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Chapter 22: The general government and public sectors

A. Introduction

22.1 A major strength of the SNA is the ability to compile accounts for whole
sectors, individual units, or some intermediate levels and to aggregate the
accounts in different ways. Disaggregating the economy into various sectors
and subsectors makes it possible to observe and analyse the interactions
between the different parts of the economy for purposes of policymaking.
Particular interest is given to the general government sector, as defined in
chapter 4 and the public sector, as defined in this chapter. Many of the
concepts in this chapter have been described in a number of previous
chapters. This chapter aims to bring these together, give some more
elaboration on how they might be put into practice and gives a link to other
systems of economic statistics particularly aimed at government such as the
GFSM2001, the ESA95 Manual on Government Debt and Deficit (Eurostat,
2002a) and the External Debt Guide.

22.2 The powers, motivation and functions of government are different from
those of other sectors. Governments use their powers to pass laws affecting
the behaviour of other economic units. They are able to redistribute income
and wealth largely by means of taxes and social benefits. The accounts for the
general government sector show how goods and services provided to the
community as a whole or to individual households are financed mainly by
revenue raised. The range of goods and services government provides and the

prices charged are based on political and social considerations rather than on
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profit-maximization.

22.3 Fiscal operations are carried out by the government and financed
through the budget under the usual budgetary procedures. However, some
operations originated by government units may require the intervention of

entities which are not ruled by the legal government framework, including

public corporations. These actions may be described as quasi-fiscal activities.

22.4 Operations related to privatization and restructuring public
corporations, securitization of assets using the intervention of special
purpose entities, including those abroad, may be described in this way.
Though such operations are not reported in the budget and might escape the
usual control procedures, they may have a significant impact on government

revenue and expenditure.

22.5 As well as providing services directly, governments often fulfil their
public policy objectives through public corporations (for example, railways,
airlines, public utilities and public financial corporations). A public
corporation may be required to provide services to areas of the economy that
would not be covered otherwise by means of subsidized prices. As a result,

the public corporation may operate with a reduced profit or at a loss.

22.6 In order to analyse the full impact of government on the economy,
therefore, it is useful to form a sector consisting of all the units of general
government and all public corporations. This composite sector is referred to

as the public sector.
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22.7 For the general government and the public sectors, in addition to the
usual sequence of accounts of the SNA, the accounts can be presented in a
manner that is more suitable for government finance analysts and
policymakers. The latter increasingly use aggregates and balancing items
defined in terms of the concepts, definitions, classifications and accounting
rules of the SNA so that these aggregates can be related to other
macroeconomic variables and compared with the same items in other
countries. Some of these items, such as saving and net lending or borrowing,
are already available in the sequence of accounts. Other items, such as total
revenue, total expense and total outlays, the tax burden, the net operating
balance and total debt, do not appear as such in the SNA. Aggregates and
balancing items of this nature can be used to assess the use of resources to
produce individual and collective services, the need to collect taxes and other
revenues, the ability of government to borrow and repay debt and the

sustainability of the desired level of government operations.

22.8 The present chapter gives an overview of this so-called public finance or
government finance presentation of the accounts. In order to derive this
presentation, the transactions in the SNA current and capital accounts are
rearranged to derive aggregates and balancing items of specific interest to
the general government and public sectors. For example, a combination of
taxes, user fees and grants from other governments can be aggregated to
form total revenue, as the amount available from operations to fund

government services.
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22.9 Section B summarizes the identification of government units and other
units controlled by government units and explains how those units are

grouped into sectors in the SNA.

22.10 Section C describes the presentation of government finance statistics.

22.11 Section D addresses a number of accounting issues that are unique to,

or exceptionally important for, government.

22.12 Finally, section E shows how information about the public sector may
be prepared in a manner roughly parallel to the government finance

statistics presentation described in section D.

1. Data sources

22.13 In practice, macroeconomic accounts can seldom be built up by simply
aggregating the relevant microdata. Government is an exception in that the
statistics for government units and public corporations are often derived
directly from the microdata in government financial accounting databases.
As a result, compilers of statistics for the government units and public
corporations usually draw more heavily on accounting information than the
results of statistical enquiries. In particular, the development in recent years
of International Public Sector Accounting Standards by the International
Public Sector Accounting Standards Board of the International Federation of
Accountants has increased the need for clear guidance on the compilation of
government finance statistics so that the detailed accounting data can be

transposed correctly into the framework of the SNA. Such guidance is
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especially important when the government financial accounts are compiled
on a cash basis and must be converted to an accrual basis to comply with the

accounting basis of the SNA.

2. Consolidation

22.14 As a rule, the entries in the SNA are not consolidated. Consolidation
involves the elimination of those transactions or debtor/creditor relationships
that occur between two transactors belonging to the same institutional sector
or subsector. As stated in chapter 3, however, consolidation may be relevant
for the general government sector. For example, information on debt owed by
government units to units outside the general government sector may be
more relevant than gross figures that include debt owed to other government

units. Guidance on consolidation is provided in Section C.

2 ik

22.14 @], SNADOFEATE BIZEAE ST 7euy, s & i, [\ CHIEERM 6
L <IEWNFREMICE T 2 2 BBIERICHAET DM E 1 HMEBE EHEE OB
REMBETHZETHD, oL, @K LT, HF3T|ETHEZL T, —
FRERFE P OV, BESITERA®H 5, 72 & 21F, BUFHMOEE D 9 b,
—fRBUFFEFA S O BALIZ X L CSHARB D & 5 & DIZBIT 2 18I, & OB
HAZx L CIARBE DN S HEFZ G0 (Ve A0) HELY b#EL Tns,
BAEIZOWTOIESHE, 27 v a L CTiRfiES D,

B. Defining the general government and public sectors

22.15 General government units include some NPIs and public enterprises
not treated as corporations. The public sector includes general government
and public corporations. To identify which NPIs are included in general
government, conditions for control by government must be identified. To
determine which enterprises are treated as public corporations and which as
part of general government, it is necessary to specify conditions for control by

government and the concept of economically significant prices.

22.16 In order to identify the units falling in both the general government

sector and the public sector, it is helpful to begin by restating the definition of
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government units given in paragraphs 4.117 to 4.118). The discussion on
what is meant by control by government and economically significant prices

follows.

1. Government units

22.17 Government units are unique kinds of legal entities established by
political processes that have legislative, judicial or executive authority over
other institutional units within a given area. Viewed as institutional units,
the principal functions of government are to assume responsibility for the
provision of goods and services to the community or to individual households
and to finance their provision out of taxation or other incomes, to redistribute
income and wealth by means of transfers, and to engage in non-market

production. In general terms:

a. A government unit usually has the authority to raise funds by collecting
taxes or compulsory transfers from other institutional units. A government
unit must have funds of its own either raised by taxing other units or
received as transfers from other government units and it must have the
authority to disburse some, or all, of such funds in the pursuit of its policy

objectives. It must also be able to borrow funds on its own account.
b. Government units typically make three different kinds of final outlays:
-The first group consists of actual or imputed expenditures on the free

provision to the community of collective services such as public

administration, defence, law enforcement, public health, etc. that are
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organized collectively by government and financed out of general taxation or

other income.

-The second group consists of expenditures on the provision of goods or
services free, or at prices that are not economically significant, to individual
households. These expenditures are deliberately incurred and financed out of
taxation or other income by government in the pursuit of its social or political

objectives, even though individuals could be charged according to their usage.

The third group consists of transfers paid to other institutional units,

mostly households, in order to redistribute income or wealth.

22.18 Within a single economy when there are different levels of government
at central, state or local levels, there may be many separate government

units. Social security funds also constitute government units.

22.19 In all countries, there is an institutional unit of the general
government sector important in terms of size and power, in particular the
power to exercise control over many other units. This unit is often referred to
as national government and the unit covered by the main budget account. It
is a single unit of the central government that encompasses the fundamental
activities of the national executive, legislative and judiciary powers. Its
revenues as well as its expenses and expenditures are normally regulated
and controlled by a Ministry of Finance or its functional equivalent by means
of a general budget approved by the legislature. Most of the ministries,
departments, agencies, boards, commissions, judicial authorities, legislative

bodies and other entities that make up this central government unit are not
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separate institutional units but are part of this primary central government
unit. This is because they generally do not have the authority to own assets,
incur liabilities, or engage in transactions in their own right. If there are
state or local governments then it is likely that each of these governments
will also have a primary government unit that includes the principal

executive, legislative and judicial powers.

22.20 In addition, there may be government entities with a separate legal
identity and substantial autonomy, including discretion over the volume and
composition of their expenses and outlays and a direct source of revenue,
such as earmarked taxes. (The terms expense, outlay and revenue are
commonly used in the presentation of government accounts. Their definitions
and relationship to SNA concepts are covered in section C.) Such entities are
often established to carry out specific functions, such as road construction or
the non-market production of health or education services. These entities
should be treated as separate government units if they maintain full sets of
accounts, own goods or assets in their own right, engage in non-market
activities for which they are held accountable at law and are able to incur
Liabilities and enter into contracts in their own right. Such units are often
referred to as extrabudgetary units because they have separate budgets and
any transfers from the main budget account are supplemented by their own
sources of revenue. Budgets vary widely among countries and various terms
are often used to describe these units. These units are classified in the
general government sector to the extent that they are nonmarket producers

and are controlled by another government unit.

22.21 A social security fund is a particular kind of government unit that is
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devoted to the operation of one or more social security schemes. A social
security fund must satisfy the general requirements of an institutional unit.
That is, it must be separately organized from the other activities of
government units, hold its assets and liabilities separately and engage in

financial transactions on its own account.

22.22 As noted earlier, NPIs that are non-market producers and are
controlled by a government are also units of the general government sector.
Although they may legally be established to be independent from
government, they are considered to be carrying out government policies and
are effectively part of government. Governments may choose to use non-profit
Institutions rather than government agencies to carry out certain
government policies because NPIs may be seen as not subject to political
pressures. For example, research and development and the setting and
maintenance of standards in fields such as health, safety, the environment
and education are areas in which NPIs may be more effective than

government agencies.

