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Extracted from Economic Trends No. 255, January 1975

Measuring changes in the nation’s real income
J. H ibb er t , Chief Statistician, Central Statistical Office

Movements in the gross domestic product at constant 
factor cost show the extent to which the output of the 
domestic economy, in aggregate, may be expanding or 
contracting. Considerable attention is therefore paid to 
this indicator, since it provides important information 
about changes in the level of economic activity which may 
affect the policies and decisions of those in Government 
and elsewhere.

It does not necessarily follow, however, that a change 
in the volume of domestic output will lead to a corres
ponding change in the nation’s real income*. The first 
reason for this is quite straightforward. The domestic 
product relates to the value of goods and services 
produced by the resources physically located in the 
United Kingdom, but the income available to the nation 
for consumption or investment takes account also of net 
property income and net current transfers from (or to) 
abroad. This means that in moving from domestic pro
duct to national disposable income, it is necessary first 
to deduct income earned by foreign-owned assets em
ployed in the United Kingdom and add income earned 
from UK-owned assets employed overseas, and secondly, 
to deduct net current transfers abroad. Figures covering 
the period 1963 to 1973 are given in Table A. It can be 
seen that movements in gross domestic product and gross 
national disposable income at current market prices 
have been very similar over this periodf.
TABLE A 1970=100

Gross domestic 
product at current 

market prices

Gross national 
disposable income at 
current market prices

1963 . . 600 60-2
1964 . . 65-5 65-5
1965 . . 70-3 70-4
1966 . . 75-0 74-9
1967 .. 79-2 790
1968 . . 85-5 85-2
1969 . . 91-2 91-2
1970 .. 1000 1000
1971 . . 111-4 111-3
1972 .. 123-7 123-4
1973 .. 139-9 140-3

•There may be many reasons for this, but this article is concerned 
with those factors affecting the nation’s real income which can be 
identitied in our existing system of national accounts. Other aspects 
of measuring the nation’s real income, which are not considered 
here, would be those arising from the possible deficiencies of 
national product as an indicator of welfare. In the short or medium 
term these shortcomings of national product as a measure of 
welfare may not be very significant. Changes in the importance of 
so-called ‘regrettable necessities’ included within the national 
product, or of other th in ^  contributing to welfare but excluded, 
seem likely to occur relatively slowly. The distribution of incomes 
is also a factor relevant to national welfare, changes in which are 
not reflected in national product.
tThe discussion and analysis presented in this article relate to gross 
prc^uct and income (that is. before providing for depreciation). 
Strictly, income should be measured after deducting an allowance 
for the depreciation of fixed assets, but for greater simplicity of 
working and presentation the gross concept has been used.

The second reason for a difference between changes in 
the volume of output and changes in real income is that, 
because movements in import and export prices may 
differ, a given volume of domestic output may be ex
changed for a varying volume of overseas output. So, if 
import prices rise faster than export prices a greater 
volume of domestic output is needed in order to acquire 
a given volume of imports, whilst if export prices rise 
faster than import prices it is possible to acquire a larger 
volume of imports for given volume of domestic output. 
The relationship between movements in import and 
export prices is known as the terms of trade. Because a 
faster rise in export prices than in import prices may lead, 
other things being equal, to an increase in the nation’s 
real income, such a change in relative prices has come to 
be known as an ‘improvement’ in the terms of trade. 
(This terminology is not unambiguous, however, since 
such a change in relative prices can also be expected to 
lead to a deterioration in the nation’s international 
competitiveness).

The distinction between the nation’s real income and 
its real output is important. Changes in the nation’s real 
disposable income indicate the extent to which changes 
in total domestic expenditure on consumption and invest
ment (measured at constant prices) can be met out of the 
nation’s disposable income without any change in the 
external current balance (measured at current prices). If 
total domestic expenditure increases by more than the 
increase in real national disposable income, the additional 
increase can be financed only by lower overseas invest
ment or higher overseas borrowing. Changes in real output 
may not indicate the additional resources available for 
domestic consumption or investment, firstly because 
changes in the terms of trade may affect the purchasing 
power of the proceeds of that output, but secondly 
it should be remembered that even after allowing for the 
effects of changes in the terms of trade on the purchasing 
power of the income derived from domestic output, the 
remaining output will not be wholly available for domestic 
consumption or investment if it is desired that part of 
an increase in output should be devoted to improving the 
external current balance.

