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PREFACE

In the context of the Excessive Deficit Procedure (EDP)(*), originally defined by the Maastricht Treaty
(Article 104) and currently defined in the 2012 consolidated version of the Treaty on the Functioning of the
European Union (TFEU) (Article 126), Eurostat, from 1994 onwards, has the mission to ensure a proper
application of this conceptual reference framework, in order to obtain reliable and comparable statistics
across the European Union.

The core of this conceptual framework is the European system of national and regional accounts in the
European Union (referred to as ESA 2010) published in May 2013, enforceable (by Regulation (EU) No
549/2013) from 1 September 2014. ESA 2010 replaced the previous ESA 95 methodological framework. It
is compatible with the System of National Accounts (SNA 2008), a worldwide applied national accounts
methodological framework. Eurostat publishes the Manual on Government Deficit and Debt — ESA
Implementation (MGDD) complementing or interpreting the general rules of ESA 2010.

The MGDD, first published in 1999, provides guidance on the appropriate statistical treatment of specific
government operations as well clarifications on the issues raised in the European Union regarding
government finance statistics. It is an indispensable complement to ESA 2010 and an important tool for
statisticians and specialists dealing with public finance issues. It also helps to better understand the
methodology applied to government finance data and compilation of the Statistics for the EDP.

This new edition of the MGDD focuses on some methodological aspects which have been closely
considered since 2019 in the context of a specific Eurostat Task Force on EDP methodological issues and
EDP Statistics Working Group (EDPS WG), composed by experts in EDP statistics, Government Finance
Statistics and National Accounts from Eurostat, EU Member States and other institutions. Some of the
chapters were prepared in response to the newly emerged events and developments, such as the national
and supranational initiatives and measures implemented in the wake of the COVID-19 pandemics.

The following parts were amended in substance or newly included compared to the previous version of the
MGDD:

In Part 1, Delimitation of the general government sector, section 1.6.2 Special purpose entities (SPE), was
amended.

In Part 2, Time of recording, chapters 2.2 Recording of taxes and social contributions, 2.4 Recording of
interest and 2.5 Military expenditure, were amended. A new section 2.6.4 Statistical recording of the EU
Recovery and Resilience Facility (RRF) associated flows, was added.

In Part 3, General government and entities controlled by government, chapter 3.6 Impact on government
accounts of transfer of pension obligations, was amended. A new chapter 3.5 Capital injections into foreign
direct investment, was added.

In Part 4, Relations between government and the financial sector, chapters 4.5 Government interventions to
support financial institutions: financial bailouts and defeasance and 4.7 Capital increases in multilateral
development banks, were amended. New chapters 4.6 Securitisation of non-performing loans with
government guarantees and 4.8 Recording of loans not expected to be fully repaid, were added.

In Part 6, Leases, concessions and PPPs, sub-section 6.3.1.5 Concession and chapter 6.5 Recording of EU
Emission Trading System (ETS) allowances/permits, were amended. A new sub-section 6.3.1.6 Energy

Performance Contracts, was added.

In Part 7, Debt related transactions and guarantees, chapter 7.4 Government guarantees was amended.

(*) See statistical aspects in Council Regulation (EC) No 479/2009, as amended by Council Regulation (EU) No 679/2010 and Commission
Regulation (EU) No 220/2014.



Finally, in Part 8, Measurement of general government debt, chapter 8.1 Overview, sub-sections 8.2.2.1
Coverage of government debt for EDP purposes and 8.2.2.2 Valuation of government debt for EDP
purposes, were amended. A new chapter 8.5 On-lending from supranational entities, was added.

In addition, editorial changes (without a change in substance) have been introduced in the Manual.

For the statistical recording of Public-Private Partnerships (PPPs) and Energy Performance Contracts
(EPCs), please also refer to the dedicated guides available at
https://ec.europa.eu/eurostat/web/government-finance-statistics/methodology/guidance-on-accounting-
rules.

This 2022 edition was prepared under the responsibility of Luca Ascoli, Rasa Jurkoniene, Philippe de
Rougemont and Olga Leszczynska-Luberek from Eurostat Unit D-1 (Excessive deficit procedure,
methodology and GFS)(?) in cooperation with experts of the Task Force on EDP methodological issues and
EDPS WG and other colleagues from Directorate D, who made a significant contribution to the present
version of the MGDD. In this context special thanks go to Martim Assuncao, Daniela Comini, Galjinka
Dominic, Thomas Forster, Vassil Georgiev, Daniela llavska, Floris Jansen, Gedmine Joniune, Didier
Lebrun, Lourdes Prado, Vaida Savickaite and Laura Wahrig.

January 2023

Luca Ascoli
Director

Directorate D: Government Finance Statistics (GFS)

(%) For any further information, please contact Unit D-1 Secretariat (email: ESTAT-D1-SECRETARIAT @ec.europa.eu).


https://ec.europa.eu/eurostat/web/government-finance-statistics/methodology/guidance-on-accounting-rules
https://ec.europa.eu/eurostat/web/government-finance-statistics/methodology/guidance-on-accounting-rules
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INTRODUCTION: SCOPE AND DEFINITIONS

The Excessive Deficit Procedure (EDP)

The Maastricht Treaty signed in 1992 foresaw the creation of the Euro. It organised the way in which
multilateral fiscal surveillance would be conducted within the European Union. The provisions regarding
the EDP are currently defined in the 2012 consolidated version of the Treaty on the Functioning of the
European Union (TFEU).

The surveillance is based on the EDP which sets out schedules and deadlines for the Council, following
reports from and on the basis of opinions by the Commission and the Economic and Financial
Committee, on how to judge whether an excessive deficit exists in an EU Member State.

The TFEU obliges EU Member States to comply with budgetary discipline by respecting two criteria: a
deficit to GDP ratio and a debt to GDP ratio not exceeding the reference values of 3% and 60 %
respectively, as defined in the Protocol(®) on the EDP annexed to the TFEU.

Council Regulation (EC) No 479/2009, as amended by Council Regulation (EU) No 679/2010 and
Commission Regulation (EU) No 220/2014, requires that EU Member States report EDP-related data to
Eurostat twice per year at end of March and at the end of September. The data are reported in
harmonised tables — the EDP Notification Tables. These tables are designed specifically to provide a
consistent framework, with a link to national budgetary aggregates and between the government net
lending/borrowing (B.9) and changes in government debt. EDP data should be fully consistent with GFS
data supplied through the ESA 2010 Transmission Programme.

The latest EDP Notification Tables for each EU Member State as well as the historical Notification
Tables, including a brief explanation of their contents and further information on Government Finance
Statistics, can be found on the Eurostat EDP/GFS dedicated web page
https://ec.europa.eu/eurostat/web/government-finance-statistics/overview.

Statistical Methodology

The reference values for deficit and debt are based on concepts defined in the European System of
Accounts (ESA 2010). The surplus (+)/deficit (-) of the general government sector is in national accounts
referred to as the net lending (+)/borrowing (-) (B.9).The government (EDP) debt is defined as the total
consolidated gross debt at face value in the following categories of government liabilities (defined in ESA
2010): currency and deposits, debt securities and loans.

ESA 2010 is derived from, and broadly consistent with the worldwide manual for national accounts (2008
SNA). ESA 2010 is a legislative text in a user-friendly form. Since ESA 2010 is also a conceptual
framework, it has been necessary for Eurostat to supplement it with additional guidance in the form of
this Manual on Government Deficit and Debt, as well as Eurostat's decisions, guidance notes,
clarifications and bilateral advice to EU Member States.

Eurostat, statisticians from the EU Member States and other interested parties meet several times per
year in the Excessive Deficit Procedure Statistics Working Group to discuss methodological and practical
issues relating to government statistics. The guidance in this Manual has benefited greatly from the
expertise provided by this Working Group and, in addition, from the work of the dedicated Task Force on
EDP methodological issues.

Key concepts for measuring government deficit and debt

ESA 2010 is a system for producing macro-economic statistics. As such, it records the economic reality
of transactions rather than their legal form. This can involve looking through complex financial operations

(3) Protocol (No 12) on the Excessive Deficit Procedure annexed to the Treaty on the Functioning of the European Union (ex. Protocol 19
annexed to the Maastricht Treaty).
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to understand who bears the financial risks and who benefits from the rewards, irrespective of how the
contracts have been constructed. In the context of measuring government deficit and debt, this need to
consider the economic reality affects such matters as follows.

e The classification of units: where a unit is included in the government sector or not, as government
deficit and debt are primarily affected by units classified to the government sector. This is determined
by considering whether or not a unit is controlled by government and whether it is a non-market or
market (financed mainly by its own sales) unit. Privately controlled market institutional units are not
included in the government sector.

e The timing of transactions: ESA 2010 records transactions on an accrual basis, i.e., when the
economic activity takes place, rather than when the cash is paid. The difference between cash and
accrual amounts may be large in a single year, and therefore significant for the government
deficit/surplus.

e The nature of a transaction: ESA 2010 distinguishes non-financial transactions such as consumption,
wages and salary, subsidies or grants to cover losses, which directly affect the government deficit;
and financial transactions as, e.g., the acquisition of financial assets or the repayment of debts, which
do not.

Structure of the Manual

The following terms are used when referring to text within the Manual, based on the hierarchical structure
shown in the table of contents on the next page.

1. Part

1.1 Chapter
1.1.1  Section
1.1.1.1 Sub-section

Each of the eight parts starts with an overview and ends with keywords and references. The links to legal
texts are shown in the Annex.
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LIST OF ABBREVIATIONS AND ACRONYMS

2008 SNA — System of National Accounts 2008

AAUs — Assigned Amount Units

CDS - Credit default swap

BPM6 — Sixth Edition of the IMF’s Balance of Payments and International Investment Position Manual
DTAs — Deferred tax assets

EC — European Commission

ECB — European Central Bank

EDP - Excessive Deficit Procedure

EDPS WG — Excessive Deficit Procedure Statistics Working Group
EFC — Economic and Financial Committee

EFSF — European Financial Stability Facility

EFSM — European Financial Stability Mechanism

EIB — European Investment Bank

EMU — Economic and Monetary Union

ESA 2010 — European System of Accounts 2010

ESIFs — European Structural & Investment Funds

ESM — European Stability Mechanism

ESCB - European System of Central Banks

ETS — Emission Trading System

EU — European Union

Eurostat — Statistical Office of the European Communities

GDP — Gross Domestic Product

GFCF — Gross fixed capital formation (net acquisitions of fixed assets)
GFS — Government Finance Statistics

GNI — Gross National Income

IFRS — International Financial Reporting Standards

IMF — International Monetary Fund

IPSAS — International Public Sector Accounting Standards

IRS — Interest rate swap

ISWGNA — Inter-secretariat WG on National Accounts (UN, EC, IMF, OECD, WB)
LSCB - Loan Specific Cash Buffer

MGDD - Manual on Government Deficit and Debt — ESA implementation
NCB - National central bank

NPI — Non-profit institution

OECD - Organisation for the Economic Cooperation and Development
PAYE — A pay-as-you-earn tax

R&D — Research and Development

ROE — Return on equity

RoW - the rest of the world

RRF — EU Recovery and Resilience Facility

SPE — Special purpose entity

SURE - Support to Mitigate Unemployment Risk in an Emergency
TFEU — Treaty on the Functioning of the EU

UN — United Nations

VAT — Value added tax

WB — World Bank
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1.1.Overview

1. Government deficit and debt statistics report on the activity of the general government sector (S.13) as
defined in the European System of National and Regional Accounts (ESA 2010). ESA 2010 paragraph
2.111 gives a general definition of the sector’'s main features. According to it, this sector consists of
institutional units, which are non-market producers whose output is intended for individual and collective
consumption, and are financed by compulsory payments made by units belonging to other sectors, and
institutional units principally engaged in the redistribution of national income and wealth. This does not
exclude that, for a minor part, government units may have other kinds of resources, such as property
income and sales of goods and services, but the key distinctive point is the existence of the capacity to
levy.(*) In this regard, ESA 2010 paragraph 20.02 insists also on ‘powers to raise taxes and other
compulsory levies and to pass laws affecting the behaviour of economic units. ESA 2010 paragraph
20.06 adds government units are legal entities established by political process, which have executive
legislative, judicial authority over other institutional units within a given area. However, this definition fits
totally only for the units, which are designed as ‘primary’ units but ESA 2010 paragraph 20.10 mentions
that other kind of entities may be established in order to carry out some specific activities. If they meet
the criteria of institutional units (see below), they must be considered separate government units.

. The qualification of institutional units as non-market producers, i.e., units providing all or most of their
output (goods and services) free of charge or at prices that are not ‘economically significant’ (ESA 2010
paragraph 20.19), is fundamental for the proper delimitation of the general government sector.
Therefore, the general government sector excludes all government-controlled units (as defined on the
basis of different criteria, see ESA 2010 paragraph 20.307) that are considered as market producers
(‘public corporations*). The public sector consists of all general government units and public corporations
outside government (ESA 2010 paragraph 20.303).

. Under ESA, the general government sector is divided into four subsectors: central, state and local
governments and social security funds. It may also be relevant, notably for practical reporting purpose,
like in ESA 2010 (see chapter 20 Government accounts), to make a distinction between the ‘core’ or
‘primary’ units (such as ‘budgetary central government’ or ‘regional/local authorities’ budgets’) and the
other government entities with separate legal identities and various degree of autonomy. They are part
of the given government subsector as controlled by the core units (and frequently mostly financed by
transfers from them). The four sub-sectors are:

a) Central government (S.1311), which includes all administrative departments of the country (such as
ministries, boards, authorities, etc.) globally considered a single unit(®) and other central bodies
whose competence (comprising legislative, judicial, taxation and executive powers) extends normally
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(%) ESA 2010 chapter 2 (Units and groupings of units) specifies in addition that such units may be engaged in other types of non-market production
which covers cases of sales of goods and services on ‘pseudo-markets’, but such that the corresponding income does not cover the production
costs.

(°) Notably because they operate collectively, dependent on a single budget, under the responsibility of the Ministry of Finance, which in addition to
‘controlling’ most of the revenue, allocates expenditure limits to ‘line ministries/spending departments’ that generally do not have autonomous
public accounts.




Delimitation of the general government sector

over the whole economic territory (as defined in ESA 2010 paragraphs 2.05 and 2.06).(5) Non-profit
institutions (NPIs), which are non-market producers and are controlled by central government with a
competence on the whole economic territory are part of this subsector. The central government
subsector is divided into two components, ‘budgetary central government’ and ‘other central
government bodies’ (ESA 2010 paragraph 20.62);

b) State government (S.1312), which consists of separate institutional units exercising some of the
functions of government at a geographical level below that of central government and above that of
local government. These government units have a full and exclusive competence (in the areas
specified in constitution or fundamental law) on a state or regional territory. Normally the existence of
significant legislative power is an element used to identify this subsector, which may also include
other dependent bodies and state government controlled non-market NPIs;

c) Local government (S.1313), which consists of public administration whose competence (frequently
small from legislative and judicial points of view), extends to only a local part of the economic
territory. ESA 2010 paragraph 20.65 specifies that statistics for local government cover a wide variety
of government units and also mentions that different local governments may overlap in the same
geographical area, based on their respective functional responsibilities. A large number of non-
market producers, of various statutes, may also be included along with numerous local government-
controlled non-market NPIs(7);

d) Social security funds (S.1314), which includes all central, state and local institutional units whose
principal activity is to provide social benefits(®) and which fulfil each of the following two criteria, as
set out in ESA paragraph 2.117:

e by law or by regulation certain groups of the population are obliged to participate in the scheme or
to pay contributions; and

e government is responsible for the management of the institution in respect of the settlement or
approval of the contributions and benefits independently from its role as supervisory body or
employer.

4. Statistical authorities frequently encounter units for which the sector classification is not straightforward
and represent borderline cases. This part gives guidance on how to resolve such difficult cases with the
aim to ensure full comparability across the European Union.

5. The government net lending/borrowing (B.9) (as well as government debt(®)) is primarily affected by
units classified to the government sector, thus the proper sector classification of units matters greatly.

(5) Except for the administration of social security funds which have their own subsector.

(") ESA 2010 paragraph 20.64 stresses that there should be a distinction between units that are fully dependent on central government but act
locally and units part of the state and local subsectors that are not fully dependent on central government (for instance they have their own
funding, discretion on expenditure, ability to appoint officers, etc.).

() S.1314 is only relevant if ‘an institutional unit is organized separately from the other activities of government units, holds its assets and liabilities
separately, and engages in financial transactions on its own account’, see ESA 2010 paragraph 20.12.

(°) See Part 8 Measurement of general government debt.
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Delimitation of the general government sector

1.2.Criteria for classifying units to the general
government sector

1.2.1. The definition of the general government sector

1. The general government (S.13) sector includes all institutional units which are non-market producers
controlled by government, whose output is intended for individual and collective consumption, and are
financed by compulsory payments made by units belonging to other sectors; it also includes institutional
units principally engaged in the redistribution of national income and wealth, which is an activity mainly
carried out by government. It includes:

a) general government entities which exist through a legal process to have judicial authority over other
units and administer and finance a group of activities, principally providing non-market goods and
services, intended for the benefit of the community;(*°)

b) non-market public producers, i.e., corporations and quasi-corporations controlled by government if
their output is mainly non-market;

c) non-profit institutions recognised as independent legal entities which are non-market producers and
are controlled by general government;

d) pension funds, recognised as separate institutional units (‘autonomous’) where there is a legal
obligation to contribute, and where government manages the funds with respect of the settlement or
approval of contributions and benefits.(*!)

2. The general government sector comprises four subsectors, as mentioned above, although the state
government subsector applies only in a minority of the EU Member States. It excludes market public
producers (public corporations, quasi-corporations or, by virtue of special legislation, entities recognised
as independent legal entities), which are classified in the non-financial corporations (S.11) or financial
corporation (S.12) sectors.

3. In order to decide whether an entity should be classified to the general government, it is necessary to
determine whether:

e itis an institutional unit,
e itis a government-controlled institutional unit,
e itis a non-market institutional unit.

These criteria are discussed in detail below including the qualitative criteria as well as some specific
government-controlled entities for which market/non-market test is not relevant.

1.2.2. Concept of an institutional unit

4. ESA 2010 paragraph 2.12 sets out the rules according to which an entity can be considered an
institutional unit:

An institutional unit is an economic entity characterised by decision-making autonomy in the exercise of
its principal function. A resident unit is regarded as constituting an institutional unit in the economic
territory where it has its centre of predominant economic interest if it has decision-making autonomy and
either keeps a complete set of accounts, or is able to compile a complete set of accounts.

(*°) For sector classification of some particular units controlled by government, see chapter 1.6 Specific public entities.

(**) This is the definition of SSFs in ESA 2010 paragraph 2.117 (c). ESA 2010 paragraph 4.89 (a) also specifies that social security schemes are
‘covering the entire community, or large sections of the community, that are imposed, controlled and financed by government units’. This means
that resources of such schemes take the form of compulsory levies (social contributions or taxes) and that government is obliged to cover any
gap between the resources and the benefits, including using its power to change some parameters.

Manual on Government Deficit and Debt 11



Delimitation of the general government sector

To have autonomy of decision in respect of its principal function, an entity must be:

a) entitled to own goods and assets on its own right; it will be able to exchange the ownership of goods
and assets in transactions with other institutional units;

b) able to take economic decisions and engage in economic activities for which it is responsible and
accountable at law;

c) able to incur liabilities on its own behalf, to take on other obligations or further commitments and to
enter into contracts;

d) able to draw up a complete set of accounts, comprised of accounting records covering all its
transactions carried out during the accounting period, as well as a balance sheet of assets and
liabilities.(*?)

5. ESA 2010 paragraph 2.13 recognises certain specific cases where an entity does not have the
characteristics of an institutional unit and provides the following principles:

o ifitis not possible to draw up a complete set of accounts for the entity, then the entity is not recognised
as an institutional unit and its partial accounts are integrated with the accounts of the institutional unit
that controls it;

o if an entity, for which a complete set of accounts can be drawn up, has no autonomy of decision in the
exercise of its principal function, then the entity is not recognised as an institutional unit and it is instead
part of the unit that controls it;

o individual entities being part of a group structure and for which a complete set of accounts can be drawn
up, are considered institutional units even if they have partially surrendered their autonomy of decision to
the central body (head office) responsible for the general direction of the group; the head office itself is
also deemed to be an institutional unit distinct from the units which it controls (see chapter 1.6 on
Specific public entities);

o entities for which a complete set of accounts can be drawn up that do not have a separate legal status
but have an economic and financial behaviour comparable to that of corporations (i.e., market
producers) that is different from that of their owner(s), are deemed to have autonomy of decision and are
classified as quasi-corporations in the financial or non-financial corporation sectors.

6. ESA 2010 also specifically mentions artificial subsidiaries and ancillary units and provides advice that
such units do not meet the requirements to be recognised as institutional units since they are deemed
considered to lack decision-making autonomy (regardless of the fact that they may be legal entities).
This points to the fact that the term ‘economic decision’ is not to be understood in its legal dimension.
Rather, ‘the ability to take economic decisions and engage in economic activities’ requires a genuine
ability to actually take meaningful decisions and does not merely characterise the fact that legal capacity
would by itself imply such an ability. This is, essentially, the application of the substance-over-form
principle, which is an inherent principle in ESA 2010.

7. It must be stressed that the ESA 2010 sector classification criteria and the definition of an institutional
unit are not based on the legal form of an entity. For some entities it may be concluded that they do not
have the required autonomy of decision, which is not automatically evidenced by their legal status.

8. In this respect, an entity basically under auto-pilot, because for example it exists solely to implement
contracts (often through-subcontracting) that are agreed by other entities, or an entity that provides its
output to a ‘unique client'(*3), passively responding to its needs, is generally not deemed to be an
institutional unit since it does not meet the ESA 2010 criteria concerning autonomy of decision. In
particular:

a) many resident special purpose vehicles (SPVs) or special purpose entities (SPEs) are basically auto-
pilot devices (i.e., the rights, obligations and activities of such entities are mostly predefined and
limited either by contractual or legal provisions)(**) and as such are not institutional units. When such

(*?) It is possible to compile both flows accounts for the unit, showing net income and cash flow statements, and balance sheets showing its
patrimonial situation. ESA 2010 specifies that the publication of such accounts is not a condition for being considered as an institutional unit.
Only their existence, or potential existence, matters. This condition is not formally required for households.

(*3) The term ‘unique client’ means that the entity provides its output either to a single customer (frequently the ‘parent’ company — in some cases
where legally separate it is the economic equivalent of this) or to other units in the same group of units (see ESA 2010 paragraph 20.24) such
as a group of related entities (see ESA 2010 paragraph 2.13e).

() In some extreme cases, the activities/decisions of the entities are fully determined at the time of the creation of the entity.
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entities are non-residents, they are deemed institutional units by convention, although many of their
operations may need to be rearranged when they are created or sponsored by government;

b) generally speaking, an institutional unit requires employees or other staff, without which decision
making is unlikely to be possible. However, entities with no staff but with an active ‘board’ (e.g.,
management board, board of directors or executive board) may be considered institutional units in
some circumstances. In some cases, ‘notional units’ are established for accounting purposes even if
they do not have decision-making autonomy, for example, when an entity is engaged in different
activities and it is not possible to form separate institutional units for these activities. In such cases,
the usual control indicators shall nonetheless be applicable;

c) entities with legal status that service a unique client have generally no autonomy of decision and are
not recognised as institutional units in ESA 2010. They may be ancillary units or artificial subsidiaries.
For example, an IT department, even if it is legally incorporated, will be considered as lacking
autonomy of decision unless it is demonstrated that it sells a significant part of its output outside the
parent or the group. Where one legal entity hosts all the staff while another legal entity hosts all the
fixed assets of the group, neither can be considered to be separate institutional units because each
cannot be deemed to have a production without the other. This situation may develop into something
different if it can be shown that each are providing significant services outside the group (as
employment-outsourcing company and asset-renting company to think of suitable examples). For the
same reason, an incorporated factory that provides all its output to another subsidiary of the group
also lacks autonomy of decision.

9. Decision-making autonomy does not have to encompass strategic business decisions like the sale and
purchase of company divisions, relocations or the closure of establishments or undertakings etc. Such
decisions will normally be taken by the parent entity, owning the attribute of control, without ruling out a
priori the decision-making autonomy. At the same time, operational autonomy in some respects, such as
ability to assign staff to a given task etc., may not amount to sufficient autonomy of decision in the
exercise of the principal function if certain key parameters are outside the hands of the management
board. This is why a factory in a group is not an institutional unit when it is incorporated. The factory
director does not control the key elements that are the attribute of a (market) producer — such as fixing
the price and/or the volume of the supply — and has merely the sole function as being as efficient as
possible in producing the output specified by the group.

10.Ultimately, a parent is able to set (generally limit) the purpose (object) of its subsidiary. If it sets these
parameters so narrowly that all decision-making autonomy is effectively surrendered, then the subsidiary
loses its institutional unit status (see the case of SPEs). However, decision-making autonomy can also
be constrained by the parent through interference(*®) in the activities of the subsidiary. Therefore, in
order to maintain the sufficient degree of decision-making autonomy to qualify as an institutional unit,
under ESA 2010, the narrower the purpose of the subsidiary is, the narrower the degree of parent
interference is deemed acceptable.(*°)

11.1n general, the entire activity of a legal unit is classified to one sector. Exceptions are, for instance:

e when part of a non-market legal unit can be recognised as a market quasi-corporation (which is then
classified outside the government sector);

e when a notional unit needs to be created, such as in the case of some market regulatory agencies (see
chapter 1.4), or

e joint ventures, with two joint venture parties each owning 50 % of the shares of the joint venture
company (see chapter 1.8);

e when transactions and stocks need to be rearranged (see sub-section 1.2.4.5) for instance, when a
public entity (notably a public financial institution) is managing special purpose funds on behalf of
government;

o certain types of pension funds (see chapter 1.3).

(*5) Both the scope and frequency of the interference should be taken into consideration when judging its restrictive effect on decision-making
autonomy.

() This rule should be understood in a broad sense, i.e., ‘parent’ can mean any entity or group of entities that alone or jointly may have the power
to interfere.
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12.For certain public legal units, it can be very difficult to judge whether the management board takes
decisions autonomously from government. This is particularly the case for entities whose management
board is made up, either in its entirety or, at the very least, in its majority by general government officials
(i.e., those that belong to the legislative, administrative, and judicial part of the government)(*’). This
peculiarity is frequently encountered with financial entities which are mainly providing financial services
to its parent or other entities of the parent (group entities).

13.In the specific case of captive financial corporations, the issue is whether such entities have a sufficient
degree of independence from their parent regarding the corporate decision-making process.
Independence may be demonstrated by exercising some substantive control over its assets and
liabilities to the extent of carrying the risks and reaping the rewards associated with assets and liabilities
(see ESA 2010 paragraph 2.22). A lack of decision-making autonomy in respect of their principal
function is assumed when there are government constraints both on the asset and liability side of the
entity (see section 1.6.6 of this Manual).

14.1n the case of entities where the majority of the management board is staffed by government officials, it
is even more likely that they are operating within a narrowly-defined (public-service) remit. In fact, it is
almost impossible to determine whether the management board decides autonomously from the
government by acting like a normal shareholder (aiming at, for example, maximising profits), or whether
it acts in the interests of the public administration policy requirements (for example, aiming to provide an
optimal supply of a specific public service at low prices or prices which are not economically significant).

15.The appointment of the majority of the management board with government officials can be, in the case
of financial entities(*®), an indicator that the entity does not have decision-making autonomy ‘in the
exercise of its principal function’ and if this is the case, the entity should be classified in general
government.

16.The ESA 2010 provisions regarding autonomy of decision and control (see section 1.2.1) provide a two-
step procedure: firstly, to assess whether an entity has sufficient decision-making autonomy in the
exercise of its principal function and, secondly, to determine who actually controls the entity. This follows
the basic approach of national accounts to start with the definition and identification of units, which
allows the measurement of the production in the respective territory, and then, as a second step, to
group units with a similar behaviour to institutional sectors (see ESA 2010 chapter 2).

17.ESA 2010 may be viewed as materially diverging from the 2008 SNA (see paragraph 2.16 and
paragraph 4.69) that specifically indicates that autonomy of decision is not required for institutional units
and that legal status is generally sufficient to meet the institutional unit criteria.

18.Nonetheless, national accounts compilers commonly equate the existence of a legal entity with
existence of an institutional unit. This is because business registers are a major data source input, and
such registers are usually constructed from the legal basis of entities. Such a pragmatic approach is
acceptable in view of the large number of entities to be analysed as, in general, legal entities will
typically comply with the aforementioned requirements. They have the legal capacity to enter into
contracts, incur and repay debts, acquire economic and/or legal ownership over assets, appear in court
in their own right and be responsible for their activities. In most cases, it is also likely that their
management board enjoy a sufficient degree of autonomy to make their own day-to-day operational
decisions rather than being dependent on the decisions of others such as the parent. For the
government sector accounts, the use of business registers as a data source is less of a consideration
than it is for the other sectors of the economy. In addition, due to the specific importance of the EDP
procedure, the requirements of ESA 2010 paragraph 2.12 have to be examined particularly carefully for
the government sector.

19.For certain public legal units, the analyses of the control criteria may bring new findings to light,
substantially questioning the decision-making autonomy of the legal entity. In such a case, it is
recommended that compilers should reassess its decision-making autonomy.

(*") A member of the management board is not considered a general government official if it has neither an existing employment relationship with
general government nor a political mandate.

(*8) In the case of nonfinancial entities, the outcome of the 50% criterion would provide sufficient evidence that the entity undertakes market activity
at prices that are economically significant and that the entity can make economic decisions independently of the units to which the government
officials in the management board belong (see ESA 2010 paragraph 2.12).
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1.2.3. Concept of a government-controlled institutional unit

1.2.3.1. GOVERNMENT-CONTROLLED ENTITIES RECOGNISED AS
INSTITUTIONAL UNITS

20. A government-controlled institutional unit (otherwise known as a public producer or public sector unit) is
an institutional unit, which is directly or indirectly controlled by resident general government units or
other public producers. All other domestic producers are private producers.

21.All public producers are part of the ‘public sector’, as stated in ESA 2010 paragraph 20.303: The public
sector consists of general government and public corporations. The term corporation must be
understood in an economic rather than a legal sense, since it includes entities that do not have the legal
status of a corporation but are market producers. In addition, non-profit institutions (i.e., those entities
that are not allowed to distribute profits to their owners) which are controlled by government but are also
recognised as market producers (see below) are part of the public sector (but not part of the general
government sector) unless they lack autonomy of decision.

22.Control of an institutional unit by government (sometimes by a core government unit, as mentioned in
ESA 2010 paragraphs 20.08-20.09 and 20.29, or collectively by public units as described in ESA 2010
paragraph 20.309(*°)) determines whether or not this institutional unit is part of the public sector. The
inclusion of a public sector unit in the general government sector (S.13) or not, ultimately depends on
the criteria described in the section 1.2.4 Concept of a market or a non-market institutional unit.

23.The concept of government control in national accounts is the same for both non-financial and financial
corporations. The control of non-profit institutions and educational units is addressed separately further
below.

24.In ESA 2010 paragraph 20.18, control over an entity is defined as ‘the ability to determine the general
policy or programme of that entity’. Since we are considering economic accounts, the general policy or
programme of an entity is usually linked with the key financial and operational policies of the concerned
entity. ESA 2010 paragraph 20.309c provides some examples for these key factors which are the
remuneration of staff and the pay and business strategy. Control of general policy is quite different to
control of day-to-day operational tasks. Control of the general policy does not require interventions in the
day-to-day business of the entity, even though certain interdependencies between general policy and
the day-to-day business exist. However, control of the day-to-day business is different, to the extent that
individual measures, tasks or activities are exactly specified and require explicit approval. In the latter
case, the constraints are of a general nature and not limited to unique or at least exceptional issues, and
accordingly the unit is deemed not to be an institutional unit because it has not decision-making
autonomy. What is relevant is that the entity (or entities) that control another entity has the power to
determine the general policies of the concerned entity.

25.Usually, an entity operates within the framework, the general policy or programme, that has been set for
it and once that is established there is usually no need for its owner (or controlling entity) to intervene
and correct the economic operations. The absence of such apparent interventions does not entail that
control over the entity has not been established. Rather the concept of control is not related to actual
interventions as such, but to the extent that power (or rights) to determine the general policy can be
exercised, whether or not that power is actually used.

26.ESA 2010 refers to ‘influence’ in assessing whether an entity is controlled or not. As the instructions at
ESA 2010 paragraph 20.309 emerged from the joint discussions of national and business accountants,
the business terminology of ‘dominant influence’ as powers that could constitute control even also
appears in ESA 2010 paragraph 20.309f.

27.ESA 2010 paragraph 20.309 sets out a list of indicators that allows the assessment about whether rights
of influence are sufficient to judge whether control of a unit exists. Some of the indicators are considered
as sufficient by themselves to establish control over a unit, while others are not individually sufficient but
can provide evidence of control when considered collectively alongside other indicators.

(*9) In practical terms, in those cases where no single entity controls another, and if joint control can be ruled out, the private or public nature of the
latter shall be decided by whether private or public entities controls the entity as an aggregate. After deciding whether it is public or private and
whether it satisfies the additional necessary criteria to be classified inside government (e.g. qualifies as a non-market producer), it should then
be classified into a sub-sector depending upon its activity (e.g. social security) or its geographical remit (level of government from national to
local). In the unlikely event that such an entity may not qualify as an institutional unit, it should be consolidated with any of the units that belong
to the sub-sector into which it would have been classified based on the previous paragraph.
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28.According to ESA 2010 paragraph 20.310 each of the following three control indicators are individually
sufficient to determine government control:

1) Rights to appoint, remove, approve, or veto a majority of officers, board of directors, etc.

The rights may be decided by different public units (whether classified either in the same sector/sub-
sectors or not). The direct appointment and dismissal of key personnel is the most direct way to
intervene and determine the general policy of an entity. Having the rights to remove appointees is
also important as they indicate that if the appointees do not behave in the way that government
wants then they may be removed or not reappointed.

2) Rights to appoint, veto or remove a majority of appointments for key committees (or sub-
committees) of the entity having a decisive role on key factors of its general policy

The issue of veto powers, under the criteria mentioned above, requires specific attention. It is useful
to recall that a veto gives the right to oppose some decisions, or to impose a decision, that is covered
by the veto power. From a general perspective, the existence of veto powers by government or the
public sector is sufficient by itself to conclude that the unit is controlled in cases where public units
exclusively hold such rights. However, there may be cases where private units also hold similar veto
powers for similar decisions, or cases where unanimity is required. The number of veto powers held
by private units is not relevant; instead, the potential impact of them is to be considered.

Control of a unit normally means that the controlling units have, by themselves, a ‘final last say’
regarding the main important decisions. For instance, public control is typically determined if the veto
powers by public sector entities cover the more important decisions than the veto powers held by
others. As an example, government could have the main veto powers over decision-making such as
dissolving the unit, merging it with another unit, modifying its status or significantly changing its
activity. In other cases, government and others may each have the same level of veto powers,
meaning that either party could block a decision. However, in this case, control would be also
assessed by other additional criteria, notably the nature of the unit where government holds the
power of veto. For example, if the unit in question obtains its resources predominantly from public
units, such as under sale contracts and other arrangements (such as PPPs), government or another
public unit would be deemed to have a greater influence (de facto) on the unit and therefore the unit
would be classified to the public sector.(?°)

In some cases, the decision about majority appointment rights of the entire board of directors, or
officers, can be misleading. It is entirely possible that the most important decisions about the general
policy are not taken by the management board but instead by key committees. In such cases, it is
more appropriate to additionally consider the appointment/veto rights over these committees rather
than just the management board itself. ESA 2010 paragraph 20.309c gives some examples of key
factors of the general policy that may be delegated to subcommittees: remuneration of senior staff,
pay and business strategy.

3) Ownership of the majority of the voting interest

Ownership should be considered in aggregate (jointly) when voting rights are held by more than one
public unit, notably when no one reaches a majority. In counting voting rights, both direct and indirect
ownership should be considered. For example, consider a corporation which is 30 %-owned by
central government, 40 %-owned by a public corporation which is itself 75 %-central government
owned and 25 % privately-owned, with the remaining 30 % by a private corporation (which is 10 %-
owned by government). In such a situation (often referred to as mixed group situation), the 30 %
direct voting rights and the 40 % indirect voting rights held by the public corporation are added so
that the public sector has effectively 70 % voting rights and hence control (see figure 1). The
calculation of control (direct or indirect), here 70 %, is not the same as the calculation of ownership
(direct or indirect), here 63 %. It can even happen that public control is not established while direct
and indirect ownership is above 50 %.

The existence of multiple voting rights attached to some shares must also be closely considered. As
long as government can effectively control — directly or indirectly — more than 50 % of the voting
rights, the unit is part of the public sector. In most cases, a corporation with less than 50 % public

(%) If at the end of the analysis, it is concluded that control is equally shared between public and private units, the ESA rules on joint ventures (see
chapter 1.8) apply: the unit should be classified in the government sector if it is non-market and in the non-financial or financial corporation
sector if it is market or considered a financial intermediary.
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sector ownership would not be part of the public sector based on ownership criterion, but it could
nevertheless still be part of the public sector if other indicators of control are also present.

There could be very marginal cases where public sector units hold an arithmetic minority of voting
rights, but the other shareholders holdings concern much smaller amounts (i.e., the private
shareholding comprises many small shareholders). In this case, it is very unlikely that a coalition of
private shareholders, gathering at least 50 % + 1 rights, could oppose the public shareholding bloc
and, thus, secure control over the corporation. In theory, the unit should be deemed to be private
controlled under ESA 2010 since it is the power to control that matters, not whether it is actually
exercised. However, in exceptional cases, a pragmatic approach could be relevant, for example
assessing observed voting turnouts, which may show that public sector effectively has control
through repeated majority of actual votes cast as a very large number of private shareholders might
not vote or not vote in a unified manner. In such cases, which should be in any case analysed on a
case-by-case basis, the unit could still be considered a part of the public sector.

Figure 1. Assessment of control on the basis of voting rights

General %
government > Public corporation
30 % 40 %
25 %
10 % R Corporation
”|  under assessment  [¢
A
30 %
Private corporation Private corporation
The corporation under assessment is a public corporation because of the 30 % direct voting
rights and the 40 % indirect voting rights held by the public corporation by which the public
sector has effectively 70 % voting rights and hence control.

29.Having analysed the outcome of the aforementioned ‘sufficient-by-themselves’ criteria, no sufficient
evidence of government control is identified then other criteria (4-9 below) also have to be considered,
as ESA 2010 paragraph 20.310 further specifies that a number of separate indicators may collectively
indicate control. This is done on a case-by-case approach. As a result, a unit for which none of the
criteria were sufficient by themselves to determine public sector control, could still be included in the
public sector (even if majority owned by the private sector) by examining the totality of all the indicators.

4) Rights to appoint, veto or remove key personnel

This refers to the role of determining the general policy through a small number of ‘influential
members of the board’, such as the chief executive officers and the chairperson. This will indicate
control only if such key personnel are entitled to a degree of power (under various ways) which, de
facto, gives them a decisive say in the major decisions related to the entity.

Government may have also less direct possibilities to exercise control over an entity via its role in the
nomination, selection and election process established for key staff. Government may establish
procedures that would create the impression that it is only to a minor or even negligible part involved
in the appointment, removal or approval of key personnel of the concerned entity. However, when
examined in closer detail, it becomes evident that government de facto essentially determines or, at
the very least, is substantially involved in the appointments.
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An example of an arrangement that is equivalent to the direct appointment of key personnel is when
government delegates the right to elect the members of the supervisory board or the board of
directors to a number of predefined private bodies (often-private non-profit institutions) and only
government can replace the electing entities. While it may seem that government does not provide
significant input into the appointment process, since the private bodies make the decisions and there
is no possibility of rejecting them, if the delegated entities make decisions that government does not
approve, a real possibility exists that they may be replaced by others. A decisive factor here is that
government must de facto have the genuine right to appoint the key personnel; otherwise, it would
not have been able to delegate that right. In such circumstances, there is at least some influence by
government although this may not necessarily establish public control by itself.

Rights under special shares and options

‘Golden shares’ are sometimes created in in the context of privatisation. Although, in principle, it is
not any more possible for such arrangement to be granted in the EU on an ongoing basis,
nevertheless the issue of legacy golden shares remain. If such shares cover powers over only some
very specific contingent events and are restricted in scope and/or time, which is usually the case,
they should then be considered as contingent ‘reserve powers’ and not considered as an indicator of
control.

However, if these powers de facto influence the general policy of the unit, then they should be taken
into account in the classification decision. If the contingent powers are actually utilised it is expected
that this will be enough in itself to trigger immediate reclassification as a public unit, or even earlier, if
it becomes evident that the government/public sector will, in the future, exert a decisive control on the
strategy of the unit and on other key decisions.

The existence of shares purchase options, which would mean that during their lifetime a
government/public unit would meet the first series of control criteria, could have the same effect. This
is because the threat of the exercise of the option could give to the government/public sector a
decisive influence on the strategy of the controlled unit and on other key decisions.

Rights to control via contractual agreements

This usually refers to the exclusive use by public sector entities of goods and services produced by
an entity, which may indicate scope for there to be a dominant influence over the entity via
contractual clauses. The contractual arrangements themselves would need to be investigated. This
may also call into question the market nature of the unit in the case of output that is purchased by
government (see sub-section 1.2.4.2 Specific cases of producers). If the entity is restricted from
entering into sales with non-public units, then this is a clear indicator of public control.

Rights to control from agreements/permission to borrow

To indicate control, government/public sector should play a predominant role in setting the conditions
of the borrowing (for example, maturity, rates, forms, location, counterpart, collaterals, etc.) and/or
exert a narrow control of the use of the funds by the entity (for instance for a given acquisition of
equipment or shares in other corporations).

Control via excessive regulation

In some industries (in particular those that involve public utilities), a tight regime regulation would
strongly reduce the room for manoeuvre of the entities regarding the determination of their general
policy. Generally, the typical situation would be an entity to set up to carry out a specific activity
(through delegation by government) that cannot decide to change or complement it. Thus, this
criterion should apply when there are restrictive conditions to exit or to diversify the activities of the
unit.

Others

ESA 2010 paragraph 20.309i specifies that control may be obtained from provisions in the statute of
an entity where public sector approval is required for some important decisions such as: the
allocation of its profit; the development or the abandonment of activities; merger and acquisition
operations; and dissolving and changing statutes. Some provisions of this kind may indicate control.
ESA 2010 paragraph 20.309i also mentions that if an entity is fully, or close to fully, financed by the
public sector then control via the funding stream may be restrictive enough to dictate the general
policy. This is particularly relevant when the entity has no access (de jure or de facto) to other
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financing sources: if the entity lost its public sector contracts, then it may not be able to replace them
with other sales and so would be forced to close.

The ESA 2010 notion of control is different from the notion of independence. Many government
entities operate with legal independence from the cabinet/council of ministers or core government
unit. The fact that public control is determined is a statistical classification issue and should not be
interpreted as if the institutional unit was not fully independent. For example, the fact that central
banks are by convention part of the public sector does not preclude them being independent entities
(see ESA 2010 paragraph 20.311). In the same manner, parliament, the constitutional courts and
others are clearly part of the government function whilst being independent from government
ministers.

1.2.3.2. GOVERNMENT-CONTROLLED ENTITIES NOT RECOGNIZED AS
INSTITUTIONAL UNITS

30.In ESA 2010, the analysis of control is mainly related to institutional units in order to identify whether
they are controlled by government or not, and thus as a step in determining the sector classification of
institutional units (see ESA 2010 Diagram 20.1).

31.Control is, however, also of importance for entities that do not pass the institutional unit test since they
do not have autonomy of decision regarding their principal function. ESA 2010 paragraph 2.13 requires
that such entities are classified as a part of the institutional units that control them. This often arises
when an institutional unit is composed of a number of legal units or when a main unit (such as core
government) comprises a number of ministries or departments within their own set of accounts.

32.Separate entities without legal status can be created that are aggregated to a main unit and, although in
these situations the parent entity is often obvious, there may be occasionally a genuine doubt about this.
For example, an SPE created by a public corporation may in fact be under the direct control of
government. It would be the case where, for example, the SPE in question cannot receive emergency
funding from the public corporation but instead must appeal directly to government.

33.In some extreme cases, the notion of control of an entity may correspond with the notion of control of an
asset, which is particularly the case when the entity exists simply to own, and possibly finance, an asset.
Another example is an auto-pilot arrangement where the entity is de facto just a collection of assets
and/or liabilities. ESA 2010 occasionally refers explicitly to control of an asset, for example, in the
context of captive financial institutions (see ESA 2010 paragraph 2.22).

34.Control of an entity, irrespective of whether the entity is an institutional unit or not, usually in fact
concerns the control of people who are taking decisions for the concerned entity, while the idea of
controlling an asset itself is altogether different. Control of an asset implies the ability to direct the use of
the asset and realise the benefits associated with the asset. This can be demonstrated, among other
things, through exposure to both risks and rewards. In practice, further indicators of control might
include, for example, the existence of a legal title to the asset, the physical possession of the asset, or
the ability to sell the asset, or the right to receive the payments linked to the asset. The risks and
rewards concept used in national accounts and the notion of control of an asset are similar in that both
look at the economic ownership of an asset rather than the legal ownership.

35.When the assessment of the risks and rewards is not conclusive, for example, when an entity has
neither transferred nor retained most of the risks and rewards, the notion of control of an asset acts as a
useful complement the general risk and rewards concept, in order to determine on which balance sheet
an asset is to be recognised.

Control of non-profit institutions

36.The notion of control is also applicable to non-profit institutions, which might have different features and
different importance (in terms of size, effect on net lending/borrowing (B.9) and debt, etc.) among EU
Member States and may have an activity to the benefit of different kinds of agents.

37.Similarly to the case of corporations (and equivalent entities), control of an NPI covers the ability to
determine the general policy or programme of the NPIl. However, here, there is a significant difference
between market and non-market NPIs, determined according to the criteria below in sub-section 1.2.4.3
on the quantitative market/non-market test.
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38.NPIs controlled by government and considered market producers (for instance because they sell
services to corporations or to households, at economically significant prices) are classified in the sector
non-financial corporations (S.11). On the contrary, ESA 2010 paragraph 20.13 states that ‘NPIs that are
non-market producers and are controlled by government units are units of the general government
sector’. Concerning control of NPIs, ESA 2010 paragraph 20.15 indicates that the following five criteria
should be considered(?'):

a) The appointment of officers

The government may have the right to appoint the officers managing the NPI under either the NPI's
constitution, its articles of association or other enabling instrument.

b) Other provisions of the enabling instrument

On this point, 2008 SNA paragraph 4.92 is more explicit than ESA 2010. Notably, if statutorily
government already determines the functions, objectives and operating provisions, the appointment
of officers would become of secondary importance. However, control by government would result if
government would have the right to revoke staff and to approve budget or financial arrangements. An
NPI would be considered to be controlled by government if approval of government would be
required to change the statute of the entity (or the type of activity carried out by the entity), or if the
entity could not dissolve itself or terminate any relation with government without such approval.

c) Contractual agreements

Some NPIs may enter into contracts with government units in order to perform tasks defined by
government, acting as a specialised operator, notably in social areas. When such contracts are the
main, if not total, part of the activity of the NPI, it is clear that government would be able to influence
the general policy of the NPI. However, control should be assessed if the approval of government
would be required for exiting from contracts with government.

d) Degree of financing

Although ESA 2010 paragraph 20.15 does not specify exactly which should be the degree of
financing, 2008 SNA paragraph 4.92 indicates that government may control an NPI that is mainly
financed by government. ‘Mainly’ must be as at least over 50 %. The control would be assessed if
such financing would be permanent (and not on temporary basis) and/or if it would result in a narrow
monitoring of the use of the funds and a strong influence from government on the general policy of
the entity.

e) Risk exposure

This indicator is not developed in ESA 2010 but 2008 SNA paragraph 4.92 evokes government
‘exposed to all, or a large proportion of, the financial risks associated with an NPI’s activities.” In this
case, the arrangement would constitute government control. Financial risk refers to ex-ante
commitments taken by government on some liabilities incurred by the NPI, on possible disruptions of
other sources of revenue apart from those received from government, etc.

39.ESA 2010 specifies that, in some cases, one indicator can be sufficient to establish control, but also that
it is most frequently necessary to consider collectively a number of indicators and a case-by-case
analysis may be frequently needed. In any case, a decisive point is the ability of the NPI to determine by
itself or not its general policy.

Control of educational units

40.Many educational units (schools, colleges, vocational training, universities, etc.) are non-profit
institutions and are generally largely funded by government. They represent a practical example for
applying the ESA 2010 control criteria mentioned in the paragraph above. Most of them are financed by
government funds above 50 %, since other sources, such as fees paid by parents or students or gifts,
appear frequently as a minority source of funding. In some countries, government (at different levels)
may take over directly some expenditure, such as teachers’ salaries or building maintenance.

(?%) In ESA 2010 (like in 2008 SNA) these criteria are applied only to the case of a controlling government unit. However, they may also be relevant
for market producers NPIs controlled by public units not part of the government sector.
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41.As a matter of principle, the mere financing of the educational unit should not be, as such, a determining
criterion in classifying government-supported educational units. It is likely that government exerts some
influence on the use of its funds. However, if government influence only takes the form of the respect of
standards (concerning teaching programmes, the quality of the education, material conditions, teachers’
competences, etc.), which are imposed on any educational unit independent of its statute, then it is not
control. It is also frequent that different kinds of schools (government units, private NPIs, etc.) are part of
the education system. Thus, the application of similar standards or norms, to a large number of units,
seems to be an important feature in the case of such NPIs.

42.This must be distinguished from direct involvement of government in significant decisions related to the
school. By application of the general rule, if government appoints the managers (or approves their
appointment or holds a revocation right) or gives instructions related to the everyday management of the
school, thus leaving restricted decision-making capacity to educational unit’s officers, the unit should be
classified in the general government sector. Under these conditions, government is deemed to control
such a unit if its approval is needed to create new classes or to specialise in some teaching areas, make
significant expenditure in gross fixed capital formation (which could be mainly financed by government),
borrow, recruit teachers, or if it can prevent the educational unit from ending its relationship with
government.

1.2.4. Concept of a market or non-market institutional unit

43.When the principal function of a public institutional unit is the redistribution of national income and
wealth, it is to be classified, by definition, in the general government sector.

44, When the principal function of a public (government-controlled) institutional unit is financial
intermediation activity, as defined in ESA 2010 paragraph 2.57, it must be classified outside the general
government sector in the financial corporations’ sector, i.e., the market/non-market test (see below) is
not relevant to apply (ESA 2010 paragraph 20.34). However, it must be checked whether the entity is
effectively carrying out financial intermediation (managing/acquiring financial assets and incurring
liabilities on its own account) and/or auxiliary financial activities (see ESA 2010 paragraphs 2.95 and
2.96). If this is not the case, the unit would be classified in the general government sector.

45.1n other cases, it is necessary to check whether the unit is market or non-market: in other words, if the
unit finances its operational activity by selling goods and services at economically significant prices then
it is a market producer. Market producers are classified to the corporations’ sectors.

46.The general government sector includes only public non-market institutional units. When these non-
market institutional units have some residual market activity, it is the case of secondary local kind-of-
activity units (KAUs) which are not recognised as quasi-corporations and must be included in the
general government sector (see ESA 2010 paragraph 2.144 and following).

1.2.4.1. THE CONCEPT OF ‘ECONOMICALLY SIGNIFICANT PRICES’

47.ESA 2010 states that the distinction between market and non-market producers depends on whether or
not prices charged for sales of goods and services are economically significant (see ESA 2010
paragraph 20.19 and following paragraphs). A price is said to be economically significant when it has a
substantial influence on the amounts of products the producers are willing to supply and on the amounts
of products that the purchasers wish to acquire. The capacity of producers and consumers to react to
economic ‘signals’ is fundamental in assessing market behaviour. Conversely, a price is said to be not
economically significant when it has little or no influence at all, on how much the producer is prepared to
supply and have only a minor influence on the quantities demanded. It is thus a price that does not
determine the observed levels of supply or demand.

48.Market producers sell their output at economically significant prices. Non-market producers are typically
providing their output either free of charge or at prices that are not economically significant. A public
market producer will act as a business unit subject to market forces such that it might have to close
down, or be restructured, if it cannot survive by selling at those prices without the permanent support of
government.(??)

(?» From a general point of view, normally a private market producer cannot incur losses in the long run as this would mean a negative return on
equity (with possible exceptions for some entities within a group). The case of a public market producer is different in the sense that in many
cases one can assume that government would provide support for public policy reasons. Usually, the return on equity requirements would not
apply in similar conditions for the private sector whereas, frequently, events triggering bankruptcy (such as negative equity) are not applicable to
these entities. In terms of public finance, any government support to public market producers has an impact on government net
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lending/borrowing (B.9) and possibly its debt. However, generally, government would decide corrective measures or restructuring plans when

the burden becomes too heavy on public finances.
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1.2.4.2. SPECIFIC CASES OF PRODUCERS

49.Independently of the results from the quantitative market/non-market test described in the sub-section
1.2.4.3, there may be cases needing specific analysis where a producer ‘by its nature’ is not considered
a market producer. These would be relevant for a public producer. In the case of private producers
(those not controlled by public sector as described above), the price is, by definition, deemed to be
economically significant because of profit constraints.(?®) On the contrary, public enterprises (mainly
corporations) may be set up for public policy purposes, with various degrees of public support, which
may influence the price of their output. Their market/non-market nature has to be considered through
both a quantitative test below, which shows the conditions in which they can undertake market activity,
and qualitative criteria, to establish whether they are undertaking market activity. The quantitative test
result should not be considered the only relevant criterion determining the classification of the entity. It is
also necessary to examine the specific nature of their activity and the specific links they have with
government. It is assumed that the relevant information should be available for statisticians.(**)

a) The public producer is not an institutional unit

The distinction between market/non-market makes sense only if the producer is an institutional unit
and is not a dedicated provider of ancillary services to government, as defined in ESA 2010
paragraph 3.12. If this is the case, the entity is servicing almost exclusively government it is
considered an integral part of the government unit it depends on. There are also cases where a unit
controlled by government has to be classified within general government sector, so that the
quantitative test is not appropriate (see below in chapter 1.6 Specific public entities).

b) The public producer sells its output both to government and other customers (corporations,
households, non-residents)

If the public producer is the monopoly (only) supplier of its goods and services in the economy, it is
presumed to be a market producer if more than 50 % of its output is sold to private units. In the case
that more than 50 % of its output is sold to government units but government purchases the goods
and services under the same conditions as other private units, i.e., under fully commercial terms (at
very similar prices for the same goods or services), then government is deemed to be acting as a
‘price taker’ in economic analysis and the selling unit is treated as a market producer. In this case, it
is likely that the producer would react to market signals.

If there are several suppliers (i.e., also private producers in the national economy or from abroad)
and government buys more than 50 % of the output of the producer but there are several competing
producers, the public producer is considered a market producer if the contracting process with
government takes place in an actual open and fair competition (for instance through open tender
procedures). It is also likely that the producer would react to market signals, whereas consumers
would have a free to choose on basis of price and/or other aspects.

¢) The public producer sells its output only to general government sector

In this case, the government sector is in a dominant position as the only buyer (a monopsony). This
situation requires a close examination by national accountants as government has in general a
significant influence on the level of the prices (it is de facto the ‘price maker’).

If the public producer is the only supplier to government for this kind of good or service, possibly for
technical and economic reasons (such as scale of economy), it will normally be considered a non-
market producer. The exception is the case of a clear and open competition with private producers.
This would notably be evidenced by an open and fair tendering procedure for the initial selection on
commercial terms. In addition, if such competition clearly exists, (?®) the specific position of the public
producer is not definitive where the contract is renewed after a given period with a competitive
process. (%)

(*® In some cases, this criterion must be considered at the level of the private group because of non-market-based transfer pricing between
entities of the group.

(**) This means that, when assessing the coverage of the production costs by sales, it is important to identify the share of government units
amongst the buyers, where relevant. There are also cases when it is well known that the production is exclusively (or almost) dedicated to
government’s use.

(?® This competition must be assessed not only by the presence of different firms on the domestic market but also by the degree of openness of
the market to new producers.

(%) There are EU-wide rules concerning public procurements based on open competition.

Manual on Government Deficit and Debt 23




Delimitation of the general government sector

50.Whatever the cases above, if this public producer is not the only supplier to government and is acting in
real and open competition with other producers its market/non-market nature must always be checked
through the quantitative test.

1.2.4.3. THE QUANTITATIVE MARKET/NON-MARKET TEST

51.To be considered as market, a producer must sell its products at an economically significant price. This,
in practice, would be assessed through whether the sales of the producer cover a majority of the
production costs. In distinguishing market and other non-market producers a quantitative market/non-
market test (50 % criterion) is used, which compares ‘sales’ and ‘production costs’.

52.'Sales’ of goods and services according to ESA 2010 paragraph 20.30 and ESA 2010 paragraph 3.33
correspond to sales receipts plus all payments made by general government or the Institutions of the
EU(?") and granted to any kind of producer engaged in the same type of activity. Other revenue sources,
such as holding gains, dividends, investment grants or other capital transfers, must not be considered as
‘sales’. Sales do not take into account taxes on products (D.21) and also own-account production is not
considered as part of sales for this test.

In order to be assimilated to ‘sales’, these payments (to which any producer of the same activity should
be entitled) must be directly linked to the volume or value of the output, and not only because the
producer is engaged in such production. For example, in respect of public transport, government could
choose to pay subsidies based on the number of tickets sold, such that the subsidies paid would vary
directly with usage and cover the gap between the price charged to users (generally constrained by
government) and the costs for the corresponding output. On the contrary, payments made to a producer
irrespectively of the actual amount of tickets sold to final users, under the form of a global lump sum to
cover operating deficit resulting from the insufficient coverage of costs by pricing, would not be added to
the sales for the 50 % criterion. In practice, the payments included in the notion of ‘sales’ are labelled
subsidies on products (D.31), defined in ESA 2010 paragraph 4.33 as payable per unit of a good or
service produced or imported. However, ESA 2010 paragraph 3.33 (a) explicitly specifies that the
payments made by general government to cover an overall deficit of public corporations and quasi-
corporations that constitute part of other subsidies on products as defined in ESA 2010 paragraph 4.35
(c) are not considered sales.

Other subsidies on production (D.39) receivable (ESA 2010 paragraph 4.36) and other transfers from
government are not included within ‘sales receipts’. Therefore, any subsidy for which the total amount to
be paid has been fixed ex-ante (possibly already partially or totally paid before the whole activity has
been carried out), generally in the context of global budget negotiations focusing on factors such as
maintenance of buildings, investment in technical equipment, payment for compensation of employees,
etc. must not be considered as ‘sales’ when applying the 50 % criterion.

53.‘Production costs’, for the purpose of the market/non-market test, are defined as the sum of
intermediate consumption (P.2), compensation of employees (D.1), consumption of fixed capital (P.51c),
other taxes on production (D.29) payable and the net interest charge (while other subsidies on
production (D.39) receivable are not deducted). To ensure consistency between the concepts of sales
and production costs when applying the 50 % criterion, the production costs exclude imputed costs
made for own-account capital formation.

The net interest charge is defined in ESA 2010 paragraph 20.31 as: interest (D.41), payable less interest
(D.41), receivable. The net interest charge is assumed as a plausible approximation of the cost of
capital, which is mainly the cost of financing of the (fixed) assets used in production. In some cases, the
net interest charge may be negative (e.g., when income from interest bearing assets is higher than
interest payable or when a unit has no liabilities, but only interest-bearing assets, etc.). When the net
interest charge becomes negative, it should be replaced by zero in the calculation of the market/non-
market test. This reflects the idea that the net interest charge is an approximation of the cost of capital.
In general, in case of a negative net interest charge, one should check carefully the economic nature of
the unit, i.e., the applicability of the market/non-market test in the specific case, as well as the qualitative
criteria mentioned above (see sub-section 1.2.4.2).

54.1t should be stressed that the market/non-market test is applied to public producers (government
controlled institutional units), after checking the qualitative criteria, as mentioned above in sub-section
1.2.4.2. The market/non-market test is used for public non-financial units, and it is also relevant for most
public units engaged in financial auxiliary activities. The market/non-market test is not used for units

(?) See more details on the treatment of EU grants/subsidies in chapter 2.6 of this Manual.
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engaged in financial intermediation, public holdings and some other specific public units. For
government-controlled units, the qualitative criteria are to be checked first as they have priority over the
quantitative criterion. In case that at least one of the qualitative criteria, as described in sub-section
1.2.4.2, would not be fulfilled, this would be a sufficient condition for this public unit to be classified in the
general government sector (the market/non-market test would then not be applied). If the qualitative
criteria would be met, the market/non-market test would be used for assessing the sector classification
of the unit. However, the market/non-market test is not relevant for specific public entities described in
chapter 1.6 of this Manual.

55.The market/non-market test should be applied by looking over a range of years on an individual
institutional unit basis (even when entities are part of a group). In general, only when the market/non-
market test holds above 50 % for several (at least 3) years or if, in some cases where the unit had
passed the market/non-market test in year t-1 and it is strongly expected to hold it for near future, then
the unit could be classified outside government. In some cases, when the unit had not passed the test
for one year and it is expected not to pass it in the next two years, it should be immediately classified in
the government sector. Minor fluctuations (or a result deemed to be a one-off exceptional case) in the
ratio of sales to production costs from one year to another, do not necessarily need to result in a
reclassification of institutional units (and of their local KAUs and output).

56.The market/non-market test decides also whether a government entity can be treated as a quasi-
corporation (owned by the government): a quasi-corporation can be created only if the entity is a market
producer.

57.For new public enterprises, the market/non-market test may be difficult to apply immediately due to the
lack of data and/or because of a progressive gearing up.(%®) The classification should therefore be based
on a realistic business plan(?®) and special attention should be given to check whether the unit is likely to
become a market producer in a short period. If the new unit is created from a merger of previous units,
the results of previous periods can be used as an indication of future performance.

1.2.4.4, PUBLIC UNITS IN LIQUIDATION

58.In this section, liquidation means a situation in which a unit (a corporation or an assimilated entity) starts
to cease its productive activity. The following methodological provisions cover public (government-
controlled) units engaged in the production of goods and services or in financial intermediation (as
defined in ESA 2010 chapter 2), except those units which are covered by specific resolution and
recovery procedures (normally classified in the deposit-taking corporations except the central bank
(S.122)).

59.When a unit classified outside the government sector (i.e., meeting the criteria as to be considered as a
market producer(®*®)) enters into a liquidation process, progressively, its assets are realised
(‘monetised’), either through their sales or through the recovery of claims held by the unit (for instance,
commercial claims on customers). The corresponding proceeds are used to pay the various creditors, in
a pre-determined order based on legal provisions (for example in the case of staff or of tax) and on the
nature of the debts towards the creditors (senior, junior, subordinated). The remaining cash, if any, as
the net worth and the own funds may be negative, is distributed to the shareholders. ESA 2010
paragraph 5.141 states that ...equity is a financial asset that is a claim on the residual value of a
corporation after all other claims have been met. Generally, in a ‘voluntary’ liquidation, the unit will not
show a negative net worth and government is likely to receive some cash.

60.The legal framework may impose the liquidation when the unit is not in a position to settle its obligations
towards its creditors (the case of ‘bankruptcy’). This may also happen after some special measures
(such as a moratorium or restructuring) have failed to ensure the long-term solvency of the unit. The
owner of the unit for various reasons may also voluntarily decide the liquidation. However, this distinction
cannot result in different national accounts rules, which would apply independently of the origin of the
liquidation. In fact, one could consider that, in the case of public units, the liquidation would result always

(%) This is notably the case for new units, which initially need significant capital expenditure and which will start to sell their services only after the
completion of the work.

(?°) The term ‘realistic’ should refer to several notions, such as the availability and quality of the data used, the plausibility of the hypotheses used
in forecast, the competence of the authors, etc. However, when it turns out after some years that the business plan has not given the expected
results, the ex-ante sector classification of the entity should be revised.

(*% In the case of liquidation of a unit in ‘financial distress’, the unit might already have failed the market/non-market test before entering into
liquidation and, thus, would already have been reclassified in the government sector.
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from a deliberate decision of the controlling unit, notably when government would judge that it is not
worth continuing to support the unit.

61.1t may also happen that a government-controlling unit decides to place a public unit, not classified in the
government sector, under an ‘inactive’ status. This means that the unit would be ‘dormant’ with no
explicit formal decision to close it down. Such situation may be temporary or last for many years.(*!) The
provisions given below are also applicable to this case.(%?)(®®)

62.Liquidation process may take some time, independently of the time needed to realise/monetise the
assets, which may be difficult to anticipate and depend largely on external factors. In other words, during
the process the unit may still have some productive activity and obtain revenue from it. For instance, the
unit may still have to honour some past orders. However, this is temporary and, as a rule, the unit is not
deemed any longer to carry out its former activity. It is in addition normally closed to new business. This
does not necessarily mean that there could not be, along the process, an active management of some
assets and liabilities, such as sales of residual output or from inventories, renegotiations, restructuring
and other technical arbitrages, but the unit has normally no longer access to capital markets.

63.There may be considerable differences as regards the way the liquidation would be conducted — either
by the previous management or by a new management of the unit, or by an ‘administrator’/liquidator’
entitled to take the main decisions on the liquidation, instead of the shareholders.(®**) The liquidator
cannot be considered as exerting control on the unit, in the sense of the definition in ESA 2010
paragraph 2.35, i.e., the ability to determine general policy, as his function is simply to realise value of
the assets, compensate creditors of the unit in liquidation and legally close the business. However, the
fact that government would be controlling or not the liquidation process should not be relevant for the
sector classification of public units in liquidation. What only matters here is that the unit was considered
as public prior to the liquidation. Furthermore, government will bear similar risks as any other
shareholder in this process.

64.There may be substantial differences among EU Member States as far as liquidation procedures are
concerned. In some countries, public corporations may benefit from a special legal status, such that the
normal procedures related to bankruptcy (generally at the request of creditors which are holding claims
on the units) would not be applicable. On the contrary, some public corporations may have a full
‘commercial’ status and therefore could be subject to the same legal provisions as any other market
producer in the same situation. Nevertheless, this heterogeneity across EU Member States, should not
affect the classification of the units under liquidation.

65.Any public unit, not included in the sector of financial corporations(®), in order to qualify as a public unit
classified outside the government sector, must fulfil (amongst other)(*®), the 50 % criterion,
independently on whether it is in a liquidation process or not. In this respect, it must be underlined that
there is no exception in ESA 2010 for such public units, stating that the 50 % criterion is not to be
applied, in order to decide on its classification, if a unit enters into a liquidation process. The respect of
the 50 % criterion is therefore to be considered as a ‘condition sine qua non’ for a public non-financial
corporation(®*) to be classified outside government.

66.Under these conditions, depending on the results of the quantitative market/non-market test (50 %
criterion), in normal cases(*®) the unit should be classified outside the general government sector as long
as it passes the market/non-market test and reclassified to the general government sector if it fails it,
with a possible impact on government net lending/borrowing (B.9) and government (consolidated) debt.

(3Y) In some EU Member States, such status for corporations must not exceed a given period and, if it does so, the unit must be automatically
liquidated.

(32) Usually, a dormant unit would fail the market/non-market test or the financial intermediation criteria (see ESA 2010 paragraphs 2.57-2.58). As
a consequence, if public, such a unit should be reclassified in government. If the dormant unit would not satisfy the market/non-market test
during three consecutive years, it should in any case be reclassified into the general government, unless there would be evidence after the first
year that the unit will not satisfy the market/non-market test also in the next two years, in which case it should be reclassified in general
government sector immediately.

(®3) If data are no longer reported by a dormant unit, the last available (stock) data should be used, notably for the reporting of its debt, if any.

(®%) The ‘liquidator may have a variable degree of independence, depending on legal provisions or specific arrangements. The liquidator may be
accountable to a judge or to a committee of creditors, set up often in order to try to realise certain claims. Generally, in such circumstances,
shareholders have no ‘last say’ in decisions related to the sale of assets.

(3%) With the exception of financial auxiliaries.
(36) For instance, the qualitative criteria would continue to apply (e.g., the remaining sales could be only with government).
(37) Or for a financial auxiliary.

(38) When the unit would be neither in liquidation nor dormant.
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The general rule is that the reclassification should take place after a maximum of three consecutive
years of non-compliance with the 50 % criterion. However, when the market/non-market test is below
50 % for a single year and it is considered that it is unlikely that the result of the market/non-market test
could reverse in the next two years, the reclassification must be implemented as soon as the
market/non-market test is no longer met. In the case of a public unit under a liquidation process, as it is
known from the outset that the unit will progressively cease its productive activity, the reclassification in
government should be undertaken in the year when the unit fails the 50 % criterion for the first time.

67.In case of public units, except those units which are covered by specific resolution and recovery
procedures (normally classified in the subsector S.122), which had been engaged in financial
intermediation before they entered in liquidation, it must be checked whether such units should still be
considered financial intermediaries. As soon as these units would not be allowed to issue new liabilities
and acquire new assets, they cannot be seen as engaged in financial intermediation (as defined by ESA
2010) anymore.(*®) In most cases, this would occur immediately after the entry in liquidation. As a result,
they should be reclassified in general government sector.

In case a government-controlled unit with the features of a financial defeasance structure enters in
liquidation, the provisions of chapter 4.5 Government interventions to support financial institutions:
financial bailouts and defeasance should be followed.

68.1t may happen that, at the start of the liquidation process, the debt of the public unit is, fully or partially,
explicitly guaranteed by government (unconditional and at first demand). In addition, it is very likely that
a bankruptcy would trigger an automatic call of the guarantee, as this is generally considered a default,
which allows the holders of the debt to exercise their rights.(*°) It is possible that, even if the unit was in
a situation of severe financial distress before entering liquidation, the debt had not yet been called (and
thus assumed by government) if the unit has benefited from transfers from government.(*!) Under these
conditions, the debt should be considered assumed by the government unit that guaranteed the debt at
the start of the liquidation process, i.e., a capital transfer expenditure (D.99) should be recorded, to the
benefit of the relevant creditors, together with an increase in government debt(*?), following the normal
rules related to guarantees.(*)

69.In some cases, there would be no explicit guarantee attached on the individual financial instruments
previously issued by the unit in liquidation, but there would be some explicit provisions (notably in law or
specific regulations) such that government would be irrevocably committed to take on all the unit’'s debt
obligations. Also in this case, the provisions mentioned in the previous paragraph apply.

70. After the transfer of the debt obligations, the realisation/monetisation of the financial assets, during the
liquidation process, would enter the financial accounts, without an impact on government net
lending/borrowing (B.9) when the unit has been reclassified in the government sector. If the unit has not
yet been reclassified, it would be recorded as capital transfer with a positive impact on government net
lending/borrowing (B.9).

1.2.4.5. REARRANGED TRANSACTIONS
1.2.45.1. Introduction
Three modalities of rearrangement

71.Chapter 1 of ESA 2010, related to general features and basic principles, provides that ‘rearranged
transactions’ are recorded ...in order to bring out the underlying economic relationships more clearly.
Rearranged transactions include ‘rerouting’, ‘partitioning’ and ‘recognising the principal party to a
transaction’.

(3%) This should not be confused with possible liquidity management or debt restructuring during the liquidation process.

(“%) In some cases, the debt could be immediately liable for its whole amount (this is referred to as ‘acceleration’); however, this has no impact on
the recording of the assumed debt by government.

(*) However, it must be checked whether such support does not fall under the case of ‘disguised’ or ‘indirect’ calls, as mentioned in sub-section
7.4.2.1.3 Case where it is judged that government repays or will repay the debt.

(*?) The capital transfer expenditure should also apply if, in the absence of explicit government guarantees, there were other legal provisions,
which would oblige government to compensate in any case the creditors of a public unit in case of liquidation. However, the capital transfer
expenditure should not apply, in the absence of an explicit guarantee or other legal provisions, as government would be just the unique or
principal shareholder with unlimited liability.

(*3) However, in some cases where the liquidated unit does not show a negative net worth (for instance in case of voluntary liquidation, which
could nevertheless trigger a call of guarantees) and where there is a high likelihood that the value of assets held by the unit will be recovered,
this capital transfer could be reduced by the estimated value of these assets.
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72.Concerning ‘rerouting’, ESA 2010 distinguishes two cases. A first type of rerouting is defined in ESA
2010 paragraph 1.73 as follows: a transaction that appears to the units involved as taking place directly
between units A and C may be recorded in the accounts as taking place indirectly through a third unit B.
Thus, the single transaction between A and C is recorded as two transactions: one between A and B,
and one between B and C. In this case the transaction is rerouted.

73.In this regard, ESA 2010 paragraph 1.74 gives the example of the social contributions paid by employers
on behalf of their employees. Recording a transaction corresponding to the actual cash flow, i.e.,
showing a transaction between the employer and the social security funds (or any other social protection
unit) only shows a specific part of the economic reality — the cash flow. Through rearranging, the
transaction is adapted to the concepts and definitions of ESA 2010, i.e., to show that the social
contributions are a part of the compensation of employees. In this case, rerouting means the recording
of two imputed transactions, i.e., the employers are considered to pay the amount to their employees (as
part of compensation of employees), who then pay the same amount to the corresponding social
protection unit (as social contributions).

74.A second type of rerouting is explained in ESA 2010 paragraph 1.75 as follows: Another type of
rerouting is that of transactions recorded as taking place between two or more institutional units, even
though, according to the parties involved, no transaction takes place at all. An example is the treatment
of property income earned on certain insurance funds, which is retained by insurance enterprises. The
system records this property income as being paid by insurance enterprises to policyholders, who then
pay the same amount back to the insurance enterprises as premium supplements. Again, this is
designed to capture the economic reality and adapt the actual situation to the concepts and definitions of
ESA 2010. A further example for this type of rerouting is the treatment of retained earnings of foreign
subsidiaries or branches. They are considered as property income of the parent company, which in turn
is deemed reinvested in the form of equity. Such types of rerouting are often referred to as ‘imputation’.

75.In this context, rerouting means recording a transaction as taking place through different units as
compared to the cash movements, or as taking place in an economic sense when no actual transactions
are observed in the source data. Implementing rerouting is required when a unit, which is in fact at the
origin of the transaction, does not appear in the actual accounting records because of administrative
arrangements, or because these records reflect the actual flows of payments. When necessary, the
actual cash transaction reflected in basic data sources should be disregarded in the compilation process
and rerouted to the units concerned.

76.‘Recognising the principal party to a transaction’ is described in ESA 2010 paragraph 1.78 as
follows: When a unit carries out a transaction on behalf of another unit (the principal) and is funded by
that unit, the transaction is recorded exclusively in the accounts of the principal.(**) In this case, unit B,
which carries out a transaction with unit C on behalf of unit A, just acts as an intermediary, as an agent.
Thus the transaction must not be recorded in the accounts of the unit B, instead directly between the
units A and C. For public corporations, it is not necessary that there is an explicit re-funding arrangement
since the principal owns the agent.

77.The term ‘partitioning’ refers to different situations when a transaction appearing to the parties as a
single transaction is recorded as two or more differently classified transactions (ESA 2010 paragraph
1.77). Partitioning, or splitting of an observed value, is, for example, necessary when a PPP is recorded
on the government balance sheet in national accounts. Then, the unitary payments recorded in the
public budget has to be split into at least three parts and allocated to different ESA transactions
(repayment of loan, interest and intermediate consumption). Another well-known example is the
calculation of FISIM, which involves partitioning the actual ‘interest’ flows into property income and
intermediate consumption. Another example is the splitting between a capital transfer and a financial
transaction in the case of an acquisition of a financial asset carried out on terms outside commercial
considerations. Such cases, involving partitioning, are not covered in this section as appropriate
guidance is provided in other sections of this Manual (i.e., 3.2.3.2.2 on loans, 3.6.2.4 on dividends,
6.1.2.5 on sale of service and 6.3.1.4 on leases,).

Terminology

78.The above terminology, describing different types of rearranged transactions, is often confused and in
particular the term ‘rerouting’ is frequently (mis)used for operations falling under ‘recognizing the
principal party to a transaction’. In national accounts, the difference between ‘rerouting’ and ‘recognizing

(*4) This may cover only the collection (for instance local government ‘using’ service of central government) but also the redistribution of a tax,
which contains components related to different units (for instance an income tax with one part for central government and one part for local).
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the principal party to a transaction’ is that, in the latter case, the involved transactions (other than the net
claim existing between B and A reflecting the refund commitment of A, if any) should in principle not be
recorded at all in the accounts of unit B even if they appear in its financial statements, while on the
contrary ‘rerouting’ implies recording additional transactions.

79.In the guidance provided herewith, the generic term ‘rearrangement’ is used. Deciding if a rearranged
transaction should be ‘rerouting’ or ‘principal party recognition’ should then be subject of further analysis
at a technical level.

Important points for consideration

80.First, the notion of rearranged transactions cannot be separated from the source data being
considered/used. Indeed, the notion of rearranging does not exist by itself, but depends on the recording
in the source data in comparison with the ESA transactions. The source data used can be very diverse
(budget, cash flow statement, profit and loss, balance sheet, among others) and their reporting basis can
be different and, sometimes, unit-specific (e.g., not necessarily following IFRS). In addition, the source
data observed may be different or follow different accounting standards for the three parties typically
involved. The notion of rearrangement that is pertinent for EDP/GFS generally concerns cases where
the economic transaction to be recorded deviates from the recording in the source data of the unit of
general government considered (e.g., the public corporation involved as an agent of government may
itself correctly reflect the transaction).

81.Second, rearrangement of transactions must obviously respect the basic accounting rules of the system
(ESA 2010), in particular: (1) balancing the rearranged transactions (e.g., recording rearranged financial
transactions associated with rearranged nonfinancial ones in a balanced way), and (2) recording related
rearranged stocks and other economic flows consistently with rearranged transactions. Thus, rearranged
transactions often lead to a rearranged balance sheet, while at the same time the
recognition/derecognition of an asset on/from a balance sheet obeys specific rules (e.g., risks and
rewards analysis).

82.Third, and as a consequence, when involved entities have complete freedom to decide on undertaking
an operation/activity within their mandate, rearrangement is aligned with the risks and rewards approach
when deciding whether an asset should be recognized or derecognized in the account of an entity.
However, such complete freedom is sometimes not ensured for an entity that belongs to a group. This is
particularly relevant for the public sector, notably for relations between government and 100 % owned
public corporations. Ownership is linked with the right to influence the corporation, for example, via the
supervisory board, the shareholders’ meeting or to appointment/removal of key staff is connected.
Exercising the ownership rights is usually related to the concept of control in national accounts. Where
government directly intervenes in day-to-day operational decisions of the public corporation and an
operation/activity is carried out only because of a government request, the analysis of risks and rewards
should be complemented by other factors in order to conclude about the appropriate presentation of the
underlying economic substance in national accounts (i.e., whether it is really the corporation’s
transaction or whether it is acting as an agent of government).

83.Fourth, not all of the unit's activities will be rearranged since otherwise the unit might fail to have
autonomy of decision in respect to its principal function.

Reasons and circumstances for rearranged transactions

84.Rearrangement of government transactions might be necessary in a number of circumstances involving
various operations carried out by non-government units (predominantly public corporations).
Government may be involved with transactions that are rearranged for two reasons of particular
importance. First, because it is at the origin of the transactions in the context of policies aimed at
influencing the behaviour of economic agents. Second, because government has, under its control,
public units that are entrusted to perform some tasks. This is frequently the case with development
banks but also other public units, and even, in some cases, private entities, which may contribute to the
implementation of specific government interventions.

85. The objective of this sub-section is to specify under which conditions some transactions should be
subject to rerouting via government accounts. Examples of such transactions are:(*°)

a) loans granted to some units at the request of government (e.g., observed in the aviation industry);
b) trading market instruments for price stabilisation purposes (the gold or copper price);

(4) This list is not exhaustive.
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¢) acquiring or holding of shares of public corporations at the request of government for industry policy
reasons (e.g., observed in aviation, railways, defence industries and during privatisation processes);

d) granting subsidies or investment grants to some units in the context of public policies (e.g., specific
tax subsidies schemes supporting renewable energy);

e) managing financial assets on behalf of government units (e.g., cash pooling undertaken by units
classified outside general government);

f)  providing hedging of market risks on behalf of government;

g) purchasing goods or services in order to support corporations;

h) collecting compulsory contributions in the context of special arrangements set up by government(*6);

i) receiving fees for services which have the features of taxes in national account, etc.

Atypical transactions

86.Rearrangement should also be diligently considered with regard to atypical transactions carried out by
non-government units. A transaction is considered as atypical if it is not part of the expected business of
the unit. This is particularly the case when a transaction has the nature of a one-off or ad-hoc measure
without reasonable justification derived from the basic mandate of the unit. A transaction is not
considered as atypical if it is a meaningful addition or extension of the activities of the unit clearly
communicated in advance or accompanied by an appropriate adjustment of the mandate of the unit. For
example, if the mandate of the entity concerned generally limits its activities to support domestic
economic entities and suddenly it is observed that it engages in foreign transactions, it would be
indicative for rearrangement. It might be the case that the mandate generally permits an entity to enter
into foreign transactions, but the transactions actually carried out are not in line with the general
provisions of the mandate.

87.Atypical transactions can be often one-off events. However, in some cases, atypical transactions may
also have a permanent nature, but they remain a secondary and separated part of total activity of the
entity (this can for example be observed in the context of energy saving schemes).

88. Atypical transactions are often observed in the areas like social housing, development aid, military
services, financial stability issues or sovereign loans.

Development banks

89.Rearrangement might be relevant in the context of activities of development banks, irrespective of
whether they operate towards domestic or foreign markets. The activities and services of these banks
are often defined by law or in very close co-operation with government.

90.In addition, development banks are usually engaged in activities, where commercial banks do not offer
the full range of, if any, banking services, due to insufficient profitability, high risks or lack of collateral.
As a result, development banks generally operate in areas where the market does not provide financial
services, or alternatively, where the price for these services is seen as socially unacceptable. Their
activities thus contain very often a grant or subsidy component.

91.Since development banks usually operate in a broader scope of activities, it allows government to direct
funds to specific programmes/operations under the guise of the general policy mandate of the
development bank.

92. Although the activities of development banks are characterised by strong links to the government, they
are not automatically rearranged through government accounts. However, they should be closely
analysed in this context.

Identifying transactions to rearrange

93.Identifying transactions for rearrangement is a demanding task, usually requiring a thorough analysis of
all circumstances that contributed to the design and execution of a transaction. Thus, it is only possible
to provide general guiding principles rather than an exhaustive list of such transactions.

94.The following three sub-sections lay out the general rules for the three potential rearrangement types
when a non-government unit is (1) acting as a ‘government agent’ or at government’'s request, (2)
sharing with government the risks and the rewards of a transaction/programme or (3) is carrying out
non-commercial transactions. In addition, sufficient and indicative indicators are listed pointing at such
potential rearrangement cases.

(“®) For instance, government may impose a price on some transactions that does not reflect market conditions or may oblige economic agents to
pay contributions, decided by government, to third parties when engaging in some activities or holding some assets.
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95.The indicative circumstances/indicators are insufficient by themselves, but they require further
examination. As soon as they are identified, it is expected that the facts will be investigated and
analysed in detail. If, however, two or more indicative circumstances occurring at the same time, this
may collectively suffice to demonstrate the need for rearrangement (principle of additivity). In addition,
the decision whether a transaction or a programme should be rearranged or not is frequently judgmental
in nature since the analyses of, for example, the exposure to risks and rewards include statistical and
judgmental elements.

96.The indicators presented in this guidance do not claim to be exhaustive and, moreover, they are also
characterized by the fact that they come often irregularly to the knowledge of national accountants via
various information channels.

97.In order to identify potential rearrangement transactions, statisticians need to use a variety of data
sources and non-standard methods to collect information. The statistical surveys are usually only able to
capture cases which follow general principles. Hence, for many (especially new) cases, which are only
identifiable under non-standard (e.g., oral statements of government officials) or indicative conditions,
statisticians can rely only on information provided via news, articles, papers, reports, etc.

1.2.4.5.2. Rearranging of transactions carried out by non-government units when
they act as ‘government agents’ or at government’s request

98.Rearrangement of transactions should be undertaken when a unit acts solely or predominantly as an
agent of government when carrying out some transactions. As it is recognised by ESA 2010 paragraph
20.204, some operations originated by government units may involve the intervention of entities not
ruled by the legal government framework, including public corporations. Though they will not be reported
in the budget, and might escape the usual control procedures, it is appropriate to record them within
government revenue and expenditure. This is because the ESA recognises when government is the
principal party to an operation and the public corporation is acting as an agent.

99. More precisely, a non-government unit, in most cases a public corporation, for example, a development
bank, is asked to implement a transaction at the request of government. In this case, the non-
governmental entity has limited freedom in defining the conditions of the transaction. As long as such
transactions do not constitute the majority of activities, the entity is not to be reclassified inside general
government, but the specific transactions are to be rearranged.

100. ‘Acting at the request of government’ does not cover the case where government merely provides a
general mandate to the entity (stipulating its general policy and/or strategy of the unit) in its role as
owner. A specific government request for a transaction, activity or program should be clearly
distinguished from the business mandate of a corporation defining the tasks and/or business lines in
which the entity may operate. The autonomy of decision of the non-government unit as a whole is not in
question if the unit has autonomy of decision in exercising its principal function under its general
policy/mandate/regular business.

101. In particular, development banks may be limited to carry out a limited number of business activities
based on their mandate described by government in the context of the EU state aid rules. Such a
government entrustment is materially different from the aforementioned specific government request for
a transaction, activity or program and should therefore not be seen as triggering element for
rearrangement.

102. Rearrangement should be applied as soon as government requests an entity to carry out a specific
transaction whereby it de facto limits the operational autonomy of the entity with regard to a specific
transaction (i.e., government initiates or orders the transaction with no meaningful possibility for the unit
to oppose it).

103. Such a request may be explicitly associated with the agreement to take over all the risks and rewards
of the assets involved, but not necessarily so (e.g., when involving fully-owned public corporations): (a)
the agreement may involve some sharing of risks and/or rewards, or (b) even no agreement of refund
exists at all, for instance on the understanding that the net worth of government will reflect the net worth
of the public corporation. In this case, the analysis of risks and rewards is not decisive. Instead, the key
aspect here is that the entity is instructed by government to enter into the transaction, limiting its
capacity to independently conduct the activities.

104. An example is when a unit might be considered as a kind of ‘accounting tool’ for government. This may
appear in official statements or documents, and even in the annual report of the unit, clearly mentioning
that the unit is not accountable for the transaction. The latter may be presented segregated in the
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financial statements. This may be important if the unit is borrowing financial resources on capital
markets for its own activity.

105. There may be different reasons for which governments prefer to use the services of such units instead
of undertaking the transaction directly, such as: the expertise of the unit in a specific area, their higher
efficiency than government administration, their independence from government administration, their
frequent relations with the beneficiaries, or the hope of an accounting effect in the domain of public
finance. It has also been observed that government uses public corporations to support other entities if
State Aid rules might prevent a direct government intervention.

106. As a general rule, if government aims at granting a benefit/support to an entity via a specific
transaction or programme implemented by a non-government unit, the transaction/programme is to be
rearranged to government. This applies particularly if the non-government unit has no freedom in setting
a dedicated beneficiary/counterparty or setting substantial characteristics (e.g., volume, maturity,
interest/price charged) of the specific transaction or programme for a group of entities.(*’) In such a
situation, the non-government unit acts rather like a government agent even if the non-government unit
can define some characteristics and/or is bearing risks and/or reaping rewards related to this specific
transaction/programme.

107. This general rule does not apply to cases in which the non-government unit is asked by government to
only distribute government funds, which are already recorded in government accounts (e.g., on-lending
of loans or distributions of subsidies/grants). Such government funds might be shown at the level of the
non-government unit as subsidies on product while, at the same time, they might represent subsidies on
production for the beneficiary (e.g., grant on interest charged). However, if there is evidence that the
subsidy is primarily intended to support the non-government unit rather than the final recipient, the
subsidy should be considered as subsidy on production to the non-government unit, which may result in
the reclassification of the unit (if, in this case, the unit does not meet the quantitative 50 % criterion).

108. As a result, it should be analysed if government nominates the beneficiary/counterparty or aims at
benefiting an entity via a specific transaction or programme.

109. In this context, any of the following indicators is considered sufficient for rearrangement:

a) There is evidence that government has requested the unit to carry out the specific transaction
through instructions under various forms (decree, formal letter, official statement, etc.).(*®) Among
other things, it covers:

e granting loans to some units at the request of government. It also includes the case when
government signs an agreement to provide loans to third parties (usually third countries) where the
provision of these loans and setting of the conditions are delegated to a non-governmental unit (most
often a development bank);

e acquiring or holding of shares of public corporations at the request of government for industrial policy
reasons (e.g., in aviation, railways, defence industries and during privatisation processes);

b) government predetermines almost all(*°) terms and conditions (e.g., interest rate, individual
beneficiaries, repayments terms, loan amounts) of a transaction or a programme such that the unit's
ability to effectively influence the contracts becomes negligible;

c) the general government officials are the majority of members in investment committees which
actually decide if the unit should undertake a specific transaction(s). A general government official is
considered to be a person representing the executive governmental powers and might even include
the representatives of legislative or judicial powers of government (see section 1.2.2, paragraph 12 of
this Manual).

110. Moreover, the following indicators are indicative for rearrangement:

a) there is other evidence that a transaction/programme has been carried out at the request of
government with limited freedom of the non-government unit in defining the conditions. It concerns,

(*7) This does not concern programmes under which a non-government entity has a complete freedom in undertaking and executing the
transactions (see paragraph 82).

(*8) Such instructions should be clearly distinguished from formal letters that might be exchanged to confirm that a transaction is compliant with the
mandate of the entity.

(*%) There might be situations where government determines only some terms and conditions of a transaction, but it is considered that these terms
and conditions are the essential elements for the transaction. In such cases, the situation is considered to be equivalent to a situation where
government determines almost all terms and conditions.
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for example, statements made in the annual reports of the units in question, of supervisory
authorities or of auditors, etc. In some cases, it may even concern oral statements by government
officials;

b) when a non-governmental unit carries out tasks for which a genuine government responsibility exists,
or which covers stated public policy goals/commitments. In such cases, it should be analysed if the
unit acts in its own interest or as an agent of government — even if there is no explicit reference that
the entity is acting on behalf of government;

c) when a transaction or programme was previously directly administered and recorded in the
government accounts (with related stocks and flows) and then was transferred to the unit, either with
only minor changes or with no change to the relevant parameters;

d) loans that have become subject to Paris Club(®°) negotiations if they have been provided not directly
by the government but by other public financial institutions, frequently development banks.
Rearrangement should be undertaken if government officials do not act in the interest of the public
financial institution/development bank (i.e., maximizing recoveries or fulfilling the general mandate of
the public financial institution/development bank). This is particularly the case if the negotiations
result in a non-negligible debt cancellation component, thus the remaining part of the loan should be
rearranged to government.

1.2.4.5.3. Rearrangement of transactions carried out by non-government units based
on risks and rewards

111. An asset, under normal circumstances, is recorded in the balance sheet of the entity that will assume
the risks and rewards related to the asset. Rearrangement should be undertaken when, de jure or de
facto, the principal party assumes all risks and rewards of the asset that for some reasons does not
already feature in its balance sheet (and presumably features instead in the balance sheet of the agent)
or when it is appropriate to report, in the balance sheet of a party involved in the transaction, an asset
and a matching liability to properly reflect its involvement or the sharing of risks and rewards (see
above).

112. A priori, if correct accounting is applied, the source data should show the asset on the balance sheet of
the principal when the latter assumes the risks and rewards. Conversely, the agent should not show the
given asset on its balance sheet. In case it does, the asset may be located in a segregated part of the
balance sheet, with a corresponding liability entry to neutralise the impact on the agent’s net assets.
However, in practice, all sorts of situations can be found in the source data (of both the principal and its
agent) used by compilers. Rearrangement can thus be required.

113. Rearrangement may also be undertaken when a unit acts under substantial government involvement,
taking no (or minor) risks but benefiting from the rewards, in certain conditions that are explained below.

114. Rather than merely acting as an agent of government, in this case the unit normally shows a higher
involvement in the implementation of the transaction. For instance, the unit has incentives to perform at
its best, and take rewards in the form of a larger operating margin (frequently paid by government). In
this situation, the government influence is demonstrated by the involvement in the design of a
programme (e.g., to support SMESs) or by the fact that the government imposes substantial conditions on
the transaction or programme which usually belong to the core tasks of a corporation (e.g., volume,
counterparty and/or price/interest charged).

115. Government usually takes over the risks through the existence of dedicated guarantees or other
arrangements. In general, the sole existence of guarantees does not impact the classification of its
assets and liabilities since the system generally treats guarantees as contingent liabilities. However, if
the guarantee or guarantee-like arrangement is clearly linked with the substantial government
involvement in designing a programme or a transaction, it is then considered as a dedicated guarantee
arrangement that requires rearrangement.

116. In contrast to dedicated guarantees on assets or liabilities, the existence of a blanket guarantees on
assets and/or liabilities, as well as some forms of implicit liabilities like an institutional liability, are not
indicators for rearrangement, but should be closely analysed in the context of sector classification of the
entity itself. They are more a global form of protection of the whole entity itself or of its creditors.

(5°) The ‘Paris Club’ is a group of ‘official creditors with which the developing countries can renegotiate their debt with creditor countries.’
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117. In the context of the above, any of the following indicators is sufficient for rearrangement:

a) government assumes most of the risks and most of the rewards on an asset, despite a non-
governmental unit having legal ownership. Among others, it covers the cases when, on behalf of
government, a non-government unit manages financial assets (e.g., cash pooling), provides hedging
of market risks or trades market instruments for price stabilisation purposes (the gold or copper
price);

b) when government imposes substantial conditions on a transaction/programme and the entity is
compensated for at least half of the related losses. This is notably the case where transactions or
programmes are accompanied by additional government guarantees on the related assets and/or
liabilities.

1.2.4.5.4. Rearrangement in the context of non-commercial transactions carried out
by non-government units

118. Rearrangement should also be considered in the context of non-commercial transactions carried out
by non-governmental units. In these cases, the mere characteristics of the activities (e.g., redistribution
of income and wealth, structural losses) might provide sufficient evidence of the existence of
government influence and might require rearrangement.

119. If a non-government unit carries out transactions that result de facto in the redistribution of income and
wealth it is sufficient for rearrangement since this is a task of government. The redistribution of income is
often disguised as a price adjustment (e.g., fees), whereas it has in substance the nature of a tax,
subsidy or social benefit mechanism. This is particularly the case in government promotion of renewable
energy where non-government entities collect taxes and provide subsidies under the guise of the
existing energy price system. Similarly, government could use non-government entities to provide
investment grants, interest/redemption subsidies or other grants to corporations, private households or
non-profit institutions.

120. Rearrangement should also be applied if, while the unit acts in general as a market producer with
regard to a specific transaction/programme, it cannot be demonstrated that the unit strives for
economically significant prices for the products concerned, as defined in ESA 2010 paragraph 3.19 and
ESA 2010 paragraph 20.23.

121. Rearrangement is also needed in the case when the non-government unit’'s own prices are pre-
assigned or modified (high pricing or low pricing) in order to support public policy purposes. For
example, government may ask a non-government unit to purchase/sell goods and services of/to a
specific corporation at higher/lower prices in order to support another corporation.

122. However, transactions below the usual market terms do not always have to be related to government
interventions and they are often observable in the context of business targets to increase supply or
competition pressure on the price (e.g., opening markets for electricity or telephone). Providing services
at below-market terms is also often observed in the context of cross-subsidising activities in private
corporations (i.e., the return on some activities is supporting less profitable or even loss-making
activities).

123. In the context of the above, the following indicators are indicative for rearrangement:

a) the conditions used in the contract or agreement between the business partners and the non-
governmental entity are set considerably below the terms usually applied by the entity, after
accounting for subsidies on product. In particular, this is a case when the agreed terms do not allow
to cover the related administration and borrowing cost (including opportunity cost of own funds). If the
entity is constantly operating on non-market terms, a reclassification of the unit may be more
appropriate than rearrangement;

b) the contract or agreement between the business partners and the non-government entity involves a
government subsidy on production (not on products) and only because of that the non-government
entity is not constantly loss-making on these activities;

c) the contract or agreement, which is carried out by the non-government unit, is fundamentally
associated with losses after subsidies on products;

d) the unit enters into rescue operations linked to financial and non-financial institutions/corporations,
notably where previously no, or comparatively minor, business relations existed, and the assumed
burden is out of proportion to the possible benefits resulting from such operations.
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124. In contrast, exceptional or occasional occurrences of losses related to a specific transaction within a
group of similar transactions or within programmes would not necessarily be considered as a decisive
factor for rearrangement.

1.2.4.5.,5. Recording of rearranged transactions

125. Amongst rearranged transactions, cases of rerouting or of partitioning do not create particular
accounting difficulties. In contrast, principal party recognition may lead to difficulties that originate from
the fact that cash flows are undertaken by an agent (e.g., a public corporation) that may or may not be
refunded. Technically, various recording options might be possible depending on the characteristics of a
transaction to be rearranged: financial or non-financial, funded/repaid or not by government, existence of
segregated accounts (see examples below). However, as a general rule, the accounting should not only
result in entries in non-financial accounts but also in financial accounts in order to show the economic
reality that government is using the financing capabilities of an entity.

126. In the case of non-financial transactions, such as ‘channelling’ subsidies or investment grants to
beneficiaries, it is likely that government provided or will provide the resources for undertaking the
transactions. Normally, as government does not expect any return on the funds, the funding should
already be included as an expense in the source data of government. In this case, it is appropriate to
record the subsidies to beneficiaries directly/only in government accounts. Timing differences between
the subsidy accrual and the government settlement may take the form of a government
payable/receivable — perhaps a loan, (in recognition that the public entity is providing an advance to
government), or an ‘other accounts payable’. However, in other cases, when the transaction is financed
by the public unit itself with no prospect of government refund an entry in equity is appropriate
(withdrawal of equity from the public corporation).

127. In other cases, government may ask a unit to engage in a financial transaction on government’s
behalf. This frequently takes the form of loan disbursement for specific purposes (such as to foreign
governments). It may also cover cases where government asks the unit to invest some funds in defined
categories of financial assets (such as management of ‘sinking’ funds for debt amortisation,
environmental funds, or natural disasters funds). Government may also ask a unit to carry some equity
stakes on its behalf (recorded in the financial accounts, if there are effective expectations of return).
Government may provide the necessary financing for the transaction/programme and, in this case, the
impact on government liabilities has already taken place. Timing differences between the loan granted
(or equity acquired) and payment may take the form of a government payable — in most cases a loan
(in recognition that the public entity is providing an advance to government), or an ‘other accounts
payable’. However, in other cases, the transaction is financed by the unit itself and, in this case, the
corresponding liability should be rerouted to government, through an imputed loan between the unit and
government, ‘mirroring’ the features of the underlying borrowing.

128. The recording of rearranged transactions to government should always be ‘gross’ (no netting showing
only the final impact on government net lending/borrowing — B.9) and should be implemented even in
case where there is no impact on government net lending/borrowing and on the outstanding amount of
government debt. The main reason is that government finance statistics are not restricted to the amount
of government net lending/borrowing and debt. Many other indicators are widely used such as level of
government expenditure and revenue, tax burden, etc.

1.2.4.5.6. Accounting examples (simplified)

129. In the following, four accounting examples are presented, all of which refer to the standard case of
rearrangement involving a 100 % government-owned public corporations.

130. Accounting examples 1 and 2 refer to the case where a wholly government-owned development bank
grants a loan to a small or medium-sized enterprise (SME, classified in S.11) in the framework of
specific programme, in which the government has exercised substantial influence on the terms and
conditions. The development bank maintains some room for manoeuvre in the implementation of
particular transactions. Both examples are based on the following assumptions:

o at the start of year t the development bank has 1 000 in AF.2 assets and an equity liability of 1 000 in
AF.5. The SME has 100 in AF.2 assets and the government has 1 000 in AF.5 assets (its equity in the
development bank);

o at the beginning of the year t the SME receives a 5-year loan from the development bank for the amount
of 1 000. The loan issued carries interest of 2 %, which is settled in cash at the end of the year;
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« the development bank refinances by issuing a debt security of 1 000 to the market at the start of the
year. This carries interest of 2 % and is settled at the end of the year;

e any repayment of the loan by the SME would similarly need to be rearranged, i.e., the SME repays
government and then government repays an identical amount to the development bank on its imputed
debt instrument;

« the difference between the above examples is that in example 1 the development bank does not have
separately managed accounts for assets and liabilities that are acquired or issued in the framework of
the mentioned programme for SMEs, whereas in example 2 the development bank maintains a specific
account for these transactions.

131. Accounting example 3 considers the case where the government wants to subsidize a certain SME but
instead of granting the subsidy itself and borrowing the necessary funds on the capital market, the
development bank is instructed to grant the subsidy. The government does not reimburse the subsidy
granted by the development bank. Accounting example 3 is based on the following assumptions:

o at the start of year t the development bank has 1 000 in AF.2 assets and an equity liability of 1 000 in
AF.5. The SME has 100 in AF.2 assets and the government has 1 000 in AF.5 assets (its equity in the
development bank);

o at the beginning of the year t the SME receives a subsidy from the development bank for the amount of
1 000;

o the development bank finances the subsidy from its existing cash assets;

e using the financial capabilities of the development bank to finance the subsidy is recognised by
recording an equity withdrawal in the government accounts.

132. Accounting example 4 is a modification of example 3 and it reflects the case when the development
bank pre-finances the subsidy (i.e., government commits to reimburse the subsidy later on). Using the
financial capabilities of the development bank to pre-finance the subsidy is reflected by the imputation of
a loan from the development bank to government. At the time when the government reimburses the
development bank for the pre-financed subsidy, the loan is repaid. All other assumptions are the same
as in example 3.

Example 1

The development bank does not have segregated accounts meaning that the assets and liabilities
acquired/issued in the context of rearrangement are held together with the development bank’s own assets
and liabilities.

