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BALANCE OF PAYMENTS TECHNICAL EXPERT GROUP (BOPTEG)
RESULT OF THE ELECTRONIC DI1SCUSSION (SEPTEMBER 2004)
(1) Topic: Interest on Debt Securities

(2) Issues. See BOPTEG Background paper # 20 (Interest on debt securities. Reflections on
the debtor and creditor approach), BOPTEG Issues papers # 20A and 20B, and BOPTEG
Outcome paper # 20.

The BOPTEG discussion took place by e-mail during September 2004. As agreed at the June
2004 meeting of the BOPTEG, De Nederlandsche Bank (DNB) prepared a background paper
in support of its position not to reopen thisissue. The DNB paper and other relevant
documents were circulated to BOPTEG members asking their views (1) on DNB's paper, and
(2) on whether the Committee should reopen the debate on interest on debt securities.

(3) Reaults of the discussion:

Eleven members responded. BOPTEG members found the DNB paper avery useful
contribution to the debate noting that it presented key aspects of the debate and brought up
important issuesin favor of the debtor agpproach.

Six members (Estonia, Namibia, Poland, Thailand, USA, and Eurostat) preferred not to
reopen the debate, citing mogly that no Sgnificant new ideas have emerged. One member
noted that thisissue would require afundamenta discussion (falling beyond the scope of the
present SNA revision), and thus a proposal to tackle the issue after the SNA revison would
seem more feasible.

Five members (Audrdia, Chile, Japan, and United Kingdom (2)) stated that the Committee
should seek to reopen the debate on interest on debt securitiesin terms of the SNA review.
One member suggested that the new standards should discuss the subject in depth and take
into account the developments in markets since the current manuas were written and likdy
direction of changesin the future. Some members noted that the issues raised under interest
accrud carry wider implications within the SNA framework which have not yet been fully
explored and proposed an international workshop on these issues as a legitimate way forward
to resolve the debate.



BALANCE OF PAYMENTS TECHNICAL EXPERT GROUP (BOPTEG)
OuTCcoME PAPER (BOPTEG) # 20
JUNE 2004
(2) Topic: Interest on Debt Securities
(2) Issues — see BOPTEG Issues Paper # 20A and 20B
(3) Recommendations.

(i) While mgority of those who spoke supported the creditor approach, some other speakers
supported the debtor gpproach for defining interest on debt securities in internationa

datidtica guideines. One member thought that although conceptually the creditor approach
may seem more gppropriate, it would be preferable not to reopen the issue at thistime,
Another member argued that the debtor approach is preferable and there were no new
circumstances since the 1993 SNA/BPM5 were prepared to justify reopening the issue.
Severa noted concerns that this issue may open new issues on incomein generd. It was dso
noted that as the debate previoudy was raised in the context of debt securities, awider
perspective is needed to assess the impact of both approaches (for example the andysis
should aso include nontradable and index-linked debt instruments).

(i1) No clear consensus emerged on whether to seek to reopen the debate among nationa
accounts community. Some members strongly felt that the issue should be reopened while
others argued that there is no sufficient new information since the 1993 SNA/BPMS5 to justify
reopening the issue,

(iii) The decison of the Advisory Expert Group on Nationa Accounts (not to reopen the
issue for thereview of the 1993 SNA, taken at its February 2004 mesting), the IMF Statigtics
Department’ s pogition (that the 1993 SNA follows the debtor approach), and the approach
proposed in the Annotated Outline for the Update of BPM5 (that interest in the system is
recorded following the debtor approach with data according to the creditor approach as
memorandum or supplementary items) were noted.

(iv) The group agreed that
. BOPTEG members be provided with relevant technica documents on this
issue (from thelist in the BOPTEG issues paper # 20A) and provide written
comments by mid September to BOPTEG. Thiswill include a background
paper to be prepared by De Nederlandsche Bank on thisissue. The result of
these additiond discussonswill be reported a so to the Committee;
the Committee could be requested to decide whether to reopen the issue.



(4) Rejected Alternatives:
None.
(5) Questions for the Committee:

() What is the view of the Committee on whether to reopen the debate on interest
on debt securities? See 3(ii) above.
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BALANCE OF PAYMENTS TECHNICAL EXPERT GROUP

ISSUES PAPER (BOPTEG) # 20A

THE ACCRUAL OF INTERESTS ON DEBT SECURITIES

1. Current sandards

When new internationd datistical standards were published in 1993, one of the mgor
changes to the recommended presentation of the System of Nationa Accounts and the
Baance of Payments was the adoption of accruas recording for income and expenditure.
However, as countries began to implement these standards, questions were raised about their
exact interpretation in repect of interest flows associated with tradable debt.

