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ABSTRACT 

Although indus t r i a l  and c omme r c i a l  c ompa n i e s  ( I CCs ) a re p r ima r i l y  c o n c e rned 
w i t h  the p roduc t i on o f  goods a nd s e rv i c e s  wh i c h  y i e ld a t r a ding p ro f i t  t he r e 
i s  evi den c e  t h a t  t he y  have be c ome i n c r e a s ingly c on c e r ned w i t h  t he i r  p o r t f o l i o s  
o f  t a ng i b l e  a n d  f in an c i a l  a s set s and l i abi l i t i e s . As r e l a t i ve p r i c e s , 
i n t e r e s t  r a t e s  a nd exchange r a t e s  a l t e r ,  t here a re i mp l ie d  c h a nge s t o  the 
rea l i s able net wo r t h  of I CC s . That t he s e  change s can be s ub s t a n t i a l  i s  
i l lustr ated b y  r e f e rence t o  t he UK expe r ience be t ween 1 9 8 0  a n d  1 9 8 2  a n d  i n  
1 9 85. H o weve r ,  c onvent i o n a l  t ra n s a c t i o n s  based i n c ome me a su r e s  a re purpo s e l y  
n o t  de s igned t o  c a pture t he s e  change s . Me a suring i n c ome o n  a s t o c k - f l o w  
c o n s i stent ba s i s  p r ovides a c omplement a ry view o f  t h e  p e r f o rma n c e  o f  I C C s  
wh i c h  i s  i ntended t o  capture t h e s e  portf o l i o  e f fe ct s . 



I INTRODUCTION 
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Alt hough indu s t ria l a nd c omme rcia l c ompanie s (ICC s )  a re p rima ri l y  c o n c e rned 

wit h the p r oduction o f  goods and se rvice s  which yie l d  a t r a ding p r o fit, t h e r e 

is e vidence t ha t  t h e s e  c ompanies have a l s o be c ome i n c r e a sing l y  c o n c e rned wit h  

t h e  size a n d  c ompo sition o f  their port f o lios o f  dome s tic a n d  ove r s e a s  t a ngib le 

and fin a n cia l a s set s and liabilitie s .  To the e x t e n t  t ha t  ICCs h o l d  a s s e t s a n d 

liabi litie s which a re s u b j e c t  t o  cha nge s in t hei r ma r k e t  v a l ue, t he 

a pp r op ria tion a c count s o f  these c ompanie s wi l l  be incomp l e t e  wit h o u t  a s umma ry 

of how t he se c h a nge s a f fect t heir realisable net wo rt h . I f  f o r  e xa mp l e  a 

c ompany h o lds f o reign c u r rency in it s po rt f o lio, eit h e r  f o r  spe c u l a tive 

pu rpo s e s  or to s e rvice its ove r s e a s  ope ratio n s, it i s  c l e a r l y  s ub j e c t  to t h e 

ris k  o f  exc hange r a t e  movement s which a f fect t h e  dome s tic pu r c h a s ing powe r o f  

t his pa rt o f  it s po rt f olio . For example , f o reign c u r rency ove r s e a s  depo sit s 

a n d  ove r s e a s  b o r rowing a re e s tima ted t o  have in c re a sed by f a c t o r s  o f  a r ound 5 

and 1 . 8, respectively,  ove r t he pe riod 1 9 7 9  t o  1 9 8 7 ; 1 a n d  a weig h t e d  index 

( with weight s b a s e d  on t he c u r rency b a s ket in t h e  p o r t f o lio ) of c h a nge s in t h e 

s t e r ling excha nge r a t e  h a s  shown ma ximum dep reciations a n d  a pp re c i a t i o n s  o f  

t he o rder o f  2 2 %  ( pa ) a nd 1 1 %  ( pa ) ,  re spec tive l y . The ma rket v a l ue o f  ICC s  

h o l dings o f  ove r s e a s  s t o c k s  a n d  shares h a s  inc re a s ed b y  a f a c t o r  o f  4 ove r the 

same pe riod . 2 As exchange r a t e s ,  ove r s e a s  int e re s t  r a t e s  a n d  ove r s e a s  e quit y 

p ric e s  h a ve shown s ub s t a n tia l movement s ,  ove r t his pe riod, t he r e  h a ve 

implicit l y  been non-negligib le change s in income whic h h a ve a c c rued t o  ICCs on 

a c c ount o f  these po rt f o lio a ctivitie s . 

The import ance o f  me a s u ring c o rpo r a t e  s e c t o r  inc ome t o  c o r re c t l y  r e f l e c t  

movement s o f  p rices i n  gene r a l ,  o r  rel ative pric e s  in pa rtic u l a r, whe re t he 

l a t t e r  in c l ude c hanges in int e re s t  o r  exchange r a t e s, h a s  been r e c ogni s e d  by 

seve r a l  a u t h o r s . For t he Unit ed S t a t e s  t he re have been in f l uentia l repo r t s by 

t wo a c c ounting s t a nda rds boa rds - see FASB ( 1 9 7 4 )  a nd CASB ( 1 9 7 5 )  - a n d  S hoven 

1 The d a t a on which t he s e  e s tima t e s  a re b a s e d  i s  f rom u npub lished s ou r c e s . F o r  
t h e  ye a r s r e f e r red t o  t he relevant ( end-pe riod ) figu re s, wit h p e r c e n t a g e s  
o f  g r o s s  fina n ci a l  a s s e t s  o r  g r o s s  liabilitie s given in p a rent he s e s, f o r  
1 9 7 9, a re depo sit s ove rse a s : $ 6 . 8  bil lion ( 2 . 8 % ) ,  b o r rowing o ve r s e a s :  
$12 . 3  bil lion ( 3 . 0 % ) ; and f o r  1 9 8 7, deposit s ove r s e a s : $33 . 4  bi l li o n  
( 5 . 6 % ) , bo r rowing ove rse a s : $22 . 5  bi l lion ( 2 . 0 % ) ; t he s e  figu r e s  a re f o r  

c u r re n cies o t h e r  t h a n  £ s t e r ling conve r t e d  t o  unit s o f  c ommon c u r re n c y  ($ ) 

2 The e s tima t e d  ma rket va lue o f  ICCs holdings o f  ove r s e a s  s t o c k s  a n d  s h a re s  i s  
£ 2 . 2  bil lion f o r  e n d  1 9 7 9  a nd £ 8 . 6  bil lion f o r  e n d  1 9 8 7 . 



a n d  Bu l o w  ( 1 9 7 5, 1 9 7 6 )  have presented e s t ima t e s  f o r  non-f i n a nc i a l  c o rpo r a t ions 

o f  g a i n s  and l o s s e s  on ( dome s t i c )  f i na n c i a l  a s set s and l i ab i l i t i e s , a nd 

a d j u s t me n t s t o  obt a i n deprec i a t ion on f i xed cap i t a l  a s s e t s  a t  c u r rent 

repl a c eme nt cost and re a l  s t o c k  apprec i a t ion . In t he United K ingdom,wh i l s t  

t he re a ppe a r s  t o  h a ve been no pub l i shed s t udy a t  t he aggregate leve l ,  t he re 

have been seve r a l  s t ud i e s  conce rned e i ther w i t h  t h e  gene ra l p r i n c i p l e s  which 

s h o u ld be app l ied i n  t h i s  context o r  with i l l u s t ra t ions o f  p a r t i c u l a r  

a c c o u n t i ng p r i n c i p l e s  o n  d i s aggrega t e d  dat a ,  w i t h  much impe t u s  s t emming f rom 

t h e  S a n d i l a nds repo rt on i n f l a t i o n  a c c o unt i n g ,  S andi l ands ( 1 9 7 5 ) .  

An o t h e r  d i f fe rent f o c u s  h a s  been provided by t h o s e  int e re s t e d  i n  how s e c t o ra l 

a c c ount s f i t  t ogethe r i n t o  a c on s i s t e nt whole . F o r  example , B u i t e r  ( 1 9 83 ) , 

Rugg l e s  and Rugg l e s  ( 1 9 8 2 ) ,  S u nga ( 1 9 8 7 )  and P a t t e r s o n  a nd S t ephen s o n  ( 1 9 8 8 ) ,  

h a ve s ugge s t e d  gen e r a l  p r i n c i p l e s  w i t h  a ma c roec onomi c pe r spect ive i n  mind . 

Wh i l s t  t h e re i s  s ome d i s a g reement amongst c o rporate s e c t o r  a c c o u n t a n t s and 

e c onomi s t s  on the gene r a l  p r i n c i p l e s  o f  income me a s u rement and a d j u s t ment , 

t h e re i s  a mu c h  gre a t e r  me a s u re o f  ag reement amongst t h o s e  conce rned w i t h  

agg rega t e d  o r  n a t i o n a l  i n c ome a c c o u nt s . I n  part i c u l a r ,  t he re i s  gene r a l  

a g reeme nt t h a t  a s ys t em o f  a c c o u n t s  which integra t e s  f l ow a n d  b a l ance s heet 

a c count s s h o u l d  be based on t he p r i nc iple s of s t oc k - f low c on s i s t ency and 

ma rket v a l u a t i o n  where p o s s ible . The se princ iples a re cont a ined i n  t he SNA 

g u i de l i ne s i s s u e d  by t h e  United Nat ions ( 1 9 6 8 )  and l a t e r  guide l i n e s  which 

de a l t mo re spec i f i c a l l y  w i t h  t he c on s t ru c t ion o f  n a t i o n a l  and s e c t o r a l  ba l a nce 

s heet s - see UN ( 1 9 7 7, 1 9 7 9 ) . Rece n t l y  P a t t e r son a nd S t ephen s o n  ( 1 9 8 8 )  set 

out a s c hema t i c  f r ame w o r k  which s howed how t he p r inc iple o f  s t o c k - f l ow 

c o n s i s t e n cy c a n  be app l ied to t h e  c o n s t ruct ion o f  integrated b a l a nce s heet , 

f l ow o f  f u nds and i n c ome a c count s . T h i s  f r amewo r k  demons t ra t e d ,  more 

e xp l i c i t l y  t h a n  h i t he rt o ,  j u s t  how sect o r a l  g a i n s  and l o s s e s , a r i s i ng f rom 

d i f f e rent i a l  movement s in p r i ce s ,  exch ange r a t e s  and i n t e r e s t  r a t e s , do - o r  

i n  o t h e r  c a s e s  do not - c a n c e l  out a c r o s s  t he e c onomy a s  a who l e . 

The a im o f  t h i s  s t u dy i s  t o  present s ome det a i le d  emp i r i c a l  e s t ima t e s  o f  a 

r e v i s e d  s e t  o f  a c c ount s f o r  I CC s  b a s e d ,  a s  f a r  a s  po s s ible , on t he s t o c k - f l ow 

c o n s i s t e n c y  p r i nc i p l e s  out l ined i n  P a t t e r s on and S t ephe n s o n  ( 1 9 8 8 ) . I n  pa rt 

t h i s  is po s s i b l e  t h rough t he CS O ' s pub l i c a t i o n  of s e c t o r a l  b a l a n c e  s he e t s ,  

c o n s t r u c t e d  a l ong S NA guide l ine s ,  and t h e i r  c o -ope r a t ion i n  providing a l a rge 

n umbe r  of unpub l i s hed s e r ie s  which a re e s sent i a l  to t h i s  appro a c h . To my 

k n o w l e dge t h i s  is t he f i r s t  s t udy to apply t h e s e  p r i n c iples to t he UK 

i n d u s t r i a l  and c omme r c i a l  c ompany s e c t o r . 
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It i s  impo rta nt t o  note - a nd di sti ngu i s h - the t wo rel ated i n t e re sts we h a ve 

in pre senting our e stimate s . Emph a s i s i ng the impo rta nce o f  c on structi ng 

i n c ome and ba l a n c e  s heet a c c ounts on a s e cto r a l l y  c on s i stent ba s i s  l e a d s  us to 

the u s u a l  n a t i o n a l  a c count ing c onvent ion o f  t re ating equiti e s  as a l i a b i l ity 

of t h e  c o r p o r a t e  s e cto r . T h i s  p r inc iple h a s  been a f i rm r e c omme ndation 

c o n t a ined i n  t h e  Un ited N a t i o n ' s gu ide l ines - see UN ( 1 9 6 8 ) . On t he o t he r  

hand i t  i s  u s u a l  i n  inte rpreting c o rporate s e c t o r  a c coun t s  not to t re a t  

equ i t i e s  a s  l i a b i l i t i e s . I ndeed,  i f  Q ( i e Tobin ' s  ( 1 9 6 9 )  f i n a n c i a l  v a l u a t i o n  

r ati o )  i s  a l ways e qu a l  t o  u n i t y  t re ating a l l  e qu i t ie s  a s  a l i a b i l i t y  w i l l  

r e s u l t  i n  a me a s u re o f  net worth f o r  the c o rpo r a t e  s e c t o r  w h i c h  i s  a l ways 

z e ro ; w ith t h e  c on s e quence t h a t  va r i a t ions in t h e  v a l ue s  o f  a s s e t s  a nd 

l i a b i l it i e s  mu s t  nec e s s a r i l y  cancel out in t h e  aggrega t e ,  t e l l i n g  u s  l i t t l e  

a b o u t  t h e  imp o rtance o f  r e l a t ive price movement s .  Hen c e ,  we p r e s ent two 

e stimate s of sto c k - f low co n s i stent inc ome unde r the a lte rnative t r e a tme nts o f  

equ ity ( s e e  S e c t i o n  V f o r  f u rthe r  cons ide ration o f  th i s  p o i nt )  . 

Al s o ,  in i nte rpreting th i s  study , it i s  nec e s s a ry to be a r  in mind t h a t  the 

c onc eptu a l  and emp i r i c a l  e stimate s o f  income wh i c h  a re de s c r ibed he re a re not 

inte nded to s upp l a nt mo re c onvention a l  t r ans a ct i o n s  b a s e d  me a s u r e s  of i n c ome . 

The l atte r a re pe rtinent to mea sure s  o f  va lue-adde d ,  w h i c h  i s  the c on c eptu a l  

ba s i s  o f  i n c ome i n  the Blue Boo k ,  whe re a s  t he f o rme r a re c o n c e rned with the 

a c c rued pu r c h a s i ng powe r o f  industr i a l  a nd c omme r c i a l  c ompa n i e s  f r om t h e  

per spective o f  the i r  u ltimate owne r s . T h i s  d i stin c t i on c a n ,  pe r h a p s , b e  ma de 

mo re a ppa rent by a nt i c ipating s ome of the r e s u lts repo rte d in s e ct i o n s  I V ,  V 

and VI o f  th i s  pape r . The rece s s ion in c onventiona l l y me a s u re d  c o rp o r ate 

i n c ome ove r the pe r i od 1 9 8 0  to 1 9 8 2  was qu ite ma rked w ith a dec l i ne of a r ound 

2 5 %  i n  rea l t e rms between 1 9 7 9  and 1 9 8 0 ,  w ith the leve l then re l a t i ve l y  f l at 

unt i l  1 9 8 3 . If rec ognition o f  t he e f fects o f  moveme n t s i n  r e l a t i ve p r i ce s ,  

i n c luding p r i c e s  o f  c a p i t a l  goods and invento r i e s ,  i nt e re st r ate s a nd e x c h a nge 

r a t e s ,  is t a ke n  i n t o  a c c ount , then t he re c e s s ion is not a b l y  mo r e  s e v e r e  w ith a 

de c l i ne o f  t h e  o rde r o f  6 0 %  o r  7 0 %  in stoc k - f low c on s i s t ent i n c ome . J u s t  

a bout e v e r y  p r i ce t h at c o u l d  move a g a i n s t  the c o rpo r a t e  s e c t o r  d i d  s o  i n  1 9 8 0  

(table 2 i n  s e c t i o n  V I  c ont a in s  t he deta i l ed e s t ima t e s ) . I ndee d ,  e ve n  t a k ing 

into a c c o u n t  t he neces s a r i l y  t e n t a t ive nature o f  t h e  e s t i ma t e s  p r e s e n t e d  

h e re i n ,  i t  i s  apparent t h a t  t he re we re s ub s t a nt i a l  l o s s e s  on a n  a c c r u e d  

pu r c h a s ing powe r ba s i s  i n  the e a r l y 1 9 8 0 s . A n  a n a l y s i s  o f  c o rp o r ate i n c ome o n  

t he l atte r ba s i s  a l s o  ma k e s  i t  appa rent that, in p r a c t i c e ,  moveme n t s i n  t he 

excha nge r a t e  h a ve h a d  a very sign i f i c a n t  imp a c t  on t he v a l u a t i o n  o f  a s s e t s 

a nd l i a b i l it i e s  denomi n a t ed in f o re i gn c u r rency uni t s . 



