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Forewora

Louis Kasekende
MEFMI Executive Director

Consistent macroeconomic data is critical for evidence-based economic policy
making. In light of this, Financial Programming and Policy (FPP) remains a key
analytical tool in the MEFMI region as it enables data collection, processing and
analysis among the four (4) macroeconomic accounts (National Accounts; Statement
of Government Operations; Balance of Payments; and Depository Corporation
Survey). It also allows for the interrelations between these accounts in an integrated
and consistent manner. FPP can be used to simulate the short-run and long-run
effects of certain shocks to the economy’s real growth rate, budget deficit, and the
balance of payments position. Various policy exercises are suggested in this manual
and illustrations are provided on the impact of key macroeconomic variables.

In recent years, MEFMI has received numerous capacity building requests from
member countries in this area. Among other factors, the identified capacity gaps
have been a result of high staff turnover in the region, new developments in the
area and revisions of manuals guiding the four (4) macroeconomic accounts. As
a result, some MEFMI member countries lack consistent frameworks suitable for
policy analysis which are critical for economic development.

This manual therefore seeks to serve as a step-by-step instructional guide when
developing an operational FPP for countries in the region. It also aims to provide
useful techniques for consistency checks between the four (4) macroeconomic
accounts and help member countries to present data based on the latest
international statistical manuals.

The scope of the manual includes an introduction to a basic financial programming
model; the structure of national accounts, statement of government operations,
balance of payments and depository corporation survey; interrelations among
macroeconomic accounts; and an overview of forecasting within a financial
programming framework. The point of departure and major orientation of this
manual is a special focus on the situation of MEFMI countries with deliberate efforts
to put the whole financial programming framework within the regional context.

It is MEFMI's expectation that the manual will be used as a valuable tool for various
levels of officials in the region who are involved in the compilation and analysis of the
four (4) macroeconomic accounts data. We also envisage that the manual will provide
countries with skills required to develop evidence-based economic policies which
are critical for poverty reduction and economic growth. The adoption of consistent
policies and frameworks will assist to achieve and maintain macroeconomic stability
and hence, contribute to the goal of rapid and sustained growth.

Louis Kasekende
EXECUTIVE DIRECTOR

MEFMI - Macroeconomic and Financial Management Institute of Eastern and Southern Africa
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Executive Summary

Nowadays, profound changes are increasingly occurring in all areas of the world economy. While the industrialised and
emerging economies are able to contain the multiple external and internal shocks generated by these changes, the
MEFMI region still faces difficulties. Faced with the challenges of globalisation, sluggish growth and uneven economic
development, debt risk due to improved access to international financial markets, deepening poverty, fiscal risks and
other policy challenges, the region requires a basic tool for measuring accounting relationships. This tool should be able to
integrate macroeconomic accounts to provide a framework for analysis, help to ensure consistency in the macroeconomic
policies, guide an orderly adjustment through early adoption of corrective policy measures, provide for appropriate
amounts of financing and forecast based on the assumptions associated with the economic policies. Macroeconomic
disequilibrium usually manifests itself in unsustainable fiscal and balance of payment gaps, rising inflation, and low or
negative output growth. The measures usually employed include monetary, fiscal, and exchange rate policies.

In 2019, the global and regional developments have had contagion effects on MEFMI member countries. Furthermore,
the region is also prone to extreme weather conditions which saw some countries declaring 2019 as a drought year while
others were adversely affected by the intensity of cyclone Idai and hurricane Kenneth. These developments are expected
to put pressure on the fiscal and external positions of member countries, and in turn, minimize growth prospects in the
region. With the outbreak of the COVID-19 pandemic in early 2020, the region is facing new challenges such as averting
the risk of an economic recession and significant increase in unemployment. Many economies imposed economic
lockdowns, travel restrictions and had to create additional fiscal space for stimulus packages, tax concessions, credit
guarantee facilities, deferred payments, and salary subsidies, amongst others.

In light of this, it is also important for countries to institutionalise financial programming as a policy management
tool. To do this, there is a need for close cooperation between the institutions responsible for the formulation and
implementation of economic policy. Close cooperation in policy formulation and implementation will ensure that fiscal
and monetary developments are in harmony. Consistent macroeconomic data is critical for evidence-based economic
policy making. Financial Programming remains a key analytical tool in the MEFMI region as it enables data collection,
processing and analysis among the four macroeconomic accounts (National Accounts; Government Finance Statistics;
Balance of Payments; and Monetary and Finance Statistics). It also allows for the interrelations between these accounts
in an integrated and consistent manner.

The importance of imparting skills in the area of financial programming and policy in the region in a simplified and guided
step-by-step process remains a priority for MEFMI. The objective of this manual is to serve as an instructional guide when
developing an operational Financial Program. The manual also provides useful techniques for consistency checks among
the four macroeconomic accounts, and helps member countries present data based on the statistical manuals produced
by the International Monetary Fund.

MEFMI - Macroeconomic and Financial Management Institute of Eastern and Southern Africa
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CHAPTER ONE

THE BASIC FINANCIAL
PROGRAMMING MODEL

1.1 Introduction

A financial program refers to a set of policy measures designed to achieve certain macroeconomic goals. The goals
can simply be to maintain the existing level of economic activity or, in case the economy is in disequilibrium, to restore
equilibrium between aggregate domestic demand and supply.

Macroeconomic disequilibrium usually manifests itselfin unsustainable fiscal and balance of payment gaps, rising inflation,
and low or negative output growth. The measures usually employed include monetary, fiscal and exchange rate policies.
While it is common to prepare an active financial program, one can also use financial programming passively. In an active
financial program, the aim is to identify the desired policy measures in order to achieve given objectives. The passive
program can also be referred to as a baseline scenario, which entails forecasting based on the assumption of unchanged
economic policies. In the baseline scenario forecasting, it is imperative to take into account available information about
the economy and its projected course.

Where macroeconomic imbalances exist, some adjustment will be necessary, and a financial program can be used to
guide an orderly adjustment through early adoption of corrective policy measures and provision of appropriate amounts
of financing.

A financial program is constructed using an integrated system of macroeconomic accounts namely, national accounts,
balance of payments, statement of government operations, and the monetary accounts. These accounts provide a
framework for analysis and help to ensure consistency in the macroeconomic policies. The accounting framework can be
complemented with behavioural relationships.

The accounting relationships among the various accounts is summarized in the flow-of-funds account, which functions as
a control measure to ensure that any sector that spends beyond its income is financed by the savings of other sectors,
and that excess spending by the entire economy is only possible if external financing is available.

1.2 The Basic Financial Programming Model

The basic financial programming model relates the balance of payments with domestic bank credit in a manner that
generates domestic credit targets that are necessary to achieve targeted balance of payments objectives. The balance
of payments objectives are primarily measured in terms of changes in official foreign exchange reserves. An increase in
foreign exchange reserves occurs when inflows of financial resources from the rest of the world exceed outflows and the
opposite occurs when inflows of financial resources fall short of outflows.

The model is built by a comprehensive set of accounting identities and behavioural relationships among macroeconomic

variables. The first basic relationship is derived from the consolidated account of the banking sector - the depository
corporations’ survey. This accounting identity

15
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highlights the fact that money supply (M) must equal net foreign assets (NFA), net domestic assets (NDA) of the depository
corporations and other items net (OIN).

M3 = NDA + NFA +OIN [1.1]

Where

M3 is broad money

NDA is net domestic assets (credit)
NFA is net foreign assets

OIN is other items net

From equation [1.1], it follows that:

AM = ANDA + ANFA + AOIN [1.2]
The central bank balance sheet is expressed as follows:
RM = NFA + NDA + OIN [1.3]

Where

RM is reserve money

NFA is net foreign assets
NDA is net domestic assets
OIN is other items net

It follows that:
ARM = ANFA+ ANDA + AOIN [1.4]

Reserve money or high-powered money is the monetary liability of the central bank. It is made up of the currency outside
the central bank and deposits of other depository corporations at the central bank.

If we factor out ANFA in equation [1.4] we get
ANFA = ARM - ANDA - AOIN [1.5]

A change in the foreign exchange reserves is positive when the change in domestic assets of the central bank is less than
the change in reserve money.

Since the change in foreign reserves reflects the overall balance of payments position, then when foreign reserves are
increasing, the balance of payments is generating overall surpluses, which is being added to international reserves, and
the opposite becomes true if the balance of payments is generating overall deficits and thus, depleting international
reserves.

Equation [1.5] shows how the balance of payments is related to the change in reserve money and change in net domestic
assets of the central bank. It highlights the fact that a change in net international reserves can only be positive if the
change in net domestic assets of the central bank is less than the change in the stock of reserve money. This means that
monetary policy has an important role to play in the pursuit of balance of payments objectives.