22.23 The case of units engaged in financial activities needs special
consideration. As described in paragraph 4.67, a unit set up by government
with functions similar to a captive financial institution is treated as an
integral part of general government and not as a separate unit if it has no
powers to act independently, is restricted in the number of transactions it can
engage in, does not carry the risks and rewards associated with the assets
and liabilities it holds and is resident in the same economy. If the unit is
nonresident, it is treated as a separate unit but the transactions it

undertakes as quasi-fiscal operations are reflected in transactions between
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that unit and the government. In particular, if the non-resident unit borrows
abroad, it is regarded as lending the same amount to government and on the

same terms.

22.24 At the same time, the general budget of any government level might
control market producers satisfying the criteria to be a quasi-corporation as
defined below. These units should not be classified in the general government
sector, but in the non-financial or financial corporations sector, as

appropriate. As public units, they are, however, part of the public sector.

2. NPIs controlled by government

22.25 The criteria for deciding whether an NPI is controlled by government
or not is described in paragraph 4.92. They are summarized here for

convenience.

22.26 Control of an NPI is defined as the ability to determine the general
policy or programme of the NPI. All NPIs allocated to the general
government sector should retain their identity as NPIs in statistical records,
to facilitate analysis of the complete set of NPIs. To determine if an NPI is
controlled by the government, the following five indicators of control should

be considered:

a. The appointment of officers;

b. Other provisions of the enabling instrument;
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c. Contractual agreements;

d. Degree of financing by government; and

e. Risk exposure.

A single indicator could be sufficient to establish control in some cases but
sometimes a number of separate indicators may collectively indicate control.
A decision based on the totality of all indicators will necessarily be
judgmental in nature but the judgements should be consistent for similar

cases.

3. Corporations controlled by government

22.27 To be classified as a public corporation, a corporation must not only be
controlled by another public unit, but it also must be a market producer.
Control is defined as the ability to determine the general policy or program of
an institutional unit. Government is in a position to exercise control over
many kinds of units: miscellaneous extrabudgetary agencies, non-profit
institutions and corporations (non-financial or financial). The criteria for
control of a corporation are described in paragraphs 4.77 to 4.80. The key

factors to be considered are

a. Ownership of the majority of the voting interest;

b. Control of the board or other governing body;
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c. Control of the appointment and removal of key personnel;

d. Control of key committees of the entity;

e. Golden shares and options;

f. Regulation and control;

g. Control by a dominant customer; and

h. Control attached to borrowing from the government.

Although a single indicator could be sufficient to establish control in some
cases, in others a number of separate indicators may collectively indicate
control. A decision based on the totality of all indicators must necessarily be
judgmental in nature, but the judgements should be consistent for similar
cases.

4. Economically significant prices

22.28 To be considered as a market producer, a unit must provide all or most
of its output to others at prices that are economically significant.
FEconomically significant prices are prices that have a significant effect on the

amounts that producers are willing to supply and on the amounts purchasers

wish to buy. These prices normally result when-
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a. The producer has an incentive to adjust supply either with the goal of
making a profit in the long run or, at a minimum, covering capital and other

costs; and

b. Consumers have the freedom to purchase or not purchase and make the

choice on the basis of the prices charged.

22.29 These conditions usually mean that prices are economically significant
if sales cover the majority of the producer’s costs and consumers are free to
choose whether to buy and how much to buy on the basis of the prices
charged. Although there is no prescriptive numerical relationship between
the value of output (excluding both taxes and subsidies on products) and the
production costs, one would normally expect the value of goods and services
sold (the sales) to average at least half of the production costs over a

sustained multiyear period.

22.30 Because economic circumstances vary considerably, it may be desirable
to accept different thresholds to achieve consistent economic measurement
over time, between units and across countries. In principle, the distinction

between market and non-market should be made on a case-by-case basis.

22.31 It can be presumed that prices are economically significant when the
producers are private corporations. When there is public control, however,
the unit’s prices may be modified for public policy purposes. This may cause
difficulties in determining whether the prices are economically significant.
Public corporations are often established to provide goods that the market

would not produce in the desired quantities or at the desired prices. Even
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when the sales of such corporations may cover a large portion of their costs,
one can expect that they respond to market forces quite differently than

would private corporations.

22.32 It is likely that corporations receiving substantial government financial
support, or that enjoy other risk reducing factors such as government
guarantees, will act differently from corporations without such advantages
because their budget constraints are softer. A non-market producer is a
producer that faces a very soft budget constraint so that the producer is not
likely to respond to changes in the economic conditions in the same way as

market producers.

Suppliers of goods and services to government

22.33 The question arises whether units supplying goods and services to
government should be treated as market or nonmarket producers. The
essential question is whether the unit provides the goods and services in
competition with private producers and the choice of supplier is based on
price. This is true whether the supplier is the only supplier and whether the

government is the only customer of the supplier.

Definition of sales and costs

22.34 In order to assess whether a producer is a market producer, it is
necessary to carry out a comparison between the receipts from sales and the
production costs of the products. Sales are measured before any taxes

applicable to the products are added. Sales exclude all payments received
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from government unless they would be granted to any producer undertaking
the same activity. Own account production is not considered as part of sales

in this context.

22.35 Production costs are the sum of intermediate consumption,
compensation of employees, consumption of fixed capital and [other] taxes on
production. Further, if the unit is to be treated as a market producer, a
return to capital is included in production costs. Subsidies on production are

not deducted.

5. A decision tree for public units

22.36 Figure 22.1 shows the relationship between the general government

sector, the public sector and the other main sectors of the domestic economy.

22.37 As explained in paragraph 4.117, government units are established by
political processes and have legislative, judicial or executive authority over
other institutional units within a given territory. These units belong to the
general government sector and so to the public sector also. In order to
determine which other institutional units belong to the general government
sector and which to the public sector, the decision tree described in figure 4.1

should be followed, using the following sequential questions:

a. Is the entity of interest an institutional unit? If it is not, but is resident,
then it is treated as part of the unit that controls it. If it is not an
institutional unit but is nonresident it is treated as a quasi-corporation in the

economy in which it is resident.
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b. Is the unit a market or non-market producer according to the criteria given

immediately above?

c. Is the unit controlled by government or another public corporation?
22.38 The answers to the last two questions lead to allocations to sectors as
follows:

a. If the unit is a market producer and not controlled by government it is a
part of neither the general government sector nor the public sector.

b. If the unit is a market producer and controlled by government or another
public corporation, it is not part of general government but is part of the

public sector.

c. If the unit is a non-market producer and controlled by government, it is

part of the general government sector and the public sector.

d. If the unit is a non-market producer but not controlled by government, it is
treated as an NPISH. It is a part of neither the general government sector
nor the public sector.

6. Subsectors of the general government sector

22.39 As described in chapter 4, the general government sector may be
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subsectored in either of two ways. One method is to have up to three
subsectors; one for central government, one for state government and one for
local government with social security included at any level where relevant. In
some cases there may be only one or two levels of general government; in
some cases more levels of government must be accommodated within the
three level structure. The other method of subsectoring is to exclude social
security funds from each level of government and have a separate subsector
for social security funds covering all levels of government. The choice of
classification used will depend on whether social security funds are

independent of the level of government where they operate or not.

22.40 Greater detail on subsectoring general government is given in section F

of chapter 4.

7. Subsectors of the public sector

22.41 It is possible to construct subsectors of the public sector to meet
analytical demands. Two methods of subsectoring the public sector may be
considered. In the first, the public sector could be divided into the general
government sector as one subsector and the aggregate of all public
corporations as a second subsector. The public corporations might be further
divided into non-financial public corporations, financial public corporations

other than the central bank, and the central bank.

22.42 Secondly, the public sector could be divided by level of government in
the same way as the general government sector is. In this case, the

subsectors would be the central government public sector, the state
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government public sector and the local government public sector. Each of
these subsectors would consist of the corresponding subsector of the general
government sector plus all public corporations controlled by a unit of that
level of government. If a unit is controlled in part by a unit at one level of
government and in part by a unit in another part of government, an
allocation must be made to one or the other level of government depending on
factors such as the degree of control exercised by each of the controlling units.
Social security funds could form a separate subsector or could be combined
with each level of government. It should be noted that if there is a separate
fund to meet government employee pensions, this fund should be excluded

from social security funds.

8. Borderline cases

22.43 Specific guidance on when certain entities created by government units
are to be included in the public sector or not is needed. The entities concerned
include quasicorporations, restructuring agencies, special purpose entities,

joint ventures and supranational authorities.

Figure 22.1:The public sector and its relation to institutional sectors

General
government

Financial
corporations

Non-financial
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Quasi-corporations

22.44 Quasi-corporations are unincorporated enterprises that function as if
they were corporations. Quasi-corporations are treated in the SNA as if they
were corporations: that is, as institutional units separate from the units to
which they legally belong. Thus, quasi-corporations owned by government
units are grouped with corporations in the nonfinancial or financial corporate

sectors.

22.45 The intent behind the concept of a quasi-corporation is to separate from
their owners those unincorporated enterprises that are sufficiently
self-contained and independent of their owners that they behave in the same
way as corporations. If they function like corporations, they must keep
complete sets of accounts. Indeed, the existence or possibility to construct a
complete set of accounts, including balance sheets, for the enterprise is a
necessary condition for it to be treated as a separate institutional unit,
otherwise it would not be feasible from an accounting point of view to

distinguish the quasi-corporation from its owner.

22.46 In order to be treated as a quasi-corporation the government must
allow the management of the enterprise considerable discretion not only with
respect to the management of the production process but also the use of
funds. Government quasi-corporations must be able to maintain their own
working balances and business credit and be able to finance some or all of
their capital formation out of their own saving, financial assets or borrowing.
The ability to distinguish flows of income and capital between

quasicorporations and government implies that, in practice, their operating
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and financing activities must be separable from government revenue or
finance statistics, despite the fact that they are not separate legal entities.
The net operating surplus of a government owned quasi-corporation is not a
component of government revenue and the accounts for government record
only the flows of income and capital between the quasi-corporation and

government.

The case of restructuring agencies

22.47 Some public units are involved in the restructuring of corporations,
either non-financial or financial. These corporations may or may not be
controlled by government. Restructuring agencies may be long-standing
public units or agencies created for this special purpose. Government may
fund the restructuring in various ways, either directly, through capital
injections (capital transfer, loan or acquisition of equity) or indirectly,
through granting guarantees. Units such as restructuring agencies have
little output so the usual criterion of whether the output is market or
non-market in determining when the unit is part of general government is

not sufficient. Instead the following propositions should be considered:

a. A unit that serves only government is more likely to be included in general

government than one that deals with other units also.

b. A unit that sells financial assets at other than market values is more likely

to be in the general government sector than not.

c. A unit that takes on low risk because it acts with strong public financial
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support and legally or effectively on behalf of the government is likely to be

included within general government.