Th i s  pape r i s  o rga n i sed a s  f o l lows . S e c t i on I I  cons ide r s  a s impl e  example to 

h i g h l ight s ome o f  the i s s u e s  invo l ved in mea s u r ing i n c ome on a s to c k - f low 

c on s i s tent ba s i s . S e c t i o n  I I I  f o l lows th i s  up with a b r i e f  a lgeb r a i c  a n a l y s i s  

o f  a s imp l e  mode l . S e c t i o n  IV de s c r ibe s the deta i led ba s i s  o f  the individual 

c omponents o f  the ove r a l l  mea s u re o f  a c c rued purch a s ing powe r income . Section 

V g i v e s  brief c o n s i de ra tion to the p a rt i c u l a r  role o f  equ i ti e s . The de ta i l ed 

e s t ima t e s  of s e c t i o n  IV a re drawn together and a n a lysed in section VI , and 

s e c t i o n  V I I  c onta i n s  s ome b r i e f  conc luding rema r k s . Two appendice s de a l  w i th 

a mo re c omp l e x  mode l than tha t  c o n s i de re d  i n  the text a nd de s c r ibe the data 

wh i c h  f o rms the b a s i s  of th i s  s tudy . 

I I  AN I LLUSTRATIVE EXAMPLE 

To i l l u s t r a te s ome of the p r i n c i p l e s  involved in me a s u r i ng c o rpo r a te sector 

i n c ome on a s t oc k - f low c on s i s tent ba s i s  cons i de r  a f i rm who se a s sets c omp r i s e  

a s i ngle phys i c a l  a s s et which w e  s h a l l  c a l l  f ixed c a p i ta l ,  a portf o l i o  o f  

moneta ry a s sets ( ie a s s e ts with v a l u e s  f i xed i n  money te rms ) ,  p a r t  o f  which i s  

i n  s te r l i ng a n d  the rema inde r  i n  do l l a r s , a n d  who se l i a b i l i t i e s  comp r i s e  a 1 0  

y e a r  b o n d  i s s ue d  w i t h  a f i xed coupon , a n d  a s t o c k  o f  equ ity . A s s ume a l s o  th at 

c a p i t a l  depre c i ates expone ntia l ly at a r a te d ,  w i th no change i n  pr oduct ive 

potent i a l  f o r  t h a t  part o f  the c a p i ta l stock which rema i n s  a f te r deprec i a t i o n . 

The f i r s t  p r oblem to be c on s idered i s  how to value the dep re c i a t i o n  in the 

c a p i ta l s t o c k . I n  the absenc e ,  a s  i s  u s u a l l y  the c a se f o r  s pe c i f i c  i tems o f  

c a p i ta l ,  o f  we l l  deve l oped ma rkets f o r  capita l goods we would s ugge s t  b a s ing 

dep re c i a t i on on c u r rent rep l a c ement c o s t  r a th e r  tha n  h i s to r i c a l  c o s t  - see 

a l s o  S h oven and Bu l o w  ( 1 9 7 5 ,  p 5 63 ) . T a k ing h i s t o r i c a l c o s t ,  pa r t i c u l a r l y for 

f i xe d  a s s e t s , would lead to a n  unde re s t imate of c apita l c o n s umption when the 

p r i ce of a n  equ i va lent capita l good i s  i n c r e a s ing . Howeve r ,  i n  u s ing the 

rep l a c eme n t  c o s t  of c a p i t a l  c a re mu s t  be taken to i n c o rp o r a te any a l lowanc e s  

w h i c h  c a u s e  t h e  r e p l a c eme nt c o s t  o f  c a p i ta l to d i f f e r  f rom t h e  p r i ce o f  a new 

c a p i t a l  good - see a l s o  F lemming et al ( 1 9 7 6 a ,  1 9 7 6b )  . 

Th i s  l a s t  p o i n t  i s  a l s o  pe rtinent to the reva l u a t i o n  o f  the f ixed a s s e t  

r e l a t i ve to a n ume ra i re p r i c e  ( o r  p r i ce i nde x ) ; s ince , in p r i n c iple , i f  the 

r a te of c h a nge of the repla cement c o s t  of the f i xed a s s et exceeds the r a te of 

c h a nge o f  the nume r a i re p r i c e , the re is an a c c rued g a i n  r e l a ti ve to the 

nume r a i re p r i c e . F o r  the pu rpo s e s  of the emp i r i c a l e s t imate s i n  s e c t i o n  I V ,  

the n ume ra i re p r i ce i s  c h o s e n  to r e f l e c t  t h e  i n te re s ts o f  t h e  u l t imate owne r s  

o f  I CC s ,  a n d  i s  a n  i n dex o f  gene r a l  pu r c h a s ing powe r . 
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Now c o n side r t h e  s t e r ling part of t he port f o lio h e l d  by t h e  firm ,  a n d  s uppo se 

t h e re i s  a n  inc r e a s e  in t he nume raire price . Here , a s  wit h o t h e r  a s s e t s  o r  

liabi litie s which a re a like i n  t h a t  they a r e fixed i n  n omina l va lue , t he r e 

wi l l  be a n  e r osion of t he re a l  va lue of t he firm' s h o l dings o f  s t e r ling . I f  

t h e  c o rpo r a t e  s e c t o r  owne rs a re dome s tic re side n t s  t h e n  reva l u a ti on s , a rising 

f r om movement s in t he s t e r ling-do l l a r  excha nge ra t e ,  wil l  a l t e r  the v a l ue of 

do l l a r  h o l dings in dome s tic c u r rency unit s ,  which wi l l  be s ub j e c t  t o  f u r t h e r  

reva l u a t i o n s  i f  t he re a re change s in t he n ume raire p rice . 

On t he lia bi litie s side the firm h a s  is s ued a 1 0  ye a r  bond wit h a fixed 

c oupon . Moveme n t s  in t he c u r rent ma rket rate of int e re s t  for e quiv a l en t  

fin a n cia l i n s t rume n t s  wil l a f fect t he ma rket v a l u e  o f  t ha t  liabilit y ,  wit h  a n  

i n c re a s e  i n  t h e  i n t e r e s t  rate reducing t he ma rket v a l u e  o f  t h e  bond . I f  t he 

bond- h o l de r  is a dome stic re siden t  t he gains and l o s s e s  wi l l  s um t o  z e r o  f o r  

t h e  aggre g a t e  dome s tic economy (ie t he re i s  simp l y  a t r a n s fe r  f r om l e nde r s  t o  

b o r rowe r s ) .  I f ,  o n  t he other h a n d ,  t he bond- holde r  i s  a n  ove r s e a s  a g e n t  t he 

net gain in ma rket va lue t o  t he firm is a l s o  a net gain t o  t he aggreg a t e  

dome s t ic e c o n omy . Alt hough t he ma rket va lue o f  t h e  bond h a s  a l t e re d  n o t  a l l  

a c c ou n ting f ramewo r k s  would t re a t  t h a t  a s  a gain , a s  i t  i s  i n  t hi s  c a s e , t o  

t h e  firm - a n d  hence t o  it s equit y holde r s  through a reduction i n  t he 

liabi litie s a s s o cia t e d  wit h  owne rship o f  t he firm . I t  h a s  been a rg u e d ,  under 

t h e  ' c apit a l  maint enance ' app roa c h ,  that since t he v a l u e  o f  t h e  liabi l i t y  c a n  

be expe c t e d  t o  r e t u r n  t o  p a r  a t  ma t u rity t hen n o  a d j u s t me n t  s h o u l d  b e  ma de 

which re s u l t s  f rom inte rim change s in ma rket va lue . The c o u n t e r - a rgume n t  t o  

t hi s  po sition re l a t e s  t o  t he importance o f  t he timing o f  gains a n d  l o s s e s . A 

ch ange in t h e  market va lue o f  t he liabilit y a ft e r  i t s  i s s ue but be f o re 

ma t u rit y ,  a l t e r s  t h e  ma rket va lue , and hence t he e c o n omic powe r ,  o f  t he f i rm ,  

and h e n c e  i t s  owne r s ,  a t  t h e  time o f  t he cha nge , a n d  t hi s  s h o u l d  b e  r e f l e c t e d  

i n  t h e  firm' s a c c o u n t s  a n d  i n  t he ma rket v a lue o f  it s e quitie s . A l s o  f o r  

int e r s e c t o r a l  c o n s i s t ency , i n  a double ent ry sys tem, t he a c c o u n t  c o r re sp o n d i n g  

t o  t he bond-holde r  s hould ref lect t he reduc tion in t h e  ma r k e t  v a l ue o f  t he 

bond . The c oncept o f  income imp licit l y  r e f e r re d  t o  h e re h a s  been v a rio u s l y  

a t t rib u t e d  t o  H aig ( 1 9 2 1 ) , Hic k s  ( 1 9 3 9 ) , Simon s  ( 1 9 3 8 ) a n d  Me a de a n d  S t one 

(1 9 41 ) , and i s  u s u a l l y  r e f e r red to as a c c rued purcha sing powe r .  

Ret u rning t o  t he simple examp le o f  t hi s  s e c tion , t h e  firm h a s  a l s o  i s s u e d  

equit y - t h e  p r i c e  o f  which m a y  a l t e r  ove r time . F o l l owing t h e  p rincip l e  o f  

pu r c h a sing power a c c ru a l  a n  increase i n  t h e  p r i c e  o f  equit y r e p re s e n t s a gain 

to equit y h o l de r s  ( which i s , of course , o n l y  a rea l gain i f  t he p r o p o r t io n a t e  

in c re a s e  in t he p rice o f  equity exceeds t h e  p r op o rtion a t e  inc r e a s e  in a n  inde x  
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o f  gene r a l  pu r c h a s ing powe r ) . As s uming, f o r  s imp l i c i t y ,  t h a t  a l l  e qu i t y  

ho lde r s  a re dome s t i c  agent s t hen t he i n c r e a s e  in equ i t y  p r i c e s  shows a s  a ga in 

to t h e  p e r s on a l sect o r  wh i c h ,  f o r  sect o r a l  c on s i s t e ncy i n  a n  a c c ount ing s e n s e , 

net s out a g a i n s t  t he i n c re a s e  i n  l i abi l i t i e s  o f  t he c o rpo r a t e  s e c t o r . The net 

cha nge for t he aggrega t e  dome s t i c  economy in t h i s  c a s e  is z e r o . Alt h ough f rom 

a be h a v i o u r a l ,  in c ont r a st t o  a n  a c c ount ing , point of view i t  may be o f  

i n t e r e s t  n o t  t o  t re a t  equ i t y  a s  a c o rpo rate sect o r  l i a b i l i t y  ( t h i s  p o i n t  i s  

t a ke n  u p  i n  g r e a t e r  det a i l  i n  Sect ion V )  . 

Wh i l s t  t h e  a bove d i s c u s s i o n  h a s  s e rved t o  int roduce s ome o f  con cept s i nvolved 

in de f i n i n g  i n c ome i t  has not p rovided a f o rma l f ramewo r k  on a n  a c c rued 

pu r c h a s ing powe r b a s i s , and t h i s  is t a ke n  up i n  t he next s e c t i on . 

I I I  STOCK-FLOW CONS ISTENCY 

The a c c o un t i ng f r amewo r k  i n t roduced here f o l lows P a t t e r s o n  and S t ephe n s on 

( 1 9 8 8 )  a n d ,  impl i c i t l y ,  t he guide l ines i s s ued by t he U n i t e d  Nat i on a l 

S t a t i s t i c a l  O f f i c e  i n  t he s y s t em o f  n a t i o n a l  a c c ount s ,  t h e  SNA , UN ( 1 9 6 8 )  a n d  

t he B a l a n c e  S h e e t  Gu i de l i ne s ,  UN ( 1 9 7 7 ) . To make t he gene ra l p r i nc iple s 

appa rent we h a ve i n i t i a l l y t o  ma ke a de c i s ion about t he degree o f  

d i s agg rega t i o n  o f  a s s e t s  a n d  l i abi l i t ie s . Alt hough f o r  emp i r i c a l  purpo s e s  we 

f o l l o w  t h e  d i s a ggrega t i o n  s t ructure o f  t he s e c t o r a l  b a l ance shee t s  pub l i s he d  

b y  t h e  C S O ,  i t  i s  c o nven ient h e re t o  c ont inue t he s imp l i f ie d  b a l ance s heet 

s t ruct u re i n t rodu c e d  i n  t h e  previous s e c t i o n ,  dea l i ng with t he mo re c omp lex 

c a s e  i n  a n  a ppendi x .  

The cent r a l  p r i n c i ple i n t roduced i n  P a t t e rson a nd S t ephen spn ( 1 9 8 8 )  i s  t h a t  o f  

s t o c k - f l o w  c on s i s t en c y . T h i s  i s  not , o f  c ou r s e ,  a n e w  con cept . I n  revie wing 

the 1 9 6 8  SNA, Rugg l e s  ( 1 9 87 ,  p 4 1 )  not e s  on t he s t a t i s t i c a l  f e a s ib i l i t y  of t h e  

s ugge s t i o n s  ma de t h e re i n : " . . .  i t  i s  not readi l y  appa rent w h y  cove r a ge o f  s t o c k  

a n d  f l ow a c c ount s n e e d  d i f f e r . F o r  reprodu c i b l e  a s s et s ,  s t oc k  f i gure s a re 

mo s t  o f t e n  c omp i led by pe rpet u a l  inve nt o ry met hods , cumulating f l ows over a 

pe r i o d  o f  ye a rs . I f  f l ows a re a va i labl e ,  s t o c k s  c a n  be c omp i l e d . F o r  o t h e r  

a s s e t s  t he reve r s e  i s  gene ra l ly t h e  c a se : t he p r ima ry da t a  a re f o r  s t oc k s ,  

a n d  f l o w s  a re obt a i ned a s  differences" (my emph a s i s ) . Thus s t o c k - f l ow 

c on s i s t e n c y  requ i re s  e i t h e r  c umu l a t ing f l ow s  into s t o c k s  o r  d i f f e re n c i ng 

s t o c k s  t o  obt a i n f l ows ; a n d  a pa i r  o f  v a r i ab l e s  xt , Yt a re s a i d t o  be s t oc k  

f l o w  c on s i s t en t  i f  

CD 



o r  equiva lent l y  Yt 

respect t o  t ime . 

�xt , where � is t he first di f f e rence ope r a t o r  wit h 
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The b a l a nce s heet shows t he s t o c k  position o f  the firm a t  a point in t ime . 

