 0.33
10 SSCL_SCM 0.61 0.57 0.57
11 SWML WMM 0.63 0.62 0.62
12 SSURL_TL 0.29
13 SSD TD 0.27
14 SSDA TDA 0.35
15 SBORR_ST 0.60 0.51
16 SDEPO_ST 0.28
17 SLOAN_ST 0.01
18 SDEPA ST -0.01
19 SDEPO_OE 0.51 0.57 0.57
20 SBORR_OE 0.68 0.78 0.78
21 SNII_ WF 0.20
22 SOWN_FUN 0.09
23 SWC 0.04
24 SWM_TM -0.16
25 SML TM -0.35
26 SOE _LOA 0.51 0.69 0.69
27 SOE_LNIS 0.57 0.58 0.58
28 SNONEX W 0.15
29 SOE_WF 0.17
30 STE TI 0.04
31 SOD TL 0.42 0.59 0.59

Note: The numbers in italics show that the correlation coefficients are insignificant
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Table A5: Correlations of individual scores with total scores for 16
social/lcooperative/governance parameters

St.N | Parameter With Total After First After Second
0. Score Iteration Iteration
1 SRM_TM 0.18
2 SSCM_TM 0.34
3 SSLAC TL 0.66 0.60 0.76
4 SSLAM_TL 0.75 0.73 0.86
5 SAGM 0.06
6 SAGM_A 0.51 0.52
7 SBM -0.09
8 SBM_A 0.30
9 SDIVIDEN 0.10
10 SSCL_SCM 0.30
11 SWML WMM 0.42 0.42
12 SSURL_TL 0.77 0.80 0.87
13 SSD TD 0.65 0.78 0.72
14 SSDA T DA 0.64 0.77 0.69
15 SWM_ TM -0.41 -0.42
16 SML TM -0.18

Note: The numbers in italics show that the correlation coefficients are insignificant

Table A6: Correlations of individual scores with total scores for 15
economic/financial parameters

St.N | Parameter With Total After First  After Second
0. Score Iteration Iteration
1 SBORR_ST 0.47 0.36
2 SDEPO_ST 0.57 0.57 0.58
3 SLOAN_ST 0.46 0.79 0.81
4 SDEPA_ST 0.50 0.82 0.85
5 SDEPO_OE 0.33
6 SBORR_OE 0.34
7 SNII_ WF 0.07
8 SOWN_FUN 0.50 0.76 0.82
9 SWC 0.48 0.71 0.79
10 SOE_LOA 0.12
11 SOE_LNIS 0.55 0.31
12 SNONEX W 0.64 0.72 0.74
13 SOE_WF 0.67 0.79 0.79
14 STE TI 0.40
15 SOD TL 0.29

Note: The numbers in italics show that the correlation coefficients are insignificant
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Table A7: Correlations of individual scores with total scores for 8 Cooperative

parameters
Sr.No. Parameter With Total  After First
Score Iteration

1 SRM_TM 0.39

2 SSLAC TL 0.81 0.78

3 SML_TM 0.11

4 SDIVIDEN 0.12

5 SSD TD 0.62 0.68

6 SSLAM_TL 0.86 0.86

7 SSURL TL 0.83 0.87

8 SSDA TDA 0.66 0.68

Note: The numbers in italics show that the correlation coefficients are insignificant

Table A8: Correlations of individual scores with total scores for 4 Social

parameters
Sr.No. Parameter With Total ~ After First
Score Iteration
1 SSCM_TM 0.37
2 SSCL_SCM 0.53 0.72
3 SWML WMM 0.61 0.90
4 SWM TM 0.19

Note: The numbers in italics show that the correlation coefficients are insignificant

Table A9: Correlations of individual scores with total scores for 4 Governance

parameters

Sr.No. Parameter ~ With Total After First  After Second
Score Iteration Iteration

1 SAGM 0.09

2 SAGM A 0.72 0.72 0.82

3 SBM 0.54 0.34

4 SBM A 0.79 0.80 0.85

Note: The numbers in italics show that the correlation coefficients are insignificant
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Abstract

State partnership was provided to cooperatives in India, as they were perceived as principal financial institu-
tions for development of economically weaker sections of societies, both rural and urban. In spite of this sup-
port, for the most part, the experience of cooperatives has been very different from expectations. In many
cases the cooperatives have neither been successful as financial intermediaries nor have they led to an effec-
tive promotion of their members’ interests. In contrast to the general experience of cooperatives in India, the
growth of non-agricultural credit societies in the state of Maharashtra indicates a movement, which in the
main is neither state driven nor state supported but is based on local initiative and also appear to be finan-
cially successful.

This paper assesses the performance of such primary non-agricultural credit societies called Path
Sansthas located in the Kolhapur district in Western Maharashtra. In the present paper, Performance Evalu-
ation Models have been created to classify these Path Sansthas as good, satisfactory or poor performers. A
set of 31 parameters capturing the social, cooperative, governance and economic/financial aspects of their
performance was chosen. Separate models were developed and the Sansthas were classified into three cate-
gories (good, satisfactory and poor performers) for the economic, cooperative, social, governance parame-
ters; for the social-cooperative-governance parameters taken together and also for all parameters taken to-
gether. The findings indicate that:

* thereis a conflict among the Path Sansthas for meeting their cooperative/social values as against their fi-
nancial standing on various profitability and efficiency parameters,

* good governance/better management leads to better economic goals.

* the Path Sansthas good in cooperative/social terms may be providing facilities to the members at lower
margins albeit at Sansthas’ cost.
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COMMUNICATION
L

What is the money equivalent in the nature?
Results of a hedonic approach

Helmut Maier (Berlin School of Economics)

Subject and design of results

The question what could be a money equivalent in the nature makes sense if we assume the exis-
tence of an economic system within the nature. Introducing this assumption as a basic working hy-
pothesis, and extending the classical economic principle that “scarce goods have a price” to “any
good in the natural system has a price”, the primary question is what could be a price equivalent to a
good (or service) within this postulated economic system of the nature. To find such a price equiva-
lent we observe different phenomena of the nature, and we try to interpret them as economic events
like markets with supply of and demand for goods and services within the nature. This approach
meets the fundamental requirement of hedonic methods to measure prices as functions of a set of
independent and physical variables. In contrast to classical hedonic methods which use regression
analysis to estimate prices on base of these physical variables, see Triplett (1986) and Fleming et.
al. (1992), within this approach there is no need for regression analysis because the price specifica-
tion turns out as an observable one.

A positive answer to the question what could be a money equivalent in the economic system of
the nature is important. Having an estimation of such an equivalent we can measure the value of
this equivalent in terms of common currencies (Dollars, Euro, etc.), we can compare these (differ-
ent) measures, and we can derive conclusions concerning relations between these different mea-
sures. It is possible that the money equivalent in the nature measured in common currencies is
overestimated by these common currencies, but it is possible that this money equivalent is under-
estimated by these currencies as well. And it is possible that problems and disparities within econ-
omies of human societies especially within monetary policies arise because these economies and
monetary policies neglect the real price of a good (measured in terms of the money equivalent)
within the economic system of the nature.

The study starts with the analysis of the observable phenomena in the nature that “deer are
grazing on a meadow near a forest in the evening”. Result is that this event can be explained as a
market with the obvious specifications “supply of grass” (of the grass population) and “demand for
grass” (of the deer population). But what is the price the deer pays for one unit of grass? A positive
answer to this key question opens a door to the economic system of the nature. And a positive an-
swer exists. Moreover, a lot of observable phenomena in the nature can be explained as markets as
well. All these markets (within the economic system of the nature) show two characteristics. The
first characteristic is that the demanders (animal or plant populations) pay for goods (or services)
they buy with a currency of the nature which is transferable and convertible. In addition, there ex-
ists a set of different currencies in the nature, and representatives of different populations in the na-
ture are able to convert one currency into a different one, hence there exists a banking system
within the nature. The second characteristic is that the markets (within the economic system of the
nature) are dual markets. This means that agents of populations which meet on a market to ex-
change goods (or services) are both: suppliers of a good (or a service) and demanders for a good (or
a service) as well.

