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|. Introduction

1.1 The primary purpose of this Compilation Guide
on Financial Soundness Indicators (the Guide) is to
provide guidance on the concepts and definitions,
and sources and techniques, for the compilation and
dissemination of the financial soundness indicators
(FSIs) identified by the IMF’s Executive Board (see
Table 1.1). The Guide is intended to encourage com-
pilation of FSIs and promote cross-country compara-
bility of these data, as well as assist compilers and
users of FSI data, for the purpose of supporting
national and international surveillance of financial
systems.

1.2 FSIs are indicators of the current financial health
and soundness of the financial institutions in a coun-
try, and of their corporate and household counter-
parts. They include both aggregated individual insti-
tution data and indicators that are representative of
the markets in which the financial institutions oper-
ate. FSIs are calculated and disseminated for the pur-
pose of supporting macroprudential analysis. This is
the assessment and surveillance of the strengths and
vulnerabilities of financial systems, with the objec-
tive of enhancing financial stability and, in particu-
lar, limiting the likelihood of failure of the financial
system.

1.3 FSIs are a new body of economic statistics that
reflect an amalgam of influences. This is evident
from the conceptual framework described below.
Some concepts are drawn from prudential and com-
mercial measurement frameworks, which have been
developed to monitor individual entities. Other con-
cepts are drawn from macroeconomic measurement
frameworks, which have been developed to monitor
aggregate activity in the economy. Given the flexi-
bility provided by the Guide, these frameworks can
be drawn upon to develop the data set out in the
Guide. Advice is also provided on reconciling the
data relevant for the Guide with these frameworks.
However, some new data sources may need to be
developed. In this regard, the Guide serves as a

benchmark or reference point for future development
work and as a reference document for technical
assistance to support the compilation efforts.

1.4 While the international community, through the
IMF Executive Board, considers that fostering com-
parability of FSI data is a medium-term objective, in
discussions during the preparation of this Guide
many commentators stressed the need for flexibility
in the application of the guidance set out below. So,
as experience is gathered on compiling this new set
of macrostatistics, users should be aware that data
sourced from national prudential and commercial
measurement frameworks will vary across countries,
thus limiting cross-country comparability of data.
Looking ahead, the work of the Basel Committee on
Banking Supervision (BCBS) on revising its Capital
Accord to be more risk sensitive could affect the cal-
culation of FSIs primarily sourced from supervisory
data, and subsequent editions of the Guide could ac-
commodate such revisions.

1.5 It is also recognized that the compilation of FSI
data is likely to require a relatively high level of tech-
nically skilled staff at the compiling agencies.

Background

1.6 By allocating funds for viable investment proj-
ects and providing payment services, healthy and
robust financial systems help increase economic
activity and welfare. However, experience has shown
that financial systems are prone to instability and cri-
sis that have the potential to disrupt financial activity
and impose huge and widespread costs on the econ-
omy. With the liberalization of financial markets and
the greater recognition of the importance of systemic
effects of financial sector weakness, policymakers
and others are paying increasing attention to the sta-
bility of national financial systems. Thus the long-
established surveillance of individual institutions is

©lnternational Monetary Fund. Not for Redistribution



Financial Soundness Indicators: Compilation Guide

Table I.1. Financial Soundness Indicators: The Core and Encouraged Sets!

Core Set

Deposit takers
Capital adequacy

Regulatory capital to risk-weighted assets

Regulatory Tier | capital to risk-weighted assets
Nonperforming loans net of provisions to capital

Asset quality

Nonperforming loans to total gross loans

Sectoral distribution of loans to total loans

Return on assets
Return on equity

Earnings and profitability

Interest margin to gross income
Noninterest expenses to gross income

Liquidity

Liquid assets to total assets (liquid asset ratio)

Liquid assets to short-term liabilities

Sensitivity to market risk

Net open position in foreign exchange to capital

Encouraged Set

Deposit takers Capital to assets

Large exposures to capital

Geographical distribution of loans to total loans
Gross asset position in financial derivatives to capital
Gross liability position in financial derivatives to capital
Trading income to total income

Personnel expenses to noninterest expenses

Spread between reference lending and deposit rates
Spread between highest and lowest interbank rate
Customer deposits to total (noninterbank) loans
Foreign-currency-denominated loans to total loans
Foreign-currency-denominated liabilities to total liabilities
Net open position in equities to capital

Otbher financial corporations

Assets to total financial system assets

Assets to gross domestic product (GDP)

Nonfinancial corporations sector
Return on equity

Total debt to equity

Earnings to interest and principal expenses
Net foreign exchange exposure to equity
Number of applications for protection from creditors

Households

Household debt to GDP

Household debt service and principal payments to income

Market liquidity

Average bid-ask spread in the securities market?

Average daily turnover ratio in the securities market?

Real estate markets

Real estate prices

Residential real estate loans to total loans
Commercial real estate loans to total loans

IA summary of the guidance outlined in the Guide for each FSI is provided in Appendix Il.
20r in other markets that are most relevant to bank liquidity, such as foreign exchange markets.

being supplemented by the monitoring of risks to the
stability of national financial systems arising from
the collective behavior of individual institutions.
This work is known as macroprudential analysis.

