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Abstract

This paper investigates the inconsistent treatn@nfinancial services in the national
accounts. While net interest income from finanamérmediation is netted out as input to
other industries and thus does not affect the dvéreel and trend of Gross Domestic
Product (GDP), fee-based net income from finans@&lices is included as value-added,
inflating GDP by the same amount. A new measurecohomic activity which resolves this
inconsistency is introduced, treating all finanéredome as a cost or intermediate input to the

rest of the economy. The resulting aggregate traoksioyment and median income far more
closely than GDP.
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1. Introduction

The three major types of financial services araté® in the standard national accounts in
three different ways. Capital gains are excludegriari from the production accounts;
interest flows generated by financial intermediatioe treated as an input to other industries
and deducted from total value-added to arrive ats&mDomestic Product (GDP); and fee-
based financial services are considered produetideare imputed a value-added based on
net revenue. While there is consensus regardingxhbkision of capital gains since there is
no productive activity associated with them, thbeottwo treatments — of interest-based
financial intermediation and fee-based financiakviees — are more controversial.
Furthermore, there is an inconsistency in how thedard accounting framework treats these
two sources of financial income. While the nettimgt of interest-based income does not
affect overall GDP, the value added imputationtfe fee-based income inflates GDP by its
amount, leading to a divergence of this measureugfut from its historic correlation with
other variables such as employment and median iacom

After reviewing some of the technical issues imedl in the debate over the assumed
productiveness (or lack thereof) of interest-yietdifinancial intermediation services, the
discussion turns to the fee-based financial revenukich have received less attention.
Unlike the interest-based part of financial incontbs fees generated from financial services
are not netted out of GDP and show up as valuedaddehe production (output) side of the
accounts. We assess the differences between firartehe other sectors for which value
added is imputed, both conceptually and empiricalhd argue that it is always an input (or a
cost) for other industries and the economy as aleyhving no final use value. We then
construct an alternative measure of overall econ@iivity which treats finance as a cost to
be netted out from total value added, consisterh \ihhe way financial intermediation
services indirectly measured (FISIM) income is tedain the standard accounts. The
resulting adjusted measure of output — Final Gidpgmestic Product or FGDP — includes
only final goods and services, and is further reconciled thighexpenditure and income side
of the accounting framework. Empirical estimatedGiDP are constructed using data from
input-output (I/O) tables, with the result that F@racks both employment and median
income (as a proxy for the standard of living) fetter than GDP. Further research is
outlined for empirical and policy implications.

2. Accounting for Finance

GDP “is the primary indicator of economic activiynd...can be estimated in three ways,
which are theoretically equal” (Lee 2012) and midemntically agree, thus also providing

mutual control for each other. In compiling natibmecome statistics from various sources
using the three methods, however, the results taalyi disagree, and are reconciled by
including a “statistical discrepancy” in the acctaurmhe expenditure approach to GDP is the
sum of all final expenditures, and is denoted lyfdmiliar equation below:

(1) GDP=C+1+G+X-M
That is, GDP equals the sum of consumption or fegenditure by households,
investment by firms, final consumption by governmeand net exports. The income

approach, by contrast, is as follows:

(2) GDP = CE + NT + GOS



Here GDP equals the sum of compensation of emptofi@ages plus benefits), net
taxes (taxes on production and imports less swsidand gross operating surplus (profits).
Finally, the production (output) approach to GDPnswp all activities deemed productive
across industries:

(3) GDP =3 (Y; - IG) + NT

where Y stands for output, IC for intermediate stonption, and the term in the
summation expression represents value added fbriedastry i. GDP is thus equal to value
added plus taxes minus subsidies. As Lee expldoRitput is all the goods and services
produced, whilst intermediate consumption compradethe goods and services consumed or
transformed in a production process. The net taxesincluded in order to put all three
approaches on a consistent valuation basis” (ibdpther words, value added itself is not
directly comparable to GDP by the expenditure cbme approaches, and we must use GDP
by the output approach (i.e. value added + tax®sbsidies) to make comparisons with the
other two GDP measures more consistent.

Next, when discussing value added in ‘finance’, tfcial System of National
Accounts (SNA) includes financial intermediationsurance and pension funds, and other
activities such as administration of financial meisk Some authors (e.g. Basu and Foley
2013) add real-estate, resulting in the FIRE aamnly is important to note, however, that
even the narrow definition of finance which referdy to financial services (and does not
include real-estate, insurance or other businesdcss) itself comprises three types of
activities performed by the financial industry (iding non-bank financial institutions):

1. Services for which banks explicitly charge a,feed are thus relatively
straightforward to record in the national accourthese services include
overdraft fees, foreign exchange commissions, donguon mergers and
acquisitions, underwriting securities, as well asrket-making activities
(Akritidis, 2007, Haldane 2010).

2. Financial intermediation resulting in net insgrencome — this part of banks’
business is not as easily captured. “Finance —cmmercial banking in
particular — relies heavily on interest flows asnaans of payment for the
services they provide. Banks charge an interest margin to capture these
intermediation services” (Haldane 91), which givise to the FISIM income
mentioned above.

3. Net Spread Earnings (NSE), e.g. capital gainglealing profits from spot
trading in the foreign exchange market.

These three major types of financial services gratéd in the national accounts in
three different ways. Capital gains are excludegriari from the production accounts;
interest flows generated by financial intermediatioe treated as an input to other industries
and deducted from total value-added to arrive aPG&nd fee-based financial services are
considered productive and are imputed a value-atbdsdd on net revenue. While there is
consensus regarding the exclusion of capital gainse there is no productive activity
associated with them, the other two treatments intefest-based financial intermediation
and of fee-based financial services — are moreraoatsial. Furthermore, there is an
inconsistency in how the standard accounting fraonkweats these two sources of financial
income.

Since fees paid for financial services are easiptured by national accountants, most
of the debate has recently focused on the (norbiesed) net interest part - financial



intermediation and the imputation of its outputigh FISIM. Financial intermediation has
long been problematic to measure. Christophers1(@éscribes the history of the so-called
‘banking problem’ - the fact that, without imputais, the value-added of the financial sector
(that is, output minus intermediate consumptionuldde negligible or even negative (since
if its costs are deducted from fee-based revenloeee athe former would often exceed the
latter). At a first stage in the history of thisegtion (SNA 53 and before), all financial
intermediation activities were excluded from cadtidns of national output based on the
value-added approach, since they were considerée tmere transfers of funds (similar to
social security payments) and hence unproductiveinfermediate approach followed with
the SNA 68, where the output of the financial seetas considered to be an input to a
notional (i.e. imaginary) industry which has nopmut In spite of the bizarre nature of this
approach, “ascribing a negative income to an inagimndustry sector...has probably been
the most used for financial intermediation serviceshe entire history of Western national
accounting” (Christophers 130).

A useful example is the Gross Value Added (GVA)tled UK financial sector in
2003, which would be £39.8 billion under SNA 1968106 of total GVA). The imputed
banking service charge (IBSC), however, was a negé#5.9 billion. Under SNA 1953 the
financial sector would have thus shown a negatt& billion value added. “Adopting SNA
1968 had, in effect, made UK finance productivehii§tophers 130, emphasis in original).
Table 1 below illustrates this point.

Table 1: The banking problemwith UK data for 2003 using SNA 53 vs. SNA 68

Item Millions of Pounds % of Total Value Added
SNA 1953 SNA 1968 SNA 1953 SNA 1968
Gross Value Added (GVA) for Total Economy £970,700 £970,700 100.0% 100.0%
Financial intermediation GVA £39,80D £39,800 4.1% 1%
Imputed Bank Service Charge (IBSC) £45,900 £45900 4.7% 4.7%
GVA for Dummy Sector None -£45,900 None -4.71%
Financial intermediation GVA (after IBSC) -£6,100 3%800 -0.6% 4.1%

Source: United Nations Statistics Division, UNdatetal, accessed 13 May 2013

Finally, with the 1993 SNA, financial intermediatibecame an explicitly productive
activity, for which value added is imputed basedti@ net interest received by financial
institutions (the FISIM approach)As can be seen from Table 2 belpthe FIRE sector is
bigger under SNA 68 (in absolute terms) sincedtudes FISIM income (line 14), which is
then deducted from value added to derive GDP (#ifexting only the relative size of the
financial sector rather than the total GDP). In S8 however, FISIM is not deducted as it
is already distributed to various uses (i.e. destiandividually from the value added of the
industries purchasing financial intermediation g#¥). As a consequence, several industries
show a lower value added (in absolute terms) uBt& 93 than when one uses the SNA 68
approach (Agriculture, hunting, forestry and fishitMining and quarrying; Manufacturing;

! The latest revision, SNA 2008, extends the bouiedaf SNA 1993 to include ever more exotic finahci
‘products’.