22.48 Restructuring agencies may operate in a number of ways. The

following are two frequently-observed examples.

22.49 A restructuring agency may undertake the reorganization of the public
sector and the indirect management of privatization. Two cases may be

considered:

a. The restructuring unit is a genuine holding company controlling and
managing a group of subsidiaries and only a minor part of its activity is
dedicated to channelling funds from one subsidiary to another on behalf of
the government and for public policy purposes. The unit is classified as a
corporation and the transactions made on behalf of the government should be

rerouted through the general government.

b. The restructuring unit, whatever its legal status, acts as a direct agent of
the government and is not a market producer. Its main function is to
redistribute national income and wealth, channelling funds from one unit to
the other. The restructuring unit should be classified in the general

government sector.

22.50 Another example of a restructuring agency is one mainly concerned
with impaired assets, mainly in a context of a banking or other financial
crisis. Such a restructuring agency must be analysed according to the degree

of risk it assumes, considering the degree of financing of the government.
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Again, two cases may be considered:

a. The restructuring agency borrows on the market at its own risk to acquire
financial or non-financial assets that it actively manages. In this case the

unit should be classified as an institution in the financial corporations sector.

b. The restructuring agency deliberately purchases assets at above market
prices with direct or indirect financial support from the government. It is
primarily engaged in the redistribution of national income (and wealth), does
not act independently of government or place itself at risk and therefore

should be classified in the general government sector.

Special purpose entities

22.51 Government units are always considered resident because, by
definition, the economic territory of a country consists of the geographic
territory administered by a government, as well as some territorial enclaves
in the rest of the world, used by the government for diplomatic, military,
scientific, or other purposes, normally with the formal agreement of the
government of the country in which they are physically located. These

enclaves are part of the general government sector.

22.52 Some governments may set up special purpose entities (SPEs) for
financial convenience, the SPE being involved in fiscal or quasi-fiscal
activities (including securitization of assets, borrowing, etc.). Resident SPEs
that function in only a passive manner relative to general government and

that carry out fiscal activities are not regarded as separate institutional units
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in the SNA and are treated as part of general government regardless of their
legal status. If they act independently, acquire assets and incur liabilities on
their own behalf, accepting the associated risk, they are treated as separate

institutional units and are classified to sector and industry according to their

principal activity.

22.53 Non-resident SPEs are always classified as separate institutional units
in the economy where they are established. When such entities are created,
care must be taken to reflect faithfully the fiscal activities of the government.
All flows and stock positions between the general government and the
non-resident SPE should be recorded when they occur in the accounts for

general government and the rest of the world.

22.54 A government may create a non-resident SPE to undertake
government borrowing or incur government outlays abroad. Even if there are
no actual economic flows recorded between the government and the SPE
related to these fiscal activities, transactions should be imputed in the
accounts of both the government and the rest of the world to reflect the fiscal
activities of the government undertaken by the SPE, including borrowing.

The special case of securitization units is discussed in section D.

Joint ventures

22.55 Many public units enter into arrangements with private entities or
other public units to undertake a variety of activities jointly. The activities
could result in market or non-market output. Joint operations can be

structured broadly as one of three types: jointly controlled units, referred to
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here as joint ventures; jointly controlled operations; and jointly controlled

assets.

22.56 A joint venture involves the establishment of a corporation,
partnership or other institutional unit in which each party legally has joint
control over the activities of the unit. The units operate in the same way as
other units except that a legal arrangement between the parties establishes
joint control over the unit. As an institutional unit, the joint venture may
enter into contracts in its own name and raise finance for its own purposes. A

joint venture maintains its own accounting records.

22.57 The principal question to be considered here is whether the effective
economic control of the joint venture establishes a public or a private unit. If
a joint venture operates as a nonmarket producer, it must be the case that
government is in effective control and it is classified as part of general

government.

22.58 If the joint venture is a market producer, it is treated as a public or
private corporation according to whether it is or is not controlled by a
government unit, using the same indicators as described above. Normally,
the percentage of ownership will be sufficient to determine control. If the
public and private units own an equal percentage of the joint venture, the

other indicators of control must be considered.

22.59 Public units can also enter into joint operating arrangements that do

not involve establishing separate institutional units. In this case, there are
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no units requiring classification, but care must be taken to ensure that the
proper ownership of assets is recorded and any sharing arrangements of
revenues and expenses are made in accordance with the provisions of the
governing contract. For example, two units may agree to be responsible for
different stages of a joint production process or one unit may own an asset or
a complex of related assets but both units agree to share revenues and

expenses.

Supranational authorities

22.60 Some countries may be part of an institutional agreement that involves
monetary transfers from the member countries to the associated
supranational authority and vice versa. The supranational authority also
engages in non-market production. In the national accounts of the member
countries, the supranational authorities are non-resident institutional units
that are part of the rest of the world and may be classified in a specific

subsector of the rest of the world.

22.61 Because the supranational authority is fulfilling the functions of a level
of government, it is possible to construct a set of accounts for the authority as
if it were a resident unit of the member country even though it remains
non-resident. Such an additional account may provide a useful supplement

for the analysis of the economic activities of the member countries.

X720 BRISRIEI G T OB PEICHOW T OFTAHESEENC ek SN 2 &
F7o. WAL EHDGHDOEDY FDIZHOWNTHEENLDILRT LI B0,
fo b ZIE B0 kD b 2 DOBAL N LRI AFERTED R 5 EBHIETE D o
TWaMhb L, 72, 1 DOBMNEPEE 2IXBE T 2 ERER 2 TA T 5
3. W DOBALAAZ S NCEH 245043 5 0 L,

R E Z AR R

22.60 EHHBIEL MBASE LG, HICEBIBIELZSEIIS L TT2 58
EZOERE % 5 hlERE D IRDIZEER M5 Z LD 5, HEFHIEEIX.
FEMGEEICHEFT 5, MBEFEOERRFFHEIZIHW T, BEZROEEIL,
IHEEBREHEA TH Y | WINPT O—E8 & 72 5, AN ORFBI72NFRESF I /048
b,

22.61 HEZFAEBIIBUFO 1 DD L~V OMREL RTZ L TWHO T, FFEME
FETHEH-TH, B bMEEORFEFRM TH L0 X 512, Yaxtkbic>
WTC—ROBEEERT D Z ENARETH D, O L 5 2B IhE L, A E
DOREFIEB DO SHTICOWTH AR MR IER AR 2 2 L1tk 2,

C. The government finance presentation of statistics

1. Introduction
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22.62 The sequence of accounts for all institutional units and sectors is
described in chapters 6 to 13. For the general government sector and, in some
cases, the public sector, experience has shown that an alternative
presentation, usually known as a government finance presentation or public
finance presentation, of the stocks and flows is better suited to certain
analytical requirements. This section gives a very brief overview of the way
in which government accounts are presented in, for example, the GFSM2001,

which should be consulted for further explanation and discussion.

22.63 Basically the government finance presentation consists of transactions
that increase net worth leading to an aggregate called revenue and
transactions that decrease net worth leading to the aggregate called expense.
In addition there are two main balancing items, net operating balance and
net lending or net borrowing. Additional accounts can be shown for other

economic flows and balance sheets.

22.64 The following section provides general information about the concepts

involved in government finance.

2. Revenue

22.65 A revenue transaction is one that increases net worth. In the
government finance presentation of the accounts, the concept of revenue is
defined to include all resources acquired by government as recorded in the
SNA current accounts and capital transfers receivable recorded in the capital

account. Specifically, revenue can be determined as follows:
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Revenue

equals Taxes,

plus Social contributions,

plus Other current revenue,

plus Capital transfers receivable.

22.66 Government revenue is usually dominated by compulsory levies in the
form of taxes and social contributions. For some levels of government, grants
(transfers from other government units and international organizations) are
a major source of revenue. Other general categories of revenue include
property income, sales of goods and services and miscellaneous transfers

other than grants.

22.67 Estimating taxes and social contributions can be quite difficult. The
problems involved and the recommended solutions are described in section D.
Taxes are recorded in several of the accounts in the sequence of accounts. An
advantage of the government finance presentation is that all taxes can be
presented as one category of revenue, with subclassifications according to the
basis on which the tax was levied. In particular, both current and capital

taxes can be shown under a single heading.

22.68 Other current revenue covers property income, sales of goods and
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services, fines, penalties and forfeits, voluntary transfers other than grants
and miscellaneous and unidentified revenue. The distribution of goods and
services that are not sold at all or sold for prices that are not economically
significant does not accord with the general notion of revenue as a
transaction that increases net worth. As a result, only actual sales of goods
and services or goods and services produced by government but provided as
compensation of employees in kind are included in revenue. (The goods and
services provided as compensation in kind are treated as revenue because

they offset expenditure.)

22.69 Transfers from one government unit to another, often from the central
or a state government to a lower level of government, can be quite important
sources of government revenue. The government finance presentation allows
all of these receipts to be collected into a separate category of revenue,
usually labelled grants. Other transfers, including subsidies, normally
amount to much less and are reported separately. Property income may or
may not be an important source of revenue, but in either case it relates

directly to the same category as in the allocation of primary income account.

3. Expense

22.70 An expense transaction is one that decreases net worth. In the
government finance presentation of the accounts, the concept of expense is
defined to include all uses incurred by government as recorded in the SNA
current accounts and capital transfers payable as recorded in the capital

account. Specifically, expense can be determined as follows:
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Expense

equals Production expenses (compensation of employees, intermediate

consumption and consumption of fixed capital),

plus Interest payable,

plus Grants,

plus Social benefits,

plus Other current expenses,

plus Capital transfers payable.

22.71 The government finance presentation as in GFSMZ2001, for example,
differs from the sequence of accounts in a number of ways. The absence of a
production account in the government finance presentation makes it
impossible to show both the cost structure of own account production and its
final use. Thus, for instance, the salaries of employees engaged in own
account capital formation are directly classified as acquisitions of capital
formation and not as compensation of employees. Conversely, the salaries of
employees that produce social benefits in kind are recorded as compensation
of employees and not again as (part of) expense on social benefits in kind. The
government finance presentation uses some labels and definitions that differ
from those in the sequence of accounts and also introduces various

simplifications. For example, outlays on FISIM and insurance services are

i
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not distinguished from interest and net insurance premiums respectively.

