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Summary 

l The pr inc ipal obj ec t  of this paper i s  to of f e r  some quan t it at ive 

est imates of i n f lat ion-ad j usted s av i ng and f i nanc i a l sur p luse s/de f ic i t s 

for the ma i n  sector s o f  the economy ( pe r sons , comp an i es ,  gene r a l  

gov e r nment , e tc . ) and f or the economy as a whole . The on ly stat i s t i c a l  

1nnovation , bu t an impo r tant on e neve r t h e less , is to i n t r oduce an 

al lowance for r e a l  cap 1 ta l  ga i ns/losses on sector a l  ho ld i n g s  of net 

monet ary l i a b i l i t i e s/as se t s , in accor dance w i th the pr i nc iple , we l l  

e s t abl i shed in economi c  theo r y ,  that such g a i ns/losses ar e gen u i ne 

e leme n t s  in 'compr eh ens i ve' i ncome wh i ch oug h t  ide a l l y  to be al lowed for 

i n  a f u l l  account i n g  f or inf l at ion . The ad j ustme n t s  so i n t roduced a r e  

an alogous t o  t he gear i ng ad j us tme n t  pr oposed b y  con s t an t  pur c h as i n g  

power accoun t an t s  f o r  compan i e s . 

2 G iven recent r ates of in f l a t i on the r e s u l t  i s , i n t e r  a l i a ,  to 

produce me asur es of s av i ng and f i nanc i a l ba l ances wh ich ar e cons ide r ably 

d i f f e r ent f r om the usua l nomi n a l  me as u r e s . The gene r a l  pat t e r n  i s  that 

t h e  appa rent balances in the p e r son a l  sector ar e wr i t ten down 

subs t ant i a l ly ,  while t hose in the gove rnment sector ( and , to a le s se r  

exte nt, compan i es) a r e  w r i t t en up . Th i s  i s  be cause pe r sons are 

typ ically l arge net holde r s  of monet a r y  asse t s ,  whe r eas gene r al 

gov e r nment is a la r ge net mon e t a r y  debtor ( and companies l i k ew i se, to a 

le sser deg r ee ,  on th e who l e ) .  By v i r t ue of th i s  k i nd of adj ustment , 

the gene r a l  gov e r nment bo r r o w i ng r equ i r eme nt is e s t imated to h a ve 

aver aged ar ound £1 l/2 b i l l ion pe r annum i n  i n f l a t ion- adj us t ed t e r m s  i n  

the pe r iod 1975-78 , as compa r ed w i th an ave r age r equi r emen t  of 

£8 b i l l ion pe r annum i n  nom i na l  t e r ms .  

3 The pape r does not c l a i m  t o  of f e r  a ful l accoun t i ng for i n f l a t i on .  

For examp le the f i g u r e s  exc lude r e a l  c ap i t al g a i n s/ losses on non­

monet ary assets/l i ab i l i t i e s  - mos t  impor tant ly hous i n g  in the per son a l  

sector - alt hough the r e  i s  a case for includ i ng t hem . Howeve r ,  t h e  new 

es t imat es a r e  held to be wor t hwh i l e i n  thems e lve s; a nd i n  so far as the 

aggr eg ate pub l i c  sector ba l ance i s  conc e r ned , the i nc lus ion of non­

mone t a r y  a s s e t s/l"ab i l i t i e s  woul d  probably not r ad i ca l l y  ch a n ge th e 

gene r a l  d i r e c t ion of adjustment . 

4 The pape r goes on to romme nt on the impl i c a t ions of the adjus t e d  

f ig ur e s . T h e  ma in point, pe r h aps a fai r ly obvious one ,  i s  

t h a t  nom i n a l  magn i tudes may b e  a m i s l e ad i ng guide t o  t h e  r e a l  s i z e  
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and i mpor tance of sectoral sav ings flows, and of f inanc ial magn i tudes 

such as the publ ic sector bo r r ow i ng requi rement ( PSBR )  or cent ral 

governme nt bo r r ow ing r equ i r ement (CGBR) ; and that for some purposes 

mo re attent ion should be pa id to the adjus ted f igur es . 
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Introduction [ l ) 

5 W i th the high r ates of in f lation of th e past few ye ar s ,  g r e at 

inte r est has natur a l ly developed i n  the i r  impact on econom i c  beh av iour . 

In the cour se of the de bate, conside r able doubt has be en cast on the 

usef ulness of conventional accounting in fo rmation . Conce r n  has been most 

active in the area of company accounting,  and r ules have been de v i s ed 

fo r the i n f lation-adjustme nt of c�mpcny accounts along the cur r e nt cost 

accounti ng {CC A) lines sugge sted by the Sand i lands Committee . [2) These 

nave been f a i r ly w i df'ly accepted, but they have been cr itici sed by 

exponents of constant purch asing powe r ( CPP) accounting pr i n c iples on 

the g r ound that they fail to allow f or th e g a i n s  th at acc r ue to th e 

equity inte r e st i n  companies through the e f f ect of i n f lation i n  e r od i n g  

the real value o f  monetary l i ab i li t i e s .  [ 3) As a r esult of th i s  

c r i t i cism , oraf- proposals for a ne•.v accounti ng stand a r d  w i th 

adjustments w'lich go some t>�ay to a l low for holding g a i n s  on compan y  

debt have r ecently b e e n  drawn up b y  the Accounting Standards 

Comm i ttee . [4j 

6 I f  such ad j ustme nts are approp r i ate for one sector of the econom y ,  

they must also be app ropr i ate for oth e r s  - i f  only fo r stat i s t ic al 

cons i stency . I� pa r t i cular, econom i sts h ave been imp r e ssed by the 

evidence that the r atio of pe r son al consumpti on to i ncome , as or d in a r i ly 

me asured i n  the nat ional accounts , h as been aff ected by sy stemati c  

ef f o r ts to rebui ld net monetar y o r  f i nanc i al assets ,  the r e al value of 

wh ich h as been g r eatly eroded hy i nflation. [5) Th i s  suggests th at 

con s umer s '  behav iour m i ght be eas i e r  to unde r stand if i ncome and s av i ng s  

we r e  measured n e t  o f  the real cap ital losses suf fered f r om hold i ng cash, 

[l] We g r atef ully acknowle d�e the unsti n ting contr i bution f rom 

1mme d i ate coll eagues in the Economi c  I ntelligence Depa r tme nt, i n  

part i cular S . P . Collins, C . R.Mann , C . M . Miles and M . J . P r att , to 
the deta i led th inki�g and to the extens ive calculations th at 

unde r ly the estimates her e i n  pr esented . We a r e  also g r ate f ul 

for nume r ous helpf ul comments , c r i t i c i sms and sug gestions on a 

1vide var if'ty of points of f e r ed by oth e r  colleagues i n  E I D  and by 

indi viduals in the Central Stati stical O f f i ce ,  the I nland Revenue 

and the T r easury. Respons i b i l i ty for the f igures and for the i r  
inter pr etation here neve r theless l i e s  enti r e ly w i th the autho r s .  

[2) I nflation Accoun t i ng Comm ittee (1975). 

[3) For example , see Kennedy (1978). 

[4) Accounting Standards C omm i ttee (1979). 

[5) Townend (1976). 
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bank depos i t s ,  etc .  in a t ime of h igh inflat ion . S imilarly ,  it 

has been suggested that part of the ris ing flow of publ ic sector debt 

i nt e r est payment s wh ich have contr ibuted heavily to the PSBR - as 

ord ina r i ly measur ed - in recent year s can better be regar ded as 

compensat ion to pr ivate save r s  for cap ital losses on the i r  hold ings of 

publ ic sector debt ,  and should more reali s t ically be tr eated as a real 

r epayment of cap i tal rather than income . [ l ]  I f  so , there may be 

someth ing to be sa id for seeking adj usted measures of income and sav i ng 

which take some account of the effects of inflat ion . 

7 With a v i ew to tak i ng the debate a step fur ther , this pape r pr esents 

alt e r nat ive est imates of income and sav ing wh ich move some way towards 

the concept of comp r ehens ive income favour ed by economi sts. S i r John 

Hic k s  long ago def ined comp rehensive income , accord ing to h i s  central 

crite r ia, as 'the maximum value wh ich [ an ind ividual ] can consume dur ing 

a week , and still expect to be as well of f at the end of the week as he 

was at the beginn ing'. (2 ] Unfor tunately, th i s  def in i t ion ,  although 

appealing to common sens e ,  conta i ns an element of sub j ect iv i ty in that 

it br ings in exp ectat ions , e.g. of p r i ce changes in the relevant week , 

and hence is not enti r ely su i table fo r nat ional account ing pur poses . [ 3 ] 

For account i ng purposes , a mor e  restr icted measure of income seems 

app ropriat e :  the value wh ich an indivi dual could consume w i thout any 

change in the real value of h i s  cap i tal. [ 4) 

8 In what follows ,  at tent ion is drawn to the 'alter nat ive ' f igur e s  of 

saving alr eady publi shed for all the main sector s of the economy in the 

nat1onal accounts , [ 5 ]  wh ich include ad j ustments exactly analogous to 

those recommended by CCA accountants (w i thout spec i f y ing the i r  

[l ] Downton (1977 ) .  

[2] H1cks (1946) , page 72. 

(3 ] Hicks prefer red a ver s ion which emphas i ses pe rmanence or 

recurrence as an es sent ial attribute of income: 'the maximum 

amount of money wh i ch th e indivi dual can spend th i s  week , and still 

expect to be able to spend the same amount in real te rms in each 

ensuing week' (page 174). Th i s  conta i ns an even lar ger element of 

subjectiv ity in that it br ings in expectat ions of future income 

flows. 

[ 4 ]  For prac t ical pur poses , human cap ital , includ i ng s toc k s  of 

knowledge relevant to income gene rat ion ,  must pr obably be excluded , 
although est imates for some count r i es have been attempted . 

[ 5] Central S tat i st ical O f f ice (l978a) , Table 1 . 8: 'Alte r nat ive 

Pr es entat ion'. 
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inte rpretat ion as such ) .  The present pape r also pr oposes a fur ther 

adjus tment de s i gned to inco r po r ate the ef fects of gene r al inf lat ion on 

mone tary assets/l i ab i l i t ies , adm i ttedly r a ther cr udely , [ 1 ]  and comment s 

br ief ly on the result ing figures and on the i r  me an ing and impl icat ions. 

9 The ef fect of these adj ustment s is to give es t imates of income and 

sav i ng wh ich , although incomplete, are more conven ient for some 

ana lytical purposes th an are the or thodox nat ional account ing f igur es. 

Income here includes factor income ( ad j usted for cur rent tr ans fe r s ) net 

of stock appr ec i at ion and cap i t al consump t ion at replacement cos t  plus 

r eal cap i tal ga ins and los ses on net mone tary l i ab il i t ies ( i . e . cla i ms 

wh ich are f i xed in money terms, def ined more fully in Appendix 1, 

par agr aphs 40-43 )  and ne t cap i tal t r ansfer s .  A f u r ther adj ustment , for 

real ga ins/losses on non-mone t a ry assets/ l i ab i l i t ies, would be requ i r ed 

for completeness. Such an ad j us tment has not been attempted, ma inly 

because of the s ize of the me asur ement task , although re asons w ill al so 

be g iven for believing that for some purposes the om i s s ion i s  pr obably 

not a major dr awbac k. [ 2] 

10 In that the ad j usted est imates for saving etc. g iven below are in 

an impor tant sense cor r ected for the ef fect of gene r al infla t i on, i t  

seems r e asonable to desc r ibe them a s  ' r eal ' for conven i ence, j us t  as 

inflation- ad j usted prof i t s  are nor mally desc r i bed as 're al'. Howeve r,  

because the infla t i on adj ustment s ar e no t the only ones necessar y to 

y i eld comprehens i ve income and s av i ng, and because the result ing 

meas u r es r ema in in cu r r ent pr i ces ( although they could r ead i ly be 

conve r ted to any desi red cons t ant p r ice bas i s ) , the term 'real' he r e  

h a s  a r ather spec i al meaning ( and hence will be kept i n  inve r ted 

commas th roughout ) .  

[ 1] S av i ng i s  ad j usted for net cap i t al t r ansfer s in orde r to ma i nta in 
cons i s tency w i th the ad j us tment for no t ional cap i t al repayments 

on net mone t a r y  assets and l i ab il i t ies . 

[ 2] For example, i t  m ight be ar gued th at a me asu r e  wh ich excludes real 
ga ins/losses on ne t non-mone t a r y  l i ab i l i t ies i s  closer to the 

Hick s i an pref e r r ed def i n i t ion involv i ng expect at ions of r ecu r r ent 
income than m igh t ini t i ally appear. An i nc r e as e  in the real 
pr i ce of a tangible asset ( fo r  example, because of an i nc r e ase 
in its r e al p roduct1 �Js t s) may in p r act i ce have no close 

connec t ion w i th the futu r e  ear n i ng powe r  of the asset, and i f  

so should not be included a s  part of comp r ehens ive income on 
th i s  de f in i t ion. 
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S av i n g  me asur ed ' at c ur r ent cos t ' 

11 For the nat ion as a whole, sav ing may be ca lculated as fo l lows , 

us1ng s t anda rd f i gur e s  f r om the nat ion a l  account s :  

-------------------

T a b l e  A 

UK n a t ion a l  i ncome and sav ing, l 9 7 7 [ a) 

£ b1l l i on 

l To t al dome s t ic income [ b ]  

2 plus: Cen t r a l  gove r nment income f rom i nd i r ec t  

taxes ( i . e . f actor cos t adjus tme n t ) 

3 le ss: Depr ec i at ion at r e p l aceme n t  cos t 

4 le s s :  S tock app r e c i at ion 

5 p l us: Net p r op e r t y  income f rom a b r oad 

6 Nat i on a l  i n come ' a t ma r k et pr i ce s' 

7 les s: Dome st ic cur r e n t  expendi tur e on goods and 

se r v ices at ma r k et p r i c e s  

8 l e s s: Net cur r ent t r an s f e r s  abr oad 

9 l e s s : Res idual e r ro r  

1 0  Na t i o n a l  s av i ng a f t e r  prov i ding for dep r e c i at ion 

and s toc k appr ec i a t ion 

11 10 as pe r cent age of 6 

1 2 8 . 7  

1 7 . 1  

- 1 5 . 8  

5 . 3  

0 .  4 

1 2 5 . 1  

- 1 1 2 . 7  

1 . 2 

l . l 

10 . 1  

8 . 1% 

--------------------------------------------------

Source: Ce n t r a l  S t atis t i c a l  O f f i c e  ( 19 7 8 a ) , T ab l e s  1 . 1 , 1 . 2 ,  1 . 7 .  

[a] Figures later i n  the pape r i ncorpo r a t e  subs equent r e v i s ions to 

these numbe r s .  

[h] Income (includ i ng s toc k app rec i a t ion ) f r om employment and 

sel f-employment , gross t r ading p r o f i t s  of pub l ic and p r i v a t e  

1ncorpor a t ed bus i ne s s e s  and r e n t  ( includ i ng imputed r e nt and 

imputed cap i t a l  consumpt i on of non- t r ad i ng as s e t s ) ;  p l us the 
r e s i dua l e r ror be tween income and expend i t ur e  me asur e s  of GDP. 