1.7 The traditional focus of prudential data report-
ing and analysis is on the microprudential objective
of limiting the likelihood of failure of individual
institutions. Macroprudential analysis has a some-

what different set of data requirements owing to its
focus on identifying risks emerging in the financial
system as a whole. For instance, while increased
lending to the real estate market, or to the corporate
sector, may be profitable to a bank in the short term,
if such lending is mirrored in other banks, the resul-
tant sharp expansion of the banking sector’s expo-
sure to real estate or the corporate sector’s debt to
equity ratio might raise concerns from a macro-

©lnternational Monetary Fund. Not for Redistribution



prudential viewpoint. In such instances, risks consid-
ered exogenous to any one institution are endoge-
nous to the financial system.!

1.8 Further, the magnitude and mobility of interna-
tional capital flows has made it increasingly impor-
tant to monitor the strength of financial systems and
their resilience to capital flow volatility. The finan-
cial sector is often the conduit between global finan-
cial markets and domestic borrowers and, as such,
is sensitive to external capital markets conditions, as
well as domestic developments. Moreover, weak-
nesses in domestic banks can have a pervasive influ-
ence on consumer and investor confidence, capital
flows, and public finances, as well as on domestic
financial intermediation.

1.9 Attention also needs to be given to balance sheet
and profitability indicators of nonfinancial corpora-
tions. Financial weaknesses such as a high leverage
ratio and/or low profitability of these corporations
can directly affect the strength of the financial sector
because of their impact on asset quality. Also, finan-
cially weak corporations can render an economy more
susceptible, and less resilient, to external shocks. Gov-
ernments also play an important role.2

1.10 The recognition of the importance of macro-
prudential analysis has increased the need for sup-
porting data. This consideration led the IMF to
undertake in 2000 a survey of its member countries
and of regional and international agencies to identify
those indicators considered to be most relevant to the
macroprudential work of national and regional author-
ities, both as compilers and users of data. A summary
of the results is presented in Appendix 1. Also, in
1999, the IMF and the World Bank launched the
Financial Sector Assessment Program (FSAP), de-
signed to identify financial system strengths and vul-
nerabilities and to help develop appropriate policy
responses. This work has involved the use of FSIs,
drawing on available data sources in countries.

1.11 Using the results of the survey of member
countries, the experience from FSAPs, and discus-
sions with international agencies interested in this
work, a list of key FSIs was developed and presented
to the IMF’s Executive Board in June 2001. From

ICrockett (2000) elaborates on these ideas.
2IMF staff is separately developing fiscal indicators for the gov-
ernment sector.

I ¢ Introduction

this meeting, the list of core and encouraged FSIs set
out in Table 1.1 was agreed (agreed FSIs), based on
various selection criteria.3 The list was modified by
the Board in January 2004.4 To help prioritize future
work, the core set is considered relevant for all coun-
tries, while the encouraged set might be developed
as country circumstances require. At the same time,
the Board encouraged the IMF’s staff to produce the
Compilation Guide to help compilers develop the
agreed indicators and undertake further development
work in this field.

1.12 The Guide is a comprehensive document that
not only explains how to compile the core and en-
couraged FSIs but also sets out the conceptual frame-
works from which the data series required to calcu-
late the FSIs could be drawn. A summary of the
guidance for compiling each FSI is provided in
Appendix II. In addition, in the process of consulta-
tion, some associated data series have been suggested
that assist in the interpretation of FSIs, such as infor-
mation on the structure of a country’s financial sys-
tem. However, in reading the Guide compilers should
be aware that in terms of data requirements the prior-
ity is the core set of FSIs, followed by the encouraged
FSIs. Also, while as far as possible the Guide draws
on existing data systems, compiling FSIs most likely
will add to the statistical burden. The extent of any
additional costs will depend on a number of factors,
including the amount of data already available, the
structure of the financial system, and the time horizon
over which the data are developed.

Some Key Aspects of the Guide

1.13 From the work undertaken, it is clear that the
range and type of FSIs compiled and disseminated
differ among countries, but that given their pivotal

3The chosen criteria were (1) focus on the core markets and
institutions, (2) analytical significance, (3) revealed usefulness
through high scores in the survey results, (4) relevance in most cir-
cumstances, and (5) availability. The core set met all the chosen
selection criteria and provided data covering all main categories
of bank risk, while the encouraged set met some but not all. See
Sundararajan and others (2002, p. 66).

4As a consequence, the large exposures to capital FSI was
moved from the core to the encouraged set, and measures of dura-
tion were dropped from the list completely. These changes arose
from advice given to the Executive Board by a group of experts
that met in October 2003 to discuss the draft Guide and primarily
reflected the problems in compiling these FSIs on a sector-level
basis rather than their relevance to macroprudential analysis.
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role in all national economies, FSIs for the deposit
takers—particularly the core set—are considered
central to any analysis of the current health and
soundness of a national financial system. This is re-
flected in the Guide. In addition, because of the
importance of the credit quality of deposit takers’
assets to the profitability and soundness of these de-
posit takers, information on their main customers—
particularly the corporate and household sectors—is
relevant for such analysis. The need for FSIs for
other financial corporations will vary depending on
their importance within the economy.