MEFMI - Macroeconomic and Financial Management Institute of Eastern and Southern Africa



In a broader context represented by equation [1.1], a change in the net foreign assets of the banking system can only
be positive if the change in net domestic assets is less than the change in money supply. This is the basis upon which
the central bank domestic assets ceilings are set in order to achieve balance of payments objectives. Such ceilings have
featured in most International Monetary Fund (IMF) supported economic adjustment programs.

Next is a behavioural equation that represents the demand for money function. In its simple form, demand for money is
presented as a function of nominal income, Y.

AMD = kAY [1.6]

Where

k'is the inverse of income velocity of money and
MD is demand for broad money.

The final equation presents the flow equilibrium of the money market - assuming that the money market always
clears.

AMD = AMS [1.7]

Where

MS refers to the broad money supply

The relationship depicted by equation [1.7] enables the central bank to target the supply of money that is
consistent with income. The nominal income in equation [1.6] has two elements, real income y and the price level

p.
Y=pxy [1.8]

By targeting nominal income, the central bank therefore also targets the evolution of the price, depending on the level of
real income. For a given amount of money supply, the low level of real income generates a higher price, and the opposite
happens when real income is high.

The practical effectiveness of the framework we have just discussed, depends on the stability or predictability of
velocity of money circulation and money multiplier, which might have been shaken by the transformative technological
advancements in financial services that have taken place in the past two decades.

Besides the instability of velocity of money circulation and reserve money multiplier, the nominal income, upon which
the forecasts of broad money and reserve money supply are constructed, is a product of forecasting, which implies that
actual levels of broad money and reserve money supply may turn out to be different from the forecasted levels for the
same target of foreign exchange reserves. This means that, although the credit ceilings may be observed, the required
levels of foreign exchange reserves may not be achieved. This calls for setting a target of minimum foreign exchange
reserve assets, as an additional target, and this has featured in most IMF supported adjustment programs, just like the
NDA ceilings.

In addition to ensuring that the balance of payments takes a sustainable path, the floor benchmarks under the level
of foreign official reserves, serve as a tool for keeping authorities from intervening excessively in the foreign exchange
market in order to defend the value of the domestic currency. A market determined exchange rate is essential for the
maintenance of external competitiveness, and growth using the existing resources.
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1.3 Extension of the Basic Financial Programming Model

The basic financial programming model generates targets of change in international reserves as part of restoration and/
or sustenance of external equilibrium. This is primarily achieved by containing domestic absorption within levels that are
consistent with national disposable income.

The change in international reserves represents the overall balance of payments position and therefore, the net
international reserves target coming from the basic financial programming model can be expanded to program the entire
balance of payments as shown in the identity.

ANIR = CAB + FKT + FDI + NFB [1.9]

Where

CAB is the current account balance,

FKT is foreign capital transfers,

FDl is foreign direct investment and

NFB is net foreign borrowing of non-central bank sectors.

It should be noted that because in identity [1.9] NFB refers to borrowing, a positive change implies increase in
financial liabilities or decrease in financial assets. It is on this ground that NFB and NIR (which is defined as a
financial asset) take opposite signs if placed on one side of the identity.

0 =CAB + FKT + FDI + NFB - ANIR [1.10]

Once ANIR is set as a target, the right-hand side of equation [1.10] is programmed to generate that target. For instance,
in a case where the objective of the financial program is to restore external equilibrium - i.e. to get the economy out of
unsustainable balance of payment deficits - policies that will increase exports, reduce imports and attract capital inflows
may be necessary, in order to generate increase in foreign exchange reserves sustainably.

The national accounts are brought into the basic financial programming model through the identity that underscores the
relationship between gross disposable income, domestic absorption and the external balance.

GDP =FCN + INV + EXP - IMP [1.11]

Where

GDP is gross domestic product;

FCN is final consumption;

INV is gross capital formation, which includes gross fixed capital formation and change in inventories;
EXP is exports of goods and non-factor services and

IMP is imports of goods and non-factor services.

GNI = GDP + NFY [1.12]

Where

GNI is gross national income and
NFY is net factor income from abroad

GNDI = GNI + FCT [1.13]
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Where

GNDI is gross national disposable income and

FCT is foreign current transfers

By substitution we get identity [1.14]

GNDI = FCN + INV + EXP - IMP + NFY + FCT [1.14]

The right hand side of identity [1.14] is made up of two components namely: domestic absorption (A)
A=FCN +INV [1.15]

and current account balance (CAB)

CAB = EXP - IMP + NFY + FCT [1.16]

Thus, the current account can be expressed in terms of gross national disposable income and absorption as
follows

CAB =GNDI -A [1.17]

Combining [1.16] and [1.17] gives an expression, which relates change in reserves with domestic absorption
ANIR = GNDI - A + FKT + FDI + NFB [1.18]

Identity [1.18] implies that the balance of payments will worsen to the extent that domestic absorption exceeds
disposable income and change in foreign liabilities of the non-central bank sectors. Linking this with identity
[1.17] indicates that credit ceilings can be used to control domestic absorption to achieve domestic and external
balances. In other words, ceilings on domestic assets of the banking system can be used to align supply with

domestic demand such that the resulting resource gap can be sustainably filled by the savings of non-residents
represented by FKT + FDI + NFB.

Fiscal policy is introduced by first expanding foreign financial account of the balance of payments and domestic
bank credit from the depository corporations’ survey. Net foreign borrowing can be divided into government
borrowing NFBg and non-government borrowing NFBp.

NFB = NFBp + NFBg [1.19]

Domestic credit of the banking sector can also be divided into net government bank borrowing NDCg and non-
government domestic bank borrowing DCp

ADC = ADCp + ANDCg [1.20]
Assuming that government borrowing from domestic non-bank sources is constant, total government financing
can be seen as the sum of government foreign borrowing and domestic bank and non-bank borrowing, hence the

following government budgetary constraint:

GVE - GVR = NFBg + ANDCg + PBRg [1.21]

-
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Where

GVE stands for government total expenditure,
GVR for total government revenue and
PBR for government net borrowing from non-banks.

This identity shows, in the light of identity [1.20], the importance of setting ceilings on government borrowing
from the banking system in order to achieve balance of payments objectives.

In early years of Tanzania's program with the IMF, for instance, the set of program ceilings included lending to
central government and public enterprises because the enterprises were taking up large proportions of domestic
credit of the banking system. Successive tightening of credit to the enterprises, coupled with structural reforms
reduced their share of credit to negligible amounts and therefore, the enterprises ceased to appear in the
domestic credit ceilings.

Ceilings on credit to government serve as a tool for managing domestic demand within levels consistent with
supply. They also serve as a long-term mechanism for increasing existing factor productivity and expanding the
productive capacity of the economy by redirecting the flow of credit from the less-productive public entities to
private enterprises. As in the case of Tanzania, this may have to be supported by restructuring of the public sector
and streamlining the intermediation infrastructure.
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CHAPTER TWO

THE STRUCTURE OF
NATIONAL ACCOUNTS

2.1 Introduction

The System of National Accounts (SNA) consists of a coherent, consistent and integrated set of macroeconomic accounts,
balance sheets and tables based on a set of internationally agreed on concepts, definitions, classifications and accounting
rules. It provides a comprehensive accounting framework within which economic data can be compiled and presented in
a format that is designed for purposes of economic analysis, decision-taking and policy making.

The national accounts statistics cover transactions of all resident economic units for a specific period of time. Although
they are commonly seen in their aggregate forms such as GDP, GNI and GNDI, these statistics can be presented for
each institutional unit and are commonly consolidated by industry or sector classification. SNA defines a transaction
as an economic flow arising from interaction between institutional units by mutual agreement or an action within an
institutional unit that is analytically useful to be treated like a transaction, often because the unit is operating in two
different capacities. Residence of an economic agent is determined on the basis of the country in which the agent's
predominant economic interest lies (Annex 1).

The general principle in national accounting is to record transactions on accrual basis, i.e. when claims and obligations
arise, get transformed or get cancelled. Accrual accounting requires that all transactions be recorded, even if they do
not involve cash flows. Discussion in the rest of this chapter is arranged according to the sequence of national accounts.

2.2 The sequence of national accounts
2.2.1Current accounts

The current accounts record the production of goods and services, the generation of incomes by production, the
subsequent distribution and redistribution of incomes among institutional units or sectors, and the use of incomes for
purposes of consumption or saving. In the following part of this chapter, we are going to discuss the key macroeconomic
aggregates with their corresponding accounts in the system of national accounts.

