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Abstract

The purpose of this paper is primarily to revisit the conclusions and recommendations of the
ECB’s European Union Balance of Payments /International Investment Position Statistical
Methods as it applies to the treatment of the income (and expenses) of Collective Investment
Institutions. The recommended treatment was motivated primarily to prevent the distortion of
GNP as stated in Paragraph 19 “ the approach proposed by the Sub-group appears to be in
overall agreement with the spirit of ESA 1995 and the GNP Committee’s interpretation of
ESA 1979 (Commission decision 12 February 1997 No. C(97) 345 final). The treatment in the
EMU balance of payments will therefore be consistent with the way GNP will be measured in

Europe and will prevent a distortion of the Current Account Balance and GNP. This was a

major concern of the Sub-group from the outset”.

The paper will review the recommended treatment through worked examples and highlight
the source of any problems that may exist. This will be followed by some new ideas on
refining the existing treatment and will conclude with recommendations for consideration,

initially, by the Task Force.
Background

1. In line with the approach by sub-group 1 (SG1) in the report “Recording Income on an
Accruals Basis for Collective Investment Institutions (CIIs) etc.” we consider collective
institutions to comprise “incorporated (investment companies or investment trusts) and
unincorporated undertakings (mutual funds or unit trusts) that invest the funds, collected from
investors by means of issuing shares/units (other than equity), in financial assets (mainly

marketable securities and bank deposits) and real estate”.

2. In the SG1 paper when discussing the recording of the investment income of Clls on an
accruals basis, the first point to be addressed was the distinction between the income that the
CII earns on its investments (asset side) and the income of the investor holding units of the
fund (liability side of the CII).

3. With reference to the asset side, SG1 was of the opinion that this income did not

require special investigation as it is covered by the guidance provided by the IMF Manual



(paragraphs 121 and 282, regarding the time of recording for investment income). According
to these paragraphs, investment income from assets of the Clls in the form of equity has to be
recorded when payable and interest earned by the Clls has to be recorded on an accruals

basis.

4. In contrast to the asset side, the appropriate treatment of investment income on the
liability side was less clear-cut, given the fact that Clls can have different distribution policies
(full distribution of the income in the form of dividends; full capitalisation of the income; or a
mixed policy which combines distribution and capitalisation). Accordingly, SG1 focussed on
the recording of the income of the investors in the Clls. In particular, the following questions

were considered:

° What is the time of recording of income when the CII distributes all or part of the
income earned on its assets?

o What is the appropriate treatment in the case of capitalisation?

° Should capitalised income be treated as the income of the investor in the CII and, if so,
what is the time of recording of this income flow?

° Should capitalised income be regarded as a holding gain?

5. SG1 proposed a broader approach at the liability side of the ClIs, under which all
income was covered, regardless of the type of assets in which the CII invests or the

distribution policy of the CII.

6. The recommended approach is that the income flow from the CII to the investor in the
CII is recorded on an accruals basis when it corresponds to interest earned by the CII and is
recorded, in principle, once the dividend is paid to the CII, in the case where the CII has
invested in equity. Application of this method means that all income is assigned to the
investors, regardless if it is distributed or not. This is a reflection of the fact that the
investor in the CII can claim, at any time, the income that the CII earned on its assets. Income
that is not distributed is considered as being reinvested in the CII and, consequently,

capitalised income has a counterpart entry in the Financial Account.

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

side.

8. The SGI1 focussed mainly on the treatment for the country where the CIIs were resident
and in which non-residents invest. However, this simplification was introduced only for

illustrative purposes and as stated in the SG1 report _“it must be clear that a completely

symmetric _treatment is proposed for residents investing in non-resident CIIs. The latter

case is only mentioned explicitly when the direction of the investment in the CII affects the

estimation method.”




9. The SG1 report goes on to say that concerning the asset allocation of non-resident Clls
and the corresponding rate of return, “Member States are encouraged to exchange
information.” The Sub-group recommends that national compilers should, at least, try to make
a distinction between the following broad categories of assets in which the ClIs invest (bonds,
money market instruments and equities). In addition, the accuracy of the estimation method
will be improved significantly if an additional breakdown is made using the currency in
which the CII has made its investment (for investments in bonds and in money market

instruments) and using the country in which the CII has invested (for investment in equity).”