The adjus tme n t s  i n  l i ne s  3 and 4 of T ab l e  A cor r e spond ex ac t ly w i th 

those r e comme nded by cur r en t  cos t  accoun t an t s ,  n ame l y  the deduc t ion 

f rom 1ncome of depr ec i a t ion ( c ap i ta l  consump t i on ) a t  r ep l aceme nt cost 

and stock appr ec i a t ion . In th i s  sense , t h e s e  f ig ur e s  a r e  at l e a s t  

pa rt1a l l y i nf l a t i on- adjus ted,  i n  t h a t  f a c to r  i ncome s a r e  adjusted to 

allow for the ma i n te nance of the r e a l  val ue of t r ad i n g  c ap i ta l .  

]r, 



12 I t  should be noted t hat th ese f i gures inc l ude no capi t a l  

g a i ns or losses accruing t o  t h e  U n i t ed K ingdom i n  respect o f  extern a l  

i nvestme n t s  and debts , and a r e  thus not consistent w i th the 

d e f i n ition of comprehensive i ncome proposed above. Yet bec ause 

the U n i ted K i ngdom has subst ant i a l net ext ern a l  l i ab i l i t ie s of a 

mon e t ary or ne ar-mone t ary ch aract er ,  i t  i s  to be expected that ne t 

re a l  gains wi l l  h ave accrued f rom the eros ion of these l i ab i l i t i es 

i n  a peri od of h i g h  i nf l a t ion , pa r t icularly where l i ab i l i t i es are 

denom i nated i n  sterl i n g . One suggest ion underl y i ng the present 

exerc ise i s  that these net g a i n s  shoul d  be i nc l uded as e l eme n t s  of 

n a t ion a l  i n come and sav ing which supplement the ex i st i ng measures, 

and est imates for them are off ered in the next sect io n .  

13 U l t ima t e l y ,  a l l  sav i ng i s  undert aken by , or on beh a l f  of , 

households ,  sinc e  they a r e  the ult imate owners, i n d i v i du a l l y  or 

col lective l y ,  of all nat ion a l  wea l th . Neverthe less , because the 

l i nks between ul t imate owne r sh i p  and ef f ect ive con trol are often 

tenuous, it  great ly he l ps an underst an d i ng of econom ic behav iour i f  

a d i st inct ion is made between sav i ng b y  t h e  ma i n  gr oups of economic 

age n t s  or sec tors, i . e . the personal sector ( i nc l ud i ng l i f e assurance 

and pens ion funds) , the company sec tor, the public sec tor and t he 

overseas sector. [ l] To derive sav i n g  by sector , the f ramework 

i n  Table A h as to be amended as fol lows: 

(i) a l lowance is made for the payme nt of direct taxes ( i n c l ud i ng 

n a t i onal insurance con t r i but ions) on f actor i ncome s and for 

subsid 1 es and g rants such as pensions , e tc. i n  c a lculat i ng 

disposab le income; and 

(i i )  disposable i ncome is measured af ter taki ng accoun t of 

interest , prof i ts and d i v i dend f lows ( and t ax thereon) 

be twe e n  sectors . 

[ l ] More spec i f ica l ly ,  t he ' company sector ' represents the 

shareholders ' (or eq u i t y) i nt e rest i n  compan ies;  a n d  the 

' publi c  sector ' ,  the taxpayers ' i nt erest i n  th e ne t worth of 
publ ic corpora t i on s  and t h e  genera l  governmen t  sector. Hence 

company sector sav i n g  is th at wh ich i s  undert aken by the 

managemen t  of compan i es on beh a l f  of sh arehol ders :  it  exc l udes 
sav i ng out of d iv idends .  And pub l ic sec tor sav i ng i s  that 

wh i ch is unde r taken on beh a l f of households by governme n t  and 

the managers of publi c  corporat ion s .  The rema i nder, perso n a l  
sav i ng ,  i s  i n  part w ��r taken by ind ividual s  ou t of the i r  

d i sposab le i ncome , in par� by l i f e  assurance and pension f unds 
on beh a l f  of the ir ben e f ic i aries,  and in part by char i t i es and 
othe r  non-pro f i t -mak i n g  bodies.  

l l  



14 A s  o r d i na r i ly measu r ed i n  the UK national accounts [ Ce nt r a l  

S tat i s t i c a l  Of f ice { l 9 78 a )  Table 13. 1] sector a l  sav i ng is be fore 

ad j ustment for s toc k apprec i ation or cap ital consumption , and is 

th e r e f o r e  both a nom i n a l  and a g r o ss concept. Approp r i ate ad j u stments 

a r e  r e q u ired to br i n g  sector a l  s av i n g  i nto l ine w i th the net ' c u r r e nt 

cost ' concept of Table A - v i z .  deduct ion of sector al stoc k  app r ec i ation 

and c a p i tal cons umption at r ep l acement cost.  [ 1) [ 2) But s i nce 

co r r espond i ng deductions h ave a lso to be made to con ve r t  cap i ta l  

expend i tu r e to a net cu r r ent cos t  bas i s ,  the ex i sting es timate s  of 

sectora l f i nanc1a l balances(3) ar e unaf f ected , and are the r efor e 

con s i stent w ith c u r r ent cost sav i ng est imates {see Table B oppos i te ) . I t  

can be seen f rom li ne 4 o f  T ab l e  B th at the g r eat bu l k  o f  sav i ng mea s u r ed 

at c u r r e nt cost in 1 9 77 was by th e per son a l  sector e ith e r  d i rectly or 

th rough li f e  assu r ance and pens ion f unds . Comp an i es were modest save r s  

by compar i son , wh ile the comb ined p u bl i c  sector was a moder ate d i s-save r . 

[1) Stoc k app r ec i ation and cap ital cons umption as def i ned in the 

nat i on a l  accounts and shown in Tab l e  A a r e  those ar i s i n g  on as sets 

w1th i n  the U n i ted K i ngdom , even though some of th em a r e  ul timate l y  

owned ove r seas . Net prope r ty i ncome f rom abroad is meas u r ed gross 

of stock app r ec i ation but af ter p ro v i d i n g  for dep r ec i at i on at book 

va l ues. Acco r d i ng l y ,  the i nf lation ad j u stments in T ab l e  B a r e  

those app l y i n g  to sav i n g  by U K  r e s idents ; they do not, for examp l e , 

i nclude p a r a llel ad j u stme nts to s a v i n g  done ove r seas on be h a l f  of 
owne r s h i p  inte re sts i n  the U n i ted K ingdom. 

( 2 )  The United N ations' S ystem of National Accounts {SNA ) doe s def i ne 

sector al sav i ng net of cap ital con sumption and stoc k appr ec i ation , 

and r e commends p r e s entation acco r d i ng ly .  

[ 3 ] Def ined as sav i ng plu s net cap i tal tr a ns f e r s les s  i n ve s tment i n  

f i xed cap i tal a n d  s toc k s .  S a v i n g  a n d  cap i ta l  expend i tu r e  m a y  b e  

me asu r ed e i ther both g r os s ,  o r  both net, of p r ov i s ions for stock 

app r eciation and cap i tal con s umpt ion . The s um of a l l  sector 

ba lances {plus th e r e s i d u al e r r or ) i s  of cou r se z e r o .  
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4 

Adjustment for i n f l ation g a i n s  and losses on debt 

1 5  Th e ad j u stments in Tables A and B a r e  on ly a ve r y  part i a l  

appr oach to i nf l ation ad j u stme nt. I n  par ticu l a r , it is impor tant to 

r ecal l th at th e nation a l  accounts estimates of d i spos abl e  income 

i nclude net inte r e st. When prices are r i s i ng ,  i n te r e s t  payments tend 

to r i s e  to compensate ( a lthough ve r y  i mpe r f ectly ) for the ef fect of 

infl at i on on the r e a l  value of the debt. Thus , in in f l ationa r y  

c i r c umstances , inte r es t  payments typ ica l ly comp r i se two e leme nts -

compe n s ation f o r  i n f lation, to mai nta i n  the r e a l  va l u e  of the 

investo r 's cap 1 ta l  ( and pe r h ap s  to repay part of th e r e a l  value of the 

a s s et in question ) ;  and a tr ue i nter est payme nt, wh ich i s  f r eq uently 

neg ative.[l)  Du r ing per iod s of  acc e l e r ating i n f l ation , and r i s i ng 

i nf l ation a r y  expectat ions , th i s  el eme nt of negative tr ue inte r e st ,  

tantamount to e a r l y  repayment o f  the r e a l  v a l ue o f  th e debt ,  i nc r e as es 

marked ly. I t  seems log i cal to rega rd th i s  l atter e l ement, i f  

unmatched by a ch ange i n  con s umption , a s  ' r e a l ' s av i ng by the debtor and 

d i s-s aving by th e c r ed itor . Th i s  conce a led s av i ng by debtor s i s  the 

cou nte r p a r t  of th e cap i ta l  g a i n s  that acc r u e  to them when i n f l ation 

e rode s the re a l  va l u e  of a debt f ix ed i n  nom i n a l  te r ms . But s av i ng 

e st mates of th e k i nd g i ven i n  Tab les A and B ,  and the income me as u r e s  

wh1ch underly th em , only allow fo r th e inter est f low s a s  reco r ded , and 

may be regarded as allocating s av i n g  ( and i ncome ) i n app ropr i ate ly 

betwee n  sector s and between countr i es . 

16 A fu rth e r  ad j u stme nt to estimate th e re a l  s av i ng imp l i c i t  i n  

the early r epayment of de bt ,  and to r e a l locate th i s  f rom c r ed i tor to 

debtor EOectors , i s  th us help f u l .  ( Un l i k e  th e ad j u stments d i sc u s sed 

1n the p revious section, this ad j ustme nt ca r r i es th r ough f r om 

secto r al s av i ng to th e sector a l  f in anc i a l  ba l ances . )  For 

con�1stency , rea l s av i ng i s  str uck a f ter net c ap ital tr an s f e r s. [ 2] 

Co r respond i ng ad j u stments may a l so be dev i sed to show the a l location 

of inflation ga i n s  and losses between the U n i ted K i ng dom and ove r seas . 

[:1 For example, an as set of f ixed money v a l u e  dep r ec i ates i n  r e a l  

value b y  x• pa i f  th e rate of inflation i s  x %  pa. I f  inte r e s t  

.s pdid annu a l l y  a t  y %  (af te r  tax) o n  th e as s et, the tr ue r a te o f  

intere st i s  ( y- x ) % ,  for the own e r  needs x %  to ma i n ta i n  th e r e a l  
val ue o f  hi3 capita l intact. 

12] The sectoral f i na nc i a l  balance s ar e a l r e ad y  ad j u sted for net 

cap i tal trans fers. 

l; 



17 The method used her e to calc u l a t e  the inf l ation ad j ustmen t  

for a g iven sector is to apply t h e  actu a l  r a te o f  inf l ation , as give n ,  

f o r  example , b y  t h e  imp lied def lator f o r  consume r s' expendit u re , [ 1 ] 

to the net nominal stock o f  debt ( o r  net mone tary assets/l iabilities )  

f o r  each sector . [ 2 ]  [ 3 ]  S tocks of asse t s/liabilities we r e  valued 

at nomina l  ( i.e . r edemption ) v alues ,  r a ther than ma r k et values, 

t h r oughou t .  In the case o f  c apit al- ce r t ain asse ts ( the bulk o f  

those incl uded ) , r edemption v alues and mar k et values a r e  of cou rse 

always iden tica l ;  but the ma r ke t  v a l ues of secu r ities such as B ritish 

gove r nment stoc ks are gener ally dif f er e n t  f r om their r edemption 

values,  so th at the choice of v aluation me thod does af f ect the 

results somewhat . Redemption values we r e  chosen for ease of 

compu t ation , and in or de r  to abst r ac t  f r om the e f f ec t s  of chang es 

in the real r ate of int e r est . [ 4] The approach is believed to 

give an accept able acc r u al s  estimate of the amount of ' r eal ' capita l 

r epaid d u r ing the pe r iod . The residual between th e inf la t ion 

ad j u stment and ac t u a l  in t e r est payments ( positive or neg ative ) 

r ep resen ts the t r ue o r  ' re al' int er est payment , viewed in a 

backward - looking sense . [ 5 ] The r esults of such a ca lculation for 

e ach of the main domestic sec tor s  of the economy in th r e e  recen t 

pe r iods a r e  summar ised in T ab le C. Fu l le r  de t ails for the pe r iod 

1 9 67-78 and a desc r ip tion of the data and method of inf l ation 

ad j ustme n t , a r e  set out in Appendix 1 .  I t  should b e  par ticula r ly 

bor n e  in mind that the p rovisional balance sheet data on which the 

c a lculations ar e based are f ar f rom pe r fect and that the me thod 

of ad j ustment is r e l ative ly c r ude . 

[ l ]  The choice of de f lator is discussed in Append ix 1 ,  
par agr aphs 5 3- 54 . 

[ 2 ] Mon e t a r y  assets/liabilities ar e de f ined as al l claims with 

redemption val ues or p r ices f ixed in money terms ,  inc l uding 

those denominated in fo r eign c ur r encies. They excl ude , for 

examp le ,  equities and a l l  tangib le asset s  - and a l l  asse t s  whose 

prices or r e demption values move with gene r al inf lation . See 
Appendix 1 f o r  f u r ther explanations. 

[ 3 ]  The inf lation g ain/loss is her e  calc ulat ed by multiplying an 
estimate of the mid-year v a l ue of the ( nomin a l ) s tock of 

( iden tified ) net mone t a r y  liabilities by the ch ange in the 

imp lied def l ator th rough the year . Although an appr oxima tion , 

this is though t to give an estimate of g ains/loss on iden t if ied 

asset s/liabilities which is acc u r ate enough for pr ese n t  pu r pose s .  

[4] S e e  Appendix 1, pa r ag r aphs 4 4 - 5 1 ,  f o r  f u r th e r  exp l an ations. 

(5]  A f o r w a r d-looking ver sio� wou l d  r equir e a measu re of inf la t ion a r y  

expect ations, much mor e  difficult t o  ide n tif y . 
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Table C 

'Re al ' sav ing and f i nanc i a l b a l ances o f  U K  domestic sector s 19 6 7-78(a ]  

A n n u a l  ave r age s :  £ b i l l i on 

A P ersonal sector 

1 S av i ng [c] 
2 l e s s :  Not i on a l  loss on r e a l  val ue 

of net monetar y  assets 

3 Real sav i ng 

Rea l sav i ng as pe r cent of r e a l  

pe r sonal d i spos ab le income [d ] 

4 Ne t acqu i s ition of f i nanc i a l  ass ets 
5 l e s s :  Noti on a l  loss on r e a l  val ue 

of net moneta r y  assets 

6 Rea l net acqu is i t ion of 

f i nanc i a l  assets 

R e a l  net acqu i s i t ions as pe r cent 
of real pe r son a l  d i spos able 

i ncome [d] 

B Company secto r 

l S av i n g [c] 
2 pl u s :  Notion a l  g a i n  on r e a l  val ue 

of net moneta r y  l i ab i l it i es 

3 Rea l sav i ng 

4 N et acq u i s i t ion of f i nanc i a l  assets 

5 pl u s : Notiona l g a i n  on r e a l  val ue 

of net moneta r y  l i ab i l i t i es 

6 Real net acqu i s i tion of 

1 9 6 7-70 

1 . 4 

- 1 . 9  

-0. 5 

- 1 . 8 % 

0. 9 

- 1 . 9  

- 1 . 0  

- 3 . 6 % 

1 . 8  

o. 2 

2 .o 

-0. 4 

o. 2 

1 9 71- 7 4  1 9 7 5 -78 ( b ]  

3 . 5  9 . 7  

- 5 . 5  - 9 . 4  

- 2 . 0  +0. 3 

-4 . 9 % +0. 4 %  

2 . 5  8 . 2  

- 5 . 5  - 9 . 4  

- 3 . 0  - 1 . 2 

- 7 . 3 %  - 1 . 5 % 

2 . 2  2 . 6  

o. 5 0.  6 

2 . 7  3 . 2  

- 1 . 5 - 2 . 4  

o.  5 0. 6 

fin ancia l assets - 1 . 8  -0. 1 - 1 . 0  

(a] See Append i x  2 for fu l l e r  deta i l s ,  and for sou r c e s  u s ed . F i g u r e s  

may not add beca u s e  o f  round i n g  e r r o r s .  

