
Company profitability and finance 

This article presents updated and revised estimates of company profitability and financing.(l) Among the 
main developments in 1984: 

• company profitability improved for the third year in succession, although for non North 
Sea companies the rise may have been checked at the end of the year as cost pressures 
re-emerged; 

• fixed investment grew strongly, but destocking persisted, leaving companies in record financial 
surplus; 

• a large 'unidentified' item makes it unusuaffy difficult to interpret the financial behaviour of 
companies: it is particularly difficult to reconcile the apparent financial health of companies 
with their heavy borrowing from banks in 1984; 

• company liquidity deteriorated, while the rapid growth of bank lending in a period of 
comparatively low inflation has caused capital gearing ratios to rise. 

An appendix considers the post-tax profitability of companies and the returns earned on equity 
capital. 

Gross trading profits and profitability 
The profitability of industrial and commercial companies 

(ICCs) increased in 1984, maintaining the recovery 

that had begun in early 1981. Indeed, 1984 was an 

exceptionally good year for company profitability with 

gross trading profits,m at £51.5 billion, £9.3 billion higher 

than in 1983. Profits have grown much faster than other 

forms of income since 1981 and this is reflected in a sharp 
rise in the share of profits in GDP-from 13% in 1980 to 

18�% in 1984. In the early stages of the current recovery, 

the increase in the share of profits in GDP largely 

reflected the growth of oil production, though since 

mid-1983 the profits from non North Sea activities, which 

tend to be much more cyclical, have grown equally fast. 

In 1984 for example, both North Sea profits and those 

earned from other activities increased by 22%. 
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With nominal profits rising much more rapidly than retail 

prices, it is not surprising that, on average, the real rate of 
return on capital employed by ICCs has increased strongly 

during the last two years. The pre-tax profitability of 

companies' non North Sea activities averaged nearly 7% 

in 1984, its highest level since 1973 and twice that in 1981 

(Chart 2). The real return on the equity stake in the 

company sector has recovered even more sharply, rising 

from 2.4% in 1981 to 6.8% in 1984. Measures of post-tax 
returns also point to a strong recovery in profitability.()) 

(a) Gross. trading profits nCI of Slock appreciation, expressed as a percentage of the current 
pnce Income measure orGo? 

(b) Constant prices. income measure. 

(I) Previous articles 10 t�is series have appeared 10 the September 1984 Bullet", and in J unc issues for earlier years. The figures have been 
derived from the national income statistics. 

(2) ct ofslock appreCiation. 

(3) Estimates of the return on equity and ofposHax returns arc presented and discussed in the appendIX. 
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Pre-tax real rates of return 

All companies 
Non Nonh Sea 
Manufacturing 

Pcr cent per annum 

1 I I I I I I I I I I I I I I I I I I I I I 
1964 68 72 76 80 84 

14 

10 

The increase in profits during 1984 reflected both a growth 
of output and a widening of margins, especially on exports. 
Output of the North Sea sector rose by 7% during 1984 
and the rest of the economy, apart from sectors directly 
affected by the coal strike, probably grew by between 3% 
and JWo. North Sea oil revenues were also boosted in 
sterling terms by a depreciation of sterling against the 
dollar (the currency in which oil prices are fixed) from 
about $1.44 in December 1983 to $1.19 in December 
1984. 

The effective depreciation of sterling during 1984, 
amounting to about 10%, generally improved the relative 
price competitiveness of UK producers. This provided an 
opportunity both to improve sales volumes and to widen 
profit margins in both the domestic and export 

Chart 3 
Profitability and competitiveness 

:' '�.,,:'" 
j' 

...... .. .. �c1ativc unit labour oosts(a) 
". . '" 

' .' 

Per cent 

1III1III1III1I ! 111111111 I ! 11111111111111111111111 
1975 78 8 1  84 

(a) Invcncd scale: a rise In the Index means thal competitiveness has Improved. 

60 

80 

100 

120 

12 

Company profitability and finance 

markets. As far as exports are concerned, the emphasis 
seems to have been on widening profit margins. Non-oil 
export prices were nearly 8% higher in sterling terms in 
1984 than in 1983, but volumes were also buoyant, 
increasing by 7%, with the result that export revenues 
were some 15% higher in 1984 than in 1983. However, 
companies appear to have behaved differently in the 
domestic market with more emphasis on improving price 
competitiveness. Manufacturing companies' domestic 
selling prices, for example, increased by only 6% in the 
course of 1984, despite rises of around 9% in their fuel and 
raw materials costs and of 5%-6% in unit wage costs. By 
the end of 1984, manufacturers' profit margins on 
domestic sales were almost certainly coming under some 
pressure on account of the steady acceleration in the rates 
of increase in their costs, reflecting the earlier weakness 
of sterling and a slowdown in productivity growth. Thus, 
during 1984, producers have responded in quite different 
ways in home and overseas markets-increasing margins 
on exports while trying to maintain domestic sales by 
improving competitiveness against imports. 