10.  We can see, therefore, that the full symmetric treatment for the recording of income on
an accruals basis for ClIs has been proposed by SG1, which, following approval by the STC,

became the approved method of compiling this data in the Euro and EU areas.
Possible difficulties with Current Treatment

11.  We will distinguish between resident CllIs or Clls in the reporting economy and non-
resident ClIs or ClIs abroad.

CllIs in the reporting economy

12. The treatment proposed for resident CIIs in which non-residents invest is perhaps the
more straightforward. Once the resident BOP/IIP compiler has data covering the stocks of
assets owned by the resident CII it can then either estimate the income earned on an accruals

basis or collect this data directly through a survey.

13. Similarly once the compiler knows the country of the non-resident investor into the
resident CII it can estimate how much of the accrued income needs to be attributed outwards
to the non-resident investor country by way of an income debit. (Note: The capitalised
element of this income is considered to be reinvested and is included in the BOP under

Financial Account, Portfolio Investment, Equity Securities, Liabilities )

14. Estimation errors are most likely to occur in the following situations:

° Up to date stocks are not available on the Asset side

° Up to date stocks are not available on the Liability side

° The geographical breakdown of the liabilities is not available
CIls abroad

15. The SG1 recommendations on the treatment of investment into non-resident CIIs by the

residents of the compiling country are clear i.e. @ completely symmetric treatment is

proposed for residents investing in non-resident CIIs. ... However, it is possible that there

are difficulties in estimating the income from these investments by the compiler in the

investor country.



16.  Estimation errors are most likely to occur in the following situations:

° The up to date stock information on these assets (value of units in the non- resident CII)
is not available
° The aggregate asset allocation of these ClIs abroad is not available.

° Country/currency attribution of these assets is also not available.

Example of Correct Treatment

17. The most satisfactory method of examining these difficulties is through a worked
example where the implications of following certain approaches can be shown and their

impact on the Euro Area BOP examined.

18.  First, we will consider a worked example of correct reporting by the compiler for the

following:

° Countries where the CII is resident

o Non-resident investors into this CII

° Country where the non-resident assets of the CII are issued

19.  In this example the CII is resident in Country B Country A is the country of the Non-
resident investor into the CII and Country C is the issuer of the non-resident assets of the CII.
The CII has no other assets and there are no resident investors in Country B into the CII. We
do not consider the service charges of the CII as these will mirror the treatment of income. In
other words whatever fees are incurred by the CII and recorded as debits will be passed on to

the investor.

20.  The BOP account for Period 1 for Country B is as follows:

Reporting by country of resident CII — Country B

Credits Debits Net
Current Account €m’S €m’S €m’S
Portfolio Investment Income
Income on Equity 105 318 -213
Income on Bonds 108 108
Income on MMI 105 105
|Balance on current a/c 0

Assets Liabilities [Net
Financial Account €m’S €m’S €m’S
Portfolio Investment
Equity 0 200 200
Other Investment -200 -200
|Balance on Financial Account 0
|Err0rs and omissions 0




21.

in country C is €318 (credit). The debit income €318 corresponds to the same income

In the Current Account for Country B the income received on the non-resident assets

attributed to Country A, the sole investor into the CII, in line with the approved treatment as

set out above. All of this income earned is also paid in the period.

22.
€118 (recorded under other investment). Accordingly, the posting of €200 under Equity

During period 1 the CII makes a dividend payment to the unit holders in Country A of

liabilities is the capitalised element of total earnings of the CII.