[ b] 1977 and 19 7 8  prov i s i o n a l  and/o r  B an k  e st imate s .  

[c ) A f te r  p r ov i d i ng for stock app rec i at ion and cap i ta l  cons u mption at 

rep laceme n t  cost , and p l u s  net cap ital tr ans f e r s .  

(d) I ncome af te r  p r ov id i ng for stock appr e c i ation and cap i ta l  

lG 

cons umption at r e p l aceme nt cost,  p lu s  net cap i ta l  tr an s f e r s  and af te r  

addi ng/s ubtr acti ng th e ga i n/loss on r e a l  v a l u e  o f  net mneta r y  

li ab i l i t i e s/a s s ets; b u t  neve r th e l e s s  expr e s sed a t  c u r r en t  pr ices 

(i.e. not de f l ated by a pr ice i nd ex ) . 



Tabl e  C (con t i nu ed ) 

'Re al'  sav i ng and f i nanc i a l  b a l ances o f  UK dome st ic sec to r s  1 9 6 7-78 [ a) 

Annual ave r age s: £ b i l l ion 

C Publ ic corpor at ions 

l Saving [ c) 

2 pl u s: Not ion a l  g a i n  on rea l value 

of ne t mone t ar y l i ab i l i t i e s  

3 Real sav i ng 

4 Net acqu i s it ion of f i nanc i al as s e t s  

5 plus:  Not iona l g a i n  on real value 
of ne t mone t ar y l i abi l i t i e s  

6 R e a l  n e t  acqu is i t ion o f  

f i nanc i a l  assets 

D Gener al gove r nment 

l S av i ng(c] 

2 plus: Not iona l ga i n  on r e a l  value 
of ne t mone t a r y  l i abi l i t i e s  

3 Re al s a v i ng 

4 Net acqu i s it ion of f i nanc i a l  assets 

5 plus : Notional gain on r e a l  value 
of net mone t ar y  l i a b i l i t i e s  

6 R e a l  ne t acqu i s it ion o f  

fi nanc i a l  as s e t s  

1 9 6 7-70 

-o. l 

o. 5 

0. 4 

- 0 . 7  

o. 5 

- 0 . 2 

2 . 2  

1 . 4  

3 . 6  

o. 5 

1 . 4 

1. 9 

1971-74 

- 0 . 6 

1.6 

1 . 0  

- 1 . 1  

1 . 6  

0 . 5 

1 . 2 

3 . 5  

4 . 7  

- 1 . 3 

3 . 5  

2 . 1  

19 75-78 [ b ] 

- 0 . 8 

2. 8 

2. 0 

- 1 . 8  

2. 8 

1 . 0  

- 2 . 1  

6 . 5  

4 . 4  

- 5 . 4  

6 . 5  

l . l 

[a] S e e  Append i x  2 for f u l l e r  de t a i l s ,  and for sou r c e s  used . 
may not add bec au se of round i n g  e r ror s .  

F ig u r e s  

( b ]  1977 and 1978 pr ov is ional and/or B an k  es t imate s .  

(c] A f t e r  pr ov i d i ng for stock apprec i at ion and capi t a l  consumpt ion at 

r e p l aceme n t  cos t ,  and p l u s  ne t capi t a l  t r ansf er s .  
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Table C ( conclud e d )  

' Re al '  sav i ng a n d  f i n anc i al balances o f  U K  domes t ic secto r s l9 67-78 [ a] 

Annu al ave r age s :  £ b i ll ion 

1967- 7 0  19 71-74 l9 75-78 (b ]  

E 

l 

2 

3 

Total domestic s ecto r s 

S av i ng[c) 

plu s:  Notional g a i n  on r e al value 
of net moneta r y  l i ab i li t i es 

Real sav i ng 

Real s av i ng as pe r cent of r eal 
nat ion al i ncome at c u r r ent ma r ket 

pr i c e s [ d) 

4 N et acq u i s i t ion of f i nanc i al 

ass ets [ e) 

5 plu s: Not ional g a i n  on r e al value 

of net moneta r y  l i ab i li t i es 

6 R eal net acqu i s i t ion of 

fin anc i al assets 

5 . 3 6.2 

o. 3 0.1 

5 . 5 6 . 3 

13 . 1 % 10.0% 

o. 2 -1 .4 

o. 3 O.l 

0. 5 - 1 .3 

[ a) See Append i x  2 for f ulle r det a i ls ,  and for sou r ce s  used. 
may not add because of round i n g  e r r o r s .  

[ b) 1 9 7 7  and 19 7 8  prov i s ional and/o r  B an k  e s t imates.  

9 . 4  

o. 5 

9 .9 

8 .4% 

-1.5 

o. 5 

-1.0 

Figu r es 

[c) Afte r prov i d i n g  for stoc k app r e c i ation and cap i tal con s u mp tion at 

r eplacement cos t ,  and plu s net cap i t al t r an sf er s .  

[d) Income afte r prov id i ng for stock app rec i ation and capital 
cons umption at replacement cost,  plu s  net capital t r an s f e r s  and af t e r  

add i ng/sub t r act i ng the g a i n/loss o n  r e al value of ne t moneta r y  

li a b i l i ties/ass et s ;  b u t  nev e r thele s s  exp r e s s ed at cur re n t  p r ices 

( i . e . not deflated by a pr ice index ) .  

[e) The s um of net acqu i s i t ions by i nd i v i d u al sector s  incl udes the 
r e s i d u al e r ror between nat ional income and expend i tu r e .  

18 A s  po i nted o u t  e a r l i e r , the adj us t e d  me a s u r e s  o f  sav i ng and 

net acqu i s i t ions ( T a ble C ,  li nes 3 and 6), and th e income meas u r es 

th at unde r ly them,  a r e  r e al i n  the sense th at they make allowances 

fo r th e effect of g e ne r al pr i c e  i nflation on the save r s ' net mon e t a r y 

hold i ng s  as well as for the cos t  of ma i n t a i n i ng t angible as s e t s  

i ntac t .  T h e y  neve rthele s s  r ema i n  in cur r ent pr ice te r ms i n  the 

table , although th ey could be read i ly exp r e s s ed at con s tant pr i ces 

by d i v i d i ng by an approp r i ate pr i ce inde x . 
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19 Tot al ' r e a l ' dome s t ic sav i n g ,  shown in sect ion E of Table C ,  

d i f f e r s  f rom nat i on a l  s a v i ng in T able A i n  that it inc l udes an 

est imate of the g a i n  to the U n i ted K ingdom f rom the eros ion in the 

r e a l  v a l u e  of its net ext e r n a l  mone t a r y  l i ab i l it ies due to gen e r al 

i n f l at ion expe r i enced by UK r e s ident s .  Th ese ne t exte r n a l  l i abi l i t i es 

are meas u red as t he o u t s t and i ng bal ance of l i ab i l 1 t ies ove r  as sets 

i dent i f i ed by the domes t i c  secto r s  in comb i nat ion , includ ing as s e t s /  

l1ab i l i t ie s  denom i nated i n  for e ign c u r r en c i es a s  we l l  a s  those in 

s t e r l ing .  [l]  ( W i thout an ove r seas sector , and ignor ing e r ror s and 

omi s s ions , total mone t ar y  as s e t s  wou l d  equ a l  l i ab i l i t i es.) A 

sim i l a r  a l lowance i s  natu r a l ly a l so made in the calc u l a t ion of th e 

' r e a l ' nat ion a l  income , and is c a r r i ed through to the United K ingdom ' s  

'r e a l '  f in anc i al s u r p l u s /d e f i c i t  w i t h  the r e s t  of the wo r ld .  

20 An a l t e rn at i ve meas u r e  of the nat ion ' s  cap i t a l  g a i n  f rom gene r a l  

inflat1on can b e  obt a i ned d i r ec t l y  by c a l c u l a t ing t h e  i n f lat ion los s 

s u f f e r ed by the r e s t  of the wor ld on i t s  ident i f i ed hold ings of UK 

ne t mone t a r y  assets. (2] And by deduct i ng th i s  loss f rom the or d in a r y 

nat i onal acco un t i ng measu r e  of ne t acqu i s i t ions of U K  f i n anc i a l  

assets by over seas , a n  alce rn at ive me asu r e  of the U n i ted K i ngdom ' s 

' re a l ' f inanc i a l  ba l ance ( w i th s i gn r e ve r s e d )  can be der ived - as 

shown i n  T ab l e  D on the fo l low i ng page . 

21 The i n f lat ion adj ustment for net ext e r n a l  mone t a r y  l i ab i l i t i es is 

c a lc u l ated u s ing the same pr i nc iples as thos e adopt ed for ot her 

s ector s - i . e .  the ch ange in the cons ume r s ' e xpend i t u r e  def lator 

(CED) is app l i ed to the m i d-year stock of ne t l i ab i l i t 1e s at nomi n a l  

v a l u e s . The CED is he ld to be the approp r i ate pr ice index because 

the ga i n/los s in t e r ms of r e a l  exte r n a l  debt r epayme nt is deemed to 

be me asur ed in t e r ms of pur ch a s ing powe r ove r  gene r al consume r g oods 

and s e r v ices by UK r e s iden t s . Howeve r ,  i n  the case of as s e t s  and 

liab i l i t ies denom i n a t ed i n  for e ig n  cu r r enc i es , a mod i f i c a t ion is nee ded 

to cope w i th exch ange r a te change s. In ef f ec t ,  i n f l at ion g a i n s /los se s  

o n  such i t ems a r e  mea s u r ed in th i s  exer c i se ne t of those at t r i bu t able to 

changes i n  the exch ang e ra te . The calcu l at i on assumes that exch ange 

r at e s  move so as br oad ly to r e f lect d i f f e r ences be twee n  the r a t es of 

[ l) The t r eatmen t  of fo r eign cu r r ency as set s/l i ab i l i t i e s  i s  

d i s c u ssed be low and i n  Append i x  1 ( p a r ag r aph s 55-57) 

(2] The calcu l at ion 1s or cou r se net of UK los ses on i t s  ho ld i ng s  

of ne t ove r seas moneta r y  asset s .  Ag a i n ,  asset s/llab i l i t ie s  
de nomi n a ted in for e ign cu r r enc i e s  ar e inc l ud e d ,  a s  we l l  as 
thos e in s t e r l i n g .  
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Tab l e  D 

Overseas sector f i nanc i a l  ba l ance 1 9 6 8 - 7 8  

Annual ave r ages : £ b i l l ion 

196 8 - 7 0  1 9 7 1 - 7 4  19 7 5- 7 8  

l Net acqu i s i t ion of f i nanc i a l  
as s e t s  [a] -o. 3 0. 9 0. 6 

2 l e s s : Not io n a l  loss on net monet ar y  
as s e t s  -0. 2 -0. 5 - 0 . 7 

3 'Rea l '  n e t  acqu i s i t ion o f  f i nanc i al 
as s e t s  ( c a l c u l a ted e s t imate ) -o. 5 o. 5 - 0 . 1 

4 'Re a l ' n e t  acqu i s i t ion of f i nanc i a l 
as s e t s  ( b y  r e s id u a l ) [b] -0. 6 o. 8 0. 1 

[ a] Equa l s ,  apa r t  f r om change in s i gn , n e t  inves tment abroad. 

[ b ]  F r om Table P ( Appen d i x  2 ) . Equal s  ' r e a l ' net acqu i s i t ion of 
f i nanc i a l assets of to t a l  domes t ic sector s w ith s ign r e ve r s e d ,  
except that the r e s i d u a l  e r ror between nat ional i ncome and 

expend i t u r e  is h e r e  exc l uded. 

i n f lat ion in th is count r y  and abroad. T h i s  seems a r easonable 

app rox i mat ion f o r  the longer r un .  The need to e l im i nate the e l emen t  of 

g a i ns/ losses d u e  to exch ange r ate ch ange s  is a r ecogn i t ion of th e f ac t  

t hat i t ems denom i na t ed in f o r e i gn cur r enc i e s  lose the essent i a l  

ch a r ac t e r i s t ics o f  mone t a r y  c l a im s  t o  t h e  extent that moveme n t s  i n  

s t e r l i ng compensate f o r  moveme nts i n  UK cons ume r pr ices.[l ] 

2 2  The d i f f e r e nces be tween the calcu l a t ed and th e imp l i c i t  meas u r es of 

the ' r e a l ' e xt e r na l f i nanc i a l  ba l ance in Table D ar e a r e f lect ion of the 

e r r or s  t h r own up by the r e l a t ive l y  c r ude ad j us tment proced u r e  used. 

Anot h e r i mpo r t an t  k i nd of er ror ar i se s  f rom the ex i s tence of a subs tant i al 

un ident i f i ed r e sid u a l  be tween the i ncome and expend i t u r e ,  and the 

f 1nanc1a l ,  accou n t s  in some sec tor s .  Th i s  i s  a gene r al prob l em f o r  

a l l  sector s ,  i n c l ud i ng the ove r seas sec to r , wher e  th e un iden t i f i ed 

f lows repr e s en ted by the ba l a nc i ng i tem i n  the ba l ance of payme n t s  

s ug g e s t  the ex i s te nc e  of a s izabl e  u n i de n t i f i ed s tock o f  mone t a r y  

a s s e t s/l i a b i l i t i es .  T h e  cou n t e r pa r t  o f  th i s  e r r o r  is probably t o  be 

found l a r g e l y  in t h e  company sec to r , so that th e es t imat e s  for the 

i n f lat ion adju s tment th e r e  and for the ove r s e as sector are subj ect to 

[l]  For f u r t h e r  exp l anat ion , see A ppe n d i x  1, par ag r aphs 5 4- 57 . 



a relatively large margin of error which may possibly amount to 

up to £1/2 billion in 1977. The existence of inaccurac1es on 

this scale must be borne in mind in interpreting the figures. [l] 

23 Subject to these qua lifications, the pattern of 'rea l' saving and 

financial balances in the main economic sectors of the domestic 

economy, in re lation to 'real' national income, emerges in Tab le E .  

For comparison, the corresponding pattern of nom1nal saving and 

financial ba lances is al so shown, nomina l saving being measured 

before providing for stock appreciation and capital consumption. 

24 It can be readi ly seen that the inclusion of inflation gains/ 

losses on debt transforms the customary pattern of sectora l saving and 

financia l balances. In particu lar, the personal sector, far from 

appearing as an increasingly massive saver in recent years as portrayed 

in the pub lished accounts, appears in these adjusted accounts as a 

persistent net dis-saver in real terms unti l about 1977, particular ly 

during the years when acce lerating inf lation rapidly eroded the 

capital va lues of monetary and fixed-interest assets. This emerges 

even more pointedly from the path of the annual figures. [2] 

Although the estimates for individual years shou ld be treated with 

caution, because of prob lems relating to the timing of capital losses 

on government stocks, (3] the divergence between nomina l and rea l 

measures of saving must have been exceedingly large in 1974�76. 