Year t

Opening balance sheet

A (S.12) L A (S.11) L A (S.13) L
Development bank SME Government
AF.2 1000 | AF.5 1000 AF.2 100 AF.5 1000
B.90 0 B.90 100 B.90 1000

Non-financial account

U/AA (S.12) R/AL U/AA (S.11) R/AL U/AA (S.13) R/AL
Development bank SME Government

D.41 20 | D.41 20 D.41 20 D.41 20 | D.41 20

B.9 0 B.9 -20 B.9 0
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Financial account

AA (S.12) AL AA (S.11) AL AA (S.13) AL
Development bank SME Government
F.4 1000 | F.3 1 000 F.2 980 | F.4 1000 F.4 1000 | F.4 1000
B.9F 0 B.9F -20 B.9F 0
Closing balance sheet
A (S.12) L A (S.11) L A (S.13) L
Development bank SME Government
AF.2 1000 | AF.5 1000 AF.2 1080 | AF4 1000 AF.5 1000 | AF.4 1000
AF.4 1000 | AF.3 1000 AF.4 1000
B.90 0 B.90 80 B.90O 1000
Example 2

The development bank maintains a specific account to separate the activities with the SMEs from its other
activities. As a result, all cash flows that concern its operations with the SMEs can be clearly identified -
allowing the separation of the assets and liabilities to be rearranged. In such a case, the loan assets and
their financing through securities issued by the development bank can be recorded directly in the

government accounts.

Year t

Opening balance sheet

A (S.12) L A (s.11) L A (S.13) L
Development bank SME Government
AF.2 1000 | AF.5 1000 AF.2 100 AF.5 1000
B.90 0 B.90 100 B.90 1000
Non-financial account
U/AA (8.12) R/AL U/AA (S.11) R/AL U/AA (S.13) R/AL
Development bank SME Government
D.41 20 D.41 20 | D.41 20
B.9 0 B.9 -20 B.9 0
Financial account
AA (S.12) AL AA (S.112) AL AA (S.13) AL
Development bank SME Government
F.2 980 | F.4 1000 F.4 1000 | F.3 1000
B.9F 0 B.9F -20 B.9F 0
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Closing balance sheet

A (s.12) L

Development bank
AF.2 1000 | AF.5 1000
B.90 0

Example 3

A (S.11) L
SME

AF.2 1080 | AF.4 1000

B.90 80

A (S.13) L
Government
AF.5 1000 | AF.3 1000
AF.4 1000
B.90O 1000

Subsidy with no reimbursement by government: the development bank is providing a subsidy that is
rearranged through the government accounts. The accounting example shows the rearrangement of the
subsidy through the nonfinancial accounts and the financing of the subsidy via a government withdrawal of

equity from the development bank.

Year t

Opening balance sheet year

A (8.12) L A (S.11) L A (S.13) L
Development bank SME Government
AF.2 1000 | AF.5 1000 AF.2 100 AF.5 1 000
B.90 0 B.90 100 B.90 1000
Non-financial account
U/AA (5.12) R/AL U/AA (s.11) R/AL U/AA (S.13) R/AL
Development bank SME Government
D.3 1 000 D.3 1000
B.9 0 B.9 1000 B.9 -1 000
Financial account
AA (S.12) AL AA (S.11) AL AA (S.13) AL
Development bank SME Government
F2 -1000|F5 -1000 F.2 1000 F.5 -1 000
B.9F 0 B.9F 1000 B.9F -1000
Closing balance sheet
A (8.12) L A (S.11) L A (S.13) L
Development bank SME Government
AF.2 0| AF5 0 AF.2 1100 AF.5 0
B.90 0 B.90 1100 B.90 0
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Subsidy with reimbursement by government: the government instructed the development bank to grant
a subsidy to the SME with the commitment to reimburse, at a later stage, the necessary financial resources
to the development bank. The accounting example shows the rearrangement of the subsidy through the
nonfinancial accounts and the use of the financing capabilities of the development bank through the

imputation of a loan to government.

Year t

Opening balance sheet

A (s.12) L A (s.11) L A (S.13) L
Development bank SME Government
AF.2 1000 | AF.5 1000 AF.2 100 AF.5 1000
B.90 0 B.90 100 B.90 1000
Non-financial account
U/AA (S.12) R/AL U/AA (s.11) R/AL U/AA (S.13) R/AL
Development bank SME Government
D.3 1000 D.3 1000
B.9 0 B.9 1000 B.9 -1000
Financial account
AA (S.12) AL AA (s.11) AL AA (S.13) AL
Development bank SME Government
F.2 -1000 F.2 1000 F.4 1000
F.4 1000
B.9F 0 B.9F 1000 B.9F -1000
Closing balance sheet
A (S.12) L A (s.11) L A (S.13) L
Development bank SME Government
AF.2 0| AF5 1000 AF.2 1100 AF5 1000 | AF.4 1000
AF.4 1000
B.90 0 B.90 1100 B.90 0
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1.2.4.6. SPECIFIC CASE OF PUBLIC HOSPITALS

133. Public hospitals(®!) are a specific case(*?) in the context of the sector classification of public producers.
This is mainly because it is one of government’s main responsibilities to organize health care services in
each EU Member State, as it is part of its public policy to ensure that all the community can access
health care providers.

134. Government organises the provision of health care services in numerous ways. For instance, it can
regulate the supply of public and/or private hospitals by geographic area, or it can impose constraints on
the provision of same services or can regulate a general system of prices with or without specifying the
price for each specific treatment. The purpose of this sub-section is to identify the key points that
compilers have to take into account when dealing with the classification of public hospitals. These are
mainly the degree of control of government, the presence of a real competition with private hospitals and
the absence of sustained financial losses of public hospitals.

135. Control over a hospital is recognizable from the list of indicators mentioned in ESA 2010 paragraph
20.309 (and in section 1.2.3 Concept of a government-controlled institutional unit). If government
determines the general policy of the public hospital, the hospital would be considered as controlled by
government. It is important in this context to assess the degree of control exercised by government. In
some cases, it is such that, de facto, the public hospital cannot act with full autonomy. Notably, this
would cover cases where its capital formation (for extension/renovation of buildings or for acquisition of
expensive equipment) may be decided/vetoed by its controlling unit or by an authority responsible for
health policy implementation. When government permission is required for acquiring machinery or
complex equipment, or to borrow in the market to finance the acquisition of new assets, it is government
(and not the hospital) which is empowered to take the economic decisions on the assets and liabilities of
hospitals. In such cases, the public hospitals should be classified within the general government
sector(®3).

136. The presence of real market competition should be carefully checked by verifying if public hospitals are
really competing in practice with private hospitals. This can be assessed by checking the presence of
private hospitals operating in all the different fields and the willingness of the private sector to enter the
market in all the fields. It is crucial, in this respect, to verify if the openness of the market is genuine or
only theoretical. In other terms, it is necessary to check if public and private hospitals are effectively
supplying, in practice, the same services in all areas and if there is a real possible choice for patients or
prescribers. In cases where market competition would only be purely theoretical and not found in
substance, public hospitals should be classified in government.

137. Thus, in a situation of real market competition, a hospital can decide which health services it wants to
provide on the basis of profitability considerations, or it can decide to adjust the prices in order to
influence the demand. There are situations where the prices can be set unilaterally by government
(which is usually the dominant purchaser) or under a contractual agreement between parties, in a wider
context, between the economic actors (government, hospitals and insurance health units). In this
context, it would be necessary to verify if a specific system of prices that applies only for public hospitals
exists, which would differ from the one for private hospitals (with the consequence that the public
hospitals will have to be reclassified in the general government) instead of a pricing system applicable to
both private and public hospitals. Moreover, it will also have to be checked whether the prices are set in
such a way which would not allow de facto market competition, for instance it could be observed that
prices for some medical services are too low to induce private units to participate in the provision of such
services, as it would be unprofitable to do so.

138. Public hospitals, because of their statute of public producers in the sector of public health, might have
an obligation to produce such services (which must be obligatorily provided by some units) which would
likely de facto not cover their production costs, with the consequence that they would usually make
losses. On the contrary, a private hospital can and will most likely decide not to enter into a market
concerning the provision of unprofitable services as they could not survive making loses on a persistent

(5) The term ‘hospital’ in this sub-section 1.2.4.6 refers to the health care institutions that provide medical, surgical, or psychiatric care and
treatment for sick or injured people and which, in order to do so, use buildings and dedicated equipment and employ specialised staff. The
NACE classification has, a specific code for hospital activities (86.1). However, this code has to be used only on an indicative basis, because
other human health activities (86) or residential care activities (87) should be checked in this context.

(52) For this reason, since 2002, this Manual has always included a specific part on classification of public hospitals

(53) Public hospitals may be controlled by different government subsector according to institutional arrangements in Member States. However,
when a hospital is in majority financed by social contributions to Social Security entities (and not from subsidies from government raising taxes),
for practical reasons, it might be included in the subsector social security funds (S.1314).
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basis. As a result, they are likely to provide only a limited range of profitable health care services
whereas public hospitals, could provide a wider range of health care services and therefore run
losses.(®*¥) In such circumstances, where competition would be limited and public hospitals in most cases
would run losses on an almost persistent basis due to government policy, public hospitals should be
classified with the relevant controlling government subsector being responsible for covering the resulting
deficits on a regular or irregular basis.(*°)

139. Government support to public hospitals may take different forms, such as the regular or irregular (e.g.,
every 5 years) coverage of their losses, commitment to assuming accumulated debt (as debtor of last
resort), financing in total or for a dominant part, the acquisition of equipment, (especially when
particularly expensive), etc.(*®) Any government intervention (either observed by experience or foreseen
from official commitments),which would cover the business risk of public hospitals, would highlight a
difference between public and private sector hospitals and would reflect a situation of de facto no real
market competition. Therefore, if the hospitals are public and the conditions of a real market competition
would not be satisfied (as evidenced, amongst others, by public hospitals incurring regular losses or
accumulating significant debts and government support being continuously observed on an aggregated
basis and not for individual public hospitals separately), they are classified in the government sector.

140. In this respect, it is to be underlined that the classification of public hospitals in the government sector
will also provide a more meaningful picture of government accounts. Their losses will be accounted in
government net lending/borrowing (B.9) on a regular yearly basis according to the performance of the
individual hospitals rather than when government might decide to cover the losses incurred by way (for
instance) of assuming the debt of the hospitals every X years and possibly choosing the most favourable
moment when to impact government accounts.

141. Notwithstanding the above(*’), in those cases where a pricing system would be applied in its entirety to
both public and private hospitals, covering most of the activities of the public hospitals subject to
competition and where public hospitals would not be reimbursed simply on the basis of their costs and
do not run losses on an almost continuous basis which would then be covered by government (as in this
way government is de facto reimbursing the hospitals on the basis of the costs incurred), the consequent
payments can be considered the result of a market activity and therefore used in the context of the
market/non-market test. The test will constitute the possible last step in the decision tree for assessing
the sector classification of public hospitals.

(>4 The existence of quasi-permanent losses as such is not an indicator that there is not full competition. The fact that public hospitals are
profitable (or at least, not incurring permanent losses) is also not a sufficient indicator that there is real market competition.

(*®) Government may entrust public hospital with specific tasks, in addition to medical care, possibly as education and research. The payments
received for these tasks should normally not be considered a market activity.

(56) Other indicators of government support are government guarantees, loans at favourable non-market conditions, if provided only to public
hospitals.

(°) This is under the condition that public hospitals comply with the other rules for the existence of a real market competition (openness of the
market, provision of the same services, lack of government support, etc.).
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Decision tree for assessing the sector classification of public hospitals
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1.2.4.7. SPECIFIC CASE OF PUBLIC TELEVISION AND RADIO BROADCASTING

142. Broadcasting is the distribution of audio or video content to a dispersed audience via any electronic
mass communication medium. The institutional settings for broadcasting services has considerably
changed over time and public broadcasting has been widely supplemented by private broadcasting. In
addition, substantial technological developments have taken place in broadcasting.

143. Public broadcasting exists in all EU Member States, however not all Member States have established
an earmarked user payment(*®) from households (as well as from enterprises and other entities). In
some EU Member States, government may directly impose such user payments or give the public
broadcasting authority the right to levy them. In other EU Member States, specific user payments are not
requested, and public broadcasting is financed from other sources.

144. Whereas, at the beginning of public broadcasting, the payment related to a monopolistic television or
radio service, the situation is now considerably different, as the number of private broadcasters has
increased. Thus, while in the past there was a clear and direct link between the user payment and the
service received by watching/listening a public broadcaster (the only existing broadcasting entity), such
a direct link no longer exists.

145. When a payment for public broadcasting is collected, the key issue is how to classify it in national
accounts, i.e., either as a tax (a compulsory(*°), unrequited transaction) or as sale of services (a requited
transaction).

146. The basis on which the user payment for public broadcasting is collected varies across EU Member
States, but two basic cases can be distinguished. In the first case, the user payment is based on some
general condition, such as the residency of a potential user (an individual, a household or another
concerned entity), their connection to the electricity network, the consumption of electricity, or their level
of income, etc. In the second case, the user payment for public broadcasting may be based on the
ownership/availability of a television/radio set or of some other relevant receiving device (a phone,
laptop, computer, etc.).

147. In every case, it is important to analyse whether it is possible to opt out from making the payments
requested for public broadcast services if one does not wish to watch/listen to public television/radio
(i.e., one does not want to consume public broadcast services).

148. If it is not possible to opt out from making the payments for public broadcast services (e.g., by
declaring that one does not possess any of the relevant devices related to compulsory payments or does
not consume public broadcast services), this compulsory payment should be regarded as unrequited
and treated in national accounts as a tax (D.59 (d) when paid by households and D.29 (e) when paid by
other sectors). In this case, it is to be considered that a payment for public broadcasting is imposed on
potential consumers of public broadcasting, who may not own (or have available) any device to
consume public broadcasting or may not wish to consume public broadcast services. Similarly, a
payment may be imposed on the owners of (or those having access to) some relevant receiving device,
who may want to consume only private broadcast services(®°). As a result, a (potential) user is prevented
from having the possibility of making a deliberate choice while retaining the obligation to finance public
broadcasting services.

149. If it is possible to opt out from the consumption of public broadcasting services while not affecting the
ability to consume private broadcasting services, i.e., only those users who wish to consume public
broadcast services would have to pay, then this would imply that they agree with the price for the
service. The payment can therefore be considered requited and is thus, treated in national accounts as a
sale of services.

150. If a user payment relating to public broadcasting is recognised as a tax in national accounts and is
collected by an entity classified outside the government sector, such a payment has to be rerouted via
the general government accounts (S.13) as a matter of principle, because only general government (and

(58) This subsection does not deal with the recording of ‘rights to broadcast’ licences/permits paid by TV/radio broadcasters themselves to the
government in order to be allowed to perform broadcasting activities. These licences/permits should be treated according to the principles
described in chapter 15 of ESA 2010 (Contracts, leases and licences), notably under the part on Permits to undertake specific activities (ESA
2010 paragraph 15.31 onwards). Some provisions are also included in this Manual (see Part 6 Leases, concessions and PPPs).

(%9 If an obligation to pay for public broadcasting is imposed by government (by decree, regulation, law, etc.), it means that this payment is
compulsory in the national accounts sense. There may be some specific exemptions from the obligation to pay (for example, for elderly people),
however, these exemptions do not change the compulsory nature of the payment.

(59) If the obligation to pay is based not only on the ownership/availability of a relevant device but also on its use to consume broadcast services
(either specifically public broadcast services or broadcast services generally), the payments should be recorded as taxes if the user cannot
choose to opt out of paying for public broadcast services while at the same time remaining able to legally consume private broadcast services.
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the rest of the world in specific circumstances) has the power to levy taxes. See an accounting example
in sub-section 1.2.4.5 Rearranged transactions.

151. If a user payment is collected by government and then passed to a public broadcaster classified
outside the general government sector, the payments from government to the public broadcaster shall
be recorded as other subsidies on production (D.39). When the public broadcaster is classified within
general government and this unit satisfies the conditions as regards recognising the principal party to a
transaction as described in ESA 2010 paragraph 1.78, user payments will be recorded directly in that
unit. If this is not the case, a current transfer (D.73) will be recorded from the unit satisfying the
conditions of ESA 2010 paragraph 1.78 to the public broadcasting unit.

152. The classification of user payments for public broadcast services may have an impact on the sector
classification of the public institutional units providing these services. For determining the sector
classification of a public broadcaster, the ESA 2010 qualitative and quantitative (market/non-market test)
criteria shall be applied (see section 1.2.4 of this Manual).

1.2.4.8. THE BORDERLINE BETWEEN TAXES AND SALES OF SERVICES

153. In assessing whether a unit is market or non-market, it is necessary to check whether a unit’'s income
from non-government sources should be classified as sales or as something else. For example,
payments made for permissions to carry out a given business or personal activity (usually evidenced by
a licence), should be treated as sales of services only if the revenue is used to organize some proper
regulatory function associated with the permission (such as checking the competence or the qualification
of the person concerned, suitability or safety of the business premises, reliability or safety of the
equipment employed, quality or standard of goods and services produced), and if the payments do not
significantly exceed the cost of providing the service. However, the degree of obligations for the payers
should also be considered, as there may be situations where economic agents cannot carry out a given
activity without holding a specific permission, so that the price should in no way influence the number of
permissions requested. Such payments should be treated as taxes if either of those conditions is not
satisfied (see ESA 2010 paragraph 4.79 (d)) and, therefore, the unit collecting them classified within
general government or, when in some cases not, the payments rerouted via government since only
government has the power to levy taxes.
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1.3.Pension institutions
1.3.1. Background

1.3.1.1. MAIN DEFINITIONS

1. Pension schemes provide an income after retirement from work and a survivor's pension to a surviving
spouse in most cases. Some further risks might occasionally be insured under a pension scheme as well
(sick leave, disablement). They can take the form of ‘social insurance schemes’, which includes both
‘social security schemes’ and ‘employment related social insurance schemes other than social security
schemes’. Protection against these risks could also be insured on a private insurance policy and through
other (long-) term savings instruments arranged by individuals on their own initiative.

2. The entities managing social security schemes would normally be classified in the general government
sector (S.13) whereas the entities managing the other employment related social insurance schemes
would normally be classified in the subsector ‘insurance corporations’ (S.128), ‘pension funds’ (S.129) or
the employer’s sector (S.11, S.12, S.13 or S.14). Entities managing private insurance policies would be
classified in the subsector ‘insurance corporations’ (S.128). Entities managing savings instruments will
predominantly be allocated in the financial corporations’ sector (S.12). Occasionally, depending on the
country’s legislation, they might also act as the insurer of an ‘employment related social insurance
schemes other than social security schemes’.

3. In national accounts, social insurance means collectively organised protection against a list of ‘social
risks or needs’ such as, in the case of retirement pensions, the risk of not having an adequate income
when being old. The main flows under a social insurance scheme are ‘social contributions’ (payments to
the scheme) and ‘social benefits’ (payments by the scheme).

1.3.1.2. SOCIAL ASSISTANCE

4. In national accounts, social insurance differs from social assistance. ESA 2010 says that social
assistance payments meet the same needs as social insurance benefits but which are not made under a
social insurance scheme requiring participation usually by means of social contributions (see ESA 2010
paragraph 4.105) and they are not conditional on previous payment of contributions and which are
generally linked to an assessment of available income (see ESA 2010 paragraph 4.85).

1.3.1.3. UNFUNDED AND FUNDED PENSION SCHEMES

5. In discussing the accounting of social insurance schemes, a distinction between ‘unfunded’ and ‘funded’
schemes should be made.

6. Unfunded schemes, frequently referred to as ‘pay-as-you-go schemes’, are schemes where the unit
responsible for the scheme is not or only partially recognising in its accounts the outstanding liabilities to
pay pension benefits in future. The pension benefits due during a year are primarily financed out of the
pension contributions earned during the same year.

7. Funded schemes are arrangements where the unit responsible for the scheme is fully recognising the
outstanding pension entitlements. The balance sheet will show a separate entry reflecting the pension
entitlements. Also, the balance sheet will include earmarked investments to finance future pension
benefits. The pension contributions earned during a year combined with interest flows from the
investments will serve to supplement the pension entitlements for the active participants (and for the
participants with postponed pension entitlements) and the pensioners in the scheme. The amount of the
earmarked investments will increase accordingly.

8. Generally, the value of the earmarked assets will be well over the value of the pension entitlements; the
difference serving as a buffer to accommodate the effect of any risks that might occur (especially from
price risks on the financial markets, from interest rate changes or from the longevity risk). Supervisory
authorities might set limits to the minimal amount of these buffers.

9. Short-term shortages, where the value of the earmarked investments is below the outstanding amount of
the pension entitlements (probably increased by the amount of the mandatory buffers), might not
endanger the classification of the scheme as being funded. Maintaining the classification as a funded
scheme would occur under the precondition that the employer and sometimes the active participants will
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inject additional pension contributions and/or that pension benefits will be reduced to restore the minimal
level of the buffers.

10.If the scheme becomes underfunded, meaning the mandatory buffers become too small or even
negative and the employer funds into it, this is to be recoded as an employer’s contribution.

11.Social insurance schemes that are partially funded by design, so the earmarked investments are
significantly below the scheme obligations, are classified as unfunded schemes.

12.The participants in a pension scheme, whether unfunded or funded, do not own directly the assets that
are collectively held and managed (similarly to mutual funds) but they hold an individual claim on the
pension entity (the pension entitlement).

1.3.1.4. DEFINED CONTRIBUTION AND DEFINED BENEFIT SCHEMES

13.With defined contribution schemes, the individual pension benefits depend on the value of the
accumulated assets at or after retirement. Therefore, the individual households bear the financial risk of
the performance of the earmarked assets: they are facing uncertainty concerning the level of the future
pensions. Regularly (but this is not a required condition), the participants in the scheme may have some
individual choice in the orientation of the investment of their funds in one or more market segments
and/or of the investment manager.

14.The accumulation of the assets and the attribution to the individual participants is very similar to
investing via a mutual fund. Normally, participants in the scheme cannot dispose of their holdings before
retirement, see also ESA 2010 paragraph 17.54). With the aim of mitigating the risk from developments
on the financial markets on the level of the pension benefits, the asset mix for participants — either on
an individual or on a vintage basis — might be shifted to less volatile instruments some years before
retirement.

15.Normally, a defined contributions scheme is funded though unfunded defined contributions schemes
may exist. In the latter option, the scheme would use a financial market index as the yardstick to
calculate the individual pension rights at retirement.

16.With defined benefit schemes, the benefits are calculated according to a scheme-specific formula. Often
the number of years in service and the salary are the main ingredients of this formula (final pay, average
pay). The outcome of this formula, sometimes in combination with a guaranteed minimum amount was
solely decisive on the benefits to be granted in the past. The employer was obliged to supplement any
deficit with the scheme in many cases. This means that if the value of the investments was less than the
amount of the pension entitlements plus (part of) the buffers, the employer should pay an additional
employer’s contribution.

17.However, increasingly the employers stepped down from being solely responsible to supplement when
needed in recent years. Accordingly, the scheme’s formula was amended and/or the unconditionality of
the pension promise to the participants was mitigated: a promise according to the formula often changed
into a conditional entitlement. So, the formula reflects the envisaged entitlement without — circumstance
driven — being legally enforceable (see also ESA 2010 paragraph 17.57).

18.These defined benefit schemes should have a clear surplus of the value of the earmarked assets over
the pension entitlements according to supervisory regulations in many cases. This mandatory buffer
might be up to over 30 % of the pension entitlements. One could fancy a defined benefit scheme being
unfunded. Present accounting regulations, however, make the existence of unfunded defined benefit
schemes fairly unlikely in the corporations’ sector; most applicable accounting directives prescribe all
obligations of the corporation to be included in its balance sheet. Accordingly, unfunded defined benefit
schemes would mainly be seen with government.

19. Some social insurance schemes have characteristics from both defined contribution and defined benefit
schemes. These schemes are treated as defined benefit schemes in national accounts and government
finance statistics. ()

1.3.2. Treatment in national accounts

20.ESA 2010 draws a line between social insurance and any other personal protection against social risks
or needs (see ESA 2010 paragraph 4.84). In order for an individual policy to be treated as part of a
social insurance scheme, the eventualities or circumstances against which the participants are insured

(5%) See also IAS 26 (Accounting and Reporting by Retirement Benefit Plans), paragraph 12 (Definitions Plans with mixed characteristics).
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shall correspond to the risks or needs listed in ESA 2010. In addition, one or more of the following
conditions shall be satisfied:

a) participation in the scheme is obligatory either by law or under the terms and conditions of
employment of an employee, or group of employees;

b) the scheme is a collective one operated for the benefit of a designated group of workers, whether
employees, self-employed or non-employed, participation being restricted to members of that group;

c) an employer makes a contribution (actual or imputed) to the scheme on behalf of an employee,
whether or not the employee also makes a contribution.

1.3.2.1. SECTOR CLASSIFICATION OF THE UNIT RESPONSIBLE FOR THE
MANAGEMENT OF A SOCIAL INSURANCE SCHEME

21.Social insurance institutions should be classified according to their characteristics:

a) A government unit is judged to be responsible for the management and scope of a scheme if
participation is imposed by law or specific regulation and if it is controlled and financed by
government units, the level of the main flows by setting (or approving in last resort) the rules. Note
that this role of managing, control and financing differs from the role government might have in
supervising institutions to ensure they are run according to prudent principles, see ESA 2010
paragraph 4.89 (a).

Such schemes qualify as ‘social security schemes’ (ESA 2010 paragraphs 2.117 and 4.89 (a)). The
government department managing such schemes, where clearly identifiable, is classified within the
subsector ‘social security funds’. If the department unit is no separate (quasi) institutional unit, it
should be classified in the subsector of government where the larger unit is classified.

This classification applies independent of the scheme being funded or unfunded. An unfunded
scheme often relates to the state pension scheme where the pension benefits normally are of a ‘flat
rate’ nature, possibly only dependent of the number of participating or contributory years. However,
funded defined contribution pension schemes and private institutions managing the scheme’s
investments are not classified within the general government sector.

The financial investments that are held in the context of an unfunded scheme — predominantly a
liquidity buffer — are recorded as assets of the scheme’s entity and not of the beneficiaries.

b) The employment related social insurance schemes other than social security schemes (including the
scheme(s) for civil servants) could be organised within:

e the unit of the employer

In this case the employer organises the scheme exclusively for its own staff (or part of them in some
cases), manages the scheme directly and is fully responsible for all underlying flows (some might be
imputed flows in national accounts).

These schemes qualify as ‘non-autonomous employer pension schemes’; if funded often also named
‘book-reserve system’ (ESA 2010 paragraph 2.106).

All flows, assets and liabilities are allocated to the unit and sector of the employer. In other words,
such schemes can be classified in all institutional sectors except households.

The unit managing the scheme for government employees normally is assumed constituting a
separate (quasi) institutional unit — contrarily to those with corporations — that should be classified
as a pension fund (see next bullet).

e aseparate and dedicated unit (a pension fund)

If the employer organises the scheme exclusively for the own staff (or part of them in some cases) or
jointly with other employers, managed via a separate and dedicated entity outside the employers’ unit
this entity is called a pension fund. The pension fund is fully responsible for all underlying flows and
stocks.

These schemes qualify as ‘autonomous employer pension schemes’. All flows, assets and liabilities
are allocated with the associated pension funds in the corresponding subsector (S.129).
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e aninsurer

In this case the employer organises the scheme exclusively for the own staff (or part of them in some
cases) or jointly with other employers, through an insurance contract with a life insurer who is fully
responsible for all underlying flows and stocks. These flows and stock are part of the life insurer's
flows and stocks. All flows, assets and liabilities are reported in insurance corporations’ subsector
(S.128).

22.The role of pension funds and life insurers should be distinguished from the role of most other classes of
institutions that might manage pension schemes on behalf of employers.(5?) These other institutions
would most often organise the scheme without being responsible and accountable for the scheme’s
obligations: they are the administrator and perform auxiliary activities and should be classified as such.
Especially, insurers, banks and dedicated pension auxiliaries perform these activities. The pension entity
itself should be classified separately. Occasionally, depending on a country’s legislation, these other
classes of institutions might be responsible and accountable for the scheme’s obligations. The pension
scheme’s transactions should be reported with the institutional sector of those institutions.

23.In recent years, some countries have set up funded defined contributions pension schemes where
government imposes or encourages participation, possibly collects contributions from employers/em-
ployees/self-employed and it may pay pension benefits to retirees. Also, government might fix the level
of contributions and maybe possibly decide on the applicable the rules. Government has often
outsourced the investment management to private sector managers (banks, insurers and brokers).
Underfunded defined contributions pension schemes, the pension benefits predominantly depend on the
accumulated assets. Under these conditions, not all the ESA 2010 criteria for classifying such schemes
as social security schemes are fulfilled, as government is not fixing the level of the pension benefits and
it does not ‘control and finance’ the scheme.

24.Moreover, as the full investment risk is with the policyholders/beneficiaries, these schemes are
comparable to an investment fund. This implies that the entity managing such a pension scheme,
constituting a separate institutional unit, should be classified as a financial institution in the appropriate
subsector.

25.1f government would guarantee the level of the benefits under a funded defined contributions pension
scheme, implying that government would bear part of the risks, this as such is not a sufficient condition
for classifying it as a social security scheme. This would only apply if the scheme were under a recurrent
call during several years from which it is clear that the government guarantee is not for exceptional and
temporary reasons. That situation might motivate government to take full control of the scheme and
adjust the levels of contributions and benefits. This reclassification might also occur before a call on the
guarantee has been made but where sufficient evidence exists that such a call would be inevitable in the
near future. Reclassification would be at stake only if government participation in the benefits from a
funded defined contribution scheme would be over the payment from the scheme’s own resources.

26.Therefore, in the absence of government guarantees, the flows of contributions and benefits under
funded defined contribution schemes are not recorded as government revenue or expenditure and do
not have an impact on government net lending/borrowing (B.9).

1.3.2.2. GOVERNMENT GUARANTEE TO A FUNDED SCHEME

27.Even where government is not responsible for the management of a scheme that is not classified as
social security scheme, it may have a ‘strong interest’ in the sustainability of the scheme, as part of its
social protection policy. Government might closely follow the performance of non-government pension
schemes notably, to ensure that nobody within the population would be left without an adequate
pension.

28.In this context, where government considers that the degree of uncertainty for participants in a non-
government pension scheme is not acceptable, for example because of operational risks, insufficient
level of accumulated reserves, market collapse, the government may grant an explicit guarantee to
protect the participants. Government acts as payer of last resort to ensure that benefits reach a level
considered to be satisfactory.

(%2) These other institutions should record insurance technical reserves (provisions) to reflect the pension obligations for which they are
responsible. These reserves would not otherwise exist for these institutions.
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29.The existence of a government guarantee, in conditions mentioned above, to a funded scheme that is
not classified as a social security scheme, does not as such imply that the beneficiary pension scheme
should be reclassified as a social security scheme.

30.The government guarantee must be considered a one-off guarantee (a contingent liability), not recorded
in national accounts as a government liability according to the general ESA 2010 principles. In this
respect, the risk borne by government is only a potential one as it depends on the occurrence of certain
specific events. As a result, neither government expenditure nor government revenue is recorded as
long as the guarantee is not called.

31.Government may support a scheme for exceptional and temporary reasons, for instance a short-term
shock on financial markets (like in 1987, 1994, or 2008) so that the government intervention is limited in
time and/or amount. This does not imply reclassifying the scheme as a social security scheme, unless
government takes control of the scheme and directly adjusts the levels of contributions and benefits.
This means that, in a first stage, any government support, although affecting government net
lending/borrowing (B.9) would not have the automatic effect of reclassifying the scheme.

32.1f government’s support for the scheme is not implemented for exceptional and temporary reasons but is
observed frequently and assumed permanent, national accountants should closely examine whether
government has obtained some controls over the scheme such that conditions for classifying it as a
social security scheme are fulfilled.

33.In the case of a defined contributions funded scheme, this reclassification as a social security scheme
should be implemented only when the government is effectively ensuring the payment of benefits for an
amount higher from than the one payable from the assets accumulated in the fund.

34.1n the case of a funded defined benefit scheme, this reclassification as a social security scheme should
be implemented only when the government is effectively ensuring the payment of benefits for an amount
higher than 50 % of the actuarial value of the pensions from its own resources.

1.3.3. Rationale of the treatment

35.The level of pensions depends on the value of the accumulated assets that are invested on the market
with a defined contributions funded scheme. Therefore, government is not controlling the level of the
individual pension benefits because it has no direct influence on the market performance of the assets.

36.All pension funds where the participants bear the financial risk should be treated in the same way,
whatever the nature — public or private — of the unit managing the scheme, or even the obligatory or
voluntary nature of the scheme. They are savings accumulated by households. Managing assets on
behalf of other units is a financial intermediation activity that is not normally a function of government.
When managing such schemes, government is not acting for public policy purposes but is acting in a
similar way to a financial institution.

37.Classifying a funded defined contributions funded scheme into the subsector of the managing entity,
often S.125 ‘insurance corporations’ S.128 or and ‘pensions funds’ (S.129) but possibly (depending on
the country’s legislation) another (sub)sector means that, although on the one hand the liability relating
to the future pensions is not recorded as government liability and on the other that, the government
securities held by the managing entity on behalf of the pension scheme pension fund should be are
rightly recorded in government debt (not consolidated). Under these conditions, the structure of the
entity’s portfolio of the pension fund has no influence on the recording of government debt.

1.3.4. Transfer of pension entitlements from the second pillar

38.Occasionally, pension entitlements that are accumulated in the second pillar are transferred to the first
pillar of the country’s pension system, accompanied by the transfer of associated assets. The transfer
might be voluntary, encouraged by government or compulsory. The treatment will depend on the exact
features of such transfers at inception, which are not yet fully known: future role of individual accounts,
calculation of the future value of the accounts, etc. Eurostat and the national statistical authorities will
examine on bilateral basis the impact on government accounts.

39.The starting point of the recording would be an identical value of the transferred entitlements and the
associated assets. Under this assumption, the transaction is financial in nature. Accordingly, the transfer
has no impact on government net lending/borrowing (B.9). However, government debt may be indirectly
affected through the consolidation of the government bonds that are amongst the assets.

Manual on Government Deficit and Debt 49




Delimitation of the general government sector

1.4.Market regulatory agencies in agriculture
1.4.1. Background

1. This section discusses the sector classification of market regulatory agencies(®®) and the treatment of
their inventories, when these agencies operate within the domain of agriculture. The rules could also
apply for market agencies intervening in other markets such as raw materials (this is not currently
observed in the EU).(%%)

2. These are national agencies acting on behalf of the European Union or other units having both a market
and a redistribution activity. They mainly concern agricultural products. Institutional arrangements vary
between countries. Typically, their activities include the purchase and storage of agricultural products;
giving direct subsidies to farmers, levying charges on producers and imports; giving subsidies for
exports; giving grants for capital equipment and environmental improvements. (%)

3. The Eurostat 2005 decision on the accounting treatment of transfers between the EU budget and EU
Member States specifies that EU transfers should have no impact on government net lending/borrowing
(B.9), as government is considered to act ‘on behalf’ of the EU. The Eurostat decision focused on the
recording of some ESA transactions, such as subsidies or investment grants. As noted above, market
regulatory agencies buy and sell products, in most cases on behalf of the EU, with the aim to stabilize
prices by setting up inventories or buffers. From a national accounts point of view, general governments
are not the economic owners of these inventories. However, allocating to the EU (rest of the world (S.2))
the changes in inventories would imply recording market regulatory agencies’ purchases/disposals as
exports/imports with the EU institutions, which would not the relevant solution both form a conceptual
and an accounting point of view. ()

1.4.2. Treatment in national accounts

4. ESA 2010 paragraphs 20.53—-20.54 makes a clear distinction between ‘market regulatory organisations’
which are either exclusively or principally distributors of subsidies and those which are exclusively or
principally engaged in buying, holding and selling agricultural or food products.

5. Market regulatory agencies channelling subsidies are classified in the general government sector
(subsector central government). Market regulatory agencies engaged in transactions on markets are
classified in non-financial corporations sector.

6. However, market regulatory agencies may be engaged in a mixture of both activities mentioned above.
In such cases, ESA 2010 paragraph 20.54 states that the agency may be split into two institutional units,
which may be implemented when there is evidence that one part of the activity of one unit is
fundamentally different from another part (for instance in the case of quasi-corporations): the institutional
unit being in market intervention activities is classified in the non-financial corporations sector. The
second institutional unit distributing subsidies is classified in the general government sector.

7. When it is not possible to distinguish two separate institutional units (notably for accounting reasons or
no clear management separation), the following rule should be applied to determine the ‘principal
activity’. Units should be classified to the general government sector if their costs incurred in market
regulation compared to the total costs are less than 80 % and to the non-financial corporations sector if
their costs incurred in market intervention compared to the total costs are more than 80 %.

8. The costs incurred are measured in the same way as the value of output of non-market services, i.e., as
the sum of intermediate consumption, compensation of employees, consumption of fixed capital, and

(53) Also referred to in ESA 2010 as market regulatory organisations.

(54) As far as other regulatory bodies (which do not intervene directly on markets through ‘buffer stocks’), such as national authorities for energy,
telecommunications, transportation, etc., are concerned, the classification within the general government sector would depend on their
significant role in the design of the framework of the activities together with the judicial power they are entitled to. Should the above conditions
not be fulfilled, it would be necessary to look at the nature of their resources, which may largely take the form of taxes.

(5%) However, in the context of the current EU Agricultural policy, the regulation of output prices has decreased to a rather minor activity, observed
only for a restricted number of products.

(%) For more information, see Eurostat guidance note of 20 November 2008: Recording of changes in inventories of Agricultural Market
Regulatory Agencies.
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other taxes on production less other subsidies on production, while interest payments are not included
(see ESA 2010 paragraph 3.49).

9. However, where a market regulatory agency acting on behalf of the EU (i.e., in the context of EU
common policies) is classified in general government, the creation of a quasi-corporation, rather than a
notional unit, in the corporations sector (S.11) is recommended in order to capture the changes in
agricultural inventories, and to avoid that such changes in inventories are recorded in national
government accounts (as changes in government inventories, with an impact on the government net
lending/borrowing (B.9), or in the rest of the world accounts (as exports and imports).

10.This recording would be mainly based on the view that the EU has economic ownership of those
inventories, and not the national government, and that the market regulatory agencies are in fact acting
on behalf of the EU: the EU exercising control and assuming risks and rewards associated to these
inventories. Such a treatment is also in line with the convention of sector classification of market
regulatory agencies (in S.11) stated in ESA 2010.

1.4.3. Rationale of the treatment

1.4.3.1. THE 80 % CRITERIA

11.The main reasons for fixing the threshold at the high level of 80 % are the following:

o itis nota ‘normal’ activity of for an enterprise (market producer) to distribute subsidies;
e in many cases the agency has a public legal status;

e in the context of the Common Agricultural Policy, the subsidy distribution significantly prevails on market
interventions;

e atreatment ensuring stability over time for the classification of market regulatory agencies is needed.

1.4.3.2. ECONOMIC OWNERSHIP OF THE INVENTORIES

12.Given that a market regulatory agency would be ‘acting on behalf of the EU’ and thus would not use
these inventories in its own production process, this institutional unit does not seem to be the economic
owner of those inventories arising from its interventions on the market. The EU should be considered the
economic owner of such inventories.

13.Nonetheless, in this case, the recording of exports/imports relationships with the EU does not seem
desirable or plausible because this would entail recording export and import flows each time the agency
buys or sells, inflating totals with limited analytical value. In addition, market interventions of regulatory
agencies, although acting ‘on behalf’ of the EU, are made at national level, i.e., in the national markets

14.1t is important to analyse the economic ownership of the inventories constituted by market regulatory
agencies. In the case of public interventions on markets, the Commission bears all the financial risks
including all the losses derived from the intervention in the market, as the aim of the EU common
agricultural policy in this field is to avoid any financial impact on the EU Member State resulting from
market interventions. The opposite situation also occurs when prices go up, the EU Member State
repaying in full the difference to the Commission (gain on sale). In addition, the EU Member State is
responsible for taking all necessary measures for its good conservation but, at the same time, has no
control over these goods as the buying and reselling decisions are in the hands of the EU instances.

1.4.3.3. CLASSIFYING THE INVENTORIES IN THE CORPORATE SECTOR

A notional unit or a quasi-corporation

15.In national accounts, a possible solution (to avoid recording exports and imports upon each addition to
or removal from inventories) would be to allocate the recording of such agricultural inventories (P.52) to
the non-financial corporation sector (S.11). This would be consistent with the reasoning that general
government is not the economic owner of the inventories resulting from market interventions. This
approach would follow to some extent the convention stated in ESA 2010 paragraph 2.114 mentioned
above.

16. The above view would imply that an artificial unit would be created to capture transactions in inventories
within S.11, in those cases where the market regulatory agencies are classified in central government
(S.1311).

Manual on Government Deficit and Debt 51



Delimitation of the general government sector

17.0ne possibility would be to recognize a notional resident unit owned by the EU. The creation of a
notional resident unit seems broadly in line with the ESA 2010 paragraph 2.29, which explains that
notional resident units, even if they keep only partial accounts and may not always enjoy autonomy of
decision, are treated as institutional units, by convention. Such a notional resident unit would hold
inventories and it would be regarded as transacting in those. This implies the EU being the owner of the
entity in national accounts.

18. Another possibility would be to recognize a quasi-corporation in national accounts, having the same
purpose as a notional resident unit mentioned above (i.e., to capture transactions in inventories in case
that a market regulatory agency is classified in central government). Normally, under ESA a complete
set of accounts should be available. This is not ensured but, to the extent that the EU makes up for the
losses arising from the holdings of inventories, relevant and comprehensive information is deemed to be
available. This implies government being the owner of the entity in national accounts.

19.Both these treatments would avoid recording changes in acquisitions and disposals of inventories as
exports/imports to the EU.

20.Summarizing, two options seem to be possible, according to who is viewed as the owner of the entity
that is holding the inventories, to be classified in S.11:

e Option 1) recognizing a quasi-corporation, implying that the owner of the entity remains government; or

e Option 2) recognizing a notional unit, implying that the owner of the entity is the rest of the world (RoW).

1.4.3.4. NET WORTH OF GENERAL GOVERNMENT

21.Given it is argued that the EU owns the inventories, it is important to determine whether the changes in
own funds of the entity owing to gains and losses on inventories at market value (which might be large
from one period to the next) would impact either general government net worth, or the rest of the world
net worth, or none of them.

22.1t is important to determine whether the quasi-corporation option or the notional unit option would yield
different, or very different, results from the point of view of the net worth of general government. It could
be assumed as a preliminary conclusion that the result would be different as far as the net worth of the
EU is concerned. This is because the latter would be impacted by gains and losses on inventories in the
case of the notional unit option, but not in the case of the quasi-corporation option.

23.1f the agency is an entity established by government, it is likely that some equity link will exist and will
appear as an asset of general government when the agency is classified outside general government.
However, changes in the price of inventories should not be reflected in the equity value of the entity (i.e.,
should not be reflected in the price of the asset of government) because by definition those gains and
losses do not accrue to government but will eventually be returned to the EU or compensated by EU
subsidies. Thus, in concept, the gains and losses should, at first sight, give rise to the appearance of a
kind of payable/receivable with the EU, which would keep the own funds of the agency unchanged.

24.1n ESA, ‘own funds’ are defined as net assets of units, excluding equity liabilities, while ‘net worth’ is
defined as net assets of units, including equity liabilities. Thus, ‘own funds’ minus equity liabilities of units
(i.e., equity issued) equals ‘net worth’. See ESA 2010 paragraphs 7.02 and 7.06. The ESA net worth
should thus not be confused with the business accounting notion of shareholders’ equity or net worth.
This business accounting notion of net worth is, in fact, closer to the ESA notion of own funds.

25.However, in concept, the time of the appearance of the payable/receivable also results from the time of
recording of the subsidy, which accounting is specifically regulated in ESA.

26.This time of recording issue of subsidies would most likely lead to an impact on the own funds of the
agency. However, conceptually, this should not affect the equity value of the agency. If the agency itself
were to be sold, its valuation would be independent of the value of its inventories owing to the obligation
of the EU to cover losses when incurred, or of the obligation of the agency to return gains to the EU.

27.Accordingly, gains and losses on inventories must be neutral from the perspective of general
government net worth in all cases (notional unit or quasi-corporation), even if they are also neutral from
the perspective of the EU net worth (quasi-corporation). Thus, holding gains and losses on market
regulatory agencies inventories do affect only the non-financial corporations' (S.11) net worth, pending
the recognition of the subsidy associated to the receivable/payable.

28.However, this will require that the valuation of the equity in the quasi-corporation will have to correspond
to the financing provided to date, rather than being equal to its own funds: thus, the unit net worth would
be either positive or negative, although only for short periods of time, owing to the gains and losses on
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inventories not yet realised or recognized, and thus not yet compensated or returned to the EU. Such
deviations could nevertheless be seen as a reasonable approximation of the convention that the net
worth of the quasi-corporation should be zero (ESA 2010 paragraph 7.09).

1.4.3.5. VALUATION OF TRANSACTIONS IN INVENTORIES

29.In national accounts, the transactions related to interventions in the market should be recorded in
application of ESA 2010 paragraph 4.33 and ESA 2010 paragraph 4.35, in the context of notional or
guasi-corporation units. These ESA paragraphs would still be applicable for the cases of notional or
guasi-corporation units.

30.The transaction value on resale must include the EU subsidy. Thus, changes in inventories will tend to
compensate over time. The reimbursements made by the EU correspond to the difference between
purchase and resale prices, which is shown in national accounts as subsidies paid by the EU.

1.4.3.6. ACCOUNTING TREATMENT IN THE FINANCIAL ACCOUNTS

31.The following discusses how to record in the financial accounts the links between the notional or quasi-
corporation unit and the EU and/or government.

32.Under the notional unit option, the recording will be as follows: an acquisition of equity (F.5) by the EU
is to be recorded, matched by an EU borrowing (F.4) from the entity financing the market regulatory
agencies (often government itself). This would imply changing the present recording in the rest of the
world financial accounts.

33.Under the quasi-corporation option, no entries are recorded in the rest of the world financial accounts,
as the transactions in equity on the liability side of the quasi-corporation have a counterpart entry in the
accounts of government.

34.Thus, in both cases the net change in inventories that is de facto financed by the entity in government
(by way of borrowing from third parties or of drawing down on its liquidities) is recorded in the financial
accounts of general government, instead of in the non-financial accounts as would otherwise be the
case (under changes in inventories P.52): either as transaction in equity (F.5, quasi-corporation option)
or as loans to the EU (F.4, notional unit option).

35. A theoretical advantage of the notional unit option, over the quasi-corporation option, is that it reflects
the genuine economic ownership of the EU. However, a main disadvantage of the notional unit option is
that this requires entries in the rest of the world (RoW) financial accounts that do not even exist when
the regulatory agency unit is classified outside general government in the first place: thus the notional
resident unit option seems to introduce an apparent asymmetric treatment between those market
regulatory agencies that are classified in general government and those market regulatory agencies that
are classified outside general government. This would seem to go against a homogeneous treatment
across EU Member States.

36.1n addition, the impact of the movement in the market value of inventories not yet covered by subsidies
is likely to be small and temporary, and on average zero over time. In this context, the merit of imputing
government lending to the EU and, simultaneously, EU financing of the inventories may be doubtful.

37.Finally, it should be reminded that strictly following a recording that portrays the change in the economic
ownership would have implied recording imports and exports, which are deemed not to be particularly
useful for analytical purposes (balance of payment). It may be noted, however, that both options leave
the same impact on the government net lending/borrowing and debt.

1.4.3.7. ‘SHELL’ TREATMENT

38.When the notional unit or the quasi-corporation is seen as a ‘shell’, for simplicity purposes, it would be
conceived in national accounts as only holding inventories and undertaking transactions in those, with
counterpart entries in the financial accounts: equity liability. The ‘shell’ option would also mean that no
reinvested earnings would be recorded.

39. Alternatively, these units can be conceived to be more complete entities, showing a more complete
sequence of national accounts, such as generating a margin and incurring costs.
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1.4.3.8. TIME OF RECORDING OF THE SUBSIDY

40.ESA 2010 paragraph 4.39 (a) indicates that the time of recording of subsidies which take the form of the
difference between the purchase price and the selling price charged by a government is at the time the
goods are bought by the agency.

41.When a product is bought for 120 by the agency in period T, and resold for 100 in the following period
T+1, a subsidy on product is recorded in T. In T, the output of farmers (S.14/S.11) is then 120, the GDP
100, changes in inventories +100. In T+1, the output of farmers is 0, GDP is 0, final consumption is 100,
and changes in inventories are —100.

42.However, ESA 2010 paragraph 4.39 (a) specifically indicates: if the selling price is known at that time,
which needs to be interpreted. The resale price is a priori generally not known in advance. But an
expected price is probably known: suppose it was 106 in the example above. Then 6 (=20-14) only is
the non-expected element.

43.The reference in ESA 2010 above presumably intends to avoid that holding gains/losses enter the
production account. Only the part that the scheme is expected to finance should contribute to output. But
at the same time, in the case of agricultural market regulatory agencies, no holding gains and loss will
ever be borne by farmers or by the agency: all the changes in price will be eventually assumed by the
EU.

44.Finally, the selling price of the goods might have fallen to 102 by end of year T. This would be the value
of inventories recorded on the balance sheet at the end of period T.

45.1f ESA 2010 paragraph 4.39 (a) also covers cases when the selling price will be known only in the next
period, then the amount to record as subsidy in T (and parallel acquisition of a receivable) by the agency
is either:

e Option 1) the actual amount observed in T+1 (20); or
e Option 2) the expected amount observed in T (14); or
e Option 3) an amount reflecting the market price observed as of end of the year (18).

46.In option 1), the recordings are straightforward but imply a revision in the data, when the information is
gradually available (notably for quarterly data). In option 2) and 3), one issue is how to record in T+1 the
difference of 6 (=20-14) or 2 (=20-18). One approach is to enter those flows in the revaluation accounts
of the financial accounts (thus recording subsidies on an expected basis), which seems difficult. Another
approach is to record a subsidy on production in T+1 for the remainder (that could be either positive or
negative) matched by an entry in change in inventories (although this might appear artificial). In doing so
an entry in the revaluation account in the non-financial assets occurs (of +4=6—(20-18) = (20-14)—(20—
18) =18-14)) in T+1 in option 2) compensating the holding loss arising in T (of —4=14-18). No
revaluation occurs in option 3) neither in T+1 nor in T. It should be noted that in option 3), the net worth
of the quasi-corporation is always zero. In option 1) or 2), the net worth deviates from zero, for either
positive or negative amounts, but for limited time spans.
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1.5.Units engaged in financial activities:
general issues

1. This chapter discusses whether certain types of public units (i.e., controlled by government) undertaking
financial activities, i.e., essentially acting on diversified financial instruments on both sides of their
balance sheet, should be classified in the general government sector (S.13) or as public financial
corporations in the financial corporations sector (S.12) (see ESA 2010 paragraphs 2.55 and 2.56 for the
general definition of financial corporations).

2. Units principally engaged in financial intermediation, as defined in ESA 2010 paragraphs 2.56 to 2.58,
are to be classified in one of the following subsectors of S.12: central bank (S.121), deposit-taking
corporations, except the central bank (S.122), money market funds (S.123), non-monetary market
investment funds (S.124), other financial intermediaries, except insurance corporations and pension
funds (S.125), insurance corporations (S.128) and pension funds (S.129).

3. Units engaged in auxiliary financial activities, as defined in ESA 2010 paragraph 2.63, are to be
classified in the financial auxiliaries subsector (S.126). It is recommended that captive financial
institutions, as specified in ESA 2010 paragraphs 2.21-2.23 and ESA 2010 paragraphs 2.98-2.99, are
classified within the captive financial institutions and money lenders subsector (S.127).

Supervisory authorities

4. According to ESA 2010, supervisory authorities of financial intermediaries and financial markets, when
they are separate institutional units, are classified in the subsector of financial auxiliaries (S.126). In
particular, the tasks corresponding to banking supervision, and possibly also insurance and pension
supervision, are frequently conducted within the national central bank. This is the case in the euro area
and in other EU Member States participating in the Single Supervisory Mechanism, where significant
banking institutions have been directly supervised by the ECB since November 2014 onwards. The
supervision of financial markets (or other related activities) is generally carried out by specific bodies and
occasionally by the Ministry of Finance.

5. The crucial point is to decide whether these tasks are undertaken autonomously and separated from a
hosting/parent institution, i.e., conducted by a separate institutional unit according to the general ESA
2010 definition. Notably, the issue is to assess whether governing bodies of supervisory authorities may
take decisions in full independence from government bodies or, in general, from the hosting unit (for
instance, the ‘Chinese wall’ between the supervisory and monetary policy decision-making in the case of
a central bank). The existence of an autonomous budget, fed by its own resources, is also an important
feature. If these conditions are not met, the entity cannot be considered autonomous and must be
included in the hosting/parent unit.

6. Financial institutions must generally pay contributions to the supervisory authorities. It is considered that,
in this case, the supervisory authorities render services to the supervised units. The services provided
by the supervisory authorities should enhance the confidence of customers/shareholders, improve the
quality of management, and facilitate the profitability and development of the financial institutions
supervised. The owners of the supervised units also benefit from this supervision, particularly in the case
of banks where rules ensuring solvency are significant. Although such contributions are compulsory and
imposed by law or other kinds of regulations, they should be considered a compensation for a service
and thus classified under ESA 2010 as payments for non-market output (P.131), provided that they are
set up globally at level covering the supervision costs(®?). This is generally the case, as such supervisory
authorities do not manage special funds or do not have to accumulate reserves. (%)

National protection funds

7. National protection funds are entities that manage funds in order to pay compensations to eligible
creditors in the event of default by units of the financial sector. In the banking sector, this primarily takes

(57) They are generally adjusted according to the size of the supervised units.

(%) See ECB Press release of 27 May 2014, estimating banking supervision costs in the euro area to EUR 260 million and, as a result, the fixed
the amount of fees to be paid by all banks in the area, according to their size.
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the form of deposit protection funds/schemes which can intervene up to a specific amount in order to
compensate depositors for a limited amount of lost deposits if the bank defaults (such deposits are
referred to as ‘secured deposits’). They may also cover a resolution fund, which specifically aims to
support institutions in distress through different kinds of measures and financing, thus avoiding an
immediate recourse to government support. Protection funds are often set up for financial stability
purposes. Other such funds could exist with the additional aim of protecting investors in financial
markets.

8. Deposit protection funds do not decide by themselves when and at which level they have to intervene
and activate accumulated funds. A competent supervisory authority needs to carry out an assessment.
The activation can be either automatic or triggered by a decision of the supervisory authority. The level
of the compensation paid out may be fixed either by national or by EU law, notably for the deposits
protection schemes.

9. A distinction is made between statutory protection schemes and contractual schemes (which are mostly
voluntary). Statutory schemes are established and regulated by law, normally aiming at providing a
service to the general public. Contractual schemes are often purely privately managed.

10.To ensure the minimum regulatory protection of deposits by government, European legislation(®°)
introduced in 2014 imposed the existence of statutory funds/schemes for which participation is
compulsory. Such schemes include National Deposit Guarantee Funds (DGF) and, separately, National
Resolution Funds (NRF).

Statutory schemes

11.All statutory schemes should be classified within the general government sector, because they can be
regarded as a type of government unit within the meaning of ESA 2010 paragraphs 20.05-20.12. Even
where this may be doubtful, an examination using the traditional decision tree approach (ESA 2010
Diagram 20.1) would lead to the classification as part of government, because these entities are publicly
controlled and non-market.

12.By their constitution and their main purpose, the NRF and to some extent the associated DGF, may be
seen outright as ‘government units’, being legal entities established by political process that have judicial
or executive powers over other institutional units, and which redistribute wealth via compulsory
payments from units belonging to other sectors (ESA 2010 paragraph 20.29). Both the NRF and DGF
have been assigned public policy tasks of protecting the public’s savings and ensuring financial stability.
To this effect, they have a wide range of powers. The NRF has quasi-judicial powers in determining
which creditors would be bailed-in, thus entailing redistribution of wealth between creditors. Both the
NRF and the DGF can mobilise resources by levying taxes on banks and, often, by obtaining funds
directly from government, in case of emergency. DGF and NRF funding is levied through contributions,
at rates which do not meaningfully reflect the credit risks of the institutions they cover, thus entailing
some redistribution between banks.

13.The NRF and DGF are publicly controlled non-market entities and as such, they are classified inside
general government. Their activity is to ensure that depositors will be reimbursed, or to efficiently
liquidate distressed banks as smoothly as possible in order to avoid systemic risk. This activity cannot
be assimilated to market insurance, and, as such, these entities are not classified in the S.128
subsector. As the compensation payments required can be considerable and thus outside the capacity
of any private operator, this coverage of risk activity should either be considered as non-insurable risk or
as an insurable risk of a non-market nature. The entities are not financial intermediaries either, as they
keep reserves/assets solely for the purpose of emergency and not for the purpose of conducting some
kind of transformation of funds. Neither are they financial auxiliaries, as they do not sell a market service
to banks and do have a balance sheet of a large size: they instead collect contributions that are
economically considered as taxes levied to fund a public pool of resources that can be tapped upon
emergency.

14.The contributions could hardly be considered as sales because they are unrequited. Moreover, an
important consideration in any argument for classifying such statutory funds to the S.12 sector would be
the need to identify the clients to whom they would ‘sell’ or provide their service. If plausible clients may

(%9) Directive 2014/49/EU on Deposit Guarantee Schemes; Directive 2014/59/EU on the recovery and resolution of credit institutions and
investment firms.
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a priori be depositors, banks, or government, one cannot easily or effectively identify what is that
statutory funds would be selling to depositors or to banks.

15.The NRF and the DGF are controlled by the public sector, either directly (through the intervention of the
Ministry of Finance), or indirectly through the Central Bank (which is by convention a public sector entity)
or the Financial Supervisor, or through legislation (by way of so-called ‘excessive legislation’ foreseen in
ESA 2010 paragraph 20.309 (h), even in cases in which directors are predominantly appointed from the
private sector. In some borderline cases, public control over some statutory protection funds resembles
the public control exercised on some NPIs through the enabling instrument, as well as risk exposure
(see ESA 2010 paragraphs 20.15 (b) and (e)).

16.1t is more difficult to judge whether the entities have autonomy of decision. However, this is also not
crucial for the classification, if it is established that the unit is public and non-market. Notwithstanding
this point, the DGF is often a quasi-automatic entity, whose autonomy of decision can be put into
question, particularly in the context of the Single Supervisory Mechanism (SSM), which regulates in
detail a large part of the DGF activity. In addition, the DGF can be seen as ancillary to resolution to the
extent that (a) resolution will often take place first, ahead of outright liquidation, and (b) the DGF may be
called on to finance the NRF for amounts up to that which the DGF is saving through that resolution.
Similarly, to the DGF, the NRF seems to operate largely on auto-pilot, but its authority — the National
Resolution Authority (NRA) — certainly has some autonomy of decision.

17.When the NRA (and its associated NRF) is organised through the Central Bank (the Central Bank
managing the NRA), then, under ESA 2010 rules, the latter cannot be the parent of the NRF (or the NRA
and NRF), mostly because it is prohibited for the Central Bank to fund the NRF(7?). An entity that cannot
fund another cannot be its parent. As a result, the parent will be the Ministry of Finance. Thus, when the
NRA is organised as part of the Central Bank, the latter is conducting government tasks on behalf of
government, and, accordingly, national accounts recognise the principal party of the transactions carried
out (through the NRF and the associated DGF) to be government.

18.The provisions above stem also from the necessity, under the European legal framework, to ensure
homogeneity of classification of what is de facto a European scheme, which is then adjusted by Member
States (through the national legal framework) to fit best national circumstances. Accordingly, a uniform
classification across the EU is appropriate. For the sake of consistency, these provisions are applied to
all statutory funds, even when they are not part of the European framework.

19.The requirements of the EU regulatory framework can be fulfilled in practice in various ways at national
level. Sometimes more than one fund and/or scheme is set up to achieve the Regulation’s targets,
requiring an appropriate statistical assessment of these entities and existing mechanism.

20.Entities whose function is to fulfil the regulatory required targets that are normally covered by the DGF or
the NRF are classified inside government because they are merely a modality to enforce a government
scheme — even if some of the entities concerned are formally organised as private entities.

21.In some cases, statutory and contractual schemes are included in or managed by the same entity. In
such cases, either the entity could be split into two units, or the entity should be classified inside
government and the non-statutory component re-routed outside government accounts. As a practical
implementation of rerouting, the managing unit could be separated from the specific fund, which is
classified inside general government.

Other protection funds

22.Regarding other, mostly voluntary, protection schemes, such as contractual (non-statutory) protection
funds, the relevant analysis may follow the following path. Protection funds act largely on ‘auto-pilot'.
Thus, the question of their decision-making power in activating accumulated funds is frequently not
relevant. Such funds may also depend on another authority for activation. The crucial point here is to
assess whether the governing body of a protection fund is entitled to take a decision independently or
only to make some proposals (if any), which have to be confirmed by another authority (such as the
Central Bank or the Ministry of Finance).

(%) The ECB has issued Opinions on some national laws regarding National Resolution Funds (NRFs) and Deposit Guarantee Schemes (DGS). In
these opinions it is pointed out that the ESCB may not finance any NRF or DGS (except overnight, short-term or emergency financing) since it
would breach the prohibition of ‘monetary financing’ under the Treaty. See the following: paragraph 3.1 of Opinion CON/2016/3; paragraph
2.3.2 of Opinion CON/2015/52; paragraph 3.2 of Opinion CON/2015/40; paragraph 4.1 of Opinion CON/2015/17; paragraph 2.2 of Opinion
CON/2014/86; Opinion CON/2011/103 and Opinion CON/2012/22. See also page 30 of the ECB’s 2014 Convergence Report.
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23.Another issue is to assess whether these protection funds are free to set the level of contributions to be
paid. Protection funds may have some power, especially regarding the ‘modulation’ of individual
contributions according to estimated actual risks incurred by the participants. However, their room for
manoeuvre is generally rather limited (for example, the criteria may be precisely set by another
authority). Protection funds generally do not fix the global amount. Although they often have some power
to redistribute the level of contributions among the units, they do not set the global amount of
contributions to be raised.("!)

24.Moreover, when insufficient resources are available, it is important to assess whether a protection fund
may make an entirely independent decision on the nature, amount, conditions and timing of possible
irregular resources (exceptional contributions, borrowing on markets, advances from the Treasury, etc.)
needed for financing the compensation or support. Protection funds may not have resources available
for large defaults or resolutions. It is very likely that, at least, in the years after their establishment, they
may have to rely on such exceptional resources.

25.In national accounts, the sector classification of these protection funds should also depend on the
autonomy of decision of such bodies. If for most of the crucial decisions regarding their principal
function, which should be distinguished from mere administrative tasks, a protection fund lacks in
autonomy of decision-making power, it is not considered an institutional unit in national accounts and is
included as part of the unit that mainly controls it. In this respect, the main criteria should refer to
decision-making related to the resources of such protection funds, and, in particular, those related to
exceptional resources, which may be needed.

26.The lack of autonomy of decision on the latter point would trigger the reclassification in the sector of the
unit, which has the final say on that. If it is government, the entity should be classified in the central
government subsector. Consequently, the fact that the protection fund may be entitled to take decisions
related to the investment of the accumulated funds (generally under some restrictive guidelines) is not,
as such, a criterion for deciding on the autonomy of decision.

Treatment of the fees payable to protection funds

27.When the fees payable are compulsory (and beneficiaries cannot opt out of the scheme unless leaving
the activity in question), the levies paid by the relevant financial institutions to the protection funds are
classified as taxes.("?) The reason is that protection funds do not render services exclusively to financial
institutions, but rather to ‘the whole community’("®). Also, the level of individual contributions of the
paying unit may not be strictly linked to the risks incurred by the protection fund.

28.1In the rare case where a protection fund is classified outside the government sector, the levies should be
re-routed via the central government subsector. The amounts then imputed from governments to
protection funds are classified as current transfers. In case of use of funds, any rearranged transaction
should also be B.9 neutral for general government.

Treatment of refundable contributions

29.Protection funds might, in some cases, arrange or accept that financial institutions pay contributions that
are in principle refundable, unless they have been written-off upon certain triggering events such as a
financial rescue or default of a financial institution. These reimbursable contributions might take the form
of paid-in cash or of mere promise to pay (e.g., guarantees or commitments — see below). In specific
cases, contributions may take the form of the acquisition of an instrument recognised as an asset in the
bank’s own balance sheet (financial statement) and can carry interest.

30. Such reimbursable contributions to protection funds are recorded, at inception, in the financial accounts
and not as revenue, thus implying recording the incurrence of a liability by the guarantee funds, as a
kind of contingent tax pre-payment. When a triggering event occurs, the liability is redeemed, as if

(") Under a general objective set as a percentage of given categories of liabilities, the fund may have some flexibility on the path to reaching the
objective during a transition period or, even, to adjust according to business cycles. However, this must be seen as a time arbitrage between
regular contributions and exceptional resources.

("?) See ESA 2010 paragraphs 20.06 and 20.07 about the functions of government and its unique capacity to raise compulsory levies.

("3) A resolution fund does not cover the risk of insolvency, but, as specified by the European Commission, a ‘resolution would have to: 1)
safeguard the continuity of essential banking operations, 2) protect depositors, client assets and public funds, 3) minimize risks to financial
stability, and 4) avoid the unnecessary destruction of value.’

Manual on Government Deficit and Debt 58




Delimitation of the general government sector

repaid, and a tax revenue is recorded — impacting government B.9 when the deposit guarantee fund is
classified inside general government.

31.This liability of protection funds is recorded as other accounts payable (AF.8), reflecting the timing
difference between the tax event and the corresponding pre-payment.

Treatment of contributions made through Irrevocable Payment Commitments

32.Under Directive 2014/49/EU on Deposit Guarantee Schemes, contributions levied can either take the
form of cash payments or of Irrevocable Payment Commitments (IPCs). IPCs are a form of ex-ante
contributions that is designed to provide some flexibility towards reaching the required target level of
risk-based contribution without excessively impairing the lending capacity of credit institutions. IPCs are
guaranteed by a formal pledge of low-risk assets, typically securities but possibly cash. The collateral is
either transferred to the protection fund or registered in a central securities depository in favour of it. In
any case, the assets must always be at the disposal of the protection funds and unencumbered by any
third-party rights. IPCs can be either refundable or non-refundable (see the above section on refundable
contributions for the implications of this).

33.Being just an alternative way to cash as a means to finance ex-ante contributions to protection funds,
IPCs are, similarly, levies classified as taxes, provided that they are fully and appropriately collateralised.
Under the EU regulatory framework, IPCs must always be fully collateralised. The presence of collateral
ensures that the obligation to pay the levies is not weaker than in the case of cash payments and,
therefore, counteracts the element of contingency that could be considered to be attached to IPCs. The
collateral pertaining to IPCs is recorded in the balance sheets of the financial institutions.

34.The obligation to pay the levies arises when the collateral is pledged in favour of the protection fund and,
following the accrual principle, at this time, fiscal revenue (D.29) is recorded (unless the contribution is
refundable — see above), matched by a fiscal receivable (other accounts receivable — AF.89).

35.A member credit institution can potentially leave a protection fund (e.g., when joining another protection
fund or in case of events such as a cross-border merger). Assuming that no triggering event has
occurred and the national law regulating the scheme allows it, the credit institution’s IPCs would then be
redeemed/cancelled (depending on whether IPCs are refundable or non-refundable, which leads to
different recording solutions).

36.In the case of non-refundable IPCs, the scheme will collect the collateralised assets, whether cash or
securities, which is recorded as a transaction in financial assets matched by a corresponding redemption
of the AF.89 fiscal receivable.

37.In the case of refundable IPCs, the collateral financial assets return to the credit institution through
financial transactions. In the cases where non-refundable IPCs are cancelled, a tax refund transaction is
recorded in the protection fund’s non-financial accounts against a reduction in ‘other accounts
receivables’ (fiscal receivable) in the financial accounts. Assuming the overall level of covered deposits
in the economy remains the same, other protection fund’'s members will probably have to increase their
contributions, maintaining practically stable the level of tax revenue of the protection fund at that time.
This recording is necessary to prevent over-recording of tax revenue both at the time of cancellation and
over the medium term.

38.In case of IPCs cancellations, there should not be any entry in ‘other change in volume’ (K.5). Such
cancellations are considered transactions rather than ‘other changes’ in assets. Booking an ‘other
change in volume’ would lead to inappropriately recording uncollected tax revenue (case of refundable
IPC) or to undue entries in other economic flows for the collateral seized (case of non-refundable IPC).
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1.6. Specific public entities

1.6.1. Overview

1. This chapter deals with some specific units under the control of government, which have a particular
area of activity, such that the usual market/non-market criterion (and the decision tree in sub-section
1.2.4.1) is not relevant as far as their sector classification is concerned. The following cases are covered
— special purpose entities (SPE), public head offices and public holding companies and their
subsidiaries, restructuring and privatisation agencies, market regulatory bodies, entities having features
of captive financial institutions, and central stock-holding entities.

1.6.2. Special purpose entities (SPE)

2. In general, special purpose entities (SPE, also called special purpose vehicles - SPV) are legal entities
established to undertake the economic and financial transactions associated with a single legal contract
or linked to a set of legal contracts.("*) ESA 2010 paragraph 2.17 specifies that SPEs are usually ...
created to fulfil narrow, specific or temporary objectives and to isolate a financial risk, a specific taxation
or a regulatory risk. The governing board of an SPE is usually a trust whose sole purpose is to ensure
that the SPE implements the legal contract effectively. This board has no autonomy to direct the SPE to
enter into another activity. The legal contract is usually constructed in a way that it makes very unlikely
that the SPE will become insolvent or make large profits.

3. ESA 2010 paragraph 2.18 lists some usual characteristics that are assumed to be ‘typical’ of such
entities. They must be considered to be indicative features which might be totally, partly or not
observed.(®) ESA 2010 paragraph 2.19 states: Whether a unit has all or none of these characteristics,
and whether it is described as an SPE or some similar designation or not, it shall be treated in the same
way as any other institutional unit by being allocated to sector and industry according to its principal
activity unless the SPE has no independent rights of action. ESA 2010 paragraph 2.20 further clarifies
this by stating that ... captive financial institutions, artificial subsidiaries and special purpose units of
general government with no independence of action are allocated to the sector of their controlling body.
The exception occurs when they are non-resident, in which case they are recognised separately from
their controlling body. But in the case of government, the activities of the subsidiary shall be reflected in
the government accounts.

4. ESA 2010 does not provide details on the lack of ‘independence of action’ which is the term used for
these entities. As already mentioned, there could be some tasks performed by the entity, provided that it
has its own staff, etc. However, the lack of independence of action means clearly that there is no great
amount of flexibility in respect of the principal function of such an entity (e.g., when facilitating borrowing
of government and management of the debt that is incurred).

5. The case of SPEs set up by government is treated in ESA 2010 (see paragraph 2.27 and paragraphs
20.47-20.48). In the case of SPEs set up with characteristics and functions similar to the captive
financial institutions and artificial subsidiaries, ESA 2010 paragraph 2.27 specifies that ...[s]uch units, if
they are resident, shall be treated as an integral part of the general government and not as separate
units, i.e., consolidated with its controlling unit (parent), as they are not institutional units. Similarly, ESA
2010 paragraph 20.47 states that the SPE may be involved in fiscal operations, including securitisation
of assets, borrowing on behalf of government, etc. Such SPEs are not separate institutional units when
resident. These entities are classified according to the principal activity of the owner, and SPEs
performing fiscal operations are classified to the general government sector.

6. An SPE should be recorded as a separate unit only if it meets the autonomy of decision criteria and
notably if it would be clear that the SPE does not act on behalf of government, which means that it can

(") This is different from a ‘conduit’ that may be set up in the context of the issuance of some financial instruments (such as short-term bills or
notes) but has no legal basis. In the case of a conduit, there is no separation from the ‘parent unit'.

(") Notably: no employees, no ownership of non-financial assets, being mainly managed by other units, always related to another corporation,
often as a subsidiary. ESA 2010 paragraph 2.98 (c) also specifies that SPEs will have most of either their assets or their liabilities not
transacted on open markets.
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to a great extent decide, e.g., on the type and maturity of instruments to be issued and on any further
decisions related to the management of the debt and/or the corresponding assets.

7. ESA 2010 paragraph 2.19 foresees the case of SPEs directly controlled by government, which might be
classified outside the government sector (most likely in S.12). However, there should be in this case
strong evidence that an SPE directly controlled by government could actually act ‘independently’ and not
under a restrictive framework entirely defined by government. However, when an SPE is established to
serve a government unit, the lack of independence of action, could be indicated, among other factors,
by:

« de facto management(’®) of the SPE’s debt by government (for instance by the Debt Management Office
or the Treasury); or

« the absence of the right or capacity to actively manage its assets in response to market conditions
(arbitrage), such as government having the right to approve any significant decision in this matter; or

e acontract or convention signed by government fully determining the SPE’s operations.

8. SPEs set up by market public corporations (which are therefore formally government controlled from an
accounting point of view: they also belong to the ESA 2010 public sector) for their own operations may
be classified outside general government, and together with their controlling institutional unit, because
government control is only indirect, unless there is explicit or implicit involvement of government and/or
the SPE de facto acts on behalf of government.

Non-resident SPE

9. If the SPE entity is resident in another territory than that of its parent, which may be the case for
securitisation operations or other financial purposes where such entities are often set up in active
financial centres (issuance is easier and market deeper) or for other reasons, an SPE should be
considered, by convention, as a separate institutional unit and according to ESA 2010 paragraph 2.27,

. any transactions carried out by them abroad shall be reflected in corresponding transactions with
government.

10. ESA 2010 paragraph 20.48 provides some further details on this point. After recalling that all flows and
stock positions between the general government and the non-resident SPE are recorded in the general
government and SPE accounts, this paragraph adds that in addition, when such non-resident SPEs
undertake government borrowing or incur government outlays abroad, even when there are no flows
recorded between the government and the SPE related to those fiscal activities, transactions are
imputed in the accounts of both the government and the non-resident entity to reflect the fiscal activities
of the government. Thus, the transactions carried out by a non-resident SPE are recorded as such in the
foreign territory, but imputed ‘mirror’ transactions (and potentially other flows) will be added between the
SPE and government or between government and third parties.

11. For instance, any borrowing by the SPE will give rise to a claim on government and thus to an increase
in government debt. In case of securitisation through non-resident SPEs, the sale of assets (financial or
non-financial) would not be recognised as such in national accounts and the arrangement will result in
new borrowing of government (if a non-resident SPE engages in a securitisation operation without a sale
of asset, the operation is considered to be a borrowing transaction of the government. The economic
substance of this transaction is accounted for by imputing general government borrowing from the non-
resident SPE for the same value and at the same time the SPE incurs a liability to the foreign creditor,
see ESA 2010 paragraph 20.48).

12.1n practice, any borrowing by the SPE gives rise to an imputation of a claim of the SPE on government
(an increase in government debt), matched by a corresponding increase in the equity stake of the
government in the SPE (see BPM6 paragraph 8.25). When the SPE passes cash to government, the
flow of funds is recorded as a withdrawal in the government equity stake in the SPE. Any expenditure
carried out directly by the SPE benefiting a third party (that is not passing through the government)
should be recorded as an imputed current or capital transfer expenditure of government toward the
benefiting third parties (possibly consolidated, if the beneficiary is a unit classified inside the resident

("®) This could be presumed if the management of an SPE is fully carried out by members of the government entities or if all decisions are subject
to an ex-ante approval by government. However, an SPE could still lack independence from government even when its Board is only made of
so-called ‘independent’ non-government appointees, if its status and/or the contract with government strongly restrict its power of decision.

Manual on Government Deficit and Debt 61




13.

14.

15.

16.

17.

18.

19.

Delimitation of the general government sector

general government) with a matching decrease in government equity. Similarly, when the SPE engages
in lending or equity acquisition, these are reported as transactions in these assets in government
accounts against a matching decrease of the government equity in the SPE. Occasional SPE revenue
(such as rentals, interest, or dividends, among others) are imputed as government revenue with an
increase in the government equity in the SPE.

The imputed government debt towards the SPE is commonly being deemed a loan, which then leads to
a mismatch with the SPE debt, which is often constituted by debt securities. Nonetheless, the face value
of the imputed debt shall be the same as that of the SPE debt, and the interest expenditure of the SPE
incurred on its debt is also to be recorded as government expenditure for the same amount (with a
matching SPE interest revenue). As a result, premiums and discounts on debt securities issued by the
SPE have the same impact on government account (GFS and EDP) as if the instruments had been
directly issued by government, consistently with the guidance on on-lending from supranational entities
in chapter 8.5.

However, recording a loan liability towards the SPE has a number of drawbacks: (a) the changes in
market value of the debt of the SPE will not be shown as such in the ESA government accounts, but will
be reflected though the equity stake of government in the SPE; in addition, (b) in case of early
redemption of a debt security issued by the SPE, the market value and hence the transaction will differ
from the nominal value, which will either create a difference between the transaction in debt security
liabilities of the SPE and in the asset of the SPE against government (with the need for a balancing
transaction in equity between them) or require a revaluation in the imputed loan (which would not be a
very orthodox thing to do). It might therefore be considered, in consultation with BOP compilers, to
record a debt security of government towards the SPE (instead of a loan), which would also allow for an
easier recording of market value (and revaluations). In this respect, a key difference to the on-lending
situation described in chapter 8.5 mentioned above is the absence here of two genuine institutional
units. Rather, in the case of SPE borrowing, one unique institutional unit is involved, the other one being
an institutional unit just by convention. An SPE cannot act as issuer of debt securities without the
controlling institutional unit being subject to all risk and rewards, including the revaluation of the liability.

In summary, even when there are no cash flows occurring between the SPE and government,
transactions should be nonetheless imputed in the accounts of both the general government and the rest
of the world to reflect the fiscal activities of the government. These entries are made symmetrically for
both the government and the SPE or the third party involved. These entries do not affect the
transactions or positions between the borrowing entity (SPE) and its creditors, which are recorded as
they occur with no imputations.

In order to avoid those complex imputations and to better reflect the activities of the government SPEs
abroad within general government accounts (classification and ESA valuation of the government debt,
as well as some transactions in debt that may need to be consolidated) EDP/GFS compilers have the
option to follow a simpler consolidation approach for the government non-resident SPE, in consultation
with BOP compilers (so to ensure cross domain consistency).

These special imputations of transactions and positions are adopted in order to ensure that all fiscal
operations(’”) undertaken are reflected in the transactions and positions of the government concerned.

Non-resident SPEs are recognised as separate institutional units in the ESA 2010 and in the 2008 SNA
by convention, given that SPEs generally do not meet the institutional unit criteria. From a compilation
perspective, compilers would indeed face difficulties to effectively consolidate within each parent
(sometimes themselves SPE, etc.), without errors, the very large number of non-resident SPEs existing
across the world (mostly private), with their large balance sheets and cross-border debtor/creditor
relationships. The residency exception in the ESA/SNA to the institutional unit criteria is, hence, largely a
pragmatic solution to avoid the compilation burden and significant errors when compiling cross-border
positions and flows in the external sector accounts and associated Rest of the World accounts of the
ESA/SNA.

However, it is recognised that, to the extent that SPEs abroad created by governments are not
numerous and often well identified, it is easier to develop a specific treatment for them, different from
non-government SPEs. As such, the government SPE rules discussed above could be seen more an
‘exception within an exception’, although well justified.

("") See ESA 2010 paragraph 20.204.
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SPE engaged in financial activities

20.1n some cases, a government controlled SPE will be formally set up with a financial institution status
(which implies that it has to meet some supervision and regulatory obligations), in order to carry out
some transactions on behalf of government. In these cases, if an SPE does not act independently and
has thus a very restricted autonomy of decision, and if government really originates the transaction, then
the SPE only acts on behalf of government — not placing itself at risk — and does not take asset
management decisions. In this regard, ESA 2010 paragraph 2.57 states that ... A financial intermediary
does not act as an agent for these other institutional units but places itself at risk by acquiring financial
assets and incurring liabilities on its own account. If this is not the case, then such an SPE should be
classified within the government sector. In practice, this would need a case-by-case analysis. If an SPE
meets the conditions to be considered a separate institutional unit and at the same time benefits from
extended powers for actively managing the assets and liabilities risks exposure, such that this activity
qualifies as financial intermediation, it should be classified as a financial corporation (S.12).

21. ESA 2010 paragraph 2.90, in general, refers to ‘financial vehicles corporations’ (FVC) engaged in
securitisation transactions (even though they are better known as SPEs) that are to be classified in other
financial intermediaries, except insurance corporations and pension funds subsector (S.125), if they are
recognised as a separate institutional unit.("®) For the financial corporations sector, this identification of
the FVCs separately from the beneficiary entity unit can be analytically important. However, when the
beneficiary from a securitisation transaction is a government unit, the sector classification follows rules
mentioned in section 5.5.2 of this Manual.(’?) As mentioned above, ESA 2010 paragraph 2.20 states that
special bodies of general government with no independence of action are allocated to the subsector of
their controlling government unit.

1.6.3. Public head offices, public holding companies and
their subsidiaries

1.6.3.1. PUBLIC HEAD OFFICES

22.According to ESA 2010 paragraph 2.12 ...an institutional unit is an economic entity characterised by
decision-making autonomy in the exercise of its principal function... Although there are other criteria, this
one may be seen as fundamental. An important point is that when an entity is recognised as an
institutional unit, its sector classification should be assessed individually. The main question in the
classification of head offices and their subsidiaries is to judge whether this general rule prevails or
whether there are, or there should be, any special rules concerning these entities. ESA 2010 paragraph
2.15 specifies that in groups of entities ...each member of the group is treated as a separate unit if it
satisfies the definition of an institutional unit. Otherwise, it must be combined with the unit that controls it
(see more details in sub-section 1.6.3.3).

23.In general, a head office is an institutional unit, which in ESA 2010 paragraph 2.14 (a) is defined as ...a
unit that exercises managerial control over its subsidiaries... and which is ... allocated to the dominant
non-financial corporations sector of their subsidiaries, unless all or most of their subsidiaries are financial
corporations, in which case they are treated as financial auxiliaries (S.126) in the financial corporations
sector... (see also ESA 2010 paragraph 20.35). Thus, a head office is significantly involved in the
management of the other units (subsidiaries) in the group by providing some services, including the co-
ordination of the group. This means that a head office exerts directing tasks and powers, which go
beyond the simple regular participation in the Assemblies of the group’s subsidiaries, and the most
important decisions at a lower level are taken or approved by the directing bodies of the head office.

24.According to ESA 2010(%°), a head office shall be distinguished from a holding company (see the
following sub-section 1.6.3.2). Therefore, it is important to check, on a case-by-case approach(®'), the

("®) The ECB maintains a list of financial vehicles corporations in line with the legal framework for FVCs set out in Regulation (EU) No 1075/2013
of the European Central Bank of 18 October 2013 concerning statistics on the assets and liabilities of financial vehicle corporations engaged in
securitisation transactions (recast) (ECB/2013/40). This list is not relevant for national accounts sector classification purposes.

(") In particular, sub-section 5.5.2.8 Classification of the securitisation entity.

(89) As mentioned in ESA 2010 paragraph 20.36, in practice the term ‘public holding companies’ also covers what is described in ESA 2010 as
‘head offices’. It is, however, important to make a clear distinction between these two types of entities in national accounts for sector
classification reasons.

(%) In some EU countries, in general, there may be a large number of entities that, are labelled ‘holdings’ that have in many cases an ‘artificial’
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actual role of such units in the direction of the group, their statute and internal regulations, their
human(®?) and physical means, the source of their revenue and the nature of their expenditure(®3). The
presence of private shareholders (with an actual influence on some decisions, at least important for the
entities of the group) is also a relevant indicator to be considered.

25. A head office has to provide services to subsidiaries. In practice, this would not be the case if such
bodies were set up for a restrictive purpose: for instance, to reorganise or restructure the subsidiaries
and manage their total or partial disposal or set up for a limited period of time and not as a permanent
structure.

26. Public head offices are classified in the non-financial corporations sector (S.11) if they control a group of
market non-financial producers, or in the financial corporations sector (as S.126 financial auxiliaries) if
they control a group predominantly engaged in financial services. In case there is a ‘mixture’ of
activities, the sector classification of a public head office is decided on the basis of the predominant
share of value added of its subsidiaries. Where a public head office controls mostly non-market
subsidiaries it is classified in the general government sector (S.13).

1.6.3.2. PUBLIC HOLDING COMPANIES

27.According to ESA 2010 paragraph 2.14 (b), a holding company(®4) is an institutional unit that holds the
assets of subsidiary corporations, exerting control over them, but does not undertake any management
activities, i.e., does not have an active role regarding the daily activity of the group. Holding companies
mainly monitor the income distribution of their subsidiaries and reallocate the income to its own
shareholder(s). More precisely, such entities do not provide other services to the entities in which they
hold assets. According to ESA 2010 paragraph 2.14 (b), from a general perspective, holding companies
must be considered a captive financial institution (S.127). However, this does not seem to be applicable
to public holding.

28. Government may control a holding company, which by evidence acts simply as a government agent.
Indications of this may be the limited lifetime for which it has been created and/or, generally limited,
tasks it has been entrusted with.

29.A public holding company, which holds assets (equity and possibly other financial assets) of
subsidiaries:

a) is classified within general government if:

e it is a sort of ‘shell’, as it does not perform management and effective direction tasks over its
subsidiaries but is rather a kind of ‘accounting tool’ as control over the subsidiaries is de facto
exerted by government, or it provides some ancillary services to its controlling government unit (for
instance collecting data from the group), or

e itis, permanently or occasionally, used for typical government activities, like channelling or managing
public subsidies, which implies redistributing national income and wealth. It is acting as an agent of
government as government mainly provides its main resources redistributed within the group.

In both cases, the entity cannot be considered being independent in its decision making and
therefore is not to be considered as an institutional unit and, thus, it is classified in the general
government sector and not in the financial corporations sector (S.12), as it would be the case for
private holding companies.

b) itis recognised as a ‘head office’ (see above). In this case, the sector classification of its subsidiaries
must be assessed by reference to the standard classification rules.

nature. It seems that a ‘mechanical approach’ (formula to be applied automatically) is the only practical solution to their classification. This
cannot be the case for units under the control of government as their sector classification greatly matters and for which a case-by-case analysis
is always needed.

(®2) In this regard, a very small number of staff may be indicator, notably in the context of a group with numerous subsidiaries, that the unit does
not act as a head office but is rather a holding company.

(8%) Thus, an entity which has mostly revenue under the form of dividends with very small, if any, management fees or/and sales of business
services, and which repays all or most of the dividends to its government owner, would not be considered a head office according to ESA 2010.

(84) ESA 2010 paragraph 2.14 specifies ‘Holding companies are described under ISIC Rev.4, Section K, class 6420 (NACE Rev. 2, K 64.20) as
follows: This class includes the activities of holding companies, i.e., units that hold the assets (owning controlling- levels of equity) of a group of
subsidiary corporations and whose principal activity is owning the group. The holding companies in this class do not provide any other service
to the businesses in which the equity is held, i.e., they do not administer or manage other units’.
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1.6.3.3. SUBSIDIARIES OF PUBLIC HOLDING AND HEAD OFFICES

30. According to ESA 2010 paragraph 2.13 (e), some subsidiaries are deemed to be institutional units even
if they have partially surrendered their autonomy of decision to a central body (the head office). Except
for some entities in the group, which could be considered as providing ancillary services, strictly confined
to providing services to the central body, the classification of subsidiaries has to be assessed on an
individual basis. If two legally incorporated entities cannot be meaningfully considered separately, they
should be treated as a single institutional unit. However, once each of the entities is deemed to be an
institutional unit, the usual sector classification rules must strictly apply.

31.If a subsidiary is recognised as an institutional unit, and the unit is determined to be non-market, it
should be classified in the general government sector, even if it is only indirectly controlled by
government through the head office/public holding company. It should be noted that if a market
institutional unit conducts some activities/transactions on behalf of government, the rules related to
‘rearranged transactions’ as mentioned in ESA 2010 paragraphs 1.72—1.78 must be applied.

32. Another aspect relating to government control is whether a non-market subsidiary that is only indirectly
controlled by government can be classified in the general government sector. ESA 2010 paragraph 2.37
states: In order to control more than half the shareholders’ voting power, an institutional unit need not
own any of the voting shares itself. A given corporation C could be a subsidiary of another corporation B
in which a third corporation A owns a majority of the voting shares. Corporation C is said to be
subsidiary of corporation B when either corporation B controls more than half of the shareholders’ voting
power in corporation C or corporation B is a shareholder in C with the right to appoint or remove a
majority of the directors of C.

33. As a result, corporation A also controls corporation C, ‘in cascade’. It must be stressed that government
control over a given unit has to be assessed in its entirety, i.e., as a combination of all interests of (all)
government units (from possibly different government subsectors). ESA 2010 paragraph 2.38 refers also
to other indicators of control (see chapter 1.2 Criteria for classifying units to the general government
sector).

34. A consequence of classifying a subsidiary of a public holding/head office in the general government
sector is that an equity liability (AF.5) would be recorded in the financial accounts of the general
government sector. An alternative recording, that may be sometimes more appropriate, would be to
record an imputed equity holding by government in the subsidiary. In this latter case, this AF.5 amount
would be deducted in the consolidated financial accounts from general government AF.5 position, on the
asset side.

35. Concerning the gross or net presentation of the equity liability of government, it might be useful to
distinguish cases according to the owners of the corporation. If a public holding/head office is the sole
owner, both net and gross presentations might be appropriate. However, if the subsidiary is not solely
indirectly owned by government, then a gross presentation is more appropriate, in order to show the
equity liability of general government to other sectors.

1.6.4. Restructuring and privatisation agencies

1.6.4.1. RESTRUCTURING AGENCIES

36. Government may control restructuring agencies, as mentioned in ESA 2010 paragraph 20.44, with the
aim, for a given period, to ‘restructure’ several corporations (public but possibly also private), notably
when they show persistent losses. This generally implies a dramatic change in the business model and
a significant adjustment in the human and physical capacities of the restructured entities. In this context,
such restructuring agencies may provide capital transfers, loans, acquire equity or grant one-off
guarantees.

37.ESA 2010 paragraph 20.44 further explains ...the major criteria determining sector classification of
restructuring agencies are whether such entities are financial intermediaries, the market character of the
main activity and the degree of risk assumed by the public agency. In many cases, the degree of risk
taken by the restructuring agency is low due to the fact that it acts with public financial support and on
behalf of the government.... When restructuring agencies act on behalf of government, under its narrow
control and with a clear support from government for its own funding, these entities should be classified
within the government sector and not in the financial corporations sector.
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38.ESA 2010 paragraph 20.44 also states that restructuring agencies can handle privatisation and
defeasance. Guidance on defeasance structures (which are often part of a restructuring process) is
given in Part 4 Relations between government and the financial sector.

1.6.4.2. PRIVATISATION AGENCIES

39.ESA 2010 paragraph 20.210 states that Privatisation commonly involves the sale by government of
shares or other equity in a public corporation.... Privatisation agencies hold shares in public corporations
that the government intends to dispose of. Such units are not head offices in ESA 2010 terms, as they
do not really intervene (or only in a marginal way) in the management of the corporations they hold, but
are created with the aim of facilitating their disposal on market.

40. Privatisation agencies should be classified in the general government sector, because they manage
assets on behalf of government, which is the ultimate owner of these assets, and their ‘main function is
to redistribute national income and wealth, channelling funds from one unit to the other’, see ESA 2010
paragraph 20.45 (a).

41. In the case of a public head office that is engaged both in business market activities (in the sense of the
coverage of costs by sales) and in the management of assets for privatisation for some of its
subsidiaries, it might not be possible to split the unit into two separate institutional units. In this case,
ESA 2010 paragraph 20.45 applies: ... The unit is classified as a corporation, and any transactions
made on behalf of the government should be rerouted through the general government. Therefore, when
one unit carries out transactions on behalf of another unit included in the general government sector,
these transactions should be recorded in the accounts of government.

1.6.5. Market regulatory bodies and professional
associations

1.6.5.1. MARKET REGULATORY BODIES

42.The market regulatory bodies (also named authorities, agencies, regulators, etc.) described in this
chapter(®) are enabled through law with the powers to elaborate some regulations (norms, provisions,
obligations, etc.). These regulations are legally binding and any actor on the market for a given activity is
obliged to follow them, at the risk of possible sanctions such as prosecution. Thus, market regulatory
bodies exert decision-making on some key variables, influencing the way in which units carry out an
activity and receive revenue from it.

43. Market regulatory bodies may also be responsible for controlling norms, although this task could be
delegated to a specialised unit without normative powers. In addition, market regulatory bodies may also
exert ex-ante control on those agents wishing to participate in an activity in order to assess their
competence, professional capacity (granting licenses/permits to operate) and provide some assurance
to consumers on the professional expertise and qualification of those operating in the profession
(doctors, lawyers, etc.). There are different models amongst EU Member States regarding the units
responsible for such tasks. In recent decades, such units have been developed, e.g., in the
telecommunication, transportation or energy industries.

44.The first paragraphs of ESA 2010 chapter 20 (Government accounts) are unambiguous about the
classification of units that are involved in activities rendered to the community. These units are enabled
with sovereign powers affecting the behaviour of economic units. Chapter 20 also makes a distinction
between ‘core government units’ (depending on a public budget) and other government bodies that are
recognised as autonomous institutional units. However, government may delegate some of its sovereign
tasks to units that are not government bodies, which often have a non-profit status. When the majority of
the activity of such units is oriented towards performing these sovereign tasks, under the narrow control
of government (which may approve some decisions, the unit’s budget, or confirm some sanctions), these
units should be assimilated to government regulatory agencies and classified within the general
government sector.

(85) These market regulatory bodies do not distribute subsidies or grants to producers and do not act on markets in order to smooth market
fluctuations by purchasing/selling goods in a contra-cyclical perspective, both of which are covered by ESA 2010 paragraphs 20.53-20.54 and
chapter 1.4 Market regulatory agencies in agriculture.

Manual on Government Deficit and Debt 66




Delimitation of the general government sector

45.1n many EU Member States, market regulatory bodies are usually considered as government units (in
the central government subsector as they exert their authority on a whole country), whatever their legal
status, the way the members are appointed, the degree of independence from executive units, etc. The
reason is that they do not act only in the interest of the market operators, but also (and possibly
essentially) for collective purposes, i.e., for the benefit of the community, notably in order to enhance the
confidence of consumers and/or because of the importance of such activity in the production system.

46. Market regulatory bodies may be financed by government, but they may also be entitled to directly
receive funds from the regulated agents, whether on a regular basis or not. The classification of such
receipts must follow the general rules set out in ESA 2010. If the producer units (regulated agents) are
required to pay globally an amount that corresponds to the cost incurred by the regulator in performing
its missions, this should be recorded as a service fee (a sale of services). If the levies are largely above
the regulatory costs (‘out of all proportion to the costs’ according to ESA 2010 paragraph 4.23 (e)), they
must be recorded as a tax(%6).

1.6.5.2. PROFESSIONAL ASSOCIATIONS

47. Apart from the market regulatory bodies described above, in most EU Member States there are also
numerous ‘professional associations’, of which membership may be compulsory or voluntary. The main
aim of these entities is ‘defending’ the interests of their members as a whole, notably by contracts with
government or regulatory authorities, but they may also not be strictly confined to this. Notably,
professional associations may also exert professional control on its members and other actors.
Generally, professional associations use legal provisions established by government, but they may also
have more or less extended normative and regulatory powers, acquired by government delegation, that
influence the way in which some actors in their specific field carry out their activity. Government may, for
instance, set up a general legal framework and these entities are then given the task of elaborating
practical guidance on how to meet the requirements. Professional associations may even have the
power to impose some (e.g., financial) sanctions in cases of professional negligence.

48.ESA 2010 paragraph 20.02 states that powers to raise taxes and other compulsory levies and to pass
laws... is specific to government. The term ‘laws’ must be understood in a broad sense, as some norms
may not take the form of a law voted by a Parliament but result in similar constraints on the economic
agents in the conduct of some economic activities. As far as resources are concerned, any levy which is
imposed on some economic agents only because they are engaged in an activity (or provide some
services) and which, by evidence, is out of proportion to the cost of the service provided must be
classified as a tax and recorded as government revenue. However, if the amounts raised can be
identified as the actual counterpart of a service provision, they should be recorded as a sale of services
(see also sub-section 1.2.4.8 Borderline between taxes and sales of services). In the case of a private
body that performs some regulatory tasks but is not classified in the general government sector because
the major part of its activities is lobbying/servicing exclusively for their members, the possible
compulsory resources identified as taxes should be rerouted to government, which then would transfer
to the unit an equal amount.

49. When professional associations provide services mainly for their members, they should not normally be
classified in the general government sector. However, depending on the extent of the ‘sovereign-nature’
of tasks delegated by government, on the degree of possible influence over these associations in the
design of the professional framework imposed on all relevant actors and on the extent of the control over
their decisions by government, professional associations could be in some cases assimilated to
government regulatory bodies, where such tasks represent the major part of their activity. Professional
associations may be allowed to collect compulsory payments from their members. If these resources do
not have the features of service fees, this may imply some rerouting to government as taxes.

1.6.6. Entities having the features of captive financial
institutions

50.ESA 2010 created captive financial institutions as a new category of financial corporations (to be
classified in subsector S.127), described in ESA 2010 paragraphs 2.21-2.23 and 2.98-2.99. Captive

(8%) A market regulatory unit may also manage a fund (such as a guarantee fund) for which the levies should be recorded as taxes when the
contributions to the fund are compulsory.
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financial institutions are institutional units that do not engage in financial intermediation or in financial
auxiliary services. They also should not be confused with artificial subsidiaries - as described in ESA
2010 paragraphs 2.24-2.25(87), which are not institutional units.

51.ESA 2010 paragraph 2.98 explains that captive financial institutions ...are neither engaged in financial
intermediation nor in providing financial auxiliary services (as listed in ESA 2010 paragraph 2.96), as
they do not really place themselves at risk, and further that most of their assets or their liabilities are not
transacted on open markets. This may mean that their assets take the form of non-negotiable
instruments (by nature or because there is a unique counterpart) or that the assets would not be funded
by banking (deposits) or financial markets (securities) at prevailing conditions, but through a bilateral
relationship with their controlling unit, under possible various forms (loans, equity, other securities).

52. Captive financial institutions are considered institutional units according to ESA 2010 criteria (see ESA
2010 paragraph 2.12)(%8). However, they have a limited capacity of decision as regards their current
management and are very much dependent on their parent(®°) (controlling unit) as regards the conduct
of their activity. Thus, the influence of their controlling unit goes beyond the coverage of the notion of
control in national accounts, which refers to the influence on the general policy and the strategy of the
unit, i.e., the parental control goes beyond key decisions and a significant influence is also observed in
‘day-to-day’ activities, implementing the defined strategy.

53. Government-controlled entities may have functions similar to captive financial institutions, sharing similar
features, i.e., acting mainly in the financial area (they do not produce goods and do not provide non-
financial services), showing essentially financial assets on the assets’ side of their balance sheet and
with mostly property income as revenue, and in which government exerts a significant influence on their
management. From a risk perspective, it is highly likely that government is supposed to automatically
and immediately bear the negative consequences of any insufficient performance of the assets held by
these entities, either explicitly or implicitly. As a rule, such entities controlled by government and having,
at the same time, all the features as described in the following paragraphs below and summarised in
paragraph 59 should be classified in the general government sector(®®) and not in the financial
corporations sector.(®)

Range of activities and distinct economic behaviour from commercial entities

54.The government-controlled entity carries out its activity within the framework of a limited range of
activities and in narrow conditions (if not direct instructions for some individual interventions), which are
mainly designed, significantly influenced, closely monitored and supervised by the parent unit, with no
possibility to change. Although the unit has nevertheless a certain degree of independence in the daily
management, it must however aim at the objectives specified by its controlling unit and is imposed some
specific restrictions and constraints. It is important to note that the influence of the parent unit is
simultaneously over the assets and over the liabilities. As a result, such ‘captive’ units act differently
from private financial institutions, i.e., do not behave as ‘normal’ commercial entities, searching to extend
the scope of their activities, specialising in some (more profitable) areas, arbitrating between different
strategies and, in general, looking to obtain a market rate of return in similar activities. Government plays
a predominant role in the conduct of the activities of the entity and does not require a market rate of
return, i.e., the aim is not to ensure a return for government (such as a minimum return on equity rate).
Such units do not provide services for the benefit of government units, but they carry out some financial
tasks, almost exclusively in the context of public policy objectives, under the close monitoring of
government. In fact, these entities represent an alternative to government performing the tasks directly.

(8) ESA 2010 explains that ‘artificial subsidiaries’ are wholly-owned by a parent corporation and provide some services to it or to other
corporations in the same group. Such entities usually do not satisfy the definition of an institutional unit. They are close to entities providing
ancillary services, except for the scope of the types of activity carried out.

(88) However, if an entity obviously lacks decision-making power, even for its daily activities, appearing as a kind of accounting tool or functioning
as ‘auto-pilot’, the entity is not recognised in national accounts as an institutional unit and is automatically included in its controlling unit.

(89) The term ‘parent’ must be understood in a broad sense as the controlling unit. Entities having the features of captive financial institutions
controlled by government must not necessarily be owned directly by government or be created by government in order to be classified in the
general government sector.

(°%) Even in cases where they would hold a banking licence and would be included in the ECB’s MFI list.

(°Y) The captive financial institutions and moneylenders subsector (S.127) then includes all captive financial institutions that are not controlled by
government (or not directly controlled by government). There may be captive financial institutions whose parent would be a public corporation.
Such captive financial institutions should normally be classified in the subsector S.127. The exception is if the unit performs some tasks for
public interest and in fact acts on behalf of government and not for the benefit of its public parent. In this latter case, this would trigger a
classification to government sector.
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55. These activities and economic behaviour are different from the case of government entities providing
ancillary services and/or artificial subsidiaries, (both not being institutional units) which mainly perform
some tasks exclusively for a government-controlling unit (or possibly for several units of the same
nature) and for which most of their assets do not take the form of claims on other sectors than
government.

Constraints on the assets’ side

56. Constraints on the assets side mean that the parent/controlling unit imposes conditions in which the unit
may act, without the possibility of changing them (or very marginally) by its own initiative, as referred to,
for instance, the nature of the assets it can hold, the type and size of its intervention, the return on some
assets, the characteristics of the beneficiaries of the activity of the unit and other conditions which are
precisely defined by the controlling unit with no room for manoeuvre, or very little, if any, left to the
unit.(°?) This would also include cases where an ex-ante authorisation would be required for a significant
part of the activity of the unit (such as the granting of loans or acquisition of shares). For example, if
most of the loans (in number or in principal amounts) granted by such unit (or of its investments in other
financial instruments) need an ex-ante authorisation from the controlling unit, the assets are considered
to be under the control of the latter and the unit would actually have features similar to a captive financial
institution.