Quantification of the effects of changes in the terms of 
trade on real national income
There is a significant body of academic literature con
cerned with the quantification of the effects of changes 
in the terms of trade on real output and real national 
income, and a review of several methods proposed in the 
literature is given in the appendix to this article. There is 
at present no single method generally accepted as the 
best. It may be that, in the light of further study of the 
various alternatives (including possible variants of the 
methods described in the appendix), it will be easier to 
express a clear preference for one particular method. An 
important feature of the various alternatives, however.

is

” ibta"’

0"' fp
and of '
disposable
terms o'

given by

lAs in Method 2

TABLES

1963 .

m
1965 ‘

1966 ■

1967 ■

1968
1969 ■ 

1 97 0 ’

1971 ■

1972 ■

1973 ‘

8



e x p o >  IS tha t, 
i^tic outniii *̂ y
of o v e ,;^ “ ™ay C
«Pon7rir;‘- *». if
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is that generally they do not seem to lead to very dis
similar results, so that the choice of one particular 
method is unlikely to be crucial in terms of the practical 
results obtained. Of the methods reviewed in the appendix, 
one which appears to be capable of a clear interpretation, 
and of extension to the measurement of real national 
disposable income, is Method 1. Using this method the 
terms of trade effects on real output are calculated by 
revaluing exports in terms of their import equivalent. In 
the terminology of the appendix, g (the gain or loss) is 
given by

property income from abroad and net current transfers 
abroad as well as changes in the terms of trade. The 
approach chosen is that of revaluing the proceeds of 
exports and other net income from abroad in lerms of 
its import equivalent.

g

where X  is the value of exports, and p"* and p"" are the 
implied deflators for imports and exports respectively. 
A gain of £g million in any period means simply that the 
proceeds of exports in the period will purchase an 
additional £g million of imports (valued at base year 
prices) compared with the volume of imports which an 
equivalent volume of exports would have purchased in 
the base year. If g is negative this indicates a loss, mean
ing that the proceeds of exports will now purchase £g 
million less of imports compared with the volume which 
could have been purchased in the base year,

A related approach to measuring terms of trade 
effects, giving very similar results, is to revalue imports 
in terms of their export equivalent+. This seems well 
suited to the measurement of the additional domestic 
output required in order to maintain a given level of 
domestic expenditure and external current balance when 
a deterioration in the terms of trade occurs. (For an 
improvement in the terms of trade, the gain would 
represent the reduction in output which could take place 
without aftecting the level of domestic expenditure 
at constant prices and the external current balance 
at current prices). We are primarily concerned 
here, however, with changes in real national dis
posable income, taking account of changes in net

Valuation at market prices or factor cost
A measure of changes in real national disposable income 
should be calculated at market prices rather than at 
factor cost. Market prices can be regarded as a measure 
(albeit imperfect) of the relative value of different goods 
and services to those who purchase them. An index of 
real national disposable income at market prices 
measures changes in the volume of goods and services, 
weighted by their relative market prices, which can be 
purchased with the nation's disposable income. Relative 
factor costs, on the other hand, provide a means of 
aggregating the resource costs of a given volume of goods 
and services. Thus factor cost is the appropriate basis of 
valuation for measuring the additional resources needed 
to maintain a given level of domestic expenditure and 
external current balance when the lerms of trade change 
(the related approach mentioned in the preceding para
graph), but market prices are the appropriate basis of 
valuation for measuring changes in real income.

JAs in Method 2(a) described in the appendix.

An index o f real national disposable income
In column (1) of Table B below is given an index of gross 
domestic product at 1970 market prices based on the 
average estimate of gross domestic product at constant 
factor cost. In columns (2) to (4) are given the additions 
to or deductions from this index arising from (a) the 
effects of changes in the lerms of trade on domestic 
product, {b) the effects of changes in net property income 
from abroad and (c) the effects of changes in net cuirent 
transfers abroad. The sum of these adjustments is given 
in column (5) and the index of real gross national dis
posable income is shown in column (6). A detailed 
description of how the calculations have been made is 
given in the appendix.