Table A 
Industrial and commercial companies' income and 
appropriations 
£ billions 

1981 1982 1983 1984 

Year HI H2 

Seasonally 
adjusted 

Gross trading profits 
(net of stock appreciation): 

Non Nonh Sea 18.7 22.3 26.5 32.4 15.4 17.0 
Nonh Sea 10.9 12.7 15.7 19.1 8.8 10.2 

Total 29.6 35.0 42.2 51.5 24.2 27.2 
Rent and non·trading income 3.4 3.8 3.5 3.8 1.8 2.0 
I ncome from abroad 5.4 5.2 6.1 7.2 3.2 4.0 

Total income 38.4 43.9 SJ.8 62.5 29.2 33.2 
Distribution of income 
Dividends 3.2 3.6 4.5 5.2 2.2 2.9 

Interest payments 7.7 8.9 8.2 9.4 4.2 5.2 

Profits due abroad 4.2 4.1 5.0 5.5 3.0 2.5 

Tax payments (including Nonh Sea 
royalties) 8.8 10.4 12.5 15.1 7.2 7.9 --

Total distributed income 24.0 27.0 30.2 35.2 16.7 18.5 
Undistributed income 

(net of stock appreciation) 14.4 16.9 21.6 27.4 12.6 14.8 

Other company income 
Unlike profits, ICCs' rent and non-trading income has 
not increased significantly since 1981 and was lower in real 
terms in 1984 than three years earlier. In part, this reflected 
the decline in nominal interest rates over this period. 
Income from abroad, however, has risen strongly in recent 
years reflecting strengthening economic recovery. The 
sterling value of overseas earnings was also boosted in 
1984 by the depreciation of sterl i ng agai nst most other 

currencies. 

Appropriations of company income 
ICCs' allocations of income to dividends, interest, taxes 
and related concerns overseas all increased substantially 
in 1984: these appropriations totalled £35 billion, some 
£5 billion higher than in 1983. Higher tax payments were, 
in part, a lagged response to the earlier recovery in profits. 
Payments of tax by oil companies continued to dwarf tax 
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paid by other companies and represented almost 70% of 

all ICCs' payments, but payments of corporation tax by 

non-oil companies appear to have grown sharply in 1984. 

For the future, the recent recovery in company profits, 

together with the gradual reduction in first year 

allowances on investment expenditure,(I) will begin to 

reduce the substantial stock of unused tax allowances 

and it is likely that more firms will pay mainstream 

corporation tax than in recent years. 

Increasing profitability also has a strong indirect influence 
on tax payments via its effect on dividends and hence 
on payments of advanced corporation tax. Di vidends 
have tended to be less cyclical than profits, reflecting 
companies' reluctance to cut them when profits are weak. 
Between 1980 and 1984, for example, company profits 
almost doubled while dividends increased by around 60%. 
Dividends have nonetheless grown faster than other 
forms of personal income in recent years. 

ICCs' net payments of interest increased by 17% in 1984 
after two years of little change: the stock of companies' 
debt to the banking system grew by over £10 billion()1 in 

1984 (a rise of almost one fifth) while in the middle of the 
year interest payments increased sharply when short rates 
rose to 12%. After falling back later in the year, interest 
rates climbed steeply again in January 1985. 

Companies' income gearing-the ratio of their interest 
payments to their available income(3)-declined rapidly 
during 1982 and 1983, but levelled out in the course of 
1984 (and is likely to have increased in early 1985). 
Income gearing remains low by past standards because 
recent years' increases in company income have more 
than offset higher debt servicing costs. 

Undistributed income 
The increases in appropriations in 1984, though 
substantial, absorbed less than half the increase in ICCs' 
income, with the result that there was a sizable increase 
of about £6 billion in their undistributed income. Being 
the difference between income, a cyclical magnitude, and 
the less variable flows of payments, undistributed income 
is itself highly cyclical and has been closely correlated 
with companies' real profitability. 

