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return on capital
J .  L .  W a l k e r ,  Statisticiaiiy Department o f Industry (*)

In t r o d u c t io n

The rate of return on capital employed provides a 
measure of the profitability of a business in relation to its 
assets or funds employed. There are a number of different 
measures of the rate of return depending upon the 
definition of profits and capital employed, but the 
definition of the numerator and denominator must be 
consistent. Therefore once the definition of profits has 
been decided the appropriate definition of capital em
ployed largely follows from it. This article explores from 
the point of view of economic analysis various ways of 
assessing for companies in aggregate their profits 
and their rate of return on capital employed in a par
ticular year both before and after tax. Different methods 
of assessing this return are appropriate to meet dif
ferent circumstances, and what is appropriate for 
economic analysis may not always be suitable when 
looking at the position of an individual company. When 
considering companies in aggregate it is necessary to 
adopt standard procedures which on average, over a large 
number of companies, should produce reasonable results. 
However, when examining an individual company the 
standard procedure may be inappropriate and the con
clusions reached below may not necessarily be suitable 
for individual companies.

It is necessary to draw a clear distinction between the 
two main types of rates of return: accounting rates of 
return and the ‘internal’ rate of return. This article deals 
only with accounting rates of return, which are derived 
from company accounts and which measure the actual 
return in a particular year on the total capital employed 
on all the projects then in existence, including both those 
projects started at various times in the past and those 
started in the current year. The ‘internal’ rate of return, 
on the other hand, measures the return on an individual 
project based on the net receipts over the whole life of the 
project and it is the value of this rate of return, based 
on expected net receipts over the life of the project, which 
is relevant in deciding whether or not to go ahead with an 
investment project. It is not possible to estimate ‘internal’ 
rates of return from published company accounts; the 
relationship between accounting and ‘internal’ rates of 
return is very complex even for a single project, and they 
are not equal except under very special conditions.

There are two sources of data from which accounting 
rates of return can be estimated for United Kingdom 
companies in aggregate. The National Income and 
Expenditure Blue Book contains estimates of company 
sector profits, split between financial companies and 
industrial and commercial companies, and estimates of

{’) T h e  a u th o r  w ould  like to  acknow ledge th e  co n sid erab le  assis
tance  received in th e  p re p a ra tio n  o f  th is  a rtic le  fro m  colleagues 
th ro u g h o u t th e  G o v ern m en t Service.

the net capital stock of fixed assets and of the holdings of 
stocks(^). The second source of information is the 
Department of Industry (DI) analysis of the published 
accounts of large companies operating mainly in the 
United Kingdom. This covers both quoted and non- 
quoted companies in manufacturing, distribution, con
struction, transport and certain other services. The 
analysis is published annually in the Business Monitor 
Series M3, Company Finance, and is broken down by 
twenty three broad industry groups for quoted companies 
and five broad industry groups for non-quoted companies. 
The Business Monitor already contains one rate of return 
of net income to net assets at book values. The account
ancy staff of the Monopolies and Mergers Commission 
use these data to estimate certain rates of return which 
they publish from time to time.

A number of rates of return estimated from these two 
sets of data are given in Tables 1 and 2 (Appendix 1), 
taking account as far as possible of the problems of 
definition discussed below. The Department of Industry 
intends to publish updated versions of these series in 
future years. In general it is not possible to compare 
satisfactorily the levels of the different types of rates of 
return shown in Table 1 for any one year because of 
differences in their definitions. Also, the main principle 
adopted in deciding how to deal with the various prob
lems of handling these data for each series has been to 
produce a series comparable over time because the 
interest in rates of return is mainly in changes and trends 
rather than in the levels at any one time. A second and 
equally important principle adopted in compiling these 
rates of return has been to use a procedure which is 
practicable given the information available. A further 
factor has been the desirability of making as little adjust
ment as possible to the latest figures, adjustments being 
concentrated on making the earlier figures comparable 
with the latest ones; the latest figures are then more 
readily usable and are more likely to be comparable with 
figures based on the same data when used in other con
texts.

T he  assessment o f  profits or  income

Profits can be measured in a number of ways to cover 
different types of income. In company accounts the 
presentation varies, but it is possible to identify separately, 
either from the profit and loss account directly or in
directly or from the notes to the accounts, the profits 
arising from trading activities before deducting depre
ciation and tax or interest charges, investment income 
(including income from trade investments), and interest

(*) F o r  d e ta ils  o f  th e  sou rces used  fo r  these estim ates see National 
Accounts S ta tistics: Sources and M ethods (H M S O  1968).
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and other revenue income. From these profits there may 
be deducted interest payments, depreciation, and tax. 
In the national accounts, as oppos^ to most company 
accounts themselves, an estimate is made of stock appre
ciation and this may also be deducted in certain 
circumstances.
Gross trading profits
The gross trading profit is the income arising from the 
trading activities of a company before deducting depre
ciation and takes no account of income from investments 
and other forms of income. When considering the profit
ability of industry in total or of individual industries it is 
appropriate to restrict the coverage of income in this way. 
In terms of the data in company accounts gross trading 
profits can be defined as the income from trading after 
charging directors’ fees and emoluments, superannuation 
payments, compensation for loss of office, etc., and net 
of any extraordinary expenditure associated with trading 
such as on reorganisation or closure, but before charging 
depreciation and interest. It is possible that all extraord
inary items, and not just those associated with trading, 
should be charged against profits. However this point is 
not of any great importance for rates of return, as these 
‘non-trading’ extraordinary items are small relative to 
aggregate company profits. The national income accounts 
distinguish gross trading profit as defined above arising 
only from activity in the United Kingdom. Companies 
in their consolidated accounts cover all activities including 
those by their overseas subsidiaries and branches, but 
this is not a major disadvantage for the DI analysis as it 
is restricted to companies operating mainly in the United 
Kingdom.
Gross income
Gross income consists of gross trading profits plus invest
ment income and the share of associated companies’ pre
tax profits, plus interest received and other revenue 
income. Total income from all sources needs to be taken 
into account if the overall financial position of companies 
is being examined.
Deduction o f interest
Profits and income as defined above so far take no account 
of the source of the capital employed in the business. If 
profits are to be assessed in relation to only the long-term 
capital employed, the interest payable on short-term 
loans needs to be deducted, although the distinction 
between long-term and short-term capital is not always 
clear cut. In the Business Monitor, M i, Company 
Finance, gross income is defined as total income after 
deducting interest on short-term loans, including bank 
overdrafts. The accountancy staff of the Monopolies and 
Mergers Commission, however, in their rates of return 
measure profitability in relation to total capital employed 
including short-term loans and do not deduct bank or 
other short-term loan interest from profits.
Deduction o f depreciation
From each of the two measuresxif profits so far discussed 
a charge may be deducted for the use of capital assets. 
Such a charge may be deducted in order to allow for the 
wearing out by use and obsolescence of fixed assets but, 
since the cost of using these assets cannot be measured 
directly, an element of arbitrariness is involved in making 
this d^uction. In the past the charge for depreciation

. A

appearing in company accounts, at least for plant and 
machinery, was often based on the declining balance 
method at rates also used for calculating tax allowances. 
More and more companies are now using in their pub
lished accounts only the straight line basis for calculating 
depreciation allowances on all classes of fixed assets, 
having regard solely to expected life and obsolescence. 
The progressive advent of high initial tax allowances, 
investment grants and recently the first year tax allowance 
of 100 per cent, have contributed towards this change in 
practice. The change has been made gradually and affects 
slightly the comparisons over time of profits after 
depreciation as derived from company accounts by 
lowering slightly the figure for later years compared with 
earlier ones.