2.2.20utput, value added and gross domestic product
Output, value added and intermediate consumption are items in the production account of the system of national
accounts. This account records the activity of producing goods and services with output being recorded as resource

and intermediate consumption, as use. The balancing item in this account is gross value added - defined as the value of
output less the value of intermediate consumption.
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VA=0P-IC [2.1]
Where
VA is value added

OP is output
|C is intermediate consumption

Output is measured differently depending on whether the unit engaging in production is established for production of
market or non-market products. In the case of a market establishment, output is measured by the value of sales plus
goods added to inventories. On the other hand, output for non-market establishment is measured as cost of production,
i.e. the sum of intermediate consumption, compensation of employees and consumption of fixed capital. Establishments
are considered to be non-market if they are created to produce goods and services supplied without charge or sold at
prices that are not economically significant. Falling under this category, are government and non-profit entities. The value
of output of the general government and non-profit institutions serving households is therefore measured as cost of
production as shown in identity [2.2].

OP = COE + IC + CFK [2.2]

Where

COE is compensation of employees
CFKis consumption of fixed capital

The rest are as defined above. If we apply the value added formula in identity [2.1] to a non-market establishment, gross
value added becomes the sum of compensation of employees and consumption of fixed capital.

VA = COE + CFK [2.3]

Intermediate consumption refers to the value of the goods and services consumed as inputs in the process of
production, excluding fixed assets whose consumption is recorded as consumption of fixed capital. Value added - the
balancingitemin the production account — is obtained as output minus intermediate consumption for an institutional unit,
sector, or industry. It measures the value created by production and can be computed without deducting consumption
of fixed assets as gross value added or with consumption of fixed assets deducted as net value added. The sum of the
gross values added by all producers in the economy is gross domestic product (GDP).

GDP = JVAi [2.4]
GDP can be compiled by individual units and can be aggregated by institutional sectors or activities (industries). The

consolidated production account presents GDP from the production side and therefore it corresponds with GDP from
production approach. Table 2.1 shows a typical presentation of GDP production approach by activity.
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Table 2. 1: GDP by activity - current prices (billions of shillings)

2009
GDP at 2015 Prices by Economic Activity
Economic Activity
Agriculture, Hunting and Forestry 19,947
Crops 9,568
Livestock 5,982
Forestry and hunting 2,339
Fishing 2,058
Industry and construction 14,135
Mining and quarrying 2,731
Manufacturing 5,010
Electricity, gas 598
Water supply 345
Construction 5,452
Senices 25,134
Trade and repairs 5,813
Hotels and restaurants 1,168
Transport 4,749
Communications 768
Financial intermediation 2,538
Real estate and business senices 3,653
Public administration 3,021
Education 1,596
Health 1,061
Other social and personal senices 765
Gross value added before adjustments 59,216
less FISIM 0
Gross value added at constant 2001 basic prices 59,216
Add Taxes on products 5,959
GDP at constant 2015 market prices 65,175

2010

20,585
10,032
6,058
2,418
2,077
15,432
2,929
5,458
678
353
6,014
27,104
6,392
1,211
5,258
956
2,858
3,958
2,870
1,697
1,097
808
63,121
0
63,121
6,183

69,305

2011

21,097
10,378
6,097
2,494
2,128
17,258
3,105
5,822
647
348
7,335
29,333
7,097
1,258
5,478
1,035
3,273
4,081
3,317
1,788
1,152
853
67,688
0
67,688
6,934

74,622

2012

21,807
10,821
6,213
2,582
2,191
17,987
3,315
6,067
669
358
7,578
31,224
7,371
1,344
5,710
1,267
3,444
4,346
3,623
1,923
1,285
910
71,018
0
71,018
6,962

77,980

2013

22,408
11,298
6,512
2,700
1,899
19,872
3,465
6,293
724
368
9,023
32,809
7,682
1,356
6,051
1,414
3,406
4,761
3,974
1,928
1,245
991
75,089
0
75,089
8,179

83,268

2014

23,952
12,360
6,830
2,829
1,933
21,057
3,687
6,920
815
382
9,253
35,864
8,444
1,398
6,578
1,560
3,764
5,253
4,242
2,186
1,350
1,088
80,873
0
80,873
8,001

88,874

2015

25,235
13,296
7,168
2,924
1,846
23,104
4,056
7,412
799
391
10,447
38,147
8,748
1,422
6,930
1,681
4,189
5,652
4,549
2,413
1,419
1,144
86,485
0
86,485
7,865

94,349

2016

26,436
14,014
7,516
3,039
1,867
25,818
4,357
8,213
869
418
11,961
40,550
9,261
1,480
7,325
1,719
4,236
6,295
4,794
2,665
1,498
1,278
92,804
0
92,804
8,025

100,828

2017

28,012
14,918
7,887
3,185
2,023
28,574
4,589
8,890
878
453
13,765
42,691
9,821
1,528
7,816
1,824
4,115
6,799
4,907
2,859
1,612
1,410
99,278
0
99,278
8,393

107,670

2018

29,770
16,006
8,277
3,358
2,129
31,623
4,843
9,626
902
487
15,765
45,382
10,432
1,578
8,354
1,940
4,239
7,358
5,132
3,074
1,734
1,540
106,775
0
106,775
8,392

115,168

Gross value added is a source of primary incomes. It is carried forward from the output account to the generation

of primary income account, an account that shows the destination of the incomes generated by resident institutional

units or sectors. The generation of income account can be compiled for establishments and industries, as well as for

institutional units and sectors. The value added is distributed to labour as compensation of employees, government as

taxes on production and imports minus subsidies and capital as operating surplus and mixed income.

VA = COE + OSM + TPI

Where

OSM is operating surplus and mixed income

TPl is taxes on production and imports

The rest are as defined above.

[2.5]

Compensation of employees refers to total remuneration, in cash or in kind, payable by an enterprise to an employee
in return for work done by the latter during the accounting period. It is made up of two components: a) wages and

salaries; and b) social contributions paid into a social insurance scheme by the employer.
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Taxes on production and imports are taxes levied on goods and services at the time they are produced, sold or
imported, or possibly on other occasions, together with taxes which become due as a consequence of engaging in
production.

Operating surplus and mixed income is computed as balancing items. This is surplus or deficit accruing from
production before taking account of any interest, rent or similar charges payable on financial or tangible, non-produced
assets borrowed or rented by the enterprise, or any interest, rent or similar receipts receivable on financial or tangible,
non-produced assets owned by the enterprise.

Operating surplus refers to the part that accrues to incorporated enterprises while mixed income refers to the part that
accrues to unincorporated enterprises owned by households. It is described as mixed income because these enterprises
do not maintain accounts, and therefore it is not possible to separately identify compensation of employees from the
return to the owner as entrepreneur. It is also not possible to impute ratios on the basis of the corporation sector
because the conditions of unincorporated enterprises owned by households are different from those of corporation
sector.

Because the generation of income account presents the incomes from the perspective of the paying unit, if presented
by sector, each sector will show how much of the primary income it paid out to the factors of production and the
government. In this case, the household sector, the primary income paid will appear under unincorporated enterprises
owned by households.

By showing how value added is paid out as compensation of employees, taxes on production and imports, and operating
surplus and mixed income, the generation of primary income account underscores the equivalence of GDP measured
from production side and GDP measured from the income side.

2.3 Allocation of primary income and the national income

The allocation of primary income account focuses on resident institutional units or sectors in their capacity as recipients
of primary incomes. This account does not have direct link with production and can only be compiled for institutional units
and sectors. Primary incomes are received by the factors that participate in production. Labour receives compensation of
employees and capital receives operating surplus. The account also includes property income, which is received by the
owners of financial assets and tangible, non-produced assets, mainly land and subsoil assets. Property incomes accrue
when the owners of such assets put them at the disposal of other institutional units.

PMY = OSMr + COEr + TPIr + PTYr - PTYp [2.6]

Where

PMY is balance of primary income
Subscript r stands for receivable
Subscript p stands for payable

The rest are as defined above
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When individual units’ accounts are consolidated, the property income paid and received by domestic units are netted
out; hence, at aggregate level the property income paid and received by domestic units add up to zero leaving only the
net inflows of property income from non-residents. As for compensation of employees, the amount received by residents
is equivalent to the amount received from domestic sources, plus receipts from non-resident sources. Since the entire
amount of operating surplus comes from resident units, the value of national income can be obtained by adding net
primary income from non-residents to the value of domestic product.

GNI = GDP + PMYf [2.7]
Where

GNI is gross national income

PMYTf is net primary income from non-residents

Table 2.2: Gross National Income

2014 2015 2016 2017 2018

GDP at current market price 82,603.4 94,349.3 108,362.3 118,744.5 129,364.4
Net primary income from ROW -875.0 -1,438.0 -2,079.3 -2,184.5 -1,969.2
Gross national income (GNI) 81,728.4 92,911.3 106,283.0 116,560.0 127,395.2

National income is identical to gross national product (GNP), as traditionally understood in national accounts, but
conceptually, GNI is a measure of income, and therefore it is not proper to refer to it as product.

2.4 Secondary distribution of income and the national disposable income

The secondary distribution of income account shows how the balance of primary incomes of an institutional unit or a
sector is transformed into its disposable income by adding net receipts of current transfers, including inter alia current
taxes on income and wealth, social contributions, social benefits and other current transfers. The outcome for individual
units is disposable income and the corresponding aggregate for the entire economy is gross national disposable income
(GNDI).

