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Background

The Electronic Discussion Group (EDG) started in July 2002 at the request of the Intersecretariat Working Group on National Accounts (ISWGNA) with the objective of determining a suitable treatment for nonperforming loans
 (NPLs) in the national accounts and the other major macroeconomic statistical systems.

The financial crises that affected several countries in the 1990s led to renewed interest in the question of how macroeconomic statistics should account for NPLs.  The original criteria used in the System of National Accounts 1993 (1993 SNA) for the treatment of loans were based on considerations such as the desirability of avoiding entries in the accounts for which there is no sound basis in observable transactions, the need for accounting practices to facilitate comparisons between different economic agents and countries, the need for valuation of loans to be consistent with the debtor's legal obligations, and the need for recommendations to be useful in measures of solvency.  However, such criteria have resulted in many cases where the national accounts do not reflect the existence of NPLs in either the flow accounts or balance sheets.

The purpose of the EDG is to determine if additional criteria should be applied to the treatment of NPLs and to ensure that they are consistent with the other major macroeconomic statistical systems (balance of payments, government finance, and money and banking statistics).  Such a treatment needs to consider all aspects, such as the definition and valuation of loans in general and NPLs in particular, loans as assets and liabilities, when such loans should be written off, and how interest accruing and arrears should be measured.
A final paper will be prepared for consideration by the ISWGNA and the IMF BOP Statistics committee.

Background papers

Four papers have been posted on the website to assist contributors:

1. A paper by Statistics Canada
 describing how they allow for loan losses in their International Investment Position (IIP) and national balance sheet accounts, by deducting allowances from the face value of claims to reflect the realizable value.

2. An IMF paper outlining international standards for impairment and provisions.
 This outlines the way in which various frameworks
 address fundamental questions such as:  what is a financial asset and liability?  What standards determine the recognition and derecognition and valuation of a financial instrument?  How should changes in the value of financial instruments including those that are impaired be recorded in income statements and balance sheets?

3. An IMF Working Paper
 discussing how banks review their loans, how the results of these reviews are translated into balance sheets through provisioning, and country practices on these issues.

4. Another IMF Working Paper
 which provides a starting point for the EDG by considering four issues:  What are NPLs?  How are loans valued?  How should cancellations and write-offs be treated?  How should interest on NPLs be treated?  In considering these questions, the paper compares and contrasts the approaches used by the international statistics manuals and the banking and accounting institutions.

Summary of main issues

The paper by Bloem and Gorter referred to in (4) above aims to promote discussion on the treatment of NPLs in macroeconomic statistics and in doing so, it considers four aspects of NPLs.
1. Identification:  Generally the manuals treat loans as being good until it is absolutely certain that they will not be repaid, although the Manual on Monetary and Financial Statistics (MFSM) does, in addition, record provision for loan losses under “other accounts payable.”

The International Accounting Standards (IAS) state that a financial asset is impaired if its carrying amount is greater than its estimated recoverable amount.  The Institute of International Finance proposes that, for world-wide external reporting, the following categories be used:
· Standard:  Credit is sound and all principal and interest payments are current.  Repayment difficulties are not foreseen under current circumstances and full repayment is expected.

· Watch:  Asset subject to conditions that, if left uncorrected, could raise concerns about full repayment.  These require more than normal attention by credit officers.

· Substandard:  Full repayment is in doubt due to inadequate protection (e.g., obligor net worth or collateral) and/or interest or principal or both are more than 90 days overdue.  These assets show underlying, well-defined weaknesses that could lead to probable loss if not corrected and thus risk becoming impaired assets.

· Doubtful:  Assets for which collection/liquidation in full is determined by bank management to be improbable due to current conditions and/or interest or principal or both are overdue more than 180 days.  Assets in this category are considered impaired but are not yet considered total losses because some pending factors may strengthen the asset’s quality (e.g., a merger, new financing, or capital injection).
· Loss:  An asset is downgraded to Loss when management considers the facility to be virtually uncollectible and/or when interest or principal or both are overdue more than one year.
2. Valuation:  The manuals do not revalue loans until they fail or are renegotiated.  The 1993 SNA requires that financial assets should have the same value whether they appear as assets or liabilities, but this consistency is not maintained in the recommendations of the banking and accounting institutions.  The 1993 SNA also makes an arbitrary distinction between loans that are marketable valued at market value and nontraded loans, which are not revalued, unless they fail.  The MFSM recommends that memorandum items show interest arrears, and expected loan losses.
The IAS recommends an adjustment to asset values to account for impairment.