% The data in Table 2 are for 1996, since that Wwadast year for which data were reported accortbrigpth
SNA 68 and SNA 93 for the United States.



Electricity, gas and water supply; and Public adstiation and defense; compulsory social

security).

Table 2: GDP for the United Sates, data for 1996, according to SNA 68 vs. SNA 93

SNA 68 SNA 93
millions of current % of total millions of current | % of total value

Line Us$ value added Us$ added

(1) Agriculture, hunting, forestry; fishing 132,500 1.7% 130,400 1.89
(2) Mining and quarrying 115,500 1.5% 113,000 1.69
(3) Manufacturing 1,343,500 17.5% 1,316,000 18.3Y
(4) Electricity, gas and water supply 211,000 2.7% 208,300 2.99
(5) Construction 310,100 4.0% 316,400 4.49

Wholesale, retail trade, repair of motor vehictastorcycles and
(6) personal and households goods; hotels and restauran 1,239,800 16.1% 1,373,300 19.19
(7) Transport, storage and communications 438,800 5.7% 513,000 7.29
(8) Financial intermediation; real estate, rentingl business activities 2,111,500 27.4% 2,086,000 29.19
(9) Public administration and defense; compulsogia security 839,000 10.9% 591,600 8.29
Education; health and social work; other commursitgial and

(10) | personal services 847,300 11.0% 1,058,30( 14.89
(11) | Private households with employed persons 0.0% 12,000 0.29
(12) | Plus: Statistical discrepancy 107,300 1.4% 0.0%
(13) | Equals: VALUE ADDED, GROSS, in basic prices 695,300 100.0% 7,172,000 100.09
(14) | Less: Financial intermediation services intlisemeasured (FISIM) 263,700 3.4% 0.0%
(15) | Plus: Taxes less Subsidies on products 19,200 0.2% 546,200 7.69
(16) | Plus: Statistical discrepancy (32,200) -0.4% 32,80( 0.59
(17) | Equals: GROSS DOMESTIC PRODUCT 7,418,600 96.4% 7,751,100 108.19

Source: United Nations Main Aggregates and Detailgles (MADT) database, last accessed 28 May 2014

Even within the 1993 FISIM framework, however, thare two possible estimation

methodologies. The approackcommended by SNA 93 is to allocate FISIM across the
sectors and industries that use these servicesrdier to “identify the purchase of these
services explicitly and to classify them as intedmmge consumption, final consumption
expenditure or exports according to which sectouis the expenditure” (Akritidis, 2007,
30). Use of this approach gives rise to Oulton®1@ argument that “if banking output has
been overstated, then the output of some othersindwr industries must have been
understated” (p. 3). However, given practical diffties with allocating FISIM to users
(because of conceptual and data availability prob)e SNA 93 allows for a simpler
approach, which treats all of FISIM as the interratzconsumption of a ‘nominal sector’
(similar to the SNA 68 method). Using this more glifired approach;GDP is not affected
by the size of the FISIM output”(ibid.) Oulton further argues that even using finst
approach, the FISIM component has a negligiblecetb®@ GDP growth estimation (Oulton,
6). This observation notwithstanding, the FISIM ygeh still distorts theelative size of the
financial and other sectors within the economy.

Two comments are appropriate at this stage. Riiferent countries use different
methodologies based on their preferences, datdabildy and conceptual choices. The
United Kingdom and several other European counuigs the ‘nominal’ sector approach,
while the United States (since 1996) distributeSIFI to uses as shown in Table 2 above.
Second, the relative shares of FISIM vs. fee-basedces in overall financial incomes have



changed over time. As Akritidis observes, the sloaf@SIM income in total banking income
declined from 72% in 1992 to 66% in 2004, whileg'tbhare taken by explicit charges, such
as fees and commissions, rose” (Akritidis, 30).

This fact, as well as the existence of a simpl& N approach which does not affect
overall GDP, raises the following questiawhy are fee-based financial services treated as
value added, while interest-based financial intermediation is netted out of GDP as
intermediate consumption (of either a nominal sector or the total economy?) This
inconsistency is understandable from a measurepwent of view, since fee-based financial
services are easy to capture and therefore préssmtof an empirical problem than the
FISIM issue. From dheoretical point of view, however, the non-FISIM part of fir@al
services, that is, the fee-based income in the GpButput approach, is as problematic as
interest-based income. Finance, in its various fasatations, ultimately involves the transfer
of money. Unlike other commodities, money has ne vaslue, only an exchange value. In
fact it is exchange valugar excellence. Gold and silver still had some practical usesmwhe
they were the common means of payment, but fiateypas merely symbolic. As the
textbooks tell us, money serves as a unit of adganeans of exchange, and store of value.
Neither consumers nor firms can directly consumenaeyp but rather purchase goods and
services with it, either for final consumption or intermediate consumption in a production
procesd

From a Keynesian point of view, this notion mayerse problematic as money
provides people (both consumers and investors) aviiquidity premium, allowing them to
hedge against an uncertain future. This notion, dw&n runs into two problems, one
conceptual and one empirical. First, money may eddeonfer a feeling of security (or
‘psychic income’) on its holder because of uncetigibut its contribution to the holder’s
well-being emanates from its ability to be spen&adtiture momentyn goods and services.
Money itself cannot be directly consumed, but penfothe function of store of value in the
face of uncertainty. Secondly, from a practicalnpaf view, even if we accept that money
has use-value based on the liquidity premium idezgsuring it would be hard given that its
opportunity cost — interest income — is not fixadide from the existence of multiple interest
rates for various assets, even changes in theiheautl reference interest rate would change
the value of money as measured by the liquiditympuen. This gives rise to the FISIM
problem mentioned above.

Furthermore, fiat money is not really ‘produced'tive way other goods and services
are. In a fractional reserve system, commerciakbdend out more than the high-powered
money they have on reserve with the central bdnks tcreating’ money. They make their
profits by lending out money at a higher interegerthan that which they pay on deposits
taken in, and doing other, more complicated thiraglspf which, however, are ultimately
connected to the provision of money. In additiorrdimforcing money’s lack of use value,
this also suggests that finance may not have thee salationship between output and
employment as other sectors whose output has dsalalue. Thus we need to empirically
examine whether finance is indeed exceptional is $kense vis-a-vis others sectors of the
economy.