The paper presents and explains this observable price specification within the economic sys-
tem of the nature. Moreover, it explains how the price is being transferred from the demanders
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(who pay) to the suppliers (who get this money equivalent). Especially it explains what and how
the deer pay for “grazing in a meadow in the evening near a forest”, and how the population of
grass gets this payment. It explains different currencies of the nature, it explains the fee within the
nature which is charged when the money equivalent of one type (currency) is converted into a
money equivalent of a different type, and it gives a vision of the central bank within the economic
system of the nature which is an observable, independent and autonomous object of the nature.
Using a simplified model of such a dual market in the nature, the paper substantiates the equiva-
lence of the economic equilibrium conditions of supply and demand, and of costs and returns with
two basic laws of natural sciences. Finally and focusing this money equivalent of the nature, the
paper presents a vision how to meet problems and disparities of present human societies (over-
crowding, migration, aging, unemployment, poverty) in future.
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Résumé

Sur la base d’ une approche hédonique, le papier présente et explique un équivalent

d’ argent, qui est représenté par des unités physiques dans un systéme économique postulé dans la nature, ou
chaque bien (et service) a son prix. Par ailleurs, il explique comment cet

équivalent d’ argent est transféré des demandeurs (qui payent) aux fournisseurs (qui

obtiennent cet équivalent d’ argent). En observant le phénomeéne naturel que (les cerfs paturent le soir dans la
prairie a coté de la forét) il explique ce que et comment les cerfs payent pour (pdturer) et comment la popula-
tion de l” herbe obtient ce payement. Il explique les différentes devises de la nature et il explique aussi les ho-
noraires de la nature, qui sont chargés lorsque |” équivalent d’ argent d’ un type (monnaie) est converti a un
autre équivalent d’ argent d’ un autre type et il donne une vision de la banque centrale dans le systeme écono-
mique de la nature, qui est un objet indépendant et autonome que l” on peut observer dans la nature (qui s’
avere étre un marché duel). Le papier justifie " équivalence des conditions de |’ équilibre économique de |’
offre et de la demande et des charges et du revenus avec deux loi fondamentaux des sciences naturelles. Fina-
lement et focalisant cet équivalent d’ argent dans la nature, le papier présente une vision qui montre comment
on peut résoudre dans " avenir des problémes et des disparités des sociétés humaines actuelles (surpeuple-
ment, migration, vieillissement, chomage, pauvreté ).

Helmut Maier

Berlin School of Economics, Economic Analysis and Statistics
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D-10825 Berlin, Germany
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FISHER’S SHORT STORIES
|

Fisher’s Short Stories on Wealth 80-86:
Health, Socialism, Distribution of
Income and Wealth,
Concluding Summary

Arthur Vogt

Health has always been an important issue for Fisher, one of his “crusades”, as Allen (1993) calls
them. This preoccupation stems from Fisher’s personal experience. In a radio broadcast, Cohrssen
(1947) summarized this experience, which can be a hopeful model for severely ill persons:

It was in 1896, in a tuberculosis station, high in the Mountains of Arizona, where the air
is pure and clear. A young man of 29 was sitting in his invalid-chair waiting for death.
The doctors had given him only a very short time to live. Behind him were years of the
most intensive work as an economist at a university and exceptional academic recogni-
tion. This man, marked by death, looked at his young wife, his child before him in the
sand... and he made up his mind: “I rather work to death than rust to death idly”. He left
the mountains and returned to his work. .. He took up the battle against his sickness and
packed into each and every day so much work that in the race against his death he might
at least do the maximum of creative work of which he was capable. Week after week,
month after month, year after year this feverish race continued... One book after an-
other appeared, basic contributions to the science of economics. also notes recording

Fisher s Short Stories on Wealth, 1926-1933

Dr. Arthur Vogt has drawn our attention to a series of simple explanations of elementary prin-
ciples of economics which Fisher wrote in an agreement with the Worker s Education Bureau.
Fisher called them “Short Stories of Wealth . The bureau issued them monthly for publication
in any union newspaper that desired to print them. They appeared in the “Brotherhood of Lo-
comotive Firemen and Enginemen’s Magazine”, “Trade Union News ", “Labor Herald” etc.

The stories had never been reprinted and had not been included in “The Works of Irving
Fisher” (General Editor W.J. Bates, Consulting Editor J. Tobin), which was published in
1997. However, the Stories are worth to be read up to the present day. Besides the scientific
and historical interest they are of didactical use as they are models of explaining economic
phenomena to the public. The IFC Bulletin decided to publish all these “Short Stories of
Wealth”

1) Professor George W. Fisher, the grandson of Irving Fisher, kindly granted the [FC Bulletin the right to quote from his
grandfather’s manuscripts (Fisher 1911b, 1946, 1947) and to print illustration 1 and the photographs.
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his experiences in the fields of health and hygiene which he made in quest for life exten-
sion... He has been adviser to several presidents [of the USA], he was one of the found-
ers of the Peace Society from which later developed the League of Nations... Today he
is 80. He is still tireless active and one of the happiest man I’ve ever met. His name is
Irving Fisher, Professor of Yale University...

Itis noteworthy that Fisher experienced work as a pleasure. Work was a stimulus, which cured him
ofhisillness. However, he did not postulate this as a general rule for everybody. In the fourteenth of
the “Sixteen rules” (see below) he recommended to “work in moderation”.

Fisher propagated an individual health strategy, which he put in a nutshell in his “rules of hygiene”.
In a letter of March 1902 he proposed 6 rules and a correction with a 7th rule.

YALE UNIVERSITY,

DEPARTMENT OF POLITICAL ECONOMY.

Nwan. 24 ; 1=X3

Fisher’s seven rules of hygiene

The 1928 edition of his famous health book listed 16 rules, and in the 1956 edition this number had
increased to 22.

Fisher published, at his own expense, a poster “How can the employer help the worker satisfy his
fundamental human instincts?”, which was addressed to employers. Numerous requests were
made to him to address an analogous poster to employees. Both are presented on the next two
pages, the first in facsimile, the second retyped.

A list of the titles of all 86 Short Stories on Wealth was given in the IFC Bulletin of June 1998, p.
17-19. Among Fisher’s many interests, there are quite a few that have remained controversial up to
the present day, like:

* Peace (No. 71, 72);

» Conservation, ecology (No. 74);

* Health Policy (No. 73);

* Social Insurance (No. 79);

* Distribution of Income and Wealth (No. 84).
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The Rules of Personal Hygiene

THE amps to health discussed in the preceding chapters may be sum-
marized in twenty-two single formulas classified under the four heads,
Fresh Air and Our Skin, Our Food, Our Favorite Poisons and Our
Activities.

1. Fresh Air and Our Skin

1. Wear light, loose and porous clothes.

Ventilate every room you occupy, or keep the air moving by
electric fans.

. Keep outdoors as much as you can.

. Perspire daily, preferably by exercise.

. Bathe frequently in air, water and sunlight.

(Y

o

1I. Our Food

6. Follow natural choice among natural foods, especially fruits,
nuts (for young and vigorous), greens, dairy products; also
whole grain foods, potatoes and other vegetables.

7. Eat the right amount of protein including some of animal
origin. (Milk, milk products, and eggs are especially valuable,
Meat is best used in moderation).

8. Eat slowly, taste carefully, enjoy fully.

9. Eat some hard, some bulky and some raw foods daily.

10. Avoid, so far as possible, unenriched white-flour foods and
white sugar.

11. Avoid overeating and overweight. Avoid excess of fat—in oils,
butter, cream, fat meats, etc.

12. Add little or no strong seasoning, even salt, at table.

1. Our Common Poisons
13. Exclude poisons—as in alcoholic drinks, tobacco, tea, coffee,

cola drinks.
14. Avoid infections.
15. Keep the teeth and gums clean and healthy.
16. Get the habit of thorough and regular intestinal eliminations.

IV. Our Activities

17. Stand, sit and walk erect.

18. Work, play, rest, and sleep in due proportions.

19. Compensate for occupational deficiencies by special exercises
including slow deep breathing, by recreation and by special
relaxation.

20. Avoid undue fatigue, especially mental fatigue. Start off every
day’s work as fit as possible, without fatigue—even hidden
fatigue.

21. Keep serene. Avoid hurry, worry, fear, anger. .

22. Secure periodic health examinations—including dental.

The most controversial subject treated by Fisher was eugenics. In fact, Fisher was president of the
American Eugenical Society for a couple of years. But he did not propagate eugenics as a
programme of policy measures to “improve” the human race. Rather, he regarded eugenics as a
mere extension of his concern with personal health. He saw eugenics just as means to diminish in-
dividual suffering stemming from bad health.

80. Minimum Standards

Fisher starts this story by introducing the “minimum standards of living”, not necessarily related to
work. At a later stage, he concentrates on minimum wages. He is convinced that minimum stan-
dards are necessary. But their optimal level has to be determined. If the minimum wage is too high,
more people are thrown out of work, if it is too low, there will be unnecessary poverty harming “la-
bor, society in general, and even employers”.
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HOW CAN THE EMPLOYER HELP THE WORKER ‘
SATISFY HIS FUNDAMENTAL HUMAN INSTINCTS ?

By IRVING FISHER ‘
Professor of Political Economy, Yale University ; Ex-Preésident, American

-

fconomic Associntion. ! i

Primitive instincts can be guidéd but not suppressed. If they become pent up, Fj
the danger of an unrestrained outbreak is great.

t I. THE INSTINCT OF SELF-PRESERVATION ¥ f[

1 Maintain_healthy working .conditions, Guard against uver-fatigue. Provide . safety devices, i 1
i No man can do his work well if he feels it is fitting him only for the scrap heap.

| Provide a living wage

| Assure your men o et th id of
i without any fault of theirs, they wilt be given due notice or a suitable dismissal wage. Energy dissi-
| pated in worry means loss to all concerned.