3. Treatment of write-offs:  In the 1993 SNA, the cancellation of a loan by mutual agreement is a capital transfer, but the writing off of a loan is “another change in volume of assets.” If a loan is rescheduled, the new value is the basis for valuation, with the difference showing as a holding gain/loss.  Provisions for bad debts are not recorded.  Most “other changes in volume” are the result of catastrophic circumstances, but these losses are normal, most likely covered by risk premiums, so it is suggested that the income of banks is overstated.
The banking and accounting institutions offer three methods of dealing with impaired loans:  (1) Expense impairment against current income using a provision, which creates a matching liability; (2) Do not expense against income, but make an appropriation from retained earnings into ‘reserves.’ This leaves an enterprise’s capital unaffected until the loss actually materializes; and (3) Expense impairment against current income and diminish the net value of loans.

4. Treatment of interest.  None of the manuals give guidance on whether interest accruing on impaired loans should continue to be recorded, but from the 1993 SNA’s lack of acknowledgement of such loans prior to failure or renegotiation, it can be inferred that accrued interest should be recorded as long as the loan remains on the books.  The MFSM is more explicit, stating that overdue interest should be recorded and expected loan losses and interest arrears should be shown as memorandum items.
The IAS says that after a financial asset has been written down, interest income should be based on the original effective interest rate, and the Sound Practices of the Basel Committee on Banking Supervision recommends that a bank should cease to accrue interest according to the terms of the contract when a loan is recognized as impaired.
In conclusion, the paper recommends that the 1993 SNA should provide memorandum items on the value of provisions for NPLs and, in the longer run, revisit the valuation principles based on the market/nonmarket distinction.
It also offers a number of possible issues for discussion not necessarily an exhaustive list summarized below.

· What should be the definition of a NPL?
· Which is the most appropriate option for loan valuation in the national accounts and other macroeconomic statistics:  (1) Continue the present 1993 SNA conventions; (2) Change the rules to reflect provisions for nonperformance and (3) Continue the current approach but show provisions for nonperformance as memoranda items.

· Should the international statistics manuals contain more criteria on when loans should be written off?

· Should the international statistics manuals be changed to allow price fluctuations in loans that are expressed in national currency?  How should this be implemented in practice?

· Would it be more consistent to treat the write-off of bad loans as price changes rather than other changes in volume?  (given that quality changes in traded financial instruments cannot be distinguished separately from price changes).

· Should the national accounts cease to record interest accrual on impaired loans?
· Should the international statistics manuals define an income concept that includes expected or actual losses on financial claims?  If so, should there be a difference between ‘normal’ and ‘catastrophic’ losses?
Summary of EDG contributions to date:

Contributions have been actively sought via e-mail, the distribution of flyers at relevant meetings, and personal contacts from persons and organizations considered to have an interest in the issue.  In total, 21 contributions, including comments, have been received.  These are all posted on the EDG website at http://www.imf.org/external/np/sta/npl/eng/discuss/index.htm.  The contributions summarized below are attributed to individuals unless it is clear they are representing their respective organizations.
Broad issues

Ralph Kozlow:  This contribution considers three issues:  the treatment of loan principal, loan interest and operating surplus.  It recommends that for creditors the IIP data on loan principal be shown at nominal values for individual countries and that a global level adjustment be made to reflect the difference between these nominal values and market values.  This is because market values are difficult to estimate and any errors in the estimates would be offset at a global level, and also that disclosure of estimated market values at a bilateral level could affect financial markets.  The IIP data for debtors should be presented in the same way but establishing market values in this case is even more difficult as debtors do not know the market value of their debt, whereas creditors have often established reserves on NPLs.  It also notes that market valuation affects not just NPLs but also good loans whose value could be above face value if the debtor’s credit worthiness has improved or market interest rates have declined.
It recommends that interest not be recorded on loans that are in nonaccrual status and for those loans that are substantially in arrears but not yet in nonaccrual status interest should be recorded on a cash flow basis.  Existing country practices should be used for determining nonaccrual status but these practices should be transparent and countries should provide metadata.
In general, losses are capital and do not affect operating surplus, but some proportion of these losses could be viewed as ordinary and necessary i.e., “expected” and be deducted from output and hence value added.  A similar approach is being considered with respect to insurance.