Paragraph 7.93 in the 1993 SNA defines interest as*“ ... the amount that the debtor becomes
ligble to pay to the creditor over a given period of time without reducing the amount of
principa outstanding.” This guidance is amplified by both the SNA and the BPM for the
case of fixed coupon debt securities but the two texts are widdly viewed as inconsstent and
have given rise to differences of interpretation amongst compilers.

SNA paragraph 7.100 says of bonds and debentures, that the amounts of the fixed or variable
money incomes or coupon payments due for payment within the accounting period are

treated as interest payable and receivable. It goes on to explain that interest conssting of the
difference between the face value and the issue price must be distributed over accounting
periods. Thereis no prescribed method for this attribution.

Two main interpretations of this SNA guidance have been proposed.  Under thefirg, interest
on either afixed or azero coupon bond is determined by the contractua arrangements and
market conditions at the time of issue. Under this interpretation, interest accrues at a

constant rate throughout the life of the bond. For bonds issued at par, ie where the issue price
isequa to the price a which the bond will be redeemed a maturity, the interest accrued over
the life of the bond is equa to the coupon payments receivable/payable. For bonds issued at a
discount, the accruing interest aso includes the uplift in the vaue of the bond asiit

The views expressed in this paper are those of the author and should not be attributed to the
International Monetary Fund, its Executive Board, or its management.



gpproaches its vaue at maturity. Thisinterpretation is commonly referred to as the “ debtor
approach” because it views the accrua from the perspective of theissuer of the debt. It may
aso be thought of asahistorical cost measure, because interest dways accrues a the yield
prevailing when the bond was issued.

Under the second approach, interest dways accrues at the current yield to maturity.
Whenever market conditions change, the price of the bond changes— aholding gain or loss
(para12.111) — and anew market yied is established.  Under this gpproach, the accrua of
interest is equivaent to applying the market interest rate for such bonds to the prevailing
market value. As a consegquence, this approach draws a clear distinction between interest and
the contractualy agreed cash flows — there is no requirement for interest accruds over the
life of the bond to equa the cash flows associated with payments of coupon and/or the uplift
in vaue associated with any discount present when the bond was issued. This interpretation
iscommonly referred to as the “ creditor approach” dthough its dternaivetitle, “ market
approach”, may be more descriptive as the method is fully consstent with the market vaue
principle for the vauation of assets and ligbilities on the balance sheet.

Within the BPM, paragraphs 121 and 283 also specify that the difference between the issue
price of zero coupon and other deep discounted bonds and the value at maturity should be
treated as interest over the life of the bond. However, if these securities are traded - prior to
their maturity - in the secondary market, prevailing rates that reflect the difference between
the new owner's cost and the value a maturity should be used for the subsequent recording of
interest on these securities.

This guidance has led to athird gpproach in the literature.  The “acquisition gpproach” is
smilar in concept to the debtor approach but views the generation of interest from the
perspective of the holder of abond. Interest over the holding period of the bond is based on
the (market) yield at the time the bond was acquired.! The acquisition approach to interest
measurement is a standard technique for interest revenue recognition under historical cost

! In thisregard, the creditor and the acquisition approach deliver the same results a the

moment the security is acquired. However, according to the acquisition gpproach, the
applicable yield does no longer vary unless an additiona transmission takes place.



and current mixed value commercid accounting sandards, but is not normdly referred to as
acandidate for use within the SNA framework.

The BPM is more commonly considered to favour the creditor approach. Explicit support for
this view can be found in the IMF BoP Text Book (paragraphs 401 and following) and in the
BPM Compilation Guide (paragraph 620).

2. Concerng/shortcomings of the current treatment

Choosing between these dternatives has led to the emergence of strongly held positions.

For the most part, these have focused on the conceptua consistency of the debtor and
creditor approaches with the SNA framework, but important concerns aso surround practical
aspects of data compilation, and the analytical impact of any change in trestment on data
USers.

Documenting the competing arguments over the conceptual consistency of these gpproaches
with the SNA framework goes beyond the scope of this short review. However, to
understand why the choice maiters, it is necessary to be aware of the principa clams made
by supporters of the two competing approaches.