1.14 FSIs need to cover several aspects of financial
health and soundness. In a financial system, capital
strength is important for all types of institutions,
especially as a “cushion” against unexpected losses.
In monitoring the financial soundness of financial
institutions, important considerations are also the
quality and composition of their assets, and expo-
sures to financial risk. Information on income and
expenses is also critical—without sufficient income
generation, no entity is financially healthy or sound.
For nonfinancial corporations, the focus is on their
liabilities and their ability to meet their financial
obligations as they fall due. In short, FSIs are intended
for use in monitoring the development of positions
(and exposures) and flows that could indicate in-
creased financial sector vulnerability and could help
assess the potential resilience of the sector to adverse
circumstances.

1.15 Because most FSIs are in the form of ratios,
definitions are required for the underlying series
used to calculate FSIs. Further, in considering the
definitions for these individual series, it is apparent
that many are derivable from information contained
in balance sheets and income statements. So for all
sectors, including deposit takers and nonfinancial
corporations, the Guide starts from the presumption
that, as far as possible, the underlying series should
be drawn from internally consistent financial state-
ments that encompass an income and expense state-
ment and a balance sheet. Calculating FSI ratios from
data series derived from internally consistent finan-
cial statements enhances the analytical usefulness of
the indicators and contributes to the quality control
of published data owing to the well-established link-
ages among financial statement items.

1.16 In developing guidance on definitions, the
Guide draws on the System of National Accounts

1993 (1993 SNA) (Commission of the European Com-
munities and others, 1993) and related manuals (for
example, the Monetary and Financial Statistics
Manual [MFSM] [IMF, 2000a]), and the international
accounting standards (IASs) and International Fi-
nancial Reporting Standards (IFRSs) (IASB, 2004),
developed by the International Accounting Stan-
dards Board (IASB).5 Both of these international
measurement systems have developed their guid-
ance within the context of internally consistent
financial statement frameworks. For deposit takers,
the work of the BCBS is also drawn upon. While
there are many similarities between the international
measurement systems, the conceptual approach in
the Guide allows for flexibility to accommodate dif-
ferences between them and meet the needs of macro-
prudential analysis. Further, Appendix IV explains
how the guidance in the /993 SNA and IASs/IFRSs
correspond with the requirements of the Guide. The
Guide also provides methodological guidance on
measurement issues that are new at the international
or even national level, for example, regarding real es-
tate prices and certain financial market information.

1.17 Despite the reliance to the extent possible on
existing measurement systems, the needs of macro-
prudential analysis are different from those the exist-
ing systems are addressing, and this is reflected in
the framework developed.

1.18 For deposit takers, macroprudential analysis
monitors the profitability, capital strength, quality
and composition of assets, and exposures to finan-
cial risks faced by the sector as a whole. Super-
visors have similar interests but at the level of the
individual institution. Further, some supervisors
adapt accounting guidance to meet the needs of
individual institutions, whereas the consistent
application of accounting rules across all entities in
the sector is essential to avoid asymmetries in the
macro-based data.

1.19 The sector focus and the consistent applica-
tion of accounting rules are applicable for other
macro-based data such as the national accounts,
monetary aggregates, and the Bank for International
Settlement’s (BIS’s) international banking statistics

SThroughout the Guide, information presented within square

brackets refers to relevant paragraph numbers in the IFRSs as of
March 31, 2004, which were to come into effect on January 1, 2005.
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(IBS). However, there are differences in analytical
focus. National accounts data are focused on pro-
duction, income and its distribution and use, and the
financial claims and liabilities generated. Compared
with these data sets, the FSI framework focuses
more on capital strength and profitability, making
essential the avoidance of double counting capital,
and activity based on that capital, at the sector level.
So macroprudential analysis favors consolidation
of group accounts, whereas national accounts data
focus on the gross output and activity of individual
entities within groups. Further, the buildup of claims
and liabilities among deposit takers is of macropru-
dential interest, not least to monitor the potential
for contagion, whereas monetary aggregates focus
on deposit takers’ claims and liabilities vis-a-vis
other sectors and so eliminate such intrasectoral
positions.

1.20 Furthermore, it is worth noting that compared
with other measurement systems, the extent of insti-
tutional coverage for macroprudential purposes is
not clearly determined. While the Guide requires the
compilation of FSIs on a consolidated group basis to
support soundness analysis, this can involve consol-
idating the activities of branches and subsidiaries with
those of the parent entity regardless of location—
more akin to the commercial accounting and super-
visory approaches for individual entities. Data on
domestically located operations might be separately
distinguished if authorities believe the data would
contribute materially to their financial stability
analysis (for example, to illustrate the linkage with
other macroeconomic information). Chapter 5 dis-
cusses these approaches in more detail.

1.21 More generally, the Guide recognizes that the
analysis of FSIs must take into account country-
specific circumstances.® Most relevant to any assess-
ment is the structure of a country’s financial system,
for instance, the number of deposit takers, the extent
of cross-border ownership, the extent of government
ownership, the relative size of other financial institu-
tions, and the extent to which security markets are
used to raise capital. All these factors can influence
the interpretation of FSIs. Therefore, guidance is pro-

SFor this reason and owing to the limited experience to date, the
Guide does not provide numerical benchmarks for each FSI.
Moreover, the Guide is not the appropriate vehicle for presenting
such information.