Pablo Mandler and Daniel Finzi:  This contribution looks at the relationship between financial intermediation services indirectly measured (FISIM) and NPLs, and how NPLs and interest arrears could be presented in the national accounts.

It asserts that if interest rates include a premium for possible defaults and FISIM is calculated without adjusting these rates, then output, value added and operating surplus of financial institutions will be over valued.  Implying that “expected” losses should be excluded from output.

It recommends that loans be measured at nominal value as required with additional data on NPLs and provisions for impairment, by sector for both debtor and creditor.  Also interest arrears should be identified for each accrual interest flow.
Carmencita Santos:  Asserts that the nonrecognition of loan loss provisions in the 1993 SNA and the recording of these in other accounts payable in the MFSM (they are not liabilities!) has always created problems for bank supervisors who treat these as a deduction from gross loans.  Assets and liabilities data compiled by research departments are always overstated compared with the figures used by supervision departments.  Accounting practices (IAS 39 and Basel Sound Practices for Loan Accounting) require that impairment be recognized so why should SNA ignore it?
Derick Cullen:  Contends that the SNA does users a disservice just when they need clarity in times of financial stress.  The SNA therefore needs to move towards fair value concepts for assets other than securities.  Using nominal values in times when collateral values are deflating sends no formal signal of difficulties.  Similarly, any recovery phase is difficult to discern under the SNA accounting rules.
Phillip Turnbull:  The definition of NPLs should follow banking supervision practice and use commercial accounting conventions for loans written off.  The manuals should change loan valuation rules to reflect nonperformance, but use the memoranda approach in the meantime.  “Expected” losses should be deducted from income, although interest should continue to accrue on impaired loans in general.
Isaac Svartman:  Suggests that the SNA standard towards provisioning is not useful in the current environment and should be revised to incorporate either the fair value or the provisioning approach.  He prefers the provisioning approach to quantify impairment as it is less complicated than the fair value standard and is likely to give a better estimate particularly in emerging economies where loans are generally short term and market interest rates are not easily determinable.  Specific loan loss provisions should be reported as a contra asset.

Olivier Frecaut:  Provides support for the SNA quadruple bookkeeping approach versus the double-entry system in supervisory accounting.  The former emphasizes the fact that the losses incurred by the banking sector when loans are written off are not losses to the whole economy but are transfers to the corporate or some other sector.  He makes particular reference to the conclusion of the Krueger paper:  “The differences (between developing supervisory and accounting standards and the SNA) could provide the potential for fruitful cross-harmonization between the standards, involving SNA taking a more realistic stance regarding impairment and the accounting and supervisory standards being structured systematically to support statistical aggregations and comparisons between institutions and sectors.”

Yanfei Ye:  Discusses the treatment of NPLs in China and suggests that NPLs be split into two categories:  “recurrent” caused by normal factors and “one-off” caused by external events.  The SNA should treat the first like a price change and the second as a volume change.  He then offers arguments for and against allowing NPLs to affect the SNA production and income accounts and invites contributors to discuss the merits of his arguments.

Australian Bureau of Statistics:  Offers the view that in order to answer the general question of loan valuation in the SNA, we need to go back to the basic SNA principals of market pricing, accrual recording and symmetry between parties in any transaction.  The current SNA treatment of NPLs is not useful in times of financial crises and the market valuation principal should be applied to loans.  It may be useful to add the level of contractual obligations in a memorandum after all, in assessing credit risk, it is no great help to know that a country, say, has low liabilities because creditors have given up hope of getting their money back but the market (or fair value) principal should prevail for both loan valuation and interest accrual.  The latter being measured at market loan prices and market yields.
NPL definition, provisioning and country practice

Draft Compilation Guide on Financial Soundness Indicators (IMF)

This is available at http://www.imf.org/external/np/sta/fsi/eng/guide/index.htm and its primary purpose is to provide guidance on concepts and definitions, and sources and techniques, for the compilation and dissemination of Financial Soundness Indicators (FSIs).  These are indicators of the current financial health and soundness of the financial institutions in a country and of their corporate and household counterparts.
The Guide is useful for the NPL EDG as it provides a suggested classification of loans (and other assets) as nonperforming, and guidance on the treatment of loan loss provisions in the income and expense and balance sheet statements.
Johan van den Heever:  Suggests that NPLs should be those that are overdue by three or more months or where other information suggests an inability to repay.  Balance sheet positions should indicate both gross loans and specific provisions against these loans.  For income statement purposes accrued interest should be offset with an “interest income provision.” Specific provisions against principal should also flow through the income statement and general provisions should be identified with capital and reserves.