57.An example may be for instance a government controlled entity, which have been entrusted by
government to carry out activities in the context of public policies, generally limited to some precise tasks
related to them, such as granting loans under more favourable conditions than the markets, or investing
in some specific units or sectors (as a leverage tool).(®®) Examples of such policies are economic
development, regional policy, new technology, climate change mitigation and adaptation, social
integration, access to real estate ownership, access to tertiary education, etc. As mentioned above, the
government-controlled unit would be obliged to conduct its interventions within a narrow framework
defined by government, even if government would not necessarily have to formally approve/determine
every single allocation of assets to every single beneficiary, which however may frequently be the case
for operations of a significant size.

Constraints on the liabilities’ side

58. The influence exerted on the liabilities side of the entity means that the unit would not be able to borrow
without the authorisation of the parent unit or would mainly be financed by the parent unit or, in some
cases, would have most of its borrowing explicitly guaranteed by its parent unit. Under these conditions,
the unit would not be in a position to decide by itself on the resources that could allow it to extend the
scope of its activities or to reorganise its interventions.

59.To summarise, a unit engaged in financial activities and controlled by government would have the
features of a captive financial institution and thus would be classified in the general government sector,
and not in the financial corporations sector (S.12), if at the same time the following conditions would be
met:

1) the unit would carry out a limited range of activities in narrow conditions set by government (in the
framework of public policy objectives),

2) government influence or constraints would be evidenced simultaneously on both:
e assets’ side and
o liabilities’ side of the unit, and

3) the unit would not behave like a ‘normal’ commercial entity (e.g., no expectation of a market rate of
return on equity).

(®?) In this regard, there is for instance a significant difference between a bank affiliate specialised in a category of credits (corporate, real estate,
etc.) having a large autonomy to carry out this activity (for instance, just with some profitability objectives/benchmarks set by its parent) and a
unit which would be imposed on by its banking parent to grant loans, in its own name, only to a precise category of agents (level of income, size
of a firm, types of products, parameters, etc.), with a given margin, etc.

(°®) However, there may cases where government has entrusted the unit to intervene in different areas of public policy, such as providing support
to some enterprises (notably SMEs), and at the same time to households for social housing. This is carried out by distinct departments within
the unit and, in some cases, by dedicated affiliates. The main point is nevertheless that for all these kinds of activities (or the majority of them),
it should be assessed whether the unit has limited room of manoeuvre, as explained above.
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60. For instance, a unit controlled by government and acting within narrow limits defined by government but
financing itself directly on the market without support from government (i.e., without the need for
government guarantees or subsidies), would not have (all) the features of a captive financial institution.
However, when this influence or constraints would be evidenced on both assets and liabilities, the entity
in fact would act mainly on behalf of the controlling unit (government).

61. Some examples of captive financial institutions are given in ESA 2010 paragraph 2.99. However, they
do not explicitly refer to cases of captive financial institutions controlled by government. Nonetheless,
these examples provide interesting information on some aspects of such entities. Notably, ESA 2010
paragraph 2.99 (d) deals with the case of ‘units which provide financial services exclusively with own
funds, or funds provided by a sponsor, to a range of clients and incur the financial risk of the debtor
defaulting.” This case deserves particular attention when such entities are controlled by government,
which, in addition to a narrow control of most of their activity, as described above, would provide most of
their resources under different possible financial instruments (such as equity, deposits, loans,
securities). An important feature, as already mentioned above, is that government generally does not
provide funds with the aim of getting a market rate of return (see for instance chapter 3.2 Capital
injection into public corporations), but gives priority to the fulfilment of some of its own policy
objectives.(®**) Under these conditions, the government-controlled unit would not have to ensure a
sufficient rate of return for facing a market cost of borrowing, as a 'normal’ financial institution would do.

Some specific cases

62.In the framework of the general rules described above and summarised in the previous paragraphs,
there may be some additional aspects to consider. For example, it may happen that government is not
the only provider of funds (sponsor), other units (such as banks) may be also involved. A classification
as a government unit would apply regardless of the proportion of the funds provided by government if all
the funds received by the unit would not receive a market rate of return (such as the return on equity
required by normal private shareholders or the usual commercial rate of interest).(°®) There could also
be cases where the other resources providers would act as ‘normal’ investors and would require a rate
of return close to the usual market rate. Nevertheless, due to the fact that government would exert a
decisive influence on the entity (as described above) and would not require a similar rate of return,
compared to the other providers of funds, this would also trigger a classification as a government unit in
all cases where government would provide to the unit more than 50 % of the total resources (excluding
accounts payable) under any form (equity, deposits, loans, securities, guarantees).

63. Government may also provide an explicit guarantee on financial instruments issued by the entity, which
will allow the entity to receive funds at better conditions (normally benefiting from the rating of its
guarantor) or even to have an access to the funds’ market. This would be assimilated to the direct
provision of funds if the guarantee would cover a majority of the non-government borrowing of the entity,
would be unconditional and might be activated by creditors ‘at first demand’. Here, de facto, the unit
would not be placing itself at risk and the cost of borrowing would not reflect the level of risk of the unit
that, due to the influence of government, would have only limited profits, if any. In such cases, the unit
should be classified in the general government sector.

64. Finally, there might be cases where the unit could borrow on the markets but without any explicit
government guarantee on its debt instruments. However, due to the narrow control of government on its
activity and because of the crucial role of the unit in the context of important government policy, it is
likely that the investors would have no doubt on a government support if needed and would ‘price’ this
situation. In case the unit would not cover the market cost of its borrowing without the permanent
support from government (which would appear in the form of subsidies for off-setting the gap between
asset interest and liability interest, compensating some administrative costs, covering losses, etc.), this
unit should be classified in the government sector.

(°4) There might be cases where government would initially expect a rate of return not too far from market benchmarks (for instance, at least the
cost of its long-term borrowing). However, where the unit would not be in a position to ensure it, it is unlikely that government would approve a
change in the general policy, or even the exit from it, as it would be frequently observed for private investors.

(®®) It could be questioned why such private investors (normally profit-oriented) could be involved in an entity with such features. One reason may
be that they could, in this way, capture some other profitable activity with the beneficiaries of the interventions of the unit. Another reason could
be that they have entered into a partnership with government that should be appreciated in a global way as regards the final profitability of all
related operations and not simply at the level of this unit.
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1.6.7. Central stock-holding entities (CSEs)(%)

65. According to the 2009 Directive(®’), a central stock-holding entity may be established in EU Member
States to ensure the maintenance of emergency crude oil and/or petroleum stocks to be used in the
event of a crisis. Governments may directly manage the emergency stocks or confer these powers to a
CSE set up or nominated by government. In addition, the Directive foresees that, for a specified period,
CSEs or government may delegate tasks relating to the management of emergency stocks, with the
exception of sales and acquisitions of specific stocks. Such tasks can only be delegated to 1) another
EU Member State within which territory such stocks are located, or 2) the CSE set up by that Member
State’s government, or 3) the economic operators(°®).

66. The Directive specifies that the establishment of a CSE is not compulsory, but if Member States decide
to set one up, they should respect the following conditions: no Member State may set up more than one
CSE; it shall take the form of a body or service without profit objective and acting in the general interest;
and its main purpose shall be to acquire, maintain and sell oil stocks for the purpose of the Directive.
Payments by the operators for the services of the CSE shall not exceed the full costs of the services
rendered and may not be required until the stocks are constituted.

67.The main activity of CSEs is limited to the acquisition, maintenance and sales of oil stocks for the
purpose of the Directive, which is a matter of national public policy of EU Member States. CSEs are not
supposed to make any profit from their activity and may even be loss-making.

68. The activities of CSEs, the objective and the characteristics and use of the emergency stocks are strictly
regulated by EU and national law. These limitations are intended so as not to jeopardise the availability,
physical accessibility and use of these stocks in the event of a crisis. These limitations should be taken
into account when considering other indicators of government control. Given the strategic nature of
emergency oil stocks, there is always an element of government control over CSEs via excessive
regulation (see ESA 2010 paragraph 20.309 (h)).

69. In practice, four basic cases of CSEs may be distinguished. The CSE is:

o part of the general government sector (e.g., a budgetary or an extra-budgetary unit),

e a public corporation (i.e., controlled by government);

e anon-profit association whose members are the economic operators;

e a private corporation owned by private economic operators.

70. In the first two cases, government controls the CSE’s general policy (ESA 2010 paragraph 20.18).

71.1n the third case, the main issue is whether government is effectively controlling the CSE when it is an
association/NPIl whose members are the economic operators. Control is usually exercised by holding the
majority of voting rights, having veto powers or appointing the majority of members of the board. In other
cases, government controls the CSE through other means, such as limiting the activities that the CSE
can pursue, controlling the use of the emergency stocks and deciding on the provisions of its statute.
Sometimes it is also foreseen that the loans of the CSE are guaranteed by government (ESA 2010
paragraph 20.309). If the only, or more preponderant, activity of the unit is to comply with the obligation
imposed by government, the unit should be seen as acting de facto as an agent of government and it
should be classified within the general government sector. However, if the unit undertakes other
activities than just complying with the stock-holding requirements imposed by government, it could be
concluded that government does not determine the general policy of the unit. In this particular case, the
unit could be classified outside the general government sector.

72.In the fourth case, the CSE may be a private corporation owned by private operators. This is currently
not a common case, as the Directive foresees that the CSE shall take the form of a body or service
without profit objectives and acting in the general interest. Therefore, in this case it should be thoroughly
checked whether government is controlling the CSE by other means. If there is no indication of
government control (see ESA 2010 paragraph 20.309), the CSE could be considered as a private unit

(%) See details in Eurostat's guidance note: Classification of Central Stockholding Entities (CSEs) in ESA 2010, published in August 2014.
(°7) Council Directive 2009/119/EC.

(%) ‘Economic operator’ means any person, body or entity that is obliged to hold emergency stocks for the purposes of the Directive. This stock-
holding obligation might be partly or fully delegated to a CSE or other economic operators.
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and then classified in the non-financial corporations sector (S.11).

73. A government controlled CSE should be classified in the general government sector due to its specific
nature (as outlined in the Directive). A government-controlled CSE’s activities related to the emergency
stock maintenance should in principle be considered as non-market production because the stockpiling
level required by government goes beyond the stockpiling undertaken for commercial purposes(®®).

74. All the payments made by economic operators to government-controlled CSEs should be considered as
taxes on products (D.21), even if they may not be considered as such in national legislation. The fees,
the operators have to pay, are either set by government or using an agreed formula, which means that
the stocking unit does not react to market signals (changing prices, adjusting product capacity, etc.) as
would be the case in a market activity.

75.1If the CSE is privately-controlled, the nature of the payments made by the economic operators to the
CSE should be analysed. If all the payments from the economic operators to the CSE are on a voluntary
basis and the economic operators can choose how to store the emergency stocks (i.e., they can fully
decide between storing the emergency stocks themselves, through the CSE or by delegating the
obligation to another economic operator), these payments could be considered as sales of services. If
the CSE is privately-controlled, it should be classified in the non-financial corporations sector. In this
case, government has delegated its obligation of maintaining emergency stocks to a private entity. If a
privately controlled CSE is receiving mandatory payments from the economic operators, they are to be
considered as taxes and rerouted through government accounts, as it is through the delegated authority
of government that the CSE is collecting these payments. Where it receives voluntary
contributions/payments from the economic operators, they can be treated as sales of services.

76. A CSE classified in the general government sector may still have some marginal market activity but this
should not have any influence on its sector classification.

(®%) The imposition of a certain level of oil stocks is mainly a matter of national policy (and thus government imposes the level of payments
exercising its sovereign function) and not something which the operators would need to do for commercial considerations. In addition, the
Directive effectively prohibits the CSE from profit-seeking behaviour, thus a classification of any output as market output would require very
careful consideration.
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1.7.Government debt management offices
1.7.1. Background

1. The functions of government debt management agencies or offices, frequently observed at the central
government subsector level, vary from country to country. These functions can cover a range of financial
activities. The more frequent of them are issuing securities, possibly incurring other forms of borrowing,
hedging risks, managing government’s liquidity (notably through repurchase agreements). They are
generally set up in order to benefit from special financial expertise and ensure closer relationships with
market areas. In some cases, they may grant lending to other public units (for instance for emergency
liquidity support or for other reasons notably to foreign governments). In some EU Member States, the
national central bank might perform some of these tasks for government whereas in others they may be
directly carried out by the Ministry of Finance (Treasury) or by the authorities in another subsector.

1.7.2. Treatment in national accounts

2. When public debt management offices are separate institutional units, they should be classified in the
general government sector because they act on behalf of general government. They appear to be simple
agencies and their activity is very similar to an auxiliary activity.

3. They should not be classified as financial corporations as they do not perform financial intermediation.
The proceeds of their borrowing are transferred to government, being included in the accounting balance
sheet of the government unit they are servicing rather than that of the debt management office. Similarly,
the repayment of the borrowing is provided by the government unit from its resources or by rollover of
the debt through new issuance carried out by the debt management office.
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1.8.Joint ventures
1.8.1. Background

1. The case of joint ventures where government units are involved is covered in ESA 2010, chapter 20
Government accounts. ESA 2010 paragraph 20.49 mentions that many public units enter into
arrangements with private entities or other public units to undertake a variety of activities jointly, on
market or non-market basis. Three types of arrangements are foreseen: jointly controlled units (‘joint
ventures’), jointly controlled operations and jointly controlled assets. This chapter does not refer to joint
ventures that would be arranged by market public corporations with private sector. (1)

2. Inthe case of joint ventures, a unit is set up (as corporation, partnership or any other legal form) which is
clearly an institutional unit, i.e., meeting the criteria as defined in ESA 2010 paragraph 2.12, i.e., entering
into contracts in its own name and possibly raising finance for its own purpose. Joint ventures are not
restricted to the case of only two partners as there may be arrangements that are more complex. In
addition, a joint venture may be set to carry out activities in a non-resident territory and rules similar to
the case of non-resident SPE might apply. A joint venture may also be set up in the context of PPP
projects and, in this case, rules stated in chapter 4.6 should apply as far as the classification of the
partner is concerned. (%)

1.8.2. Treatment in national accounts

3. If the joint venture is owned by an exact equal percentage of ownership by a government unit and a
private unit, it is recommended to consider other indicators of control than ownership, as mentioned in
ESA 2010 paragraph 20.307. It may happen that government holds some rights higher than for the
private partner(s), such as veto power or priority rewards, or bear more risks. In these cases, the rule
mentioned in paragraph 5 should apply.

4. In case the joint venture is owned by a government unit and a private unit in equal percentages, and that
there is no evidence of some superiority of control by either party, ESA 2010 paragraph 20.320 states
that if the joint-controlled unit does not satisfy the criteria to be classified as a market producer, it must
be fully allocated to the general government sector. If it is recognised as a market producer, the unit
would be included in the non-financial corporations sector S.11 but should be split, one half being
considered public-controlled public corporation and the other half allocated to the private sector.

5. If the joint venture is not owned by exactly equal percentages of ownership, by each of the public or
private parties, the unit must be allocated to the party that holds the majority. If it is the government unit,
the unit will be classified within the government sector if the joint venture has a predominant non-market
activity and as a public corporation if the unit is recognised as a market producer. It is, however,
recommended to check whether some other provisions related to rights and decision power are not de
facto giving a different view as far as the effective control of the joint unit is concerned.

6. When a joint venture involves only units classified in the public sector (for instance a joint venture
between a public corporation and a government unit), the sector allocation of the unit will depend on its
market/non-market nature. Non-market units are recorded in the government sector and market units
within the public corporations subsector (S.11).

7. For the other arrangements which are not run by a separate institutional unit, but involve only some
assets, it must be determined which unit owns the asset on the basis of which unit is exposed to the
majority of risks and rewards allocated to the assets. Both expenses and revenues, recorded on gross
basis, are nevertheless re-allocated according to the arrangement (ESA 2010 paragraph 20.49).

(**) Normally, according to the share in control, the joint venture could be classified in the private sector, in the public sector or in both. However, if
the public corporation would no longer be a market producer, the joint venture should be classified within the government sector.

(101 1t is assumed that there is no issue for possible (but rather hypothetical) joint ventures for financial intermediation (or financial auxiliary
services) as, by definition, such entities should be classified within the financial institutions sector (S.12).
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1.8.3. Rationale of the treatment

8. In case a separate unit is jointly set up to carry out an activity, the single criterion of the percentage of
ownership may not be sufficient to decide on the sector classification of the unit. Other features of
control need to be analysed. In many cases, government has de facto more influence than the private
partner(s) and taking more advantage of it. The exact purposes of the creation of the unit, notably the
importance of public interest reasons, should be closely considered.

9. For other types of arrangements involving assets but without any separate unit jointly, any asset in
national accounts is allocated to only one controlling unit and thus to its institutional sector.
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1.9. European entities related to the euro area
sovereign debt crisis

1.9.1. Background

1. The European sovereign debt crisis, which started in 2010, has led to the creation of new entities or
structures with the objective of providing intergovernmental financial support to EU Member States. As a
first step, the euro area Member States(3°?) agreed to grant bilateral loans to Greece in the context of a
new European Financial Stabilisation Mechanism (EFSM) involving also both the European Commission
and the IMF. These financial supports are recorded without difficulty in Government Finance Statistics
as loans incurred by borrowing countries directly from the euro area Member States (bilateral), from the
Commission (EFSM) and from the IMF. However, it quickly appeared, because of contagion, spill-over
and overshooting effects on euro area debt markets, that there was a need to set up specialised
institutional bodies.

2. In this regard, the European Financial Stability Facility (EFSF) was created by the euro area Member
States following the decisions taken on 9 May 2010 by the ECOFIN Council with the aim of providing
financial assistance to euro area Member States requesting financial support under the condition of a
macro-economic adjustment programme. The EFSF, created in October 2010 as a temporary
mechanism providing support until 2013 but continuing to function after this date until the time of
redemption of all bonds and loans, issues bonds or other debt instruments (bills and notes) on the
capital markets. Furthermore, it has been decided that the EFSF could also intervene in the primary and
secondary bond markets(*°®), act on the basis of a precautionary programme(*%¥), recourse to more
original tools (see below) and provide resources to governments for financing recapitalisations of
financial institutions in non-programme countries.

3. Also, in October 2010, it was decided to create a permanent rescue mechanism, the European Stability
Mechanism (ESM), based on a specific Treaty signed on 11 July 2011. After the ratification procedure
came to an end, the Treaty entered into force on 27 September 2012, the ESM was ‘inaugurated’ on 8
October 2012 and started its operations in December 2012. It is currently the mechanism used to
finance any new support programmes and is enabled to provide support under various tools similarly to
the EFSF. (%)

1.9.2. Treatment in national accounts (1)

European Financial Stability Facility

4. As explained in Eurostat’'s decision of 27 January 2011 on the EFSF, the EFSF is not considered an
institutional unit, from a conceptual point of view, because it does not possess all the normal
characteristics of an institutional unit under ESA 2010. It has no capacity for initiative and no autonomy
of decision in the exercise of its primary function, providing loans to countries in difficulty and their
financing. Decisions related to this primary function are in practice subject to the prior approval, usually
unanimous, of the Eurogroup(*’”) members taking part in a support operation. Moreover, the EFSF
cannot be regarded as an international financial institution on its own, as it has none of the usual
characteristics. It could not be consolidated with any of the European institutions established by the

(102) Several other EU Member States also took part it this bilaterally based support.

(19%) The EFSF has also granted support by delivering its own bonds or notes, without raising funds on markets. In some cases, these ‘cashless’
operations are only temporary while in other cases the EFSF debt instruments will be kept by holders until maturity and may be used as
collateral in repo transactions.

(1°4) Such precautionary lines are treated as contingent assets until actual drawing down by the beneficiary country.

(*%) For detailed information on these bodies, and notably all relevant documents, see https://www.esm.europa.eu/efsf-overview and
http://www.esm.europa.eu.

(10%) See also relevant decisions on Eurostat website: http:/ec.europa.eu/eurostat/web/government-finance-statistics/methodology/decisions-for-
ofs.

(1°7) The Eurogroup is the term for informal meetings of the finance ministers of the euro area.
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Treaties, at time of creation. Finally, the EFSF is de facto an accounting and treasury tool to enable the
same conditions for access to borrowing for members of the euro area, acting exclusively on behalf of
them and under their total control. EFSF’s very low capital base compared to the size of its balance
sheet reinforced the notion that the EFSF was mostly an artificial entity created as an accounting tool.

5. As a consequence, from a theoretical point of view, the EFSF operations would have to be allocated to
or consolidated with, in national accounts tables, the institutional units to which it belongs, in this case,
the governments of the euro area Member States.

6. For practical reasons, the Eurostat decision nonetheless prescribed to reroute the EFSF loans through
guarantors, therefore implying recognising the EFSF as a statistical unit to be classified in the
government sector of the EU institutions, by analogy with the ESM. The 2012 Eurostat decision
indicated that the operations of the EFSF should be allocated to the guarantors, although only partially
(meaning that the consolidation is based on some assets held by the EFSF only and not on the totality of
its balance sheet for technical reasons, as explained below). As a basic activity, the EFSF borrows on
markets with the guarantee of Member States, according to a contribution key linked to their share in
ECB’s capital.(*%®) Initially, up to December 2011, to obtain a better credit rating, one part of the
proceeds of market borrowing was not transferred to the borrowing countries under the form of loans but
invested into high rated debt instruments. This was known as the Loan Specific Cash Buffer (LSCB).
The EFSF debt used for the ‘LSCB’ is not recorded in national accounts as imputed debt of the Member
State guarantors. Thus, only the asset side of the EFSF corresponding to actual support to the euro area
Member States is rerouted to the guarantor Member States.

7. The loans, which nonetheless include the Cash Reserve(?®) not disbursed but to be repaid by the
borrowing countries, initially exactly matched the borrowing conditions (interest rates and maturities)
obtained by the EFSF.

8. Whether in the form of loans or government bonds, the EFSF lending to beneficiary Member States is
recorded as loans granted by the EFSF to the MS guarantors who, as a result incur a corresponding
increase in their gross debt but hold an equal claim in loan assets against the beneficiary country. For
the borrowing country, this is only a change in geographical allocation of its borrowing.(*'°)

9. Furthermore, in the course of 2011, following decisions in Euro Summits, the EFSF support framework
was amended, with the disappearance of the LSCB (grossing-up of guarantees by 165 % on the funding
instruments), a significant reduction in Cash Reserve (no longer including the margin), the diversification
and pooling of resources (short term instruments), completed by intervention tools other than loans.(**')
It must also be pointed out that the EFSF set up a liquidity buffer which is not reallocated to the MS
guarantors. (1?)

10.Under these conditions, a part of the debt actually raised by the EFSF is not imputed as debt of the MS
guarantors.

European Stability Mechanism

11.The ESM is treated as an institutional unit, more precisely a European Union international organisation
(S.212), on the basis of the converging analysis of several factors, notably: a permanent basis, an
establishment by Treaty, an international legal framework, a significant amount of capital, including 80
billion of paid in capital(*!®), and an autonomy of decision due to a governance structure similar to that
observed in some other international institutions in the financial area. The ESM is to be classified in the
government sector of the EU institutions — that is with S.1315 as defined in Chapter 19 of ESA 2010,
paragraph 19.09.

(1°8) For rating purposes, the guarantee of each EU Member State was initially grossed up by 120 % and the key is adjusted in order to take into
account the share of countries which are not in a position to provide guarantees (notably when benefiting from bilateral loans or EFS’s support).

(109) ‘Cash reserve’, corresponding to an up-front service fee and capitalisation of a margin added to the EFSF cost of borrowing.
(119 The possible purchase of bonds by the EFSF is also rerouted for the amount paid on markets.

(**1) In addition to purchase of bonds on primary or secondary markets, precautionary lines, bank recapitalisation, the EFSF, through a vehicle,
could provide credit enhancement to bonds issued by euro area governments (certificates covering first losses) and could enlarge its sources of
funding by a Co-Investment Fund opened to investors.

(1*?) As far as the impact on net lending/borrowing of the MS guarantors is concerned, it related to mainly to the existence of an interest margin.
However, if the guarantors agree upon a debt cancelation to the benefit of a borrowing country, a capital transfer would be recorded as
expenditure for these EU Member States.

(13) For comparison, the ESM has a subscribed capital of 700 billion (of which 80 were paid in five instaiments over 2012-14), for a lending
capacity of 500 billion, while the EFSF has only a capital of 30 million, for a lending capacity of 440 billion.
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12.As a result, in contrast to the EFSF, all its support operations have no impact on the debt of the euro
area Member States subscribers, other than those which are benefitting from them. No loan or other
kind of intervention is rerouted/reallocated to the members of the euro area. The only impact on the debt
of these members is linked to the indirect need to borrow the cash for any tranche of paid-in capital —
which is only a part of the amounts lent — although the ESM debt should in principle be reported as
government debt of the EU or euro area debt, given that in principle these aggregates should include
and consolidate all the transactions and instruments of the sector S.1315 of the EU institutions.

13.For the EFSF, should the guarantors agree upon a debt cancellation to the benefit of a borrowing
country, a capital transfer would be recorded as expenditure for these Member States. For the ESM, the
effective payment of the initial paid-in capital is considered to be increase of equity, while the callable
capital is considered a contingent liability. The impact on government accounts of an actual call would
be treated as a capital transfer only if it were to cover losses of the ESM or shortfalls in payments by a
debtor country to the ESM.

1.9.3. Rationale of the treatment

14.Looking at the EFSF, there is evidence that it could not be considered an actual financial intermediary as
it does not transact with the public at large on both side of it balance sheet and as it does not bear any
risk due to the guarantee arrangement. In addition, there is no significant risk to the shareholders, the
capital having just a formal role, as mentioned above. Also, the EFSF could not be considered an
international organisation, despite resulting from an inter-governmental agreement. This is due to its
status of private company and, more importantly, to the ex-ante approval by the Eurogroup for its main
decisions.

15.The crucial point is that the EFSF has no autonomy of decision in carrying out its principal function. The
decision to enter into a financial rescue operation is in the hands of the Eurogroup which represents the
euro area Member States. Unanimity is required for most of the related decisions. Similarly, the EFSF
has a restricted power of initiative regarding the liabilities incurred on its name, conditional to decisions
taken by the euro area Member States. It may borrow funds only with de facto approval of the
guarantors. The room of manoeuvre in this respect is limited (choice of maturities, size and investment
of the liquidity buffer, for instance). Thus, the EFSF does not show a capacity for independent action
comparable to what is normally observed for a financial intermediary or other financial institutions.
However, the EFSF could not be consolidated in the Eurogroup. Its financial statements could also not
easily be proportionally split into the euro area Member States owning it because of practical difficulties
(change in contribution key, retained borrowing proceeds and, since December 2011, pooling of
resources). The rerouting of the EFSF’s interventions to the guarantor Member States is the solution
employed in order to reflect the nature of the entity.

16.The EFSF has the legal form of a limited corporation in Luxembourg, submitted to the normal reporting
requirements. However, for statistical purposes, its operations are treated as mentioned above. The
EFSF is treated similarly to the ESM, implying a classification in S.13 of S.212. This subsectorisation is
based on the similarities with the ESM as a non-market lender.

17.Eurostat provides the Member States with the relevant information on a monthly basis in order to record
the EFSF’s activities according to the classification decision. In addition, Eurostat publishes information
on intergovernmental lending in EU, which includes the rerouted lending of the EFSF.

18.The ESM is judged to meet the full attributes of an institutional unit, and more precisely that of an
international organisation, as mentioned above. It is permanent (as such international units normally
are), created by an EU Treaty (high rank in legal norms), it has an international organisation status and
has a large amount of paid-in capital and a significant amount of callable capital securing its
interventions. The size of capital, together with the veto rights of EFSF members, clearly plays a
significant role in the recognition of the difference between the EFSF and the ESM, regarding its
recognition as an institutional unit. Even though the Eurogroup exerts a strong influence, which is a
normal feature linked to its genuine specific function, the ESM has similar governance to that observed
in other international institutions: a Board of Governors, a Board of Directors and a General Manager
entitled with noticeable powers. Finally, some decisions, which cannot be regarded as having a
negligible impact, do not need unanimity as in the case of the EFSF. Thus, this entity meets the usual
ESA 2010 criteria of an institutional unit.

19.0nly the borrowing country will record an increase of its debt. However, if the ESM would participate
directly in the recapitalisation of banks of one country, no debt would be recorded for the country’s
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government, provided that it has taken no commitment vis-a-vis the ESM as regards the assets/claims
held by the ESM on the banks.

20.In summary, the ESM is an institutional unit while the EFSF, conceptually, is not. Neither can be
considered either a financial intermediary or a captive. However, despite their differences, they are
sectorised equally.

21.Under ESA 2010, the ESM is classified, in the accounts of all EU countries, as a non-domestic euro area
resident, within the rest of the world sector (S.2), under the subsector S.21 (the European Union) and
among the institutions of the EU (S.212). In the accounts of the European Institutions (seen as a
separate ‘Member State’), the ESM is classified as part of general government (S.13) being a public
non-market operator.

22.The ESM does not meet the financial intermediation criteria because (following ESA 2010 paragraphs
2.56 and 2.61) it does not transact predominantly with the public at large on each side of its balance
sheet (it lends only to Member States in difficulty). It is not a market producer of financial services (it
lends at rates close to its costs and does not price its lending according to risks). Thus, the ESM cannot
be considered an entity of the S.125 sector — and, accordingly, any FISIM calculation on ESM lending
to Member States would not be appropriate.

23.The ESM cannot be considered a financial captive in the S.127 sector of the EU institutions either, being
a non-market operator. Likewise, the EFSF cannot be considered (for practical purposes, but also on
accounts of its operational restrictions) as a financial captive, given that it cannot independently decide
on its own to whom it lends to and what it borrows (and for this very reason it cannot be deemed to be
an institutional unit — ESA 2010 paragraph 2.23).

24, All units classified in S.12 (financial corporations) must be market producers (except for the central bank
which is classified by convention in S.121), although the market producer character is not necessarily
established on the basis of the 50 % test. The interest charged by the ESM (close to costs) cannot be
considered meeting the economically significant price definition, as neither the supply of, nor the
demand for, ESM loans is driven by it (ESA 2010 paragraph 20.19).

25.The classification of the EFSF and the ESM should be applied consistently throughout macro-economic
statistics. In practice, the impact of the EFSF/ESM classification is essentially limited to counterpart
sector breakdowns (such as for securities holding statistics, securities issuance statistics, and detailed
breakdown of Monetary Financial Institutions balance sheets or of BOP/IIP statistics). In practice, this
also implies the exclusion of both entities from the calculation of FISIM flows on the lending to
guarantors (with impact on the GNI aggregate).(**#)

(14 A similar problem arises with the sectorisation of the IMF (and the possible associated FISIM).
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2.1.0verview

1.

According to ESA 2010 paragraph 1.101, flows are recorded on an accrual basis; that is when
economic value is created, transformed or extinguished, or when claims and obligations arise, are
transformed or are cancelled. Thus, output is recorded when production occurs, not when a good
or service is paid for by a purchaser. The sale of an asset is recorded when economic ownership
of the asset changes, not when the corresponding payment is made. Interest is recorded in the
accounting period when it accrues, regardless of whether or not it is actually paid in that period.
Recording on an accrual basis applies to most flows, monetary as well as non-monetary and
intra-unit as well as between units.

The time of recording of transactions has an impact on government net lending/borrowing (B.9).
However, over a long period the differences between accrual and cash recording are eliminated
since the accrual recording simply shifts the cash transactions into a different period. The
financial instrument category other accounts receivable/payable (AF.8) is used to bridge the time
difference between transactions and their early or late corresponding cash flows. An AF.8
recording has no impact on government debt(*!°) because accounts payable (the category that
accounts for the differences between accrual and cash) are excluded from this definition.

However, in some cases it is hecessary to show flexibility as regards time of recording. There is
one deliberate adaptation from the general principle concerning the recording of taxes and social
contributions. As this type of government revenue is often recorded on a cash basis in public
accounts and basic source information, it needs to be converted to an accrual basis. Specific
rules regarding the recording of taxes and social contributions were devised, so that the net
lending/borrowing (B.9) of general government (and of counterpart sectors) does not include
amounts of taxes and social contributions unlikely to be collected. Two recording options are
available and described in section 2.2.2 of this Manual, with the aim to avoid recording as
government revenue amounts that will never be collected.

In determining the correct time of recording on an accrual basis, economic events, and in some
cases judicial and administrative events, have to be considered. For example, economic activity
can generate a liability to pay taxes, but the amount of tax might only be determined after the
economic activity took place when a specific document is sent requiring the payment at a future
date. ESA 2010 paragraph 4.82 specifies that for some economic activities, transactions or
events, ‘the amounts to be recorded are determined by the amounts due for payment only when
evidenced by tax assessment declarations or other instruments which create liabilities in the form
of clear obligations to pay on the part of taxpayers’.

The time at which the tax liability is created may differ for different types of taxes. National
accountants need to decide on which moment to record each tax and social contribution and they
must fully reflect the fact in practice that some amounts will never be collected.
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(115) See Part 8 Measurement of general government debt.
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2.2.Recording of taxes and social contributions
2.2.1. Background

1. Taxes and social contributions in the European Union represent the main source of government
revenue. Their recording in national accounts is particularly crucial in the context of the Excessive Deficit
Procedure. Methods for recording them must be transparent and the impact on government net
lending/borrowing (B.9) comparable. In addition, unpaid taxes and social contributions must imperatively
not be recorded as government revenue and, as a matter of principle; in the long run there must be full
convergence between accrued and paid amounts.

2. ESA 2010(*'°) states that taxes and social contributions accrued (or assessed as due) but unlikely to be
collected, for various reasons (such as bankruptcy of companies, lack of efficiency of the tax collecting
system, disappearance of individual taxpayers, etc.), shall not be included as government revenue and
hence shall have no impact on general government net lending/borrowing.

3. ESA 2010 paragraphs 4.27, 4.82 and 4.95 state that taxes and social contributions recorded in the
accounts may be derived from two sources: amounts evidenced by tax assessments and declarations or
cash receipts.

a) If tax assessments and declarations are used, the amounts of revenue shall be adjusted by a
coefficient reflecting assessed and declared amounts that will be never collected. As an alternative
treatment, the revenue may be recorded gross and a capital transfer to the relevant sectors recorded
equal to the same adjustment. The coefficients shall be specific to different types of taxes and
employers’ and households’ actual social contributions.(*!7)

b) If cash receipts are used, they shall be time-adjusted so that the cash is attributed to the accrual time
(when the underlying activities, transactions or other events took place to generate the tax liability, or
when the amount of tax was determined, in the case of some income taxes). The time adjustment
must be based on the average time difference between the activities, transactions or other events (or
on the determination of the amount of tax) and the effective cash tax receipt. It can differ between
taxes. This method is labelled ‘time-adjusted cash’.

4. In addition to the time of recording of taxes and social contributions, this section also provides guidance
on other tax issues such as the time of recording of tax refunds, tax amnesties and tax credits. Finally,
Box 1 (included at the end of this chapter) furnishes the main highlights of Eurostat guidance on the
treatment of deferred tax assets (DTAS) in national accounts and the recording of specific tax credits
related to DTAs.

2.2.2. Treatment in national accounts

22.2.1. GENERAL PRINCIPLES

5. Time of recording must, as prescribed in national accounts rules, focus on economic substance over
legal form, i.e., when the economic activity took place that generated the tax liability or, in the case of
some income taxes, when the amount of tax due is determined with certainty by the government,
creating an obligation for the taxpayer.

6. Any of the methods described above in section 2.2.1 paragraph 3 a) and b) may be chosen by the
national statistical authorities, provided that it is the best way for recording revenue according to the
accrual principle: either based on assessment and declarations corrected for reliable estimates of the
amounts unlikely to be collected or based on a time-adjusted cash approach. Eurostat closely analyses
such methods and might ask for a change in the method, if the method chosen by the statistical
authorities is deemed as not appropriate or as providing unsatisfactory results. For practical reasons, the

(116) ESA 2010 references on time of recording of this revenue are paragraphs 4.26—4.27, 4.82, 4.94-4.95, 4.98, 4.100-4.101, 4.150, 20.171-
20.175. By analogy, ESA 2010 paragraph 4.95 applies also to the case of D.613.

(**7) In particular, it is crucial that the coefficients (or the amount of capital transfer) must reflect without delay the impact of business cycles or

some exceptional events which may have a strong effect on the actual collection of taxes and social contributions, upwards as well as
downward, notably when rather sophisticated models are used.
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use of a time-adjusted cash approach may be preferable when there are some difficulties to make
reliable estimations for amounts unlikely to be collected or when there are no reliable assessments
available. In such cases, the time-adjusted cash is an acceptable proxy for accruals.(*8)

7. If the recording of tax revenue is based on assessments and declarations, there are two options in order
to exclude amounts that will never be collected:

a) assessed amounts can be adjusted by a coefficient reflecting the amounts that will never be
collected. The coefficients should be estimated on the basis of past experience and current
expectations in respect of assessed amounts never collected. The coefficient should be updated
when relevant in order to reflect economic reality.

b) amounts assessed as due are recorded as government revenue and the gap between this theoretical
amount and the actual cash receipts (which is estimated) is recorded as a capital transfer
(government expenditure) to the defaulting taxpayers.

8. Otherwise, if cash amounts are used for the recording of tax revenue, they shall be time-adjusted so that
they are attributed to the period when the activity generating the liability took place. For instance, if there
is a 1-2 month lag between VAT being accrued and it being paid by corporations to the tax authorities,
then the cash received in the first 1-2 months of the year will be allocated to the previous year.

2.2.2.2. RECORDING OF TAX REFUNDS

9. For some taxes, there can be regular prepayments by taxpayers (on a monthly or quarterly basis) and
the final tax settlement is established in a later period, once the tax declarations are submitted and
assessed by tax authorities(*!°). This final adjustment may imply a further payment by the taxpayer or,
on the contrary, it may entitle the taxpayer to obtain a tax refund. This right to obtain a tax refund, and
the amount concerned, must always be assessed or approved by the tax authority and are normally
linked to tax declarations and final tax settlements.

10.Tax refunds should be analysed on a case-by-case basis for each country, taking into account data
availability and national deadlines for presenting tax declarations. The recording of tax refunds should
be based on solid data, with minimal estimation and with a low likelihood of subsequent revisions.
Unusual tax patterns or events that would result in an unusual trend in the series should be closely
monitored to ensure the correct time of recording.

11.ESA 2010 paragraph 4.82 allows some flexibility for the recording of final tax settlements for current
taxes on income, if the liability could only be determined in a later accounting period than that in which
the income accrues. In such cases, a recording of tax refunds when the liability is determined by
government is accepted. Instead of carrying out estimations for the tax refunds, if there is no reliable
information at the time the estimation is made, it would be preferable to record tax refunds later on,
using the time of recording when the tax refund is determined.

12.1t should be underlined that practices such as a cash recording for tax refunds — where a method based
on assessment and declarations is used for the recording of tax revenue — should be avoided, as not
only would it be methodologically inconsistent, but it might also create a considerable time difference in
the moment of recording of the two amounts.

2.2.2.3. RECORDING OF TAX AMNESTIES

13.A tax amnesty is a limited-time opportunity for a specified group of taxpayers to pay a defined amount, in
exchange for forgiveness of a tax liability relating to previous tax periods and without fear of legal action
by government.

14.Tax amnesties normally result from a law or a decree, which is issued by government to forgive tax
debts of taxpayers for previous years. Through this measure, government provides a benefit to
taxpayers and, at the same time, collects revenue on a one-off basis that, in the absence of the tax
amnesty, might be collected much later or perhaps never collected.

(*18) In case of employers’ actual social contributions (which are paid on behalf of households in line ESA 2010 paragraph 1.74), the use of D.995
is methodologically sounder as imbalances between S.11 and S.12 and S.14 are prevented. However, the availability of reliable data sources
will also be a decisive practical consideration. For this reason, time-adjusted cash may still be appropriate for the recording of D.611.

(119 This concerns mainly income taxes. There can be other types of tax refund. For instance, VAT is due on goods/services, but can be
reclaimed by corporations through VAT refunds. Also in this case, amounts are assessed through a tax declaration.
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o the possibility to disclose information about previous tax periods (non-declared previous taxes or taxable
assets not previously disclosed),

15.The benefit provided to taxpayers can take two forms:

o the possibility to pay past tax arrears, for which the collection could not be previously enforced.

In both cases, the disclosure of taxes (or taxable assets) and the payment of tax arrears, which release
taxpayers from any further legal action by government, may be made under various conditions, possibly
without penalties and even at lower tax rates than the standard case.

16.Tax amnesties are usually established for a fixed period and may be related to outstanding tax debts
over a given period. They can concern all kinds of actual taxes and social contributions.

17. Concerning the time of recording, each case should be carefully analysed. In this regard, estimations of
amounts to be paid are not the best option for the recording of tax amnesties, as government is unlikely
to have reliable data sources in the assessment of amounts likely to be declared and paid, since it has
no knowledge of undeclared taxes. Using data on collection of taxes is preferable, regardless of the
method usually used for the recording of other tax revenue. In this sense, the use of pure cash
recording is more appropriate.(*?°) In general, a tax amnesty replaces previous tax liabilities, possibly
across a range of different taxes, which should not have been recorded as revenue in the accounts of
general government, as they were not evidenced by assessments, declarations or cash paid (the
precondition for recording a transaction according to ESA 2010 paragraph 1.79 is not met, see also
ESA 2010 paragraph 5.244). The payments by taxpayers under a tax amnesty constitute a new tax,
which should usually be recorded as a capital tax (D.91), due to its infrequent and irregular nature.

18.1f a method based on assessments and declarations is used for the recording of tax revenue, the
coefficient for amounts unlikely to be collected should be re-assessed after a tax amnesty takes place.

2.2.2.4. RECORDING OF TAX CREDITS
2.2.2.4.1. Background

19. Governments routinely provide benefits by way of reducing certain tax obligations of taxpayers, instead
of making outright payments. These reductions are often called tax reliefs and may take various forms.
They might be subtracted from the tax base, in which case, they take the form of tax deductions, tax
exemptions or tax allowances. Other tax reliefs are provided in the form of a tax credit, which can be
used to settle the tax liability of the taxpayer. This subsection focuses on the latter.

20. Governments commonly use tax credits in the context of social, environmental and innovation policies,
as channels for providing subsidies to corporations, social benefits to households, investments grants
or other transfers to taxpayers. A risk exists that these would not be explicitly recognised as
government expenditures in national accounts.

21. In this context, the explicit intention of ESA paragraph 20.168 is to avoid distorting national accounts by
recording such interventions inappropriately as a reduction of government revenue, for the sole reason
that they are transiting via the tax system, because they indeed have the nature of expenditure. This
subsection provides elements to distinguish such tax credits. In particular, the subsection distinguishes
between tax credits, for which a government expenditure and/or a government obligation should be
recognized, and which are called payable tax credits (or non-wastable tax credits), and those that are
recorded like other tax reliefs and which are called non-payable tax credits (wastable tax credits).

22. Accordingly, the time of recording for the case of non-payable tax credits might be different from the
one of payable tax credits, taking into account the elements referred above.

23. It is important to distinguish between the time when the tax credit is earned(*?) by the beneficiary (the
time when government expenditure is recorded) and the time when the tax credit is used (resulting in
reduced government cash proceeds). The concept of the material verification is further developed
below in this context and refers to the exceptional cases, where the time of the recording of payable tax
credits might follow the time of concrete verification by tax authorities.

24. This subsection also provides guidance on the treatment of tax credits with new features that have
been notably observed in government responses to the COVID-19 pandemic: tax credits that allow the

(12%) As tax amnesties might generally show some original features, the details of the treatment should be discussed on a case-by-case basis with
Eurostat,

(*21) For a subsidy (D.3) this will be when the transaction or event that gives rise to the subsidy occurs, for a social benefit (D.62) when the claims
on the benefit are established and for an investment grant (D.92) when the payments is due to be made.
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taxpayer to transfer full or still unused amounts of the tax credit to third parties; tax credits that allow the
taxpayer to defer the use of the tax credit for very long periods or even indefinitely; and tax credits that
might be used to offset/settle the total fiscal obligations.

2.2.2.4.2. Basic distinction between payable and non-payable tax credits

25.ESA 2010 paragraphs 4.81 and 20.167—-20.168 describe the national accounts treatment of tax credits.
A tax credit is a form of tax relief subtracted directly from the tax liability due by the beneficiary after the
tax liability has been computed. This is in contrast to any mechanism (such as tax allowance,
exemptions or deductions), which for instance impacts the tax base before the application of the tax
rate.

26.ESA 2010 distinguishes two types of tax credits:

a) ‘non-payable’ tax credits (also known as non-refundable or ‘wastable’), which are those limited to the
amount of the tax liability. All amounts of tax credit that exceed the taxpayer’s liability in the period in
force are ‘lost’.

b) ‘payable’ tax credits (also known as refundable or ‘non-wastable’), which are those in which the full
amount of the tax credit is paid out to the beneficiary in any case, implying the payment of the excess
when the tax relief is greater than the tax liability. In a payable tax credits system, payments or
obligations of payment are awarded independently of the size of the tax liability, even in the case
where no tax liability exists. Payable tax credits are thus non-contingent government liabilities: they
represent a present obligation for government.

27.ESA 2010 instructs different recording approaches for these two different types of tax credits. Non-
payable tax credits are recorded as a reduction of ESA tax revenue and therefore reduce the ‘tax
burden’ and total revenue along with a fall in cash tax receipts. For payable tax credits, the whole
amount of tax credit is recorded as government expenditure and there is no reduction of the ESA tax
revenue (despite the fall in cash tax proceeds). This recording, thus, has an impact on the tax burden,
total revenue and total expenditure, and on their corresponding ratios to GDP.

28.ESA 2010 does not specify the expenditure category to be used for recording payable tax credits since
there can be different possibilities, depending on the nature of the tax credit. This category could be
recorded as current expenditure, for instance: subsidies (D.3) or social benefits other than social
transfers in kind (D.62), depending on the nature of the beneficiary, or even miscellaneous current
transfers (D.75). Payable tax credits could also be recorded as capital expenditure, in this case as
investment grants (D.92) or other capital transfers (D.99). (*??)

29.Tax credits for which the cash settlements by government are delayed to later tax years by design, but
which are to be nonetheless unconditionally settled by government (paid to beneficiaries for the amounts
not yet used) after a certain number of years, are payable tax credits. In these particular cases, there is
certainty that government will actually pay out to beneficiaries by the set deadline for any amount of the
tax credit not yet used by that time. Therefore, there is certainty that the government will lose the
resources corresponding to the full amount of tax credit, and the only uncertainty is the time when the
loss of resources will materialise in cash flow.

2.2.2.4.3. Borderline cases between payable and non-payable tax credits

30.ESA paragraph 20.167 specifies that Tax credits can be payable, in the sense that any amount of the
credit that exceeds the tax liability will be paid to the beneficiary. This seems to imply that, for a tax
credit to be considered as payable, the tax authorities must pay the beneficiary the excess above the tax
liability, such that no amount of the tax credit is lost/wasted. This feature was typically present for
traditional types of payable tax credits. However, the wording in the ESA paragraph does not cover the
newer designs of tax credits that allow the transfer to third parties or allow to defer, notably indefinitely,
the use of the tax credits, or those tax credit that can offset the total fiscal debt rather than a specific
underlying tax.

31.When considering the new features observed in these newer tax credit schemes, the ESA statement
above should be interpreted in a broader sense, i.e., the tax credits can be payable if there are elements
in the tax credit scheme pointing to a very high likelihood that the tax credit will eventually not be lost.
The main argument is that it will be used by one or more beneficiaries in the future (i.e., the resources

(*??) This list is non-exhaustive. Other categories of expenditure may be appropriate in some cases.
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will eventually be lost by government), so that the expenditure and related government liability is to be
recognised at inception, i.e., when the tax credit is earned.

32.The key element is therefore not whether government provides cash to the initial beneficiary (originator
of the tax credit), either upfront or over some time, but whether cash will most likely be provided (or,
alternatively, the revenue collected by government will be lower) at some point by the government to the
initial beneficiary or to any other party. Cash will anyway be lost in relation to this tax credit at a certain
point in the future. The settlement by government does not need to be immediate and the tax credit
might be used to reduce the tax liability (of any of the potential final beneficiaries) in the following years
(whatever the length of the period involved). A tax credit might be transferred to other beneficiaries, or it
can be used to settle a broad range of tax liabilities of the taxpayer, including its total fiscal debt. In
these cases, the tax credit is deemed to be payable when there is a very high likelihood (i.e., close to
100%) that the tax credit will eventually be used in its entirety (or close to its entirety) in the future, so
that government will effectively lose equivalent resources.

33.Thus, the general guiding principle is to record a government expenditure (and F.89 liability) for those
tax credit schemes where the likelihood that the tax credit will be used, one way or another, by the
beneficiary, is very high and where the claim on government is established with sufficient certainty and
for a sufficiently determined value. In such case, a payable tax credit is deemed to exist, and a
government expenditure (and liability) should be recorded for the amount earned by a taxpayer.

Transferrable tax credits

34. Transferability of the tax credit involves the taxpayer being able to transfer the tax credit (for the amount
not yet used) to a third party, who can use the tax credit to settle its own tax liability. In case of multiple
transfers allowed by legislation, more transferees can potentially benefit from reducing or settling their
tax obligations until the tax credit is fully exhausted.

35.The originator taxpayer benefiting from such a transferrable tax credit has a strong motivation to either
directly use the tax credit (by settling its own tax liability with this tax credit) or otherwise to pass it on to
a third party, if there is a risk of losing the tax credit or some part of it. This feature, in principle, implies
that the tax credit will not be finally lost, even though it may not be used in a tax settlement between
government and the initial beneficiary.

36.If the taxpayer's claim is transferrable (sellable), the tax credit is de facto an asset (claim of the
taxpayer), and a relating counterpart liability (obligation of government) necessarily exists. The capacity
of the beneficiary to ‘sell’ its claim generally implies that government implicitly recognizes the liability and
that the value of the claim can be reliably determined, or otherwise the initial beneficiary would not be
able to find an interested buyer. From government’s point of view, the outflow of resource becomes in
both cases nearly certain.

37.Accordingly, if the tax credit can be transferred to third parties, such tax credit is thus to be deemed as a
payable tax credit and has to be recorded in national accounts as an asset of the taxpayer and a liability
of government.

38.When the tax credit can be transferred to any party (with the exception of related parties), the likelihood
that it will be lost is very low and it is thus to be considered as a payable tax credit, unless there is
evidence that a non-negligible amounts will be wasted. When the tax credit can only be transferred to
related parties (e.g., only to the supplier of the goods/services that triggered the tax credit, family
members or companies in the same group), then an evaluation may be needed to examine if, in
practice, these tax credits may be lost for non-negligible amounts (in which case the tax credit would
remain non-payable).

Deferrable tax credits

39.The deferability of tax credits refers to the possibility of carrying forward the use of the tax credit to
following (fiscal) years. In such a case, the excess over the tax liability of the year is neither paid out, as
it would be normally the case for payable trade credits, nor wasted, as it would normally happen for non-
payable tax credits. The period of use is usually defined by legislation and might be fairly short, one or
two years, or fairly long, such as more than 10 years. Alternatively, some tax credits might be indefinitely
deferrable.

40.The general rule to be followed is to assess the likelihood that the tax credit will eventually be used
(implying a loss of cash proceeds by government over time) in full, or nearly in full, over the years. If the
likelihood is considered very high and the amount is determined with sufficient certainty, the government
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expenditure (and liability) is recognized in national accounts for the amount of the payable tax credit
earned by the taxpayer. The following cases can be distinguished:

a) Cases of tax credits that are deferrable for only a short period should be considered as non-payable,
because the likelihood of their use would not be sufficiently high to ensure that most of the tax credit
will eventually be used.

b) Cases of tax credits, for which the use can be indefinitely deferred are generally deemed payable,
unless there is evidence that the tax credit is expected to be wasted for non-negligible amounts.
Such evidence might be available, for example, from the own accounts of the beneficiary or from the
experience.

c) For cases, where the tax credit is deferrable for a long time but not indefinitely, the tax credit is
presumably non-payable, although a case-by-case analysis of such tax credits might be needed. In
some circumstances, however, the tax credits deferrable for a significant number of years may de
facto function like an indefinite tax credit scheme when the deferrable period is de jure or de facto
repeatedly extended.

41.The legislation might introduce caps on the maximum amount of the tax credits deferrable indefinitely.
Two cases might occur. First, the use of the tax credit that might be earned in a year might be capped
by the amount of a tax liability in that year. In such cases, the likelihood that the tax credit will be used
over the years remains high or very high. Second, the cap might limit the amount of the tax credit to be
used in any given year, and then such cases would require further analysis. In general, when such caps
are not too low, it is enough to conclude that the likelihood that the tax credit will not be lost over the
years remains high.

42.Box 1 explains that deferred tax assets differ from tax credits, and the rules for deferrable tax credits are
not applicable to the deferred tax assets even when these are indefinitely reportable — unless they are in
nature payable or else are converted into payable tax credits.

Cases of merger / acquisition / liquidation / bankruptcy of corporations

43.There might be cases of tax credits that are deferrable for a very long period or indefinitely, and for
which the likelihood of being settled by government, for different reasons, is not generally considered
very high. This might however change when the government obligation on the tax credit is recognized to
remain if the company, which was granted the tax credit, enters into merger / acquisition / liquidation /
bankruptcy. The taxpayer might then be entitled by legislation to claim the tax credit in case of merger /
acquisition / liquidation or bankruptcy.

44, When the deferrable tax credit is payable upon bankruptcy, such a feature reduces the likelihood that
the tax credit will ever be wasted. Similarly, the fact that the tax credit can be used by the purchasing
company following an acquisition, de facto reduces considerably the risk of waste, because some
companies can be attracted to buy a company in difficulty for the sole purpose of using the tax credit for
the full amount.

45.As a general rule, for tax credits that are seemingly non-payable but that are deferrable for a very long
period or indefinitely and where the tax credit is not lost in a situation of merger / acquisition / liquidation
/ bankruptcy, the likelihood of using the tax credit remains very high. Accordingly, the treatment in
national accounts should follow the payable tax credit rules (implying the recording of government
expenditure for the amount of the tax credit earned).

Tax credits reducing the total fiscal debt

46. Legislation might allow the beneficiary to use a tax credit earned on a specific tax to offset/settle its total
fiscal debt, i.e., to settle not only a specific tax but also its overall debt position towards the tax authority
(e.g., including VAT, property taxes, or even social contributions).

47.In normal circumstances, a tax credit to offset corporate income tax may often be wasted because it is
not uncommon that no tax is due, for instance in case of company’s loss. In contrast, tax credit to offset
both the corporate income tax and VAT liabilities will generally never be wasted because VAT is the
most common tax paid by most companies and for large amounts.

48.From the taxpayer’s point of view, the possibility to offset the total fiscal debt towards tax authorities by
another type of asset than cash (the claim constituted by the tax credit acquired) considerably increases
the opportunities of the taxpayer to use the tax credit (and the likelihood that government will suffer from
an outflow of resources).
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49.By extending the scope of tax debts eligible for settlement by way of use of tax credits, e.g., from the
underlying tax liability up to the total fiscal debt of the taxpayer, the government is providing support to
companies. Such tax credits should be considered as payable tax credits, implying the recording of
government expenditure for the amount of the tax credits earned.

Treatment of amounts eventually lost

50.When some amounts of the tax credits are eventually lost, the related payable (AF.89 liability) is
eliminated by way of a correction to the flow of expenditure at time of definitive/final evidence of the loss
or, in case the tax scheme has been discontinued in the meanwhile, by way of revenue.

Tax or social contribution rebates granted through payable tax credits

51.1t is recalled that tax or social contribution reductions/rebates are generally recorded in national
accounts as reductions in the underlying tax or social contribution revenue of government, and only
rarely as government expenditure. It has been agreed(*?%), however, that expenditure is to be recorded
in the specific case of social contribution reductions/rebates that are targeted (e.g., to specific industries
or regions or employees).

52.1t can happen that a rebate on taxes or social contributions (say, A) can be granted through a payable
tax credit on another tax (e.g., income tax, say B). In this case, instead of paying the net amounts due
on A (net of the rebate), the taxpayer has to pay the full amount due on A and at the same time will be
able to claim a payable tax credit on B, that is either used to settle the tax B obligation or is refunded in
cash at some point. The issue is then how to record the rebate in question, as a reduction in revenue
(and of which tax: A or B?) or as an expenditure.

53.As a general rule, a social contribution rebate delivered through a payable tax credit on another tax
should be recorded as expenditure only in those rare cases where the said rebate has the nature of an
expenditure, i.e., the said flow would have been recorded as expenditure if settled in cash. For the other
cases, i.e., when the rebate has the nature of a reduction in revenue, a reduction in revenue, to which
the rebate refers (tax A), should be recorded, and not a reduction in the tax, against which the tax credit
can be used (tax B).

54.As an example, a general rebate (of 10) on social contributions due (of 100) provided through a payable
tax credit on income tax should not be considered as an expenditure but rather as a reduction in social
contributions delivered through a payable tax credit (10) on the income tax due (say 15). The recording
in such case would thus not be that of the usual payable tax credit: instead of a government expenditure
(D.3 or D.7 of 10 in a usual tax credit), the rebate on social contributions would be recorded as a
deduction in social contributions (D.61, so 90 is recorded). At the same time, the income tax (D.5) would
still be recorded for its gross value (of 15, like in any payable tax credit, with 5 being settled in cash and
10 in payable tax credit), such that the most important part of the rules on payable tax credit would still
apply.

55.The rationale for this rule is to treat similarly events that are economically similar. The fact that a
revenue rebate is delivered through a payable tax credit instead of by reducing the obligation, as is
usually the case, is merely a paying arrangement. Otherwise, measures that have the nature of revenue
reductions would appear as expenditure, distorting upward the fiscal burden as well as government
expenditure ratios, as measured in national accounts, which would go counter the original intention of
the ESA 2010 rule on payable tax credit (to prevent these ratios be distorted, though downwards).

2.2.2.4.4, Time of recording

56.As concerns the time of recording of tax credits, it should be noted that the right to pay less taxes or to
receive a payment must always be assessed, controlled, certified or approved by government (or by a
tax authority) and this is normally done following the submission of tax declarations or of some kind of
formal document.

57.1t should be noted that tax credits are frequently linked to income taxes, and tax authorities should
normally assess them when taxpayers submit their tax declarations. As non-payable tax credits reduce
tax revenue, their time of recording should normally be similar to the one of the tax on which they are
granted — this applies for both assessment and time-adjusted-cash methods. When assessments and
declarations methods are used, if the moment of taxable income or the moment of determination of the
tax liability is taken as a proxy point of accrual, the time of recording should be logically established

(*2%) GFS interpretation on the Deductions from compulsory employers' actual social contributions published in 2019.
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when the income is earned or when the tax liability is assessed (respectively), and not at the time of the
effective settlement of this liability by the taxpayer.

58.Payable tax credits represent unconditional claims of beneficiaries on government and, therefore,
government has to recognize a liability at some stage. The formal recognition of the liability by the tax
authorities may be a proxy point of accrual in the case of payable tax credits. This proxy is the best
option for the time of recording only if the recognition/verification by tax authorities is material, as a pure
accrual time of recording for payable tax credits would lead to recording amounts before they are
determined with certainty or close to certainty. Therefore, in practice, estimations with uncertain
reliability would be needed as well as subsequent revisions of government revenue, expenditure and net
lending/borrowing (B.9). This time of recording when the tax authorities recognise the liability should be
applied regardless of the expenditure category chosen for the payable tax credit.

59.Governments have the intention to provide different forms of benefits through tax credits. Such benefits
should be recorded as expenditure when accrued, similarly as if they had been paid out in cash rather
than delivered through tax credits. For example, in the case of a subsidy on production provided through
a tax credit, the government expenditure (D.3) should be recorded in year T (assuming the subsidy is
earned in T and generally recorded in T by the national accountants if paid in cash), which is the time of
the subsidized production (in accordance with ESA 2010 paragraph 4.39: when the transaction or the
event which gives rise to the subsidy occurs). In the case of investment grants channelled through the
tax credit (e.g., on energy efficiency costs), the government expenditure (D.92) is to be recorded when
the investment giving the right to a tax credit occurs, such that the tax credit is earned at that time. This
might concern a few years because the investment might be spread over several years.

60.As a general rule, the payable tax credit (or deemed to be payable) should be recorded as expenditure
of government at the time when the tax credit is earned, unless the verification is material. The time
when the tax credit is earned most commonly refers to the time when a taxpayer acquires, according to
the legislation, a right to use in the future the tax credit because the economic conditions for obtaining
this right were fulfilled. In practice, this means for instance when rental services, sanitation expenditure
or R&D investments (on which the tax credit is granted) were incurred, or annual instalments of the
student loan were repaid, or discounts on price (on which the tax credit can be claimed) were provided
to clients, etc. Alternatively, if the moment when the tax credit is earned is uncertain, this might lead to a
time of recording of the expenditure at the moment when government recognizes the claim for its whole
amount. This time of recording is determined regardless of the exact time in which the payable tax credit
will be used in order to decrease the amount of taxes to be paid and regardless of the exact time the tax
credit could be paid back in its totality to the beneficiary or to a third party.

61.Given the above, the time when the tax credit is earned (i.e., when the beneficiary considers the
revenue earned and registers a claim) and the time of its use (i.e., the beneficiary reduces its tax
payment obligations by way of using its tax credit claim instead of cash, that is: government receives
less cash than otherwise would be the case) might not necessarily be the same and in fact are usually
different. Thus, the impact on government net lending/borrowing (B.9) for payable tax credits would take
place in one single year (the year the credit is earned) instead of being spread over a number of years
(when the payable tax credit is used). This feature thus introduces, in some specific situations, a
difference in the time of recording of the payable tax credit compared to non-payable tax credits.

Material verification

62.Tax credits are often earned as a result of provisions set in general legislation, such that beneficiaries
can almost precisely know how much of tax credit is earned and when. In such cases, the tax
declaration on which the tax credit is notified is often cleared automatically, and tax credits are cancelled
only due to errors (such as clerical errors).

63.However, in exceptional cases, where the verification is material, the time when the tax credit is earned
(and the respective expenditure recorded in government accounts) might follow the time of this material
verification by tax authorities. In contrast to the situation where the verification by the tax authorities is a
pure formality, meaning that government entities simply stamp the claim, there might be other modalities
so that the verification is material. That is, in the verification process, the claim relating to a payable tax
credit might be often rejected or its value might be changed for non-negligible amounts.

64.The typical cases of a non-material verification include, among others: tax credits for which the
verification in T+1 by tax authorities is a pure formality or there is none (e. g. student loan tax credit to
be used in the following 10 years where the granting of the tax credit might be automatic); tax credits
where the amount earned might be changed only occasionally/rarely by tax authorities (due to identified
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errors, as an outcome of random ex-post controlling, etc.); cases where the granting of the tax credit to
taxpayers is automatic; cases where claims towards government relating to tax credits are reported
already before the verification as part of the assets in the balance sheet of taxpayers (e.g., companies)
for the full amount (and without provisions); cases where a material verification might be in place, but
only for a reduced number of randomly selected taxpayers.

65.1t is expected that some estimates of the amounts of tax credits granted by government are available
even before the tax declarations are submitted and certified by tax authorities, an issue mostly relevant
and often encountered in the April EDP notifications. Estimation difficulties are mainly relevant for the
cases of newly introduced tax credits, given that otherwise one could often rely on the amount of tax
credit granted in the previous year, extrapolated by relevant indicators. Useful information might be part
of the official documentation, e.g., Ministry of Finance reports, public accounts, etc. In the absence of
final data, estimations can be used as a proxy of the amount of the tax credits expected to be paid by
government (i.e., earned by taxpayers).

66.Any time lag between the time of earning of the payable tax credit (recording of the government
expenditure) and the time of its use, under the form of either a reduction of the tax liability or cash from
government, gives rise to an entry in other accounts receivable/payable (AF.8).

67.The treatment of payable tax-credits is generally different from the case of non-payable tax credits.
Since the latter are treated as negative tax revenue and not as expenditure, they will be recorded when
they are used to reduce the tax liability, impacting the accounts for the exact amount used each year,
instead of recording the whole amount in one single year, as will be the case for payable tax credits.
This difference in time of recording is justified because a payable tax credit is a government expenditure
that follows specific time of recording rules, while a non-payable tax credit is a reduction in revenue,
which follows its own specific rules under ESA 2010. No difference would arise if the ESA 2010 were on
a pure accrual basis.

68.As explained, the intention of the payable tax credit treatment in ESA 2010 paragraph 20.168 is to avoid
recording government interventions (subsidies, social benefits, investment grants, etc.) inappropriately
as a reduction of government revenue, when tax credit schemes are used as channels for delivering
government expenditure benefits to taxpayers. Similarly, it is important that the time of recording of
payable tax credit is made consistent, so to avoid that delivering government expenditure through tax
credit delays the recording in comparison to cash expenditure (or direct subsidy expenditure), and hence
eliminate adverse incentives.

2.2.2.5. RECORDING OF CHANGES IN TAX OBLIGATIONS
Background

69. Fiscal policy measures notably enacted in the context of the COVID-19 pandemic included, among other
measures, the deferral of tax deadlines, postponing the submission deadlines for tax declarations,
reducing pre-payments on income taxes, early settlements of tax refunds or of payable tax credits,
suspension of late payment interest on unsettled tax obligations, or suspension of tax debt enforcement.
This section gives some guidance on the recording of such fiscal policy measures observed in the
context of government measures to alleviate the economic impact of the COVID-19 pandemic,
applicable also to other situations.

References in the ESA 2010

70.According to ESA 2010, the accrual of taxes and social contributions can be approximated either using
time-adjusted cash or by using assessments and declarations adjusted by a coefficient on the tax itself
or by a capital transfer (D.995) to account for non-collectible taxes (ESA 2010 paragraphs 4.27, 4.82,
4.95). Both methods aim at recording the tax revenue at the moment of the taxable event while ensuring
that uncollectible taxes and social contributions are not recorded as government revenue. This is in
accordance with ESA 2010 paragraph 5.244c, which states that other accounts receivable (F.89) do not
include “that part of these taxes and social contributions which is unlikely to be collected, and which
therefore represents a general government claim of no value”.
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Recording

Tax deferrals

The need to adjust:

71.The mere deferrals of tax obligations should be without effect on the government revenue and
surplus/deficit that is be recorded during the period of the deferrals (except for long deferrals).

72.When payment deadlines are changed (lengthened) or the submission deadlines for tax declaration are
postponed, for taxes where the accrual is implemented using time-adjusted cash, the time-lag used for
time-adjusted cash should be (temporarily) reviewed so as to still correctly reflect the time when the
economic activity generating the tax liability took place. Such an ad-hoc review of the time lag (which
can be conducted in practice through an ad-hoc modification of the cash/TAC while keeping the usual
time lag unchanged) is necessary to avoid possible double-counting of taxes in one period, and no
recording of them in another period.

73.This may imply the need for an estimate in the 1 transmission of a reference period/EDP notification,
where no estimate was hitherto needed, for example when the time lag is extended from 2 months to,
say, 5 months — such that in the April T+1 EDP notification not all cash flows applicable to revenue of
year T are known.(*?%)

74.For taxes where accrual can be approximated through cash receipts (which can be perhaps viewed as a
time lag of zero), exceptional ad-hoc adjustments need also to be considered in order to approximate
accrual.

75.For taxes where assessments and declarations are used to implement the accrual principle, changes in
payment deadlines or the postponement of tax declarations do not have a priori any impact on the
recording method. However, given that the changes in payment deadlines or postponements of tax
declarations are generally in response to expected liquidity issues affecting taxpayers (i.e., an expected
increase of uncollectible amounts), a review (of an ad-hoc nature) of the coefficient to be used is
needed, in order to avoid the recording of uncollectible amounts as revenue (see below on amounts
expected to be uncollectible).

76.These recording principles follow the generally established rules. However, in view of the high degree of
uncertainty over the ability of taxpayers to settle their liabilities in the future or in view of the length of the
postponements sometimes enacted, significant uncertainty may exist for taxes where assessments and
declarations are used to implement the accrual principle but also when TAC is used.

Amounts deferred expected to be uncollectible

77.Irrespective of the recording method followed, compilers should estimate/impute the amounts of tax
deferred that are expected to be collected (revenue in the non-financial accounts with a matching tax
receivable in the financial accounts) and those that are not expected to be eventually collected (to be
adjusted in the non-financial accounts; i.e., excluded from government revenue and from tax
receivables). In general, recording the full amount that is postponed or no amount at all are not
recommended recording options. Eurostat recognises that such estimations pose challenges to national
compilers and have to be made in close consultation with Eurostat.

Revision in initial estimate

78.When a final estimate of time-adjusted cash flows and/or non-collectible amounts is compiled within a
year, then, two options may be envisaged,;

a) Revise earlier periods with the better estimates/actual source data.

b) Record lower/higher amounts in more recent periods in response to better estimates/actual source
data.

79.0ption a) is generally to be preferred for quarterly accounts, in order to have more consistent accounts.
Neither option a) nor b) should be used for government decisions on deferrals/extending deferrals when
amounts are already accrued (e.g., when using assessment method), and thus represent a debt
cancellation when forgiven (see for example ESA 2010 paragraphs 4.165, 20.225) Such decisions
should lead to a recording of expenditure (other capital transfer, D.99) at the time of decision.

(*2%) Some compilers already carry out time adjustments exceeding 2 months (up to 8 months, and occasionally more) and, accordingly, already
routinely conduct provisional estimates.
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80.When final estimates are available after a delay, such as of more than one year, and for long delays in
general, which is the case for long-term deferrals, option b) is more appropriate. See next section.

81.In a number of jurisdictions, information may not be easily available so to distinguish, within certain cash
flows, the settlements of deferred taxes. This lack of information cannot be a reason to avoid correcting
the data for deferrals, but then an implied settlement schedule (possibly estimated) is to be used to
correct the regular (time-adjusted) cash data, and any difference with actual reimbursements (possibly
TAC adjusted) automatically impacts net lending/borrowing in each accounting period concerned. This
implies by default following option b) (partly or fully).

Long deferrals

82.The ad-hoc tax adjustment, i.e., the amount of tax revenue to be recorded under a prudent approach
should be the smaller the longer the period for which the settlement of the tax liability is deferred, given
that the likelihood of non-collectability presumably increases naturally over time (average lifetime of
corporations, increased likelihood of households entering personal bankruptcies over a longer period),
but also given that the present value of the tax collected falls over time. While neglecting the present
value can be justified when time lags are short (e.g., a few months or one year), this may not be
appropriate when time lags become very long. It is worth noting that, while the SNA recommends
neglecting the present value on trade credits in general because these are typically short-term, the SNA
nonetheless prescribes applying the present value for long-term trade credits (which is required to avoid
distorting the measurement of production). In addition, the longer the lag the more likely it is that source
data will fail to reliably distinguish between the various cash flows.

83.1t would not be appropriate to impute any tax revenue in the case of a very long deferral, say, for more
than 20 years, and instead a cash basis should be followed (with a few months of lag used by the
normal TAC), thus recording instead tax revenue far in the future. Conversely, it seems also clear that a
postponement for two years or less should not lead to an absence of an ad-hoc adjustment to the TAC:
recording a sizeable part of the deferrals as revenue at time of deferral based on an ad-hoc adjustment
to the TAC is preferable. For deferrals falling between these two extreme examples, significant
discounting (low coefficient) should be used.

84.Similarly, in case the assessments and declarations (coupled with a coefficient or with the capital
transfer - D.995) are used in order to accrue taxes and social contributions, in order to ensure that no
uncollectible amounts are recorded, it is appropriate to also adjust the coefficient downwards (or D.995
upwards) as a function of the length of the time lag for which the taxes/social contributions are deferred.

85.As a general principle, the tax deferral adjustment should be reduced proportionately to the length of
deferrals, to the eligibility criteria, or to the severity of the crisis, among other criteria. To this effect, NSI
can use estimates or forecasts made by the ministries of finance or other forecasting entities. In the
absence of these, for long deferrals, a pragmatic approach could be to record as tax revenue (as a
proxy of the amounts to be effectively collected) the discounted/reduced value of the tax deferred using
an appropriate coefficient of collectible amounts, under normal circumstances not affected by a sizeable
decline in economic activity possibly due to pandemics or other factors. This would not entail recording
interest on the fiscal receivable, if/as the discount rate/coefficient used is merely designed to capture
expected defaults cautiously estimated. If the deferral period would in addition be subject to unusual
circumstances, which would provoke a decline in economic activity and the concrete possibility that, due
to bankruptcies or other factors, a large part of the tax revenue would ultimately not be repaid, the
coefficient should also be supplemented by an additional reduction.

Other aspects of tax deferrals

86.When the deferral is coupled with a conditionality (for instance with a rebate in taxes to be paid granted
if turnover has fallen by more than a certain threshold), then government is de facto extending a so-
called we non-repayable lending scheme by way of fiscal claims. The fiscal expenditure (here a
reduction in revenue, generally) is thus to follow the time of recording applicable for such schemes (see
chapter 4.8 on income contingent loans).

87.Wherever the possibility of tax deferral is contingent on the liquidity or solvency of the taxpayer, such
that only companies experiencing a significant fall in turnover would be granted a tax deferral, this
should be taken into account when estimating the amounts expected to be collectible. Similarly, if the
taxpayers are given incentives to pay on time (e.g., through an option to receive a discount on their tax
obligation when paying according to the original payment schedule) at the same time of an opportunity
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of deferral, this will then likely affect (indirectly) the average collectability rate of the group that chooses
to make use of the deferral scheme, and this needs to be taken into account.

88.When the deferrals would be repeated for the same payment obligations, and perhaps transformed into
very long deferrals, the event would have to be considered as a new one. Thus, any reduction in value
of the fiscal claim (arising from the fact that the deferral is now a long term one) would entail a capital
transfer expenditure (D.99p, rather than a reduced revenue) at the time the second deferral is decided —
instead of at time of accrual of revenue or at time the amounts were due for payments under the first
deferral.

Reductions in prepayments on income taxes

89.Some governments have allowed taxpayers, in the context of the COVID-19 pandemic, through ad-hoc
legislation, to significantly reduce the usual advances/prepayments they do ahead of final settlement,
either as a mean to provide finance relief or simply in anticipation of the steep decline in tax obligations
(e.g., to be settled in year T+1).

90.ESA 2010 allows, for practical reasons, some flexibility concerning the point at which income taxes are
to be recorded. Regular (pre)payments in year T applicable on the year T income to be taxed may be
recorded as ESA tax revenue in T whereas the final settlements in T+1 can be recorded as ESA tax
revenue in T+1 (ESA 2010 paragraph 4.82).

91.This recording flexibility (which actually splits, in government accounts, over two years, the recording of
tax accruing on taxpayers’ income — tax base — of a given year), is applied by many compilers in the EU,
notably on the understanding that this practice should not excessively distort tax revenue for any given
year. Non-distortion would typically be expected when the growth rate of nominal income is relatively
smooth across years and/or the prepayments in T realistically captures the final/total tax obligation that
is expected to be fully settled in T+1 or a stable fraction of this final/total tax obligation. When these
conditions are not met, distortions could be expected.

92.When there are changes in prepayments, due to legislative or administrative changes, affecting year T,
then an ad-hoc adjustment is to be carried out as a general rule.(*?%)

93.Cases have been observed where prepayments were drastically reduced in the COVID-19 context,
which raised the issue of whether an ad-hoc correction to the cash received in T should then also be
applied, or not. An ad-hoc correction to the cash received in T is applicable if the measure is essentially
a liquidity measure, with a significant increase in final settlement thus expected to occur in T+1. This is
in application of the general need to neutralise legislative/administrative changes in prepayments. De
facto, government is, in this scenario, actually extending credit to taxpayers, by reducing pre-payments
but recovering later on all or most of these amounts through higher final settlements. This is a financial
transaction that should not influence the B.9 of the reference periods.

94.In contrast, no ad-hoc correction to the cash received in T is applicable if the reduction in prepayment is
mainly reflecting an anticipation of a large contraction of the total income tax due on the income in T: it is
then recommended to stay on a cash/TAC basis. The main criteria to be applied to choose between the
two solutions is whether the change in prepayments is expected (for instance by design) to achieve a
relatively unchanged ratio (settlement payments in T+1/pre-payments in T) for the tax of year T income,
or not.

95.In some jurisdictions, taxpayers (or some of them) have the flexibility to change their prepayments
based on current developments being observed. If such an arrangement in principle automatically
stabilises the ratio in question, no adjustment appears necessary.

Other tax related issues

96.When government settles tax refunds early, ad-hoc adjustments also need to be considered.

97.When taxpayers are given incentives to pay on time (or even earlier), this will affect the time profile of
the cash collected, and a proper adjustment to the TAC method is to be studied.

98.Whenever taxes are fully waived for certain time-periods, no accrual of revenue can be considered for
the period the tax is waived.

(*?%) For instance, if legal prepayments collected in T are increased from 60% to 80% (e.g. by way of moving a January T+1 prepayment of 20% to
December T), then a correction is to be made. Similarly, if the prepayments in year T are, say, halved from 60% to 30%, then an adjustment is
to be carried out, shifting 30% back to year T.
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99.When governments temporarily suspend the enforcement of tax claims already recorded as revenue,
this does not lead to entries in the accounts, unless assimilable to long-term deferrals. However, as
soon as the tax claim is fully abandoned, a capital transfer expenditure (D.99) should be recorded.

100. Regarding the suspension of late payment interest on unsettled tax obligations: When interest are
routinely separated from tax revenue and recorded on an accrual basis (taking into account non-
collectible amounts) and there is strong certainty that the tax obligation will be settled eventually, the
suspension of interest payments presumably leads to an entry in the financial accounts with interest
(D.41) recorded unchanged. In case the interest is abandoned, one would preferably record a capital
transfer (D.99) expenditure by the creditor, matched by an interest (D.41) revenue unchanged. In case
there is no certainty that the tax obligation will be settled eventually, or when the NSI uses the tax
recording method (i.e., not separating interest - D.41) in general, then TAC is applicable.

101. A change in tax compilation method should be agreed with Eurostat beforehand.

T-1 tax revenue affected by decisions taken in T

102. Decisions to forfeit some of the T-1 tax obligations to be settled in T should be recorded as an
expenditure in T, with an impact on the deficitin T and not in T-1.

2.2.3. Rationale of the treatment

103. As a fundamental principle, the impact on general government net lending/borrowing (B.9) of taxes
and social contributions recorded in the system shall not include amounts unlikely to be collected. The
underlying reasoning is that, when there is evidence that some of the taxes and social contributions that
have been assessed will never be collected, the difference between assessments and expected
collections represent a claim that has no real value and should not be recorded as government revenue.
The impact on general government net lending/borrowing (B.9) of taxes and social contributions
recorded in the system on an accrual basis should be equivalent, over a reasonable period, to the
corresponding cash amounts actually received.

104. As far as tax refunds and tax amnesties are concerned, the treatment in national accounts should not
depend on estimations and be the cause of significant revisions that affect the credibility of the data on
government revenue.

105. The mere deferrals of tax obligations should be, in principle, without effect on the government revenue
and surplus/deficit to be recorded in the period of deferrals and should, thus, be only recorded as an
entry in the financial accounts (tax receivable). However, long deferrals reduce the collectability, which
needs to be taken into account as a reduction in revenue with an impact on the B.9 of the period. Tax
waivers should also impact B.9 and should be recorded as debt cancellation (if the tax being waived
has been already accrued in the past) or as a reduced revenue (if the tax waived was not yet accrued).

106. ESA 2010 defines different recordings for tax credits according to their payable or non-payable nature.
Non-payable tax credits are limited to the size of the tax liability. Consistent with the recording of tax
allowances, exemptions and deductions, non-payable tax credits are recorded as reducing the tax
liability and thus they are treated as reducing tax revenue, impacting government net lending/borrowing
(B.9) when they are used to reduce the amounts of taxes to be paid.

107. By contrast, under a payable tax credit system, amounts exceeding the tax liability will be paid to the
beneficiary and payments can be awarded to both taxpayers and non-taxpayers. This means that
payable tax credits are not exclusively part of the taxation mechanism, even if they are assessed in the
context of tax declarations or other documents. As payable tax credits are unconditional claims on
government, representing an obligation for government, they must be recorded for their full amount as
such in national accounts (AF.8).

108. The counterpart is government expenditure for the full amount at the time the liability is recognized by
the tax authority, independently of the moment in which the tax credit will be used to reduce the amount
of taxes to be paid or the moment in which amounts may be paid out to the beneficiary. Although in
practice the payable tax credit may be used over a number of years (including the year they are
recognised by government), the full amount will affect government net lending/borrowing (B.9) in one
single year. The use of the tax credit is a financial transaction, by a reduction in government other
accounts payable (AF.8), with no impact on government net lending/borrowing (B.9). When the tax credit
is used, data sources should be corrected, if needed, in order to avoid recording this either as a
reduction in government expenditure or as part of government expenditure.
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Box 1 — Treatment of deferred tax assets (DTAS) in national
accounts and recording of tax credits related DTASs

The introduction of the Basel Il regulatory framework for banks has induced some countries to enact
specific changes in legislation allowing the conversion of deferred tax assets (DTAS) into payable tax
credits that constitute direct claims on government. At the same time, ESA 2010 introduced rules for
the recording of tax credits. In the absence of guidance concerning DTAs in national accounts (DTAs
are not specifically mentioned in ESA 2010), Eurostat drafted a guidance note to provide specific
guidance on the treatment of DTAs in national accounts and the recording of tax credits related to
DTAs. This box summarizes the main highlights of Eurostat's guidance note on the issue.

Deferred tax assets are defined as amounts of income tax recoverable by corporations in future
periods provided that there will be sufficient future taxable profits. DTAs are related to past
transactions, which, according to IAS12 can be grouped in the following 3 categories:

e deductible temporary differences;
e carry-forward of past losses;
e carry-forward of unused tax credits.

DTAs represent a potential claim of corporations against government, as they may possibly reduce
the taxes to be paid by corporations on their future profits.

The origin and use of DTAs varies across countries and is normally set in national legislations for
income taxes.

The recognition and use of DTAs is conditional on a number of factors, such as the existence of
likely sufficient future profit or the possible reversal of deductible temporary differences (for instance,
reversal of provisions).

DTAs shown in business accounting on the balance sheet of a corporation may give the right to pay
less tax in the future, but a DTA is not a tax credit until such rights exist and is applicable for a certain
amount. From a practical point of view, it should be considered that a DTA becomes a claim with the
features of a tax credit at the time in which an amount can be established with certainty and can be
used to reduce taxes to be paid, as the right to pay less tax would become effective and not only
theoretical.

In national accounts, DTAs are contingent assets for corporations (and thus contingent liabilities for
government) and therefore no government liabilities are recorded in the financial accounts. DTAs
would be recorded in national accounts only in cases where they give rise to claims with the features
of a tax credit, in which case ESA 2010 rules for the recording of tax credits are to be applied (see
paragraphs 38-56 above).

DTAs could give rise to a claim with the nature of a tax credit in the following cases:

a) normal offsetting of taxes because the corporation is profitable and deductible temporary
differences are reverted, etc.;

b) tax credits that were carried forward;

c) changes in legislation allowing the conversion of certain DTAs with little likelihood of
recovery into fully recoverable tax credits, under specific circumstances (for instance in case
a corporation reports losses, in case of liquidation, etc.).

In case a), the claim originated from a normal offsetting of taxes would be assimilated to a non-
payable tax credit, with no possibility for amounts exceeding the tax liability to be paid to the
corporation. Therefore, under ESA 2010, these tax credits would have to be deducted from tax
revenue.

In case b) the recording of payable and non-payable tax credits, as detailed in ESA 2010, should be
followed. If the tax credit carried forward is payable, it would be recorded only once, at the time of
recognition by the tax authorities and no amounts would be subsequently recorded if the amounts
not used in each period to pay less tax are carried forward, even if in the business accounts a
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deferred tax asset is recorded in the balance sheet. On the contrary, if the tax credit carried forward
is non-payable, the amount effectively used to pay less tax in each accounting period would be
recorded as reducing tax revenue, the remaining amounts being carried forward and recorded as
reducing tax revenue in subsequent accounting periods.

In case c), the tax credits originated will be payable by definition and the rules set in ESA 2010 for
payable tax credits should apply. This would imply the recording of government expenditure every
time an amount of DTAs is converted into a tax credit, at the time the tax authorities recognize the
liability and for the full amount converted. The recording for such cases should be clarified on a case-
by-case basis and bilaterally discussed with Eurostat based on the Eurostat's specific guidance note
on the issue. Other national accounts rules (such as those for capital injections) might also be
applicable in case of legislations affecting DTAs with features different from the ones examined and
described in the Eurostat guidance note.

2.2.4. Accounting examples

Example 1: A payable tax credit is earned in year T and it might be used in year T+1

The government intends to subsidise the company in a form of a tax credit. The tax credit of 100 is earned
in year t when the economic activity giving rise to a subsidy takes place. The tax credit having a nature of a
subsidy is recorded as D.3 expenditure with a government liability in F.89L of 100 in year t, when it was
earned. In year t+1, the tax credit is used by a beneficiary, i.e., the taxpayer submits a tax declaration and
claims the tax credit of 100, which is afterwards deducted from a tax liability (500).

Government accounts

Year t Year t+1

Opening balance sheet

A L A L
AF.2 200 AF.2 200 | AF.89 100
B.90 200 B.90 100

Non-financial account

U/AA R/AL U/AA R/AL

D.3 -100 D.5 500
B.9 -100 B.9 500

Financial account

AA AL AA AL
F.89 100 F.2 400 | F.89 -100
B.9F -100 B.9F 500

Closing balance sheet

A L A L
AF.2 200 | AF.89 100 AF.2 600 | AF.89 0
B.90 100 B.90 600
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2a: A payable tax credit is earned in year t and might be used in proportional amounts in the
following 5 years (t+1,...,t+5) until it is fully exhausted.

Example 2: A deferrable tax credit

The government intends to subsidize the company in a form of a tax credit. The tax credit of 100 is earned
in year t when the economic activity giving rise to a subsidy takes place. The use of the tax credit, having a
nature of a subsidy, might be deferred to the following 5 years and used in 5 proportional amounts. In year
t, when the tax credit was earned, government expenditure of 100 is recorded in D.3 with a government
liability in F.89L. Each year, starting from its first use in year t+1, a deduction in the government liability of
20 is recorded at the time of the use of the tax credit (i.e., when the taxpayer submits a tax declaration and
reduces its tax liability). It is assumed that the tax liability in year t+1 is 500.

Government accounts

Year t Year t+1

Opening balance sheet

A L A L
AF.2 200 AF.2 200 | AF.89 100
B.90 200 B.90 100

Non-financial account

U/AA R/AL U/AA R/AL

D.3 -100 D.5 500
B.9 -100 B.9 500

Financial account*

AA AL AA AL
F.89 100 F.2 480 | F.89 -20
B.9F -100 B.9F 500

Closing balance sheet

A L A L
AF.2 200 | AF.89 100 AF.2 680 | AF.89 80
B.90 100 B.90 600

* The deduction of 20 in F.89L is similarly recorded in

t+2, t+3, ..., t+5 until the tax credit is fully exhausted so

that the AF.89L = 0 in t+5.

2b: A payable tax credit is earned in year t and might be used in proportional amounts in the
following 5 years (t+1, ..., t+5). At the end of the scheme in year t+5, some unused amounts of the
tax credit are lost but the tax credit scheme is extended.

Tax credit of 100 is earned in year t when the economic activity giving rise to a subsidy takes place. The
use of the tax credit, having a nature of a subsidy, might be deferred to the following 5 years. In year t,
when the tax credit was earned, government expenditure of 100 is recorded in D.3 with a government
liability in F.89L. In following 5 years, the tax credit cannot be used in each year due to various reasons
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(loss incurred in some years, not complying with criteria to use the tax credit, etc.). At the end of the tax
credit scheme in year t+5, the amount of the tax credit not used of 40 is lost but the duration of the tax credit
scheme is extended. In year t+5, when a new tax credit of 200 in the extended tax credit scheme is earned,
government expenditure of 200 corrected for the unused amount of 40 is recorded in D.3 (thus 160) with a
government liability in F.89L (160). The new stock of government liability AF.89L is 200 in year t+5.

Government accounts

Year t Year t+5

Opening balance sheet

A L A L
AF.2 200 AF.2 100 | AF.89 40
B.90 200 B.90 60

Non-financial account

U/AA R/AL U/AA R/AL
D.3 -100 D.3 -160
D.5 500

B.9 -100 B.9 340

Financial account

AA AL AA AL
F.89 100 F.2 500 | F.89 160
B.9F -100 B.9F 340

Closing balance sheet

A L A L
AF.2 200 | AF.89 100 AF.2 600 | AF.89 200
B.90 100 B.90 400

2c: A payable tax credit is earned in year t and might be used in proportional amounts in the
following 5 years (t+1, ..., t+5). At the end of the scheme in year t+5, some unused amounts of the
tax credit are lost. The tax credit scheme is not extended.

Tax credit of 100 is earned in year t when the economic activity giving rise to a subsidy takes place. The
use of the tax credit, having a nature of a subsidy, might be deferred to the following 5 years. In year t,
when the tax credit was earned, government expenditure of 100 is recorded in D.3 with a government
liability in F.89L. In following 5 years, the tax credit cannot be used in each year due to various reasons
(loss incurred in some years, not complying with criteria to use the tax credit, etc.). At the end of the tax
credit scheme in year t+5, the amount of the tax credit not used of 40 is lost. The tax credit scheme is not
extended. In year t+5, government revenue for the amount of unused tax credit of 40 is recorded in D.9 with
a reduction of the government liability in F.89L.
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Government accounts

Year t Year t+5

Opening balance sheet

A L A L
AF.2 200 AF.2 100 | AF.89 40
B.90 200 B.90 60

Non-financial account

U/AA R/AL U/AA R/AL
D.3 -100 D.5 500
D.9 40

B.9 -100 B.9 540

Financial account

AA AL AA AL
F.89 100 F.2 500 | F.89 -40
B.9F -100 B.9F 540

Closing balance sheet

A L A L
AF.2 200 | AF.89 100 AF.2 600 | AF.89 0
B.90 100 B.90 600

Example 3: A social contribution rebate granted through a payable tax credit on income tax

In year t, the taxpayer pays the social contributions of 100 and receives a general rebate of 10 that is
provided through a payable tax credit on income tax. At the time when the rebate is earned, in year t, social
contributions revenue is recorded for the amount due (100) minus the amount of the rebate (10) and a
government liability of 10 is recorded in F.89L for the payable tax credit granted on the income tax D.5. In
year t+1, when the payable tax credit is used, the income tax is recorded in D.5 for an amount of 15. A part
of the tax (10) is reduced using the payable tax credit (granted previously as a rebate on social
contributions) and the remaining 5 is settled in cash.

Government accounts
Year t Year t+1

Opening balance sheet

A L A L
AF.2 200 AF.2 300 | AF.89 10
B.90 200 B.90 290
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Non-financial account

U/AA R/AL U/AA R/AL
D.61 90 D.5 15

B.9 90 B.9 15

Financial account

AL AA AL
F.2 100 | F.89 10 F.2 5| F.89 -10
B.9F 90 B.9F 15

Closing balance sheet
A L A L
AF.2 300 | AF.89 10 AF.2 305 ‘ AF.89 0
B.90 290 ‘ B.90 305

eurostat®m Manual on Government Deficit and Debt 100




Time of recording m

2.3.Changes in the due for payment dates
2.3.1. Background

1. Sometimes governments change the due for payment dates for taxes, subsidies, compensation of
employees, social contributions and benefits, which are generally the last moment the liable units can
pay without incurring additional charges or penalties.

2. The time of recording is defined in ESA 2010 for the different transactions. As a rule, the system records
flows on an accrual basis, that is, when economic value is created, transformed or extinguished, or
when claims and obligations arise, are transformed or are cancelled (ESA 2010 paragraph 1.101).

o Wages, salaries, employers’, and employees’ actual social contributions are recorded in the period
during which the work is done. However, ad hoc bonuses or other exceptional payments, 13th month,
etc. are recorded when they are due to be paid (ESA 2010 paragraph 4.26).(*%6)

e Taxes on production and imports are recorded when the activities, transactions or other events occur
which create the liability to pay taxes (ESA 2010 paragraph 4.26).

o Subsidies are recorded when the transaction or the event (production, sale, import, etc.) which gives rise
to the subsidy occurs (ESA 2010 paragraph 4.39).

o Current taxes on income, wealth, etc. are recorded at the time when activities, transactions or other
events occur which create the liabilities to pay (ESA 2010 paragraph 4.82).

o In some cases, the liability to pay income taxes can only be determined in a later accounting period than
that in which the income accrues. Some flexibility is therefore needed in the time at which such taxes
are recorded. Income taxes deducted at source, such as PAYE taxes and regular prepayments of
income taxes, may be recorded in the periods in which they are paid and any final tax liability on income
can be recorded in the period in which the liability is determined (ESA 2010 paragraph 4.82).

e Social benefits in cash are recorded when the claims on the benefits are established (ESA 2010
paragraph 4.107).

2.3.2. Treatment in national accounts

2.3.2.1. FOR MOST DISTRIBUTIVE TRANSACTIONS

3. The time of recording refers to an ‘accrual basis’: the amounts to be recorded in year (n) should then
include amounts due in respect of transactions realised from 1 January (n) to 31 December (n), that is,
amounts in respect of transactions realised during the 12 months of the year.

4. An example is the reduction of the time lag for VAT payment granted by the State to enterprises: this
time lag is for instance reduced from 2 months to 1 month. The due for payment date for VAT is
therefore brought forward by one month. The State budget on a cash basis will then record 13 months of
VAT receipts during the year when this time-lag reduction takes place.

5. However, VAT recorded as revenue in national accounts should not include the additional cash receipts
of the thirteenth month and remains based on a twelve-month year. In this case, only financial accounts
should be affected, cash (F.2) and other accounts receivable (F.8).

6. Any change in the due for payment date, although it does affect the cash amounts in public accounts,
should not have an impact on the calculation of the taxes recorded in national accounts on accrual
basis.

7. As already mentioned, taxes and social contributions recorded as government revenue can be derived
from two sources: cash receipts or amounts evidenced by assessments and declarations. If cash
receipts are used, they should be time-adjusted so that the cash is distributed when the activity took
place to generate the tax liability (except for the cash of some taxes on income). This adjustment can be

(*?%) The time of recording of stock options is normally spread over the period between the grant date and the vesting date (from which point the
option may be exercised),
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based on the average time difference between the activity and cash tax receipts. Therefore, in the
example given above, the cash receipts would be adjusted in order to take into consideration the
reduction of the time lag for VAT, and the additional receipts of the thirteenth month would be
neutralised.

8. For most distributive transactions, any change in due for payment dates thus have no impact on the
government net lending/borrowing (B.9) which is measured on an accrual basis according to ESA 2010
rules.

2.3.2.2. EXCEPTIONS

9. Exceptions to the general rule are allowed for some distributive transactions such as: ad hoc bonuses or
other exceptional payments, 13th month, etc. paid by the employer to his employees; and certain
income taxes, social contributions by self-employed and non-employed persons for which the liability to
pay can only be determined in a later accounting period. Therefore, changes in the due for payment
date (for instance forward payments) for these kinds of transactions could affect the government net
lending/borrowing (B.9).

10.For instance, corporations pay income taxes in several instalments in year (n+1) following the year (n) of
reference for the income. It is assumed that they are required to pay in advance, at the end of year (n)
the first instalment. When should this forward payment be recorded? In year (n) or in year (n+1)? More
precisely, under which circumstances could the due for payment date be considered to be changed.

2.3.2.3. RULE CONCERNING THE CHANGE IN THE DUE FOR PAYMENT DATE

11.Any change in the due for payment date, which affects the amounts cashed by government, resulting
from a law or a simple administrative decision and expected to be permanent, i.e., not applicable only
one-off, has an impact on the amounts recorded in non-financial accounts and thus on the general
government net lending/borrowing (B.9).

12.0n the contrary, when a change in the due for payment date resulting from a law or a simple
administrative decision, is expected to be temporary (by evidence announced as a one-off measure with
a unique application) and would affect the cash amounts received by government, it should not be taken
into account under an accrual recording. Consequently, there should be no impact on the general
government net lending/borrowing (B.9).
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2.4.Recording of interest
2.4.1. Background

The recording of interest on an accrual basis is a general principle in national accounts, introduced in
international statistical standards in the 1990s.

2.4.2. Treatment in national accounts

General ESA 2010 accounting rules include:

all financial instruments bearing interest are recorded on an accrual basis;
interest is accrued on the basis of the ‘debtor approach’;

accrued interest can be calculated by simple or compound interest methods;
accrued interest is exclusively reinvested under the instrument(*?7);

all instruments issued at a premium/discount are treated in a similar way;
arrears are kept under the instrument.

Rules applied to specific instruments or transactions include:

stripping has no effect on the amount of accrued interest;

adjustments may be necessary in the case of instruments with floating rates and fungible issues
(including savings premiums);

interest in the context of lottery instruments is also recorded on an accrual basis;
the accrual recording of interest applies to index-linked bonds;

there are no specific rules in the case of short-term negotiable instruments;
accrued interest is recorded during grace periods;

accrued interest on instruments denominated in foreign currencies gives rise to an adjustment in the
revaluation account;

early redemption of debt instruments (including exchange) may give rise to nominal holding gains.

2.4.3. Rationale of the treatment
2.4.3.1. FULL COVERAGE
4. The accrual principle covers all financial instruments bearing interest. In ESA 2010, chapter 4

Distributive transactions, all kinds of debt instruments are mentioned: deposits, loans, debt securities
and other accounts payable (when applicable). ESA 2010 paragraph 4.50 states: interest is accruing
continuously over time on the amount of principal outstanding. No exception is specified for applying this
rule.

Recording interest on an accrual basis is a general principle which must apply to all financial instruments
bearing interest, independently of any specific arrangement possibly observed at national level.

2.4.3.2. ‘DEBTOR APPROACH’

6.

From a general point of view, interest can be accrued according to three possible treatments that could
be called:

‘Debtor’ or ‘original cost of borrowing principle’, based on the rate or yield prevailing at the time of
creation of the financial instrument, applied to the principal outstanding amount or the issue price;

(127) This is not applicable to the valuation of government (EDP) debt at face value.
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e ‘Acquisition principle’, based on the ‘historical’ rate or yield prevailing at the time the creditor records
for the first time the financial instrument in the balance sheet, applied to the purchasing price;

e ‘Market approach’ (also referred to as the ‘creditor approach’ in ESA 2010), based on the rate
prevailing at each point of time applied to the current market price of the instrument observed at the
same time.

7. ESA 2010 paragraph 20.180 specifies that interest is accrued from the point of view of the debtor.

8. ESA 2010 focuses on the financial burden, the cost of borrowing, that was anticipated when the debtor
raised funds through the issuance of financial instruments. Secondary market transactions have no
influence on the accrued interest to be recorded.

9. From a theoretical point of view, under these three approaches, the total flows resulting from the
contractual arrangements would be similar during the whole life of a financial instrument. But there
would be a difference in the split between transactions and other flows. Some changes in the price of a
financial instrument can be recorded as nominal holding gains/losses. The concept of a price change
must distinguish between genuine price changes due to market movements and changes in the value of
an instrument due to a change in its volume. For example, ESA 2010 paragraph 6.54 specifies that
accrued interest does not generate holding gains as it gives rise to a non-financial transaction and
simultaneously a financial transaction under the form of ‘the acquisition of an asset which is added to the
existing asset’.

2.4.3.3. METHOD FOR CALCULATING ACCRUED INTEREST

10.The choice for recording accrued interest is between ‘simple interest’, applied only on the principal
outstanding amount, and ‘compound interest’, which takes into account the amount of interest previously
accrued. The choice depends on whether the accrued interest is actually paid to the creditor within the
accounting period. Unpaid accrued interest is considered in ESA 2010 paragraph 4.50 as ‘an acquisition
of a financial asset by the creditor and an equal acquisition of a liability by the debtor’, on which interest
is theoretically charged. At least conceptually, interest should be calculated in a compound way. Actual
payments of interest are financial transactions. (*?8)

2.4.3.4. REINVESTMENT OF ACCRUED INTEREST UNDER THE INSTRUMENT

11.ESA 2010 paragraph 5.242 states that interest accrued and arrears are recorded with the financial asset
or liability on which they accrue, and not as other accounts receivable/payable. However, that paragraph
also mentions that the interest could be classified in other accounts receivable/payable ‘if the interest
accrued is not recorded as being reinvested in the financial asset’. It is not specified under which
conditions this could be the case.(*?°) Therefore interest accruing from an instrument should be recorded
in all cases in the related instrument category, possibly under a sub-item of that instrument. This is the
only possible solution for zero-coupon bonds, or short-term securities issued at a discount because,
unlike other kinds of debt securities, accrued interest linked to the discount is not identified separately
from the value of principal when a transaction occurs.

12.ESA 2010 paragraph 4.46 (b) specifies that bonds issued at a discount may have two interest
components. One is for the discount accrued over the life of the bond and one is for the coupon
regularly paid. They must be treated in the same way as far as the reinvestment of accrued interest is
concerned.

13.In the case of transactions on secondary markets, the amount of accrued interest is simultaneously
exchanged with the principal. It cannot be separately negotiated. The transaction must be considered as
a whole. The buyer pays to the seller the amount of accrued interest. All the value of the transaction is to
be recorded in the financial accounts, with no entry in property income. This transaction has no effect on
the compilation of accrued interest from the point of view of the issuer. In the accounts of the new
holder, interest is accrued from the date of entry into its portfolio. Later, if the new holder has kept this
asset, the actual coupon payment would be recorded only in the financial account (the non-financial
account has already recorded interest accruing continuously), and can be considered a sale back to the

(*28) Note that for instruments with regular (annual or semi-annual) coupon payments, the difference between both methods is relatively small, so
that in practice the simple interest method is acceptable. This would not be the case for deep-discounted (including zero-coupon bonds)
instruments issued for long maturities.

(*?%) ESA 2010 paragraph 5.243 indicates that interest under securities lending and gold loans must be recorded under other accounts
receivable/payable for consistency reasons.
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issuer of the accrued interest acquired when the asset was purchased plus any interest accrued since
that day.