Critics of the debtor approach argue that use of a historical cost yield to derive interest flows
gives rise to incong stencies with the market vaue recording of asset and ligbility postions
under the SNA framework. Specificdly, it is argued thet after a change in market interest
rates, the debtor gpproach is obliged to use the SNA revauation account as a balancing
account to absorb changes in vaue which are not price changes but which the debtor method
does not acknowledge as a transaction. In addition, critics argue that an agent purchasing a
bond in the secondary market would not recognise the flows recorded as interest under the
debtor approach since the market return a the time of acquisition would normaly be
different (and maybe are not even known by the new purchaser).

Critics of the creditor gpproach commonly argue that it confuses holding gainsg/losses with
income and ignores the contractud arrangements (fixed coupon payments) set at the time of
issue. It isargued that the accruds principle isintended to change the time profile of flows
but not their magnitude.



At the heart of these arguments lies a question about the interpretation of contractua coupon
payments. Supporters of the debtor approach interpret these fixed payments as implying that
accruing interest is d o fixed — bonds are after dl commonly referred to as fixed interest
securities. By contrast, supporters of the creditor approach argue that interest accruals and
coupon payments are separate transactions, given that interest accrues continuoudy. Any
coupon payment is therefore a repayment of principa.

The arguments for and againg these two dternative treatments have aso been linked to
concerns about data collection. In principle, interest income can be determined following
three different compilation methods: direct collection from reporters; calculated by the
compiler security-by-security (s-b-s); or estimated by the compiler using an aggregated
approach, for example by applying benchmark yields to aggregate stocks by categories of
securities.

(i) Direct collection methods are typically based on aggregated data from business
accounting statements. In these cases, the debtor gpproach is easier to implement for
securitiesissued (ieliaghilities) given that thisis the criterion followed by most
international standards for the issuer Sde. Nevertheless, the same business accounting
standards follow rules that, applied to the holders of securities, ddiver resultsin line
with the acquisition gpproach (or, in some cases, to the creditor approach). Thiswill
give rise to reporting asymmetries between assets (credits) and ligbilities (debits).

(i) For systems based on s-b-sinformation, neither recording convention should be
regarded as superior from a practica viewpoint. In principle, price/interest rate
information, at inception or from the secondary market, could be available. However, in
practice, limitations may exigt for either method: s-b-s sysems are unlikely to hold full
information on the prices at which securities were first issued so that estimates of
interest under the debtor gpproach may be based solely on coupons for such securities;
while apracticd difficulty for the creditor gpproach could be the need to maintain a
timely and frequent access to market yields on individua securities.

(i) Findly, for compilation methods based on aggregated stocks, estimates using the
creditor gpproach seem easier to carry out. In principle the requirements for the creditor
gpproach would be a sufficiently detailed split of stocks by resdua maturity, currency,
issuer sector, country of the issuer, etc. to which the observed benchmark market yields

2 See more detailsin chapter 5 of the final report of the ECB Task Force on Portfolio
Investment Income.
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would be applied a any moment in time. Conversdly, the gpplicability of the debtor
gpproach to aggregated systems would be hardly feasible, due to the unlikely availability
(or at least a any reasonable cost) of the two components necessary for these
cdculaions, ie (i) benchmark yidds based on nomind interest rates at inception (ie
including both explicit coupon and premium/discount); and (ii) stocks valued at

nomina prices, provided the generd guideline for the compilation of stock Satigticsis
the use of market values.

The importance of the decision on the choice of gpproach may in the end be judged by the
materidity of itsimpact on resulting data series. Some empirica testing of the dternative
treatments was undertaken by the ECB Task Force on Portfolio Investment Income, leading
to clear indications that the quantitative differences could be significant, in terms of potentia
policy implications, under certain market conditions — for example following a prolonged
period of increasing or decreasing market rates.

Accordingly, establishing a conceptualy coherent framework for interest measurement, and
providing users with the best available estimates of this trestment, must be the ultimate
objective of the current debate.

3. Pointsfor discussion

Following the UNSC's March 2003 ruling that the SNA 93 TEXT supports the "debtor”
treatment, the Advisory Expert Group (AEG) of the ISWGNA, meeting in February 2004,
ruled out further discusson of this topic within the SNA revision process. This places
BOPTEG in adifficult position. The BPM text does not support the debtor approach and
many BoP compilers, particularly within Europe, have interpreted the BPM guidance as
supporting the creditor trestment.

BOPTEG must decide whether to recommend a change to the current BPM treatment to
bring it into line with the AEG decision, or whether to defend the existing BPM trestment
and to seek to reopen the debate among Nationa Accounts compilers.