23.  The postings in the Financial Account are explained as follows:

o €-200represents the receipt of income on the assets of —318 which is offset by the
dividend payment of 118
o €200 is the income capitalised by CII (not distributed)

24.  If we now consider the BOP account for Country A —investor into CII in Country B.

Reporting by country of non-resident CII investments — Country

A
Credits Debits Net
Current Account €m’S €m’S €m’S
Portfolio Investment Income
Income on Equity 318 0 318
Income on Bonds 0 0
Income on MMI 0 0
Balance on current a/c 318
Assets Liabilities Net
Financial Account €m’S €m’S €m’S
Portfolio Investment
Equity -200 0 -200
Other Investment -118 0 -118
|Balance on Financial Account -318
|Err0rs and omissions Ol
° The income credit of €318 reflects the income earned by the CII on its investments.
° The Financial account statement shows the following:
o -€200 relates to the undistributed element of the earnings of the CII and therefore are

an increase in Equity assets of Country A

° -€118 is the payment of the dividend by the CII in country A

25.
resident assets of the CII

Finally we will consider the BOP account for the country C which issued the non-



Reporting by country of assets- Country C

Credits Debits Net
Current Account €m’S €m’S €m’S
Portfolio Investment Income
Income on Equity 105 -105
Income on Bonds 108 -108
Income on MMI 105 -105
Balance on Current a/c -318

Assets Liabilities Net
Financial Account €m’S €m’S €m’S
Portfolio Investment
Equity 0 0 0
Other Investment 318 0 318
|Balance on Financial Account 31 8|
|Err0rs and omissions Ol

26.

reporting period i.e. €318 is the accrued income payable to country B and is also in fact paid.

As outlined above the full income payable on the liabilities to the CII are paid in the

There is therefore a deficit on the Current account which is balanced in the Financial account

by the decrease in Other Investment assets.

27. If all countries A,B&C are members of the Euro area the consolidated BOP statement
for transactions with non-residents of the Area should be be zero in respect of these

transactions as they are all resident- to- resident transactions. The statement is set out below:

Calculation of Euro Area BOP for AB&C in respect of these

transactions
Credits Debits Net
Current Account €m’S €m’S €m’S
Portfolio Investment Income
Income on Equity 423 423 0
Income on Bonds 108 108 0
Income on MMI 105 105 0
|Balance on Current a/c 0
Assets Liabilities Net
Financial Account €m’S €m’S €m’S
Portfolio Investment
Equity -200 200 0




Other Investment 0 0 0

|Balance on Financial Account O|

|Err0rs and omissions Ol

28.  This statement should only be shown on a net basis, the gross flows are included for

illustrative purposes only.
Example of Incorrect Treatment

29. Having considered how the correct reporting should be made, we now explore the

consequences of possible asymmetries or misreporting in this worked example.

30. The main areas for possible errors in the recording of accrued income are the

following:
Country C - Country of non-resident issuer of assets held by CII.

31. The main difficulty that could arise here is if the compiler in Country C did not identify
the correct element of accrued income payable by the resident issuer of the securities to the
non-resident CII investor. This type of error, as it is of a more general nature, is not
specifically relevant to this analysis and is not unique to the treatment of CIlIs. Accordingly

this issue will not be given further consideration here.
Country B — Country of the resident CII,

32. The main areas for potential problems in recording accrued income are that the
compiler does not apply the correct treatment where income earned on the assets of the CII
should be attributed to the non-resident investor into the CII in country A. Our understanding
is that this treatment, which is in line with the STC approved proposals of SG1 is being
correctly applied in countries where the stock of ClIs with non-resident investors is most

significant in the Euro Area.
Country A - Country of non-resident investor in the CII

33.  This is the main area of difficulty. The compiler in country A must know the following:

° The value of the stock of CII assets held in the country B
° The breakdown of the assets in order to estimate the income i.e. the appropriate return
on each asset category and also ideally the country and currency of the investments.

° The value of any dividend payments

34. At present there is an obvious asymmetry in this area and we need to consider the

implications for the Euro Area Balance of Payments.



35.

If the compiler in country A only records the dividends receivable from the CII in

country B, the BOP statement for Country A would be as follows:

Reporting by country of non-resident CII investor — Country A

Credits Debits Net
Current Account €m's €m’S €m’S
Portfolio Investment Income
Income on Equity 118 0 118
Income on Bonds 0 0
Income on MMI 0 0
Balance on current a/c 118

Assets Liabilities Net
Financial Account €m’S €m’S €m’S
Portfolio Investment
Equity 0 0 0
Other Investment -118 0 -118
|Balance on Financial Account -118
|Err0rs and omissions Ol

36.