The major disadvantage of deducting the depreciation 
charge shown in company accounts is that they are based 
on the book value of assets which is usually lower than 
the current replacement cost or market value, although 
higher than the true historic cost if the assets have been 
revalued since the date of purchase. For economic 
analysis, a depreciation charge related to the current 
price of assets is preferred. It is possible to estimate for 
companies a depreciation charge at current prices in 
respect of buildings, plant and vehicles based on the 
replacement cost of these fixed assets, though the in
formation given in company accounts does not enable very 
precise estimates to be made. (Land is not, of course, 
subject to depreciation.) Assumptions have to be made 
about the age structure of assets (in the case of plant and 
machinery, by reference to annual additions and annual 
depreciation charges) and appropriate price indices 
applied; the estimation of the current value of buildings 
is the most difficult. The accountancy staff of the Mono
polies and Mergers Commission have made estimates of 
depreciation in this way in respect of buildings, plant and 
vehicles for the large manufacturing companies covered 
by the DI analysis of company accounts.

The national accounts incorporate estimates for all 
companies of depreciation at current prices, called capi
tal consumption, and of the net capital stock of fixed assets 
other than land at current replacement costs (Tables 
59 and 65 of the latest National Income and Expendi
ture Blue Book). The Central Statistical Office (CSO) 
have recently compiled for use in calculating rates of 
return, new series of capital consumption and net capital 
stock at both current replacement and historic costs for 
industrial and commercial companies and financial 
companies separately. These new series are set out for the 
first time in Appendix II. All these estimates of capital 
consumption and net capital stock are based mainly on 
the ‘perpetual inventory’ method by using the estimates 
of past purchases of fixed assets, combined with assump
tions about their length of life. The estimates, and in 
particular those of capital stock, are recognised to be 
subject to a wide margin of error, as the assumptions on 
the length of life of assets are very approximate and little 
allowance is made for technological change. No attempt 
has been made to use these figures to estimate deprecia
tion at current prices for the large companies in the DI 
analysis ; it is thought that they would not provide the 
basis for an estimate any better than that already cal
culated by the accountancy staff of the Monopolies and 
Mergers Commission.
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Some adjustments to depreciation as shown in company 
accounts should also be made for the treatment of 
government capital grants^ the most important of which 
is for investment grants. Companies have adopted two 
different accounting procedures for dealing with these 
grants; some deduct grants from the cost of fixed assets 
and show the net cost in their balance sheet and depreciate 
only the net cost while others create a grant reserve, a 
certain amount of which is credited to the profit and loss 
account each year and thus effectively deducted from the 
depreciation charge although shown separate from it. 
In the analysis depreciation is taken as the amount 
shown in companies’ accounts and, to ensure compara
bility of treatment for all companies, needs to be adjusted 
to put all fixed assets and thus depreciation on a gross 
of capital grants basis. For the rates of return given in 
Tables 1 and 2, those compiled by the accountancy staff 
of the Monopolies and Mergers Commission do make 
some adjustment for investment grants, but no such 
adjustment has been made for the other rates of return 
based on the DI analysis given in Table 1. It is hoped in 
due course to make some approximate adjustment for 
investment grants using information compiled from 
government records of total investment grant payment; 
company accounts contain insufficient information to 
enable a direct estimate to be made as between 10 and 20 
per cent of the companies in the DI analysis do not record 
separately the investment grants they have deducted from 
fixed assets. No such estimate however can be made for 
building grants from either administrative records or 
company accounts but these are small relative to invest
ment grants and this deficiency is relatively unimportant. 
Regional development grants under the Industry Act 
1972 also come into this category, but present no dif
ficulties as they are normally accounted for in company 
accounts by creating a development grant reserve, a cer
tain amount of which is credited to the profit and loss 
account each year. In the DI analysis fixed assets and 
depreciation are recorded gross of these grants and the 
amounts credited to the profit and loss account are ex
cluded from the calculations of income and depreciation. 
In the national accounts the estimates of capital stock, 
and therefore of capital consumption, are based on the 
value of assets, gross of any capital grants received.

Deduction o f stock appreciation
In the national accounts an adjustment called stock 
appreciation is made to allow for the difference between 
company profits as derived in commercial accounts, and 
profits, as derived when the opening and closing stocks 
are valued at the average prices of the period. This 
adjustment is made because it is considered that the 
appreciation in the value of stocks held by a business 
does not arise from economic activity in that period. 
Companies in their own accounts strike profits after 
valuing opening and closing stocks at the lower of cost 
or market value and generally assume that stocks are 
used on a ‘first in first out’ basis. In consequence, the 
valuation of opening and closing stocks may reflect 
different levels of prices, and profits may include an 
clement which arises from these price changes and so 
do not reflect only the current prices of purchases and 
sales in the period. The deduction of stock appreciation 
is equivalent to a form of replacement cost accounting.
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being one of the charges necessary to maintain in physical 
terms the assets used in the business. Companies do not 
necessarily have to provide from profits the money 
needed to finance the higher cost of stocks arising from 
price increases. Higher values of stocks may be financed 
by more borrowing and the only extra cost which then 
has to be met out of profits is the interest charges on the 
additional borrowing. Stock appreciation, however, 
regardless of how it is financed, represents an additional 
amount of money a company has got to find to maintain 
the physical volume of its stocks. Stock appreciation 
arises because of price changes and it is not compatible 
to adjust gross profits for depreciation at historic prices 
and stock appreciation at current prices. For this reason 
in calculating the rates of return in Tables 1 and 2 stock 
appreciation has only been deducted when deducting 
depreciation at current prices, as when estimating net 
profits on a replacement cost basis.

The national accounts include an estimate of stock 
appreciation for the company sector, but unfortunately 
there is insufficient information available in company 
accounts to make a direct estimate of stock appreciation. 
It is, however, possible to make use of the national account 
estimates to derive approximate estimates of stock appre
ciation for the companies in the DI analysis of company 
accounts and this has been done in order to arrive at the 
estimates for manufacturing industry in Tables I and 2. 
These estimates are very approximate as the changes in 
stocks reported by the companies in the DI analysis do 
not always correspond closely with those estimated for 
all companies in the national accounts. However the 
figures in Tables I and 2 give ah indication of the in
creasing importance of stock appreciation; in the early 
1960’s stock appreciation for manufacturing industry in 
total was about ^ per cent of net trading assets at replace
ment costs, while by about 1970 with the faster increase 
in prices it had risen to around 2 per cent.

Shareholders' income
The income available before tax for distribution to the 
shareholders and for retention, is total in c o m e d e p re 
ciation and all interest payments. When considering the 
economy as a whole this is not a good measure of profit
ability or the efficiency of total capital as this is dependent 
among other things on a company’s gearing, that is, the 
ratio of long and short-term loans to the shareholders’ 
interest. However this measure is important from the 
point of view of the owners or potential purchasers of risk 
capital, or when considering the viability of a company.

Deduction o f tax
From the point of view of a company, it is the profit after 
deducting tax as well as depreciation and interest which 
is available for retention and the payment of dividends. 
There are a number of problems in assessing these profits 
on a comparable basis over time because post-tax profits 
reflect changes in the system of taxation, tax rates, the 
composition of income, and the allowances for invest
ment as well as changes in the performance of the com
pany. Moreover, since tax is levied on total income net of 
interest charges, post-tax profits cannot be derived 
accurately in relation to trading activities alone or in 
relation to income before deduction of interest charges.
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A number of changes have been made to the system of 
company taxation over the last twenty years. Company 
profits earned in their financial years up to 1964/65 were 
subject to income tax and profits tax. Taxable profits in 
both cases were after allowing for the statutory capital 
allowances but, with respect to the income tax charge, no 
deduction was allowed for annual interest payments and 
certain other annual payments. Companies were, how
ever, required to deduct income tax from all distributions 
ofdividends, interest and other annual payments, but were 
not required to account to the Inland Revenue for this 
tax. The system was changed by the 1965 Finance Act 
with the introduction of corporation tax to replace in
come and profits lax for company profits. In arriving at 
taxable profits for corporation tax, deductions are allowed 
for capital allowances, annual interest payments and 
certain other annual payments. The 1965 Finance Act 
also introduced capital gains tax; for companies any such 
gains are included in profits on which corporation tax is 
paid. In addition, for 1966/67 and subsequent years 
companies had to deduct and account to the Inland 
Revenue for income lax deducted from any distributions 
of dividends and other annual payments they made.