Capital spending and stock building 
For most of the period since 1979, the ICCs' expenditure 
on fixed capital has been depressed, not rising significantly 
even in nominal terms, while stocks have been massively 
run down. In 1984 however, the picture changed sharply, 
with fixed capital formation some 1 6% higher in nominal 
terms than in 1983, while destocking was just £0.3 billion, 
about the same as in 1983 but a marked moderation from 
the reductions averaging £21 billion a year in the 1980-82 
period. Estimates of the volume of capital expenditure by 
ICCs are not published, but the nominal figures adjusted 

( 1) Announced In the March 1984 Budget as part oflhc reform of corporation tax. 
(2) Including valu3110n eITecls resultmg from the fall In sterhng. 
(3) Scc ddinlllons on (,hart 4. 
(4) Nominal now adjusted b) the GDP dcOalof. 
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using the nearest national accounts deflator suggest that 
investment grew by about 1 3% in real terms in 1 984. The 
volume of assets leased by ICCs also seems to have risen 
strongly in 1984. Nevertheless, it is estimated that ICCs' 
real direct investment and their leasing were together 
some 7% lower than in 1979. 

Destocking continued through much of1984, though in 
the final quarter there was net stockbuilding, primarily 
by manufacturing companies and retailers. Despite the 
heavy destocking which has occurred since 1979, most 
firms, according to CBI survey evidence, still consider 
their current stock levels adequate or more than 
adequate. Indeed, stock/output ratios are generally still 
higher than in 1974 when stock relief was introduced. 
This, together with the abolition of stock relief in the 

1984 Budget and better stock controls, suggests that a 
significant buildup of stocks is unlikely in the foreseeable 
future. 

Financial transactions 
The recorded levels oflCCs' profits, appropriations and 
capital expenditure imply a financial surplus of about 
£91 billion for 1984. This compares with £61 billion in 
1 983, a year when profits also increased sharply but when 
investment was depressed. On a longer-term view, the 
ICCs' financial balance was at a record level in real terms(41 
last year. This may be the result of a longer than normal 
lag between the recovery in profits and the upturn in 
expenditure on physical assets or the distribution of 
income in the form of taxation or dividends. 
Alternatively, it might suggest a more defensive attitude 
than in the past on the part of companies, leading them 
to build up stocks of financial assets for risk-related 
reasons. But it should also be borne in mind that the 
income and appropriation statistics may exaggerate the 
size of the ICCs' financial surplus in 1984. 



Chart 5 
ICCs' financial balance 

£ billions. 1982 prices(a) 

Undistributed income(b) 

Capital 
expenditun:
(bXe) 

Financial balance 

.' 

I I I I I I I I I I I I I I I I I I I I I I I 
1964 68 

(a) Adjusted by GO? deOator. 
(b) Excluding stock appreciation. 

72 76 

(C) Fixed investment. stockbuilding and net capital lransfers. 

80 84 

25 

20 

15 

10 

10 . 

+ 

o 

The ICC sector's financial balance is the difference 
between companies' income net of tax, interest and 
dividend payments, and their expenditure on physical 
assets net of capital transfers. By definition, it should be 
equal to the sum of the sector's net financial transactions, 
such as the acquisition of domestic financial assets in their 
various forms, overseas investment and different types of 
borrowing. In practice, however, the accounts rarely add 
up, because of measurement errors and omissions, the 
gap being shown as the 'unidentified' or the 'balancing 

item'. On a quarterly basis, this item is highly volatile, 
although on average the error tends to be in the same 
direction, with the financial surplus estimated from 

companies' income and capital accounts typically 
exceeding their recorded net acquisitions of financial 
assets. (l1 

Last year, the problem of the ICCs' 'unidentified' was 
particularly acute, It is estimated that the ICCs had a 
financial surplus of £9.6 billion in 1984 (Table B), a record 
in both nominal and real terms. Information so far 
available on ICCs' financial transactions, however, points 
to a small increase in their net liabilities, implying an 
'unidentified' net acquisition of financial assets which 
could be as high as £ I 0 biJJion for 1984. A figure of this 
magnitude would be equivalent to 28% of the ICCs' total 
sources of funds,(l) considerably larger than in any year 
since 196 3, and three times the average 'unidentified' over 
this periodY) 

Company profilability and finance 

To a certain extent, a gap of this magnitude is an indication 
of the provisional nature of the 1984 statistics and, given 
the diversity of sources from which the underlying 
data are collected, the existence of some errors and 
inconsistencies is perhaps not surprising. However, the 
sheer size of the unidentified item suggests important 
shortcomings in the official statistics on the company 
sector.(') Although in principle the errors may lie anywhere 
in the company sector accounts, three main areas have 
been suggested: 

• profits may be overstated, perhaps because 
insufficient weight is being given to loss-making 
companies and/or to small companies which are 
perhaps less profitable than the average. But a 
downward revision to profits sufficient to explain 
a large part of the 'unidentified' would leave 
profitability too low to be consistent with published 
company accounts and anecdotal evidence from the 
CBI and elsewhere; 

• investment and/or stockbuilding may be higher than 
indicated in official statistics. But, even if these items 
were underestimated by as much as 10%, this would 
account for less than £2 billion of the 'unidentified'; 