If we then leave the original BOP statements for country B and C unchanged and

consolidate them with the revised BOP statement for Country A to recalculate the Euro area

BOP we get the following result:

Calculation of Euro Area BOP for AB&C in respect of these

transactions
Credits Debits Net
Current Account €m’S €m’S €m’S
Portfolio Investment Income
Income on Equity 223 423 -200
Income on Bonds 108 108 0
Income on MMI 105 105 0
Balance on Current a/c -200
Assets Liabilities Net
Financial Account €m’S €m’S €m's
Portfolio Investment
Equity 0 200 200
Other Investment -118 118 0
Balance on Financial Account 200




|Errors and ommissions

q

37.

This results in a Balance of Payments deficit for the Euro area of €220. In the context

of this sector where capitalising of all or a large element of income earned by CIEs is

common this is a serious error. In other words the greater the difference between the dividend

payable by the CII to unit holders and the income earned on the assets of the CII the greater

the asymmetry.

Incorporation of Actual Data

38.

reviewing the available data on CIEs currently available.

EU DATA ON CII INVESTMENT

In €ms at End 2000

We now consider the implications of this asymmetry for the Euro/EU area by

Country | Resident investment into ClIs abroad Non-resident investment Total resident Clls
into resident Clls

GB 2,540 2,063 424,286
FR 23,400 15,400 845,800
DE 130,493 20,125 821,211
AT 10,000 8,000 92,000
FI 10,000 1,160 14,235
PT 2,221 421 21,550
IE 18,953 203,000 208,000
LU 20,000 844,000 875,000
IT 86,097 1,915 449,931
Total 303,704 1,096,084 3,752,013

Note: this data is not available from other EU countries not detailed above.

39.

It is clear from the data available that in general there is a relatively low level of

investment into EU/Euro resident ClIs. The obvious exceptions are Ireland and Luxembourg.

The analysis below measures the degree of foreign participation in Resident ClIs.

Participation by Non —Resident Investors in Resident CIIs

Country | Non-resident investment into resident ClIs | Total resident ClIs % participation of
non-residents.

GB 2,063 424,286 0%
FR 15,400 845,800 2%
DE 20,125 821,211 2%
AT 8,000 92,000 9%
FI 1,160 14,235 8%
PT 421 21,550 2%
IE 203,000 208,000 98%
LU 844,000 875,000 96%
IT 1,915 449,931 0%
Total 1,096,084 3,752,013 29%




40.

non-resident investment in resident CIIs of 29% this is almost entirely due to the nature of the

From the table above, we can see that in overall terms there is a significant level of

CIl industry in both Ireland and Luxembourg. If we exclude these countries from the

participation calculation we get a result of 2% participation.

41.

major players are Luxembourg and Ireland. In Appendix 1 we can see that the recommended

It follows therefore that when considering the case of Clls in the reporting economy the

treatment is being followed in Luxembourg and it is also the case that Ireland is following the

recommended treatment.

42.  We will now consider the case of resident investment into CIIs abroad
Resident Investment into CIIs abroad as a percentage of Total EU/EURO Area

Country | Resident investment into ClIs abroad %of EU/EURO Area

GB 2,540 1%
FR 23,400 8%
DE 130,493 43%
AT 10,000 3%
FI 10,000 3%
PT 2,221 1%
IE 18,953 6%
LU 20,000 7%
IT 86,097 28%
Total 303,704 100%
43. The level of investment into CIIs abroad of 303bn is considerably less than the level of

non-resident investment into resident ClIIs of €1,096bn. This suggests that a large element of
the investment into the Clls in Ireland and Luxembourg comes from outside the Euro/EU

arcas.