( H e re t he a n a lysis is in dis c re t e  time , since f o r  p r a c t ic a l  pu rpo s e s  t his is 

t he b a s i s  on which a c count s a re c on s t ruct ed,  a nd t he point in t ime i s  t a ke n  t o  

b e  t he e n d  o f  t h e  pe riod ) . The ba l a nce sheet f o r  o u r  s t ylised firm i s  given 

in t able 1, wit h ent rie s de fined wit h respe c t  to a n  index of p u r c h a sing powe r ,  

P t . The rea l net wo r t h  o f  t he firm is , 

( 1 )  

Whe re Wt is nomina l  net wort h ,  P kt is t he pe r unit rep l a c eme n t  c o s t  o f  t he 

fixed a s s e t , Kt ; Mf t  and M;t a re the firm' s h o l dings o f  dome s t ic and o ve r s e a s  

c u r rency r e s pe c t ive l y ;  et i s  t he spot exchange r a t e ; Pbt B t is t he ma r k e t  

va l ue o f  t h e  (10 yea r )  bond split int o  it s price Pbt a nd it s book v a lue Bt ; 

P E t  i s  t h e  per u nit p r i ce o f  equity and E t is t h e  s t o c k  o f  e quit y ;  a n d  P t i s  

t he gene r a l  p rice leve l . Al l other dome s tic s e c t o r s  a re c o n s o lida t e d  a n d ,  f o r  

s imp lic i t y ,  w e  a s s ume t h a t  bonds and equ i t y  a re who l l y dome s t ic a l l y  owned , 

whe r e a s  s ome dome s t i c a l l y-denomin ated monet a ry a s s et s a re owned ove r s e a s . 

F o r  t h e  aggrega t e  dome s tic ec onomy t he re a re t h u s  non - z e r o e leme nt s f o r  t he 

fixed a s s e t , dome s tic c u r rency ( re f lecting ove r s e a s  h o l dings ) a n d  ove r s e a s  

c u r rency . A l t hough i f  t he aggre gate in c l udes t he ove r s e a s  s e c t o r ,  a s s e t s  a n d  

liabi l i t i e s  o t h e r  t h a n  t he fixed a s set n e t  t o  z e r o . 

The t re a t ment o f  equ i t y  a s  a liab i lity in ( 1 )  i s  e s sentia l if we a re t o  a l s o  

t re a t  equit y a s  a n  a s se t  o f  t he household sect o r  a nd maint ain s e c t o r a l  

c o n s i s t e n c y . This is simply an imp lic at ion o f  double e n t ry a c c o u n t i n g  a n d  

s h o u l d  not s e r ve t o  a c t  a s  a veil ove r t he we a l t h  and inc ome c on cept s which 

a re of e c o n omic int e re s t . The concept o f  we a l t h  which is like l y  t o  be o f  

e c o n omic int e re s t  e x c l ude s equity a s  a liability o f  t he c o rp o r a t e  s e ct o r . 

This is e quiva lent , a s  we n o t e  in Sect i o n  V be l o w ,  t o  a c o n s o lidation o f  

equitie s over ( he re j u s t ) t he c o rporate and household s e c t o r s . 



Table 1: Balance Sheet for the Stylised Firm 

Fixed asset: 
A 

Corporate Sector Other 
(consolidated) 
domestic 
sectors 

L A L 
pktKt/Pt 

Aggregate 
domestic 
economy 
net assets 

A 
PktKt/Pt 
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Domestic currency: m1Mt/Pt m2Mt/Pt Mt/Pt -(l-m1-m2>Mt/Pt 
Overseas 

Bonds: 

Equity: 

Notes: 

currency: * * m1Mt/etPt 

pbt8t/Pt 

PEt/Pt 

* * m2Mt/etPt 

pbt8t/Pt 

PEtEt/Pt 

* * * 
(ml+m2)Mt/etPt 

* * * . 
Mft=m1Mt and Mft=m1Mt. m1 1s the proportion of domestic currency ("money") 
held by the stylised firm and m2 is the proportion held by other domestic 
sectors; hence, overseas assets in domestic currency are +(1-m1-m2)Mt/Pt; 
is the proportion of overseas currency held by the firm, and m2 is the 
proportion held by other domestic sectors. This table is a simplified 
version of Patterson and Stephenson (1988, p790-791). 

Whilst the expression (1) gives the real net worth of the firm at a point in 

time it is also convenient to show how real net worth evolves over time, and 

this is done in the following recursion, 

Wt-1/Pt-1 + a1 Kt-1 pkt-1/Pt-1 + a2 Mft-1/Pt-1 + a3 M�t-1/et-1 pt-1 

+ a4t 8t-1 pbt-1/Pt-1 + as PEt-1 Et-1/Pt-1 + (Yf-Dt)/Pt (2) 

where: (llkt - 5(1+llkt> - llt)/(1+llt) 

- nt; (l+llt> 

a3 - (�et/et + llt)/(1+llt) 

a4 - (llbt - llt)/(1+llt) 

as - (llet - llt)/(1+llt) 

llkt = (Pkt - pkt-1)/Pkt-1 

llt = (Pt - pt-1)/Pt-1 

llbt (Pbt - pbt-1) /Pbt-1 

llEt (PEt - PEt-1)/PEt-1 

Yf Trading profits (before depreciation and net of taxes and 

coupon payments on bonds) 

Dt Actual dividend payments 

The recursion in (2) is useful because it shows how net accretions to real net 

worth arise over time. They arise either from revaluations of the existing 
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stock of assets and liabilities, measured relative to the general price level 

and deflated by it; or from savings which are, in this simplified model, real 

gross trading profits net of taxes, coupon payments and actual dividend 

payments. It is these revaluations which were described in the example of 

section II. 

The wealth recursion also forms the basis for obtaining a definition of income 

which can be identified with accrued purchasing power - see Shoven and Bulow 

(1975, 1976) - and which has been attributed to Haig (1921) and Simons (1938) 

in the United States, and Hicks (1939) and Meade and Stone (1941) in the 

United Kingdom. 3 Setting the change in real worth in (2) equal to zero, and 

treating dividend payments as a variable, which we will denote adjusted 

income, Yr, following Patterson and Stephenson (1988, p793), we obtain 

(3) 

Thus 'adjusted' income for the firm is the sum of gross trading profits (net 

of taxes and coupon payments) plus revaluations arising from the existing 

stock of assets and liabilities. These revaluation terms are, in general, 

accrued rather than realised, hence the term 'accrued purchasing power'; and, 

bearing in mind my earlier comment concerning the treatment of equity as a 

corporate sector liability, we would also want to consider adjusted income 

omitting the last term arising from equity revaluations. 

There are a number of questions which arise from this, and indeed any, 

definition of income. As is usual in an accounting framework no distinction 

is made between expected and unexpected components of income or between 

extraordinary income and sustainable flows. A gain or loss results in an 

accrual of purchasing power whether or not it was expected or could be 

sustained. Of course behavioural motivation might well depend on the 

3 For example from Meade and Stone (1941, P219) " .. . a man's income may be 
defined as the value of his expenditure on consumption plus the value of 
any increase in the real amount of his capital assets. For the su of 
these two is the amount he could have spent on consumption while maintaining the real 

amount of his capital stock intact." In the context of the firm we identify 
consumption with dividend payments. 
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expectation, or sustainability, of gains, but the question of how expectations 

are formed, and hence how accrued income can be filtered into expected and 

unexpected components, is a separate consideration. 

Although it is not pursued here it is worth considering briefly an alternative 

definition of income, within the framework outlined above, which is due to 

Tobin (1975, p608). To make the point consider a £100 consol which has been 

issued by a firm at par with a fixed coupon, then a doubling of the current 

market rate of interest for such instruments halves the market value of the 

consol. The reduction, of £50, in the market value would be treated as income 

on the definition given above, which captures the accrued purchasing power of 

the firm. Tobin (1975) has suggested a permanent income concept which 

converts the gain, here £50, into a consol and then attributes the return on 

this consol as the gain to be spread over the infinite life of the consol. 

If, for example, the original coupon rate was 5%, which then doubled, the gain 

would be calculated as .10 times £50=£5, which is the value of the annuity to 

be counted in the firm's income. The present value of the gain whether it is 

calculated as accrued income or converted into an annuity is the same; what 

distinguishes these two approaches is how the gain is apportioned over time. 

In the case of accrued income it is reckoned as it occurs since it is then 

that the economic power of the firm is altered; whereas Tobin's permanent 

income concept distributes it over an infinite number of future periods. 

IV REAL ACCRUED INCOME OF ICCS 

This section gives detailed consideration to the calculation of real accrued 

income for the UK industrial and commercial company sector. In principle a 

revaluation adjustment can arise on each and every tangible or financial asset 

and liability held by ICCs; and whilst these could be calculated for each 

individual company4 such a procedure is not practicable given the current 

state of accounting information at a micro-level, (for an assessment of the 

possibility of constructing macro accounts from the accounts of micro-business 

units, see Postner (1986)). Of necessity, therefore, some aggregation of 

assets and liabilities is essential. 

4 Also bearing in mind that we are considering the industrial and commercial 
company sector for the UK this would need to include those enterprises 
which have come into UK ownership through outward direct investment, and 
exclude those whose ownership lies overseas. 



1 1  

For fixed capital assets we adopt a fourfold classification into: vehicles, 

ships and aircraft; plant and machinery; dwellings; and other building works. 

In addition to fixed assets, we also consider stocks and work in progress. 

For financial assets and liabilities we initially distinguish between those 

denominated in domestic currency units (dcus) and those in foreign currency 

units (fcus), and then distinguish between short-term, medium term and long­

term. The particular sources for these data are given in an appendix. 

IV ( i) F ixed asset s  

As noted in section III there are two components i n  the adjustment to 

transactions income which relate to the stock of fixed assets. One refers to 

depreciation and the other to changes in the (relative) price of each 

component of the stock. The depreciation adjustment is in terms of current 

replacement costs - and not historic costs - and corresponds to the term 

6Pkt-lKt_1/Pt-l which is a component of ( 2 )  of section III. There are three 

practical points to note about the measurement of that concept in what 

follows. 

First whereas, for simplicity, the implications of stock-flow consistency were 

outlined for the case of exponential depreciation, the available data from the 

CSO assumes a straight-line method of depreciating the capital stock, see CSO 

(1985, pl99). In this method an estimate or assumption is made about the 

average length of life, L, of an asset and gross fixed capital formation, in 

constant prices, in that asset is cumulated for that length of time; this 

gives the gross capital stock which when divided by L gives depreciation (or 

capital consumption), which is then revalued to current prices. The question 

of whether to use exponential decay or straight-line methods of depreciation 

has been much discussed in the literature. Straight-line depreciation is 

"economically accurate for an asset whose product declines linearly (with a 

slope proportional to the real interest rate) until it drops suddenly to zero 

at the end of its lifetime", see Shoven and Bulow (1975, p569). The decision 

to use the straight-line method here is essentially a pragmatic one; (in 

contrast, in calculating the stock of consumers' durables the CSO adopts an 

approach which is primarily that of exponential decay, and the Inland Revenue 

adopts the same approach for corporate sector tax assessment) . Although an 

estimate of total capital consumption for ICCs is published in the Blue Book, 

the components of the series are not, and these were provided by the CSO. 



The s e c ond po i n t  t o  note i s  that the c u r rent repla ceme nt c o s t  e s t ima t es o f  

c a pit a l  c o n s umpt ion d o  n o t  t a ke i n t o  a c c ount t h e  p resent v a lue o f  v a r i o u s  t a x  

a l l o w a n c e s  wh i c h  a re ,  o r  were, a va i l able f o r  part i c u l a r  k i nds o f  f i xed a s set . 

Th e s e ,  gene r a l l y ,  reduce t he p r i c e  o f  a repla cement c ap i t a l  good , and t hu s  

e f f e c t i v e l y  reduce t he repla cement c o s t  o f  t h e  extant c a p i t a l  s t o c k  a nd 

c a p i t a l  c o n s umpt i o n . The impo rt ance o f  applyi ng s uc h  p resent va lue o f  

a l l o w a n c e  va r i ab l e s  t o  t h e  c a p i t a l  s t o c k  h a s  been recogni sed i n  e a r l ier w o r k  

by F l emming e t  a l  ( 1 9 7 6  a ,  b ) , w h o  a d j u s ted t he denomin a t o r  o f  t h e  f in a n c i a l  

v a l u a t i o n  r a t i o ,  Q ,  t h a t  i s  t he rep l a cement c o s t  o f  reproduc ible a n d  phy s i c a l  

a s s e t s ,  t o  re f le c t  s u c h  a l lowance s . 

The t h i rd p o i n t  t o  n o t e ,  w h i c h  r e l a t e s  both t o  t h e  c a l cu l a t i o n  o f  t h e  

depre c i a t i o n  a l l owance and t o  t he r e l a t ive g a i n  o r  l o s s  on h o lding f ixed 

a s s e t s ,  is t h a t  the l ife lengt h s  u s ed by the cso, i n  c a l c u l a t ing the c a p i t a l  

s t o c k  e s t ima t e s ,  h a ve been c r i t i c i s ed a s  being exce s s ively long . T h e s e  

l ife lengt h s  were b a s e d  o n  a per i od in which t he pace o f  i n n o va t i o n  w a s  much 

s l owe r and s ome a s s et s - for examp l e ,  c e r t a i n  bui ldings - were mo re du rable 

than t h e i r  l a t e r  c ou n t e rpa rt s .  The CSO h a ve recent l y  reduced t he a ve rage 

l i f e l e ngt h s  u s e d  i n  c o n s t ruct ing t he i r  e s t ima t e  o f  t h e  capit a l  s t o c k . I n  

pa r t i c u l a r ,  s i nce 1 9 8 3  t hey h a ve u s ed r a t h e r  s h o r t e r  a ve r age l i felengt h s  i n  

t h e i r  e s t ima t e s  of t h e  bui ldings , and plant and ma c h i n e r y  component s o f  t h e  

c a p i t a l  s t o c k . 5 Befo re 1 9 8 3 ,  t h e  average l ife length f o r  bui ldings w a s  8 0  

yea r s  whe rea s n o w ,  wh i l s t  t h i s  l ife length i s  ma i n t a ined f o r  pre- 1 8 9 0 

bu i l dings , it h a s  been reduced t o  6 0  ye a r s  f o r  post - 1 9 3 0  bui ldings . A s imi l a r  

a pp r o a c h  h a s  been t a ken f o r  p l a n t  a nd machinery w i t h  more recent v i n t a ge s  

ha v i n g progre s s ively s h o r t e r  a verage l i ves , va rying be t ween a l o w  o f  j u s t  

unde r 2 1  ye a r s t o  a h igh o f  j u s t  ove r 3 0  yea r s ,  w i t h  a mod a l  l i felengt h o f  

a r ound 2 5  yea r s . E s t ima t ing t he a ve rage aggregate l i f e l ength b y  dividing t h e  

g r o s s f i xed c a p i t a l  st o c k  b y  c a pi t a l  c o n s umpt i o n  gives a n  average, over t h e  

pe r i od 1 9 7 6  t o  1 9 8 7 ,  o f  j u s t  over 2 6  ye a r s , w h i c h  a lt h ough s t i l l  l onger t h a n  

e s t ima t e s  f r om individu a l  c ompa ny reco rds shows a s ubst a n t i a l  redu c t i on 

c ompa red w i t h  e s t i ma t e s  be f o re 1 9 8 3 . 