TABLE B

X
Index of gross 

domestic product 
at 1970 market 

prices 
1970^100

Terms of trade 
effect on 
domestic 
product

Net property 
income from 

abroad
Net current 

transfers abroad

Total adjustment 
10 gross

domestic product 
at 1970 market 

prices

Index of 
national dispos- 
posable income 

revalued at 
1970 prices 
1970-100

(1) (2) (3) (4) (5) (6)

1963 .......................... 830 -0 -4  1 -rO-3 -0-1 -0 -2 82-8
1964 .......................... 87-6 —1-1 -rO-2 —0-1 — 1-0 86-6
1965 .......................... 89-8 —0*7 +0-2 —0-1 —0-6 89-2
1966 .......................... 91-4 —0-3 — —0-2 —0*5 90-9
1967 .......................... 93*3 —0*5 —0*1 —0-2 —0-8 92-5
1968 .......................... 96-8 —0-8 —0-3 —0*2 — 1*3 96-5
1969 .......................... 98-2 —0-5 +0-1 —0*1 —0-5 97-7
1970 .......................... 1000 1000
1 9 7 1 .......................... 101-8 +0-4 - 0 1 1 1 iO-3 102*1
1972 .......................... 105-4 —0*3 —0-2 —0-1 —0-6 104*8
1973 .......................... 1110 —2-9 rO-6 —0-3 —2-6 108-4

1973 1st half 110-8 —1-7 +0-1 —0*5 —2 1 108-7
2nd half m -1 —3-7 +  1-0 —0*1 -2 -8 108-3

1974 1st half 109*3 —7-2 +0-3 — —6*9 102-4
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Chart I shows that between 1965 and 1971 real 
national disposable income grew faster than gross 
domestic product in every year except J967 and 1968 
(reflecting the devaluation of sterling in I967). In all 
these years, however, the difference was relatively small. 
Chart 2 shows how dramatically the position changed 
during 1973 and the first half of t974. Between the 
second halfof I972and the first half of I973 there was a 
very substantial deterioration in the terms of trade, so 
that real income grew noticeably less than domestic

product. A further though rather less rapid deterioration 
in the terms of trade in the second half of 1973 (partly 
offset in its effects on real income by a sharp rise in net 
property income from abroad) led to a fall in real income 
compared with a small rise in domestic product Then in 
the first half of I974, with the massive increase in oil 
prices coming through, a very sharp deterioration in the 
terms of trade occurred and real income fell by a further
5i per cent, compared with a reduction in the level of 
domestic product of 2 per cent.

CHART I
Per cent 
6

4 -

1964 1965

Rales of change in gross domcslic product at 1970 market 
prices and gross national disposable income revalued at

1970 prices

Change on previous period

Change in gross domestic product on preceding period

Change in gross national disposabie income 
at 1970 prices on preceding period

Per cent 
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CHART 2
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Although the nation's real disposable income fell by 
about 6 per cent between the first half of 1973 and the 
first half of 1974, this was not matched by a correspond
ing decrease in total domestic expenditure nor in the 
real disposable income of the personal sector. Total 
domestic expenditure fell by little more than 2 per cent 
leading to an increased external current account deficit. 
Real personal disposable income fell by only about 
I per cent, so that the public and corporate sectors were 
seen to further increase their financial deficits.