14.A similar treatment should apply in the case of issuance of debt securities under the form of
tranches(**°). In such cases the sale price will reflect interest that has accrued since the issuance of the
first tranche and could include accrued interest on unpaid coupons. ESA 2010 paragraph 20.183
specifies that these sold coupons are neither government revenue at time of sale nor treated as
premium. They are instead a financial advance. They should be recorded under the financial instrument
that is issued and so are not to be netted with the interest expenditure, in accrual terms.

2.4.3.5. NON-NEGOTIABLE INSTRUMENTS

15.For deposits (AF.22 and AF.29), ESA 2010 paragraph 7.65 only mentions that they are recorded in the
balance sheet at nominal value, which is defined in ESA 2010 paragraph 7.39 as follows: nominal value
reflects the sum of funds originally advanced, plus any subsequent advances, less any repayments, plus
any accrued interest. This definition covers both sight deposits and saving deposits, where the
deposited amounts may vary during the course of the accrual period, as well as term deposits when
theoretically the amount is locked during the accrual period.

16.For loans, ESA 2010 paragraph 7.70 states that the values to be recorded in the balance sheet of both
creditors and debtors are the nominal value irrespective whether the loans are performing or non-
performing. This implies that interest must always be added to the remaining amount of the principal of
the loan.

17.Recording accrued interest under deposits and loans should not be linked to the national practice nor to
the own views of the transactors. For deposits, interest is frequently added to principal only under
certain arrangements (at the end of a given period). For loans, the contract between debtor and creditor
mentions explicitly a value of principal (due capital) that excludes interest. In addition, payments of
interest and repayments of principal are not necessarily concomitant. However, as ESA 2010 explicitly
states that accrued interest is assimilated to the acquisition of new amounts of the instrument, the
reinvestment of accrued interest must analytically be considered to be principal. In the case of deposits,
the payment of accrued interest is thus, from a conceptual point of view, a partial liquidation whereas
payment of interest on loans is integrated in the amortisation process.

2.4.3.6. INSTRUMENTS ISSUED AT A PREMIUM/DISCOUNT

18. Treasury bills and other short-term instruments (generally with a maturity not exceeding one year) are
normally issued with a discount or a premium, which means that the interest recorded is equal to the
difference between the issue price and the redemption value at the end of its maturity period, normally
at face value. This interest has to be accrued over the lifetime of the instrument. For transactions on a
secondary market, there must be a clear distinction between the effect of a change in the market price
of the instrument (recorded as a holding gain or loss) and the accumulated amount of accrued interest
which is exchanged by the parties.

19. Discounts are recorded as additional interest expenditure and premiums are recorded as a reduction to
interest expenditure, accruing over the life of the instrument.

20. Conceptually, there is no difference in this regard between short-term instruments and longer-term
instruments issued at discount, such as zero-coupon bonds, which often have a maturity of at least 5
years. This issue is covered in ESA 2010 paragraphs 4.45-4.46 and 20.184-20.186. There is no reason
to make a distinction between deep-discounted bonds and other bonds issued at discount, for example
the case of fungible bonds issued in tranches. The treatment should be the same for any size of
discount. This is confirmed in ESA 2010 paragraph 20.184. This is consistent with the recommendations
of this Manual since its first edition.(*3%)

21. As regards premiums/discounts passed on to Member States governments by supranational entities in
the context of on-lending arrangements, and similarly for on-lending arrangements within general
government, a premium/discount on the loan is treated in the same manner as a premium/discount on

(13°) These bonds (also referred as to ‘fungible’ or ‘linear’ bonds) are a largely common practice for central government bonds. All tranches have
the same nominal interest rate, coupon payment date and final maturity. Each tranche is issued at a specific price according to the prevailing
market conditions. As far as accrued interest (expenditure) is concerned, each tranche should be identified separately,

(*31) As an exception, when the discount is very small (less than 0.5 %) and when the remaining maturity is short (no more than 1 year), the
accrued coupon can be recorded in the issuance year rather than split over the life of the instrument.
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bonds. The premium is spread over the lifetime of the loan and should be recorded as a reduction of
interest expenditure (D.41). Similarly, discounts at issuance should be accrued in D.41 expenditure over
the lifetime of the loans. This is elaborated on in chapter 8.5 on-lending from supranational entities.

2.4.3.7. ARREARS OF INTEREST RECORDED UNDER THE INSTRUMENT

22. Arrears of interest arise when interest is not paid on its contractual payment date. They are recorded
with the instrument in the same way as the reinvestment of accrued interest as discussed above. Both
are recorded under the instrument until they are effectively paid or, in some cases, cancelled(**?) (which
is therefore a kind of debt cancellation to be treated according to normal rules).

2.4.3.8. STRIPPED BONDS

23. There is in ESA 2010 paragraph 5.96 (d) a reference to stripping which is a way to transform a ‘normal’
(or conventional) bond into a set of zero-coupon bonds, at the initiative of the holders. Traditionally, it
results in the creation of separately tradable certificates representing future payments of interest and a
future repayment of principal or, in the case of ‘fungible certificates’, all flows related to a given maturity.
This operation is neutral for the issuer in terms of streams of effective payments. Stripping concerns
mainly bonds issued by central government.

24. As stripping is operated on a voluntary basis by investors, the conversion takes place only for a part of
the total outstanding amount of a bond. In most cases, stripping is a permanent option that can be
exercised at any time and is reversible, i.e., a bond may be ‘reconstituted’ under its original form at any
time by combining a complete set of strips, generally by an investor. Where strips are fungible for a
maturity date, this allows the creation of synthetic new bond from certificates issued from different
original bonds. The sum of the strips’ values are actuarially equal to the total streams of flows, including
principal redemption and regular payments of interest of the original bond at time of stripping.

25. Strips should not be recorded as new debt instruments different from the original instrument. Where the
debt is recorded (in issuers’ books and for the Excessive Deficit Procedure) at face value, there is no
change in recording the primary debt when a bond is stripped (see sub-section 8.2.2.2). When debt is
recorded at market value, a stripping operation does not change the total market value of the debt
either.

26. As a result, stripping does not change the cost of borrowing and provides no additional funding to the
issuer. This has no impact on accrued interest expenditure which must still be based on the rate
prevailing at the time of the issuance of the original bonds following the debtor principle.

27. When government acquires strips, compilers should carefully assess the impact of the transactions on
government deficit and debt, partly due to consolidation (see also sub-section 8.2.2.2). If the acquisition
is made by another unit than the one which had issued the bond, the acquisition of the strip should be
recorded as an acquisition of a financial asset which would need to be consolidated when presenting
consolidated accounts (but not when presenting non-consolidated accounts). When the acquisition is
done by the issuer of the bond, the acquisition of the strip is recorded as a redemption of a liability.

28. There are two possible methods to do this consolidation depending on whether the unit has sufficient
strips to reverse the transformation or not:

a) the consolidation impact of D.41 expenditure of individual strips (for example when the government
has separate strips which cannot be combined to replicate a bond) should be done considering the
average yield per strip of a given duration to be calculated following the debtor principle and applying
the general rules for consolidation of D.41: that is, using a similar logic of the rule applicable for the
normal repurchase of a bond;

b) when a unit has sufficient strips to reverse the stripping(*33), the consolidation can follow the normal
rule and is done by reducing debt by the ‘face value’ of the synthetic bond which can be created by
combining strips. As a result, government expenditure on interest (D.41) is reduced by the
consolidation in a similar manner that when government acquires the bond in question.

(*32) In practice, when the discount is very small (less than 0.5 %) and when the remaining maturity is rather short (no more than 1 year) the
accrued coupon could not be split over the life of the instrument but recorded in the issuance year.

(*3%) It is common to use the term ‘reconstitution’ of a bond to refer to the combination of strips to replicate an existing bond. However, the term
‘reconstitution’ is not so widely used as the term ‘strip’ and compilers should assess the nature of the operation rather than the term used in the
national context (for example the terms ‘reconstruction’ or ‘unstrapping’ refer to the same concept).
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29.However, in the case of reconstitution of a bond, it is noted that the application of method (b) would not
exactly produce the same results as the application of method (a) to all the strips of a given bond. Thus,
compilers may want to perform specific adjustments to this effect.

30. In summary, compilers treat individual strips (which cannot be combined to replicate an existing bond)
as a separate debt instrument which generates D.41 in terms fixed at inception following the debtor
principle (that is, when the original debt instrument was issued using a unique yield for each strip
originated from a given bond/tranche(*34). As an example, if the market interest rate when the bond was
issued was 5 % (considering its duration), each strip is considered to have a 5 % interest rate. This
approach would allow compilers to differentiate, in the value of each strip, the portion represented by
accrued interest, debt repayment and if applicable, revaluation impact.

2.4.3.9. FLOATING RATES AND ASSIMILATED ISSUES (INCLUDING SAVINGS
PREMIUMS)

31. Debt instruments can be decomposed into three types of instruments:
a) Fixed interest rate instruments
b) Variable interest rate instruments:
1) index-linked instruments
2) other variable interest rate instruments

32. Fixed interest rate instruments comprise instruments with constant coupons over the period, as well as
instruments with non-constant coupons that are fixed (i.e., known) at inception, such as stepped rates.
Sub-section 2.4.3.13 explains that, in the latter case, a constant yield is calculated over the life of the
instrument, erasing the step-up or step-down or any other more complicated profile foreseen in the fixed
coupons of the instrument.

33. Variable interest rate instruments (ESA 2010 paragraph 5.98) can either be index-linked instruments
(see sub-section 2.4.3.11), or floating rate instruments.

34. Floating rate debt instruments do not raise any special conceptual issues for the recording of interest on
accrual basis. The interest to record (D.41 and, where appropriate, FISIM) varies according to a
predetermined formula.

35. In the case of mixed interest rate instruments, where various fixed and/or floating rates are combined,
two (or more) different instruments must be considered. As an example, a bond paying Euribor plus a
margin has to be decomposed, in case the margin is fixed but not constant over the life of the bond —
and for the sole purpose of the compilation of interest — into a Euribor bond and a fixed rate bond.

36. ESA 2010 paragraph 5.102 refers to cases of ‘mixed interest rate’ debt securities, where the interest is
made of two fixed/floating components, simultaneously or successively. Accrued interest rules are thus
different for each component. When the two components are simultaneous, the compilation method
used corresponds to the one described in the previous paragraph. When the two components are
sequential, this requires a more complex approach than simply identifying two instruments, in so far as a
common internal rate of return must be calculated over the whole life of the instrument.

37. In the case of securities, there is usually a link between the nature of the rate index and the frequency of
interest payments. Quarterly indexed interest is normally paid every quarter with a delay of one quarter.
Thus, the exact amount paid to the holders is known in advance. Interest is said to be as ‘pre-
determined’.

38. However, interest may be ‘post-determined’. For instance, annual interest may be indexed on an
average over the previous twelve months. The exact coupon is known just a very short time before the
actual payment. Provisional estimates of accrued interest could differ from the actual amount and so
must be corrected when the actual amount is known.

39. As regards loans and deposits, where no compilation on an individual basis is practicable, global
information must be used, notably for deposits. Under these conditions, interest would be accrued on
the basis of estimates of the most probable rate that would be effectively paid.

(*3%) Although in pure financial terms, at inception each strip has a different interest rate (according to the existing zero-coupon interest yield curve)
which results, when combined, in the observed bond market interest rate, the debtor principle requires to use for each strip the same yield at
issuance.
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40. Saving premiums are not mentioned in ESA 2010. Such premiums are paid under conditions generally
regarding the length of time the instrument is held as a reward for stability. It is additional property
income and not a nominal holding gain. A saving premium must be treated as interest and, thus, must
be recorded on an accrual basis. Under some schemes, the premium is acquired only at the end of the
whole saving period and the exact total amount paid cannot be known with certainty before the end of a
given period. However, in most cases, only a very small minority of holders do not get the additional
remuneration, as the majority would behave rationally to maximise their return on saving. Therefore,
interest should be accrued on a ‘maximum basis’, i.e., including the premium. When the exact proportion
of ‘rationale’ savers is known with certainty, a revision can be made to past periods. Under other
schemes, the ‘reward’ takes the form of an increase in the interest rate for holders who have not
reduced their saving the previous year(s). In this case, if there is no information on the expected
proportion of savers earning the higher rate, the interest should be accrued at the higher rate with a final
adjustment when the exact information is available.

2.4.3.10. LOTTERY INSTRUMENTS

41. The payments of lottery instruments, where such payments are paid as prizes to randomly selected
holders, should be treated as interest (ESA 2010 paragraph 4.49 (c)) and not considered to be a holding
gain for the holder. Although individual holders do not know what they will receive, the issuer does know
the total amount to be paid out in prizes and so the interest can be recorded using the usual rules
applying to the debtor principle.

2.4.3.11. INDEX-LINKED INSTRUMENTS

42. Some units in general government may issue debt instruments, generally in the form of bonds, which
include a clause specifying that all or part of the remuneration depends on a published economic index
number. This remuneration may apply only to the coupon, similarly to variable interest financial
instruments. Alternatively, it may concern only the value of principal, the coupon being affected through
the rate applied to the principal. In other cases, principal and coupons follow the same index.

43. 2008 SNA has clarified — in paragraphs 11.70 and 17.274 to 17.282 — the recording prescribed for
interest on index-linked instruments, which was only briefly and somewhat ambiguously referred to in
SNA 1993 paragraph 11.78.

44. Accordingly, the ESA 2010 was also adapted compared to ESA 1995. ESA 2010 paragraphs 4.46 (c)
and 6.56 make a distinction between ‘general price index’ and ‘narrow index’(1%). The first case is, for
instance, a consumer price index or commodities index, whereas the second refers to a particular price
of a commodity or a stock. For some governments, inflation-linked bonds are a significant proportion of
their debt. The ‘narrow index’ category is not observed as frequently but, as witnessed in the past, there
might be an indexation on gold.

45. ESA 2010 paragraph 4.46 (c) states that, in the first case, the change in value of the instrument due to
the index during an accrual period is treated as interest accruing in that period, in addition to the ‘normal’
interest (i.e., the ‘coupon’) accrued over the period (which may also be index-linked).

46. For the second case, the holder might be motivated by potential holding gains. Nevertheless, the
change in the value of the instrument should be recorded as interest. The amount of interest accrued
should include the expectation of holding gains linked to the reference level of the index at inception —
using market expectations at inception, observable through forwards or futures, etc. — to be spread
over the life of the contract. Later on, any deviation from these expectations would be recorded as
positive or negative revaluation effects. This procedure thus transforms the indexed debt security to the
equivalent of a fixed-rate instrument, from the point of view of property income. Property income
comprises the expected future coupons (themselves possibly indexed) with the expected gain in the
indexed principal.

47. As a result, a narrow index instrument is generally subject to nonzero cumulated holding gains/losses
over the whole life of the instrument, contrary to general price index instruments, and generally to debt
instruments (see example B compared to example A in Box 1).

(13%) The recording prescribed in ESA 2010 paragraph 4.46 c is consistent with an old Eurostat decision issued in March 1997 (under ESA 1979).
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48. Although ESA 2010 chapter 20 — The government accounts — does not distinguish between narrow
and general price indices, ESA 2010 paragraph 4.46 (c) is clear about the possibility of recording
holding gains/losses.

49. As an application of the narrow index case, when a debt instrument (denominated in domestic currency)
is linked to a foreign currency exchange rate, and there is no clear market evidence on how the rate will
change over the life of the instrument, any change in the value of the instrument related to the variation
of the rate of exchange is to be recorded as a holding gain or loss, and not as interest. This is consistent
with the treatment of instruments denominated in foreign currency.

Box 1. Example A — Calculation of interest accrual on an
Index-linked bond: broad-based index

A 5-year bond is issued on 1 January, Year 1 at a price 1 000, with no coupons, indexed to a broad
price index. The index value at the beginning of the period is 100.

This index and bond values, with the derived interest and revaluations are as follows:

Broad Price Index Bond

End of Period Interest  Revaluation 31-Dec
Year 1 107.0 70 -12 1,058
Year 2 113.0 60 -17 1,101
Year 3 129.0 160 58 1,319
Year 4 148.0 190 10 1,519
Year 5 140.3 -77 -39 1,403
Years 1-5 403 0

Notes:

e The total increase in value over the five years (i.e., 403) is determined by the movement of the
index (i.e., 40.3 percent increase).

e Since this is a bond, revaluations also arise from changes in market conditions, such as changes in
market interest rates, credit ratings, and expectations about the future path of the index. However,
they are zero over the life of the bond when it is repaid at its indexed value.

« Negative values of interest can arise in the periods when the index declines.

e The corresponding entry to the interest accrued is an increase in debt securities in the financial
account.

o Fluctuations in market interest rates cause changes in the value of the bond, but the calculation of
interest is unaffected.
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Box 1. Example B — Calculation of interest accrual on an
iIndex-linked bond: narrow index

A 5-year bond is issued on 1 January, Year 1 at a price 1 000, with no coupons, indexed to a narrow index.
The index value at the beginning of the period is 100. Market interest rate is 8 percent at the time of issue.

The index and bond values, with the derived interest and revaluations are as follows:

Narrow Price Index Bond

End of Period Interest  Revaluation 31-Dec
Year 1 107.0 80 -22 1,058
Year 2 113.0 86 -43 1,101
Year 3 129.0 93 124 1,318
Year4 148.0 101 100 1,519
Year 5 140.3 109 -225 1,403
Years 1-5 469 -66

Notes:

e The total increase in value over the five years (i.e., 469 — 66 = 403) is determined by the
movement of the index (i.e., 40.3 percent increase)

e According to the debtor approach, the interest in each period is fixed according to the interest rate
at inception. The interest for Year 1 is 80 (8 percent of 1 000), for Year 2 is 86 (8 percent of 1 000
+ 80), for Year 3 is 93 (8 percent of 1 000 + 80 + 86), and so on.

« The revaluation for the whole life of the bond is due to the difference between the increase in the
index and the compound increase that would have occurred at the market rate of interest.
(Revaluations also arise for individual periods during the life of the bond because of changes in
market conditions, such as changes in market interest rates, credit ratings, and expectations about
the future path of the index.)

o Fluctuations in market interest rates cause changes in the value of the bond, but the calculation of
interest is unaffected.

2.4.3.12. SHORT-TERM NEGOTIABLE INSTRUMENTS

50. ESA 2010 annex 5.1 Classification of financial transactions, in 5.A1.14 strictly defines short-term
maturity as a maximum of one year. Maturity here means the term of the instrument or the notice period
where instruments can be repaid on demand at the request of the creditor. Most central governments
issue treasury bills within this limit. As already mentioned, these instruments are issued at a discount (or
premium) which is treated at interest accrued over the life of the instrument. Generally, the total amount
issued by government under these short-term instruments may vary significantly from one year to
another, because of volatility in market conditions. It is thus important to be in a position to correctly
allocate accrued interest to the relevant fiscal year, or quarter in short-term government finance
statistics.

2.4.3.13. INSTRUMENTS WITH STEP-UP INTEREST AND INSTRUMENTS WITH
GRACE PERIOD

51. A special arrangement concerns instruments with ‘step-up interest’. Government may hold or issue
securities or other debt instruments where the coupon or the contractually defined profile of interest
payments at regular dates shows a ‘step-up’ (or reversely ‘step-down’) profile based on series of fixed
interest rates set up at inception over successive periods (e.g., x % over years 1-4, then x+1 % over
years 5-8, etc.). In addition, such instruments may be issued with a discount, which is considered to be
interest spread over the lifetime of the instrument (see ESA 2010 paragraph 4.46 and above sub-section
2.4.3.6 Instruments issued at a discount).

52. As mentioned in ESA 2010 paragraph 20.180, as well as MGDD sub-section 2.4.3.2 Debtor approach,
accrued interest is based, in ESA 2010, on the debtor approach with reference to the ‘cost of borrowing’
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as observed at the time the instrument is created. As a consequence, interest must be accrued using
the market rate (yield-to-maturity) observable, or the implied contractual internal rate of return at the
inception of the instrument. Interest not actually paid in a given period is nonetheless accrued and
considered reinvested on the instrument. Thus, in that way, the instrument bears the same rate of
interest (see above sub-sections 2.4.3.3 and 2.4.3.4) independently of the moment when the coupons
are actually paid (see Box 2 ‘Step-up and grace periods’ below).

Some financial instruments may include an interest grace period, usually over the first years, during
which no interest is paid by the debtor to its creditor(s). The instruments involved are typically
government financial assets such as loans but cases where such a grace period applies to a
government liability have also been observed in the EU, although rather infrequently. This case is
mentioned in ESA 2010 paragraph 20.241 but the recording of interest is not specified.

As a general rule, the debtor approach implies that interest, both for assets and liabilities, must be
accrued over the full lifetime of the instrument, including the grace period, on the basis of the relevant
market rate observed at inception (yield-to-maturity) or the contractual rate available at inception (see
Box 2 ‘Step-up and grace periods’ below).

Thus, the grace period is to be assimilated as a simple and particular case of a ‘step up’ debt instrument
where the first coupons paid are equal to zero.

However, exceptionally, no interest should be accrued during the grace period if both of the following
conditions are strictly and jointly met:

a) during the grace period, the issuer/debtor is entitled to redeem the principal amount of the instrument
(possibly including pro rata payment of discounts). No additional payment should be foreseen for this
early redemption, aside from the usual anticipated redemption fees or penalties that will be
considered to be a form of remuneration (see sub-section 2.4.3.16);

b) after the grace period, there is no observable compensation by the debtor for the absence of interest
payments during the grace period. Such compensation may take the form of an increase in the
regular interest payments for the amounts previously not paid, or a higher coupon rate by
comparison to similar instruments without grace period issued at the same time.

Box 2 — Step-up and grace periods

This example covers at the same time the issues raised in paragraphs 50 to 51. The case of loans is
mentioned in a second part.

A 15-year debt security is issued by government for value 100 at the end of year 0. It has the
following pattern of coupons: a grace period with no payments for the first five years, 4 % during
years 6-10, and 10 % during years 11-15. Let us suppose the two conditions of paragraph 52 are
not met.

At time of issuance the market interest rate is a little over 4 % (4.0165 %). For reasons of simplicity
the value of 100 will also be the redemption value (no discount or premium) and remains constant
over the whole 15-year period. For reasons of simplicity, we assume that the market only moves with
respect to interest. As a result, the market value of the bond only moves with respect to accrued
interest. According to the ‘debtor approach’ (see sub-section 2.4.3.2), the market rate at inception
(which is different from the ‘coupon rate’) must be used for accruing interest over the lifetime of the
security.

The market value (or net present value) to be recorded in the government ESA balance sheet, in this
simplified example, equals the issue value plus interest accrued (similarly to the reinvestment of an
existing coupon) but not paid at each period, in the absence of any change in the market rate for
similar bonds issued by this unit.

In this case, the accrued interest recorded each period in ESA does not equal the coupon payments.
The coupon payments are financial transactions in the underlying instrument because the accruing
interest is recorded as being reinvested in the instrument. The method of interest used is compound
interest because it is a long-term debt security.

The table below shows in column AF.32 (liabilities) the ‘market value of the debt security at the end
of each year, the value recorded in the ESA balance sheet of government. Interest (D.41) is the
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amount that government becomes liable to pay to the holder of the debt security in an accounting
period without reducing the amount of principal outstanding. This is a general principle which applies
to any financial instrument.

Therefore, interest (D.41) for debt securities (F.3) has in each accounting period two components
(ESA 2010 paragraph 4.46 (b)):

o the interest payable by government from coupon payments in the respective accounting period;

o the amount of interest accruing in the respective accounting period attributable to the difference
between the redemption price at the end of its maturity period and the issue price, calculated in
the same way as for zero-coupon bonds, i.e., on a debtor approach.

In this context, the interest accrued (D.41, payable) in each period is equal to the sum of the coupon
paid plus the change in the market value of the debt security in the period.

Example of grace period/step up interest for a security

Principal: 100 (issue and redemption value)

Market interest rate at inception: 4.0165 % (constant over the whole the period)
Coupons: 0 % in the years 1-5; 4 % in the years 6—10; 10 % in the years 11-15.

D.41, payable is obtained as the sum of the coupon plus the difference between the market value of
the instrument at the end of the current period and the previous period.

Year Coupon D.41 payable F.32 AF.32
0
1 0 4.02 4.02 104.02
2 0 4.18 4.18 108.19
3 0 4.35 4.35 112.54
4 0 4.52 4.52 117.06
5 0 4.70 4.70 121.76
6 4 4.89 0.89 122.65
7 4 4.93 0.93 123.58
8 4 4.96 0.96 124.54
9 4 5.00 1.00 125.55
10 4 5.05 1.05 126.59
11 10 5.09 -4.91 121.68
12 10 4.89 -5.11 116.58
13 10 4.69 -5.31 111.26
14 10 4.48 -5.52 105.74
15 10 4.26 -5.74 100
Total 70 70

2.4.3.14. ACCRUED INTEREST ON INSTRUMENTS DENOMINATED IN FOREIGN

CURRENCIES

57. For these financial assets and liabilities, the normal rules for accruing interest should be applied but
specific attention must be given to the issue of the conversion into the national currency. In ESA 2010
paragraph 10.27 the nominal holding gains and losses (K.7) — realised or not — on an asset are the
increases or decreases in the asset’s value accruing to its economic owner as a result of increases or
decreases in its price, including exchange rate movements. ESA 2010 paragraph 6.64 specifies:

e ‘nominal holding gains may therefore occur from both changes in the price of the asset and the
exchange rate’;

o ‘the value of assets and liabilities denominated in foreign currency is measured by their current market
value in foreign currency converted into national currency at the current exchange rate’; and

e ‘transactions in assets and liabilities denominated in foreign currency are converted into the national
currency using the exchange rates at the time the transactions occur’.

As a consequence, nominal holding gains and losses may appear due to differences in exchange rates
used for transactions and for balance sheets.
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58. Where interest is denominated in foreign currency, it must be converted into the national currency by the
exchange rates prevailing at the time it accrues. Ideally, interest should be accrued daily, and so using a
daily exchange rate. In practice, the calculation is made over a period on the basis of the average
exchange rate observed during the period (but not using a ‘spot’ exchange rate, observed at only one
specific point of time). Where interest is accrued by means of a compound method, theoretically this
average should be weighted by the amounts of accrued interest at each point time during this period.
However, a simple arithmetic average may be an acceptable proxy.

59. The actual payment of interest is a transaction in the underlying instrument with a counterpart in
currency and deposits (F.2) and uses the exchange rate at the actual date of the payment. Although the
amounts of accruing interest are perfectly equal in foreign currency in each period, the amounts of
accrued and paid interest may diverge in national currency, due to exchange volatility. So, an
adjustment is needed in the revaluation account for the difference between the ‘spot’ exchange rate
observed at this time (used for the conversion of outstanding amounts) and an average rate used for
interest accrued during the last period or the ‘spot’ rate observed at the end of the previous period for
interest previously accrued but not paid during the last period.

60. Conceptually, the exchange rate effect is different from the case of instruments with a variable interest
rate for which a correction in the amount of interest, accrued and reinvested, is made when the exact
interest rate is known. In the case of instruments denominated in foreign currencies, the adjustment is
not due to a wrong estimate but comes from the fact that transactions occur at different points in time.
Later, when the effective payment of this interest occurs, there is a new adjustment in the revaluation
account due, on the one hand, to the gap between the exchange rate at this time and the rate used at
the end of the last period, and, on the other hand, to the difference between the rate used for accruing
since the beginning of the period and the rate at the time of payment.

61. On some occasions — for example when compiling annual accounts for interest paid every three or six
months or for discounted instruments of shorter maturity — there is no ‘overlapping’ between the
accruing period and the period of payment. In principle only one adjustment is necessary, as mentioned
at the end of the last paragraph. In this case, interest is fully accrued and paid during the same period of
compilation. The new claim/liability resulting from the reinvestment of accrued interest is created and
extinguished during the same period. In this timescale, the concept of accrued interest may be seen as
rather theoretical. Thus, for simplification, it could be acceptable to enter directly in the property income
the amount of the effective payment converted into the national currency, avoiding any adjustment.

62. These entries are fully meaningful from an economic point of view. More generally, such adjustment is
frequently observed for financial instruments denominated in foreign currency for which transactions with
opposite signs (as creation/extinction of a liability) of equal amounts in original currency may not be
offset after conversion into national currency.

2.4.3.15. INCOME OF MUTUAL FUNDS

63. Units classified within the general government sector may hold shares issued by mutual funds. The
income received by the mutual fund is recorded on an accrual basis according to ESA 2010 rules as
described in this chapter. The amount and timing of this income is also recorded as the income of the
mutual fund shareholders/investors, for the same amount and timing, less any mutual fund service
charge. This income for the shareholders is to be recorded as being reinvested in the mutual fund. Any
actual payments by the mutual fund to shareholders/investors are to be recorded as financial
transactions: a withdrawal of invested funds by the shareholders/investors. The mutual funds service
charge is to be recorded as a sale of a service (shareholders’ consumption) and not as a distributive
transaction or a financial transaction.

2.4.3.16. EARLY REDEMPTION OF DEBT INSTRUMENTS (INCLUDING
EXCHANGE)

64. A debtor may have the right to break the initial contract and offset the debt before the maturity date
agreed at inception. In some cases, a specific period of notice must be given. The creditors are normally
entitled to compensation.

65. For securities, an early redemption may take the form of repurchases on the market by the issuer. It
may also be the result of an exchange of securities. The issuer calls for some specific bonds and
provides in exchange a new security or a new tranche of a security previously issued. A difference,
sometimes called a premium, is observed between the nominal value and the effective redemption
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value. Where the difference is positive, it is a holding gain for the holder and a holding loss for the
issuer, recorded in the respective revaluation accounts. Under ESA 2010, some types of financial
instruments are valued at current prices, notably for debt securities. Thus, the gain/loss is equal to the
difference between the value of the outstanding amount at the end of the previous period and the price
of the exchange. The treatment of these exchanges of bonds is very similar to transactions of bonds on
secondary markets between holders of securities.

In the exchange, the market value of the amount bought back by the issuer and the new amount issued
are the same — with possibly a cash payment for any marginal difference in value. For bonds with
regular interest payments, there is, in addition, a payment by the issuer for the accrued coupon. Such
exchanges may happen in the context of special operations aiming to reduce the nominal debt.
Whatever the procedure of the exchange, there is no effect on net lending/borrowing (B.9) at the time of
the exchange.

An early redemption can also occur for loans. The debtor may be allowed to reimburse a loan before the
final maturity and frequently the creditor is legally entitled to ask for compensation. The latter cannot be
considered in national accounts as a capital transfer. The issue is whether this compensation is income
for the creditor (debtor expenditure) or should enter the financial accounts (reflecting the settlement of a
holding loss by the debtor).

ESA 2010 paragraph 20.228 suggests that fees or penalties on early redemption of a loan are income,
without detailing the type: When early redemption leads to the payment of a penalty or fee to the lender
as foreseen in the contract, the amount shall be recorded as income of the lender. This sentence is
notably aiming at underlining that such penalties are not capital transfer expenditure, given that the
preceding sentence is: When debtor governments offer to repay the debt in anticipation, at a value
below the principal value which includes interest in arrears, the event leads to an entry in the capital
account with an impact on the government net lending/net borrowing, as a grant by the creditor is
presumed. This last sentence concerns in particular government-to-government lending. The early (or
late) repayment fees or penalties are common examples of explicit charges amongst financial services.

The ESA 2010 paragraph 20.228 reference to foreseen in the contract requires some interpretation.
One may wonder why the debtor would agree to pay a penalty outside and above what is foreseen in
the contract. If this is nonetheless the case, one can presume that this corresponds even more to an
income flow benefiting the creditor — a sort of payment for a service provided by the creditor to the
debtor. In addition, in some jurisdictions, the fees may be regulated by laws or statutes, such that
contractual clauses are either unnecessary or void. Overall, one may presume that this reference merely
aims at recalling that contracts typically allow such early repayments against a fee.

The last sentence of ESA 2010 paragraph 20.228, In the case of securities, a buyback on the market
leads to an entry in the revaluation accounts, unless the early redemption is imposed on the securities
holder, contrasts voluntary settlements of debt securities, which should enter the financial accounts
(these are holding losses/gains, see paragraph 65 above) from settlement of other debts or from
imposed settlements. The reason for treating loans and securities acquired on the market differently is
that, in the case of loans, the debtor has to negotiate with the creditor to extinguish the liability. This is
not the case for securities, as the debtor can acquire in the market the securities it wishes to extinguish
(the seller merely agreeing to sell the securities at a certain price, while not necessarily agreeing with
the ultimate objective of the acquirer, that is: the extinction of the liability).

A compensatory payment that is designed to reflect changes in discount factors, such as risk-free rates,
may be treated differently though. As an example, ESA 2010 paragraph 20.231 makes an exception to
the recording foreseen in ESA 2010 paragraph 20.229, when the loss reflects changes in market interest
rates, and not a change in credit worthiness.

Finally, loans can include a separable derivative (see sub-section 2.4.3.17) or may be indexed on a
narrow index (see sub-section 2.4.3.11). In such cases, the settlement payment may merely reflect the
fair value of the derivative in question, or of the impact of the index, at time of renegotiation. In this case,
the part of the payments reflecting the latter value would enter normally in the financial accounts.

In the light of all this, the correct treatment of any amount paid in excess of the principal and accrued
interest outstanding (‘due amount’), whatever the payment is called (fee, penalty, compensation, or
otherwise), depends on the type of loan:

a) when the loan is of a regular or standard type, which is by far the most frequent case — fixed rate,
floating rate, or indexed on a general price index — the amount is to be recorded as income
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payments (explicit service charges), unless it can be established that the compensation (or a part)
reflects fluctuations in general 'market interest rates' (e.g., pure risk-free rates, or, at least, rates not
reflecting individual ‘changes in credit worthiness’ — ESA 2010 paragraph 20.231);

b) when the instrument contains a loan and a derivative that is separable (see sub-section 2.4.3.17),
the amount is recorded as a holding loss (in derivatives), unless the penalty exceeds the fair value of
the derivative outstanding, or unless the penalty is a predetermined payment expressed either as a
lump sum or as a fixed percentage of the principal outstanding. In those two latter cases, the debtor
records expenditure for the excess of the fee over the fair value of the derivative, or for the fixed
amount;

c) When the loan is indexed on a narrow index (see sub-section 2.4.3.11), the amount is recorded as
income when foreseen in the contract and unrelated to the index. Otherwise, consistently or by
analogy with the previous case of separable derivatives, the payment reflects a holding loss of the
debtor (holding gain of the creditor) in loans.

74. The compensation fee that enters the non-financial accounts cannot be considered in national accounts
as a capital transfer and should be considered a service charge (P.1) or when the creditor is a financial
institution a compensation transfer (D.75).

75. Penalty fees on renegotiations are similar to fees on early redemption. Indeed, it can be argued that a
renegotiation/restructuring is not different from a simultaneous termination of one contract and the entry
into force of a new one. In line with the previous paragraphs, renegotiation fees should be recorded
when paid. Exceptionally, for example in cases where the renegotiated terms are not market terms at
that time (and thus, it can be presumed that the renegotiation fee also includes a compensation for the
off-market terms), a portion of the fee may need to be spread over the duration of the instrument. In this
case, there would be a need to split the fee into two components, one which represents the
compensation for the early redemption and another which represents the value of the difference
between the market terms at the time of renegotiation and the newly agreed terms, with the former
recorded when agreed and the latter spread over the new period.

76. For some time or saving deposits, a given rate of interest may be paid only under the condition of a
minimum holding period. An early liquidation, if contractually allowed, is balanced by a reduction in the
rate of interest paid to the holder. For recording interest on an accrual basis, the rate of interest taken
into account is the maximum rate that the depositor could receive in the normal course of the contract,
i.e., respecting the arrangements about maturity or notice. When it is not the case, the amount of
interest accrued previously is corrected on the basis of the final rate. As this amount is in all likelihood
globally very small compared to the total interest on deposits, for practical reasons, the correction for the
total amount can be recorded in the latest period only.

2.4.3.17. RECORDING INTEREST WHEN THERE IS A DERIVATIVE IN A DEBT
INSTRUMENT

General principle

77. When a debt instrument(*3) is deemed to contain a separable derivative, interest accrued should reflect
two components: (a) a component calculated on the debt instrument excluding the derivative, according
to the nature of the resulting instruments after carving out the said derivative, and (b) another
component capturing the fair value at inception of the said derivatives. These two components are
spread over time according to the accrual principle.

78. The derivative in question may be of a forward type or of an option type. Options-type derivatives can be
simplified into an (asymmetric) forward type when volatility shrinks to zero.

79. Let us assume a 10-year borrowing contract of 100 paying a fixed 4 % a year, together with additional
amounts that are conditional on some formula replicable by an option or a basket of options (the debtor
has the selling position). Let us assume that the options being off-settable, have a fair value observable
of 15. The overall ‘interest’ (D.41 plus FISIM) to record on the instrument in national accounts is then 55

(*3%) This subsection refers to the recording of interest in the case of one single debt instrument containing a separable derivative. The subsection
does not apply to the recording of loans which have been signed together with a swap as in this case there are two contracts/instruments,
sometimes signed with different parties. The derivative embedded in a debt instrument may take different forms, although it is often found in the
interest formula in the form of a cap or floor on the interest rate. In more complex cases, the derivative would imply changes to the spread,
amortization periods or other terms which are triggered by some events.
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=4 x 10 +15. This is equivalent to 5.5 a year, if linearly spread, or to a somewhat lower amount in the
first year (approx. 5.13) growing over time (to 5.93 in the 10th year), if using a present
value/compounded interest approach. The present value/compounded approach can be seen as arising
either from the fact that the receivable earns interest or that the debt liability grows over time (see
‘accounting for a derivative’ below). The yield on the debt instrument is approximately 6.04 % (6.04 % x
(100-15) = 5.13) — significantly different from the first approximation of 5.5 %.

Flow of interest on a contract with a
separate derivative
D.41 to record - compounded minimum flow
=== .41 to record - linear
7
6
5
4
3
2
1
0
1 2 3 4 5 6 7 8 % 10

Recognition of a derivative

80. ESA 2010 paragraph 5.220 (b) recognises the case of ‘structured debt securities’ that combine a debt
security with a derivative. When the two are ‘separable’, each is classified accordingly. When the two
are not separable, the instrument is classified according to the relative size of the ‘principal initially
invested’ compared to the ‘prospective return’. When this relative size is small, the instrument is
classified as a derivative.

81. Although ESA 2010 paragraph 5.220 (b) only refers to debt securities, the principle of substance over
form suggests we should separate a derivative for other instruments, such as loans, as well — if the
criteria are met. However, in case the derivative is not separable, it is presumed that a loan instrument
cannot be reclassified as a derivative since it is not tradable (and not off-settable).

82. ESA 2010 paragraph 20.133 prescribes the recording of off-market swaps, partitioning the instrument
between a loan component (AF.4) and a normal swap (AF.7) (see sub-section 2.4.3.18 below).

83. To recognise a derivative, the latter has to meet the definition set out in ESA 2010 paragraph 5.199:
financial derivatives are financial instruments linked to a specified financial instrument or indicator or
commodity, through which specific financial risks can be traded in financial markets in their own right.
Financial derivatives meet the following conditions:

(a) they are linked to a financial or non-financial asset, to a group of assets, or to an index;
(b) they are either negotiable or can be offset on the market; and

(c) no principal amount is advanced to be repaid.
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84. For practical reasons, when no information is available to the compiler, the derivative is deemed non-
separable. The ability to separate requires off-settability and accordingly a high level of information (e.qg.,
micro data).

Link to index-linked debts

85. Index-linked debts, whose treatment is prescribed in sub-section 2.4.3.11, can be seen as similar (from
the point of view of the instrument return) to a type of debt with a derivative, with the latter having the
specific characteristic of containing only forwards and no leverage.

86. When the index is of a narrow type, ESA 2010 and 2008 SNA take into account the speculation motive
and recognise holding gains and losses over the lifetime of the instrument (the corresponding
unexpected return). This is consistent with structured instruments with separable derivatives, where
holding gains and losses will arise over the whole life of the combined instrument and reported as
revaluation of derivatives.

87. When the index is of a narrow type, the interest to accrue on the indexed instrument will be the same as
the interest to record on an instrument with a separable derivative (forwards type), using a crystallisation
method (see also paragraphs 72—73).

Accounting for a derivative

88. When the derivative identified is of a forward type, the fair value of the derivative at inception is zero,
otherwise an off-market swap (or other derivative) is to be recognised (see sub-section 2.4.3.18 on off-
market swaps).

89. When the derivative identified is an option type, the fair value of the option is recorded on the liability
side of the borrower (AF.7) matched by an entry within other accounts receivable (AF.8) rather than by a
reduction in the amount borrowed (AF.4 liability):

a) the D.41 to record (before FISIM if any) corresponds to the interest rate on the AF.4 component of
the instrument using the conventional method, plus the reduction in AF.8 spread over the life of the
contract;

b) in concept, the AF.8 would generally be seen as accruing interest itself (revenue of government) for
declining amounts over time, along with the gradual liquidation of the AF.8 position. However, a
simpler recording is to neglect accruing interest on the AF.8 side, and instead net those amounts off
on the expenditure side, that is: record a growing interest expenditure flow, as time passes, similarly
to an instrument issued at a discount;

c) the Maastricht debt remains the amount of debt to be redeemed.
Ex-post recognition of a derivative

90. A consistent treatment is required when the compiler observes a posteriori the existence of a derivative
within the contract. A change in recording is applicable when all conditions apply:

a) the income flows are revised over the whole life of the contract;
b) all similar contracts are treated in the same manner;

c) some ‘micro-information’ is available, concerning specific contracts, at least for a representative
sample of these.

91. When the compiler is not in a position to ensure this, no separable derivative is deemed to be
recognised. The instrument is thus treated as a variable rate instrument of the floating rate type. Coupon
payments would follow cash actually paid every year (adequately apportioned between consecutive
years when applicable). For example, if the derivative was an option type and is not exercised, the low
fixed coupon payment of the contract is recorded; but when the option is exercised the higher coupon
paid for that period is recorded in that period (apportioned when applicable).

2.4.3.18. INTEREST ON OFF-MARKET SWAPS

92. Instruments that are financial derivatives do not accrue property income. As a result, streams of
payments related to swaps: interest rate swaps (IRS), cross currency swaps (CCS) or FRAs, etc., enter
the financial accounts (F.7) and not interest (D.41).
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93. However, ESA 2010 paragraph 20.133 prescribes that lump-sums received on an off-market swap
should be recorded as debt (loan, AF.4). The off-market swap is to be partitioned into a loan component
and an ‘at-the-money’ swap component.

94. The loan component itself accrues interest, based on a fixed rate at which the borrower would be able to
borrow for the same duration of the swap. In the absence of any plausible information, compilers may
use a long-term market rate. It is not appropriate to use the fixed rate of the swap itself (when it exists),
or the variable rate, because precisely these rates are just notional and can be totally artificial — the
swap being off-market. This remark is also valid for plain vanilla swaps (when the swap is not off-
market): the formula used for any leg can be reduced or increased by any amount, given that what is
required is only that the same is done on the other leg (see section 8.3.3 paragraph 34).

2.4.3.19. INTEREST ACCRUED ON INTERGOVERNMENTAL LOANS IN DISPUTE

95. Interest is accrued according to the ‘debtor approach’, using the interest rate initially agreed between
the debtor and the creditor, so this approach applies for loans provided by governments to other
countries, mainly in the context of development programmes and co-operation.

96. Due to various reasons, the calculation of the accrued interest might later on be contested by the
debtor, for example a dispute over the application of simple or compound interest.

97. As a matter of caution, in case of a dispute on the calculation of interest on intergovernmental loans, the
accrued interest (D.41) that is recorded in national accounts is the interest recognised by the debtor,
rather than the one expected by the creditor (which might be higher), pending the final agreement
between the two — assuming the debtor has a solid basis for the analysis.

98. At the time of final agreement, the value of the claim is recalculated backwards if necessary, including
the correction of interest accrued on the principal. This recording implies no impact on the government
net lending/borrowing (B.9) at the moment of final agreement, aside from the correction of interest in that
particular period, nor any other change in volume for the claim.

99. The situation when the method of interest calculation is disputed by one of the parties should not lead to
an inconsistent recording of accrued interest in accounts of both the creditor and the debtor. The
treatment envisaged here, applied for the time until a final agreement is reached, implies the recording
of accrued interest revenue in the creditor’s accounts only for amounts that are recognised by the debtor
and are, therefore, likely to be received.

2.4.3.20. INTEREST ACCRUED ON INTERGOVERNMENTAL LOANS UNLIKELY TO
BE REPAID

100. Particularly in the case of intergovernmental loans, there might be loans not being repaid for an
extended period, thus being severe cases of non-performing loans. Typical examples are loans provided
by government to third countries (including those provided within the former Council for Mutual
Economic Assistance (CMEA)), and loans negotiated in the context of the Paris Club, where the
expectation of recovery is generally low.

101. Interest revenue (D.41) accrued on intergovernmental claims considered unlikely to be repaid is
neutralised through recording a capital transfer payable (D.99) for those amounts, analogous to cases of
debt cancellation. Thus, the following four off-setting entries would be recorded in national accounts with
no overall impact on net lending/borrowing (B.9) and balance sheets. These are:

e interest accrued (D.41) by the debtor to the creditor;

o the creditor is deemed to reinvest the interest in further lending to the debtor thus increasing the value of
the loan (F.4) in the balance sheets of the creditor and debtor;

o capital transfer (D.99) from the creditor to the debtor equal in size to the accruing interest;

o the debtor is deemed to be using the capital transfer to repay the loan by an amount equal to the size of
the capital transfer, thus reducing the value of the loan (F.4) in the balance sheets of creditor and
debtor.

102. The treatment applies from when the claim is first considered unlikely to be repaid and continues until
there is strong evidence that the claim is performing again as evidenced by regular loan repayments (in
any form) by the debtor. The trigger to start the recording might for example be evidenced by one of the
following indicators:
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o absence of three consecutive (annual) repayments in a row from the debtor in any form (cash or in kind);
o low expectation of repayment signalled by the recording of provisions for losses in public accounts;

o (qualified expert assessment on the low expectation of recovery;

e unsuccessful long-lasting negotiations on claim settlements.

103. Each indicator may not necessarily be sufficient, by itself, to determine that the claim is unlikely to be
repaid. A combination of indicators might often be needed to provide sufficient evidence.

104. Later on, in a situation of debt forgiveness, the capital transfer (D.99) is thus deemed to cover (part of)
the stock existing in the financial accounts: the principal, not settled, and the amount of accrued interest
that was accumulated after recording the neutralisation of the interest revenue through expenditure.

105. The rationale for the recording of a capital transfer that offsets the interest being accrued is to prevent
a practice of accruing interest increasing the stock of intergovernmental loans unlikely to be repaid
without having received any cash repayments or similar settlement from the debtor. By this, the net
lending/borrowing (B.9) is not impacted by the accrued interest revenue that might not finally end-up
being collected from a debtor.

106. If the debtor resumes repayments after a period of non-payment, the repayments by the debtor are
deemed to repay the nominal value of the claim (principal and accrued interest booked in the balance
sheet) first. Any excess recoveries are then recorded as a capital transfer receivable (D.99).

2.4.4. Accounting examples

Instrument issued at par and regular coupon/interest payments

On 1 July in year 1, central government issues a bond of 1 000; an annual rate of interest of 5 % paid every
year on that date; a maturity of 10 years; and a full redemption at that time. At end of year 1, the market
price is 1 045 (including 25 of accrued interest not yet paid). At end of year 2, the market price is 1 075
(including 25 of accrued interest not yet paid).

Year 1 Year 2

Opening balance sheet
A L

AF.32 1045 (1044.3)

(EDP: 1 000)
Non-financial account Non-financial account
U/AA R/AL U/AA R/AL
D.41 25 (24.3) D.41 50
B.9 -25 (-24.3) B.9 -50
Financial account Financial account
AA AL AA AL
F.22 1000 |F.32 1025 (1024.3) F.22 -50 |F.32 25-50+25
B.9F -25 (24.3) B.9F -50
Revaluation account Revaluation account
AA AL AA AL
AF.32 20 AF.32 30

Manual on Government Deficit and Debt 119




Time of recording m

Closing balance sheet Closing balance sheet
A L A L
AF.32 1045 (1044.3) AF.32 1075(1074.3)
(EDP:1 000)

Instrument issued at a discount with regular coupon payments

On 1 October in year 1, central government issues a new tranche of a bond (principal 1 000, rate of interest
5 %, maturity 10 years, payment date on 1 July, and redemption in fine). The issue price is 95 % (roughly a
yield of 6 %). The discount of 50 is spread for 1 in the first year, 4 in the second year and 3 in the tenth
year. For simplification, the bond is always quoted 100 % at ends of period (figures are rounded).

Year 1 Year 2

Opening balance sheet

A L
AF.32 976
Non-financial account Non-financial account
U/AA R/AL U/AA R/AL
D.41 13.5(12.5+1) D.41 54
B.9 -13.5 B.9 -54
Financial account Financial account
AA AL AA AL
F.22 962.5 [F.32 950+12.5+13.5 F.22 -50 |F.32 4+36.5-50+13.5
B.9F -13.5 B.9F -54
Closing balance sheet Closing balance sheet
A L A L
AF.32 976 AF.32 980
(EDP: 1 000) (EDP: 1 000)

Instrument issued at a discount without regular coupon payments

Central government issues on 1 July a zero-coupon bond for 3 years for 75 (nominal value is 100). The
implicit interest rate is 10 % (figures are rounded, no change in the market interest rate).

Year 1 Year 2
Opening balance sheet
A L
AF.32 78
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Non-financial account
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U/AA R/AL U/AA R/AL
D.41 3 D.41 8
B.9 B.9 -8
YEAR 10
Financial account Financial account
AA AL AA AL
F.22 75|F.32 75 +3 F.32 8
B.9F -3 B.9F -8
Closing balance sheet Closing balance sheet
A L A L
AF.32 78 AF.32 86
(EDP: 100)
Year 3 Year 4
Opening balance sheet Opening balance sheet
A L A L
AF.32 86 AF.32 95
Non-financial account Non-financial account
U/AA R/AL U/AA R/AL
D.41 9 D.41 5
B.9 B.9
Financial account Financial account
AA AL AA AL
F.32 9 F.22 -100|F.32 -95
B.9F -9 B.9F -5
Closing balance sheet Closing balance sheet
A L A L
AF.32 95 AF.32 0
(f: 100)
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Opening balance sheet

A L
|AF.32 1022
Non-financial account
U/AA R/AL
D.41 28
B.9 -28
Financial account
AA AL
F.22 -1 050|F.32 -1 022
B.9F -28
Closing balance sheet
A L
0

‘AF.32

With change in market rate

Time of recording m

At the beginning of the following year, the rate of interest increases up to 15 % for a maturity of 2 years and
a half (and does not change any more). The price on the market falls to 70 (figures are rounded).

Year 2

Opening balance sheet

Year 3

Opening balance sheet

A L A L
AF.32 78 AF.32 81
Non-financial account Non-financial account
U/AA R/AL U/AA R/AL
D.41 8 D.41 9
B.9 B.9 -9
Financial account Financial account
AA AL AA AL
F.32 8 F.32 -9
B.9F -8 B.9F -9
Revaluation account Revaluation account
AA AL AA AL
AF.32 81-86 AF.32 93-90
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Closing balance sheet Closing balance sheet
A L A L

‘AF.32 81 AF.32 81+12

Closing balance sheet

|AF.32 0

Strips

Central government has issued the following bond: fixed rate of 15%, principal of 1 000, redemption at
maturity, payment date on 1st July. At a remaining maturity of three years, it is decided to create a set of
four strips.

On the basis of the original interest

As the interest rate is unchanged, the market price of the bond is equal to the nominal value. Three coupon
certificates for each annual interest payment (valued respectively 99, 113, 130 on the basis of price equal to
65.8 %, 75.7 % and 87 % for a nominal of 150) and one certificate for the final repayment of principal
(valued at 658 as the price is 65.8 % for a nominal of 1 000) are created. The total market value of the four
certificates is always equal to the nominal value. Accrued interest may be calculated on the basis of the
previous from % of the bond or, from the time of stripping, as the difference in the market price of the zero-
coupon securities (no other factors intervening), i.e., the sum of 49, 10, 9 and 7. At the end of the year,
1075 is the sum of the market values of four certificates: 707+106+122+140 or is the sum of 1 000
(principal) and 75 (accrued interest on six months). This example covers clearly the case of government
(EDP) debt, recorded at nominal/face value and, thus, ignoring by definition any effect of stripping on the
original debt (figures are rounded).

Year 1

Opening balance sheet

AF.32 1075

Non-financial account

U/AA R/AL
D.41 150
B.9 -150

Financial account

AA AL
F.22 -150|F.32 15 -150
B.9F -150

Closing balance sheet

|AF.32 1075
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During the second year, again, accrued interest is unchanged compared to the previous form of the bond. It
is also equal to the differences in the prices of the certificates between the beginning of the year and the
time of redemption for the first coupon certificate, and the end of the year for the other three (10, 106, 16,
and 18). At the end of the year, 1 075 is the sum of the market values of three certificates (813, 122, 140)
and is still equal to the sum of 1 000 (nominal) and 75 (accrued interest on six months).

Year 2

Opening balance sheet

AF.32 1075

Non-financial account

U/AA R/AL
D.41 150
B.9 -150

Financial account

AA AL
F.22 -150|F.32 150 -150
B.9F -150

Closing balance sheet

AF.32 1075

With a change in interest rate

Stripping is implemented in new market conditions, for instance when the market rate has fallen to 10 %.
The current price of the bond is 1 125. At this time, the values of the strips are 113, 124, 136 and 752 (on
the basis of prices in percentage 75.2, 82.7 and 90.8). At the end of the year, the sum of market values of
the four certificates is 1 182 (790, 119 130, 143), which is also the market value of the nominal (1 107), or
clean price, and accrued interest (always 75).

There would be no asymmetry in recording the asset and liability sides. But this example shows clearly that
the differences in market prices cannot be used for accrued interest (the sum would be 57 for half the year,
against 75 at the original rate). Thus, accrued interest must be estimated on the basis of the previous form
of the bond and cannot be based on the information from the holders. The adjustment is entered in the
revaluation account. The loss (the current price of the liability is higher than the ‘theoretical one) is a gain in
the accounts of the counterparts.

Year 1

Opening balance sheet

AF.32 1075

Non-financial account

U/AA R/AL
D.41 150
B.9 -150
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Financial account

AA AL
F.22 -150(F.32 150 -150
B.9F -150

Revaluation account

AA AL

|AF.32 1182-1075

Closing balance sheet
A L

|AF.32 1182

There is no change from the previous year concerning estimation of accrued interest. 1 143 is the sum of
the market values of the three remaining certificates (869, 131, 143) and also the market value of principal
(1 068) incremented by accrued interest on six months (75). The adjustment in the revaluation account is
now a gain for the issuer and is estimated only from current prices at beginning and end of the period.

Year 2

Opening balance sheet

AF.32 1182

Non-financial account

U/AA R/AL
D.41 150
B.9 -150

Financial account

AA AL
F.22 -150|F.32 150 -150
B.9F -150

Revaluation account

AA AL

AF.32 1143-1182

Closing balance sheet

AF.32 1143
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2.5.Military expenditure
2.5.1. Background

1. Military expenditure is a particular category of government expenditure that frequently involves specific
procurement contracts, which can sometimes involve the leasing of high value equipment.

2. By its nature, military equipment usually includes sophisticated technology. This has a number of
consequences. First, military equipment may be constructed from a large variety of components that are
often produced by different suppliers. Second, the production process may be spread over several
years. Third, contracts will frequently also cover the provision of service maintenance to keep the
equipment in operational condition. Finally, governments of different countries can jointly own military
equipment. This chapter covers these specific features of military expenditure.

2.5.2. Treatment in national accounts

25.2.1. IDENTIFICATION OF MILITARY EQUIPMENT

3. ESA 2010 makes a clear distinction between ‘weapons systems’ and the other goods used by military
forces. ESA 2010 (see chapter 7 and annex 7.1) defines weapons systems (AN.114) among fixed
assets, as vehicles and other equipment such as warships, submarines, military aircraft, tanks, missile
carriers and launchers, etc. This list is not exhaustive, but gives an indication of the nature of such
equipment. Many of the weapons that the systems deliver are classified as military inventories (AN.124)
but others, such as ballistic missiles with highly destructive capability, which are judged to provide on-
going deterrence against aggressors, are classified as fixed assets. The rationale is that they are
expected not be used (and thus destroyed) and instead provide an on-going service of deterrence.

4. As a consequence, the acquisition of weapons systems is recorded as gross fixed capital formation and
is subject to consumption of fixed capital, similarly to any other fixed asset acquired by military forces.
ESA 2010 (see chapter 7 and annex 7.1) specifies that machinery and equipment other than weapons
systems acquired for military purpose are included under machinery and equipment (AN.113), but not
separately identified in the classification as such. The military gross fixed capital formation (GFCF, P.51)
also includes expenditure for the improvement of military fixed assets, such as ‘major repairs’ that
lengthen their lifetime and ‘retrofits’ for modernisation. The category of military inventories (AN.124) is
exclusively for stocks of ‘ammunition, missiles(*¥?), rockets, bombs and other single-use military items
delivered by weapons or weapons systems’. When military inventories are used, they are recorded as a
reduction in inventories (P.52) and intermediate consumption (P.2), thus not impacting on government
net lending (B.9).

25.2.2. THE TIME OF RECORDING OF MILITARY EQUIPMENT EXPENDITURE:
GENERAL RULE

5. Using general national accounts principles, the time of recording of government expenditure for
equipment is the time of their delivery, which is deemed the proxy for the time of change in economic
ownership. This is not specific to military equipment.

6. The change in economic ownership takes place when the military forces take possession of the
equipment from an economic point of view, i.e., bear the risks and rewards from the equipment. This
applies irrespective of the military operations carried out with the equipment, such as training or actual
military missions. Following delivery, military forces are usually in a position to use the military assets for
any operation and without any restriction. For some equipment, there will be a period of testing, notably
for equipment that uses high-level technology, which will often have deliveries spread over a long period
of time during which significant improvements to the equipment will be made (frequently referred to as
‘standards’). The tests generally take place on military premises, but the constructor is typically still
responsible for the equipment at this time. However, it is possible that the equipment is improved at the

(*37) Excluding those types of missiles with highly destructive capability classified as AN.114, as explained in the previous paragraph.
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constructor’'s premises and, therefore, is returned to the manufacturer (or assembler). As a practical
rule, the time of change in the economic ownership is determined as the moment when the military
forces take, for the first time, responsibility for the equipment(*38). This will usually be after a first period
of testing and after possible adjustments/adaptations. This does not exclude the possibility that the
constructor could be asked to introduce further modifications, after the initial official acceptance of the
equipment, and for which its responsibility could again be engaged through a warranty. A relevant
criterion to determine the time of recording is the time when the insurance of the manufacturer (or
assembler) stops, as military equipment in effective use is commonly self-insured by government. The
time of delivery may be different from the moment of the corresponding cash flows. Generally, in this
respect, expensive ‘heavy’ equipment is not fully paid for at time of delivery. It is also frequently the case
that advances are paid by government before delivery.

7. For various reasons (such as increase in unitary costs, delays in deliveries, etc.) it may happen that
contracts for equipment delivered over a long period are renegotiated and amended. Renegotiation may
also occur when equipment undergoes noticeable innovations. The total value of a contract may be
revised after some equipment has already been delivered. In all such cases, the expenditure already
recorded in national accounts for previous periods should not be revised. The difference between the
initial and the new value of the contract shall be allocated proportionally to the remaining future
deliveries. Sometimes the number of items to be delivered is decreased such that the average price of
the items to be delivered in the future needs to be changed. Even then, there is no revision of past data
in national accounts.

8. When the supply of the equipment is accompanied by the provision of services, simultaneously or later,
the expenditure on services must be separately identified and is recorded as intermediate consumption,
at the time the services are delivered. This does not apply to the costs of ownership transfer incurred by
the new owner, which are recorded as GFCF in national accounts. According to ESA 2010 paragraph
3.133, the definition of the costs of ownership transfer is rather restrictive and it excludes, for example,
the costs of testing and tuning needed for highly sophisticated military equipment.

2.5.2.3. THE TIME OF RECORDING OF THE EXPENDITURE ON MILITARY
EQUIPMENT IN THE CONTEXT OF LONG-TERM CONTRACTS

9. Contracts signed by government authorities to acquire military equipment often contain the following
features:

e many items are delivered over a number of years;
e services (such as maintenance) are provided for a number of years;

o the delivery of final components is needed to make the complex equipment fully operational for military
missions. Examples are electronic equipment and arms systems for fighters, frequently delivered by
firms other than the main supplier and assembled in military premises. This case must be clearly
distinguished from the assembly by a constructor/manufacturer of components from numerous sub-
contractors that gives rise to a single delivery (and single invoice) to government.

10.The time of recording of government expenditure, impacting government net lending/borrowing (B.9), is
as follows:

e where long-term contracts include deliveries of identical (or ‘basically’ identical, as in the case of
‘standards’ for aircraft) items over a long period of time, government expenditure is recorded at the time
of the actual delivery of each item;

e where long-term contracts also cover the provision of services over a long period of time (such as
maintenance and technical monitoring), government expenditure on those services is recorded at the
time they are provided. Standard analytical accounting techniques allow the apportionment of
expenditure in relation to the goods and services delivered within contracts;

e where long-term contracts involve complex systems delivered from different suppliers, government
expenditure is recorded at the time of delivery of each individual operational (in the sense that the
individual piece of equipment meets all the necessary specifications to be fully functional when
connected to the other elements of the complex system) piece of equipment that comprises the

(*38) Even if the equipment is not yet fully operational for military missions this means that, in case of damage, the cost would be met by the
military forces.
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systems. An example is a ship where the hull and motors are provided by a shipyard and more specific
military equipment by other specialised suppliers from other locations;

e where spare parts for maintenance and repairs are delivered simultaneously with the equipment, they
are recorded at the same time as the main gross fixed capital formation. If spare parts are part of an
identifiable maintenance contract, they are recorded when they are separately delivered to military
forces. It may happen that, under a global long-term contract, there is no detailed information on the
exact time of delivery of these spare parts, for which the actual amount delivered may vary with each
delivery. In this case, as a proxy, the delivery of the spare parts is recorded according to the same time
pattern as for the main military equipment being delivered.

2524, MILITARY EQUIPMENT BUILT OVER MANY YEARS

11.Military assets that take many years to build, such as large ships or submarines, are classified as fixed
assets. ESA 2010 covers this aspect and there is no need for specific additional rules for military
expenditure. The general rule for construction of fixed assets is that unfinished goods are part of work in
progress, which is recorded in the inventories of the producer. These producer inventories are reduced
when the production process is completed, and economic ownership transferred to the clients (see ESA
2010 paragraph 3.148).

12.ESA 2010 paragraphs 3.55 and 3.148 foresee an exception to this general rule for ‘uncompleted
structures’ (covering AN.112 buildings and other immovable assets, other than dwellings) acquired
under a contract of sale agreed in advance. In this case they are recorded as the gross fixed capital
formation of the purchaser. The rationale is that the latter has taken the commitment to take over the
structure provided it complies with required specifications. In this case, the transfer of ownership is
assumed to take place progressively. In practice, the gross fixed capital formation will be recorded
according to stage payments or, in their absence, by other indicators such as the cost incurred by the
constructor during a given year. The rationale is that it is very likely that the structure will be acquired by
the ordering unit.

13.The exception above does not apply to ‘uncompleted other fixed assets’. ESA 2010 paragraph 3.148
mentions ships as an example. It therefore does not foresee the exception applying to military
equipment recorded as assets. In this case, work-in-progress is recorded in the inventories of the
producer until the transfer to the purchaser. Under these conditions, the government expenditure on
military equipment is recorded at the time of the transfer of the economic ownership, on a delivery basis,
like any other fixed assets not covered by the exception.(**°)

2.5.2.5. THE TREATMENT OF LEASES RELATING TO MILITARY EQUIPMENT

14.Some manufacturers of military equipment (sometimes at government’s initiative) will arrange contracts
that make the equipment available under a lease. This has been observed in the case of fighter planes
in several EU Member States. The national accounts question is whether such leases are financial
leases or operating leases.

15.Leases of military equipment are considered as financial leases, and therefore recorded as an economic
acquisition of the equipment by government (as lessee) with the incurrence of a matching government
loan liability to the lessor, as stated in ESA 2010 paragraph 20.192.

16.Thus, there is a GFCF impact on government net lending/borrowing (B.9) at the time when the
equipment is put at the disposal of military authorities, under the conditions specified below, and not at
the time of payments relating to the lease. As the corresponding financial liability matching the GFCF is
an imputed loan, government debt is also impacted at that time. Payments are considered as debt
servicing and partitioned into interest and repayments of the imputed loan as is standard practice for a
financial lease.

17.Some lease contracts cover civilian equipment that may also be used to support military activities,
possibly through quick addition of light technical tools. Examples are air tankers and cargoes. It is often
not possible to distinguish them from similar assets used by civilian units. They are recorded as

(*39) In other words, the strong specificity of military equipment is not sufficient to result in a specific treatment as regards work in progress. In
many cases, it is very unlikely that government will renounce it, as illustrated by examples where, despite substantial delays and large over-
costs, governments confirmed their intention to acquire the equipment. Moreover, very often, the construction/manufacturing of the equipment
takes place under a very close and permanent control of the military authorities, so that government is thoroughly involved in the production
process, much more than is observed in the case of other fixed assets, although this would not be, as such, a criterion for national accounts.
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operating leases only where there is evidence that the majority of their use over time is for purely civilian
purposes. However, if the equipment is permanently for the sole use of military forces it should be
recorded as a finance lease. For instance, if a given number of pieces in a fleet are permanently at the
unigue disposal of military forces (using them fully at will) and are at risk, for example when they are
mainly used as support in military missions (refuelling of fighter planes, troop transportation to combat
zones). This rule also applies to transport and communication (including satellites) equipment that could
be used for civilian purposes.

2.5.2.6. THE TREATMENT OF COMMON PURCHASES OF MILITARY EQUIPMENT

18.Countries can pool their resources and jointly purchase military assets. The contract signed by the
participating countries will usually specify their individual and associated rights. For example, it may
define the exclusive right to use the asset(s) for a certain number of hours and provide practical
arrangements for the joint management of the asset(s).(**°)

19.While it is not uncommon that certain assets are legally co-owned by different units that share legal and
economic ownership, the issue here concerns assets legally owned by one unit with their economic
ownership shared by contract between many institutional units.

20.ESA 2010 does not explicitly discuss such a case of an asset legally owned by one unit, but where the
economic ownership is split between more than one institutional unit. However, 2008 SNA does
explicitly treat the cases of sharing of the economic ownership of assets in paragraphs 17.344-17.348.

21.ESA 2010 paragraph 20.318 specifies that: Non-resident international joint ventures between
governments, where neither party has control of the entity, are apportioned to governments as notional
resident units. This specific reference for international joint ventures appears an application of ESA 2010
paragraphs related to joints assets (as a modality of joint ventures in general, which are addressed in
ESA 2010 paragraphs 20.49 to 20.52): Public units can also enter into joint operating arrangements that
are not run by separate institutional units. In this case, there are no units requiring classification, but
care must be taken to ensure that the ownership of assets is recorded correctly and sharing
arrangements of revenues and expense are made in accordance with the provisions of the governing
contract.

22.The value of such collectively-owned military assets should be split among the owners in proportion to
their ownership rights. Consequently, each participating country should record its share of gross fixed
capital formation upon actual delivery of the asset to the agreed military base, in line with the time of
recording rules established by ESA 2010 paragraphs 3.134 and 20.191. Consumption of fixed capital
(P.51c) is similarly shared between the participants.

23.0ver time, some countries might increase the value of their participation in the project and new countries
might join. The entry of new participants in some cases might be accommodated by the existing spare
capacity of the military equipment, in others might require the acquisition of additional assets. Changes
in the share of the participating countries will lead to acquisitions and disposals of fixed assets.

24.The total current expenditure related to the operation and maintenance of the jointly owned assets
should also be divided among the owners, in proportion to their ownership rights.

25.The statistical treatment of common military purchases requires cross-national cooperation between the
NSiIs of the participating countries, in order to have a consistent recording

2.5.2.7. RECORDING OF MILITARY RESEARCH AND DEVELOPMENT

26.ESA 2010 involved a significant change from previous versions as regards research and development
(R&D). ESA 2010 paragraph 3.127 states that R&D is part of gross fixed capital formation ... including
the production of freely available R&D. However, it is specified in ESA 2010 (in chapter 7 and its annex
7.1) that Research and development that will not provide a benefit to the owner is not classified as an
asset and is instead recorded as intermediate consumption. The question is therefore whether research
and development expenditure related to military purposes carried out by government is a benefit to
government? This would be true for research and development of ‘innovative’ equipment and weapons

(*9) An example of the joint acquisition of military equipment is the Multi-Role Tanker and Transport (MRTT) project, in which several countries
pooled resources to purchase military aircraft. Each participating country has the right to use a certain number of flying hours, defined in
proportion to its contribution to the total acquisition costs. In 2021, six countries participated to the project. Three aircraft were delivered in
2020, and two in 2021. See https://www.nspa.nato.int/about/life-cycle-management/MMF.
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systems, notably at an earlier stage of a programme which might be stopped afterwards. This would
need a case-by-case analysis.

27.1f the R&D is realised independently of the final product or is not foreseen to be reimbursed in the
absence of ‘successful results’ and, de facto, not exclusively related to specific military equipment to be
delivered, the corresponding expenditure is recorded when the research and development work takes
place(**!). Concerning the recording of GFCF, several cases should be distinguished.

28.Where the R&D expenditure does not imply any manufacturing of equipment(4?), at least at this step of
the research:

o either there is evidence of ‘appropriation’ of the benefits by government (which has a possible exclusive
benefit of them) or is, by ‘altruism’, made freely available for any other unit (which seems rather unlikely
in highly sensitive R&D); the expenditure is considered government GFCF in intellectual property
products (AN.117) and recorded at the time of the payment;

e or, the possible benefits from government-funded R&D is fully and exclusively appropriated by the unit
undertaking the R&D (with potential ‘spin-offs’ for their products or through patents); as there is no
benefit for the paying government, the expenditure is recorded as an investment grant (D.92) in
government accounts, as it results in the acquisition of intellectual property (AN.117) for the unit
undertaking the R&D, at the time the payment is to be made.

29.In other cases, all or a part (clearly identified) of the R&D expenditure is strictly related to a contract for
the manufacture of a given number of identical items on the basis of an outright order of military
equipment. In this case, the corresponding expenditure is apportioned to the deliverable assets and
recorded later when they are delivered. If government pays for the R&D at a time that is different to
when the equipment is delivered, the difference should be accounted for as a loan (AF.42) in case it is
long-term or as trade credits and advances (AF.81) if short-term.(**3) At the time of delivery of each
single piece of the equipment, a proportionate part of the AF.42/AF.81 is transferred to the value of the
weapons systems asset (AN.114) acquired by government.(**4)

30.1f in the initial contract it was agreed that some of the R&D expenditure would not be included in the
price of the single items to be delivered in the industrial phase of the contracts, then this part should be
recorded as GFCF in intellectual property products (AN.117).

31.1t may happen that the R&D is linked to the provision of future military equipment but covers several
different projects with no individual identification in public accounts, so that it is not possible to establish
a direct link between the delivery of military items and the corresponding R&D. In this case, the
expenditure in R&D could be recorded as gross fixed capital formation, on an accrual basis.

2.5.3. Rationale of the treatment

2.5.3.1. THE TIME OF RECORDING OF MILITARY EQUIPMENT EXPENDITURE:
GENERAL RULE

32.As a general national accounts rule, the time of recording of the acquisition of goods is the time when
economic ownership changes. In the case of long-term contracts for military equipment, there are
several events that might correspond to a change of economic ownership, such as: the time a contract is
signed (as it is very likely that government will eventually take delivery of the equipment or, at least,
ensure the financing of the corresponding research and development costs), the specified time of

(*1) Or information is available, when a cash transfer is made by government to finance it.

(*#2) This may imply the production of prototypes on the basis of which government could take the decision to enter in a new contract to deliver
equipment derived from this research.

(**3) A specific case is where the payment is used for R&D purposes but does not contractually oblige a definitive purchase of military goods, and
instead gives a right to future purchases at a reduced price, uncertain at the time of the expenditure, and then a transfer is recorded at the time
of the payment. If an eventual acquisition of military goods occurs, this is recorded at full market value, as if acquired by a third party not subject
to the reduction, and a capital transfer receipt is imputed for the difference.

(**4) A very specific case should also be considered when a government decides to cancel a military equipment programme for which some R&D
expenditure has already been undertaken. This expenditure was recorded as a loan or as a financial advance, ‘amortised’ by effective
deliveries. As the later will not take place (or only partially), it should be examined if the advance should be returned by the corporation to
government. If this is the case, there will be a new financial transaction. If this is not the case, it should be recorded a capital transfer or an
investment grant if the corporation could take some advantage of the past R&D expenditure for itself. This should be recorded at the time of the
final decision of cancellation.
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delivery, the time of cash payment, or the time of contract completion (when the equipment becomes the
responsibility of the military).

33.1n some limited cases, ESA 2010 specifies recording expenditure in advance of the complete delivery of
the goods such as for construction projects where a sale contract have been agreed in advance and
own account construction. For machinery and equipment (AN.113), the time of recording is at the
change of ownership, which is the economic concept of delivery (possibly different from the time of the
‘physical delivery’), even when the production is spread over several accounting periods. The fact that
military equipment, as specifically defined, is a sui generis category of assets, classified as weapons
systems (AN.114), with high specificity means that the equipment in progress of construction is not
considered as transferred to government before the entire completion.

34.Pre-payments on deliveries (which may partly cover R&D) of military equipment and other goods must
be recorded as financial transactions (the cash matched by either loans (F.42) or financial advances
(F.81), depending on whether long-term or short-term respectively), while subsequent deliveries are
recorded as expenditure with a counterpart financial transaction reducing the government financial
asset.

35.For post-delivery payments for military equipment, government expenditure is recorded at delivery and
is matched by a financial transaction (F.42 or F.81 liability of government, depending on whether long-
term or short-term respectively). When the cash settlement occurs later, this is recorded as financial
transactions (one in cash and one that reduces the government liability).

2.5.3.2. TIME OF RECORDING OF GOVERNMENT EXPENDITURE ON MILITARY
EQUIPMENT IN THE CONTEXT OF LONG-TERM CONTRACTS

36.Contracts often foresee staged deliveries of similar items over many years. Examples are fighter planes
delivered in batches over a given period or a series of warships to be delivered over several years.

37.The application of the accrual rule for recording the acquisition of such assets implies that GFCF is
recorded when the deliveries occur. Standard analytical accounting techniques should allow
identification of the value of partial deliveries. Confidentiality should not be a major issue, as the precise
nature of the equipment is not revealed in national accounts data. Thus, the moment of impact on
government net lending/borrowing (B.9) is neither dictated by the completion of the contract or the time
of payment, but according to the pattern of deliveries. The rationale is that each piece (or a given set
delivered together) must be considered separately as regards the risks and rewards attached to it.

38. Delivery of sophisticated military equipment is often accompanied by the provision of training and related
services. As the maintenance of specific high technology equipment requires sophisticated skills, there
is a growing tendency to closely associate the suppliers with these tasks, often under a single contract
covering both the supply of equipment and its subsequent maintenance. The accrual principle implies
that government expenditure on services should be accounted for at the time they are actually provided.
Standard analytical accounting techniques also allow the apportionment over time of the expenditure for
the services delivered, with the relevant information needed likely to be available in the contract.

39.1n the case of complex systems, some post-delivery tasks need to be performed for the equipment to be
fully operational. Military equipment generally requires specific preparation, including further
components. The equipment may not be fully operational before the completion or assembly of other
kinds of equipment (for instance electronic arms systems).

40.Some military programmes involving significant amounts are based on the combination of several kinds
of components that may be completed in different periods, so that the expenditure is spread over
several fiscal years before the system becomes fully operational. The issue is whether post-delivery
tasks are under the full responsibility of the authorities/military forces or of the suppliers.

41.Where the post-delivery tasks are the full responsibility of the supplier, it has not yet fulfilled its
contractual obligations and the recording should only be at the point when those obligations are met.

42.Where all these tasks (and notably their timetable) are under the full responsibility of government
authorities/military forces, the supplier of the components is assumed to have fulfilled its contractual
obligations. As a result, the time of recording is determined according to delivery, or possibly
progressive transfer of ownership, rather than the time of completion of the whole contract.
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2.5.3.3. THE TREATMENT OF LEASES RELATING TO MILITARY GOODS

43. Military equipment can be leased as an alternative to purchasing outright. Whether the lease is labelled
as an operating or a financial lease in the contract is not important. It is the appropriate classification of
the lease for national accounts that matters.

44.As a reminder, the classification of leases into financial or operating leases in national accounts rests
mainly on the transfer of risks and rewards (ESA 2010 paragraph 15.05) and is not determined by the
legal terminology included in the contract.

45.0ne issue to consider is whether it is possible to record an operating lease or a financial lease on a
good that is not a fixed asset in ESA 2010. The answer is that national accounts can record both,
whether the good is an economic asset or not. As an example, cars are not economic assets to
households, by convention, in the national accounts system, but financial leases on cars are common
and recorded as such.

46.Applied to the case of military equipment, the transfer of risk implying a change in economic ownership
occurs when military forces take possession of the equipment and are responsible for taking decisions
regarding its use. They will bear all the risks that may be associated with its use on military missions.

47.A characteristic of military missions is that they involve placing military equipment at risk, whereas other
economic activities usually avoid putting assets at risk or insure against such risks. By its nature, military
equipment is used in missions where opposing parties will try to destroy it or weaken its capacity.
Another characteristic of military equipment is its rapid technological obsolescence, such that
replacement is required at a faster rate than most other fixed assets.

48.Due to the possibility of placing the equipment at risk of destruction, the risks associated with military
equipment lie with the government authorities/military forces, the bodies that have the sole competence
to decide if and when to use it during conflicts, thereby knowingly exposing it to potential damage.

49.In this context, any leasing contract on military equipment should be recorded in national accounts as a
financial lease, even when the contract is labelled as an operating lease. The time of recording of the
acquisition of leased military equipment will therefore be when the military forces take full responsibility
for its use. The lessees’ liabilities under financial leases are classified as loans (AF.4) and are hence
part of government (EDP) debt when the lessee is in the general government sector.

2.5.3.4. RESEARCH AND DEVELOPMENT

50.A complication may arise when the contract foresees that expenditure is incurred for research and
development purposes in the earlier years of the contract, well before actual deliveries. Here, it is
important to examine the nature of such R&D expenditure.

51.As a general rule, if R&D is realised independently of any final product (but may include the realisation
of prototypes) or is definitely spent (and not reimbursed in any form) and de facto not exclusively related
to the specific military equipment to be delivered, the corresponding expenditure is recorded, as for any
other type of R&D activity purchased by government, when the work takes place or when the transfer is
made by government to finance it. As a general rule, it is recorded under ESA 2010 as gross fixed
capital formation in intellectual property products (AN.117). However, it should be recorded as
intermediate consumption if there is no expected clear benefit to be kept by government (including
possibly making it generally available) or, if possible, results are exclusively appropriated by the
beneficiary of the expenditure.

52.In some cases, the research and development is part of a contract which includes an order for at least a
first series of pieces of equipment, notwithstanding the length of the research and development step
before the launch of the industrial step. As R&D will be integrated in the price of single pieces, this
should be recorded as a financial advance for future deliveries of weapons systems assets (AN.114).
This treatment is implemented only if the contract foresees a global expenditure for the equipment to be
delivered and not in the cases where the order of the equipment depends on the results of the R&D.

2.5.4. Accounting examples
Example 1 — Expenditure for military assets

At the beginning of year 1, the government has a stock of cash of 1 000 and the supplier of military assets
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has a stock of cash of 500. Government orders a military asset for a value of 100. In year 1, it makes a
payment of 45. In year 2, the asset is produced, delivered and immediately usable by military forces and
government pays a further 30. In year 3, government pays the residual 25 (for simplicity, the costs of the
supplier are not shown and consumption of fixed capital is ignored).

Year 1

General government Supplier

Opening balance sheet

A L A L

AF.2 1000 AF.2 500

B.90 1000 B.90 500

Non-financial account

U/AA R/AL U/AA R/AL

B.9 0

B.9 0

Financial account

AA AL AA AL

F.2 -45 F.2 45

F.81 45 F.81 45
B.9F 0 B.9F 0

Closing balance sheet year 1/Opening balance sheet year 2

A L A L
AF.2 955 AF.2 545 [AF.81 45
AF.81 45
B.90 1 000 B.90 500
Year 2
General government Supplier

Non-financial account

U/AA R/AL U/AA R/AL
P.51g 100 B.9 100 (P.11 100
B.9 -100
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Financial account

AA AL AA AL

F.2 -30 F.2 30

F.81 -45 |F.81 25 F.81 25 |F.81 -45
B.9F -100 B.9F 100

Closing balance sheet year 2/Opening balance sheet year 3

A L A L
AN.114 100 |AF.81 25 AF.2 575
AF.2 925 [B.90 1 000 AF.81 25 (B.90 600
Year 3
General government Supplier

Non-Financial account

U/AA R/AL U/AA R/AL

B.9 0 B.9 0

Financial account

AA AL AA AL
F.2 -25 F.2 25

F.81 -25 F.81 -25

B.9F 0 B.9F 0

Closing balance sheet year 3

A L A L
AN.114 100 AF.2 600
AF.2 900 |B.90 1000 B.90 600

Example 2 — Expenditure for the acquisition of a military asset under a lease

At the beginning of year 1, the government has a stock of cash of 1000 and the supplier has a stock of cash
of 500 and a stock of finished goods (the submarine) of 100. Government enters into a leasing contract with
a supplier for a submarine (classified as an AN.114 weapons system asset). As the risks of the asset will be
with government, it is considered as a finance lease. The contract foresees that the submarine, delivered at
the start of year 1, has a value of 100 and that government will make 10 annual payments of 13, to repay
the principal (the imputed loan) and the interest (calculated on the remaining debt, at an annual rate of
5.1%, see the table below), starting from the year of delivery. The asset is usable as soon as delivered (for
simplification, the costs of the supplier are not shown). The asset has a lifetime of 20 years, and annual
consumption of fixed capital is simplified to 5 in each year, starting from year 1.
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Table 1 - Government repayment schedule of the imputed loan (the figures are rounded)

Redemption| Remaining
Year Annual Interest of the debt at the
instalment | component principal end of the
component year
1 13 51 7.9 92.1
2 13 4.7 8.3 83.8
3 13 4.3 8.7 75.1
4 13 3.8 9.2 65.9
5 13 34 9.6 56.3
6 13 2.9 10.1 46.1
7 13 24 10.6 35.5
8 13 1.8 11.2 24.3
9 13 1.2 11.8 12.5
10 13 0.6 12.4 0.0
Year 1
General government Supplier
Opening balance sheet
A L A L
AF.2 1000 AN.123 100
AF.2 500
B.90 1 000 B.90 600
Non-financial account
U/AA R/AL U/AA R/AL
D.41 51 P.52 -100 |D.41 51
P.51c 5 |(B.101 -10.1)
P.51g 100 |[P.51c 5
B.9 -105.1 B.9 105.1
Financial account
AA AL AA AL
F.2 -13 |F4 +100 -7.9 F.2 13
F.4 100 -7.9
B.9F -105.1 B.9F 105.1
Closing balance sheet of year 1/Opening balance sheet of year 2
A L A L
AF.2 987 |AF.4 92.1 AF.2 513
AN.114 95 |B.90 989.9 AF.4 92.1|B.90 605.1
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Year 2

General government Supplier

Non-financial account

U/DA R/AL U/AA R/AL
D.41 4.7 ((B.101 -9.7) D.41 4.7
P.51c 5 |P.51c 5

B.9 -A.7 B.9 4.7

Financial account

AA AL AA AL
F.2 -13  |F4 -8.3 F.2 13
F.4 -8.3

B.9F -4.7 B.9F 4.7

Closing balance sheet year 2/Opening balance sheet year 3

A L A L
AF.2 974 |AF.4 83.8 AF.2 526
AN.114 90 AF.4 83.8

B.90 980.2 B.90 609.8

Example 3 — Advanced payments for military assets

At the beginning of year 1, government has a stock of cash of 1000 and the supplier has a stock of cash of
500. Government orders a missile launcher (weapons system asset) for a value of 100 in year 1. The asset
will be delivered in year 4. Government makes advanced payments of 10 in each of the first three years,
then settles the remaining 70 at time of delivery in year 4. The advance payments made in the first two
years are long-term, so classified as AF.42 loans, while the advance payment in the third year is short-term,
so classified as AF.81. There is no interest recorded on the loan. The asset is assumed to be usable as
soon as delivered. For the sake of simplicity, the supplier’s costs are not shown.

Year 1

General government Supplier

Opening balance sheet
A L A L

AF.2 1000 AF.2 500
B.90 1000 B.90 500
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Non-financial account

U/AA R/AL U/AA R/AL
P.52 25 |P.11 25
B.9 0
B.9 0

Financial account

AA AL AA AL

F.2 -10 F.2 10

F.42 10 F.42 10
B.9F 0 B.9F 0

Closing balance sheet year 1/Opening balance sheet year 2

A L A L
AF.2 990 AN.122 25 |AF.42 10
AF.42 10 AF.2 510
B.90 1 000 B.90 525
Year 2
General Government Supplier

Non-financial account

AA/U R/AL AA/U R/AL
P.52 25 [P.11 25
B.9 0 B.9 0

Financial account

AA AL AA AL

F.2 -10 F.2 10

F.42 10 F.42 10
B.9F 0 B.9F 0

Closing balance sheet year 2/0Opening balance sheet year 3

A L A L
AF.2 980 AN.122 50 [AF.42 20
AF.42 20 AF.2 520

B.90 1000 B.90 550
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General government Supplier
Non-financial account
U/AA R/AL U/AA R/AL
p.52 25 |P.11 25
B.9 0 B.9 0
Financial account
AA AL AA AL
F.2 -10 F.2 10
F.81 10 F.81 10
B.9F 0 B.9F 0
Closing balance sheet year 3/Opening balance sheet year 4
A L A L
AF.2 970 AN.122 75 |AF.42 20
AF.42 20 AF.2 530 |[AF.81 10
AF.81 10 (B.90 1000 B.90 575
Year 4
General government Supplier
Non-financial account
U/AA R/AL U/AA R/AL
P.51g 100 P.52 +25-100 (P.11 25
B.9 -100 B.9 100
Financial account
AA AL AA AL
F.2 -70 F.2 70 |F.42 -20
F.42 -20
F.81 -10 F.81 -10
B.9F -100 B.9F 100
Closing balance sheet year 4
A L A L
AN.114 100 AN.122 0 [AF.42
AF.2 900 AF.2 600 [AF.81
AF.42 0
AF.81 o |[B.90 1000 B.90 600
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Example 4 — Joint acquisition of military assets

The governments of countries A and B pool their resources for the joint acquisition of air tankers (classified
as AN.114 weapons system asset). The tankers are purchased through an international agency (not
shown), which is the legal owner of the tankers. The economic ownership of the tanker is with the
governments of the countries. The total purchase price for the tankers is 1000, of which Country A
contributes 70% and Country B contributes 30%. The payments are made to the international agency in
year 1, which then settles the accounts with the supplier. The payments made by Country A and Country B
correspond to their share of the time use (flight hours) of the tankers to which each country is entitled.

At the beginning of year 1, the government of Country A has a stock of cash of 1000 and the Country B of
500; the supplier has also a stock of cash of 500. The average asset life of the tankers is 10 years, and we
have simplified this so that we have annual consumption of fixed capital of 100. The tankers are
immediately available from the supplier. Other assets are not considered, to keep the example simple.

Country C joins the agreement at the start of year 2. It receives an exclusive right to 20% of the flying hours
for a payment of 180. Country C has a stock of cash of 500 at the beginning of year 2.

Year 1

General Government A General Government B Supplier

Opening balance sheet

AF.2 1000 AF.2 500 AF.2 500
B.90 1000 B.90 500 B.90 500

Non-financial account

U/AA R/AL U/AA R/AL UIAA R/AL
P.51g 700 | (B.101  -70) P.51g 300 | (B.101  -30) P.11 1000
P5lc 70| P5lc 70 P.51c 30 | P51c 30

B9  -700 B.9 -300 B.9 1000

Financial account

AA AL AA AL AA AL

F2 -700 F.2 - 300 F.2 1000

B.O9F -700 B.9F -300 B.9F 1000

Closing balance sheet year 1/Opening balance sheet year 2

Supplier

A L

AF.2 1500
B.90 1500
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General Government C

A L A L A L
AN.114 630 AN.114 270 AF.2 500
AF.2 300 AF.2 200
B.90 930 B.90 470 B.90 500
Year 2
General Government A General Government B General Government C
Non-financial account
U/AA R/AL U/AA R/AL U/AA R/AL
P.51g -126 | (B.101 -56) P.51g -54 | (B.101 -24) P.51g 180 | (B.101 -20)
P.51c 56 | P.51c 56 P.51c 24 | P.51c 24 P.51c 20 | P.51c 20
B.9 126 B.9 54 B.9 -180
Financial account
AA AL AA AL AA AL
F.2 126 F.2 54 F.2 -180
B.9F 126 B.9F 54 B.9F -180
Closing balance sheet year 2/Opening balance sheet year 3
A L A L A L
AN.114 448 AN.114 192 AN.114 160
AF.2 426 AF.2 254 AF.2 320
B.90 874 B.90 446 B.90 480
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2.6.Grants from and contributions to the EU
Budget

2.6.1. Grants from the EU budget

2.6.1.1. BACKGROUND

1. The European Institutions make significant transfers from the EU budget to the Member States for
various common policies, mainly the Common Agricultural Policy and the Structural Funds. The nature
of these flows can be quite diverse, while the final beneficiaries may be non-government units (as it is
the case for most transfers under the Common Agricultural Policy) or government units (as it is the case
for a large part of transfers under the Structural Funds).

2. In practice there are two significant cases of EU-grants, which need specific attention for recording in
national accounts. First, there are the grants paid from the European Agricultural Guarantee Fund
(EAGF). These represent mainly subsidies paid to non-government units as final beneficiaries.
Secondly, there are the grants paid in the context of the Cohesion policy, from the Structural Funds (and
the European Agricultural Fund for Rural Development (EAFRD), Financial Instrument for Fisheries
Guidance (FIFG), European Social Fund (ESF), European Regional Development Fund (ERDF) and the
Cohesion Fund. These are mainly current or capital transfers paid to both government and non-
government units. The current budget of the European Institutions also includes other expenditures.
Among them, a growing part is dedicated to supporting research and development in the EU. Usually,
the beneficiaries of the EU grants are non-government units but they could also be government units.

3. Beside the above-mentioned cases, three important grant types are worth mentioning: the Schengen-
facility, the Transitional facility and the Cash-flow facility, which provide temporary financial assistance to
EU Member States which more recently joined the EU. In the case of the Schengen and Transitional
Facilities, the activities for which they could be spent by EU Member States are defined by the EU.
These activities relate to different common EU policies and initiatives (e.g., Schengen area, customs
union, but also common agricultural policy national administrative structures), therefore the rules set out
in this chapter relate also to these two facilities. The Cash-flow facility, however, is provided by the EU
unconditionally and without any specification of areas for which they would need to be spent. The
European Institutions do not monitor the way in which the beneficiary Member States uses these funds.
The EU also does not have the right to stop their monthly payments or claim any amounts to be repaid
to the EU budget, therefore the Cash-flow Facility has rather the nature of current transfers in the
context of international cooperation as defined in ESA 2010 paragraphs 4.121-4.124.

4. Transfers are a category of distributive transactions where, often, only two parties are involved, the
payer and the receiver. But, in the case of transfers paid by the European Institutions, there might be in
practice three or even more parties involved. In addition, in general, payments transit through
government even when the final beneficiaries are non-government units (generally in the context of a
co-financing procedure, with the European Institutions supporting an investment effort by government
but not substituting it).

5. In practical terms, the European Institutions make payments to final beneficiaries on the basis of
information that is transmitted by national governments. Most payments are routed through accounts
held by governments (some exceptions are observed only in the case of payments related to agricultural
policy even if, in this case, national governments are not involved in the economic decision that
determines the payment by the EU). The fact that the transfers are paid from EU-funds to specific
accounts managed by government units in the countries is of course a positive factor as regards the
availability of the information needed by national accountants. In some countries, only one account
could be used for all payments from the EU Member State to the European Institutions, and from the
European Institutions to the EU Member State. In such cases the impact of inflows from the EU (for
example advance payments at the beginning of a multi-year programme) on the net lending/borrowing
(B.9) should be correctly assessed.

6. Notwithstanding issues stemming from the divergence between data sources (EU budget, Balance of
payments) that would need specific investigation while compiling national accounts, there are two
important issues to be considered: first, the time of recording and, second, the classification in national
accounts of the specific transaction.
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7. Regarding the classification in national accounts of the specific transaction, this can take one or a
mixture of the following transactions:

e subsidy (D.3);
o other current transfer (D.7);
o capital transfer (D.9).

8. For reasons of comparability, as this classification may have consequences on some aggregates or
balancing items in national accounts (but not on net lending/borrowing (B.9), which is crucial for EDP
purposes), transactions of a similar nature should be classified in the same (above-mentioned) ESA
2010 categories. This chapter does not provide guidance on this classification of transactions.

9. The EU budget rules are complex. They differ considerably in the case of agricultural payments (mostly
subsidies) and in the case of cohesion policy payments of structural funds (mostly current or capital
transfers), including prepayments, interim and final payments, and these payments are frequently made,
as mentioned above, not to the final beneficiary but to a national government agency, which then pays
the final beneficiary.

10.The cohesion policy payments are granted in the framework of 7-year long programming periods. Once
the compulsory national programmes are adopted, EU Member States receive advance payments for
the whole period. During the programming period, the European Institutions make interim payments to
reimburse actual expenditure certified by the EU Member States up to a maximum of 95 % (including
the advance payment at the beginning of the programming period). The balance of 5 % is paid on the
closure of the programme once all documents are submitted and approved by the Institutions.

11.There is an issue concerning the time of recording, which might have a direct impact on net
lending/borrowing (B.9). Once the expenditure by the final beneficiary has occurred (and generally with
a very short delay), the managing authority sends to the European Institutions all relevant documents in
order to be reimbursed for the appropriate (and legitimate) amount. The European Institutions authorise
and undertake payments to beneficiaries only after checking compliance with the agreed rules and
conditions, on the basis of supporting documentation that has been forwarded. It generally takes a
maximum of two months between receipt of the supporting documentation and the authorisation of
payment.

12.Under these conditions, imbalances are observed at the end of each year (mostly due to administrative
delays), and there have also been cases of a disallowance or a cancellation of an EU transfer, for
example in the case of fraud. A disallowance appears when a national government has paid subsidies or
other transfers on behalf of the EU, but after an auditing process the EU does not approve part or all of
the expenses and refuses to reimburse at least some of them.

13.Some aspects of these payments of EU-grants might have major effects on government net
lending/borrowing (B.9). It may happen that governments pay agricultural subsidies in advance (for
example during September, year t) while the reimbursement from the European Agricultural Guarantee
Fund (EAGF) is made only later (for example during January year t+1). Similarly, the Structural Funds
can make prepayments to governments at the beginning of a programme period.

14.This chapter provides guidance for a homogeneous recording of EU-grants in EU Member States and
neutralising the timing effect of EU related flows. As government is acting as an agent by delegation
from the European Institutions while transferring the grants to the final receivers, the method in use
influences not only the accounts of the rest of the world but that of government as well.

15.The appropriate recording of changes in inventories of Market Regulatory Agencies is covered by
chapter 1.4 Market regulatory agencies in agriculture, therefore this topic is not analysed in this chapter.

16.Finally, this chapter deals with the contributions of EU Member States to the EU budget (see section
2.6.2).

2.6.1.2. TREATMENT IN NATIONAL ACCOUNTS

General rule

17.As a general rule, EU transfers shall have no impact on government net lending/borrowing (B.9) at the
moment in which they are made. In other words, possible time lags observed between the revenue and
expenditure flows, or in the financing of these transactions, should not result in national accounts in
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improving — or worsening — the net lending/borrowing (B.9) of the general government.

18.The treatment in national accounts depends on the final beneficiary (the unit undertaking the activity
which qualifies for an EU grant) of these EU-grants. Grants received by a government unit as a final
beneficiary are treated differently from those for which the final beneficiary is a non-government unit.

2.6.1.2.1. The beneficiary of the EU grants is not a government unit

General rule

19.When the final beneficiary is not government, the transfer is recorded in the final beneficiary’s accounts
as appropriate according to ESA 2010 rules, and the related transactions are exclusively recorded in the
financial accounts of general government, without any impact on government net lending/borrowing
(B.9).

20.In national accounts, these transfers must be recorded as distributive transactions directly between the
European Institutions (uses) and the non-government beneficiaries (resources). For subsidies (D.3), the
amounts are recorded in the accounting period when the transaction or the event (production, sale,
import, etc.) which gives rise to the subsidy occurs. This is a general rule (ESA 2010 paragraph 4.39)
that should be met as far as possible. However, in some very specific and exceptional cases, it may be
difficult to collect information on the precise period when the relating economic activity took place. By
convention, the time of the cash payment (either from the European Institutions or from government as
an advance, see below) could be considered a proxy measurement of the period for recording on an
accrual basis. Statistical authorities must, however, make all possible efforts to cover with appropriate
information, or adequate estimation methods, most of the transactions where the time lag between the
economic activity and the payment could lead to an incorrect picture of the government balance.

21.For other current transfers (D.7), the amounts are recorded in the accounting period in which the
obligation to pay arises (ESA 2010 paragraph 4.123: the time the regulations in force stipulate the
transfers are to be made in the case of obligatory transfers, or the time the transfers are made in case of
voluntary transfers).

22.For capital transfers (investment grants (D.92)), the amounts are recorded in the period when the
payment is due to be made (ESA 2010 paragraph 4.162).

23.As an example, consider the case where the European Institutions make a payment, at the time when
due, in February of year t+1 to a non-government unit relating to the fourth quarter of year t. If it is a
subsidy, it should be recorded in the accounts of year t as a resource of the non-government unit and as
a use of the rest of the world (S.2). If it is a capital transfer, whatever the period in which the capital
expenditure took place, it should be recorded as revenue of the non-government unit in the year t+1,
when the payment from the European Institutions is due.

Specific case of government advance

24.Frequently, government makes advance cash payments to a non-government unit that is entitled to
receive transfers from the European Institutions (mostly as far as farmers are concerned). This is done
for the purpose of reducing the financing burden of the beneficiaries; they receive cash closer to the time
when they carried out the relevant economic activity.

25.Any advance cash payment in this respect, whatever its underlying transaction in national accounts
(D.3, D.7 or D.9), must be recorded as a financial transaction (creation of a financial asset of
government and a matching liability of the rest of the world in the category AF.8) at the time it is made
by government, or if a commitment accounting system is used, at the time the payment is ordered by the
competent authority.

26.With this treatment, there is no impact on government net lending/borrowing (B.9) because the transfers
from the EU institutions are not considered national government expenditure but as EU expenditure. The
only expenditure incurred by government consists of the financing costs of the financial advance.

27.Example: government makes a payment on behalf of the EU to a hon-government unit in September of
year t. This is recorded in the same accounting period as revenue of the non-government unit received
from the rest of the world (it is not to be considered government expenditure). This payment by
government gives rise to a financial claim on the European Institutions (AF.89 asset for government).
Following the verification procedure, the European Institutions pay government in January t+1. This
payment liquidates the government claim at the time it takes place. Thus, a government payment to a
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non-government unit on behalf of the EU is recorded as a financial transaction without any impact on
government net lending/borrowing (B.9).

2.6.1.2.2. The beneficiary of the EU grants is a government unit

28.A government unit is the final beneficiary of the EU transfer if the transfer covers an expenditure carried
out by that government unit, for any purpose: social assistance, training, education, or increase in fixed
assets held by government. The government unit that takes the economic decision (project manager)
must be distinguished from the government unit that receives and reallocates the funds from the EU (as
cash manager). This is relevant for national accounts if they are in different subsectors.

General rule

29.1n general, the time of recording of government revenue from the EU matches the time of recording of
the government expenditure covered by the EU grant. This is done for practical reasons to ensure that
there is no impact on government net lending/borrowing (B.9) arising from these transactions.

30.Example: government makes expenditure in October of year t for an amount of 100 under a given
project. Government then sends the appropriate documents to the European Institution in November of
year t. Government records in October a transfer from the rest of the world as government revenue,
coded according to the nature of the transaction (which does not influence the time of recording).
Government records as a counterpart a claim on the EU in its financial account (F.89 asset). The
European Institution then reimburses 100 in February t+1. The claim is liquidated at this time.

31.If the European Institution decides at a later date not to reimburse the government on an individual claim
and if the time lag is short (within the year, as is normally the case), the past accounts may be revised to
remove the government revenue and other accounts receivable or a part of it.

Specific case

32.1t might happen that the time of expenditure differs considerably from the time of submission of claims to
the European Institutions, since at the time of expenditure the intention of submitting the claim was not
known. In this case, the time of submission of claims might substitute for the time of expenditure for the
purpose of defining the time of recording, depending on the availability of information on the
expenditure, the amount involved and the size of the time lag between the time of expenditure and the
time of the submission of claims. Nevertheless, the time of submission of claims can be used as the time
of recording only in justified cases.

33.In accordance with paragraph 32, the time of recording is the time of submission of claims, when no
reliable information on the date of expenditure is available; or, when amounts involved are very small;
or, when amounts involved are big, and the time lag between the moment of expenditure and the
submission of claims is very small (flexibility option).

34. After sending the claims, in the expectation of the settlement by the European Institution, a counterpart
financial transaction of government revenue is recorded in the form of other accounts receivable (a claim
on the European Institutions), codified as AF.8. This is liquidated at the time of reimbursement by the
European Institutions.

2.6.1.2.3. Initial advance payment by the European Institutions

35.All payments received by governments from the European Institutions at inception of a multi-year
programme period are treated as financial advances (AF.8), government liability. Thus, there is no
impact on government net lending/borrowing (B.9).

36.This liability is unchanged until total payments by the European Institutions have reached a ceiling
calculated as 95 % of the total amount agreed by the European Institutions in all the multi-year periods
less the amount of the initial advances. Then, until a ceiling percentage is reached (usually 95 %, since
in principle the European Institutions keep 5 % of the total agreed), the reimbursement of final
beneficiaries™ expenditure is recorded as revenue for the same amount, with a counterpart financial
transaction in the form of a reduction in the advance received by government.