5 The a ve rage l i f e le ngt h f o r  veh i c l e s  rema i n s  uncha nged a t  1 0  yea r s . I am 
g r a t efu l t o  t h e  C S O  f o r  providing de t a i l ed i n f o rmat i o n  about t h e  
l ife lengt h s  n o w  u sed i n  t he i r  perpe t u a l i n ven t o ry mode l . 
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1 3  

IV ( i) a  C apital Consumpt ion 

F i gure 1 s hows t he rea l 6 value of c apit a l  c o n s umpt ion a d j u s tment s w i t h  and 

w i t h o u t  a c c ount t a ken of t he p resent va lue of tax a l lowa n ces for new capit a l  

goods . The fo rmer i s  bel ow the l a t t er a s  the p resent va lue v a r i ables a re 

p o s i t i ve fo r a l l  of t he fi xed a s s et s ,  except dwel l ings , where t here i s  n o  

p resent v a lue a l lowan ce. 

IV (i)b The Price of Capital Goods 

F ig u re 2 s h o w s  t h e  difference bet ween t he r a t e  of c h a nge of t h e  p r ice of 

c a p i t a l  goods a nd of c o n s umer goods , a nd F i gu re 3 s hows how t hese differences 

t r a n s l a t e  i n t o  rea l a c c rued i n c ome cha nges . Note t h a t  F i gu re 3 s h ows ( a s  do 

t he a n a l ogous figu res wh i c h  fo l l o w )  t he effec t s  of reva l u a t i on s ,  and t hese a re 

not c ompounded by net addi t i o n s  t o  the s t o c k  a r i s ing f rom inves tment . The 

differences s hown in F i gure 2 a re at t imes qu i t e  s ubs t ant i a l  and t hese, in 

t u rn , h a ve res u l ted in s ome l a rge a d j u s tmen t s  - see F igu re 3 .  ( The l a rge 

differences i n  1 9 8 4  and 1 9 8 5  a re p r ima r i ly due t o  t he redu c t i on i n  the present 

va lue of a l l owances o n  capit a l  goods ) . F o r  example t here i s  a n  a d j u s tment 

of - £ 1 0 . 4  b i l l i o n  ( a t  1 9 8 0  c o n s umer p r i ces ) in 1 9 8 2  and + £ 1 5 . 3 b i l l i on ( a t 

1 9 8 0  c o n s umer p r i ces ) i n  1 9 8 4 . The ser ies i s  p o s i t ivel y a u t o c o r re l a t ed a s  

p o s i t i ve a n d  nega t i ve a d j u s tment s tend t o  o c c u r  i n  runs . 

IV (ii) Stocks and work in progres s  (inventories) 

The a pp r o a c h  t a ken here to c h a nges in the va l ue of s t o c k s  and wo r k  in p r ogress 

fo l l ows t h a t  of S hoven a nd Bulow ( 1 9 7 5 , p5 9 0 ) , i n  a d j u s t ing i n c ome for t he rea l 

apprec i a t i o n  o r  dep rec i a t i o n  of i nven t o ried i t ems . We t a ke t he CSO est ima tes 

of s t o c k  a pp rec i a t i o n  and s ubt r a c t  t he gener a l  infl a t i o n  rate ( a s mea s u red by 

t he r a t e  of c h a nge of the c o n s umer s '  expendi t u re defl a t o r )  t imes t h e  s t o c k  of 

i n vent o r ies . The res u l t i n g  net a d j u s tment due t o  i nven t o r ies i s  s h o wn i n  

F i g u r e  4 .  T h i s  a d j u s t ment h a s  mo re often been nega t i ve t h a n  p o s i t i ve over t h e  

per iod 1 9 7 5 - 1 9 8 7 ,  reflec t i ng fa l l s  i n  rea l c ommod i t y  p r ices . Not ice t ha t , a s  

w i t h  t he a c c ru a l  a d j u s tment for fi xed a s s et s ,  t he per i od 1 9 8 0 - 1 9 8 2  ( i n c l u s ive) 

w a s p a r t i c u l a r l y  severe fo r l o s ses o n  inven t o r ies . 

6 A l l  'rea l '  va lues a re r e l a t i ve t o  the c h o i c e  of t he c o n s umer s ' expendi t u re 
def l a t o r  a s  t he index of pu r c h a s ing power . 
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IV ( i i i) Short -term as sets and liabilities ( in domestic current units) 

1 4  

We now c o n s ider the a d j u s tment s  a r i s i ng f r om ICCs h o l dings o f  s h o rt - t e rm 

a s set s a n d  l i abi l i t i e s  i n c l uding money . I n  p r i n c iple t h e  ma r k e t  va l ue o f  

t he s e  a s s e t s  a nd l i ab i l i t i e s  i s  unaf fected by cha nge s i n  t h e  ma rket r a t e  o f  

i n t e re s t  ( s o  t h a t  even i f  t hey a re interest bea r i ng t h e y  a re i n  t he n a t u re o f  

overdra f t s  f o r  w h i c h  t h e  c u r rent ma rket r a t e  o f  i n t e r e s t  i s  c h a rge d )  . T hu s , 

f o r  p ra c t i c a l  purpose s ,  change s i n  t he re a l  a c c rued pu r c h a s i ng powe r o f  t h e s e  

a s se t s  a n d  l i abi l it ies a r i se s  s o l e l y  f r om changes i n  t h e  index o f  gen e r a l 

pu r c h a s ing powe r . 

F i gure 5 s h o w s  t h a t  ICCs a re net h o lde r s  o f  s h o rt -t e rm debt . F o r  examp l e  i n  

1 9 7 6  t he n e t  s h o r t - t e rm po s it i on was -£ 1 6 . 2  b i l l i on ,  a n d  i n  1 9 8 6  i t  w a s  

- £ 1 5 . 4  b i l l i o n  ( both a re in 1 9 8 0  price s ) . A s  t h e  a d j u s tme nt f o r  c h a nges i n  

t he r e a l  v a lue o f  s h o r t - t e rm a s s e t s  and l i abi l i t i e s  i s  s imp l y  r e l a t e d  t o  t he 

nega t i ve o f  t h e  r a t e  o f  i n f l a t ion ( o f the consume r p r i ce inde x )  t ime s t he re a l  

net po s i t i o n ,  t h e re i s  a ga in t o  ICCs f rom po s i t ive i n f l a t ion w h i c h  e r ode s t he 

rea l va lue o f  t h e i r  debt . Cet e r i s  paribus , t h i s  ga in de c l i n e s  a s  t h e  

i n f l a t i o n  r a t e  de c l ines ; a n d  t h i s  i s  s hown i n  F i gure 6, w i t h  a redu c t i o n ,  o f  

t h e  a n n u a l ga i n ,  f rom j u s t  ove r £ 2 . 2  b i l l i on i n  1 9 7 6  t o  a r ound £ 0 . 6  b i l l i o n  i n  

1 9 8 6  ( i n  1 9 8 0  p r i ce s ) . 

IV ( iv) Medium-term as sets and liabilit ies ( in domestic currency unit s) 

The next a d j u s tme nt is f o r  medium t e rm a s s et s and l i abi l i t i e s  ( de n om i n a t e d i n  

dome s t i c  c u r re n c y  u n i t s ) . This ca tegory i s  d i s t i ngu i s hed f r om t h e  s h o rt - t e rm 

and long - t e rm c a t e g o r i e s  in the f o l lowing way . Cons ide r a f i n a n c i a l  

i n s t rume n t , f o r  example a loan , which we a s s ume f o r  s imp l i c i t y  h a s  a s e c u re 

b a c k i n g ,  f r om a b a n k  t o  a c ompany, i s sued ( a t  pa r )  w i t h  a c oupon r a t e  equa l t o  

t h e  c u r rent ma rket r a t e  o f  interest f o r  l i ke i n s t rume nt s ;  t he n  t h e  i n s t r ume n t 

i s  ' s h o r t  t e rm' i f  c h anges i n  the cu rrent ma rket r a t e  o f  i n t e r e s t  do n o t  

a f f e c t  i t s  m a r k e t  va lue , e i t he r  bec ause i t s  per iod t o  ma t u r i t y  i s  ve r y  s h o rt 

o r  b e c a u s e  i t  h a s  a v a r iable c oupon t ied t o  t h e  ma rket r a t e  o f  i n t e re s t . At 

t he o t h e r  end o f  t h e  spect rum, ' l ong - t e rm' a s se t s  a nd l i a b i l it ie s  h ave a n  

i n f i n i t e  per iod t o  ma t u r i t y ;  pract i c a l l y ,  i f  cha nge s i n  t he pe r i o d  t o  

ma t u r i t y  h a ve o n l y  a minor e f fect o n  t he ma rket va lue o f  a n  i n s t r ume n t , t he 

c o upon o f  wh i c h  i s  not f u l l y  indexed t o  the ma rket r a t e  o f  i n t e re s t , i t  c a n  be 

rega rded a s  ' l ong t e rm' . 
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Real Medium Term Assets and Liabilities Figure 7 
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I f  a c h ange in t he per i od t o  ma t u r i t y  a f fec t s  the ma r ket va lue o f  a f inanc i a l  

inst r ument i n  a non-negl i g ible way i t  i s  rega rded here a s  'medi um term' . In 

p r a c t ice c ompan ies , both on t he a s set s and l i abi l i t ies s ide o f  the b a l a nce 

s h eet , h a ve a port f o l i o  of inst rument s w i t h  d i f ferent per i ods to ma t u r i t y ,  t he 

det a i l s  o f  w h i c h  a re not a v a i l able . However , we do have s ome evidence t h a t  

t he a verage per i od t o  ma t u r i t y  o f  l oans t o  c ompanies ha s been dec l ining . For 

examp l e ,  t he p a t t ern f rom 6 5 8  non-f inanc i a l  ( cont inuing ) c ompanies rec o rded by 

D a t a s t ream s ugges t s  a c ons iderable s h i ft t o wa rds s h o rter ma t u r i t y  debt . In 

1 9 7 0 ,  8 1 %  of out s t anding l oans , with g rea ter than 1 yea r to ma t u r i t y ,  h a d  an 

out s t anding ma t u r i t y  of grea t e r  than 5 yea r s ,  leaving 19% repayable w i t h i n 5 
yea r s . By 1 9 8 6  the respect i ve percent ages had c h a nged t o  5 2 % and 4 8 % . To 

c a l c u l a t e  the a verage ma t u r i t y  requ i res i n f o rma t ion wh i c h  is not a v a i l a b l e ,  

b u t  i f  w e  a s s ume an equ a l  d i s t r ibut i on o f  l oans w i t h in e a c h  o f  t he c a t eg o r ies 

( and a max imum ma t u r i t y  o f  20 yea r s ) ,  then t he med i an ma t u r i t y  h a s  dec l ined 

f r om about 1 3  yea r s  in 1 9 7 0  t o  about 6 yea r s  in 1 9 8 6 . 

F i gu re 7 s h o w s  an est ima te7 o f  ICCs rea l h o l dings o f  medium-term a s set s and 

l i abi l i t ies. Bet ween 1 9 7 6  and 1 9 8 2  t here w a s  a s teady dec l ine in the net 

l i a b i l i t y  p o s i t i o n ,  a l t h o ugh s ince 1 9 8 2  t h i s  h a s  been rel a t i vely const ant. 

The di f ference bet ween t he ( e s t ima t ed8 ) r a tes o f  c h ange o f  t he ma r ket p r i ce 

o f  med i um-t erm f inanc i a l  inst rument s and the p r i ce o f  c onsumer goods i s  sh own 

in F i gure 8 .  Ap a rt f r om 1 9 7 7  and 1 9 8 2  the d i f ference bet ween t hese t wo i s  

negat ive wh i c h  imp l ies , a s  f o r  t he s h o r t - t erm c a s e ,  a n  eros i on i n  t he rea l 

va l ue o f  net l i a b i l i t ies and t h i s  i s  shown in F i gure 9 .  Aga in t here h a s  been 

a dec l ine in t h i s  ero s i on f rom a r ound £ 1  b i l l ion in 1 9 7 6  t o  about 

£0 . 0 8 b i l l i on in 1 9 8 6 .  

IV(v) Long-te rm  a s set and l i abilities ( in domestic currency units) 

I C C s  h o l d ings o f  l ong-term a s set s p r ima r i ly c omp r i se a sma l l ,  but not 

neg l i g i b l e ,  amount of pub l i c  sec t o r  debt and a sma l ler amount of UK debent u re 

7 B a l ance s heet amount s in the med i um- term c a tegory a re l a rgely det ermined by 
res i du a l  a s  agg reg a t e  b a l ance sheet da t a  f o r  s h o r t - t e rm and l ong -t erm 
f inanc i a l  i n s t rument s a re more rea d i l y  a v a i l able f rom pub l i s hed s o u r ces . 
Det a i l s o f  the da t a  def in i t i ons a re c ont a ined in an appendix . 

8 E s t ima t ed bec a u s e  a cons i s tent run o f  da t a  f o r  the c o s t  o f  c o rporate sec t o r  
b o r rowing w h i c h  ref lec t s  the c h ange in t h e  t erm s t ru c t u re o f  out s t anding 

debt i s  not ava i l a b l e ;  see t he da t a  a ppendi x  f o r  f u rther det a i l s . 
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and l o a n  s t o c k . F o r  the f o rmer t he period t o  ma t u r i t y  i s  t a ken t o  be 

i n f i n i t e  ( f o r  p r a c t i c a l  purposes i f  the per i od t o  ma t u r i t y  o f  an a s set , w i t h  a 

f i xed c oupon , i s  over about 1 5  yea r s  t hen , in mo s t  respect s ,  i t  i s  l i ke a 

c ons o l ) ; and the a d j u s tment t o  ref lect c hanges in t h e  ma rket v a l u e  o f  s u c h  

a s set s c an b e  prox ied b y  ( t he nega t i ve o f ) the r a t e  o f  c hange o f  t he c u r rent 

post - t a x  ma rket r a t e  o f  interes t on a s imi l a r  f inanc i a l  ins t rument , wh i c h  we 

t a ke t o  be a 2 1 / 2 %  c ons o l . 

I C C s  a l s o  i s s u e  debent u re and l o a n  s t o c k  w h i c h  i s  c l a s s i f ied here a s  a l ong-

t e rm l i ab i l i t y . 9 F igure 1 0  s h o w s  rea l h o l dings o f  t hese a s set s and 

l i a b i l i t ies , and F igure 1 1  shows t he d i f ference bet ween t he r a t e s  of c hange o f  

t he relevant p r i ces , and t h e  p r i c e  o f  c ons umer goods . F o r  t he c a se o f  publ i c  

sec t o r  l ong-term debt the d i f ference i s  nega t i ve, apa rt f rom 1 9 8 2 ,  1 9 8 3  and 

1 9 8 6 ,  and t h i s  is ref lected ,  a s  i s  s h own in F i gu re 1 2 ,  in l o s ses , ot her t h a n  

f o r  t he s e  yea r s ,  o n  t h i s  a s set . As I CC s  a re net i s s u e r s  o f  debent u re and 

l o a n  s t o c k  t here a re ga ins when t he p ropo rt iona te r a t e  of c h ange of the 

debent ure p r ice index i s  les s t h a n  that f o r  the p r i c e  o f  c on s umer goods ; t h i s  

wa s t he c a s e  u p  t o  1 9 8 0 . Therea fter t he s it u a t i on i s  reversed w it h ,  a s  f o r  

pub l i c sec t o r  l ong -t erm debt , recent a d j u s tment s c l o s e  t o  zer o ,  c ompa red w i t h  

pea k s  o f  £ 0 . 9 2 b i l l ion i n  1 9 7 9  and - £ 0 . 6 1 b i l l ion i n  1 9 8 1 . 