A further change was made in the 1972 Finance Act 
with the introduction of the Imputation System of 
corporation lax. Under this system when a company makes 
a dividend payment no income tax is deducted but the 
company is required to pay to the Inland Revenue an 
advance payment of corporation tax (ACT) in respect of 
all dividends distributed after 5 April 1973. The rate of 
ACT is expressed as a proportion of the dividends net of 
ACT. The UK. recipient of dividends is entitled to a tax 
credit which is added to the dividends for the purpose of 
determining his taxable income, but which can be set 
against his own tax liability. The amount of ACT paid 
by the company in any accounting period is then set 
against its subsequent payment of corporation tax on the 
income earned in that period, subject to certain limita
tions on the size of the relief that can be claimed.

Under both the corporation tax and income and profits 
tax systems there have been various rules for dealing with 
trading losses, income tax deducted at source from divi
dends and interest received, ACT and tax credits, double 
taxation relief on overseas profits, and for the group 
treatment of holding and subsidiary companies. Details 
of the changes made in company taxation can be obtained 
from the publications listed in Appendix III; the various 
rates of income tax, profits lax, and corporation tax since 
1950 are also given there. For the purposes of this article, 
the main changes which affect the continuity of company 
taxation over the last two decades are the treatment of 
dividends and of capital expenditure, both of which are 
discussed below.

Estimate o f tax charge on accruals or payments basis
It is necessary first though to consider whether the tax 
charge to be deducted should be on an accruals basis or a 
payments basis. The tax charge recorded in company 
accounts is not necessarily directly related to profits 
earned during that period because it is affected by the 
various provisions for losses which can be set against 
previous or future years’ profits, the provisions for the 
treatment of income tax deducted at source from invest
ment income received, or a tax credit attached to such

income, as well as by the various statutory capital allow
ances which depend on capital expenditure rather than 
profits earned during the year. In addition there is a delay 
of between nine months to nearly two years, depending 
largely on the company’s accounting date, before the bulk 
of the company’s tax charge is paid to the Inland Revenue. 
If tax payments were deducted rather than the accruals it 
would have the advantage of excluding the amount which 
is actually paid by the company during the year. However, 
if this method were used, it would be appropriate to 
adjust sales and thus profits to a cash flow basis rather 
than the present accruals basis. Such an adjustment would 
be possible using company accounts data but the figures 
would cease to provide a measure of profitability from 
any one year’s activities. Also the accruals basis is more 
consistent with the derivation of profits as published in 
company accounts. For these reasons the accruals basis 
has been used in Table 1.

Dividends
Prior to 6 April 1966 companies made their dividend 
payments net of income tax and recorded these payments 
net of income tax in their accounts. With the intro
duction of corporation tax companies continued to pay 
dividends net of income tax but now had to account to 
the Inland Revenue for the amount of income tax deduc
ted, and in their accounts companies showed dividends 
gross of income tax. With the introduction of ACT for 
dividends paid after 5 April 1973 income tax is no longer 
charged on dividends and following this change com
panies are again recording dividends net of tax in their 
accounts. Thus prior to 1966 dividends were recorded 
net of income tax, after 1966 gross of tax, and for divi
dends paid after 5 April 1973 ‘net of tax’. To secure 
approximate comparability over time in profits after tax, 
it is necessary to adopt a similar treatment of tax on 
dividends throughout. This ,can be done either by 
adjusting the dividend figures for 1966 to 1972 to a net of 
tax basis or by adjusting the pre-1966 and post-1972 
figures of dividends to a gross of tax basis, and adding 
or subtracting respectively the estimated tax in respect of 
dividends to or from the current tax charge on company 
profits. Under the latter method post-tax profits are 
higher because the tax on dividends is deemed to fall on 
the shareholder instead of being deducted as part of 
company taxation. Exact comparability cannot be 
achieved by either method as the adjustments are in
evitably approximate and this is a drawback in the assess
ment of changes in post-tax profits. The former method, 
however, has the advantage of requiring no adjustment 
to the latest figures and so it has been used in compiling 
the figures in Table 1. In adopting this method, attention 
has not been paid to the choice between regarding the 
shareholder as an integral part of the company (pointing 
to the inclusion of lax on dividends with the lax on the 
company) as opposed to regarding him as being separate 
from the company in which he has invested (pointing 
to the exclusion of the tax on dividends from the lax on 
the company). The choice between these two approaches 
is more important when the position of companies and 
shareholders are being compared with the position of 
other members of the community and less important 
when interest is centred, as here, on changes over time. 
In the national accounts the figures of dividends are also
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being shown net of tax from the second quarter of 1973 
but the earlier figures are gross of tax and are not being 
adjusted to a comparable basis; for all years, however, 
separate figures are given for the whole company sector 
of the total of tax including the tax on distributions made by
companies.

Capital allowances
Instead of allowing commercial depreciation as a cost 
against taxation, statutory capital allowances arc set by 
the Government. These have changed and increased in 
size over the last two decades. During the 1950’s and first 
half of the 1960’s the system alternated between invest
ment allowances and initial allowances, or some com
bination of the two, with the balance of total expenditure 
after deducting initial allowances but not investment 
allowances being written off on a declining balance basis 
at various rates allowable for taxation. Then in January 
1966 investment grants were introduced for certain assets 
(mainly plant and machinery) replacing the initial and 
investment allowances. These grants were replaced in 
October 1970 by a system of high first year allowances 
followed in April 1972 by 100 per cent first year allow
ances. The writing down allowances on the balance of 
expenditure after deducting initial, first year allowances 
or investment grants have also increased since the early 
1960's. 1 n addition since 1963 larger allowances and grants 
have been given for certain capital expenditure in develop
ment areas.

Prior to 1962 the capital allowances were fairly closely 
related to the expected life of assets, and companies 
tended to adopt similar rates of depreciation in their own 
accounts. They also tended to use the declining balance 
method for calculating depreciation as for the calculation 
of investment allowances. As the various capital allow
ances have increased since 1962 they have ceased to bear 
any relationship to the expected life of the asset and at the 
same time, companies have gradually changed over to 
using straight line depreciation based on the expected 
life of the asset when compiling their accounts. Thus since 
the early 1960’s the amount of tax payable on profits has 
borne less and less relationship to the profit after depre
ciation appearing in the profit and loss account. Also 
gradually more and more companies, but not all, have 
started charging deferred taxation in their accounts to 
cover the difference between reported and taxable profits.

Two points arise from these changes in capital allow
ances. The first relates to investment grants. These grants 
replaced investment and initial allowances and only the 
balance of net expenditure after deducting the grants 
qualified for writing down allowances. Thus although 
handled by a separate government department they were 
effectively*part of the tax relief on fixed investment and 
as such they have been deducted from the tax charge in 
arriving at post-tax profits in Table I. The value of 
grants receivable as opposed to received has been used 
because it is consistent with the accruals basis used for the 
estimation of profits and taxation, and because it is the 
basis on which companies usually record these grants in 
their accounts. There are certain problems in estimating 
investment grants receivable by the companies in the DI 
analysis of company accounts (see above), and the post
tax figures in Table I take account of only those invest
ment grants separately distinguished in companies’

accounts whether recorded as a deduction from fixed 
assets or as a transfer to an investment grant reserve. No 
adjustment has yet been made for those companies, 
between 10 and 20 per cent of the companies in the Df 
analysis, which do not record separately the value of the 
grants they have deducted from the cost of fixed assets. 
If such an adjustment were made the rates of return would 
be slightly lower from 1966 onwards.

The treatment of investment grants raises the question 
of the treatment of other forms of government assistance 
to industry such as regional aid under the Local Employ
ment Acts 1960—1972, assistance under the Industry Act
1972, etc. Government assistance to industry can be 
divided into three groups; (i) loans, (ii) grants which may 
be either current or capital, and (iii) free or reduced price 
services. All these contribute in some way to higher 
profits. In company accounts loans from the government 
will be treated like any other borrowing and no problems 
of special treatment arise; the loans are not part of in
come. Current grants include such payments as initial 
expenses, removal expenses, operational grants, interest 
relief grants, etc. These, like free or reduced price services 
are not generally distinguished separately in company 
accounts, but they all contribute to higher profits and so 
are automatically reflected in any rates of return on 
capital employed.