37.The remaining part of the expenditure of the project (5 %) has to be pre-financed by the final beneficiary
(and treated as other accounts receivable (F.89)) and the EU will repay these expenditures only later (at
which time the other accounts receivable will be neutralised).
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38.1f at the end of the multi-year period, the total government expenditure does not reach the ceiling
percentage of the total agreed amount for the period, the part of the advance not ‘consumed’ by
government is reimbursed to the European Institutions, with no impact on government revenue, and with
an impact only in the financial accounts.

2.6.1.2.4. Measures taken to deal with deficiencies in EU Member States

Disallowance

39.1t might happen that the European Institution decides that part of the amount paid to final beneficiaries
by government on behalf of the EU was not justified or that a penalty has to be paid by the EU Member
State (e.g., for agricultural overproduction). In this case the European Institutions will place a sanction
either by withholding the reimbursement in the period following the payments to final beneficiaries or
deducting the amount from a future payment. There are three main issues: the time of recording, in
which sectors the entries should be made, and what to record.

40.The time of recording is when the Commission takes the decision of partial reimbursement of the
amounts paid by the paying agencies of EU Member States to final beneficiaries.

41.The counterpart sector depends on whether the final beneficiary is allowed to keep the payment or not,
or, in the case of sanction for overproduction, whether the government is allowed to pay on behalf of the
penalised sector or not (for instance in the case in which it would not be considered a distortion of
competition in the EU Internal Market).

42.1f the beneficiaries should have been definitively able to acquire the advanced payment by government
(government would be allowed to complete the aid from the EU), then at the time of the European
Institution’s decision on the final reimbursement (or non-reimbursement), the original amount must be
recorded as a capital transfer (D.9) from government to the final beneficiary, and, at the same time, as
transfer from the final beneficiary to rest of the world sector (European Institutions).

43.1f the advanced payment by government cannot be kept by the beneficiaries (government would not be
allowed to pay more than what is defined by the EU rules), two cases must be distinguished.

44.1f the final beneficiary is able to pay back the advanced amount to the government, a repayment must be
imputed from the final beneficiary to the rest of the world (RoW) sector for the repaid amount, and the
repayment amount enters the financial accounts of the government, at the time of the European
Institution’s decision.

45.1f there is no full repayment from the final beneficiary, and the European Institution penalises the
government, the government must record a current transfer from general government to the rest of the
world sector (European Institutions), at the time of the European Institution’s decision.

Interruption of payment deadline, suspension of payments, financial corrections

46.1t might happen that the Commission interrupts the payment deadline for a maximum period of 6 months
(officially called interruption of the payment deadline), in order to carry out additional verifications on the
certified statement of expenditure (a claim sent to the EU). In the national accounts this should have no
effect on the recording: the EU Member State would record revenue and claim (F.8) against the EU.
However, it might take more time to receive the money (F.2) and extinguish the claim (F.8).

47.The Commission may also suspend all or part of interim payments at the level of priorities or
programmes in case there is a serious deficiency in the management or control systems, there is
serious irregularity which has not been corrected or there is a breach of its obligations by the EU
Member State (suspension of payments). In case the EU Member State has taken the necessary
measures (normally within 2 months), the suspension is lifted. Where the required measures are not
taken by the EU Member State, the Commission may adopt the decision to cancel all or part of the
community contributions to the operational programme (financial corrections).

48.The suspension of payments, similarly to the interruption of payment deadline has no immediate
consequence on the recording in national accounts. However, if the suspension of payment leads to
financial correction (meaning the cancellation of funding from the EU), this has to be reflected in national
accounts, similarly to the case of disallowances as described in paragraph 39. It must be noted that
financial corrections can come to existence even without the suspension of payments.
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49.The time of recording of financial corrections linked to past expenditures is the earlier of (1) the
acceptance by the EU Member State of a financial correction proposed by the EU or (2) the final
Commission decision. If the financial correction also includes the cancelation of funding to future
projects, then the time of recording is the time of the actual future expenditure.

50.The counterpart of the government expenditure is the Institutions and bodies of the European Union
(S.212).

2.6.1.3. RATIONALE OF THE TREATMENT
2.6.1.3.1. Non-government unit as beneficiary

51.Government is not the final beneficiary because either the subsidy is linked to the economic activity of
units outside the government sector, or the transfer obviously supports directly the income of a non-
government unit, or the transfer covers a capital transaction that is devoted to finance all or a part of the
acquisition of non-financial assets by a non-government unit. This includes the case of payments to
regulatory units that have been classified as market producers, outside the general government sector
(see Part 1 Delimitation of the general government sector). This is mainly the case for the Common
Agricultural Policy but it could also concern some payments from other Structural Funds (notably in the
case of the Social Fund and the Cohesion Fund).

52.The treatment follows the ESA 2010 rules as regards time of recording, based on an ‘accrual’ approach.
Subsidies are recorded when the transaction or the event (production, sale, import, etc.) which gives rise
to the subsidy takes place (ESA 2010 paragraph 4.39). The event might be for example agricultural
production or export of goods. For other current transfers (in cash), the time of recording is the time the
regulations in force (or contractual agreements) stipulate the transfers are to be made (ESA 2010
paragraph 4.123). Investment grants in cash are recorded when payment is due to be made to the unit
recording the GFCF expenditure in its own accounts (ESA 2010 paragraph 4.162).

53.In practice, amounts to non-government final beneficiaries usually transit via government accounts.
However, these non-financial flows must be recorded directly between the two parties involved (EU and
the non-government beneficiary) and government’s role is recorded only in the financial accounts. This
is because the ESA 2010 paragraph 4.122 (b) establishes that current transfers made by the European
Union to resident market producers are shown as subsidies paid by the rest of the world. A similar
principle is established in ESA 2010 paragraph 4.152 for investment grants.

54.As far as the time of recording of the transactions is concerned, there might be a time difference
between the moment when the obligation is recognised and the time at which the European Institutions
pay. In practical terms, nevertheless, once the European Institutions have taken the decision to pay,
there is usually only a very short delay before the funds are effectively transferred. In addition, it seems
that for some countries the information is available in direct form only on a cash basis in reporting
systems.

55.1n the case of an advance by government on behalf of the EU to a non-government beneficiary, from an
economic point of view the treatment described in paragraph 25 is justified because the cash position of
the final beneficiary is affected at the time when government is paying and it is this, which is relevant for
its economic behaviour. Government is here acting ‘on behalf’ of the European Institutions. In national
accounts, one must record a financial claim of government on the European Institutions.

56.In practice, the amount paid to the beneficiaries by government will be different from the final payment
from the European Institutions only in exceptional cases, mainly due to errors and fraud activities.
However, it might happen more frequently that the European Institutions ask for additional
documentation so that the reimbursement is delayed.

2.6.1.3.2. Government unit as final beneficiary

57.Government units being final beneficiaries can occur in various EU schemes. It is notably the case for
Regional Development and Social Funds where a government unit is managing a project under an
agreement with the European Institutions but with a certain autonomy as regards the completion of the
project. The nature of national government expenditure may be of various types: P.2, P.5, P.7, D.1 and,
possibly, other distributive transactions (D.3, D.7, and D.9). It seems that government may, in very
specific cases, also acquire shares.
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58.0nce the expenditure by government has occurred, government sends (generally after a short delay), to
the European Institutions all relevant documents in order to be reimbursed. However, the intention of
government is not necessarily known at the time of expenditure.

Specific case when the intention of submitting the claim is not known at the time of expenditure

59.0nly in this latter case, in order to better reflect economic reality, might it be more appropriate for
practical reasons to record the revenue for government at the time government sends the documents to
the European Institutions.

60.The treatment envisaged here is based on the experience clearly showing that the European Institutions
almost always pay what is effectively declared. Effectively, it is extremely rare that the EU does not fully
reimburse government (and usually then only for very small amounts in comparison to the total).

61.In the context of the EU agreements, government expenditure by definition must fulfil precise
requirements and governments would not try to claim undue revenue. In addition, the European
Institutions have imposed domestic controls so that misuse of the funds, non-completion of the
programme, frauds, etc. is exceptional. Nevertheless, if the European Institutions do not reimburse
government — given that the time lag is normally short — a suitable backward revision of government
revenue from the European Institutions would be appropriate.

62.The treatment proposed is also in compliance with ESA 2010 paragraph 4.162 where it is said that
investment grants in cash are recorded when the payment is due to be made. The ‘due to be made’
reflects the expectation of government of reimbursement. If, at the time of expenditure, there is no
expectation of the reimbursement, the time of recording of the revenue shall not be the time of
expenditure. A government revenue is recorded when a valid expectation of reimbursement arises,
which is when the claim is submitted. This corresponds to the principles laid down in the chapter.

Specific case when the precise amount of the expected reimbursement is not known at the time of
expenditure

63.If the expectation arose at the time of expenditure on the project but the precise amount (the percentage
of the amount of expenditure) of the expected reimbursement was not known, a prudent estimate must
be made for the expected Initial payment by the European Institutions.

2.6.1.3.3. Initial payment by the European Institutions

64.The initial payment by the European Institutions may only be treated as a financial advance in national
accounts, with no impact on government net lending/borrowing (B.9).

65.This treatment is justified by the fact that the EU rules stipulate that it is only when government
expenditure has been made that government may ask for the reimbursement by the European
Institutions, under pre-determined conditions. Therefore, the advance cannot be recorded as revenue
until the occurrence of the corresponding expenditure.

2.6.2. Contributions of EU Member States to the EU budget

66.ESA 2010 sets the treatment in national accounts of the different contributions made by EU Member
States to the EU budget.

67.Customs and agricultural duties levied at the external frontiers of the European Union are classified as
taxes and duties on imports excluding VAT (D.212). They should be recorded according to the rules
described in this Manual in chapter 2.2 Recording of taxes and social contributions on a gross basis,
which includes collection costs. Customs and agricultural duties are collected on behalf of the EU
Institutions and must not be recorded as government revenue. Only collection costs should be recorded
in the Government Finance Statistics(**°) and, for practical reasons, it is recommended to record them
when the amounts are deducted from the payments to the EU Institutions.

(15) As payments for non-market output (P.131).
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68. Production charges levied on the sugar, isoglucose and inulin syrup quotas held by the producers are
classified as ‘taxes on products, except VAT and import taxes’ (D.214) on a gross basis. The same time
of recording principle as for custom and agricultural duties should be followed (i.e., only collection costs
should be recorded in the government accounts).

69.VAT-and GNI-based EU own resources (D.76) include payments for the current year of the VAT and
GNI resources as well as balances for the previous years and the correction of budgetary imbalances
paid by the other Member States to the countries concerned.

70.The payments for the current year of the VAT and GNI resources are settled through monthly payments
to the EU budget(**6), calculated as 1/12 of the annual amounts included in the original EU budget for
the year. The annual amounts in the original EU budget might be increased or decreased (for example
when incorporating the surplus of the EU budget of the previous year) in the course of the year through
EU Amending Budgets causing a change in the monthly payments. When the EU Amending Budget is
approved too late in the year to be reflected in monthly payments, it is the amount in the Amending
Budget which should be accrued in the year and not the amounts of the twelve monthly payments.

71.The balances for the previous years are communicated by the European Commission in October and
the payment is to be made on the first working day of December. Therefore, the amounts are recognised
in the same year they are paid. However, under exceptional circumstances(*#’), Member States can
defer the payment until September of the following year but as the obligation exists and the amount is
known, it should be accrued in the current year with a corresponding entry in payables. Given that the
EU operates on a balanced cash budget basis, the deferred payments chosen by some Member States
decrease the EU cash receipts for the current year and increase the EU cash receipts for the following
year. This in turn leads the EU to reduce the refunds (or increase the additional payments) in the current
year owed to (by) the other Member States and to refund them in the following year. As a result, the
other Member States acquire a receivable on the EU which matches exactly the payables mentioned
above.

72.The corrections of budgetary imbalances paid by the other Member States to certain countries should be
accrued to the year the corrections are established, independently of the years to which the underlying
data used to calculate the corrections refers to.

2.6.3. Accounting treatment of the so-called EU ‘financial
instruments’

73.The EU has been providing measures of financial support from EU structural and investment funds
using what it legally describes as ‘financial instruments’(*48). These instruments may be ‘equity or quasi-
equity investments, loans or guarantees’ and they are intended to support activities that will generate
income, or result in saving on future expenditure. Unlike grants, they do not constitute a gift to the final
recipient, which will typically be a small or medium-sized enterprise (SME) since, under normal
circumstances, the funds are expected to be repaid to the creditor and produce a return on the
investment (such as interest on the loan, or profit on subsequent sale of equity). EU legislation(**°)
allows for a choice on how the financial instruments are implemented nationally: the Implementing
Authorities can choose whether to assign the implementing task to a newly created entity or contract out
the management to the EIF/EIB or to existing financial institutions.

74.The unit assigned to implement the financial instrument, or to manage the fund of funds, is considered
as the ‘beneficiary’ from the point of view of the B.9 neutrality principle for recording EU flows. The
beneficiary is distinguished from the final recipient — the entity receiving financial support from a
financial instrument (e.g., a SME granted a loan or receiving a guarantee). It is possible that either, both
or neither the beneficiary nor final recipient could be units classified inside general government.

(1) In case of late payments of the monthly instalments, an interest on late payment is charged to the concerned EU Member State.

(**") The overall balance to be settled exceeds half of the aggregated monthly VAT and GNI payments and the balance for a Member State
exceeds two monthly VAT and GNI payments for that Member States (Council Regulation (EU, Euratom) No 1377/2014 of 18 December 2014).

(*8) 'Financial instruments', as defined in Article 2 of the Regulation (EU, EURATOM) No 966/2012, are ‘Union measures of financial support
provided on a complementary basis from the budget in order to address one or more specific policy objectives of the Union. Such instruments
may take the form of equity or quasi-equity investments, loans or guarantees, or other risk-sharing instruments, and may, where appropriate, be
combined with grants’. Thus, those are not to be confused or assimilated with ESA 2010 financial instruments.

(*9) Article 38 of Regulation (EU) No 1303/2013.
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75.1f the beneficiary unit is classified outside general government, any funds from the EU that transit
through government/Treasury are recorded as financial transactions (F.2 asset for cash flow, F.89
liability its counterpart), without impact on government revenue/expenditure: when the Treasury makes
an advance payment or when these funds merely transit via the Treasury or other government accounts.
If the flow of the funds does not involve government, either as final recipient, beneficiary or via transiting,
no recording in government accounts is needed.

76.1f the beneficiary is a unit classified in general government, the cash received to build up the fund for the
financial instrument is recorded as a payable (F.89) of the ‘beneficiary’ towards the EU, not as
government revenue. The payable decreases when funds are considered lost (e.g., when loans granted
by the beneficiary to the final recipient are cancelled, or a guarantee is called) against a government
revenue from the EU (which hence neutralises the capital transfer on the loan cancellation or guarantee
call). The payable increases for amounts of accrued interest and fees and dividends received.

77.The AF.89 payable to the EU will remain in the system, pending a decision on the final appropriation of
these funds.

78.In cases where the Treasury provides cash in advance to the beneficiary, the transfer is recorded as a
receivable (F.8) of the Treasury against the EU, together with the incurrence of a payable (F.8) by the
beneficiary towards the EU. At the time of the EU payment, the Treasury receivable is redeemed.

79.Following the above recording, the EU correction is implemented at the level of the beneficiary (i.e., the
fund manager) only. Flows to the recipient, using the ‘financial instruments’, should not be seen as EU
structural and investment funds expenditure but instead as financing and recorded using usual ESA
rules. This means that if the final recipient is classified inside general government, a B.9 impact is
recorded for any expenditure financed by a loan from the ‘beneficiary’ or interest paid on the loan.

2.6.4. Statistical recording of the EU Recovery and
Resilience Facility (RRF) associated flows

2.6.4.1. BACKGROUND

80. The Recovery and Resilience Facility (RRF), established by the Regulation 241/2021, provides financial
support in the form of non-repayable grants (up to EUR 312.5 billion in 2018 prices) and loans (up to
EUR 360 billion). To finance the RRF (and other NextGenerationEU programmes), the European
Commission (Commission), on behalf of the European Union (EU), borrows on the capital markets.

81. Member States design their own tailored national Recovery and Resilience Plans (RRPs), taking into
account the investment and reform priorities identified in the country-specific recommendations under
the European Semester framework. Member States were expected to officially submit their Recovery
and Resilience Plans, as a rule, by 30 April 2021. However, in practice, later submissions were
observed for some countries. The Commission assesses the RRP following a set of criteria, within two
months of its submission. The Commission’s assessment of the RRPs is expected to be endorsed by
the European Council (Council) within four weeks from the proposal through the adoption of a Council
implementing decision, which defines the total financial contribution and the amount of the loan support
(where requested). Loans to the Member States are granted after the conclusion of a loan agreement
with the Commission, based on a duly substantiated request by the Member State concerned, whereas
grants are provided based on a financing agreement concluded between the Member State and the
Commission. Loans should be granted until 31 December 2023. Member States have to complete the
final milestones and targets for both investment projects and reforms no later than 31 August 2026.
Generally, the payments of the RRF financial contributions and, where applicable, of the loans to the
Member States, will have to be made by 31 December 2026.

82. When requested by a Member State (Article 13 of the Regulation 241/2021), pre-financing up to 13% of
the financial contribution, and where applicable, up to 13 % of the loan, shall be paid by the Commission
to each Member State, subject to the adoption of the Council implementing decision. European Union
funds disbursed under the RRF will be subject to the external audit of the European Court of Auditors.

83. Disbursements by the Commission are conditional on the fulfilment of a series of milestones and
targets. Member States may submit requests for payments to the Commission twice a year. After
receiving a payment request, the Commission has to assess whether the relevant milestones and
targets set out in the decision have been satisfactorily achieved. Where the Commission makes a
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positive preliminary assessment, it shall ask the opinion of the Economic and Financial Committee
(EFC) on the satisfactory fulfilment of the relevant milestones and targets. The EFC should strive to
reach consensus. However, if one or more Member States consider that there are serious deviations
from the satisfactory fulfiiment of the relevant milestones and targets, they may request to refer the
matter to the following European Council. The Commission shall adopt a decision on the assessment of
the fulfilment of the milestones and targets. In case the matter is brought to the European Council, no
Commission decision will be issued until the discussion in the Council has taken place. The whole
process, as a rule, should not take longer than three months after the Commission asks for the EFC
opinion.

84.In case the assessment is positive, and a Commission implementing decision is adopted, the
disbursement of the relevant amounts will be initiated. If the Commission decides that the milestones
and targets were not satisfactorily implemented, the payment of all or part of the financial contribution
and, where applicable, of the loan, shall be suspended. In case no satisfactory action from the Member
State in question is observed within six months, the Commission shall take the decision to reduce the
amount of the financial contribution.

2.6.4.2. TREATMENT IN NATIONAL ACCOUNTS

RRF non-repayable support (grants)

85. The main aim and focus of the RRF is to restore growth and contribute to green/digital transition by
financing reforms and investments of the Member States. The RRF financial contribution in form of
grants and support provided in a form of loans, where applicable, in the RRPs are fully backed by the
estimated costs of reforms and investments, assessed by the Commission and approved by Council,
and capped to a payment forecast decided by the application of the relevant formula on the allocation of
RRF funding per Member State. Statistically, the RRF non-repayable financial support (grants) should
be treated similarly to the conventional EU grants, i.e., the statistical rule on neutrality for EU flows for
general government net lending (+) /net borrowing (-) (B.9) should be applied also in this case.

86. In the case of the RRF, by convention, government is to be seen as the final beneficiary of all funds.
Consequently, the RRF revenue (with a counterpart in an increase of the F.8 receivable or a decrease in
F.8 payable) should be recognised at the time when government expenditure is incurred. Such
synchronisation of government expenditure and revenue flows should broadly allow achieving neutrality
at the level of the general government net lending/net borrowing (B.9).

87. Cash disbursements under the RRF are performance-based and contingent on Member States
implementing the milestones and targets outlined in their RRPs, therefore in national accounts there will
be flows in F.8 receivable/payable observed representing the difference between the cash
disbursements and the actual costs incurred.

88. Regarding the infra-annual (e.g., quarterly) recording of the RRF flows, the expenditure (or lower
revenue) incurred in a particular year, and consecutive years, should be neutralised continuously, with
revenue matching the expenditure incurred in each reporting period.

89. The RRF foresees that, when requested by the Member State, after the approval of the RRP by the
Council, the Commission will make a pre-financing payment amounting to 13% of the financial
contribution (grants). In government accounts a pre-financing on RRF grants has to be reflected, either
as F.8 payable (financial advance) or a decrease in F.8 receivable (in those cases when RRF related
expenditure incurred until that point is higher than the pre-financing amount). The RRF will finance both
current and capital expenditure, and it may also finance some revenue reduction measures, the
acquisition of financial assets and other non-expenditure costs of Government. The most common
expenditure categories, in the context of the RRF, are expected to be concentrated in P.51g (GFCF) and
D.7/D.92 (current and capital transfers, of which investment grants). The time of recording of
government expenditure should follow the relevant ESA 2010 rules.

90. When it comes to the government revenue stemming from the RRF, they should broadly follow the ESA
categories recorded in case of the regular EU flows in the areas of regional and cohesion policies. The
RRF revenue aimed at covering current Member States expenditure should be recorded as D.74
(current international cooperation). RRF revenue to cover P.51g of general government are to be
recorded in the system as D.92 (investment grants). The recording of revenue corresponding to capital
transfers to other sectors or subsectors, as well as to financial instruments, described in paragraphs 18—
22, should be shown as D.99 (other capital transfers).
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91. The expenditure ‘neutralised’ only covers expenditure undertaken on behalf of the RRF and should
exclude any amounts financed from the national budget or other sources.

92. In summary, only costs that were included in the RRPs estimated costs and have been assessed by the
European Commission as part of the RRPs approval and approved by the European Council, should be
neutralised. Statistical authorities are thus required to apply the principle of B.9 neutrality only to
expenditure related to the reforms and investments supported by the RRF and the related costs that are
eligible for financing by the Facility. Following this, VAT should not be neutralised, as it is not considered
to be a cost for a Member State. Similarly any other costs incurred by the Member States in managing
the RRP or in accomplishing the defined milestones and targets, which were not included in the
estimated costs that were assessed for the adoption of the plans should not be neutralised.

EU borrowing

93. The RRF will be financed from funds raised on the capital markets. The borrowing will be contracted by
the Commission and organised in a common funding pool for all NGEU programmes. The funds raised
will be repaid: (i) through the future EU budgets during the period 2028 — 2058 and (ii) by Member
States’ repayments of RRF loans, based on the contractual agreements between the Commission and
the respective Member State. The borrowing on the markets undertaken by the Commission to finance
the RRF grants and loans is considered as debt of the EU and not of the individual Member States.

RRF loans

94. The individual Commission loans to Member States, being in conformity to Union law, and being
approved by Commission/Council decisions, will have features similar to commercial loans. That is, they
will have clearly defined terms and conditions for lending and repayments. The conditions for the RRF
loans to Member States comply with ESA 2010 paragraph 5.113, and should therefore be recorded, at
the moment they are provided, as Member States debt towards the EU.

95. The RRF 13 % pre-financing payment related to loans has all the features of debt financing and thus
should be recorded as government debt when the cash is disbursed. A pre-financing on the loan, as
foreseen in the RRF Regulation, de facto means that the first drawing down on a Commission loan is not
conditional on the implementation of the milestones and targets (contrary to further instalments).

96. The expenditure financed by the RRF loans should accrue following ESA 2010 rules, and no
expenditure neutralisation should take place (as no revenue is to be recorded).

Financial instruments financed by the RRF grants

97. Investments undertaken by Member States might take the form of Financial Instruments (Fls) and thus
could include guarantees, loans, equity and venture capital instruments, and the setting up of dedicated
investment vehicles. The FIs could be set up also via the national compartment of the InvestEU
Programme and their implementation could be entrusted to the implementing entities (e.g., national
promotional institutions). There is also a special condition for the FIs: any inflows (i.e., interests on the
loan, return on equity, or principal repaid, minus associated costs) linked to these instruments that the
Member States would generate, would need to be reinvested for the same policy objectives, including
beyond 2026.

98. The recording of general government investment financed from the RRF and undertaken in the form of
a Fl needs to be clarified only for transactions financed from the RRF grants, as in the case for RRF
grants the principle of EU flows neutrality is applicable. Money raised from the RRF loans will be
recognised as government borrowing and thus no neutralization is applicable.

99. The recording of the Fls financed from the RRF grants should follow the same rules as for the Fls
financed from the regular EU flows (see section 2.6.3 above), that is, be B.9 neutral for general
government (as the beneficiary).

100. More specifically, in the case of one-off guarantees and loan programmes, a payable towards the RRF
should be created at inception, this amount then being gradually decreased — with counterpart revenue
from the EU — following guarantee calls and loan cancellations (recorded as expenditure).

101. In case of Fls undertaken in the form of capital injections, normal capital injection rules, as described in
ESA 2010 and other chapters of the MGDD, when deciding on the statistical classification of the equity
and venture capital instruments, should apply. Similarly, the existing ESA 2010 and MGDD provisions
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should be applied in deciding on the type of guarantees (one-off versus standardised).

Specific case of the expenditure incurred in 2020 and the associated RRF revenue

102. The RRF Regulation foresees a retroactive application and allows the Member States to include
expenditures incurred starting from February 2020 into the RRPs. Due to the fact that the RRF legal
basis was established only in 2021, it is difficult to justify a recording of RRF revenue in the year
preceding the Regulation. Therefore, an exceptional deviation from the neutrality rule of the EU grants
recording should be applied and expenditure incurred by governments from February 2020 until the end
of 2020 should not be neutralised in 2020. Instead, the revenue associated to the 2020 government
expenditure is to be booked as government revenue at the time when the RRP is endorsed by the
Council. That moment will be the point in time when the claim by the Member States against the EU for
reimbursement of the costs occurred in 2020 and included in the RRP can be formally established.

103. For most Member States this will take place in 2021. However, in some exceptional cases, when the
RRPs were submitted and approved after 2021, government revenue associated to 2020 expenditure, if
any, may be booked in the year the RRP is approved by the Council(**°).

Determination of the maximum RRF financial contribution per Member State

104. According to the RRF Regulation, 30% of the RRF financial contribution was based on the GDP
forecast for the years 2020 and 2021 Therefore, the RRF maximum financial contribution per Member
State is to be updated (in June 2022) based on GDP actual outturn data. This might result in the re-
allocation of the RRF contribution per Member State. Consequently, some Member States could be
entitled to less RRF grants than originally expected (and others to more). In case the Member State
does not undertake an amendment of the RRP, in government accounts a decrease in the overall RRF
envelope could be reflected as a lower rate of RRF financing, thus neutralising for consistency reasons
only a lower share (e.g., 90%) of the expenditure actually incurred. A revision of the revenue imputed in
2021 might be also needed in this respect, to be implemented once the final decision on the allocation is
taken.

Suspension of payments/reduction in financial contribution

105. The RRF Regulation foresees that, following an assessment of the Commission that the milestones
and targets have not been satisfactorily fulfilled, payments of all or part of the financial contribution can
be suspended. Moreover, in some cases, the suspension of a payment might lead to a reduction in the
amount of the financial contribution. There could also be cases when the amounts will have to be
recovered by the Commission because of serious breaches identified.

106. In such cases, parallels with the existing MGDD rules on the recording EU funds (see section 2.6.1.2.4
above) can be drawn. In case payments of all or part of the financial contribution are suspended, the
recording in national accounts is not affected and the expenditure incurred on behalf of the RRF is still to
be synchronised with the RRF revenue. However, if the suspension of payment leads to a reduction in
the amount of the financial contribution, this has to be reflected in government accounts at the time the
respective decision by the Commission is made. Similarly, in case the amounts have to be recovered by
the Commission because of serious breaches identified, the rules on disallowance (see section 2.6.1.2.4
above) should apply.

2.6.5. Accounting examples
1. The final beneficiary is not a government unit (case of government advance)
A non-government producer is entitled to receive 1 000 from the European Institution as investment aid

in year t. It receives this amount from the national government in year t but the European Institution
makes a reimbursement payment of 1 000 later in year t+1.

(*9) In case a Member State RRP is approved only in 2022, expenditure undertaken during the year 2021 in the context of RRF, is to be
neutralised in the year to which it refers, i.e., in 2021.
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Non-financial account
AA/U R AA/U R

D.9 -1 000
B.9 -1 000

Financial account

AA AL AA AL

F.2 -1 000

F.8 (RoW) 1000 F.8 (GG) 1000
B.OF 0 B.OF -1.000

Closing balance sheet
A L A L

AF.8 1000 | AF.8 1000

Capital account

D.9 1000
B.9 1000

Financial account

F.2 1000
B.9F 1000

Opening balance sheet
A L A L

AF.8 1000 AF.8 1000
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Financial account

AA AL AA AL
F.2 1000 F.2 -1 000
F.8 -1 000 F.8 -1 000
B.9F 0 B.9F 0
Closing balance sheet
A L A L
AF.8 0

2. The final beneficiary is a government unit
A government unit has spent 2 000 (here in the form of gross fixed capital formation) in year t in the

framework of a project co-financed to the extent of 50 %. Appropriate documents are sent to the European
Institution but the latter reimburses 1 000 only in the course of the following year t+1.

Year t

General government Rest of the world

Capital account

AA/U R AA/U R
P.51g 2000|D.9 1000 D.9 -1 000
B.9 -1 000 B.9 -1 000

Financial account

AA AL AA AL

F.2 -2 000

F.8 1000 F.8 1000
B.9F -1 000 B.9F -1 000

Closing balance sheet
A L A L

AF.8 1000 AF.8 1000

Year t+1

General government Rest of the world

Opening balance sheet
A L A L

AF.8 1000 AF.8 1000
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Financial account

AA AL AA AL
F.2 1000 F.2 -1 000
F.8 -1 000 F.8 -1 000
B.9F 0 B.9F 0
Closing balance sheet
A L A L

3. Agricultural disallowances when the government are allowed to complement the original payment
(paragraph 42)

Government sends a claim of 1 000 to the European Institutions for reimbursement of subsidies paid in
November of year t, but the European Institutions only pay 800 in January of year t+1, as 200 is withheld as
penalty relating to inappropriate claims of earlier periods (t-1 or earlier). The original subsidy is kept by the
final beneficiary.

Year t

General government Rest of the world

Non-financial account
AA/U AL/R AA/U AL/R

D.3 -1 000
B.9 0 B.9 -1 000

Financial account

AA AL AA AL

F.2 -1 000 F.8 (GG) 1 000

F.8 (RoW) 1 000 B.OF -1 000
B.OF 0

Closing balance sheet
A L A L

AF.8 1 000 AF.8 1000

Non-government producer

Non-financial account Financial account

AA/U AL/R AA AL

D.3 1000 F.2 1000
B.9 1000 B.9F 1000
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General government

Opening balance sheet
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Rest of the world

A L A L
AF.8 1 000 AF.8 1000
Non-financial account
AA/U AL/R AA/U AL/R
D.9 (final benef.) -200 D.9 (final benef.) 200
B.9 —-200 B.9 200
Financial account
AA AL AA AL
F.2 800 F.2 -800
F.8 -1 000 F.8 -1 000
B.9F -200 B.9F 200
Non-government producer
Non-financial account Financial account
AA/U AL/R AA AL
D.9 (gov) 200
D.9 (RoW) -200
B.9 0 B.9F 0

4. Agricultural disallowances when the government are not allowed to complement the original
payment and the final beneficiary is not able to pay back the full amount (paragraph 45)

Government sends a claim of 1 000 to the European Institutions for reimbursement of subsidies paid in
November of year t, but the European Institutions only pay 800 in January of year t+1, as 200 is withheld as
a penalty relating to inappropriate claims of earlier periods. The original penalty cannot be kept by the final
beneficiary, but the final beneficiary is not able to pay it back.

AA/U

Year t

General government

Non-financial account

AL/R

B.9
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AL/R

B.9
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-1 000
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Financial account

AA AL AA AL

F.2 -1 000

F.8 1000 F.8 1 000
B.9F 0 B.9F -1 000

Closing balance sheet
A L A L

AF.8 1000 AF.8 1000

Non-government producer

Non-financial account
AA/U AL/R

B.9 1000 | D.3 1000

Financial account
AA AL

F.2 1000
B.9F 1000

Year t+1

General government Rest of the world

Opening balance sheet
A L A L

F.8 1000 AF.8 1000

Non-financial account

AA/U AL/R AA/U AL/R
D.7 200 D.7 200
B.9 -200 B.9 200

Financial account

AA AL AA AL

F.2 800 F.2 -800

F.8 -1 000 F.8 -1 000
B.9F —200 B.9F 200
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2.7.Court decisions with retroactive effect
2.7.1. Background

1. When there is dispute about claims/liabilities, there might be a need for a court decision — or any other
similar mechanism such as arbitration — to impose a settlement of the dispute and state an
incontrovertible right of the claimants against government for a given amount. Such judgement must be
definitive and thus directly applicable by the parties, with the appeal (recourse) process having been
fully exhausted.

2. Sometimes, amounts could have been due by the government for several years and not paid because of
a disagreement. Legal actions may take a long time, considering notably the different levels of recourse
that can be activated by the parties.

3. The issue is, thus, the time of the recording of the claims and liabilities. From a theoretical point of view
this could be the time:

o they were accruing or supposed to be due, or

o the court decision settles the dispute and irrevocably fixes the amounts.

2.7.2. Treatment in national accounts

4. ESA 2010 paragraph 20.189 states that, when a court of justice rules, as a definitive judgement, that
‘compensation must be paid, or a transaction reversed’ the time of recording of the expenditure or
revenue is when the right of one party (and the obligations of the counterpart) is irrevocably established,
if the amount to be paid (or retroceded) is precisely fixed. This may be at the time of the decision taken
by the court when it is immediately enforceable. The obligation to pay for government may be set up
after a time lag. In some cases, the court has explicity mentioned in its decision the fractioning of the
payments due by or to government.(*5%)

5. If the court has only set a principle of compensation without fixing a precise amount, letting it to another
decision (for instance another court) or when the eligibility for compensation must give rise to further
checks/validation, notably under the form of a specific application by the plaintiffs (as it may be the case
in the context of ‘class actions’), then the time of recording of the expenditure or revenue is only the time
when the amount of the claims/obligations is definitively determined with certainty.

6. To be implemented, the decision of the court must be considered as ‘final’, i.e., when it is no longer
possible for any party to lodge an appeal. This includes the different domestic judicial levels,
international courts (such as the EU Court of Justice) and in some cases private ‘Arbitration Courts’. It
may also apply if the parties in the dispute renounce, openly or de facto, their rights to any appeal
(which normally must be expressed within strict deadlines). It may also be the case that a court
establishes a definitive decision on a right to compensation and then returns the case to a lower court to
solve the details of the dispute. Such new recourse might be automatic, de jure, but it may also result
from a voluntary action. In this case, the time of recording would be at the time of the decision(s) of
these courts, acting as second resort.

7. In any case, the amount should be recorded in other accounts payable/receivable (F.8) until the time of
actual payment in cash. Amounts should not be distributed over the past periods when they accrued,
except for that part of the claims that are not the subject of dispute.

8. A simple postponement of payments by government without government disputing the obligation to pay
should not prevent recording the payments at the time they are due (see chapter 2.3 Changes in the due
for payment dates) with entries in other accounts payable/receivable (F.8) for the amounts accrued but
not yet paid.

(*51) The court may have fixed an amount, which is deemed to be close to the final amount, but not necessarily identical, for technical reasons (but
excluding cases covered in paragraph 5). The potential gap should be analysed and if it is very small, the full amount could be recorded
immediately, with further slight revisions in the future.
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9. The compensation is generally recorded as other capital transfers (D.99), which relates to amounts that
would have accrued over a number of years, but a part could also be considered as fines and penalties
(D.759).

2.7.3. Rationale of the treatment

10.A distributive transaction — and more generally, claims and liabilites — may be recorded in the
accounts when established with sufficient certainty, when known and accepted by both parties (even in
cases when imposed by law, such as for taxes and social contributions).

11.In some cases — when a new situation is created (new rights and obligations, for instance) — the
subject of the controversy and the dispute can be resolved only by a court decision which creates an
obligation to pay and either specifies the exact amounts to be paid or indicates the conditions in which
the latter would be fixed. The date of the obligation to pay is therefore the time when the transactions
are to be recorded.

12.This is true also for any penalty or interest charge awarded by the court.
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2.8.Keywords and accounting references

Arrears

Current international cooperation (time of recording)
Discounted bonds

EU subsidies

General accrual principle

Index-linked securities

Instruments denominated in foreign currencies
Interest (time of recording)

Interest and financial transactions

Mutual fund shares

Nominal holding gains

Other accounts payable/receivable (AF.8)
Other capital transfers (time of recording)
Social benefits (time of recording)

Social contributions

Subsidies (time of recording)

Taxes on income and wealth

Taxes on production (other)

eurostat®m Manual on Government Deficit and Debt

ESA 2010, 5.242

ESA 2010, 4.123

ESA 2010, 4.46, 5.96
ESA 2010, 4.31

ESA 2010, 1.101

ESA 2010, 4.46 and 5.100
ESA 2010, 6.64

ESA 2010, 4.50

ESA 2010, 5.41-5.44
ESA 2010, 5.160-5.166
ESA 2010, 6.27-6.36
ESA 2010, 5.230-5.244
ESA 2010, 4.166

ESA 2010, 4.106

ESA 2010, 4.96

ESA 2010, 4.39

ESA 2010, 4.80-4.82

ESA 2010, 4.26-4.27
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3.1.0verview

1.

eurostat® Manual on Government Deficit and Debt

The classification of a transaction between government and a public entity can be complicated because
of the different roles played by government in the economy. The transaction can arise for several
different reasons due to the different objectives of government activity. These activities include
government’s role:

as the owner of financial assets:

— seeking a return on investment, similarly to a long-term investor;

— managing its treasury.

acting for public policy purposes, supporting economic and social policy:

— paying subsidies and investment grants;

— using public units to help deliver public interest policies — such as for public transport;
— restructuring public units.

implementing its budget:

— levying taxes and social contributions;

— ensuring the optimal financing;

— facing pensions obligations.

n borderline cases, when determining the classification of a transaction, it is necessary to consider
which role the government is playing in the transaction and apply a recording that recognises the
economic substance of the transaction if this differs from its legal form. In some cases more than one
role can apply and it is necessary to consider which role is more significant for the purpose of recording
most accurately the economic reality of the transaction.

. Some activities are undertaken by government and never by market units: government does not act only

as a manager of assets seeking a financial return. It may also manage the assets in a way to support
economic activity and meet social objectives. Also, the government is the only agent in a position to
make massive transfers to other agents of the economy.

This means, that flows to and from public corporations are not always recorded in a symmetrical way.
For example, an unrequited payment recorded as an ‘investment grant’, a non-financial transaction
(‘something for nothing’, as stated in ESA 2010, chapter 1 General features and basic principles) might
contribute to a significant improvement of the enterprise’s wealth in the mid-term. If the public enterprise
would then make an exceptional payment out of its own funds, this payment might be recorded as a
withdrawal of equity (partial liquidation of assets).

National accountants consider carefully the economic context of units and transactions for classifying
them. However, it is important sometimes to look through the legal form of an institutional unit or of an
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economic flow to report the economic reality. This applies to both the classification of units and the
classification of flows. Examples are given below:

a) A unit might undertake some activities that are typical of government units but the unit might not be
included in government in public accounts. Such activities might be for example: making unrequited
payments to other units; charging levies on particular industries; securitising poor quality loans;
giving guarantees on lending; building public infrastructure, and so on. The very first question is
whether the unit should be classified to general government (even if it is called a corporation or not
normally considered to be part of government).

b) If the classification as a market unit is correct, the next question is whether it is necessary to impute
equal and opposite payments through government (also known as rerouting) to show that some of
the unit’s transactions are carried out on behalf of government. This could apply for example to any
unrequited payments (such as subsidies) to other units: these would be recorded as payments by
government with an adjustment to other transactions between the unit and government to balance
the accounts.

c) Rerouting can be appropriate in cases of indirect privatisation when the proceeds are kept by a
public corporation to fund the unrequited payments to other units (see chapter 5.2 Sales of financial
and non-financial assets), or to fund loss-making activities within the unit under the instructions of
government as part of its economic and social policy (corporations with some non-market activity). In
these cases, the payments rerouted through government are shown to be funded by payments from
the public unit to government in respect of the indirect privatisation.

d) When classifying a transaction in national accounts, one is not necessarily tied by the denomination
the transaction may have either in public accounts or in the book-keeping of enterprises. For
instance, in some specific cases, what is called a tax in the tax legislation or a dividend in corporation
accounts might be more appropriately recorded in national accounts as a financial transaction.

e) On the other hand, some flows having the legal denomination of equity injections may be classified,
in national accounts, as capital transfers either because no economic return (such as dividends) is
actually expected from the equity injection or because it is linked to the acquisition of a fixed asset
(which would make it an investment grant). In this respect, an important distinction has to be made
between flows channelling income from public corporations to government and other kinds of
payment. The first ones undoubtedly have to be classified as non-financial transactions. The second
category includes in particular large payments made out of the proceeds of sales of assets by public
corporations. They have to be classified as financial transactions (see the decision tree in chapter
3.2 Capital injections into public corporations).

f) In general, the principles concerning transactions between general government and public
corporations also apply to transactions between government and private corporations and between
government and other governments. Some private companies might be ‘too big to fail’, or perform
some crucial role in the economy such as owning and operating vital infrastructure and utilities, so
that government is forced to continue the existence of such companies when dealing with them. In
such circumstance, payments to these companies that are presented as financial (injections of
capital or equity) might in economic terms be grants.
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3.2.Capital injections into public corporations
3.2.1. Background

1. Analysts in the media commonly refer to ‘capital injections’ made by the government into a public
corporation, when some significant financial support is provided to the corporation in an attempt to
capitalise or recapitalise the corporation.

2. The generic expression ‘capital injection’ is used in the ESA 2010 and in 2008 SNA and, like in the
media, it may cover many types of payment from government to a public corporation which in national
accounts are classified in different categories, as capital transfers or as financial transactions. For
example, the terminology covers transactions that might be described in public accounts as investment
grants, capital grants, commutation grants, loans, equity injections, acquisition of share capital. Other
forms of support, like debt assumption, cancellation and rescheduling, may also be considered capital
injections (see chapter 7.2 Debt assumption and debt cancellation).

3. The payment from the government commonly referred to as a ‘capital injection’ should be recorded in
the national accounts as either:

o a financial transaction: this would be in the general case an addition to equity — or, in other cases, to
loans or securities other than shares — recorded in the financial account, with no impact on the
government net lending/borrowing (B.9), or

e a non-financial transaction: assuming that this is an unrequited payment, it would be a capital transfer,
government expenditure with a negative impact on net lending/borrowing (B.9).

4. In some rare cases, it could be a combination of the two (see chapter 3.2 Capital injections into public
corporations, section 3.2.2. Treatment in national accounts).

5. Capital injections are most often made in cash but can also be made in kind. This chapter deals with
injections in cash. Injections in kind are the subject of another chapter (see chapter 3.4 Capital injections
in kind). Injections in kind are very specific and do not fulfil some of the characteristics of injections in
cash — those recorded as financial transactions — notably a certain degree of freedom of use by the
corporation of the funds injected (see also see chapter 3.2 Capital injections into public corporations,
section 3.2.3 Rationale of the treatment).

6. This chapter covers only the case of a transaction, i.e., an economic flow that results from the interaction
between two institutional units by mutual agreement (or an action within an institutional unit that it is
useful to treat as a transaction (see ESA 2010 paragraph 1.66). Therefore, it excludes the case of
corporate restructuring, involving a restructuring of assets and liabilities or reclassification of units.

7. This chapter deals with capital injections by government into public corporations (owned, even partially,
and controlled by general government), including the central bank. The case of capital injections into
public quasi-corporations is covered in the following chapter 3.3. It may also apply to capital injections in
corporations not controlled by government but where the latter had or gets a rather significant influence
after the capital injection (bigger than any other private shareholder).

8. Government carries out also capital injections in financial institutions, public or private, notably in the
context of the financial crisis, in some cases for significant amounts. The basic principles for the
classification of such operations are the same. However, they need specific consideration as the
banking sector (together with the insurance sector) is subject to specific regulations (such as minimum
capital adequacy), which is not the case for non-financial corporations.(*5?)

3.2.2. Treatment in national accounts

3.2.2.1. GENERAL PRINCIPLE

9. The principle in the general case, also referred to as ‘the capital injection test’, is the following:

(**?) For more details, see: Eurostat Decisions from 2009 and 2013 on Eurostat's EDP/GFS dedicated web page:
https://ec.europa.eu/eurostat/web/government-finance-statistics/methodology/decisions-for-gfs.
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e When the government, acting in the same capacity as a private shareholder, provides funds while
receiving contractually something (usually financial instruments, such as shares or debt instruments) of
equal value in exchange and expecting to earn a sufficient rate of return on its investment, mostly in the
form of dividends and interest, and a higher value of the financial instrument which represents the
government’s property rights on the corporation, the capital injection is to be recorded as a financial
transaction in shares and other equity (see also Box 2 in section 3.2.3 Rationale of the treatment). In
national accounting terms, the financial transaction has no impact on the government net
lending/borrowing (B.9).

o Often government does not manage funds to acquire profitable assets (like private shareholders do) but
to pursue social or collective policy objectives for which private capital might not be available. Acting this
way is a management of assets for public policy purposes. Thus, the capital injection is to be recorded
as a capital transfer if the funds are provided in one of the following cases:

— the funds are provided without receiving anything of equal value in exchange;
— the funds are provided without expecting a sufficient rate of return on investment;
— the funds are provided to a corporation that has shown a recent series of losses.

10.A capital injection that is recorded as a capital transfer (a non-financial transaction) has an impact on the
government net lending/borrowing (B.9), i.e., increasing the deficit or reducing the surplus. A possible
change of government’s net worth will depend on whether the capital injection gives rise to a revaluation
of the corporation’s assets (the difference between the assets’ valuation on a ‘going concern basis’ and
a ‘non-going concern basis’). The value of the government’'s equity assets will increase accordingly.
Considering the specificity of government, a sufficient rate of return expected on funds invested (see
also Box 2 in section 3.2.3 Rationale of the treatment) would have to be at least equal to long-term (10
years)(*%%) government bonds rates(***), or, in some specific cases (notably when government invests
together with other investors, by the risk adjusted minimum rates of return (usually referred to as return
on equity) normally requested by private investors on similar equity investments in the same sector of
activity.(*%%)

11.Generally, the following provisions can only be implemented on a case-by-case analysis, based on the
information available. As an operational guidance, the following key questions must be examined, in
order to make this analysis:

e Is government acting alone (possibly together with one or more public corporations, for a minor part) or
jointly with private shareholders (as defined in ESA 2010, chapter 2 Units and groupings of units)
participating in the injection?

e Has the public corporation (and possibly, in some cases, the private corporation.(*5¢)) accumulated net
losses over several years, or during the last exercise (referred to as ‘one-off losses’, by opposition to
‘exceptional losses’), as recorded according to national accounts (e.g., net saving), according to
generally accepted accounting principle, or based on other evidence, such as the negative trend of the
corporation's own funds?(**7)

o Is it likely that government will receive a sufficient rate of return on its investment?

(*5%) In most Member States, the average maturity of long-term debt is close to 10 years.
(*5%) May be estimated as an average over several months when there is high volatility on markets and/or exceptional disruptions.

(*%%) In any case, the calculation of the rate of return must be after deduction from the corporation's revenues of transfer payments from
government (see Box 2 in section 3.2.3).

(*%6) However, if the private investors inject equity capital strictly under the same conditions as government, this will presume that the test on return
of investment is successful (see below paragraph 22).

(157) Exceptional losses are large losses recorded in only one accounting period in the business accounts of a corporation, arising from an
exceptional event not ‘under the responsibility’ of the corporation, i.e., independent of its own business model and/or its past investment policy.
These exceptional events hit a large number of corporations, whatever their own financial and economic situation, generally simultaneously in
several countries (spill-over effects).
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3.2.2.2. THERE ARE NO PRIVATE SHAREHOLDERS INVESTING
3.2.2.2.1. The corporation has accumulated net losses or made exceptional one-off
losses

12.When the corporation has accumulated net losses or, made ‘one off losses, as a general rule, the
capital injection is treated as a non-financial transaction for its full amount.

13. Special case (partition of the transaction): when a capital injection exceeds the net amount of losses and

a) government can provide evidence that these funds in excess will receive a sufficient rate of return
(for example, they are specifically used to make further investment in already profitable operational
areas of the corporation’s activity, as shown by past results, or in the context of a forthcoming
privatisation of the business), or

b) there is an obvious fundamental restructuring of the corporation, in order to prevent the occurrence
of new losses and to return to sustainable profitability after the complete implementation of the new
business plan, and evidence that government should benefit from a sufficient return on its new
investment. There should be a large consensus that the restructuring will be efficient. This would not
be the case if the return on the new investment is still uncertain (the restructuring plan is largely
considered insufficient as regards the main sources of losses and/or the restoring of profitability
depends substantially on factors not under the control of the corporation), such that it would take
time to offset the accumulated losses.

14.In this special case, the capital injection is treated as a non-financial transaction up to the limit of the
losses and as a financial transaction beyond this amount.

15.For this special case, an operational guidance might be the rating — or change in rating — of the debt
(notably long-term debt), the significance of management re-organisation, the shift to new activities, the
competitiveness on the market etc.

3.2.2.2.2. The corporation has not accumulated net losses

16.Normally, this means that, on a regular basis, the corporation makes profits, either distributed or
reinvested.

17.Where government is acting similarly to a private shareholder, meaning that, when it provides funds, it
receives in exchange financial assets and expects a sufficient rate of return on its investment (in the
form of dividends and higher value of the financial instrument representing the government’s property
rights in the corporation),

18.The capital injection is recorded as a financial transaction in shares and other equity for its full amount.

19.Where the capital injection is undertaken for specific purposes relating to public policy or in the context
of a fundamental change in the conditions in which the activities are carried out and which are imposed
by government, the consequence on future profitability of the new government investment must be
carefully checked. In such cases:

o If an expected sufficient rate of return were still very likely, the capital injection would be treated as a
financial transaction for its full amount.

o If a sufficient rate of return were unlikely, the capital injection would be treated as a non-financial
transaction for its full amount.

20.Some public corporations may be subject to statutory provisions so that their revenue can equal but not
exceed their total costs (this could be the case of market NPIs, classified in the non-financial
corporations sector, for instance). By definition, these cannot provide a market return, and government,
when investing in such units, is not acting in the same way as a private shareholder. These should be
assimilated to cases of capital injections made for public policy purposes.
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3.2.2.3. THERE ARE PRIVATE SHAREHOLDERS INVESTING
3.2.2.3.1. Private shareholders participating in the capital injection in unquoted
shares

21.Private shareholders may already hold equity in the corporation. This case covers also the initial
introduction of private shareholders in the event of the current injection, for instance under a process of
restructuring.

22.Where the private investors:

a) take a significant share in equity during the injection, in proportion to their existing shareholding
(where appropriate), at the same time as the capital injection by government,

b) exercise the usual influence of minority shareholders according to rights provided by current
corporate law,

c) bear risks and rewards similar to government, as regards their rights on the net assets, in the event
of liquidation (ESA 2010 paragraph 5.148), for instance, the capital injection is treated as a financial
transaction for its full amount.

23.Where the private investors do not fulfil one of the conditions mentioned above, the capital injection
should be treated according to rules specified for the cases where there are no private shareholders.

3.2.2.3.2. Private shareholders participating in the capital injection in quoted shares

24.Where, in exchange for its payment to the corporation, the government acquires quoted shares, which it
could immediately sell for the price paid, then the transaction is a financial transaction in shares and
other equity (F.511).(*%8)

3.2.2.3.3. Special case: It is a new corporation, or new activity/assets are considered

25.The treatment will depend on the specific examination based on the various indicators as usually used in
investment analysis. The presence of private investors would also be a key indicator. In any case, it
should be certain that government does not intend to use the new unit only for public policy purposes.

26.As aresult:

o Either, the conditions support the conclusion that, after a ‘normal’ temporary period of losses (as also
often observed for similar private investments), the corporation would be structurally profitable, so to
earn an overall adequate rate of return, the capital injection by government is treated as a financial
transaction for its full amount.

e Or, on the basis of various factors (an uncertain economic environment, the nature of the activity and of
the sector, the non-compensation of some costs imposed by government, the consensus opinion of
independent experts in different areas like accounting, economics and financial analysis, etc.) there are
doubts on the long-term profitability of the project, the capital injection is treated as a non-financial
transaction for its full amount.

27.1f the return on a capital injection turns out to be very different from the return originally expected (e.g.,
profits or other gains are made instead of planned losses; or conversely losses are made instead of
expected profits), the accounting of the capital injection is not revised due to new information or
subsequent events, unless the initial plan was misleading and misrepresenting the economic reality (see
Box 2 in section 3.2.3). No revenue or expenditure is recorded to account for these differences in
expectations: instead these differences between realisations and expectations are reflected in the
revaluation accounts.

28.In particular, returns of money to government by an entity that benefited from a capital injection in
previous years that was recorded as a capital transfer expenditure of government, is not necessarily
recorded as government revenue. Instead, the proceeds collected by government are subject to the
super-dividend test to determine if these are government revenue or withdrawal of equity.

(*58) In other words, government should not acquire the shares above their market price (possibly estimated as an average of a period no longer
than 3 months). For unquoted shares, the reference should be a fair value, estimated according to usual business valuation methods.
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Box 1 — Recording transactions: straightforward cases and
difficult areas

In practice, compilers are confronted either with straightforward cases that lead to clear statistical
treatments, or with borderline cases that require further inquiries and applying various tests.
Straightforward cases

a) Investment grant: D.92

A capital injection that would consist of a capital transfer in cash or in kind made by government (...) to
another resident (...) institutional unit to finance all or part of the costs of its acquiring of fixed assets is
to be recorded as an investment grant (D.92). ESA 2010 paragraph 4.152

b) Past losses: D.99

A capital injection made to cover accumulated losses is recorded as other capital transfer (D.99) (ESA
2010 paragraph 4.165 (b)

¢) Acquisition of quoted shares: F.5

A capital injection that results in government acquiring quoted shares of equal value is recorded as
a transaction in shares and other equity (F.5).

d) Loans and bonds: F.3 and F.4

e Loans: a provision of funds in the form of a loan evidenced by a legal document specifying the
borrower’s obligations (redemption date of principal and interest to be paid) is recorded as
a transaction in F.4.

e Bonds: a provision of funds by the government purchasing bonds issued by the corporation (again to
be evidenced by legal document) is recorded as a transaction in F.3.

e) Debt cancellation/assumption

Debt cancellation or debt assumption gives rise to a capital transfer, or a unit being privatised within the
limit of the amount of privatisation proceeds (ESA 2010 paragraph 20.227).

f) Privatisation: F.5

A capital injection that is made as part of a privatisation process within a short-term perspective (less
than one year), such that government expects to get its money back, are recorded in F.5 within the limit
of the amount of the privatisation proceeds (consistently with the rationale of ESA 2010 paragraph
20.227 in the case of debt cancellation/assumption, see also item €) above).

Borderline cases

In the following difficult areas, two guidelines are very useful:

e A pattern of repetitive payments would be an indication and presumption of unrequited transfers, and
therefore lead to record a capital transfer;

e The qualification by the European Commission of government payments as ‘state aids’ should be
taken into consideration for the statistical treatment as an analytical indicator. The flows deemed to
be state aids have to be recorded as capital transfers.

a) Expected future losses/repetitive losses: D.9

A capital injection made to cover expected future losses, perhaps so that the corporation can reduce
its borrowing costs, should be recorded as a capital transfer (D.9), even if shares (or equivalent)
are issued. In this context, it is likely that the corporation will not be profitable for a long time, because
of the specific conditions of its activities. If shares are issued, it can be assumed that they have no
value.

b) An expected profitable investment: F.5

A capital injection given to a public corporation with the objective of increasing the government’s future
dividends should be recorded in F.5. This would be when the corporation is free to use the funds to
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maximise profits and the government expects a market return on its investment, i.e., a return similar to
that, which could be obtained, from the acquisition of shares quoted on the market.

c) Partnership with private sector partner: F.5

If, acting jointly with a private partner, the government makes a capital injection into a unit such that the
property rights, including rights to property income, are modified in proportion to the value of the
injection, it indicates that the investment is expected to be profitable and should be recorded in F.5.

Where such proportionality does not exist (ownership rights do not change in the same proportion), it
could be an indication that the government is serving public policy purposes and is making an
unrequited transfer. If this is the case, the injection must be recorded as a capital transfer.

d) Body manages financial assets on behalf of government: F.5

A capital injection to a public holding company/head office or a financial corporation, managing assets in
a profitable way on behalf of government, in order to acquire more financial assets, could be recorded
as a transaction in F.5. The condition here would be that the assets are managed to maximise the return
for government, and that higher dividends are expected.

e) Loans granted in certain contexts

In certain contexts (e.g., financial defeasance, business rescuing, export insurance), the characteristics
of loans provided by government — and the contractual obligations — should be examined closely to
check the relevance of the classification in loans (F.4). In the special case where the public corporation
receiving the loan would be in financial distress and not in a position to repay the loan, the provision of
funds should be recorded as a capital transfer (D.99). If the public corporation (and possibly, in some
cases, the private corporation) would be in a position to repay most of the loan, but not all, this could be
a case to partition the loan into F.4 and other capital transfers (D.99) (see ESA 2010 paragraphs 1.72
and 1.76-1.77).

3.2.3. Rationale of the treatment

3.2.3.1. THREE COMMON WAYS OF PROVIDING FUNDS TO A PUBLIC
CORPORATION

29.Government may increase a public corporation’s holdings of financial assets (generally cash) at a given
point in time, usually in three ways: a) providing a grant, b) providing equity capital, ¢) providing loan
capital. It matters in national accounts to clearly distinguish them as they result in different treatments,
according to the classification of transactions and assets provided by ESA 2010:

a) Providing a grant (i.e., a gift): in national accounts terms, this is a capital transfer. It has the effect
of changing the net lending/borrowing (B.9), and of changing the net worth due to saving and capital
transfers (B.10.1) and therefore the own funds of the corporation. An important feature of such
capital transfers is that they are transactions which are usually undertaken only by governments. The
beneficiaries of these transfers are usually enterprises that do not operate in competitive markets.
Acting this way, the government expects no return on its investment in the form of dividends (most of
the time the enterprise receiving such transfers does not pay dividends) or in the form of other
proceeds notably realised in the context of a privatisation. Government is acting for public policy
purposes, and only expects some general economic or social results from the use of the funds.

b) Providing equity capital: this is a financial transaction in shares and other equity. There is no
change in the net lending/borrowing (B.9) and no change in the net worth (but there is a change in
own funds due to the increase in equity capital). Usually, corporations raising equity capital are
competing on markets and need to strengthen their financial position, by increasing their own funds,
in order to plan investments etc. In providing equity capital to the corporation, the government acts
similarly to a private shareholder, with the strong expectation of a sufficient return on investment. In
this regard, the actual payments of dividends to the shareholder and/or the positive trend in the value
of the shares are decisive criteria for treating the injection as an increase in equity. In addition, as
shown in the decision tree (see end of this chapter), the participation of private shareholders in the
business is also a strong indicator for the recording as equity capital, especially if the shares are
quoted on the stock exchange. However, the private investors' share of equity in the corporation
should not be diluted by the government's new shares acquisition (which would reduce their
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participation to a level where they could not exercise influence). They must also bear similar risks
and rewards to those borne by government notably as regards their rights on the net assets of the
corporation in case of liquidation (case of issuance of shares with specific features).

¢) Providing loan capital (or possibly acquiring corporation's bonds): this is generally a financial
transaction. In this case, there is no change to the net lending/borrowing (B.9), no change to the net
worth (B.90) and no change to the own funds of either government or the corporation. As a lender,
government is expecting that the public corporation, as a borrower, will be in a position to repay the
loans, according to a schedule agreed at inception.

Box 2 — A sufficient rate of return

In order to test whether government acts similarly to a private investor/shareholder, so that the capital
injection can be treated as an increase in equity (F.5), the expected return on investment (usually also
referred to as return on equity (RoE)) is a crucial indicator. Such a return, in the form of dividends or
holding gains, provides evidence that the legal financial instrument (e.g., the shares) given to its owners
in exchange for the funds injected is a source of future economic benefits (meeting thus the basic
definition of an asset in ESA 2010) and has a market value.

Such an expected ‘adequate rate of return‘ or ‘market rate of return’ may be referred to, in government
finance statistics, as a ‘sufficient rate of return’ (see sub-section 3.2.2.1).

Government has a very specific function in the economy. It is in charge of collective concerns and of
dealing with externalities so to ensure, in the long run, the prosperity and well-being of the community
(public health and education, public order and safety, public infrastructure, environment, ...) and
therefore acts primarily as a non-market producer. Funds invested in this context are provided for public
policy purposes, without any expectation of a direct financial return: in national accounts, these invested
funds are to be recorded as capital transfers (D.9).

However, government also interacts directly in the economy like other investors and shareholders, i.e.,
through public corporations, with the aim to make them as efficient and profitable as possible, in such a
way that they can also be a source of revenue or other gains.

Capital invested by government always has an opportunity cost. Therefore, when government is
investing with expectations of a return on investment, it would be appropriate to expect a similar return
as for comparable investments by private actors, under ideal circumstances. This calls for using market
rates of return as benchmarks. However, there could be reasons for government to target different
required expected returns on investment. Capital markets may not function perfectly, and therefore
market rates of return may not reflect the correct opportunity cost. Moreover, governments often invest
in areas — or at an industrial stage — where no private actors operate, therefore making difficult
benchmarking on private sector returns.

To define the appropriate minimum return required on an investment, there are several standard
methods known in the theory of finance. These methods often use an opportunity cost approach, which
takes into account the rates applicable to alternative investments or to the cost of financing (i.e., other
opportunities). These methods investigate both the asset side (investment) and the liabilities side
(financing) of the company in order to estimate the expected rate of return on the investment. One
commonly used method is the Capital Asset Pricing Model (CAPM), which might be appropriate in some
cases. This approaches the return from the asset side and implies estimating a risk-adjusted rate of
return. This involves calculating a required minimum expected rate of return on an investment as a
function of the risk, where the return can be calculated by an equation with the risk-free interest rate, the
average market return, and an indicator expressing the risk pertaining to the asset class in question
being present.

In practice, the observable return in the past — when there is no indication of a change in future — may
be used for determining an expectation of sufficient rate of return, notably in the absence of business
plan analysis.

Taking into account the specificities of governments as an investor, the ‘sufficient rate of return’ is used
as a proxy for the expected market return as a fundamental benchmark for establishing the appropriate
expectations of returns on government investments.
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Therefore, considering the specificity of government, a ‘sufficient rate of return’ expected on funds
invested would have to be equal at least to:

« when government is the only investor in the corporations, as a general rule, long-term (10 years) (*°°)
government bonds rates, which means that government is not expected to receive a return inferior to
its cost of borrowing;

« when government is investing together with private investors (whatever their share), risk adjusted
rates of return normally required, in average and over a sufficient period of time, by private investors
on similar equity investments in the same sector of activity; in practice the return on equity currently
observed in average in the sector (branch) of the corporation (of comparable size) could be used as
a proxy, if available.(*6°)

The rates being compared should be on the same basis, real or nominal.

Transfer payments by government or supranational authorities made to producers to cover losses, in the
form of subsidies, other current transfers or capital transfer (rather than by outright purchases of
products), should be excluded from the measure of the return on investment (i.e., these have to be
taken into account, as negative discounted cash flows). These payments, together with all other
payments to cover an overall deficit, should not be included in the measure of the capital invested.
Some payments however, such as payments granted to any producer in this type of activity (where it is
observed that there are both public and private recipients), including all payments linked to the volume
or value of output, may be retained in the calculation of the rate of return.

Case where a business plan has been used: the initial classification of the injection transaction should
not be revised due to later economic events changing the original outlook. However, evidence that the
original business plan was incorrect or misinterpreted, observable from subsequently published annual
accounts, updated business plans or audit office reports, should lead to a re-assessment of the original
statistical classification and a subsequent data revision.

3.2.3.2. CHARACTERISTICS OF FINANCIAL AND NON-FINANCIAL
TRANSACTIONS INVOLVED

3.2.3.2.1. Recording afinancial transaction in equity

30.A capital injection should be recorded as a financial transaction only when the government receives in
exchange a financial asset of equal value to the payment. This is a fundamental characteristic of
financial transaction. A holding gain on shares and other equity, possibly recorded after the capital
injection, is not a ‘financial asset received in exchange’ (but another flow).

31.In the majority of cases, the financial instrument involved is shares and other equity (AF.5). A
transaction in equity in this context is the action of ‘placing funds at the disposal of a corporation’ (ESA
2010 paragraph 4.53), increasing the equity capital. This is to be recorded in national accounts as a
financial transaction, in shares and other equity (F.5). In accordance with ESA 2010 paragraph 4.53 and
ESA 2010 paragraph 5.142, this transaction increases the property rights of shareholders of the
corporation. The investment is made predominantly under market conditions and not only for public
policy purposes.

32.In particular, it should be emphasised that, in providing equity capital to the corporation, the government
acts as a shareholder under market conditions, normally with the expectation to receive dividends in
return. The actual payment of dividends to the shareholder is an important criterion for treating the
injection as equity.

33.Additionally, a capital injection that is made as part of a privatisation process within a short-term
perspective (less than one year), such that government expects to get its money back, is to be recorded
in F.5, within the limit of the amount of privatisation proceeds (consistently with ESA 2010 paragraph
20.201). This case, as well as others described in this chapter, should be considered to be exceptions to
the rule that implies that recording a flow in the national accounts increasing the shares and other equity
(F.5) of a quoted corporation should normally be related to actual issuance of new shares.

(*%9) In cases (notably in the context of government support to banks) where a resale of equity is foreseen in a small number of years, a 4-6
government bond benchmark reference could be used.

(169 As an example, for commercial banks, ROE should at least reach 10 %. It should be lower in industrial sector.
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o Case of quoted shares: A capital injection that results in government acquiring quoted shares of equal
value is a straightforward case. It has generally to be recorded as an acquisition of equity (F.5). The fact
that the shares are quoted means that the shares may be traded on the market by private investors (as
defined in ESA 2010, chapter 2 Units and groupings of units) and therefore that the corporation is
respecting some minimum market requirements in the long run.

34.Two cases must be distinguished:

e Case of unquoted equity: Where the capital injection is given to an unlisted public corporation, the
capital injection should be recorded in F.5 only if government has the objective of increasing its wealth,
under the form of dividends or a higher value of the financial instrument received in counterpart (or at
least equal to the amount injected, under an on-going process of privatisation, to be achieved in a short-
term perspective).

35.Normally, a condition is that the public corporation has not accumulated net losses as recorded
according to generally accepted accounting standards in its balance sheet or with evidence, for
instance, being given by a negative trend in own funds. However, even in such cases, any part of the
capital injection (in excess of the accumulated losses) used for investment in profitable areas of
activities on which government will earn an adequate return on its investment may be recorded as
financial transaction (typically in F.5).

36. A capital injection may also be recorded as a financial transaction in two specific cases:

« New corporations or quasi-corporations (‘start-ups’): If government sets up a new market unit that is not
the result of a restructuring of existing corporations, the treatment depends on a close examination of
the project, using various indicators similar to investment analysis and taking account of other aspects
relating to the transaction. As a result, the transaction may be treated as a financial transaction or as a
non-financial one, according to the analysis, for its full amount. This applies also where an existing
corporation is starting a completely new activity or is acquiring new kinds of assets for large amounts.

o Bodies managing financial assets on behalf of government: a capital injection into a public holding
company/head office or a financial corporation managing assets in a profitable way on behalf of
government, in order to acquire more financial assets, could be recorded as a transaction in F.5. The
condition here would be that the assets are managed to maximise the return for government, and that
higher dividends or higher equity value are expected.

3.2.3.2.2. Special cases — transactions in other financial instruments

37.Not every provision of funds recorded as a financial transaction takes the form of acquisition of equity
(F.5): other possibilities are the making of a loan (F.4) or the purchase of bonds (F.3).

38.Loans: a provision of funds in the form of a loan with evidence in a legal document specifying the
borrower’s obligations (redemption date of principal and interest to be paid) should generally be
recorded as a transaction in F.4.

39.0ne exception is where government grants a loan to a loss-making public corporation, where it is very
likely that the corporation would not be in a position to repay most of the loan because of recurrent
losses (and, thus, not because of exceptional losses occurring in the year the loan is granted) and
because there is no expectation of restoring profitability before the maturity date(s). In this case, the
funds transferred to the corporation by government should be recorded as a non-financial transaction for
their full amount, unless a reliable estimate of the losses would be available, allowing a partition of the
loan. If it would be expected that the debtor would reimburse by itself.(*6) most of the loan, this would be
a case for partitioning the loan, the part corresponding to the expected losses being recorded as a
capital transfer at the time the loan is made. The stock of loans to be entered in the balance sheet
should be increased by the value of the recorded loan transaction. Any subsequent recognition by
government of loans or parts of the loans which would not be re-paid should be treated in accordance
with the guidance in chapter 7.2 Debt assumption and debt cancellation.

40.Thus, in certain specific contexts (financial defeasance, business rescue, export insurance, etc.), the
characteristics of loans provided by government (the contractual obligations) should be examined
closely to check whether it is correct to classify them in F.4.

(161) This means mainly from sales, including subsidies on products (with the exception of subsidies described in ESA 2010 paragraph 4.35 (c),
other subsidies, property income.

Manual on Government Deficit and Debt 171




General government and entities controlled by government E-

41.Debt instruments: a provision of funds when the government purchases bonds or notes or hybrid
instruments(%?) issued by the corporation (evidence also to be given by some legal document) should
be recorded as a transaction in debt securities (F.3).

42.However, where the corporation has accumulated significant losses and the bonds are purchased
almost exclusively by government, the acquisition by government should be considered a non-financial
transaction.

43.1n addition, the case of a bond issuance by a corporation with a record of debt service default, such that
the purchase of bonds by private investors could be achieved only with a full guarantee from
government (with investors' opinion as evidence) should be closely examined. Recording as a
transaction in debt securities (F.3) requires that, at the time of the transaction, the corporation is in all
likelihood in a position to meet its obligations relating to the debt service (interest and principal)
according to the contractual schedule of payments.

3.2.3.2.3. Recording a non-financial transaction

44.Excluding the cases of subsidies (D.3), see ESA 2010 paragraph 4.30 and following, and of other
current transfers (D.75), see in particular ESA 2010 paragraph 4.138 (b), the non-financial transaction
relevant for capital injections is a capital transfer.

45.The case of capital injections in kind (such as transfers of fixed assets) is dealt with in chapter 3.4 of this
Manual, and only capital transfers in cash are considered here.

46.A capital injection should be treated as a non-financial transaction where the provision of funds is an
unrequited transaction. The government does not receive in exchange a financial asset of an equal
value, and any possible effect on the government's equity is indirect, sometimes not immediate,
uncertain and of a different size. This sort of payment is recorded as a capital transfer (D.9), either as
investment grant (D.92) or as other capital transfer (D.99).

47.An important feature of capital transfers is that, in general, they are typically government transactions,
made for public policy purposes. Acting this way, the government expects nothing in return in terms of
dividends (most of the time the enterprise receiving such transfers does not pay dividends), nothing else
than an improvement of the corporation’s wealth and the meeting of some social needs (public
infrastructures, employment, etc.).

a) Investment grants (D.92):

A capital injection that would consist of a capital transfer in cash or in kind made by government (...)
to another resident (...) institutional unit to finance all or part of the costs of its acquiring of fixed
assets is to be recorded as an investment grant (D.92).

b) Other capital transfers (D.99) for accumulated losses:

A capital injection made to cover accumulated losses (either on a repetitive pattern during several
recent fiscal years, or irregularly but with profits not compensating losses), as recorded according to
generally accepted accounting principles and, for instance, with evidence given by the trend of the
corporation's own funds, is normally treated as a non-financial transaction for its full amount (as a
capital transfer D.99), even if some pieces of paper (called ‘shares’ or equivalent) are issued.

48. Similarly, capital injections made to compensate owners of capital goods destroyed by acts of war, other
political events or natural disasters are also to be recorded as capital transfers (D.99).

(1%2) This refers notably to some ‘preferred shares’, convertible bonds (including contingent convertible, usually referred to as ‘Cocos’),
subordinated loans or bonds. In any case, in national accounts, a debt instrument is recognised as such (classified as AF.3 or AF.4) only if it
bears an unconditional remuneration for the holder, i.e., due independently of any distributable profit (treated as interest to be recorded on
accrual basis). Otherwise, this is considered an equity instrument subject to the rules developed in this chapter. There may be special clauses
related to the accumulation of returns, such as carrying over non-paid interest. An instrument could be recorded as debt only if such carry over
does not exceed the following exercise. Any longer period, or even total uncertainty, would result in treating the instrument as equity.
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Box 3 — ESA Concepts

e Own funds and equity capital

ESA 2010 paragraph 7.07 defines the own funds in the following way: Own funds are the sum of net
worth (B.90) plus the value of equity and investment fund shares (AF.5) as liabilities in the balance sheet.

‘Corporations raise equity capital to strengthen their financial position on the market, by increasing their
own funds. Expressed through the issuance of shares, the equity capital is therefore part of the own
funds’.

The immediate result of providing equity capital and increasing the own funds is that the corporation is in
a better position to finance investment or refund existing debt, borrow additional debt, if necessary
(creditors are reassured by the financial solvency of the corporation), and finally to make and distribute
profits. Shares and other equity (AF.5) in the balance sheet of a corporate enterprise are to be recorded
— like most assets and liabilities in the national accounts — at market value (ESA 2010 paragraphs 7.34,
7.25 and 7.71).

 Dividends (D.421)

‘Dividends (D.421) are a form of property income received by owners of shares (AF.5) to which
they become entitled as a result of placing funds at the disposal of corporations. Raising equity capital
through the issue of shares is an alternative way of raising funds by borrowing. In contrast to loan capital,
however, equity capital does not give rise to a liability that is fixed in monetary terms, and it does
not entitle the holders of shares of a corporation to a fixed or predetermined income’ (ESA 2010
paragraph 4.53).

e Shares and other equity (F.5)

The category shares and other equity (F.5) consists of all transactions in shares and other equity (AF.5)
that are financial assets which represent property rights on corporations or quasi-corporations. These
financial assets generally entitle the holders to a share in the profits of the corporations or quasi-
corporations and to a share in their net assets in the event of liquidation (ESA 2010 paragraph 5.142).
The transactions in shares and other equity — for instance, a capital injection providing equity capital to a
corporation have thus a strong legal basis, these financial assets representing the property rights on the
corporation.

A transaction in equity has usually three characteristics:

— funds are placed at the disposal of a corporation, which has a large degree of freedom in the way it
can use them;

— shareholders are entitled to receive a return on their investment;

— new shares are issued (for an amount equal or related to the funds placed) in the case of
corporations having the legal status of incorporated enterprises.

As a result, in national accounts, shares and other equity must be valued at a market value that reflects
the expectations of return, in both the national accounts balance sheet of the holder and the issuer,
whereas in the own balance sheet of the issuer they are usually accounted for at historic value (or book
value). Where shares are listed on a market, their value is the observed price. Where equity does not
consist of shares or consists of shares that are not tradable on a market — as it is frequently the case for
a public corporation — a proxy market value must be implemented in national accounts (see ESA 2010
paragraph 7.73 and following).

o Capital transfers (D.9)

The notion of capital transfer is defined in in ESA 2010, chapter 4 Distributive transactions. A capital
transfer imparts a voluntary transfer of wealth between two units (‘something for nothing’). Capital
transfers have three main characteristics (see 2008 SNA paragraph 8.10):

they are transactions, made by mutual agreement between two units (unlike other changes of assets);
— there is no counterpart being received in exchange;
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— they involve a commensurate change in ownership of assets (or cancellation of liabilities by a
creditor) between the two parties, or acquisition or disposal of assets).

The first two characteristics are common to all transfers (current and capital transfers). In addition, all
transfers may be made in cash, or in kind.

Another characteristic of capital transfers is that they tend to be large and infrequent. Two types of capital
transfer are then distinguished (ESA 2010 paragraph 4.146):

Capital transfers in cash: these consist of transfers in cash involving changes in ownership of assets. The
recipient is often obliged to use the cash to acquire assets as a condition of the transfer (e.g., investment
grant), see ESA 2010 paragraph 4.146.

Capital transfers in kind: cases of transfers of ownership of assets other than cash or of cancellation or
assumption of debt without counterpart.

Capital transfers are generally government transactions: public policy purposes may lead government to
make transfers without counterpart to corporations. A presumed effect of a capital transfer on the value of
the equity (through the reaction of the market, for example) is not a sufficient reason for regarding the
transaction as a financial one: again, the effect is not certain, as well as its size.

Therefore, unlike financial transactions, capital transfers are the counterpart flow of those ‘one-way’
changes in assets or liabilities, which means that the recipient is made wealthier, when the other party is
made poorer. This is expressed by an increase in net worth in the balance sheet of the first party, and a
decrease in net worth in that of the other party.
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Decision tree for capital injections (other than investment grants D.92)
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3.3.Capital injections into public quasi-
corporations

3.3.1. Background

1. One of the cornerstones of the national accounts is the concept of institutional units, and the grouping of
those into institutional sectors. Since the aim of the system is to describe how economic agents interact
in order to underpin economic analyses, the main qualifier for being recognised as institutional units lays
in their capacity of exercising autonomous economic decision making in their principal function, rather
than other considerations such as their legal status.

2. The concept of public quasi-corporations is intended to separate public entities from their government
owners because they are engaged in market activities in such a way that they fulfil the criteria of being a
market producer, deemed to have autonomy of decision. Even though they have no legal status, they
are sufficiently independent, and they behave differently from their owners and similarly to corporations.
In particular, they can be the owner of assets, take economic decisions, and enter into contracts and
incur liabilities (ESA 2010 paragraph 2.12). Public quasi-corporations must keep a complete set of
accounts or it would be possible and meaningful, from both an economic and legal viewpoint, to compile
a complete set of accounts if they were required; otherwise, it would not be feasible from an accounting
point of view to distinguish them from their owners (ESA 2010 paragraph 2.13 (f)). In order to be said to
keep a complete set of accounts, a unit must keep accounting records covering all its economic and
financial transactions carried out during the accounting period, as well as a balance sheet of assets and
liabilities.

3. Since public quasi-corporations are recognised in national accounts as institutional units and as market
producers (i.e., charging economically significant prices), they should be treated as any other
corporation as prescribed by ESA 2010 paragraph 20.193. The aim of this chapter is to give a short but
comprehensive guidance on when government injections or other transfers to its quasi-corporations
should be recorded as financial or non-financial transactions.

3.3.2. Treatment in national accounts

4. The recording of government transfers to public quasi-corporations in national accounts should in
general follow the same rules as for other public corporations (see chapter 3.2 Capital injections into
public corporations), unless there are, in ESA 2010, explicit prescriptions for the contrary. The capital
injection test, as defined in section 3.2.2 of this Manual, should be applied based on whether the quasi-
corporations make losses or profits.

5. The following operational guidance applies:

a) when a public quasi-corporation is making profits and expecting to make sufficient profits in future,
government transfers of a capital nature, such as for the purpose of acquiring assets or reducing
liabilities, should be recorded as financial transactions, in other equity (F.519) (ESA 2010 paragraph
5.154 (f)), otherwise a capital transfer should be recorded;

b) when a public quasi-corporation is running a persistent operating deficit, as a matter of deliberate
government or European economic and social policy such that it would charge an insufficient price to
final users, regular government transfers should be recorded as other subsidies on products (D.319),
(ESA 2010 paragraph 4.35 (c) and ESA 2010 paragraph 4.61);

¢) when a public quasi-corporation receives transfers from government to cover accumulated losses or
exceptional losses beyond the control of the entity, these should be recorded as other capital
transfers (D.99) (ESA 2010 paragraph 4.165 (b)). However, any part of a capital injection in excess
of accumulated losses, may be recorded as a financial transaction (F.519) when appropriately
documented. Payments intended to cover future losses are also treated as other capital transfers
(D.99);
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d) when the government owner cancels financial claims against, or assumes liabilities from a public
quasi-corporation, this should lead to the recording of financial transactions, in other equity (F.519)
(ESA 2010 paragraph 4.165 (f)) unless the operation is intended to cover accumulated losses or an
exceptionally large loss, not covered by the case mentioned under c¢) above, by recording other
capital transfers (D.99) (ESA 2010 paragraph 5.37). In case of expected future losses, these are also
treated as other capital transfers (D.99) (ESA 2010 paragraph 4.165 (b));

e) when government makes transfers to public quasi-corporations in order to finance all or part of the
costs of their acquiring fixed assets, they should be recorded as investment grant (D.92) (ESA 2010
paragraphs 4.157 and 20.42). In this case, the provision of funds must be clearly dedicated to the
financing of the acquisition or of major improvements of a given fixed asset and not as a ‘general’,
undetermined, allocation of funds to the quasi-corporation.

6. Under these conditions, government inflows, in cash or in kind, into non-profitable public quasi-
corporations should be recorded as non-financial transactions (ESA 2010 paragraph 4.165 (b) prevails
over paragraph 4.165 (f) in such cases), as indicated by ESA 2010 paragraph 5.37. Government inflows
in excess of losses, accumulated or expected, may be recorded as financial transactions.

3.3.3. Rationale of the treatment

7. The concept of public quasi-corporations is introduced into the system of national accounts because
their behaviour is deemed different from the one of their government owners and similar to corporations;
they are therefore recognised as institutional units and market producers. Thus, in national accounts one
aims at reflecting the economic nature of the transactions between quasi-corporations and their
government owners. Due to their similar behaviour, it is appropriate to bring the treatment of public
quasi-corporations as close as possible to the treatment of other public corporations.

8. In order for a public quasi-corporation to be recognised in national accounts, government must allow the
management of the entity considerable discretion with respect to the management of the production
process and the use of own funds as defined in ESA 2010 paragraph 7.07; for the decision-making
autonomy criteria to be fulfilled (ESA 2010 paragraph 2.12). Public quasi-corporations must be able to
maintain their own working balances and business credit and be able to finance some or all of their
capital formation out of their own savings, reserves or borrowing. The ability to distinguish flows of
income and capital between quasi-corporations and government implies that their operating and
financing activities, in practice, should be fully distinguished in finance statistics from government
revenue, despite the fact that they are not separate legal entities. The net operating surplus of a public
quasi-corporation is not a component of government revenue, and the accounts for government record
only the flows of income and capital between the quasi-corporation and government. If the entities
cannot be separated in these respects from their government owners, the entities cannot be treated as
quasi-corporations.

9. The zero net worth convention for quasi-corporations (i.e., that the value of owner’s equity is assumed to
be equal to net assets of the quasi-corporation in ESA 2010 paragraph 7.09) has sometimes been
emphasised as a conceptual rationale for determining the recording of transactions between
governments and their quasi-corporations (as transactions in equity). However, the fact that quasi-
corporations’ net worth is zero in practice does not by itself justify treating transactions as financial
rather than non-financial. This is because capital injections are generally net worth neutral for
beneficiaries, as the valuation of their equity liability generally increases by the amount received (ESA
2010 paragraph 20.200). For example, the equity of unquoted public corporations may routinely be
valued as the net assets, but this would not preclude applying the capital injection test. In these cases,
recording capital injections as non-financial transactions entails an entry in the revaluation account. The
recording of transactions between governments and their quasi-corporations should reflect the economic
nature of the transaction, irrespective of the valuation method used for equity.

10.When government payments to public corporations and public quasi-corporations are intended to cover
losses, accumulated or foreseeable, these should be treated as capital transfers in accordance to ESA
2010 paragraph 4.165 (b) as further elaborated in chapter 3.2 Capital injections in public corporations.
When regular government transfers are conducted in favour of public quasi-corporations running
persistent operating deficits, subsidies should be recorded as other subsidies on products (D.319) in
accordance to ESA 2010 paragraphs 4.61 and 4.35 (c).
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11.When governments conduct debt cancellations or debt assumptions benefiting their quasi-corporations,
the transactions are by convention recorded as financial transactions, by exception to the general
recording applicable to corporations (capital transfer), according to ESA 2010 paragraph 4.165 (f),
unless this is to cover losses, in which case ESA 2010 paragraph 4.165 (b) prevails, as indicated in ESA
2010 paragraph 5.37. ESA 2010 paragraph 4.165 (b) is applicable to debt cancellations/assumptions as
well as to cash transfers because the means to recapitalise entities, in cash or in the form of other
financial assets/liabilities, should generally not change the accounting recording of the transaction in
question.

12.When government provides funds to a quasi-corporation in order to acquire fixed assets, these are
recorded as investment grants (D.92), according to ESA 2010 paragraph 4.157, which does not make a
difference between corporations and public corporations. This is also explicitly stated in ESA 2010
paragraph 20.42, which reads: In particular, investment grants are recorded as capital transfers. This
classification is independent of the financial situation of the quasi-corporation, profitable or loss making,
but is based on the objective of the payment. An investment grant is the transfer of cash (in some rather
exceptional cases in kind under the form of an existing asset), in order to acquire a fixed asset
(purchase or produce own-account capital formation), or to undertake a major improvement in it. The
type of asset is defined by the grantor and, generally, the beneficiary must comply with precise
requirements (main features of the asset, its use, time of realisation, etc.); otherwise, it may be obliged
to return the funds. It does not matter whether this transfer is undertaken by the unit owning the quasi-
corporation (from which it has been separated in national accounts, although without independent legal
status) or by another government unit, for instance in the context of specific investment programmes set
up by this unit (as an illustrative case: local quasi-corporation and central government). Such transfer
may be granted directly by a government or through development or promotional banks on behalf of
government (rerouted). Moreover, it does not matter whether the investment grant takes place in the
context of a general scheme, covering public or private entities, or if it is designed specifically for public
entities engaged in activities government intends to support/develop.

13.In this context, an investment grant is quite different from the allocation of funds by the owner of the
quasi-corporation without any precise reference to a given type of asset. The quasi-corporation may use
the funds under various forms (for instance for acquiring shares) and may define itself the investment
programme (for instance, in the case of quasi-corporation engaged in construction of social housing). In
this case, the recording in national accounts follows the normal rule, based on the profitable or not
position (under an anticipation approach) of the quasi-corporation (equity AF.519 or capital transfer
D.99). It may happen that not all the information related to the provision of funds is available for
statisticians. In this case, it is recommended that, if the quasi-corporation usually shows capital
formation and not almost exclusively the delivery of services, to record the provisions of funds as
investment grant (D.92).

3.3.4. Accounting examples

Example 1

A government carries out an injection in cash of 100 into a quasi-corporation in order to finance a fixed
asset.(16%)

General government Quasi-corporation

Opening balance sheet

A L A L
AF.2 200 AN.1 1000 | AF.4 100
AF.5 950 |B.90 1150 AF.2 50 |AF.5 950

B.90 0

(16%) It does not matter whether the corporation is loss-making or profitable in order to record the capital injection as an investment grant (D.92).
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Non-financial account

U/AA R/AL U/AA R/AL
D.92 -100 D.1 100 |P.1 200
P.2 50 [D.92 100
P.51g 100
B.9 -100 B.9 50
Financial account
AA AL AA AL
F.2 -100 F.2 50
F.5 0
B.9F -100 B.9F 50

Revaluation accounts (K.7)

AA AL AA AL
AF.5 50 AF.5 50
B.10.3 50 B.10.3 -50

Closing balance sheet

A L A L
AF.2 100 AN.1 1100 [AF.4 100
AF.5 1000 |B.90 1100 AF.2 100 |AF.5 1 000

B.90 0
Example 2

A government carries out an injection in cash of 100, in period 2, to a profit-making quasi-corporation, which
would have freedom as far as the use of the funds is concerned (not obliged to acquire a given fixed asset

defined by the fund provider).

General government Quasi-corporation

Opening balance sheet

A L A L
AF.2 200 AN.1 1000 |AF.4 100
AF.5 1000 |B.90 1200 AF.2 100 |AF.5 1 000

B.90 0

Non-financial account

U/AA R/AL U/AA R/AL
D.9 0 D.1 100 |P.1 200
P.2 80 |D.9 0
B.9 0 B.9 20
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Financial account

AA AL AA AL
F.2 -100 F.2 120
F.5 100 F.5 100
B.9F 0 B.9F 20
Revaluation accounts (K.7)
AA AL AA AL
AF.5 20 AF.5 20
B.10.3 20
B.10.3 -20
Closing balance sheet

A L A L
AF.2 100 AN.1 1000 |AF.4 100
AF.5 1120 |B.90 1220 AF.2 220 |AF.5 1120
B.90 0
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3.4.Capital injections in kind
3.4.1. Background

1. Sometimes governments transfer fixed assets (such as buildings), and/or non-produced non-financial
assets (such as land), to a public or private corporation that already exists or has been created for that
purpose of holding such assets. The capital injection does not take the usual form of a flow of financial
assets (in most cases cash, AF.2), but instead a flow of non-financial assets. This is done to allow the
enterprise to use these assets in the production process, usually because the enterprise is assumed to
be in a better position than the government to operate this economic activity.

2. In some cases, the government expects to receive some direct benefits from the transfer of the asset, in
the form of property income streams (dividends, for instance) or an increase in the economic value of
the corporation. In other cases, the government is satisfied that there are sufficient economic and social
benefits for the nation as a whole to justify the government’s loss of an asset. Such transfer may also
take the form, in some countries, of ‘public utility concessions’ in which a public infrastructure, under a
time-limited contract (but with a rather long maturity) is managed by a ‘concessionaire’ which may be in
some cases a public corporation but is more frequently of a private nature (see chapter 6.4 Public-
private Partnerships (PPPs)). As a result, the rules to be followed may also apply to transactions with
private corporations.

3.4.2. Treatment in national accounts

3.4.2.1. NO EXPECTATIONS OF RETURN

3. A straightforward transfer of a non-financial asset, with no other rights or obligations being established,
nor new units being created, is a ‘gift made by government to the corporation, and thus is to be
recorded as a non-financial transaction.

4. In this context, the transfer of the non-financial assets is an investment grant in kind (D.92) made by the
government, counterbalanced by a decrease in its gross fixed capital formation (P.51g), and/or NP, if
any land is involved (ESA 2010 paragraph 20.203).

5. The result of recording two flows of an equal amount in non-financial account is that there is no impact
on net lending/borrowing (B.9).

6. There is an increase in the corporation’s net worth due to the capital transfer (investment grant), and
symmetrically a decrease in the government’s net worth. Depending on the method used in national
accounts to value the government’s equity in the corporation, it might be necessary to assume that the
value of the equity of general government in the public enterprise reflects the increase in net worth of the
latter. If so, the transformation in the enterprise’s account of the positive net worth (B.90) into equity
capital (F.5) may be described via a holding gain (K.7) in the revaluation account.

3.4.2.2. EXPECTATION OF HIGHER RETURN

7. Governments may transfer non-financial assets to a public corporation in the expectation of receiving a
higher economic return from the management by the corporation than by directly exploiting the asset
itself, because of expected better efficiency. In addition, the transfer may be part of a package of events
that changes some aspect of the relationship between government and the corporation (for instance,
through new obligations, rights and claims) or creates new units.

8. This situation can be regarded as the exchange of a non-financial asset for a financial one
(government’s equity in the public corporation). No transactions need to be recorded like in the case
described above. Instead, the asset provided should enter the balance sheet of the corporation (and
leave the government balance sheet) via the other changes in the volume assets account (K.61), see
ESA 2010 paragraph 20.203 and ESA 2010 paragraph 6.19.

9. In this case, as in the previous one, there is no impact on the net lending/borrowing (B.9). There is no
impact on net worth either, since two flows of an equal amount are recorded which balance in the other
changes in assets accounts.
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3.4.3. Rationale of the treatment

3.4.3.1. FOR TREATMENT AS INVESTMENT GRANT

10.ESA 2010 paragraph 1.70: The system records all transactions in monetary terms. The values to be
recorded for non-monetary transactions must therefore be measured indirectly or otherwise estimated.

11.ESA 2010 paragraph 4.145: Capital transfers require the acquisition or disposal of an asset, or assets,
by at least one of the parties to the transaction. Whether made in cash or in kind, they result in a
commensurate change in the financial, or non-financial, assets shown in the balance sheets of one or
both parties to the transaction.

12.ESA 2010 paragraph 4.146: A capital transfer in kind consists of the transfer of ownership of an asset
(other than inventories and cash), or the cancellation of a liability by a creditor, without any counterpart
being received in return.

13.ESA 2010 paragraph 4.153: Investment grants in kind consist of transfers of transport equipment,
machinery and other equipment by governments to other resident or non-resident units and also the
direct provision of buildings or other structures for resident or non-resident units.

14.The paragraphs above show that recording the gift of a fixed asset as a capital transfer in kind is valid
within ESA 2010 (another way to view it, from a conceptual point of view and equivalent in terms of
accounting impact, would consist in considering the capital transfer as an imputed flow of funds, then
used by the corporation to buy the asset from government).

3.4.3.2. FOR TREATMENT IN OTHER FLOW ACCOUNTS

15.Restructuring assets and liabilities via a significant transfer of assets are different from transactions in
the usual meaning of this word, and, in any case, different from a simple grant of an asset.

16.ESA 2010 paragraph 6.20: When a corporation is legally split up into two or more institutional units, the
appearance of financial assets and liabilities is recorded as changes in sector classification and
structure.

17.ESA 2010 paragraph 6.19: Changes in structure of institutional units cover appearance and
disappearance of certain financial assets and liabilities arising from corporate restructuring.

18.Changes in sector classification and institutional structure (K.61) seem also to apply to non-financial
assets. Changes in structure is assumed to include significant changes in the balance sheet of unit
when they coincide with other changes such as the functions of the unit.

3.4.3.3. COMMENT ON RECORDING THE EVENT AS AN INJECTION OF OTHER
EQUITY IN F.5.

19. To record an injection of other equity through the financial account is not appropriate. The use of F.519
(other equity = equity not evidenced by shares) in national accounts is restricted to a limited number of
well-defined cases. Such treatment would artificially improve the net lending/borrowing (B.9) of
government (through the counterpart transaction in P.51g or NP).

20. Moreover, even if it would not be incorrect from a pure accounting point of view, this would have no
economic content. In fact, when a unit has a net borrowing (deficit), this means that there was a gap of
resources which had to be financed possibly by a reduction in its assets. In the present situation, the
appearance of other equity has a kind of automaticity that is more appropriately recorded in the other
changes in the volume of assets accounts.

3.4.4. Accounting examples

In the following example, it is assumed that government gives a building worth 100 to a public corporation.
In the first case it is a pure gift; there are no associated events nor does the government expect increased
property income arising from the transfer of the asset. In the second case the transfer of the asset is part of
a reorganisation of the delivery of some services involving the corporation.
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Recording a capital transfer and capital formation

In the following example, the capital transfer is assumed to result, in the first instance, in an increase of the
public enterprise net worth. Subsequently, it would be possible to assume that this increase in net worth is
‘absorbed’ by an equivalent increase in the equity of government in the public enterprise, via the revaluation
account: this second step is not described here. Moreover, in the closing balance sheet, only the change in
net worth is shown.

General government Public enterprise

Opening balance sheet
A L A L

AN.11 100

Capital account

AA AL AA AL
P.51g -100 |D.92 -100 P.51g 100 (D.92 100
B.9 0 |B.101 -100 B.9 0 (B.101 100

Closing balance sheet
A L A L

AN.11 0 AN.11 100
B.90 -100 B.90 100

Recording a change in classification and structure

General government Public enterprise

Opening balance sheet

A L A L
AN.11 100

Other changes in the volume of assets account

AA AL AA AL
AF.5(K.12.1) 100 AN.11 (K.12.1) 100 |AF.5(K.12.1) 100
AN.11 (K.12.1) -100 |B.102 0 B.102 0

Closing balance sheet

A L A L
AF.5 100 AN.11 100 [(AF.5 100
AN.11 0

B.90 0 B.90 0
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3.5. Capital injections into a foreign direct
Investment

3.5.1. Background

1. Sometimes governments carry out capital injections in corporations that are resident in foreign countries.
If the equity stake is sufficiently large, it will qualify with the definition of Foreign Direct Investment (FDI).
FDI is the category of international investment made by an entity (a direct investor) when the investor
holds at least 10% of the equity capital or voting power in a non-resident enterprise.

2. ESA 2010 paragraph 4.65 provides a definition of FDI enterprises that comprises subsidiaries,
associates or branches of a resident corporation depending on the equity stake or voting powers
expressed in percentage terms. This definition does not necessarily entail exercising a controlling
interest although the direct investor can potentially exert some influence on the management of these
corporations. Contrary to cross-border portfolio investments (where the equity stake is less than 10%),
direct investments are expected to provide steady financing over a longer term with the objective of
maximising the production and profits of the corporations over time.

3. The specific status of FDI enterprises presumably does not fundamentally change the objectives of
government in making capital injections. Government may be acting for the sole purpose of investing
and obtaining a sufficient rate of return, as a private investor (acting on a commercial basis) would, or
for other reasons related to its main functions. To this end, governments may act in concert with private
partners or other governments to invest in enterprises.

3.5.2. Treatment in the national accounts

4. ESA 2010 paragraph 4.66 explains that retained earnings are treated as if they were distributed and
remitted to foreign direct investors in proportion to their ownership of the equity of the enterprise and
then reinvested by them by means of additions to equity in the financial account. Therefore, the
recording of reinvested earnings (D.43, which may be positive or negative) implies the recording of F.5
transactions as if government is acquiring (/disposing) equity value in proportion to the retained
earnings.

5. In most cases, capital injections into FDI enterprises should be recorded as financial transactions.

6. In those situations when an FDI enterprise receives capital injections from government to cover holding
losses and/or exceptional write-offs that are not captured in the reinvested earnings, a capital injection
test seems to be applicable and a non-financial transaction (capital transfer D.9) may be recorded at the
time of the injection for the appropriate amount.

3.5.3. Rationale of the treatment

7. In national accounts, the capital injection test is designed to avoid that losses of public corporations
covered by governments fail to be properly captured in the government deficit. However, the capital
injection test is generally not relevant in the case of FDI. Indeed, the ESA recording approach to FDI
involves apportioning the derived/spontaneous net saving (B.8n)(*%*) of the entity to its FDI investors
according to their percentage ownership. This is done through the category reinvested earnings (D.43)
and means that the appropriate ‘profit’ or ‘loss’ value of the entity applicable to government’s investment
is recorded in general government net lending/net borrowing (B.9). Reinvested earnings on foreign
direct investment are recorded when they are earned (ESA 2010 paragraph 4.67). As a result, the
typical case of classifying capital injections that cover operating losses (past or future) into non-financial
or financial transactions is not applicable to FDI enterprises, since there has already been, or there will
be, an impact on general government B.9.

8. The issue that needs to be addressed is cases where the recording of a FDI capital injection should be a
non-financial transaction when covering non-operating losses.

(164 That is the B.8 before recording the D.43, i.e., the B.8 that would be observed in the absence of D.43.
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3.6.Dividends, super-dividends, interim
dividends

3.6.1. Background

1. Payments made by public corporations to governments as shareholders are usually called ‘dividends’
with reference to commercial law and business accounting.(*%) In most cases, these interim payments
are also recorded as property income (dividends, D.42) in the ESA framework. The question addressed
in this chapter is if there are payments made by public corporations to governments which, though they
might qualify as dividends with reference to business accounting, require a different treatment in the
ESA framework, for macro-economic statistics purposes, i.e., whether they need to be recorded
differently from property income. The following rules normally do not apply to dividend payments by
private corporations where government is a minority shareholder, unless there is evidence that
government had a decisive influence on the allocation of profits and their distribution. (*66)

2. Two elements may notably challenge the nature of the transaction and therefore the ESA classification
of the payment: the size of the payment, in relation with the accrued profit of the corporation, and the
timing of the payment, and sometimes a combination of the two.

3. Dividends are paid and recorded in a corporation’s accounts when decided by the owners of the
corporation (normally proposed by the Board and subject to approval by the majority of the general
assembly of shareholders), usually based on the observed profit of an accounting year. This decision is
commonly made in the year after the accounting year of the realised profit, when the accounts for this
year are approved. However, it is not uncommon, notably for large corporations preparing semi-annual
or quarterly accounts (or publishing regular profit warnings), that interim dividends are paid during the
accounting year, before the final yearly earnings are known. In commercial company accounting, this is
a frequent practice. Some public corporations (including central banks) in the EU have a similar practice.
ESA 2010 explicitly addresses the case of interim dividends.

4. Another issue is the size of the payment. According to the definition of income in national accounts, a
large payment may not result from the profit of the year realised by the corporation, but from a
withdrawal of previously accumulated reserves, included in its own funds. Payments made to the
government, whether made to the government after the annual profit of the corporation is known, or
before (interim payments), must be closely analysed for the relevant recording of transactions in national
accounts.

3.6.2. Treatment in national accounts

3.6.2.1. DIVIDENDS AND SUPER-DIVIDENDS: DEFINITIONS

5. Dividends: ESA 2010 paragraph 4.53: Dividends (D.421) are a form of property income to which owners
of shares (AF.5) become entitled as a result of for instance placing funds at the disposal of corporations.

6. Inthe ESA 2010 framework, the following principles are established:

e The resource available for distribution by a unit (a corporation) as dividends (...) is the distributable
income of the unit, which is equal to the entrepreneurial income (B.4) plus all current transfers
receivable less all current transfers payable and less the adjustment for the change in pension
entitlements (ESA 2010 paragraph 4.55).

o Following this logic, the resources from which dividends have to be paid should neither include the
proceeds of sales of assets nor holding gains (...) which are not part of the distributable income.

(165) Under ESA 2010 the notion of dividends covers more than what is strictly called dividends in business accounting (see ESA 2010 paragraph
4.54).

(1%%) Note that in some cases, government may have such control in the absence of a majority of shares (multiple voting rights, special
arrangements). Here, the important issue is whether government has a predominant role over the other investors on any decision related to
profits. There are cases where government holds no ordinary shares in an entity but is entitled to decide to take most of the dividends.
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o A large payment out of reserves, reducing the own funds of a corporation, is not a distribution of income.
Such a payment is in substance a capital withdrawal, to be recorded as a transaction in shares and
other equity.

o In practice(®”), the operating profit or surplus (including the net interest charge in order to be consistent
with the ‘B.4’ concept in ESA 2010 as defined in paragraphs 8.26—8.27) of the corporation could be used
as a proxy for the entrepreneurial income(*68).