44,

countries it is essential that the symmetric treatment of recording proposed in the SGl1

To the extent that this investment into CIIs abroad is into CIlIs in other Euro Area

document is followed. In other words, all the income earned on assets of the ClIs abroad, as
they relate to resident investors, are recorded as credits in the resident BOP. Moreover, if the
country where the CII is resident is in the Euro area and follows the recommended treatment
and if the country of the investor into this CII (also Euro area resident) only includes as
income the distributions (dividends) from this non-resident CII, this will create asymmetries
in the Euro Area BOP.

45.

difficulties in applying the correct treatment for recording accrued income on resident

From our discussions at the first Task Force meeting it is clear that some countries have

investment into non-resident CIIs. If we assume that all of the investment in the above table
of €303bn are into other Euro Area Clls, and these ClIs do not pay dividends, the annual
asymmetry in the Euro area would be approximately €9bn (€303bn @3% income)). The Euro
Area had a Balance of Payments surplus for 2000 of €1.4bn.

10



46. Accordingly, we now investigate an estimation method for income earned by non-

resident ClIs with resident investors for the Euro Area.
Estimation Method

47. How can we estimate the Income on CII investment abroad? we require, as already

outlined above, the following :

. The value of the stock of CII assets held abroad

° The breakdown of the assets of the foreign CII in order to estimate the income i.e. the
appropriate return on each asset category and also ideally the country and currency of
the investments.

° The value of any dividend payments by the non-resident CII to residents.

Value of Shares/Units in CIIs Abroad

48. This can be obtained by using an aggregate or security by security information on
stocks. The compilation of this data is a part of IIP and CPIS compilation. It seems
reasonable to suppose that once all of the countries meet, at a minimum, the acceptable data
requirements for Portfolio Investment as set out in the TF-PICS document that this position

data will be available.
Breakdown of Assets Held by the CIIs

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

o Survey of Investors into the non-resident Clls
° Money Market Fund information available from Money&Banking statistics compiled

in the Euro Area member states

° Security by security information will give details of the fund investment strategy e.g.
Deutsche US Bond fund

° Data exchange with the counterpart country where the CII is resident

o Quarterly Portfolio Investment survey by the Economist magazine which gives a

breakdown for each asset category by country /currency.

How to estimate a rate of return for CIIs abroad.

50. First we need to estimate the position or stock of investment into CIIs abroad. Secondly
we arrive at a breakdown between Equity, Bonds&Notes and Money Market Instruments.
We then need to apply a rate of return to these asset positions in order to calculate the accrued
income. A detailed approach is outlined in Section 1 of the Bank of Finland document &
spreadsheet calculation in Appendix 6. Here a precise estimation of positions and related
income is detailed. However we have also a simpler approach and this is set out in the

following paragraphs.

11



51. For equity we can reasonably apply a flat yield of 2%. Reference to the daily
information detailed in the Financial Times under FTSE Actuaries Share Indices - European
Series shows that this is a reasonable yield to apply to equity (see Appendix 2 for further
details).

52.  For Bonds & Notes and MMI we need information on the currency that the Bonds or
MMIs are denominated. As far as MMlIs are concerned we know from the paper “Steady
State Approach on the Holders of MMF Shares/Units” presented at the May 2002
WGBP&ER that the level of non-resident investment into Euro Area Money Market Funds is
approximately 100m and of this almost 70m comes from outside the Euro Area. It also
appears that Ireland and Luxembourg are the most important countries for Money Market
Funds with non-resident investors. It would seem possible to arrive at a reasonable estimate of
the stock of resident investment into non-resident MMFs. The balance of total investment
would then be in Bond and equity funds. In the absence of any further firm information we
could use the ratios given in the Economist Quarterly Portfolio Poll (see appendix 3&
appendix 4) for investment into Bonds and Equity and Cash. In this way we could then arrive

at a composite rate of return.