The same is not true of capital grants and here a choice 
of treatment arises. The principal capital grants, other than 
investment grants, are building grants under the Local 
Employment Acts 1960—1972 and regional develop
ment grants under the Industry Act 1972. These capital 
grants are very similar to investment grants and although 
they do not affect the tax charge are more akin to the 
taxation allowances on capital expenditure. It therefore 
seems appropriate to treat them in the same way as 
investment grants and to take them into account in 
deriving post-tax profits. Post-tax profits then take 
account of all government grants, both current and 
capital. This treatment is consistent with the depreciation 
charge being related to the total cost of assets, without 
deducting the receipt of these grants (see above). As 
mentioned above it is not possible to estimate building 
grants for the companies in the DI analysis of company 
accounts; however, these grants are small so this omis
sion is not very important. No such problem exists for 
regional development grants which are recorded as a 
transfer to reserves and fully identified in the DI 
analysis of company accounts and have been treated in 
the same way as investment grants for Table 1.

The second point is the treatment of the deferred tax 
charge. Deferred tax is largely a book entry as it repres
ents a reconciliation of tax on profits as shown in com
pany accounts and taxable profits. It is not a tax liability 
the company has to pay in the immediate future if at all. 
Thus if the deferred tax allocation in the profit and loss 
account were treated as part of the tax charge the result
ing post-tax profits would not represent the amount 
available to the company for its own use. Also, not all 
companies have up to now used deferred taxation 
accounting and those that have have not all introduced it 
at once. Therefore, if the deferred taxation allocation is 
treated as part of retained profits and not as part of the 
current taxation charge the figures of retained profits are 
more comparable over time and represent the amount
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available to the company. Also, the tax charge then 
represents the amount due to be received by the tax 
authorities. This treatment has therefore been adopted 
for Table 1.
Definition o f tax charge to he deducted
To summarise, for Table 1 the tax charge includes any 
income tax paid to the Inland Revenue on dividends in 
the period 1965 to 1972; it is net of investment grants 
and regional development grants shown separate in 
company accounts; it does not include the deferred tax 
charge; and is on an accruals basis. It should be noted 
that the estimation of post-tax profits involves more 
approximation than pre-tax profits, and more caution is 
needed in interpreting these figures.

M e a s u r e s  o f  t h e  r a t e  o f  r e t u r n  o n  c a p i t a l

Having considered the most appropriate assessment of 
company income, the rates of return which can be cal
culated for them are now considered. As has already been 
pointed out, the definition of capital employed in the 
denominator must be consistent with the income in the 
numerator and once the definition of profits has been 
decided the appropriate definition of capital employed 
follows largely from it.

Rates of return normally measure profits against the 
average ^ f  capital employed at the beginning and end of 
the year and this has been done in Table 1. Profits are 
earned during the course of the year and, as the value of 
capital employed can change appreciably over the year, 
the average of opening and closing capital employed 
corresponds more closely to the average level of capital 
employed used throughout the year to generate these 
profits than would closing capital employed alone. 
Capital employed can be viewed either as the assets used 
in the business or as the finance employed in the business. 
For instance, in the Dl analysis of company accounts net 
assets are, in terms of the assets used, net fixed and in
tangible assets including goodwill, plus current assets 
and investments, less current liabilities. In terms of the 
finance employed net assets are equal to ordinary 
and preference capital, plus revenue and capital reserves, 
plus the minority interest in subsidiaries, deferred tax 
reserves, and long-term loans. Where it is necessary 
to distinguish between the two aspects in the discussion 
of the principal rates of return below, the former 
aspect will be referred to as capital employed (assets) 
and the latter as capital employed (finance).

The value of capital employed given in company 
accounts is normally based on the book value of assets, 
which is usually lower than either their current replace
ment cost or market value. Similarly the conventional 
book value depreciation charge understates the true 
value of capital consumed. Thus, rates of return based on 
book values tend to overstate the rate of return, both 
because the numerator is too high and the denominator 
too low. It is possible to make adjustments to the com
pany account data to calculate rates of return on a replace
ment cost basis as indicated above by revaluing fixed assets 
and depreciation at current replacement costs. So far this 
has been done for only one rate of return, the ratio of 
net trading income to net trading capital employed 
compiled by the accountancy staff of the Monopolies and
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Mergers Commission, but in principle any of the book 
value ratios described below could be adjusted to a 
replacement cost basis.

There are other methods of adjusting accounts and 
rates of return for the effects of price change besides the 
adjustment of fixed assets and stocks to a replacement 
cost basis. The Accounting Standards Steering Committee 
proposed one method in the Provisional Statement of 
Standard Accounting Practice No. 7, Accounting for 
changes in the purchasing power o f mone)Af)^ which adjusts 
all the items in the accounts for the current year and 
previous year, including both monetary and non
monetary items, for changes in the retail prices index. 
The Government set up a Committee of Enquiry on 
Company Accounts and Inflation in 1973 to consider the 
problems of adjusting company accounts for inflation, 
and depending on the Committee's recommendations 
it may become possible in future to derive rates of return 
adjusted for price change directly from published 
accounts.

Net trading incomelnet trading assets based on national 
accounts data
The published national accounts, together with the 
additional series mentioned earlier, provide a basis for 
calculating a rate of return at both replacement costs and 
historic costs. They provide estimates of companies' gross 
trading profits, capital consumption, the net capital stock 
of fixed assets, and the holdings of stocks and work in 
progress, from which a rate of return can be derived for 
trading income but not for any wider definition of income. 
The national accounts rate of return at current replacement 
costs in Table 1 is gross trading profits plus rent less 
capital consumption at current replacement costs less 
stock appreciation divided by net capital stock at current 
replacement costs plus the book value holdings of stocks 
and work in progress. Rent is included with gross trading 
profits in the numerator because net capital stock relates 
to all fixed assets including buildings (alternatively 
approximate correspondence can be obtained by ex
cluding dwellings from the capital stock but this is less 
satisfactory). Stocks should be revalued at current replace
ment costs for a rate of return at full replacement costs 
but these figures revalued in this way are not available. 
The difference between book values and replacement 
costs for stocks is, however, not likely to be very large 
since, on average, stocks are held only for a few months. 
The comparable rate of return at historic costs, based on 
the new CSO series for net capital stock and capital 
consumption at historic costs given in Appendix II, 
measures gross trading profits less capital consumption 
at historic costs as a percentage of net capital stock at 
historic costs plus the book value of stocks. For the 
reasons explained above stock appreciation has not been 
deducted when capital consumption (that is, depreciation) 
is deducted at historic costs. It is possible by comparing 
the historic and current replacement cost rates of return 
to get some indication of the difference the change in 
valuation makes. .

The gross trading profit in the national accounts 
measures the excess of a company's receipts from the sale 
of goods and services over its expenditure on wages and
(®) P ub lished  by th e  In s titu te  o f  C h a rte re d  A cco u n ta r\ts  in  E n g lan d  

a n d  W ales.
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salaries and the purchase of goods and services. For 
financial companies this is negative. The income of such 
companies is obtained mainly from the excess of interest 
received over interest paid, but in the national accounts 
interest payments are treated as transfer payments and 
excluded from gross trading profits. Financial companies 
Other receipts from services (for example, bank charges) 
are generally less than their operating expenses of wages 
and salaries, office materials, etc. and rent giving a 
negative gross trading profit. It is therefore desirable to 
have from the national accounts an estimate of the rate of 
return relating to only industrial and commercial com
panies and excluding financial companies. This is now 
possible using the new series of net capita! stock and 
capital consumption for industrial and commercial com
panies recently estimated by the CSO and shown in 
Appendix II. Estimates of the rate of return for industrial 
and commercial companies are given in Table 1; for the 
current replacement cost estimate the whole of stock 
appreciation has been attributed to industrial and com
mercial companies since that relating to financial com
panies can be assumed to be negligible.