3. Finance versus Other Service Sectorsfor which Value Added is | mputed

As the discussion above suggests, our focus hene tilse political economy of the treatment
of finance in national accounting, rather than omputation issues per se. Finance is

% Not all production is undertaken by enterprises. @&ample, dwelling-owning households are considéo
be producing housing services for themselves,mipaiiation of which is included in GDP and is ecioahe
rents they would otherwise pay (reflecting theipogiunity cost).



conceptually different than other service sectarswhich value added is also imputed as
explained above. This is also borne out by lookihgectoral shares of total value added and
employment. Data from the OECD Structural Analyé8§AN) database is available for
these two variables, by industry. Figure 1 belowveh the various relationships between
shares in total value added and shares in totalogmment for the United States:
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Figure 1. Percentage shares of total value added and total employment for various industriesin the United States, 1987-2009



As the charts in Figure 1 show, all sectors exfiephce and real estate have a close
correlation between their shares of total valueeddand their shares of total employment.
Only the latter two sectors display a serious diseat, with a flat employment share but
fluctuations in (imputed) value added. Table 3Hartshows the correlation coefficients for
each industry:

Table 3: Coefficients of correlation* between shares of value added and shares of employment, by industry, U.S.
1987-2009

Correlation between
value-added and
Industry employment shares p-value
Agriculture, forestry, fishing, and hunting 0.87 00.
Mining and quarrying 0.39 0.07
Electricity, gas and water supply 0.97 0.00
Construction 0.91 0.00
Manufacturing 0.99 0.00
Wholesale and retail trade -0.16 0.46
Transportation, storage and communications 0.44 30.0
Financial intermediation -0.42 0.05
Real estate activities -0.15 0.50
Community, social and personal services 0.85 0.00

Source: OECD STAN database, access 13 November 2014

The industries in this table can be grouped into tategories:
» High correlation and statistically significant
o0 Agriculture

Electricity, gas and water supply
Construction
Manufacturing
Community, social and personal services
* Low correlation and statistically significant

0 Mining and quarrying

o Transportation, storage and communications
* Negative correlation and NOT statistically sigraifint

0 Wholesale and retail trade

0 Real estate activities
* Negative correlation AND statistically significant

o Financial intermediation

o O OO

Thus, while value added is also imputed for comryusiocial and personal services,
the relationship between the values imputed basednoomes, on the one hand, and
employment generated in these industries, on therdtand, is positive and statistically
significant. By contrast, value added shares inweeFIRE sectors — finance and real estate -
seem to be oscillating withegative correlation to employment shares in these indesstri
Looking at the last column of Table 3 above, firardisplays a statistically significant
(negative) correlation, whereas the correlationalfie added and employment shares in real
estate isnot statistically significant, implying that there ignply no relationship between
value added and employment in this sector.

* Data in this table and those which follow haverbeminded to two decimal points.



These results could be interpreted in several wéyse interpretation would see
finance as destroying rather than creating jobstiér, more naive version would consider
this anomaly to be evidence of outstanding progiigtincreases in the financial sector,
enabling it to produce far more output with lesbolainpuf. However, the negative
correlation could also signal a problem with theafic measurement of output for this
industry. This fits with our theory that increasitige creation of use value is related to an
increase in employment, while increasing the transf exchange value (money) is not.

Looking at the matter more formally, we can useftlewing definitions:

» Sector i's share of employmenta'§ = %, where N is employment in sector i and
N is total employment in the economy

» Sector i's share of output aiy = ?, where Y is output in sector i and Y is total
output in the economy

. .. . Yi
« Sector i's productivity i¥; = N—ll
« Average productivity in the economyls = ¥

If all sectors of the economy are productive, tidatronship between sectoral
employment shares and output shares would be reddigt each sector’s labor productivity
relative to the average productivity:

(4) Pi_

whereg? is sector i's share of employment, p is averageumtivity, p is sector i's
productivity, andaiy is sector i's share of output. This can be regedras follows:

(5) P
of = aiy Pr

In other words, we expect a sector’'s share of tetaployment to be related to its
share of output through its productivitglative to the average productivity in the economy.
As the latter can never be negative (i.#p>>0), there is indeed a problem with imputing
supercharged productivity to the financial sectoreg the observed negative correlation
between its share of value added and its sharenpfoyment between 1987-2011. Unless
one accepts the naive productivity theory menticaigolve (i.e. that the negative correlation
arises out of spectacular productivity increasefnance), the reported productivity of the
financial sector is more of a statistical artefidagn a real phenomenon. To see why, we can

rearrange (5) and write:

6 P
0;

Since o]’ is increasing butsf is decreasing faster for the financial sector, its

productivity based on standard national accounsngdeed too good to be true.

®> Goldman Sachs CEO Lloyd Blankfein was quoted leyfiimancial Times as saying, in March of 2010, that
“the people of Goldman Sachs are among the mosduptive in the world.” (Huffington Post, 2010).



For comparison purposes, Table 4 shows data f@BGD countries in terms of the
correlation between their value added and employrsieares in finance and manufacturing,
respectively. While manufacturing has, for the mesirt, a positive and statistically
significant correlation between shares of outpud amployment (28 of 33 countries), in
finance this is the exception rather than the (LGof 32 countries). The cells highlighted in
yellow indicate the absence of statistical sigaifice, whereas those highlighted in red
indicate a negative correlation.

Table 4: Coefficients of correlation between shares of value added and shares of employment, Finance vs.
Manufacturing, OECD countries, 1987-2009

Finance M anufacturing
correlation | p-value | correlation | p-value

Australia -0.75 0.00 0.98 0.00
Austria 0.74 0.00 0.73 0.00
Belgium 0.09 0.70 0.96 0.00
Canada 0.17 0.40 0.51 0.02
Czech Republic 0.2] 0.46 0.67 0.00
Denmark 0.04 0.86 0.98 0.00
Finland 0.56 0.01 0.56 0.01
France 0.83 0.00 0.98 0.00
Germany 0.50 0.01 0.9p 0.00
Estonia 0.52 0.0 0.64 0.01
Greece 0.41 0.13 0.88 0.00
Hungary 0.32 0.20 0.05 0.85
Iceland 0.32 0.20 0.87 0.00
Ireland 0.81 0.0d 0.56 0.01
Israel 0.73 0.02 0.6 0.05
Italy -0.28 0.20 0.96 0.00
Japan -0.57 0.01 0.96 0.00
Korea 0.25 0.11 0.21 0.33
Luxembourg 0.75 0.00 0.98 0.00
Mexico 0.51 0.06 0.31 0.26
Netherlands -0.17 0.44 0.98 0.00
New Zealand -0.19 0.45 0.97 0.00
Norway 0.83 0.00 0.96 0.00
Poland 0.31 0.26 0.87 0.00
Portugal 0.97 0.00
Slovak Republic -0.72 0.00 0.63 0.01
Slovenia -0.44 0.10 0.90 0.00
Spain 0.17 0.44 0.97 0.00
Sweden -0.73 0.00 0.68 0.00
Switzerland -0.44 0.07 0.73 0.00
Turkey 0.87 0.00 -0.78 0.01
United Kingdom -0.69 0.00 0.99 0.00
United States -0.41 0.05 0.99 0.00

Source: OECD STAN database, access 13 November 2014
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4. Output and Final Use Value

Given this logic as well as the observed empinaiterns, the next question dg financial
services really have an output at all? The standard national accounts answer in the
affirmative, and treat finance like any other sec&pecifically, as mentioned above, value
added in the financial sector is calculated indaene way it is for other industries:

(7)VA=Y-IC

where Y is output imputed based on the sum of tesed revenues of financial
institutions and IC is intermediate consumption utgol based on their related costs (making
‘value added’ in this case nothing more than anutaton based on financial profits from
fee-based services). Basu and Foley’s Non-Finantlie Added (NFVA) and Narrow-
Measured Value Added (NMVA) indicators, on the othand, leave out the value-added of
fee-based finance on the assumption that it isdimectly measurable and thus cannot be
linked to generating aggregate denfand

Should finance be included in or excluded fromltetdue added? And what happens
when a commodity does not have a final use vahs,is, what if it cannot be used in final
consumption? As mentioned above, money cannot iguooed at all, only serve to purchase
other commodities which are then used (in eithegrmediate or final consumption). It can
therefore neither be considered an output (forl fto@sumption) nor a productive input (for
intermediate consumption in the production progessplying there is neeconomic value
added from selling monéyThus, we cannot use the VA = Y — IC formula asother
industries. Should we exclude the imputed finansialue-added’ then, as Basu and Foley
do?

Financial services are, however, paid for by hoakEhand firms. Thus, financial
revenues (from which financial ‘output’ is imputeade not simply non-productive for the
economy — they represent apportunity cost (similar to the SNA treatment of dwelling-
owning households as described above) in that theegn paid for them could have been
spent on productive activities elsewhere. This pted with the observed negative correlation
between finance’s shares in output and employnmsrggests that the sector egtractive
rather than productive. It is therefore more adeuta account for the financial sector as a
cost of producing the rest of GDP, that is, a cost ined in generating all true value added.
In other words, the ‘output’ of finance should deducted not merely excludedrom GDP
as it is the ultimate and ubiquitous intermediataui (albeit an intermediate cost rather than
an input for intermediate consumption) to all inmwes producing a use-value output of either
goods or services.