53. In Appendix 5 we have detailed an approach to estimating the income on CllIs abroad
which could be used in the absence of any information on Asset Allocation of a CII abroad. It
can be seen that using the Economist Portfolio Poll data, a composite yield or rate of return of
3% can be applied to the stock of CII abroad for the final quarter of 2000. It is assumed that
the country of the CII is known or at least the MUMs/NON MUMs breakdown of the stock is
known. As the IIP must be compiled on a step 2 basis from 2001 onwards it is assumed that
this breakdown for CllIs will be possible. It addition it should be noted that some estimation
for fees payable by the investor need to be factored in to this calculation. In general an

acceptable estimate of fees payable is 1% of the Net Asset Value of the CIL

54. Clearly an asymmetry will still exist if the compiler in the reporting economy is using
firm data while the compiling country with the investment into a ClIs abroad is using
estimates in relation to the same income. In general it will clearly improve the quality of the
Euro Area accrued income statistics if one agreed rate of return for CII investment. This rate

of return could apply to each asset class or simply to the entire investment.

55.  There is the broader issue that needs to be examined in relation to extending this
treatment to countries outside of EMU/EU as otherwise in the Global Balance of Payments

there will still be asymmetries. This issue is under consideration at the IMF.
Recommendations

56. In the light of the analysis outlined above we will now make some recommendations

aimed at improving the recording of income on an accruals basis as it relates to investments in

12



Clls abroad. (We consider that the recording of income on an accruals basis in respect of

ClIIs in the reporting economy to broadly follow the recommended treatment).
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Appendix 1: Collective Investments Institutions In Luxembourg

Introduction

57. This note aims at giving an overview of the collective investment institution
characteristics as regards the estimation of income, and presents methods used for Bop
income estimation, and possible improvements. From the balance of payment viewpoint,
Luxembourg could be seen as a transit country for investment income, and as a provider of
financial services. Therefore, The distinction between income and financial services is

crucial.

The impact of implementation / non-implementation of
recommended treatment on the income earned.

Overview of Luxembourg Collective Investment Institutions (CIIs)
industry.

58.  End of 2001, the number of active CIIs was 1908, representing 6740 separate

compartments. Since 1994, the total assets held by ClIs is growing continuously as follows:

Number of
Clis EUR bn
2500 1000
-+ 900
2000 + -+ 800
-+ 700
1500 + -+ 600
-+ 500
1000 + -+ 400
-+ 300
500 + -+ 200
- — -~ -~ - -~ N N
‘ mmm Number of Clls —e—Net assets ‘

Implementation / non implementation of recommended treatment

59. The BCL is in charge of the estimation of investment income since the 1st of January
2002. Therefore, rough estimations have been carried out in order to compare two methods of
recording the debit side of resident ClIs income. We assume the estimation method is the

same for the credit side in both cases.
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60. The first method is based on the distributed earnings in cash or free shares declared by
ClIs and the second one considers that all resident Clls incomes are attributed to the

shareholders.

61. From September 2001 to March 2002 (7 months), the estimations give about EUR 2,5
bn of distributed earning and about EUR 9 to 10 bn of income attributed to non-resident

shareholders.

62. There is a big difference in the figures obtained. But the second method need to be
supplemented by other data firstly, on the fees paid by the investors to the resident Clls
(FISIM") that could be very roughly evaluated to EUR 6 to 7 bn and secondly, on the fees

paid by resident ClIs for taxes and financial services abroad.

63. The offsetting entry in the financial account is also difficult to deal with since fees paid
by investors could be included in the purchase price and even included in each transactions

made by the managers on CIIs' assets.

64. The fees paid by the holders, that have to be indirectly measured, should be taken into

account for the estimation of the reinvested earnings.

Feeder and Master funds

Growth of fund of funds in Luxembourg

65. The net assets of resident fund of funds increase from 1,8% of the total net assets of
resident ClIs end of 1998 to 6,8% at the end of 2001. However in Luxembourg, the funds of
funds encompass the following three categories according to investment policy:

1. ClIs investing in other ClIs in order to diversify the risk.
2. Master fund investing at the most in 3 Feeder funds.
3. Funds of hedge funds

66. Remark funds of "fund of funds" are not allowed in Luxembourg.

67. As far as master funds are concerned, the total asset is about 9 EUR bn of which 72%

are invested in resident funds and 27% in non-resident funds.