The authors of this paper favour the second of these dternatives. The creditor or market
gpproach is considered to provide both an anayticaly coherent and a practica approach to
interest measurement. By contrast, the authors consider the debtor approach to be
incompatible with the market value framework of the SNA/BPM.
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BOPTEG lIssues Paper

Interest on Debt Securities

Current international standards for the treatment of the issue

There is disagreement on the interpretation of current international
recommendations on this issue. The SNA93 does not deal explicitly with the
situation of changing interest rates and the measurement of income flows on
tradeable securities. The proponents of the debtor approach interpret the SNA
as recommending that approach. The proponents of the creditor approach start
with the SNA principle of the market price valuation of assets and liabilities, and
argue that the creditor approach is consistent with this principle and that the
debtor approach is not. They do not agree that the debtor approach is the
incumbent treatment.

The debtor approach is consistent with the historic cost valuation of assets and
the creditor approach is consistent with the valuation of assets at current market

prices, and there is a close relationship between this debate and that on the
market valuation of financial assets.

Concerns/shortcomings of the current treatment

Inconsistent or incorrect measurement of interest flows and the related
valuation of assets and liabilities can undermine the main function of economic
accounts, that is to quantify and monitor economic behaviour. Failures to
foresee major problems such as the Asian crisis is partly due to these
shortcomings. Inconsistent and incorrect measurement can result in asset and
liability pairs being recorded at different values, and a breakdown in the ability

to reconcile the changes between opening and closing levels of assets and
liabilities. Problems also arise in reconciling observed asset values and income
flows on those assets. The adoption of methods which diverge significantly from
market and commercial practices can undermine the credibility of the System.
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Possible alternative treatments

Proponents of the creditor approach argue that the approach:

is consistent with commercial accounting principles

is consistent with investor behaviour

provides a meaningful reconciliation between income flows and changes in
market values as shown on the balance sheet;

does not require the introduction of conceptually inexplicable adjustments in
periods when the prevailing interest rates are different to the rate at the time
of issue

can be applied in a coherent, consistent way to any financial instrument, for
instance indexed debt securities

is easy to implement in practice using data on asset values available from
business accounts and current yield information

is consistent conceptually with the trend, evident in emerging international
accounting standards, towards "fair value" valuation of assets and the use of
"effective yields" to calculate interest flows.

The arguments for the creditor approach have been represented in papers
submitted to the Electronic Discussion Group, as well as in Statistical Treatment of
accrual of interest on debt securities, IMF working paper WP/01/132 by John Joisce
and Chris Wright. References are at the end of this paper.

Proponents of the debtor approach claim that the approach:

is consistent with SNA93

reflects the contractual obligations of the debtor, which are passed on to new
creditors upon sale of a security

generates results which transactors recognise, reflecting actual commercial
transactions such as coupon payments

The merits of the debtor approach are presented in papers submitted to the
Electronic Discussion Group, in particular in the IMF paper, Income from Bonds:
The 1993 SNA Treatment by Lucie Laliberté.

This issue has already been debated at length without consensus being reached.
An electronic discussion has been held (see reference below).
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Questions/points for discussion

is there any point in continuing the debate on the interpretation of SNA93 or
is it preferable to proceed with arguments based on the basic SNA/BPM
principles of market valuation of assets and the coherence of stocks and
flows?

should the market value principle, which is fundamental to the SNA/BPM, be
applied to interest income, or should interest be treated on an historic cost
basis?

can the treatment of interest on debt securities be decided in isolation

of the broader discussion of the treatment of income and the measurement
of financial services in the SNA/BPM?

Supplementary information

The arguments for the adoption of the debtor or creditor approach to the
recording of income flows on tradeable securities have been spelt out in several
papers. The Electronic Discussion Group is available at
http://www.imf.org/external/np/sta/na/interest/index.htm A full discussion of
the issues is in Statistical Treatment of accrual of interest on debt securities, IMF
working paper WP/01/132 by John Joisce and Chris Wright which is available at
http://www.imf.org/external/pubs/ft/wp/2001/wp01132.pdf The summary by
the moderator of the EDG contains references to a large amount of background
material.
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1. I ntroduction

1. The Advisory Expert Group on Nationa Accounts concluded in its February 2004 meeting
that in the System of Nationd Accounts (SNA) interest income on tradable debt securities
should be recorded following the so-called ‘ debtor approach’. At the June 2004 BOPTEG
meseting the issue was discussed of reopening the debate among the nationa accounts
community. The views of the BOP experts with regard to this issue were widedly diverging. A
maority expressed preference for accruing interest income on tradable debt securities on the
basis of the current market rates of interest, irrespective of the originally agreed interest rate

at the time the securities were issued. This approach is known as the ‘ creditor gpproach’. A
minority, to which the Dutch Centrd Bank (DNB) belonged, expressed preference for the so-
called debtor approach, in which interest incomeis accrued on the basis of the implicit
effective interest rate (yield to maturity) at issue of the security (based on both the coupon

and the premium/discount margin a issue). DNB was asked to provide a background paper
in support of its position not to reopen this debate.