II.. THE INSTINCT OF WORKMANSHIP i
I Find the right job, mentally and physically, for every man-and the right man for every job, |
|‘. Enable the man, by.exact records, to have a true and accurate picture of his work and of any “

steady jobs as long as they do their part. Let them know that, if laid off ‘

I improvenent he makes in it.

| Educate him to understand what part his work plays in the whole, and the uses to be made of the )
"l product. : : 2
ﬂ:l' Encourage the workman to suggest improvements in the processes and thus stimulate personal in- I
| terest, H ' { i i r
it Make it possible for the workmen to participate collectively and regularly in determining the pro- I
1 cesses of production.

| 4 Encourage promotions and the development of all-round ability, . |
| Make your directions to workmen clear, concrete and specilic and have-a well thought-out plan
of work. Set the men a good example as to standards of workmanship. I

III, THE INSTINCT OF SELI-RESPECT

'l: Utilize the records of work to give the credit and.standing which a good record deserves in the
Ei cyes of the employer and of fellow workers, “The spirit of vivalry spars initiative,
i
|

i Guard against the tendency to let the workers slip into dead-end jobs. Make it plain that effici- .
" ency means advancement, |
| i
(| .

So far as possible, use praise as the chicl incentive rather than blame or threat of dismissal. If

it is really necessary to call a man down, avoid doing so before his fellow workers. . }
i ‘ Consider a man trustworthy until he has proved himself untrustworthy, Even-handed justice
i is recognized by saint and sinner, ; i

| IV. THE INSTINCT OF LOYALTY
Encourage the men to develop a team spirit by forming an organization of some kind.
1 Collective bargaining, participation in shop-management, mass activities, group singing, marching
| in a parade, wearing a button, or cheering a baseball team will foster a united feeling, -
alce the organization worth being proud of. Pride is a weatherproof cement. ;
Loyalty is based on justice and mutual consideration. Prove to the workman that you respect
his rights and wishes. Put yoursclf in his place. il
Afford an opportunity for presenting grievances and for their adjustment. il
If you want overtime or special consideration from him et him, if possible, have the fun of
volunteering the service. :

A V. THE INSTINCT OF PLAY %
il “All work and no play makes Jack a dult boy.” The balanced life demands recreation which. pro- F
Il vides a snfety valve for many inevitably repressed instinets. This play should.be not frivolity, still ‘
| {csa digsipation, but entertainment which. will: develop physienl and mental health and a broadened out- - “

Encourage membership on athletic teams; attendance at good movics, at reading-rooms, and clubs, - I
i Iave singing at the noon hour, and calisthenics Lo interrupt the morning-and the afternoon: At least I

|

|

| 7 resort to drink and other perversions of p
|

! try brief rest peridds. :

ook on life. A long workday makes pmlla:; play impossible, and.is largely responsible for the man's l]i

i
- VI. THE INSTINCT OF LOVE
Condlitions of employment should, in c\fcrir way possible, conduce to happy family life. The un- |
rest caused by had instinctive life outside the piant 13 demoralizing, I
‘II A man thinks of his family as part of himself. 11is success means their happiness. !I
il d Do not arouse resentment by any action which allects the fumily welfare. It
A workman with no-home, or an unhappy home, is unstable. .|'|
1
‘ VII. THE INSTINCT OF WORSHIP '
il *'Man shall not live by bread alene.” No man should becompelled to do worle which will prevent
‘l attendance at chureh or inspiving public meeting, or cvush idealism. or warp the spirit of humanity
and service. i 3
| Every man should. have a religion; and his daily work should be uplifted by, and really be a part
l‘ of, his religion. . AL SR G i
‘ i In a word, your employee is a man with the sume fundamental huminn nature as yoursolf. 1f he is to be . "
loyal, efficient, and contented, he must have the opportunity to give ¢xpression to the best that is in him. Without I
se{l-upuu!ou no.man can lead a normal life. - It Is HIS initiative which you aim to . This is I

| not the ordinary offensive paternalism in which the employer takes the initintive and seeks to impose his ideas on
! a passive or unwilling workman, |

l. There ls no adequate self-expression without a reasonable amount of self-direction. When the worker can
| be given a stake in the business and a vn.[cla in its management almost all the important motives are enlisted and
{
|

strengthened—the motives of y ting, creati gaining credit, team play.

e
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Primitive Instincts can be guided but not suppressed

See the caged lion. He walks wildly back and forth, becomes violent and irritable, then sinks into apathy; his natu-
ral life is balked; the instincts of his nature are not satisfied.

Man is often like that lion, caged by the restrictions on his will. How can we get out of our cages and live a free and
satisfied life? By understanding our own instinctive needs and applying our knowledge.

I. The Instinct of Self-preservation

Learn how to keep your health. Without health life is scarcely worth living. If you realized that you could feel ev-
ery day that it is good merely to be alive, you would do all in your power to gain and keep good health.

Health means power to earn a living and to keep a steady job at some productive work.

Every increase in production tends in the end to rise the general rate of wages. It is true, of course, that the effort of
one individual may not at once bring higher wages, any more than one pebble tossed into a lake will raise its level. But
if many pebbles are thrown, the water will raise. Real wages are not money, but what money will buy. The more bread
and shoes are made, the more there will be to go round.

If we should all limit output, we’d starve and go naked.

See that you do an honest day’ work and contribute your bit to the great stream of goods which make up the real
wages of the world.

Itis largely his power to foresee that enabled man to survive in the primitive struggle with beasts. In industrial so-
ciety, foresight best contributes to preservation through thrift”. Get the thrift habit. Keep expense accounts.

II. The Instinct of Workmanship

Don’t do your work as if you were a machine and so let your work turn to drudgery. Take an interest in it. You can
get some real fun out of any job which needs your attention.

A job which is so mechanical as to need no intelligent attention and interest is not a man’s job or a woman’s job,
and sooner or later a machine will be invented to do it.

Make your work a game. Put some sporting spirit into it. This will increase output, improve quality, and often lead
to discovering new methods.

Remember you are really creating something in your work. Find out what your work is for. If you use your brains,
you can learn more in the shop than in school.

Ifyoudon’tlike your job, see what you can do to improve or change it. Simply “knocking” never gets anywhere.

III. The Instinct of Self-respect

Live up to your own ideals. You have them, and if you don’t live up to them, you cannot help being a little
ashamed of yourself.

Live so that you can look every man or woman in the eye without feeling that, if they really knew you, they would
not respect you. Show the best that is in you. But don’t pretend to be other than what you really are.

Don’t be too sensitive to what others think and say of you. Yet aim to win their respect.

IV. The Instinct of Loyalty

A business relation demands responsibility on both sides. Live up to your part of the bargain. Don’t begrudge
your employer his property or assume that his gains are ill-gotten.

Remember, too, hat his is not altogether a bed of roses. He is taking risks and, maybe, lying awake nights with fi-
nancial responsibilities of which you have no realisation but which involve your welfare.

He is a human being as well as yourself. You may be a boss some day. You will make a better boss if you can see
the problem now from his point of view. The wages he pays you are not generally fixed by him but by market condi-
tions of which he is almost as small a part as you.

Get up some shop spirit with the rest of your fellows. Pull together. Team play succeeds. Do your part toward
making your plant the best in your town, and your town the best in the country.

V. The Instinct of Play

Here is the chance to satisfy many inevitable repressed instincts. Make good use of your precious leisure time.
Play should be wholesome recreation, not dissipation. Recreation is a change of activities. Find the kind of entertain-
ment which uses those faculties not used in the shop. Any occupation which is different will rest you and will relieve
the strain of balked instincts.

Make friends and keep them. If you feel like that caged lion and have a “grouch”, try to “talk it out” with a sympa-
thetic friend. Difficulties often vanish or look simpler of solution when talked out. A lonely person is like a boiler with
the safety-valve tied down, - liable to explode.

VI. The Instinct of Love (ifc bulletin: includes “(VIL.) instinct of worship” of the companion poster)

If possible, choose work which is compatible with family life. A lonely life is unnatural and demoralising. Work
for your family more than for yourself. Itis love far more than selfishness which gives us our impulse for working.

Improve your ideals. Work and worship ought not to be far apart. Spiritual aspiration has a place in every human
heart and can lighten our daily toil. Spend not only Sunday but part of every day in cultivating your best self. The war
brought a new impulse towards the spirit of patriotism, humanity and religious aspiration. The same ideals should be
cherished in time of peace.
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81. The Relation of Health to Work

Fisher had a lifelong interest in health. A whole chapter ofhis biography, written by his son (Fisher
1956:105-122), was devoted to “Biological Living”. As an economist, Fisher combined his inter-
est in health with his interest in economics, for example by relating labour productivity to the state
of public health.

Story 81 contains two seemingly paradoxical recommendations towards employers. In order to
increase labour productivity they should:

* raise salaries (Fisher refers to the “Golden rule of Nash™);
* reduce the number of working hours.

Fisher recommended the six-hour day: In many cases an eight-hour day, or a seven-hour day, or
even a six-hour day, would be more productive than a ten-hour day.

As mentioned above, Fisher published, at his own expense, the poster “How can the employer
help the worker satisfy his fundamental human instincts?”. This could be called the “Code of good
behaviour of employers towards their employees”. In response to numerous requests he drafted a
analogous poster “Primitive instincts can be guided but not suppressed”, addressed to workmen.
This companion poster exists probably only as a “rough draft”, a retyped copy is reproduced
above. Fisher enclosed it to a letter of May 13, 1919 to Rev. W. G. Eliot, Jr.