• companies may have been acquiring financial assets 
or claims which have not been picked up in official 
data. One obvious area is trade credit, for which there 

Table B 
Industrial and commercial companies' capital account 
and financial transactions 
£ billions 

1981 1982 1983 1984 

Vear HI H2 

Seasonal/v 
adjusted 

Undistributed income 
(net orslOck appreciation) 14.4 16.9 21.6 27.4 12.6 14.8 

Net capital transrers 0.6 0.6 0.5 0.4 0.2 0.2 

Fixed investment (incrcase-) -15.0 -15.6 -15.9 -IB.5 - 8.9 - 9.6 

Stockbuilding (increase-) 
'
2.7 1.9 0.2 0.3 0.4 - 0.1 

Financial balance 2.7 3.8 6.4 9.6 4.3 5.3 

Financial transactions(a) - 0.6 0.3 - 5.0 0.2 - 0.4 0.7 

a/which: 
Accruals adjustment(b) 1.1 - 2.2 0.8 0.1 1.4 - 1.3 

Investment in UK 
company securities - 1.3 - 1.3 - 1.4 - 2.2 - 1.5 - 0.7 

Direct and other 
invcstmclll overseas - 3.9 - 2.7 - 2.4 - 4.6 - 3.2 - 1.3 

Liquid assets - 4.8 - 2.B - 6.1 - 2.0 1.0 - 2.9 

Other financial assets - 1.0 - 1.4 - 1.6 - 0.3(d) 0.5 - 0.8(d) 

Net trade credit - 0.6 0.6 - 0.7 - 0.5 - 0.6 0.1 

Bank borrowing(e) 5.8 6.6 1.4 7.2 3.4 3.7 

Other loans and mortgages 0.5 0.8 0.7 0.6 0.3 0.3 

UK capital issues 2.4 1.3 2.5 1.4 0.7 0.7 

Overseas investment in the 
United Kingdom 1.2 1.4 1.8 0.3 - 2.5 2.8 

Unidentified (balancing item) - 2.1 - 4.1 - 1.4 - 9.9(d) - 3.9 - 6.0(d) 

(a) Inflow offunds +. OUlflow -. Totals may nOt match components. due 10 rounding errors. 
(b) Including net unrcmincd profits. 
(c) Before deducting Issue Department transactions in commercial bills. 
(d) Estimates. 

(I) On an annual basis.the error has been in the opposite directIon only once (in 1976) since the data were first published in 1952. 
(2) Defined as internal funds (excluding stock appreCIation) plus cxternal borrowing and other credits. 
(3) Complete estimates of ICCs' finanCIal transactions dUring 1984 arc not yet available. The cumulative 'unidentiried' in the first three quaners 

was £6.7 billion. The {IO billion estimate for the whole of 1984 is very tentative. 
(4) The statistical problems affecting the ICCs sector in the national accounts are currently the subject of a special investigation by statisticians 

in the Central Statistical Office and the Bank. They will also be considered in a paper to be presented by the Central Statistical Office at the 
StatIstIcs Users' Conference on financial statistiCS. 10 be held later thIS ycar. sec page 247. 
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is only limited statistical coverage, but which may 
represent an important use of funds by companies, 
especially in a period, as at present, when they are 
relatively liquid. Another area of uncertainty is direct 
and portfolio investment abroad, which may also be 
higher than recorded; in this case, the quality of 
information has deteriorated since the abolition of 
exchange controls, while the range of transactions and 
financial instruments open to companies has 
increased. 

The pattern ofICCs' recorded financial transactions 
showed some significant changes between 1983 and 1984. 
One important factor was the Shell Group's purchase of 
minority shareholdings in its main US affiliate which, 

when complete, will have cost $5 billion. The transaction 
was reflected in a near doubling of ICCs' investment 
abroad in 1984, while overseas investment in the United 
Kingdom fell sharply as the Shell Group withdrew funds 
from London in order to finance the deal. As a result, 
there was a substantial rundown of ICCs' foreign currency 
deposits with UK banks in the first half of 1984, which 
helps explain why ICCs' liquid assets rose by just 
£I� billion last year, compared with a £6 billion increase 
in 1983 (some of which may have occurred in 
anticipation of the purchase of Shell's US affiliate). 1984 
also saw a great deal of merger and takeover activity 
within the UK corporate sector, which produced a sharp 
rise in purchases by ICCs of UK company securities. 