22.72 Governments typically produce many services and some goods and
then distribute them free or at prices that are not economically significant. In
the SNA, the cost of these goods and services is recorded as a use when they
are produced and again as a social benefit or final consumption expenditure
when they are distributed. To reduce unnecessary duplication, these costs
are recorded only as production expenses in the government finance

presentation.

22.73 In principle, retirement benefits paid to government employees are
considered the liquidation of a liability rather than a payment of a current
expense. However, in practice social benefits as reported in government
accounts may include retirement benefits paid to government employees. If
these transactions in pension liabilities are to be excluded, the contributions
must also be excluded from revenue and the item adjustment for changes in

pension entitlements excluded from expense.

4. Outlays

22.74 The purchase of a non-financial asset is not an expense because it has
no net effect on net worth since it represents the exchange of one type of asset
for another or the incurrence of a liability matched by the acquisition of an
asset. It is however included in a total called outlays (or sometimes

expenditure). Outlays are defined as follows:

Outlays
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equals Expense,

plus Acquisitions less disposals of non-financial assets.

The net acquisition of non-financial assets is the sum of the gross capital
formation and acquisitions less disposals of non-produced non-financial
assets.

5. Net operating balance

22.75 The net operating balance is defined as revenue less expense. It is the
balance of all transactions that affect net worth. It is equivalent to the
changes in net worth due to saving and capital transfers in the SNA sequence
of accounts. It provides a measure of the sustainability of government
policies as it represents the resources acquired or consumed by the
government’s current operations. Specifically:

Net operating balance

equals Revenue,

less Expense.

6. Net lending or net borrowing

22.76 Net lending or net borrowing can be calculated as the net operating

=kt

+ IEERE PE D PG~ A T RSy

T 2T A 2 HOIEREPEORPUTI ., MEARTEK & HEEPEIERHE PED

WG~ A 25y L OEFTH %,

5. MIEBIK (RARHZESR)

22.75 HMIEBUCC GERARMZAER) 1L, A LRHOEFEE L TERSND,

UL, EREEICHEL A DS TXTONKTHLH 5, SNARERSIT

X, IFE R LOEABIRIC LD IEREEOLEIHI-2HAThHDH, £/, £

(T, BUF OREF B2 BOEE (2 &0 BUS £ 721308 SN &R 2~ O T, B

DESR OO RE 2495, BAEIciE, UTFo@v,

MBI G AT 2280)

=N

— kit

6. MEH FHEA

22.76 ST R AIR, FEGRNE E ORIEUS A R ORIZEBING (BT

- 1449 -




balance less the net acquisition of non-financial assets or total revenue less
total outlays. It represents the amount the government has available to lend
or must borrow to finance its non-financial operations. Specifically:

Net lending or net borrowing

equals Net operating balance,

less Acquisitions less disposals of non-financial assets.

or, alternatively:

Net lending or net borrowing

equals Revenue,

less Outlays.

22.77 Net lending or net borrowing is also the balancing item of the financial
account, although in practice a statistical discrepancy could appear as a
result of using different sources and of possible errors and omissions.

7. Consolidation

22.78 For analytical purposes, there is often interest in the relationship

between net lending or net borrowing and the change in government

liabilities. Attention to government liabilities usually centres on the amount
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owed to nongovernment units. There may be a substantial amount of
liabilities incurred by one government unit and held by a second government
unit. The government finance presentation consolidates all flows and stocks
within each subsector and sector, and thus all asset and liability positions
between units belonging to the same grouping are eliminated. This procedure
still allows the separate identification of the debt of the general government
sector, the central government subsector and the public sector, which are

analytically useful.

22.79 Consolidation is a method of presenting statistics for a set of units as if
they constituted a single unit. It involves eliminating transactions and
reciprocal stock positions among the units that are being consolidated.
Consolidation may be undertaken for any group of units, but it is particularly
useful to consolidate the units within the general government sector and its
subsectors. For example, assessing the overall impact of government
operations on the total economy or the sustainability of government
operations is more effective when the transactions between different levels of
government are eliminated and only those transactions that are with other
sectors or nonresidents remain. Consolidation is of particular relevance for
transactions such as property income (in particular interest), current and
capital transfers and transactions in financial assets and liabilities. For
example, the consolidated figures on the ratio of revenue or expense to GDP

are more useful for some purposes than the unconsolidated figures.

22.80 In the SNA, consolidation is discouraged. Even in the government
finance presentation, where consolidation is often useful, it takes place only

within a single account where the matching revenue and expense entries
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appear. For this reason, consolidation adjustments do not affect balancing
items. For example, a grant (or transfer) from a central government to a local
government unit is consolidated by eliminating the expense from central
government and the revenue from the local government, thus leaving the net

operating balance of the general government sector unchanged.

22.81 Conceptually, the nature of consolidation is to eliminate all flows
among the consolidated units, but practicality should be kept in mind. For
example, it may be argued that transactions in the production account, such
as output and intermediate consumption of goods and services, should not be
consolidated. The decision about the level of detail employed in consolidation
should be based on the policy usefulness of the consolidated data and the

relative importance of the various types of transactions or stocks.

22.82 Within a government finance presentation, the major transactions

considered for consolidation, in probable order of importance, are:

a. Current and capital transfers, such as central government grants to lower

levels of government;

b. Transactions in financial assets and liabilities, such as loans to other
governments for policy purposes, acquisitions of government securities by

social security units and debt forgiveness;

c. Interest revenue and expense on intergovernmental holdings of financial

assets and liabilities;
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d. Acquisitions and disposals of non-financial assets, including

intergovernmental transactions in land, buildings and equipment;

e. Taxes paid by one government unit or entity to another;

f. Purchases and sales of goods and services between government units.

22.83 Two types of transactions that appear to take place between two
government units are never consolidated because they are re-routed in the
SNA to other units. The first is that all employer social contributions,
whether paid to social security or to government pension funds, are treated
as being paid to the employee as part of compensation and then paid by the
employee to the fund. The second is that all taxes withheld by government
units from the compensation of their employees, such as pay-as-you-earn
(PAYE) taxes, and paid to other governments should be treated as being paid
directly by the employees. The government employer is simply the collecting
agent in this case for the second government unit. However, taxes on gross
payroll and labour force that are not treated as social contributions should be

consolidated when they are significant and can be identified.

22.84 Practical difficulties always arise with consolidation. For example,
when a transaction to be consolidated is identified in the records of one unit,
the corresponding transaction should appear in the accounts of the

counterparty, but it may not be recorded there, it may be recorded in a
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different period, it may be recorded at a different value, or it may be
classified as a different type of transaction. Such errors in the strict
application of a quadruple accounting system may exist in relation to any

transaction but become apparent when consolidation is attempted.

22.85 Even if transactions between the subsectors of government are being
consolidated when presenting the accounts for general government as a
whole, they should not be eliminated for the accounts of each subsector

considered separately.

8. Classification of the functions of government

22.86 A classification of transactions on outlays using the Classification of
Functions of Government (COFOG) is integral to the government finance
presentation. This classification shows the purpose for which outlays are
undertaken. These purposes may differ significantly from the administrative
arrangements of governments. For example, an administrative unit
responsible for health services may undertake some activities with an
educational purpose, such as training of medical professionals. A cross
classification of the transactions of government by both economic nature and

according to functions, as shown for example in GFSM2001, is encouraged.
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D. Accounting issues particular to the general government and public sectors

22.87 The accounting rules of the SNA apply to general government and
public sectors in the same way that they apply to all other sectors of the

economy. However, due to the particular nature of the activities of
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government units, some additional guidance is useful to assist with the
treatment of selected transactions. These topics are grouped under four

headings:

a. Clarification of the recording of taxes;

b. Interaction with non-resident government-type authorities (including

taxes paid to another authority);

c. Issues related to debt;

d. Interaction with the corporations sectors.

A separate section for each of these headings follows.

1. Clarification of the recording of taxes

Government issued permits

22.88 Taxes are compulsory unrequited payments, in cash or in kind, made
by institutional units to the general government exercising its sovereign
powers or to a supranational authority. They usually constitute the major
part of government revenue, up to 90 per cent in some countries. Taxes are
described as unrequited because, in most cases, the government provides
nothing commensurate in exchange to the individual unit making the
payment. However, there are cases where the government does provide

something to the individual unit in return for a payment in the form of the

Bt D, 9 LIEMEEZ 4 SOOI I N—T53 03T 52 LB TX 5,

a. FLBLECER D AL

b. FEEEBUFRFERS & OMS| (Lo FEfEEE BUFHEBII S b - LB & &
te)

c. fEBSICBIE L7

d. EAAEZEE & DS

2O LEEHADOEZIZOWT, LFOEE TiE%,

1. FABIFES DR

B FEATRY AIRIE

22.88 MFLIZ, Bl £ 72138 T, HIERAIC LY FHEEZOHEREZITHET 5 —
AXBUR & 72 I3 E AR 72 S 00 2 3B HI 72 SO Fa AT D 72 WA T 2, FLRL
X, RAOTEE 2@ RS 5, TOET, EickoT, 903—& L |
ELSICETETLZ LB D, HBID, OB RNE SNDDIE, FAEDHE
BNZ N T BURF S Z DA 21770 5 ERIEALIS R U TR AT 5 & D
ERAEL2WZ LICK D, L, BURRFFATE TR 2B 25 &0 o T8
N THLITKIT D2 RUE & U CTHEBI AL 2 2T 2 FhIn b 5, & 5 LIcH
BICIE, B SHIE, FrAEOFTEZ EXIZRAET 5 6 DO Th D0, BE721EM

— 1455 -




direct granting of a permit or authorization. In this case, the payment is part
of a mandatory process that ensures proper recognition of ownership or that
activities are performed under the strict authorization by the law. The
borderline between when such payments are to be treated as a tax and when
as the sale of a service or as the sale of an asset by the government requires

additional guidance.

22.89 As noted in chapters 7 and 8 when discussing the difference between a
tax and a fee for a service, the borderline is not always clear-cut in practice.