Current taxes on income and wealth consists mainly of taxes levied on the incomes and profits of households and
corporations, as well as virtually all other taxes payable by households, such as motor vehicle licences. The taxes may
be payable by non-residents and possibly by government units or non-profit institutions. Current taxes on income and
wealth would have been described as “direct taxes” in the past, but the terms “direct” and “indirect” are not used in the
SNA.

Social contributions by employees and employers are payable by households to social security funds and privately
funded social insurance schemes. They consist of the actual contributions payable each period plus, in the case of
privately funded schemes, the contribution supplements payable out of the property income attributed to insurance
policy holders received by employees participating in the schemes less the service charges, when appropriate.

Social benefits are current transfers received by households intended to provide for the needs that arise from certain
events or circumstances, for example sickness, unemployment, retirement, housing, education or family circumstances.
They include social insurance benefits and social assistance benefits.
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Other current transfers consist of all current transfers between resident institutional units, and between residents and
non-residents. They do not include transfers of funds committed to finance gross fixed capital formation such transfers
being treated as capital transfers.
Disposable income is the maximum amount of resources that an institutional unit can afford to spend on final
consumption goods and services in the accounting period without having to reduce its cash, dispose of other assets or
increase its liabilities.
When the accounts of residents’ units are consolidated the transfers among them add up to zero as each debit
representing an outflow of transfer from one resident unit to another resident unit is matched with a counter-entry in
the receiving resident unit such that, at the aggregate level, only the net current transfers from non-residents appears
and hence GNDI is equivalent to GNI plus net current transfers from non-residents.

GNDI = GNI + CRTf [2.8]

Where

GNDI is gross national disposable income

CRTf is net current transfers from non-residents

Table 2.3 presents aggregated disposable income at national level.

Table 2. 3: Gross national disposable income (billions of shillings)

2014 2015 2016 2017 2018

Gross national income (GNI) 81,728.4 92,911.3 106,283.0 116,560.0 127,395.2
Net secondary income from ROW 788.7 952.9 830.4 896.0 1,060.7
Gross national disposable income (GNDI) 82,517.1 93,864.2 107,113.4 117,456.0 128,455.9

The gross disposable income from this account is carried forward to the use of disposable income account.
2.5 Use of disposable income, final consumption and saving

The use of disposable income account takes disposable income from the secondary distribution of income account as
a resource and final consumption as use. It shows how saving is derived as a remaining balance after subtracting final
consumption from disposable income. Saving therefore, represents that part of disposable income that is not spent on
final consumption of goods and services. Households, government and NPISH have final consumption, but financial and
non-financial corporations do not. Thus, the saving of financial and non-financial corporations is equal to their disposable
income.

At aggregate level the balance in the use of income account represents the saving available for domestic capital formation
and net acquisition of financial assets. This balance is thus carried forward to the capital account.

S =GNDI - FCN [2.9]
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Table 2.4 Use of disposable income (billions of shillings)

2014 2015 2016 2017 2018

Gross national disposable income (GNDI) 82,517.1 93,864.2 107,113.4 117,456.0 128,455.9
Final consumption " 62,297.8" 69,619.6° 74,761.7  81,577.2  88,207.3
Government 8,151.1 9,366.3 9,824.7 10,097.4 10,467.8
Nousehold 53,954.5 60,047.1 64,699.5 71,2115 77,443.0
Non profit institutions serving households 192.2 206.1 237.5 268.3 296.5
Discrepancy 9,491.5 11,757.4 13,672.3 17,079.5 19,260.9
Saving 10,727.8 12,487.2 18,679.4 18,799.3 20,987.7

2.6 Fixed capital formation and change in inventories

The capital account records changes in non-financial assets on one side, and savings and capital transfers on the other.
It combines saving and capital transfers net to arrive at change in net worth due to saving and capital transfers. Among
the changes in non-financial assets, the capital account includes the various types of investment in non-financial assets.

Capital transfer in kind consists of the transfer of ownership of an asset (other than inventories and cash) or the
cancellation of a liability by a creditor, without any counterpart being received in return. A capital transfer in cash consists
of the transfer of cash that the first party has raised by disposing of an asset, or assets (other than inventories), or that
the second party is expected, or required, to use for the acquisition of an asset, or assets (other than inventories).

The change in the assets side of the capital account includes gross capital formation, change in inventories, consumption
of fixed capital and acquisition less disposal of valuables and non-produced assets. Consumption of fixed capital is a
negative change in fixed assets, and therefore it is recorded with a negative sign. Recording gross fixed capital formation
less consumption of fixed capital on the same side is equivalent to recording net fixed capital formation.

Gross fixed capital formation is measured by the total value of a producer’s acquisitions, less disposals, of fixed assets
during the accounting period plus certain additions to the value of non-produced assets realised by the productive activity
of institutional units. Fixed assets are tangible or intangible assets produced as outputs from processes of production
that are themselves used repeatedly or continuously in other processes of production for more than one year.

Changes in inventories is the value of the inventories acquired by an enterprise less the value of the inventories
disposed of during the accounting period. Some of these acquisitions and disposals are attributable to actual purchases
or sales, but others reflect transactions that are internal to the enterprise. It deserves mention that changes in the value
of inventory is not a transaction and therefore is not included in the value of changes in inventories.

Valuables are assets that are not used primarily for production or consumption, that do not deteriorate over time under
normal conditions and that are acquired and held primarily as stores of value. They include works of art, precious metals
and stones and articles of jewellery formed out of them.

Non-produced assets occur in nature and over which ownership may be enforced and transferred. Environmental
assets over which ownership rights have not, or cannot, be enforced, such as open seas or air, are excluded. Tangible,
non-produced assets consist of land, subsoil assets, non-cultivated biological resources and water resources.
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Table 2.5: Capital account (billions of shillings)

2014 2015 2016 2017 2018

Saving 10,727.8 12,487.2 18,679.4 18,799.3 20,987.7
Gross capital formation 31,103.4 30,907.6 34,865.3 40,427.4 50,383.1
Fixed capital formation 27,399.8 30,070.2 35,492.8 42,1419 50,316.2
Change in valuables 756.5 903.0 1,105.4 1,006.2 1,215.1
Change in inventories 2,947.1 -65.6 -1,732.9 -2,720.7 -1,148.2

Saving minus capital formation

-20,375.6 -18,420.4

-16,185.9 -21,628.1 -29,395.4

At aggregate level, the balancing item in the capital account represents the domestic saving investment gap or net
lending, which must be financed by foreign saving in case it is a deficit or in case it is a surplus it must be lent out to non-

residents.

NL =S -INV

[2.10]
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CHAPTER THREE

THE STRUCTURE OF THE
STATEMENT OF GOVERNMENT
OPERATIONS

3.1 Introduction

This chapter provides an overview of the general government sector, the public sector and then proceeds to discuss the
structure of the statement of government operations. The discussion of the structure of the statement of government
operations follows the economic classification of the government transactions.

3.2 The general government and the public sector
3.2.1General government sector

The general government sector is one of the five institutional sectors identified in the System of National Accounts 2008
(SNA). Three levels of the general government sector are identified in the Government Finance Statistics Manual (GFS
2000) namely central government, state government and local government.

The general government sector has three sub-sectors, which may exist in any of the three levels. The subsectors are the
government units, social security funds and non-market non-profit institutions. Social security funds are financed and
controlled by the government, while non-market, non-profit institutions are controlled and mainly financed by government
units. Examples of non-market non-profit institutions include water authorities, electricity companies, schoaols, hospitals,
munition factories and printing units.

The general government units are established by political process and are able to exercise legislative, judicial and
executive authority over other institutional units. They are the only institutions with authority to raise funds through taxes
and other compulsory transfers. They redistribute income from taxes and other transfers to members of the community.
Government units engage mainly in production of non-market products. A non-market product is a product that is sold at
economically insignificant prices. A price is considered significant or market price when it is sufficiently high to influence
significantly, the economic decisions of buyers and suppliers — it is usually higher than the cost of production.

Within government there can also be market establishments. If a certain part of government provides goods or services
at economically significant prices but does not have the degree of independence required for a corporation or quasi-

corporation, then a market establishment can be said to exist within government.

Government products are mainly public administration, defence, law enforcement, education, social services and public
health. Some of these products like education, social services and health are also produced by non-government units.
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3.2.2 Public Sector

The public sector is made up of the general government sector, government-owned corporations and government
quasi-corporations. Government owned corporations are corporations established for production of market products
or products sold at economically significant price. They maintain separate set of accounts and balance sheets and can
incur liabilities and enter into contracts on their own. They can therefore be held accountable for the consequences of
their actions. If these entities are incorporated, they are considered to be government corporations, but if they are not
incorporated, they are considered to be quasi-corporations. Examples of government corporations include government
owned banks and utilities, while examples of government quasi-corporations include government printing units.