The advantages of using national accounts data are 
that

depreciation and fixed assets are valued at current 
replacement costs,
an estimate of stock appreciation is available,
the figures cover all UK companies,
the figures relate to profits arising only in the UK 
and do not include any overseas trading income,
annual figures are available some six months 
earlier than the DI analysis of large company 
accounts, and
the figures relate to the calendar year rather than 
to a variety of accounting periods.

The drawbacks are that the estimates of capital 
employed are incomplete in that they exclude land and 
also working capital other than slocks. It is possible to 
make an estimate for the latter by using a ratio of working 
capital to stocks derived from company accounts but such 
an estimate is very approximate and would not lead to 
any improvement in the estimate of the changes in the 
rate of return.

The biggest drawback is the exclusion of land. It is 
possible to get some estimate of the approximate order 
of magnitude of the current replacement cost of land 
held by the company sector in 1966 from the work
sheets compiled by Jack Revell and Alan R. Roe of the 
Department of Applied Economics, Cambridge, for their 
article ‘National balance sheets and national accounting—
aprogress report’ published in Economic Trends, No. 211, 
May 1971. These figures suggest that if land had been 
included in the denominator the national accounts rate 
of return at current replacement costs for the company 
sector as a whole would have been about 1 \  percentage 
points lower in 1966, that is 7*1 against the 8-6 per cent 
given in the third column of Table 1. Nor is it possible to 
update satisfactorily these estimates as no suitable price 
indices for land are available. All that can be said is that 
if land was included in the denominator then the level 
of this rate of return for the company sector as a whole 
would probably be reduced by around one-sixth.
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Rates of return drawn from the national accounts are 
therefore imperfect and probably less satisfactory than 
the ratios based on large companies’ accounts. They do 
however serve to confirm the trend shown by the cor
responding estimates from accounting data.
Net trading incomeltrading capital employed on historic 
cost basis
A rate of return limited to net trading income and net 
trading assets can also be derived from company accounts. 
The accountancy staff of the Monopolies and Mergers 
Commission have used this approach, except that they 
have adjusted the depreciation charge and the value of 
fixed assets from the recorded book values to historic 
costs. Net trading income is gross trading income before 
tax and interest less depreciation at historic costs, while 
net trading capital employed is defined as net tangible 
fixed assets (excluding goodwill and intangible assets) at 
historic costs plus net current assets other than invest
ments before deduction of short-term loans and bank 
overdrafts and loans, future tax, and dividend provisions. 
Working capital other than stocks is thus included; not 
all of the working capital which is included relates entire
ly to trading but it is not possible to identify the non- 
trading element, although this is thought to be relatively 
small. The difference between rates of return using assets 
valued at historic costs as opposed to book values is not 
particularly large or important. The latter approach values 
assets at cost when acquired or last revalued, while the 
former excludes these revaluations. Companies make 
revaluations from time to time but not in any systematic 
way and the extent of these varies between companies. 
The use of historic costs removes these distortions and 
puts the figures for all companies on a common basis of 
valuation. However, book values have the advantage of 
being the figures actually reported in company accounts 
and to which companies give prominence in their pub
lished estimates.
Net trading incomeltrading capital employed at 
replacement costs
The accountancy staff of the Monopolies and Mergers 
Commission also estimate the ratio of net trading income 
to net trading assets on a replacement cost basis. The 
definition of this ratio is the same as for the historic cost 
rate of return except that fixed assets and depreciation 
are valued at replacement costs. No adjustment is, 
however, made for stock appreciation. The DI considers, 
and so do the Commission’s accountants, that stock 
appreciation should be deducted and an approximate 
estimate made by the DI for these rates of return excluding 
stock appreciation is given in Tables I and 2 (see above). 
Again for a full replacement cost estimate stocks and work 
in progress should also be revalued at replacement costs. 
No adjustment is made at present to the DI company 
account figures for this, but the difference between book 
values and replacement costs is likely to be small.
Gross incomejgross capital employed on book value basis
Before 1974 the DI published in the Business Monitor, 
M3, Company Finance, the ratio of gross income con
sisting of gross trading profit plus investment and other 
non-trading income, less short-term interest, but l^fore 
deducting depreciation, to average gross assets, consisting 
of fixed and intangible assets at book values including
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accumulated depreciation, goodwill, p/u5 investments 
and current assets, less current liabilities (including bank 
loans and overdrafts, future tax, and dividend provisions).

One argument advanced for using a gross rate of return 
is that if a machine has constant productivity over its life 
then the rate of return net of depreciation would show an 
increase during the life of the asset which may be un
realistic. A gross rate of return is not affected by the 
arbitrariness of depreciation allowances. Also, a depart
mental manager in a business will probably look at the 
gross rate for inter-departmental comparisons. On the 
other hand, the productivity of machinery is not constant 
throughout its life and the cost of maintenance increases 
with its age. Moreover, companies invest funds in fixed 
assets each year and hold not just one asset but many of 
different ages; this factor probably tends to remove much 
of the difference between gross and net rates. As can be 
seen in Table I the gross and net rates of return show very 
similar movements, and for this reason the publication of 
the gross rate was dropped from the Business Monitor, 
M3.

Net incomejnet capital employed on book value basis
The rate of return of net income to net capital employed 
measures the total profitability after depreciation of a 
company in relation to its capital employed net of 
accumulated depreciation. The ratio of net income (gross 
income less depreciation at book values) to average net 
assets (gross assets at book values less accumulated depre
ciation) is published in the Business Monitor, M3. It 
relates the profits of a business to its total long-term 
capital irrespective of how this is divided between loan 
capital and equity.

It can be argued that it is unsatisfactoi7  to limit capital 
employed (finance) to long-term capital, since bank 
overdrafts and other short-term loans are in practice 
often continually renewed, and so in effect provide part 
of the capital of the business. A possible drawback of 
bringing short-term loans into the reckoning is their 
greater variability from year-to-year, providing as they 
do the marginal requirements for finance. On the other 
hand, this money is being used in the business and if, for 
example, bank overdrafts are increased for some years 
and then paid off with the proceeds of a capital issue, it 
would seem better to record a gradual growth in capital 
employed than a sudden increase when the issue was 
made. Another possible disadvantage is the effect of 
‘window-dressing’ at the year end to reduce apparent 
short-term borrowing below its average level during the 
year, with a consequent tendency to overstate the cal
culated rate of return including short-term loans, although 
this is not thought to be very important. A third is the 
difficulty of drawing a clear distinction between the 
short-term borrowing which is to be regarded as capital 
employed and trade creditors which are not. If short-term 
borrowing is to be included in capital employed in the 
denominator of the rate of return the income in the 
numerator needs to be gross of the interest paid on it. 
It is not possible to calculate such a rate directly from 
past DI summaries of company accounts because short
term interest payments were not separately distinguished 
before the analysis for 1973. The accountancy staff of the 
Monopolies and Mergers Commission make an estimate

of short-term interest for their rates of return on total 
capital employed including short-term loans, but this 
has not been done for the figures of gross income/gross 
assets or net income/net assets given in Table 1.

The accountancy staff of the Monopolies and Mergers 
Commission also include in their definition of capital 
employed (finance) two other elements which are treated 
as part of current liabilities in the DI analysis. The first of 
these is the dividends still to be paid at the end of the year; 
these consist almost entirely of final dividends which will 
not be paid until some six months or more after the end 
of the company’s financial year. The second is corpora
tion tax charged on the current year’s profits which is not 
payable for some nine months to nearly two years 
depending on the company’s accounting year. This is 
referred to below as future tax reserves. (Prior to 1968 
the DI analysis of company accounts treated this tax, 
and formerly income tax, as part of capital employed 
(finance), but since 1968 all corporation tax payable has 
been treated as a current liability in the analysis regardless 
of the date when it is payable.) These two items are 
included in capital employed by the Commission’s staff 
on the grounds that they are both akin to a long-term 
liability rather than to a current liability because of the 
delay in payment. This argument could be extended to 
trade creditors but trade credit is likely to be shorter and 
it is necessary to draw the line somewhere.