This methodology goes beyond the SNA 53 approadbhwherely treated finance as
non-productive. Also, while novel, it builds on tvwetements already existing in SNA 68 and
SNA 93. From SNA 68 it takes the concept of apmgyihe output (not value added) of the
financial sector as an input with a negative sigough in our proposed measure it is an input
to the rest of the economy rather than to an inaagirsector. Even more importantly,
mirrors the treatment recommended for the FISM income by SNA 93, here applied

® Basu and Foley (2013) focus more specificallylmduestion of the discrepancy between indicesitgfun
and employment, rather than trying to develop ajregate that consistently represents the contabudf
various sectors to net output as is the case here.

" Standard national accounts, by contrast, imputeevatided for fee-based financial services (notitiok
FISIM) by deducting the costs of financial instituts from their fee-based revenues (the lattergo#ie source
of financial imputed ‘output’). This procedure iaded on the neoclassical assumption that where iger
income there must be production, or where thepedfit there must be value added.
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symmetrically to the fee-based part of financial incomes. Recall that FISIM in SNA 93 is
distributed to uses, so several industries whighfpafinancial services show a lower value
added than they otherwise would. This clearly shthas the amount of revenue received by
financial institutions is a cost of production tther sectors. Applying this logic to the fee-
based (non-FISIM) part of financial incomes (in #ggregate) would mean deducting the
total revenue of financial transactions (from whiaiancial ‘output’ is imputed) from the
total value added in the economyaking the treatment of all financial activities ithe SNA
consistent

We believe that both the standard national accoastsvell as the NFVA/NMVA
indexes overestimate the contribution of financéotal value-added and therefore overstate
GDP in the process. The NFVA/NMVA method is neuttafinance in the sense that it only
avoids imputing it a value-added, rather than ingait as a cost of producing all other
output. Standard GDP errs twice, first in failimgrtet out financial output (revenue) as a cost,
and again in adding financial ‘value-added’ to tatalue added, thus inflating GDP by the
amount of the imputation.

The approach proposed here, then, differs fronNfRéA/NMVA framework in three
ways. First, it does not stop at excluding the @added imputed to finance but additionally
gives its (imputed) total ‘output’ a negative signce it is a cost of producing all other value
added in the econorfiySecondly, it does not exclude other sectors foichvvalue added is
imputed. The reasoning here is that such sectagsgevernment, education, health etc. do
provide very concrete final use value (in the fooindefense, law and order, instruction,
medical care) and thus have outputs. Their measneis indeed a contested issue as there
is no independent measure of their output, butkenfinance, these sectors do not merely
transfer exchange value, but actually produce fusa value, measureable or not. This logic
is also based on the fact that education, health government services all produce
employment-intensive tangible services, such assel taught, medical checkups and
surgeries, and military and police activities. Tdreater the volume of such services that is
produced, the more employment is required to cdreyn out. In finance, however, the core
activities involve managing, transferring and réqaagng money in ever more ingenious
ways. A financial firm handling one billion dollaie assets with 100 employees may not
need to hire 900 more staff if its asset base asaé to 10 billion dollars (as can be seen
from the correlation shown in Table 3 above).

Third and finally, Basu and Foley compare their sugas of value added (either
narrow measured of non-financial) to standard GFasures, but as mentioned above, GDP
includes taxes net of subsidies while value adda®s$ ashot. Our approach will thus adjust the
proposed final-use value added measure to dernad GDP, or FGDP.

Overall, then, the role of finance in the total mmmy can be treated as follows:

(B) VAg =% (Yi-IC) - Y,

wheref stands for total economy, i for each of the indastother than finance, apd
for the financial sector. This measure can be ddflimal Value Added (FVA), as it applies
the value added formula to all sectors producingpuwuwhich has a finalise value, while
deducting the ‘output’ of finance (which only tré&s exchange value) as a cost (or
intermediate input) to the total economy. Once mgtiis is similar to what the SNA 93

8 Note that the methodology here nets out the tatgdut (revenue) of finance rather than just itsieadded.
Recall that according to (7) above, VA =Y — IC,iethcan be rearranged to show that output is theu
value added and intermediate consumption (Y = VI®} By netting out only the VA of finance, one wadu
leave in the income stream for the intermediatesamption of financial institutions themselves.

12



recommends for the FISIM part of financial incom@gen as it neglects to treat the fee-based
incomes of the sector similarly (applying the s&ddvalue added formula instead).

Standard GDP thus mixes in a cost of productiona(fce) with net output (value
added for all other sectors), while FGDP — dedgcfinancial costs from economic value
creation — consistently includes only final prodomet In fact, in this sense GDP is even less
consistent than the Gross Output (GO) measure peabby Mark Skousen (1990). The latter
consistently includes all intermediate sales frome dirm to another (Colander, 453).
Colander points out that GO is really a measummarket activity rather than of output, and
proposes renaming it Gross Domestic Market Actii@@DMA). Nonetheless, it is a
consistent measure of such activity in that it applies thie f including intermediate sales to
all sectors. GDP, by contrast, gives fee-basedn@ilah services a special treatment even
though they have no final use value. Instead ofingetthem out as it does with other
intermediate inputsafd with interest-based financial incomes), GDP counts them as net
output (i.e. value added). FGDP is thus an adjustregmmetrical but opposite to that of
Skousen, It is the demand-side equivalent of G@hat it consistentlyloes not include any
intermediate transactions in the calculation otieaddded (with finance treated like any other
intermediate input), and thus measures dimlig output, that is, output which has final use-
value and is available for final consumption by $eholds or government. Put another way,
GO includes all intermediate inputs, GDP mixes m@termediate input (finance) with net
outputs (value added), and FGDP counts only fimetl ,outputs. This is shown schematically

in Figure 2:
<—— Demand side Supply-side

Figure 2. A Schematic Comparison of FGDP, GDP and GO

5. Reconciling FGDP with the Income and Expenditure Sides of National
Accounts

The discussion above presented an alternative meeaswutput, FGDP, based on the value
added approach and treating finance as an ecorawsicather than as employment-creating
output. The analysis would not be complete, howewgthout looking at what this new
measure of production implies for the other tworapphes in national accounting, that is,
the income and expenditure sides. This is becaugeinciple, all three aggregates - GDP by
the income, product and expenditure approaches st l@ the same since they are all
accounting identities. In practice, however, thisreften a statistical discrepancy due to the
fact that each estimate relies on different datacss.

5.1. Rationale

As we have seen, FGDP is a measure of net outguthwreats financial output as an
intermediate input and therefore deducts it frotaltgalue added (after excluding the value
added imputed to the financial sector). This procedis based on two arguments:

° Rosnick and Baker (2011) estimate the size ofitberepancy at around 0.5% of GDP between 194 2amd
and explain the phenomenon based on misclassificafishort-term capital gains as ordinary incofmother
explanation is provided by Thoma (2005) who lirtks tliscrepancies to the share of government inubutp
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conceptually, it rests on the assumption that fieafand its core product, money or credit)
has nofinal use value; empirically, it builds on the negatogerelation found between the
share of finance in total output and its shareotaltemployment. Incomes generated in the
financial sector, however, remain on income sid¢hefaccounts, and likewise are equal to
someone’s expenditures. At this stage, and as & Bas adjusting the income and
expenditure aggregates in line with the FGDP idda,useful to look at how the SNA treats
two other services which have both intermediatefarad consumption elements: commuting
to work and employment-related medical exams.
Regarding commuting, the 1993 SNA has the followirggruction:

The following types of goods and services providedemployees must be treated as part of
intermediate consumption: ....Transportation and Ihe&vices provided while the employee is
travelling on business (SNA 1993, 6.155).