7. Corporations may smooth the amounts of dividends they pay from year to year. In one year, they may
put part of the profit into a dedicated reserve for distribution and use it in the following year, for the
purpose of providing the shareholders with something closer to a regular return on their investments
(dividend smoothing). It is conceptually acceptable within the national accounts framework to consider
such smoothed payments as dividends, since they effectively come from distributable income (provided
that it was clearly approved by the General Assembly of the corporation the previous year and recorded
in an identified reserve set up exclusively for this purpose). However, large payments exceeding any
such special reserve set up for short term adjustment, or evidently made from reserves accumulated
from more than one year earlier is considered in substance to be a withdrawal of capital, to be recorded
in national accounts as a financial transaction in shares and other equity.

8. Super-dividends are different in nature from dividends, as they are paid out of accumulated reserves,
accounted for in the own funds of the corporation. Any withdrawal from own funds is to be recorded as a
withdrawal of equity (F.5), at least for the amount in excess of the distributable income of the accounting
year.

9. While ESA 2010 paragraph 4.55 calls for a plausibility check for dividends on oversized distributions
compared to income(*%°), there is little point in doing this for distributions made by public corporations.
This is due to the specific provisions for public corporations that are included in ESA 2010 paragraph
4.56, which define super-dividends as large and irregular payments or payments that exceed the income
of the relevant accounting period. ESA 2010 paragraph 4.55 refers to the concept of ‘distributable
income’ for private corporations, whereas ESA 2010 paragraph 4.56 refers to the concept of
‘entrepreneurial income’ for public corporations. It is likely that these were intended to cover the same
principle, as well as practice, rather than to make a material distinction between public and private
corporations in this respect. For the sake of clarity, we thus use the term distributable/entrepreneurial
income hereinafter to refer to this concept. Compilers assessing dividends received by government
should consider the necessary adjustments based on the income used.

10.The ‘super-dividend test’, as described in ESA 2010 paragraphs 20.206—20.207, must be applied to all
sizable payments that significantly differ from the usual amounts of dividends and/or represent an
abnormally high dividend pay-out ratio (which means that the ratio of dividends to the average
distributable income is out of proportion over recent past). Only the part of the payment equivalent to the
distributable/entrepreneurial income can be recorded as property income. Any amount in excess is to be
recorded as a transaction in equity (F.5). This recommendation applies to all corporations, including the
central bank, although for this specific case, ESA 2010 paragraph 20.217 replaces the
distributable/entrepreneurial income by the net operating income.

11.In the case of payments made by a holding entity(*’°), it might be difficult to determine the
distributable/entrepreneurial income of this unit as the income declared in business accounts may be
largely composed by dividends received from its subsidiaries. These dividends should not be considered
operating income of the parent/holding entity just because of their form (dividends) as the subsidiaries
may have paid dividends in excess of their own distributable/entrepreneurial income (for example due to
revaluations or disposals of assets or business). This issue is applicable to any company which has
subsidiaries. This demands an extensive analysis of individual financial statements of the units included
in the group which may be time consuming and difficult to quantify. A pragmatic solution for compilers is

(167) ESA 2010 paragraph 20.206 specifies that in the absence of a measure of the entrepreneurial income, the operating profit in business
accounts is used as a proxy. Generally, both measures are very close.

(*¢8) Income statements may strongly differ when established on a national or proper to a corporation basis. In all cases it must refer to the net
result of current activity (‘continuing’ under IFRS), before distribution and income tax, excluding any exceptional transactions generating holding
gains or losses.

(169 2008 SNA paragraph 7.131 introduced the concept of the plausibility check.

(179 ESA 2010 paragraph 2.14 defines two types of units that are often referred to as holding entities in business terms: the ‘head office’, a unit
which ‘exercises managerial control over its subsidiaries’, and the ‘holding company’, which ‘holds the assets (owning controlling-levels of
equity) of a group of subsidiary corporations and whose principal activity is owning the group’.
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thus, to use consolidated accounts, which should facilitate the detection of (material) non-ordinary
transactions by subsidiaries. Compilers following this approach should rely on audited/consolidated
accounts and should apply it consistently across time to all payments made by the relevant holding
companies.

12.When the holding entity is classified inside government, its distributions to shareholders are generally
recognised as D.73 (current transfers within general government), unless (in exceptional circumstances)
the equity stake in the holding is explicitly shown in the financial accounts (rather than eliminated). The
latter can be particularly the case when the holding entity has some shareholders classified outside
government.

13.A possible form of distribution is through share buy-back programmes by which the public corporation
acquires its own shares to reduce the number of outstanding shares. Share buyback programmes are
designed to have equal effects economically than dividends. Substance over form (ESA 2010 paragraph
20.164) prescribes that two economically similar transactions should be recorded in the same manner.
However, ESA 2010 paragraph 5.151 indicates that ‘[a] share buyback is recorded as a financial
transaction, providing cash to the existing shareholders in exchange for a part of the corporation's
outstanding equity. That is, cash is exchanged for a reduction in the number of shares outstanding.’,
which would imply recording dividends and share buy-backs differently.

3.6.2.2. TIME OF RECORDING
14.The present guidance in the ESA 2010 is the following:

o For dividends (D.421) associated with quoted shares, ESA 2010 paragraph 4.57 specifies The time of
recording of dividends is the point in time at which the share price starts to be quoted on an ex-dividend
basis and not at a price that includes the dividend. In practice it is very close to the time they are
effectively paid to the shareholders. For unquoted shares it is the time dividend are to be paid.(*"!) Thus,
it is clearly not the time at which the final decision for distribution is taken/approved(*”?) and is in line with
principle of ex-dividend valuation of quoted shares.

e For withdrawal from the income of quasi-corporations (D.422), ESA 2010 paragraph 4.62 defines the
time of recording as ‘when they are made by the owners’. They are therefore recorded on a cash basis.

3.6.2.3. THE CASE OF INTERIM DIVIDENDS

15.As mentioned above, an ‘interim dividend’ refers to the case where the corporation makes a payment to
the shareholder during the accounting year, before the final annual result of the corporation is known.
They are described in ESA 2010 paragraph 20.207.

16.As a general rule, in line with super-dividends, interim payments made to the government by public
corporations, including the central bank, need to be assessed on a case-by-case basis to determine
whether they are recorded as property income or financial advances.

17.An interim dividend payment is recorded as property income (D.42) in national accounts if two conditions
are fulfilled. First, the amount of dividend paid is based on short-period accounts available to the public,
covering at least two quarters (thus, there must be evidence that the distributable/entrepreneurial
income (or operating surplus in business accounting as a proxy) would be able to fund the dividends).
Second, the interim dividend should be consistent with the level of distribution of dividends observed in
previous years, taking into account the trend in profitability of the company.

18.1f both conditions are not met, the interim payment is to be recorded as a financial advance (for
government, another accounts payable (F.8)). The whole dividend would then be recorded as property
income (D.42) in national accounts — being subject to the ‘super-dividend test’ — only when the final
dividend is transferred to the shareholders, which takes place only after the annual results of the
corporation are known with certainty (in the following year).

ontrarily to the case of debt securities where the yield is contractually due from the issuer, dividends are not accrued as such, as they
171y Contrarily to th f debt t here th Id tractually due fi th dividend t d h th
depend on profits and distributive policy that are uncertain or not definitive until the accounts of the year are established, audited and approved.

ere is generally a delay between the payment of a dividend and the date at which its distribution was decided. For quoted shares, the

172) There i lly a delay b h f a dividend and the d hich its distributi decided. F d sh h
market price normally includes the value of the dividend until it is paid. For unquoted shares, the only available information would be the time of
the payment to government.
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3.6.2.4. RULES TO RECORD AND PARTITION THE TRANSACTION

19.In order to decide how to partition an interim dividend between the dividend and financial components,
the amount distributed is compared to the distributable/entrepreneurial income (in practice the operating
surplus) for the period from the start of the accounting year to when it was declared. If this income is
higher than the amount distributed, the entire amount is recorded as a dividend. Any excess of the
distribution over the distributable/entrepreneurial income which has been already observed in the
published accounts(*”®) is recorded as another accounts payable of government, awaiting the final
annual result. This flow at the final assessment will be converted either as dividend, or as withdrawal of
equity in case of super-dividend.

20.The general approach for partitioning a final dividend or super-dividend between dividend and financial
components is to compare the distributable/entrepreneurial income (in practice the operating surplus) for
the relevant period less any amounts recorded as dividends relating to interim dividends paid since the
last annual dividend was paid.

21.1f the distributable/entrepreneurial income is higher than the amount distributed, the entire amount is
recorded as a dividend. Any excess of the distribution over the associated distributable/entrepreneurial
income is recorded as withdrawal of equity. As a final dividend usually relates to income earned in the
corporation’s accounting year prior to when the payment is made, this is the relevant period for the
distributable/entrepreneurial income.

3.6.3. Rationale of the treatment

22.The rationale of the recording of distributions as dividends is that they must derive from the
distributable/entrepreneurial income of the corporation, accruing in the period to which the dividend
relates. In such a case, there is a close link between the dividend payment and the accrued (current)
income of the corporation.

23.The rationale for recording super-dividends as financial transactions is to consider that super-dividends
are different in nature from dividends: whilst dividends correspond to a distribution of income, super-
dividends correspond to a distribution of the corporation's wealth, reducing the own funds of the
corporation. In the case of large payments out of accumulated reserves, there is no link with the accrued
income of the corporation during the relevant accounting year. Only the distributable/entrepreneurial
income can be distributed as property income (D.42) in national accounts.

24.The rationale behind the possibility to record an interim dividend as property income is that, under
certain conditions, based on a few criteria (the income already observed, the usual distribution ratio and
the trend in growth of profits the corporation), the interim payment may be considered a transfer of
accrued income. In this case, the recording of a property income, before the annual results are known,
does not contradict the basic statistical and accounting rules.

25.When the criteria and conditions to record a dividend at the time of interim payment are not met, this
payment is recorded as a financial advance, with reference to ESA 2010 paragraph 5.240: other
accounts receivable/payable, excluding trade credits and advances, (F.89) are ‘financial claims arising
from timing differences between distributive transactions... and the corresponding payments’. Dividends
are an example provided in ESA 2010 paragraph 5.241. The rationale to record a financial advance is
that, before knowing with certainty the annual result and the distributable/entrepreneurial income, there
is a risk that the payment may turn out to be higher than the distributable/entrepreneurial income, thus
including an element of super-dividend.

ere is generally a delay between the payment of a dividend and the date at which its distribution was decided. For quoted shares, the

173) There i lly a delay b h f a dividend and the d hich its distributi decided. F d sh h
market price normally includes the value of the dividend until it is paid. For unquoted shares, the only available information would be the time of
the payment to government.
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3.7.Impact on government accounts of transfer
of pension obligations

3.7.1. Background

1. This chapter deals with the recording of government receipts (frequently referred to as ‘lump sum’) from
a public corporation, and possibly a private corporation, in the context of a transfer of pension
obligations to government.

3.7.1.1. EMPLOYERS’ PENSION SCHEMES(*"%)

2. Institutional units, including public corporations and government, may set up specific pension schemes
for their own staff. ESA 2010 paragraph 4.89 (b) describes these schemes as a second type of social
insurance schemes aside from social security schemes (being the first type): “The second type consists
of other employment related schemes. These schemes derive from an employer-employee relationship
in the provision of pension and possibly other entitlements that are part of the conditions of employment
and where responsibility for the provision of benefits does not devolve to general government under
social security provisions.”(bold added) Under ESA 2010, the entity that is assigned with such
responsibility is designated as ‘pension manager’ (also known as ‘sponsor’), by opposition to the role of
a ‘pension administrator’, acting only on behalf of the former.

3. Such schemes may be organised separately from the parent unit (referred to as ‘autonomous’ pension
schemes in ESA 2010 paragraph 2.106) in which cases, they are seen as financial intermediates
classified in the pension funds subsector (S.129) or even in the subsector insurance corporations
(5.128). Alternatively, they may be organised directly by the employer(s) (institutional unit), under the
form of a segregated reserve, or, through accounting conventions that may require it (/them) to
recognise pension entitlements of past and present employees in their company accounts (‘non-
autonomous’ pension funds). These non-autonomous pension funds are not considered to be separate
institutional units in national accounts, and they are recorded within the employers’ institutional units.

4. Other employment related pension schemes are not treated in national accounts as social security
schemes. Therefore, the flows of contributions (by the employer and/or the employees) and benefits, as
well as associated stocks, are allocated to the pension funds’ subsector (S.12) for autonomous funds, or
to the sector in which the employer organising/managing the scheme is classified for non-autonomous
schemes.

5. Other employment related pension schemes can either be of a defined contribution type or of a defined
benefit type. For defined contribution schemes, the size of the pension liability is solely determined by
the assets held by the scheme. For this reason, a defined contribution scheme (autonomous or not) is
never underfunded or overfunded. In contrast, an autonomous defined benefit scheme may be
underfunded or overfunded. A non-autonomous defined benefit scheme may even be completely
unfunded.

6. A non-autonomous defined benefit scheme is funded if the employer builds up a segregated
reserve/assets in its own balance sheet — whether because of legal obligations, specific regulations,
contractual clauses, accounting standards or only on a voluntary basis — that might or might not reflect
the pension obligations (on an actuarial basis) against the beneficiaries pension entitlements. The
pension entitlements accrue independently from the actual reserves/assets (in national accounts). While
the risk of a non-autonomous defined benefit scheme is seen as if with the employer, which has to top
up the segregated reserve/assets to keep pace with the pension entitlement, the beneficiaries are also
potentially at risk if the employer is unable to do so. This reserve, with associated earmarked assets,
should ensure an important protection of the pension rights of the beneficiaries, notably in the cases of
merger or bankruptcy of the employer (it is considered as owned by the beneficiaries). It might be that
these earmarked assets are smaller than the pension obligation. In this case, the defined benefit
scheme is underfunded.

(** For more detail, see chapter 1.3 in this Manual and ESA 2010 chapter 17 (Social insurance including pensions).
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7. An other employment related defined benefit scheme is unfunded when the scheme does not hold
assets/reserves to specifically meet the pension obligations. Such schemes are also often labelled in
ESA 2010 as financed on a ‘pay-as-you-go’ basis (PAYG). In a PAYG scheme, the pension benefits due
in a year are financed from the accrued contributions of the same year, with possible additional
payments. In business accounting in some cases, at least for corporations that run a defined benefit
scheme for their employees (notably those quoted in a stock market) a commitment must be recognised,
e.g., a provision, as the occurrence of the payment is deemed to be certain although for an estimated
value. This is the case for IFRS and IPSAS. In other accounting standards, it may be only additional
information provided in the annual report of the corporation. ESA 2010 recognises in the core accounts
the pension liabilities (AF.63) for other employment related pension schemes for the corporations
sectors (S.11 and S.12).

8. ESA 2010 distinguishes between the ‘pension administrator’, who acts as the employer's agent in
undertaking the day-to-day administration of the pension scheme, as well as holds the schemes assets
(ESA 2010 paragraph 17.74) and the ‘pension manager’ who bears the ultimate responsibility for the
pension entitlements (ESA 2010 paragraph 17.75).

9. If the autonomous(*’®) defined benefit scheme is underfunded, a claim of pension funds on pension
managers (AF.64) is recorded, covering the gap between the present value of the pension entitlements
(AF.63) that are liabilities of the administrator and the earmarked assets (if the scheme is non-
autonomous, the manager and the administrator constitute one unique institutional unit). In the case of a
defined benefit scheme (where pensions entitlements are determined by an actuarial formula, notably
with a link to salaries), this AF.63 liability is valued as the present value of the outstanding pension
obligations of the employer (pension entitlements of the employees).

10.In the case of a defined contribution scheme, the outstanding pension obligations are per definition
equal to the market value of the investments, as the manager in this case does not take any risk on the
pension obligations.

11.There is no recording of an AF.63 liability for the employer-manager towards the households in the case
of a separate pension administrator, as the liability is on the balance sheet of the administrator.
Moreover, the net worth of the pension administrator of a pension scheme is always zero.

3.7.1.2. TRANSFER OF EMPLOYERS’ PENSION OBLIGATIONS TO
GOVERNMENT

12.As regards transfers of pension obligations to government, a typical case under discussion is a transfer
from a public or private corporation’s other employment related pension scheme.

13.For various reasons, government may take over pension obligations from employers or pension
managers. Examples include plans for (total or partial) privatisations, new stock market quotation or
when a corporation is in difficulty. Government, as the owner of public corporations (or in the context of
a support to a private corporation), may wish to improve the financial situation of the corporation by
‘cleaning’ liabilities or other obligations from its balance sheet. For instance, in the case of a planned
privatisation, investors may be reluctant to purchase the equity of a corporation encumbered with
pension obligations, notably in case of under-funding (where the assets of the scheme have a lower
value than its obligations and the employer has a commitment to bridge the gap). In the case of a private
corporation, the reason may also be to improve the situation of the corporation but possibly also to
enlarge the coverage of social security.

3.7.1.3. THE KEY ISSUE IN NATIONAL ACCOUNTS

14.At the time when government takes over the pension obligations, it receives a compensatory amount
from the corporation/pension manager in the form of the assets transferred from the administrator (in
case of an autonomous fund) and possibly additional payments. In the case of a non-autonomous fund
the compensatory amount may be the segregated reserves/assets or/and may come in another form.
This amount may be paid as a single ‘lump sum’ or in instalments over a given period of time. The
amount may be in cash or under the form of other assets, such as securities. As it is frequent that
funded pension schemes invest in government securities, the transfer to government of such assets
would reduce the government debt, through consolidation. This amount received compensates

(*"%) The autonomous or non-autonomous nature of the scheme before the transfer has no relevance for the transactions to be recorded in the
accounts of general government.
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government for becoming responsible for servicing of pensions (both for retirees of current and ex-
employees and future beneficiaries). In most cases, the conditions of the scheme will change when
government takes it over.

15.0ne case is where the pension manager of a funded scheme changes to government and the scheme
continues to be funded.

16.Another case is where the employees of the corporation will become subject to the ‘normal’ social
security scheme obligations, based on a ‘PAYG’ system instead of the other employment related
scheme they were part of before the transfer. This means that beneficiaries are moved from a funded
scheme to an unfunded scheme. Analytically, one may consider that, in exchange of the lump sum,
government takes over pension obligations that become part of an unfunded social security scheme
(therefore with no AF.63 liability under ESA 2010) whatever the nature of the scheme in which these
obligations were previously recognised.

3.7.2. Treatment in national accounts

17.When the value of the assets is equal to the value of the pension obligations, this transfer of the pension
obligation is to be considered as a financial transaction with no impact on government net
lending/borrowing (B.9), aside from the case of the transfer of non-financial assets, such as
buildings(*76). The transfer of the assets is counter-balanced by a liability. This liability is recorded as an
AF.63 toward households when the scheme transferred is not classified or merged into social security.
When the scheme transferred is classified or merged into social security, according to ESA 2010
paragraphs 20.273-20.275, this must be viewed as a financial advance (AF.89), deemed to reflect a
“prepayment of social contributions” (although the AF.89 is later reduced by miscellaneous current
transfers D.75 revenue of general government from households, and not by social contributions D.61).

18.1t might happen, although rather exceptionally, that there might be evidence, based on some public
information following consensus between experts and/or parliamentary debate, either that the net
present pension obligations of a defined benefit scheme are actually under-estimated(*’”), or that
government has not received enough assets in exchange for taking over pensions obligations, as valued
according to the generally accepted actuarial calculation methods. In such cases, the value of the AF.89
or AF.63 liability should be adjusted accordingly and any difference between this amount of liabilities
and the value of all assets, should be recorded as a capital transfer (D.99/F.89L or F.63L) with an
immediate impact on government net lending/borrowing (B.9) at inception. It would be considered in this
case that government has deliberately accepted, clearly in order to support the corporation, to enter in
an unbalanced transaction.

3.7.2.1. CASE 1 — THE PENSION OBLIGATIONS ARE RECOGNISED IN
GOVERNMENT ACCOUNTS AS AF.6 LIABILITY

19.This first case involves the transfer of the pension obligations to government, which places them in a
scheme where the beneficiaries’ entitlements are recognised in the core national accounts as an AF.6
liability in the accounts of government (which is considered as the new pension manager) either for the
full value (AF.63) of for the net asset value (AF.64).

20.1t is likely that government would in this case 1 not take over the tasks of pension administrator, and
thus the pension liability would still be classified in S.129 or S.128(*78). If the administrator is classified in
S.129 or S.128, government has replaced the corporation as ‘manager’ but is not the ‘administrator’.
Prior to the change, the fund/administrator had a claim on the corporation/manager in case of insufficient
funding of the scheme recorded under the instrument ‘claims of pension funds on pension managers’
(AF.64) in ESA 2010. The corporation’s AF.64 liability is thus assumed by government. When the
manager does not fully compensate government for this liability assumption, a capital transfer from
government to the corporation is recorded for the difference, with F.64 as counterpart.

(*"%) In case non-financial assets are transferred, there will be an impact on government net lending/borrowing (B.9) through an increase in gross
fixed capital formation at the moment of transfer, while the sale of such assets later on will reduce the deficit.

(*"y This under-estimation should, however, go beyond the generally accepted margin of error (or approximate) for such actuarial calculations.

(178 According to 2008 SNA 11.107, for the amount of the transfer, the transactions in the financial accounts in pension entitlements (F.63) are not
matched by transactions in the use of income accounts in adjustment for the change in pension entitlements (D.8) and hence solely reflected in
the financial accounts.
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21.1f government does additionally assume the role of pension administrator, then the administrator’s
assets are recorded as being acquired by government and the liabilities towards households (AF.63) are
recorded as being assumed by government, by way of transactions. A capital transfer is recorded for
any difference between the value of the assets and liabilities taken on. In this case where government
also becomes the pension administrator, there is no AF.64 liability.

22.Allin all, the basic assumption is that the market value of the assets (cash, shares, debt securities and
possibly also non-financial assets) transferred to government matches the value of the pension
obligations (recorded as AF.63) transferred (at the time of transfer). This case is evidenced by the fact
that there is zero AF.64 recognised in the system in case the pension manager and pension
administrator are separate units. The transfer of pension obligations has in this case no impact on
government net lending/borrowing (B.9).

23.However, if there is a difference between the market value of the financial assets and the value of the
liability (which is not applicable to defined contributions schemes as mentioned above), a capital transfer
(D.99) should be recorded for the difference at the time of the transfer, with an impact on net
lending/borrowing (B.9), in order to show the decrease in government net worth due to the unbalanced
transaction.

3.7.2.2. CASE 2 — THE PENSION OBLIGATIONS ARE NOT RECOGNISED IN
GOVERNMENT ACCOUNTS AS AF.63 LIABILITY AFTER THE TRANSFER

24.The second case, which is more common, is the transfer of an other employment related pension
schemes’ obligations to an unfunded scheme under the responsibility of government, in general a social
security scheme. The calculation of the obligations in the case of defined benefits (in present value
terms) must be based on the various actuarial parameters observed at the exact time of the transfer
and, in the case of defined contributions, on the value of the assets.

25. At the moment of transfer, the calculation of the pension obligations does not depend on possible future
decisions by government changing some parameters used in the calculation, such as the discount
rate.(*’?) Even if, shortly after the transfer, government would change some parameters (such as the
level of pension to be paid or the required time of contributing), for instance by aligning them on those of
the government scheme, this is considered to be an event independent from the original conditions
under which the transfer took place.

26.The other employment related pension schemes’ obligations are transformed just before the transfer of
the lump sum and recorded only in the accounts of the corporations and households through other
flow/change in classification (K.62) for the extinction of the AF.63 liability and the creation of the AF.89
liability. This does not impact government accounts. At the moment of the lump sum transfer of the
assets by the other employment related pension scheme to government, the AF.89 changes
counterparty via transactions to form a liability of government vis-a-vis households.

27.1n general, it is assumed that the ‘lump sum’(*8%) paid to government matches or will match the pension
obligations taken on by government. No AF.63 liability is recorded in government’s balance sheet but
only an AF.89 liability, equal to the value of the assets transferred as a counterpart, with no impact at the
time of the transfer on government net lending/borrowing (B.9).

28.In case the transferred assets are less than the net present value of the pension obligations, a capital
transfer of government to the corporation is recorded as explained in paragraph 18.

3.7.2.3. THE RECORDING OF TRANSACTIONS AFTER THE TRANSFER

29.After the transfer, the management of the pension scheme by government (e.g., receiving social
contributions and paying pension benefits, both recorded on an accrual basis), in general, should have
relatively little impact on government net lending/net borrowing (B.9).

30.In case 2 (transfer without AF.63 recognition), the planned ‘schedule for payments’ is recorded as a
reduction in the AF.89 liability, offset by an imputed D.759 revenue. This extinction of the AF.89 liability

(179) By definition, such a calculation over a very long period of time, as for pension entitiements which cover a significant number of decades,
gives only a picture at a given point of time. It is quite certain that the future reality would be different for many reasons but such a net present
value calculation is the only rational method to measure time equivalence of long term commitments.

(*89) In case of payment of ‘lump sum’ by instalments, as previously mentioned, government will record in its assets a receivable together with the
transferred financial assets.
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is coupled with other miscellaneous transfers (D.759) that are fixed at the moment of the transfer. These
fixed transactions (D.759/F.89) will start to deviate from the cash payments of pension benefits
(D.6211/F.2) due to actuarial assumptions at time of transfer that are deviating from the actual pension
payments. If a good actuarial estimate was made, these pension payments should roughly match the
D.75 revenue over time and hence have little implicit impact(*®') on government net lending/borrowing
(B.9) over time.

31.1t would generally not be necessary to check whether the payment of pensions to former employees of
the corporation would correspond exactly to what had been foreseen at the time of the transfer. It is very
likely that government would actually pay either more or less pension benefits as compared with the
expectation foreseen at the time of the transfer, which would have an impact on its net
lending/borrowing (B.9). This would notably occur because some parameters turned out to be different
from the assumptions at time of transfer(*?). In this case, the imputed D.759 revenue that is fixed at
inception for the life of the scheme would start to deviate from the actual D.6 payments due to
differences from assumptions made at time of transfer of obligations.

32.The B.9 in subsequent accounting periods will also be impacted by the difference between the property
income (and other income) on the transferred lump sum assets versus the imputed interest expenditure
calculated on the AF.89 liability, using an appropriate discount rate fixed at inception.

33.Indeed, for time-equivalence purposes, as the liabilities are calculated in present value terms
(expenditure in the future has a lower current value), it is necessary to reverse this situation by the time
of the effective payment of the benefits, corresponding to the gradual unwinding of the discount (ESA
2010 paragraphs 17.68 and 17.137). For this reason, interest expenditure is imputed in the non-financial
accounts of government, accruing on the AF.89 liability. In this regard, the rate of discount used for the
estimation of the pension obligations at the time of their transfer to government should be used or, as
second best, a government benchmark long-term interest rate. In making this imputation, the lump sum
can be viewed as being invested in specifically earmarked assets (e.g., escrow account) from which the
revenue would be used to increase the value of the ‘pre-paid social contributions’ (AF.89 liability).
Generally, government is benefiting from the lump sum to reduce its borrowing needs in the year of the
transfer or by buying back its own government debt. In this case, there will be a reduction in borrowing
(reducing government debt and the servicing cost of the debt) conceptually equivalent to investments in
assets. (183)

34.The recording of D.759 for the depletion of the AF.89 assets is prescribed in ESA 2010 paragraph
20.275 and hence is not open for interpretation. Nonetheless, it should be noted that there is a
consequence for the household accounts, notably for disposable income (B.6) compared to the situation
before the transfer, because D.759 expenditure is now recorded in household accounts while social
contributions and social benefits remain unchanged. The D.759 de facto takes the place of the D.8 that
was previously recorded to balance the non-financial and the financial accounts of the households in the
presence of F.63. In other words, D.8 was previously recorded depleting household saving (B.8), while
the D.6221 also impacted positively disposable income (B.6). The recording of D.759 together with the
benefit D.6211 means that the payment of pension benefits no longer impacts the disposable income of
households after the transfer takes place.

35.1n case 1 (transfer with AF.63 recognition), for defined benefit schemes, the difference between planned
and realised B.9 impact will only be due to the property income effect (see above in part 3.6.2.1), given
that the difference between planned and realised pension benefits (and social contributions) is
neutralised through D.8.

36.1n the case of the transfer of defined contribution schemes there is no subsequent impact on B.9.

3.7.3. Rationale of the treatment

37.The main references in ESA 2010 are the following:

(*8) In practice, this impact would not be observed, as the assets of the scheme (leading to property income) are absorbed with other government
assets or used to reduce liabilities and the pension payments resulting from the transfer of obligations are not necessarily distinguishable from
other pension payments.

(*82) Such as, deviation from the hypotheses used in the estimation of the future pension benefits: mortality tables, inflation, etc.

(*8%) However, as the liability covers long-term pensions, in practice, there would be a gap due to change in refinancing costs.
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e ESA 2010 paragraph 20.273: “On occasion, units may pay a lump sum to government in exchange for
taking over some of their pension obligations. Such large one-off transactions occur between a
government and another unit, usually a public corporation, often linked to the change of status of the
corporation, or to its privatisation. The government usually assumes the obligations in question in
exchange for a cash payment covering the expected net borrowing (deficit) resulting from the transfer.”

o ESA 2010 paragraph 20.274: “In concept, being an equal exchange of cash for the incurrence of an
obligation that is a liability, the transaction should not affect measures of net worth and financial net
worth, and should not alter the government net lending/borrowing (B.9). However, the pension obligation
may not appear as a liability on the balance sheet of either of the units transferring and assuming the
obligations. For example, when transferred to the government, the pension obligations may be merged
with a social security scheme for which no liability is recognised.”(*8%)

e ESA 2010 paragraph 20.275: “In this context, such a lump sum payment should be viewed as a
prepayment of social contributions. In consideration of the various arrangements observed in practice,
and in order to avoid any distortion in the calculation of some aggregates such as labour costs and
compulsory levies, the lump sum is recorded as a financial advance (F.8), a prepayment of
miscellaneous current transfers (D.75) which will be recorded in the future in proportion to the related
payments of pensions. As a result, the lump sum payment has no impact on the net lending/borrowing
(B.9) of the general government in the year of transfer of obligations.”

38.The profile over time of the D.75 revenue that depletes the AF.89 liability is to be fixed at inception,
instead of fluctuating to exactly match the actual pension payments (D.62) which would then cause the
AF.89 to be insufficient or in excess towards the end of the process. This fixed D.75 profile approach is
preferred because one cannot actually easily or precisely disentangle the D.62 paid by a scheme in a
given period from the D.62 that is covered by the lump sum, either because pension benefits contain
new rights arising from new contributions or because the lump sum did not consider the effect of
promotions or similar(*®%). Additionally, fixing the D.75 is necessary to avoid a terminal excessive or
insufficient AF.89 which would lead to a debatable D.75 correction.(*%¢) The reasons for a deviation
between actual and expected pension payments is that the pensioners live longer (or shorter) than
expected or that indexations differ from anticipation or that beneficiaries changed their careers that
changed their entitlements, amongst others.

39.Recording an AF.89 liability also corresponds with what is written in ESA 2010 paragraph 17.148: “If
government assumes the responsibility for pension provision for the employees of a non-government
unit through an explicit transaction, any payment by the non-government unit needs to be recorded as
pre-paid social contributions (F.89). There is further discussion of this type of arrangement in
paragraphs 20.27[3]to 20.275.”

40.ESA 2010 paragraph 17.149 mentions the recording of D.9 in case of transfer of obligation not equal to
the assets transferred: (...) “First, there is a transfer of pension entittements from the original pension
scheme to the new pension scheme. Second, there may be a transfer in cash or other financial assets to
compensate the new pension scheme. It is possible that the value of the transfer of financial assets is
not exactly equal to the value of the pension entitlements transferred. In that case a third entry is needed
in transactions of capital transfers to correctly reflect the changes in net worth of the two units
concerned.”

41.In case the obligations taken on by government are not recognised in its balance sheet, generally the
value of the pension entitlements will be established independently from the own accounting of the
entity, this value being deemed a reliable basis to compile a lump-sum due, so that no capital transfer
would be recorded. It is indeed assumed that such pension transfers would normally take place under a
procedure which ensures a ‘fair compensation to government. There is notably a democratic control by
Parliament, and it should be rather exceptional that a significantly insufficient compensation, largely
evidenced by independent experts, could be effectively conducted and government enter in

(**" The case of transfer to a government employer’s scheme is not explicitly foreseen in ESA 2010, as it seems unlikely because it will imply a

change in the status of the employees of the corporation.

(285) See the case where the pension obligation is valued using the accrued benefit obligation method (ABO) instead of the projected benefit
obligation (PBO) method, as described in ESA 2010 paragraphs 17.171-17.177.

(18%) More conceptually, any resulting B.9 impact should preferably be recognised from the moment the expected payments at inception start to
deviate from the actual payments, to the extent that such a deviation result from events that should otherwise also impact the B.9 of
government at the moment they are realised. Delaying such a B.9 impact until the AF.89 is fully depleted, knowing that this would happen
earlier (or later) than expected seems not correct from an accrual accounting perspective.
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‘unfavourable deals’. In addition, in most cases, the agreement of the European Commission would be
required for any reduction in the pension obligations without a corresponding equal decrease in
corporation’s assets as compensation to government, as this could be considered a source of distortion,
according to competition rules. Such unbalanced transaction will result in an immediate improvement of
the financial position of the corporation (which, as mentioned above, is generally the reason for carrying
out the operation). This would be considered a clear support from government to the corporation, which,
for reasons of transparency and economic substance, must also be recorded in national accounts.

42.Such cases of imbalance may happen, in some specific circumstances and for various reasons (for
instance, for corporations which might not fall under competition rules because of the nature of their
activity or if there is an on-going privatisation plan). Thus, there is a need to complement ESA 2010 in
this Manual as, in the above-mentioned case, the net worth of the government would be (negatively)
affected, as well as the net worth of the corporation involved in the transaction (in a positive sense).

43.As a general principle, in national accounts, when government carries out an unequal transaction, by
evidence not for ‘purely commercial reasons’, which would imply equivalence between the two legs of
the transaction, a capital transfer has to be recorded. ESA 2010 paragraph 5.21 states that in the case
of a transfer as counterpart (totally or partially) of a financial transaction, “the transaction value is
identified with the current market value of the financial assets and/or liabilities involved”. In other words,
the financial transaction for the liabilities involved is recorded for an amount higher than what was
observed from asset side (e.g., a lump sum) and includes the capital transfer component, which is
added to the effective amounts of assets exchanged between parties.

44.The recording of the imbalance is clearly described in 2008 SNA paragraph 17.188: “If government
assumes the responsibility for pension provision for the employees of a non-government unit through an
explicit transaction, a pension liability should be recorded in the balance sheet of government. If the
government does not receive matching assets in return, the difference between the increase in the
government’s liability and the assets received is shown as a capital transfer to the non-government
employer.”

45, Contrarily to 2008 SNA, ESA 2010 does not generally recognise pension liabilities in the balance sheet
of the government, notably for social security schemes or for its own unfunded defined benefit other
employment related pension schemes as they are deemed to be close to the national social security
pension scheme(s) (ESA 2010 paragraph 17.127). This is why, in the case of a transfer of a pension
scheme to a social security scheme, an AF.89 liability is recorded (instead of AF.63) in government
accounts.

46.However, in both the case of recognition of AF.63 and in the case of recognising AF.89, it may happen
that the transfer of the pension obligations results in future commitments for government and it is clear
that government has not undertaken the transaction with the aim of receiving full compensation for the
obligations taken over. It has deliberately entered into transactions in which there is, by evidence, an
unrequited element. From an economic point of view, these two cases are similar in substance.

47.Under these conditions, the national accountants, who must provide a description that is ‘optimal for
economic analysis and the evaluation of economic policy’ (ESA 2010 paragraph 1.25 (d)), must view the
codification of the liability as conventional and consider it as a rather secondary technical point. This
would be particularly important in cases where the unbalanced transaction would be considerable;
government could even decide to take over the pension liabilities from the corporation without taking any
corresponding assets or for a token value.

48.Consequently, whatever the agreed conventions in national accounts about the recording of the pension
obligations, there is no difference between 2008 SNA and ESA 2010 regarding the economic substance
of the transaction: there must be an entry for these obligations in government’s balance sheet for their
value. Thus, if the transaction is not balanced, for any reason (i.e., the pension obligations exceed the
assets received in exchange), the transaction must be adjusted (‘rebalanced’) and, under ESA 2010, the
only way to do so is to record a transfer in government accounts, whatever its codification. This will
bridge the gap between the assets received by government in the transaction and the ‘final’ amount of
liabilities recorded in the balance sheet. In national accounts, this must be recorded as a capital transfer,
with an impact on government net lending/borrowing (B.9).

49.This would be independent from any measure that government could take in the future (of which the
impact and the timing are uncertain and unpredictable at the time of the transaction) in order to cover
the gap (e.g., by increasing contributions, lowering the benefits or increasing the retirement age). There
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are other cases of recording a capital transfer only by reference to the impact on the financial position of
government as observed at the time of transaction, and not on the basis of information on possible, but
fully uncertain or quite contingent, future actions by government or future events.

3.7.4. Accounting examples (simplified)(*¢)

At the end of year t, a public corporation transfers to government AF.63 pension obligations of 1 000 related
to its current or former employees.

Case la: The transaction is balanced, and a pension liability is recognised in government accounts
after the transfer of the obligations

Government will pay future pensions from a scheme for which a pension liability AF.63 is still recognised
(and here recorded within government).

Government receives in exchange a cash amount of 1 000.

It is assumed that the discount rate is 5% and that the payments of pensions take place over a 20 year
period. The pension payments are higher in the beginning of the 20 years period and decline continuously.

In a future given year (t+20), pension expenditure (D.6221) is 53 and is paid from the assets (and
investment income on the assets) transferred in year 0 — here shown as being held as a deposit (AF.2).(1%8)

For simplicity we neglect the cost of running the scheme, related output (P.1) and service charge (D.61sc).

There is no impact on government net lending/net borrowing (B.9) from the pension payments as there is
an adjustment in non-financial accounts recorded as D.8, calculated as the difference between net social
contributions and pension payments.

The interest revenue (D.41) on government holdings (AF.2) is 3. The interest revenue(*®) is directly
compiled from usual data sources — no imputation is to be made. While the D.41 is expected by design to
match the unwinding of the discount, a difference can nonetheless arise over time when the actual interest
revenue deviates from expectations at inception.

Investment income payable on pension entitlements (D.442) and households’ social contribution
supplements (D.614) are equal to the D.41 revenue at 3 in case the expectations at inception are perfectly
held, and therefore there is no B.9 impact.

In another future given year (t+20), we assume that there are in reality deviations from the expectations.
Now the interest revenue is 1 lower than anticipated, while the pension benefit is 3 higher. Because the
pension expenditure is matched by a lower D.8 and another economic flow of the stock of pension
entittement (AF.63), only the changed assumption due to the lower property income impacts B.9 by -1
(alternative case 1a)

Year t

S13 S14 Employer

Opening balance sheet
A L A L A L

AF.2 0 AF.2 1000
AF.63 1 000 AF.63 1000

B.90 0 B.90 1 000 B.90 0

(*®) The examples are focusing on the impact on government net lending/borrowing (B.9) and or debt and do not aim to show all recordings in

total economy.

(*%8) Shown as AF.2 as a simplification to avoid having to show changes in assets or liabilities due to revaluation. In practice, the lump sum
received might rather be used to reduce government debt (and thus lower interest expenditure).

(%) or reduction in interest expenditure, when lump sum assets are instead used to redeem liabilities. By simplification it is assumed that accrued
interest is equal to paid interest.
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Financial account

AA AL AA AL AA AL
F.2 1000 F.2 -1000
F.63 with F.63 with
employer -1 000 S.14 -1 000
F.63 with F.63 with
S.14 1000 S.13 1000
B.9F 0 B.9F 0 B.9F 0

Closing balance sheet

A L A L A L
AF.2 1000

AF.63 1000 AF.63 1000

B.90 0 B.90 1000 B.90 0

Years t+20 no deviation from expectations at inception

S.13 S.14

Opening balance sheet

A L A L
AF.2 50 AF.2 1473

AF.63 50 AF.63 50

B.90 0 B.90 1523

Non-financial account

u R u R
D.442 3 D.442 3
D.41 3
D.614 3 D.614 3
D.6221 53 D.6221 53
B.6n 53
D.8 -50 D.8 -50
B.9 0 B.9 3

Financial account

AA AL AA AL
F.2 -50 F.2 53

F.63 -50 F.63 -50

B.9F 0 B.9F 3
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Closing balance sheet

A L A L
AF.2 0 AF.2 1526

AF.63 0 AF.63 0

B.90 0 B.90 1526

Years t+20 deviation from expectations at inception
S.13 S.14

Opening balance sheet

A L A L
AF.2 50 AF.2 1473

AF.63 50 AF.63 50

B.90 0 B.90 1523

Non-financial account

U R U R
D.442 3 D.442 3
D.41 2
D.614 3 D.614 3
D.6221 56 D.6221 56
B.6n 56
D.8 -53 D.8 -53
B.9 -1 B.9 3

Financial account

AA AL AA AL
F.2 -54 F.2 56

F.63 -53 F.63 -53

B.9F -1 B.9F 3

Other economic flows

A L A L

AF.63 3 AF.63 3

Closing balance sheet

A L A L
AF.2 -4 AF.2 1529

AF.63 0 AF.63 0

B.90 -4 B.90 1529
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Case 2a: The transaction is balanced and pension liabilities are not recognised in government
accounts
Government receives a cash payment of 1 000, equal to the pension obligations taken over.

The government accepts to pay future pensions, under the unfunded national social security scheme. It has
been agreed that the pension obligations have a net present value (NPV) of 1 000 at the moment of
transfer.

It is assumed that the discount rate is 5% and that the payments of pensions take place over a 20 years
period. The pension payments are higher in the beginning of the 20 years period and decline continuously.

In a future given year (t+20), pensions benefits (D.6211) expenditure to the beneficiaries are 53, equal to
what was expected at the time of the transfer (recorded as D.75 revenue).

The interest revenue (D.41) in year t+20 on government holdings (AF.2 vis a vis a bank that is not shown) is
3.

While interest expenditure being the discount rate (fixed at inception) needed to reverse the NPV amounts
recorded at the moment of transfer into actual benefits paid is set at 33 in this case where the expectations
at inception are perfectly held, and therefore there is no B.9 impact.

In another future given year (t+20), we assume that there are in reality deviations from the expectations.
Now the interest revenue is 1 lower than anticipated, while the pension benefit is 3 higher. Because the
pension benefit and the interest revenue are now changed while the D.75 remains fixed at 53 the B.9
impact is now -4. (alternative case 2a)

By simplification, it is assumed that the divergence between the D.4 revenue and D.4 expenditure only
appears in year t+20 and that accrued interest is equal to paid interest.

Year t

S13 S14 Employer

Opening balance sheet

A L A L A L

AF.2 0 AF.2 1000
AF.63 1000 AF.63 1000

B.90 0 B.90 1 000 B.90 0

Other changes in volume of assets account (K.62)

AA AL AA AL AA AL
AF.63 -1 000 AF.63 -1 000

AF.89 1 000 AF.89 1000

B.102 0 B.102 0 B.102 0
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Financial account

AA AL AA AL AA AL
F.2 1000 F.2 -1000
F.89 with F.89 with
employer -1 000 S.14 -1 000
F.89 with F.89 with
S.14 1000 S.13 1 000
B.9F 0 B.9F 0 B.9F 0

Closing balance sheet

A L A L A L
AF.2 1000

AF.89 1000 AF.89 1000

B.90 0 B.90 1000 B.90 0

Years t+20 no deviation from expectations at inception

S.13 S.14

Opening balance sheet

A L A L
AF.2 50 AF.2 1473

AF.89 50 AF.89 50

B.90 0 B.90 1523

Non-financial account

U R U R
D.41 3 D.41 3
D.41 3
D.6211 53 D.6211 53
D.75 53 D.75 53
B.6n 3
B.9 0 B.9 3

Financial Account

AA AL AA AL
F.2 -50 F.2 53

F.89 -50 F.89 -50

B.9F 0 B.9F 3
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Closing balance sheet

A L A L
AF.2 0 AF.2 1526

AF.89 0 AF.89 0

B.90 0 B.90 1526

Years t+20 deviation from expectations at inception
S.13 S.14

Opening balance sheet

A L A L
AF.2 50 AF.2 1473
AF.89 50 AF.89 50
B.90 0 B.90 1523
Non-financial account
U R U R
D.41 3 D.41 3
D.41 2
D.6211 56 D.6211 56
D.75 53 D.75 53
B.6n 6
B.9 -4 B.9 6

Financial Account

AA AL AA AL
F.2 -54 F.2 56

F.89 -50 F.89 -50

B.9F -4 B.9F 6

Closing balance sheet

A L A L
AF.2 -4 AF.2 1529

AF.89 0 AF.89 0

B.90 -4 B.90 1529

Case 1b: The transaction is not balanced, and pension liabilities are recognised in government
accounts

Under the same operation as in case 1a, for 1 000 of pension liability, government receives in exchange a
cash amount of 600. The exchange of the cash asset for taking on its balance sheet the higher AF.63
liability is reflected as the unbalanced part: government makes a capital transfer of 400 to the public
corporation.
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This sets off a chain of unwinding asset/liability positions between the corporation and households resulting

in government taking on its balance sheet an additional AF.63 liabilities of 400 and a B.90 of -400 after the
transfer

The difference with the balanced cases is that AF.2 is exhausted before the 20th year and the government
need to issue debt (AF.3 in the example) to finance the pension benefit.

In year t+20 the accrued interest on these debt securities impacts the B.9 for 49, while interest revenue is 0
due to the government holdings being fully depleted. Property income (D.442) expenditure related to the
reversal of the NPV of the pension liability (AF.63) remains fixed at 3 impacting B.9 for -52 after the transfer.
In year t+20, this has accumulated to a B.90 of -1081.

Year t

S13 S14 Employer

Opening balance sheet

A L A L A L

AF.2 600
AF.63 1000

AF.63 1000

B.90 0 B.90 1000 B.90 -400

Non-financial account

U R U R U R
D.99 400 D.99 400
B.90 -400 B.90 0 B.9 400

Financial account

AA AL AA AL AA AL
F.2 600 F.2 -600
F.63 with
employer -1 000 F.63 -1 000
F.63 with F.63 with
S.14 1 000 S.13 1000
B.9F -400 B.9F 0 B.9F 400

Closing balance sheet

A L A L A L
AF.2 600

AF.63 1000 AF.63 1000

B.90 -400 B.90 1000 B.90 0
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Years t+20

S.13 S.14

Opening balance sheet

A L A L
AF.2 -44 AF.2 1473

AF.3 935

AF.63 50 AF.63 50

B.90 -1 030 B.90 1523

Non-financial account

U R U R
D.442 3 D.442 3
D.41 0
D.41 49
D.614 3 D.614 3
D.6221 53 D.6221 53
B.6n 53
D.8 -50 D.8 -50
B.9 -52 B.9 3

Financial account

AA AL AA AL
F.2 -102 F.2 53
F.2 from F.3 97 | F.3 97
F.63 -50 F.63 -50 | B.9F 3
B.9F -52

Closing balance sheet

A L A L
AF.2 -49 AF.2 1526
AF.3 1032
AF.63 0 AF.63 0| B.90 1526
B.90 -1081

Case 2b: The transaction is not balanced, and pension liabilities are not recognised in government
accounts

Government receives cash payment of 600 in return for taking on its balance sheet the pension obligations
of 1 000. A capital transfer is recorded for the gap. Otherwise, the outset is the same as in case 2a.

The AF.89 liability is not equal to the assets received in the transaction. This has an impact on government
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net lending/borrowing (B.9) in the year the transfer takes place. The difference with the balanced cases is
that AF.2 is exhausted before the 20th year and the government need to issue debt (AF.3 in the example)
to finance the pension benefit.

In year t+20 the accrued interest on these debt securities impacts the B.9 for 49, while interest revenue is 0
due to the government holdings being fully depleted. Interest expenditure related to the reversal of the NPV
of AF.89 remains fixed at 3, thus impacting B.9 for -52 after the transfer and resulting in an accumulated
B.90 of -1081.

Year t

S13 S14 Employer

Opening balance sheet

A L A L A L
AF.2 600
AF.63 1000 AF.63 1000
B.90 0 B.90 1000 B.90 -400

Non-financial account

U R U R U R
D.99 400 D.99 400
B.9 -400 B.9 0 B.9 400

Other changes in volume of assets account (K.62)

A L A L A L
AF.63 -1 000 AF.63 -1000
AF.89 1000 AF.89 1 000
B.102 0 B.102 0 B.102 0

Financial account

AA AL AA AL AA AL
F.2 600 F.2 -600
F.89 with F.89 with
employer -1 000 S.14 -1 000
F.89 with F.89 with
S.14 1 000 S.13 1000
B.9F -400 B.9F 0 B.9F 400

Closing balance sheet

A L A L A L
AF.2 600

AF.89 1000 AF.89 1000

B.90 -400 B.90 1000 B.90 0
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Opening balance sheet

A L A L
AF.2 -44 AF.2 1473

AF.3 935

AF.89 50 AF.89 50

B.90 -1 030 B.90 1523

Non-financial account

U R U R
D.41 3 D.41 3
D.41-AF.3 49 | D.41 0
D.6211 53 D.6211 53
D.75 53 D.75 53
B.6n 3
B.9 -52 B.9 3

Financial account

AA AL AA AL
F.2 -102 F.2 53
F.2 from F.3 97 | F.3 97

F.89 -50 F.89 -50

B.9F -52 B.9F 3

Closing balance sheet

A L A L
AF.2 -49 AF.2 1526

AF.3 1032

AF.89 0 AF.89 0

B.90 -1 081 B.90 1526
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3.8. Impact on government accounts of
transfer of decommissioning costs

3.8.1. Background

1. Decommissioning is an operation consisting of dismantling (uninstalling) a production/industrial site in
order to clean it up so that it, or the land underneath or surrounding it, becomes available for future use.
The aim may be to re-use the buildings and/or other installations or to totally transform the site for other
purposes (for instance, into a park).

2. This chapter mainly concentrates on the recording of decommissioning in cases where an asset to be
decommissioned is transferred to government, which will take over the future cost of the
decommissioning. This is a different case from the one where government owns an asset, from
inception, which needs to be decommissioned in the future. There are several examples of these
situations, such as ‘experimental’ equipment (for instance in the nuclear field), military bases,
laboratories, other ‘critical’ installations, etc. It is also different from the case of a public corporation that
holds only assets to be decommissioned and would be reclassified in the general government sector as
soon as it would no longer meet the criteria to be a market unit, which will occur, at the latest, when the
unit is no longer engaged in a productive activity (for instance a power station disconnected from the
electricity network).

3. This chapter also deals with contributions to decommissioning funds that are classified inside general
government. These funds encompass any type of assets intended specifically to cover the expenditure
necessary for decommissioning installations and are typically managed by a dedicated body that has
independence in its decisions from the contributors to the fund, which may be public or private entities.

4. The following assets can be subject to decommissioning: nuclear power stations, oilrigs, mines,
quarries, complex industrial factories (chemical, refineries, etc.), landfills sites, etc. This list is not
exhaustive. For some assets, the decommissioning work may take place over a number of years. This is
particularly the case for nuclear installations, where existing levels of radioactivity prevents any major
intervention on the core (reactor) until a significant decline is reached. In other cases, the operations
may be carried out over a relatively short period.

5. The costs may vary between being rather negligible compared to the initial value of the fixed assets to
being very substantial, especially where environmental protection is necessary. In practice, a
decommissioning project may also contain significant costs that are associated with long-term waste
management activities: e.g., often, in the case of nuclear plants, the cost of subsequent treatment and/or
storage of nuclear waste material (i.e., after it is safely removed from the site) could be added to the
total cost of the project. The combined cost of decommissioning and long-term waste management
activities are referred to in this document as decommissioning costs for simplicity.

6. In general, such production sites are typically owned by corporations considered as market producers,
classified in the non-financial corporations sector (S.11), which are also responsible for the termination
(decommissioning) costs without any direct government financial involvement. For some of them
(notably when they are quoted corporations), the business framework and accounting requirements may
oblige them to set up provisions — although the need for future expenditure is certain, the exact
amounts are uncertain and will be based on estimates. Due to possible spill over effects, there may also
be specific international arrangements in the case of some productive areas, such as the nuclear one.

7. Government may be involved in decommissioning in various ways. A government unit may own such
assets from the beginning of their service life or may acquire them later through different ways.
Government may also finance decommissioning costs for assets owned by corporations, through grants,
when the costs are considered significant or because of other reasons, such as the responsibility of
government in environmental protection.

8. Government may also require the constitution of special funds in anticipation of the future
decommissioning of facilities owned by the non-financial corporations sector. These funds may be even
placed under the responsibility of government to ensure their availability and sufficiency. Contributions to
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the funds can be made on a regular basis (e.g., annual payments) or by means of a one-off ‘lump-sum’
payment. Responsibility for potential future shortages of the fund will depend upon the country’s legal
and regulatory framework.

3.8.1.1. OVERVIEW OF THE TREATMENT IN NATIONAL ACCOUNTS

9. Provisions for decommissioning costs were introduced in 2008 SNA and ESA 2010. Recognising
practical difficulties in the general application of the 2008 SNA approach, the Manual on the changes
between ESA 95 and ESA 2010 has recommended a practical approach.

10.The practical approach implies that decommissioning costs can be reflected in consumption of fixed
capital (P.51c) at the end of the operating life of the asset (at the moment when the actual expense
occurs). As an alternative, the estimated decommissioning costs can be reflected in consumption of
fixed capital over the operating period of the asset, which is the theoretical approach of the SNA, if
reliable information is available. Both treatments are accepted.

11.ESA 2010 paragraph 3.129 (h) states that terminal costs, i.e., large costs associated with disposal, e.g.,
decommissioning costs of nuclear power stations or clean-up costs of landfill sites, are considered gross
fixed capital formation (GFCF, P.51g) in the period in which they actually take place. It might, however,
be rather arbitrary to determine a threshold for such ‘large’ costs. Consequently, it is not recommended
to consider the value of decommissioning costs as an operational criterion for their classification as
GFCF, as this could reduce the comparability of data across EU Member States. Instead, a criterion
based on the expected period needed for the decommissioning, i.e., ‘less or more than one year’, could
be an acceptable proxy by which to decide whether to record costs related to decommissioning activity
as GFCF. However, as a possible exception, there might also be cases where significant
decommissioning expenditure could be carried out in less than one year, but still be considered GFCF.

12.Costs, which do not qualify as decommissioning costs, should not be treated as GFCF but, in general,
as intermediate consumption (P.2).

3.8.2. Treatment in national accounts

3.8.2.1. TRANSFER OF ASSETS TO GOVERNMENT

13.The transaction in GFCF must be recorded for the observed amount. If the asset is transferred for free,
the increase in GFCF of government would be compensated by capital transfer (in kind), with no impact
on government net lending/borrowing (B.9).

14.When an asset is transferred to government, in principle the liabilities associated to its decommissioning
are also included in the transfer. The transfer may consequently be accompanied by a lump sum or
sequence of lump sums to government.

15.1f government is given a lump sum deemed to cover some future decommissioning costs, this amount
should be recorded as a financial advance to government, not as government revenue. The original
owner of the transferred asset will no longer have involvement in the future decommissioning and, thus,
it compensates government by anticipation for taking this responsibility. The transfer of the financial
assets in the ‘lump sum’ corresponding to the dedicated accumulated reserve, is a financial transaction,
with a matching entry in other accounts payable (F.8).

16.Whenever available information is deemed reliable, a comparison between the estimated
decommissioning costs and the lump sum received should be performed at inception.

17.1t might be the case that the net present decommissioning obligations are under-estimated; hence,
government receives insufficient assets in exchange for taking over decommissioning obligations, as
valued according to the generally accepted calculation methods. In such cases, the above-mentioned
AF.8 liability is increased to the correct value and the difference between this and the value of assets
transferred is balanced through a D.99 capital transfer with an immediate impact on government net
lending/borrowing (B.9). It is considered that government has deliberately, in order to support the
corporation, entered into an unbalanced transaction.

18.When government carries out decommissioning expenditure, it is recorded as financing it via the
dedicated reserve, which, here, means via a reduction of the other accounts payable (F.8) until the total
depletion of the amount. As the lump sum takes the form of a discounted value (i.e., taking into account
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the fact that the expenditure occurs over a period of time), there is a need to revalue it adequately —
through property income.

19.As a consequence, and similarly to the case of transfer of pension obligations, once the expenditure
associated with the decommissioning begins, the impact on government net lending/borrowing (B.9) will
be neutralised by a notional entry (revenue) for government. Such revenue will be either recorded as a
capital transfer (D.99) receivable (for capital expenditure related to the assets) or as a current transfer
(D.75) receivable (for intermediate consumption expenditure), identical to the amount of
decommissioning expenditure. The fact that the former asset owner (corporation) may have disappeared
at this time does not prevent the implementation of the neutralisation rule given above. Thus, when the
reserve (AF.8) has been extinguished there should be a negative impact on government net
lending/borrowing (B.9).

3.8.2.2. PAYMENTS TO GOVERNMENT WITH NO OTHER TRANSFER OF ASSETS

20.1t may be the case that government receives payment(s) in exchange for assuming the future
decommissioning obligations, but the ownership of the facilities involved does not change.

21.1t may also be the case that there is a regulatory environment under which the asset operators
contribute on a regular basis to an independently managed fund, typically under strict provisions defined
by government such that it is de facto in control of the fund. The objective of such a framework is to
ensure that the funds will be available when needed, whether or not the responsibility for the
decommissioning activities remains at the operators’ side.

22.In both cases, the accounting treatment may be assimilated to the situation when an asset (e.g., a
nuclear power plant) is also transferred to government, although in this case, the asset relates to the
cash or other financial assets received and not to the facility itself.

23.As mentioned above, if the owner provides to government a lump sum (or a sequence of payments)
deemed to cover some future decommissioning costs, this amount is recorded as a financial advance to
government. The transfer of the financial assets is a financial transaction, with a matching entry in other
accounts payable (F.8). When the transfer of funds implies a transfer of the responsibility to perform the
decommissioning activities and the available information is deemed reliable, a comparison at inception
between the estimated decommissioning costs and the lump sum received (in case of one-off payment)
or to be received (in case of sequential payments) should be performed.

24.When the transfer of funds from a company to a dedicated fund does not imply a transfer of
responsibilities (e.g., in case of cash accumulated by a top-up guarantee fund), the amounts in question
are recorded as financial advances. Later withdrawals from this fund will enter the financial accounts.

3.8.3. Rationale of the treatment

25.There is a strong analogy with the case of the transfer of pension obligations, although generally the
estimated future costs are more reliable in the case of pension liabilities (see chapter 3.6 of this
Manual). Thus, a similar rationale (ESA 2010 paragraphs 20.273 and 20.274) may be used, i.e., that if
the transaction is considered as an equal exchange of financial assets against an obligation that is a
liability, then ‘the transaction should not affect measures of net worth and financial net worth’. An
identical situation exists concerning the rules in respect to the ESA 2010 asset/liability boundary. As the
decommissioning liabilities are not recognised in national accounts as a reserve-provision item, they can
only be recorded as other accounts payable (AF.8).

26.In national accounts, for global consistency (‘quadruple entry’ principle), the payable in the government
sector must be counterbalanced by the recording of a receivable in the non-financial corporations sector.
If the previous owner of the asset is no longer an institutional unit, due to liquidation, merger/acquisition,
etc. (even when the successor entity does not recognise such an account receivable asset in its
commercial accounting balance sheet) the receivable continues to be recorded in the accounts of the
sector as a notional unit of that sector. Although it may be difficult for statistical compilers to collect data
for such imputations from their usual data sources, it is a necessary part of the recording.
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3.8.4. Accounting example (simplified)

27.Just before the end of year t, government implements a new energy policy that foresees a nuclear shut-
down in 5 years. It estimates that the cost of decommissioning all the nuclear power plants would total
EUR 25 billion. Initially, the energy companies were considered liable for the process. Government
considers that this is a risk that is too high for private energy producers to manage and decides to take
over their nuclear-related obligations in exchange for EUR 20 billion (which is the amount the energy
companies had constituted in accounting provisions at the date of the agreement).

28.At the same time, government creates the Nuclear Waste Disposal Fund to address the future costs of
safe disposal of radioactive materials generated by commercial nuclear energy production. The fund
receives the EUR 20 billion in cash from the energy companies. The management board of the fund
approves a strategy of investing in financial assets with very low volatility while obtaining a long-term
return of 1.7 %, such that the transfer has an implied value of EUR 23 billion (instead of EUR 20 billion).

29.The decommissioning and waste management activities begin right after the shut-down of the facilities
(at end of year t+5). For simplicity we assume it is completed in a year and that there is an inflation rate
of 0 %. Cash inflows over t+1 to t+5 comprise the interest on the financial assets.

Government cash-flows € m
Yeart t+1 t+2 t+3 t+4 t+5 t+6
20 000 340 346 352 358 364 —25 000

Interest accretion and final balance (rounded) AF.89 € m
Yeart t+1 t+2 t+3 t+4 t+5 Final
23 000 390 394 402 408 406 25 000
Net present value of the future decommissioning costs is (in € m):

NPV: €25 000/ (1+1.7 %)5 = €23 000

Year t

General government Corporations

Non-financial account

U/AA R U/AA R
D.99 3 000 D.99 3 000
B.9 -3000 B.9 3 000

Financial account

AA AL AA AL
F.2 20000 | F.8 23 000 F.2 -20 000
F.8 23 000

B.9F -3 000 B.9F 3 000
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Closing balance sheet

A L A L
AF.2 20 000 | AF.8 23 000 AF.2 -20 000
B.90 -3 000 AF.8 23000 | B.90 3000

Non-financial account

U/AA R U/AA R
D.4 390 | D.4 340 D.4 390
B.9 -50 B.9 390

Financial account

AA AL AA AL
F.2 340 | F.8 390 F.8 390
B.9F -50 B.9F 390

Closing balance sheet

A L A L
AF.2 20 340 | AF.8 23390 AF.2 -20 000
AF.8 23 390

B.90 -3 050 B.90 3390

Non-financial account

U/AA R U/AA R
D.4 406 | D.4 364 D.4 406
B.9 -42 B.9 406

Financial account

AA AL AA AL
F.2

364 | F.8 406 F.8 406
B.9F -42 B.9F 406
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Closing balance sheet

A L A L
AF.2 21760 | AF.8 25000 AF.2 -20 000
AF.8 25 000
B.90 -3 240 B.90 5000

Non-financial account

U/AA R U/AA R
P.51g 25000 | D.99 25000 D.99 25000
B.9 0 B.9 -25 000

Financial account

AA AL AA AL
F.2 -25000 | F.8 -25 000 F.8 -25 000
B.9F 0 B.9F 25 000

Closing balance sheet

A L A L
AF.2 -3240 | AF.8 0 AF.2 -20 000
AF.8 0

B.90 -3 240 B.90 -20 000
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3.9. Annex: selected ESA 2010 transactions

3.9.1. Payments by public corporations to government

1. Other taxes on production (D.29)

This category includes all taxes that enterprises incur as a result of engaging in production. They may
be payable on land, fixed assets or labour employed in the production process or on certain activities or
transactions. They account for a significant part of payments from corporations to government.

2. Current taxes on income and wealth (D.5) and capital taxes (D.91)

In general, it should be clear what is a tax, and public corporations pay taxes as other units do.
However, for classification issues, the government’s role levying taxes might conflict with its role as the
owner of the public unit, such that it is more appropriate to treat a payment of tax as a withdrawal of
equity. This is more likely to apply to taxes on transactions initiated by government.

Relevant examples are the cases of large payments related to privatisation, and large payments related
to exceptional sales or revaluations of foreign asset reserves.

3. Miscellaneous current transfers (D.75)

This category includes payments for fines and penalties unless they are undistinguishable from
taxes(*°).

4. Dividends (D.421)

Dividends arise from ownership of a unit. They apply here to payments from the unit to government that
are funded from the unit's income. In ESA 2010, dividends do not apply to payments funded by asset
sales, capital gains or reserves accumulated over several years (with the exception of those which are
foreseen for smoothing of dividends), even if they are called dividends in the accounts of the unit. These
should be recorded as withdrawals of equity in F.5. See chapter 3.6 on the notions of income and
dividends.

5. Other capital transfers (D.99)

Capital grants are unrequited payments and so it is difficult to envisage circumstances in which D.99
would be appropriate for the classification of a payment from a market unit to government as
corporations are not supposed to give their money away in return for nothing. ESA 2010 lists, among
others, the following possibilities:

e ESA 2010 paragraph 4.165 (h) Major payments in compensation for extensive damage or injuries not
covered by insurance policies (except payments by general government or by the rest of the world to the
owners of capital goods destroyed or damaged by acts of war, other political events or natural disasters
(floods, etc.)). The payments are awarded by courts of law or settled out of court (see ESA 2010,
paragraph 4.165 (h)). Examples are payments of compensation for damage caused by major
explosions, oil spillages, the side-effects of drugs, etc.;

o ESA 2010 paragraph 4.165 (i) Extraordinary payments into social insurance funds made by employers
(including government) or by government (as part of its social function), in so far as these payments are
designed to increase the actuarial reserves of those funds. This option requires the existence of an
actual fund of assets to finance the social benefits, with assets and liabilities recorded in AF.6. It would
not apply to unfunded social insurance schemes run by government; return of funds by the original
debtor to government on previously called guarantee (to be tested by the super-dividend test as stated
in ESA 2010 paragraph 20.259).

6. Standardised guarantees schemes (F.66)

Provisions for calls under standardised guarantees (F.66) include the amounts of expected losses that
government is expecting in the context of the guarantees given under such schemes. The counterpart is
a capital transfer, see chapter 7.4 Government guarantees.

(**) Fines and penalties can also be treated as capital transfers (see section, 2.7.2).

Manual on Government Deficit and Debt 212




General government and entities controlled by government E-

This includes actual repayment of lending and imputed repayments associated with debt cancellation. In
most cases debt cancellation should be recorded as a transaction in F.4. The counterpart is usually a
capital transfer from government (D.99), except when privatisation is imminent: the counterpart is a
transaction in equity (F.5).

7. Loans (F.4)

In some cases, a debt write-off is recorded in other changes in volume not elsewhere classified (K.5). It
could be recorded in changes in sector classification and institutional unit structure (K.61) but only if the
write-off is associated with appearance and disappearance of units.

8. Other equity (F.519)
Withdrawal of equity

This includes significant one-off payments made to government when the payment is funded by the
liquidation of assets such as drawing on accumulated reserves; sales of financial or non-financial
assets; or realised capital gains. It excludes those payments that are to be classified as dividends.

Payments to government that arise from significant sales of assets at the request of government, or as
part of a government policy, should be recorded as withdrawals of equity rather than as dividends or
other non-financial transaction.

The classification is appropriate even when the public accounts of the unit describe the transaction as
something else such as a dividend or, in some circumstances, a tax.

This treatment applies to indirect privatisation (see chapter 5.2 Sales of financial and non-financial
assets). Privatisation receipts in national accounts are treated as the sale of the government’s equity in
exchange for another type of financial asset (in general liquid assets). Following this logic, the
privatisation receipt as such does not improve the government net lending/borrowing (B.9) but modifies
its financing. The government’s new liquid assets could go towards reducing the government debt, either
directly by repurchasing government debt securities, or indirectly by reducing the need for new debt
issuance.

In order to ensure consistency and transparency, this treatment of direct privatisation is extended to
indirect privatisation where government equity is sold through an intermediary — usually a head office
— and the proceeds of the sale are passed on to government. This applies whatever is the legal form of
this repayment to the government: dividend, tax, transfer, etc.

To be consistent with the sale of financial assets the treatment also applies to the indirect sale of
significant non-financial assets (with no impact on net lending/borrowing (B.9)).

Withdrawals of equity in kind

The case of payments in kind to government is difficult because of the conflicting desire to be consistent
with both the treatment of the indirect sale of non-financial assets (treated as F.5) and the desire for
symmetry with payments in kind by government to a public corporation (see D.9 below).

When the transfer of assets between public corporations and government is associated with other
restructuring and changes in functions and responsibilities, it is appropriate to record the transfers in
kind as a change in classification and structure (K.61), in the other changes in volume of assets account.

Withdrawals of equity from central bank

The classification F.5 also applies to some transactions between government and central banks. This is
because central bank assets are treated in national accounts as public property. For example, a fall in
the central bank’s gold and foreign exchange reserves would reduce the value of government’s equity in
the central bank.

9. Changes in sector classification and institutional unit structure (K.61)

This is appropriate when units are created, closed down, or merged; or when there is a significant
change in the functions and responsibilities of units that cannot be recorded adequately in the
transaction accounts. This category also applies when assets revert to government ownership after a
period during which the public corporation has been allowed to exploit them (see chapter 6.3 on
contracts related to fixed assets, such as concessions).
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3.9.2. Payments by government to public units

10. In several of these cases it is important to consider whether government is making payments to
increase its investment in financial assets, as any rational investor might do, or whether it is seeking to
support particular types of economic activity. The phrase ‘capital injection’ is often used to describe
large payments from government to public corporations. It is not a national accounts concept. In
national accounts, it could be either a capital transfer, a transaction in equity or a partition of the two.

11.Subsidies (D.3)

These are regular payments by government to reduce prices charged by the unit and cover losses. It is
inappropriate to consider such payments as injections of equity (F.5) because they fund current
expenditure and they are often paid conditionally on the unit behaving in a particular way, such as
charging low prices, which can reduce the value of the equity.

12.0Other current transfers (D.7)

Abnormal pension charges would be in miscellaneous current transfers (D.75), see ESA 2010
paragraph 4.138 (b).

13.Investment grants (D.92)

This applies to all unrequited payments to public units conditional on the funds being used for fixed
capital formation rather than current expenditure.

Capital expenditure financed by government payments results in an increase of the value of
government’s equity in the public corporation at inception. However, this is not a reason for classifying
the payment as an injection of equity (F.5), see ESA 2010 paragraph 20.200, notably because there is
no certainty that the value of the government’s equity will increase by the same amount. The capital
formation may be used by the corporation to implement the government’s economic and social policies
(for example building railway lines or hospitals) rather than to increase profitability. In other words, it is
important to consider government’s objectives when making ‘capital injections’ into a public corporation.

‘Capital injections in kind’ are when government transfers the ownership of fixed capital assets from
itself to a public corporation (see chapter 3.3 Capital injections into public quasi-corporations and section
3.3.2 Treatment in national accounts). Straightforward gifts of fixed assets by government to a
corporation should be rearranged as investment grants, with corresponding amounts recorded as
acquisition of the asset under gross fixed capital formation. This has no impact on government net
lending/net borrowing (B.9).

In more complicated cases, where the injection in kind is associated with other restructuring of assets
and liabilities and, perhaps the creation of new units, it is better to record the outcome in the other
changes in the volume of assets account (K.5) or changes in classification and structure account (K.61)
according to the provisions related to these flows. This also leaves government net lending/net
borrowing (B.9) unchanged.

14.0Other capital transfers (D.99)
ESA 2010 paragraph 4.165 identifies that D.99 is appropriate in the following cases:
e compensations for damage;
e payments to cover losses made over several years or exceptional losses;
e counterparts to the cancellation of debts except when part of a privatisation (recorded in F.5).

Item D.99 is also relevant for the acquisition of financial assets by government in cases where the
transactions are not undertaken at market prices but are undertaken primarily to support the unit. For
example, government might buy bad debts or give soft loans or grant income contingent loans (see
chapter 4.8). In such cases, it is necessary to estimate the difference between the market value of the
financial assets acquired and the price paid by government. This difference is recorded as a capital
transfer from government to the unit. In effect, the payment by government is treated partly as an
acquisition of financial assets and partly as a gift. This treatment is often appropriate for financial
defeasance structures set up to rescue banks.
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When classifying payments to public units as loans it is important to examine the likelihood of repayment
and the commercial arrangements for repayment and payment of interest. In cases where repayment is
uncertain, it might be more appropriate to record the loans as capital transfers or, where the interest
payments are not fixed, to record them as the acquisition of other equity.

15.Loans (F.4)

16.Equity and investment fund shares or units (F.5)

Acquisition of equity in public corporations — this category excludes any payment conditional on the
acquisition of fixed capital and payments in kind: these should be recorded as investment grants. An
important characteristic of an injection of equity is that the public unit should have freedom to use the
funds in the way it thinks best to increase the value of the business. There are three cases:

Government is the only shareholder in the public unit

Equity (F.51) might be appropriate for the classification of some payments by government to the unit but
only if strict conditions apply. The payments must be made for financial reasons with the same
objectives that a private investor would have when investing in a business.

In other words, government must expect to earn a market rate of return, through either higher dividends
from its investment or higher equity value. Payments to the unit for other purposes (for example, to
cover losses) must be classified as capital transfers.

Government and some other units are partners in ownership

Some payments by government might entitle it to a larger share of the unit and its future profits. If the
unit were run in a commercial way so that the government would earn a return on its investment,
classification as F.5 would be appropriate.

If the objective of the increase in the government’s shareholding would not provide financial benefits,
perhaps because the unit's objectives are to support government’'s economic and social policies rather
than profit making, classification as a capital transfer would be more appropriate.

Government owns tradable shares in the public unit

If the government acquires tradable shares for its payment, which it could immediately sell for the price
paid, then classification as the acquisition of shares is correct.
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3.10. Keywords and accounting references

Capital transfers

Capital transfers in kind

Changes in classification and structure
Consumption of fixed capital for terminal costs
Corporate restructuring

Debt cancellation, assumption of liabilities
Dividends

Entrepreneurial income

Equity

Equity capital

Financial transactions

Institutional unit

Investment grants

Net worth

Non-monetary transactions

Other accounts receivable/payable
Other capital transfers

Own funds

Persistent losses

Property income

Quasi-corporations

Subsidies

Terminal (e.g., decommissioning) costs
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ESA 2010, 4.145-4.167
ESA 2010, 4.146

ESA 2010, 6.17-6.20
ESA 2010 3.139

ESA 2010, 6.19-6.20
ESA 2010, 5.36-5.39
ESA 2010, 4.53

ESA 2010, 8.26-8.28
ESA 2010, 5.141 and-5.167
ESA 2010, 5.148

ESA 2010, 5.17, 5.19-5.22, 5.32-5.35
ESA 2010, 2.12

ESA 2010, 4.152-4.163
ESA 2010, 7.01

ESA 2010, 1.70

ESA 2010, 5.230-5.244
ESA 2010, 4.164-4.167
ESA 2010, 7.07

ESA 2010, 4.35 (c), 4.61
ESA 2010, 4.41

ESA 2010, 2.13

ESA 2010, 4.30

ESA 2010 3.129 (h)
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4.1.0verview

1.

eurostat® Manual on Government Deficit and Debt

This part concerns the recording of relations between government and the national central bank
(NCB), and between government and other financial institutions in the context of public support
for them.

Some NCBs have been observed making significant payments to government. When they are
recorded as non-financial transactions they reduce the government net lending/borrowing (B.9). It
is not always easy to determine whether such transactions are non-financial or financial
transactions because government is in a sense the owner of the national central bank and so can
influence it to undertake transactions with the objective of reducing the government net
lending/borrowing (B.9). A key issue is in determining whether government receipts from the NCB
that are labelled as dividends or taxes should be recorded in national accounts as withdrawals of
equity because that reflects better the economic reality (but does not improve the government net
lending/borrowing (B.9)).

. Government support for financial institutions in times of severe financial crisis is not covered by

this Manual but is subject to separate recording conventions developed by Eurostat. Cases of
financial support outside of such times, sometimes referred to as ‘financial defeasance’ are dealt
with in chapter 4.5.
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4.2.Payments between the central bank and
government

4.2.1. Background

1. The management of asset portfolios and interventions in foreign exchange markets for monetary policy
purposes may generate capital gains for central banks, which are liable to be distributed to general
government, generally in the form of dividends. The amounts involved may sometimes be very large.

2. Capital gains are not income in national accounts and therefore payments to government financed out of
capital gains cannot be recorded as property income. This chapter describes how the recording of
capital gains made by the central bank as property income in the government accounts should be
avoided. It also states that the rules on capital injections when government makes a payment to the
central bank. Such payments by government may be made to cover losses made by the central bank.
Capital losses may occur due to foreign exchange holding losses. Operating losses may exceptionally
occur due to the fact that interest and other operating income do not cover operational costs made by
the central bank.(*%?)

4.2.2. Treatment in national accounts

3. In national accounts, capital gains have to be excluded from the distributable profits of the central bank,
which therefore essentially results, from the net interest revenue (on foreign exchange, on monetary
operations with the banking system, and on other assets and liabilities) and from the operating costs
incurred by the central banks. There may also be in various proportions, revenue from the sales of some
services (including to government). For this purpose, a practical method may be applied using general
available information on the central bank’s profits and losses and payments between the central bank
and government. It consists of comparing the two following amounts:

a) the amount of operating profits/losses: this amount is equal to the total profit/loss of the NCB before
distribution minus the capital gains/losses included in the total profit/loss. Thus, it is equal to net
interest income and other operating income minus operational costs, such as staff costs;

b) the amount paid to general government as part of distributed profits.

4. For the central banks that apply the Euro-system accounting rules (including many EU Member States
not part of the euro area), the item ‘net result of financial operations, write-downs and risk provisions’
(items 2.1, 2.2 and 2.3 of the profit and loss account in Annex IX of ECB/2010/20) should be deducted
from the total profit/loss for the year to arrive at the operating profit/loss. The net result of financial
operations includes realised holding gains/losses arising from financial operations as well as unrealised
holding losses (so-called ‘write-downs’) and transfers to/from provisions for foreign exchange rate and
interest rate risks. To compute the operating profit/loss in a harmonised manner across EU Member
States, unrealised gains on financial assets that are part of the total profit of non-Euro-system central
banks should be deducted from the total profit together with any realised holding gains and (un)realised
losses included in the total profit.

5. The following rules apply:

1) when the payment to government (B) is equal to the operating profit (A), the whole payment to
government (B) is recorded as property income (D. 421) in the government accounts;

2) when the payment to government (B) is lower than the operating profit (A), the whole payment to
government (B) is also recorded as property income in the government accounts. This is true for all
cases where the payment to government (B) is lower than the operating profit (A), whether due to
capital losses or due to an addition to the central bank’s reserves;

(1% The Eurogroup agreed in February 2012 that certain euro area Member States would transfer to the Greek government the profits made on
Greek government bonds held by their national central banks on an annual frequency by June. The transfers between these Member States
(expenditure) and Greece (revenue) are recorded as current transfers (D.75) while the transfers from the NCBs to their respective government
should fully follow the rules stated in this chapter, notably as concerns the distinction between dividends and withdrawal of equity.
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3) when there is no payment to government, no property income is recorded in the government
accounts;

4) when the payment to government (B) is higher than the operating profit (A), an amount equal to (A) is
recorded as property income (D.421). The difference between (B) and (A) is recorded as an equity
withdrawal (F.519) by government;

5) when the operating profit (A) is zero or if there is an operating loss, ho amount can be recorded as
property income and the whole payment (B) is recorded as a withdrawal of equity (F.51) by
government.

6. These rules apply to payments that government receives in its capacity as a shareholder of the central
bank. Regular corporate taxes on profits (that are also levied on the profits of other corporations) paid by
the central bank to government are recorded as a current tax on income and wealth.

7. If government is not the only recipient of the central bank’s profits, and they are distributed among
several owners, the rules from this section 4.2.2 have to be used to determine which part of total
distributable profit should be recorded as property income paid by the central bank to all owners and
which part as a withdrawal of equity by all owners. When government receives a part of the distributable
profits, then the same proportion of total property income can be recorded in the government accounts
as property income and the same proportion of the total withdrawal of equity should be recorded in the
government accounts as a withdrawal of equity by government.

4.2.3. Rationale of the treatment

8. Holding gains and losses result from changes in the price of assets. They are not the result of
production or the distribution of income from production and are recorded in the other changes in assets
accounts as a change in the value of the assets and liabilities (ESA 2010 paragraphs 1.80 and 1.81).
Because holding gains are not distributive transactions, they cannot be recorded as property income
(ESA 2010 paragraph 4.01).

9. Capital gains by central banks, as referred to in private bookkeeping, are not conceptually different from
holding gains, as understood in national accounts. The only difference is the way they are calculated.
The bookkeeping of the Euro-system central banks for instance includes realised holding gains and both
realised and unrealised holding losses as capital gains/losses in total profit. Some non-Euro-system
central banks may also include unrealised holding gains in their total profit.(!*?) Irrespective of how
capital gains are computed, they are not part of income.

10.When a payment to government from the central bank (B) is lower than the operating profit (A) due to
capital losses, the total payment (B) is recorded as property income (see rule 2 in paragraph 5 in the
section 4.2.2). In such a case it is not allowed to record an amount (A) as property income and the
difference between (B) and (A) as an acquisition of equity in the central bank by government. Thus,
capital gains and losses are somehow not treated symmetrically. This is explained in more detail in
Table 1.

Consider the following two cases in Table 1:
e case X presents the case where the central bank experiences a capital loss;

e case Y describes the case where the central bank has a capital gain.

(1%%) However, the basic accounting principle of conservatism normally leads accountants to anticipate or disclose losses, but it does not allow a
similar action for gains. For example, potential losses from lawsuits will be reported on the financial statements or in the notes, but potential
gains will not be reported.
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Table 1: Annual accounts of the central bank and government

Recording in central bank’s bookkeeping Case X Case Y
Operating profit (a) 100 100
Capital gain/loss (d) -20 20
Total profit (e) = (a) + (d) 80 120
Payment to government (b) 80 120
Recording payment in government accounts Case X CaseY
D.4R Property income 80 100
B.9 Net lending/borrowing 80 100
F.2A Currency and deposits 80 120
F.5A Equity injection 0
F.5A Equity withdrawal -20
AF.5A Revaluation 0 20

11.In both cases the total profit is distributed to government. The upper part of the table shows the
recording in the central bank’s bookkeeping system.

The lower part of table 1 shows the recording of case X and Y according to the rules set out in the
section 4.2.2.

12.Rule 2) from the section 4.2.2 determines that the whole payment in case X should be recorded as
property income. Rule 4) determines that part of the payment in case Y should be recorded as property
income and another part of the payment should be recorded as a withdrawal of equity. A symmetric
recording of capital gains and losses would have led to the recording of 100 as property income and 20
as an equity injection by government in case X. Such a treatment would have been appropriate within a
reinvested earnings framework, but this approach is only accepted in the international accounting
standards (ESA 2010, IMF Balance of Payments Manual) in the case of foreign direct investment.

4.2.3.1. LEGAL AND ECONOMIC OWNERSHIP

13.The rules in section 4.2.2 only apply to payments made to government in its capacity as a shareholder
of the central bank. Even if, from a legal point of view, there is no ownership relation between
government and the central bank, equity is to be recorded in national accounts to reflect the fact that the
central bank holds and manages reserve assets on behalf of the nation, and hence of government.
Moreover, if government receives part of the profits on a regular basis or has a right over the net assets
in case of liquidation this also indicates that government is the economic owner of the central bank. In
such cases where government has economic ownership despite not being the legal owner, government
ownership in the central bank is recorded as other equity in national accounts (ESA 2010 5.154c).

4.2.3.2. VALUATION OF GOVERNMENT EQUITY

14.The equity stake of government in the central bank is valued on the basis of net assets. This includes
equity capital (issued), revaluation reserves (notably gold and foreign exchange), legal and dedicated
reserves, and retained earnings.

4.2.3.3. OTHER PAYMENTS

15.The rules above do not apply to payments made by the central bank for services provided by
government or to the payment of taxes. Regular corporate taxes to which other corporations are also
subjected, paid by the central bank to government are recorded as a tax on income (D.51) with the
exception of taxes paid on exceptional transactions (see chapter 4.3 The sale of gold and foreign
exchange by the central bank). The fact that capital gains may be taxed as well is not an issue.
According to ESA 2010, taxes on income are not only levied on income, but also on profits and capital
gains (see ESA 2010 paragraph 4.78).
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4.2.4. Accounting examples

Table 2 shows eight stylised examples of the annual profit and loss account of the central bank and
payments to government. The proper recording in the government accounts can be determined by
comparing the payment to government (B) with the operating profit/loss (A). The holding gains/losses in
AF.5 held by general government are computed by deducting the amount of property income paid from the
total profit.

Table 2: Payments from central bank to government and their recording in national accounts

1 2 3 4 5 6 7 8

Total profit (+)/loss (-) 100 | 150 | 150 | 100 | 1200 | 150 | 50 | 50
Operating profit (+)/loss (-) 100 100 100 150 150 100 -50 -50
Capital gain (+)/loss (-) o | 50 | 50 | 50 | 50 | 50 | 1200 | 100
ggggﬁm;?m NCBto 100 | 100 | 50 | 100 | 150 | 150 | 50 | 100

Change in reserves due to
retained earnings*

Recording in government
accounts

0 50 100 0 -50 0 0 -50

D.4R property income
received

Impact on B.9 net lending (+) 100 100 50 100 150 100
F.5A acquisition of equity
F.5A withdrawal of equity -50 -50 -100
F.5A holding gain (+)/loss (-) 50 100 0 -50 50 50 50

* Changes in reserves due to other reasons are neglected in these examples (legal and dedicated reserves).

100 100 50 100 150 100

4.2.5. Annex: Bookkeeping in central banks

4.2.5.1. INTRODUCTION

16.Following the creation of the euro area, the European System of Central Banks (ESCB) has harmonised
its accounting practices on all central banking related activities for Euro-system financial reporting
purposes. The harmonisation rules are described in the ECB guideline of 11 November 2010 on the
legal framework and financial reporting in the European System of Central Banks (ECB/2010/20) and
the amending ECB Guideline of 10 December 2012 (ECB/2012/29).

17.While the ECB Guidelines are legally binding for euro area NCBs (the Euro-system), a number of EU
NCBs of non-participating Member States also aligned their practice to them as a preparatory step for
possible adoption of the euro. The Guidelines are not mandatory for some items (‘other assets’) for
which the rules are only recommendations. When a particular item is not covered by the Guideline,
central banks apply International Financial Reporting Standards or national laws.

18.The implementation of the above-mentioned ECB Guidelines has harmonised the accounting treatment
of gains and losses within the Euro-system. However, the distribution of NCB profits is not determined
by the above-mentioned Guidelines but it is governed by national law or based on an agreement with
the Ministry of Finance and is still very heterogeneous from one country to another.

Table 3 represents the published profit and loss accounts of a central bank that applies the Euro-system
accounting rules.
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Table 3: Profit and loss account of a central bank

1.1. Interest income

1.2. Interest expense

1. Net interest income

2.1. Realised gains/losses arising from financial operations

2.2. Write-downs on financial assets and provisions

2.3. Transfer to/from provisions for foreign exchange rate, interest rate,
credit and gold rate risks

2. Net result of financial operations, write-downs and risk provisions

3.1. Fees and commissions income

3.2. Fees and commissions expense

3. Net income/expense from fees and commissions

4. Income from equity shares and participating interests

5. Net result of pooling of monetary income

6. Other income

Total net income

7. Staff costs
8. Administrative expenses

9. Depreciation of tangible and intangible fixed assets

10. Banknote production services

11. Other expenses

12. Income tax and other government charges on income

(Loss)/profit for the year

19.The operating profit/loss can usually be computed by deducting item 2 of the central bank profit and loss

account (see table 3 above) - ‘net result of financial operations, write downs and risk provisions’ from the
total profit/loss for the year, to arrive at the operating profit/loss and by deducting all other provisions and
reserves not recorded in item 2, since it cannot be completely excluded that, apart from item 2, other
items of the profit and loss account of a central bank also contains provisions and reserves (for instance
item 5). These will then also have to be deducted from the total profit/loss to obtain the operating
profit/loss.

4.2.5.2. RECORDING CAPITAL GAINS/LOSSES

20.Realised gains or losses occur when financial assets are sold; while unrealised gains or losses are

generated when financial assets are kept on the books and revalued. This section presents, firstly, the
treatment of both realised and unrealised gains and losses in the Euro-system bookkeeping and,
secondly, the existing practices regarding the profit distribution of EU NCBs. The Euro-system
accounting concepts used hereafter do not necessarily correspond to the wording used in national
accounts (e.g., income).

4.2.5.2.1. Income recognition and balance sheet valuation Euro-system rules

21.The rules for income recognition and balance sheet valuation are based on a prudent accounting

approach whereby unrealised capital gains are not recognised as income (and therefore are not
distributed). The following main rules apply:

realised gains and losses are taken to the profit and loss account;

unrealised gains are not recognised as income in the profit and loss account but they are recorded on
balance sheet in a revaluation account;

unrealised losses are taken at year-end to the profit and loss account if they exceed previous
revaluation gains booked in the revaluation account; the unrealised losses taken to the profit and loss
account cannot be netted-out by new unrealised gains in subsequent years;
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o there is no netting of unrealised losses in any security, in any currency or in gold holdings against
unrealised gains in other securities or currencies or gold.

22.These rules apply to gold, assets and liabilities in foreign currency, non-Held-to-Maturity marketable
securities, and marketable equity instruments that are not participating interests and are not held as
permanent investments, and off-balance sheet instruments. Held-to-maturity securities and non-
marketable securities are presented at amortised cost subject to impairment. llliquid equity shares,
participating interests, and other equity shares held as permanent investment are also valued at cost
subject to impairment while loans are presented at nominal value (or cost).

4.2.5.2.2. Other systems

23.For those NCBs that have not implemented the ESCB Guideline, a balance sheet revaluation item that
includes unrealised gains may also be available. However, in some cases all valuation gains and losses
are accounted in the profit and loss account.

4.2.5.3. RECORDING DISTRIBUTION OF PROFITS

24.Governments are usually the main shareholders of national central banks and therefore are the main
beneficiaries of the distributed profits. The modalities in which the profits of the NCBs are attributed and
distributed to the respective governments are, though, rather heterogeneous across the different EU
Member States as this is subject to national practices.

25.For most NCBs the allocation of profit is, in most cases, codified in national law but, in a few cases, the
profit distribution is based on an agreement between the central bank and the Ministry of Finance. In a
specific case, where the government is not the legal shareholder, yet the main part of the central bank’s
profit is transferred to government, government’'s economic ownership of the bank is recognised in
national accounts, through government holding AF.519 other equity in the NCB.

26.The level of profit distributed to shareholders varies across the ESCB. In some cases, the profit is
shared equally between the central bank and the shareholders, while in other cases the shareholders
(mainly the government) receive the bulk of the net profit. While some NCBs distribute pre-determined
percentages of the net profit, other NCBs restrict the profit distribution depending on the level of
reserves and provisions.

27.To protect themselves against foreign exchange and interest rate risk, a number of NCBs may transfer
part of the profits to general provisions and reserves. The profit/loss treatment asymmetrical in the
sense that profits at least partially lead to payments to governments while losses do not necessarily
result in (only in exceptional cases) a payment from government to the NCB. In order to cover possible
losses when they arise, general risk provisions and reserves might be created as financial buffers.

28.A paragraph was inserted in ECB Guideline ECB/2012/29, whereby: Taking into due consideration the
nature of the activities of the NCBs, an NCB may establish a provision for foreign exchange rate,
interest rate, credit and gold price risks on its balance sheet. The NCB shall decide on the size and use
of the provision on the basis of a reasoned estimate of the NCB’s risk exposure. However, this article
cannot supersede national laws and the creation of general provisions and reserves is still subject to
national legislation. A common definition of these two terms is as follows (and is the case for the ESCB
accounting guideline):

e ‘Provisions are defined as amounts set aside before arriving at the profit or loss figure in order to
provide for any known or expected liability or risk, the cost of which cannot be accurately determined’.

e ‘Reserves are considered to be amounts set aside out of distributable profits, which are not intended to
meet any specific liability, contingency or expected diminution in value of assets known to exist at the
balance sheet date’.

4.2.5.4. SPECIAL TRANSITIONAL RULES FOR COUNTRIES ENTERING THE
EURO AREA

29.National central banks revalue all financial assets and liabilities at the date they become members of the
Euro-system. Unrealised gains that arose before entry into the euro-area are separated from those
unrealised valuation gains arising after the entry. The ECB Accounting Guideline recommends that
NCBs do not distribute unrealised gains during the transitional period leading to entry into the Euro-
system. In this case, unrealised gains that arose before entry into the euro area, can be distributed once
they have actually been realised through transactions that occur after the entry in the euro area.
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4.3.The sale of gold and foreign exchange by
the central bank

4.3.1. Background

1. The proceeds of a sale of gold or other reserve assets by the central bank may be transferred to
government. This chapter explains why such a transfer does not affect government net
lending/borrowing because it is considered a withdrawal of equity. This treatment is briefly mentioned in
ESA 2010 paragraph 20.217 (b).

2. It is worthwhile, first, to give a definition of reserve assets. Such a definition may be found in the IMF’s
Balance of Payment Manual: Reserve assets are those external assets that are readily available to and
controlled by monetary authorities for meeting balance of payments financing needs, for intervention in
exchange markets to affect the currency exchange rate, and for other related purposes (such as
maintaining confidence in the currency and the economy, and serving as a basis for foreign borrowing).
Reserve assets must be foreign currency assets. The asset must actually exist, potential assets are
excluded. Underlying the concept of reserve assets are the notions of ‘control’ and ‘availability for use’
by the monetary authorities.(**®) Reserve assets comprise monetary gold, SDR holdings, reserve
position in the IMF, currency and deposits, securities (including debt and equity securities), financial
derivatives, and other claims (loans and other financial instruments).(***) In the following sections, only
gold and foreign exchange assets are considered.

4.3.2. Treatment in national accounts

3. A central bank may sell a significant part of its reserve assets and pay part or all of the proceeds to
government. In such a case, the payment of proceeds to government is recorded completely as a
financial transaction in the accounts of government and the central bank. It is recorded as a withdrawal
of shares or other equity (F.5) from the central bank by government, with a counterpart entry as an
increase in a financial asset (most likely deposits (F.2)) held by government, or, possibly, a decrease in
a financial claim of government (loans (F.4) for example) on the central bank.

4. This treatment in the national accounts has to be made irrespective of how the payment is labelled in the
central bank’s bookkeeping or in public accounts, such as a dividend or taxes for instance. In the case of
large payments related to an exceptional sale of gold or foreign exchange reserves, the payment of
taxes has to be recorded as a withdrawal of equity (see chapter 4.2 Payments between the central bank
and government).

5. In national accounts, the correct recording of the sale of gold in the central bank sub-sector accounts
depends on whether the gold sold is monetary gold or not. Monetary gold is a financial asset, it is gold to
which the monetary authorities (or others who are subject to the effective control of the monetary
authorities) have title and is held as a reserve asset. Non-monetary gold is classified as a valuable and
hence a non-financial asset. The sale of monetary gold has no impact on the net lending/borrowing (B.9)
of the central bank, whereas the sale of non-monetary gold does (i.e., monetary gold that has been
demonetised will affect net lending/borrowing (B.9) of the central bank). In both cases the payment of
proceeds by the central bank to government has no impact on government net lending/borrowing (B.9).

4.3.3. Rationale of the treatment

4.3.3.1. THE SPECIFIC NATURE OF RESERVE ASSETS

6. Reserve assets have specific features compared to other financial instruments. Although the central
bank has full autonomy for managing them, the institution does not act in its self-interest like a

(*%%) IMF: Balance of Payments and International Investment Position Manual Sixth Edition (BPM6) (2009), chapter 6 — Functional categories, F.I
Reserve assets, page 111.

(%) See BPMS6, Box 6.5: Components of Reserve Assets and Reserve-Related Liabilities, page 112.
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corporation, i.e., by maximising their shareholder’s profits or wealth. The role of the central bank
concerning the management of the foreign assets is fixed by specific legislation. They are managed for
macro-economic purposes and for the public interest, in the framework of monetary policy. Thus, these
assets are not really owned by the units that manage them. They are owned by the nation, which is
represented in national accounts by general government.

4.3.3.2. THE RECORDING OF FOREIGN EXCHANGE RESERVE ASSETS IN
CENTRAL BANKS’ BALANCE SHEETS

7. The above-mentioned specific nature of foreign exchange reserve assets held by central banks has to
be reflected in national accounts under the form of equity recorded on the asset side of general
government and on the liability side of the central bank. Considerations and uniformity of statistical
treatment across EU Member States are given a more prominent role than the legal status of the central
bank. Even if, from a legal point of view, there is no ownership relation between government and the
central bank, equity is to be recorded in national accounts to reflect the fact that the central bank holds
and manages the reserve assets on behalf of the nation, and hence of government. Another reason is
that government is the economic owner of the central bank, because it has right over the net assets in
case of liquidation of the central bank or receives part of the profits on a regular basis (ESA 2010
paragraph 5.148).

8. The question is how to value the equity of government in the central bank in respect of the reserve asset
holding. To answer this question, it is worth considering the money creation process due to foreign
transactions: at the time reserve assets are acquired by the central bank, there is most likely, in its
balance sheet, a counterpart entry on the liabilities side to record the issuance of (base) money. When
the market price of reserve assets acquired in this way increases, there is a holding gain. In national
accounts balance sheets, the holding gain leads to increase in the value of the instrument on the asset
side of the central bank’s balance sheet. This increase on the asset side has a counterpart on the
liability side: an increase in government equity.

9. Thus, at a given point in time, the value of government equity in the central bank’s balance sheet in
respect of reserve assets will be captured by the difference between the prices at which these assets
were acquired by the central bank and their present market prices. More precisely, it is equal to the
accumulation of holding gains/losses minus any withdrawals of equity made by government. At this
stage, it is useful to make a distinction between monetary gold and foreign exchange assets.

10.Gold was generally acquired by central banks a long time ago and gold prices have greatly increased
since that time. As a consequence, government equity in respect of the holding of monetary gold is
generally important insofar as central banks have kept reserve assets under this form.

11.1t is more difficult to be so conclusive about the equity related to foreign exchange assets: the final
influence of movements in exchange rates depends on too many factors, such as impact on both
imports and exports, currency of settlements, etc. It might happen that the value of equity declines and
even becomes negative due to holding losses.

12.Nevertheless, the existence of payments to government, related to foreign exchange assets, implies a
positive difference between the present market value of foreign currencies and their acquisition price; if
there were a loss, there would be no room for payments from central bank to government. So, in the
cases under consideration there has been a holding gain, and as a consequence the value of
government equity in the central bank in respect of foreign exchange assets has increased.

13.All payments made by the central bank to government relate to the activity of holding and managing
reserve assets, which occurs because government has equity in the central bank in respect of these
reserve assets. The payments are thus treated as a withdrawal of shares and other equity (F.5).

4.3.3.3. MONETARY VS. NON-MONETARY GOLD

14.The sale of monetary gold is recorded differently in the central bank’s accounts than non-monetary gold.
Monetary gold is a financial asset held by monetary authorities (the central bank or in some countries
the central government) as part of the foreign reserves (see ESA 2010 paragraph 5.57). If gold is sold
by the central bank to other (i.e., foreign) monetary authorities, it is recorded in the financial accounts of
the domestic central bank as a decrease in AF.11 financial assets with a counterpart entry a decrease in
the liabilities of the central bank vis-a-vis foreign monetary authorities (or an increase in the financial
claims of the central bank on foreign monetary authorities). If gold is sold to non-monetary authorities, it
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is preceded by a demonetisation of monetary gold in the central bank’s accounts and the sale is treated
as a disposal of a valuable.

15.Demonetisation, meaning the reclassification from monetary to non-monetary gold, is recorded in the
changes in classification of assets and liabilities (K.62) of the central bank — see ESA 2010 paragraphs
6.22-6.24).(1%) Although the sale of non-monetary gold is recorded differently in the central bank’s
account than the sale of monetary gold, the transfer of the proceeds is in both cases recorded as an
equity withdrawal because in both cases gold is managed by the central bank on behalf of the nation
and hence of government.

16. Furthermore, the sale of gold does not affect the operating profits of the central bank. The transfer of the
sale proceeds to government can therefore not be recorded as property income in the government
accounts irrespective of whether gold has been sold to monetary authorities or other institutional
sectors. This treatment of the sale of non-monetary gold is consistent with the recording of indirect sales
of non-financial assets in part 5 of this manual (see sub-section 5.2.2.4 Indirect sale of non-financial
assets).

4.3.3.4. ACCOUNTING EXAMPLES

Example 1
o Assume that the central bank holds monetary gold that increases by EUR 100 million in value in year 1.
o Inyear 2, the central bank sells EUR 90 million worth of gold to foreign monetary authorities.
e Inyear 3, the proceeds are transferred to government.
Year 1

General government NCB

Opening balance sheet

A L A L

AF.2 a AF.1 y |AF.2 b

AF.5 z AF.5 z
Revaluation account

AA AL AA AL

AF.5 100 AF.1 100 |AF.5 100

Closing balance sheet

A L A L
AF.2 a AF.1 y +100 |AF.2 b
AF.5 z +100 AF.5 z +100
Year 2
General government NCB

Opening balance sheet

A L A L
AF.2 a AF.1 y +100 [AF.2 b
AF.5 z +100 AF.5 z +100

(1%%) There may also be the reverse operation ‘monetisation’ (for instance sized gold by custom transferred to central bank),
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Financial account
AA AL AA AL

F.1 -90 |F.2/S.2 -90

Closing balance sheet

A L A L
AF.2 a AF.1 y +10 |AF.2 b -90
AF.5 z +100 AF.5 z +100
Year 3
General government NCB

Opening balance sheet

A L A L
AF.2 a AF.1 y+10 |AF.2 b -90
AF.5 z +100 AF.5 z +100

Financial account

AA AL AA AL
F.2 90 F.2/S.13 90
F.519 -90 F.519 -90

Closing balance sheet

A L A L
AF.2 a+90 AF.1 y+10 AF.2 b
AF.5 z+10 AF.5 z+10
Example 2

e Assume that the central bank holds monetary gold that increases by EUR 100 million in value in year 1.

e In year 2, the central bank sells EUR 90 million worth of gold to financial corporations. The gold is
demonetised before the actual sale takes place.

e Inyear 3, the proceeds are transferred to government.