82. Socialism and Communism

Fisher roughly defined socialism as collective property of capital, and communism as equality of
income. In 1911 already, Fisher gave a talk on the subject (Fisher 1911b). One year before his pass-
ing away, he spoke about “isms” in general: socialism, liberalism, communism,... (Fisher
(1946:15). He mentioned unemployment and poverty as the roots of revolutionary movements:

It is this central and ultimate problem of mass welfare which has created the great cults
and their leaders, such as Marx, Lenin, Trotsky, Mussolini, Hitler as well as Henry
George, Silvio Gesell, and, as it seems, Lord Keynes, whose “General Theory” has
touched a responsive chord among so many would-be-reformer economists. Generally
the aim is to level down the inequality of economic distribution.

I have studiously kept aloof from all the cults, while recognising some truth in many of
them. One reason for this attitude on my part is that without exception the various pro-
tagonists start with a false premise, namely that the problem of economic mass welfare
is primarily one of distribution whereas, in my opinion, it is primarily one of produc-
tion... In short no ism is helpful for the masses which kills the goose which lays the
golden egg.

83. Inequality of Distribution

Fisher strongly emphasises that the problem of an unstable purchasing power of money is interre-
lated with the problem of a wrong distribution of income and wealth, as inflation and deflation tend
to end up with disturbing that distribution. Various aspects of a wrong distribution were the subject
of'a good many of his earlier Stories. An attempt has been made to place the Stories on this subject
in the following table showing the 4 steps to solve problems (cfIFC Bulletin July 2002, p. 47-49).

Stories on the Distribution of Income and Wealth

facts (and their causes evils remedies
measurement)
Story 79 Social Insurance
numbers 33-55 80 Minimum standards
82 Socialism and
Communism
83 Inequality 84 Remedies for Wrong Distribution

of distribution
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The present Story treats the facts of inequality and of mobility in the social stratification. The next
Story deals with their causes and evils, as well as with remedies against them.

1. Facts (and their measurement)

Fisher defines indices or gauges of inequality and social mobility. He calculates a corresponding
index number for inequality in the United States. It is something like a simplified Gini measure, but
it meets its purpose as the original readers of the Stories were no scholars but trade union members.
For mobility, Fisher can only give an index; because of a lack of data, he cannot evaluate the corre-
sponding index number.

In Story 54, Fisher used the image of an aquarium to explain social mobility: the fishes move
upwards and downwards, but there is less space up than down. In an earlier publication (Fisher
1911a:490), he gave an illustration of the aquarium, which was reproduced in the IFC Bulletin of
March 2001. p. 45.

It is to mention here that normally, in a persons life, income grows. So, as a consequence of the
variety of ages, the income distribution of the population would be unequal, even if everybody had
the same income career. Nevertheless, it could be maintained that in such a population there is no
inequality: the present values of future incomes of all newborn are equal. One could say that the
inequality of distribution is cancelled by the (age-caused) mobility. Paglin (1975) eliminates this
age-caused inequality and measures the remaining inequality, the “age-adjusted” inequality. Vogt
(1992) applies this method to the labour income of the Swiss population.

84. Remedies for Wrong Distribution (Continuation of the previous Story)
2. Causes

According to Fisher, the profit principle and the inheritance system are the main causes of inequal-
ity. Actually, there is only one reason, chance, because profit as well as inheritance may be re-
garded as an effect of chance. Chance makes inequality grow. Knowledge reduces chance. But
there is also an unequal distribution of knowledge, with a strong correlation between wealth and
knowledge (because of education costs).

chance
profit inheritance
rises inequality rises mobility
remedy: knowledge remedy: inheritance tax

Fisher published much on economics and economic philosophy. But never as a matter of pure phi-
losophy. In the present Story he writes: “There is no such thing as chance, in an absolute way”. Ina
couple of private letters he takes the philosophical position of determinism. So, in a letter of Janu-
ary 15, 1904 to his mother he notes:

I’d like to go into the free will question but it seems as though among other necessities,
fate compelled us humans never to agree on that question. One reason is that we are not
perfect thinking machines but are influenced by our desires to believe —and one philos-
opher boldly asserts that we have a right and even a duty to exercise some will and be-
lieve!

Itis remarkable that, as an effect of chance, Fisher himselflost his fortune in the 1929 stock market
crash, four years before he wrote the present Story. His fortune melted down from $ 10 million to
minus half a million (cf IFC Bulletin 7, p. 20-21).

3. Evils
Fisher, as an ethical economist, did not just apply the usual, value-free term “unequal distribution”

but the judging term “wrong distribution” (sic!). It is not quite clear what he understood by “wrong
distribution”, apparently one which, by being too unequal, caused social harm. He advocates as
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“right distribution” the one prevailing in the United States treated in the previous Story. All the
same, Fisher feared that a tendency towards a hereditary plutocracy would develop.

4. Remedy

Taxes and equality of opportunities are remedies for a wrong distribution. The removal of obsta-
cles to mobility should keep distribution mobile and elastic. A too big inequality in the income dis-
tribution can be compensated by greater social mobility. A means to increase mobility is the intro-
duction or raise of inheritance taxes. Another means is the fostering of knowledge.

85. Economics is the Science of Wealth
Fisher defines income as a series of future services or desirable events. This is his original ap-

proach (Fisher 1906:328), the very end of his book “Capital and Income”. He had it copied in “My
Economic Endeavors” (Fisher 1947) and he underlined it as follows:

To describe in.&fesaumnds the nature of capital and income, we may say that those parts
f th material n1 Wh1 h at an tlm are under th m1n1 n f man con tltut h1

biligg his subjective cap_ltal But capital in any of'these senses stands for anticipated in-
come, whmh QQIIS]SIS n a stream Qf serylges or 1ts value. When values are con51dered

present to ﬂ] ure, but from future tQ present; in other words, the value Qf gapltal is the
discounted value of the expected income. ..

It reminds us of the beginning of his “Theory of Interest” (Fisher 1930:3):

According to the modern theory of relativity the elementary reality is not matter, elec-
tricity, space, time, life, or mind, but events.

This sentence summarises the first part of the present Story: income is a series of events. The equa-
tion of exchange, treated already in Stories 9 to 11, is the subject of the second part of the present
Story.

86. Concluding Summary
Fisher (1946:30) ends his address:

.. in our economy, so may the social sciences, as they increasingly become genuine sci-
ences, be brought to bear successfully on our great social problems through this and
other foundations, with resulting social betterment for all mankind.

Economic betterment was the chief purpose of Irving Fisher. In modern terminology one might say
that he had “ improving management” in mind, not just “changing management” as it is common
today. Today we need (unfortunately, one might say) — in addition to common economists — eco-
nomic ethicists. Fisher and probably many others in economic history were both — economists and
ethicists — in personal union.

Bibliography

Allen, R., L., 1993 Irving Fisher. A Biography, Blackwell, Oxford.
Cohrssen, H., 1947, in a radio broadcast, February 27, Radio Frankfurt.
Cohrssen, H., 1991, Working for Irving Fisher, Cato Journal, 10, 825-833.

Dimand, R., W., 1997, Editorial introduction to: The works of Irving Fisher, vol. vii: The making of index
numbers, Pickering & Chatto, London.

Fisher, I, 1906, The Nature of Capital and Income, Macmillan Company, New York and London.
Fisher, 1., 1910, Elementary Principles of Economics, The Macmillan Company, New York.

168

IFC Bulletin 16 — July 2003



FISHER’S SHORT STORIES

Fisher, I., 1911a, The purchasing power of money, German translation: Die Kaufkraft des Geldes

Fisher, 1., 1911b, Socialism, talk of November 1911, in the Fisher Papers, Yale University Library.

Fisher, 1., 1920, Stabilizing the dollar, Macmillan New York.

Fisher, 1., 1922, The Making of Index Numbers, Reprint, Augustus M. Kelley, 1967, New York.

Fisher, 1., 1928, The Money Illusion, Adelphi, New York, French Translation: Payot, Paris 1929.

Fisher, 1., 1930, The Theory of Interest, Reprints of Economic Classics, Augustus M. Kelley, New York 1965.

Fisher, 1., 1946, The Irving Fisher Foundation, an address at its first meeting, Sept. 11, in the Fisher Papers,
Yale University Library.

Fisher, 1., 1947, My Economic Endeavers, Manuscript, in the Fishers Papers, Series III, Box 26, Folder
414-417, Yale University Library.

Fisher, [, N, 1956, My father Irving Fisher.

Paglin, M, 1975, The Measurement and Trend of Inequality: a Basic Revision. The American Economic Re-
view, 598-609.

Vogt, A, 1992a, Messung der Ungleichheit der AHV-Einkommen mit dem Gini-Ungleichheitsmass und
dessen Altersbereinigung nach Paglin, Mitteilungsblatt fiir Konjunkturfragen, 17-19.

Vogt, A, 1992b, La mesure de I’inégalité des revenus soumis aux cotisations AVS : le coefficient de Gini et
son affinement par 1’age, selon Paglin, cahiers de questions conjoncturelles, 16-18.

Vogt, A. and Barta, J., 1997, The Making of Tests for Index Numbers, Mathematical Methods of Descriptive
Statistics, Physica-Verlag, Heidelberg.

Collected Stories by Irving Fisher
The present batch of Stories is the last one.

Fisher’s Stories on internet

InIFC Bulletin 2, June 1998, pages 17-19, a list of the titles of the 86 Stories was presented.
The Stories have been reprinted in successive issues of the IFC Bulletin in 12 clusters.
They are available on the IFC web site www.ifcommittee.org.