On the liabilities side, the striking feature in 1984 was the 
substantial growth, totalling more than £7 billion, in ICCs' 
bank borrowing, a sharp contrast with the modest increase 
recorded in 1983. This renewed surge in bank borrowing 
at a time when companies appeared to be in a healthy 
financial state is difficult to explain, especially as there are 
such large gaps in the ICC sector's accounts for 1984. 
Even if the statistical problems could be resolved, 
however, the impression might still remain that bank 
borrowing grew unexpectedly fast in 1984. One possible 
explanation, which is likely to be masked in highly 
aggregated data, may lie in the diversity of experience 

within the company sector, such as differences between 
liquid and illiquid firms or between large and small 
enterprises. Small firms are usually more dependent on 
bank finance than large ones; and their financing needs 
may in any case be greater, if they are expanding faster 
than the average. A second possible explanation for the 
surge in bank borrowing may lie with the high volume of 
merger and takeover activity in 1984, which probably 
called for large scale temporary bank finance. A third 
explanation is that bank borrowing may have filled the 
gap left by the relatively low level of domestic capital 
issues by the ICCs in 1984. These raised just £1.4  billion 
(net of redemptions), the lowest amount in real terms'l) 
for six years, and less than the average amount raised in 
the 1970s and barely half the amount typical in the 1960s. 
This low level of new issues was surprising at a time when 
companies' demand for external finance was apparently 

(I) Adjusted uSing the GDP dcnalor. 
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very strong, and when the domestic capital markets, 
especially for equities, were generally buoyant. To a certain 
extent, companies may have been reluctant to come to the 
market in the run-up to the British Telecom issue. Indeed, 
the subsequent surge of capital issues by ICCs, which 
raised more than £21 billion net in the first five months 
of 1985, suggests that this was the case. The high level 
of issues so far this year does not, however, appear to 
have eased the pace of bank borrowing, which rose by 

£4.4 billion in the first quarter of 1985. 

Table C 
Debt structure of industrial and commercial 
companies 
£ billions: amounts outstanding at end-year 

Bank Debenture Other Gross debt 
borrowing and loan loans (columns 

(al stoCk(bl 1+2+3) 

4 

1966 5.0 3.2 2.2 10.4 
1969 6.5 4.1 2.9 13.5 
1972 11.2 6.4 3.8 21.4 
1975 19.2 4.2 4.9 28.3 
1978 26.7 4.6 5.0 36.3 

1979 30.2 4.4 5.6 40.2 
1980 36.0 4.2 5.3 45.5 
1981 43.2 3.8 5.4 52.4 
1982 52.0 6.0 4.9 62.9 
1983 54.9 6.9 5.2 67.0 
I 984(cl 65.4 8.1 5.6 79.1 

(a) Includes Bank of England holdings of commercial bills. 

(b) Expressed al market values. 

(c) Provisional. 

Liquid Net debt 
assets (columns 

4-5) 

6 

3.5 6.9 
4.2 9.3 
7.2 14.2 

11.5 16.8 
17.5 18.8 

17.7 22.5 
20.9 24.6 
26.2 26.2 
30.1 32.8 
36.5 30.5 
40.2 38.9 

Structure of company balance sheets 
The substantial additions to ICCs' bank deposits and 
other liquid assets in 1983, combined with a slowdown in 
the rate of growth of bank borrowing, helped to produce 
a large improvement in their net liquidity. The 
Department of Trade and Industry'S liquidity survey 
(covering more than 260 large ICCs) illustrates this 
development, but shows the net liquidity ratio of the 
survey companies reaching a peak in the second half of 
1983, still some way short of the level achieved in 1978. 
Moreover, it points to a steady deterioration in net 
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liquidity during 1984, especially in the manufacturing 
sector. Although the survey companies are not necessarily 
representative, the recorded financial flows described in 
the previous section--especially the surge in bank 
borrowing and the smaller additions to liquid assets-are 
also consistent with a significant worsening of the net 

liquidity position of the ICC sector as a whole. Once again, 
however, the statistical problems of the company sector 
make these figures difficult to interpret-whether, for 
example, the deteriorating liquidity picture marks the 

re-emergence of pressures on corporate fina
'
nces, or 

whether it mirrors heavy investment by companies in 
fixed capital, stocks and illiquid financial assets. 

After its strong growth in 1984, the stock of bank 
borrowing has become even more dominant within the 
structure of companies' gross debt. By end-1984, ICCs' 
debt to banks (of which about one quarter is in foreign 
currencies) accounted for more than 80% of their gross 
indebtedness; this compares with a share of less than half 
until the early 1970s when traditional bond finance began 
to fall out of favour. The growth of companies' net debt 

was held in check in the early 1980s, as a result of the 
recovery in their profits and their cautious approach 
to investment; in 1984, however, companies' net 
indebtedness increased by more than a quarter as a 
result of the financial transactions discussed earlier. 