Regular compilation of an index of real gross national 
disposable Income
The basis of calculation of the index set out above is 
explained more fully in the appendix. Although it would 
be possible to construct these estimates quarterly it is 
considered that such estimates would be subject to too 
wide margins of error for them to be interpreted satis
factorily. There are a number of reasons for this. First, 
although the estimates are linked to the average estimate 
of gross domestic product at constant factor cost so as 
to provide a consistent picture with that given elsewhere.

the calculations also depend upon the expenditure-based 
estimates (in particular, of course, those for exports and 
imports) which are especially subject to liming dis
crepancies between the component series. Secondly, the 
implied quarterly deflators are subject to wider margins 
of error than the half-yearly or annual figures. Finally, 
certain stages in the calculations are dependent on data 
relating to import duties at constant prices which are 
available only annually, so that even for the half-yearly 
estimates interpolation and extrapolation of the annual 
data has been necessary. For all these reasons it is thought 
that (at least until some experience has been gained in 
the use and interpretation of this new type of index) 
compilation should be restricted to half-yearly and annual 
estimates.
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APPENDIX

Review of lethods for quantification of the effects on real income of changes
in the terms of the trade

Introduction
The various methods of tackling this problem involve 
the deflation of certain flows in the balance of payments 
account, including the non-commodity flows such as net 
properly income from abroad. The differences between 
the several formulae reviewed in this appendix reflect the 
varying judgements of workers in this field as to the most 
suitable price indices for this purpose. Additional dis
cussion of the merits and drawbacks of the different 
approaches are given in references (1) and (2).

Two general criteria for selection between the various 
alternatives have been put forward. Firstly, results 
should be capable of a clear interpretation in economic 
terms; this criterion seems unexceptionable and is 
reflected in the choice of method adopted in the earlier 
part of this article. Secondly, it has been argued that the 
method should be symmetric when viewed from the 
domestic economy on the one hand, and the rest of the 
world on the other. This last criterion implies that the 
gains perceived by one sector should be equal to the 
losses perceived by the complementary sector. As 
explained in reference (5), however, the gain or loss to 
real income of one country is equal, not to the gain or 
loss in real income of the rest of the world, but to the 
gain or loss in real product of the rest of the world.

g

i

Notation
The notation used throughout this appendix is as follows:

C == current value of goods and services consumed by 
persons and public authorities 

c =  volume (deflated value) of goods and services 
consumed by persons and public authorities 

= depreciation of fixed assets at current prices 
= depreciation of fixed assets revalued at base year 

prices
= gain on external trade in goods and services from 

changes in terms of trade expressed at base year 
prices

= gross domestic capital formation (including 
siockbuilding) at current prices 

= gross domestic capital formation revalued at 
base year prices

= current value of imports of goods and services 
= volume (deflated value) of imports of goods and 

services
= Godley and Cripps deflator implied by total 

domestic expenditure at current and constant 
factor cost

= deflator for imports of goods and services 
= Courbis’ deflator based on the purchasing power 

of national currency on the international market 
= Stuvel’s deflator implied by net domestic product 

at current and constant market prices 
= deflator for exports of goods and services 
= current value of exports of goods and services 
= volume (deflated value) of exports of goods and 

services

.m

12

Methods of calculation considered
The methods considered are as the following:

Method I : Nicholson (reference (5))
1 1 \  X

g  =  X
p"' /  P

This is the method for which calculations are given in 
the main text. The external trade gain is the volume of 
imports that could be purchased by the revenue derived 
from exports less the volume of exports. The method can 
readily be extended to include net property income from 
abroad and net current transfers abroad in order to 
derive real national disposable income. These non
commodity flows are deflated by indicating the volume 
of imports which they will purchase. The method has 
been criticised for including (when X>  A/) an unrealised 
trade gain. But it the intention is to measure real income 
(whether spent on goods and services or not), clearly the 
total gain needs to be included.

Method 2: Geary (reference (3))
This is an attempt to improve Method 1 by including 

only the realised trade gain. The Geary method is 
claimed to be symmetric, and is expressed in terms of 
two formulae, depending upon whether X>  M or M > X,

(a) If M  g ^ M
( - - - )  \  /

I M

1
X

.m

m  —
p^

X
X(b) M > X  g

p -  p
These formula are relatively easy to interpret, but are 
acceptable only if the intention is to exclude the un
realised trade gain.