I ¢ Introduction

vided on the types of information on financial system
structure that could be disseminated, both to help
provide context for the analysis of FSIs—including
through peer group and dispersion analysis—and to
provide information relevant for policymakers and
other users. Also important is the strength of a coun-
try’s financial infrastructure, such as the level of
development of financial markets and payment sys-
tems. The Guide provides some advice on the type of
information on the structure of the financial system
that could be disseminated.

1.22 In developing the framework for use in compil-
ing data, consultations with experts raised some
points that go beyond the requirements of the agreed
FSIs. First, the framework developed should be flex-
ible to allow for future growth as analytical needs
evolve; the idea of developing sectoral financial
statements for macroprudential purposes is consis-
tent with this concern. Second, some additional series
were recommended to be included that meet specific
financial soundness needs, such as information on con-
tingent liabilities and the value of assets transferred
to special purpose entities; these ideas are included
in Appendix III. Third, as far as possible, the frame-
work should draw on and take account of the related
statistical needs of international and regional agen-
cies; IMF staff has consulted with other agencies in
the process of producing this Guide.

1.23 The Guide recognizes the importance of dis-
seminating FSI data for use by market participants,
policy analysts, and other users. The dissemination
of data on a frequent and timely basis allows new
developments to be identified at an early stage and
facilitates comparisons and analysis of data over time.
Also, it is vital that any dissemination of data be sup-
plemented with the provision of metadata (informa-
tion about data) so that users can understand the
methodology underlying the available information.
Chapter 12 discusses these issues in more detail.

1.24 Finally, experience demonstrates that FSIs are
only one input into macroprudential analysis. Also
relevant are (1) indicators that provide a broader pic-
ture of economic and financial circumstances, such
as asset prices, credit growth, gross domestic product
(GDP) growth (including its components), inflation,
and the external position; (2) the institutional and reg-
ulatory framework for an economy, in particular
through assessments of compliance with international
financial sector standards; (3) the outcome of stress
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tests;” and, as mentioned above, (4) the structure of
the financial system and strength of the financial
infrastructure. More generally, FSI data can poten-
tially complement the use of early warning systems
and contribute to crisis prevention.

1.25 Stress testing, in particular, is a tool that when
used in combination with FSIs can enhance their
usefulness in several ways. First, estimated FSIs are
typically the output of stress tests and, in some cases,
an “intermediate” input also. For example, the impact
of a macroeconomic shock is usually measured as
the impact on the capital ratio FSIs. Second, stress
tests can provide information on the linkages among
different FSIs—for instance, in stress tests that make
use of banks’ credit risk models, the “shock” is
worked through nonperforming loans (NPLs), pro-
viding a direct measure of the linkage between
changes in the NPL-based FSIs and the capital ratio
FSIs. Further, stress tests provide a complementary,
but more direct, way to assess certain types of risks
that are hard to measure precisely using FSIs, includ-
ing the risk of interbank contagion.

Structure of the Guide

1.26 The Guide is presented in four parts. They are
(1) conceptual framework—covering Chapters 25,
(2) specification of FSIs—covering Chapters 6-9,
(3) compilation and dissemination of FSIs—
covering Chapters 10-12, and (4) analysis of FSIs—
Chapters 13—15. There are also a number of
appendixes.

1.27 The Guide is provided to encourage compila-
tion and dissemination of the FSIs agreed by the IMF
Executive Board. Part II provides specific guidance
on how to calculate the individual FSIs in the list, but
before a compiler is in a position to use such guid-
ance, certain definitional issues need to be addressed:
the definition of each sector, the accounting princi-
ples underlying data compilation, the definitions of
the individual series that are used to calculate the
ratios, and the scope of coverage within the sector.
These are the issues covered in Part I. In Part III, the
Guide provides advice on practical compilation and
dissemination issues that are likely to face compilers

7Stress tests are techniques used to assess the vulnerability of
portfolios to major changes in the macroeconomic environment or
to exceptional but plausible events.

as they put together this body of data, while Part IV
provides information on the analytical use of FSIs.

1.28 More specifically, chapters of each part address
the following issues.

Conceptual Framework

* Chapter 2 identifies and defines the main institu-
tions and markets that typically constitute a finan-
cial system.

* Chapter 3 provides accounting principles for FSIs.

* Chapter 4 provides an accounting framework and
sectoral financial statements from which the series
required to calculate FSIs could be identified and
defined.

* Chapter 5 explains how data can be aggregated and
consolidated.

Specification of Financial Soundness Indicators

e Chapter 6 defines each of the agreed indicators for
deposit takers.

e Chapter 7 defines each of the agreed indicators for
other sectors.

* Chapter 8 defines the indicators for financial
markets.

e Chapter 9 provides advice on the compilation of
data on real estate prices.

Compilation and Dissemination of Financial
Soundness Indicators

* Chapters 10 and 11 provide an overview of the com-
pilation of FSIs.

e Chapter 12 presents a framework for the dissemi-
nation of FSIs.

Analysis of Financial Soundness Indicators

e Chapter 13 discusses FSIs and macroprudential
analysis.

e Chapter 14 looks at the analytical use of specific
FSIs.

e Chapter 15 discusses peer group and descriptive
statistics.