3.3 The Structure of the Statement of Government Operations

Classifications of the government operations

The Government Finance Statistics (GFS) manual recommends two (2) classifications of the government operations:
economic classification and classification of functions of Government (COFOG). This section proceeds with discussion of
the economic classification, which is based on the system of national accounts (SNA). Economic classification is crucial
for computation of important balancing items like saving, net lending, change in net worth as well as government sector’s
contribution to economy in terms of output, value added, final consumption and capital formation.

Coverage

The coverage of operations recommended in the GFS system is the entire general government sector as described in
the first section of this chapter. Divergence from this coverage is, however, common among the countries in the MEFMI
region where, for most the statement covers the units of the central government alone.

Basis of recording

The basis for recording operations recommended in the GFS is accrual, but most countries compile SGO on cash basis.
Accrual accounting requires that flows be recorded at a time when a claim or liability arises or falls due. For instance, if
debt falls due and it is not paid, it will under accrual accounting, be recorded as accumulation of arrears with a counter
entry in exceptional financing. Under cash accounting flows are recorded when they involve cash flow, i.e. when monetary
settlement occurs. Thus, accumulation of arrears will not be recorded under cash accounting because it does not involve
cash flow. This is among the major sources of inconsistency between the statement of government operations and other
macroeconomic accounts since the standard of recording used in national accounts, depository corporations survey and
the balance of payments is accrual.

Economic classification of government operations

Two types of economic flows are recorded in the GFS framework: transactions and other economic flows. The
statement of government operations presents transactions only, classified into revenue, expense, net acquisition of
nonfinancial assets, net acquisition of financial assets, and net incurrence of liabilities. Government transactions can
further be classified into transactions affecting net worth, transactions in nonfinancial assets and transactions in
financial assets and liabilities. Transactions affecting net worth are the government revenues and expenses including
capital grants. Transactions in nonfinancial assets include net acquisition of fixed assets, inventories, valuables and non-
produced assets.
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Table 3.1 shows a summary of the statement of government operations with sub-headings placing the items under three
(3) categories namely: transactions affecting net worth, transactions in non-financial assets and transactions in financial
assets and liabilities. As shown, the revenues and expenses also include capital grants which are not part of current
transactions. Brief definitions of the items in the statement of government operations are provided in the glossary.

Table 3.1: Structure of the Statement of Government Operations

TRANSACTIONS AFFECTING NET WORTH

Revenue
Taxes
On income, profits and capital gains
On payroll and workforce
On property
On goods and services
On international trade and transactions
Other
Social contribution net
Grants
Current
Capital
Other revenue
Property income receivable
Sale of goods and services
Fines penalties and forfeits
Transfers not elsewhere classified
Premiums, fees, and claims related to nonlife insurance and standardized guarantee schemes

Expense
Compensation of employees
Use of goods and services
Consumption of fixed capital
Interest payable
To residents
To non-residents
Subsidies on production
Grants
Current
Capital
Social benefits
Other expense
Property expense other than interest
Other transfers
Other

BALANCE: NET/GROSS OPERATING BALANCE

MEFMI - Macroeconomic and Financial Management Institute of Eastern and Southern Africa
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TRANSACTION IN NON-FINANCIAL ASSETS

Capital expenditure
Acquisition of fixed assets
Change in inventories
Acquisition of valuables Acquisition of non-produced assets

BALANCE: NET LENDING/BORROWING

TRANSACTIONS IN FINANCIAL ASSETS AND LIABILITIES

Financing

Net acquisition of financial assets
Domestic
Foreign

Net incurrence of liabilities
Domestic
Foreign
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Table 3. 2: Government Budgetary Operations (billions of shillings)

2009 2010 2011 2012 2013 2014

Total Revenue 4,440 5,113 6,413 7,949 9,091 10,794
Tax revenue 4,180 4,787 5,872 7,191 8,321 9,807
Taxes on imports 1,673 2,057 2,497 2,731 3,266 3,693
O/w VAT 686 837 991 1,162 1,279 1,430
Sales/VAT and excise on local goods 896 999 1,158 1,415 1,581 1,650
O/w VAT 660 731 771 1,016 1,292 1,096
Income taxes 1,250 1,467 1,907 2,708 3,131 4,007
Other taxes (mainly Inland Revenue) 361 264 309 337 342 458
Non-tax revenue 260 326 541 758 771 987
LGA Own sources 72 206 179 280 326
Total expenditure and net lending -7,590 -8,765 -10,222 -11,548 -13,346 -14,033
Recurrent expenditure -5,198 -6,064 -6,781 -7,965 -9,422 -10,107
Wages and salaries -1,577 -2,254 -2,999 -3,526 -4,180 -4,911
Interest payments -258  -280 -395 -541 -954 -986
Domestic -220 -223 -323 -424 -731 -711
Foreign -38 -58 -72 -117 -223 -275
Other goods, senices and transfers -3,363 -3,530 -3,386 -3,898 -4,288 -4,210
Development expenditure and net lending -2,393 2,701 -3,441 -3,583 -3,924 -3,925

Overall balance (cheques issued) before grants  -3,151 -3,652 -3,809 -3,599 -4,254 -3,238

Grants: 1,405 1,555 1,769 1,602 1,525 943
Project 474 382 793 736 742 646
Other 932 1,173 976 866 783 296

Overall balance (cheques issued) after grants -1,745 -2,097 -2,040 -1,997 -2,729 -2,296

Adjustments to cash and other items (net) 196 -8 -236 167 -233 -591
o/w expenditure float -436  -480 -184 -351 -611 -248
Overall balance (cheques cleared) -1,549 -2,105 -2,276 -1,830 -2,962 -2,887
Financing : 1,549 2,105 2,276 1,830 2,962 2,887
Foreign Financing (net) 1,105 1,434 1,267 1,305 2,425 2,073
Borrowing 1,136 1,505 1,327 1,386 2,591 2,274
Program loans 535 592 196 469 623 547
Development project loans 600 913 1,131 917 1,969 1,727
Amortization -31 -71 -60 -82 -167 -201
Domestic (net) 444 671 1,009 525 537 814
Bank borrowing (net) 463 678 665 548 535 1,097
Non-bank borrowing (net) -19 -7 344 -23 466 3
New borrowing 421 635 708 1,833 1,834 1,498
Amortization 421  -635 -708 -1,833 -1,834 -1,498
Amortization of contingent debt 0 -9 0 0 -464 -286
Privatization proceeds 0 10 0 0 0 0

Memorandum items:
Domestic amortization 678 665 548 535 1,097

vC 0 0 0 0 0 0
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2015
12,211
10,927
4,244
1,557
1,928
999
4,082
674
1,284
388

-16,491
-12,500
5,811
1,431
-1,001
430
-5,258
-3,991

-4,279

843
477
366
-3,437

122
-69
-3,315

3,315
1,710
2,041
654
1,387
-331
1,605
1,230
375
2,606
-2,606
0

0

1,230

2016
15,659
13,492

5,149
1,762
2,544
1,601
4,736
1,062
2,168

458

-18,255
-12,630
-6,600
-1,645
-1,150
-496
-4,384
-5,625

-2,596

872
694
178
-1,724

302
-60
-1,422

1,422
849
1,696
247
1,449
-847
572
-611
1,183
3,632
-3,632
0

0

-611

2017
17,233
14,660

5,188
1,929
3,358
2,384
5,003
1,110
2,573

539

-19,710
-12,374
-6,290
-1,844
-1,276
-568
-4,241
-7,335

-2,477

930
596
334
-1,546

1,552
1,717
2,758
230
2,528
-1,041
-165
-1,006
842
4,761
-4,761

-1,006

2018
18,410
15,277

5,556
2,201
3,614
2,453
5,107

999
3,133

588

-19,840
-12,530
-6,038
-2,047
-1,366
-681
-4,445
-7,310

-1,430

585
246
339
-846

-599
-10
-1,445

1,445
1,307
2,745
210
2,536
-1,439
138
-99
237
4,290
-4,290
0

0
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CHAPTER FOUR

THE STRUCTURE OF BALANCE
OF PAYMENTS

4.1 Introduction

“The balance of payments is a statistical statement that summarises transactions between residents and non-residents
during a period” (IMF, 2009). The balance of payments (BOP) conveys detailed information on receipts and payments as
well as transactions in financial assets and liabilities between residents and non-residents and is an important instrument
for the determination of a country’'s external payments position and foreign exchange rate movements.

4.2 International recommendations, main accounting rules and coverage

The compilation of external sector statistics is based on the Balance of Payment and International Investment Position
Manual (BPM6). There are three (3) main accounts for external sector statistics, namely, balance of payments; other flow
account; and the international investment position (IIP). Transactions between residents and non-residents are recorded
in the balance of payments, which is the more important of the two (2) accounts.