IV(v i )  As sets and l iabil it ies ( o riginally denominated in fore ign currency 

uni t s  or in ove rseas ownership) 

As in t he c a s e  o f  dome s t i c  a s set s  and l i abi l i t ies i t  i s  po s s ib l e ,  in 

p r in c i p l e ,  to d i s t ingu i s h  oversea s  a s s e t s  and l i abi l i t ies a c c o rding to t hei r 

t e rm t o  mat u r i t y ,  o r  t o  t h e i r  s en s i t i v i t y  t o  c h a nges in t he c u r rent r a t e  o f  

interes t , a dopt ing , a s  f o r  a s set s and l i abi l i t ies denomina t ed in s te r l ing , a 

t h reef o l d  d i s t inc t i on int o s h o rt term, medi um t e rm and l ong t e rm . H owever , 

i n  p r a c t i c e ,  on bot h t he a s set s  and l i abi l i t ies s ide a d i s t inct i on int o s h o rt 

t erm and l ong t e rm i s  s u f f i c ient t o  c apt u re a lmo s t  a l l  o f  t h e  relevant 

f inanc i a l  ins t rument s .  

9 Two o t her l i a b i l i t ies o f  a l onge r - term nature a re dea l t  w i t h  below . Inwa rd 

d i re c t  inve s t ment i s  c on s i dered in sec t i on I V ( v i i i )  ( b )  r a t her t h an here 

bec a u s e ,  a l t h ough s u c h  investment s genera l l y  c reate a l i a b i l i t y  in 

s t e r l ing , it is mo re c onvenient to dea l w i t h  s ome c ommon i s s ues , w h i c h  

a f fect inwa rd and o u t w a r d  di rect investment , t oget her . Equ i t y  i s s ued by 

I C C s  is c on s i de red in sect i on V bel o w . 
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On t he a s set s i de , depo s i t s  ove r s e a s  ( a nd dome s t i c h o l d i n g s  o f  f o r e ign 

c u r r e n c i e s )  a re c l a s s i f i ed a s  short t e rm and outwa rd d i re c t  i n ve s tme n t  and 

dome s t i c ho ldings o f  ove r s e a s  s t o c k s  and s h a re s  a re ,  broadl y ,  o f  a l onge r - t e rm 

n a t u re . Adding t oge ther these component s a nd ove r s e a s  t r ade c re di t , a c count s 

f o r  v i r t u a l l y  a l l  ove r s e a s  a s s et s . 

On t h e  l i ab i l i t i e s  s ide , bor rowing ove rs e a s  i s  de a l t  w i t h  a s  a s ho rt - t e rm 

l i a b i l i t y ,  a n d  inwa rd di rect inve s tment and UK s t o c k s  a n d  s h a re s  h e l d  by 

ove r s e a s n a t i on a l s  a re o f  a l onge r - t e rm n a t u re . Toge t h e r  w i t h  o ve r s e a s  t r ade 

c redit t he s e  a c c ounted for 9 8 %  o f  l i abi l i t i e s  in 1 9 8 6  and ove r 9 9 %  in 1 9 8 0 . 

I t  i s  t he re f ore j u st a t wo - f o l d  d i s t inct i on wh i ch i s  a dopted h e r e . 

IV (vi i) Short-Term Assets and Liabilities ( fcus) 

Reva l u a t i o n s  to a s set s and l i abi l i t ie s  o r igina l l y denomi n a t e d  in f c u s  c a n  

o c c u r  t h rough c h a nges i n  ove r s e a s  interest r a t e s  a n d  p r i c e  leve l s , re l e v a n t  

e x c h a nge r a t e s  a nd t he dome s t i c  price leve l . I n  t h e  c a s e  o f  s h o r t - t e rm a s s e t s  

a n d  l i abi l i t i e s  i t  i s  t he l a t t e r  t wo e f f ect s wh i c h  a re re levant a s  t he s e  i t ems 

a re e i t h e r  mone t a ry i n s t ruments in c h a r a c t e r ,  or t he i r  market v a l ue s  a re n o t  

a f fe c t e d  by i n t e re s t  rate changes . A n  appre c i a t ion o f  s t e r l i n g  redu c e s  t he 

v a l ue o f  a n  a s set de nomi n a t ed in a f e u ,  to wh ich mu s t  be a dded a n y  f u r t h e r  

a d j u stment a r i s i n g  f r om a change in the dome s t i c  pu r c h a s ing powe r o f  t he dcu . 

On t h e  a s s e t  s i de o f  the ba lance s heet , ICCs hold money i n  c u r r e n c i e s  o t h e r  

t h a n  s t e r l ing and a l s o  hold ove r s e a s  depo s it s . 1 0  S imi l a r l y  f o r  l i a b i l i t ie s , 

I C C s  b o r r ow i n  f o re i gn c u r rencies f rom dome s t i c  ba n k s , a s  we l l  a s  b o r rowing i n  

f o r e i gn c u r r e n c i e s  f rom ove r s e a s  f i nanc i a l  i n s t itut i on s . There h a ve been s ome 

pa rt i c u l a r l y  l a rge changes ove r t ime in t he magn it ude o f  depo s i t s  ove r s e a s ,  

w h i c h  h a ve , gene r a l l y ,  gr own ve ry muc h  f a s t e r  i n  a b s o l u t e  t e rm s  t h a n  h o l di n g s  

o f  f o r e ign c u r re n c i e s  f rom dome s t i c  source s . Ove ra l l ,  a p a r t  f rom 1 9 8 3  t o  

1 9 8 5 ,  I CC s  h a ve b e e n  n e t  holde r s  o f  short - t e rm f e u  l i abi l it ie s  - s e e  

F i gure 1 3  - o f  a r ound £ 2  b i l l ion t o  £ 4  b i l l ion . 

The n e t  imp a c t  o f  exchange rate movement s depends upon t h e  c u r r e n c y  

c ompo s i t i o n  o f  b o t h  s i de s o f  the port f o l i o  and the e x t e n t  t o  w h i c h  i n d i v i du a l  
( 

c u r r e n c i e s  h a ve moved aga i n s t  s t e r l ing . A ma j o r  c u r re n c y  c omponent o f  bot h 

1 0  S ome ove r s e a s depo s i t s  and borrow ing a re in £ s t e r l i n g ,  but t he s e  a re 
t ra n s f e r red t o  o t he r ho ldings of dome s t i c  c u r rency wh i c h  we re de a l t w i t h  
i n  s e c t i o n  I V ( i i i ) . T rade c redit s a re a l s o  in t h e  s h o r t - t e rm c a t egory . 
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a s s e t s  a nd l i abi l i t i e s i s  the dol l a r ,  and Figure 1 4  shows t h e  p r opo rt i o n  o f  

ove r s e a s  depos i t s  a nd ove r s e a s  bo r rowing 1 1  denominated i n  do l l a r s . I n  the 

f o rme r c a s e  t he p ropo rtion wa s f a i r l y  c on s t a nt up to 1 9 7 9  but has t he re a f t e r 

va r ied f rom a round 0 . 3 2 t o  j u s t  unde r 0 . 5 ; and in the l a t t e r  c a s e  t he 

p ropo rt i on h a s  v a r ied f rom 0 . 4  t o  j u s t  unde r 0 . 7 .  To t a ke a c c o unt o f  t h e s e  

va r i a t i o n s  w e  c a lcu l a t ed t he r a t e s  o f  cha nge o f  e a c h  o f  t h e  e xc h a nge r a t e s  

d i s t i ngu i s hed i n  o u r  da t a  source , 1 2  a nd weighted t hem by t h e  c u r re n c y  

p ropo rt i on s  f o r  depo s i t s  ove r s e a s  and bo r rowing ove rs e a s  sepa r a t e l y . H o weve r , 

a s  F igure 1 5  s h ows r a t h e r  c le a r ly exchange r a t e  moveme n t s  a re domi n a t e d  by 

w h a t  i s  happe n i ng t o  t he do l l a r  ( a  posit ive number repre s e n t s a n  a pp re c i a t i on 

o f  s t e r l ing and a nega t ive numbe r a dep re c i a t ion ) . Even s o  we ma y n o t e  t ha t  

when c u r r e n c i e s  othe r t h a n  do l l a r  a re int roduced i n t o  t he c o n s t r u c t i on o f  t he 

weigh t s ,  a s omewhat sma l le r  va r i a t ion i s  induced in t h e  ' p o rt f o l i o '  e x c h a nge 

r a t e , ( i nt roduc ing other currencies reduces t he c oe f f i c i ent o f  va r i a t i o n  by 

a r ound t w o - t h i rds . )  

As noted above , t he t o t a l  reva luation t o  a s s et s and l i abi l i t i e s  o r i g i n a l l y 

denomi n a t ed i n  f c u s  c omp r i s e s  revaluations o r i g i n a t i ng f r om c h a nges in the 

re levant exchange r a t e s  and,  i f  rea l va lues a re being c o n s ide re d ,  reva l u a t i o n s  

a r i s i ng f rom c hanges in t h e  purchas ing powe r o f  t h e s e  a s s e t s  and l i a b i l i t i e s  

o n c e  t h e i r  va lue h a s  been co nve rted into dcus . F i gure 1 6  s h ows t he e f f e c t  o f  

both o f  t h e s e  reva luat ions . I n i t i a l l y an a d j u s tme nt i s  made f o r  e x c h a nge r a t e  

reva l u a t ions , a nd t hen t he a d j u s tment f o r  i n f l a t ion in t he p r i c e  o f  c o n s ume r 

goods i s  adde d in t o  give t he t ot a l  reva l uat i on . The a d j u s tme n t s  h a ve 

s ome t h ing o f  a c yc l i c a l  patte rn being po s i t ive between 1 9 7 7  a n d  1 9 8 0 ,  a n d  o f  

t he o rde r o f  £ 0 . 5  b i l l i on , and nega t i ve unt i l  1 9 8 5  a t  a r ound - £ 0 . 4  b i l l i on . 

IV(v i i i )  Long-Term Asset s and Liabilities (in fcus or in overseas owne rship) 

IV(v i i i ) (a) As sets 

Long - t e rm a s se t s  de nominated i n  f o re ign c u r rency u n i t s  can be put i n t o  t h re e  

b r o a d  c a t e go r ie s : d i rect inve s tment abroa d ;  dome s t i c ho ldings o f  ove r s e a s  

equ i t y ;  a nd dome s t i c  ho ldings o f  ove r se a s  bonds . Un f o rt un a t e l y  t he 

1 1  T h i s  i s  f o r  the non-bank sector but t he bulk i s  t a ken up by I CC s ; d a t a i s  not 

a va i l able for t he pr opo rtion o f  ove r s e a s  bor rowing i n  do l l a r s  be f o re 1 9 7 9 . 

1 2  The c u r re n c i e s  a re : US do l l a r ,  Swi s s  F r anc , Ge rma n Ma r k , Yen ,  F re n c h  F r a n c , 

G u i l de r ,  I r i s h  Punt . 
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di f f i c u l t i e s  w i t h  da t a  a re p a rt i c u l a rly a c u t e  in t h i s  a re a . I n  p a r t i c u l a r ,  no 

d a t a  a re a v a i l a b l e  on the ma rket value o f  t he s t o c k  o f  outward d i re c t  

i n v e s tment , s o  t h at w e  a re unable t o  obt a i n the c omplete reva luat i on c omponent 

o f  t he cha nge i n  the ma r ket value o f  t h i s  a s s et . One a pp r o a c h  to t h i s  

p r ob l em, wh i c h  i s  f o l l owed i n  a s e r i e s  o f  a rt i c l e s  i n  t he B a n k  o f  Eng l a nd 

Quarterly Bulletin ( 1 9 8 7 ,  1 9 8 8 ) , which e xamine deve l opme n t s  i n  t he UK ' s e x t e r n a l  

ba l a n c e  sheet , i s  t o  a pp l y  j u s t  the exchange r a t e  reva l u a t i o n  t o  t he b o o k  

v a l u e  o f  net a s se t s . T h i s  a pproach i s  approp r i a t e  i f  c h a nge s in t he pub l i s hed 

da t a  a re to be a c counted f o r . Howeve r ,  o u r  i n t e r e s t  is in t he c h a nge s in 

a c c rued pu r c h a s ing powe r which a re a t t r ibutable to d i re c t  inve s tmen t , a n d  

t he s e  r e s u l t  f rom a c omb i n a t ion o f  c h ange s i n  t he ma rket v a l u e  o f  t h e  s t o c k  o f  

o u t w a r d  d i r e c t  i nve s tment i n  f c u s ,  exchange r a t e  change s a nd c h a nge s i n  t he 

dome s t i c  p r i c e  inde x . As an approximat ion t o  t he f i r s t  o f  t h e s e  we c o n s t ruct 

a weighted i ndex of i n f l a t ion i n  t he p r i ce of c apit a l  goods i n  t h e  ma j o r  

rec ipient c ount r i e s  o f  outward di rect i nves tment . 1 3  We t he n  n e t  o f f  exchange 

r a t e  reva l u a t i o n s  and dome s t i c  i n f l a t ion , and apply t h i s  net rev a l u a t i o n  t e rm 

t o  t he net s t o c k  o f  outward di rect inves tment ( i n s t e r l i ng ) , de f l a t ed by the 

c o n s ume r p r i c e  i nde x . 

F i g u re 1 7  shows how the s t o c k  o f  outward d i r e c t  inves tment h a s  inc rea sed -

pa rt i c u l a r l y s in c e  1 9 7 9  ( e ven in book va lue t e rms ) F i gure 1 8  s h ows t he 

va r i o u s  c omponent s o f  the net reva l u a t i on f a c t o r . Note t ha t  movement s in t he 

r a t e  o f  c h a nge in t he weighted excha nge r a t e  in de x domi n a t e  moveme n t s  in the 

ove r s e a s  a nd dome s t i c p r i c e  leve l s . The e s t imated net reva l u a t i on s  a re s h own 

i n  F i gu re 1 9 .  S ome of t he reva luat ions a r e ,  of c o u r s e , qu i t e  l a rge - f o r  

example , £ 5 . 4  b i l l i on i n  1 9 8 4  a n d  - £ 6 . 0  b i l l i on i n  1 9 8 5  - a n d  be a r  o u t  the 

empha s i s ,  i n  the int rodu c t i o n ,  on the impo r t a n c e  o f  excha nge rate moveme n t s  to 

t h e p a t t e rn o f  changes i n  a c c rued i n c ome . 