The accountancy staff of the Monopolies and Mergers 
Commission also exclude from capital employed both 
goodwill and intangible assets. Goodwill as recorded in 
company accounts normally represents the premium paid 
on the acquisition of subsidiary companies over the net 
book value of the assets acquired. Some companies treat 
this as an asset in their accounts while others write it 
off against reserves in the year of acquisition. Because cf 
the variation in treatment, and the fact that the goodwill 
recorded in company accounts does not represent the 
total value of goodwill for the company, greater com
parability is achieved by deducting the figures from 
reserves and thus excluding them from capital employed. 
Similar considerations apply to intangible assets which 
are usually research and development costs and again 
are often written off in the year in which the expenditure 
is incurred. They should for consistency be treated in the 
same way as goodwill and deducted from reserves. While 
this treatment is open to criticisms in that in individual 
cases the goodwill and intangible assets may represent an 
asset which it is desirable to include in capital employed, 
this would make little difference to the rate of return for 
the companies in the DI analysis as these items are in 
aggregate relatively small. Table I includes an estimate 
of the gross income/gross assets and net income/net assets 
ratios adjusted to include dividends outstanding and 
future tax reserves and to exclude goodwill and intan
gible assets from capital employed (finance). In total this 
makes a marginal difference to the level of the ratio, and 
has very little affect on the trend of the rates of return.

A rate of return is shown in the Times 1,000, an annual 
publication by the Times Newspapers Ltd., which gives 
information extracted from the company accounts of the 
largest 1,000 UK industrial companies in terms of turn
over. This return measures net income at book values be
fore deducting any interest charges or tax as a percentage
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of net tangible fixed assets (excluding goodwill and in
tangible assets), plus current assets and investments, less 
current liabilities other than bank loans and overdr^ts 
and future tax (deferred tax plus corporation tax payable 
on 1 January in the next fiscal year). Their treatment ot 
goodwill, intangible assets, and tax is the same as the 
Monopolies and Mergers Commission staff s. but divid- 
dends outstanding are taken as part of current liabilities.

Rate o f return on shareholders* interest on book value 
basis
The rate of return for shareholders, including both pre
ference and ordinary shareholders, can be measured from 
company accounts as gross income less depreciation and 
all interest charges as a proportion of the average share
holders’ interest, namely, ordinary and preference shares 
plus capital, revenue and deferred tax reserves, plus divi
dends outstanding at the end of the year, plus minority 
interests and less goodwill and intangible assets. Future 
tax reserves are not included as part of the shareholders 
interest as they are part of the company’s liabilities, but 
deferred lax reserves should be included as they do not 
have to be paid out in the immediate future, if at all. This 
rate is given in Table 1. For equity shareholders only, 
the rate of return can be measured in the same way except 
that profits are less the preference dividend grossed-up 
at the current rate of corporation tax and capital em
ployed is after deducting the value of the preference 
shares. The preference dividend is paid out of post-tax 
profits and it needs to be grossed-up at the current rate of 
corporation tax in order to pul it on a pre-tax basis. This 
is because the preference dividend is not allowable, as is 
loan interest, against profits for the assessment of tax. 
(This adjustment after 5 April 1973 would have to be 
based on preference dividends net of ACT.)

The return on shareholders’ interest is highly dependent 
among other things on a company’s gearing, that is, the 
ratio of loans to shareholders’ interest. If a company’s 
earnings on total capital employed are higher than the 
rate of interest on borrowings, then the higher is the 
gearing the higher is the shareholders’ return, and vice 
versa. This rate of return is not a good measure of the 
return to capital overall, although it is important from 
the point of view of the owners or potential purchasers 
of risk capital, or when considering the financial viability 
of the company.

PosUtax rates o f return on book value basis
Since tax is levied on total income net of interest charges, 
the simplest way of estimating post-tax rates of return is 
to relate post-tax profits to shareholders’ interest. 
Shareholders’ interest should be defined in the same way 
as for the pre-tax return. It is possible to estimate a post
tax rate of return on a book value basis on these lines 
from the D1 analysis of company accounts and this rate 
is given in Table I. It is not, however,possible to compile 
such a rate from the national accounts figures as no 
estimate is available of the shareholders’ interest. If on 
the other hand it were desired to calculate a net of tax 
return on the whole of capital employed, including long 
and short-term loan capital, it would be necessary to 
make an adjustment to corporation tax, or formerly 
profits tax, for the tax relief given for interest charges.

This is because tax is assessed on profits after deducting 
interest payments and varies according to the importance 
of interest payments.

These post-tax rates are less satisfactory than the pre
tax rates as they involve a greater number of approxi
mations, particularly in the measure of profits, as well as 
being affected by changes in the system of taxation. 
Therefore much greater care is needed in handling them, 
particularly for year-to-year changes. However the longer 
term comparisons are probably better and provide some 
indication of the trend. The post-tax rates in Table 1 are 
based on book values; post-tax estimates at replacement 
costs are difficult to construct and would be even more 
difficult to interpret.

C h o ic e  betw een  various rates o f  retu rn
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There are a number of different rates of return on capital 
employed which are appropriate for different purposes. 
There are a number of problems of definition, but once 
the definition of profits has been decided the appropriate 
definition of capital employed largely follows from it. For 
economic analysis and when considering the profitability 
of individual industries it is best to relate trading income 
to trading assets, and to exclude non-trading activities. 
For questions relating to the total availability and use of 
funds the more appropriate ratio is total income to total 
assets. It is desirable to relate income to capital employed, 
including short-term loans, rather than to only long-term 
capital (net assets) because much short-term capital is 
renewed each year. There are advantages in using rates 
based on both gross and net assets but for companies in 
aggregate the results generally do not differ sufficiently 
to outweigh the convenience of using only net assets 
since such net rates are widely used and accepted by 
outside commentators. For the measure of the return on 
risk capital the appropriate ratio is of profits before tax 
to the shareholders’ interest. Post-tax rates of return pose 
a number of problems mainly in the measurement of 
profits, but the simplest rate is that expressing post-tax 
profits as a ratio of the shareholders’ interest. This is 
because it is much more difficult to calculate a post-tax 
return on the whole of capital employed. These post-tax 
rates of return involve more approximations than pre-tax 
rates and added caution is needed in interpreting them, 
particularly in the short-term. Longer term comparisons 
of post-tax rates of return are probably better and less 
subject to irregularities. Rates of return after allowing for 
depreciation on a replacement cost basis (and stock 
appreciation) are more economically meaningful than 
those allowing for depreciation at book value, but because 
the latter are widely used it is necessary also to compile 
figures on that basis.

Comparison o f rates o f return
In Appendix I the main rates of return discussed above 
are set out in Table I, mainly from 1955, and the definitions 
are given in Table 3; Table 2 gives some industry detail 
within manufacturing for the net trading income/net 
trading assets rate of return at historic and replacement 
costs for large quoted companies. TTie main rates of 
return on trading assets are set out in Charts 1 and 2,
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while Chart 3 shows the pre and post-tax rates of return 
on shareholders’ interest at book values.
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All the rates of return are subject to cyclical variations, 
reflecting the cyclical nature of profits and it is therefore 
important when looking at changes in each of the rates 
to compare corresponding periods in the cycle. It is the 
trend of these various rates which is important and which 
can be compared: in general the levels cannot be com
pared because of the differences in definition. In particu
lar the two replacement cost estimates (columns (6) and 
(9) of Table 1) although apparently similar cannot be 
compared because they are defined differently both in 
terms of the capital employed which is taken into account 
and the way in which it is estimated. Hence the generally 
lower figure for the rate based on company accounts data 
which relates only to large quoted manufacturing com
panies cannot be taken as an indication that the rate of 
return is higher for industrial and commercial companies 
other than large quoted manufacturing companies. 
The levels can only be compared when the definitions of 
the rate and the sources of data are the same as, for 
example, in Table 2.