68. This information is collected for prudential purpose on the asset side. On the liability

side, no information is available on feeder funds held by non-resident master funds.
Treatment of capitalising funds

69. Generally, a compartment is commercialised with several alternatives. The basic ones
are the choice between capitalisation and distribution. However, other differences could occur
according to the kind of investors. For instance privileged clients may obtain a better income.

Furthermore, other services provided by the ClIs may have an impact on the distributed

! Financial intermediation services indirectly measured
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income such as the currency used that is related to the country of trading. Therefore, the
amounts distributed or distribution rates depend on the kind of shares, and that is the same for

reinvested income.

70.  Since it is not possible to distinguish pure capitalising funds/compartments from pure
distributing funds/compartments, a single method should be applied for the income. For the
offsetting entry in the financial account, the estimation could be based on Clls accounts using
a method like for direct investment. Nevertheless, the geographical breakdown according to

the holder of capitalising funds is unlikely not the same as for distribution mainly because of

taxes.

71.  For Luxembourg balance of payments, the scheme of registration could roughly

approximate by the following example that is based on fictive figures:

ClIIs accounts BOP Geographical breakdown
Credit | Debit | Credit | Debit | Criteria LU RoW
Income on assets 10 000 9 000 Issuer 10,0%| 90,0%
Income distributed 2 000 2 000{ Holder 0,0%]| 100,0%
Income non-distributed 7 760| Holder 3,0%| 97,0%
Financial services from holders 5000 4 880 Holder 2,4%| 97,6%
Financial services paid 4 000 2 400| Provider 40,0%| 60,0%
Taxes 1 000 600 40,0%| 60,0%
Total| 15000 7000 13 880| 12 760
Reinvested earning 7760

Income of CllIs in the reporting and income on investments into CIIs
abroad.

72.  Luxembourg solution to avoid asymmetry is to apply similar methods for the
estimation of income. Income of resident ClIs is estimated using monthly stocks and quarterly
and yearly information on breakdown by instruments and countries of issuers. The yield rates
are applied to the monthly stocks. Where instruments are Clls a global yield is used (average
weighting rate without distinction of instrument and countries). The same rate is applied on

the stocks of non-resident ClIs for estimating income on investments into ClIs abroad.

73.  Since this amount of income is relatively small for Luxembourg, no estimation is made
on the FISIM paid and no offsetting entry is made in the financial account. However, FISIM
could be easily estimated according to resident CllIs information that could provide an average
rate. The problem of the estimation of reinvested earnings could also be solved with resident

ClIs information but the accuracy of such estimates is difficult to appreciate.
Impact on the euro area

74.  The non-implementation of recommended treatment that is recording only distributed

earnings has clearly a large impact on the asymmetry of the income item. Nevertheless,
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Financial services and more precisely the FISIM should counterbalance part of this
asymmetry. The gap of reinvesting earnings that are not considered as income remains in the

current account flows.

75.  The effect on the net intra-asymmetry depends on the stocks held by each country and

the way income is registered.

76. The same asymmetry occurs at EU/EMU level. Flows with the rest of the word are
undervalued. Furthermore, and it is difficult to put an interpretation on the net without
knowing the national stocks of non-resident ClIs held by EU/EMU members and the national

method of recording in the balance of payments.
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Appendix 2 - Example of data source for income on Equity
(dividend yield)
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Appendix 5: Method of Estimating Income of CIIs when no
Asset Allocation information is available

Information from Economist Quarterly Portfolio Poll - January 13 2001

Country/currency
%Equity DE FR S JP Other Weighted yield
proportion 5 5 5 5 5
yield 2% 2% 2% 2% 2% 2%
%Bonds US$ JPY GBP Euro Others Weighted yield
Weighting 0.26 0.26 0.05 0.36 0.07 1
yield 4.8% 0.4% 5.2% 4.3% 4.5%
0.01235| 0.000962| 0.002615| 0.015624| 0.00315 3.5%
Euro Weighted yield
[Cash [ | 5%