Appendixes

1.29 Appendix I summarizes the survey of countries
conducted in 2000 to understand more about coun-
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tries’ needs for, and compilation practices relating to,
FSIs. Appendix II summarizes in tabular form the
detailed information on each agreed FSI contained in
the Guide. Appendix III provides additional defini-
tions of FSIs and related data series. Appendix IV
provides information on how to derive FSI series
from both the national accounts and commercial ac-
counting frameworks. Appendix V provides a set of
numerical examples. Appendix VI discusses provi-
sioning, interest rate risk, and stress-testing issues on
which at the time of drafting there was not an inter-
national consensus or best practice to draw upon.
Finally, Appendix VII provides a glossary of terms.

I ¢ Introduction

Terminology

1.30 Different methodologies can use different
terms for the same item or instrument, so it is neces-
sary to note that the terms used in the Guide are con-
sistent with those used in the agreed list of FSIs. Thus,
where supervisors might use the phrase “allowance,”’
the Guide uses the phrase “provision.” Other terms
are drawn from the /993 SNA—particularly for those
items in the sector accounts that the 7993 SNA also
covers—and from supervisory sources. In a few
instances, the text notes alternative terms for the same
item/instrument at the appropriate point in the text.
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PART I

Conceptual Framework
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2. Overview of the Financial System

Introduction

2.1 As noted in Chapter 1, FSIs are calculated and
disseminated for the purpose of assisting in the
assessment and monitoring of the strengths and vul-
nerabilities of financial systems. Such assessments
need to take account of country-specific factors, not
least the structure of the financial system. Simply
stated, whether an economy has a few or many banks,
has diverse financial intermediaries, has a deep and
liquid securities market, and whether the financial
intermediaries have international operations, matters
to any assessment. This chapter identifies and defines
the main types of players and markets that typically
constitute a financial system.

What Is a Financial System?

2.2 A financial system consists of institutional
units! and markets that interact, typically in a com-
plex manner, for the purpose of mobilizing funds for
investment and providing facilities, including payment
systems, for the financing of commercial activity. The
role of financial institutions within the system is pri-
marily to intermediate between those that provide
funds and those that need funds, and typically in-
volves transforming and managing risk. Particularly
for a deposit taker, this risk arises from its role in
maturity transformation, where liabilities are typi-
cally short term (for example, demand deposits),
while its assets have a longer maturity and are often
illiquid (for example, loans). Financial markets pro-
vide a forum within which financial claims can be
traded under established rules of conduct and can
facilitate the management and transformation of risk.

I An institutional unit is an entity, such as a household, corpora-
tion, or government agency, that is capable in its own right of own-
ing assets, incurring liabilities, and engaging in economic activi-
ties and transactions with other entities.

They also play an important role in identifying mar-
ket prices (“price discovery”).

2.3 Within a financial system, the role of deposit tak-
ers is central. They often provide a convenient loca-
tion for the placement and borrowing of funds and, as
such, are a source of liquid assets and funds to the rest
of the economy. They also provide payments services
that are relied upon by all other entities for the con-
duct of their business. Thus, failures of deposit takers
can have a significant impact on the activities of all
other financial and nonfinancial entities and on the
confidence in, and the functioning of, the financial
system as a whole. This makes the analysis of the
health and soundness of deposit takers central to any
assessment of financial system stability.

Financial Corporations?

Deposit Takers3

2.4 The term “bank” is widely used to denote those
financial institutions whose principal activity is to
take deposits and on-lend or otherwise invest these
funds on their own account. In many countries,
“banks” are defined under banking or similar regu-

2The intention is that the definitions of institutional sectors and
subsectors in the Guide be consistent with the 7993 SNA, except
where explicitly stated otherwise.

3As well as accurately portraying the types of institutions cov-
ered, the Guide uses the term “deposit takers” rather than “other
depository corporations” (ODCs) as used in the MFSM (IMF,
2000a) because of the possible difference in coverage of institu-
tions. In reflecting analytical interest in broad money, ODCs are
defined as including all those entities that issue liabilities
included in the national definition of money. This may exclude
(include) institutional units that are otherwise included (excluded)
within the Guide’s definition (for example, certain offshore
banks). Notably, money market funds are explicitly excluded
from the Guide’s coverage of deposit takers (see paragraph 2.10)
but can be included in the MFSM’s coverage of ODCs. Any insti-
tutional unit classified as an ODC that does not meet the Guide’s
definition of a deposit taker should be classified as an “other finan-
cial corporation.”
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latory legislation for supervisory purposes. In the
Guide, banks and other deposit takers (other than
central banks) are included within an institutional
sector that is known as “deposit takers.” Deposit
takers are defined as those units that engage in
financial intermediation as a principal activity—that
is, channel funds from lenders to borrowers by inter-
mediating between them through their own
account—and
* have liabilities in the form of deposits payable on
demand, transferable by check, or otherwise used
for making payments; or
* have liabilities in the form of instruments that may
not be readily transferable, such as short-term cer-
tificates of deposit, but are close substitutes for
deposits in mobilizing financial resources and are
included in measures of money broadly defined.

2.5 Commercial banks, which typically take deposits
and are central to the payment system, fall under the
definition of deposit takers. These banks, which par-
ticipate in a common clearing system, may be known
as deposit money corporations. Other types of insti-
tutions that may be covered by the definition include
institutions described as savings banks (including
trustee savings banks, as well as savings and loan as-
sociations); development banks; credit unions or co-
operatives; investment banks; mortgage banks and
building societies (where their particular specializa-
tion distinguishes them from commercial banks);
and microfinance institutions that take deposits.
Government-controlled banks (for example, post
office savings banks and rural or housing banks) are
also deposit takers if they are institutional units sep-
arate from the government and they meet the defini-
tion of a deposit taker outlined in paragraph 2.6. This
list is not exhaustive, and classification as a deposit
taker depends on the function of the corporation, and
not on its name.