1- 7 IFC Bulletin 2, June 1998, 17-34: Capital and Income

8-12 IFC Bulletin November 1998, 23-38: Price indices
13-21 IFC Bulletin 4, June 1999, 71-86: Supply and demand
22-32 IFC Bulletin 5, October 1999, 110-129: Interest
33-39 IFC Bulletin 6, April 2000, 13-20: Division between production factors
40-48 IFC Bulletin 7, October 2000, 20-30: Distribution, poverty and wealth
49-55 IFC Bulletin 8, March 2001, 42-52: Distribution, inequaliy
56-64 IFC Bulletin 10, October 2001, 70-83: Purchasing power, inflation / deflation
65-70 IFC Bulletin 11, July 2002, 47-62: Monetary policy
71-74 IFC Bulletin 12, October 2002, 222-232: Prevention of economic waste
75-79 IFC Bulletin 15, May 2003,45-50: Economic Policy and Social Insurance
80-86 IFC Bulletin 16, July 2003, Health, socialism, concluding summary.
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Milestones 1n a well-spent life

Irving Fisher in the years ...

Table of Contents of Fisher’s “My Economic Endeavors”

In this manuscript Fisher planned to summarize his economic research and thinking. It contains
about 500 typed pages, partly with handwritten additions and corrections. The table of contents
lists 12 chapters, but only the first 6 are included in Fisher’s Papers at Yale University. (Probably,
Fisher had never commenced writing the remaining chapters.)
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CONTENTS
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Ch. 3 Measuring Marginal Utility
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”’J Ch, 7 Theory of Interest

Ch. 8 The Scale of Price§ (Price Level)

Ch, 9 Stable Money

el o MMA

el 1 @mnfrﬁa/
I A 6-_&9-\-!—9"*3!-4

Concordance between the Short Stories on Wealth and the chapters of
“My Economic Endeavors”

Chapter No. (Table of Content) Story No.

. The Determination of Individual Prices 13-21
. Mathematical Method in Economics -
. Measuring Marginal Utility -

1
2
3
4. Capital and Income 1-7
5. Are Savings Income or Capital or both? -
6. Income Taxation, the Spending Tax (77,78)
7. Theory of Interest 22-32,
8. The Scale of Prices (Price Level) 8
9. Stable Money 56-70
10. Index Numbers 9-12
11. Distributed Lags -
12. Odds and Ends 71-76, 79-82, 85-86
Distribution 33-44, 49-55, 83, 84

Presented above is the Table of Contents of “My Economic Endeavors”, Fisher’s last important
manuscript. The subjects of its chapters 2, 3, 5 and 11 have not been treated in the Short Stories.
Representative works dealing with these subjects are:

2: “The application of mathematics to the social sciences”, Bulletin of the American Mathematical
Society, 225-2xx, 1930.

3: “A statistical method for measuring marginal utility and testing...” in Economic Essays con-
tributed in honour of John Bates Clark, 1927.

5: “Constructive income taxation: a proposal for a reform”, in vol. xii of “The works of Irving
Fisher”, 1997.

11: “Note on a short-cut method for calculating distributed lags”, Extrait du bulletin de I’Institut
International de Statistique, XXIX: 323-327, 1937.

It is astonishing that none of the chapters of “My Economic Endeavors” denotes the subject of dis-
tribution, which has been treated so frequently in his Stories.
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Irving Fisher and his wife

1933

Motivation for his ...

... career as an economist

The young Irving Fisher was a brilliant teacher at the mathematical department of Yale University.
But he switched to the economic department.

One reason was that mathematics was not an adequate topic to discuss with his wife —econom-

ics was easier.

... his starting a diary on January 12, 1940

I have recently been regretting the fact that I have never kept a diary. In my nearly 73
years of life hitherto, numberless things have happened of interest to myself, my family,
or friends of which no record exists or could now be made with completeness or accu-
racy, especially to dates.

The chief deterrent from writing a diary has been “lack of time”. That deterrent still ex-
ists and may continue indefinitely. But if a “try” is to be made at all it must, I think, be
now when I am entering on a new chapter of my life.

For today was the funeral of my darling wife who has been the center around which my
whole life has been turning ever since we were married, on June 24, 1893 —in fact ever
since we were engaged, on Se?tember 24,1892. Then (on the morning of January 9) af-
ter the first paroxysm of grief * ... a miracle happened. Instead of feeling that before me
lay an unendurable life without her, I felt a sudden new impulse to live for her... Almost
involuntarily I dedicated my life to her anew. In my mind’s eye I could see her beautiful,
smiling face of expecting something of me I must fulfill... All this happened to me in a
few minutes...

1) Mrs. Fisher died on January 9, 1940 after a heart attack.
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Irving Fisher posing ...

... in February 1947 for a portrait commissioned by “Warren Hunter” for the Irving Fisher
Foundation (which never became viable). The portrait was unveiled at the Yale Club of New York
following a testimonial dinner in Irving Fisher’s honour on the 80" anniversary of his birth, Febru-
ary 27, 1947. The following morning, Irving Fisher was admitted to the Gotham hospital and never
emerged alive. He died April 29, 1947, from an inoperable cancer. About three years later the fam-
ily unanimously decided to destroy the portrait, because it showed him as an ill man.
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On the right, a small part of the 1891 portrait of his wife can be seen. The photograph was taken in
his home at 119 Park Avenue, Hamden.
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Short Stories on Wealth

Irving Fisher

80. Minimum Standards !

IN THE last Short Story, I discussed insurance as a method of raising the minimum incomes or pre-
venting their collapse. In this Story, I shall speak of setting minimum standards of living as means
towards the same end.

Fixing a legal minimum is an example. The economic objection to a minimum wage is that it
artificially raises the rate of wages beyond the “natural” result of supply and demand. Some people
will be thrown out of work by the minimum wage, namely those incapable workers who are not
worth even that minimum. And the higher the minimum, the more such people will be thrown out
of work. We could certainly not enforce a minimum wage of hundred dollars a day without throw-
ing almost everybody out of work. It is clear that, to be at all practical, a minimum wage must be set
very low, and aimed merely to help those unfortunate few, at the very bottom of the economic
scale.

And then we must be prepared to take care, in some way, of those people who cannot earn even
this minimum, those who will be unemployed because of the legal minimum.

For this reason, some people oppose any minimum at all as a useless, if not harmful interfer-
ence with supply and demand. But from a general point of view, a minimum wage, if not set too
high, is a wise if not a necessary part of any complete program for economic betterment. Mere sup-
ply and demand will always take advantage of weak bargainers. A legal minimum wage will tend
to eliminate the sweat shop, unsanitary conditions and demoralization of the standards of living of
working men generally. It is worth a great deal to Labor to eliminate the weakness in bargaining of
the lowest grades of labor.

A minimum wage will also tend to protect the whole population from the risk of infectious dis-
ease as a by-product of extreme poverty. The risk of epidemics will never be taken care of by any
let-alone policy.

Evenifthe result of a minimum wage is to require us to carry an added tax burden, nevertheless,
itis good public policy to make up the difference, to set our standards and maintain them. The most
hard-boiled individualist must admit this. It is better, in the end, for Labor, for society in general,
and even for employers.

[...]

Judge Olsen, Chief Justice of the Municipal Court of Chicago, has long been an advocate of a farm
colony for incapables. He has long had connected with his court-psychiatrist, and he and the psy-
chiatrist came to the conclusion that much of the juvenile crime in Chicago is due to mental defec-
tives whose emotional or intellectual nature or both are stunted. Many crimes are committed just
because a person can’t earn an honest living. He is hungry and steals and robs or otherwise tries to
get a living dishonestly if he can’t get it honestly.

Judge Olsen’s idea is to segregate these incapables when young —and also to examine their fam-
ilies and find among their brothers and sisters and fathers and mothers other incapables; then with-
out, of course, forcibly putting them in institutions, offering them an opportunity to be supported
by the state. They would be told “Here’s a farm colony. You will be taken care of,” and Judge Olsen
believes that many of them would be glad of the chance.

]

1) Released 15 October 1932; publication unknown.
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81. The Relation of Health to Work !

WE ARE only just now waking up to the importance of this relation: The employer; when he beats
down the laborer’s wage unmercifully, on the theory “I am just bargaining — just as I would if buy-
ing cotton or anything else — I will get this labor for the least I can.” does not realize that the other
man is at a disadvantage in the bargaining, that the curse of the poor is their poverty and that, in the
end, wages thus beaten down will not give the employer a decent day’s work. For in such cases the
laborer accepts, in his dire distress, a lower wage than in the long run will sustain him in working
power. In that case the employer is 11kely to lose.

This principle applies especially to child labor. It would be funny if it wasn’t pathetic to think of
how many hours in England they tried to work a child a century ago. A child wasn’tbuilt for it, and
of course it dwarfed him for life, and not only employers, but England as a nation lost by it.

The same is true to a large extent of women and even of men. Woman’s labor is involving strain
beyond her physiological capacities, especially in certain phases of her cyclical life, means grave
harm and especially to the next generation, for the most important labor of womanhood is not in
earning money. It is the labor by which children are brought into the world. The physiology of la-
bor, especially of women'’s labor, ought to be most carefully considered by the employer even in
his own interest. Some employers encourage their women “employees to take one day off each
month without deduction of pay.