After a period of progressive decline. companies' capital 
gearing has begun to rise again (Chart 7). Capital gearing 

is a measure of companies' cumulative reliance on debt 
rather than equity to finance the capital employed in their 
businesses. It declined in the mid-1970s, mainly as a 

Company profitability and finance 
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(a) National accounts data: nCI debt as a percentage of trading assets. 

result of the effects of high inflation. This boosted the 
replacement value of the ICCs' capital stock causing their 
gearing, measured on this basis, to decline sharply from 
1972; the fall in the historic cost measure came somewhat 
later. Since 1981, however, low fixed investment, 
substantial destocking and the steady decline in inflation 
have combined to produce a very slow rise in the ICCs' 
capital stock measured at replacement cost. As a result, 
capital gearing has climbed over this period; with inflation 
remaining low, this trend may continue unless the recent 
pace of ICCs' bank borrowing eases back. Developments 
in early 1985 may provide some pointers to ICCs' future 
financing behaviour. The sharp rise in banks' base rates 
in January, for example, will have increased companies' 
awareness of their exposure to variable interest rates. This 
may be one factor lying behind the surge in equity issues 
in recent months. In addition, the 1984 corporation tax 
reforms, in particular the planned reduction in tax rates, 
have provided an incentive for companies to shift their 
balance sheets away from the debt finance that has been 
so predominant since the early 1970s. 
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Appendix 

In addition to the concepts of profitability discussed in 

the article, a number of alternatives are available. This 

appendix concentrates on the equity rate of return and 

measures of post-tax profitability. The corporation tax 

changes in the 1984 Budget have necessitated some 
changes in the calculation of post-tax rates of return; their 
effect is discussed below. Reference is also made to the 
cost of capital and the valuation ratio. 

The pre-tax rate of return to the equity interest 
The rate of return to capital measures the return on 
trading assets irrespective of how they are financed; it is 
defined as the ratio of operating profits at replacement 
cost(l) to the sum of net debt and the equity interest. 
Measuring the return to equity involves subtracting net 
interest payments from profits and subtracting net 
debt from the denominator. Additionally, a gearing 
adjustment(2) is made to profits to reflect changes in the 
real val ue of nom inal debt that result from general price 
inflation. 

With real rates of return on trading assets exceeding real 
ex-post interest rates for much of the period to the late 
1970s, the rate of return to equity typically exceeded the 
return on trading assets by a factor reflecting income 
gearing. When real interest rates rise, however, the rate of 
return on equity tends to fall relative to that earned on 
trading assets; indeed, for most of the period since 1980 
high levels of real interest rates have kept the return on 
equity below the real rate of return on the trading assets 
of non North Sea ICCs (Chart 8). 
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The real post-tax rate of return measures the real rate of 
return after taking account of both tax liabilities on income 
and tax subsidies in the capital stock. There are two ways 
in which post-tax rates of return can be estimated. 

The backward-looking measure calculates the 
tax-adjusted capital stock using the actual post-tax cost of 
each unit of capital installed-that is it uses the tax system 
in operation at the time of installation. This gives a 
measure of realised profitability to compare with the 
pre-tax rates of return discussed earlier. 

Theforward-looking measure uses the tax system in 
operation in a particular year to adjust the value of the 
whole existing capital stock, treating it as if it were all 
installed in that year; this gives a measure of the post-tax 
return to be expected on new investment, which can most 
appropriately be compared with the cost of capital.(3) 

The real pre-tax rate of return fell in the 1970s although 
on historic cost measures the decline was masked by 
inflation (Chart 9). Changes in the tax regime from 
1973/74, in particular the introduction of 100% first year 
allowances and stock relief, meant that post-tax rates of 

(2) A 'natural" gearing adJustmenl ls used here. obtaIned by multlplYlOg the stock of net debt by the rate of • nO at ion. Alternative gearinc adjustments were dIscussed 10 the December 1978 BII//(,(III. page 513. 
(3) For a detailed explanation of the conceplS behind these and other measures discusSt'd in this appendiX, sec the articles published In the March 1976 and June 1976 BII//('(ms, 'Trends In compan) profitabihl)' and 'The cost of capital. finance and InvestrncnI', respectlvcly. 
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return were, unlike in the 1960s, not so obviously lower 
than pre-tax returns in the 1970s, though cyclical 
fluctuations were still quite strong. More recently, the 

post-tax rate of return recovered in line with the increase 
in pre-tax profitability up to 1983, but the reduction in 
first year investment allowances and abolition of stock 
relief during 1984 caused pre and post-tax rates to diverge: 
the pre-tax real rate of return increased to 6.9% in 1984, 
but the post-tax return remained unchanged at 5. 1 % 
between 1983 and 1984. 