The 2008 SNA likewise states the following:

“...services provided to employees carrying outrth@sks, for example the cost of food and hotel
accommodation when travelling on business is tokate intermediate consumption of the employer
and not final consumption of the employee.” (SNA208.99)

"The following types of goods and services providedemployees must be treated as part of
intermediate consumption: ...Transportation and haetvices including allowances for meals
provided while the employee is travelling on busme. First aid facilities, medical examinations or
other health checks required because of the naifithe work....Employees may sometimes be

responsible for purchasing the kinds of goods orises listed above and be subsequently reimbursed
in cash by the employer. Such cash reimbursemeuss Ine treated as intermediate expenditures by the

employer and not as part of the employee’s wagdssalaries." (SNA 2008, 6.222)

It is interesting to note that in both versiongled SNA, the treatment of work-related travel
and health services depends on whether the emptoyemployee pays for them. In the
former case, they are considered business costscamted as intermediate consumption (on

the output side of GDP); in the latter, they asated as personal consumption and counted

as final consumption expenditure (on the expenelisicle of GDP).

The implications of whether these services arssdig@d as intermediate consumption
inputs or as final consumption expenditures caillbgtrated by a simple example. Assume
an economy has only one large firm, producing $llianiworth of gross output, of which
$600,000 is intermediate consumption, leaving vadded of $400,000. Ignoring for the
moment the net taxes difference between value addeédsDP, this implies total income and
expenditure of $400,000 as well (i.e. GDP = $400,09 all three approaches). At an initial
period, say §, the costs of commuting and work-related medisanes (which amount to
$100,000 each year) are paid for by the workers,the firms, and are thus under the
$400,000 GDP by expenditure side.

Suppose further that after the end of the firgtryen Ty, firms start paying for these
services, relieving the workers of the burden ofipg these costs. Table 5 shows how this
change impacts overall GDP in the economy in alldéhmeasures:

Table 5: Impact on GDP of changing the treatment of commuting and medical exams

GDP by GDP by To GDP by To
Production To T, Expenditure T, Income T,
Gross output $1,000,000 $1,000,00Consumption $200,000 $100,000rofits $150,000Q $50,000
Less: Intermediate Plus. I+G+X-M Plus. Wages
consumption $600,000  $700,000 $200,000| $200,009 and net taxes $250,000  $250,000
Equals:
Equals: Total Equals:
Value added $400,000 | $300,000 | expenditure $400,000 | $300,000 | Total income $400,000 | $300,000
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Reclassifying the $100,000 cost of commuting orkarelated medical services from
the final consumption of workers to an intermedied@sumption of firms has three effects:
reducing value added by $100,000 (since value adedegross output — intermediate
consumption, and the latter has been increasedl®§,800); reducing total expenditure by
$100,000 (since final consumption expenditure is nower by $100,000, with the other
parts — G, | and X and M — unchanged); and redupmodjts, taxes and wages by $100,000
(since profits = revenues — costs, and busineds base just risen by $100,000). In all three
measures, GDP has gone down from $400,000 to $300,8imply because of the
reclassification of the services under question.

Why does the SNA allow multiple ways to treat g@me service (commuting or
work-related medical exams) depending on who payst? Empirically, one explanation
could be that it would be more difficult to attrileusuch costs to consumers than to firms. At
a more conceptual level, however, this may be eéxgibeither by a radical appeal to the idea
of workers spending on contributions to their hunsapital, or more reasonably by the fact
that the activities in question can be undertakath by consumers in their free time, and by
workers in work-related situations. That is, thesevices have bothfeal use (for personal
consumption) and amtermediate use (as an input or intermediate cost of prodagtio
depending on the context. This is explained bySN& as follows:

“An employer, whether government or not, may previth employee with equipment that is necessary
to carrying out the labor services the employeiges. Examples are uniforms or small tools, such a

scissors for hairdressers or bicycles for delivgnmnail. This equipment is recorded as intermediate
consumption of the employing enterprise and is neseorded as being acquired by the household to
which the employee belongs. The same conventiohiespp services provided to employees carrying

out their tasks” (SNA 2008, 8.99).

But does this logic apply to financial serviced2AS2008 implies that it does. A
section dealing with charging for financial sergceads as follows:

“Explicit fees should always be recorded as payalyl¢he unit to whom the services are rendered to
the institution performing the service. If the dees are rendered to a corporation or to government
the costs will form part of intermediate consumptitf they are rendered to households they will be
treated as final consumption unless the finan@alise is performed in relation to an unincorpodate
enterprise, including the owning and occupying direlling.” (SNA 2008 - 17.234)

This is similar to the commute and medical-examesasn that the classification of the
services is based on who is paying, i.e. the SNdcales fee-based financial incomes based
on whether the buyer of these services is a holgelbn the one hand, or firms and
government, on the other hand. The implicationhest fee-based services provided to the
latter are already netted out as intermediate jnphile services provided to households
(except in their capacity as home-owners) showruthe expenditure and income sides.

However, there is a gross inconsistency hereoth the commute and work-related
medical exam cases, it is a firm (the employefezgitpaying for services consumed by its
employees (in which case these services show ugeamediate consumption) or not paying
(in which case the employees pay and the servitesvsup as final consumption
expenditure). In contrast, financial services tgpooations and governments are services paid
for by one firm to another, rather than by a firon fts employees. This asymmetry (firm to
firm vs. firm to employees) has political economyplications. When financial corporations
deal with non-financial corporations, “there is gedor systematic mutual gains in arms-
length relationships” between them (dos Santos, Wbile the relationship between financial
firms and individuals or households is far moreque (ibid. 12).
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Furthermore, financial services to individuals oubkeholds are not final (having no
direct use value) and should therefore not be densd as final consumption. Even outside
of financing mortgages (for owner-occupier housdgplfinancial services such as student-
loans, car loans, and even credit cards are neicesrproducing &éinal consumable output.
What these services do is provide households wihntoney they need to purchastber
goods and services, such as an education, a caooeries. Finance is therefore mediating
between borrowing households’ current incomes am$umption needs. On the saving side,
finance can be seen as offering savers a forndefgired consumption (similar to what
Keynes advocated in his 1940 bodkw to Pay for the War), once again noturrent final
consumption. More broadly, in terms of aggregatmaled analysis, finance falls into the
same pool of leakages as savings, taxes and impavtsch are only offset by injections of
demand from investment, government spending andrexp- because it diverts spending
away from current consumption on othénal goods and services to paying financing fees.

For all these reasons, the ‘output’ of fee-basedntial services — imputed as
mentioned above from their gross revenues — neeks temoved from GDP by expenditure
— since the expenditure is not on a final goodevvise - and from GDP by income — since
finance is an intermediate cost of firms and thaeefa reduction of their gross profits. The
amount to be adjusted, as demonstrated on the tosige is equal to sum of the imputed
‘output;wand ‘value added’ of the FIRE sectors, uard $7.5 trillion in 2013 (in 2009
dollars)™.

5.2. Reconciling FGDP on the Expenditure Side

The adjustment on the expenditure side is lesgbktfarward that on the output side, since
we need to look at the contribution of each setidhe four categories of expenditure: final
consumption expenditure (FCE), gross fixed cagdaiation (GFCF, which is the sum of

fixed investment and changes in inventories), govent expenditure (G) and net exports
(NX = exports minus imports). Table 6 below shotws distribution of GDP by expenditure

from the 2012 input-output table:

Table 6: Contribution of each sector to expenditure categories of GDP

6%

FCE GFCF G NX
Agriculture, forestry, fishing, and hunting 103% 5% 0% 12%
Mining 0% -78% 0% 1789
Utilities 100% 0% 0% 0%
Construction 0% 69% 31% 0%
Manufacturing 91% 39% 6% -369
Wholesale trade 53% 20% 2% 249
Retail trade 96% 4% 0% 0%
Transportation and warehousing 64% 8% 1% 27%
Information 70% 20% 1% 9%
Finance, insurance, real estate, rental, and leagin 93% 3% 0% 3%
Professional and business services 21% 54% 18%
Educational services, health care, and socialtassis 100% 09 0% 0%
Arts, entertainment, recreation, accommodation,fand services 99% 0% 0% 0%
Other services, except government 101% 0% 0% +1%
Government 3% 0% 97% 0%

Source: Data from table “The Use of Commoditiesliyustries, Before Redefinitions (Producers' Piites

BEA, accessed October 2014.