2.6 Within an economy, the definition of deposit tak-
ers should encompass a group of institutions that meet
the definition of banks and similar institutions under
banking or other legislation, because like the statisti-
cal definition for deposit takers, a common legal cri-
terion for a bank is the taking of deposits. If some
institutions are banks in a legal sense but not deposit
takers as described above, in following the Guide they
should still be classified as “deposit takers,” but in any
associated description of the FSI data the status of
these institutions should be explained, with some indi-
cation of their importance to the data disseminated.

2.7 Conversely, if there are any other groups of
institutions that meet the Guide’s definition of a
deposit taker but are not banks or similar institutions
under the legislative approach, they should be sepa-
rately identified so that their importance to the infor-
mation disseminated can be judged.

2.8 As noted in Chapter 1 and described in more
detail in Chapter 5, to meet analytical needs, deposit
takers can be grouped on the basis of common char-
acteristics. Two types of reporting populations are
particularly identified in the Guide: domestically
incorporated and controlled deposit takers, including
any foreign branches and subsidiaries, and all domes-
tically located deposit takers.

Special cases

2.9 Holding corporations are entities that control a
group of subsidiary corporations and whose princi-
pal activity is owning and directing the group rather
than engaging in deposit taking. As the Guide’s
focus is the health and soundness of deposit takers as
a sector, in principle the Guide considers that hold-
ing corporations should be excluded from the deposit
taking sector, even if the business of the subsidiaries
it owns is primarily deposit taking. Rather, such
holding corporations should be classified as other
financial corporations. It is acknowledged that this
approach may not be consistent with 7993 SNA, but
it is consistent with present supervisory guidance.*
Nonetheless, there may be interest in information on
financial conglomerates headed by holding corpora-
tions, as discussed in Appendix III.

2.10 In the Guide, it is recommended that money
market funds not be classified as deposit takers but
be separately identified as investment funds within
other financial corporations (see below), because the
nature and regulation of their business are different
from that of deposit takers, although their liabilities
can be included in broad money. A similar treatment

4The revised Basel Accord proposes to extend consolidated
reporting to include bank holding companies. In paragraph 4.100
the 7993 SNA attributes a holding company to the activity carried
out mainly by the group it controls, unless no single type of finan-
cial activity is predominant within the group, in which instance it
is classified as an other financial intermediary. Thus, the attribu-
tion of the holding company to the deposit-taking sector, or not, in
the /993 SNA is dependent upon all the business of all the entities
in the group and not just a deposit-taking subsidiary.
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is recommended for any other institution that en-
gages primarily in securities activity and issues lia-
bilities that are included in broad money but are not
deposits.

2.11 There is little international conformity of law
or practice in the area of banking regulation govern-
ing the treatment of banks in distress, with official
efforts to rehabilitate banks differing both in their
time horizon and nature, from the enforcement of
banking law and the restriction of new business, to
the receivership and liquidation of banks (see, for
example, Asser, 2001; Garcia, 2000). In the Guide, it
is recommended that financial institutions in distress
that otherwise meet the definition of a deposit taker
continue to be included in the deposit-taking report-
ing population for calculating FSIs. Their assets and
liabilities exist in the deposit-taking system, and the
costs of resolution may be significant. Accordingly,
until a deposit taker is liquidated (that is, all assets
and liabilities are written down and/or redeemed and
the entity ceases to exist) or all deposit liabilities
removed from its balance sheet (through either
repayment or transfer to another entity), its balance
sheet and income statement continue to be included
in the data used for calculating FSIs for the deposit-
taking sector.

2.12 If banks in distress hold significant positions,
data both including and excluding these deposit
takers might be considered, particularly if the lig-
uidation process is very lengthy.> In any associated
description of the FSI data, the importance of
banks in distress to the data disseminated could be
indicated.

Central Bank

2.13 The central bank is the national financial insti-
tution that exercises control over key aspects of the
financial system and carries out such activities as
issuing currency, managing international reserves,
and providing credit to deposit takers. Central banks
are excluded from the reporting population for com-
piling FSIs.

SFor example, this could be considered if banks that are in dis-
tress over a long period of time have large foreign exchange expo-
sures (but “active” deposit takers do not). Also, during a long
process of liquidation, it is recognized that there may be difficul-
ties in collecting current information on banks in distress.

2 « Overview of the Financial System

Other Financial Corporations

2.14 Other financial corporations (OFCs) are those
financial corporations that are primarily engaged in
financial intermediation or in auxiliary financial
activities that are closely related to financial interme-
diation but are not classified as deposit takers.® Their
importance within a financial system varies by coun-
try. Other financial corporations include insurance
corporations, pension funds, other financial interme-
diaries, and financial auxiliaries. Other financial
intermediaries include securities dealers, investment
funds (including money market funds), and others,
such as finance companies and leasing companies.
Moreover, included as other financial intermediaries
are special asset management companies created for
the purpose of managing nonperforming assets that
have been transferred from other financial corpora-
tions, typically deposit takers.” In addition, acting as
agents rather than as principals are other financial
auxiliaries, such as market makers. Detailed descrip-
tions of all these types of financial corporations are
provided in Appendix VII: Glossary of Terms.