Chart 10 
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The rise in post-tax forward-looking rates of return in 
1984 (Chart 10) contrasts with the flat trend for the 
backward-looking rate of return shown in Chart 9. This 
is because the forward-looking measure takes a discounted 
view of the future, most of which, as far as tax payments 
are concerned, is made up of years when corporation tax 
is at its reduced rate of 35%, whereas first year allowances 
available in 1984/85 were still quite high (75%). In the 
backward-looking measures, on the other hand, 
reductions in first year allowances and the loss of stock 
relief outweigh the first stage in the phased reduction of 
the corporation tax rate. 

As described in previous articles (for example, the 
September 1984 Bulletin page 358) the forward-looking 
rate of return and the cost of capital between them provide 

Company profilObility and finance 

a measure of the incentive to invest. The higher the 
former relative to the latter, the greater the incentive to 
invest.!') The valuation ratio (,q') shows the same 
informationY) Since reaching a low point in 1981, 'q' has 
risen quite sharply (Chart 10). The revival in confidence 
on the stock market in recent years has increased 
investors' valuation of companies relative to the 
replacement cost of their physical capital, so that in 1983 
and 1984 'q' has been at its highest level since 1973Y) 

The effects of changes in the tax system on forward

looking post tax profitability 

The 1984 Budget represented a major overhaul of the 
system of company taxation: on the one hand, stock 
relief was immediately abolished and first year capital 
allowances are to be withdrawn gradually and, on the 
other hand, the rate of corporation tax is to be reduced, 
also in stages. As one of the objectives of these changes 
was to reduce the implicit subsidy given to certain types 
of capital expenditure, it is not surprising that they 
affect measures of post-tax profitability. This section 
presents some illustrative estimates of their effects on 
forward-looking post-tax rates of return. 

The principal changes in company taxation since 1965/66 
when corporation tax was introduced have been in the 
treatment of investment incentives and stock 
appreciation (Table D). Throughout most of the period, 
attempts were made to use the tax system to stimulate 
investment, initially by way of investment grants and 
more recently by way of generous capital allowances.(4) 
Another important feature of the company tax system 
between 1973/74 and 1983/84 was the availability of stock 
relief. Stock relief was introduced to mitigate the effect 
of inflation in increasing companies' tax liability by 
boosting the value of stocks and consequently historic cost 
profits. This caused cash flow problems for many 
companies since higher taxable revenues were not 
matched by cash receipts. Between 1973/74 and 1978/79 
the stock relief scheme allowed increases in the volume 
of stocks as well as true stock appreciation (less a 
proportion of profits) to be set against income for tax 
purposes. Such relief was, however, liable to be clawed 
back whenever the book value of stocks fell. In the recent 
recession however, companies cutting stocks against a 
background of falling demand were faced with 
considerable potential tax bills and, to alleviate the 
liquidity problems which would have ensued, limitations 
were put on the liability to c1awback. From 1981/82 
onwards the c1awback provisions were cancelled; and, at 
the same time, stock relief was limited to stock 
appreciation.(S) 

(I) If these were marginal measures, no in vestment would in theory occur if thc cost of ca pi la I exceeded the rate of rcturn. As only average 
measures can be calculated. it has to Ix assumed thal lhcrc is some positive relation between Ihese and the marginal measures. The nature 
of the data on market valuation af firms also prevents thc separation of North Sea and non North Sea companies in Ihese measures. 

(2) Post-tax rate of return post tax profits/replacement cost capital stock market valuation 
Cost of capital post tax profits/market valuation af firms replacement cost capital stock 

(3) The calculated 'q' remains below unity, but possible inaccuracies in measurement of the capital stock-treatment of scrappmg in the national 
ac('ounts is particularly dif1icult-are among the reasons why no particular importance can be allnched to the value of unity in measured 'q', 
though in theory whether marginal'q' is greater or less than unity is imporlan!: also, no allempt is made here to model the complexities of 
taxation of NOrlh Sea activities. These deficiencies make 'q' and post-lax calculations for all Ices rather uncertain. 

(4) The period 1965-70 also saw the development of an array of regional mcentives of various kinds. The table conSiders only the 'standard' 
ta:\ system and thus understates the degree of assistance avallable to companies in aSSisted areas. 