All sorts of instances could be given where a shortening of the hours of labor increased the
product. One of the most interesting and extreme cases | know of is that of “Golden Rule Nash:”.
He was a successful clothing manufacturer in Cincinnati. He stumbled on his big idea by accident.
Once he had a debt owing him, which the debtor was unable to pay in money. So this debtor turned
over to Nash a sweatshop. Nash never had had a sweatshop before and when he realized what was
on his hands he was much disturbed. His wife likewise felt that it was a disgrace to be connected
with that sort of thing. But he couldn’t attend to selling right away because he had a farm out west
which he needed first to visit.

So, just to keep the sweatshop going for a few weeks and at the same time not to give up his trip
west, he hurriedly visited it —he had never met the employees before — called them all together, and
said, “I am going to increase your wages.”

He did that merely as a gift, so that he wouldn’t lie awake nights thinking he was grinding the
faces of the poor. He never thought of his act as good business. On the contrary, he was quite sure it
would turn profits into a loss; but was willing to take the loss as a contribution to charity. He
thought he could stand it until he could get that white elephant off his hands and let someone else
grind the faces of the poor.

So he had the employees file by him one by one, and raised their pay. He noticed in particular
one skinny old woman who looked as though she was about to die anyway working her fingers off,
and he asked her what she got. It was so absurdly low that he said, “Mother, I don’t know what you
are worth, but I will multiply that by five." Then he went off on a trip, which took more time than he
had expected. He got worried about how much out of pocket he would be. So as soon as he got
back, he went to the bookkeeper and said, “how’s business?” He replied, “Fine.” “How much
money have we been losing since I have been away?”” The bookkeeper replied, “We are making
money.” When he came to look into it he was much astonished to find that these people, who, when
they were ground down were inefficient for lack of food and soldiering because of resentment, had
come to realize that he was a human being, and set out to do something for him in return. He sud-
denly waked up to the idea that this was an application of the Golden Rule, and that the Golden
Rule has a cash value. So he adopted it as a principle in his business, preached it and got the
sobriquette of “Golden Rule Nash.”

I am convinced that the higher the wages — until you get up to the high salaries where people
spend injuriously for themselves — the greater the health, and the greater the efficiency. Moreover,
it follows that raising the wages up to a certain point raises efficiency in a greater proportion. The
point at which the employer gets the highest return will of course differ with circumstances and
with each occupation and individual.

Often it is good business to shorten the hours. If, to take an impossibly extreme case, you would
have people working 24 hours a day it is perfectly obvious you had better shorten to 23 to give one
hour’s sleep. It is perfectly obvious that you can do more in the 23 than you can do in 24 hours. No
one ever thought of working people any such hours, but they have worked them 12 or 14 hours, and
that is almost equally futile from the standpoint of profits to the employer.

1) The International Musician, December 1932.
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In many cases an eight-hour day, or a seven-hour day, or even a six-hour day, is more produc-
tive than a ten-hour or twelve-hour day. And so, on such a basis the employer can often raise a mini-
mum, just as Nash raised it Without even running foul of the law of supply and demand. Instead of
costing something to the employer, ft returns something.

Finally, it must be emphasized that the employee’s point of view, even when he knows enough
of the physiology of labor and of human nature to get the most profit out of his employees, is not
important except as a means to an end. The important matter is the welfare of the employees them-
selves. If the employer will not voluntarily forward that welfare he should be coerced to do either
by law or by the force of labor unions. One of the most useful functions of labor unions is to insist
on healthful conditions of work and hours of labor — this in addition to getting the highest real
wages obtainable.

82. Socialism and Communism !

AMONG the mostradical cures proposed for poverty are Socialism and Communism. The two are
different; but for purposes of this “Short Story” they may be considered together.

Socialism may best be defined as the governmental ownership of capital in place of private
ownership — collective property in place of private property. Communism may perhaps be defined
as equality of income:

Both aim at reducing the wealth of the wealthy and the poverty of the poor by means of Govern-
ment ownership and control.

I'would more seriously consider radical governmental interference in the distribution of capital
and income if I could be convinced that the Government could safely be entrusted with such a job.
But, in view of the graft, corruption and inefficiency of our American governmental machinery, I
believe we should go slow and should first devote a large part of our energies toward getting good
government.

The Russian experiment is of the greatest importance and may teach us Americans many les-
sons. It is evidently working better than was expected by us who have been brought up under pri-
vate capitalism. But it is not working any too well, and has, already been forced to take steps back
toward capitalism. Man is largely a selfish animal and requires, in most cases, a selfish profit mo-
tive to get the best results. That is, the profit motive must be given some place though not as big a
place as had been thought.

In Russia the motive of patriotism is being utilized just as it is utilized in all countries in war
time. And this patriotic motive is, on occasion, capable of becoming stronger than the profit mo-
tive. Whether it can be depended on “after the war is over” is a question. In capitalistic countries
this does not seem to be the case; and a large part of the patriotism in Russia today seems to consist
in the thought of a sort of warfare of Russian Sovietism against the capitalism of the rest of the
world. When and if this war-psychology disappears, because the idea of world conquest by social-
ism is given up (or because

the world all becomes socialistic!), we shall have the real test of this Russian patriotism. The
idea of welfare also exists in another way and even more definitely - that of “class war.” The “pro-
letariat” in Russia is conquering the “bourgeoisie.” As long as there are “bourgeoisie” this class
war will be real. But when there are none left, and there are few now in Russia, how will the fires of
class war be kept burning to keep up the patriotic fervor? We must wait and see.

Another feature of the Russian experiment which is also temporary, Russia’s Five-Year Plan,
as well as her planned economy generally, is largely based on the fact that, under the Czars, Russia
had fallen behind other countries industrially. It is now easy for Russia to lay plans to catch up, be-
cause the models are all ready to copy. All that is necessary is to import American engineers who
can install the technique of a Henry Ford or of an International Harvester Company. As long as
Russia is behind other countries, these other countries afford the models toward which she can
work and plan.

But even if Russia should be 100 per cent successful in a planned economy, thus dependent on
initiating the latest working models of progress, it does not follow that America could make any
good use of a planned economy. We would have no working models to copy and our planning
would have to be not copying, but pioneering, which might not be successful. Most new ideas fail
to work; although the few that do work are what make progress. In America progress is rapid be-
cause, for one reason among many, so many millions of minds are constantly devising and trying

1) The Lather, Cleveland, Vol. XXXIII, No. 5, January 1933, p. 24.
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out new ideas under penalty of individual loss if they fail and with fortunes to be won if they suc-
ceed. If we substitute a salaried planning board in Washington of a few score even of the best minds
can we accomplish more? Or will individual initiative shrivel up? Or can we strike a golden mean
retaining the initiative of millions of ambitious individuals and supplying governmental coordina-
tion and planning — as for radio wave-lengths, lighting airways, standardizing sizes and shapes,
certifying, conferring, and so on. The last seems to me the probable eventual outcome. And it can
come by evolution instead of revolution as in Russia.

Meanwhile, it behooves America to watch Russia sympathetically so that we may adopt what
is good in her system, and reject what is bad. We are certainly not perfect ourselves and have, as re-
cent events in the Depression have shown, much to be ashamed of in our boasted industrial system
—unemployment, destitution of superannuated workers, industrial disease, accidents and corrup-
tion. In most of these respects it would seem, from such reports as have come to me, that Russia is at
present ahead.

83. Inequality of Distribution '

WE NOW reach the problem of inequality. First, how is inequality, to be measured? There are vari-
ous ways. The simplest and I think, from a practical point of view, best way of gauging inequality is
by means of a distribution curve. This curve begins with the pauper, and ends with Henry Ford —or
whoever is the richest. It is worked out in the United States by Mucauley, for the National Commit-
tee of Economic Research. This distribution curve shows that one-quarter of the incomes of indi-
viduals in the United States are below (about) $750 a year and one-quarter above (about) $1,750 a
year, leaving the middle half of incomes between these figures. In Other words, the middle half,
has a range of about $1,000, from $750 up to $1,750. That Is, it ranges in the ratio of from 1 up to 2
1/3 or from 2 1/3 down to 1. In still other words, at the upper edge of the middle half we find an in-
come 2 1/3 times as large as that at the lower edge of that middle half. This gives us a convenient
standard of comparison. Ifat another time or place we find this middle halfrange greater than in the
ratio of 2 1/3 to 1, the inequality of distribution may be said to be greater than in the United States at
present, and if less, less.

Of course, the “middle half” is quite arbitrary. We could take the middle third or any other frac-
tion whether at the middle or elsewhere. But the middle half seems the simplest and best, if only
one figure is to be used to express the inequality of income. Before we go on, we may note a few
more figures for the United States.

The middle income in the United States which is, therefore, also the income of the middle of the
middle halfis $1,100 a year: In other words, half of American incomes are below and half above
$1,100 a year. Again, 90 per cent of American incomes are below $2,200 a year and 99 per cent are
below $9,000 a year.