Reflecting in large part the debtor's counterpart to what has happened 

in the persona l sector, the general government sector appears after 

these adjustments as a persistent and substantia l, but recentl y  

declining, net saver, and as a persistent (but dec lining) net creditor 

on tota l financial account. (4] Pub lic corporations have also been 

(l] See Appendix l, paragraphs 40-43. 

(2] See Tab le K in Appendix 2. 

(3] See Appendix l, paragraphs 44-49. 

[4] It might be argued that in one respect these adjusted figures 

for general government, as well as the usua l nationa l accounting 

ones, overstate the rea l  saving u�dertaken by government on 

beha lf of taxpayers, and understate personal saving. In 

principle, public consumption should probably be measured 

inc lusive of the ful l costs of emp loyees' accruing (but unfunded) 

state pension rights, and the increasing liability for these 

unfunded pensions should be deducted from the public sector's 

net worth. By the same token, personal income and saving would 

be written up to include the accrua l of state pension rights. 

No such adjustment has been made in this exercise. 



net save r s  in r e a l  te rms ( and i n creas ing l y so ) , so that the publ ic 

sector as a who le has been a l arge and pe r s i s t e n t  net save r on th i s  

r e ckon 1 ng .  [ 1 ]  Th i s  is ha r d ly sur pr i s ing i n  v i ew of t h e  f act that the 

g r e at bu l k  of pub l ic sector debt is held in the form of f i xed- i n t e r e s t  

sec u r 1ties w i th f i xed r edempt ion v a l u es , whe r eas th e per son a l  sector 

i s  a ve r y  subs tant i a l  holder of net mon e t ar y assets.  [ 2 ]  Th i s  be ing 

so, an accounti ng procedu r e  that at tempts to cor r ect fo r the ef f ec t s  

of i n f lation o n  s tock s of mone t ar y  a s s e t s/ l i ab i l i t i e s  must show r e a l  

i ncome , sa vings and capital accumu l ation in the pe r sona l  sector as 

su f f e r i n g f r om i n f lat ion , and t he converse in the pub l ic sector . 

Compan i e s  as a whol e  have a l so bee n ne t g a i ne r s  i n  these t e r ms , for 

i nd ustr i a l and comme r c i a l compan i es tend to have s i zabl e net monet a r y  

l i a b i l i t i e s . [ 3 ]  The s ame i s  not t r u e  of f inanc i al i n s t i t u t ions , 

wh ich h ave become incr eas i ng net holde r s  of mone t a r y  assets i n  recent 

yea r s  ( w i th non-bank f i nanc i a l  inte r med i ar i e s  swi tch i ng h e av i ly i nto 

gov e r nme nt stoc k s  and l i qu i d  asset s ) � b u t  their losses have been 

outwe ighed by g a i n s  to i n d us t r i a l  and comme r c i a l  compan i e s .  

25 It can a l so be seen f r om the f in a l  two l i ne s  of Table E t h at the 

U n i ted K i ngdom as a who l e  has pe r s i stently bene f i ted f r om the e f fe c t s  

of in f l ation o n  i t s  net exte r n a l  mone t a r y  l i ab i l i t ies , a l thou g h  on a 

ve r y  mod e s t  scale when re l ated to nation a l  i ncome . These ga i n s  have 

neve r th e l e s s  been ju st about su f f i c i e n t  ( as demon s t r ated in Table D) 

to mean th at the U n i t ed K i ngdom h as not con t inued to incr ease i t s  net 

' r e a l '  i nt e r nat ion a l  inde btedn e s s  in the per iod s ince 1974 , d e s p i t e  

st i l l  l ar ge c u r r e n t  account d e f i c i t s  in 1975 and 1976 .  

[ 1] T h e  u s e f u lness of d i st in g u i sh 1n g  i n  these ad j us t ed e s t imates between 
pub l i c cor porations and the rest of the pub l ic sector is perh aps 

ques t1on able . To the exte n t  th at the me a s u r ed r e a l  cap i t a l  ga i n s  

o f  publ i c  cor por at ions ar i s e  o n  mone t a r y  l i ab i l i t i e s  t o  g e ne r al 

gov e r nmen t , t h e y  imp l y  equ a l  los s e s  to the l a t te r . I n  t h a t  
saving b y  b o t h  pu b l i c  cor por ation s and gene r a l  gove r nme n t  i s  

u l t imate l y  o n  be h a l f  o f  t h e  s ame g r ou p ,  i . e .  t ax payer s  (who 

ultimate ly own both the equ1t y and debt of pub l ic corpor at ions ) ,  

weal th tr ans f er s between debt and eq u i ty i n t e r e s t s  m i gh t  be 

thought to be ot l i t t l e sig nif i cance , and the r e fo r e bes t  igno r ed . 
Neve r t h e l es s ,  inso f a r  as publ 1 c  co r po r a t ions ar e bus iness ent i t i es 

wh ich ope r ate i n  some accor d ance w i th comme r c i al pr i n c i p l e s , 
es timate s of comp r ehens i ve i ncome m i gh t  h e l p  to e xp l a i n  the i r  

i nvestme nt - and conc e i va b l y  even pr i c i n g - beh aviour - e spec i a l ly 

i f  they i n c l uded g a i n s  on t ang i bl e  as se t s .  Somewhat s im i l a r  
ar gumen t s  apply , a lthough l e s s  fo r c e f u l ly, t o  t h e  d i st inct ion 
between ' r ea l ' s avings by the company and the pe r son a l  sector s .  

[ 2] See T ab l e  J i n  Appe nd i x 2. 

[3] However ,  the outs t and i �g featu r e  for indust r i a l  and comme r c i a l  
compan i e s  1 s  t h e  CCA ad j ustments made to r e f lec t the cos t s  of 

ma i n t a i n i ng f ixed capita l  a�d s toc k s , which account for mor e  t h an 
the s u b s t ant i a l  d i f f er ence bet ween the i r  nom i n a l  and r e a l  s av i ng . 



Table E 

Summ a r y  of nom i n a l  [a ] and 'rea l ' [ b] sav ing and f in anc i al 
b a l a nces by sector 1 9 6 7- 78 

Annua l averages�£ bil l ion 

N ational i ncome at market prices 

' Real' nationa l income[d) 

1 9 6 7-70 

4L9 

42.2 

Percentage of nationa l income at market p�ices[e] 

A Personal s�ctor 

Sav i ng : nominal 
'real ' 

Financial balance� n ominal 
'real' 

B Company sector 

Saving: nominal 
'real' 

Financi&l balance� nomi nal 

' r eal ' 

C P u blic corporations 

S av ing: nom i na l  

'real" 

F i nanc i al balance: nominal 

' real ' 

D Gener al government 

S aving: nowina>l. 

'real' 

Financial balance� nomi nal 
1 real ' 

E Total domes�ic sectors 

S aving: nominal 

'real' 

F i nancial balance: nomina l  

'real' 

6.2 
- 1,2 

2.1 
- 2 .4 

8 . 3  

4.' 

- 1.0 

-0.2 

1 . 9  
0.9 

- 1.7 
-o.s 

6 .8 

8.5 

1 .2 

4 . 5 

23.2 
13.0 

o. 5 

1 . 2  

1 9 71-74 

63.1 

8.9 
-3.2 

4. 0 

-·4 . 7 

1 0 . 7 

4 . 3  

- 2 . 4  

- 1 . 6 

1 .8 

L6 

-l. 7 
o. 8 

3 .ll. 
7.4 

- 2 . 1  

3. 3 

24.8 
10.0 

-2.2 

-2. 1 

1 9 7 5 -78(c ] 

118 .l 

1 18 . 6  

l l .  2 
o. 3 

6.9 
- 1 .0 

10. 8 

2.7 

- 2 . 0  

-1 . 5  

2 .4 
L7 

-1. 5 
o. 8 

0.? 
3.7 

-4.6 
0. 9 

2 4 . 6  

8.3 

- 1 . 3 

-0.8 

[ a] Nomina l  savi ng here is savi ng before 
appreciation and capi t al consumption 

Net capital transfe r s  are exc luded. 

are f rom Tabl e  C, line 4. 

prov i d i ng for s tock 

and add i tions to reserves . 

Nominal f inanc i a l  balances 

[b) ' Real ' s aving and 'real ' financial balances are from Table C ,  

l i nes 3 and 6 r espect ive ly. 

[c) 1 9 77 and 19 78 provisional and/or B an k  es timates. 

(d] N ational i :1come at mark et p�ices plu s the notional g ain on 

net external monetary �iab i lit ies f r om line 2 in T able C, section C. 

le] ' Real ' s aving and financial balances are percentages of ' rea l '  

national i ncome. 
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5 

Me a n i n g  and l im i t a t i o n s  o f  the ad j u s t ed f ig u r e s  

. ' h  A �,  �; t a t ed "' ar l i e r , t h e  i n f l a t i on adj u stme n t s  r e l a t i ng t o  net 

nJC' n e t_ a r y as se t s/ l i ab i l i t i es r epr e s en t  an a t tem p t  to a l l ow for ca p i t a l 

q a t n s; J o s s e s  a r i s i n y  f r om  g en e r a l  i n f l at io n .  I t  i s  r e ad i l y  admi t ted 

t h . : t  t l l "' Y  ar e onl y o ne o f  seve r a l  k i nd s  of ad j u stme n t s  tha t m i g h t  be 

mad e 1 r 1 a f u l l accoun t i ng for i n f l a t ion . Among o t he r s  tha t wo u l d  

p t ha ps be de s i r a b l e  t o  obt a in a n  e s t ima te o f  comp r eh e n s ive i ncome 

wo u l d  be some al low a n ce fo r ch a ng e s  in r e l a t i v e  pr ice s o f  d i f fe r en t  

k 1 •1ds o f  a s s e t s ,  t ang i b le a s  we l l  a s  f in an c i al ; a nd a l l owance f o r  

c h ange s i n  a s se t  pr i c e s  wh i ch a r e  a t t r i bu t ab le to c h ange s  i n  t h e  

r e a l  r a te o f  i n te r e s t . 

2 7  I f  ad j u s tme n t s  a r e  to be made t o  r ef l ec t  th e e f f ec t s  o f  

c h ang i ng r e l a t i v e  a s s et pr i ce s ,  b eyond t ho s e  i nc or po r at ed  t h r oug h 

t h e C CA ad j u stme n ts i nc l ud e d  abov e , n o n-monet a r y  as se t s  h av e  to b e  

b r ough t f u l ly i n to the p i ct u r e .  Th e i r  om i s s i on , d ue c h i ef ly t o  t he 

s t z e a nd d i f f i c u l t y o f  t h e  m e a su r eme n t  t a s k , [ l ) i s  adm i t te d l y  a n  

a pp r e c 1 ab le d r awba c k  i n  s ee k i ng e st ima t e s  o f  comp r eh en s iv e  i nc ome 

a nd s av 1 ng , bu t it i s  neve r t he l e s s  h e l d  t h a t  the p r e s e n t  e s t ima te s ,  

a l L ho u g h  i nc omp l et e ,  r e pr e s e n t  a wo r th wh i l e  ex t en s i o n  o f  t he u s u al 

n a t i on a l  acc o u n t i ng f ig u r es for t h e  pu r po se o f  a na l y s i n g  sav i n g s  

b e h av i ou r . One par t i al l y  exone r a t i ng con s i d e r a t i on i s  tha t t he 

p r 1 c e s  o f  some , b u t  no t a l l , k i nd s  of non -mo ne t a r y  a s s e t s  te nd to 

m0ve b r o ad l y  w i t h g en e r al i n f l at io n in the l ong r un ,  a l t hough they 

ma ·; c l  u r l y  f l uc t u a t e  ext r eme l y  sh a r p l y  ove r a r un of a f e w  ye a r s . 

Th u s  eq u 1 t 1 es h av e  be en t r ad i t i on al l y  though t  o f  as p r ov id i ng a 

l n -dge <.�q a i n s t  i n f l a t i on ,  a l thoug h t h e y  have bec ome l e s s  so t h r oug h 

t � �  l a s t  t e n  to f 1 f te e n  yea r s , bec a u se o f  the d ec l i n i ng r at e  of pr o f i t  

0 r  t r <Jd l ng a ss e t s ove r th i s  per iod . [ 2 ] In c o n t r a s t , l an d  pr i ce s 

h 3v e  o n  t h e  who l e  s ub s ta n t i a l ly o u t paced i n f l a t i on ,  doub t l e ss i n  

r e f l ec t i on o f  u nd e r l y i ng s c a r c 1 t y , i nt e n s i f i ed by p l ann i n g  

r <"� u l a L io n s , e tc . Howev e r , mos t  1mpo r t a n t l y  for o r d i n a r y  c o n s ume r s ,  

ho•J se p r i ce s ,  d e sp 1 t e  v i o l en t  s w 1 ng s  1 n  r ece nt yea r s , t e nd b r o ad ly 

( 1 1 I t  shou l d , howev e r , be pos s ib l e , and wo r th th e e f f o r t ,  to i n c l ud e  

no n-mo net a r y  i t ems a t  a la t e r  d a t e , pe r h a p s  wh e n  t h e  na t i on al a nd 

s e r t o r a l  b a l a nce s h ee t e x e r c i s e  be i ng co - o r d i n a te d  by th e C SO 

'!e a r s com p l e t i o n . I nde ed , a t  l e a s t  o n e  pr e l im i n a r y  bu t 

; pp a r en t l ·.; comp r eh e n s i v e  exe r c i s e  to acc ou n t f o r  a l l of the ma j or 

c a ��q o r i es o f  r ea l  ca pi t a l  g a i n s  a nd l o s s e s  ac c r u i ng i n  the 

t m i t ed S t a t e s  s i n ce the wa r ha s be en s uc ce s s f u l l y  compl e t ed , a nd 

t h �'"! r e s u l t s  a r e of con s i d e r a b l e i n te r e st ( s ee E i sn e r , 1 9 76 ) . 

[ "' ] S �"' "  � a n k  o f  E ng l and r 1 9 7 9 ) . 

�-��------



to move in l i ne with ave r age earn ings in the long r un ,  and , therefor e ,  

to r i se re lat ive ly g r adual ly i n  real terms .  Real capital gains 

assoc i ated w i th non-monetary items may , ther efor e ,  on the whole be 

less impor t ar.t in the longe r  r un ,  a lthough subs tant ial fo r short 

per iods , wher eas those on monetary l i ab i l i t ies are cumu lat i ve and , 

for e x i s t i ng asset s ,  i r r eve r s ible - g iven that the r e  is unl i kely to 

be a sust a i ned f a l l  in ave r age consumer pr ices . 

2 8  A second cons ide r at ion , par t icular ly r e levant i f  est imates of 

comprehens ive income are int roduced as expl anat ions of the spend i ng 

behav iour of economic agent s ,  i s  that the degr ee of unce r t ainty abou t  

the s i ze o f  r e a l  gains/losses on non-monetary items i s  l i kely t o  be 

f ar g r eate r than that attach ing to mone tary items , and omiss ion of 

the non-monetary categor y  may be less ser ious for that r eason. I t  is 

hard to escape the effec t  of inf lat ion in erod ing cash balance s or 

f ixed-money debts l i k e  bank loans or mo r tgages . But the r ea l  cap i t a l  

gains ar i s ing f rom owner sh ip o f  a fac�ory o r  a house ar e probably much 

less de f i ni t e ,  in par t because they are re lat i ve ly se ldom r e a l i sed . 