(5) Since then stock levels have been kept al much lower levels than had been typical m the 1 970s, Some of this is probably due to technical 
ImprovementS allowing belter stock control. but some is no doubt explained by the absence of tax incentives 10 increase stocks 10 the levels 
they reached after the slock relief scheme was introduced, 
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Table D 
Corporate tax rates and allowances 

Per cent 

Corporate First year Investment Depreciation Stock relief 

tax rate capital allowances(a) grants(a) allowance(a) (b) 

Financial Plant and Industrial Plant and Industrial 

year machinery buildings machinery buildings 

1 965/66 40 1 5  20 30 4 None 

1 966/67 40 1 5  2 5  30 4 None 

1967/68 42.5 1 5  25 30 4 None 

1968/69 45 1 5  20 30 4 None 

1969(70 42.5 1 5  20 30 4 None 

1970(71 40 30 20 25 4 None 

1971/72 40 35 40 25 4 None 
1972(73 40 55 50 2 5  4 None 
1973(74 52 100 50 2 5  4 Increase in book value 

of stocks less 10% of 

1974(75 52 100 50 25 4 trading profits 

1975(76 52 1 00 50 25 4 Increase in book value 
of stocks less 15% of 

1 976/77- trading profits after 
1 978(79 52 1 00 50 25 4 capital allowances 

1979/80 52 1 00 50 25 4 Limitation on clawback 
1980/8 1 52 1 00 50 2 5  4 Deferral of clawback 
1981/82- Opening value of stocks 

1 983/84 52 1 00 75 2 5  4 multiplied by change in 
all stocks price index 

1984/85 45 75 50 2 5  4 None 
1985/86 40 50 25 25 4 None 
1986/87 35 25 4 None 

(a) Only the principal standard allowances arc reported here. No account is taken. in panicular. of the various regional investment grants and 
allowances that have been available at di fferent times. 

(b) Depreciation allowances arc 'reducing balance' for plant and machinery. 'straight linc' for buildings. 

Table E shows some illustrative calculations identifying 
the effects of the changes in the corporation tax system 

and associated reliefs since 1979. Line 1 of this table shows 
the forward-looking post-tax rate of return calculated 

using data on pre-tax profits, interest payments, 

stockbuilding, inflation, investment and other relevant 

factors for 1983, the latest year for which full information 

is available. In other words, it shows the actual rate of 

return for 1983. The other lines of Table E show what the 

rate of return would ha ve been had the specified tax 
structure been in place. 

Calculation of forward-looking post-tax rates of return is 
complicated by the fact that the tax parameters are known 
to be changing over the next few years. In principle it 
matters which time of year an investment is undertaken. 
This complication has been ignored. 

A second simplifying assumption underlying Table E is 
that every company earns sufficient profit to take full 
advantage of its entitlement to stock relief and capital 
allowances. To the extent that this has not been the case, 
Table E probably overstates actual post-tax rates of 
returnY) As long as the degree of overstatement is roughly 
constant, it should not invalidate comparisons of rates of 
return in different years. However, because the withdrawal 
of 100% first year allowances and of stock relief is likely 
to reduce the number of companies which are 'tax 
exhausted', Table E probably exaggerates the impact of 
the 1984 Budget measures. For this reason, it should not 

be regarded as more than an illustration of the effects of 
the 1984 Budget reforms of the corporation tax system on 
post-tax rates of return.(l) 

Comparison of lines 1 and 2 in Table E shows the 
effect of the withdrawal of stock relief in reducing 
forward-looking post-tax profitability. Line 3 shows 
post-tax profitability during the present transitional 
period to the post 1986/87 tax regime. The calculated rate 
of return is higher than, say, in lines 1 and 4 because 
companies benefit from both relatively higher first year 
allowances and lower corporation tax rates in the future. 
Finally, line 4 shows the full effect on the forward-looking 
post-tax rate of return of the 1984 Budget changes. 
Comparison with line 2 shows that the effect of the 
abolition of first year investment allowances just offsets 
the effect of the full reduction in the rate of corporation 
tax.(l) 

Table E 
Estimated post-tax returns in 1 983 under 
different tax regimes 
Tax structure 
(sce Table D) 

As at 1983/84 
As at 1983/84 but 
without stock rel ief (b) 

As at 1984/85 (c) 
As at 1 986/87 

Post-tax rate of return (,) 
per cent 

4.0 

3.4 
4.2 
3.1 

(,J) Fon\ard-Iooklng. non North Sea ICCs. average for 1 983. lC 
assumIng profits. In\'eSlmenl. mterest rates etc arc all as thc) aClUall) 
werc dunng 1 983. 

(h) Not IJking into account thc other l'hangcs in  the 1984 Budget. 
(c) Taking mto account known future changes m the la� system. 

(I) The Inland Revenue estimated Ihat al the cnd of 1983 approxlmalely £25 billion of unused corporation tax allowances were outstanding. 
(2) Table E does not lake acco��t of other m�asures in the 1984 Budget which were aimed at improving the busmess environment. Onc such 

measure was the final abohtlon oflhe natlonal lOsurance surcharge. which will have i ncreased companies' pre·tax profits by almosl 1%. 
(3) Of course the

.
se compari�ons an: merely illuslrali�e and do nOI renecl accurately lhe position of any onc company. Furthermore. being 

forward.looklng calculations they do not necessanly renecl likely changes in realised poSI·ta� profitability. 
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