The following recommendations apply.

a. The payment is recorded as a tax when a licence or a permit is
automatically granted by the government as a mandatory condition to
perform an activity or acquire an asset and when the government unit
performs little or no work other than a minimum control of the legal capacity
of the acquirer to receive the permit (for instance, to confirm the applicant
has not been convicted of a crime). The payment of the fee in such a case is

not commensurate with the control function that the government exercises.

b. The payment is recorded as the purchase of a service when, for instance,
issuing the licence or permit implies a proper regulatory function of the
government by exercising control on the activity, checking the competence or
qualifications of the persons concerned, etc. In such a case, the payment is
taken to be proportion to the costs of producing the service for all or any of
the entities benefiting from the services and is borne by those benefiting.
Only if the payment is out of proportion to the costs of producing the services,

1s 1t treated as a tax.
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22.90 Chapter 17 discusses the case of licences issued by government in

strictly limited numbers.

a. If the licence is not one to use a natural resource that qualifies as an asset
and which the government controls on behalf of the community, then the
payment for the licence is a tax. Notwithstanding, if the licence is legally and
practically transferable to a third party, it may still be classified as an asset

in the category of contracts, leases and licences.

b. When the licence is to make use of a natural resource that qualifies as an
asset and which the government controls on behalf of the community,
payments for the licence are treated either as the acquisition of an asset in
the category of contracts, leases or licences or as the payment of rent. The
conditions that need to be considered in deciding between the acquisition of
an asset and the payment of rent are described in detail in part 5 of chapter
17.

Permission to use a produced asset owned by government is treated as an

operating or financial lease as appropriate.

Accrual recording of taxes

22.91 Like all transactions in the system, government transactions should be
recorded on an accrual basis. This is true on both the revenue side (for
example, taxes and social contributions) and the expense side (for example,

interest charges). Unless both parties to a transaction record their view of the
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transaction at the same point in time, the accounts do not balance.

22.92 For the government, recording revenue and claims when the
underlying event occurs is particularly difficult since government recordings
are often on a cash basis. This is especially the case for taxes. Further, when
accrued taxes are calculated from assessments of taxes due, there may be a
risk of over- or understatement of tax revenue. Since tax revenue is a crucial

government finance aggregate, such an error must be avoided.

22.93 As explained in chapter 3, the period of time between the moment a tax
or any distributive transaction is recorded as accruing in the non-financial
accounts and the moment the payment is actually made is bridged by
recording an account receivable or payable in the financial account. In cases
where a prepayment covering two or more accounting periods is made to
government, an account payable is recorded in the financial account of
government for the amounts due in future periods. In effect this is a financial
advance made to government by the payee. It is a liability of the government
and an asset of the payee. This liability is extinguished as the amounts fall

due in future periods.

22.94 The amount of taxes recorded as accruing recognizes that some taxes
that may be due in principle are in practice unlikely to be collected. The
alternative means of making the necessary adjustments are described in

paragraphs 8.58 to 8.59.

Tax credits
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22.95 Tax relief can take the form of a tax allowance, an exemption, a
deduction or a tax credit. Tax allowances, exemptions and deductions are
subtracted from the tax base before the tax liability is computed. A tax credit
is an amount subtracted directly from the tax liability due by the beneficiary
household or corporation after the liability has been computed. Tax credits
can sometimes be payable, in the sense that any amount of the credit that
exceeds the tax liability is paid to the beneficiary. In contrast, some tax
credits are non-payable (sometimes called wastable) and are limited to the

size of the tax liability.

22.96 In Revenue Statistics and GFSMZ2001, a tax relief that is embedded in
the tax system is recorded as reducing the tax liability of the taxpayer and
therefore as reducing government tax revenue. This is the case for tax
allowances, exemptions and deductions, since they enter directly into the
calculation of the tax liability. This is also the case for non-payable tax
credits as their value to the taxpayer is limited to the size of their tax
Liability. For payable tax credits, only the excess over the corresponding
liability, which corresponds to an outlay by government, is shown as an

expense.

22.97 In contrast, in the SNA, the total amounts due as payable tax credits
should be considered as expense and recorded as such at their total amount.
In consequence, tax revenue should be recorded without any deduction for

payable tax credits.

22.98 Treating payable tax credits in this way has no impact on the net
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borrowing or net lending of the general government, but has an impact on

both the tax burden and the ratios of public expense or expenditure to GDP.
Because of the need to explain differences in presentation between different
statistical systems, however, in the SNA the amounts of payable tax credits

that are offset against tax liabilities should also be shown.

2. Transactions with other national, international and supranational

organizations

22.99 Transactions may occur between government units and either
international or supranational organizations, regarded as non-resident units.
Even when government acts as the unit channelling funds to or from the
non-resident unit, the transactions are recorded as taking place directly with

the non-resident unit. Six cases may be considered:

a. Taxes: Some taxes on products, such as import duties, excises and value
added taxes, might be payable to a supranational organization because they

are considered to be levied directly by the supranational organization.

b. Subsidies: Any subsidies paid by a supranational organization directly to a
resident producer are recorded as payable by the supranational organization

rather than a resident government unit.

c. Current international cooperation- This consists of current transfers in
cash or in kind between the governments of different countries or between

governments and international organizations and includes specifically:
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Transfers between governments that are used by the recipients to finance
current expenditures, including emergency aid after natural disasters; they
include transfers in kind in the form of food, clothing, blankets, medicines,

etc.;

-Annual or other regular contributions paid by member governments to
international organizations (excluding taxes payable to supranational

organizations);

-Payments by governments or international organizations to other
governments to cover the salaries of those technical assistance staff who are
resident in the country in which they are working and are employed by the

host government.

d. Miscellaneous current transfers: These consist of payments to
international or supranational authorities that are regarded as being

compulsory but are not taxes.

e. Capital transfers: These include investment grants and other capital
transfers, including the counterpart transaction of debt cancellation as a
capital transfer payable and the counterpart of debt assumption as a capital

transfer receivable.

f. Financial transactions’ Some financial transactions, usually loans, may be
recorded when granted by international organizations (for example, the
World Bank and the International Monetary Fund) or granted to other

governments.
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International membership dues

22.100 In a few cases, membership dues and subscription fees payable to
international organizations may not be treated as transfers but as payments
for a service, recorded on an accrual basis. Exceptionally, and when there is a
possibility even if unlikely, of repayment of the full amount, the payment

may represent the acquisition of a financial asset.

International assistance

22.101 International assistance sometimes takes the form of making goods,
such as food and clothing or emergency equipment available following a
natural disaster. In addition to the goods or services themselves, all costs
identifiable with the delivery of the goods or services such as transportation
to the foreign country, delivery within that country, the compensation of
government employees of the donating country to prepare the shipments or
oversee their delivery, insurance and so forth should be included in the value

of the transfer to the extent that these costs are met by the donor.

22.102 The prices of the goods or services in the receiving country might be
quite different from the prices in the donor country. As a general principle,
the value of the donation to the recipient should be regarded as equal to the
cost of providing the assistance to the recipient. It follows that the prices of
the donor country should be used as a basis for the calculation of the value of

the donation.

& DO [E B =

22.100 ., ZOBNTRWT, EEERIC I DN S 2, BRERENBIRE L
THEROHEoN I, =R E LT oD TR H Y | £
DEE. BETETRLEIND, PIHIC, 2. BV LI BRI LITE L,
BHRADBGED WRENEN D D6, Uik LT BMEEDIG & Hlr S D,

sl S

22,101 Wl LT, EHEREBIZ, BARKFERICEY, KE, BalankEoM%
FIRAFREIZT D E VI DT bEED, TOHA, M- P—E2AERITMA T, Y4
ZEE CoiE, YEZENOGIEEL, £ 5 Lizix, SIEELEFR L, B
T 272D ORYT MO EOLHEOWE, PR KOO, - h—E 2D
FlEE LIS 2RI %5 LIZBRABE T 2MoEIC L > TR S 72§
FHCTBIRGFHICEZDONDLIRETHD,

22.102 I SHDMOE DR - — v 2Ok %, 8283 DO EOffiks & %
ST Biehnb Lty —EHIE LT, IS 2E~OB AL, 5
BiansEICEh 2RI 2EAICE LW E BRSNS, LER- T, 15
MO E Ok S EEREOREDEREL L THEI SN,

- 1462 -




22.103 When the goods and services and associated delivery charges are
donated by government, NPISHs or households, the items are negative final
consumption matching a transfer in kind. If the items are provided by
corporations, they are recorded as a transfer in cash followed by a purchase
of the goods by the recipient. In both cases the items involved are included in

exports of the donor country and imports of the recipient country.

3. Debt and related operations

Debt

22.104 Debt is a commonly used concept, defined as a specific subset of
liabilities identified according to the types of financial instruments included
or excluded. Generally, debt is defined as all liabilities that require payment
or payments of interest or principal by the debtor to the creditor at a date or
dates in the future. Consequently, all debt instruments are liabilities, but
some liabilities such as shares, equity and financial derivatives are not debt.
However, due to specific legal, institutional or practical arrangements some
other definitions of debt may also exist. It is therefore useful in all cases to

clearly identify the definition of debt according to the instruments included.

22.105 Debt operations are often used by government as a means of providing
economic aid to other units. The general principle for any cancellation or
assumption of debt of one unit by another unit made by mutual agreement is
to consider that there is a voluntary transfer of wealth between the two
units. This means that the counterpart transaction of the liability assumed

or of the claim cancelled is a capital transfer.
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Debt reorganization

22.106 There are four main types of debt reorganization:

a. Debt forgiveness. A reduction in the amount of, or the extinguishing of, a
debt obligation by the creditor via a contractual arrangement with the
debtor.

b. Debt rescheduling or re-financing. A change in the terms and conditions of
the amount owed, which may result or not in a reduction in burden in present

value terms.

c. Debt conversion. The creditor exchanges the debt claim for something of
economic value, other than another debt claim, on the same debtor. This
includes debt-forequity swaps and debt prepayment among other

arrangements.

d. Debt assumption and debt payments on behalf of others when a third party

1s also involved.