2. Many of the arguments with regard to thisissue have been summarized in documents that
were discussed at the BOPTEG meeting in June. A repetition of al these arguments of ether
gpproach seems therefore not very useful. However, we would like to shed somelight on a
number of aspects that seems to have acquired less atention so far. Our focus will mainly be
directed to the question “What do we want to measure in the Nationa AccountsBOP and
what are the analytica needs’. Most of our considerations are related to the treatment of the
dimension of timein the System, as the creditor and debtor gpproach seem to be based on
different views there.

3. Wewill redtrict ourselves to the debtor and creditor approach only. The so-cdled
‘acquisition gpproach’ is neglected, asit isto be regarded as conceptudly inferior. The
acquisition gpproach will result in an asymmetrica trestment of income between the issuer
and the holder of the security as soon as the debt is traded in the market a an interest rate
different from the rate at issue.

4. No exegesis of the Compilation Guide and BOP Textbook, External Debt Manud will be
given with theam to ‘proof’ views. Apparently, anumber of differences in the wording used
(or even dleged inconsistencies) between dl these sources and the SNA/BOP can be found,
as areflection that the debate on thisissue was dready going on for a number of years.
Further elaboration on the exegesis would merely add to the semantic part of the discussion.
We will regtrict oursalves mainly to the SNA/BOP as the conceptua framework.

2. The debtor and the creditor approach compared

5. In order to highlight the essentid differences between the two approaches we will use the
same example as presented in Table 3 of the Joisce/Wright paper prepared for the October
2000 BOPCOM meeting (page 15-16). The example concerns afive-year bond with aface
vaue of $ 1000, issued at par vaue and paying a coupon of $ 50 each year (implicit effective
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interest rate, or yield to maturity: 5%). At the end of year 3 the price of the bond suddenly
drops to $964, which implies a current (= market) yield to maturity (CY TM) of 7% from that
moment on. The recording of dl transactionsinvolved in buying and holding this bond over
the entire lifetime is presented in aBOP/IIP format in annex 1.

6. Both the creditor and the debtor approach fully agree on the end of period (11P) vaue of
the bond in each of the five years. It isthe current market price in each year, which isequd

to the fair value of the bond. Also the trestment of the change in the vaue of the bond at the
end of year 3 due to therise in the market rate of interest is the same in both approaches. This
change should be recorded in the Revauation Account as anomina holding loss. Both
approaches would record the same transactions in the BOP during the first 3 years.

7. The difference between the two approachesis related to the period after the change in the
market rate of interest. The subsequent maturing of the bond to its redemption vaueis
treated as reva uation changes under the debtor approach. Under the creditor approach these
revaluation changes are not needed, as the application of the current market rate of interest
for the calculation of the accrued interest income (minus the coupon payments, or ‘ coupon
redemptions’) exactly equas the changes in the market value of the bond (see annex 1). The
judtification for this result given by the creditor approach seemsto run as follows:
Revauation changes under the debtor approach are unjustified because neither market
conditions (i.e. the market rate of interest) nor perceptions about the creditworthiness of the
issuer did change during the last two years. Therefore, there is no rational for recording
revauation changes in the remaining years to maturity (years 4 and 5). Moreover, condstent
goplication of the principles of market price vauation and accrud accounting for income
demands the ca culation of accrued interest income that results in ayidd thet differs from the
implicit effective interest rate a isue,

8. It isimportant to note that the creditor gpproach records more income over the entire life
of the bond ($286) than the debtor approach ($250) does (see annex 1). This corresponds
with the higher rate of interest in the market during the last two years of the life of the bond.
However, if the accrued interest income plus dl revauation changes are taken together asa
mesasure for the totd return on investment (the ‘full fair value income'), both approaches
fully agree with each other ($250). Thisis even true for each of the individua years during
the lifetime of the bond. By implication, either the debtor approach treats part of the income
as revauation changes, or the creditor approach tregts part of the revaluation changes as
income. In this respect it isimportant to note that the debtor approach resultsin atota
income over the entire life of the bond that exactly equds to the ‘full fair vauation income
($250), while the creditor approach does not ($286).