All the various historic cost and book value rates of 
return have very similar cyclical movements and trends. 
They all declined through the latter half of the I950's but 
thereafter remained fairly flat through the 1960’s, before 
picking-up at the beginning of the 1970’s. It is difficult to 
assess the significance of the recent increase given the 
cyclical variation in the figures. However to some extent 
this increase is illusory. The rate of return based on book 
values overstates the rate when prices are rising, and 
the overstatement is greater, the greater the rise in 
prices. This is because assets are valued mainly at historic 
costs and do not fully reflect the rise in prices (see above). 
Prices started to rise more quickly at the end of the 1960*s 
and so did the book value rates of return.

If account is taken of the current cost of assets and of 
the need to provide for stock appreciation, then, as 
illustrated in Charts 1 and 2, the rate of return continues 
to decline throughout the I960’s and, as far as can be 
judged, into the 1970’s. Table 2 shows that this decline in 
the rate of return at replacement costs during the 1960's 
was experienced by all of the main sectors of manufac
turing industry although the intensity of the decline 
varied between industries.
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APPENDIX I

TABLE 1
Rates of return on capital employed (̂ )

Per cent

1 *
•"V . 1955

1956
1957
1958
1959

1960
1961
1962
1963
1964

1965
1966
1967
1968
1969

1970
1971
1972
1973

Based on national accounts data Based on Department of Industry analysis of company accounts

Net trading income/net capital stock plus book value of stocks

At
historic
costs
(a)

( 1)

10*7no
11-9
14-0

At current replacement 
costs

Before 
providing 
for stock 

appreciation
(b )

After 
providing 
for stock 

appreciation
(c )

( 2)
13-9
12-6
12-1
10-8
11-8

(3)

At
historic
costs
(a)

(4)

19'0
16*6
151
16- 3
17- 0

cost:

Before 
providing 
for stock 

appreciation
(b)

(5)

13-7
12*0
11-0
12*0
12-7

12-0
10-7
10-7
1T3
10*0

After 
providing 
for stock 

appreciation 
(c)
(6 )

Large quoted companies in manufacturing industry
Net trading income/ 

net trading assets

At
historic

costs
(d)

At replacement costs
Before 

providing 
for stock 

appreciation 
(e)

After 
providing 
for stock 

appreciation 
(0

(7) (8) (9)
18*9 16*2
17*1 14-4 a  •

16*1 13*2 . .
14*8 12*0 a  •

16-0 13*4 • •

16*5 141 13*6
14*2 11*9 11*4
12-4 10*3 10*1
13*3 11*0 10*5
14-6 12*2 11*4

13*9 11*3 10*4
12*0 9*5 8*8
12*0 9*7 9*3
13*4 10*8 9*4
12*5 9*9 8*2

11*5 8*6 6*3
12-6 9*2 7*1

•  V •

Gross income/ 
gross assctsO

(i)

(g)

(10)

(h)

( 11)
? t

t

12*8
13*6
15*3

y A  ‘.l
e :  I / -

(*) For definitions see lettered references in Table 3.
(̂ ) Based on book value of depreciation and assets as recorded in company accounts; these have not been adjusted to take account of the treatment of 

investment grants and building grants.
(^ Net income after tax includes only those investment grants separately distinguished in company accounts.

Net trading income/net trading assets at historic and replacement costs for large quoted manufacturing companies 0
TABLE 2 Per cent

Industry

Year

1960
1961
1962
1963

1964
1965
1966
1967

1968
1969
1970
1971

Food, drink and tobacco

At
historic

costs

16*4
16*6
160
16*6

At replace
ment costs 
before pro
viding for 
stock ap
preciation

11-6
10*8
10*6
11-2

At replace
ment costs 
after pro
viding for 
stock ap
preciation

12*2
11*0
100
10*7

Chemicals and allied industries

Net trad
TABLE 2 (c o n tim d , 

E w r i n g ,  sh^buildin
and other metal g(

Metal manufacture

At
historic

costs

13-6
12*8
10*4
10*3

At replace
ment costs 
before pro
viding for 
stock ap
preciation

At replace
ment costs 
alter pro
viding for 
stock ap
preciation

At
historic

costs

At replace
ment costs 
before pro
viding for 
stock ap
preciation

At replace
ment costs 
after pro
viding for 
stock ap
preciation

At
historic

costs

At replace
ment costs 
before p ro
'idingfoj
stock ap- 
Pteciation

(S) Ratios (d), (e) and (f) as defined in Table 3.
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TABLE 1 (continued) Rates of return on capital employed (̂ )
Per cent

P̂anicsu>

set!

Based on Department of Industry analysis of company accounts

*niemcosts
After 

Providing 
for s t o j  

®PP«cUtion 
(0

joeupj'

ft)

0 take account o f the treatoieoi of

manufacturins companies 0
fticent

Metal manuficnjre

A t
historic
costs

At replan* 
pent costs 
before pro
viding for
stock ap- 
predation

At replace- 
laent costs 
after pro
viding for 
stock ap
preciation

■fi\

.S\

Large quoted companies in manufacturing industry Large quoted companies in manufacturing, distribution and certain other services

Net income/ 
net assets 0)

Net income after all 
interest charges/ 

shareholders’ interest Gross income/ 
gross assetsf*)

Net income/ 
net assets (*)

Net income after all 
interest charges/ 

shareholders’ interest

Before
tax
(*)
(k)

After
tax

(1)

Before
tax
e)

(k)

After
tax

P )(^
(1)

(i) 0) (g) (h) (i) (j)

(12) (13) (14) (15) (16) (17) (18) (19) (20) (21)
17-9 18-1 22-2 116 17-4 ----- TT5------ 17-8 180 20-9 10*8
16-4 16*5 20-1 10-0 16-5 16-6 16-6 16-8 19-4 9-6
15-6 15-8 18-7 9*4 15-8 15-9 15*8 16-0 18-2 9-0
14-4 14-5 17-0 9-0 15-0 15-0 14-7 14-8 16-8 8-9
15-4 15-5 180 10*3 15-8 15-8 15-7 15-8 17-9 10-3

15-7 15-8 18-3 10-0 15*9 16-0 16-0 16-1 18*5 10-2
13-4 13-6 15-5 8-4 14-3 14-4 13-9 14-1 16-1 8-7
12-1 12-2 13-8 7-5 13-3 13-4 12-7 12-9 14-6 7-9
12-9 13-1 14-8 8-0 13-9 14-0 13-5 13-7 15-5 8*5
14-2 14-4 16*6 9-2 14-9 15-1 14-7 15-0 17-2 9-5

13-4 13-6 15-6 10-1 14-2 14-4 13*9 14-1 16-1 10-4
11-8 12-0 13-7 6-4 13-0 131 12-3 12-5 14-3 6*7
11-9 12-2 14-1 7-4 13-0 13-3 12-4 12-8 14-8 7-6
13-7 14-0 16-7 8-7 14-4 14-6 14-2 14-4 17-2 8-8
13-3 13-4 16-0 8*1 14-3 14-4 14-1 14-2 16*4 8-4
12-1 12-3 14-5 7*8 13-5 13-6 13-1 13-2 15-8 8-4
13*1 13-3 15-7 91 14-3 14-5 14-0 14-3 17-0 9-6
15-4 15-7 18-9 12-1 16-1 16-4 16-4 16-9 20-4 13-1

1955
1956
1957
1958
1959

1960
1961
1962
1963
1964

1965
1966
1967
1968
1969

1970
1971
1972
1973

quoted manufacturing
TABLE 2 (continued) Per cent

Engineering, shipbuilding, vehicles 
and other metal goods Textiles, leather and clothing Other manufacturing industries Total manufacturing