Mor eover , i nf lat ion ga ins and losses on monetary items are l ik el y  

to have f a i r ly immed i ate effects on expend i t u r e  because they i mp i nge 

much more d i rectly on liqu id i ty than do those assoc i ated w i th non-mone t a r y  

i tems. 

29 Mar ket values of f i nanc i a l  assets wh ich car r y  a r ate of int e r e s t  

f ixed i n  money t e r ms inevi t ably fluctuate inve rsely with the pre va i l ing 

leve l of inte r e s t  r ates.  The inc lus ion of such as sets in t h i s  exe r c i se 

on the bas i s  of the i r  redempt ion values produces resul t s  wh i ch are 

approx imately the same , ave r aged over a run of seve r a l  year s ,  as those 

that would ar i s e  f r om the use of mar ke t  valuat ions and acc r u ing nomin a l  

cap i t a l  ga ins and los ses , assum i ng that the r ea l  r ate of inter es t  

r ema ins cons tant . [ l ] In so f ar as inte r e s t  r ates move to r ef lec t  changes 

in cu r rent inflat ion (or expected inf lat ion , if that is mo r e  re levant to 

save r s ' assessments of real cap i t a l  ga i ns/losse s ) , the present r es u l t s  

are an adequate represent at ion o f  these ga i n s/losses if ave r aged over 

seve r a l  yea r s .  Th i s  i s  in k eeping w i th the limi ted ob j ect ive he r e ,  wh ich 

i s  to adj us t  for the effects of gene r a l  inf lat ion only. Howeve r ,  it is 

r e ad i ly adm i t ted that real inte r es t  r a te s  have not been cons t an t ,  and 

have tended to f a l l  when inf lat ion h as acce l e r ated. A f u ller  exe r c ise 

could attempt to accou nt as we l l  for r e a l  cap i t a l  ga ins and losses 

[ 1 ]  See par agr aphs 4 4 - 50 of Append ix 1. 
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) 

a s s oc 1 ated w ith changes in the r e a l r ate of interest. Because 

nom ina l interest r ates have usu ally lagged behind changes in the r ate 

of i n f l dt i on , thes e l atter ef f ects would al most certa inly r educe 

somewhat the respective gains and losses shown above. 

30 The om1ss i on of capita l ga ins/losses due to r eal i nterest r ate 

ch anges , and to r elative asset prices , may i ndeed be def ended on the 

g r o und that the r esu lt in� estimates thereby bear a gr eater r esemblance 

w 1 t h H icks' p r ef er red definit i on of compr ehens ive income i nvolv ing 

expectat i ons of rec u r r ent income. Thus,  f o r  example,  an incr ease 

i n  the r e l at 1ve pr ice of houses, an impo r tant component of weal th 

in the per son a l  sector ,  may have l ittle ef f ect on consumption 

bec a u se the expected st ream of r eal be nefits f r om house owner ship 

i s  qu ite like l y  to be unaf fected by such a r elat ive pr i ce change . 

Simi l a r  a r guments may app ly i n  the c ase of assets whose pr ices 

r e f lect rea l i nterest r ate changes. [ l ] 

- --- -- -------------------------------------------------------------

[ l J A c n ange i n  t h e  r e a l  i nter est rate has an immediate inverse ef f ect 

on the pr 1 ce of a ma r ket ab le asset w i th f ixed r edempt ion value, 

bu� the st ream of coupon inter est is unaf fected. Such a change 

the r ef o r e  af fect s  the timing of amo unts that can be consumed in 

p r es ent and f utu r e  per i od s  but leaves their tot al vi rtually 

unchanged . Thus compr ehensive income in H ick s ' p refer r ed 

sen s e  is not much af f ected w he r e  these types of assets a r e  

conce r ned . 
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Impl icat ions of the ad j usted f ig u r e s  

3 1  T h e  r e sul ts her e a r e  neve r t he le s s  o f  i nt e r es t  i n  thems e lve s ,  and 

r e pr e sent a d i s t i nc t ,  i f  ro ugh , imp r oveme nt on the una d j u st ed  f ig u r es 

for th e pur pose of ana l y s ing sav ings beh av i ou r . The r at ionale for the 

v a r io u s  ad j u s tme nt s i s  that the r ea l  capi t a l  g a i n s  and los se s ar i s i ng 

f r om  i nf l at io n  r e pr e sent g e nu ine add i t ions or l os se s to i ncome a nd 

( un le s s  of f set by cur re nt spe nd i ng )  to sav i ng and c ap i tal acc um u l a t i on . 

B u t  it m u s t  be emphas i s ed  tha t the se ' r eal ' c ap i t al g a i ns/ l o s ses i n  

thems el ve s co nt a i n  l i t t l e  g u ide to con se que n t i a l  be hav iou r .  Ther e i s ,  

fo r exampl e ,  no ev idence that r ec ip i ent s i n  t h e  pr ivate economy r es po nd 

to s uch capi t a l  g a i ns in b road ly the s ame way tha t they r e spond to 

incr eme nt s in other component s of in come - muc h  l e s s  tha t th e whole 

of s uch ga i n s  w i l l  be s aved . [ l ) Suc h que s t ions m u s t  be ma tte r s  

for f ur the r r e a so n i ng and r es ea rc h . [ 2 ) 

3 2  Some pre l im i nary po i nt s do , howev e r , sug g e s t  them s e lv e s . Th e eco nom i c  

behav i our of hou seholds and ent e r pr i s e s  i s  l i ke l y  to be d e t e r m i ned a t  

l e as t  as much , and i n  the longe r r un pr obab ly mo r e ,  b y  r e al f ac to r s  than 

by nom i nal one s - a l th oug h th e ext ent to wh ich r ea l  factor s m a t te r  

de pe nd s  in pa r t  on how c l e a r l y  they a r e  pe r c e ived . Wh i le i l l u si o n s  abou t 

r e al mag n it ud e s  may we ll be pe r v a s i ve i n  nor ma l t ime s , they a r e  l e s s 

l i ke l y  to be so i n  a pe r iod when i n fl a t i on i s  i ts el f as pai nf ul ly 

co ns p i cuou s  as it has been in the l a s t  few ye a r s . For examp l e , mos t 

home-own e r s  w i t h  mo r tg ag e s  w i l l nowad ays be awa r e  of t he r ea l  capi tal 

ga i n s  tha t acc r ue to them f r om the e ro s ion o f  the i r  mor tg age debt by 

i n fl a t i on , and th ei r behav i our i s  l i ke l y  to take t h em i n to account . 

And the r e  i s  now f a i r ly wide ag r eemen t  tha t or d i na r y  hou seh o lds hav e  

[ l ) ' Re a l ' s av i ng i n  the p r e ce d i ng t ab le s  i s  ad j u s ted b y  th e ful l  

e x t e nt o f  th e c al c ul at ed  net g a i ns/l o s s es bec au se s av i ng i s  

d e f ined a s  t he d i f fe r ence betwe e n  i nc ome and con sump t i on , and 

' r e a l ' consum p t i on i s  deemed to have been a s  id ent i f ied in t he 

n a t i on al acc ou n ts . 

[ 2 ) Emp ir ic al wo r k  i n  t he B a n k  and e ls ewh e r e  sug g e s t s  th at i nd iv id u a l s  

d o  r e ac t  d i f fe r en tl y  to l abour income , a nd to t ra ns fe r s  l ik e  

d iv id e nd s  or pe ns io ns , fr om h ow t h e y  r eact to ' r eal ' g a i ns/l os se s  

o n  t he i r  monet ar y  ho ld i ng s  ( se e  Town end , 1 976 ) . And t he r e  

ar e s ug ge s t ion s ,  par t i cu l ar ly i n  t h e  Ame r i c a n  l i ter at ur e ,  th at 

i nd i v i d u al s  t a ke accoun t o f  chang e s  i n  t he r e al i nd eb t edn e s s  of 

the pub l ic s ec to r  in a s s e s s ing th e i r  own f u tu r e  l ia bi l it i e s  as 

tax paye r s ( s ee Ba r r o ,  1 9 74 ) . On s im i l a r r eason i ng , 

i nd i v id u al s  who ar e shar eh o lde r s  may r eact to r ea l  ca p i t a l  

g a i ns acc r u i ng to t he e qu i t y  i n te r e s t  i n  comp an ie s ,  i n so f a r  a s  

they per ce ive them . 
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become acute ly con sc ious of the los s in r e a l  value of the i r  l iqu id sav i ng s  in 

th e l as t  f ew ye a r s ,  and h ave attempted to r e s to r e  it by f u r the r sav i ng .  I f  

so,  i n f l ation- ad j u ste d  me asu r es of income , sav ing and f i nanc i a l  acqu i s i t ions 

shou l d  attr act as much atte nt ion , and be g i ven as car e f u l  cons ider ation in 

expl anations of spend i ng beh av iour , as ar e nom i n a l  ( and or thodox r e a l ) 

me a s u r e s . 

3 3  Somewha t  s im i l a r  r e ason i ng may be app l ied in assess ing the s ign i f icance 

of the co unt e rpar t me as u r e s  in the pub l i c  sector . I f  account is taken of 

i n f lat ion ga i n s  ar is i ng f rom the eros ion in the r e a l  v a l u e  of debt , g e ne r a l  

gove r nme nt appe ar s  to have been a net lende r , i n  the sense t h at i t s  sav i n g  

was cons i s tent l y  i n  excess of t h e  amount needed t o  f i na nce inve s tment i n  

phy s i c a l  assets , in th e pe r iod bef or e 19 7 4 ,  and i n  n e a r  bal a nc e  o n  ave r age 

be tween 19 7 5  and 19 7 7 ,  r at h e r  than a heavy bor rowe r as or d i na r i ly thoug h t .  

Howeve r ,  i n  19 7 8 ,  g e ne r a l  gove r nment became a subs t ant i a l  ne t bo r r ower i n  

r e a l  te r ms . Nom i n a l  and i n f l a t ion - ad j us t e d  me as u res of t h e  gene r al gove r nment 

bo r rowing r equ i r eme nt ( CGBR) are shown i n  T able F .  For r e ason s r ef e r r ed 

to e a r l i e r , too much s ign i f icance should not be r ead into year -by- year 

sw i ng s  in i n f l a t ion g a i n s/ losses . 

T a b l e  F 

Gen e r a l  gove r nment bor r ow i ng r equ i r ement (GGBR) , 1 9 6 7 - 7 8  

£ b i l l ion 

Ave r age Ave r ag e  

1 9 6 7 - 70 1 9 7 1-7 4 1 9 7 5  1 9 7 6  19 7 7  19 7 8  

Nom i n a l  GGBR o. 7 3 . 2  10 . 0  7 . 9  4 . 7  9 . 0  

P e r centage of nation a l  

income at ma r k et pr ices 1. 6 %  5 . 0 %  10 . 7 % 7 . 1 % 3 . 7 % 6 . 3 % 

l es s :  Notional gain on 
--

r e a l  v a l u e  o f  debt - 1 . 4  - 3 . 5  - 9 . 0  - 6 . 2  - 6 . 2  - 4 . 6  

' Rea l ' GGBR -0. 7 -o. 3 1 . 0  1 . 7 - 1 . 5 4 . 4  

Pe r ce ntage of ' r e a l ' 

nation a l  income at 

m a r k et pr ices -1 . 7 % -0 . 5% 1 . 0 % l .  5 %  - 1 . 2 % 3 . 1 % 

These me as u r es of the ' r e a l ' GGBR me r el y  i n d i c a t e  br oad or de r s  of magn i t ude , 

for the estimation of i n f l at ion g a i ns h e r e as for oth e r  sector s i s  admi tted l y  

c r ude . But r e f i neme nts to the met hod wou ld p robably not change the ge ne r al 

r e s u lt ve r y  much . And a mo r e  compr e h ens ive approach that a l so included 

cap ita l  g a i n s  on ta ng i b le asse ts wou ld almos t  ce r t a i n l y  show gener a l  

gov e r nment i n  s i zable ' r e a l ' f i n anc i a l  s u r p l u s  for most o f  th e per iod . 



3 4  The ad j usted est imates do not in themselves cont a i n  pol icy 

imp l icat ions - but they may make i t  eas ier to unde r s tand wh at the 

imp l i cat ions ar e .  At the ver y  leas t ,  they sugges t that the cus tomary 

meas u r es of the Gove r nment budge t def i c i t  and the bo r r ow ing requ i r eme nt 

may be mislead i ng for some purposes . 

3 5  The Gove r nme nt ' s  budget bal ance , o r  more commonly ch anges the r e i n ,  

is of ten t aken to be a usef u l ,  i f  cr ude , ind icator of the th r us t  of 

f i scal po l icy ,  as indeed is the PSBR (with s l ightly less j ust i f i ca t ion ) . 

The re ar e a number of p i t f a l l s  in th i s  procedur e ,  but i t  would 

neve r theless be w idely accepted th at,  at g i ven leve ls of nat ional ou tput 

and emp loyment , the larg e r  is the nominal PSBR as a percentage of 

nat ional income , the gr eater w i l l  be the expans ionary th r us t  of f i scal 

po l icy . But to the extent th at inf lat ion is erod ing the r e a l  va lue of 

the assets wh ich ar e the counte r par t of the nat ional debt , and th i s  

induces add i t i onal nom inal sav i ng at a g iven leve l of income i n  an 

at tempt to re store real stoc k s  of assets to de s i r ed leve ls ,  a higher 

PSBR w i l l  probably be nece s s a r y  i f  income is to be mainta i ned at th at 

leve l .  I n  these c i r cu ms t ances a h igher PSBR i nd ic ates , not that the 

Gove r nme nt act ion is lead i ng to a h igher pressure of demand than when 

inf lat ion is lowe r ,  bu t simply that the de f l a t ionary impact of the 

enhanced propen s i ty to save induced by higher inf l at ion is be i ng off set . 

Thu s ,  i t  can be argued that a me asure of the bo r r ow ing r equ irement wh ich 

i s  ad j usted to exc lude the element of cap i ta l  r epayment should give a 

mo r e  usef ul i nd icat ion of the thr ust of f i scal po l i cy than one wh i ch is 

not so ad j us ted . [ l ]  [ 2 ] Thi s  is not to deny that an inf lat ion - ad j us ted 

me as u r e  may be as def ic ient as the convent ional me asure in other r espect s .  

But i t  does suggest that f i sc a l  po l i cy may have been subs tant i al ly less 

' expans iona r y ' i n  the yea r s  of h igh inf l at ion than nom i na l  magn i tudes 

of the PSBR might ind icate . Such a conc lus ion does not neces sar i ly 

imply that f i scal pol icy should have been d if f er ent . Whether the 

budget ba lance is r ecorded in adj usted or unad j us ted form, the 

ef fects on the economy are of cou r se ident i ca l .  And i t  i s  i n  terms 

[ l ]  The re is ther efore a ce r t a in aff i n i ty between the inf lat ion­
ad j us ted budget ba lance , d i scussed her e ,  and the f am i l i ar 

' s t andard i sed ' o r  ' constant employment ' budge t balance advocated 

by some econom i s t s .  The forme r  attempt s  to cor r ec t  for va r i at ions 

in i n f l at ion ; the latte r for va r i at ions in ac t i v i ty .  