D ome s t i c  h o l d i n g s  o f  ove r s e a s  bonds and ove r s e a s  equ i t y  a re n o t  d i s t ingu i s hed 

i n  t he da t a  a nd we h a v e ,  t he re f o re ,  to make s ome a s s umpt i o n s  rega rding t he 

s p l i t  be t we e n  t he s e  t w o  c omponent s .  On t he ba s i s  o f  t h e  BEQB ( 1 9 8 7 , 1 9 8 8 )  

a r t i c le s  r e f e r red t o  above , t h e  t ot a l  o f  ove r s e a s  s t o c k s  a n d  s h a re s  i s  spl i t  

i n t o  2 5 %  b o n d s  a n d  7 5 %  e qu i t y  ( t h i s  s p l i t  i s  de r ived f r om dat a  i n  t h e  Wo r l d  

1 3  The we igh t s  u s e d  i n  the c o n s t ru ct i on o f  t h e s e  i n d i c e s  a re de r i ved f r om 
B u s i n e s s  Mon i t o r  wh i c h  gives the book v a l u e  of net a s s e t s by c ount ry . 
a l l  8 c ou n t r i e s  were d i s t ingu i s hed, ie USA,  Can ada , We s t  Ge rma n y ,  
Net h e r l a nds , F ra n c e , S w i t z e r l and,  I t a l y a n d  E i re . 
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M a r ke t s  P e n s ion F und Su rvey - see W M Company ( 1 9 8 8 ) . The re i s  t hen a f u r t h e r  

di s aggrega t ion by c ount ry . 1 4  

The t ot a l  o f  I CC s '  ho ldings o f  ove r s e a s  bonds a nd equ i t y  v a l ued a t  1 9 8 0  UK 

c o n s ume r p r i c e s  i s  s hown in F i gure 2 0 . The r a t e s  o f  cha nge o f  bond 1 5  and 

e qu i t y  p r i c e s  net o f  exchange rate moveme n t s  a nd dome s t i c  i n f l a t i o n  a re s h own 

in F i g u r e  2 1 ,  w i t h  a po s i t i ve n umbe r indi c a t ing an i n c re a s e  i n  a c c rued 

p u r c h a s i ng powe r a nd a nega t i ve numbe r a dec re a se . The approxima t e  magn i t ude 

of t he s e  c h a ng e s  when a pp l ied t o  a s s e t  s t o c k s  i s  s h own in F igure 2 2 . The 

t ot a l  e f fe c t  was p o s i t ive between 1 9 8 0  and 1 9 8 6  ( t hough t h e  1 9 8 5  f i gure i s  

v e r y  c l o s e  t o  z e ro ) , but t he de c l ine i n  equ it y  p r i c e s  i n  t h e  l a s t  qu a rt e r  o f  

1 9 8 7  w a s  s u f f i c ient t o  b r e a k  t h i s  run o f  po s i t ive reva l u a t i o n s . 

IV (vi i i) (b) Liabilities 

Wh i l s t we were able t o  e s t ima t e  the f o re i gn cu r rency split o f  s ome c ompone n t s  

o f  s h o r t - t e rm ove r s e a s  l i abi l i t i e s ,  we a re unable t o  do t h i s  f o r  l onge r - t e rm 

l i abi l i t i e s . F o l l owing B a n k  o f  Eng l a nd Quarterly Bulletin ( 1 9 8 8 )  we a dopt the 

a s s umpt i on t h a t  such l i abi l i t i e s  a re denominated i n  s t e r l ing . This a s s umpt i on 

doe s not l o o k  u n r e a s onable when we c o n s ide r the ma i n  c omponent s of t h e s e  

l i a b i l i t i e s , w h i c h  a re domi nated b y  inwa rd d i re c t  inves tment i n t o  the United 

K i n gdom , with a r a nge o f  about 5 0 %  to 6 3 %  o f  t o t a l  ove r s e a s  l i abi l i t i e s  t a ken 

up i n  t h i s  f o rm bet ween 1 9 7 6  and 1 9 8 3 . 

Ch ange s in the r e a l  ma rket va lue o f  t h e s e  l i abi l i t ies a r e ,  a s  i s  gene r a l l y  the 

c a s e , r e l a t e d  to t he d i f f e rence between the r a t e  o f  cha nge o f  t h e  m a r k e t  p r i ce 

o f  t h e  l i abi l i t y  and the r a t e  o f  i n f l a t i on o f  a gene ra l p r i ce leve l . 

Howeve r ,  a s  n o t e d  above , out wa rd and inwa rd direct inves tment a re r e c o rded a t  

b o o k  v a lue , a n d  hence we mu s t  d i s t ingu i s h  between c h a nge s w h i c h  a re reco rded 

in t h e  da t a  me a s u rement proce s s  - t h a t  i s ,  changes to t h e  book v a lue - and 

c h a nge s which s h o u ld be a c counted for if the data on ma rket values was 

1 4  On t he ba s i s  of the W o r l d  P e n s i o n  Fund S u rvey , t he a s s umed s p l i t  for bonds is 
7 5 % : 1 2 1 / 2 % : 1 2 1 / 2 % ,  among s t  the United S t a t e s , We s t  Germa n y  and Japa n ,  
r e s pe c t i ve l y . The equ i t y  s p l i t  i s  ba sed on ma rket v a l u e  we ight s f o r  t h e  
s ame c ount r ie s ,  wh i c h  w e r e  de r i ved f r om Morgan S t a n ley Capit a l  

I n t e rn a t i on a l I n d i ce s . 

1 5  A bond p r i c e  i ndex w a s  c a l c u l a t ed ba sed on t h e  equ i v a lent o f  g i l t s  f o r  e a c h  o f  
t h e  c ount r i e s  r e f e r red t o  i n  the previous pa ragr aph . 
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2 1  

a v aila b l e . The d i f f e rence w i l l  depend upon the extent t o  wh i c h  the ma rket 

v a lue of such l i a b i l i t i e s  i s  indexed to t he p r i c e  wh i c h  i s  being used t o  

de f l a t e  f rom nomina l t o  r e a l  v a l ue s . F o r  o u r  pu rpo s e , which i s  t o  e s t ima t e  

a n  a c c rued p u r c h a s ing powe r con cept o f  i n c ome , ma k i ng t h e  a d j u s tme nt which 

f o l l o w s  f rom the book va lue da t a  i s  inapprop ria t e . 1 6  F o r  s ymme t ry w i t h  t he 

a s s umption on outward di rect inves tment a nd o u r  a d j u s tment t o  t he t o t a l  UK 

f i xed c a p i t a l  s t o c k ,  we a s s ume t h a t  the ma rket va lue o f  inw a r d  direct 

i n v e s tment keeps pace with t he price o f  c a pit a l  goods . l 7 Not t o  t re a t  

i n wa rd d i re c t  inve stment a s  a sect o r a l l i abi l i t y  ( a n a logous t o  t he a s se t  s ide 

which a r i s e s  f rom o u t wa rd direct inve stment ) would l e a d  t o  a n  ove r s t a t eme nt o f  

t h e dome s t i c a l l y l o c a t ed and dome s t i c a l l y owned c a pit a l  s t o c k ,  a s  t h e  C S O  

f i gu r e s  f o r  the f i xed c apit a l  s t o c k  a re not d i s t i ngu i s hed a c c o r ding t o  

owne r s hip . 

F i gu re 2 3  shows t h a t  inward d i re c t  inves tment i n t o  t h e  UK h a s  i n c re a sed over 

t he p e r i od 1 9 7 6  to 1 9 8 7  - but by far l e s s  t h a n  outward d i re c t  inve s tme nt ( t he 

t a k e - o f f  in t he l a t t e r ,  see F igu re 1 7 ,  being p a r t i c u l a r l y  noticeable since 

1 9 8 1 )  . The c o nt r ibut i on t o  a c c rued inc ome r e s u l t ing f r om a c omp a rison o f  

r a t e s  o f  c h a nge o f  c a p i t a l  goods a n d  c o n s ume r p rice s  is s h own i n  F i g u re 2 4 . 

W i t h  t he sign reve r s e d  ( b e c a u s e  inw a rd direct inve s tme nt is a l i abilit y )  t his 

re f l e c t s  t h e p a t t e rn s hown e a r lie r i n  F igure 3 .  

V ICCS EQUITY 

The a c c ount ing f ramewo r k  out l i ned i n  section I I I  f o l l owed the SNA guide lines 

and t he p r a c tice o f  UK n a tion a l  inc ome a c c ount a nt s ,  see Bryant ( 1 9 8 7 )  in 

t re a ting equit i e s  as a fin a n cia l liab i l i t y  o f  t he indu s t r i a l  a n d  c omme r c i a l  

c omp any s e c t o r . This is c onsistent wit h : ( i )  t he t re a tment o f  equit y 

h o l dings in UK c ompa nies a s  a n  a s s e t  t o  t h e  u l tima t e  ho l de r s  whet h e r  in the 

p e r s o n a l  s e c t o r  o r  ove r s e a s ;  ( i i )  a n d  t h e  t re a t ment o f  ove r s e a s  e quit y h e l d  

b y  U K  I C C s  a s  a n  a s s et o f  the c ompany s e c t o r . We a l s o  n o t e  t ha t  t he re is 

s ome int r a - s e c t o r  holding of I CC s  equit y ,  t hough of c o u r s e  the net position in 

nega t i ve . Thus a n  i n c re a s e  in the pe r u n i t  p r i c e  o f  equit y implie s ,  c et e r i s  

1 6  The a d j u s tment t o  link re a l  book v a l u e s  i n  s u c c e s sive periods is j u s t  t he 
n e ga t i ve o f  t h e  in f l a tion r a t e  times the opening pe riod book v a lue , 
c o nve r t e d  t o  end-pe riod p ric e s . 

1 7  I n  p r a c t ice t h e  sit u a tion i s  s l ight l y  mo re c omp lex , in t ha t  t h e  da t a  on inward 
di rect i nves t ment inc l udes l o a n s  t o  s ubsidi a r i e s  but we do n o t  h a ve 
det ailed k n o w l edge o f  the u s e  t o  w h i c h  s u c h  l o a n s  a re put . 
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p a r ibus , a n  i n c r e a s e  in the va lue o f  equ i t y  a s  a l i abi l i t y ,  wh i c h  i s  o f f s e t  

( e x a c t l y  i f  t here i s  no ove rsea s owne rship o f  UK I CC s  equ i t y )  by a n  i n c r e a s e  

i n  t he v a l u e  o f  equ i t y  a s  an a s set t o  t he pe r s on a l  o r  h o u s e h o l d  s e c t o r . 

Alt hough t h i s  i s  a s t a nda rd way o f  t reat ing equ i t i e s  f rom the p o i n t  o f  v i e w  o f  

t h e  nat i o n a l  i n c ome a c c ountant s ,  i t  i s  not , a s  noted i n  t h e  I n t rodu c t i o n  

( page 3 ) , s u c h  a s t a nda rd t reatment f rom t he p e r s pe c t ive o f  e i t h e r  c o rp o r a t e  

a c c ount a n t s  o r  e c onomi s t s ;  a n d  hence i n  a r r i ving a t  t he t ot a l  a d j u s tme nt t o  

obt a i n c ompa n ie s '  a c c rued purch a s ing powe r ( APP ) inc ome - s e e  s e c t i o n  V I  - we 

p r e s e n t  e s t ima t e s  be f o re 1 8  ( o r  without , s ub j ect t o  t h e  qua l i f i c a t i o n  i n  t h e 

pa ragr aph below on ove rs e a s  holdings o f  I CC s ' e qu i t y  a n d  I CC s ' h o l d i n g s  o f  

ove r s e a s  e qu i t y )  a n d  a f t e r  ( o r  wi t h )  t he e qu i t y  a d j u stment . T h e  l a t t e r  i s  

t h u s  a me a s u re o f  I CC s ' inc ome i n c l u s ive o f  a l l  equ i t y  reva l u a t i o n  e leme n t s .  

I n  c onne c t i on w i t h  t he f o rme r t he re a re t wo po s s ible a l t e rn a t i ve a pp r o a c h e s  t o  

t he t re a tment o f  ove r s e a s  equity reva luat ions i n  a r r i ving a t  e s t ima t e d  AP P 

i n c ome . The f i r s t  would be t o  t reat a l l  equ i t y  h o l dings on t he s ame b a s i s  

s i nce t he ove ra l l  a c c ount ing f ramewo rk ident i f i e s  equ i t i e s ,  i n c l u d i ng I C C s ' 

h o l d ings o f  ove r s e a s  equit ies , a s  t he l i abil ity of s ome s e c t o r . T h i s  imp l i e s  

i n c ome a d j u s tme n t s  which omi t a l l  equ i t y  a d j u s tmen t s . The s e c ond a pp r o a c h  

w o u l d  b e  t o  t re a t  I CC s ' ove r seas hol dings o f  equ i t y  a s  a n  a s s e t  w h i c h , s i nce 

i t s  ma rket v a l u e  undergoes ( c ons iderable ) change s ,  imp l i e s  a n  a d j u s t me nt t o  

i n c ome f r om t h i s  c omponent o f  the ba lance s heet . L i k e w i s e  ove r s e a s  h o l d i n g s  

o f  I CC s '  equ i t y  wou l d  b e  t re a ted a s  a l i a b i l i t y . It i s  t h i s  s e c o n d  app r o a c h  

wh i c h  seems c l o s e r  t o  that o f  t he n o t i o n  o f  the ec onomi c we l l -be i n g ,  o r  

p o w e r  - see H a i g  ( 1 9 2 1 )  a n d  S imons ( 1 9 3 8 )  - o f  t he dome s t i c c o rpo r a t e  s e c t o r . 

Hen ce , in S e c t ion VI we pre sent e s t ima t e s  f o r  APP inc ome ( a )  w i t h  j u s t  t he 

ove r s e a s  e qu i t y  c ompone nts t reated a s  a l i abi l i t y  o r  an a s s e t  a s  t he c a s e  ma y 

be , and ( b )  w i t h  a l l  equ i t y  t reated a s  a l i abi l i t y . 

1 8  Note f r om Sect i on I l l  t h a t  t he ve r s ion ' w i t hout ' equ i t y  a d j u s tment s c a n  be 
v i ewed as c o n s o l idat ing the ho ldings o f  ICC s ' equ i t y  a c r o s s  t he e c o nomy , 

w h i c h ,  i f  t he re i s  no ove rs e a s  owne r s h ip ,  imp l i e s  t h a t  t he e qu i t y  

a d j u s tment t e rms net t o  zero . Not e t oo t h a t  t here h a s  been a s l i ght 

c h a nge i n  t he s t a t u s  o f  equit ies i n  t he SNA guide l i ne s . Rugg l e s  ( 1 9 8 7 )  

repo rt s t h a t  t he mo s t  recent Ba lan ce Sheet Guide l i nes s ugge s t  a 

d i s t inct i on be t ween l i abi l i t ie s  t o  ' t h i rd part i e s ' and t h e  s um o f  

l i a b i l i t i e s  t o  ' s ec ond p a r t i e s ' ,  where the l a t t e r  a re o wne r s  o f  t he 

e n t e rp r i se ' s equ i t y . 
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2 3  

The ma rket v a lue o f  ICCs equ i t y ,  in real t e rms , i s  s h own in F i g u r e  2 5 ; 1 9  and 

d i f fe rences be t ween t he rates of change o f  the FT5 0 0  ( on w h i c h  reva l u a t i o n s  

a re b a s e d )  a n d  t he consume r p r i ce inde x a re shown i n  F i gu re 2 6 .  Apa rt f r om 

1 9 7 9  and 1 9 8 0  t h i s  l a t t e r  d i f f e rence h a s  been po s i t ive and of l a t e  

s ub s t a n t i a l l y  s o . T h i s  imp l i e s  some la rge re a l  i n c re a s e s  i n  l i ab i l i t i e s  t o  

s h a re h o l de r s ,  and hence l a rge AP P l o s s e s  t o  c ompa ny i n c ome - s e e  F igure 2 7 . 

VI THE OVERALL POS ITION : ICCS ASSETS AND LIABILITIES AND ACCRUED PURCHAS ING 

POWER 

The f i n a n c i a l  po s i t i on of ICCs i s  s hown in F i gu re 2 8 . Not i c e  t h a t  ( re a l )  

f i nanc i a l  l i ab i l i t ie s  h ave grown ( i n absolute t e rms ) s ome what f a s t e r  t h a n  

f i nanc i a l  a s s e t s . T h i s  i s  ref lected i n  t he net f i nanc i a l  w o r t h  o f  I CC s  wh i c h  

h a s  be c ome i n c re a s ingly nega t i ve in rea l t e rms . Adding i n  f i xed a s s e t s  a nd 

i nve n t o r i e s  ( va lued a t  rep lacement c o s t )  g i ve s t h e  ove r a l l  net w o r t h  o f  ICCs 

as me a s u red by n a t i o n a l  acc ount ing co nvent ions . 