It would be interesting and valuable statistically — if we could compare different countries and
different times — and see whether inequality of Wealth in America is greater or less than elsewhere
and whether it is becoming, more or less than those figures show. But unfortunately, there are no
such elaborate figures available. A1l we can say seems to be that our American inequality is proba-
bly less than the English and other older countries, and that the inequality is probably increasing
slowly. But the only exact or approximately exact inequality gauge of importance is that in Amer-
ica at present the middle half ranges from top to bottom in the ratio of about 2 1/3 to 1.

We may state this gauge in another way which may seem more meaningful to some people.
What we have done is to classify all people who receive incomes into four groups, a quarter being
in each group. Of the three dividing points which divide all income receivers into these four
groups, we took the upper which is $1,750 and compared it with the lower which Is $750. Evi-
dently we May think of the upper, or $1,750, as the middle income of the upper half of society and.
likewise, we may think of the lower or $760, as the middle of the lower half. It now we regard these
two, the $1,750 and $750, as representative of the upper and lower halves, respectively, their ratio
may be said to compare the incomes of the upper and lower halves. The ratio of $1,750 to $759 tells
each half “how the other half lives.” But whether we regard the $1,750 as the upper limit of the
middle half or the middle of the upper half and whether we regard the $750 as the lower limit of the
middle half or the middle of the lower half, we may conveniently call the ratio of $1,750 to $750, or
2 1/3 to 1, as the “upper to lower ratio.” This upper to lower ratio seems to be the simplest, and so

1) The Potters Herald, January 1933.
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the best, single index or gauge of the inequality of distribution.

So much for inequality. But, besides inequality, we have to deal with mobility. It is quite possi-
ble, for instance, to have a perpetual continuance of 2 1/3 as to the upper-to-lower ratio and yet, at
the same time, to have a rapid and continual churning up of individuals and families moving about
between one extreme, wealth, and the other extreme, poverty. That is, a stereotyped distribution
does not necessarily imply a stereotyped status or caste of the individuals involved in that distribu-
tion is doubtless an evil, it is not as great an evil as is extreme immobility, such as the immobility
we find in an oriental caste system, such as Gandhi is trying to break up in India, or in the mediaeval
system of status as contrasted with the modern system of free contract. So, besides a gauge of in-
equality, such as has been given, we need another gauge, a gauge of mobility.

The rate per annum at which people pass out of the middle half, or into it, may be taken as such a
measure. This means the frequency of income receivers crossing the $1,750 and $750 lines. Thus,
if 10 per cent of the middle class income receivers pass, within a year, into the upper and lower
quarters, to be replaced by 10 per cent coming from those quarters, then the mobility is said to be 10
per cent. If, instead of 10 per cent, only 5 per cent per annum were so interchanged, the mobility
would be Said to be half as rapid. Unfortunately, while we already have a figure, 2 1/3, by which to
gauge inequality of distribution for this country, we do not yet have any figure whatever for “mo-
bility” in the sense here defined. It may be 10 per cent per annum or more, more or less. It would be
a great step forward in the statistics of distribution if we could get a reliable figure for this or any
other good gauge of mobility. All we can now say is that many of the rich families tOday seem to
have been poor a generation ago, and most of them poor several generation ago. You hear of the
aphorism, “From shirt-sleeves to shirt-sleeves in four generations.” But I don’t know whether this
saying is really anywhere near the truth or not.

I fear that our mobility in America is growing less. We seem to have been more mobile a gener-
ation or a century ago than we are today. The very rich in America seem to be following in the foot-
steps of England’s primogeniture custom, where the oldest son gets the lion’s share of his father’s
estate in order to preserve that estate, especially a landed estate, from subdivision. This tended to
create and perpetuate an hereditary landed aristocracy In England, while in America we have
traces now of a tendency toward an hereditary plutocracy. We have generations of Astors and
Vanderbilts, though not as many generations as in England of Rothchilds and Dukes of
Buckingham.

Nevertheless, our richest men are still largely among those to whom inheritance has given little
help. It is still possible in America society for a John D. Rockefeller, or a Henry Ford, or a John J.
Raskob to rise within a lifetime from a working man to a billionaire, or near-billionaire.

Itis likewise easy for a man to fall rapidly from the top to near the bottom. In one year, 1930, the
Chicago packer, Armour, is believed to have fallen from $200,000,000 to zero. In 1933 the same
happened to Insull.

I believe it is far more wholesome to have a society which is constantly churning up in this way,
even if it not wholesome for some of the sufferers, than to have a society in which there is a more or
less fixed stratification.

But we have areal cause to look forward to the next century in America with apprehension, for
fear that our plutocracy will solidify. I am not much afraid of any growing inequality due to men of
enterprise making huge fortunes during their own lifetime. What I am afraid of is the ressults in the
long run of the leaving of those fortunes to those who have never earned them. When those who
never did work strut around, while everybody realizes that it wasn’t their

brains that made their money, but that they acquired it through the favor of their parents, the sit-
uation is at best tolerated, but never welcomed. And some day, as in Russia, it may even not be tol-
erated.

84. Remedies for Wrong Distribution !

IN PREVIOUS short stories I have spoken of the causes which make the distribution of wealth un-
equal and also of the causes which makes that distribution more or less fixed, or unmovable.
The next question is: Can we and should we do anything about it ?

I don’t see any very good methods of curing the evils of inequality. But we can reduce them
somewhat by recognizing the fact that a large part of inequality comes from “chance” and reducing

1) Released 21 January 1933; publication unknown.
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chance.

Of course, there is no such thing as chance, in any absolute way; for, what we call chance
merely represents lack of knowledge.

Anything that will reduce chance of risk, that is, will give more knowledge, will tend to reduce
the chance distribution which we now get.

If, for instance, everybody could have foreseen what the automobile would do, and everybody
was as inventive as Mr. Ford, there would have been such competition from the start to make auto-
mobiles that instead of one or two becoming enormously rich in that way, thousands would have
become moderately rich.

So, if we, knew the crust of the earth better in -regard to its capacity to produce gold, we would-
n’t find a few people occasionally striking it rich, stumbling on gold mines worth ten or twenty mil-
lion dollars, we would scientifically exploit the known deposits and multitudes would make a few
thousand dollars instead. The chief reason for inequality is chance — the chance of profit and loss —
and the diminution of chance will diminish that inequality.

Even the inheritance of wealth may be regarded as a species of good luck for those who inherit.

There are two great keys to the whole problem of distribution:

One is the profit system, which is really what people miscall the capitalistic system (for, of
course, you can never * have any system without capital). The other great key to distribution is the
inheritance system.

In short, profits and inheritance are the two chief sources of inequality. Inheritance is also the
chief source of immobility. Now the most practical proposal that I know of for reducing the immo-
bility of distribution due to inheritance is that of the Italian economist Rignano. According to
Rignano, anyone who has property to leave should be subjected to big inheritance taxes. The State
should take over one-third of the estate on the first descent, another-third on the second, and practi-
cally all of the remaining third on the third descent.

Inheritance would thus still be permitted, but its extremes would be discouraged. No one could
have wealth simply by inheritance through three generations. He must bestir himself by that time
and show that he has capacity to amass a fortune himself or else lose his wealth entirely. The danger
of'an hereditary plutocracy would then be greatly lessened. There would be a great equality of op-
portunity.

The result would not be ideal. But neither would a dead level of equality. We can never reach
any ideal millenium and least of all in the distribution of wealth. It behooves us to be practical and
not too addicted to dogmas, whether of aristocracy or democracy. There is a falsehood in the idea
of'a blue-blooded aristocracy and this falsehood grows greater the longer the inheritance of privi-
lege is handed down. But there is a falsehood, too, in the dogma of equality which contradicts the
facts of feeble-mindedness being found side by side with genius. Equality of opportunity is not
only more practical, but also more nearly true to facts and instincts. But we cannot expect parents
to avoid favoring their own families to a reasonable extent and a society in which all favoritism was
eliminated would be one destitute of love and friendship.

Nor is Rignano’s proposal very radical. It merely intensifies somewhat the existing inheritance
taxes and applies them cumulatively so as to prevent a cumulative immobility. It would probably
safeguard us against a radicalism which might some day be destructive like that in Russia. It would
tend to keep distribution mobile or elastic; that would be a great safeguard; for an immobile society
will be in danger of breaking instead of bending.

85. Economics is the Science of Wealth !

The foregoing S4 stories complete my series except for a short summary which I shall try to make in this short story and the
next.

WEALTH is anything owned. Money is an example, but a relatively insignificant one except as it
measures other wealth. Wealth includes all physical property or rights thereto as well as all rights to
or in human beings. While we speak of owning a physical thing such as a typewriter, what the own-
ership really means is a right to the expected services of the typewriter. Every item of property is a
right to a series of future services or desirable events. Such is the series of future services of a type-
writer, of a house, of a farm, of a half interest in a farm, of a partner’s third interest in a business, of a
share of the stock of a railway, of a bond, mortgage, personal note, and so on, with myriads of other

1) The Lather, Cleveland, Vol. XXXIII, No. 7, March 1933, p. 24.
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property rights.

These various series of services constitute income, while the negative services, or
“disservices,” constitute outgo; for we cannot usually get services, or desirable events without get-
ting some undesirable ones, too. We cannot enjoy the uses of our dwellings without paying for
taxes, repairs, upkeep, or betterments.