[ 2 ] S i nce th i s  pas s age was w r i t te n ,  our attent ion has been dr awn to 
an ar gument along s imi lar  l i nes by an Ame r ican econom i s t ,  J . J . S ieg e l  

( 1 9 7 9 ) , page 8 3 .  
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of th ese ef fects , seen in the light of an analy s i s  of the whole 

economy , th at poli cy mu s t  be j udged . 

3 6  The bo r r ow i ng r equ i r ement is also commonly t reated as a rough 

1 nd 1cato r of th e wei g h t  of the Gover nment ' s  demand for f i nance on 

the rest of the economy . But the monet a r y  impli ca t ions of such 

bo r r ow i ng mu s t  depend , i nter al i a ,  on the ext ent of the pr ivate 

sec to r ' s  demand for gover nment sec u r i t ies .  Th i s  must depend in t u r n  

on , among other th ings , the r eal va lue o f  ex i s t i ng pr ivate hold ings 

of sec u r i t 1 es and other a s se t s ,  and on ( r eal) i ncome and i nterest 

r ates , a s  well as on expec t at ions of gener al i n f lat ion . I g no r i ng ,  

f o r  the momen t , the c r uc i al question of ef f ec t s  o f  govern ment bo r r ow ing 

on ' co n f idence '  a nd on i n f lat ion a r y  expec t a t ion s ,  it is  impor tant to 

note that, in so f a r  as h igh i n f la t ion leads to h igh pr i v a te sav i ng 

in nom i n al terms ( bu t  not in r ea l  term s ,  fo r the reason s d i sc us sed ) , 

i t  probably also lead s to an i ncrease in the demand for gover n ment 

sec u r i t i es at g i ven real r ates of interest. I n  so f a r  as th i s  

demand does i nc r ease, an en l a r ged nom i n al PSBR can be f inanced 

w itho u t  r a i s i n g  money supply. The d i f f i c u l t y  of f inancing an 

enla r ged PSBR in thes e  c i r c ums tances may ther ef o r e not be i n cr eased , 

o r  may be i nc r eased les s  th an supposed i f  these con s ider at ions 

wer e not taken account of . In that the ' real' bor r ow ing r equ i r ement 

ca l c ulated above allows , albei t c r u dely , for the er os ion by i n f l at ion 

of the r eal st oc k of assets wh ich are the cou nterpar t of government 

lend i ng , i t  pr esents a bet ter meas u r e  th an the nomi nal PSBR of the 

r eal f low su pply o f  government debt. If th e balance between the 

s u pp l y  and demand for gover nmen� debt , g iven pr eva i l i ng r a tes of 

i n f lat i o n , i nterest and ac t iv i t y ,  is a key cons i der at ion i n  assess ing 

t he accepta b i l i ty o r  ot hen1 i s e  of a g i ven f i sca l poli cy ,  i t  can be 

a r g ued th at the i n f lat ion - ad j u s ted mea s u r e  of the bo r r ow i ng r equ i r ement 

j s  a mo r e  u sef ul i nd i cator of the f inanci a l  burden than the nom i na l  

mea s u r e[l ] - alt hough s t i ll of cou r s e  a h ig hly imper f ect gu ide, a s  

a n y  s i ng l e n umber m u s t  be. 

[l ] S i egel ( 1 9 7 9 )  p u r sues a s i m i la r  arg ument : ' Real value accr ual 

accounti ng may be pa r t icula r ly i mpo r t an t  in meas u r i n g  the 

impact of gover nment def i c i t s .  I f  equ i l i br i um r et u r n s  on 

gover nmen t debt res u l t  f r om t he i n t er act ion of r eal supply and 

demand f or s uch asset s ,  t h en gener al p r i c e  i n f la t ion , by 

lower 1ng the r eal value of gove r nment debt , has much the same 

imp act on supply as a governmen t  sur plu s would under s t able 

p r 1ce s . '  ( P age 8 4 )  



3 7  The assoc i at ion between appar en t ly h igh nomi n a l  bo r r ow i ng 

r eq u i rement s  and h ig h  i nf l a t ion no dou bt cont r i butes to a w ide spr ead 

be l i e f  th at h i gh gover nme nt bor r ow ing u s u a l l y  leads to h igh inf lat ion , 

r e g a r d less of the ex i s tence or not of a genu ine causal connect ion 

f r om the former to the latte r . Yet when pub l ished mone ta r y  tar g e t s  

a n d  c ash l i m i t s  are in oper a t ion , and ef f ect ively pu r s ued , t h e r e  

would appe ar l e s s  g round f o r  t h e  be l i ef t h a t  t h e  PSBR has a s ig n i f icant 

indepe ndent i n f luence on inf l at ion , othe r th an via i t s  ef fects on the 

p r es s u r e  of demand i n  th e ' re a l ' economy . The be l i e f  that ch anges 

in money supply are an inf luence on inf l a t ion does not en t a i l  the 

ex i s tence of a c lose l in k  between the PSBR and money supp l y ; i ndeed 

the l i nk be tween the PSBR and money supply m ay be re l a t ive ly tenuous , 

at l e a s t  in the sho r t  to med ium t e r m ,  as a r ecent T r e a s u r y  paper has 

sugges ted . [ l ]  A s t r ong r e s i d u a l  be l i ef may howeve r be t h at a 

h i gh nomi na l  bo r r ow i ng r equ i r ement s ign i f i e s  th at the Gove r nmen t 

i s  spend i ng beyond i t s  me ans , and must the r ef o r e  be i n f l a t ion ar y 

i n  due cou r s e .  

3 8  Whether such expec t a t ions a r e  we l l- f ou nded o r  not ,  i f  

s ave r s  and i nve s t o r s  act o n  them , they a r e  l i ke ly t o  become sel f­

f u l f i l l i ng .  Th i s  indeed may have h appened to a deg r ee in r ecen t  

year s ,  i n  ot h e r  count r i e s  as we l l  as i n  the U n i ted K ing dom . 

I f  ther e we r e  g r eater gen e r a l  awa r e ne s s  of the Gove r n me n t ' s  r e a l  

f i nanc i a l  pos i t i on ,  as i nd i c ated b y  in f l at ion ad j us tmen t s  o f  t h e  k i nd 

d i sc u s sed above , the eff ic i en cy w i th wh ich pub l ic bo r r ow i ng is 

f i nanced might be f ac i l i t ated and the long r un cos t  to the t axpaye r 

pos s i b ly r educed . 

[ 1 ] Midd l e ton et a l  ( 1 9 7 9 ) . 
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Append i x  l 

Not es on methodo logy for calcu lat i ng the i n f lat ion 

ad j u st me nt f o r  ' r eal ' g a 1 ns and losses on net 
monetar y l iab i l i t ie s  

3 9  The r e  a r e  a n umber of impor t ant problems in calcu lat i ng the 

ad j us tmen t s  to be made to r e f lec t sec to r a l  ' r e a l ' g a i ns or losses on 

net mon e t a r y  l i ab i l i t i es , n ame l y :  

( i )  i n  the de r i vat ion o f  cons i stent es t imates of ne t mone t a r y  

l i ab i l i t i e s  f o r  each sector it h a s  t o  be dete r m i ned ex ac t ly 

wh at shou ld count as a mon e t a r y  l i ab i l i ty or asse t ;  e r r o r s 

and om i s s ions w i l l  a r i s e  ow i ng to the abse nce of complete 

ba lance shee t stat i s t ic s  fo r each secto r ; 

( i i )  on the app r op r i at e  v a l uat ion of ne t mone t a r y  l i ab i l i t ie s ;  

the r e  i s  some ques t ion whe t h e r  mar k e t  values o r  nom i n a l  

va lues of ma r k et ab le debt shou ld be used ; and 

( i i i )  on the cho i ce of pr ice i ndex to be used to c a lc u l at e  the 

' r e al ' g a i ns or losses , pa r t icu l ar l y  in the case of 

monet a r y  assets/l i a bi l i t ies denom i na ted in f or e ign c u r r ency . 

Def i n i t i on o f  n e t  mone t a r y  l i ab i l i t i e s : e r r o r s  and omi s s ions 

40 The de t a i led a l loc a t i on of ass e t s  and l i ab i l i t ies be tween monet a r y  

and non-mone t a r y  it ems i s  i nd icated in the foo t notes a t t ached t o  the 

t ab l e s  i n  Append i x  2 ,  bu t the br oad p r i nc iples a r e  as fol lows : 

( i )  mone t a r y  it ems a r e  de f i ned as asse t s  or l i ab i l i t ie s ,  the amoun t s  of 

wh i c h  a r e  f i xed by cont r ac t  or s t a t u t e  in terms of un i t s  of c u r r ency 

reg a r d le s s  of ch anges i n  the gene r al pr ice leve l ( see par ag r aph 4 2 ) ; 

and 

( i 1 )  non-monet a r y  i tems , the rema i nder , i nc l ude for ex ample the ne t 

equ i ty i n t e r e s t  in compan i es ( see par ag r aph 4 1 ) , and a l l  t ang i ble 

assets - s uch as phys i c a l  cap i t a l  and inventor i e s  - and a l l  

assets whos e pr ices or r edempt ion va lues move w i t h  ge ne r a l  

1 n f l a t ion ( e . g .  i ndex- l i n k ed SAYE and index- l in ked s av i ng s  bonds ) . 

4 1  T h e  net equ i ty i n te r e s t  in compan i e s  is the equ i ty sh ar e cap i t a l  

p l � s  r e s e r ve s  ( i n t h e  case o f  mut u a l  soc i e t i e s , r e se r ve s  alone ) . 

Equ i t y shar e cap i t a l  i s  the i s s ued s h a r e  cap i ta l , exc l ud ing any par t  

t h e r eof wh ich does not c a r r y  any r i g h t  to par t ic i pa t e  i n  a d i st r i bu t i on ,  

i n  r e spect e i t h e r  to d i v idend s  or cap i t a l ,  beyond a spec i f ied amoun t . [ 1 ] 

--- ----- -----------------------------------------------------------------------

[ 1 )  Con ve r t i b le loan s t oc K s  a r e  c r eated as monet a r y  l i abi l i t ie s  unt i l  
the i r  conve r s i on . See Account i ng S tand a r d s  Comm i t tee ( 1 9 7 7 ) . 



4 2  The major mone t a r y  asset s/l i ab i l i t ies for a company ( f inanc i al or 

i nd u s t r i a l  and comme r c i a l  - wh ich have co r r espond ing l i ab i l i t ies /  

assets i n  othe r secto r s )  a r e  se t out i n  Tab le G .  

Tab l e  G 

Company A 

Mone t a r y  assets 

C ash and bank depos i t s  

Other l i qu id asse t s :  

tax i n st r ument s 

loca l  a u thor i t y  tempo r a r y  debt 

depo s i ts w i th other f inanc i a l  
i ns t i t u t ions 

Tr ade c r ed i t  extended 

O t h e r  loans tc pe r son , other 

compan ies , and oth e r  secto r s  

Monet a r y  l i ab i l i t ies 

Bank advances 

Deben t u r e s ,  and other lo ans 

Conve r t ible loan stock 

P r ef e r ence sh a r e  cap i t a l  

(wh e re on ly i n t e r e s t  i s  pa id ) 

T r ade c r ed i t  rece ived 

Any depos i ts f r om pe r sons , o t h e r  

compan i es ,  and other sec to r s  

4 3  Unfor t u na t e ly ,  on ly incomplete balance shee t d a t a  a r e  ava i l ab le 

for compan ie s ,  publ ic co r po r at i on s ,  and the ove r seas sector , and 

i t  has not been poss i bl e  to ens u r e  that the f i g u r e s  fo r ne t monet ar y  

l i ab i l i t ie s  used f o r  each sec to r  a r e  f u l ly con s i s tent wi th those f o r  

the othe r sec�or s .  For ex amp l e ,  f ig u r e s  of the stock o f  ne t t r ade 

c r e d i t  extended by compan i es do not ex i s t ,  a l though th e ove r seas 

a r.d pe r son a l  s e c to r s bal ance she e t s  do iden t i fy some ne t tr ade 

c r ed i t .  I n  gener a l ,  t h e  f ig u r e s  for ne t t r ade c r ed i t  outs tan d i ng 

ar e ve r y  i ncomp l e t e . The ba l ance sheet data f o r  f i nanc i a l  

i ns t i t u t ions a r e  f a i r l y good , b u t  thos e f o r  the ove r seas sec t o r  

a r e ,  i n  p l aces , par t icu l a r ly weak . [ l ]  Net e r r o r s  and om i s s ions 

a r i s i ng f r om the use o f  incons i stent bal ance shee t  data are shown 

in Table J in Append i x  2 .  

App r op r i ate val u a t ion o f  n e t  monet a r y  l i ab i l i t ie s  

4 4  Fo r mos t  mone t a r y  assets and l i ab i l i t ie s  nom i n a l  va lues and 

ma r k e t  values a r e  ident i c a l  at a l l  t ime s ( e . g .  most l iqu id a s s e t s  

s u c h  a s  depos i t s w i th f i nanc i a l  ins t i t u t ions , and b a n k  advances ) , 

b u t  ma r ke t  va l u e s  of secu r i t i es such as debent u r e s  and ma r ke t able 

pub l ic sector de bt need on ly co inc i de w i th nom i na l va lues at the 

t tme of r e demp t i on :  and p e r pet u i t i es such as 2 l/2% Consols or 

[ 1 )  S e e  Cent r a l  S t at i s t ic a l  O f f ice ( l 9 7 8 b ) , pages 70- 7 3 .  
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3 l / 2 %  War Loan , or pr e f er ence sha r e s , h ave no r edempt ion date . [ l ]  

Howeve r ,  s hould the debtor choose to redeem t h e  l i ab i l i t y  the max imum 

con t r ac t u a l  ob l i g a t i on wou ld be to r epay the nom i n a l  amoun t .  The 

que s t ion a r i ses as to whet he r the change in gene r a l  pr ices shou ld be 

app l ied to the ma r k et va l u e ,  or to the nom i n a l  value of the asset/ 

l i ab i l i t y  to compute the i n f l at ion g a i n/los s . 

4 5  Wh icheve r i s  chos en ,  i t  is impo r t ant that the same valuat ion i s  

u s ed f or a g i ven i n s t r ument in both t h e  cr e d itor ' s  and the debtor ' s  

ba l ance shee t ,  for othe r w i se the sum of the i n f l a t i on g a i n s/losses 

a c r o s s  a l l  sect o r s ( i nclud i ng the ove r seas sector ) woul d  not be zero . 

Typ i c a l l y ,  l i ab i l i t ie s  a r e  shown in ba l ance sheet s  at nom i n a l  v a l ues , 

b u t  assets a r e  of t e n  shown a t  mar k e t  va l u e s . The est imates of g a ins/ 

los s e s  shou ld not depend on whet h e r  the credi tor ' s  or the debtor ' s  

bal ance sheet values a r e  used as the bas i s  of the ca lcu la t ions . 

4 6  The r e  a r e  two a l t e r na t ive way s  of meas u r i ng the imp ac t  of 

i n f l a t ion on t h e  ' r e a l ' v a l ue of ma r k e t able deb t ,  wh i c h , i n  pr inciple , 

g i ve the s ame i n f l a t ion g a i n/ loss ove r the f u l l  t e r m  of the debt . 