Nonfinancial Corporations

2.15 As customers, nonfinancial corporations are
important to the health and soundness of financial cor-
porations. Nonfinancial corporations are institutional
entities whose principal activity is the production of
goods or nonfinancial services for sale at prices that
are economically significant.® They include nonfinan-
cial corporations, nonfinancial quasi corporations,’
and nonprofit institutions that are producers of goods
or nonfinancial services for sale at prices that are eco-
nomically significant. They can be controlled by the
government sector.

6Provided that they do not take deposits, other financial corpora-
tions include funds created to invest income received from a specific
source, such as from sales of oil, for the benefit of future generations.

7If such a corporation records deposits in its balance sheet, it
would be classified as a deposit taker. In Appendix III, the idea of
collecting additional data on their ownership of NPLs is discussed.

8Economically significant prices are those that have a signifi-
cant influence on the amounts that producers are willing to supply
and on the amounts purchasers wish to buy.

9A quasi corporation is an unincorporated enterprise that func-
tions as a corporation. Typically it will keep a separate set of ac-
counts from its owner(s) and/or, if owned by a nonresident, be
engaged in a significant amount of production in the resident econ-
omy over a long or indefinite period of time.
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Households

2.16 Households are also customers of financial cor-
porations. They are defined as small groups of per-
sons who share the same living accommodation, pool
some or all of their income and wealth, and consume
certain types of goods and services (for example,
housing and food) collectively. Unattached individu-
als are also considered households. Households may
engage in any kind of economic activity, including
production.

Nonprofit Institutions Serving
Households (NPISHs)

2.17 NPISHs are engaged mainly in providing
goods and services to households or the community
at large free of charge or at prices that are not eco-
nomically significant (and thus are classified as
nonmarket producers), except those that are con-
trolled and financed mainly by government units,
which are classified as part of the general govern-
ment sector (see paragraph 2.18). NPISHs are
financed mainly from contributions, subscriptions
from members, or earnings on holdings of real or
financial assets. They are customers of financial
corporations, although experience suggests that
their impact on the financial stability of the econ-
omy is limited. Examples of NPISHs include con-
sumer associations, trade unions, and charities
financed by voluntary transfers.

General Government

2.18 General government units exercise legislative,
judicial, or executive authority over other institu-
tional units within a specified area. Governments
have authority to impose taxes, to borrow, to allo-
cate goods and services to the community at large or
to individuals, and to redistribute income. They
affect and can be affected by the activities of finan-
cial corporations. The general government sector
consists of departments, branches, agencies, foun-
dations, institutes, nonmarket nonprofit institutions
controlled and financed mainly by government, and
other publicly controlled organizations engaging in
nonmarket activities. Various units of general gov-
ernment may operate at the central, state, or local
government level.

Public Sector

2.19 The public sector includes the general govern-
ment, central bank, and those entities in the deposit-
taking and other sectors that are public corporations.
A public corporation is defined as a nonfinancial or
financial corporation that is subject to control by
government units, with control over a corporation
defined as the ability to determine general corporate
policy by choosing appropriate directors, if neces-
sary. A fuller discussion of control is provided in
paragraph 5.7.

Financial Markets

2.20 A financial market can be defined as a market
in which entities can trade financial claims under
some established rules of conduct. There are various
types of financial markets, depending on the nature
of the claims being traded. They include money mar-
kets, bond markets, equity markets, derivatives mar-
kets, commodity markets, and the foreign exchange
market.

2.21 The money market is the market that involves
the short-term lending and borrowing of funds among
arange of participants. The typical instruments traded
in a money market have a short maturity and include
treasury bills, central bank bills, certificates of de-
posit, bankers’ acceptances, and commercial paper.
They also include borrowing through repurchase
agreements and similar arrangements. It is the mar-
ket that can provide short-term liquidity to govern-
ments and financial and nonfinancial corporations.
An active money market allows entities to manage
their liquidity in an efficient manner, by facilitating
investment of excess holdings of cash in interest-
bearing assets, which can be drawn upon when
needed, and by providing a source of funds for those
short of liquidity, or who wish to finance short-term
positions in other markets.

2.22 One specific money market is the interbank
market, which is the market in which banks lend to
each other. This market allows banks with excess li-
quidity to lend these funds to banks with a shortage
of funds, often overnight and usually on an unsecured
basis. An efficient interbank market improves the
functioning of the financial system by enabling the
central bank to add or drain liquidity from the system
more effectively and banks to redistribute their indi-
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vidual excesses and shortages of liquidity among
themselves without causing undue interest rate
volatility. If funds do not flow freely among banks in
the interbank market, this impedes liquidity manage-
ment by individual banks, posing a risk to financial
stability, and could result in the central bank having
to supply liquidity to banks on a case-by-case basis,
complicating the management of monetary policy.