The net income of a person, or group of persons, is simply the net value of the services and
disservices belonging to that person or group.

Income is the most fundamental factor in economic science. Capital is simply income capital-
ized. If income is “saved,” that is, not enjoyed immediately but “reinvested” so as to become the
capitalization of other income deferred to a remoter future, these savings are no longer income. Ev-
ery dollar saved is capital; only what is spent and enjoyed is real income. It cannot be both at once.
“We cannot have our cake and eat it, too.”

Income and its capitalization comprise the essentials of the whole economic structure, or ma-
chine.

We next want to know how this machine works, how the prices which link it together are
formed. The simplest price principle is that which applies to the general scale or level of prices. If
we should call a cent a dollar, the scale of all prices in dollars would be magnified a hundred fold.
The principle here involved is that of the “equation of exchange;” namely, that the scale of prices
multiplied by the volume of business transactions per year must be equal to the quantity of money
multiplied by its velocity of circulation.

If this velocity remains the same and the volume of trade remains the same, the level of prices
will vary with the quantity of money.

So the general level of prices is determined by the quantity of money, its velocity, and the vol-
ume of trade.

But to determine the general level of prices does not determine prices completely. Individual
prices are as free to vary from the general level as the individual waves of the ocean are free to vary
from the general sea level. To determine the general level of prices is really nothing else than to de-
termine the purchasing power of the dollar. It is the same thing to say that the general level of prices
has doubled as to say that the purchasing power of the dollar has been cut in two; and to say that the
general level of prices has been cut in two is the same thing as saying that the purchasing power of
the dollar has been doubled.

Everybody takes into account the purchasing power of the dollar whenever he buys or sells.
When he balances in his mind the money he spends or receives against the goods he buys or sells
for that money, he must have some idea of what that money is worth in terms of other things. So,
also, the purchasing power of the dollar is implied in every bid or offer, that is, in the whole mecha-
nism of supply and demand by which the price of any individual good is determined. What fixes
the price level is not supply and demand, but volume and velocity of money and credit. And with
the price level thus fixed, supply and demand determine the individual prices.

86. Concluding Summary !

IN THE course of these short stories (of which this is the last), we have seen how the general level
of prices is determined by monetary causes. Next comes the determination of individual prices by
supply and demand. Supply and demand always implies a given price level. That is, it implies a
given purchasing power of the dollar. When a man makes a bid for wheat or anything else he makes
it in terms of money and he must have some idea of what that money is worth if used for something
else.

Each price tends to be fixed at the point at which demand and supply will be equal and the mar-
ket will be cleared. If for a moment the price is above this point, the supply will exceed the demand
and the price will tend to fall; while if it is below this point, demand will exceed supply, and the
price will tend to rise. This principle of supply and demand fixing a price so as to “clear the market”
applies to the price of everything in a competitive market. Behind demand and supply are the wants
of man.

Thus every demand results from balancing the want for a good against the want for the money
to buy it with, and so against the want for the other things which that money could buy.

Each sort of price has a story of its own. The most unique sort of price is the rate of interest. This

1) The Lather, Cleveland, Vol. XXXIII, No. 8, April 1933, p. 16.
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is the premium we pay in next year’s money to get spot cash now. When we promise to pay $105
next year for $100 now, the rate of interest is said to be 5 per cent. The rate of interest is determined
by supply and demand and, back of them, by human wants for present and future real income.

There is always impatience for immediate income as compared with future income. That is
why we are willing to pay a premium to get immediate income. That premium is the measure of hu-
man impatience — the impatience for one more dollar’s worth of enjoyable income today rather
than next year.

But quite consistent with this subjective influence on interest is an objective one — the opportu-
nity to invest a dollar of present income so as to secure more than a dollar of future income. This op-
portunity to invest with gain is offered us not simply by other people, borrowers impatient to
spend, but by Nature herself. Nature multiplies her flocks and crops. Again we hear it said that of-
ten a “stitch in time saves nine” later. This aphorism suggests a very big rate of return, and such
there are, especially after anew discovery or invention. But these big opportunities are exploited so
quickly that they also disappear very quickly. The investor usually finds he can get only about the
market rate. So the rate of interest which will clear the market tends to be such that it increases the
rate of return over cost for an additional dollar invested, just as it measures the impatience for each
dollar spent. So the rate of interest may be said to be determined by two factors, one subjective and
the other objective. These are: (1) the impatience to enjoy income now, and (2) the opportunity to
invest it for future enjoyments.

The problem of the rate of interest leads naturally to the next problem, that of distribution.
There are two steps in the study of distribution. The first is about the distribution of income rela-
tively to its sources, namely, labor, land, and other capital. If labor, land, or other capital is hired,
the hire is then the income. The hire of labor is wages and the hire of land is land rent and the hire of
other capital, factories, houses, typewriters, taxicabs, etc., etc., is other rent. But besides such con-
tractual hire of man and things there is also a residual profit or loss to be considered. This profit or
loss takes up the slack and represents the unknown, uncertain speculative part of the income flow-
ing from the various respective sources.

Wages and rent are fixed by supply and demand, varying under varying conditions.

Land rent is somewhat peculiar because land is so nearly fixed in quantity, so nearly perma-
nent, that is, indestructible and uncreatable, and so variable in quality or productivity. Other things
equal, the rent of land represents its productivity, which means, in the case of crop land, its fertility,
and there is usually land on the margin of cultivation barely worth the labor of cultivating, which
bears no rent. The rent of more fertile land will measure its excess of fertility over and above the no
rent land.

The second step in the study of distribution is about distribution of income relatively to its own-
ers. How rich or poor in income any person may be now depends on how rich or poor he was at the
start, or any time in the past, and how much has been added or subtracted since that time, taken as a
starting point. How rich or poor he started depends chiefly on inheritance. The chief cause of in-
equality of distribution lies in unequal inheritance; but how much is added or subtracted later is
also important. Many of our richest men — like Ford, Rockefeller, Raskob — started with almost
nothing. The additions which are made may be classified as coming from thrift, industry, ability,
luck, force, or fraud.

A few getrich largely by thrift alone —that is, saving income instead of spending it and reinvest-
ing, so that it compounds or rolls up, like a snowball; while many grow poor by thriftlessness. Oth-
ers owe their success, such as it is, to industry or hard work; others, to superior ability; and still oth-
ers to good luck in speculation, prospecting, etc. Force and fraud are, of course, illegitimate ways
of gaining wealth and income; but they must be reckoned with to make the list complete.

In most legitimate cases of attaining great wealth, several of these causes are at work —usually
inheritance to start with, and then thrift, industry, ability and good luck.

How can we improve the economic machinery which has been studied? So far we have re-
viewed its anatomy and physiology; but to complete the picture we need also to study its pathology
and therapeutics, that is, its diseases and their remedies.

The commonest and worst disease consists in variation in the purchasing power of money — in-
flation and deflation. Inflation robs the creditor and deflation the debtors. Both are wasteful, in the
end leading to business depressions and confusion and reduced productivity and unemployment,
and produce discontent as well as strikes and lockouts.

Remedies for this disease — the chills and fever of industry — have been found by economists,
but as yet have only been partially applied. They consist in two measures: (1) credit control, espe-
cially control of bank discount, checking inflation by raising the rate, and checking deflation by
lowering it; and (2) gold control through central banks as far as possible, as well as direct control of
gold mines or control at the mint of the weight of gold in the dollar.

The other chief betterments which are at all practicable in our economic machinery consists
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chiefly of ways of increasing productivity. Increased productivity comes chiefly from stimulating
science and invention, including scientific management. We are living in an age of science and me-
chanical and chemical progress which tends to an extraordinary rapid increase in per capita in-
come.

The productivity per capita of labor and so the increase of wages and of all income may be
greatly increased by safeguarding men from illness. This will be a slow process, but the possibili-
ties are great. Also, through birth control, the numbers may be limited which will tend to increase
the share per capita.

Besides increasing per capita income, a complete farsighted program for economic betterment
must include decreasing the inequalities of distribution. Any communistic leveling, as in Russia,
however, tends to defeat itself. It levels down but not up, and the average is apt to be decreased, al-
though we must still keep an open mind as to Russian experience. The most promising way to im-
prove the inequalities and to prevent their becoming stereotyped, is to levy heavy and progressive
inheritance taxes, as suggested by the Italian economist Rignano, the rates to be higher if the inher-
itance lasts through two generations and to be still higher if it lasts through three.

Something can also be accomplished by attacking the whole problem of risk. Insurance is a
helpful measure of this sort. Widespread information is another.

But we should not apply any method of improving distribution without care and study and even
then only gradually and with caution. The economic machine is more delicate than a watch and
rough handling may merely result in its destruction or impairment.

This completes our study of Economics. It has covered four parts corresponding roughly to
Anatomy, Physiology, Pathology and Therapeutics. Under Anatomy we studied the bookkeeping
of capital and income and their relations. Under Physiology we studied the influences of the price
level and of individual prices, including the rate of interest and the influences on the distribution of
income relatively to its capital sources and of capital * and income relatively to its owners. Under
Pathology and Therapeutics we studied inflation, deflation, poverty, vanity, degeneration, inequal-
ity of distribution and the various plans of coping with these evils.
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