B ut they w i l l  a l loca t e  these g a i ns and loss e s  ve r y  d i f f er en t l y  ove r 

t ime . I n  the case of a ma r ke t able ins t r ume n t  i s sued and r edeemed at 

par , t h e  tot a l  gear i n g  g a i n/loss ove r the who l e  l i fe of the debt i s  

g i v e n  by : 

whe r e  DR 

p - p 
DR • (-R ___ 

o
) p 0 

r ed emp t ion v a l u e  of debt 

( 1 )  

v a l ue o f  ge ne r a l  pr i ce i ndex on r edemp t ion day 

v a l u e  of gene r a l  pr i c e  i ndex on i s s ue day 

T he problem i s  to a l locate th i s  cumu l a t i ve i nf lat ion g a i n/ los s [ 2 ]  over 

t he term of the debt i n  an app r opr i ate way . 

Me thod A :  mar ke t  v a l ue me thod 

47 The ef f ect of in f l a t ion on a ma r k e t ab le secu r i ty such as a g i lt i s  

twof o l d : 

[ 1 )  See paragr aph 5 1  be low . 

[ 2 )  I n  te r ms of the gene r a l  p r ice leve l r u l in g  on r edemp t ion day.  

) · 1 

A l t e r n a t i ve ly the cumu l a t i ve g a i n/loss cou ld be exp r es sed i n  te r ms 
of the gene r a l  p r ice leve l p r e va i l ing at the t ime of issue . 

-· -· --- -- -



( i )  the incr ease i n  nom i n a l  i n t e r e s t  rates to compensate for an 

i n c r ease in inf lat ion , r e s u l t s  in a f a l l  in the mar k e t  

value o f  t h e  secu r i ty ;  and 

( i i )  a s teady r ate of inf l a t ion erodes the r e a l  purchas i ng powe r 

of the ( s table ) ma r k e t  va lue as in the inf l a t ion ad j ustme n t  

o f  ( nom i n a l )  c ap i t a l  ce r t a i n  monetary l i ab i l i t ie s .  

The f u l l  ad j u s tme nt fo r ga i ns and losses on mar k et ab l e  debt ar i s i ng 

f r om i n f l at ion should compr i se the sum of ( i )  and ( i i ) . [ l ]  

Me �hod B :  nom i n a l  va l ue method 

48 Th i s  is eas i e r  to compu te th an me thod A because it me r e ly app l i es 

the fo rmu l a  i n  par ag r aph 4 6  to succes s i ve yea r s  over the te r m  o f  the 

secu r i ty . For examp l e ,  i n  year t ,  the in f lat ion ga in/loss wou ld 

be : -

( 2 )  

wh ich when summed ove r the te r m  of the secu r i ty and conve r ted to 

pr ices r u l i ng in the year of redempt i on wou l d  equ a l  that g iven by 

equat i on l .  

4 9  The t im i ng of the i nf l a t ion g a i ns/los ses over the l i fe of the 

secu r i ty d i f f e r s  con s i de r ab l y  as between the two met hod s ,  as shown 

in T a b le H .  

[ l ] T h e  ch ange i n  the def l a t ed mar ke t  debt be tween two dates can be 
decompos ed i n to two par t s : that is 

p 
0 

D 0 ( 3 ) 

where t h e  subsc r ipts o re f e r  to the open ing date , and l to th e 

c los i ng date . The two e leme n t s  r e f e r  to me thod A ( i ) , and 

method A ( l i )  r espec t i ve l y .  

Equ at ion 3 m i g h t  be desc r i be d  a s  a ' cu r r en t- we igh te d ' method 

of decompos i t i on . An a l t e r n a t i ve base-we ighted approach wou l d  
g i ve s l i g h t ly d i f f e re n t  resu l t s : 

D
l 

D D l  D D
l 

p - p ( 4 )  0 - 0 l 0 
---

p l p p 
p l  p 

0 0 0 
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T a b l e  H 

A schemat i c  pr esentat ion of i n f lat ion g a i n s/losses 
on mar k e t a b l e  s e c u r i t i e s  

Y e a r  

l 2 3 

Nom i n a l  v a l u e  ( i s s ued 

ye a r  l,  r ede emed year 5 )  lOO lOO lOO 

Coupon i n t e r e s t  5 5 5 

4 5 

lOO lOO 

5 5 

( Re a l  i n t e r e s t  r a te 5 %  5 %  5 %  5% 5 % ) 

Pr i ce l eve l ( year 1= 100 )  

( R a t e  o f  i n f l at ion 

Nom i n a l  r edemp t ion y i e l d  

Ma r k et v a l u e of debt 

lOO 110 1 2 1  13 3 . 1  14 6 . 4 1  

0% 10 % 10% 10% 10% ) 

5% 1 5 %  1 5 %  1 5 %  1 5 %  

lOO 7 7 . 2  8 3 . 7  91 . 3  lOO 

I nf l a t ion loss : 

Method A 

( i )  Ch ange i n  nom i n a l  

ma r k et v a l u e [ a ]  

( l i )  Rea l  e r os ion of 
mar k e t  va lue [ b ]  

0 2 2 . 8  - 6 . 5  - 7 . 6  - 8 . 7  

Tot a l  at c u r r en t  pr i ces 

Tot a l  at year 5 pr ice s  

Method B 

0 

0 

0 

10 

3 2 . 8  

4 3 . 7  

7 . 7  8 . 4 9 . 1  

1 . 2 0 . 8  o. 4 
1 . 4 0 . 9 0 . 4 

At cur r e n t  pr ices 

At year 5 pr i ce s  

0 10 10 10 10 
0 1 3 . 3  1 2 . 1  1 1  

( a ]  D u e  t o  change in r a t e  o f  i n f lat ion , w i th the r e a l  i n t e r e s t  r ate 

con s t a n t . 

[ b ]  See me thod A ( i i ) , above . 

50 Fo r both me thod s ,  the tot a l  i n f l a t ion los s  over the whol e  per iod , 

at ye a r  5 p r i c e s , is £ 4 6 . 4  g i ven e i th e r  by apply i ng equa t ion 1 i n  

pa r a g r aph 4 6 , o r  by conve r t i ng the i nd i v i d u a l  year losses to year 5 

pr i ce s  [ i . e .  mu l t ip l y i ng the los s  i n  yea r t ( pr ice i ndex i n  year 5 

10 

pr i c e  i n dex in year t ) ] .  I t  i s  appa r e n t , howeve r ,  that the t im i ng of 

the los s es in T a b l e  H is ve r y  d i f f e r en t  as between me thod A ,  wh ich 

conc� n t r a tes the loss i n  the year in wh ich pr i ce i n f lat ion acce l e r a t ed , 

and me thod B ,  wh ich a l locates i t  even ly ( in nom i na l  te r ms )  ove r the 

per i od o f  con s tant ly r i s i ng pr i ce s .  

5 1  P r ob l ems a r i se w i th me t hod B i n  the case o f  g i lt s  iss u ed be low par 

and in that of pe r pet u i t ies whe r e  mar ke t pr i ce s  ar e typi c a l l y  below 

p a r : th e r e the er os ion of the rea l va lue of the de bt i s  ove r s t ated 

ove r the l i f e  of the g i lt ,  o r  a long pe r i od in the l a t t er case . 

- ---� - - - - -



No a l lowance has been made for th i s  b i as ; g iven the r e l a t ive 

un impor tance of pe r petu it ies and issues s ign if ican t ly be low par , 

i t  is un l i ke l y  to be g r e at . 

5 2  Th e r e  a r e  d i f f icu lt pr act i c a l  pr ob lems w i th me thod A because i t  

i s  impos s i bl e  t o  iso l a te change s  i n  mar ket va lues wh ich ar e due to 

inf l at ion f r om those ar i s ing f r om r e a l  int e r e s t  r ate moveme nt s .  

For th is r e ason , and for ease of comput at ion , method B has be e n  

used th roughou t . 

The r e levant pr ice i ndex 

53 If con sump t ion is th e u l t ima t e  ob ject ive of al l economi c  act i v i t y ,  

i t  seems appr opr iate to use the pr ice index of consump t ion as 

the nume r a i r e  for the calcu l a t ion of inf l a t ion ga i n s/losse s .  The 

cho i ce of de f lator lay be tween the r e ta i l  pr ice inde x ,  the 

consume r s ' expend i tu r e  de f l ator , and a comb i n ed imp l i c i t  de f lator 

of pe r s on al and gove r nme nt consump t ion . The consume r s ' 

expend i t u r e  def l ator was used desp i t e  the i nc l us ion of a numb e r  of 

imputed i t ems wh ich do not ref l ec t  money expe nd i t u r e  in i t s  

cove r age , bec ause i t  is cons i d e r ably mor e comp r eh e ns ive t h an the 

r e t a i l  pr ice i ndex ( RP I ) . The RP I ,  a l though much mo re f am i l i a r 

to spende r s , doe s not cove r al l r e l evant money expend i t u r e [ l ]  and 

exc l ud e s  consump t ion by h i g h e r  income e a r n e r s  ( th e  top 4 %  of 

househ o l ds ) and by pen s ione r s  f r om i t s  we i g h t ing patte r n .  I f  

potent i a l  command ove r  a br oad e r  catego r y  o f  r esour ce use we r e  f e l t  

t o  be a t  issue , t h e  imp l ied pu b l ic and pr ivate expend i t u r e  de f lator 

cou ld h ave been u sed , bu t it  seemed p r ef e r ab le to r e s t r i ct t he 

nume r a i r e to pr ivate con s u mpt ion .  

5 4  I n  the case of ove r seas ass e t s / l i a b i l i t i es ,  i t  has to be 

remember ed th at the aim of the nat ion a l  accoun t s , and hence of th i s  

exer c i se ,  i s  to e s t imate income and sav i ng accr u i ng to U K  r es ident s . 

Accor d i n g l y ,  the de f la to r  for income and for i n f l at ion ga i n s/asse t s  

o n  ove r seas as s e t s / l i ab i l i t i e s  of UK r es ide n t s  is in t e r ms o f  the 

p u r ch a s i ng powe r of those res ide nt s .  I n  gene r al , the consump t ion 

of U K  r es iden ts takes place in the U K  mar ke t .  The con sume r s ' 

expend i t u r e  de f l ator we i g h t s  exc l ud e  expend i t u r e  by fo r e i g n  

tou r i s t s  et c .  i n  t h e  U n i ted K ing dom , b u t  inc l ude consume r s ' 

expend i tu re abroad and thu s  the de f l ator has app r op r i at e  cove r age 

[ l ]  S e e  Cent r a l  S t a t i s t i c a l  O f f ice ( 1 9 6 8 ) . 
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f or the ca lcu l at ion of i n f lat ion g a i ns and losses on both dome s t ic and 

ove r s eas asse t s / l i abi l i t i es . 

5 5  For mone t a r y  assets/ l i abi l i t i e s  denom in a ted in ove r seas cur r enc i e s , 

i t  i s  inapp rop r i at e  to use the r a t e  of ch ange of the con s ume r s ' 

expend it u r e  de f lator to ca l c u l at e  inf l a t ion g a i ns/losses on the s te r l ing 

v a l uat ion of the mone t a r y  as set/l i abi l i ty .  Th i s  i s  because par t  of the 

ga i n  or los s  due to dome s t ic i n f lat ion w i l l  have been o f f s e t  to the 

e x t e n t  t h at the exch an ge r a te has adj usted to ref lect d i f f e r ing r at e s  of 

i n f lat ion in the U n i t ed K i ngdom and in the r e s t  of the wor ld .  I f  the 

r a t e  of i n f lat ion in the r e s t  of the wor ld wer e z e r o ,  and the U K  exchange 

r a te ad j u sted to compensate per f ec t l y  for d i f f e r e n t i al i n f l a t ion in the 

Un i t e d  K ingdom and abroad ( i . e .  pur ch as i ng powe r par i ty exch ange 

r a tes is assumed ) the ' mone t ar y ' l i a b i l i ty/asset wou l d  be f u l ly i ndexed 

for inf l a t ion and , g i ven the de f in i t ions in par ag r aph 40 , wou ld cease to 

be a mone t a r y  l i ab i l i t y  or asse t .  To the ext e n t  that the r e s t  of the 

wor l d ' s  i n f lat ion r a te i s  not zero , t h e r e  w i l l  s t i l l  be par t i a l  i n f l a t ion 

g a i n s and losses . These have bee n ca l c u l a t ed by m u l t iply i ng the 

s t e r l i ng value of the asset/l i ab i li ty ( nom i n a l l y  f ixed in for e ign 

c u r r e nc y )  by the r a te of dome s t ic pr i ce in f lat ion l e s s  changes in the 

exc h ange r a t e .  I n  th i s  exe r c i se th e ad j u s tme n t  is made on t h �  bas i s  of 

the pe r ce n t age ch ange in the e f f ect ive exch ange r a t e ,  def i ned in te r ms 

of for e i gn c u r r ency pe r un i t  of ste r l i ng . [ 1 ]  

5 6  Forma l l y , for a U K  r e s i de n t  who cou l d  u se the proceeds of i s su ing 

a c u r r e ncy debt to pu rchase goods in the U n i t ed K i ngdom , the de r iv a t i on 

o f  t h e  not ional ga in can be shown as fo l lows : 

S uppos e  that bond s  w i th a nom i n a l  val ue of ltB ( B  u n i ts of cu r r ency ) a r e  

i s s u ed in pe r i od ( t- 1 ) . 

B 
to g i ve 

E 
t - 1  

, whe r e  E 

The cu r r ency cou ld be conve r ted to s t e r l ing 

the ef fect i ve exch ange r ate 

( un i t s = c u r r e ncy/£ ) , and a bas k e t  of goods pu r ch ased . 

I n  pe r i od t ,  the bas k e t  of goods cou ld be sold to g i ve 

B 

E 
t- 1 

[ 1 ] The w e 1 g h t s  i n  the e f f ec t ive exch a ng e  r ate r e f lect the r e l a t i ve 
compe t i t i ve impor tanc e  of v a r ious coun t r i e s  i n  U K  t r ade , both 

bi l a t e r a l l y  and in th i r d  cou n t r i es . A mo r e  approp r i at e  

we i g h t i ng pa t t e r n m i g h t  r e f lect the d i s t r i bu t i on o f  net ext e r n a l  

l i ab i l i t ie s  be tween d i f f e r ent cur r enc i es . 

' I  
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�B 

wher e  PC = the consume r s ' expend iture def lator . 