The other flow account consists of the other flow categories, namely, holding gains/ losses and other changes in volume
of assets. The international investment position is the balance sheet for financial assets and liabilities vis-a-vis non-
residents and is useful in the analysis of a country’s external debt position and debt sustainability.

4.3 Flows versus stocks and flow categories
4.3.1 Flows versus stocks

Flows represent changes over given time periods, while stocks are positions at a given point in time. All assets and
liabilities are stock positions and their changes are depicted as flows. Transactions in goods and services, as well as in
income are classified as flows. While external statistics are largely about transactions, external debt and assets held
abroad are stock concepts.

Flows

The three (3) flow categories include transactions; holding gains/losses; and other changes in volume of assets.
Transactions

The exchange or transfer of financial assets, services, goods or non-financial, non-produced assets, e.g. land, patents and
copyrights, between residents and non-residents are classified as external transactions. The creation or cancellation of
new financial claims and liabilities between residents and non-residents are also external transactions. In this regard,

foreign exchange transactions involving two (2) residents are excluded in the compilation of BOP statistics.

There are three (3) main types of transactions, namely, current, capital and financial. Exports, imports, compensation of
employees and current transfers are examples of current transactions. Capital transfers and net acquisitions of non-
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produced, non-financial assets fall into the category of capital transactions. Borrowing, lending and acquisition of equity
financial transactions are examples of financial transactions.

Holding gains/ losses

These are changes in the monetary value of assets and liabilities in the recording period that emanate from price changes.
Unrealised holding gains/losses are also referred to as capital gains/losses or valuation changes and are recorded in the
revaluation account. They are not part of the balance of payments.

Other changes in volume of assets

Other changes in volume of assets account are changes which are due neither to transactions nor to unrealised holding
gains/losses. The writing-off of debt is an example of other change in volume of assets and is not deemed to be a
transaction, since one of the parties to the transaction does not voluntarily engage in the process. Other examples of other
changes in volume of assets include the involuntary seizure of assets without compensation, for example, nationalisation,
debt repudiation and theft.

4.4 Valuation

Transactions in the balance of payments are valued based on the principle of market price, that is, the actual price used
in the transaction. This principle applies to the other macroeconomic accounts.

4.5 Double-entry principle

The balance of payments is a double-entry account which implies that for each transaction there is a positive and a
negative entry of the same magnitude. In principle, given that the two (2) sides of the same transaction is often derived
from different sources, the value of all the positive entries must be equal to the value of all the negative entries but this
does not happen in practice. The statistical discrepancy or mismatch between the positives and negatives is referred to
as errors and omissions.

Receivables for all current transactions are recorded with positive signs (credits), while payables are recorded with negative
signs (debits). Decreases in assets and increases in liabilities are recorded with positive signs, while increases in assets
and decreases in liabilities are recorded with negative signs. In the balance of payments, positive current transactions are
normally referred to as credits and negative current transactions as debits.

Examples of the double entry recording system are shown in Tables 4.1, 4.2, 4.3 and 4.4.

Case number 1: A resident of country B exports goods worth US$100 to country C. The transaction will be recorded as
follows:
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Table 4.1: Standard Components presentation

ITEM CR DR
Current account 100
Goods and services account 100
Exports and imports of goods & Services 100

Capital account

Financial account 100
Direct investment 0
Portfolio investment 0
Other investment 100
Currency and deposits 100
Banks 100
Table 4.2: Analytical presentation

ITEM CR DR
Current account 100
Goods and services account 100

Primary income account

Secondary income account
Capital account

Financial account 100
Direct investment 0
Portfolio investment 0
Other investment 100
Deposits 100

Errors and omissions

OVERALL BALANCE

FINANCING

MEFMI - Macroeconomic and Financial Management Institute of Eastern and Southern Africa
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Case number 2: A multinational enterprise in country A issues bonds to raise funds and non-residents buy some of the

bonds. It pays interest of US$20 to non-residents. The transaction is recorded as follows:

Table 4.3: Standard components presentation

ITEM
Current account

CR

DR
20

Goods and services account

Exports and imports of goods &
Services

Primary income account

20

Compensation of employees

Investment income

20

Direct investment

Portfolio investment

20

Capital account

Financial account

20

Direct investment

Portfolio investment

Other investment

20

Currency and deposits

20

Banks

20

Transactions in reserve assets

Table 4.4: Analytical presentation

ITEM
Current account

CR

DR
20

Goods and services account

Primary income account

20

Secondary income account

Capital account

Financial account

20

Direct investment

Portfolio investment

Other investment

20

Deposits

20

Errors and omissions

OVERALL BALANCE

FINANCING

Transactions in reserve assets

Exceptional financing
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4.6 Accounting base

Balance of payments transactions are recorded on accrual basis, and this implies that all transactions should be recorded,
irrespective of whether they give rise to a cash flow or not. In accrual accounting, the timing of entry of the transaction
should reflect the time of the underlying economic event or process. In this regard, the transaction should be captured
at the point when the economic benefit associated with the transaction flows from one institutional unit to the other.

4.7 Non-consolidated account

The balance of payments is not a consolidated account just as the national accounts. Consolidation is the elimination of
stocks and flows that occur between institutional units that are grouped together for statistical purposes and presented
as if they constituted a single unit.” (IMF 2016). The depository corporations survey and statement of government
operations are consolidated accounts.

4.8 Criterion for residence for all economic agents

The fact that the BOP is a record of transactions between residents and non-residents, brings to the fore the need
to define the concept of residence. Residence is a purely economic concept, not legalistic, nationalistic or geographic
(See Annex 1). The primary condition for an institutional unit to be designated as a resident of a country is the centre
of predominant economic interest. An institutional unit is always considered a resident of the economy in which its
centre of predominant economic interest lies, that is, an economy where the institutional unit conducts the bulk of its
transactions and maintains its accounts. The transactions of the institutional unit are recorded in the accounting systems
of that country, with its production contributing to the GDP of that country, irrespective of ownership and geographic or
national affiliation.

4.9 Classification of Items and Structure of the Balance of Payments

The BPM6 stipulates that the economic transaction classification is the only classification for the various transactions
in the balance of payments and is based on the standard transaction classification outlined in the System of National
Accounts (SNA). BPM6 transaction classification is used for classification of residents’ transactions with non-residents
according to the type of economic action they undertake. In many countries, the sole agency responsible for compiling
balance of payments statistics is the monetary authority. The presentation of BOP statistics as recommended by BPM6
is in two (2) formats, namely, standard components and analytical presentation.

4.9.1 The standard components presentation of the balance of payments

The standard components presentation of BOP is a simple listing of relevant items and it may and may not balance. It
always does not balance. In this presentation, no residual is calculated and in addition, no distinction is made between
below and above the line items. The standard components presentation emphasises the statistical classification of items
and does not show the overall balance.

In the standard presentation of BOP, transactions are put into three (3) sub-accounts, namely, current account, capital
account and financial account. All current transactions between residents and non-residents are recorded in the current
account. Examples of transactions that should be recorded in the current account include, exports, imports, interest
receivable and payable, as well as transfers receivable and payable.

The capital account consists of transactions in capital assets between residents and non-residents, examples of which
include, capital transfers and acquisitions of patents and goodwill. It is only when a government unit is involved in the
acquisition/disposal of the immoveable capital asset that an entry is made in the capital account.
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The acquisition and disposals of immovable capital assets, such as land, and buildings are recorded in the financial
account. The financial account also records all acquisitions and disposals of financial assets and all incurrences and
liquidations of liabilities between residents and non-residents. Table 4.5 shows the standard components of the BOP
according to BPM6.

Table 4.5: Structure of balance of payments: Standard components

Current account

Goods and services account

Exports and imports of goods

Exports and imports of services: e.g transport, travel, financial services and business services

Primary income account

Compensation of employees

Investment income: direct investment, portfolio investment, other investment and reserve assets

Other primary income: rent, taxes less subsides on production

Secondary income account

Taxes on income and wealth

Household remittances

International co-operation

Other transfers

Capital account

Capital transfers

Acquisitions/ disposals of non-produced, non-financial assets other than imoveable capital assets

Acquisitions/ disposals of immoveable capital assets involving a government unit

Financial account

Direct investment

Portfolio investment

Other investment

Transactions in reserve assets

4.9.2 The analytical presentation of the balance of payments

The analytical presentation of the BOP consists of two (2) parts, namely, autonomous transactions or above-the-line
items and financing transactions, which are also referred to as below-the-line items. Autonomous transactions are those
that are undertaken for their own sake and may be entered into by any institutional unit. The balance of the autonomous
transactions is referred to as the balance of payments surplus or deficit. Financing transactions are used to finance a
country's overall external payments position

The three (3) sub-accounts, namely, current, capital and financial are shown in the analytical presentation. All financing
transactions are, however, excluded from the financial account. The sum of autonomous and financing transactions is the
overall BOP position and is also shown in the analytical presentation.