2.23 The bond market is the market in longer-term
debt instruments issued by governments and finan-
cial and nonfinancial corporations. The bond market
allows a borrower to obtain long-term funds through
the issuance of debt securities, while providing
investors with an opportunity to purchase and sell
these securities. For borrowers, such a market pro-
vides an alternative to bank lending as a form of
long-term finance and, in the instance of asset-
backed securities, whose income payments and prin-
cipal repayments are dependent upon a pool of assets
such as loans, allows a lender to, in effect, convert
illiquid assets into tradable securities.!0 An active
bond market also allows credit risks to be spread
over a wide range of investors, reducing the potential
for concentration of credit risk to develop and pro-
viding borrowers with up-to-date information on the
market views of their creditworthiness. Bonds also
provide an investment opportunity for those investors
that have a long-term investment horizon, such as
pension funds with long-term liabilities.

2.24 The equity market is where equity securities
are traded. An active equity market can be an impor-
tant source of capital to the issuer for use in business
and allows the investor to benefit from the future
growth of the business through dividend payments
and/or an increase in the value of the equity claim.
However, the market value of the equity security can
also fall. Turnover serves as an indicator of liquidity
in equity markets.

2.25 Financial derivatives markets are different
from money, bond, and equity markets in that the
instruments—such as swaps and options—are used
to trade financial risks such as those arising from for-

10There are several key features of asset-backed securities: the
original lender will usually sell the assets to a trust or other form
of intermediary (special purpose vehicle), and so, in the case of a
deposit taker, this activity frees “capital” that regulatory guidelines
require a deposit taker to hold against the assets. The intermediary
will finance the purchase of the assets by issuing securities.

2 « Overview of the Financial System

eign exchange and interest rates, to those more able
or willing to bear them. Credit risk can also be traded,
through credit derivatives. The value of derivative
instruments depends on the price of the underlying
item—the reference price. These markets can broaden
financial market activity in that, for instance, investors
can, in a derivatives market, trade away financial risk
inherent in a security, such as exchange rate risk, that
otherwise would have deterred them from purchas-
ing the security. However, financial derivatives can
be used to take on risk and thus can pose a threat to
financial stability if significant losses are incurred.

2.26 In financial markets, liquidity is important,
because it allows investors to manage their portfolios
and risks more efficiently, which tends to reduce the
cost of borrowing. There are several dimensions to
market liquidity, including tightness, depth, immedi-
acy, and resilience. Tightness is a market’s ability to
match supply and demand efficiently and can be mea-
sured by the bid-ask spread. Market depth relates to
the ability of a market to absorb large trade volumes
without a significant impact on prices and can be ap-
proximated by the amounts traded over a period of
time (turnover) and quote sizes. Immediacy is the
speed with which orders can be executed and settled,
and resilience is the speed with which price fluctua-
tions arising from imbalances in trades are dissipated.

Payment System

2.27 A payment system consists of instruments,
banking procedures, and (typically) interbank fund
transfer systems that ensure the circulation of money.
The payment system is a channel through which
shocks can be transmitted across financial systems
and markets. A robust payment system is a key re-
quirement in maintaining and promoting financial
stability. Thus, a broad international consensus has
developed on the need to strengthen payment systems
by promoting internationally accepted standards and
practices for their design and operation (BIS, 2001a;
BIS, 2003a).

Real Estate Markets

2.28 Experience has shown that real estate markets
can be an important source of financial instability.
Real estate markets allow the trading of claims on,
and investments in, real estate and can also involve
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markets associated with the financing of real estate.
In the Guide, real estate is defined to include both
land and buildings (including other structures used
as dwellings, for example, houseboats). Because
land is a more or less fixed resource, as are buildings
in the short term, traditionally real estate has lent

itself to speculative activity—when demand and
prices significantly increase in a short period—and,
often associated with this, large financing flows. In
addition, for households, changes in the value of the
real estate they own can have a significant effect on
their economic behavior.
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3. Accounting Principles for Financial
Soundness Indicators

Introduction

3.1 To compile both position and flow data for use
in calculating FSIs, a consistent set of accounting
principles is required. This chapter provides guidance
on accounting principles that could be employed,
drawing on existing international standards and tak-
ing account of the analytical needs of FSI data. But
it is recognized that at this time, in practice, there is
no full-fledged adherence to internationally agreed
prudential, accounting, and statistical standards by
all countries. Thus, in disseminating any information,
countries are encouraged to disclose the basis of
accounting that is used to compile FSI data series,
along with the critical assumptions made.

Definition of Flows and Positions

3.2 In the Guide, flow data include transactions in
goods, services, income, transfers, and nonfinancial
and financial assets; holding gains and losses arising
from price or exchange rate movements; and other
changes in the volume of assets, such as losses from
extraordinary events. Under certain circumstances,
potential costs can also be included. Position data are
the value of outstanding stocks of nonfinancial and
financial assets, and liabilities.!

Time of Recognition of Flows
and Positions

3.3 The guiding principle in the Guide is that flows
and positions should be recorded using the accrual

IA fuller definition of transactions and other flows, and of posi-
tions, is provided on pages 72—78 of the /993 SNA and on pages
9—12 of the European System of Accounts 1995 (Eurostat, 1996).
However, potential costs cannot be included as flow data within
the conceptual framework of the 7993 SNA.

basis of accounting. On this basis, flows are recog-
nized when economic value is created, transformed,
exchanged, transferred, or extinguished. In other
words, under accrual accounting, revenue and gains
are recognized in the period when they are earned,
and expenses and losses when they are incurred,
rather than when cash is received or disbursed. Exist-
ing actual assets