Kadri Manasoo:  Discusses provisioning practices, indicating a preference for recognition of impairment through provisioning to indicate both gross and net positions.
Petra Davidova:  Provides an outline of the rules for assessing receivables and creating provisions in the Czech Republic.

	Classification
	Provision
	Criteria

	Standard
	
	

	Watch
	1%
	

	Substandard
	20%
nonperforming
	90-180 days overdue

	Doubtful
	50%
nonperforming
	180-360 days overdue

	Loss
	100%
nonperforming
	>360 day plus other


Ludmila Mjagkiha:  Latvia has a similar approach, although the substandard classification covers loans 31–90 days overdue and provisioning levels are higher.  (10, 30, 60, and 100 percent, respectively);
Karmen Kuncich:  Slovenia also uses a five group classification but with provisioning levels of 10, 25, 50, and 100 percent respectively and the last three groups accrue income on a cash basis.  However, it only refers to the last two categories as NPLs.

V. Subramanyam:  Suggests that because of the wide variety of country practices in defining nonperforming assets, it is not advisable to prescribe a set of common definitions, but users should rely on country practice and associated documentation.  He notes that adequate provisioning can be supported by tax policy relating to the deductibility of these provisions.  As uncollected interest on NPLs is normally excluded from income, the policy on this issue should also be well documented and the amount indicated as a memorandum item.  Specific loan loss provisions should be reported as a contra asset.
A response to this from Inwon Song disagreed with the view of accepting country definitions saying that a common set of definitions would be very useful for cross country comparability.
Related issues

Hiroyasu Ando (Japan):  raised the case of an issuer of bonds deferring interest and principal and, as a consequence, the bonds becoming nontradable.  In practice the compilers of the IIP in Japan received data on these bonds in two forms:  “internally assessed values” and book value.  He is looking for suggestions from the group on how such bonds should best be valued.
Deficiencies in the coverage of the discussion

There have been a limited number of responses addressing the broader issues, especially those relating to the shortcomings of the 1993 SNA with respect to NPLs.  The response from national accountants often has been along the lines of:  “This is not an issue which affects us as we do not produce balance sheets at this time.” This leads me to conclude that there are likely to be inadvertent errors in many national accounts, because the interest flows implicit in the FISM calculations are likely to exclude interest on NPLs in line with the banking regulations of the country concerned.  If national accountants and business survey statisticians do not specifically request interest flows gross of deductions for interest accrued on NPLs, then they will, by default, collect data which reflect national banking practices rather than those which reflect the present 1993 SNA requirements;
The way forward

Before any sort of consensus can be reached on the treatment of NPLs in macroeconomic statistics, a larger number of responses are required.  The IMF has established a working group to consider loan valuation, and other organizations are known to be working on this issue.  A selected number of national statistics offices will be approached with the aim of eliciting a greater number of responses covering the national accounting issues and the deadline for completion of the EDG has been extended for this purpose.
�	Also called impaired loans.


�	Treatment of Allowances for Loan Losses and Non-performing Loans. Art Ridgeway. Statistics Canada October 2001.


�	International Standards for Impairment and Provisions and their Implications for Financial Soundness Indicators (FSIs), Russell Krueger, July 2002.


�	Such as The System of National Accounts 1993 (1993 SNA), Monetary and Financial Statistics Manual (MFSM), International Accounting Standards (IAS), the Joint Working Group of Standard Setters (JWG) and the Basel Committee on Banking Supervision (BCBS).


�	WP/00/195. Loan review, Provisioning and Macroeconomic Linkages. Cortavarria, Dziobek, Kanaya, and Song, December 2000.


�	WP/01/209 The Treatment of Nonperforming Loans in Macroeconomic Statistics. Adriaan Bloem and Cornelis Gorter, December 2001.
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