Year 1

General government NCB

Opening balance sheet

A L A L
AF.2 a AF.1 y |AF.2 b
AF.5 z AN.13 0 |AF5 z
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Revaluation account
AA AL AA AL

AF.5 100 AF.1 100 [AF.5 100

Closing balance sheet

A L A L
AF.2 a AF.1 y +100 [AF.2 b
AF.5 z +100 AN.13 0 |AF5 z +100
Year 2
General government NCB

Opening balance sheet

A L A L
AF.2 a AF.1 y +100 |AF.2 b
AF.5 z +100 AN.13 0 |AF5 z +100

Revaluation account

AA AL AA AL
AN.13 90
AF.1 -90

Non-financial account
U/AA R/AL U/AA R/ALA

| AN.13 -90 |

Financial account

AA AL AA AL

‘ ‘ F2/hnonS.13  -90

Closing balance sheet

A L A L
AF.2 a AF.1 y+10 |[AF.2 b -90
AF.5 z +100 AN.13 0 |AF.5 z +100
Year 3
General government NCB

Opening balance sheet

A L A L
AF.2 a AF.1 y+10 [AF.2 b -90
AF.5 z +100 AN.13 0 |AF5 z +100
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Financial account

AA AL AA AL
F.2 90 F.2/S.13 90
F.5 -90 F.5 -90

Closing balance sheet

A L A L
AF.2 a +90 AF.1 y+10 [AF.2 b
AF.5 z+10 AN.13 0 |AF5 z+10
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4.4. Non-returned banknotes and coin after a
cash changeover

4.4.1. Background

1. During a cash changeover, banknotes and coin in circulation denominated in national currency are
returned to the respective issuers, which are the national central banks for banknotes and, in most
cases, the national governments for coin. However, part of the national currency previously in circulation
will never be returned because it has been destroyed or lost, or because holders have decided to keep it
for collection or other reasons.

2. When a national central bank (NCB) no longer exchanges or expects to exchange old national
banknotes, it writes off a liability. This write-off is then recorded as a profit in the profit and loss
statement of the NCB. The profits from the non-return of banknotes in national currency may ultimately
accrue to government, either as a separate payment or as part of the regular payment of dividends
and/or income taxes by the national central banks. The issue is whether such a payment should affect
government net lending/borrowing (B.9).

3. The ESA 2010 recording rules only apply to the recording of stocks and flows in national accounts and
do not prescribe rules for the actual bookkeeping system of NCBs. ECB Guideline 2006/16 provides the
legal framework for accounting and financial reporting in the European System of Central Banks.

4. In general, coin are a liability of government and the question arises whether their non-return should
impact government net lending/borrowing (B.9) and debt (see below in sub-section 4.4.2.2 Non-returned
coin, the treatment agreed by convention in ESA 2010).

5. The recording principles in this chapter do not only apply to the case of a cash changeover to the euro,
but also to other cases when existing series of coin or banknotes are substituted by the new series, for
instance due to a change in design of banknotes.

4.4.2. Treatment in national accounts

4.4.2.1. NON-RETURNED BANKNOTES

6. Gains from non-returned banknotes have no impact on government net lending/borrowing (B.9).
Banknotes in circulation appear as a liability in the balance sheet of the NCB under the category
currency and deposits (AF.2). In a cash changeover, old national banknotes that have ceased to be
legal tender and have not been returned to the NCB will be classified as other accounts payable (AF.8)
in the ESA balance sheet of the NCB. When banknotes that are not legal tender are exchanged against
new banknotes, a reduction of other accounts payable is recorded with a counterpart entry in currency
and deposits.

7. The non-returned national banknotes are written-off from the NCB balance sheet in national accounts,
when the NCB no longer exchanges them against new notes. In those countries where old national
banknotes can be redeemed indefinitely against new ones, the old banknotes are written-off from the
NCB’s balance sheet when it is certain that they will no longer be returned even though the legal
obligation to redeem the old banknotes still exists. In practice it seems generally prudent that
statisticians derecognise NCB liabilities for the purposes of compiling the financial accounts, when the
NCB’s own accountants have done so. These write-offs are recorded as other changes in the volume in
the other accounts payable of the NCB.

8. Assuming that government is the only shareholder entitled to the gains from non-returned banknotes,
the value of government’s equity asset in the central bank will increase by the same amount as that
written-off. This increase is recorded in the revaluation account of both the NCB (for AF.5 liabilities) and
government (for AF.5 assets). When gains on non-returned banknotes are distributed to government,
the amounts distributed have to be recorded as financial transactions (a withdrawal of equity (F.5) by
government), not as government revenue (dividends, taxes on profits or capital transfers). In certain
countries, government is not the legal shareholder of the NCB, but is nevertheless entitled by legislation
to receive the proceeds from non-returned banknotes. In such cases, national accounts recognise the
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economic ownership of government and records government holding other equity (AF.519) in the NCB
equivalent to the amount of the banknotes.

9. In cases where the NCB makes payments to government in anticipation of the write-off of the non-
returned banknotes, the payments are treated in national accounts as advance payments. The
payments are recorded as other accounts payable (F.89) in the general government sector accounts
and as other accounts receivable (F.89) in the central bank sub-sector accounts, with counterpart
entries in currency and deposits (F.2). When the actual write-off takes place, the amounts previously
recorded in F.89 are reversed against the withdrawal of equity by government.

4.4.2.2. NON-RETURNED COIN

10.Non-returned coin have an impact on government debt as defined for the Excessive Deficit Procedure
but leave government net lending/borrowing (B.9) unchanged. The treatment in national accounts is
similar to the treatment of non-returned banknotes.

11.In public accounts, coin in circulation are not a liability of the central bank, but of central government,
and therefore, the central bank pays central government the face value of the issued coin. However,
coin are part of the monetary aggregates and, by convention, a liability equal to the amount issued is
entered under the category ‘currency in circulation’ on the central bank’s balance sheet, with a notional
claim on central government (recorded as an AF.29 asset for the NCB and AF.29 liability for central
government), see ESA 2010, chapter 5, Box B.5.2 and chapter 8.2 of this manual on the calculation of
general government debt.

12.In a cash changeover, old national coin that have ceased to be legal tender and have not yet been
returned to government but can still be officially exchanged against legal tender, are reclassified as
other accounts payable (F.89) by other changes in volume (K.5) in the other changes in assets
accounts. This reduces the stock of EDP debt when old currency ceases to be legal tender, since other
accounts payable are not parts of EDP government debt. If old currency is returned against new coin,
government debt will increase, as the amount of coin in circulation rises.

13.The write-off of the non-returned national coin in government’s balance sheet takes place at the time
when the government no longer exchanges the old national coin against the new legal tender, or when it
is certain that they will no longer be returned. This should be recorded in national accounts through
other changes in volume (K.5), which has no impact on government net lending/borrowing (B.9).

4.4.3. Rationale of the treatment

14.The ESA 2010 asset category currency (F.21) consists of coin and banknotes that are commonly used
to make payments (see ESA 2010 paragraphs 5.76-5.78). Once old national banknotes and coin cease
to be legal tender, they can no longer be used to make payments and therefore have to be excluded
from the ESA 2010 asset category currency. This is not an interaction between institutional units by
mutual agreement and as a consequence is not recorded as a financial transaction (see ESA 2010
paragraph 1.66). Rather, an asset reclassification other than (de)monetisation of gold (K.62) is to be
recorded (ESA 2010 paragraph 6.24) in the other changes in assets accounts of both debtor and
creditor. When the old coin and banknotes can still be exchanged against new ones, they still represent
a financial claim on the issuers and hence still have to be considered financial assets (unlike valuables)
and are reclassified to the ESA 2010 category other accounts receivable/payable. They de facto function
as a store of value to the holders, while the issuer has a liability as it must redeem these instruments on
presentation.

15.When old national banknotes and coin can no longer be exchanged against new currency and, thus,
discontinue to constitute a claim against the issuer, other changes in volume of financial assets and
liabilities (K.5) have to be recorded in the other changes in assets accounts of both debtor and creditor,
because the event is not the result of an interaction by mutual agreement and neither is it a financial
transaction nor a capital transfer. In practice, accountants also write-off old currency when it is (almost)
certain that the old banknotes and coin will no longer be exchanged, even though the legal obligation to
exchange them still exists. Accountants know from experience that not all old banknotes and coin will be
exchanged either due to exceptional losses (see ESA 2010 paragraph 6.14 (a)) or because old coin and
notes are being kept as collectibles. In this case, statisticians follow the same approach as the
accountants and also record a write-off in the national accounts, so as to reflect economic rather than
legal reality. If old banknotes and coin that have already been written off are, against expectation,
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handed in for exchange against new banknotes and coin, the write-off has to be reversed through the
other changes in assets accounts of both debtor and creditor.

16.The value of the equity that government holds in the NCB will increase due to the write-off of banknotes,
since the amount of outstanding liabilities of the NCB is reduced. Changes in valuation of equity are
recorded in the revaluation account.

17.Payments made to government by the NCB following the gains made due to non-returned banknotes
cannot be recorded as dividend income (given that equity is valued at the NCB's net assets). These
gains were not the result of production or the redistribution of production but the result of write-offs and
therefore cannot be part of the operating profit of the NCB. This is the reason for which the payment
made to government has to be recorded as a withdrawal of equity by government, leaving the
government net lending/borrowing (B.9) unchanged.

18.Reclassifications or write-offs of old coin also leave the government net lending/borrowing (B.9)
unchanged. Government debt, as defined for the purpose of the Excessive Deficit Procedure, consists of
currency and deposits (AF.2), debt securities (AF.3) and loans (AF.4). The reclassification of old coin
from currency and deposits to other accounts payable (AF.89) once they cease to be legal tender,
reduces the stock of debt, since other accounts payable are not part of the government debt. If old
currency is returned against new coin, government debt will increase, as the amount of coin in
circulation rises.

4.4.4. Accounting examples
Example 1

e The euro is introduced as the new currency on day 1 of year 1.

o After six months, old national banknotes are no longer accepted as legal tender but they can still be
exchanged for euros with the central bank. EUR100 million worth of old banknotes have not yet been
exchanged against euros at the end of year 1.

o After one and a half years, the old banknotes can no longer be exchanged against euros. EUR15 million
worth of old banknotes have not been exchanged against euros by the end of year 2 and have been
written-off accordingly.

e The amount of EUR 15 million is paid to government by the NCB in the second half of year 2.

o For the sake of simplicity, it is assumed that old banknotes are exchanged against new banknotes and
not against coin or deposits, and that none of the old banknotes were held within the general
government sector.

Year 1
General government NCB

Opening balance sheet

A L A L
AF.22 a AF.21 X
AF.51 y AF.22 a
AF.51 y
AF.89 z
Other changes in assets accounts
AA AL AA AL
AF.21 -100
AF.8 100
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Closing balance sheet

A L A L
AF.22 a AF.21 x-100
AF.51 y AF.22 a
AF.51 y
AF.89 z +100
Year 2
General government NCB

Opening balance sheet

A L A L
AF.22 a AF.21 x—100
AF.51 y AF.22 a
AF.51 y
AF.89 z +100

Financial account

AA AL AA AL
F.22 15 F.21 85
F.51 -15 F.22 15
F.51 -15
F.89 -85

Other changes in assets accounts

AA AL AA LA
AF.51 15 AF.51 15
AF.89 -15

Closing balance sheet

A L A L
AF.22 a+15 AF.21 x-15
AF.51 y AF.22 a+15
AF.51 y
AF.89 z
Example 2

e The euro is introduced as the new currency on day 1 of year 1.

o After six months, old national banknotes are no longer accepted as legal tender but they can still be
exchanged for euros with the central bank. EUR 100 million worth of old banknotes have not yet been
exchanged against euros at the end of year 1.
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e After one and a half years the old banknotes can no longer be exchanged against euros. In year 2, EUR
15 million worth of old banknotes are written off from the NCB’s balance sheet. The amount of EUR 15
million is paid in advance to government by the NCB during year 1. The payment is made via deposit
accounts (AF.22).

o For the sake of simplicity, it is assumed that old banknotes are exchanged against new banknotes and
not against coin or deposits, and that none of the old banknotes were held within the general
government sector.

Year 1
General government NCB

Opening balance sheet

A L A L

AF.22 a |F.89 b F.89 c |AF.21 X

AF.51 y AF.22 a
AF.51 y
AF.89 z

Financial account
AA AL AA AL
F.22 15 |F.89 15 F.89 15 |F.22 15
Other changes in assets accounts

AA AL AA AL
AF.21 -100
AF.89 100

Closing balance sheet

A L A L

AF.22 a+15 |F.89 b+15 F.89 c +15 [AF.21 x-100

AF.51 y AF.22 a+l5
AF.51 y
AF.89 z+100

Year 2
General government NCB
Opening balance sheet

A L A L

AF.22 a+15 |F.89 b+15 F.89 c+15 |AF.21 x-100

AF.51 y AF.22 a+15
AF.51 y
AF.89 z+100
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Financial account

AA AL AA AL
F.51 -15 |F.89 -15 F.89 -15 |F.21 85
F.51 -15
F.89 -85

Other changes in assets accounts

AA AL AA AL
AF.51 15 AF.51 15
AF.89 -15

Closing balance sheet

A L A L
AF.22 at+l5 |F.8 b F.89 c |AF.21 x-15
AF.51 y AF.22 a+15
AF.51 y
AF.89 z
Example 3

e The euro is introduced as the new currency on day 1 of year 1. Coin are a government liability.

o After six months, old national coin are no longer accepted as legal tender. EUR 100 million worth of old
coin have not yet been exchanged against euros by the end of year 1.

o After one and half years the old coin can no longer be exchanged against euros. EUR 15 million worth of
old coin have not been exchanged against euros by that date. Of the 85 million old coin that were
exchanged at the central bank, 40 million were exchanged against new euro coin and EUR 45 million
worth were deposited in bank accounts.

e For the sake of simplicity, it is assumed that none of the old coin were held within the general
government sector.

Year 1
Government sector

Opening balance sheet

A L
AF.22 a |AF.21 X
AF.89 y

Other changes in assets accounts

AA AL
AF.21 -100
AF.89 100
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Closing balance sheet

A L
AF.22 a |AF.21 x-100
AF.89 y+100

Note that government debt is reduced by 100 at the end of year 1 due to the reclassification of old national
coin from AF.21 to AF.89.

Year 2

Government sector

Opening balance sheet

AF.22 a |AF.21 x-100
AF.89 y +100

Financial account

AA AL
F.22 -45 |F.21 40
F.89 -85

Other changes in assets accounts

AF.89 -15

Closing balance sheet

F.22 a-45 |AF.21 X-60
AF.89 y

The final impact on government debt by the end of year 2 due to the cash changeover is smaller than the
impact after year 1 due to the fact that a large amount of old coin have been exchanged against the new
legal tender, which enters circulation.
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4.5. Government interventions to support
financial institutions: financial bailouts and
defeasance

45.1. Introduction

1. Since its first edition in 2000, the Manual on Government Deficit and Debt (MGDD) has always included
a chapter on Financial Defeasance, to aid statisticians on the application of the conceptual framework of
ESA 1995 for cases of financial rescues that occurred in a number of countries in the early 90s. This
chapter of the MGDD has then been revised throughout its subsequent editions, though only slightly.

2. In 2009, Eurostat took a Decision on the statistical recording of public interventions to support financial
institutions and financial markets during the financial crisis(*°®). In taking that decision, it emphasized the
particular circumstances of the financial turmoil, notably the high level of uncertainty over asset values
and the risks that government is taking on. The Eurostat Decision was intended to provide a general
framework of statistical rules, fully consistent with the European System of Accounts 1995 (ESA 95),
and covering the main forms of public intervention observed to date.

3. The ESA 2010 was the occasion to insert in the ESA a number of references on defeasance structures
and bailouts, flowing from work carried in the course of the review that produced the 2008 SNA also in
the light of the financial crisis.

4. This 2022 new version of the chapter aims at considering and introducing a number of changes notably
reflecting the developments in the support of financial institutions context. Namely, the revised chapter
aims at broadening the scope from Financial Defeasance to all government interventions in support of
financial institutions(*°7), at making the necessary updates to align the chapter with ESA 2010, to reflect
and adapt the 2009 Eurostat Decision, and to take into account the broadened European experience in
this context and the discussions held at several methodological fora since 2016.

4.5.2. Background

5. This issue is broadly covered in ESA 2010 paragraphs 20.32-20.34 (financial intermediation and the
government boundary), 20.46 (classification of defeasance units) and 20.243-20.248 (impact on
government accounts of bailout interventions).

6. The following applicable other important ESA 2010 paragraphs are also quoted in this chapter whenever
relevant:

e 1.66 (transactions);

e 1.72-1.78 (re-arranging of transactions);

e 2.27 (special purpose units of general government);

e 2.55-2.58, 2.67-2.68, and 2.75 (financial corporations);

e 3.134 (time of recording of gross fixed capital formation);

e 4.164 and 4.165 (definition and scope of other capital transfers);
e 5.19 and 5.21 (valuation);

e 5.35 (accounting rules for financial transactions);

e 5.36 and 20.127 (financial transaction with transfers as counterpart);

(*%) see Eurostat website, Guidance Notes issued under ESA 1995.

(*%7) For the sake of simplicity, the term ‘bailout’ is used in this chapter as an interchangeable concept of any government intervention in support of
financial institutions.
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e 6.14 and 6.15 (other changes in volume not elsewhere classified);

e 6.58 and 20.141 (loans, other flows);

e 5.122 (secondary markets for loans);

e 7.70 (loans, balance sheet);

e 20.02 (economic functions of government);

e 20.44 (restructuring agencies);

e 20.121 (transactions in loans);

e 20.198, 20.199 and 20.201 (capital injections);

e 20.221, 20.225-20.236, 20.256, 20.257 (debt operations).

7. According to the experience in Europe in the 1990’s and especially since 2008 onwards, financial bailout
has been identified as the interventions to support financial institutions (and thus financial markets),
notably because of the problematic (non-performing/‘bad’) assets they hold, which have a significant
negative impact on their profitability and also frequently on their solvency (ESA 2010 paragraphs 20.243
to 20.248).

8. To rescue an entity from financial distress, government may buy problematic assets, or take the
ownership of the original entity, or set-up a new entity taking over the problematic assets, or intervene
through capital injections for covering losses, through granting loans, or through granting guarantees,
among other forms of intervention (ESA 2010 paragraph 20.244).

9. In practice, there may be complex arrangements where government intervenes in a more indirect way
through units which are largely under its control or influence, for instance through some public financial
corporations. The role of government will have to be fully ascertained in such situations, taking
especially into consideration the guarantees which are usually granted by some government units to the
entities involved in the rescue process. Generally, such guarantees are explicit but in some cases the
unit benefits from an implicit government guarantee due to its public legal status.

10.National Accounts principles imply that the accounting treatment of operations should reflect economic
reality and not the legal or administrative arrangements in which those rescues/operations are carried
out. This may lead to the need to record operations in national accounts in a different way from how they
are recorded in other accounting frameworks, by reference to ESA 2010 paragraphs 1.72 to 1.78, which
refer to the rearranging of transactions: re-routing, partitioning and recognising the principal party to
transactions.

11.For public policy reasons, governments usually undertake interventions in the context of financial
bailouts at values above the market value of the concerned assets, putting themselves in a position to
bear either a part or the majority of risks attached to the assets and/or institutions, and/or to ensure their
long-term management.

12.Therefore, when government is involved, bailout interventions frequently lead to an impoverishment of
general government, observable by a decrease in its (financial) net worth, either at inception or over
time, to the benefit of other sectors of the economy. There are several ways in which this may occur:

e When government buys outright or takes over problematic assets, at a price higher than their market
value;

e When government directly covers the losses linked to problematic assets, by setting-up or taking over a
defeasance structure, in exchange of providing consideration (e.g., cash and/or incurring or taking over
liabilities) in excess of the value of those assets;

e When the assets bought or taken over by the government unit are later on cancelled, written-down or
written-off, or redeemed or sold at a loss;

e When government provides guarantees, which are later on called, or;

e When government provides direct financing via grants, equity acquisitions, or granting loans which are
not fully expected to be reimbursed in capital and/or property income.

13.The main issue concerning financial bailouts is thus how to appropriately record the impoverishment of
general government, both at inception as well as later on, that results from its interventions in support of
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financial institutions, paying close attention to distinguish what results or not from regular market
developments.

14.1n this context, a main difficulty is the myriad of forms in which governments may undertake such
interventions, and their evolving and innovative character, which can make challenging the task of the
statistician in assuring substance over form, i.e., regardless of the form and tools used in the resolution
process, an equal amount of government (financial) net worth dilapidation that cannot be explained by
regular market developments should ideally be accounted in the same way.

15. Another main difficulty is how to ensure that ESA 2010 general rules are adapted for instance during the
liquidation of assets — so to be consistent with the fact that ESA 2010 rules may have been adapted for
the recording of the rescue at inception — and eventually minimise overall deviations from ESA rules. It
seems clear that applying rigidly general ESA rules during the liquidation phases could lead to
erroneous overall results if at inception general ESA rules were adapted to the circumstances in
question.

16.A crucial point is the existence of problematic assets. As a general definition, problematic assets are
those non-performing assets (financial and, to a lesser extent, non-financial) that have negative
consequences on the profitability of the financial institution that holds them and are of sufficient size that
they endanger the solvency of the unit. An asset is non-performing if it is in arrears (with late or missed
principal or interest payments) or in default (when the lender considers the debtor to be unable to partly
or fully meet its obligations). Thus, when in large quantities, these are assets that a ‘normal’ financial
intermediary would normally need to be relieved of. Such assets could be transferred through market
transactions, at a substantial discount; however, in this case, the unit would incur immediate and
significant losses, which could not be covered through its usual absorption mechanism. Hence the need
for transferring those assets, or at least significantly reduce the risks and rewards exposure to these, at
a better price, involving government. Problematic assets cover impaired and illiquid assets.

17.Impaired assets are valued in the business balance sheet in excess of their long-term market or fair
value and are therefore expected to incur losses in the future. The value of such impaired assets may
have been already downgraded (or written down), but insufficiently so. Further potential losses are
usually still expected, and the financial institution will not be in a position to meet such losses through its
own loss-absorption mechanism and/or the financial institution would not be able to meet the regulatory
requirements. In the specific case of marketable assets, the unit could not dispose of them in a short
term without incurring losses, such that the unit is de facto obliged to keep them and is subject to an
involuntary exposure to market risk.

18.In some cases, problematic assets take also the form of illiquid assets. In the context of this Manual,
they are defined as those marketable assets which cannot be priced and disposed in the short term
because of an absence of market functioning under normal conditions, which often manifests itself by
exceptionally large ‘bid-ask’ spreads. There is thus high uncertainty on their future market value and the
holder of the assets is not in a position to modify its risk exposure by another way than through
government intervention. For this reason, to ensure a consistent treatment across countries, the
definition of problematic assets used in this chapter includes these types of assets, although they are
not necessarily impaired.

4.5.3. Treatment in national accounts

45.3.1. TREATMENTS TO BE FOLLOWED, AT INCEPTION, WHEN GOVERNMENT
ACQUIRES THE PROBLEMATIC ASSETS

19.1n the context of a financial bailout, government may buy outright (or take over) the problematic assets.
It does this directly or through specific units created on purpose which are considered part of the
government sector. In this section, both will be referred to as purchases by government. The main point
is that government purchases the problematic assets from the financial institution at a price that differs
from/is higher than the market value or even the fair value estimated or observed at that moment.

20.As a general principle, the purchase of assets is a financial transaction. However, ESA 2010 paragraphs
5.35, 5.36 and 20.127 foresee the case where the counterpart transaction of a financial transaction
might be a transfer, in part or in full. This is considered the appropriate recording when government
purchases a portfolio of assets for a consideration (well) above its market, fair or written-down value.
The amount of the capital transfer in favour of the financial institution should in this specific case be
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equal to the difference between the amount paid (in cash or other assets and/or liabilities incurred) for
buying them and a reliable estimate of the amounts to be recovered (ESA 2010 paragraphs 20.246 and
20.247). Moreover, the impact on B.9 will take into account the acquisition of any non-financial assets
taken over. The counterpart of these transactions is the previous owner of the portfolio of assets (and
liabilities), i.e., the financial institution(s) in difficulty (see accounting example 3, Case 1).

21.Assets traded on markets on a regular basis have an observable market value. This applies to debt
securities, quoted shares and, to a lesser extent (depending on some specific conditions), to non-
financial assets, notably real estate. For other assets, such as loans, other receivables and unquoted
equity (and some unquoted debt securities), there is no observable market value, but a fair value might
be estimated. If the purchase value of these assets deviates from their market/fair value, the amount of
the capital transfer is equal to the difference between the sale price of the assets and the estimated fair
value, or alternatively the market value.

e For real estate assets, the financial institutions may be in distress because of the falling prices on the
real estate market or the collapse in demand (leading to an accumulation of unsold or unfinished
assets). Price indexes for real estate may be applied, in order to calculate their market value.

e For securities and shares, except in the case of persistent absence of market functioning, market prices
can be derived from stock exchange information for quoted instruments. The price for unquoted shares
can be derived from the trend of quoted shares in a similar sector.

e For problematic loans, the fair value will be less than the principal amount due by the debtors. Loans are
transferred by the financial institutions to government often at the original contractual redemption value
(increased with accrued interest and decreased by debt repayments to date, as compared to the initial
nominal value at inception). By definition, as loans are not negotiable instruments on existing markets,
there is no market value and thus their fair value must result from estimates, based on ‘realistic
hypothesis’ which should be carried out by an independent body in case of significant transfer to
government (in line with Article 36 of the BRRD(*%8)). As the transaction is by evidence not made for
purely commercial considerations (i.e., with an expectation of profit, see ESA 2010 paragraph 5.21) a
capital transfer should be imputed for the difference between the purchase price and the independently
estimated price (or other, see section 4.5.4.5 below). Nevertheless, if there is reliable information that
some loans are irrecoverable (for instance because of the disappearance of the debtor), fully or for
nearly all their total amount, the fair value of these loans should be accounted for at zero and a capital
transfer is recorded for their full amount (ESA 2010 paragraph 20.121). In most cases, they would be
write-offs by the defeasance structure after the transaction.

22.The statistician may also alternatively elect using market values, available from quotes on similar assets
(including prices observed on the actual disposal of similar loan portfolios, carried out by other banks
possibly in other countries or in previous periods), instead of using an estimated fair value. In this case,
a larger capital transfer is recorded at inception.

45.3.2. TREATMENT TO BE FOLLOWED, AT INCEPTION, WHEN GOVERNMENT
SETS-UP OR TAKES OVER A DEFEASANCE STRUCTURE

23.Besides the legal/structural approach of buying the problematic assets outright, governments are also
frequently observed to set-up a new or take over an existing defeasance structure, or to take over
entities split from the rescued unit. The accounting treatment to be followed in such cases is as the one
explained in the previous section 4.5.3.1, i.e., when government acquires a portfolio of assets. The
fundamental reason is that there is no substantial difference between the situations: as concerns the
underlying policy objectives of government and as concerns the effects on government’s wealth.

45.3.2.1. Sector classification — general rules

24.Any financial institution may be observed to hold some problematic assets, in many cases with no threat
to the continued operation of the institution. It is important to distinguish those cases of financial
institutions that are financial intermediaries as defined by ESA 2010 paragraphs 2.55-2.58, from those
having the feature of financial defeasance structures, whatever their legal status.

25.Commonly, financial institutions in difficulties hold a portfolio of impaired assets whose market value
may or may not be easily determinable. An operation may be conducted to move these assets into a

(*%®) Directive 2014/59/EU of the European Parliament and of the Council of 15 May 2014 establishing a framework for the recovery and resolution
of credit institutions and investment firms.
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separate body in exchange for a payment (perhaps in the form of a swap arrangement), thereby
‘cleaning’ the bank's balance sheet.

26.A financial defeasance structure is thus an institutional unit which has substantial problematic assets,
whose principal activity is the resolution of these assets, generally over an extended period of time.

27.Some or all of the features in the following indicative list would provide evidence of the defeasance
structure nature of a unit, and they would call into doubt that the institution could be classified as a
financial intermediary:

e holding significant amounts of problematic assets (impaired or illiquid);

e being closed to lending to new clients, or partly open under restrictive conditions. The extension of loans
which relates to the management of existing assets would not be sufficient to conclude that the
institution is engaging in financial intermediation;

e strong externally imposed restrictions from competing on banking and financial markets;

e being closed to deposits-taking for new clients, or partly open under restrictive conditions. This includes
the ceasing of deposit taking from the general public or specified and relatively large sub-groups thereof.
In particular, exclusive deposit-taking from the government and/or specific public corporations would not
be considered sufficient to conclude that the institution is engaging in financial intermediation;

e receives support from a sponsor, that goes beyond ownership links, which de facto allows the unit to
acquire assets above market price; or

o a foreseen limited lifetime linked to the progressive liquidation of the assets through recoveries or sales
on the market.

28.For those institutions which do not meet the requirements to be classified as financial intermediaries,
several cases can be distinguished:

1) a public body may be specifically created by government with the clear task of holding mostly
problematic assets, frequently until their complete liquidation, and to directly assume losses that cannot
be borne by ‘normal’ commercial entities;

2) in other cases, the assets are allocated to an entity, public-owned, which is created in the context of the
restructuring of an existing financial institution holding problematic assets. This may take various forms,
according to the allocation of the problematic assets:

a) an existing financial institution is split between one new entity or more that are owned and controlled
by government with the task to manage the problematic assets (‘bad banks’), and one or more
remaining entities that may continue financial intermediation activities in competition on the
banking/financial market (‘good banks’), such that de facto more than one defeasance structure may
be created following that restructuring process;

b) the financial institution transfers to other units, under various procedures, its ‘commercial profitable
activity’ (such as deposit taking, quality assets, low risk lending). As a consequence, the initial unit is
left with the management of most or all problematic assets, which therefore become its main activity,
and this is achieved with a strong support of the government or under its control (government being
the main shareholder, directly or indirectly through other public bodies);

3) entities that, although legally private, are in fact controlled by government through contracts and meet
the characteristics above in 1) or 2). A useful indicator to conclude on public control despite
predominant legal private ownership is when the entity is a subsidiary of a government unity and the
IFRS/IPSAS account of the latter consolidates its subsidiary in its consolidated financial statements,
thereby considering the subsidiary as controlled;

4) other forms where the same substance is observed, i.e., the entity in question can be characterised by
some or all the features in paragraph 27 above.

29.A defeasance structure can be economically privately or publicly owned (or controlled), and in the latter
case can be either classified inside general government (‘government defeasance structure’) or outside
(‘other public defeasance structures’). Other public defeasance structures are defeasance structures
created by public banks without the help/involvement of government, similarly to private defeasance
structures.
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30.When there is evidence that government is assuming all or the majority of the risks and rewards
associated with the activities of a defeasance structure, as described above, this structure is a
‘government defeasance structure’, i.e., is classified in the general government sector, whatever its legal
status — i.e., even in cases where government is not legally a majority shareholder. For instance,
government is committed to cover the majority of the expected losses from the assets, through providing
guarantees either on the assets or on the financing of the entity holding the problematic assets and the
guarantee fee is not in line with the risks involved, or through being the main source of financing directly
or indirectly. Another example is when government is capturing all/most of the rewards flowing from the
liquidation of the assets irrespective of the legal shareholding distribution. These entities should be
classified in the general government sector either from its creation or at the point of reorganisation.

31.1n all cases, the sector classification of the publicly controlled defeasance structure has to be decided by
analysing the degree of government sponsorship and exposure in the rescue process.

4.5.3.2.2. Sector classification — specific implementation issues

32.Defeasance structures typically hold problematic assets as a major share of its assets. ‘Major share’
may mean that the book value of the assets, on which exceptional losses have been recorded and on
which further losses may still be expected, is a predominant part (and in some cases 100 %) of the
assets held by the entity. Thus, defeasance structures may contain some mix of good and bad assets.

33.There may be borderline cases where entities meeting most of the fundamental features of a
defeasance structure mentioned above are on the list of monetary financial institutions (MFIs) of the
ECB, which are subject to the Eurosystem’s minimum reserves as well as counterparties eligible for
Eurosystem operations. These cases will be analysed by Eurostat and the national statistical institute
(which is responsible for the sector classification of units in national accounts), in cooperation with the
ECB and the national central bank, taking into account ESA 2010 paragraphs 2.67, 2.68 and 2.75
(defining monetary financial institutions, other monetary financial institutions and deposit-taking
corporations except the central bank) on the one hand, and ESA 2010 paragraphs 20.44, 20.46 and
20.248 (defining defeasance structures/‘bad banks’ classified in general government) on the other hand.

34.1t may happen that a financial corporation in distress is put in liquidation according to a 'normal’
procedure, applicable to any units in the economy, notably with the support of government. Such a unit
may have most of the features of a financial defeasance structure: notably bearing problematic assets,
being closed to new business, having a limited lifetime. The unit in liquidation may also be a residual
part of the financial institution in distress, which has been restructured. The fact that the unit(**°) is
undergoing liquidation does not prevent its classification within the general government sector if
government is, de jure or de facto, controlling the liquidation process (for instance through its dominant
influence on a creditors’ committee) and/or is expecting to bear a majority of the expected losses or
gains from the liquidation (i.e., due to its significant claims on the unit, taking into account its ranking
among creditors) and/or due to support granted in the context of the management of the bailout.

35.When the entity is a special purpose vehicle, it should be treated as an integral part of the general
government sector, or appropriately reflected in the accounts of government if non-resident (ESA 2010
paragraph 2.27).

4.5.3.2.3. Impact on government net lending/borrowing (B.9) and debt

36.As regards the impact on net lending/borrowing (B.9), whatever the case envisaged, when the
reclassification involves the creation, the transfer or the takeover of an entity and/or of its portfolio of
assets (including non-financial assets) in exchange for consideration for an amount higher than the
value that can be independently estimated (or other, see section 4.5.4.5 below), the difference should be
considered a capital transfer at inception.

37.Moreover, and consistently with ESA 2010 paragraph 3.134, the government non-financial accounts
need to be impacted by any transfer of fixed assets (treated acquisitions less disposals of non-produced
assets) at inception of the defeasance structure.

(1%°) One could argue that the unit is no longer an institutional unit because the owners have lost their ability of controlling it, with a decision-
making power to the liquidator and/or creditors. However, the liquidation process implies that economic decisions are taken on its assets and
liabilities. The fact that the control has been withdrawn from the previous owners is not as such sufficient to be automatically classified in the
sector of the liquidator or the creditors (possibly belonging to different sectors). Thus, the unit must remain in the financial sector or, as
mentioned above, be reclassified in the general government sector.

Manual on Government Deficit and Debt 242




. o /|
Relations between government and the financial sector !-

38.In the government accounts, two options are valid to account for this impact (see accounting example
3)():

e Option 1): To record all changes in balance sheets as transactions of assets and liabilities, with the B.9
impact in the financial accounts reflecting the difference between the acquisition of financial assets and
the consideration provided in exchange (that is: incurrence of others liabilities and disposals of cash or
other assets).

e Option 2): To record changes in balance sheets as other changes in volumes instead of transactions of
assets and liabilities. This approach starts with imputing an F.89 payable transaction (asset of the
defeasance structure prior reclassification, and liability of government) equal to the B.9 impact in the
non-financial accounts. The B.9 impact results from a capital transfer expenditure (equal to the negative
net assets, then set to zero) and from the transferred non-financial assets (deemed sold to government
prior reclassification. The portfolio of the defeasance structure, which then has balanced net assets, is
then reclassified within the government sector as an other change in volume of assets account (changes
in sector classification and institutional unit structure (K.61)).

The imputed AF.89 disappears from the consolidated government accounts due to consolidation, once
the defeasance structure is classified inside government. It is also desirable to extinguish the AF.89 in
the nonconsolidated government accounts just after reclassification, which can effectively be done either
by way of transaction (through a return of the capital transfer, which is consolidated) or by way of an
other change in volume.

The B.9 impact in the two approaches is the same. It is composed in the non-financial accounts by a
capital transfer expenditure (D.9) for the negative net assets of the acquired portfolio (here including the
non-financial assets), plus the expenditure related to the transfer of the non-financial assets (which then
ensures an equal financial and non-financial B.9F/B.9 impact);

39.0ption 1) has clear advantages: a) it recognises the fact that government is de facto acquiring a portfolio
of assets and incurring liabilities, in an unbalanced way, which is reflected by a deficit impact, b) it limits
the amounts of accounting entries for a same event and, by doing so, c) it limits the accounting errors
made and d) enhances transparency and increases readability of the accounts for users. On the other
hand, Option 2) has the advantage of keeping a parallel to the ‘regular’ sector reclassification of units,
which can be more easily justified for units split from the rescued bank or for older units and has
historically been used in a number of cases.

40.As regards the impact on government debt, in all cases, the classification of these entities/portfolios to
government will mean that both their assets and liabilities are seen as acquired/incurred by government
and consequently included in the government balance sheet, and therefore gross government debt will
include the relevant debt instruments of the defeasance structures.

41.In the financial accounts, debt incurred is valued at market/fair value, which differs according to whether
this debt benefits from an explicit or implicit guarantee. In the latter case, the value reflects an asset
value.

42.The stock of debt in the ESA balance sheet follows the ESA valuation rules or may use a reset value for
loans (and deposits) liabilities. In contrast, for the Maastricht Debt, the face value is to be used.

43.As a general rule, the assets are to be added to the government balance sheet at their transaction
value, with the possible exception of loans/other receivables. For loan/other receivables, this chapter
nevertheless encourages compilers to report them at their transaction value (called reset nominal value)
rather than at their initial nominal value, in order to avoid distorting the net assets of general government
for large amounts (see section 4.5.4.4 below for a justification of this deviation from a more formal
reading of the ESA 2010).

4.5.3.3. RECORDINGS DURING THE DEFEASANCE PROCESS

44.Under normal commercial circumstances, subsequent changes in the market (fair) price of financial
assets would give rise to the recording of holding gains/losses, which have no impact on net
lending/borrowing. The difference in valuation between the purchase price and the redemption value or
resale price would also be without B.9 impact (for financial assets).

(*) see also accounting example 10 for other cases: Case 1 (outright acquisition of a portfolio of loan assets) and Case 2 (capital injection into a
rescued bank and undertaking a balanced defeasance portfolio).
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45,.However, those fundamental ESA 2010 rules on the way to record subsequent changes in values
assume that the initial purchase was carried out at market value, which is the fundamental ESA 2010
valuation rule for transactions.(?°!) But, in the case of defeasance structure, neither the purchase price
nor the transaction price generally reflect the market value: an economic value is used instead. In turn,
this alone justifies deviating from usual rules during the liquidation process(3°?).

46.This deviation is also justified in substance because the defeasance, with the impairment of the assets
taken over and the impoverishment of government (net worth) that follows, presumes an original
intention to convey a benefit. In that sense, both the original loss and the further losses should be seen,
in principle, as the manifestation that government interventions in support of financial institutions are not
made for purely commercial reasons, but as a mean to redistribute income and wealth (ESA 2010
paragraph 20.46) which is one principal economic function of government (ESA 2010 paragraph 20.02
b)).

47.Unlike 'normal' commercially-oriented financial institutions, defeasance structures often do not have to
fulfil capital, liquidity or funding regulatory requirements, as well as do not adopt a normal lending
behaviour: government defeasance structures are created for public policy reasons.

48.Furthermore, in this context, further losses on non-marketable assets during the wind-down of a bad
bank are sometimes neither due to market phenomena — by definition — nor the mere reflection of
misestimations at inception. Rather, they are the result of discretionary decisions by the defeasance
manager and/or the government itself.

49.Finally, from a practical point of view, defeasance often occurs in the context of dysfunctional markets
(or perhaps in functional markets but with severe price decreases), presuming an unusual level of
uncertainty, such that material errors can be made on the portfolio valuation at inception.

50.In this context, after inception and during the lifetime of a defeasance structure (or of the assets portfolio
more directly acquired by government), the statistician will find three typical instances where recordings
need to be decided and undertaken(?®®): early re-estimates, following re-estimates (unrealised
gains/losses), and resales/redemption of assets (realised sales/losses).

51.As mentioned above, the set-up of a defeasance structure or scheme frequently occurs in a situation of
markets dysfunctionality, sometimes under considerable uncertainty, and usually as well in a short and
unprepared — due to the circumstances — timeframe, leading to errors and misestimations. It is thus
often observed that, over a short period, a re-estimation of the initial value of the defeasance assets is
undertaken, even several times, with a material impact. Such a re-estimation is clearly undertaken to
correct the initial estimation.

52.In this context, whenever such a re-estimation occurs within one year or so after the first EDP
notification period in which the defeasance set-up was first reported, the initial impact in the non-
financial and financial accounts of general government can be revised(?%4).

53.Later on, during the management of the defeasance scheme, further re-estimation of the value of assets
can also occur. Moreover, and as the goal of a defeasance is to wind-down a portfolio of assets,
sales/resales will also occur. The main question is thus how, and when, to record the realised and/or
unrealised gains and losses on the assets, taking into account, on the one hand, the need to
transparently reflect in the general government net lending/net borrowing the true impoverishment of
government from the bailout process that cannot be explained by market factors — undertaken for public
policy reasons, with an original intention to convey a benefit — and, on the other hand, the ESA 2010
general principles rules on the accounting of those assets.

(201) ESA 2010 paragraph 5.19 directs that financial transactions are to be recorded at transaction values, what is somewhat circular. ESA 2010
paragraph 5.21 indeed explains that transactions, notably large transactions in equity, can deviate from the “price quoted on the market” (that
can be assimilated to market price), because such transactions can contain a premium or a discount due to its size or other considerations.
However, ESA 2010 paragraph 5.21 also explains that, when there is no commercial motivation to the transaction, the transaction value is
identified with the current market value and the difference to the consideration provided is a transfer. Separately, for securities dealers, ESA
2010 paragraph 3.73 foresees that the transaction value is also the market price (mid-point between ‘bid’ and ‘ask’), with the difference with the
consideration provided being a service provided. In summary, the transaction value is generally a market price or equivalent, and in some
instances may or may not include a transfer or a service

(*°2) When compilers use the market value at inception, the further change in value can be reflected in the revaluation accounts only.

(**®) Besides the typical operating costs of the defeasance, which need to be accounted for in a regular and usual basis, for example: interest
payable and receivable on the assets and liabilities in the portfolio, other property income payable and receivable, staff costs, intermediate
consumption, inter alia.

(%) Even if the revision of the initial estimate could be accepted during the first year, the data sources should be justified.
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a) Loans

Principle of recording

54.During the resolution context, the loans assets of the defeasance structure may be written-down,
written-off, redeemed or sold, or converted (into equity, real estate or other assets).

55.The general principle of loans that are not eventually repaid, and thus are written-off, follows two
possible procedures in the ESA 2010: a cancellation implying a capital transfer if the debtor still exists
(ESA 2010 paragraphs 6.15 (b), 4.165 (f), 20.221, 20.225 and 20.236); or the write-off is to be recorded
in the other changes in volume of assets account if the debtor does not exist anymore and therefore the
debt claim cannot be reimbursed by the debtor (ESA 2010 paragraphs 6.14 (b), 20.141 and 20.233 to
20.235). Yet, these general principles need interpretation in the context of loans extended by
government and more specifically to help the recording by the statistician facing the specific bailout
context. More precise guidelines are thus required.

56.Write-offs and write-downs are defined as internal accounting actions by the creditor without mutual
agreement, thus to be recorded as revaluations, with no impact on the net lending/net borrowing of the
creditor (ESA paragraphs 20.234 and 20.235).

57.0n the other side, when the creditor is government, mutual agreement is usually presumed, even when
not formally established. In such contexts, the write-off is considered a debt cancellation transaction,
with impact on the net lending/net borrowing of government (ESA 2010 paragraph 20.225)(2%). This is
reinforced by the fact that the nature of the claim — government taking over claims of a financial entity in
distress — implies an original intention to convey a benefit (ESA 2010 paragraph 20.229).

58.Thus, the write-off of claims by government in the defeasance context is to be recorded as a capital
transfer, even in the absence of formal cancellation by explicit mutual agreement, or the absence of the
counterpart, because the agreement can be presumed and because government intended to provide a
benefit at inception when taking over such loans (generally cheaper, and even much cheaper, than
commercial loans). The counterpart of government expenditure is the debtor of the claim, which is the
genuine beneficiary of the debt forgiveness at that point (ESA 2010 paragraph 20.230).

59. A defeasance structure is initially set-up with the objective of assuring a controlled and contained wind-
down of a portfolio of assets, thus avoiding, in interconnected financial markets, the systemic spreading
of the problem from one financial institution to others. At the same time, financial bailouts often occur in
the aftermath of financial crisis, with widespread economic consequences, such that the management of
a defeasance structure is also a mean for government to indirectly provide financial aid to other units,
not exclusively to financial institutions, in light of ESA 2010 paragraph 20.221.

60. This does not mean that the government-controlled defeasance structure does not aim at maximising
the recovery on assets, to the extent that this is viable, purposeful and economic. However, when faced
with further, persistent or material losses, statisticians should not be deterred in recognising the origin
and substance of the winding-down of a distressed financial entity by the fact that the business model of
the defeasance (and its genuine behaviour) might have the intention of avoiding further losses,

61.The whole arrangement is different from the profit-maximisation behaviour of commercial entities. This is
also one reason why a successful government-oriented resolution needs to be well reflected in the
accounts, i.e., the general government accounts should also reflect the case when the final actual
impoverishment due to non-market reasons of government from the bailout is lesser than initially
expected. The non-commercial character and purpose of financial bailout and defeasance should thus
work both ways in general government accounts, in a symmetric and balanced way.

62.In this setting, the non-financial accounts of government should recognise the fact that a loan asset of
the government-controlled defeasance structure is redeemed to an amount below or above the initially
expected (as reflected in the reset nominal value), via a capital transfer. A main question in this instance
is when to record this transfer and who is the counterpart of such a transaction.

(?%5) ESA 2010 paragraph 20.225 indicates that Debt cancellation (or debt forgiveness) is the extinction or reduction of a claim by agreement
between the creditor and the debtor. The creditor records a capital transfer payable for the amount cancelled and the other unit records a
capital transfer receivable. Mutual agreement is often presumed though not formally established in case of government forfeiting claims (...).
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63.When the debtor redeems the government-controlled defeasance structure for an amount lower than the
reset nominal value and government writes-down, writes-off or cancels the remaining, ESA 2010
paragraph 20.225 is to be followed. Government is seen forfeiting a claim against the debtor, by mutual
agreement, and a capital transfer expenditure is to be recorded at that time benefitting the debtor (see
accounting example 6, Case 1).

Further losses

64.0ne case, apart the one of final redemption or conversions (see below), is that of a cancellation of the
loan asset, during the management of the defeasance structure: once more, mutual agreement is
presumed, explicitly or implicitly, when cancellation is undertaken by government, in line with ESA 2010
paragraph 20.225. Moreover, ESA 2010 paragraph 1.66 allows for certain actions within an institutional
unit to be treated as a transaction. Such cancellations of government claims are thus to be considered
as transactions and recorded as capital transfers. In some cases, recording capital transfers on write-
downs, as if it was a partial write-off, can also be justified.

Further gains

65.When the debtor repays in excess of the reset nominal value, there is a question on how to record this
excess: as revenue or as revaluation, and at what time. It is a priori not possible to see the debtor of the
loan as conveying a benefit to government when it redeems the loan at an amount higher than the reset
nominal value; in fact, the debtor legally owes a given face/contractual value, and is repaying to the
defeasance structure some amount smaller or equal to that contractual value but higher than the reset
nominal value, i.e., the debtor is not redeeming above what it is contractually obliged to pay and is thus
not actually conveying a benefit to the defeasance structure. The genuine counterpart of this transaction
is the original creditor, who sold/transferred the assets to government. While at inception it was
estimated that the benefit conveyed by government to this creditor was of a certain amount, given the
write-off on the (impaired) loan and the purchase price, it is now proven that the extent of non-
recoverability was over-estimated. Moreover, allowing unrestrained recording of gains as revenue could
provide wrong incentives to governments in liquidating selected assets of the defeasance in carefully
chosen moments, so to artificially improve the net lending/net borrowing of general government.

66.To obviate these problems, in principle, the capital transfer at inception between government and the
original financial institution(s) would need to be revised, when gains are later on realised. However, this
would potentially require recurrent large revisions to the capital transfer recorded at inception, which
would be difficult to justify to users.

67.In this context, a pragmatic and balanced approach (the ‘delayed revenue approach’), that offers full
symmetry between gains and losses, is (1) to allow netting realised gains with (and to the limit of) capital
transfer expenditures to be recorded in the defeasance context as a result of realised losses during the
same accounting period (the calendar year), and (2) to report eventual remaining gains forward
(recording a notional F.89 payable for the proceeds collected), and (3) continuing netting the gain
reported in subsequent periods till extinction. In the case where insufficient losses exist to cover such
gains (i.e., the defeasance is turning a net gain on loans assets, compared to initial expectations), a final
and unique capital transfer revenue is to be recorded when the defeasance structure is finally wound-
down (see accounting example 6, Case 2).

68.The netting element followed in the 'delayed revenue approach’ is well adapted to defeasance
structures, where a large portfolio of numerous claims is generally held. Thus, in a given accounting
period, some loans turn a gain while others turn a loss, such that it is relevant to consider the net effect
of the numerous events occurring in the accounting period (one could thus also call it a portfolio
approach). Delaying net revenue to the subsequent period is prudent and avoids creating adverse
incentives.

69.The ’delayed revenue approach’ is nonetheless also applied if very few but large loans exist, for
consistency reasons.

Conversions

70.Furthermore, a defeasance structure can seek to convert the collateralised loans into other assets (such
as real estate or equity). When the loan is converted into another financial asset, the rules on the
paragraphs above apply: a loss is recorded at time of conversion, and a gain is reported forward
(‘delayed revenue approach’).
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71.When the loan is converted into a non-financial asset (previously collateralized), such that the loan is
fully written-off and the defeasance takes possession of the underlying non-financial asset, the non-
financial asset is evaluated and a transaction recorded (e.g., P.51g) reflecting the transfer of ownership,
at time of conversion. Again, the value of this non-financial asset may, at time of conversion, be lower or
higher than the reset nominal value of the underlying loan. The difference between the value of the non-
financial asset and the reset nominal value of the underlying loan, thus needs also to be recorded as a
capital transfer expenditure (lower value) or as a capital transfer revenue (higher value). As in this case,
the full B.9 impact of the conversion is always negative (due to the acquisition of a non-financial asset),
a capital transfer revenue (in case of gain) is appropriately to be recorded at time of conversion, that is:
without delay (see accounting example 5)(2%). Whatever the value of the non-financial asset compared
to the value of the financial asset, the impact on B.9 at time of conversion is always the same: equal to
the reset nominal value of the loan and also equal to the acquisition of the nonfinancial asset plus or
minus the capital transfer expenditure or revenue.

72.When a given claim is subject to a sequence of events, such as subsequent conversions, the amount
considered for each event should generally concern only a certain part of the claim concerned. In case
the statistician cannot distinguish the said parts, it may consider the claim is fully removed, at the first
conversion, therefore with a significant capital transfer expenditure. When then subsequent conversions
occur, a revenue is recorded following the ‘delayed revenue approach’.

Sales

73.The defeasance structure can also sell loans (usually in a portfolio or batch) to an entity more
specialized in recovering debts (or other), in a way to conduct debt restructuring. As the original intention
of the claim was to convey a benefit, ESA 2010 paragraphs 5.21, 20.229, 20.230 and 20.236 should be
followed. Any positive or negative difference between the transaction value received by government and
the reset nominal value of these loans booked at inception is to be recorded as a capital transfer in the
accounts of government, according to the ‘delayed revenue approach’. The new buyer of the loan is
deemed to buy the loan at market value. At the same time, the original debtor of the loan is seen as
receiving a benefit, thus being the counterpart of the capital transfer (there are thus three parties in this
type of transactions; see accounting example 7).

Other

74.The reset nominal value fluctuates over time during the liquidation period, as a result of accrued interest
(increases) and redemptions, sales, conversions or write-off/cancellations (decreases). The interest
accrued to record on these assets reflect the accrued interest of the contract apportioned to the reset
nominal value, to avoid distorting defeasance structures’ revenue and is to be consistent with the reset
nominal value approach.

b) Non-financial assets

75.1n the case of non-financial assets that a defeasance structure might hold, the market value may change
during the time they are held. The change in value has to be recorded in the revaluation account, with
no impact on government net lending/borrowing (B.9).

76.Non-financial assets often enter the defeasance structure balance sheet during the liquidation, following
loan conversions or other purchases. In a number of cases, though, significant amounts of such assets
were acquired at inception.

77.When non-financial assets are sold to units classified outside the general government sector, ESA 2010
rules are clear in that they are to be recorded when ownership is transferred. Given that this implies
recording a non-financial transaction, then the impact from the defeasance management of non-financial
assets is clear: a negative expenditure is to be recorded in the moment when ownership of such assets,
which entered the defeasance structure at inception or at time of conversion, are transferred to a third
party, thus positively impacting the B.9 of general government at time of resale. In this way, the
acquisition/take-over and subsequent sale of non-financial assets by a defeasance structure thus
automatically and effectively reflects, in the cumulated B.9, the true net impoverishment of government
(see accounting example 4).

(2%%) A similar interesting case is reflected in ESA 2010 paragraph 20.232.
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c) Securities and equity (see accounting example 8)

78.As concerns securities, ESA 2010 does not foresee that in general the re-estimation of securities’ value
and their redemption or sale impact government net lending/borrowing, as these events are deemed
either revaluations or pure financial transactions, respectively. On the other side, as discussed above,
the impoverishment and non-commercial character of government losses from bailout interventions must
be well reflected in its net lending/net borrowing over the lifetime of the scheme.

79.As a general principle, the sale of quoted securities at a gain or a loss is to be deemed as a pure
financial transaction, and thus any gain or loss is to be recorded as a revaluation. This follows from the
fact that in principle both the acquisition/transfer at inception and sale are undertaken under observable
market prices.

80.0n the other side, where unquoted security assets are later on sold (or redeemed) by the defeasance
structure at a gain or loss, it is deemed as if the capital transfer at inception was incorrectly estimated for
these assets, and it thus needs to be corrected in conformity with the ‘delayed revenue approach’. This
follows from the fact that the acquisition/transfer at inception of such securities was not under market
prices. Re-estimations of unquoted securities (besides the first re-estimations referred to above)
automatically lead to revaluations in the general government accounts, pending the final sale or
redemption. Nonetheless, the assessment of the capital transfer at time of resale/redemption of such
assets shall be made against the original value at inception (transaction value), rather than their
revalued value (at the end of previous period/before sale).

81.However, where it can be proven that part or the whole of the variation in value of the unquoted security,
in comparison with its initial (fair) value, is due to market movements, in line with ESA 2010 paragraph
20.231, a patrtial or full revaluation is to be recorded in the accounts of government. In practice, this
proof might be burdensome for statisticians, and might also be challenging in principle, as the
defeasance might have been created in the context of dysfunctional markets, such that the ‘original’ and
accurate market price may be difficult to grasp. In the first place, it is not expected that the statistician
would be able to make such proof; in principle, the operating manager, accountant and/or financial
officer of the defeasance structure is the most appropriate person for such calculations, and shall thus
be responsible for providing such evidence to the statistician(?’). In the second place, the effective
market evolution of the security might be assessed in comparison with global comparable indexes, or
else resorting to tools that the defeasance experts might deem fit (pending further confirmation by the
auditor of the defeasance structure).

82.As concerns (quoted and unquoted) equity assets, the same rules as for debt securities should be
followed.

d) Other assets

83.Defeasance structures can also own other types of financial assets, although to a lesser extent. In
general, the analysis and recording related to the reduction, cancellation, conversion and sale of those
assets needs to reflect the same principles as defined above: as the original intention is to convey a
benefit, government impoverishment must be well reflected overtime in its net lending/net borrowing
(unless proven market movements), and the counterpart of the transaction needs to be accurately
defined.

84.A typical example is the ownership of other receivables claims. In principle, the above rules on loan
claims can be well applied in the case of other receivables.

4.5.3.4. TREATMENT TO BE FOLLOWED WHEN GOVERNMENT IS INVOLVED BY
ITS GUARANTEE

85.Financial institutions or specific units controlled by those institutions (classified outside the general
government sector) may receive government guarantees on all or part of the problematic/impaired
assets that have been identified in their portfolio.

(?°7) In general, it is expected that the statistical authorities remain in close contact with the managers of the defeasance throughout the whole
resolution process, and from them receive appropriate and transparent information, in order to assess this as well as other relevant statistical
issues.
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86.Though ESA 2010 specifies that one-off guarantees are to be generally treated as contingencies, ESA
2010 paragraph 20.245 (and 20.256) explicitly foresees cases (including during bailouts) where the one-
off guarantee to entities in financial distress are considered as implicitly called at inception: An example
is where the entity is not able or has substantial difficulties to meet its obligations since its cash
generating abilities are limited or the tradability of its assets is severely limited due to exceptional
events. In this context, ESA 2010 paragraph 20.245 directs that, as a general principle, for a guarantee
provided in a bailout context, a capital transfer at inception is to be recorded for the entirety of the claim
or, alternatively, for the amount reliably expected to be lost.

87.In practice, there might be cases where government takes on all or most of the risks and rewards (see
chapter 5.5.2.6) directly attached to the problematic assets. In such cases, government is considered
the economic owner of the assets and the government accounts should record the acquisition of a
financial asset against a loan from the financial institution to the government. If government is seen as
taking over the assets above their market price or even fair value, a capital transfer by government
should be recorded for the part exceeding the market price or fair value, in line with ESA 2010
paragraphs 20.246, 20.247 and 20.257 and consistently with section 4.5.3.1.

88.If the government guarantee covers only capped losses on problematic assets, the treatment in national
accounts should comply with ESA 2010 paragraph 20.245 (and 20.256), and a capital transfer is to be
recorded for the expected loss.

89.When no net loss is expected, the general rules on guarantees as provided in chapter 7.4 of this Manual
apply. In particular, the following cases should be taken into account:

e a guarantee call on a problematic asset when the call is partial and the asset is considered at least
partly recoverable (i.e., remains in the balance sheet of the guaranteed), a capital transfer (government
expenditure) should be recorded for the amount of the guarantee call, at the time it takes place;

e a guarantee call on a problematic asset when no future recoveries are expected should be recorded as
capital transfer (government expenditure) at the time it takes place for the full amount of the call;

« when the problematic asset was sold by the financial institution with a loss and the guarantee is called, a
capital transfer (government expenditure) should be recorded for the amount of the guarantee call, at
the time it takes place;

e in some arrangements, a default of payment on problematic assets guaranteed by government could
trigger the transfer of the asset concerned to government. This should be recorded in government
accounts as a capital transfer (government expenditure), unless some amounts can be reliably
estimated as recoverable (by an independent body), in which case a financial transaction could be
recorded for the recoverable part.

90.When, after booking a capital transfer at inception for a given amount, the guarantee is later on called to
an extent lower than initially estimated, a capital transfer revenue is to be recorded, along the ‘delayed
revenue approach’, and at the latest at time the guarantee expires (see accounting example 2).

4.5.3.5. TREATMENT TO BE FOLLOWED WHEN GOVERNMENT PROVIDES DIRECT
FINANCING (ONE-OFF)

91.In a financial bailout context, government or another government-controlled entity can undertake direct
funding interventions of financial entities under several different forms. For example, government can
provide outright grants, acquire equity of or provide loans to an entity in distress, or government can
finance an entity that itself carries out specific transactions that a normal private investor would not
undertake.

a) Grants/subsidies

92.In a financial bailout context, government may provide an outright grant or subsidy to a financial
institution in distress, in order to boost banks’ capitalisation ratios or to reverse from a situation of
negative own funds, ensuring its liquidity and/or solvency. Grants provided by government to financial
institutions in distress reflect a redistribution of wealth, which is to be recorded as a capital transfer
expenditure (D.99).

b) Capital injections

93.The support of government into a financial institution in distress might also take the form of a capital
injection, implying the legal form of an equity acquisition. In the context of bailout interventions of
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government under the conditions described above, and so to assure substance over form, such
injections are also to be recorded as capital transfer expenditure in part or in full.

94.When the bank rescued is public, the capital transfer is often for the full value. This is in line with ESA
2010 paragraph 20.198 a), according to which A payment to cover accumulated, exceptional or future
losses, or provided for public policy purposes, is recorded as a capital transfer. Exceptional losses are
large losses recorded in one accounting period in the business accounts of a corporation, which usually
arise from downward revaluations of balance sheet assets, in such a way that the corporation is under
threat of financial distress (negative own funds, breach of solvency, etc.). The ESA 2010 thus explicitly
refers to (negative) own funds being a criterium for expensing capital injections.

95.When the rescued is private, a capital transfer is applicable for the difference between the injection and
the market value of the equity stake thus acquired, or for the full amount if the prospects remain
uncertain. In this context, ESA 2020 paragraph 20.199 adds Government payments are treated as an
acquisition of equity only if there is sufficient evidence of the corporation’s future profitability and its
ability to pay dividends.

96.An exception to the rules above is a capital injection that is made as part of a privatisation process within
a short-term perspective (less than one year), such that government expects to get its money back (ESA
2010 paragraph 20.201). Such capital injections are recorded in F.5 within the limit of the amount of the
privatisation proceeds (consistently with the rationale of ESA 2010 paragraph 20.227 in the case of debt
cancellation/assumption).

c) Lending

97.ESA 2010 paragraph 20.121 indicates that loans granted by government not likely to be repaid are
recorded in the ESA as capital transfers. This important sentence enforces substance over form, which
is crucial to national accounts/government finance statistics, so to avoid situations where governments’
gifts could be dissimulated in the legal form of loans — either with no intention by the borrower to repay
them (and/or by the creditor to seek repayment) or having no capacity to do so.

98.In practice, the issue is how to determine that the loan is unlikely to be repaid. Following on former
decisions reflected in this Manual (see chapters 2.4.3.20, 3.2.3 and 4.8.3) evidence can come from the
following indicators:

o Negative net assets of the borrower, or low expectation of repayment signalled by low expectation of
restoring profitability before the maturity date(s);

e Certain specific and unusual characteristics of the loan agreement, as excessively long (>5 years) grace
periods, or the loan being subordinated, or having the possibility to be converted into equity;

o Low expectation of full repayment signalled by the recording of significant provisions for losses in public
accounts;

e Qualified expert assessment on the low expectation of recovery;

e Unsuccessful long-lasting negotiations, by the beneficiary of the loan from government, on the
settlements of its claims.

99.1n practice, however, it may be estimated that only a part — even if the major part —, and not the full loan,
is irrecoverable. In such a circumstance, and in line with the treatment on grants and equity injections
above, as well as with the treatment of defeasance structures, the statistician should record as a capital
transfer the part of the loan that is irrecoverable, assessed as the difference between the nominal value
of the loan and the part that is estimated to be recovered, in line with ESA 2010 paragraph 20.246. In
this way, the substance (government support of an entity in financial distress) takes precedence over the
form (capital injections, lending, guarantee, etc.). All further actual losses as compared to the initial
estimated loss (and capital transfer) are to be recorded as capital transfer expenditure, in cases of write-
downs, write-offs or loan cancellations, and at the latest at maturity.

100. When, after booking a capital transfer at inception for a given amount, the loans are redeemed at an
amount higher than initially estimated, a capital transfer receivable is to be recorded at the time of the
final redemption, following the ‘delayed revenue approach’, thus ensuring a symmetric treatment with
the cases where loans are redeemed at an amount lower than initially estimated (see accounting
example 1).
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101. In some circumstances, it might appear clear already at inception that the loan is not a real loan, but it
has more the characteristics of a capital injection in substance. In such cases, the rules above on capital
injections apply and the loan is to be considered as a capital transfer in part or in full.

d) Indirect rescues

102. A unit, classified outside the government sector and holding problematic assets or taking part in a
support operation related to problematic assets, may enjoy government financial support (explicitly
through direct financing or implicitly) in order to carry out specific transactions, at the initiative of
government, that a normal private investor would not undertake and that go beyond its usual activity. In
such cases, the government should be considered the principal party to the respective transaction and
the transaction should be rerouted in the accounts of the government (ESA 2010 paragraphs 1.73—
1.75). If the rerouted transactions involve the injection of funds by the financial intermediary into a
financial or non-financial corporation on behalf of the government, the recording of this capital injection
should be recorded as outlined in points a), b) and c) above.

4.5.4. Rationale of the treatment and practical
iImplementation issues

45.4.1. CLASSIFICATION ISSUES

103. Defeasance structures seem to be involved in financial activity: they have borrowed resources
(transferred or newly issued) in order to finance the assets. However, they should not be considered to
be real financial intermediaries, because they do not really place themselves at risk by acquiring
financial assets and incurring liabilities on their own account, which is a typical feature of a financial
intermediary according to ESA 2010 paragraph 2.57. On the contrary, they act on behalf of government,
and/or government bears the majority of risks and rewards. They redistribute wealth on behalf of
government. This is the rationale for classifying defeasance structures, even when on the MFI list, in the
general government sector. Under these conditions, the exceptional (MFI) cases mentioned should be
closely considered by the competent authorities.

45.4.2. THE GENERAL PRINCIPLE FOR RECORDING CAPITAL TRANSFERS

104. The recording of a capital transfer from government, with an impact on government net
lending/borrowing (B.9), can take place at several points in time:

e at the time of setting up the defeasance process, when government buys (or takes over) the involved
assets for the amount paid in excess to the market or even fair value, as observed at the time of the
transfer;

e at inception or during the management of the bailout, when government, normally through guarantee
calls (on assets or on some liabilities), assumes losses from the financial institutions or other units
classified outside general government;

e during the bailout process, when government makes capital injections in units under rescue, either for
covering losses or/and for providing the needed financing resources;

e during the liquidation process at time of write off or cancelation for the part not repaid or converted;

e during the management of the defeasance, when government cancels loans it may have granted to the
unit under rescue;

e in other moments.

105. In these and other situations, a capital transfer is recorded because there is a redistribution of wealth
among the different units involved, arising from an original intention of government to convey a benefit.
This is also justified because it is appropriate that, in this case, the impoverishment of (the financial net
worth of) government is accounted in its cumulated net lending/net borrowing, when this is not explained
by regular market developments. This is in line with the definition of other capital transfers (D.99) given
in ESA 2010 paragraph 4.164.

106. The capital transfer is recorded at the time the transfer of wealth is deemed to occur. This can be, in
the case where assets are taken over by government, at the time when the operation is (explicitly or
implicitly) agreed between the parties and/or when the defeasance structure is created. For other cases,
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it is at the time government transfers or forfeits the amounts corresponding to the assumption or
cancellation of debt or capital injections.

107. In the statistical recording related to government interventions in the context of financial bailouts,
statisticians need, however, to be careful in assuring a ‘cap on B.9’. This means that the accumulated
B.9 of government (notably its accumulated deficits in the context of financial defeasance) should not be
larger than the overall decrease in the net (financial) worth of government from its interventions, aside
from the holding gains/losses stemming from market movements.

45.4.3. VALUATION ISSUES FOR ASSETS OTHER THAN LOANS

108. The general rule for valuing this kind of assets in national accounts is to record them at their market
price (fair value), for both stocks and flows. In general, financial institutions, such as banks, may follow
some specific rules, according to the supervisory regulations.

109. ESA 2010 paragraph 5.19 provides for financial transactions to be recorded at the values they are
transacted. At the same time, ESA 2010 paragraph 5.21 acknowledges that in cases where the
counterpart transaction of a financial transaction is, for example, a transfer and therefore the financial
transaction may be undertaken other than for purely commercial considerations, the transaction value is
identified with the current market value of the financial assets and/or liabilities involved.

110. In the internal bookkeeping of the financial institutions, some impaired assets may be valued at the
price paid for their acquisition. In other words, the book value of these assets does not correspond to the
market or fair value. Although, in a prudent approach, banks should anticipate possible losses on some
assets by recording provisions, they have often the tendency to minimise such impact or wait as much
as possible, in absence of explicit orders by the Supervisory Authorities.

111. The fact that such assets are placed in a defeasance structure, or being wound-down, means that the
expected realisation value is far below the book value. If they are transferred for their book value, a
capital transfer needs to be recorded in national accounts to reflect this difference between the
transaction value and the market (fair) value.

112. In the case where such value is not available but where an estimation of the expected losses may be
carried out by an independent body on the basis of usual pricing methods, this estimate could be used
as a proxy for the difference between transaction and fair value.

45.4.4. THE CASE OF LOANS

113. ESA 2010 deviates for loans (and a few other assets) from the general principle of recording assets
and liabilities at market value in both stocks positions and transactions. Loans are recorded (in the
balance sheet) at the nominal value, which is the discounted cash flow due on the contract using the
discount rate at inception.

114. This approach is taken largely on practical grounds because the market value of loans is not directly,
reliably or easily observable.

115. The ESA 2010 deviation for loans is not problematic at inception, because the nominal value can be
deemed to equal the market value of the loan (except for concessional loans). The ESA 2010 deviation
becomes less appropriate as time passes, as the discounted cash flows can significantly change from
one period to the other, either because the expected cash flow changes (impairment) or because the
market rates change.

116. In the financial defeasance case, when loans are sold/transferred by the financial institutions to the
specific government unit, the purchase price may be equal to their redemption value, i.e., their original
nominal value. Nevertheless, it is expected that the loans placed in the defeasance structure will not be
redeemed at the latter value. As the transaction is by evidence undertaken by government for other than
purely commercial considerations (see ESA 2010 paragraph 5.21), the transaction values would have to
be identified with the ‘current market (fair) values’ of the loans, which might not be observed in practice.
In many cases, estimates on expected losses might become available and be used as a proxy for the
difference between the amount paid and the fair value (or even the market value). In addition, loan
portfolios are likely to have been subject to provisions (impairments) in the accounting bookkeeping of
financial institutions (which are frequently imposed by supervisory authorities). This may provide
supplementary information on the potential size of the capital transfer to be recorded.
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117. Moreover, if, among the transferred assets, there is reliable information leading to think that some
loans will in fact never be repaid, the capital transfer to the financial institution disposing of them must be
accounted for the full value of these loans (ESA 2010 paragraph 20.247).

118. After accounting for the loans acquired, transferred or taken over at their transaction price (i.e.,
purchase price/transfer price minus the capital transfer), the question that arises is then how to value
their stock in the balance sheet of the defeasance structure and government: the transaction value (i.e.,
the reset nominal value) or the initial nominal value?

119. The valuation of loans (including those that were traded) is dealt with in ESA 2010 paragraph 7.70.
The general rule is to record, in the balance sheets of both creditors and debtors, the amounts of
principal that the debtors are contractually obliged to repay the creditors, even in cases where the loan
was traded at a discount or premium. This is the principal outstanding amount (original contractual
redemption value). It is also the amount on which the interest is accrued.

120. ESA 2010 paragraph 5.122 and ESA 2010 paragraph 6.58 give further guidance when loans are
traded (as exceptional transaction) at a price which is different from the ESA nominal value. The seller
and the purchaser have to record the transaction at the effective price in their financial accounts, but
they must use the revaluation account for the difference between the transaction value (recorded in the
financial accounts) and the nominal value (recorded in the balance sheet) before (for the seller) and
after (for the purchaser) the transaction.

121. However, in the case of financial defeasance, reporting the initial nominal value of the acquired loan
asset leads to a gross distortion of government net assets, which manifests itself by a large gap at
inception between the B.9 impact and the change in (financial) net worth. This gap can be very visible in
those countries using the initial nominal value, given the typical size of those specific operations(?°8).

122. By the same token, the subsequent liquidation of those claims below their nominal value implies an
artificial reduction in net assets, leading to a false impression (at least for uninformed users) of
government impoverishment/mismanagement during the liquidation.

123. Following the practice of a number of Member States, Eurostat allows, and encourages, recording — in
the specific case of financial rescue — the loans in the balance sheet of S.13 at their new (or reset)
nominal value, which is equal to the transaction value. This recording is applied for the loans assets held
by the defeasance structure, and thus for the counterpart loan liabilities of the debtors.

124. The rationale for this is to suppose that a 'partial write-off' of the claims occurred prior to the transfer.
Such a partial write-off approach de facto imposes unilaterally the view of the creditor (the original bank
that transfers the claims to the defeasance structure) over the information collected from the debtor.
Indeed, ESA 2010 paragraph 6.14b implements the 'creditor view' for recording loans (notably for the
associated write-offs). In that case, a claim is simultaneously removed from the balance sheets of the
creditor and of the debtor, despite the fact that write-offs do not imply a legal abandonment of the claim
but is the mere accounting action of the creditor's accountants. As a result, it is common for accountants
to book write-off reversals (‘write on’) revenue (in their own books), originating from recoveries on loans
that have been previously written off (ESA 2010 paragraphs 20.233—-235).

125. The recommendation, nonetheless, introduces the notion of partial write-off. This is why the proposal
restricts this to the specific case of defeasance structures. This notion of partial write-off may find some
support in the motivation in ESA 2010 paragraph 20.233 regarding debt write-offs that occur because
the accountant considered that the claim cannot be realistically pursued for recoveries that would justify
the various costs incurred, if one considers that the asset purchaser recognizes that part of the claim is
irrecoverable and only a part (for instance, the Real Economic Value (REV); see paragraph 132) can be
recovered within cost-justification.

126. Differently to write-downs, which usually reflect a price change, partial write-offs are a volume event,
which implies the reduction in the size of the claim, as implied by ESA 2010 paragraphs 20.233 and
20.235. This reduction reflects a reduction in economic size, not in legal size (as already discussed,
leading to occasional write-off reversals).

127. The partial write-off approach can also be justified from a portfolio point of view. This reasoning is most
appropriate for defeasance structures (that often hold large portfolio of loans).

(?%8) See the Background note on government interventions to support financial institutions.
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128. The introduction of such a concept of partial write-off, and its associated recording, provides a better
reflection of economic substance, because, at inception, a gift/B.9 impact has a corresponding impact
within the change in (financial) net worth in ESA terms. This would not be the case if loan assets are
recorded at their original nominal value.

129. It should be noted that, following ESA 2010, the claims would then remain valued at their new/reset
nominal value in subsequent periods, after moving into the defeasance structure. The reset nominal
value increases with accrued interest and decreases with repayments, conversions and write-offs.

130. Member States should thus be allowed to undertake this reset value recording, which more clearly
portrays the (financial) net worth of general government, as moreover this does not influence the B.9
impact.

131. Besides more correctly depicting the true (financial) net worth of general government, this recording
may also later on facilitate the work of the statistician in accounting for further non-financial impacts, as
these need to be assessed against the reset/new nominal value, rather than against the original
nominal/face/redemption value. Notably, recording the assets in the balance sheet at their reset nominal
value helps assure the cap on the B.9, that is, that the accumulated B.9 impact of the intervention of
government in the form of a defeasance structure is no larger than the overall decrease in its net
(financial) worth over time.

45.45. VALUATION OF THE NET LENDING/NET BORROWING IMPACT AT
INCEPTION

132. A defeasance structure involves acquiring a portfolio of assets, such as loans. Various valuations can
be envisaged (see also example below):

e Original gross book value of 100, called nominal value (which would also include accrued interest not
yet paid);

e The book value of 80, which includes some write-downs (20) by the bank's accountants. The latter are
sometimes insufficient, in the case of bank failure, from the accountant or auditor's point of view, but
they are often constrained by the lack of equity of the bank holding the assets;

e The real economic value (REV) of 70, by DG COMP, which reflects a discounted realisation value,
assuming enough time to optimize recoveries, as well as a moderate discount rate. This REV thus
depends crucially from (a) the hypothesized recoveries, and (b) the discount rate selected. Legally, the
consideration provided in exchange must be smaller than the REV, so as to be considered State Aid
compliant with EU competition policy principles;

e The transfer price of 60, which is the consideration provided in exchange. The concept of the
‘consideration provided in exchange' of the assets acquired/transferred includes the cash or other assets
provided and the liabilities incurred by government. Furthermore, in line with ESA 2010 paragraphs
20.245 and 20.256, it also takes into account the amounts of guarantee expected to be called net of
expected recoveries;

e The reliable estimate of 40, in line with Article 36 of the BRRD, which is the reset nominal value in the
case of loans.

e The market value of 15. A critical question is the basis for this market valuation. One would expect it
would be the value observed in actual sales' transactions of similar assets.
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_________________ ‘ Real Economicvalue (70)
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Impaired Assets Portfolio
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133. When analysing, at inception, the rescue of a financial entity (through a defeasance structure or
equivalent), the first question the statistician needs to ask is whether a reliable estimate on future losses
of the assets at stake is available or not, and whether this is a prudent, independent, fairly detailed and
objective analysis. Estimates made by national officials or authorities, or equivalent, are usually not
deemed as independent. This is supported by Article 36 of the Bank Recovery and Resolution Directive
(BRRD), according to which (...) a fair, prudent and realistic valuation of the assets and liabilities (...) is
carried out by a person independent from any public authority, including the resolution authority (...).

134. Thus, as a first option, statisticians should follow, when accessing the extent of the capital transfer at
inception — as well as the valuation of the assets in the balance sheet of government — a reliable
estimate undertaken in the context of Article 36 of the BRRD. The capital transfer (20) is equal to the
consideration provided in exchange (transfer price, 60) minus the reliable estimate (40).

135. Whereas ESA 2010 generally directs that the capital transfer is to be assessed against market values,
the difficulty is that usually there are no market values for loans (which are typically a considerable share
of the asset portfolio of financial entities under intervention), and frequently also not for unquoted equity
and securities. In the context of a unit in distress being supported by government — and even more so if
also in the context of a financial crisis — such non-marketable assets would be ‘quoted’ at a very reduced
value. In this sense, using only ‘market values’ in the evaluation at inception of such intervention could
latter on prove to have been excessively prudent. Using the fair, prudent and independent valuation as
subscribed by the BRRD can thus prove to be a more realistic, and thus superior, approach.

136. However, failing this option, statisticians should record the benefit conveyed by government in relation
to the observable market prices and, if need be, of the market prices of comparable assets.

137. If there is no reliable estimate and market prices (or market prices of comparable assets) are not
observable — which is frequent for non-marketable assets, and even so for marketable assets when
under a more generalised market disruption — , then, following ESA 2010 paragraph 20.247, the assets
are recorded at zero value leading to a capital transfer (D.9 impacting B.9) equal to the consideration
provided in exchange of the assets acquired /transferred, i.e., the capital transfer should equal the sum
of the cash or other assets provided and liabilities incurred by government.

138. In practice, the price of some assets (or comparable) might be observable, while others might not be
(possibly, securities and equity being in the first group, and loans in the second group). In such
instances, the statistician is required to take a pragmatic approach involving the two previous
paragraphs.

Manual on Government Deficit and Debt 255




. o /|
Relations between government and the financial sector !-

4.5.5. Accounting examples
Example 1 — A loan is provided to an entity in distress

Att, a 2-year bullet loan of 100 is granted to a financial entity in distress. However, only 30 are expected to
be recovered (interest is disregarded, for simplicity).

Year t

General Government Financial Sector

Opening balance sheet
A L A L

AF.2 1000
BF.90 1000 BF.90 0

Non-financial account

U R U R
D.9 70 D.9 70
B.9 -70 B.9 70

Financial Account

AA AL AA AL
F.2 -100 F.2 100 | F.4 30
F.4 30

B.9F -70 B.9F 70

Closing balance sheet

A L A L
AF.2 900 AF.2 100 | AF.4 30
AF.4 30

BF.90 930 BF.90 70

Case 1 - At t+2, principal of 20 is repaid, and the remaining 10 are cancelled or written-off (or have been
written-down previously).

Year t+2
General Government Financial Sector

Opening balance sheet (closing balance sheet of t)

A L A L
AF.2 900 AF.2 100 | AF.4 30
AF.4 30

BF.90 930 BF.90 70
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Non-financial account

u R u R
D.9 10 D.9 10
B.9 -10 B.9 10

Financial Account

AA AL AA AL
F.2 20 F.2 -20 | F.4 -30
F.4 -30

B.9F -10 B.9F 10

Closing balance sheet

A L A L
AF.2 920 AF.2 80 | AF.4 0
AF.4 0

BF.90 920 BF.90 80

In summary, the accumulated B.9 of general government since t equals -80 (=-70-10), which is equal to the
change in its (financial) net worth (920-1000).

Case 2 - In this case, instead, 40 is repaid at t+2. Government obtains a gain as compared with what was
initially expected. The recording in the financial accounts flows naturally; in the non-financial accounts, a
capital transfer receivable is recorded in the accounts of government.

Year t+2
General Government Financial Sector

Opening balance sheet (closing balance sheet of t)

A L A L
AF.2 900 AF.2 100 | AF.4 30
AF.4 30

BF.90 930 BF.90 70

Non-financial account

U R u R
D.9 10 D.9 10
B.9 10 B.9 -10

Financial Account

AA AL AA AL
F.2 40 F.2 -40 | F.4 -30
F.4 -30

B.9F 10 B.9F -10
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Closing balance sheet

A L A L
AF.2 940 AF.2 60 | AF.4 0
AF.4 0

BF.90 940 BF.90 60

In summary, the accumulated B.9 of general government since t equals -60 (=-70+10), which is equal to the
change in its (financial) net worth (940-1000).

Example 2 — One-off guarantees

The following three cases depict a situation where a government guarantee extinguishing by end-t+2 is
provided, to the amount of 200. In all cases, guarantee calls sum up to 180 (90 in both t+1 and t+2). In
cases 1 and 2 alone, the guarantee is provided on the non-performing assets of an entity in distress.

e In Case 1 there is an expectation at t that the entity is not able to fulfil its obligations, and that a majority
of the guarantee will eventually be called. Yet, no reliable amount of calls can be independently
estimated, and so the guarantee is treated as called at inception, for the whole amount of 200, following
ESA 2010 paragraph 20.245.

e In Case 2, it is independently estimated that the impairment on the assets is of 80%, such that the
guarantee is expected to be called to an amount of 160.

e In Case 3, there are no reliable expectations that the guarantee is ever going to be called, and so the
general rules on one-off guarantees apply.

For simplicity, government has cash of 500 in its opening balance sheet, such that no government
borrowing needs to be depicted to finance the guarantee calls.

Case 1 - There is an expectation at t that the entity is not able to recover its loans assets, and as such that
a majority of the guarantee will eventually be called. Yet, no reliable amount of calls can be independently
estimated, and so the guarantee is treated as called at inception for the whole amount of 200, following
ESA 2010 paragraph 20.245.

Year t
General Government Financial Sector

Opening balance sheet
A L A L

AF.2 500
BF.90 500 BF.90 0

Non-financial account

u R u R
D.9 200 D.9 200
B.9 -200 B.9 200

Financial Account

AA AL AA AL
F.8 200 F.8 200
B.9F -200 B.9F 200
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Closing balance sheet

A L A L
AF.2 500 | AF.8 200 AF.2 0
AF.8 200
BF.90 300 BF.90 200
Year t+1
General Government Financial Sector

Opening balance sheet

A L A L
AF.2 500 | AF.8 200 AF.2 0
AF.8 200

BF.90 300 BF.90 200

No-financial account

U R U R

B.9 0 B.9 0

Financial Account

AA AL AA AL
F.2 -90 | F.8 -90 F.2 90
F.8 -90

B.9F 0 B.9F 0

Closing balance sheet

A L A L
AF.2 410 | AF.8 110 AF.2 90
AF.8 110

BF.90 300 BF.90 200

By the end of year t+2, when the guarantee is extinguished, calls sum up to 180. As the capital
transfer/other account payable at inception amounted to 200, a capital transfer receivable of government
needs to be recorded. In this way, after year t+2, the accumulated B.9 of government, and the change in its
(financial) net worth is of -180.
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Year T+2
General Government Financial Sector

Opening balance sheet

A L A L
AF.2 410 | AF.8 110 AF.2 90
AF.8 110

BF.90 300 BF.90 200

Non-financial account

U R U R
D.9 20 D.9 20
B.9 20 B.9 -20

Financial Account

AA AL AA AL
F.2 -90 | F.8 -110 F.2 90
F.8 -110

B.9F 20 B.9F -20

Closing balance sheet

A L A L
AF.2 320 | AF.8 0 AF.2 180
AF.8 0

BF.90 320 BF.90 180

Case 2 — It is independently estimated that the impairment on the assets of the entity in financial distress is
of 80%, such that the guarantee is expected to be called to an amount of 160. Thus, in year t, a capital
transfer payable of 160 is recorded in the accounts of government.

Year t
General Government Financial Sector

Opening balance sheet

A L A L

AF.2 500
BF.90 500 BF.90 0
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Non-financial account

u R U R
D.9 160 D.9 160
B.9 -160 B.9 160

Financial Account

AA AL AA AL
F.8 160 F.8 160
B.9F -160 B.9F 160

Closing balance sheet

A L A L
AF.2 500 | AF.8 160 AF.2 0
AF.8 160
BF.90 340 BF.90 160
Year t+1
General Government Financial Sector

Opening balance sheet

A L A L
AF.2 500 | AF.8 160 AF.2 0
AF.8 160

BF.90 340 BF.90 160

Non-financial account
U R U R

B.9 0 B.9 0

Financial Account

AA AL AA AL
F.2 -90 | F.8 -90 F.2 90
F.8 -90

B.9F 0 B.9F 0

Closing balance sheet

A L A L
AF.2 410 | AF.8 70 AF.2 90
AF.8 70

BF.90 340 BF.90 160
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By the end of year t+2, when the guarantee is extinguished, calls sum up to 180. As the capital
transfer/other account payable at inception amounted to 160, a further capital transfer payable of
government needs to be recorded. In this way, after year t+2, the accumulated B.9 of government, and the
change in its (financial) net worth is of -180.

Year t+2

General Government Financial Sector

Opening balance sheet

A L A L
AF.2 410 | AF.8 70 AF.2 90
AF.8 70

BF.90 340 BF.90 160

Non-financial account

U R U R
D.9 20 D.9 20
B.9 -20 B.9 20

Financial Account

AA AL AA AL
F.2 -90 | F.8 -70 F.2 90
F.8 -70

B.9F -20 B.9F 20

Closing balance sheet

A L A L
AF.2 320 | AF.8 0 AF.2 180
AF.8 0

BF.90 320 BF.90 180

Case 3 — The recipient of the guarantee is not in financial distress. Capital transfers are thus recognised in
the system at time calls occur. This is the general case of one-off guarantees provided outside the context
of financial bailout.

Year t
General Government Financial Sector

Opening balance sheet
A L A L

AF.2 500
BF.90 500 BF.90 0
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Non-financial account

U R U R

B.9 0 ‘ B.9 0 ‘

Financial Account

AA AL AA AL

‘ B.9F 0 ‘ B.9F 0

Closing balance sheet

L A L
AF.2 500 AF.2 0
BF.90 500 BF.90 0
Year t+1
General Government Financial Sector

Opening balance sheet

A L A L
AF.2 500 | AF.8 0 AF.2 0
BF.90 500 BF.90 0

Non-financial account

U R U R
D.9 90 D.9 90
B.9 -90 B.9 90

Financial Account

AA AL AA AL

F.2 -90 F.2 90
B.9F -90 B.9F 90

Closing balance sheet

A L A L

AF.2 410 AF.2 90
BF.90 410 BF.90 90
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Year t+2
General Government Financial Sector

Opening balance sheet

A L A L
AF.2 410 | AF.8 0 AF.2 90
BF.90 410 BF.90 90

Non-financial account

U R u R
D.9 90 D.9 90
B.9 -90 B.9 90

Financial Account

AA AL AA AL

F.2 -90 F.2 90
B.9F -90 B.9F 90

Closing balance sheet

A L A L

AF.2 320 AF.2 180
BF.90 320 BF.90 180

Summary: In all three cases, guarantees were called to an amount of 180, which is the cash that
government had to pay to the financial sector, visible by the deterioration of its (financial) net worth (from
500 to 320). The rules established provide for the cumulated net lending/net borrowing of government to be
equal, in the three cases, to its impoverishment.

Example 3 — Government sets-up or takes over a defeasance structure, or buys the problematic
assets

A government-controlled defeasance structure is either created or taken-over by, or transferred to,
government, along with its portfolio of assets and liabilities. In Case 1 below, the treatment is equal to (and
thus that of) when government buys the problematic assets.

The consideration provided in exchange consists of 100, of which 90 consisting of the market value of
transferred securities liabilities and 10 of cash provided to the financial institution that originally held the
portfolio.

The assets transferred from financial institutions to the public unit in charge of the defeasance are the
following ones:

e Securities/shares, with a bookkeeping value of 40, and a market value of 25 (value in the opening
balance sheet);

o Buildings, with a bookkeeping value of 10, and a market value of 5 (in the opening balance sheet);

o Loans, with an original nominal value of 50, of which, at the time the defeasance is set up, an amount of
10 are considered irrecoverable.

As the consideration provided in exchange is 100 and as the market/fair value of the assets is 70
(5+25+40), a capital transfer of 30 is recorded. The acquisition/transfer of non-financial assets is also to be
recorded as a transaction.
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The following two cases depict the situations where the operation is seen as government acquiring a
portfolio of assets and liabilities (Case 1) and the situation where the operation is seen as a change in
sector classification of the defeasance structure (Case 2).

In both cases, only the stocks that are relevant for the analysis of the operation in question are shown.
Moreover, in both cases, accountants/statisticians record loans in the balance sheet at their reset nominal
value.

Case 1 — The operation is seen as government acquiring a portfolio of assets and liabilities

Year 1
General Government Financial Sector

Opening balance sheet

A L A L

AF.2 500 AF.2 0| AF.3 90
AF.4 40

BF.90 500 AF.3/AF.5 25 | BF.90 -25

B.90 500 AN.11 5 | B.90 -20

Non-financial account

U R U R
D.9 30 D.9 30
P.51g 5 P.51g -5
B.9 -35 B.9 35

Financial Account

AA AL AA AL
F.2 -10 | F.3 90 F.2 10 | F.3 -90
F.4 40 F.4 -40
F.3/F.5 25 F.3/F.5 -25

B.9F -35 B.9F 35

Closing balance sheet

A L A L
AF.2 490 | AF.3 90 AF.2 10 | AF.3 0
AF.4 40 AF.4 0
AF.3/AF.5 25 AF.3/AF.5 0
AN.11 5 AN.11 0
BF.90 465 BF.90 10
B.90 470 B.90 10
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Case 2 — The operation is seen as a change in sector classification of the defeasance structure

Year 1

General Government Financial Sector

Opening balance sheet

A L A L
AF.2 500 AF.2 0 | AF.3/AF.5 90
AF.4 40
AF.3/AF.5 25
AN.11 5
BF.90 500 BF.90 -25
B.90 500 B.90 -20
Non-financial account
U R ] R
D.9 30 D.9 30
P.51g 5 P.51g -5
B.9 -35 B.9 35
Financial Account
AA AL AA AL
F.2 -10 | F.89 25 F.2 10
F.89 25
B.9F -35 B.9F 35
Other changes in volume of assets
AA AL AA AL
K.6 on K.6 on K.6 on K.6 on
AF.4 40 | AF.3 90 AF.4 -40 | AF.3 -90
K.6 on K.6 on
AF.3/AF.5 25 AF.3/AF.5 -25
B.102 -25 B.102 25
Revaluation Account
AA AL AA AL
F.89 -25 F.89 -25
B.103 25 B.103 -25
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Closing balance sheet

A L A L
AF.2 490 | AF.3 90 AF.2 10 | AF.3 0
AF.4 40 | AF.89 0 AF.4 0
AF.3/AF.5 25 AF.3/AF.5 0
AF.89 0
AN.11 5 AN.11 0
BF.90 465 BF.90 10
B.90 470 B.90 10

Example 4 — Recordings related to non-financial assets during the management of a defeasance
structure

In Year 3, after inception, the defeasance structure of Accounting example 3 sells, to the household sector,
all its real-estate assets.

In Case 1, the real-estate assets are sold at 9, i.e., at an amount higher than the original value at inception
(5). In Case 2, the real-estate assets are sold at 4, i.e., at an amount lower than the original value at
inception (5).

In both cases, a negative P.51g expenditure is recorded (at the exact amount of the sale), with a
counterpart cash transaction for the same amount.

Without the need for any further imputation, the non-financial and the financial net lending/net borrowing, as
well as the financial net worth, will accurately depict in that year and overtime the effective impoverishment
of general government.

A revaluation of AN.11 needs to be recorded to correctly account for the change in the net worth, of the
non-financial asset being sold at an amount higher/lower than its bookkeeping value.

Case 1
Year 3
General Government Household sector
Opening balance sheet
A L A L
AF.2 490 | AF.3 90 AF.2 20
AF.4 40
AF.3/AF.5 25
AN.11 5 AN.11 0
BF.90 465 BF.90 20
B.90 470 B.90 20
Non-financial account
u R U R
P.51g -9 P.51g 9
B.9 9 B.9 -9
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Financial Account

AA AL AA AL

F.2 9 F.2 -9

B.9F 9 B.9F -9

Revaluation Account

AA AL AA AL

AN.11 4

B.103 4 B.103 0

Closing balance sheet

A L A L
AF.2 499 | AF.3 90 AF.2 11
AF.4 40
AF.3/AF.5 25
AN.11 0 AN.11 9

BF.90 474 BF.90 11

B.90 474 B.90 20

Case 2
Year 3
General Government Household sector

Opening balance sheet

A L A L
AF.2 490 | AF.3 90 AF.2 20
AF.4 40
AF.3/AF.5 25
AN.11 5 AN.11 0
BF.90 465 BF.90 20
B.90 470 B.90 20

Non-financial account

U R U R
P.51g -4 P.51g 4
B.9 4 B.9 -4
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Financial Account

AA AL AA AL

F.2 4 F.2 -4
B.OF 4 B.OF -4

Revaluation Account

AA AL AA AL

AN.11 -1
B.103 -1 B.103 0

Closing balance sheet

A L A L
AF.2 494 | AF.3 90 AF.2 16
AF.4 40
AF.3/AF.5 25
AN.11 0 AN.11 4
BF.90 469 BF.90 16
B.90 469 B.90 20

Example 5 - Conversion of loans during the management of the defeasance
In Year 4, part of the loans of the defeasance structure, with a reset nominal value of 12, whose counterpart
is the household sector, are converted into their collateral (real estate assets).

In Case 1, the value of the non-financial assets is 8, i.e., below the value of the converted loans; in Case 2,
the value of the non-financial assets is 14, i.e., above the value of the converted loans.

The recording in the financial accounts flows naturally: an F.4 transaction is recorded by the value of the
converted loans, i.e., 12.

In the non-financial accounts, P.51g is recorded for the value of the converted collateral and a capital
transfer is recorded for the differential: payable in Case 1; receivable in Case 2.

The opening balance sheet, in both cases, is the closing balance sheet of accounting example 4, case 2.

Case 1 — The value of the non-financial assets is 8, i.e., below the value of the converted loans

Year 4

General Government Household Sector

Opening balance sheet

A L A L
AF.2 494 | AF.3 90 AF.4 12
AF.4 40
AF.3/AF.5 25
AN.11 0 AN.11 8
BF.90 469 BF.90 -12
B.90 469 B.90 -4
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Non-financial account

u R U R
P.51g 8 P.51g -8
D.9 4 D.9 4
B.9 -12 B.9 12

Financial Account

AA AL AA AL
F.4 -12

F.4 -12

B.9F -12 B.9F 12

Closing balance sheet

A L A L
AF.2 494 | AF.3 90 AF.4 0
AF.4 28
AF.3/AF.5 25
AN.11 8 AN.11 0
BF.90 457 BF.90 0
B.90 465 B.90 0

Case 2 — The value of the non-financial assets is 14, i.e., above the value of the converted loans

Year 4
General Government Household sector

Opening balance sheet

A L A L
AF.2 494 | AF.3 90 AF.4 12
AF.4 40
AF.3/AF.5 25
AN.11 0 AN.11 14
BF.90 469 BF.90 -12
B.90 469 B.90 2

Non-financial account

u R U R
P.51g 14 P.51g -14

D.9 2 D.9 2
B.9 -12 B.9 12
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Financial Account

AA AL AA AL
F.4 -12

F.4 -12

B.9F -12 B.9F 12

Closing balance sheet

A L A L
AF.2 494 | AF.3 90 AF.4 0
AF.4 28
AF.3/AF.5 25
AN.11 14 AN.11 0

BF.90 457 BF.90

B.90 471 B.90

Note: In both cases, the financial net worth of government decreases by the same amount (12), although
this in not the case for its net worth, which decreases by 4 in the first case and increases by 2 in the second
case, reflecting the higher or lower value of the non-financial assets.

This could seem a priori paradoxical. However, government still owns the non-financial assets, and can sell
them at a later stage. For example, assuming the defeasance structure sells the non-financial assets for the
value at their conversion, it could be easily seen that the financial net worth of government would increase
to 465 in Case 1, and to 471 in Case 2, in both cases matching government’s net worth (which would not
change).

Example 6 — Redemption of loan claims of the defeasance structure

In Year 5, debtors of the defeasance (in this case, for example, in the corporations sector), redeem their
loan claims, which are recorded in the balance sheet of government at their reset nominal value of 15 (and,
presuming the 20% impairment considered in accounting example 3, have an original nominal value of
18.75).

In Case 1, debtors redeem the loan principal by an amount of 13, which in the bailout context presumes
explicit or implicit bilateral agreement for a debt cancellation, and thus a capital transfer payable is to be
recorded in the accounts of government.

In Case 2, debtors redeem the loan principal by an amount of 16. As in this year there is no capital transfer
expenditure to be recorded, a notional F.89 payable is imputed in the accounts of government. Although not
shown in this example, once there is a capital transfer expenditure in which to neutralise this gain or, to the
limit, at final wind-down of the defeasance, the F.89 payable is reversed with a counterpart in the non-
financial accounts.

In both cases, when government accounts followed the recording in the balance sheet for the reset nominal
value, the net lending/net borrowing in the financial accounts flows naturally.

The opening balance sheet, in both cases, is the closing balance sheet of accounting example 5, case 1.
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Case 1 — The loan is redeemed at an amount below the reset nominal value recorded at inception

Year 5
General Government Corporations Sector

Opening balance sheet

A L A L
AF.2 494 | AF.3 90 AF.2 13 | AF.4 15
AF.4 28
AF.3/AF.5 25
AN.11 8
BF.90 457 BF.90 -2
B.90 465 B.90 -2

Non-financial account

U R U R
D.9 2 D.9 2
B.9 -2 B.9 2

Financial Account

AA AL AA AL

F.4 -15 F.2 -13

F.2 13 F.4 -15
B.9F -2 B.9F 2

Closing balance sheet

A L A L
AF.2 507 | AF.3 90 AF.2 0| AF.4 0
AF.4 13
AF.3/AF.5 25
AN.11 8
BF.90 455 BF.90 0
B.90 463 B.90 0
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Case 2 — The loan is redeemed at an amount above the reset nominal value recorded at inception

Year 5
General Government Corporations Sector

Opening balance sheet

A L A L
AF.2 494 | AF.3 90 AF.2 16 | AF.4 15
AF.4 28
AF.3/AF.5 25
AN.11 8
BF.90 457 BF.90 1
B.90 465 B.90 1

Non-financial account

U R U R

B.9 0 B.9 0

Financial Account

AA AL AA AL

F.4 -15 | F.89 1 F.2 -16

F.2 16 F.89 1| F4 -15
B.9F 0 B.9F 0

Closing balance sheet

A L A L
AF.2 510 | AF.3/AF.5 90 AF.2 0| AF.4 0
AF.4 13 | AF.89 1 AF.89 1
AF.3/AF.5 25
AN.11 8
BF.90 457 BF.90 1
B.90 465 B.90 1

Example 7 — Sale of loan claims to a third party

In Year 6, a financial entity, e.g., specialized in the recovery of credits, buys from the defeasance the
remaining of its loan claims, with a reset nominal value of 13 (which, presuming the 20% impairment
considered in accounting example 3, have an original nominal value of 16.25).

In Case 1, the buyer pays the defeasance 10 for those loans, i.e., below their reset nominal value at
inception. According to the rules, a capital transfer payable, to the amount of 3, is to be recorded in the
accounts of government at time of resale, with the debtor as a counterpart. The transaction between the
defeasance unit and the financial entity is purely financial.

In Case 2, the buyer pays the defeasance 15 for those loans, i.e., above their reset nominal value at
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inception (though still below their contractual value). According to the rules, a capital transfer receivable, to
the amount of 2, is to be recorded in the accounts of government at time of resale, with the debtor as a
counterpart. The transaction between the defeasance unit and the financial entity is purely financial.

In both cases, when government accounts followed the recording in the balance sheet for the reset nominal
value, the net lending/net borrowing in the financial accounts flows naturally.

The opening balance sheet, in both cases, is the closing balance sheet of accounting example 6, case 1.

Case 1 —the loans are resold at below their reset nominal value

Year 6

General Government Debtor Financial Sector

Opening balance sheet

A L A L A L
AF.2 507 | AF.3 90 AF.2 0| AF4 13 AF.2 100
AF.4 13 AF.4 0
AF.3/AF.5 25
AN.11 8
BF.90 455 BF.90 -13 BF.90 100
B.90 463 B.90 -13 B.90 100

Non-financial account

U R U R U R
D.9 3 D.9 3
B.9 -3 B.9 3 B.9 0

Financial Account

AA AL AA AL AA AL
F.4 -13 F.2 0| F4 -3 F.2 -10
F.2 10 F.4 10

B.9F -3 B.9F 3 B.9F 0

Closing balance sheet

A L A L A L
AF.2 517 | AF.3/AF.5 90 AF.2 0| AF.4 10 AF.2 90
AF.4 0 AF.4 10
AF.3/AF.5 25
AN.11 8
BF.90 452 BF.90 -10 BF.90 100
B.90 460 B.90 -10 B.90 100

Case 2 —the loans are resold at above their reset nominal value
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Year 6

General Government Debtor Financial Sector

Opening balance sheet

A L A L A L
AF.2 507 | AF.3 90 AF.2 0| AF.4 13 AF.2 100
AF.4 13 AF.4 0
AF.3/AF.5 25
AN.11 8
BF.90 455 BF.90 -13 BF.90 100
B.90 463 B.90 -13 B.90 100

Non-financial account

U R U R U R
D.9 2 D.9 2
B.9 2 B.9 -2 B.9 0

Financial Account

AA AL AA AL AA AL
F.4 -13 F.2 0| F4 2 F.2 -15
F.2 15 F.4 15

B.9F 2 B.9F -2 B.9F 0

Closing balance sheet

A L A L A L
AF.2 522 | AF.3/AF.5 90 AF.2 0| AF4 15 AF.2 85
AF.4 0 AF.4 15
AF.3/AF.5 25
AN.11 8
BF.90 457 BF.90 -15 BF.90 100
B.90 465 B.90 -15 B.90 100

Example 8 — Concluding wind-down of the defeasance structure
In Years 7 and 8, the government-controlled defeasance structure proceeds to complete its full wind-down.
The following events, and corresponding recording, take place during those two years:

e The real estate assets that government had acquired through the conversion of loans in Year 4, by 8
(Case 1), are sold for an amount of 8;

e Concerning the securities/equity assets of the defeasance, to a balance sheet amount of 25, an amount
of 10 concerns unquoted bonds, which are redeemed within years 7 and 8 at 7, closing the position. The
loss is not explained by market movements. In the financial accounts, a negative F.3/F.5 is recorded, by
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10, with a counterpart of 7 in cash. In the non-financial accounts, a capital transfer payable of
government is thus recorded to the amount of 3;

e The defeasance structure closes its position on the remaining quoted securities/equity assets, initially
valued at 15, in exchange of 14 of cash. A negative F.3/F.5 is recorded, by 14 (as well as cash), and an
negative entry (-1) is recorded in the revaluation account;

e The securities liabilities transferred to the government-controlled defeasance structure, at inception, at
the market value of 90 are redeemed at maturity at 90. There is no recording in the non-financial
accounts, and in the financial accounts the recording is balanced.