Method 3: Courbis (reference (2))
This attempts to improve the Geary method by com 

bining two formula into one:

g
1

a-\-(\—a) / p
- 1  -  m

m

1
-1

{ \ - a ) - ^ a / p
,m

where a
X

X -\- m
This is equivalent to 

X - M
g -  ( a* -  m )

.m
p

where p ” ~  ap"̂  -f (1 — a) p
The deflator p" can also be used to revalue the non

commodity flows which contribute to the nation’s 
income. It seems difficult, to say the least, to give the 
results of this method a clear economic interpretation.
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Method 4: Stuvel (reference (6))
Stuvel’s method is similar to that of Courbis but in 

place of the deflator the implied deflator for net 
domestic product at market prices is preferred.

C +  Z - O  +  A ' - M  
Thus =------------------- ------------

c +  i — d X m
X -  M

and g - i x

m
m  1 X 1

Stuvel evidently regards the separate terms of trade 
effects on exports and imports respectively as significant. 
His choice of the deflator p^ is influenced by the desire 
to obtain an index of wide coverage, free of foreign 
elements and duplication (hence net rather than gross 
domestic product is chosen). The market price deflator
is preferred to the factor cost deflator since it ‘.........is
the price concept that underlies all economic trans
actions'.

Method 5: Godley and Cripps (reference (4))
National disposable income at factor cost is deflated 

by a process analogous to the derivation of real personal 
disposable income in the personal sector account. The 
deflator chosen is that implied by total domestic expendi
ture at current and constant factor cost. Taking this 
deflator as p** this appears to imply a gain from changes 
in the terms of trade given by

C ' +  / '  +  A " -  M
S (c' 4- /' -1- x ' -  m)

A " -  A /
-  ( a: '  -  m)

where C , i \ ...........indicate that valuation is at factor
cost. Although it seems appropriate to revalue income 
at factor cost with a deflator relating to goods and services 
at current and constant factor cost, this may not be 
satisfactory for quantifying effects stemming from 
changes in the terms of trade. Exports are exchanged for 
imports, not at factor cost but at market prices, so that 
exports at market prices which would seem to be the 
appropriate basis for calculation of the terms of trade 
effects.
M e th o d  1
The results of this method appear to be capable of a 
clear economic interpretation. A comparison is made 
between the volume of imports at base year prices which 
could be purchased with the proceeds of the current 
year’s export volume in the base year and in the current 
year. If the current year's export volume can be exchanged 
for a greater volume of imports than in the base year, 
there has been a gain from the change in the terms of 
trade leading to an addition to the nation’s real income 
over and above any increase which may have occurred as 
a result of a greater level of national production. If the 
current year's export volume will exchange for a smaller 
volume of imports than in the base year, there has been a

, A

loss from the change in the terms of trade leading to a 
reduction in the rise of real national income which has 
occurred as the result of higher production. The fact that 
the proceeds of exports may not have in fact been spent 
on imports does not affect the position, since any measure 
of real income must assume some conventional treatment 
of any surplus income unspent or expenditure in excess 
of income. The convention adopted here is that an 
external surplus or deficit is regarded as import volume 
foregone or financed out of past saving (or current 
borrowing).

The implementation of Method 1 is not quite so 
straightforward, however, as it might seem at first sight. 
Since we are concerned with changes in real income, the 
basis of valuation for the goods and services which it is 
deemed our income may purchase should be that of 
market prices. The import volume which is gained or 
lost as the result of changes in the terms of trade is 
expressed initially, however, at factor cost (exclusive of 
import duties) since this is the basis of valuation at which 
it is purchased from the rest of the world. If, therefore, 
we lake the nation’s domestic product at constant 
market prices, deduct exports at constant market prices 
and add back the import equivalent of the proceeds of 
those exports, in order that the resulting collection of 
goods and services thus available to the nation should be 
valued at market prices, this last addition should be 
valued at market prices inclusive of import duties. In 
order to follow this line of reasoning in making the 
calculations it is also necessary that the starting point— 
gross domestic product at market prices—should be 
exclusive of import duties. This reflects the fact that 
there are two distinct concepts of domestic product at 
market prices. The first is that of the value added at 
market prices by domestic production which should 
logically exclude import duties, other indirect taxes being 
properly regarded as taxes on domestic production. The 
second concept is that of the market value of goods and 
services becoming available for domestic consumption 
and investment as a result of this domestic production; 
this aggregate should be valued at prices inclusive of 
import duties since we are now implicitly regarding 
exports as being exchanged for imports which, when they 
are purchased for domestic consumption and investment, 
should be valued at their market price inclusive of 
import duties*.