The compilation of BOP statistics entails the collection of data from different sources which can sometimes be incomplete
or prone to mistakes made by compilers. This gives rise to statistical discrepancies between positive and negative entries,
which are captured in an item called errors and omissions. The item, errors and omissions, is explicitly shown in the
analytical presentation of the BOP.
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The structure of the main items in the analytical presentation of the balance of payments as proposed in BPM6 is shown
in Table 4.6.

Table 4.6: Structure of balance of payments: Analytical presentation

Current account

Goods and services account

Primary income account

Secondary income account

Capital account

Financial account

Direct investment

Portfolio investment

Other investment

Errors and omissions
OVERALL BALANCE
FINANCING

Transactions in reserve assets

Exceptional financing

4.10 The current account
The current account comprises of the goods and services; primary income; and secondary income accounts.
4.10.1 Goods and services

The goods and services account is a record of exports and imports of goods and services. Goods are tangible, whilst
services are intangible, but both have been produced. In this regard, a transaction in land should not be recorded in the
goods and services account because it has not been produced.

Services recorded for BOP purposes include maintenance and repair services, transportation, travel, construction
services, insurance and pension services, financial services, telecommunication, computer and information services,
business services, personal, cultural, recreational and government services. Toll manufacturing is classified as a service,
because it involves the processing of goods by a resident entity on behalf of a non-resident entity for a fee.

4.10.2 Primary income

Primary income consists of compensation of employees; income associated with ownership of financial assets and
ownership of non-produced, non-financial assets; and taxes less subsidies on production. Compensation of employees is
the total remuneration, including social contributions, in cash or in kind, payable to an employee by non-resident entities.
Income from ownership of financial assets can be in the form of interest and dividends. Interest income is earned
on debt, while dividends accrue from the ownership of equity in an entity. Income associated with ownership of non-
produced, non-financial assets is also part of primary income and is recorded separately as rent.

There are two (2) categories of income associated with ownership, namely, investment income and other primary income.
Investment income are earnings accruing from ownership of financial assets and examples include profits (from direct
investment), interest (from bonds, treasury bills) and dividends (from portfolio investment). The source of other primary

MEFMI - Macroeconomic and Financial Management Institute of Eastern and Southern Africa
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income is the ownership of non-produced, non-financial assets. Taxes less subsidies on production are also part of other
primary income.

4.10.3 Secondary income

Secondary income consists of unrequited current transfers such as cash transfers and donations (such as food and
medicines) and workers' remittances. Donor assistance in the form of capital assets is, however, not part of secondary
income. Current transfers include taxes on income and wealth, household remittances, international co-operation and
other current transfers. Taxes on income and wealth would, however, be ordinarily confined to resident to resident
transactions.

4.10.4 Trade balance

The trade balance is the difference between exports and imports of merchandise. It has a strong bearing on the current
account balance and is a timely indicator of trends of the same.

4.10.5 Current account balance

The current account balance is the difference between the sum of debits and credits of the goods and services, primary
income and secondary income accounts. A current account surplus is an indicator of the accumulation of foreign assets,
which results in a rising net International Investment Position. On the other hand, a current account deficit depicts a rise
in international liabilities, and hence a declining IIP position.

4.11 The capital account

The capital account is a record of capital transfers and acquisitions or disposals of non-produced, non-financial assets in
the balance of payments.

4.11.1 Capital transfers

Capital transfers are unrequited transfers of a capital nature that result in an increase in the stock of a recipient country’s
stock of financial or real assets. When a donor country donates funds to be used for the construction of a road or a
bridge, for example, a record is made under capital transfers. In the same vein, the transfer of a capital asset, such as
equipment for a hospital or a school, is recorded as a capital transfer.

4.11.2 Acquisition and disposals of non-produced, non-financial assets

The acquisition and disposal of non-produced, non-financial assets covers transactions between residents and non-
residentsin all non-produced, non-financial assets, except natural resources, such asland and sub-soil assets. Transactions
between residents and non-residents in contracts, leases, licences and goodwill are part of this category. Only when a
government unit acquires or disposes of land and sub-soil assets is the transaction recorded in the capital account of
the balance of payments. The acquisition or disposal of fixed assets, well as land or sub-soil assets by non-residents, is
recorded as financial transaction in equity, the exception being when a government unit is party to the transaction.

4.12 Financial account

This is a record of transactions in financial assets and liabilities between residents and non-residents. In the standard
components presentation, the financial account is made up of direct investment, portfolio investment, other investment
and transactions in reserve assets. Transactions in reserve assets are, however, not part of the financial account in the
analytical presentation, but are recorded as financing items, below the line.
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4.12.1 Direct investment

This relates to the purchase or sale of equity in enterprises between residents and non-residents and is recorded in the
financial account. A transaction can only be classified as direct investment if the entity purchasing the enterprise has
some measure of control over the activities of the enterprise. A minimum of 10 percent of the voting rights is considered
as some measure of control of an enterprise.

4.12.2 Portfolio investment

Portfolio investment includes purchases of tradable equities or shares that do not give rise to the substantial control
of the enterprise by the purchaser. Transactions between residents and non-residents in debt instruments, such as
bonds, bills, money market instruments and financial derivatives are also recorded as portfolio investment. In this regard,
portfolio investment includes transactions both in equity and debt.

4.12.3 Other investment

Other investment consists of trade credits and advances, loans, insurance, pension, other financial transactions in non-
tradable instruments and other liabilities. Trade credits are also referred to as accounts receivable/ payable and are a
reflection of leads and lags in payments for the acquisitions and disposals of various goods, services and other items.
Special Drawing Rights (SDR) allocations are classified as liabilities and recorded under other investment, according to
BPM6.

4.13 Transactions in reserve assets

Reserves are external assets that are at the disposal of a monetary authority and examples include, foreign currency,
deposits, monetary gold, the country's reserve position in the IMF and SDRs. A detailed description of the various reserve
assets is given in Annex 4. Transactions in reserve assets appear below the line in the analytical presentation and as part
of the financial account in the standard components. Box 4.1 describes how transactions with the IMF affect the BOP.

Box 4.1: IMF Transactions and the BOP
There are four main types of transactions with the IMF that have an impact on any country’'s BOP accounts.

i. Use of IMF resources - the financial assets of a country increase when it purchases foreign currency from the
IMF, through say a standby facility and it simultaneously incurs a financial liability. In terms of recording, the use
of Fund credit is part of the financial account an increase in liabilities under “Other investments, loans, credit and
loans with the IMF”. The contra entry is recorded as an increase in reserve assets.

ii. Changes in SDRs - the use of SDRs to acquire foreign exchange or to settle a BOP deficit is captured in BOP
statistics under reserve asset flows. BPM6 recommends that new SDR allocations be treated as an incurrence
of a liability of the receiving country and be recorded under SDRs in Other investment. The corresponding entry
is recorded under SDRs as reserve assets.

iii. Changes in reserve tranche position in the IMF- occurs as a result of the settlement of a member country’s
quota in reserve assets as well as the use of a member's currency by the IMF. Lending to the IMF is an asset to
the creditor country and is recorded as a change in reserve assets in the Financial Account.

iv. Lending to the IMF and IMF Managed Trusts - the statistical guidelines for recording transactions pertaining
to these two items are provided in “The International Reserves and Foreign Currency Liquidity: Guidelines for a
Data Template (2013)".
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Recording of reserve assets in the BOP

Export receipts by the central bank increase reserve assets. In BOP, an increase in assets is recorded with a negative sign,
while a decrease is a positive. If a central bank receives export proceeds amounting to US$200 million, the entries in the
analytical presentation of the BOP are recorded as shown in Box 4.2:

Box 4.2: Recording of reserve assets in BOP - Export Receipts

Current account, goods 200
Financial account 0

Overall balance 200
Financing items 200
Reserve assets -200

A payment for imports of US$200 million, using funds provided by the central bank would be recorded as shown in Box
4.3, in the analytical presentation of BOP:

Box 4.3: Recording of reserve assets in BOP - Import payment

Current account, goods -200
Financial account 0

Overall balance 200
Financing items -200
Reserve assets 200

4.14 Financing

The fact that the balance of payments is a double-entry account, implies that if all transactions have been correctly
recorded, the sum of all entries in the account should always equal zero. Failure by compilers to correctly capture some
BOP transactions as well as data gaps, are reflected in the item called errors and omissions. Errors and omissions reflect
the statistical discrepancies that occur during the compilation of BOP statistics and does not have any economic meaning.
The structure of the analytical presentation of BOP is such that some items may appear above and others below the line.
BPM6 recommends that this line be drawn so as to capture the external payments position of a country. If the sum of the
transactions above this line is larger than the sum of the transactions below the line. The external payments position of
a country is said to be in surplus when the net value of the autonomous transactions is larger than zero Similarly, if the
sum of items above the line is smaller than the sum of items below the line, the country’s external payments position is
said to be in a deficit.