19 By adjusting all three sides of GDP by the sameuarh(equal to the sum of value added and outptfieof
FIRE sector), reconciliation of the three adjusteghsures is guaranteed by definition.
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As can be seen in the table above, government sperappears as one of the
expenditure sectors (second column from the righi}, the input-output analysis does not
show it as a recipient of financial value addeder€fore, its expenditure in our adjustment
was kept constant, while the other three compone®CE, GFCF, and NX — have been
adjusted proportionally to the share of financi@ie added coming from them.

In 2012, the bulk of expenditure on fee-based fumdrservices, 93%, was attributed
to personal consumption expenditure (which matdhes SNA recommendation), 3% to
private fixed investment, 5% to exports, and 2%mtports (that is, -2% in the accounting for
net exports). The total adjustmEnfamounting to 49.3% of GDP, the sum of financialue
added and financial output) could be proportionaillyptracted from the above-mentioned
sectors. Denoting the total amount to be deductedr,bTable 7 shows the steps in the

calculation:

Table 7: Adjusting GDP on the expenditure side, U.S data for 2012

Shares of FGDP
Item GDP Financial
Millionsof | % of Value Millions of % of
dollars* Total Added | Adjustment dollars* Total
C)) (b) (©) d=@)F (=@)=(d) 0
GDP by Expenditure 16,245 100.0% 100.0% F=8,004 4(8}2 100.0%

Personal consumption
expenditures 11,150 68.6% 93.4% 7,474 3,676 44.6%
Government consumption
expenditures 3,167 19.5% N.A. N.A. 3,167 38.4%
Gross private domestic
investment 2,475 15.2% 3.2% 258 2,217 26.,9%
Net Exports -547 -3.4% 3.4% 213 -820 -9.9%

* The input-output tables are presented in curdatiars for each year. Therefore, the calculatiwese done in
current dollars to get the adjusted percentages.

As can be seen by comparing columns (b) and (B, distribution of GDP by
expenditure categories changes dramatically betv@eR and FGDP. Consumption is no
longer far ahead of other expenditure categorigd) government spending and private
investment close in its tracks. The dynamics andmmg of this difference have interesting
political economy implications but fall outside theope of this paper.

5.3. Reconciling FGDP on the Income Side

The commuting and work-related medical issues énSNA discussed above pointed
to an explicit link in the national accounts betwelee expenditure and output sides. The link
is consumption, which has two stages — intermedaiatefinal. An activity that is classified as
intermediate consumption falls on the output sidé ia netted out of gross output (to arrive
at value added); or it is treated as final consuwmnpand shows up on the expenditure side.
The input-output tables also facilitate this conimecbetween output and expenditure, since
they show how the output of each industry (rowgeparated out by expenditure sector (e.g.
93% of financial value added, as we've seen abowattributed to final consumption

expenditure).

Reconciliation on the income side is more compdidat-irst we lack a conceptual
bridge between income and output, similar to tHe cmnsumption serves between output

M Notice that we are again adding up the value addethe output of the FIRE sector, as in the previ
chapter. By applying the proportion of FIRBlue added to this larger figure, however, we are making an
assumption that the same proportions apply to FI&RBUt, which may not be correct. In the absence of &rrth
data, however, this estimate will have to suffice.
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and expenditure. Second, and more importantly tmrpoirposes here, the input-output tables
only show the breakdown by income - to wages, taxekprofits — at thbottom of the table,
i.e. on the input side. In other words, the columnwhich represent industries and their
inputs in the 1/0 tables — have three additiondsadter all the commodities serving as input
for the given industry, and these show the breakdoWwages, taxes and profits in that
sector, e.g. in finance. Thus we can see thatQit2224% of the income in the financial
sector consisted of wages, 9% was taxes less sefystohd 68% on profits. As Table 8 below
shows, the FIRE sector is one of the three topstras in terms of share of income going to
profits (along with agriculture and mining), whiele also the three industries with lowest
share of wages in their income (less than 25%).

Table 8: Income breakdown of each sector of GDP

Compensationy Taxes less | Gross operating

of employees subsidies surplus Total
Agriculture, forestry, fishing, and hunting 21P6 1% 77% | 100%
Mining 21% 10% 69% 100%
Utilities 26% 22% 52% 100%
Construction 64% 1% 35%| 1009
Manufacturing 46% 3% 51%| 1009
Wholesale trade 48% 20% 32%  100%
Retall trade 55% 21% 24%  100%
Transportation and warehousing 58% 6% 35%| 1009
Information 35% 5% 60%| 1009
Finance, insurance, real estate, rental, and leagin 24% 9% 68% 100%
Professional and business services 71% 2% 26%| 1009
Educational services, health care, and socialtassis 83% 3% 14%  100%
Arts, entertainment, recreation, accommodation,fand services 62% 12% 26%  100%
Other services, except government 71% 5% 23%| 1009
Government 80% -1% 21%| 1009

Source: Data from table “The Use of Commoditieslfiyustries, Before Redefinitions (Producers' Piices

BEA, accessed October 2014.

How does this help us reconcile the FGDP adjustpmeatie on the output side, with
the income side of national accounts? The mosigktfarward methodology would be to
apply the relative shares of wages, taxes andtgrafi the financial sector to the total
adjustment (denoted by F as above), and thusistrithe adjustment proportionally to the

income categories of the whole economy:

Table 9: Adjusting GDP on theincome side, U.S. data for 2012

Shares of FGDP
Item GDP Financial
Millions of % of Value Millions of % of
dollars* Total Added | Adjustment dollars* Total
C)) (b) (©) W=@F (@©=@-=(d) ()
GDP by Income 16,245 100.0% 100.0% F=8,004 8,240 0.0P0
Compensation of
employees 8,620 53.1% 23.6% 1,887 6,733 81.7%
Taxes on production and
imports, less subsidies 1,066 6.6% 8.8% 02 364 %4.4
Gross operating surplus 6,559 40.4% 67.[1% 5/416 4311 13.9%

* The input-output tables are presented in curdatiars for each year. Therefore, the calculatiorge done in
current dollars to get the adjusted percentages.
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Once again, as on the expenditure side, the apiplcaf the FGDP adjustment to the
income side results in different relative sharesncbme. In this case, the results are quite
dramatic, with the wage shafeoing up from 53.1% of GDP to 81.7% of FGDP, whjtess
profits decreased from 40.4% of GDP to a mere 1329%GDP. While both categories have
been reduced in absolute terms in the adjustmentps, gross profits were reduced far more
(as explained above, due to the large share ofitprof financial value added, 67.7%,
compared to wages’ share of 23.6%). The implicatiointhis new structure of income can be
the subject of further research.

It is now clear how the treatment of finance asraarmediate input will affect all
three measures of GDP. Net output or value addeB®P(O) - will be reduced by treating
finance as a cost (intermediate input) rather thanoutput; likewise, total expenditure -
GDP(E) - will go down since nfinal expenditure on finance will be registered; finatiytal
income - GDP(l) - will go down as well, with prafideclining more than wages, as per the
income structure of the financial sector, whichnmw treated as an overall cost to the
economy. Figure 3 presents the adjustment betwesethtee approaches schematically:

Market for
Factors of

Market for
Goods and
Production

Services

GDP(l GDP(0O) GDP(E)
Wages Output Consumption
g Fac'tor p Supply p
_  services N

Taxes -Intermediate Investment
Consumption |~ d

Profits Income Deman Government
=Value Added

Net exports
Adjustment: reclassify financial fees from value Adjustment: reclassify financial fees from final
added (GDP(0)) to cost (GDP(l)) consumption (GDP(E)) to intermediate

consumption (GDP(O))

Figure 3. Reconciliation of the Three Approachesto GDP

12 Compensation of employees is not only wages, foreeise, but includes also benefits.

19



6. Empirical Estimates of FGDP

To get a sense of what the FGDP adjustment dogwactice, we now look at data on
financial services in the U.S., one of the mosaficialized economies in the OECD, “with
more than 30% of [its] value added coming from financial sector” (Assa 2012, 36). For
the United States, data on the FIRE sector in thi#ged Nations MADT database begin in
1977. We look at data from MADT table 202 - valugled by industries at constant prices.
The use of constant (rather than current) pricabisidataset ensures that we are looking at
real value added and real GDP and not their nonsigaivalents (available in table 201 of the
UN database). Looking at a cross section of GDRdbye added, Table 10 presents the data
for 2011, in 1985 prices (based on SNA 93).