At replace At replace At replace At replace At replace At replace At replace-
At ment costs ment costs At ment costs ment costs At ment costs ment costs At ment costs

historic before pro- after pro- historic before pro after pro historic before pro after pro r\ l
hi<tnrir before pro

costs viding for 
stock ap
preciation

vidmg for 
stock ap
preciation

costs viding for 
stock ap
preciation

viding for 
stock ap
preciation

costs viding for 
stock ap
preciation

viding for 
stock ap
preciation

costs viding for 
stock ap
preciation

16-4 14-5 13-6 14-8 12-7 12-1 17-2 14-8 14-0 16-5 14-1131
A  A

11-6 10-5 14-1 12-0 12-1 16-1 13-9 13-8 14-2 11-911-5 10-1 9-4 11-9 10-0 10-0 14-3 12-1 12-2 12-4 10-312-8 11-2 10-8 13-2 11-2 9-6 14-7 12-5 12-3 13-3 11-1
14-0 12-5 10*9 14-3 12-2 12-6 16-5 14-2 13-5 14-6 12*213-4 11-8 10-0 14-5 12*3 11-7 15-0 12-7 12-2 13-9 11-312-1 10-4 8-7 12-0 9-9 9-9 13-0 10-8 10-3 12-0 9*610-9 9-4 8-6 11-4 9-5 10*0 12-9 10-8 10-6 12-0 9-9
12-3 10-5 8-5 13-9 11-5 9-8 13-8 11-6 10-4 13-4 10*9U ‘8 9-9 7-0 12-1 9-9 9-2 11-8 9-6 8-2 12-5 Q.Q
10-7 8-3 4-9 10-5 8-2 7-3 11-4 8-5 6-8 11-5 8*512-5 9-0 6*2 12-0 8-8 7-0 13-2 9-6 7-7 12-0 9-2

Industry

At replace
ment costs 
after pro
viding for 
stock ap
preciation Year

13-6
11-4
10-1
10*5

1960
1961
1962
1963

1964
1965
1966
1967

1968
1969
1970
1971
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Definition of selected rates of return given in Table 1
TABLE 3

Profits

Based on national income data
(a) Net trading income at historic costs (gross 

trading profits p/«s rent received by these 
companies less capital consumption at 
historic costs).

(b) Net trading income at replacement costs 
before providing for stock appreciation 
(gross trading profit plus rent received by 
these companies less capital consumption 
at replacement costs).

Capital employed

Net capital stock (fixed assets other than land) of these companies at 
historic costs plus book value of stocks.

Net capital stock (fixed assets other than land) of these companies at 
replacement costs plus book value of stocks.

(c) Net trading income at replacement costs 
after providing for stock appreciation 
(gross trading profits plus rent received by 
these companies less capital consumption 
at replacement costs and less slock 
appreciation).

Based on company account data from D1 analysis of company accounts 
Before tax

(d) Net trading income before interest at 
historic costs (gross trading income less 
depreciation at historic costs).

Net capital stocks (fixed assets other than land) of these companies at 
replacement costs plus book value of stocks.

(e) Net trading income before interest at 
replacement costs (gross trading income 
less depreciation at replacement costs).

(f) Net trading income before interest at 
replacement costs less stock appreciation.

(g) Gross income less short-term interest.

(h) Gross income less short-term interest.

(i) Net income (gross income less short-term 
interest and depreciation at book values).

(j) Net income (gross income less short-term 
interest and depreciation at book values).

(k) Net income less all interest payments 
(gross income less all interest payments 
and depreciation at book values).

0)
After tax
Net income less ail interest payments, 
less company tax charge other than 
deferred tax, less income tax payable 
on ordinary and preference dividends, 
plus investment grants.

Net trading assets at historic costs (tangible net fixed assets at historic 
costs plus net current assets other than investments, bank overdrafts 
and loans, dividend provisions and corporation tax payable in next 
fiscal year).
Net trading assets at replacement costs (tangible net fixed assets at 
replacement costs plus net current assets other than investments, 
bank overdrafts and loans, dividend provisions and corporation tax 
payable in next fiscal year).
Net trading assets at replacement costs.

Gross assets at book values (fixed and intangible assets before 
deduction of accumulated depreciation plus current assets and 
investments less current liabiHties including bank overdrafts and loans, 
dividend provisions and after 1967 corporation tax payable in 
next fiscd year).
Gross assets at book values (fixed assets before deduction of 
accumulated depreciation plus current assets and investments less 
current liabilities including bank overdrafts and loans but excluding 
dividend provisions and corporation tax payable in next fiscal year)
Gross assets at book values as in (g) less accumulated depreciation.

Gross assets at book values as in (h) less accumulated depreciation.

Shareholders’ interest (ordinary and preference shares plus capital, 
revenue and deferred tax reserves p/us dividends outstanding at the 
end of the year plus minority interests and less goodwill and 
intangible assets).

Shareholders’ interest.

Published

\

Monopolies 
and Mergers 
Commission

Business Monitor, Afi, 
Company Finance 
up to 1973.

Business Monitor, Afi. 
Company Finance.
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APPENDIX II

National accounts estimates of capital consumption and net capital stock for financial companies
and industrial and commercial companies

(i) Capital consumption £ million

At current replacement costs At historic costs

All
companies

(')
Financial
companies

Industrial and 
commercial 
companies

AU
companies

Financial
companies

Industrial and 
commercial 

companies

1959 ......................... 771 12 759 513 8 505
1960 ......................... 815 13 802 568 9 559
1 9 6 1 ......................... 890 15 875 628 11 617
1962 ......................... 949 17 932 681 13 668
1963 ......................... 1,005 19 986 737 15 722

1964 ......................... 1,084 22 1,062 806 17 789
1965 ......................... 1,186 27 1,159 876 22 854
1966 ......................... 1,292 31 1,261 953 25 928
1967 ......................... 1,345 37 1,308 1,015 31 984
1968 ......................... 1,442 45 1,397 1,081 38 1,043

1969 ......................... 1,596 54 1,542 1,185 45 1,145
1970 .......................... 1,819 68 1,751 1,300 57 1,243
1 9 7 1 ......................... 2,082 83 1,999 1,417 67 1,350
1972 ......................... 2,353 104 2,249 1,568 84 1,484
1973 ......................... 2,732 135 2,597 1,765 107 1,658

: I

{*) Figures for 1963 to 1973 published \n National Income and Expenditure 1963 -1973  (HMSO September 1974). Source: Central Statistical Office
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APPEN DIX III

PART A: Rates of tax (per cent)

Income tax standard rate)

1950/51

45

1951/52
to

1952/53

47-5

1953/54 1955/56
to to

1954/55 1958/59

45 42-5

1959/60
to

1964/65

38-75

1965/66 1971/72 fto to 1973/74
1970/71 1972/73

41-25 38-75 30(>)

(») Unified basic rate.

Profits tax Accounting period (or portion thereoO between

1 Oct 1949 
and

31 Dec 1950

1 Jan 1951 
and

31 Dec 1951

1 Jan 1952 ' 
and

31 Oct 1955

1 1 Nov 1955 
and

31 March 1956

1 AprU 1956 
and

31 March 1958

1 April 1958 
and

31 March 1960

1 AprU 1960 
and

31 March 1961

1 April 1961 
and

5 AprU 1966

Profits
distributed 30 50 22'/2 27>/2 30

10 12^ 15
Profits rtot 
distributed 10 10 2'/2 2*/2 3

Corporation tax Year of profit

1965/66 to 1966/67 1967/68 1968/69 1969/70 1970/71 to 1972/73 1973/74

Rate of 
corporation 
tax 40 42^1 45 42^ 40 52P)

(») Rate under the Imputation System

PART B : Certain publications giving more details of the system of company taxation

(a) National Accounts Statistics : Sources and Methods, published by HMSO (1968). Pages 211 to 213 give a 
summary of the system of company taxation; page 388 gives details of Inland Revenue depreciation 
allowances.

(b) Inland Revenue Statistics 1973, published by HMSO. Pages 157 to 160 give a brief description of company 
taxation.

(c) Report o f the Commissioners o f Her Majesty's Inland Revenue, published by HMSO :

r
VT 112th Report for the year ending March 1969. Pages 72 to 97 give more detail on taxes.

100th Report for the year ending March 1957. Pages 3 to 22 give details of the taxes charged in 
the mid-1950’s.
96th Report for the year ending March 1953. Page 35 gives details of the excess profits levy in force from 
1 January 1952 to 31 December 1953.

(d) Corporation Tax. A booklet issued by The Board of Inland Revenue in February 1966 gives detailed 
information on corporation tax.

(e) Corporation Tax. A booklet issued by The Board of Inland Revenue in December 1972 gives details of 
changes resulting from the introduction of the Imputation System.
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