Financing transactions are those that have a direct impact on the ability of a country’'s monetary authority to avail enough
financial resources to finance residents’ transactions with non-residents. The monetary authority’s ability to defend the
country's currency is also influenced by the availability of reserve assets. Reserve assets are all assets that are owned by
the central bank and are at the effective disposal of and available for use to the monetary authority so that it can avail
itself of these assets for financing purposes to defend the currency and instil confidence in the market. Reserve assets
include monetary gold; special drawing rights (SDRs); reserve position in the Fund; foreign exchange; and other claims. A
detailed description of reserve assets is given in Annex 4.
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Exceptional financing

There can be exceptional circumstances where a country is unable to honour maturing obligations, due to the shortage
of reserve assets. In this case, the country has three (3) choices, namely, recourse to a non-consensual, non-fulfilment
of the obligation, consensual non-fulfilment of the obligation or can obtain a loan or a transfer to honour the obligation.
The non-consensual, non-fulfilment of an obligation can either involve the accumulation of new arrears or unilateral
repudiation of the debt. Accumulation of arrears does not entail a change of ownership and is therefore not a transaction,
according to BPM6. Similarly, the unilateral repudiation of debt is also not a transaction, because it is not a consensual
agreement between two (2) partners. The accumulation of arrears is recorded as a memorandum item, while the
unilateral repudiation of debt is a change in other volume of assets. Neither of the two (2) events are recorded in the
balance of payments.

Consensual non-fulfilment of the obligation implies that a country either obtains debt rescheduling or debt forgiveness.
Under debt rescheduling, the repayment is postponed to a later date. Debt forgiveness means that the debtor is not
expected to repay the debt. Debt rescheduling and debt forgiveness are both exceptional financing transactions and are
recorded in the balance of payments.

Recording of exceptional financing items
Assume that a government obtains debt forgiveness, the principal amount being US$500 million and interest of US$50

million. The entries in the standard components and analytical presentations of the BOP would be as shown in Boxes 4.4
and 4.5, respectively.

Box 4.4: Recording of debt forgiveness- Standard components presentation

Current account -50
Income, investment income -50
Other Current account items 0
Capital account +550
Capital transfers +550
Financial account -500
Direct investment, portfolio investment 0
Other investment -500
Loans -500

MEFMI - Macroeconomic and Financial Management Institute of Eastern and Southern Africa

47

MANUAL @ ®



MANUAL @ @ ®

48

Box 4.5: Recording of debt forgiveness- Analytical presentation

Current account -50
Income, investment income -50
Other current account items 0
Financial account -500
Direct investment & portfolio investment 0
Other investment -500
Loans -500
Overall balance -550
Financing items -550
Reserve assets 0
Exceptional financing +550
Debt forgiveness +550
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CHAPTER FIVE

THE STRUCTURE OF
MONETARY AND FINANCIAL
STATISTICS

5.1 Introduction

Monetary statistics are confined to the Depository Corporations Survey (DCS). The DCS is a sub-sector of the financial
corporations sector and consists of all resident corporations whose main activity is financial intermediation. The financial
corporations sector also incorporates other financial corporations such as insurance companies and bureaux de change,
which are not engaged in financial intermediation. The central bank and other depository corporations are collectively
referred to as depository corporations.

Monetary and Financial Statistics have become more important recently, following the turmoil in financial markets in many
countries in the world. In this regard, financial systems have to be strong and sound for them to be able to withstand the
contagion effects arising from crises in other parts of the world. Greater challenges also emerge from globalisation and
liberalisation of capital and current accounts. The global financial crisis of 2008 has made the timeliness and accuracy
of money and financial statistics critical as a guide to policy and for providing early warning signals on financial sector
instability.

5.2 International recommendations, main accounting rules and coverage
5.2.1International recommendations

Monetary and financial statistics are compiled based on the recommendations of the Monetary and Financial Statistics
Manual and Compilation Guide (MFSMCG 2016), issued by the IMF. The MFSMCG is harmonised with the System of
National Accounts (SNA 2008) and provides an inclusive set of tools for the compilation of monetary statistics.

5.2.2 Stocks versus flows

The DCS is a stock account and differs from the statement of government operations (SGO) and the balance of payments
(BOP) in that respect. The SGO and BOP are both flow and transaction accounts. “Economic flows reflect the creation,
transformation, exchange, transfer or extinction of economic value within a period of time” (IMF 2016). In this regard,
flows reflect changes in the value of assets and liabilities, during an accounting period.

5.2.3 Consolidation

The depository corporation survey is a consolidated account. Consolidation is “the elimination of stocks that occur
between institutional units that are grouped together and presented as if they constitute a single unit” (IMF 2016).
All assets and liabilities institutional units in the financial corporations sector hold against each other are eliminated
through consolidation, as the assets are equal to the liabilities. Consolidation facilitates the production of the depository
corporations and financial corporations surveys. It is done as the third and final step in the compilation of monetary and
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financial statistics. The first step involves the reporting of stock and flow data by individual institutional units into sectoral
balance sheets. In the second step, the stock and flows data are aggregated across all institutional units within a sector
or sub-sector.

The general principle underpinning the compilation of monetary and financial statistics is that data should be collected
and compiled on a gross basis, with the exception of the netting that takes place through consolidation.

5.2.4 Accounting base

Accounting is done on an accrual basis in monetary and financial statistics. In accrual accounting, all assets and liabilities
and even those that do not result from a cash flow are included. The value of the asset and liability should thus, refer to
the time economic value is created, transferred or transformed, rather than at the time of settlement.

5.3 The coverage of monetary and financial statistics

Monetary and financial statistics as portrayed in the depository corporation survey (DCS) represent a comprehensive set
of stock and flow data on the assets and liabilities of the financial corporations sector (FCs) of an economy. According to
the MFSMCG (2016, page 33), “the FCs sector consists of all resident corporations, including quasi-corporations, that are
principally engaged in providing financial services, to other institutional units”.

Institutional units within the FCs sector may be either publicly or privately owned. The FCS has three sub-sectors, namely,
the central bank, other depository corporations and other financial corporations. The DCS is a consolidated statement of
the central bank and other depository corporations sub-sectors.

5.3.1 Central bank

The central bank is a domestic financial institution which has authority to control the activities of the financial system. It is
at the apex of a country’s financial system. The functions of the central bank include issuing notes and coins, supervising
other banks, banker to government, transacting with the IMF on behalf of government, banker to banks, managing a
country's international reserves and lender of last resort.

5.3.2 Other depository corporations

All resident financial institutions, excluding the central bank, whose main activity is financial intermediation, are part
of ODCs. These institutional units incur liabilities by accepting deposits from entities with surplus funds, on their own
account, and channelling the funds to institutional units which are short of funds. The financial institutions which are part
of ODCs include commercial banks, development banks, merchant banks, discount houses, savings banks and building
societies.

5.3.3 Other financial corporations
These are other resident financial corporations that offer ancillary financial services, However, they “do not issue liabilities

included in the definition of broad money” (FPP, Volume 1, page 165, 2014). Institutional units in this category include
money lenders, insurance companies, insurance brokers, pension funds, stock exchanges and bureaux de change.

5.4 The Framework for Monetary Statistics & Structure of DCS

The MFSMCG (2016) recommends that compilation and presentation of monetary statistics be done in two (2) levels. The
first level entails the reporting of stock and flow data by individual institutional units which are aggregated into sectoral
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balance sheets (SBS). Separate data categories for intra-sectoral assets and liabilities, i.e. claims on and liabilities to other
units within the financial sector are also captured in the SBS. The aggregated SBS are consolidated to obtain the financial
corporations survey for all three (3) sub-sectors, namely, the central bank, other depository corporations and other
financial corporations, as the second level of the compilation and presentation of monetary statistics.

5.4.1The central bank survey

The central bank exercises control over key aspects of the financial system and carries functions such as; issuing of
currency; supervision of other banks; managing international reserves; banker to government; lender of last resort;
advisor to government; agent for government, for example, in repayment of international obligations. The central bank
survey portrays the functions of the central bank and is unique in that the central bank creates the monetary base or
high-powered money. The central bank can influence money supply, to some extent, through the monetary base.

Table 5. 1: Central Bank Survey

ASSETS LIABILITIES

Net foreign assets (NFA) Monetary base (MB)
Currency issued
Domestic Credit (DC) held in banks
Net claims on government (NCG) held outside banks
Claims on other depository corporations (CODC) Liabilities to other depository corporations
Claims on other domestic economic sectors (CODS) Required reserves (RR)
Other Items, net (OIN) Other liabilities (OL)

The asset side of the central bank survey consists of credit to non-residents and the various domestic sectors. The
liability side shows components of the monetary base (See Box 5.1). Net foreign