The opening balance sheet, in both cases, is the closing balance sheet of accounting example 7, case 1.

Years 7 and 8

General Government Other Sectors

Opening balance sheet

A L A L
AF.2 517 | AF.3 90 AF.2 200 | AF.3/AF.5 25
AF.4 0 AF.3 90
AF.3/AF.5 25
AN.11 8
BF.90 452 BF.90 265
B.90 460 B.90 265

Non-financial account

U R U R
P.51g -8 P.51g 8
D.9 3 D.9 3
B.9 5 B.9 -5

Financial Account

AA AL AA AL
F.3 -90 F.2 61 | F.3/F.5 -24
F.2 -61
F.3/F.5 -24 F.3 -90
B.9F 5 B.9F -5

Revaluation Account

AA AL AA AL

AN.11 0

F.3/F.5 -1 F.3/F.5 -1
B.103 -1 B.103 1
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Closing balance sheet

A L A L
AF.2 456 | AF.3 0 AF.2 263 | AF.3/AF.5 0
AF.4 0 AF.3 0
AF.3/AF.5
AN.11 0
BF.90 456 BF.90 261
B.90 456 B.90 261

In these two years of final wind-down of the defeasance portfolio, government accumulates a positive B.9
impact of 5. On the other hand, its financial net worth improves by only 4. The difference (1) between the
two concerns the quoted securities sold below their original valuation, but for which market movements are
presumed.

Example 9 — Summary of accounting examples 3to 8

The following presents the accumulated transactions, revaluations and change in the net worth of
government in the context of its interventions in the defeasance structure that was set-up in accounting
example 3, case 1. The summary reflects accounting example 4 (case 2), accounting examples 5 to 7 (case
1) and accounting example 8. The closing balance sheet is thus equal to the closing balance sheet in
accounting example 8.

Years 1to 8

General Government

Opening balance sheet

A L

AF.2 500 | AF.3 0

AF.4 0

AF.3/AF.5 0

AN.11 0 | BF.90 500
B.90 500

Non-financial account

U R
P.51g 1
D.9 42
B.9 -43

AA AL
F.4 0| F3 0
F.2 -44
F.3/F.5 1

B.9F -43
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Revaluation Account

AA AL
AN.11 -1 | F3 0
F.3/F.5 -1

B.103 -2

Closing balance sheet

A L

AF.2 456 | AF.3 0

AF.4 0

AF.3/AF.5 0

AN.11 0
BF.90 456
B.90 456
B.101 -44
B.10 -44

In these eight years of wind-down of the defeasance portfolio, government accumulates a negative B.9
impact of 43. On the other hand, its financial net worth deteriorates by 44, which is also its overall decrease
in currency and deposits. The difference (1) between the two concerns the quoted securities sold in years 7
and 8 below their original valuation, but for which market movements are presumed.

Furthermore, it can be observed that the final government net worth and net financial worth are equal,
reflecting the fact that all non-financial assets taken over and converted were eventually sold.

Example 10 — Other cases at inception

Case 1 — outright acquisition of a portfolio of problematic assets

In a more straightforward case than the one depicted in Accounting Example 3, government acquires a
portfolio of problematic loans from the rescued bank.

The consideration provided in exchange is of 100, consisting of cash provided to the financial institution that
originally held the portfolio of problematic assets. The assets acquired are reliably estimated at 70. As the
consideration provided in exchange is 100 and as the fair value of the assets is 70, a capital transfer of 30
is recorded.

Only the stocks that are relevant for the analysis of the operation in question are shown. Moreover,
accountants/statisticians record loans in the balance sheet at their reset nominal value.

Year 1
General Government Financial Sector

Opening balance sheet

A L A L
AF.2 500 AF.2 0
AF.4 70

BF.90 500 BF.90 70

B.90 500 B.90 70
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Non-financial account

U R U R
D.9 30 D.9 30
B.9 -30 B.9 30

Financial Account

AA AL AA AL
F.2 -100 F.2 100
F.4 70 F.4 -70

B.9F -30 B.9F 30

Closing balance sheet

A L A L
AF.2 400 AF.2 100
AF.4 70 AF.4 0
BF.90 470 BF.90 100
B.90 470 B.90 100

Later on, the rules on managing a defeasance structure would apply to the wind-down of the acquired
assets.

Case 2 — capital injection into a rescued bank and undertaking a balanced defeasance portfolio

In another case, government injects 30 of capital into a financial entity in distress, with negative net assets,
and takes over from that entity its problematic assets as well as liabilities to the same estimated value (thus,
in a balanced way). The rescued entity is thus liberated from its problematic assets, balancing its net asset
position, and resumes normal financial activity (and remains classified as a financial intermediary).

The transferred portfolio consists of loan assets reliably estimated at 70, and quoted debt securities at a
market value of 70.

As the consideration provided in exchange is de facto 100 (30 in cash and 70 in transferred liabilities) and
as the fair value of the assets is 70, a capital transfer of 30 is recorded.

Accountants/statisticians record loans in the balance sheet at their reset nominal value.

Year 1
General Government Financial Sector

Opening balance sheet

A L A L

AF.2 500 AF.2 0| AF.3 150
AF.4 120

BF.90 500 BF.90 -30

B.90 500 B.90 -30

Non-financial account

U R U R
D.9 30 D.9 30
B.9 -30 B.9 30
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Financial Account

AA AL AA AL
F.2 -30 | F.3 70 F.2 30 | F.3 -70
F.4 70 F.4 -70

B.9F -30 B.9F 30

Closing balance sheet

A L A L
AF.2 470 | AF.3 70 AF.2 30 | AF.3 80
AF.4 70 AF.4 50

BF.90 470 BF.90

B.90 470 B.90

Later on, the rules on managing a defeasance structure would apply to the wind-down of the acquired
assets.
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4.6.Securitisation of NPLs with government
guarantees

4.6.1. Introduction

1. Government interventions to support financial institutions usually take the form of equity financing,
guarantees, purchase of impaired assets, or the creation of Asset Management Companies (AMCs). In
particular, governments have often helped banks to dispose of their non-performing loan (NPL)
portfolios by guaranteeing the NPLs, by purchasing the NPLs directly, or by transferring the NPLs to
entities created specifically to acquire the NPLs and liquidate them. Such entities are known as AMCs or
defeasance structures and usually benefit from a government guarantee on the debt raised to acquire
the NPLs. The government interventions mentioned in this paragraph are covered in chapter 4.5 on
government interventions to support financial institutions.

2. Nevertheless, government interventions can also take the form of more complex arrangements. For
example, as an alternative measure to the creation of AMCs, government can help financial institutions
to dispose of their impaired assets via securitisation. In such cases, government support takes the form
of a guarantee on the senior debt issued by an entity (a special purpose vehicle (SPV)) specifically
created to purchase the NPLs.

3. While there are many similarities between the transfer of NPLs to an AMC(?%°) with a government
guarantee and the transfer of NPLs to an SPV via a guaranteed securitisation, the latter is a borderline
case (because of the securitisation structure used and, at first sight, the less direct involvement of
government via a state aid compliant guarantee) which is not explicitly addressed in chapter 4.5.

4. This chapter thus focuses specifically on government interventions to support financial institutions in the
form of securitisation of NPLs with government guarantees. It describes the guarantee schemes put in
place in some Member States and provides specific guidance for the statistical treatment and the
implications for government accounts. In particular, it clarifies in what cases the senior debt guaranteed
by government should be recorded as private debt and in what (rather exceptional) cases it should be
recorded as government debt.

4.6.2. Background

Approaches to deal with NPLs

5. There are multiple ways for banks to deal with their NPLs. Banks can run off their NPLs on balance
sheet, for example, by restructuring the loans or enforcing the collateral attached to them. Alternatively,
banks can run off their NPLs off balance sheet, removing NPLs from their books through bilateral sales,
through securitisation or by transferring the NPLs to an AMC.

6. Following the global financial crisis, many banks experienced an increase of NPLs on their balance
sheets while it became difficult to dispose of them via securitisation operations, due to the fact that the
securitisation market shut down almost completely. NPLs became therefore a major concern and
several EU Member States considered that public intervention was necessary.

7. To reduce the high amount of NPLs, some governments established AMCs and, in many cases,
guaranteed the debt raised by the AMC. Such AMCs allowed banks to exchange bad assets for
government guaranteed bonds and therefore to decrease the amount of their NPLs. Following the
provisions in ESA 2010 and in the MGDD, such national AMCs established and guaranteed by
government are to be classified, under normal circumstances, in the general government sector.

8. At EU level, there have been various actions to address the issue of NPLs. In 2017, the EU agreed on a
comprehensive set of measures outlined in the “Action Plan to Tackle NPLs in Europe”. Following this
action plan, a "Securitisation Regulation"(?°) was introduced in December 2017 and the “Capital
Requirements Regulation”(?*') was further amended in 2019(?*?). In addition, the EC developed a

(2°%) An AMC is a special type of Special Purpose Vehicle.
(?1°) Regulation 2017/2402.
(?1) Regulation 575/2013.
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Blueprint for Asset Management Companies, establishing how an AMC can be set up. The Blueprint
deals, amongst other, with impaired asset measures which constitute alternatives to the creation of
centralised AMCs. In particular, it refers to the securitisation of NPLs enabled by a “market-conform(?:?)
State guarantee”.

9. The issue is thus whether (and when) the securitisation SPV should be seen as a sort of AMC or should
instead be treated differently.

Securitisation of NPLs

10.Under a NPL securitisation, a bank transfers portfolios of NPLs to a special purpose vehicle (SPV) that
finances the acquisition through the issuance of Asset Backed Securities (ABS) — or notes — that are
arranged in different seniority tranches (typically senior, mezzanine and junior). The NPLs thus
constitute the underlying collateral backing the ABS. The bank transferring the portfolio of NPLs is
referred to as the originator.

11.Securitisation operations can take place with or without government guarantees. In a government
guaranteed securitisation, the ABS senior notes are doubly backed by the NPLs and by the government
guarantee. NPL securitisations with government guarantees can be seen, under certain circumstances,
as an alternative to establishing an asset management company(3*4).

12.In a typical NPL securitisation with a government guarantee, the bank retains the senior tranche and
sells on the market a material part of the junior/mezzanine tranches to private investors (see next
section).

13.In the securitisation operations dealt with in this chapter, the senior tranche is retained by the originator
and is guaranteed by government. In some operations it has been observed that the amounts paid by
the private investors to acquire a material part of the junior/mezzanine tranches are extremely small or
even negligible as compared to the senior tranche guaranteed by government. The question then arises,
in such cases, of which party bears the majority of the risks from a national accounts perspective: the
private investors by disbursing (insignificant or very limited) funds to purchase junior/mezzanine notes or
government by guarantying the (sizeable or very sizeable) senior tranche. In other words, in which
cases the relatively small amount disbursed by the private investors (compared to the sizeable amount
guaranteed by government) would be so exceptionally small that it could be considered that the private
investors would not be, in substance, at risk compared to government(?!%): This chapter presents
different methods to calculate the distribution of risks in this context.

State guarantee schemes for NPLs securitisation

14.In a few Member States, government has established a guarantee scheme for the securitisation of
NPLs. This section describes the general features of such existing schemes observed. In each Member
State concerned, the scheme is implemented by a national law that sets the general framework for
banks to apply for government guarantees. Each guarantee is related to the securitisation of a particular
NPL portfolio of a specific bank and is granted individually in a separate piece of legislation. Accordingly,
the features of securitisation operations undertaken under the same scheme can vary significantly.

15.In each operation, a bank transfers a portfolio of NPLs to an SPV(?!6) that finances the acquisition
through the issuance of senior, mezzanine(?*”) and junior notes. The senior notes rank above the
mezzanine and the junior notes, in the access to the NPLs cash flow, and benefit from a state guarantee
(see next paragraph). The junior notes rank the lowest and do not give right to any cash flow until the
other tranches have been repaid in full.

(?*?) The EU securitisation regulatory framework consists of both regulations, which were further amended in 2021 to reflect the impact in the
economy of the COVID-19 crisis and introduce the notion of non-refundable purchase price discount (NRPPD).

(**®) Free of state aid. The risk taken by the State must be assessed and comparable to market transactions.

(?*) See Commission Asset Management Company Blueprint:
https://eur-lex.europa.eu/legal-content/EN/TXT/PDF/?uri=CELEX:52018SC0072&from=EN

(®'5) I, for instance, admittedly in a rather theoretical case, the amount disbursed by the private investor(s) for the mezzanine and junior notes
would be equal to only 1 euro, it would be obvious that government, via its guarantee on the senior notes, would be the entity bearing more risk,
and not the private investor(s). This shows the clear necessity to find a methodology which could determine, in some extreme or specific cases,
whether government would be more at risk than the private investor(s).

(3%) In practice, for each operation there may be more than one SPV. This chapter refers to “the SPV” regardless of the number of SPVs
comprised in the securitisation operation.

(217) Usually, the issuance of mezzanine notes is optional.
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16.Government provides support in the form of a guarantee on the senior debt issued by the SPV. Neither
the mezzanine nor the junior notes benefit from a state guarantee. The state guarantee covers capital
and interest of the debt issued for the entire duration of the senior tranche. In exchange, government
receives a guarantee fee. The guarantee is said to be priced on market terms to ensure the state aid
free nature of the scheme. It should reflect the risks taken by the State. In the cases observed, the
guarantee fee increases with the maturity of the notes. The market-based guarantee fee implies that at
least the expected average guarantee calls should be covered by the guarantee fee.

17.The senior tranche is rated and calibrated by an External Credit Assessment Institution (ECAI). To be
eligible for the government guarantee, the senior tranche should receive a rating equal to or higher than
a predetermined level (for instance BBB- or BB-) before taking into account the protection of the State
guarantee.

18.Due to the market-based guarantee fee and the rating achieved, the probability for government of
incurring significant net losses following adverse scenarios should be limited, with no average expected
loss. This would imply that there is no subsidy/gift component at inception. However, the issue at stake
in national accounts is the economic ownership of the assets involved in the securitisation operation
(and of the liabilities resulting from it).

19.When the originator transfers the NPLs to the SPV, it receives in return all the notes issued by the SPV.
There is no cash involved in this transaction, it is just an exchange of NPLs for the notes issued. The
originator typically keeps all the senior notes and at least 5% of the mezzanine and junior tranches.
Private investors acquire (part of) the junior/mezzanine notes from the originator in exchange of cash.
The junior and the mezzanine notes cannot be bought by the State or by public units.

20.The NPL portfolio is generally managed by an independent(?'8) servicer appointed by the originator. A
subsidiary of the originating bank can also work-out the NPLs, until the disposal of such unit to private
investors. Indeed, in some of the operations observed, the subsidiary to work-out the NPLs was
purchased by a private investor that acquired the junior/mezzanine notes, sometimes as sole investor. In
such cases the sole investor is, at the same time, the service provider(?°).

21.Collections from NPLs are distributed following a waterfall of payments which is outlined in the
legislation setting the scheme. Payments take place only if the payment of the previous step has been
completed. Payments normally take place in the following waterfall order:

o Feestothe NPLs servicer

o Interest on the liquidity line(?°)

o Guarantee fee on the senior notes

o Payments to the swap counterparties(*?%)

o Interest on the senior notes

o Replenishment of the liquidity line (if previously used)

o Interest on the mezzanine notes(???)

o Repayment in full of the senior notes
o Repayment in full of the mezzanine notes
o Interest and principal on the junior notes

22.Some elements of the waterfall structure are subject to performance triggers for the NPLs servicer. In
particular, a percentage of the service fee can be postponed if the amounts collected by the servicer are
below a certain threshold as compared to the business plan. The same applies to the interest on the

(?'8) Independent means not controlled by the originator bank according to IFRS 10.

(39) Or is affiliated with the service provider. In one observed case, the servicer was originally a subsidiary of the originator and the only investor
purchases 80% of this servicing company when it purchases the junior/mezzanine notes, as part of the same deal.

(??°) The SPV will normally seek a liquidity line to manage potential liquidity mismatches between cash flows from the underlying NPL portfolio and
contractually obligatory coupon payments on the senior and the mezzanine notes.

(??Y) Possible interest rate mismatches between assets and liabilities of the SPV will be covered with hedging arrangements.

(?22) In some operations observed, interest on the mezzanine notes is paid only after the full repayment of the senior notes.
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mezzanine tranche, which can also be postponed. Nevertheless, it is quite frequent that the
performance triggers do not apply during the first year(s).

23.The legal maturity of the senior notes issued by the SPV can be very long (40 years in some of the
operations observed), but the notes have a flexible redemption structure, and they can and are expected
to be redeemed much earlier for the largest part (i.e., within 7 or 10 years). Unlike corporate bonds,
most securitisations are amortized, meaning that the principal amount borrowed is paid back gradually
over the specified term of the notes, rather than in one lump sum at maturity of the notes. After a
predetermined "revolving period”, during which only interest payments are made, these securitisations
attempt to return principal in a series of defined periodic payments, starting usually only after the first
year. To assess the repayment profile of these ABS type transactions, rating agencies consider the
weighted average life of the transaction rather than the legal maturity of the bonds. However, the
government guarantee will be active as long as the bonds are outstanding.

24.The transfer value of the NPLs cannot be higher than their current net book value (NBV), which is the
gross book value minus the current provisioning level. The originator transfers the NPLs to the SPV at a
discount to the outstanding nominal value of the loans, and this discount is referred to as the “non-
refundable purchase price discount” (‘“NRPPD”). Such discount is absorbed by the originator at the time
of the sale, such that the NRPPD corresponds to already ‘realised losses’ from the point of view of the
bank, and the originating bank cannot benefit from any collection upside.

25.In practice, there are two ways in which banks can operationalise the NRPPD. One way is to
operationalise the discount when the NPLs are transferred to the SPV, by transferring them at the NBV.
The second way is to transfer the NPLs at the GBV and record the NRPPD as a discount on the notional
value of the notes. In the operations that follow the first approach, the nominal value of the notes issued
by the SPV reflects the net book value of the NPLs(?2%), which is close (or equal) to their market value or
economic/fair value. On the contrary, in the operations that follow the second approach, the nominal
value of the notes is equal to the gross book value of the NPLs, and it is therefore much higher than the
market value of the notes.

26.Because the underlying pool of NPL securitisations is composed of defaulted exposures, the risk taken
by investors is the possibility that the workout process (collections) will not cover the NPLs’ purchase
price. The NRPPD aims to mitigate this risk.

4.6.3. Treatment in National Accounts

4.6.3.1. GENERAL PRINCIPLES FOR THE STATISTICAL ANALYSIS

27.The NPL securitisation operations described in this chapter should be analysed on a case-by-case
basis, with possible different accounting implications among operations under the same guarantee
scheme.

28.In the analysis of each NPL securitisation operation guaranteed by government, it is important to assess
who bears more risks after the NPLs are transferred, whether it is government or the private investors.
The analysis can neither be limited exclusively to the accounting rules on guarantees, nor to those on
government interventions to support financial institutions. The statistical analysis starts after the NPLs
are transferred (and deemed a “true sale” for the bank) and consists in assessing which of the two
parties bears more risk if the collections from the NPL portfolio would not be enough to repay the notes.

29.To do so, it is necessary to quantify the overall risk borne by each party, rather than the risk per euro.
The riskiness of each individual euro of senior, mezzanine and junior tranches is well established in the
securitisation structure and the EU Regulation. Hence, if the government guarantee would have the
same size than the amount paid by private investors, there would be no need to calculate risks. Quite
the contrary, in some operations observed, the amount guaranteed by government is very large as
compared to the amount paid by private investors (though much less risky). For this reason, to assess
the overall risk when the size of the exposures is very different, risk weights should be taken into
account. This will be done by calculating the risk-weighted (or equivalent) exposure amount for
government on the senior tranche and for private investors on the junior/mezzanine tranches (at
market/economic/fair value) by reference to the methods described below in this chapter.

(?*) In all the operations, the nominal value of the senior tranche reflects the net book value. But this is not necessarily the case for the junior and
mezzanine tranches.
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30.The risk-weighted (or equivalent) exposure amount for private investors will be deemed higher than for
government if any of the methods listed below in section 4.6.3.2.1 shows higher exposure of the private
investor than of government. In such case, the senior debt guaranteed by government should be private
debt and therefore not part of government debt and the SPV would be assimilated to a private
defeasance structure.

31.0therwise, the risk-weighted (or equivalent) exposure amount for government will be deemed higher
than for private investors and the senior debt guaranteed by government should be government debt. In
this very specific case, the effect for government would be akin to considering that the SPV is a
government defeasance structure (classification of the SPV inside government) or alternatively to
applying a simpler rerouting approach of the senior notes (see paragraph 64).

32.1In both cases, there should be no B.9 impact at inception due to the fact that no loss is expected (there
is allegedly no gift component). Any liability incurred by government would be matched by financial
assets with the same estimated market/fair value.

33.Similarly to the case of standardised guarantees, the guarantee fees paid to government at inception or
over time should be recorded as AF.6 provisions/reserves to cover possible calls rather than as
government revenue. This is particularly relevant if the senior debt is considered as private debt. In
contrast, the guarantee fee recording is consolidated when the SPV is considered a government unit.

4.6.3.2. IMPLEMENTATION

4.6.3.2.1. Calculation of risk-weighted exposure amount

34.For each securitisation position, the risk-weighted exposure amount(??%) is calculated by multiplying the
exposure value by the relevant risk weight of each tranche.

35.The exposure value for the investor is the amount invested in the junior/mezzanine notes (the market or
economic/fair value of the notes, which can considerably differ from their nominal value in certain
securitisation operations, as stated in paragraph 25). The exposure value for government is the market
or economic/fair value of the senior tranche (in this case, this value would be equal or close to the
nominal value)(%%).

36.For statistical purposes, the following methods should be considered in order to assign risk weights to
the tranches in the securitisation:

o External Rating-Based Approach (SEC-ERBA) as defined in article 263 of the Capital Requirements
Regulation (CRR) as amended, (?%°)

o Internal Rating-Based Approach (IRBA) and Standardised Approach (SA) as defined in article 269a of
the CRR as amended,(?¥’)

o Aggregate default method,
e Guarantee fee method.

37.The methods proposed are described below. Each method will provide different risk weights and hence
different risk-weighted exposure amounts. In order to undertake the statistical analysis, the risk-weighted
exposure amount for each party may be calculated applying these methods (based on data availability)
and analysing the results (see paragraphs 55 and 56).

(%% Under the Basel framework, credit institutions calculate their risk-weighted assets (RWA) by applying a specific risk weight to each asset
(exposure). This applies also to securitisation positions. In turn, RWA are used to calculate the Tier 1 capital ratio (CET1). The CET 1
measures a bank’s financial health and is calculated by dividing the core capital of an institution by its RWA. Although governments (and
probably also the investors that purchase the junior/mezzanine tranches) fall out of the scope of the Basel framework, the risk-weighted
exposure is a reasonable approach to quantify the risk attached to the securitisation positions held by each party.

(??%) The market value can differ from the economic or fair value, sometimes for significant amounts, due to liquidity issues that result from the fact
that the instrument under consideration (here the senior notes guaranteed) is not a perfect substitute of other instruments (here government
bonds) even if the risk is exactly identical. This may be due to the fact that the timing of the cash flows is uncertain (rather than fixed) or simply
to segmentation of markets (e.g., investor preferences or regulatory elements or assimilated that limit the pool of investor for the specific
product). The sole fact that such notes are less liquid or judged so than equivalent government debts can justify a discount.

(??%) Consolidated TEXT: 32013R0575 — EN — 08.07.2022 (europa.eu)
(22") Consolidated TEXT: 32013R0575 — EN — 08.07.2022 (europa.eu)
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38.The SEC-ERBA approach assigns risk weights according to the external rating of the exposure, the
maturity and the seniority of the tranche. The table below provides the risk weights that should apply
following the SEC-ERBA approach for long-term rated positions according to 17 different credit quality
levels/steps.

External rating-based approach (SEC-ERBA)

Table 1. Risk weights according to 17 credit quality steps following the SEC-ERBA approach

Credit Senior tranche Non-senior (thin) tranche
Quality Tranche maturity (M) Tranche maturity (Mr)
step 1 year 5 years 1 year 5 years
1 15% 20% 15% 70%
2 15% 30% 15% 90%
3 25% 40% 30% 120%
4 30% 45% 40% 140%
5 40% 50% 60% 160%
6 50% 65% 80% 180%
7 60% 70% 120% 210%
8 75% 90% 170% 260%
9 90% 105% 220% 310%
10 120% 140% 330% 420%
11 140% 160% 470% 580%
12 160% 180% 620% 760%
13 200% 225% 750% 860%
14 250% 280% 900% 950%
15 310% 340% 1050% 1050%
16 380% 420% 1130% 1130%
17 460% 505% 1250% 1250%
All other 1250% 1250% 1250% 1250%

39.According to the above table, the risk weight for the senior tranche will always be equal to or below
505% given the typical minimum rating requirement imposed on the senior tranche(?®?®). As the
junior/mezzanine tranches are not rated in the securitisation cases under review, they will be subject to
risk weights close or equal to 1250%(?%°). Therefore, in practice, only the columns of the table
corresponding to the senior tranche will be used in the analysis.

40.The following link by the EBA provides the mapping standards matching the 17 credit quality steps of the
table with the ratings from the various ECAIs: https://www.eba.europa.eu/single-rule-book-ga/-
[gnal/view/publicld/2018 4274

41.The following table, which has been compiled using the link above, shows the correspondence of the
ratings for some of the main ECAIs with the 17 credit quality steps (CQS) outlined in the SEC-ERBA
approach.

(28) 505% maps to a credit quality step of 17 (broadly CCC+/CCC/CCC-). Current mapping standards are available at this link by the EBA
https://www.eba.europa.eu/single-rule-book-ga/-/qna/view/publicld/2018_4274

(22°) This is the cap set in the CRR for junior positions.
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Table 2: Correspondence between ratings and credit quality steps

Mapping of ratings with credit quality steps (CQS)
CcQs DBRS Eitch Moody’s S&P
1 AAA AAA Aaa AAA
2 AA (high) AA+ Aal AA+
3 AA AA Aa2 AA
4 AA (low) AA- Aa3 AA-
5 A (high) A+ Al A+
6 A A A2 A
7 A (low) A- A3 A-
8 BBB (high) BBB+ Baal BBB+
9 BBB BBB Baa2 BBB
10 BBB (low) BBB- Baa3 BBB-
11 BB (high) BB+ Bal BB+
12 BB BB Ba2 BB
13 BB (low) BB- Ba3 BB-
14 B (high) B+ B1 B+
15 B B B2 B
16 B (low) B- B3 B-
CCC (high) CCC+ Caal CCC+
17 CcC CcCC Caa2 CCC
CCC (low) CCcC- Caa3 CCcC-
All Below Below Below Below
other CCC (low) CCcC- Caa3 CCcC-

42.For instance, a senior tranche rated BBB- would correspond to credit quality step 10. According to the
risk weights outlined in the first table, this would in turn correspond to a risk weight of 140% for a senior
tranche with a maturity of 5 years. In this case, the implied risk ratio (mezzanine/senior tranche) is
1250/140. Similarly, a senior tranche rated BB- would correspond to credit quality step 13. This would in
turn correspond to a risk weight of 225% for a senior tranche with a maturity of 5 years. In this case, the
implied risk ratio (mezzanine/senior tranche) is 1250/225.

43.Table 1 does not consider maturities beyond 5 years, while the legal maturity of the senior notes is often
much longer (e.g., 40 years), although the expected average duration is much shorter (but possibly
more than 5 years). Therefore, the column for the longest maturity (in this case 5 years) should be the
one used when selecting the risk weights displayed in this table, and not the one for shorter maturities. A
simplified version of the table with one single column (corresponding to a senior tranche with a maturity
of 5 years) is provided at the end of the chapter in the section with numerical examples.

Internal Rating-Based Approach (SEC-IRBA) and Standardised Approach (SEC-SA)

44, The second approach to assign risk weights is to apply a flat risk weight of 100% to the senior tranche in
all cases and a risk weight of 1250% to the junior and mezzanine securitisation positions (which are
unrated).
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45. An amendment(?*°) to the CRR introduced in March 2021 following the COVID-19 crisis (article 269a),
establishes that institutions shall assign a flat risk weight of 100% to all senior securitisation positions
when applying the SEC-IRBA and the SEC-SA approaches, when they are ‘qualifying traditional
securitisations’ (which is typically the case in the operations under review).

46.The flat risk weigh of 100% is applied regardless of the rating and of the maturity of the notes.

47.As compared to the SEC-ERBA approach, this approach is stricter for high ratings and less strict for
lower ones. For ratings equal to or above credit quality step 8, the SEC-ERBA would assign risk weights
below 100%, with 20% being the minimum(?3!). For ratings equal to or below credit quality step 9 (BBB),
the SEC-ERBA would assign risk weights above 100%, with 505% being the maximum(?%?). For
example, the implied risk ratio (mezzanine/senior tranche) for a BBB- rating would be of 1250/100 with
this approach and 1250/140 with the SEC-ERBA. For a BB- rating, the implied risk ratios would be
1250/100 with this approach and 1250/225 with the SEC-ERBA(?%3). Hence, for ratings of BBB- and BB-
and lower (i.e., non-investment grade), this approach would be less strict than the SEC-ERBA when
calculating the risk-weighted exposure of government.

Aggregate default method

48.Following this approach, the risk-weighted exposure for government will be obtained based on the
expected aggregated loss, which is the amount that will likely not be recovered in the event of default.

49.This approach for calculating risk weights is not mentioned in EU Regulations and should not be
understood as an alternative to the methods established therein. Neither should it be understood as an
option to calculate risk-weighted assets in the Basel framework. The aggregate default method has been
included in this chapter merely as a practical tool to be used in the statistical analysis of the specific
operations dealt with in this chapter.

50. This method consists in using the ‘loss given default’ for the senior tranche, when available. This can be
done by using the aggregate default rate corresponding to such rating at a certain horizon, that could be,
for instance, 10 years(?*4). If the ‘loss given default’ is not available from a public data source, the
‘probability of default’ can be used as a proxy. For the mezzanine and junior tranches, an expected loss
of 100% would be considered, by convention.

51.This method (with its proxy: probability of default) would assign the same rate to all the operations with
the same rating. For example, according to DBRS Morningstar Structured Finance Rating Transition and
Default Study, the BBB- probability of default rate in 10 years amounts to 1.64% and the BB- probability
of default rate amounts to 4.72% in the same period. With this method, the implied risk ratio
(mezzanine/senior tranche) would be 100/1.64 and 100/4.72, respectively for ratings of BBB- and BB- as
described in paragraph 50 above.

Guarantee fee method

52.An alternative method is to compare the guarantee fees expected to be paid over the life of the
transaction with the market/fairleconomic value of the mezzanine/junior notes sold to investors, and
simply take as more risky whichever is the biggest.

53.This method is simple and particularly useful when the loss given default is not available or when
compilers do not judge the probability of default a sufficient reliable proxy. Also this approach for
calculating risk weights, like the previous one, is not mentioned in EU Regulations and should not be
understood as an alternative to the methods established therein. Neither should it be understood as an
option to calculate risk-weighted assets in the Basel framework. The guarantee fee method, like the
aggregate default one, has been included in this chapter merely as a practical tool to be used in the
statistical analysis of the specific operations dealt with in this chapter.

(%) Before the amendment, the SEC-IRBA and the SEC-SA approaches described in the CRR would have normally entailed more complex
calculations, as they relied on non-public information and estimations of a number of parameters. For instance, the following inputs supplied by
the bank would have been necessary to calculate risk weights: the capital charge of the pool of underlying exposures (K), the tranche
attachment point (A), the tranche detachment point (D) and the supervisory parameter (p). Nevertheless, the amendment introduced in 2021
significantly simplified the calculation and enabled the SEC-IRBA and SEC-SA approaches to be considered for the statistical analysis.

(%Y) Considering a maturity of 5 years.
(?®?) Considering a maturity of 5 years.
(%%) BBB- corresponds to credit quality step 10 and BB- to credit quality step 13.

(%) As the legal maturity of the notes issued is sometimes very long, it is proposed to use the horizon of 10 years. The SEC-ERBA approach
considers shorter maturities, but on the other hand provides higher risk weights. Moreover, in the SEC-ERBA approach, the increase in the risk
weight between maturities of 1 and 5 years is very limited (for instance, for credit quality step 13, the risk weight is 200% for a maturity of 1 year
and 225% for a maturity of 5 years). In the SEC-IRBA/SEC-SA approach, risk weights do not depend on the maturity.
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54.The ‘guarantee fee method' relies on the relative size of the guarantee fee compared to the
mezzanine/junior tranches. For example, if we consider a transaction where investors paid 18 m and the
expected cash flows related to the guarantee fee would be 150 m, we would consider that the exposure
of the senior tranche is 150 m, which (for a senior tranche of 3 bn) implies a probability of default of 5%.

Analysis and interpretation of the results obtained applying the methods proposed

55.1n the operations described in this chapter, the senior tranche is normally rated BBB- or BB-. In such
cases, the use of the aggregate default method and the guarantee fee method will lead to the highest
risk ratios mezzanine/senior, followed by the 100% flat rate of the SEC-IRBA/SEC-SA and, finally by the
SEC-ERBA.

56.This raises the issue of how to proceed with the analysis if the various methods would point to different
conclusions as regards who bears more risk. In a humber of operations the results will be clear, as all
the methods would point to the same result (the risk-weighted exposure amount calculated with all the
approaches will be higher for the same entity). Nevertheless, it could be that, in some cases, the
methods would point to different conclusions (some approach(es) would lead to a higher risk-weighted
exposure for one entity and some approach(es) would lead to the opposite result). In such cases, by
convention, the majority of the risk is considered to be held by the private investors if this result is
obtained with at least one of the different methods proposed in the chapter. Some examples are
available at the end of the chapter in section 4.6.5.

Other considerations

57.In the operations at stake, the value of the junior tranche is sometimes insignificant. Given that the risk
analysis is determined by the relative size of the mezzanine tranche, in general, if the price paid by the
investor/s for the junior/mezzanine notes would be almost insignificant compared to the senior debt
guaranteed by government, this could indicate that the risk-weighted exposure amount for government
would be higher than for the private investors. This will be then confirmed after due consideration of the
risk weights as described above.

58.In addition, if the only investor is the NPL servicer (or is affiliated with the NPL servicer), the service
agreement could reduce the genuine exposure of the private investor by making the investment on the
mezzanine/junior notes a mere substitute to the investment on the service contract, which in turn would
prevent the investment in those notes to be seen as undertaken only from a private investor perspective.
This issue is independent from the fact that having the contract servicer also investing in the notes is
considered as being very good practice from an incentives point of view.

4.6.3.2.2. Recording of the senior debt as government debt

59.In case the risk-weighted exposure amount for government calculated with all the methods would be
higher than for the private investor, there are two possibilities to record the senior debt guaranteed by
government as government debt: via the sectorisation of the SPV or via rearrangement of transactions.

SPV sectorisation approach

60.These operations are deemed to take place in the context of financial defeasance. If (based on the
above risk-weighted analysis) it is considered that government is the economic owner of the NPLs
backing the ABS, the SPV will be classified in the government sector, in line with the general rules for
government defeasance structures (see chapter 4.5). In this case, the senior debt issued by the SPV will
be automatically part of government debt.

61.However, it may be the case that the SPV is non-resident. ESA 2010 20.48 states that non-resident
SPVs are recognised as separate institutional units by convention (i.e., even when not meeting the
‘autonomy of decision’ criterion) but then foresees that non-resident SPVs engaging in fiscal activities
are to be reflected in the accounts of general government by way of imputations also by convention. The
paragraphs 9-19 of chapter 1.6 on specific public entities deal with non-resident SPVs. According to
these paragraphs, to reflect the economic substance of the operation, compilers can either impute
government borrowing or follow a simpler consolidation approach for the government non-resident SPV
(but, in both cases, record the NPLs on government balance sheet).

Rearrangement approach

62.This approach reflects the fact that, notwithstanding the classification of the SPV, under normal
circumstances an asset is recorded in the balance sheet of the entity that assumes the risks and
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rewards related to the asset. Rearrangement should be undertaken when, de jure or de facto, a party
assumes the risks and rewards of an asset that, for some reasons, does not already feature in its own
balance sheet. In this particular case, an asset and a matching liability (the senior tranche) should be
imputed in government accounts to properly reflect the involvement of government and the sharing of
risks and rewards. This is in line with the provisions for rearrangement of transactions carried out by
non-government units based on risks and rewards (see section 1.2.4.5.3).

63.Moreover, according to paragraph 113 of section 1.2.4.5.3, “rearrangement may also be undertaken
when a unit acts under substantial government involvement, taking no (or minor) risks but benefiting
from the rewards...”. In the operations under discussion, government is significantly involved as it
designs and puts in place a guarantee scheme for the securitisation of NPLs of banks. Government
provides a dedicated guarantee and imposes substantial conditions on the transaction, such as the
structure of the securitisation in at least two tranches, the calibration to obtain a certain rating, the cap
on the transfer price of the NPLs, the waterfall structure for the cash flows stemming from NPL returns
and the minimum amount of junior/mezzanine notes that must be sold to private investors. Government
does not benefit here from all rewards, however, but is exposed to risks that cannot be considered as
being negligible (nor minor) in some securitisations.

64.In this rearrangement approach, it is proposed to rearrange only the senior debt rather than conduct a
full rearrangement (which would be similar or identical to a reclassification of SPV).

65.In summary, the recording of the senior debt in government accounts can be implemented in the
following ways:

e The senior notes (F.3)(?*®) are recorded as government debt matched with the underlying NPLs (F.4) on
the asset side. This will be the case if the SPV is classified in S.13.

e The senior debt (F.3) is recorded as government debt and matched with an F.4 loan asset towards the
SPV in case of rearrangement. This will be the case if the rearrangement concerns solely the senior
debt, as mentioned in paragraph 64 (otherwise the result is the same as if the SPV is classified in S.13).

e The senior notes (F.3)(?%) are recorded as debt of the SPV and an imputed loan (F.4) from the SPV to
government is recorded, matched with an acquisition of NPLs (and some residual increase in the equity
of the SPV). This will be the case if the SPV is non-resident and if the (simpler) consolidation approach
is not followed (otherwise the result is the same as if the SPV is classified in S.13).

66.In any of the three cases above, the treatment to be followed after inception is as prescribed in chapter
4.5 ‘Government interventions to support financial institutions: financial bailouts and defeasance’ and/or
in application of rules on rearrangement.

4.6.3.2.3. Treatment of the junior and mezzanine tranches

67.In the case that the SPV would be classified in S.13, it would be important to clarify not only the
recording of the senior tranche, but also the treatment of the junior/mezzanine tranches. In particular,
whether the junior/mezzanine notes issued by the SPV are debt instruments or not.

68.If the issuer is not obliged to make payments (interest and principal) for the junior/mezzanine tranches,
such notes should not be treated as debt securities. In such cases, a treatment as equity (F.5) or
financial derivatives (F.7) would be more appropriate.

4.6.3.2.4. Treatment of the government guarantee

69.The government guarantees provided under these schemes have some features of non-life insurance
and standardised guarantees. For instance, such operations concern a portfolio of assets and it is
possible to estimate the average loss (each transaction is designed so that the guarantee fees will cover
the possible calls). Yet, the long-term exposure (possibly above 10 years) and the cash flow profile do
not fully match with the features of non-life insurance.

70.These guarantees also have some features of one-off guarantees, in the sense that they are provided
for significant amounts. However, they do not comply with a main feature of one-off guarantees: that

(%) The junior and mezzanine notes would also be recorded as government liabilities, although not as F.3 (see below) and therefore not as
Maastricht debt instruments.

(%%¢) The junior and mezzanine notes would be recorded as liabilities of the SPV, matched by an equity link against government.
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guarantors are not able to make a reliable estimate of the risk of calls (ESA 20.255).

71.Nevertheless, the key feature for the statistical analysis of the cases concerned by this chapter is that
the guarantee should be priced on market terms, so that the guarantee fee should at least cover
potential guarantee calls. Because of this feature, it is appropriate to treat the guarantee fees as
reserves to cover possible calls (F.6) rather than as government revenue. Similarly to the case of non-
life insurance or standardised guarantees, these reserves/provisions are to be recorded in the same
amount and timing when the fees are earned.

72.Therefore, guarantee fees are to be recorded as AF.6 liabilities of government and calls are then first
recorded as a reduction in AF.6.

73.The treatment of the guarantee fee as a financial transaction is particularly relevant when the senior
debt is considered as being private debt. Otherwise, if the SPV is classified in S.13, the guarantee fee
consolidates in government accounts.

4.6.4 Rationale of the treatment

Delimitation of the analysis: by scheme or by operation?

74.The starting point of the analysis is to determine whether it should be undertaken at the level of the
scheme or at the level of each operation. From a methodological point of view, it would not be sound
that all the operations under a scheme have the same statistical treatment, while having very different
features. A case-by-case analysis implies assessing each single operation under the same scheme
rather than assuming the same treatment, by default, for all the operations under a given scheme. Every
single operation needs to be examined individually based on its features and, depending on such
features and circumstances, the impact on government deficit and debt may be different. A case-by-
case analysis implies that: (i) similar operations in different countries would have the same statistical
treatment and (ii) operations with different features under the same national scheme could have different
statistical treatment.

Applicable accounting rules to consider for the analysis

75.Another key element for the statistical analysis is to establish whether it should be limited exclusively to
the examination of the rules on guarantees or, whether, in addition to the rules on guarantees, it should
take into account also other elements, such as the allocation of risks and rewards between government
and the investors, as well as the rules on financial bailouts and defeasance. The NPLs securitisations
described enable banks to offload impaired assets (NPLs) from their balance sheets, with government
involvement in the form of a guarantee. As such, these government guaranteed NPLs securitisations
take place in a specific context of financial defeasance, i.e., without expected redistribution of income
and wealth at inception, as an alternative measure to the creation of an asset management company.
Moreover, the general rules on economic ownership of assets based on risk and rewards are applicable.

76.1t is sometimes argued that guaranteed securitisations are not ‘defeasance structures’ in the ESA 2010
meaning because the latter would only deal with impaired assets in the context of crisis and involved in
redistribution of income and wealth.(*”) However, according to ESA 20.46, while defeasance structures
are often arranged during a crisis, this is not always the case (“and may be set up in a bankruptcy or
other financial crisis”, which means that some defeasance may be organised outside those specific
situations — bold added) and, while they are often designed to convey a benefit (through a purchase
above market or economic price), again this is not always the case (“In the most common case....its
activities result in redistribution of national income and wealth” — bold added). ESA 2010 paragraph
20.46 in contrast indicates clearly that the classification is decided “according to the degree of risks it
assumes, considering the degree of financial support of the government”. One can thus conclude that
the ESA 2010 de facto recognises that entities managing impaired assets created outside a crisis and
with no average expected loss can still be considered as public defeasance structure classified inside
government when government is exposed to risk, once control is established. Public control in the
meaning of ESA 2010 can be established through various means and not only by way of legal
instruments.

(*7) Note that the term ‘debt defeasance’ initially appeared in SNA 1993 paragraph 11.24 to mean the hiving off of assets paired with their
liabilities, off the balance sheet of an originating entity, such as a bank. The term defeasance was then assimilated to government sponsored
bad banks in the early versions of the MGDD. The current version of the MGDD, chapter 4.5 explicitly explains that defeasance structures can
also be private.
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77.Thus, cases of units dealing with impaired assets with no expected loss that are either created by
government, or created for a rescue, and that are not using a securitization approach, are in principle
covered by the chapter 4.5 Government interventions to support financial institutions: financial bailouts
and defeasance. Hence, it is the specific circumstances under which the securitisation of NPLs occur —
no redistribution of income and wealth expected at inception and eventually not in the context of a
financial crisis or financial distress — that justify the specific guidance provided in this chapter 4.6.

78.1t may well be the case that the classification of the SPV inside government is difficult, notably when the
SPV is non-resident, and a simplified approach based on rearrangement/rerouting rules can be applied.

79.Indeed, the accounting treatment of operations should reflect economic reality, which may lead to
recording operations in national accounts in a different way from how they are recorded in other
accounting frameworks, by reference to ESA 2010 paragraphs 1.72 to 1.78 on rearranging of
transactions. The complexity and novelty of these operations can make rather challenging the task of
the statistician in ensuring substance over form. However, regardless of the form and the tools used,
measures that are very similar in substance should be accounted for in a consistent way.

80.Accordingly, the analysis cannot be limited exclusively to the rules on guarantees, and it is instead
important to assess who bears more risks, whether it is government or the investor, even in cases where
the probability for government of incurring significant net losses is limited.

81.1t should be noted that, even if the guarantee rules were to be considered or applied in isolation, one
would have to decide whether the guarantee provided to the senior notes is a traditional one-off
guarantee regulated by ESA 20.255, or an exceptional one-off guarantee regulated by ESA 20.256, or a
standardised guarantee regulated by ESA 20.254, with different accounting impacts at inception and
over time. The guarantee of government seems not really to align to ESA 20.255 as one cannot say that
“the conditions of the loan or the security [guaranteed] are so particular that it is not possible for the
degree of risk associated with the loan to be calculated with any degree of accuracy.” Under ESA 2010
paragraph 20.256, guarantees with “very high likelihood to be called are treated as if such guarantees
were called at inception”, which in turn would imply a similar recording to what is recommended in this
chapter (with a transfer recorded at inception only in case of average expected net loss).

Risk of various parties

82.In a securitisation operation of NPLs with government guarantee, the risks for the different parties
involved are as follows:

o Risk for the investors: Investors are at risk for the amount invested in the junior and mezzanine bonds.
Any amount received from the notes in excess of the amount invested should be seen as a reward. The
issue however becomes more complex when the investor is at the same time the NPLs servicer. This is
because it makes money from the service fees involved (which can easily be much higher than the
amount paid for the notes), so it would not be too concerned from the possibility of losing the amount
invested in the notes. The return on the junior/mezzanine notes can then in this case be assimilated to
performance fees additional to its service fees.

e Risk for the bank: The bank has recognized the loss through the NRPPD, which thus cannot be
assimilated to a risk exposure or a ‘virtual tranche’, as no cash flow from the NPLs will reach the bank
(all residual amounts are captured by the junior tranche). The originator is not at risk from the senior
bonds, as government guarantees them in full. It could be seen being at risk for the 5% retained of the
junior and mezzanine notes, although it already had the NPLs on its balance sheet in the first place, so it
was already exposed to the risk. The bank may, however, benefit from some rewards on the 5%
retained if the operation goes well.

o Risk for the shareholders: In some cases where investors would purchase a share below 95% of the
junior/mezzanine notes, the remaining notes are distributed for free to shareholders. Shareholders
would be at risk for these junior and mezzanine bonds. However, they are given to them for free, i.e., no
money is invested for purchasing the notes. Shareholders could therefore get a reward on the
mezzanine/junior notes received if things go well but cannot be considered to be really at risk.

o Risk for government: If the NPLs wind-down occurs at conditions worse than expected, government
would be at risk for its exposure on the senior bonds. If the NPLs are wound down as expected at
inception (or better) and the guarantee is not called, government could make a profit out of the
guarantee fee: it would get a reward.
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83.1n a NPL securitisation, the main risk is that the servicer does not generate sufficient cash flows to repay
the senior notes when working out the NPLs. The main parties to be considered for the purpose of
assessing the risk transfer in these operations (from the perspective of national accounts), are
government (through its exposure on the senior notes) and the investors (through their investment in the
junior/mezzanine notes), and neither the originator (who only retains a limited exposure in the
mezzanine/junior tranches) nor the shareholders (as they did not pay for the notes).

Risk weighting

84. Another important element in the analysis is to determine how to assess the overall risk borne by the
different parties. Under EU securitisation rules, there is a clear and strict hierarchy of riskiness between
the senior (with low risk), mezzanine (average/high risk) and junior (very high risk) tranches, for 1 euro
of investment. But this does not summarise the overall risk for each party, as the exposure size must
also be taken into account. The investor has an exposure (sometimes significant, sometimes not) in a
very risky tranche and government has also an exposure (generally for much bigger amounts), but in a
tranche that is considerably less risky. It is thus appropriate to apply a coefficient to the amounts
invested/guaranteed to appropriately reflect these different risk profiles. By taking risk weights into
account, the analysis is thus neither limited to simply comparing the amount guaranteed by government
with that of the contribution of private investors, nor is it limited to simply comparing the unweighted risk
levels of government and private investors. The two measures — risk level and overall exposure — thus
need to be appropriately combined and computed.

85. These unweighted amounts can be assimilated to a “maximum” risk, which will never fully materialise for
government, as there will always be some collection on NPLs liquidation, but may well occur however
for investors if the NPLs liquidation is disappointing, particularly when the junior/mezzanine tranches are
small. The basis of the analysis would be to compare the risk-weighted exposure amounts for
government (the senior tranche) and for the private investor (its investment in the junior/mezzanine
tranches).

86. The risk-weighted exposure amount for a securitisation position is calculated by multiplying the exposure
value by the relevant risk weight. While determining the exposure value is straightforward, there can be
various methods to calculate risk weights. On the one hand, EU legislation establishes a cascade of
three methods to calculate risk-weighted exposure amounts: the Internal Rating-Based Approach
(IRBA), the Standardised Approach (SA) and the External Rating-Based Approach (ERBA). In these
three methods, risk weights are subject to a floor of 15%(?%®) and a cap of 1250%. In addition, it is
common to assign this maximum risk weight of 1250 % to securitisation positions that are unrated. It is
worth noting that the providers of credit protection to securitisation positions shall be considered as
holding positions in the securitisation(?*®). Therefore, in guaranteed securitisations like the ones under
discussion, government would be considered as exposed, bearing the risk of the senior tranche.

87.The External Rating-Based Approach (ERBA) specific method is proposed because it offers statisticians
the possibility of calculating risk-weighted exposures in a straightforward and clear way, relying
exclusively on the following publicly available information: the rating and the risk weights as outlined in
the table in section 4.6.3.2.1. The other two methods foreseen in EU legislation originally entailed more
complex calculations and relied on non-public information and estimations of a number of parameters
which might not be straightforward to obtain for statisticians. Nevertheless, a simplified proposal to apply
a flat risk weight of 100% to all senior tranches has been introduced in the amendment of 2021 and
therefore both methods are also proposed in this chapter.

88.Section 4.6.3.2.1 establishes the methods that may be used to assign risk weights from a national
accounts perspective, depending on data availability. It can be concluded that private investors bear
higher risk than government if at least one of the methods show higher risk-weighted exposure amounts
for private investors than for government.

Role of capital requirement rules

89.The fact that some methods developed by regulators for capital ratio supervision (CRR) are proposed
for use here by statisticians by no means implies that the statistician should follow the same protocols as

(*®®) 10% if the securitisation qualifies as simple, transparent and standardised (STS).

(%) See article 247 (3) of the CRR: “Where there is an exposure to positions in different tranches in a securitisation, the exposure to each tranche
shall be considered a separate securitisation position. The providers of credit protection to securitisation positions shall be considered
as holding positions in the securitisation. Securitisation positions shall include exposures to a securitisation arising from interest rate or
currency derivative contracts that the institution has entered into with the transaction” (bold added).
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followed for this capital ratio supervision. It also does not imply taking an alternative view to that of
supervisory authorities, which is essentially focused at the capital ratio calculation (thus at a capital
compilation and at the risk exposure compilation).

90.In particular, the capital ratio supervision establishes strict rules for deciding on the hierarchy of the CRR
methods applicable for a given case, but this does not preclude the statistical system to use a variety of
methods for that given case. ERBA, IRBA or SA are all methods applied, in certain circumstances, to
weigh various securities (here senior tranche and mezzanine) for the purpose of the compilation of the
capital ratio of banks holding them and as such are all legitimate methods to consider.

91.The fact that the IRBA/SA methods entail a simplification because weighing identically different
instruments does not make this method illegitimate, to the extent that this method is recognised as
appropriate by regulators themselves in a number of circumstances.

92.In the same vein, concluding that investors bear higher risk than government only because the bank is
actually achieving derecognition of the asset from a capital regulation point of view (either through
Significant Risk Transfer(?*°) (SRT) or through the guarantee) would be misleading, as this issue is
solely related to the bank being seen as performing a “true sale”(?*') (or equivalent) of its NPLs through
an off-balance sheet securitisation and is not effectively borrowing funds (through an on-balance sheet
securitisation). Nevertheless, this fundamental assessment of the capital ratio supervision of the
originator does not indicate to whom the NPLs are “sold”, i.e., whether they are effectively “sold” to the
guarantor (and the NPLs are then on government balance sheet) or to the investors (and the NPLs are
then on the balance sheet of the SPV classified in S.12). The SRT assessment is not explicit in terms of
who buys/secures the securitisation position.

93.In a securitisation without government guarantee, risks are distributed between investors and the bank,
and the removal of credit risks from a regulatory capital point of view necessarily implies that the
majority of risks is transferred to investors. When there is also a government guarantee, typically,
investors assume the risk of the majority of junior/mezzanine notes and government assumes the risk of
the senior notes. The bank keeps only the risk of the usually small percentage of the junior/mezzanine
notes retained. In this case, the capital advantage is achieved, and risks are mainly distributed between
investors and government. This issue at stake is how to assess/characterize this risk distribution.

Appropriate cushion and role of the NRPPD

94.The capital ratio supervision explicitly considers the NRPPD (the non-refundable purchase price
discount, which is the difference between the nominal value of the NPLs and the written down/transfer
value) as an important element to take into account, notably for the SRT assessment.

95.1n this context, it is also sometimes argued that the steep discount resulting from the NRPPD provides
benefiting ‘overcollateralization’ or/and can be assimilated to the creation of a ‘super-junior’ or ‘virtual’
tranche that would need to be considered in general.

96.However, the NRPPD is not particularly relevant for the analyses carried out according to ESA 2010,
because market values must be considered in general in national accounts. The fact that the NPLs have
a high or low nominal value can be thus seen as largely irrelevant to the analysis at hand in national
accounts, as what is important is their fair valuation. This is notably because the difference may be due
to differences in impairment, including differences in the proportion of claims that are hardly enforceable
in practice. ESA 20.233 explicitly recognises that an economic asset is removed “when a creditor
concludes that a debt obligation has little or no value, because the debt is not going to be paid; the
debtor is bankrupt, has disappeared or cannot be realistically pursued for recoveries that would justify
the various costs incurred”. Also the chapter on defeasance (see section 4.5.4.4), recognises that the
nominal value rule for NPLs purchased by AMC can usefully be relaxed so to avoid distorting the net
assets of government.

97.Also, one would not speak of ‘overcollateralisation’ of the notes with NPLs as a result of the existence of
the NRPPD, just like one would not consider that a loan of 100 would be overcollateralised with two
bonds each with a face value of 100 but trading at a 80% discount (that could be either because the
bond is a zero coupon, or is a claim on a debtor in serious difficulty) — implying a 40% collateralisation at
market value.

(%*°) The significant risk transfer (SRT) regime is described under articles 243 and 244 of the Capital Requirements Regulation.

(%%1) See chapter 5.1 paragraph 2 or chapter 5.5 paragraph 56.
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98. Similarly, one should not talk about ‘super junior tranche’ or ‘virtual tranche’ held by the originator either,
while the latter has not only written down (or written off) the NRPDD but abandoned any claim on NPLs
sold: thus any cash flow in excess of expectations will go to the mezzanine/junior tranches, such that no
other (‘super’ or ‘virtual’) tranche actually exists. It is worth noting, in this respect, that the EU legislation
was amended in 2021, notably so to explicitly refer to NRPPD, but with the aim to adapt the retention
rules for NPL securitisation, so that those be based on the net value (that is: after NRPDD), and not the
gross value. This indeed underlines the fact that the net value (and not the gross value) reflects the
economics of the case.

99.De facto, under the ESA 2010, the NRPPD actually corresponds to the ‘realised loss’ from the point of
view of the bank, and not to a hypothetical tranche held by the bank (as no cash flow will flow to it, and
its market value is zero), even though the losses are not yet realised from the SPV point of view.

100. The size of the NRPPD is nonetheless relevant to consider, but for another reason: to appreciate the
exceptional uncertainty facing the valuation of these NPLs assets in question (at their written down
value) compared to normal/performing loans. In the case of performing loans, the amount due is known
and both the likelihood of future impairment and the ensuring loss is limited and reasonably precisely
measurable. In contrast, there is wide uncertainty with regard to NPLs true value, precisely due to the
NRPPD(?*4?).

101. Indeed, some NPLs may become performing after the start of the securitisation, which may eventually
contribute to over-performance, but such occurrence should be foreseen during the assessment of the
portfolio at inception and is therefore already integrated in the NRPPD.

Analysis of the guarantee fee, its pricing and the link with the price of mezzanine/junior tranches

102. It would also be erroneous to consider that the commercial pricing of the guarantee fee implies that
government is not at risk or could not be the economic owner of the NPLs. This would be tantamount to
confusing the average risk (the weighted mean across scenarios) with the distribution of risk (such as
measured, for instance, by the standard deviation across scenarios). The average risk is in fact the
return on the assets. The fact that the fee is commercially priced simply means that (it is expected that)
government is not originally granting a subsidy/gift, so that no B.9 impact is recognised at inception. The
fact that the guarantee fee is market has however no particular relevance for assessing the risk
distribution, i.e., it would not necessarily mean that government is not exposed to risks and rewards. An
asset is recorded on the balance sheet of an entity also to the extent that the entity is exposed to higher
or lower returns (at market value) compared to the expected average return, depending on the scenario
that will materialize.

103. It should be analysed separately (i) whether an asset contains a subsidy/gift element and (ii) who
bears the (majority of) risks and rewards, with any of the two criteria potentially leading to putting the
asset on the balance sheet of government. If there is a gift element, the asset can be on government
balance sheet. But it can also be on government balance sheet even if there is no gift element, but
government bears most risks and rewards.

104. The guarantee is said to be priced so that it is neutral for government, meaning that the expected
inflow of guarantee fees should be matching the expected average outflow of guarantee calls. As such,
no gift/subsidy is assumed here, consistently with the assessment of State aid. No capital transfer is
thus a priori required at inception in those cases.

105. However, it is noted that the guarantee fee is paid only later on and based on the returns of the NPLs
portfolio and not by a third party that would be willing to pay to be insured against the performance of
that portfolio (as is the case in a normal guarantee): thus the fee “inflows” are flagged as “expected”
because these are by no means certain to be received (though generally very likely). Because of this, a
high pricing of the guarantee fee should not be seen as a decisive element in asserting that government
bears a lesser risk.

106. In fact, the value of a fee commercially priced increases at first proportionally to the amount
guaranteed, but then starts increasing very substantially and asymptotically when the guaranteed
amount reaches a certain limit that cannot be crossed (which is the fair value of the asset). Thus, a high
guarantee fee mostly implies in these cases that the guaranteed amount is rather high (compared to

(2%2) On a portfolio of 5 billion of performing loans, with likely impairment of 5% and subsequent loss of 50%, a mezzanine of 200 million may
appear relatively safe. But if the portfolio of 5 billion corresponds to an initial portfolio of 15 billion with a NRPPD of 10 billion, a 1 billion
deviation seems plausible under many scenarios, and a mezzanine of 200 million would appear insufficient.
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what is economically possible) and, at the same time, increases by itself the probability of calls. This is
because, under the waterfall structure, the guarantee fees are paid from the NPLs inflows in the first
place and thus these amounts cannot be used to redeem the senior notes. Thus, a high guarantee
pricing and the waterfall structure divert the resources needed to repay the notes, hence increasing the
probability of debt default and guarantee calls. This important feature does not occur when the
guarantee is paid by a third party (instead of by the returns of the NPLs portfolio).

107. It can also be observed that, in this setting, for a given portfolio, the market price of the
mezzanine/junior tranche is determined by the size of the guarantee: it changes inversely to the size of
the guarantee (and thus to the value of the fees commercially priced). The higher the guarantee, the
lower the price of the mezzanine. And the higher the guarantee fee is (which is paid before the senior
tranche in the waterfall structure), the higher the average calls would be.(?*3) This provides a conceptual
basis for making the size of the mezzanine/junior tranche a key criterion to consider, to the extent that its
size is directly linked to the relative size of the guaranteed tranche, compared to what is economically
justified, and at the same time is an indicator of future calls. This is thus consistent with the weighted risk
analysis taken by this chapter. This also justifies the direct comparison between the expected guarantee
fees and the mezzanine and junior tranche value at inception, as an indicator of risk sharing.

108. It is also important to note that, whereas normal securitisations face strong market constraints that
force the design of the operation to respect certain canons (such as having a senior tranche that is not
too big compared to mezzanine/junior tranche), this is not the case when a government guarantee is
provided. Indeed, a guarantee on the senior tranche might distort the structure of the securitisation, by
allowing to increase the relative size of the senior tranche, which then captures more risks than would
otherwise be the case. To the limit, one could design a set of parameters where the mezzanine/junior
tranche would be priced for a total of 1 euro(?*4), relocating all of the risks to government (and also the
rewards, via the guarantee fee). Such a limit case or similar cases should obviously not be seen as off-
government balance sheet and it would clearly be improper to argue that the private investor(s) would
still be at risk.

109. When the risk on the senior tranche before guarantee is estimated as very limited, the question might
be asked on why a government guarantee would then be sought, as the guarantee would not alter the
risk and therefore the pricing of the mezzanine/junior notes (except indirectly through the guarantee fee)
and would only benefit the senior note holder.

Senior tranche rating

110. Similarly, the rating achieved at the time the notes are issued is often not enough to conclude that
government is bearing a lower risk than the investor during all the life of the operation for additional
reasons. When managing the NPL portfolio, the NPLs of better quality are normally the first to be
amortised, sold, restructured, or their collateral enforced, leaving those of worse quality for the end. In
addition, there is a liquidity line granted to manage potential mismatches between collections’ shortfalls
from the NPL portfolio and interest payments on the notes. Finally, it is quite frequent that the
performance triggers do not apply during the first year/s. Therefore, the likelihood of default on the
senior notes in the first years is generally very low. As the notes have very long legal maturities (in some
cases more than 40 years)(?*®) and the guarantee will be active as long as the bonds are outstanding, it
is important to analyse the potential implications for government during the whole life of the transaction.
For ABS type transactions, what rating agencies take into account for the repayment profile is the
weighted average life of the transaction rather than the legal maturity of the bonds.

111. By considering risk-weighted exposure amounts, there is no need to take into account some additional
elements in the analysis, which are sometimes considered important. This is because risk weights
already consider the rating, which in turn takes into account the waterfall structure for payments. In
particular, this applies to the following elements that provide protection to the senior tranche, which
should be taken into account by ECAIls when providing the rating:

e The deferral of interest on the mezzanine tranche and part of the service fee in case of

(?*3) This mechanics is at play irrespective of how the guarantee fee is in practice calculated (e.g. using some recognised method) because the fee
depends on the guaranteed amount, which is in turn decided by government.

(>*) This would be the case for instance when the guarantee fee is very high, exceeding, per absurdum, the market value of the NPLs. In the
example at the end of the chapter, this would be the case if the guarantee fee would for instance be 4bn.

(2*) The business plan may foresee a much shorter life of the transaction (for instance, 10-15 years), as cash flows may allow to redeem the
bonds earlier.
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e The possibility to replace the servicer in case of underperformance;

underperformance by the servicer;

e The fact that payment of interest on the mezzanine tranche may take place only after full repayment of
the senior notes.

112. Finally, the absence of State aid is also not a decisive element to take into account in the risk analysis.
This would be fully in line with its actual relevance in the cases of the statistical rules concerning capital
injections undertaken by government.

113. As regards the possible recording of the senior tranche as government debt, whenever the risk-
weighted exposure amount for government would be higher than for the private investor, the senior debt
guaranteed by government should be government debt. In such circumstances, recording the senior
tranche as private debt would not be in line with the rules on government defeasance structures, nor
with those on rearrangement of transactions nor with the general rules on economic ownership of
assets.

Other issues: role of control of cash flows and link to chapter 5.5 on government securitisation

114. It is sometimes argued that economic ownership is not transferred because the cash flows are not
received or controlled by government. Although this element may be of importance in IFRS, this is not
particularly relevant under ESA 2010, which (for instance) recognises rerouting of assets/liabilities. In
general, the statistical classification should not be sensitive to administrative arrangements, including
relating to cash flows. Furthermore, there is to some extent a circularity in the reasoning, in the sense
that the cash flows transit via the SPV, which possible classification in government is indeed in question.
Finally, whereas the NPLs servicer is actually administering the cash flows and other procedures, with
an eye to maximise its fees net of costs incurred, it is mostly acting as an agent under a strict predefined
framework, such that it is somewhat uncertain who is in control of those cash flows: government or the
private sector (as well as who, de facto, benefits from them, given the waterfall structure).

115. It is to be underlined that the rules proposed in this chapter are less strict than those for government
securitisation when government is the originator, as both ESA 2010 and the MGDD chapter 5.5 consider
that no true sale occurs if government retains ‘any’ exposure or risks and rewards. As a result, if one
was to consider the NPLs securitisation with a guarantee as economically a sale to government
immediately followed by a further resale by government through securitisation, then all these operations
would end up in government balance sheets, regardless of the risk-weight assessment, which
nevertheless could be seen as excessively strict rules.

Treatment of mezzanine/junior tranches

116. Concerning the treatment of the junior/mezzanine tranches, in these schemes, the redemption of such
notes is always contingent on a series of payments that come earlier in the waterfall structure: fees to
the NPL servicer, interest on the liquidity line, guarantee fee on the senior notes, payments to swap
counterparties, interest on the senior notes and repayment in full of the senior notes.

117. In addition, in some operations carried out, the market value of the junior/mezzanine notes issued by
the SPVs is much lower than their nominal or notional value, the latter reflecting the original
nominal/face value of the NPLs rather than the written down value. As there is no unconditional
remuneration for the holder, it is questionable whether the mezzanine/junior tranches issued by the SPV
would have the nature of debt instruments (F.2, F.3 or F.4) or whether they should rather be assimilated
to other liabilities (such as equity (F.5) or derivatives (F.7)).

118. In this context, the IMF Monetary and Financial Statistics Manual and Compilation Guide (Annex 4.1)
and the IMF Handbook on Securities Statistics (chapter 6) include provisions for debt securities issued
through securitisation. According to these manuals(?46), “ABSs(?*") and CDOs(?*8) are classified as debt
securities because the security issuers have an obligation to make payments, while the holders do
not have a claim on the residual value of the underlying assets. If they did, the instrument would be
classified as either equity securities or investment fund shares or units (BPM6, paragraph 5.47)". (bold
added).

(%%%) See for instance paragraph 6.11 of the IMF Handbook on Securities Statistics.
(%*7) Asset-backed securities.

(%%8) Collateralized debt obligations.

Manual on Government Deficit and Debt 297




. o /|
Relations between government and the financial sector !-

119. Following the IMF Guides, a classification of the junior/mezzanine notes as debt instruments is not
justified if the issuer has no obligation to make payments (interest and principal). Moreover, investors in
the most junior tranche (i.e., residual-class) receive whatever principal and reinvestment income
remains after all other classes have been retired(?>*°). Therefore, it could be considered that the holders
of the junior tranches have a claim on the residual value of the underlying assets, which could point to a
classification as equity (F.5). The same could be said of the mezzanine. Finally, the fact that the
mezzanine price changes inversely to the guarantee fee in these arrangements as seen above is an
illustration that the mezzanine is an option type of product just like the guarantee fee is. Therefore, the
recording of junior/mezzanine tranches as financial derivatives (F.7) is also a possibility. In this case, the
value of the instrument would derive from the evolution of the cash flows foreseen in the business plan
(net collections from servicing the NPLSs).

4.6.5 Numerical examples

The following numerical examples illustrate how to calculate risk-weighted exposure amounts with the
methods proposed in this chapter and how to interpret the results obtained.

In all the cases, NPLs with a gross book value of 7.5 bn are sold for 3 bn (transfer price). The rating
achieved is BB- and the senior notes have a legal maturity of 10 years. The cases differ in the amounts
purchased by private investors, the size of the senior tranche guaranteed by government and the guarantee
fees.

Following the SEC-ERBA approach, the risk weight applied to the junior/mezzanine tranches is 1250%. For
the senior tranche, the risk weight of 225% is derived from the BB- rating, which corresponds to credit
quality step 13. As stated in section 4.6.3.2.1, the column for a senior tranche of the maximum maturity (5
years) should be the one to be considered. The following simplified table can be used to calculate the risk
weight of the senior tranche following the SEC-ERBA approach. In this case, risk weights are determined by
the rating:

CQs Rating Risk weight of the senior tranche
DBRS Fitch Moody’s S&P Maturity of 5Y
1 AAA AAA Aaa AAA 20%
2 AA (high) AA+ Aal AA+ 30%
3 AA AA Aa2 AA 40%
4 AA (low) AA- Aa3 AA- 45%
5 A (high) A+ Al A+ 50%
6 A A A2 A 65%
7 A (low) A- A3 A- 70%
8 BBB (high) BBB+ Baal BBB+ 90%
9 BBB BBB Baa2 BBB 105%
10 BBB (low) BBB- Baa3 BBB- 140%
11 BB (high) BB+ Bal BB+ 160%
12 BB BB Ba2 BB 180%
13 BB (low) BB- Ba3 BB- 225%
14 B (high) B+ Bl B+ 280%
15 B B B2 B 340%
16 B (low) B- B3 B- 420%
CCC (high) CCC+ Caal CCC+
17 CCC CccC Caa2 CCcC 505%
CCC (low) CCcC- Caa3 CCcC-
All Below Below Below Below
other | CCC (low) CCcC- Caa3 CCC- 1250%

(2%°) See footnote 66 of the IMF Monetary and Financial Statistics Manual and Compilation Guide.
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Following the SEC-IRBA/SEC-SA approach, the risk weight applied to the junior/mezzanine tranches is
1250% (this does not change as compared to the previous approach). For the senior tranche, a flat risk
weight of 100% is applied in all cases, regardless of the rating achieved.

The risk weight applied to the junior/mezzanine tranches is 100% with both the aggregate default and the
guarantee fee methods. As regards the senior tranche, following the aggregate default method, the risk
weight of 4.7% is derived from the BB- rating according to DBRS(%*°). Following the guarantee fee approach
method, the risk weight of the senior tranche is obtained by dividing the guarantee fee by the senior
tranche.

Case 1l

Private investors purchase mezzanine/junior bonds for 950 m and the senior tranche guaranteed by
government is 2,000 m. The guarantee fees are expected to be 80 m. The risk-weighted exposures
calculated for both parties with the different methods are provided below.

Investors Government
Junior/mezzanine Senior
|Exposure value of each securitisation position (€ mn) 950 2,000
Risk weights of each securitisation position (%) Junior/mezzanine Senior
SEC-ERBA (credit quality step 13 for BB- rating) 1,250 225
SEC-IRBA/SA 1,250 100
Aggregate default method (probability of default for BB-) 100 4.7
Guarantee fee method (risk weight obtained from the fee) 100 4.0
% of total exposure
Risk weighted exposure of each securitisation position Junior/mezzanine Senior Investors|Government
SEC-ERBA (credit quality step 13 for BB- rating) 11,875 4,500 73% 27%
SEC-IRBA/SA 11,875 2,000 86% 14%
Aggregate default method (probability of default for BB-) 950 94 91% 9%
Guarantee fee method (risk weight obtained from the fee) 950 80 92% 8%

In this case, all the methods would indicate that the risk-weighted exposure for private investors would be
much higher than for government. Therefore, the senior debt guaranteed by government would be treated
as private debt.

Case 2

Private investors purchase mezzanine/junior bonds for 18 m and the senior tranche guaranteed by
government is 2,981 m. The guarantee fees are expected to be 120 m. The risk-weighted exposures
calculated for both parties with the different methods are provided below.

Investors Government
Junior/mezzanine Senior
|Exposure value of each securitisation position (€ mn) 18 2,981
Risk weights of each securitisation position (%) Junior/mezzanine Senior
SEC-ERBA (credit quality step 13 for BB- rating) 1,250 225
SEC-IRBA/SA 1,250 100
Aggregate default method (probability of default for BB-) 100 4.7
Guarantee fee method (risk weight obtained from the fee) 100 4.0
% of total exposure
Risk weighted exposure of each securitisation position Junior/mezzanine Senior Investors|Government
SEC-ERBA (credit quality step 13 for BB- rating) 225 6,707 3% 97%
SEC-IRBA/SA 225 2,981 7% 93%
Aggregate default method (probability of default for BB-) 18 140 11% 89%
Guarantee fee method (risk weight obtained from the fee) 18 120 13% 87%

In this case, all the methods would indicate that the risk-weighted exposure for government would be much
higher than for private investors. Therefore, the senior debt guaranteed by government would be
government debt.

(%) The risk weight used in this example is derived from the 2020 DBRS Morningstar Structured Finance Rating Transition and Default Study.
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Case 3

Private investors purchase mezzanine/junior bonds for 120 m and the senior tranche guaranteed by
government is 2,700 m. The guarantee fees are expected to be 100 m. The risk-weighted exposures

calculated for both parties with the different methods are provided below.

Investors Government
Junior/mezzanine Senior
|Exposure value of each securitisation position (€ mn) 120 2,700
Risk weights of each securitisation position (%) Junior/mezzanine Senior
SEC-ERBA (credit quality step 13 for BB- rating) 1,250 225
SEC-IRBA/SA 1,250 100
Aggregate default method (probability of default for BB-) 100 4.7
Guarantee fee method (risk weight obtained from the fee) 100 3.7
% of total exposure
Risk weighted exposure of each securitisation position Junior/mezzanine Senior Investors|Government
SEC-ERBA (credit quality step 13 for BB- rating) 1,500 6,075 20% 80%
SEC-IRBA/SA 1,500 2,700 36% 64%
Aggregate default method (probability of default for BB-) 120 127 49% 51%
Guarantee fee method (risk weight obtained from the fee) 120 100 55% 45%

In this case, the guarantee fee method would indicate that the risk-weighted exposure for private investors
would be higher than for government, while the other methods would point to the opposite. In this borderline
case, by convention, the senior debt would be considered as private debt and not government debt.
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4.7.Capital increases in multilateral
development banks

4.7.1. Background

1. Multilateral development banks are institutions that provide financial support and technical assistance for
economic and social development activities in developing countries. The term Multilateral Development
Banks (MDBs) typically refers to the World Bank Group (notably the IBRD — International Bank for
Reconstruction and Development and IDA — International Development Association) and four Regional
Development Banks:

e The African Development Bank (AfDB),

e The Asian Development Bank (AsDB),

o The European Bank for Reconstruction and Development (EBRD),
e The Inter-American Development Bank Group (IDB).

2. MDBs are characterised by a broad membership, from both borrowing developing countries and from
developed donor countries, which is not limited to member countries from the region of a regional
development bank. Each bank has its own independent legal and operational status, although, with a
similar mandate and a considerable number of members, the MDBs maintain a high level of cooperation
between themselves.

3. Most of the MDBs have two types of funds, often called lending windows (or lending facilities). One type
of lending window is used to make loans at market-based interest rates. Such non-concessional loans
are, depending on the MDB, extended to governments and private sector firms in middle income, and
some creditworthy low-income countries. The other type of lending window is used to make loans at
interest rates that are well below-market interest rates (concessional loans) granted to the governments
of low-income countries, as well as regular grants.

4. To offer non-concessional loans, MDBs borrow money from international capital markets and then re-
lend the money to developing countries. MDBs are able to borrow from international capital markets
because they are backed by the guarantees of their member governments. These are provided through
the ownership shares that member countries subscribe in each bank. Only a small portion (typically less
than 5-10 %) of the value of these capital shares is actually paid to the MDB (‘paid-in capital’). The bulk
of these shares is a form of guarantee that the donor stands ready to provide to the bank if needed. This
is called ‘callable capital,” because the money is not actually transferred from the donor to the MDB
unless the bank needs to draw on its members’ callable subscriptions because their resources are
exhausted and they still need funds to repay bondholders.

5. Periodically, when donors agree that the future demand for loans for MDB lending is likely to expand,
they increase their capital subscriptions to a MDB’s non-concessional lending window in order to allow
the MDB to increase its level of lending.

6. When the MDB extends concessional loans and grants to low-income countries, the window’s resources
for such activities become systematically depleted. The donor countries meet periodically to replenish
those resources. Thus, these increases in resources are called ‘replenishments’, and most occur on a
planned schedule ranging from three to five years, by way of depositing of so-called ‘instruments of
commitment’, while the effective encashment may span for a longer period. If these facilities are not
replenished in good time, MDBs will run out of resources and will have to substantially reduce their
levels of activity.

7. Some MDBs offer solely or mainly concessional loans (IDA, Fund for Special Operations (FSO) at IDB,
AfDF and AsDF, are examples of these) and therefore they are largely funded by contributions from the
donor governments or from the income of other MDBs (for instance IDA receives additional funds from
IBRD's and IFC’s income).

8. MDB concessional loans are typically characterised by a very low interest rate, long maturities and
grace periods. As an example, IDA loans usually have maturities of 35 or 40 years with a 10-year grace
period on repayment of principal. Typically, there is no interest charge, but credits do carry a small
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service charge of 0.75 % on disbursed balances. The degree of concessionality is such that the returns
usually do not even cover the funding and administrative costs.

4.7.2. Treatment in national accounts

9. The treatment in national accounts of government capital injections in MDBs depends on the type of
loans provided by multilateral development banks. Injections into MDB facilities whose main or sole
purpose is to provide concessional loans at marginal or zero interest rate should be treated as capital
transfers, while investments into MDB facilities providing mostly non-concessional loans should be
recorded as acquisition of other equity (F.519), as set out in ESA 2010 paragraph 5.154 :’Other equity
includes [...] (d) government investments in the capital of international and supranational organisations,
with the sole exception of the IMF, even if these are legally constituted as companies with share capital
(e.g., the European Investment Bank)’.

Table 1: Treatment of capital increase in MDBs providing mostly concessional loans

General Case Advance Callable H%Tr'gacsaepétral Temporary Encashment
Payment capital o increase period
contribution
Nothing
inDs.t?ung\(/er;letr;f D.99 When recorded until Examine on a Loans (F.4), if in[;.t?l?m\,\t,;?%f
commitment is cash is called, D.99 case-by-case | ... olled D.99 | commitment is
deposited transferred when caII.ed basis deposited
and committed

Table 2: Treatment of capital increase in MDBs providing mostly non-concessional loans

Conversion Hybrid
General Paid-in Callable of reserves capital Temporary | Encashment
Case capital capital into paid-in increase or increase period
capital contribution
Nothing
Shares and | Shares and recorded Examine on Loans (F.4),
other other . No - F.5 at
equity equity until called, implications a case-by- if cancelled inception
F 5/F.519 F 5/F.519 F.5 when case basis D.99
called
4.7.3. Rationale of the treatment

10.MDBs may have two types of lending facilities or lending windows. Concessional loans are either
interest free loans or loans with an interest rate intentionally set below the market rate. Usually the
concessionality is enhanced by loans being long-term and including grace periods. Despite a small
service charge, MDBs lending facilities providing mainly concessional loans are generally unable to
cover their funding and/or administrative costs and thus their funding resources become depleted over
time. In order to maintain their activities at least at the same level, MDBs lending facilities providing
mainly concessional loans have to receive replenishments from their donors. It is therefore clear from
the beginning that MDB facilities providing concessional loans are not going to be profitable such that, in
substance, their replenishments are similar to capital injections aimed at covering losses. Therefore,
following the capital injections rules, government injections into MDB facilities providing mainly
concessional loans should be treated as capital transfers, to be recorded when a promissory
note/instrument of commitment is deposited by the donor country with the MDB(?%%). This reflects the fact
that when such an instrument of commitment is (signed and) deposited by the donor country, an
irrevocable and legally binding obligation to pay arises, regardless of the actual timing chosen for
payment. This is the methodological interpretation of ESA 2010 paragraph 4.166 of ‘due to be made’ in
this specific context.

(*Y) In agreement with Eurostat, cash could be used as a proxy in such exceptional cases (expected to be temporary) where the national
statistical authorities would have no access from government to information on when the instruments of commitment are deposited.
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11.There might be cases where a part of the foreseen participation of the donor country is dependent on
national contingencies (e.g., Parliamentary approval). In such a case, the Member State initially signs
and deposits a so-called ‘qualified’ instrument of commitment. Later on, when the national formalities
have been accomplished, and the contingency has been removed, the Member State signs and deposits
an ‘unqualified’ instrument of commitment. In this specific circumstance, a capital transfer payable
should be recorded when the donor country signs an ‘unqualified’ instrument of commitment, i.e., when
its commitment becomes irrevocable and demandable, and no longer dependent on the national
formalities.

12.Non-concessional loans are made at market interest rates, which implies that a return is expected or at
least the borrowing costs and/or also the administrative costs of the MDB'’s facility are covered. Once
the MDB lending facilities providing mainly non-concessional loans accumulate reserves, these can later
be converted into funds that can be used for further operations. Therefore, in practice, it is not very
common that a MDB draws on its callable capital to cover losses. At the same time, capital increases by
donor governments are usually needed for the purpose of new or expanding activities. Thus,
government injections into MDBs providing mostly non-concessional loans should be treated according
to ESA 2010 paragraph 5.154 (c), as other equity F.519, because they intend to expand the size of the
MDB activities.

13.Capital increases into MDBs by governments can at times take the following forms: advance payments,
paid-in capital, callable capital, conversion of reserves into paid-in capital, hybrid capital increases,
temporary increases and encashment periods. Each is explained in the following sub-sections.

4.7.3.1. ADVANCE PAYMENTS

14.Cases exist where a donor country provides cash to a MDB offering mostly concessional loans even
before the instrument of commitment is signed and deposited. This occurs because donor countries are
aware of the amount of their participation in MDB replenishments meetings, i.e., before the due dates for
the signing of instruments of commitment, and may sometimes obtain discounts when paying in
advance. The participations paid in advance of the commitment are to be recorded as expenditure at
time of payment, recognising the fact that the MDB definitely acquires the amounts paid in advance.

4.7.3.2. PAID-IN CAPITAL

15.In most MDB facilities providing non-concessional loans, new paid-in capital represents only a fraction of
their total capital. In this case, the paid-in part will be considered a financial transaction (purchase of
other equity) not affecting the government net lending/borrowing (B.9).

4.7.3.3. CALLABLE CAPITAL

16.A large part of an MDB capital increase is usually structured as callable capital, i.e., not actually paid-in.
The statistical treatment in the case of MDBs providing mainly non-concessional loans is as follows: the
callable part is to be considered a contingent transaction, which is not to be recorded in the national
accounts system.

17.1n the case of MDBs providing mainly grants or concessional loans, a capital transfer is to be recorded
when the amount is called, under the signature and depositing of an instrument of commitment. .

4.7.3.4. CONVERSION OF RESERVES INTO PAID-IN CAPITAL

18.MDBs providing mainly concessional loans and grants normally have no accumulated reserves, as they
deplete all of their funds. Therefore, this case generally does not apply to them.

19. For MDBs providing mainly non-concessional loans, the capital increase (or a part of it) may be
implemented through a conversion of accumulated reserves into permanent paid-in capital without any
cash being transferred from shareholders. The statistical treatment is as follows: in ESA 2010, it is not
the number of shares which needs to be examined, but their value. If some of the reserves were to be
converted into shares, the value of the shareholding would still be the same (see ESA 2010 paragraph
6.59 for a description of equivalent situations). There would be therefore no direct implications for the
ESA accounts and no impact on government net lending/borrowing (B.9) and debt.
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4.7.3.5. HYBRID CAPITAL INCREASE OR CONTRIBUTION

20.The capital increase (or a part of it) could be implemented through issuing a form of hybrid capital
instrument (e.g., in combination with callable capital) with both debt and equity/transfer features. The
statistical treatment cannot be judged a priori; the precise conditions will have to be assessed on a case-
by-case basis.

4.7.3.6. TEMPORARY INCREASE

21.Contrary to a permanent increase, a capital increase may be required as only for a temporary period
and it (or a part of it) is re-paid to members after an agreed period of time (e.g., when a crisis is over and
the lending activities have returned to normal levels). The statistical treatment is as follows: a temporary
increase with a scheduled repayment would be seen as a loan (being an instrument expected to be
repaid, in line with ESA 2010 paragraphs 5.112 and 5.113), even if at zero interest rate. Scheduled
repayment will progressively decrease the outstanding amount of the loan.

22.The initial treatment as a loan applies to both cases of MDB facilities. If there is a subsequent loan
cancellation, this would have to be recorded as capital transfer.

4.7.3.7. ENCASHMENT PERIOD

23.1t may be decided to stretch the actual cash payment by members of the paid-in part of the capital
increase over a longer period of time, in several instalments (this could be up to 10 years). Here the two
types of MDB lending facilities have to be distinguished.

24.1n the case of a MDB lending facility providing mainly non-concessional loans, the statistical treatment is
as follows, assuming that the capital increase is decided at inception (i.e., one decision concerning one
capital increase, although with deferred payments, and not concerning many decisions for separate
capital increases over the years). An acquisition of other equity is recorded at inception for the full
amount of the paid-in capital. The financial counterpart of amounts not paid initially in cash is recorded
under other accounts payable (AF.89), with no impact on the government (EDP) debt, in line with ESA
2010 paragraph 5.240.

25.For the MDB facilities providing mainly or solely concessional loans and grants, the bilateral agreement
on the payment schedule does not change the irrevocable nature of the commitment. Thus, a capital
transfer is still to be recorded at the time an instrument of commitment is signed and deposited by the
Member State. The time of recording would thus comply with ESA 2010 paragraph 4.166, which is when
the payment is due to be made, interpreted in this specific context as when an instrument of
commitment is signed and deposited.
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4.8.Recording of income contingent loans
4.8.1. Background

1. This chapter addresses the case where government provides funds (directly or through a dedicated
public sector entity), in the legal form of loans, whereby repayments are contingent to elements defined
in the funding agreement or by law. These contingent elements, which allow the debtor not to repay the
funding (partially or totally), can take various forms such as the future income of the beneficiary of the
funding, the limitation of the period of repayment or other elements not fully under the control of the
parties. Cases of government lending with a total cancellation option due to events depending on the
sole decision or under the sole control of the borrower may require different rules than those covered by
this chapter.

2. This chapter on income contingent loans should also apply in situations that could be assimilated to
such loans, i.e., to loans with non-negligible contingency elements other than related to income
contingencies for example contingency elements related to programme performance or the death of the
debtor.

3. Such funding is mainly provided by government to households, but can also be provided to other
institutional units. The aim of it is to support public policy, so the terms for the beneficiaries will be more
favourable than in case of taking a loan from a financial institution.

4. In general, such funding is called income contingent loans. It may not fully meet the criteria to be
considered a loan as referred to in national accounts, as it does not establish an unconditional debt as
requested by ESA 2010 paragraph 5.113.

5. Income contingent loans are often granted by governments for relatively small amounts to a large
number of debtors under standard conditions. Therefore, the analysis in national accounts can apply to
the whole loan portfolio and not to each individual loan granted.

6. Public schemes of income contingent loans provided by private financial institutions with the backing by
government of the contingent elements are not covered by this chapter, as they would have typically the
nature of standardised guarantees (see section 7.4.3).

7. Such borrowing is generally granted with long term maturity (up to 30 years or even longer) and bear
interest. The interest may be capitalised or not and may be at market or concessional rates. Income
contingent loans typically include provisions that allow the debtor not to comply with the reimbursement
of the debt at maturity or when instalments are due. Several conditions (such as age, income, physical
ability, limit in time etc.), might activate the cancellation of the borrowing or part of it by the creditor
(government).

8. As a consequence, the conditionality of income contingent loans has a potential impact on government
revenue and expenditure:

o this Manual states in sub-section 8.2.2.2. that in national accounts interest is recorded when accrued,
whether paid or not. Therefore accrued interest affects the net lending/borrowing (B.9), although such
interest may never actually be paid, due to the contingent threshold for repayment to be made not being
reached, having the potential to distort government expenditure/revenue reporting,

o due to the long term nature, write-offs and/or debt cancellation will only occur after a long period, when
the contingency element crystallises, which would transfer any recognition of potential losses far into the
future.

4.8.2. Treatment in national accounts

9. Following, amongst others, ESA 2010 paragraph 20.121, loans granted by government should undergo
an assessment of whether they are likely to be repaid or not. Taking into account the contingency
element of income contingent loans, this assessment should thus determine the expected losses at
inception.
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10.The probability of expected losses can be assessed in different ways such as:
a) observed losses on similar loans,
b) evaluation of expected losses based on the probability of a contingency event by the debtor.

11.Taking into account the large number of such loans (irrespective of possible changes in the overall
features of their contingency elements following a decision by government), the analysis of coherent
sub-portfolios (i.e., loans granted within a given year, or through a specific loan scheme) seems to be
the appropriate approach.

12.1f it appears that sufficient information is available to determine in a satisfactory way the potential losses
of the income contingent loan portfolio, three categories of income contingent loans can be identified, for
a different statistical treatment of income contingent loans:

a) the expected loss at inception due to contingency elements is low e.g., a small fraction of the
provided funds,

b) the expected loss at inception due to contingency elements is extremely high e.g., almost all of the
provided funds,

c) the expected loss at inception due to contingency elements is significant e.g., a large fraction of the
provided funds.

13.For category (a) the income contingent loan can be recorded at inception as loan for its full value.

14.For category (b), the income contingent loan can be recorded for its full value at inception as
government expenditure with subsequent repayments (if any) recorded as government revenue.

15.For category (c), the funding should be partitioned. Part of the funding granted by government should be
recorded as a loan, i.e., a financial transaction without any impact on government net borrowing/net
lending (B.9) and part as a government expenditure. The amount to be recorded as government
expenditure should be estimated on the basis of expected losses arising from the contingency, using an
appropriate discount factor, for example the borrowing cost for government.

16.The approach described in paragraph 15 above can also be applied for all income contingent loans, i.e.,
even when expected losses are very low or very high, if the statistical authorities consider it as most
suitable.

17.1f it appears that no sufficient information is available to determine in a satisfactory way the potential
losses of the income contingent loan portfolio, it should generally be recorded as government
expenditure (with the recording of government revenue for any future repayment by the debtor), applying
the treatment described in paragraph 12 b). When the overall impact of the contingency is likely to be
rather small, a loan can be recorded, but only if there are well founded reasons to do so, applying the
treatment described in paragraph 12 a).

18.The value of income contingent loans granted by government is influenced by changes of the revenue
expectations of the borrower as well as by government policies changing the characteristics of the
income contingent loan scheme. Where a change in expectations leads to a substantial re-assessment
of the expected losses of the loan portfolio (or the relevant sub-portfolio) it should lead to the recording
of government expenditure (or negative expenditure)(®®?). It might not be necessary to record
government expenditure when the re-assessed expected losses due to changes from regular forecast
updates that are not substantial.

19.Some governments proceed to an active management of their loan portfolios by selling all or a portion of
such loans to private investors under current market conditions. The market valuation of the income
contingent loan portfolio might differ from the value recorded in the ESA government balance sheet:

a) in category (a), the difference has to be recorded as government expenditure,
b) in category (b), the sale has to be recorded as government borrowing,

c) in category (c), if the value (loan asset plus accrued interest) recorded in the government balance
sheet differs substantially from the current market price of the transaction, an additional capital
transfer should be recorded in favour of the debtor or government in order to ensure that the

(%?) The same statistical treatment has to be applied, if discrepancies between the expected redemption amount and the amount effectively
received by government over the lifetime are observed.
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expenditure/revenue element of the income contingent loan is fully captured, consistently with the
previous paragraph.

20.In category (c) interest accrues (using the discount factor) and is added to the principal, following ESA
rules, but only on the part that is recorded as a loan. Repayment of principal and interest is recorded as
a reduction of the instrument.

4.8.3. Rationale of the treatment

21.ESA 2010 rules for valuation, sales and write-offs of loans apply to loans complying with the features
described in ESA 2010 paragraph 5.113. They can also apply to income contingent loans, where the
contingency element has only a small impact on the repayment of the funds provided by government,
e.g., where expected rates and levels of non-repayment are typically low such as in a range of 5 % to
10 %. On the contrary, in cases where the impact of contingency elements is expected to be extremely
high such as in a range of above 90 % to 95 %, it would be more appropriate to consider the funding not
as a loan but as government expenditure (and revenue in the case of any refund).

22.1f the expected loss due to the contingency is significant, partitioning of the instrument would be the
most appropriate way to reflect properly the real nature of the funding in national accounts.

23.However, if at inception the information available is judged to be insufficient to assess in a satisfactory
way the potential rate of repayment, the income contingent loan should not be recognised as a loan but
should generally be recorded as government expenditure and any future repayment by the debtor as
government revenue. The recording of a loan can be applied whenever there are well founded reasons
to do so.

24.ESA 2010 paragraph 20.121 clarifies that loans granted by government not likely to be repaid are
recorded in the ESA as capital transfers. This should generally apply to the situation where the
contingency element, in the presence of sufficient information, would lead to an expected significant loss
between e.g., 5% to 10 % and 90 % to 95 % of the funds provided by government. In other cases,
statisticians can decide to record the total amount of the funds provided as a loan (when expected
losses due to the contingency have only a limited impact on the repayment, e.g., below a range of 5% to
10 %) or as capital transfer (when expected losses due to the contingency are higher than a range of
90 % to 95 %).
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4.9.Recording of loans not expected to be
fully repaid

4.9.1. Background

1. This chapter addresses the accounting problems raised by so-called ‘loans’ (e.g., as reported in the
public accounts) granted by government, often under an emergency situation(®®3), that are not
expected at inception to be fully repaid (for significant amounts), being extended to units on a non-
commercial basis.

2. This is the case either because the borrower is already in such a difficult situation that prospects for
repayments are dim (type 1), or, in the case of broader loan schemes, because the lender is
presuming at inception that a significant number of debtors will not be able to reimburse the loans
contracted while the interest charged (i.e., the risk premium charged by a commercial lender) does
not reflect this (type 2).

3. In many jurisdictions such cases will not exist, at least for type 2. The recording problem raised in this
chapter might be therefore seen as highly unusual or would only apply to punctual cases. Income
contingent loans are another type of loans not expected to be fully repaid at inception. They are more
common, and their recording is covered in Chapter 4.8. Accordingly, they are not addressed in this
chapter.

4.9.2. Treatment in national accounts

4. When a ‘loan’ is at inception not expected to be fully repaid, a capital transfer is to be recorded at
inception for the part expected to be lost. This is the interpretation of ESA rules in those exceptional
cases where the loans are such that significant net losses are expected at inception, i.e., for amounts
far in excess of the usual losses on loans and with no compensatory interest.

5. Such ‘loans’ are thus to be partitioned between a capital transfer component (D.9) and a loan
component (F.4). While no ESA 2010 paragraph explicitly foresees such a partitioning for loans,
partitioning the loan at inception is de facto operationalising ESA 2010 paragraph 20.121 Loans
granted by government not likely to be repaid are recorded in the ESA as capital transfers, and are
not reported here.

6. The loans concerned by this specific partitioning treatment are:

e unusual loan portfolios extended, as part of a lending scheme, automatically, without collateral and
without the typical screening carried out by commercial banks, and without charging sufficiently high
interest; or

o individual loans (very rarely) extended to units not able to fully repay them, e.g., with negative net
assets such that it is most unlikely that the loans can be fully repaid by the debtor (without a grant, a
capital injection, or another loan contracted by the debtor, including conversions into equity or hybrid
debt instruments), unless the loan would be collateralised or would have seniority over the other
borrowings of the debtor.

7. In either case, it seems likely that the public accountant (or any other accountant of the lender) will
record a significant provision at inception in the accounts of the lender, following their own accounting
rules, or following IFRS/IPSAS accounting (more or less closely). Such a provision at inception would
be both a useful indicator of such loans not being expected to be fully repaid and something usable
for the valuation of the capital transfer to be made at inception. For the not very common case of
lenders not keeping a balance sheet provision, estimates made by the services of the lender
presumably exist and can be used.

8. Although negative equity is often a good indicator of distress, in some circumstances shareholder’s
equity at book value may not reflect the true economic position of the firm, mostly when it holds

(?°%) This has been notably the case, sometimes for significant amounts, as a response to the COVID induced economic crisis.
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valuable franchises or goodwill that are not reported in its balance sheet neither under IFRS nor in
national accounts. One can indeed occasionally observe quoted companies exhibiting negative net
assets at book value while having a significant market value (compared to its size, in terms of balance
sheet, revenue or employment). In such cases, loans granted to these entities cannot be deemed to
be at risk, and it is likely that the accountant of the lender will not record a provision at inception for
these loans either. The fact that a quoted company (the borrower) has always a positive market value
is however not a sufficient criterium, by itself, to consider that the indicator of negative net assets
would not be applicable to quoted companies. The valuation of the quoted company should also be
meaningful compared to its economic size.

The partitioning is applicable when the loans are not collateralised, do not have seniority (that would
make them more likely to be repaid), and there is little expectation that large future profits or future
capital injections by private (or non-resident) units will allow to reverse the net assets position in the
future.

In summary, the indicators to consider when deciding whether to partition the loan and record a
capital transfer are:

The loans are automatically granted (or with light criteria), to all or most types of borrowers (in terms
of risk profile), irrespective of their risk profiles, without collateral and without compensatory higher
interest, such that an expected loss is both expected and compiled. The schemes could however be
highly restricted, by types of industries or size of companies, etc.;

The loan is extended to an entity with negative net assets, with little scope to be repaid, and the loan
is neither collateralised nor given seniority;

A significant provision is recorded in public accounts at inception — in contrast to usual IFRS/IPSAS
accounting practice on loan accounting — reflecting the clear expectation of the lender of
significant/large losses under most scenario;

The loans are granted in a context of emergency, relaxing normal lending rules and procedures, such
as the significant reduction in activity experienced in the COVID-19 pandemic.

While each indicator is often not sufficient in itself to prescribe some partitioning, a combination of
such indicators, possibly together with other elements, may be enough to indicate the need to
partition the loan /loan portfolio.

One-off/Individual loans not expected to be repaid or fully repaid are probably more common or
relevant for public corporations, while the MGDD already foresees cases where capital injections may
take the legal form of loans. But they may also benefit, notably during economic turmoil, private
corporations (fully private or partially owned by the public sector).

The interest to be accrued on these loans is apportioned in line with the partitioning and adds to the
AF.4 assets initially recognised, while recoveries (encompassing both interest payments and principal
payments) reduce the AF.4.

The first estimate of the amounts not expected to be repaid can be based on a number of sources
such as provisions in the public accounts or expert estimates. As time passes, the expected loss will
be subject to revisions, which should lead to a revision of the initial transfer, if within a year of the
granting of a loan.

Recoveries for a given loan are first recorded in the financial accounts (reductions in AF.4A) and, if
the first revised estimate is maintained throughout, amounts recovered in excess of the AF.4 recorded
in the ESA balance sheet will be recorded as revenue (thus towards the end of the lending period),
which should be super-dividend tested in case of public corporations. When these revenues are
significant (e.g., half of the initial transfer), compilers would also have the option to revise the initial
estimate, in agreement with Eurostat. In contrast, when recoveries fall significantly short of the
expected F.4A, an expenditure is to be booked at the moment of recognition of the fact that
recoveries have fallen short. Special care should be taken when initial maturities of loans are
extended.

When loans not expected to be fully repaid involve portfolio schemes, amounts not expected to be
repaid are typically estimated globally. In such a case, a simplified approach involves recording
revenue or further expenditure (D.99) only towards the end of contract when net recoveries exceed
the AF.4A (including accrued interest), or net losses exceed the capital transfer expenditure (D.99)
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recorded so far, respectively. Another approach (perhaps less simple but possibly more conceptually
based) may consist in following the method already applied by the national compiler to tackle the
problem of reestimates for standardised guarantees or/and for government supports to financial
institutions (including the so-called ‘delayed revenue approach’).

17.1In case these loans are sold-off, the same rules as for the resale of income contingent loans should
be applied.

18. Governments engage in such loans not expected to be fully repaid either through (1) direct lending
(loan assets in government), (2) loan programmes via public banks, (3) guarantees to financial
institutions (the latter granting the loans). A partial capital transfer rule in the first case would also be
applicable to the two other cases: by applying rerouting for these loans (with a capital transfer) in
case (2); and by applying ESA 2010 rules on non-commercial standardised guarantees or the ESA
2010 paragraph 20.256 on guarantees for cases of distress in case (3). Whatever the actual modality
chosen, the treatment (impact on B.9 at inception) should be the same.

4.9.3. Rationale of the treatment

19. Loans are instruments that are expected to be repaid (ESA 2010 paragraph 5.113) fully, with interest
charges designed to cover the rare cases of losses.

20. Though loans are generally extended to low-risk debtors, or otherwise collateral is demanded, certain
specialised lenders or banks lend to high-risk debtors without collateral, but then charge very high
interest rates (i.e., including an appropriate risk premium) and have very detailed screening
processes in place.

21. A banker operating on a commercial basis would not enter in such lending operations on loans not
expected to be repaid as described in paragraph 6. A banker may extend a lending scheme with
significant risks, but then will heavily scrutinise the borrowers (i.e., no automaticity) and/or will charge
high interest rates to cover the risk of default of the borrower. A bank may extend an individual loan to
an entity in difficulty (e.g., negative net assets) either because it takes safe collateral or because it
lends with seniority against any other claims (e.g., ‘debtor in possession’ financing) or because it
lends to a company with large identified (off-balance sheet) goodwill.

22.Recording loans not expected to be fully repaid in the financial accounts for their full amount risks
misrepresenting the benefits extended by government at time of providing the loans and delays the
expenditure to the future. It also risks distorting the net assets of general government. It seems
difficult to justify recording no expenditure at all on the basis that es