Debt forgiveness (or debt cancellation)

22.107 Debt forgiveness is defined as the voluntary cancellation of all or part
of a debt obligation within a contractual arrangement between a creditor and
a debtor. Debt forgiveness is distinguished from debt write-off by the

agreement between the parties and the intention to convey a benefit, rather
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than unilateral recognition by the creditor that the amount is unlikely to be
collected. Debt forgiven may include all or part of the principal outstanding,
inclusive of any accrued interest arrears (interest that fell due in the past)
and any other interest costs that have accrued. Debt forgiveness does not
arise from the cancellation of future interest payments that have not yet

fallen due and have not yet accrued.

22.108 Debt forgiveness is recorded as a capital transfer received by the
debtor from the creditor at the time specified in the agreement that the debt
forgiveness takes effect with a repayment of the debtor’s liability in the
financial account and a matching receipt by the creditor. In the balance
sheet, the debtor’s liability and creditor’s asset are reduced by the amount of
debt that is forgiven. Valuation of the amount of the debt forgiven is at
market prices for flows and stocks, except for loans where the nominal value

1s used.

Debt rescheduling and refinancing

22.109 Debt rescheduling (or refinancing)is an agreement to alter the terms
and conditions for servicing an existing debt, usually on more favourable
terms for the debtor. Debt rescheduling involves rearrangements on the same
type of instrument, with the same principal value and the same creditor as
with the old debt. Refinancing entails a different debt instrument, generally
at a different value and may be with a creditor different than that from the
old debt.

22.110 Under both arrangements, the debt instrument that is being
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rescheduled is considered to be extinguished and replaced by a new debt
instrument with the new terms and conditions. If there is a difference in
value between the extinguished debt instrument and the new debt
instrument, part is a type of debt forgiveness by government and a capital

transfer is necessary to account for the difference.

22.111 Debt rescheduling is a bilateral arrangement between the debtor and
the creditor that constitutes a formal deferment of debt-service payments
and the application of new and generally extended maturities. The new
terms normally include one or more of the following elements: extending
repayment periods, reductions in the contracted interest rate, adding or
extending grace periods for the repayment of principal, fixing the exchange
rate at favourable levels for foreign currency debt, and rescheduling the

payment of arrears, if any.

22.112 The treatment for debt rescheduling is that the existing contract is
extinguished and a new contract created. The applicable existing debt is
recorded as being repaid and a new debt instrument (or instruments) of the
same type and with the same creditor is created with the new terms and

conditions.

22.113 The transaction is recorded at the time both parties record the change

in terms in their books, and is valued at the value of the new debt.

22.114 Debt refinancing involves the replacement of an existing debt
instrument or instruments, including any arrears, with a new debt

instrument or instruments. It can involve the exchange of the same type of
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debt instrument (loan for a loan), or different types of debt instruments (loan
for a bond). For instance, the public sector may convert various export credit
debts into a single loan. Also, debt refinancing can be said to have taken
place when a debtor exchanges existing bonds for new bonds through
exchange offers given by its creditor (rather than a change in terms and

conditions).

22.115 The treatment of debt refinancing transactions is similar to debt
rescheduling to the extent that the debt being refinanced is extinguished and
replaced with a new financial instrument or instruments. However, unlike in
rescheduling, the old debt is extinguished at the value of the new debt
instrument except for non-marketable debt owed. The balance sheet reflects
the transactions extinguishing the old debt instrument and the creation of
the new debt instrument along with any valuation change recorded in the

revaluation account.

Debt conversion

22.116 A debt-for-equity swap occurs when a creditor agrees to replace a debt
owed to it by an equity security. For example, the government may agree
with a public enterprise to accept an increase in its equity stake in the public
enterprises instead of making a loan. If there is a difference in value between
the extinguished debt instrument and the new equity instrument, it is a type
of debt forgiveness by government and a capital transfer is necessary to

account for the difference.

Debt assumption
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22.117 Debt assumption occurs when one unit assumes responsibility for
another unit’s outstanding liability to a creditor. When a government
assumes a debt, in most instances the counterpart transaction of the new
government liability is a capital transfer in favour of the defaulting debtor.
However, if the government acquires an effective legal claim against the
defaulting unit and there is a realistic probability that the claim will be paid,
the government may record, as the counterpart transaction of its new
Liability, the acquisition of a financial asset equal to the present value of the
amount expected to be received. If this amount is equal to the liability
assumed, no further entries are required. If the amount expected to be
recovered is less than the liability assumed, the government records a capital
transfer for the difference between the liability incurred and any asset
acquired. Similarly, if a government has its debt assumed by another
government, then it records a capital transfer receivable, a new debt to the

assuming government unit, or a combination of the two.

22.118 Debt assumption frequently occurs when a government guarantees a
debt of another unit and the guarantee is called (or activated). The treatment

of the guarantee itself is described below.
22.119 Debt payments on behalf of others are similar to debt assumptions,
but the unit making the payments does not assume the entire debt. The

transactions recorded are similar to those described under debt forgiveness.

Other issues related to debt re-organization
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22.120 Debt write-offs refer to unilateral reductions by a creditor in the
amount owed to it, usually when a creditor concludes that a debt obligation
has no value or a reduced value because part or all of the debt is not going to
be paid. Frequently the debtor is bankrupt or has disappeared. An other
change in the volume of assets is used to record the write-off. Unlike the
cases of debt assumption and debt forgiveness, no capital transfer is recorded

and therefore there is no impact on net lending or borrowing of government.

22.121 Debt arrears occur when a debtor misses an interest or principal
payment. The debt instrument will not normally change, but knowing the
amount of debts in arrears can provide important information. When feasible
and important, therefore, each category of debt should be divided into those

instruments that are in arrears and those not in arrears.

22.122 Debt defeasance allows a debtor (whose debts are in the form
generally of debt securities and loans) to remove certain liabilities from the
balance sheet by pairing irrevocably assets of equal value to the liabilities.
Defeasance may be carried out either by placing the paired assets and
liabilities in a trust account within the institutional unit concerned, or by
transferring the paired assets and liabilities to another institutional unit. In
the former case, there are no transactions with respect to defeasance and the
assets and liabilities should not be excluded from the balance sheet of the
unit. In the latter case, the assets and liabilities in question are moved to the
balance sheet of second unit as long as this unit is recognized as an
institutional unit in the SNA. Often the unit to which the paired assets and
liabilities may be moved is an SPE. The conditions under which an SPE is

considered to be an institutional unit are described in paragraphs 4.55 to
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4.67. If the SPE is purely passive it is not considered to be an institutional

unit and the assets and liabilities concerned do not move off-balance sheet.

22.123 Debt issued on concessional terms. There is no precise definition of
concessional loans, but it is generally accepted that they occur when units
lend to other units and the contractual interest rate is intentionally set below
the market interest rate that would otherwise apply. The degree of
concessionality can be enhanced with grace periods, frequencies of payments
and a maturity period favourable to the debtor. Since the terms of a
concessional loan are more favourable to the debtor than market conditions
would otherwise permit, concessional loans effectively include a transfer

from the creditor to the debtor.

22.124 Loans with concessional interest rates to a foreign government could
be seen as providing a current transfer equal to the difference between the
actual interest and the market equivalent interest. If such a transfer were
recognized, it would usually be recorded as current international cooperation,
and the interest recorded would be adjusted by the same amount. However,
the means of incorporating the impact within the SNA and international
accounts have not been fully developed, although various alternatives have
been advanced. Accordingly, until the appropriate treatment of concessional
debt is agreed, information on concessional debt should be provided in

supplementary tables.

22.125 Further details on the recording of debt operations can be found in
GFSM2001, the Manual on Government Debt and Deficit, the External Debt
Guide and Appendix 2 of BPME.
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Government guarantees

22.126 Three types of guarantees are recognized in the SNA, standardized
guarantees, guarantees that meet the definition of a financial derivative and
one-off guarantees. The recording of standardized guarantees (for
government and other units offering such guarantees) is described in part 3

of chapter 17.

22.127 Guarantees that meet the definition of financial derivatives are those
that are actively traded on financial markets, such as credit default swaps.
The derivative is based on the risk of default of a reference instrument and so
is not actually linked to an individual loan or bond. They have no effect on

the net lending or borrowing of government.

22.128 One-off guarantees exist where the conditions of the loan or the
security are so particular that it is not possible for the degree of risk
associated with the loan to be calculated with any degree of accuracy. In most
cases, the granting of a one-off guarantee is considered a contingency and is
not recorded as a liability for the guarantor. Payments under a one-off
guarantee are recorded when the call on the guarantee is made or when the
fact that such a call will be made is very well established. As an exception,
one-off guarantees granted by governments to corporations in certain
financially distressed situations and with a very high likelihood to be called
are treated as if these guarantees were called at inception. A particular case

in point is a bailout by government, which is discussed below.
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22.129 The activation of a one-off guarantee is treated in the same way as a
debt assumption. The original debt is liquidated and a new debt is created
between the guarantor and the creditor. In most instances, the guarantor is
deemed to make a capital transfer to the original debtor, unless the
guarantor acquires an effective claim on the creditor, in which case it leads to

the recognition of a financial asset (a liability of the debtor).

22.130 The activation of a guarantee may or may not require repayment of
debt at once. The accrual principle for time of recording requires that the
total amount of debt assumed is recorded at the time the guarantee is
activated and the debt assumed. Repayments of principal by the guarantor
(the new debtor) and interest accruals on the assumed debt are recorded as

these flows occur.

Securitization

22.131 Securitization occurs when a unit, named the originator, conveys the
ownership rights over financial or nonfinancial assets or the right to receive
specific future flows, to another unit, named the securitization unit. In
return, the securitization unit pays an amount to the originator from its own
source of financing. The securitization unit is often an SPE. The
securitization unit obtains its own financing by issuing securities using the
assets or rights to future flows transferred by the originator as collateral.

Government units have made widespread use of this source of finance.

22.132 The first case involving government to be considered is when the

securitization comprises the sale (or the transfer) of an asset. (In the SNA, a
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stream of future tax receipts is not recognized as a government asset that
could be used for securitization.) The key question for how to record the
transaction properly is to determine whether the transfer of the asset is a
sale of an existing asset to the securitization unit or a way to borrow using
possible future flows of revenues as collateral. In order to be treated as a sale,
the asset must already appear in the balance sheet of the government and
there must be a full change of ownership to the securitization unit as
evidenced by the transfer of the risks and rewards linked to the asset. The

following factors must also be considered:

a. To be recorded as a sale, the purchase price must be equal to the current

market price.

b. If the government, as the originator, guarantees repayment of any debt
related to the asset incurred by the securitization unit, it is unlikely that all

of the risks associated with the asset have been transferred.