Table 10: Breakdown of value added for the United States, 2011, in 1985 prices and as a percentage of total value
added

1985 million % of value
Line Industry dollars added
1 | Agriculture, hunting, forestry; fishing 161,642 A%
2 Mining and quarrying 124,714 1.6%
3 Manufacturing 1,502,866 19.39
4 Electricity, gas and water supply 200,009 2.6%
5 | Construction 173,282 2.2%
Wholesale, retail trade, repair of motor vehiclastorcycles and
6 | personal and household goods; hotels and restaurant 1,585,951 20.4%
7 Hotels and restaurants 74,670 1.0%
8 | Transport, storage and communications 695,527 %8.9
Financial intermediation, real estate, renting basiness
9 | activities 2,073,814 26.69
10 | Public administration and defense; compulsocyad@ecurity 630,269 8.1%
Education; health and social work; other commursbgial and
11 | personal services 621,654 8.0%
12 | Private households with employed persons 9/552 .1%¢(
13 | Equals: VALUE ADDED, GROSS, in basic prices BIHB1 100.0%
14 | Equals: GROSS DOMESTIC PRODUCT 7,762,152 99(7%
15 | NFVA (=13-9) 5,715,237 73.49
16 | NMVA (=13-9-10-11-12) 4,453,762 57.29
17 | FIRE Output (=9 * 1.56) 3,226,692 41.49
18 | FVA (=13-9-17) 2,488,545 31.99
19 | GDP/Value Added 0.9965
20 | FGDP (=18*19) 2,479,951 31.89

Source: United Nations Main Aggregates and Detdildoles (MADT) database, last accessed 28 May 2014

As mentioned above, the difference between valaedadnd GDP is equal to taxes
net of subsidies on products (as well as a stedistliscrepancy). According to this table,
finance accounted for 26.6% of all total value atide the US in 2011 (row 9), or $2.1
trillion out of a total of $7.8 trillion (in 1985dllars). Using the NFVA approach (row 15 =
row 13 — row 9), total value added comes to only $6llion dollars, or 73% of its standard
equivalent. The NMVA measure (row 16 = row 13 — soWthrough 12) would yield $4.5
trillion dollars, or 57% of the mainstream figure.
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In order to compare these numbers to the FVA measutich not only excludes the
‘value added’ of the FIRE sector but also dedustsutput’, the data from MADT table 202
is not sufficient, since it gives only tvalue added for the FIRE sector (calculated as output
minus intermediate consumption). To get the data datput before intermediation
consumption is netted out, table 203 of the MADTatlase was used. While this table is in
current prices, it can be used to calculate thegnten of output to value added in each year
since both variables are in the same prices. Fameile, reported financiadutput in the
United States for 2011 was $7.736 trillion. Fromsth$2.764 trillion of intermediate
consumption is deducted to arrive at value adde®4d®72 trillion, meaning the ratio of
output to value added in 2011 was 7.736/4.972=(ob6conversely, value added was 1/1.56
of output, i.e. 64%). Applying this to our constagmice data of $2.1 trillion we get financial
output in constant prices (for 2011) of $3.2 titli Deducting this figure from the reported
2011 total value added gives total Final Value Atfer FVA) of $2.5 trillion, or 32% of
standard value added. Thus the FVA measure endelogr both NFVA and NMVA, as a
percentage of standard value added. As mentionedeabowever, to be consistent with the
other three approaches to GDP, value added muadjbsted by adding taxes and subtracting
subsidies. In 2011 the reported ratio of GDP taeadded was 0.9965, so applying this to
our FVA measure yields Final GDP (or FGDP) of $Rillion (compared to $7.8 trillion in
the official figure). This calculation (as well #sose involved in deriving GDP from value
added, NFGDP from NFVA and NMGDP from NMVA) is ifitrated in Table 11 below.

Table 11: Value added and GDP for the United States (2011, millions of 1985 dollars) using four approaches

Standard| Non-financia Narrow-measureéd  Finaluadae
Initial value added (total economy) 7,789,051 7,089 7,789,051 7,789,051
1. Deduct value added of finance (and oth
imputed sectors in NMVA¥) -2,073,814 -3,335,289 -2,073,814
2. Deduct gross output of finance -3,226,692
New value added 7,789,051 5,715,237 4,453/762 H48¢
Taxes minus subsidies factor 0.9965 0.9965 0.9965 .9965
GDP equivalent 7,762,152 5,695,500 4,438,881 29519,

* Financial intermediation, real estate, renting dusiness activities; Public administration anfitdse;
compulsory social security; Education; health anadda work; other community, social and personalises;
Other community, social and personal services;a®itnouseholds with employed persons.

Applying the FGDP method to a time series, Figudemonstrates that the various
alternative measures are indeed narrower thanatd@DP in the official national accounts.
Note that FGDP is lower than NMGDP even thoughftreer includes more sectors than
the latter. This is because FGDP deducts a langguat - the gross ‘output’ of finance,
instead of just excluding the net value addedrddrice - from total value added.
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Figure 4. Levels of GDP, Non-financial GDP, Narrow-measured GDP and Usable GDP, hillions of 1985 dollars
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In addition to the different size of the U.S. ecayoimplied by Figure 4, there is a
dramatic difference in the growth rates of the @toy according to each measure. While
GDP and NMGDP show a cumulative growth of 82% aa#h&ver the period 1987-2011,
respectively, NFGDP suggests a more moderate ipered 74%, with FGDP far more
pessimistic at 34%. By comparison, total nonfarnpleyment grew by 29.1% over the same
period, strengthening the case for FGDP as a neadestic measure of real net output.

Furthermore, FGDP has the lowest mean growth radehgghest standard deviation
of all measures. This is in line with our theoryfiolance as a having a negative contribution
to total output.

Table 12: Mean and standard deviation of growth rates using GDP, NMGDP, NFGDP and FGDP

GDP | NFGDP | NMGDP | FGDP
Mean growth rate 2.6% 2.3% 2.6Pb 1.3%
Standard deviation 1.8% 2.0% 2.8% 2.8%

6.1. Aggregate Demand, Output and Employment

To examine the demand-sensitivity of GDP vs. FG¥Pawis employment, we build on the
following framework: the spending that is the out@of increased demand leads, in turn, to
increased output and thus higher employment. Westoaet indices for standard GDP,
employment, Non-Financial GDP or NFGDP (based orivAFadjusted for taxes less
subsidies) and Narrow-Measured GDP or NMGDP (NMVdjuated likewise), and our
measure of FGDP. We expect FGDP to be more clasahelated with employment than
GDP, NFGDP or NMGDP, since (1) finance does nottrdoute to total output (having no
final use value but rather acting as cost of prtday and (2) finance has a negative
correlation between output and employment shaeshawn above. Other service sectors
excluded from NMGDP (such education, health etw)vever, do have a final use and, as
argued above, must involve production and employmen

Using real growth rates (with an index based on7£380), Figure 5 shows that the
FGDP index most closely tracks employment overpiieod 1987-2011. In this analysis the
NMGDP measure is more closely related to offici@lRsthan was the NMVA index in Basu
and Foley’s original paper. This is due to the féet GDP differs from value added by
including taxes net of subsidies.
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Figure5. Indices of GDP, Non-financial GDP, Narrow-measured GDP, Final GDP and Employment, 1987-2011

Beyond the visual proximity of FGDP and employmétyw can we assess whether it
is a ‘better fit’ for our purposes than GDP? As ave interested in the relationship between
output and employment, we regress the employmes¢xinlbased on Bureau of Labor
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Statistics data) on each of the four output indiseewn in Figure 5, with the following
results:

Table 13: Regression coefficients. OLS, using observations 1987-2011 (T = 25), Dependent variable;
Employment. HAC standard errors, bandwidth 2 (Bartlett kernel)

Coefficient
GDP 0.301547
NFGDP 0.339159
NMGDP 0.288879
FGDP 0.760439

All regression coefficients are statistically siggant at the 1% level, but FGDP has a
far better fit with the independent variable — enyphent — than the other three measures (in
fact its coefficient is more than twice as largettest of GDP). FGDP can thus help explain
the otherwise mysterious phenomena of jobless er@s/and job-loss downturns mentioned
by Basu and Foley (2013), where employment moveshnmoore slowly than what changes
in standard GDP would imply. Using FGDP, the ‘jasderecoveries appear as periods of
stagnation, where job creation is naturally minimesolving the puzzle.