The ste r l ing g a i n  on the tr ansac t ion is : 

B PCt 
'Et- l · pct- 1 

On the other hand ,  in pe r i od t ,  the 

nom i na l  value of �B , now equ ival ent 

cur r ency bonds st i l l  h ave a 

to � The ste r l ing g a i n  
E

t 

on the bonds due to the change in r ates is thu s :  

B B - - -E t-1 Et 

and the tot al gain in ster l i ng i s : 

B PC t B B B · pc 
- + -Et-1 t- 1 Et-1 Et- 1 Et 

B PCt B - -- -Et- 1 PC l t- Et 

The not ion al g a i n  i n  pe rcentage te rms i s :  

[ { B PCt � }  I tJ Et- l · pct-1
- Et 

X lOO 

r = PC:_ l 

t-1 E } � X lOO 

In the case whe r e  fo r e ign goods are purchased w i th an i s sue of 

bonds i n  pe r iod ( t- 1 ) , the goods can be sold , in pe r iod t for 

cur r ency , assum i ng purchas i ng powe r  pa r i ty hold s :  

PCt E 
�Bt . 

t --
" E

t - 1 
PC 

l t-
or i n  s ter l i ng 

B PCt Et 
E PC 

l 
" Et-1 t t-

( 5 )  

(6 ) 

( 7 )  

( 8 )  

( 9 )  

( 10) 

( l l )  

( 1 2 )  

3 9  



The s t e r l ing g a i n  ( the d i f f e r ence between the abov e pr oc eeds and the 

s t e r l i ng co s t  of r epay ing the loan in per iod t) i s :  { B PCt Et } 
F: · c:  . - -t p t- 1 Et-1  

T h e  not ion a l  g a i n  i n  pe r ce n t ag e  t e r ms i s :  

- i }/i ] X l OO 
t t - 1  

[{\' PCt Et } E t- 1 J · pc . E - E x lOO 
t-1 t-1  t 

rt E t - 1  } x l OO PCt- 1 Et 

T h i s  i s  iden t i c a l  to the fo rmul a for the case in wh ich goods are 

pu r ch ased on the UK mar k e t . Thu s ,  assum i ng purchas i ng power p a r i ty 

( 13 ) 

( 1 4 )  

( 1 5 )  

hold s ,  the approach used i s  the s ame a s  us ing the wor ld i n f lat ion r a t e  

t o  c a lc u l at e  i n f lat ion g a i ns and los s e s  o n  ass e t s/ l i ab i l i t i e s  denom i na t ed 

i n  f o r e i g n  cu r r ency.  

1 , ) 

·-- . - ----



Append ix 2 

Sector al ' r eal ' sav ing and f inanc ial bal ances , 1 9 67-78 

!.Jot J u��,_.� . /�J:·�-'2- on re a l  va l ue of ne t mone tary D!H;ctr. / 1 1 ab i l i t i e !l  hy "-l ector , 1 <)(, 7- 7 R  

E b i l l ion 

196 7 196 0 1969 1 9 70 19 7 1  1 9 7 2  1 9 7 3  1 9 7 4  1 9 7 5  1 9 7(; 19 7 7- (p] �� fil) 

S0ct o r a l  net mol l<> tary 

a,; ,;-. L s  ( + )  / l  i ah i. l i  L i e s ( - )  

nti .. d - yc a r  e !J t in:u. Lcf.i: 

l'c · r s o n a l  sector 
C\w1pany s c c tol. 

f'l,b l i c  corpo r a t i on s 
Ge neral governmcnt 

Tota l domnn ti c sector 

(";vc• r SC'.l!. s e c t r r [1-J 
'l'o t.al ( €· r rc·rs d.nd 

omi s s i o: . r. )  

Change i n  con sume rs ' 

expe n d i ture de f l a tor 

(Q4 -Q4 ) ' 

Not iona l l os s  ( on n e t  
mon � ti:lry Asse t s )  /gain 
(on net mone tary 

l i.abi l i ti e s )  [c ] 

Perso n a l  se c tor 
Colllpany s e c t o r  

P ub l i c  corpor a t i on s  

\>< ·neral gove rn [ll(' n t  

Tot A l  d\;mc s t .i c  s e c tor 

Ove rseas sector : 
bv rr, s i dual 
by c a l culati on 

• •  not avai l ab l e  

34 . 9  36 . 0  3 7 . 8  39 . 7  4 1 . 3  4 3 . 1  4 7 . G  5 3 . 4  5 8 . 1  6 4 . 1  
- 3 . 6  - 3 . 8  - 4 . 3  - 4 . 7  - 4 . 4  - 3 . 5  - 4 . 0  -6 . 2  -6 . 0  - 4 . 1  
-9 . 0  - 1 0 . 0  - 1 0 . 0  - 11 . 3  - 1 2 . 3  - 1 3 . 0  - 1 3 . 8  - 1 5 . 5  - 1 7 . 9  - 2 1 . 2  

- 26 . 7  - 2 8 . 3 - 2 8 . 8  - 2 8 . 4  - 2 7 . 6 - 2 8 . 4  -29 . 0  - 3 1 . 4  - 3 7 . 4  - 46 . 3  

70 . 5  
- 3 . 2  

- 2 3 . 8  
- 5 1 . 7  

- 4 . 4  -6 . 1  - 5 . 3  - 4 . 7  - 3 . 0  - 1 . 8  +0 . 8  +0 . 2  - 3 . 3  - 7 . 5  - 8 . 2 

4 . 4  4 . 7  4 . 8  3 . 6  3 . 0  4 . 2  6 . 3  7 . 3  1 0 . 3 1 0 . 9  

- 1 . 7  -0 . 6  +0 . 1  +O . G  +1 . 2  +5 . 0  +6 . 5  +4 . 0  +2 . 8  +2 . 7  

2 . 3  6 . 3  4 . 0  7 . 1  7 . 9  7 . 4  9 . 9  20 . 1  2 4 . 0  1 3 . 7  1 2 . 4  

-0 . 8  
0 . 1 
0 . 2  
0 . 6  

- 2 . 3  
0 . 2  
0 . 6  
1 . 7  

- 1 . 8  
0 . 2 
0 . 5  
1 . 4  

-2 . 8  

0 . 4  

0 . 8  
2 . 0 

- 3 . 3 
0 . 4 
1 . 0  
2 . 2  

- 3 . 2  
0 . 2  
0 . 9  
2 . 3  

-4 . 7  - 10 . 7 - 1 3 . 9  
0 .  3 1 . 2  1 . 4  
1 . 3  3 . 1  4 . 0 
3 . 0  6 .  3 9 . 0  

- 8 . 7  
0 . 3  
2 . 0 
6 . 2  

0 . 1  0 . 3 0 . 3  0 . 4  0 . 3 0 . 2  -0 . 1  -0 . 1  0 . 4  -0 . 2  

-0. 1 -0 . 3  -0 . 3  - 0 . 4 -0. 3 -0 . 2  +0 . 1  +0 . 1  -0 . 4  +0 . 2  
-0 . 1  -0 . 2  - 0 . 3 -0. 3 - 0 . 1 -0 . 2  - 1 . 2  - 1 . 0  + 1 . 1  

- 8 . 7  
0 . 5  
3 . 3  
6 . 2  

1 . 3  

- 1 . 3  
- 2 . 1  

�) Bank es timate s for 1 9 7 8 ,  and a mi xture of provi s ional and Bank es timate s for 19 7 7 .  

76 . 8  
- 1 . 3  

- 2 5 . 6  
- 5 7 . 1  

- 7 . 2 

1 0 . 8  

+ 3 . 6  

e . o  

-6 . 1  
0 . 1 
2 . 0 
4 . 6 

0 . 6  

-0 . 6  
-0 . 8  

Q:'l Assuming ne t port f o l i o  i nves tme n t  overseas i s  a non-mone tary item {except for re lated trade credi t ) . 

(c1 The notion a l  los s or g a i n  is not e x actly equal to the product { s ign reversed) o f  
sectoral n e t  monetary as se t s / l i ab i l i ties times the change i n  the consumers '  
expendi ture dc f l a tor , be cause of the different de flator used for assets/l iabi l i ties 
denomin ated in fo re i gn curren cie s . As outlined in A ... •pcndi'X l •1 the rate of . t he change of the 
consum<i' rs ' e xpe nditure de f l ator is taken net of the percentage change in the e f fe ctive 
exchange rate ( e xpressed in terms of foreign currency per unit of s te r ling) . The 
resu l t ing s e r i e s  used was : 

196 7 1968 1969 1 9 70 1971 1 9 72 1 9 7 3  1 9 7 4  1 9 7 5  19 76 1 9 7 7  1 9 7 8  

Change i n  de f l a t o.c % - 5 . 1  - 2 . 6  5 . 3  6 . 8  8 . 6  - 2 . 1  1 . 2  19 . 6  1 0 . 8  - 8 . 8  1 8 . 2  7 . 0 

4 1  
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Notes on d e r ivat ion of f i g u r e s  con t a i ned i n  the t ables i n  Append i x  2 

Gene r a l  

( a )  Depr ec i at i on a t  repl �ceme n t  cost i s  the est imate o f  cap i t a l  

con s ump t i on a t  cur r e n t  replaceme nt cos t a s  g i ven in CSO , ( l 9 7 8 a ) , 

Table 1 1 . 9 .  1 9 7 8  f i g u r e s  ar e B ank es t ima tes . 

( b )  S av i ng i s  taken be fo r e  prov id ing f o r  add i t i on s to tax r e s e r ve s ,  

or t o  d i v idend and i n te r e s t  r e s e r ves . For compan i e s  and pub l ic 

cor po r a t ions s a v i n g  i s  und i s t r i bu ted income af te r  tax a t ion , and for 

gene r a l  gove r nmen t  it  i s  the c u r r en t  su r p l u s  of cu r r en t  rece ipts 

ove r cur r ent expe nd i t u r e ,  c u r rent gr ants and subs i d i e s  and debt 

int e r es t .  

( c )  L ines l ,  2 ,  3 ,  4 ,  5 and 9 i n  T ables K to N i nc l u s i ve and l ine l 

in Table P a r e  tak en f rom CSO ( l 9 7 8 a ) , Table 1 . 8 .  Rev i s ions for 

1 9 7 3  and su bsequent ye a r s ,  and 19 7 8  f ig u r es have been t ak en f rom 

Econom ic T r e nd s ,  Apr i l  1 9 7 9  and F i nanc i a l  S tat i s t i c s ,  May 1 9 7 9  ( both 

pub l i shed by the C ent r al S ta t i s t ical O f f ice ) . 

( d )  M i d- 1 9 7 8  f i g u r e s ,  and for some sector � m id- 1 9 7 7  f ig u r e s , fo r ne t 

mone t a r y  asset s/l i ab i l i t ies ar e Bank es t ima te s .  Pub l i shed sou r ce s  

f o r  ear l ie r  yea r s  are g iven i n  the f o l low i ng sect ions . 

P e r son al sector ( i nc l ud i n g  l i f e as s u r a nce and pens ion f unds ) 

D a t a  on ne t mo�e t a r y  assets wer e  t ak e n  f r om the pe r son a l  sector ba lance 

shee t publ i s hed in S t ud i e s  in O f f ic i a l  S t at i s t ic s  No . 3 5 ( Ce n t r al 

S t a t i s t i ca l  O f f ice ) p . 2 5  and rev i sed and updated to 19 7 7  by the CSO . 

M a r k e t  values of B r 1 t i sh gove r nmen t  secur i t i es ,  l i s ted U K  d e be n t u r e s  and 

pr e f er ence shares and l oc a l  au thor i ty debt we r e  conve r ted to nomi n a l  

va lues b y  r e f e r e nce to succe s s i ve D ecember ed i t ions o f  The S toc k Exchange 

Fact Book . Un i t  t r u s t  u n i t s  and over se as and mi sce l laneous ot h e r  

a s s e t s  w� re a r b i t r ar i ly ass umed to b e  whol ly non-mone t a r y  i tems . The 

equ i ty in l i f e  ass u r ance and pens ion funds e s t imated by the CSO on the 

ba s i s  of the asse t s  of th e f unds , we r e  spl i t  be tween mone t a r y  and 

non-mone ta r y  i t ems on the bas i s  of the as se t ho ld ings of the f unds . 

Th i s  i s  whol ly cons i s t en t  w i th incor po r a t i ng th e l i fe as s u r ance and 

pens ion f unds into the per so n a l  sector . 

Company sector 

Data on ne t mone t a r y  l i ab 1 l 1 t i e s  for indu s t r i al and comme r c i a l  compan i e s  

a r e  r e s t r i c t ed . I n f o r � a t  c ·� 0n se lected l i qu id as se ts and l i abi l i t i e s  

w a s  t a k e n  f rom F i nanc i a l  S t a t i s t i c s , T ab l e  9 . 3 .  E s t ima tes of the 

4 7  



de r i ved by cap i ta l i s i ng inte r e st payme nt s , and subsequent ly calculat ing 

nom i n a l  va lues cons i s tent w i th these mar ket v a l ue s , as for the per sona l  sector 

( above ) . L imi ted data for t r ade cr ed i t  wer e  der ived f rom the over seas sector 

f i g u r e s  ( see be low ) . 

S o u r c e s  for net mone t a r y  l i ab i l i t i es of f i nanc i al compan i e s  a r e  more 

va r i ed .  Figures for bank s we r e  de r i ved f r om Bank of Eng l and 

Qua r te r ly B u l l e t i n  T ab l e  6 . 1 , and the B ank ' s  S t at i st i c a l  Abs t r ac t  

Numb e r  2 ;  for bu i ld i ng soc i et i e s , t h e  Compend i um of Bu i ld i ng Soc ie t i e s  

S t at i s t ics , T able A l 3  ( publ i shed by the B u i ld i ng S oc iet i e s  Assoc i at ion ; 

for the non- l i fe bu s i ne s s  of insur ance compan i es , pr ov i s ion a l  balance 

sheet d a t a  comp i led by the Bank ( fo r  par t i al informat ion see Bank of 

Eng l and Q ua r t e r ly B u l l e t i n  1 8 ( 3 )  3 7 1 - 3 7 6 ) ; f o r  tr u s tee sav i ng s  

b an k s ,  An nual Abs t r ac t , 1 9 7 9  Ed i t ion { pu b l i shed b y  the Cent r a l  

S tat i s t i c a l  O f f ice ) Table 1 7 . 2 1 ;  for f in ance houses , Annual Abs t r ac t ,  

1 9 7 9  Ed i t i on ,  Table 1 7 . 2 3 ;  f or un i t  t r u s t s ,  Annual Abs t r ac t , 19 7 9  

Ed i t ion ,  Table 17 . 2 6 ;  f o r  proper ty un i t  t r u s t s ,  stoc k  d a t a  comp i led 

f rom Bank o f  Eng l and Quar t e r l y  Bu l le t i n ,  T ab l e  1 8  {Note : the f i r s t  

p rope r ty u n i t  t r us t  was formed i n  M a r ch 1 9 6 6 ) ; for investment 

t r u s t s , Annual Abs t r ac t  1 9 7 9  Ed i t io n ,  T ab le 17 . 26 and B an k  of Engl and 

e s t imates ,  see Bank of Eng l and Qua r t e r ly B u l l et i n ,  1 5 ( 2 )  1 6 6- 1 8 1 .  

and for othe r spec i a l  f inance agenc i e s ,  Bank of Engl and e s t imate s .  

Pub l ic cor po r at ions 

Est imates of ne t mone t a r y  l i ab i l i t i es wer e der ived f rom F inanc i al 

S t a t i s t ics , Feb r u a r y  1 9 7 9 , Suppleme n t a r y  T ab le C ,  and f r om CSO 

{ l 9 7 8 a ) , Table 6 . 3 .  

Gene r a l gove r nment 

Est i m a t e s  of ne t mon e t a r y  l i ab i l i t i es wer e der ived f r om F i n anc i al 

S t a t i s t i c s ,  in pa r t icu lar Febr u a r y  1 9 7 9 , S uppleme n t a r y  Table C ,  

J a n u a r y  1 9 7 9 , Supplemen t a r y  T ab le B ,  and T ab le s  1 . 3  and 1 1 . 6 ;  CSO 

( l 9 7 8 a ) , T ab l e  7 . 2 ;  and CSO ( l 9 7 8 b ) , T ab l e  1 2 . 1 . 

O v e r s e a s  secto r  

E s t ima t e s  o f  ne t mone t a r y  l i ab i l i t i es wer e  de r ived f rom CSO , ( 1 9 7 8 b ) , 

T ab l e  12 . 1  and 1 2 . 2 .  
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