9. As aconsequence of accruing income on the basis of the current market rate of interest,
the creditor approach records net financid transactions over the years in which the bond
matures to its redemption value after the change in the rate of interest. Or more precisdly, the
holder (issuer) congtantly provides additiona financing (redemptions) to the issuer (holder)
aslong as the current market rate of interest stays above (benegath) the coupon rate. The same
phenomenon can occur under the debtor approach, but here only for the premium or discount
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(redemption margin) that was redlized at issue of the bond (and thus dso for zero-bonds), not
for premiums and discounts that developed after the issue of the bond.

3. The creditor approach further considered

10. The arguments used in favor of the creditor gpproach seem to be based on three main
condderations:

No need to treat the maturing of bonds as revauation changes,

Consgtent application of the principle of market price vauation;

Conggtent gpplication of the principle of accrua accounting;

Wewill dedl with these considerations one by one.

3.1 The need for revaluation changes

11. According to the creditor approach the maturing of abond to its redemption value, after
the occurrence of a change in the market rate of interest, cannot be regarded as price changes
of the asst, because wider market conditions are supposed to be unchanged as long asthe
market rate of interest remains the same. This view is based on a misperception of the nature
of therate of interest. The interest rate is not the price of abond or of any asset or liahility.
The interest rate is not a price like the price of goods and services. The interest rateisa
conversion factor that relates current prices (for goods, services, assets and liabilities) to all
future prices a different periods of time. As asstslive, by definition, for more than one
accounting period, timeisa crucid factor for the determination of their prices. By
implication, the price of an asset may change as time dgpses, because there is achange
within the dimension of time. Therefore, the price of an assat may change asthe remaining
lifetime of the asset changes, dthough the rate of interest remains Sable in the market. As
long as the current market conditions differ from those at the time of issue (or inception) of
the assat, the price of the asset will have to change as time elgpses, in order to equilibrate
inter-tempora supply and demand.

12. The vdidity of the recording of revauation changes under the debtor approach isaso
questioned in the following way: ‘If the losses were dready expected (for the years 4 and 5
in the example of annex 1), should there not have been an impairment write down offsetting
the gain? 3 This suggestion is hard to understand. First of dl, thereis no disagreement on the
vaue of the stocks between the debtor, the creditor and the full fair value approach.
Secondly, the question exemplifies a neglect of the importance of the dimenson of timein
the vauation of assets. We can think of no single impairment test that would result in avaue
of the bond that deviates from its current market vaue, only because of the fact that in the

3 Chris Wright, Income from Bonds: The 1993 SNA Treatment — A response, Bank of
England.
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foreseeable future the value of the asset is known to change. In fact, it isjust the other way
around. Because the market participants have taken into account the future (redemption)

vaue of the bond, the current vaue is arrived a in the market. Thisis precissly what one
would expect in efficient marketd All rdevant information, including the peth to the
redemption value, is absorbed in the current market prices of the assts.

3.2  Consistent market price valuation

13. Market price vaduation isindeed to be regarded as a generd principle underlying the
whole SNA/BOP framework. The perception of those who arein favor of the creditor
approach with regard to the valuation issue is best expressed in the following way: “Once the
designers of the System chose to adopt market prices as the underlying basis for al aspects of
the system, not just transactions but balances as well, the creditor approach for the
cdculation of interest flows became the only method congstent with the System’ s overall
integrity”. 1t should be noted that this quote does not use the wording ‘current’ merket
prices asthe basis for dl aspects of the system. But the use of ‘current’ pricesisthe red
issue of the debate, more specificaly; there is only disagreement with regard to the choice of
the market rate of interest.

14. The vaduation of balancesin the System is not disputed by anybody: “The gppropriate
vauation basis for assets and lidbilities is the price a which they might be bought in the
markets at the time the vauation is required.” (SNA 2.69).

15. For transactions the issue is much more subtle. “ Transactions are vaued at the price
actually agreed upon by the transactors. Market prices are thus the basic reference for
vauation in the System. In the absence of market transactions, vauation is made according
to costs incurred or by reference to market prices for analogous goods and services.” (SNA
2.68). Two observations can be made with regard to this paragraph. First of dl, dthough
market prices are the basic reference for the vauation of transactions in the System, no clear
gtatement is made that transactions should be valued a current market pricesin al cases. For
goods and services this seems not to be ared issue. But for interest it does matter, because
the aspect of timeisinvolved. Secondly, in paragraph 2.68, in which the generd principles
for vauing transactions are defined, only reference is made to goods and services. Nothing is
said about the market price of income transactions.