One o f  t he mo s t  s i gn i f i c ant devel opment s ove r t he l a s t  1 0  ye a r s  o r  s o  h a s  been 

t he e x t e n t  to wh i c h  ICCs have moved into f o re ign cu r rency a s s e t s - s e e  

F i gure 2 9 . T h i s  re f le c t s  the cons ide rable i n c r e a s e  i n  o u t w a rd d i r e c t  

inves tment a nd fore ign c u r rency depo s i t s  ove r s e a s  f rom a b o u t  1 9 8 1  onwa rds . O f  

c o u r s e  such a deve lopme nt imp l i e s  a n  expo s u re t o  excha nge r a t e  moveme n t s ; and 

t h i s  w i l l  be p i c ked up in an acc rued income me a s u re o f  c o r po r a t e  i n c ome to t he 

extent t h a t  movement s in t he exchange rate do not re f le c t  d i f fe ren t i a l  r a t e s  

o f  changes i n  t he p r i c e  o f  t he f o re ign c u r rency a s s e t  a nd t he i n de x  o f  

dome s t i c  pu r c h a s ing powe r . 2 0  

1 9  F i g u r e  2 5  a l s o  di s t i ngu i s h e s  between dome s t i c  and o ve r s e a s  o wne r s h i p  o f  UK 

I CC s  e qu i t y . 

2 0  Con s ide r  a s imp l i f ied examp le o f  a n  a s s et den omin a t e d  i n  a f o re i gn c u r r ency 

unit with a ma rket va lue ( i n t he f e u )  o f  P�A� and a rea l v a lue i n  t he 

dome s t i c  c u r rency unit o f  P�A� /e t Pt , whe re et i s  t he exchange r a t e  ( numbe r 

o f  f e u ' s per dcu ) . The n ,  and adopt ing a c ont inuous t ime a pp r o a c h  t o  

f u r t h e r  s imp l i f y  t he expo s i t ion , t h e  reva l u a t i on t e rm depe nds upon P� -e t ­

P whe re a dot above a va r i able i n d i c a t e  a t ime de r i va t i ve . I f  ( a  f o rm 

o� ;  p u r c h a s ing powe r p a r i t y  holds t he n  t h i s  t e rm and t he a s s o c i a t ed 

reva l u a t ion w i l l  be z e r o  ( f o r  which it i s  s u f f i c i ent t h a t  e t = P� / P t ) 
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T a b l e  2 s umma r i s e s  t h e  a d j u s t ment s ,  ove r t h e  pe r i od 1 9 7 6  t o  1 9 8 7 ,  which have 

been de s c r ibed in s e c t i on s  I V  a nd V a bove . The f i r st row gives a 

c o nvent i o n a l t r a n s a c t i on s  b a s e d  mea s u re o f  c o rpo r a t e  r e a l  i n c ome ( o f a l l  U K  

res ident c ompa n i e s  i n c luding t h o s e  i n  f o r e ign owne r s h ip ) , a nd s ubsequent rows 

g i ve the nume r i c a l  e s t ima t e s  o f  a d j u s t ment s to t h i s  me a s u re o f  i n c ome , due to 

t h e  ma i n  c a t eg o r i e s  o f  phy s i c a l  a s set s ,  a nd o f  f i nan c i a l  a s se t s  and 

l i a b i l i t i e s  d i s t i ngu i s h ing bet ween t ho s e  i n  dome s t i c  and f o re ign c u r renci e s . 

N o t e  t h a t  t h e  t re a tment o f  inwa rd d i r e c t  i nve s tment a s  a l i abi l i t y  and outward 

d i re c t  i nves t ment as a n  a s s e t  is nece s s a ry to obt a i n  a s t a t ement o f  i n c ome 

a c c r u i n g  t o  dome s t i c  res i dent s .  

An e s t ima t e  o f  c o rp o r a t e  r e a l  i n c ome on a n  a c c rued p u r c h a s ing powe r ba s i s ,  

be f o re a d j u s t ing f o r  reva l u a t i o n s  i n  dome s t i c I CC s ' e qu i t y ,  i s  g i ve n  i n  row 

2 3 ,  a nd a f t e r  a d j u s t ing for these reva l u a t ions i n  row 2 4 . As noted a bove ( s ee 

S e c t i on V )  t h e  f i r s t  o f  these i s  a me a s u re o f  ' e c onomi c powe r '  o f  I CCs , 

whe r e a s  t he l a t t e r  c o r re s ponds t o  t h e  convent i on o f  t re a t ing dome s t i c a l l y­

owned I CC s '  equ i t y  a s  a l i ab i l i t y . I t  s hould be emph a s i s ed t h a t  t he s e  a re ,  

be c a u s e  o f  t h e  need t o  ma ke a numb e r  o f  a s s umpt i on s ,  e s t ima t e s  o f  a ' b r o ad 

b r u s h '  n a t u re o f  t h e  unde r l y i n g  concept s which s h o u l d  a l l ow u s  to j udge t r ends 

r a t h e r  t h a n  t he f i ne de t a i l  o f  the s e r ie s . 

I t  i s  t empt ing t o  ma ke a d i rect compa r i son bet ween t he t r a n s a c t i o n s  b a s e d  an d 

e i t he r  o f  t he a c c rued pu r c h a s ing powe r me a s u r e s  o f  c o rpo r a t e  i n c ome ; it 

should howeve r be remembered that t hey a re not di f f e rent me a s u reme nt s of th e 

s ame c on c ept but me a s u rement s o f  d i f f e rent c oncept s ,  a n d  a s  s u c h  t hey p r o v i de 

c omp leme n t a ry r a t h e r  t h a n  c ompe t i t ive s o u r c e s  o f  i n f o rmat ion . Cons ide r ,  f o r  

e xample , t he pe r i od 1 9 8 0  t o  1 9 8 2  ( in c l u s i ve )  which s h owed a de c l i ne o f  t h e  

o rder o f  2 5 %  i n  t r a n s a c t ions ba sed c o rpo r a t e  income . When a c c ount i s  t a ken of 

t he va r i o u s  reva l u a t i o n  a d j u s tment s t o  obt a in a n  a c c rued p u rc h a s ing power 

me a s u re of i n c ome , t h i s  rece s s i on is s h own to be very severe indeed, with a 

dec l i ne , in a c c rued i n c ome ( u s ing row 2 3 ) , f rom a round £ 2 0  b i l l i o n  in 1 9 7 9  t o  

about £ 6 . 6  b i l l i o n  i n  1 9 8 0 . I t  w a s  not a s ingle f a c t o r  w h i c h  led t o  t he 

s e ve re dec l i n e  in 1 9 8 0 ;  r a t h e r ,  j u s t  about e ve ry t h i n g  t ha t  c o u l d  move aga i n s t  

t he a s s et s i de o f  t h e  b a l a n c e  s heet d i d  s o  - p r i c e s  o f  f ixed a s s e t s  a n d  

i n ven t o r i e s  f a i l e d  t o  k e e p  pace w i t h  gene r a l  i n f l a t i o n ,  t h e r e  w e r e  a c c rued 

l o s s e s  on I CC s  h o ldings of dome s t i c  and ove r s e a s  bonds , a nd exch a nge r a t e  

movement s led t o  a subs t a n t i a l  de c l i ne i n  t he v a l u e  o f  t h e  s t o c k  o f  o u t wa rd 

d i re c t  inves tment . On o u r  i nt e rp re t a t ion of t h i s  me a s ure t h e re w a s  a severe 

l o s s  of ' e c onomi c powe r '  as f a r  as I CC s  we re conce rned o ve r  t h i s  pe r i od . 

T h e r e  w a s  a s l i ght imp rovement i n  1 9 8 1 ,  wh i c h  w a s  not , howeve r ,  s u s t a ined in 

1 9 8 2 . 
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F i gure 3 0  i l l u s t r a t e s  the d i f f e rences between t ra n s a c t i on s  b a s e d  and a c c rued 

pu rcha s i ng power i n c ome be f o re a d j u s t ing f o r  reva luat i o n s  in dome s t i c  h o l dings 

o f  I C C s ' equ i t y ,  a nd F igure 3 1  g i ve s  t he c o r re s ponding c ompa ri s o n  a f t e r  ma k i ng 

t h e  dome s t i c  equ i t y  a d j u s tment . Movement s i n  t ra n s a c t i on s  ba sed and a c c rued 

i n c ome do not a l wa y s  c o inc ide . Wh i l s t both s how a recovery f r om 1 9 8 2  to 1 9 8 4 ,  
t h e l a t t e r  de c l i n e s  s u b s t a n t i a l ly i n  1 9 8 5 ,  whi l s t  t he f o rme r c ont inues t o  

grow . Un l i ke t h e  e a r l i e r  pe r i od t he re i s  a s ingle dominant f a c t o r  i n  t h i s  

de c l i n e : t h a t  i s ,  t he exchange r a t e , movement s i n  w h i c h  led t o  l a rge a c c rued 

l o s s e s  on f o re ign c u r rency a s s e t s  and t he s t o c k  of o u t w a r d  d i rect inves tme nt . 

VI I CONCLUDING REMARKS 

T h i s  s t u dy h a s  p re s e n t ed e s t ima t e s  o f  I CC s ' i n c ome on an a c c rued purcha s i ng 

power ba s i s . I t  h a s  a t t empt ed t o  i dent i f y the impo r t a nt i n f l ue n c e s  on 

e c onomi c powe r wh i c h  a r i s e  f rom change s i n  r e l a t ive p r i ce s ,  i n t e r e s t  r a t e s  and 

e x change r a t e s ;  a nd i s ,  t h e r e f o re , c omp lement a ry t o  i n c ome me a s u re s  wh ich a r e 

t r a n s a c t i o n  b a s e d . As indust r i a l  and c omme r c i a l  c ompa n i e s  have responded to 

p o l i c y  i n t e rvent i o n s , as i n  the case o f  the a bo l i t ion o f  exchange c o nt ro l s ,  

and ma rket f o r c e s , a s  i n  the c a s e  o f  ove r s e a s  equ i t y  p r i ce s ,  t hey have bec ome 

expo sed t o  g a i n s  and l o s s e s ,  wh i c h  a re poten t i a l ly re a l i s a b l e , on t he i r  s t o c k s  

o f  a s set s and l i ab i l i t i e s . The s e  changes i n  a c c rued i n c ome a re intent i o n a l l y 

not c a p t u red by t ra n s a c t i o n s  income , a nd t he e s t ima t e s  p re s e n t e d  in Table 2 

above a re o f f e red a s  a gu ide t o  the broad ma gnit ude o f  the ma ny port f o l i o  

i n f l u e n c e s  on I CC s . 
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APPENDIX I 

The stylised model 

Wh i l s t  sect ion I I I  of the text cons idered the c a s e  o f  a mode l w i t h  a ve r y  
s imp l e  b a l ance s heet , t he f i r st pa rt o f  t h i s  appendix out l i nes a mode l i n  
wh i c h  t here a re seve ra l  k i nds o f  f i xed cap i t a l  t oge t h e r  w i t h  w o r k ing c a p i t a l 
a nd f i nanc i a l  a s se t s  and l i abi l i t ie s  wh ich di f fe r  in t h e i r  t ype a nd t e rm t o  
mat u r i t y . The s e c ond p a rt o f  t he appendix l i s t s  t h e  da t a  s o u r c e s  u s e d . 

The s t y l i sed ba l a nce sheet f o r  the s e c t o r  c omp r i s ing indu s t r i a l  a n d  c omme r c i a l  
c ompa n i e s  i s  given i n  t a ble 3 .  

T a b l e  3 S tyl i sed B a l a nce S heet 

F i xed capi t a l : 

Veh i c l e s , s h i p s  & a i rc r a ft ( VSA) 
P l ant a nd ma chinery ( PM )  
D we l l i ngs ( D )  
Other bui ldings & works ( BW )  

S t o c k s  

A 

P k l K l 
P k2 K2 
P k 3 K 3 
P k 4 K 4 

F i n a n c i a l  a s s e t s  and l i abi l i t i e s  ( domest i c  c u r rency ) 

S h o r t  t e rm 
Medium t e rm 
Long t e rm 

F i n a n c i a l  a s s et and l i abi l i t i e s  ( f ore i gn c u r ren c y )  

S h o rt t e rm 

Medium t e rm 

Long t e rm 

Equ i t y  

I C C s  i s sue 
I C C s  h o ldings of 

ove r s e a s  i s s ues 

P;2 A; / e 

P; 3A; / e 

L 

I t ems i n  t h e  b a l ance sheet a re va lued a s  f o l lows : t h e  p r i c e s  f o r  f i xed 

c a p i t a l  a nd s t o c k s  a re c u r rent repla cement c o s t s pe r u n i t , a nd the p r i c e s  f o r  

f i n a n c i a l  a s se t  a nd l i abi l i t i e s  refer t o  c u r rent ma rket p r i c e s . An a s t e r i s k 
. h f 1 * * ·  ind i c a t e s  a n  ove r s e a s  p r i c e  or qu ant � t y . T u s , o r  e xamp e ,  P a 1 A 1 � s  t h e  

ma rket v a l u e , i n  f o reign c u r rency uni t s ,  o f  s ho r t - t e rm f i n a n c i a l  a s s e t s  h e l d  

by I CC s ; dividing b y  e ,  t h e  exc ha nge r a t e , de f i ned a s  t h e  n umb e r  o f  f c u s  p e r  

dc u ,  g i ves t he ma rket va lue in dcus . 
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t G r o s s  t r ading pro f i t s ,  net of t a x  a nd intere s t  p a yme nt s 

Dt = D i vi dend payme nt s .  
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W i t h  a view t o  ma t c h i ng up t he s t y l i sed ba l a n c e  sheet w i t h  t he da t a  wh i c h  i s  
c u r re n t l y  a v a i lable on t he s t o c k  o f  f i xed c a p i t a l ,  a f o u r f o l d  d i s t i n c t i on i s  
made w i t h i n  t h e  c a t egory o f  f i xed a s se t s . F i n a nc i a l  a s s e t s  a re d i s t i ngu i s h ed 
by t h e i r  t e rm t o  ma t u r i t y  with a t h reefold d i s t i n c t i o n  i n t o  s h o r t  t e rm ,  me dium 

t e rm a nd l o ng t e rm .  T o  see t he impo rtance o f  t h i s  d i s t i n c t i o n  c o n s ide r t he 
f o l l ow i ng expre s s i o n  which g ives the present va lue o f  a bond, w i t h  a b o o k  

va lue o f  Bt , which h a s  been i s sued with a f i xed c oupon R ,  whe r e a s  t he c u r re n t  
ma r ket r a t e  o f  i n t e re s t  i s  �t : 

Whe re n i s  the t e rm t o  ma t u r i t y  o f  t he bond a n d ,  f o r  s impl i c i t y ,  t a x e s  o n  
i n t e r e s t  i n c ome a re a s s umed t o  b e  absent . Then a s  n t ends t o  i n f i n i t y  t he 
p r e s e n t  v a l u e  o f  the bond t ends t o  ( R/ �t ) Bt , and the p r i ce o f  bond i s  s imp l y  
t he r a t i o  o f  t h e  c oupon t o  t he ma rket r a t e  o f  i n t e re s t ; i n  t h i s  c a s e  Bt i s  a 
c o n s o l , and " l ong-t e rm'' a s set and l i abi l i t i e s  a re a s s umed t o  be o f  t h i s  
n a t u re . The po l a r  c a s e t o  a c o n s o l  i s  dema nd debt ( i f i s s ued a s  a l i ab i l i t y ) . 
H e r e  n = O ,  i n  wh i c h  c a s e  Pbt Bt=Bt ; t h a t  i s ,  t he p r i c e  o f  t he bond i s  u n i t y  ( o r  
1 / P t i n  rea l t e rms ) , a nd t he present v a l ue o f  the bond i s  s imp l y  i t s b o o k  o r  
pa r va lue . T h i s  c a s e  a l s o  cha racte r i s e s  mo ney (more spec i f i c a l l y n ot e s  and 
c o i n s  and n o n - i nt e r e s t  be a r ing bank depo s i t s ) . 