OECD data enables us to go further back in timéaass 1970. This longer view
confirms the conclusions drawn above, as can beisdégure 6. The regression coefficients
are even more pronounced with the longer time sewéh 0.36 for GDP, 0.49 for NFGDP
and 0.79 for FGDP.
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Figure 6. Indices of GDP, Non-financial GDP, Narrow-measured GDP, Final GDP and Employment, 1970-2011

As Figure 7 below illustrates, GDP shows the Uc®nemy growing around 4% from
1992-2000, while FGDP and employment grew at ameaeof 2.3% and 1.6%, respectively.
Likewise, 2001 has an annual growth of 1.1% for GBUR -1.6% for FGDP and zero growth
of employment. Furthermore, the recovery from tB@X2recession is a healthy 2.7% average
over 2002-2006 according to GDP, but a more symthed 0.7% in FGDP and 1.1% in
employment.
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Figure 7. Growth Rates of GDP, FGDP and Employment 1987-2011

6.2. Implicationsfor Median and Disposable Income

Our discussion above portrayed financial fees ag@momic cost at the macroeconomic
level. At the microeconomic level, FGDP can helprore closely approximate a country’s

average standard of living in per capita form, siGDP per capita does not match peoples
experience very well (Stiglitz, Sen and FitoussD20 As Figure 8 shows, the average
person’s standard of living in terms of median meohas stagnated since 1987, while
standard GDP per capita shows a 47% improvemerkimgean 2007. FGDP, on the other

hand, demonstrates only a 6% improvement in theegaenod, and has a trough in 2009 of
2.5% lower per capita FGDP than in 1987 (by conhtias2009 per capita GDP was 39.5%

higher than in 1987).
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Figure 8. Indices of per capita GDP, per capita FGDP and median household income, 1987-2010

This divergence of FGDP from GDP (and the closexxionity of the former to
median income) suggests that, while financial capons and wealthy investors did very
well from the mid-90s onwards, the rest of sociegnd the economy as a whole — did*hot
Since our approach treats finance as a cost, dggeting growth in the size and income of
the financial sector thus appears to have conteeagxpense of the non-financial economy.

Pressman and Scott (2009) perform a similar arebtsthe micro level by deducting

interest payments on consumer debt from houselncioihie, and the results show a higher

13t also supports our critique of GDP in general iéa treatment of financial incomes in particular,

highlighting what may be thought of as a statistizéble.
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poverty rate in 2006 than standard figures woul@lyn{including four million debt poor
people in the U.S. who do not count as poor othea)viThe logic is similar with the FGDP
adjustment, though the latter focuses on fees rdkt@ interest differentials. Both income
streams reduce the inconeffectively available for consumption, rendering disposable
income an inaccurate measure of actual purchasngip

Dos Santos (2009) documents the reorientation 0k bending away from firms and
towards “direct extraction of revenues from ordynaage-earners” (p. 2). Unlike lending by
financial corporations to non-financial corporasor which tends to be a “mutually
beneficial, arms-length relationship” — the asynmmat relationship between banks and
individuals constitute “historically newexploitative modes of appropriation from the
independently secured income of wage earners”,(iBjdemphasis in original). Workers’
income is independent in the sense that the vadpmariated from workers has been created
without the help of the loan (unlike business Igaiitie asymmetry exists both in terms of
the specialist nature of banks vs. the average avdrRformation asymmetry), as well as the
forced nature of much individual borrowing, due“fghe privatization of provision for a
number of basic social necessities”, such as hgusiducation and pensions (ibid. 13). Dos
Santos documents the increase in household finastdigations (from 15.36% of disposable
income in 1980 to 19.35% in 2007), which — seeth@light of our view of financial fees as
a form of taxation — suggests another reason fomtbakening of aggregate dem&ndhis
could be also be conceptualized as a financiatinaif exploitation, away from appropriation
of surplus value from the individual qua wage egria@d towards extraction of financial
surplus value from the individual as consumer.

7. Conclusionsand Further Research

This paper discussed the inconsistent treatmefiwarfcial incomes in the national accounts.
Interest-based financial intermediation, on the loaed, is considered to be an input to other
industries, with the whole amount of financial miediation services indirectly measured
(FISIM) netted out of total value added to arrivés®DP. Fee-based financial services, on the
other hand, are imputed a value-added based ofintoecial sector’s net income, and show
up on the output side of the accounts like anyleggodustry, thus inflating GDP.

We have argued that this is wrong, both concejytaald empirically. First, finance —
whether fee based or not - does not providena use value, but is rather a provision of
exchange value. At most it can be seen as haviegmediate use value, as an input to other
industries. Empirically, financial services havaegative correlation between their shares of
total value added and their shares of total empémpresenting a paradox of seemingly
negative productivity. To resolve these logical amelasurement issues, we proposed a new
measure — Final Gross Domestic Product (FGDP) -etwtreats fee-based financial income
in the same way that net financial interest flows teated in the national accounts. This
methodology nets out the output of the financiat@efrom total value added as a cost of
other industries (and the economy as a whole).rébelting series is the demand-side mirror
of Skousen’s Gross Output, in that the former csimstly nets out all intermediate
consumption, while the latter consistently includes

Next we explored the implications of this outpudesiadjustment for the expenditure
and income sides of the accounts. In this we alBovwed the example of standard national

14 A dramatic example of this leakage of demand fommsumers (who generally have a high marginal
propensity to consume) to financiers (who havenseltoone) is given by dos Santos (2009), where 8%
gains from mutual funds investment (from 1980 t0%)0were appropriated as commissions and feesray fu
managers and firms, leaving retail investors ontyesagre 10.9% of the equity gain in their portfgjo 19).
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accounting, and used the cases of commuting cast&mployer-provided medical services
as models. Financial services provided for a feeeweclassified in our FGDP framework
from final consumption expenditure to intermediatensumption, thus reducing total
expenditure as well as value added. On the incades the relative shares of wages, taxes
and profits in the financial sector were appliedthe total adjustment amount in order to
remove this component from total income. Sinceititceme structure of the financial sector
is profit heavy, this adjustment results in a higivage share and lower profit share in the
revised view of the economy through FGDP.

Finally, the fitness-for-purpose of FGDP was eveddabased on how closely it
tracked both employment and median income (therlarving as a proxy for the average
standard of living). FGDP is more closely corretbwdath employment than GDP, NFGDP or
NMGDP, which is expected given its netting outiobhce — a sector with no final use value
and a negative correlation between output and empat shares. Furthermore, when
regressing employment on the four alternative measiGDP yields the highest coefficient,
which is more than double that for GDP. The meath standard deviation of FGDP growth
rates are also much closer to those of employnmamt the corresponding moments for GDP.

Likewise, while per capita GDP has diverged frondrae income — the former rising
nearly 50% since 1987 while the latter stagnatinfGDP tracks median income very
closely. This finding supports the view that fineshancomes benefited the very wealthy at
the expense of the middle-class, and mirrors Prassand Scott’s analysis of debt-adjusted
poverty rates. It also reflects the reorientatidnbanking in recent decades, away from
generating most of their income from dealing witm#inancial firms and towards charging
fees to households (who paid 93% of such fees 120

The concept of FGDP thus sheds light on two of sdvguzzles featuring in recent
debate. Further research is needed to examine &hétis new methodology can help
explain other hotly discussed questions. Someestiry applications could include whether
there has been indeed a great moderation in tefrmesloced output volatility; the continuing
relevance (or lack thereof) of Okun’s Law (relaticitanges in unemployment to changes in
output); and what FGDP implies for changes in thatiglier and in overall the structure of
demand. FGDP can also be further tested against &Dd°forecasting tool, with a view to
identifying the strengths and weaknesses of eatibator.
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