One minor point which should be noted is that the 
effect of taking gross domestic product exclusive of 
import duties, subtracting exports and adding the import 
equivalent of exports valued inclusive of import duties, 
is to arrive at an aggregate which includes, not actual 
import duties, but the import duties which would have 
been paid had the value of imports been equal to the 
value of exports. This seems, in fact, to be quite satis
factory because we are attempting to express, at market 
prices inclusive of import duties, the value of the goods 
and services which could be purchased with the proceeds 
of domestic production. It means, however, that strictly 
speaking both the international definition and that

•The UK national accounts have, since 1966, followed the inier- 
nalional definition of gross domestic product at market prices which 
includes import duties, but in the notes to the annual Blue Book, 
figures are given enabling the user to convert to the alternative 
definition.

13

■ 4 '

Wia. *»i. 1 .
• I C L-



- T « n i

ir?
i‘Jt

: / i .
« »•

* i : -
'  .<

L » i  > '

> . 1

• r * .

'  ► * » •

currently followed in the UK national accounts appear 
to be slightly in error in quantifying the second concept 
of gross domestic product as stated above. The con
sequences of this theoretical objection to the present 
figures would, however, seem to be of no practical 
significance.

Extension of Method 1 to net property income from 
abroad and net current transfers abroad is perfectly 
straightforward. These flows are expressed In terms of 
their import equivalent in volume terms and valued at 
market prices inclusive of import duties. Thus, gross 
national disposable income in the base year, when 
expressed in terms of the goods and services at market 
prices which it will buy, includes an addition for import 
duties on the imports which this net flow from abroad is 
deemed to purchase. The situation in which the addition 
made for import duties to the import equivalent of 
export proceeds, and to other net income from abroad 
would equal actual import duties, would be when the 
external current account was exactly in balance.

Methods 3 and 4
The differences between Method 1 and the results of 
Methods 3 and 4 arise because the values of both exports 
and imports enter into the latter and because a deflator 
other than that for imports enters into the calculations. 
Using the terminology defined above, under Methods 3 
and 4 g can be rewritten as follows:

X ~  M
= -------------{ x -  m)g

-h {X
\ p  p

where p is the chosen deflator p" or p". The first term is 
of course, the terms of trade effect as defined in Method 1 ’ 
and thus the difference between the results under Method* 
1 and Methods 3 and 4 can be stated as the value of the 
external balance in goods and services {X — A/), multi
plied by the difference between the reciprocals’ of the 
chosen deflator p and that for imports. A large surplus 
or deficit on external trade in goods and services does 
not necessarily lead to a correspondingly large difference 
between Method 1 and Methods 3 and 4. We find, for 
example, that although {M — X)  amounted to £l’,832 
million in 1973 the difference between the results under 
Methods 1 and 4 was only £85 million because

 ̂ * \I had a value of only (-^0*043l).
P ' '  p ”’/

Methods 3 and 4 regard the total gain or loss as 
comprising two elements, that given by Method J, and a 
second element representing:
(a) a gain when either X M  and p"'> p

X  and p > p’”
M and p > p"' 

or M > X  and p"';- p
where p is the chosen deflator. The interpretation to be 
placed on this additional gain or loss is far from clear. 
The deflator used in Method 3 is said to be intended to

I
A'

The results of calculations made in the manner just 
described have already been given in the earlier part of 
this article. A comparison of the results of Method I in 
terms of the simple external trade gain or loss, before 
adjusting to market prices, with the comparable results 
for other methods, is given in the table below.

The gains or losses are all in relation to the base year 
1970 so that, for example, the figures show a gain between 
1963 and 1970 (£65 million for Methods 1 and 2) and a 
net loss between 1963 and 1973 (£915 million for 
Methods 1 and 2).