22.133 The second case involving government is the securitization of future
revenue flows. In the SNA, a stream of future incomes is not recognized as an
asset. In most of these cases, it is not the rights to the income that are used
as collateral, but the obligation of the government to use a sufficient amount
of the future income to repay the borrowing in full. If more income is earned
than is needed to repay the borrowing, the excess is retained by the
government. Because receipts of future income are uncertain, “rights” to
considerably more income than is necessary to repay the borrowing of the
securitization unit are usually used as collateral. The amount received by the

government as the originator is treated as borrowing, usually in the form of a
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loan.

Government assumption of pension liabilities

22.134 On occasion, large one-off transactions may occur between a
government and another unit, usually a public corporation, linked to pension
reforms or to privatization of public corporations. The goal may be to make a
public corporation competitive and financially more attractive by removing
existing pension liabilities from the balance sheet of the public corporation.
This goal is achieved by the government assuming the liability in question in
exchange for a cash payment of the same value. If the cash payment is not
equal in value to the liability incurred, a capital transfer is recorded for the

difference.

4. Relations of general government with corporations

Earnings from equity investment

22.135 A government unit has a close relationship with any public
corporation or quasi-corporation that it controls. Despite this close
relationship, flows related to the equity investment between a government
unit and its controlled corporation are treated in the same way as flows
between any corporation and its owners. An equity investment is the action
by economic agents of placing funds at the disposal of corporations. The
amounts invested, described as equity capital, are part of the own funds of
the corporation and the corporation has a large degree of freedom in the way

in which they are used. In return, the owners receive shares or some other
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form of equity securities. These financial assets represent property rights on

corporations and quasi corporations and entitle the holders to:

a. A share of any dividends (or withdrawals of income from
quasi-corporations) paid at the discretion of the corporation but not to a fixed

and predetermined income, and

b. A share in the net assets of the corporation in the event of its liquidation.

Dividends versus withdrawal of equity

22.136 It is important to distinguish between the return of the equity
investment by the corporation to its owner and the payment of income in the
form of dividends. Only regular distributions from the entrepreneurial
income are recorded as property income either as dividends or withdrawals of
income from quasi-corporations. Large and irregular payments, based on

accumulated reserves or sale of assets are recorded as a withdrawal of equity.

Disposal of assets

22.137 The sale of non-financial assets owned by public corporations, such as
buildings and land, does not by itself constitute privatization and is recorded
in the capital account of the corporations sector as disposals of fixed assets or
other non-financial assets. However, if the public corporation sells assets and
then surrenders the proceeds of such a sale to general government, this is
recorded as a withdrawal of government’s equity in the corporation. A

withdrawal of equity is also recorded if the public corporation disposes of a
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financial asset and surrenders the proceeds to government.

Acquisition of equity, capital transfers and subsidies

22.138 Subsidies are current transfers, usually made on a regular basis, from
government to corporations designed to influence their levels of production,
the prices at which their outputs are sold or the remuneration of the
corporations. Payments to public corporations on a large and irregular basis
(often called “capital injections” in the media) are not subsidies. They are

treated as either a capital transfer or the acquisition of equity:

a. Payments to cover cumulated losses arising as a result of public policy

purposes should be recorded as a capital transfer.

b. A payment made in a commercial or competitive context may be treated as
an acquisition of equity. This should be limited to cases where the
government is acting similarly to a private shareholder in that it has a valid
expectation of a cash return in the form of future property income. In this
case, the corporation will probably issue new shares to the government and

enjoy a large degree of freedom over how the funds provided are used.

Treating the payments as the acquisition of equity depends on evidence of the

corporation’s profitability and its ability to pay dividends in future.

Privatization

22.139 Privatization is usually understood to consist of the sale of shares or
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other equity held by government in a public corporation to other units. Often
these other units are outside the public sector but they need not be; for
example, a public corporation may buy shares in a unit newly separated from
government. Such sales are purely financial transactions, recorded in the
financial account of the SNA. The assets owned by the public corporation
continue to belong to the corporation; it is the ownership of the corporation
itself, as represented by the ownership of the equity in it, that changes
hands. In effect, the government’s claim on the public corporation reduces
because government exchanges shares or equity in the public corporation for
cash or other financial assets. The cost of any financial services that
government must purchase to achieve the sale are treated as an expense that
should be recorded as intermediate consumption by general government in
the SNA.

22.140 Privatization may be organized in more complicated institutional
arrangements. For instance, some or all of the non-financial assets of a public
corporation may be sold by a public holding company, or other public agency,
controlled by a government and all or part of the proceeds paid to the
government. In such cases, the public corporation will record the disposal of
non-financial assets in the capital account, while the payment to the
government of the proceeds from the sale is recorded as a withdrawal of

equity.

22.141 The case where the privatization is arranged via a restructuring

agency is discussed in paragraphs 22.47 to 22.50.

Nationalization
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22.142 Nationalization is a process whereby government takes control of
specific assets or an entire corporation, usually by acquiring the majority or
the whole stake in the corporation. The recording of flows differs according to

the way the government takes control.

a. Appropriation or confiscation: the change in ownership of assets is not the
result of a transaction made by mutual agreement. There is no payment to
the owners (or the compensation is not commensurate with the fair value of
the assets). The difference between the market value of the assets acquired
and any compensation provided is recorded as an uncompensated seizure in

the other changes in the volume of assets account.

b. Purchase of shares:the government buys all or some of the shares in the
corporation at a price that is the market price or very close to it. There is
usually a legal context for the transaction which ensures that it is made by
mutual agreement, even though the former owner may have little choice
whether or not to accept the offer, or to negotiate the price. The purchase of

shares is a financial transaction recorded in the financial account.

Bailouts

22.143 A bailout is a term meaning a rescue from financial distress. It is
often used when a government unit provides either short-term financial
assistance to a corporation to help it survive a period of financial difficulty or
a more permanent injection of financial resources to help recapitalize the

corporation. A bailout may in effect constitute another means of
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nationalization if the government acquires control of the corporation it is
bailing out. Bailouts of financial institutions are particularly noteworthy.
Bailouts are likely to involve highly publicized one-time transactions

involving large amounts and are therefore easy to identify.

22.144 Intervention of general government may take various forms. For

1nstance:

a. A government might provide equity financing on exceptionally favourable

terms.

b. A government might purchase assets from the enterprise to be assisted

for prices greater than their true market value.

c. A government might create a special purpose entity or other type of public
body to finance or to manage the sales of assets or liabilities of the enterprise

to be assisted.

22.145 In most of these cases, the assistance provided by government to the
unit suffering financial distress is recorded as a capital transfer. In
determining the magnitude of the capital transfers, the following points need

to be taken into account.

a. If the government buys assets from the enterprise to be assisted, the

amount paid will normally be more than the true market price of the assets.
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The purchase of assets other than loans should be recorded at the actual
market price and a capital transfer should be recorded for the difference

between the market price and the total amount paid.

b. Governments often buy loans from financial institutions during a bailout.
Unless a loan becomes tradeable and is traded with established market
value, it is always recorded in the SNA at nominal value. Only if a market for
the loans develops and the loans are regularly traded there are they

reclassified as securities and recorded at market value.

c. When a government buys a loan at nominal value when the fair value is
much less, no capital transfer for the difference in value is recorded.
However, if there is reliable information that some loans are irrecoverable,
their value is reduced to zero as an other volume change in the balance sheet
of the corporation and a capital transfer should be recorded from government
to the corporation for their former nominal value. If there is some possibility
that some part of the loan may be recoverable in the future, the loans are
reclassified (at their zero value) from the balance sheet of the corporation to
that of the government at the time the capital transfer is recorded. If the
value of the loans subsequently increases, this is shown as a revaluation item

in the government’s balance sheet.

d. As part of a bailout, government may extend the range of guarantees it is
prepared to offer. These guarantees should be recorded as described above in
paragraphs 22.126 to 22.130 according to whether this is a one-off guarantee

or part of a standardized guarantee scheme.
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22.146 If a public institutional unit is created by government simply to
assume management of the bailout, the unit should be classified in the
general government sector. If the new unit has other functions and the
bailout is a temporary task, its classification as a government unit or a public
corporation is made following the general rules as described in the section
above on restructuring agencies. Units that purchase financial assets from
distressed financial corporations with the objective of selling them in an
orderly manner cannot be considered financial intermediaries. If the unit has
been created by government for this specific task, it is classified in the

general government sector.

Restructuring, mergers and reclassifications

22.147 When a public corporation is restructured, financial assets and
liabilities may appear or disappear reflecting new financial relationships.
These changes are recorded as changes in sector classification and structure
in the other changes in the volume of assets account. An example of such a
restructuring is when a corporation is split into two or more institutional

units and new financial assets and liabilities are created.

22.148 The purchase of shares and other equity of a corporation as part of a
merger, on the other hand, is to be recorded as a financial transaction

between the purchasing corporation and the previous owner.

22.149 Any change in the classification of assets and liabilities not related to
restructuring or changes in sector classification is recorded as a change in the

classification of assets or liabilities in the other changes in the volume of

22.146  RFHEE OFEO T DIZ (BUFIZ XV (ARIHE AL AR SN DA
M HN L RBUFF PN S D, B LWEALARE OfOBREZ A L, i
FEE N R FEEIE Z R WEAIS, ENEBUFEMIZOET 20, AWk AE
T DN BT OFASEIC OV TOR 7 2 g Tl —RIF RN HE
STREND, MH EOEBICH> TV D &g 2 7k b 5 71 CRERIT 5 A
BTG EZ AT DAL, SRR L I13E 2 by, b LEDEAL
N OFFEFEDOT-DICHIFIZ L VAR SN GE, —REBIFTMICaES
ol

B, Bk

22.147 AMIENEENFHE SN DB B LOAREER E RO L C e e
AN HBLE TR T D, S8, HMHEOEEZOM, ZOoEE
BABMEER & LTk T 5. IEAREN L EOKIEHMIZHEI S DY
HR0. FTLOWERNEE - AEDPAIESNDSLED, O X ) RFERLEOHITH
D

22.148 A7 mvAD—H & L TUHEABEORKSE DM OO S
LA BRI T DM OB ERZEINGEER SN D O ST RAIC, BEAT DA
DIENEZE L PR DT & OB OIS NS5,

22.149 A FZITEHMOEOET LY 7 LIWEE - AEOSEETIL, *
DM OEFEREE T, BEEZITAEONELE L L TERESND,

- 1481 -




assets account.