16. BPM5 provides some additiona information in paragraph 92: * A market price.....isto be
clearly digtinguished from a price quoted in the market, aworld market price, agoing price, a
far market price, or any price that is intended to express the generdity of pricesfor a class of
supposedly identical exchanges rather than a price actualy applying to a specific exchange’

4 Chris Wright, Measuring interest accruals on tradable debt securities in economic and
financid gatigtics, Bank of England Quarterly Bulletin, Spring 2001.
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Apparently, the application of some sort of an average vaue of the rate of interest for the
caculation of aclass of income transactions is clearly not regarded as a market price suitable
for the vauation of the transactions.

17. Throughout the whole SNA no single statement or even clear indication can be found
which rate of interest should be used for the caculation of income. The actud flows of
income are traditionaly understood to be the historically agreed obligations for dl
components of income, such as the compensation of employees and the income on debt.
Employees will get compensation according to their contract, irrepective of the current wage
rate in the labor market, athough they could hypothetically renegotiate their contract every
(minute of the) day. The same gpplies to interest income.

18. Thistraditiond understanding is now chalenged by the creditor gpproach by the view
that, due to the tradability of the securities, both the issuer and the holder are constantly
evauating and accepting the new conditions in the market asiif they were concluding new
arrangements at the ‘ current” market conditions on a‘ permanent’ basis. Put in another way,
the creditor approach is based on the perception that the income on tradable debt has,
effectively, no higtory. In fact the gpproach is based on the implicit hypothesisthat dl

tradable debt could constantly be refinanced at the current (or holding period average) market
conditions between the holders and the issuers. We believe thisis the crux of the matter.

19. The creditor gpproach is based on the implicit assumption that both the issuer and the
holder of the securities are not locked into the financia conditions of the security a the time
it was issued. Indeed, for the individud holder thisistrue. Each holder has the opportunity to
sl the security whenever he wants to do so. Therefore, the individual holder isindeed not
locked into the conditions of the contract. Thisis essentidly the reason for existence of
tradable debt. But on a macro-economic level this argument does not hold. Aslong asthe
debt is not redeemed some holder has to accept the specific characterigtics of the asset (in
terms of the specific payment scheme and the foreseesble vauation pattern). The price of the
bond will equilibrate the characterigtics of the insrument (such as the interest component)
with those of other investment opportunities, including foreseeable changes in its vaue due

to the maturing of the bond. Thisis the way how participants in the bond market perceveit.

20. Theissuer would not be locked in the conditions of the contract if he could buy back al
bonds instantaneoudy. For that to be true certain rather strict conditions need to be met. The
market for each and every individua bond would have to be:

totdly liquid (i.e. dl debt is congantly available in the market a the current market

price);

without any transaction costs and;

without any legd congtraints for repurchasing tradable debt.
These conditions are far from being met in redlity. All debt is not indantaneoudy availablein
the market, transaction costs are sometimes quite substantial and most bonds are issued with
the explicit condition that early redemption is not possible in order to protect the investor and
secure hisright on the investment income over the entire origingl term to maturity.
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21. Some bonds are indeed early redeemable, but thisis a spedific financia instrument,
known as a“cdlable bond'. For bondsissued at par, the calable bond will require a higher
coupon than the non-callable bond. In any case, the cdlable bond has a higher yield to
compensate the buyer for the possibility of the bond being redeemed before maturity®.
Therefore, it seemsfully unjudtified to accrue interest based on the hypothesis that al bonds
are ingtantaneoudy redeemable and as if refinancing could take place without economic costs
only because of the tradability of bonds. In fact the creditor approach uses the words
‘tradable’ and ‘callable’ as synonyms®. So, the economic actors have to drag on the historical
conditionsinto their current economic transactions, including income transactions. Therefore,
the economy as awhole islocked into the financid conditions of the securities that were
issued before.

4.3  Consistent accrual accounting

22. Accrud accounting is amethod of recording that matches the cost of capita with the
provison of capital. Both the creditor and the debtor gpproach accrue continuoudy interest
over the holding periods of the assatg/ligbilities. The only difference between the two
approaches concerns the right measure of the ‘ cost of capital’. The assertion made by the
creditor gpproach of being the more consistent gpproach in accepting the consequences of
accrua accounting is therefore hard to understand as an argument in itsown right. The
creditor gpproach may give the impression of being the more consstent in accepting the
principle of accrua accounting, because of a congtant provison of additiond financing (or
additional redemptions). However, this outcome is solely the consequence of the gpplication
of the current market interest rate instead of the yield to maturity at issue. It has nothing to do
with the principle of accruad accounting as such.