The Me ade - S t one de f i n i t i on o f  inc ome , see P a t t e rson a nd S t ephe n s on ( 1 9 8 8 ) , i s  
n o w  e a s i l y de r i ved a nd i s  ana logous t o  equat i o n  ( 2 )  i n  the t e x t . I t  i s  s imp l y  

t he s um o f  g r o s s  t rading p r o f i t s ,  net o f  i n t e r e s t  payment s a n d  t a xes p l u s  t h e 

set o f  reva luat i o n  e f f e c t s  due t o  t he changing va lue o f  t he s t o c k  o f  a s s e t s  

a n d  l i abi l i t ie s . 
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Data cons ide rat ions 

The da t a  de f i n i t i o n s  adopted f o r  the emp i r i c a l  wo r k  a re as f o l lows , w i t h  four 
l e t t e r  c ode s r e f e r r ing t o  C S O  s e r i e s . 

Net capit al stock 

K 1 Veh i c l e s  s h ip s  a nd a i r c r a f t  ( VS A )  : net c a pi t a l  s t o c k  a t  c u r rent 
r ep l a c eme nt c o s t , E XG I , end-ye a r  f ig u re s . 

K2 P l ant a nd ma c h i n e ry ( PM ) : net c a p i t a l  s t o c k  a t  c u r rent r ep l a c emen t  c o s t ,  
E XP G ,  end-ye a r  f i gure s . 

K 3 Dwe l l i ng s  ( D )  : net capit a l  s t o c k  a t  c u r rent rep l a c ement c o s t , EXGW , end ­
yea r f i g u re s . 

K 4 Ot h e r  b u i lding s  and w o r k s ,  ( BW ) : net c a p i t a l  s t o c k  a t  c u r rent rep l a cement 
c o s t , EXHD , e nd-ye a r  f igure s . 

Price o f  capital goods 

P k 1  Imp l i c i t  de f l a t o r  a d j usted f o r  the pre s en t  va lue of a l l owance s f o r  VSA, 
nume r a t o r  GGAV , den omi n a t o r  unpub l i s hed . 

P k 2  Imp l i c i t de f l a t o r  a d j u s t ed f o r  t he present v a l u e  o f  a l l owance s f o r  PM,  
nume r a t o r  GGAW , denomi n a t o r  unpub l i shed . 

P k 3  I mp l i c i t de f l a t o r  a d j u s t e d  f o r  t he present v a l u e  o f  a l l ow a n c e s  f o r  D ,  
n ume r a t o r  GGAX , den omi n a t o r  unpub l i s hed . 

P k 4  Imp l i c i t de f l a t o r  a d j u s ted f o r  t he present v a l u e  o f  a l l ow a n c e s  f o r  BW, 
nume r a t o r  GGAY , denomi n a t o r  unpub l i shed . 

Depre c i at i on 

0 1 p k i t K i t - 1  c a p i t a l  c o n s umpt ion a t  c u r rent repl a c emen t  c o s t  f o r  VSA,  
unpub l i s hed s e r i e s . 

0 2 p k 2 t K 2 t - 1  c a p i t a l  c o n s umpt ion a t  c u r rent rep l a c ement c o s t  f o r  P & M ,  
unpub l i s hed s e r ie s . 

0
3 p k 3 t K 3 t - 1  c a p i t a l  c o n s umpt ion a t  c u r rent rep l a ceme nt c o s t  f o r  D ,  u npub l i s hed 

s e r ie s . 

0 4 p k 4 t K 4 t - 1  c a p i t a l  c o n s umpt ion a t  c u r rent rep l a c ement c o s t  f o r  BW,  

unpub l i s he d  s e r ie s . 

N o t e  t h a t  t h e  c a p i t a l  c o n s umpt ion dat a i s  c o n s i s t ent w i t h  t he c o n s t ruct ion o f  
t he n e t  c a p i t a l  s t o c k  da t a . I t  i s  c on ve rted t o  end-ye a r  p r i c e s  a n d  a d j u st e d  
by 1 minu s t he p r e s e n t  va lue o f  a l l owances on t h a t  t ype o f  c a p it a l . 

Stocks and Work in P rogres s  (inventories) 

The C S O ' s e s t ima t e s  of nomina l s t o c k  appre c i a t i o n  a re u s e d ,  see CSO ( 1 9 8 5 ,  
e h  1 3 ) , a n d  a d j u s t ed b y  s ubt r a c t ing the r a t e  o f  i n f l a t i o n  t ime s the book v a l u e  
o f  s t o c k s , de f l a t ed b y  t h e  con sume r  p r i c e  index , t o  obt a i n rea l s t o c k  
a pp re c i a t i o n . 



Financial a s sets and liabilities (in domestic currency units) 

Sho rt -te� a s sets and liabilities ( in domestic currency units) 

A l - L l : s h o r t - t e rm a s s et s ( net ) = 

ALEV+ALEX+ALEY+ALCB+ALCC+ALCD+ALCH+ALCJ+ALCM+ ( AQBJ-ALCJ ) - ( ALFB+ALEE+ALCT 
+ALCW+ ( AQBU-ALCT ) + S TDO£ - S TBO£ 

Where : 

ALEV 
ALEX 
ALEY 
ALCB 
ALCC 
ALCD 
ALCH 
ALCJ 
ALCM 
AQBJ-ALCJ 
ALFB 
ALEE 
ALCT 
ALCW 
AQBU -ALCT 
S TDO£ 
S TBO£ 

s t e r l i ng M3 , 

Bui lding s o c i e t y  s h a re s  and depo s it s ,  
Bui lding s o c iety who les a le borrowing , 
T a x  i n s t rument s ,  
T r e a s u ry b i l l s , 
L o c a l  autho r i t y  t empo ra ry debt , 
Ret a i l e r s '  c redit , 
D ome s t i c  t rade and other c redit , 
Ac c rua l s  o f  t a xes , r a t e s  and i n t e re s t , 
Ove r s e a s  t r ade c redit , a dva nces e t c ,  ( a s s et s )  
B a n k  lending i n  s t e r l i n g ,  
I s s ue depa rtment ho ldings o f  b i l l s  et c ,  
D ome s t i c t rade and other c red it , 
Ac c ru a l s  of t a xe s , r a t e s  and i n t e re s t , 
Ove r s e a s  t r ade c redit , adva nces e t c  ( l i abi l i t i e s ) ,  
Depo s i t s  ove r s e a s  in s t e r l ing : unpub l i shed s e r i e s ,  
B o r rowing ove r s e a s  i n  s t e r l i n g ,  unpubl i s hed s e r i e s . 

Medium-te� a s sets and liabilities ( in domestic currency units) 

P a 2 A2 -P L2 L2 : medium- t e rm a s s e t s  ( net ) = ALE Z+ALFA- ( ALFE +ALCR+ALFF+ALFG ) 

Whe re : 

ALEZ Other dome s t i c  loa ns , 
ALFA Other dome s t i c a s s et s ,  
ALFE L o a n s  a n d  advan ces by c redit compa n i e s ,  
ALCR P u b l i c  s e c t o r  loa n s ,  
ALFF Other dome s t i c  loa n s ,  
ALFG Othe r dome s t i c  l i a b i l i t i e s . 

P r i c e s  u s e d  f o r  i n c ome a d j u s tment s :  t he p r i c e s  used a re b a s e d  o n  t h e  
F T -Ac t u a r i e s  i n d i c e s  f o r  f i xed interest gove rnment s e c u r i t i e s  ( s ee , f o r  
examp l e , t h e  F T  a n d  F i nanc i a l  S t a t i s t i c s  t a ble 1 3 . 4 ,  s e r i e s  AJJV , AJJW a n d  
AJJX ) . I de a l l y ,  t he price s e r i e s  should be ba sed on t h e  c o s t  o f  c o rp o r a t e  
b o r rowing ; h o weve r ,  n o  s a t i s f a c t o r y  s e r ie s  c o u l d  b e  f o u n d  f o r  t he ma t u r i t y  
s t r u c t u re o f  c o rp o r a t e  debt , and t o  t he extent t h a t  w e  o n l y  need t he r a t e  o f  
c h a nge o f  s u c h  p r i c e s  t hese s e r i e s  should b e  a n  a c cept a b l e  p roxy . A s  
me nt i oned i n  t he t ext , t h e re i s  evidence t h a t  t he a ve r a ge ma t u r i t y  o f  
o u t s t a n d i n g  c o rp o r a t e  debt h a s  been dec l i n i ng gradua l l y ,  but c on s i s t e n t l y ,  
s i n c e  t h e  l at e  1 9 6 0 s . To t a k e  t h i s  int o a c c ount t h e  3 F T  Act u a r i e s  s e r ie s  a re 
i n t e rpo l a t e d  t o  give p r i c e s  f o r  securit i e s  w i t h  ma t u r i t i e s  t ha t  ma t c h  t he 
ma t u r i t y  s t r u c t u re o f  out s t a nding debt . 

Long-te� a s se t s  and l iabilities ( in domestic currency unit s) 

P a 3A3 - P L 3 L 3 : l ong- t e rm a s s e t s  ( net ) = ALCE +ALCF -ALCP-ALCPO 



Whe re : 

ALCE 
ALCF 
ALCP 
ALCPO 

ICCs h o l d i ngs of pub l i c  s e c t o r  debt , 
UK debent u re a nd loan s t o c k  held dome s t i c a l l y  ( a s s et s ) ,  
UK debe n t u r e  a nd l o a n  s t o c k  held dome s t i c a l ly ( l i a b i l i t i e s ) ,  
UK debe n t u r e  and l o a n  s t o c k  held by ove r s e a s  s e c t o r  ( l i a b i l i t i e s ) ,  
u npub l i shed s e r i e s . 

P r i c e s  a n d  i n t e r e s t  r a t e s  u s ed f o r  inc ome a d j u s t ment s :  

AJLZ 
AJML 

G r o s s f l a t  y i e l d  on 2 . 5 %  c o n s o l s , ( f o r  ALCE ) , 
P r i c e  i nde x f o r  debe nt u re and l o a n  s t o c k s . 

Inward direct investment 

AQBP Ove r s e a s  d i r e c t  inves tment , 

C a p i t a l  goods p r i ce s ,  P k i ' i = 1 . . . 4 ,  a s  de s c r ibed above . 

Financ ial as sets and liabilities (originat ing in foreign currency unit s) 

Short -term as sets and liabilities 

* 
A1 / e : s h o r t - t e rm a s s e t s = ALEW + STDO - STDO£ 

Whe re : 

ALEW 
S TDO 
S TDO£ 

Money in c u r re n c i e s  o t h e r  t h a n  s t e r l i n g ,  
Depo s i t s  ove r s e a s ,  a l l  c u r renc i e s , unpub l i s hed s e r ie s ,  
Depo s i t s  ove r s e a s  i n  £ s t e r l i ng,  unpub l i s hed s e r i e s . 

To obt a i n t he reva l u a t ion o f  t h i s  a s s et a we ighted e xc h a nge r a t e  w a s  
c a l c u l a t e d  w i t h  we ight s de r i ved f r om unpub l i s hed da t a  on t he c u r rency 
c ompo s i t i o n o f  NBP S depos i t s  ove r sea s .  The c u r re n c i e s  d i s t ingu i s hed where : 
US dol l a r ,  S w i s s  F r a n c , Deut s c hema r k ,  Yen , F rench F r a n c , Gu i lde r ,  I r i s h  Punt . 

* 
L 1 / e : s h o rt - t e rm l i ab i l i t i e s  = ALFC + S TBO - STBO£ 

Whe re : 

ALFC 
S T BO 
S T BO£ 

B a n k  lending i n  o t he r c u r re n c i e s ,  
B o r row i ng ove r s e a s i n  a l l  c u r ren c ie s ,  unpub l i s hed s e r ie s ,  
B o r r o w i ng ove r s e a s  i n  £ s t e r l i n g ,  unpub l i s hed s e r ie s . 

As f o r  t he a s s e t  s i de , a c ompos i t e  exchange r a t e  w a s  c o n s t ructed w i t h  weight s 
dependen t  upon t h e  c u r rency c ompo s i t ion o f  t he po rt f o l i o . The c u r re n c i e s  
d i s t ingu i s hed were US do l l a r ,  S w i s s  F r a n c , Deu t s c hema rk ,  Yen ,  F rench F r a n c , 
Gu i lde r . 

Long-term a s set s 

P *  A * / e + P * E * / e : I CC s  d i r e c t  i nve s tment a b r o a d ,  ove r s e a s  bond a n d  e qu i t y  
a 3  3 E 

h o ldings = AQBG + AQBFB = AQBFE 

AQBG 
AQBFB 
AQBFE 
AQBF 

D i re c t  inves tment abroad,  
A s s umed h o ldings of ove r s e a s  bonds = 0 . 2 5 AQBF , 
A s � umed h o ldings o f  ove r s e a s  equ i t y = 0 . 7 5 AQBF , 
Ove r s e a s  gove r nmen t  and c ompany s e c u r i t ie s . 



The p r i c e s  a nd i nt e re s t  r a t e s  f o r  income a d j u stment s a re obt a i ned a s  f o l l o ws . 
D i rect i n ves tment abroad i s  l i n ked t o  t h e  p r i c e s  o f  c a p i t a l  goods , w i t h  t h e  
ma i n  r e c ipient c ount r i e s  ident i f ied f r om B u s i n e s s  Mon i t o r . The c o u n t r i e s  

d i s t i n gu i s hed were : USA, Can ada , We s t  Ge rma n y ,  Nethe r l ands , F r a n c e , 
S w i t ze r l a n d ,  I t a l y and E i re . Ove r s e a s  bonds we re a s s umed t o  be h e l d  i n  t he 
f o l l o w i n g  p r opo rt i o n s : 7 5 % / USA, 1 2  1 / 2 % / We s t  Ge rma n y ,  1 2  1 / 2 % / Japan ; a n d  t he 
r e levant i n t e r e s t  r a t e s  we re t a ken t o  be t h o s e  on long - t e rm gove r nme n t  
s e c u r i t i e s . I C C s  h o ldings o f  ove r s e a s  equ i t i e s  w e r e  b a s e d  o n  ma r k e t  v a lue 
we i ght s for t h e  USA, We s t  Ge rma ny and Japan , with we i gh t s  de r i ved f r om Morga n 
S t a n le y  C a p i t a l  I n t e rn at i o n a l  indice s . 

Equity (other than ICCs holdings of overseas equity) 

P EE :  S t o c k  o f  I CC s  equ i t y  = ALCG - ( ALCQ + ALCQO + ALFD ) 

Whe re : 

ALCG UK o r d i n a r y  and pre f e rence s h a res ( a s s et s ) , 
ALCQ UK o rd i n a ry and pre fe rence s h a res ( l i abi l i t i e s ) 

r e s i dent s ,  
ALCQO UK o r d i n a r y  and preference s h a re s  ( l i a b i l i t i e s ) 

r e s i dent s ,  
ALFD Ret a i l  c o -op s o c i e t ies membe r s '  f u nds . 

h e l d  

h e l d  

The F T S O O ,  s e r i e s  c ode AJMG , was u s ed f o r  i n c ome a d j u s tmen t s .  

by dome s t i c  

by o ve r s e a s  
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