M e t h o d  2
The difference between Methods 1 and 2 in 1969 and 1971 
arises because Method 2 uses imports deflated by the export 
deflator in a year when the value of exports exceeds that 
ol imports. In all the other periods shown in the table 
the value of imports exceeded that of exports so that the 
results of Methods i and 2 are identical.

n}
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‘represent changes in the purchasing power of the 
national currency on the international market'. Thus if 
import prices have risen faster than this index (p'" >p") 
there will be a purchasing power gain from an external 
surplus (X> M)  and a loss from an external deficit 
{M> X).  Correspondingly, if the chosen index has risen 
faster than import prices (p">p'") there will be a pur
chasing power gain from an external deficit (W > X)  and 
a loss from an external surplus {X> M).  The results of 
Method 4 can be similarly interpreted as the gain or loss 
under Method 1, together with the gain or loss repre
sented by the difference in purchasing power of the external 
surplus or deficit when expressed in terms of an equiva
lent volume of imports, and an equivalent volume of 
goods and services as defined by the chosen deflator. 
Method 4 chooses to quantify the change in purchas
ing power between imports and the goods and 
services produced domestically, other than those needed 
to maintain physical domestic capital intact (net domestic 
product).

Method 5
In some periods the results of Method 5 are noticeably out 
of line with those for Methods 1 to 4 although the year 
to year movements are often similar. As explained 
above, because Method 5 uses a deflator for total 
domestic expenditure at factor cost this seems to 
imply a terms of trade gain defined by reference to 
exports at factor cost rather than market prices. The 
gain shown by the results of Methods 1 to 4 between 1965 
and 1970 disappears under Method 5 because, whilst the 
deflator for exports at market prices increased by 27 per 
cent, the deflator for exports at factor cost increased by 
less than 25 per cent. Between 1970 and 1973 the deflator 
for exports at market prices rose by 22 per cent whilst 
that for exports at factor cost increased by 24 per cent. 
Thus the terms of trade loss under Method 5 was lower 
than under Methods 1 to 4.

Method 5 can be interpreted as applying to gross 
national disposable income at factor cost, a process 
analogous to that already applied to personal disposable 
income in the published national accounts—deflation by 
a price index relating to the goods and services on which 
that income is spent, in this case total domestic expendi
ture at factor cost. The particular approach adopted 
seems, however, to raise at least two questions. First, as 
already stated, a measure of real income should be 
calculated by reference to changes in market prices 
rather than factor costs; the method could probably be 
modified to cover this point. And secondly, the implied 
deflator for total domestic expenditure might not be 
regarded as appropriate for revaluing the external 
surplus or deficit at constant prices, which is what this

method appears to imply. This type of approach may 
well be worthy of further consideration.

Conclusions
Method 1 is capable of an economic interpretation which 
cannot be so clearly placed upon the results of the other 
methods described above. There is certainly no single 
method of calculating real national disposable income 
which it can be claimed is ‘correct’ in all circumstances, 
but the results of Method 1 appear to be soundly based 
and seem likely to provide an additional economic 
indicator which helps to throw light on certain aspects 
of the changes in the economy which have assumed 
particular importance since the beginning of 1973. It 
seems likely that other methods, particularly Method 5, 
are worth further study.

Note on statistical sources
The procedure followed in Method 1 is, within gross 
domestic product at market prices, to replace exports 
of goods and services at constant prices by their import 
equivalent. This calculation is carried out by using the 
expenditure-based estimate of gross domestic product 
as its starting point. The expenditure-based estimate is, 
however, subject to estimation errors, mainly thought to 
be the result of differences in the timing of its components, 
and the average of the expenditure, income and output- 
based estimates is usually preferred. (For quarier-to- 
quarter changes the output-based estimate is preferred.) 
The index of gross domestic product at 1970 market 
prices given in the main text of the article is based upon 
the average estimate of gross domestic product at 
constant factor cost. It has been derived by applying 
the factor cost adjustment (a component of the expendi
ture-based estimate) to the average estimate of gross 
domestic product at constant factor cost.
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