Overall yield based on 53% equity, 43% Bonds and 4% Cash

Proportions Asset type
53%|Equity
43%]|Bonds

4%|Cash

[Total yield 3%

[Fees Payable 1% ]|

A flat yield of 1% of Net Asset Value of the Cll should be applied.

|Net yield on Cil Investment 2% |
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Appendix 6: How to estimate a rate of return for ClIIs abroad’

77. This paper describes estimation methods for CII investment income for Balance of
Payments purposes. The paper is divided into three sections: income on resident CIIs'
investments, income on resident end-investors investments in non-resident ClIs, and income
on non-resident end-investors investment in resident ClIs'. Non-resident investment income

on resident CIIs' was set as a main task to the follow-up group in TFPIL

78.  CII investment income in BoP can be divided into two different categories. First one is
the share of the profits that the CII pays out to the investors. Second one is the income that the
CII earns on its investments: dividend and coupon payments. In the BoP, asset side CII
income consists of both of previously mentioned parts whereas liability side CII income
includes only the first type of income. It was necessary to include all parts of the CII income
in the practise to maintain picture of the problem as a whole. Generally, when speaking of
income on CllIs it includes also valuation changes, which from the BoP perspective should be

reported separately.

Credits: income on resident end-investors investment in non-resident
Clls

79. In Finland, stock of non-resident CII investment is compounded with the equity stock
in the survey data. Hence, it was necessary to break down the stock between equity securities
and CII units. The stock was divided by investor sector, and each sector data was divided
geographically and by instrument. Basis for the breakdown within each sector was the
information from the biggest reporter. Assumption was made that all investments in non-
resident ClIs' are made in equity funds (as a result of information from reporters with biggest

figures).

80. Income as percentage from the stock was calculated from the existing portfolio
investment asset survey data, which contains income and stock broken down to instruments
and geographical areas. For each instrument (equity securities, bonds and notes, and money
market instruments) and geographical area (extra/intra euro area) income as percentage was
individually determined. Income on non-resident CII investment was then calculated utilizing

estimated stock and income percentage.

81. The reason for not using market indexes as an approximate for return was that index
income includes valuation and exchange rate changes which both are reported separately in
the BoP.

Contribution by Finland
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82.  Stock was not divided into growth and income units due to the recommendation made
by EMI’. Furthermore, on the basis of the information from reporting institutions all units are

assumed to be growth units.

Credits: income on resident CIIs' investment in securities issued by
non-residents

83. Estimate was based on the CII census survey stock data that is collected quarterly by
Statistics Finland. The data includes resident CIIs' investment abroad broken down
geographically and by instrument. Data is also divided by the type of the resident CII (into
money market funds and other ClIs).

84. Income was estimated as in the previous subsection according to the survey data, and
by using existing time series. Income was calculated separately for money market funds and

other ClIs' weighted by instruments.
Debits: income on non-resident investors investment in resident ClIs

85. Estimation was based on the stock data from Statistics Finland. Data includes

geographical breakdown. Data is also divided into money market funds and other ClIs.

86. Income was estimated in two ways. In the first method, share of profits paid by the
biggest investment fund company to its income units was used as an approximate for the
income. Total share of profits was proportioned to the stock. This was made separately for the
money market funds and other ClIs. Income was then calculated by using estimated income

percentage and stock of non-resident investors' investment in resident CllIs.

87. The second method is based on the BoP portfolio investment liabilities survey data.
The return reported in the survey data by instrument was used as an approximate for the
income. Calculated income as a percentage was then applied to the stock of non-resident

investors' investment in resident ClIs.

88.  Stock was not divided into growth and income units due to the recommendation made
by EMI'. In Finland, according to the biggest brokers all foreign investments are made in

growth units.

89. Generally, in Finland the recent development in the mutual fund market and tax
incentives have leaded the share of income units to decrease. Most of the new funds are

offering only growth units.

3 European Monetary Institute, BOP Financial Flows and Stock Task Force, Final report by sub-group 1: Recording of income
on an accruals basis for collective investments institutions, money market instruments and other Bonds. 25 November 1997.
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