23. Accrua accounting implies that the economic subjects are congtantly (every minute of
the day) ‘transacting’ the flow of interest income. Under the debtor gpproach thisflow is
fully defined by the characteristics of the financia instrument and the conditionsin the

® Thetransaction costs (interms of income) for having the right of early redemption of abond are not negligible
and can be assessed by comparing the yield of a calable bond and an otherwise identical bond thet is not
cdlable. A cdlable bond givestheissuer the option to buy back debt at a pecified price before maturity. The
cal provision gives the company flexibility initsfinancing: if interest rates should decline significantly, it can
cdl the bonds and refinance the issue at lower interest costs. This privilege comes a aprice, the price of acall
option.

® ‘However, an implicit, and erroneous, assumption is that the security will remainin the
market until it matures— i.e. that the issuer either cannot or will not redeem the liahility
early. If this assumption were true, then the issuer’ sliability cannot be drictly viewed as
tradable...” John Joisce and Chris Wright, Caculating the Accrud of Interest on Tradable
Debt Securities, Thirteen Meseting of the IMF Committee on Baance of Payments Statitics,
Washington, D.C., October 23-27, 2000, p. 7-8.



-23-

financid market a the time of issue. Under the creditor gpproach this flow of income seems
to be defined by the *current’ market vaue of the bond and the * current’ market rate of
interest (or, more precisaly, the ‘current’ yield to remaining maturity of that bond). However,
the word ‘current’ indicates that neither is ever fixed over the holding period. Every minute
(or second?) of aholding period there will be a different *current’ market value of the bond
and there will be adifferent *current’ yield to maturity of that bond. As a consequence, the
cdculation of tota income over the holding period will have to be the aggregation of an
endless number of infinitesmd flows. Moreover, without the bond actudly being traded one
cannot observe the actua new yield and has to use some representative market rate, agoing
rate, afair market rate, or any rate that isintended to express the generality of rates.

24. Asitisnot feasible to apply the creditor gpproach in its pure form an gpproximation of
the concept of accrua accounting according to the creditor approach is therefore necessary.
In practice these problems with the creditor gpproach are overcome by fixing both the market
vaue of the bond and by choosing ayidd to remaining maturity for a particular period of

time. Thismay be ether the vaues a the beginning of the holding period or some holding
period average. If the creditor gpproach is made operationd in this way, some characterigtics
of the instruments are frozen over the compiling period.

25. One of the consequences of accruing income on the basis of the current market rate of
interest compared to the yield to maturity at issue will be a change in the sectord and
national savings surpluses. Under the creditor gpproach a drop in the market rate of interest
(e.g. dueto adrop in inflationary expectations or monetary conditions) will instantaneoudy
raise the profitability of the debtor sectorg/nations for a number of subsequent years. This
result is accomplished without any economic transaction being undertaken by the debtor sdif.
It has nothing to do with the nature of financid markets. It is merdly a bookkeeping resuilt.
The economic actors themselves, however, will not experience this change as an
improvement of their economic conditions, because their obligations will remain unchanged.
The only difference compared to the debtor approach will be that part of the coupon
payments that the debtors have to make are now classified as redemptions’. Nevertheless the
debtors are still weighed down by the same *coupon’ payment obligations, that they have to
finance somehow, irrespective whether these are treated as income payments or as
redemptions. The interplay between the economic sructure, asit is fixed in the stocks of
financia assets and liahilities and the economic process of financing will no longer have a
clear link with the process of production and income distribution and financing.

" In case of asudden risein the rate of interest the coupon payments fall short of the accrued
interest. The reduced profitability of the debtor sectors/nations has no real meaning for
financid behaviour, because the need for additiond financing is automatically taken care of
by the existent creditors.



Annex 1

Year

Income Account

Accrued interest

Financial account
Portfolio Investment —
Bonds

Accrued interest
Coupon/redemption payments
Net transactions

Revaluations
End of period market
value

Currency & Deposits
Net transactions

Errors and Omissions

Memorandum item

Full fair value income

land 2

50
-50

1000

50

50
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Creditor approach

3

964

50

14

67
-50
17

981

50

67

69
-50
19

1000

50

69

BOP/IIP recordings of a bond according to the debtor's
accounts (BOP sign)

Debtor approach

land?2 3
-50 -50

50 50

-50 -50

0

-36

1000 964
50 50

0 0

50 14

50
-50

17

981

50

67

50
-50

19

1000

50

69