Transactions with the central bank

22.150 It is appropriate to begin by recalling the definition of the central
bank and associated explanations from chapter 4. The central bank is the
national financial institution that exercises control over key aspects of the
financial system. In general, the following financial institutions are classified

in this subsector:

a. The national central bank, including where it is part of a system of central

banks; and

b. Currency boards or independent currency authorities that issue national

currency that is fully backed by foreign exchange reserves.

c. Central monetary agencies of essentially public origin (for example,
agencies managing foreign exchange or issuing bank notes and coin) that
keep a complete set of accounts but are not classified as part of central
government. Supervisory authorities that are separate institutional units are
not included with the central bank but are included with financial

auxiliaries.

As long as the central bank is a separate institutional unit, it is always
allocated to the financial corporations sector even if it is primarily a

non-market producer.
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22.151 While the bank may be legally independent of government, it is
charged with carrying out government policy under the legislation
establishing it. The central bank is always treated as being controlled by
government and is included in the financial corporations sector as a public
corporation. It is the single exception to the rule that a unit whose output is

primarily non-market is not to be classified as a corporation.

22.152 Two types of payments by the central bank to the government require

clarification:

a. Payments made on a regular basis, usually in the form of dividends, based
on the current activity of the central bank (such as managing foreign
exchange reserves). These payments are recorded as dividends so long as
they are not abnormally higher than the sum of net interest and net
commissions receivable by the bank. Amounts in excess of this sum are to be

recorded as a withdrawal of equity.

b. Exceptional payments following sales or revaluation of reserve assets.
These payments should be recorded as a withdrawal of equity. The rationale
is that these assets are being managed as the economic property of the nation
and not of the bank itself. Their valuation affects the equity liability of the
central bank and the equity assets of the government. Holding gains on the
reserve assets (assets of the central bank) have a counterpart in the equity

liability of the central bank and the equity assets of the central government.

22.153 The measurement of output of the central bank is described in

paragraphs 6.151to 6.156. As part of government policy, the central bank
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may pay interest on deposits at artificially high or low rates. The treatment

of interest payments in this case is described in paragraphs 7.122 to 7.126

Public-private partnerships

22.154 Public-private partnerships are long-term contracts between two
units, whereby one unit acquires or builds an asset or set of assets, operates
it for period and then hands the asset over to a second unit. Such
arrangements are usually between a private enterprise and government but
other combinations are possible, with a public corporation as either party or a
private NPI as the second party. These schemes are described variously as
Public-Private Partnerships (PPPs), Private Finance Initiatives (PFIs),
Build, Own, Operate, Transfer schemes (BOOTs) and so on. The basic

principles of all are the same and are treated the same way in the SNA.

22.155 Governments engage in PPPs for a variety of reasons, including the
hope that private management may lead to more efficient production and
that access to a broader range of financial sources can be obtained. In the
contract period the PPP contractor has the economic ownership. Once the
contract period is over, the government has both economic and legal
ownership. It is not easy to establish which unit is the legal owner of an asset
during the contract period or how the implicit transactions when its economic
ownership changes should be recorded. There may be an advance agreement
on the timing of the transfer of economic ownership part way through the
service lives of the assets, under agreed terms that do not reflect market
prices of the assets. In consequence, some actual transactions may have to be

partitioned to reveal their true economic character.
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22.156 PPPs vary greatly. A general description that includes the most
common arrangement is as follows. A private enterprise agrees to acquire a
complex of fixed assets and then to use those assets together with other
production inputs to produce services. Those services may be delivered to the
government, either for use as an input to its own production (for example,
motor vehicle maintenance services) or for distribution to the public without
payment (for example, education services), in which case the government will
make periodic payments during the contract period. The private enterprise
expects to recover its costs and earn an adequate rate of return on its
investment from those payments. Alternatively, the private enterprise may
sell the services to the public (for example, a toll road), with the price
regulated by the government but set at a level that the private enterprise
expects will allow it to recover its costs and earn an adequate rate of return
on its investment. At the end of the contract period, the government may
gain legal and economic ownership of the assets, possibly without payment.
There can be many variations in PPP contracts regarding the disposition of
the assets at the end of the contract, the required operation and maintenance
of the assets during the contract, the price, quality and volume of services

produced and so forth.

22.157 The private enterprise is responsible for acquiring the fixed assets,
although the acquisition is often aided by the backing of the government. The
contract may require, however, that the assets meet the design, quality and
capacity specified by the government, be used in the manner specified by the
government to produce the services required by the contract and be

maintained in accordance with standards specified by the government.
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Furthermore, the assets typically have service lives much longer than the
contract period so that the government will control the assets, bear the risks
and receive the rewards for a major portion of the assets’ service lives. Thus,
it frequently is not obvious whether the private enterprise or the government
controls the assets over their service lives or will bear the majority of the

risks and reap the majority of the rewards.

22.158 As with leases, the economic owner of the assets related to a PPP is
determined by assessing which unit bears the majority of the risks and which
unit is expected to receive a majority of the rewards of the assets. The factors
that need to be considered in making this assessment can be broadly divided
into two groups, those associated with acquiring the asset and those
associated with using it in production. Some of the risks associated with

acquiring the asset are:

a. The degree to which the government controls the design, quality, size and

maintenance of the assets;

b. Construction risk, which includes the possibility of additional costs
resulting from late delivery, not meeting specifications or building codes and

environmental and other risks requiring payments to third parties.
Some of the risks associated with using the asset in production are:
a. Supply risk, which covers the degree to which the government is able to

control the services produced, the units to which the services are provided

and the prices of the services produced;
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b. Demand risk, which includes the possibility that the demand for the
services, either from government or from the public at large in the case of a

paying service is higher or lower than expected;

c. Residual value and obsolescence risk, which includes the risk that the
value of the asset will differ from any price agreed for the transfer of the

asset to government at the end of the contract period;

d. Availability risk, which includes the possibility of additional costs or the
incurrence of penalties because the volume and/or quality of the services do

not meet the standards specified in the contract.

22.159 The relative importance of each factor is likely to vary with each PPP.
It is not possible to state prescriptive rules that will be applicable to every
situation in a satisfactory way. The provisions of each PPP must be evaluated

in order to decide which unit is the legal owner.

22.160 Likewise, the complexity and variety of PPP contracts preclude the
enumeration of detailed rules governing the transactions to be recorded
concerning the control and use of the assets. Instead, all of the facts and
circumstances of each contract should be considered and then an accounting
treatment should be selected that best brings out the underlying economic

relationships. There are, however, a few common difficulties.

22.161 If the private enterprise is assessed as being the legal owner during

the contract period and if, as usual, the government obtains legal and
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economic ownership at the end of the contract without an explicit payment, a
transaction must be recorded for the government’s acquisition of the assets.
One general approach is for the government gradually to build up a financial
claim and the private unit gradually to accrue a corresponding liability such
that the value of both is expected to be equal to the residual value of the
assets at the end of the contract period. Implementing this approach requires
existing monetary transactions to be rearranged or new transactions to be
constructed using assumptions about expected asset values and interest

rates.

22.162 An alternative approach is to record the change of legal and economic
ownership as a capital transfer. The capital transfer approach does not
reflect the underlying economic reality as well, but data limitations,
uncertainty about the expected residual value of the assets and contract
provisions allowing various options to be exercised by either party could

make recording a capital transfer acceptable on pragmatic grounds.

22.163 If the government is assessed as being the legal owner during the
contract period but does not make any explicit payment at the beginning of
the contract, a transaction must be imputed to cover the acquisition. The
most common suggestion is that the acquisition be made via an imputed
financial lease because of the similarity with actual financial leases. The
implementation of that choice, however, depends on the specific contract
provisions, how they are interpreted and possibly other factors. For example,
a loan could be imputed and actual government payments to the private unit,
if they exist, could be partitioned so that a portion of each payment

represents repayment of the loan. If there are no actual government
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payments, then non-monetary transactions could be constructed for the loan

payments.

BRI | 2 FAT O & LTS 2 2 &SR 2725 9,

E. The public sector presentation of statistics

22.164 As described in section B, the public sector includes all resident
institutional units controlled directly or indirectly by resident government
units. In other words, the public sector consists of all units of the general

government sector plus all resident public corporations.

22.165 Statistics for the public sector can be presented both within the
sequence of accounts for institutional units and sectors or within the same
government finance framework as described in section C of this chapter,

depending on the use to be made of the statistics.

22.166 With either method of presentation, it is useful to show both
subsectors of the public sector and the entire public sector, with the total
public sector statistics shown both unconsolidated and consolidated. For
example, one column might have the statistics for the general government
sector, a second column for the aggregate of all public corporations and a
third column would have the unconsolidated totals for the entire public
sector. Depending on the flows involved, a fourth column could show the
amounts to be eliminated by consolidation and a fifth column could show the

consolidated totals for the entire public sector.

22.167 Not all flows need to be consolidated for the public sector. Because the

public sector is a mixture of market and nonmarket producers, most
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components of revenue and expense will have limited economic meaning for
the public sector. Elements of the financial account and the balance sheet are

the most likely candidates to be consolidated.

22.168 The same balancing items as stressed for the general government
sector are likely to be important for the public sector. The public sector net
operating balance (or saving in the sequence of accounts) will indicate trends
in net worth resulting from the public sector’s current operations. This is
particularly useful if there are public corporations operating at significant

losses.

22.169 Net lending or net borrowing for the total public sector is known as
the public sector borrowing requirement. Net lending indicates the net
financing supplied to either the rest of the economy or the rest of the world;
net borrowing indicates net financing obtained by the public sector from

either the rest of the economy or the rest of the world.

22.170 The balance sheet provides information of net worth, determined as
the value of total assets less total liabilities, and financial net worth,
determined as the difference between the value of total financial assets and
the total liabilities. The latter is often cited because of the public sector’s
influence on the financial system and because it is often difficult to value

government-unique non-financial assets.
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