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Summary 

As a measure of economic activity, gross domestic product (GDP) is a useful indicator of 
output and suitable for using in estimates of productivity. However, as a measure of 
welfare, it has several limitations. This article follows Sefton and Weale (1996, 2005) in 
producing an estimate of real income – a corrected or adjusted version of GDP – that is 
linked to current and future consumption possibilities. This measure of real income differs 
from real (money) GDP by taking account of capital consumption, net income and transfers 
from overseas, and uses a consumption deflator rather than a general GDP deflator so that 
output is valued in terms of consumption units. 

 

Introduction 

Gross Domestic Product (GDP) is a measure of the total output produced in a particular country. 
Dividing by the population of that country gives GDP per capita, or the average amount of output 
for each person, and these figures have been typically used to detect changes in living standards 
both over time and across countries. However, as a measure of average welfare, GDP per capita 
is at best a materialistic measure and at worse a flawed measure. There are many aspects to 
welfare, living standards, quality of life, well–being and so on that are not captured by GDP, and in 
fairness GDP was never designed to actually measure these things anyway (Vanoli 2005). As Allin 
(2007) states, a discussion about welfare invariably involves a number of factors that lie outside of 
the simple production boundary that GDP/National Accounts aims to record.  

GDP’s difficulties in measuring welfare have been long recognised. For example, the Human 
Development Index1 was an early attempt to consider a range of wider indicators and presently the 
Office for National Statistics (ONS) is engaged in developing new measures of national well–being 
for the UK that cover quality of life, environmental and sustainability issues as well as economic 
performance2. But despite its limitations, GDP and its variants still have value as a measure of 
progress and the resources available to society. In a recent article in Economic & Labour Market 
Review, Chiripanhura (2010) discusses real net national disposable income and household 
consumption among others as indicators of societal well–being across countries. 
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This article follows up on Chiripanhura (2010) by looking at real net national disposable income for 
the UK in greater detail and its implications for welfare. The main point of difference is, following 
the arguments laid out by Sefton and Weale (1996, 2005), real income is calculated using the 
consumption rather than the GDP deflator, as this gives a measure of income that is more closely 
related to current and future consumption possibilities and hence welfare.  

 

GDP and real income 

As part of the annual Blue Book3 the ONS publishes a measure called net national disposable 
income. This is related to GDP in the following way: 

Gross Domestic Product ('money' GDP) 

+ Net income from the rest of the world (receipts less payments) 

+ Subsidies less taxes  from/to the rest of the world on products and production 

= Gross National Income

+ Current transfers from the rest of the world (receipts less payments) 

= Gross National Disposable Income

- Fixed capital consumption 

= Net National Disposable Income

 

Therefore net national disposable income differs from GDP at market prices in two main ways. 
First, it is a net measure so excludes capital consumption. This is the value of capital stock that 
wears out in a given period (annual). Second, as a national rather than a domestic concept, it 
includes the net income, current transfer and tax payments between the UK and the rest of the 
world. Both of these adjustments are considered appropriate for moving GDP towards a measure 
of welfare.  

Investment expenditure that simply replaces capital that wears out cannot be thought of as adding 
to the income/consumption possibilities of a nation. This can be an important consideration when 
comparing GDP across countries. Different rates of capital consumption would mean that net 
national disposable income could differ, even if gross measures are similar.  Significant changes 
over time could also happen within a single country as the structure of industry and types of capital 
utilised by them shift. For example, at the turn of the new millennium there was substantial interest 
in the possible consequences of moving to IT assets with much shorter working lives than 
traditional plant and machinery. 
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For the purposes of calculating the income available to a population (to consume or invest) it 
should not matter whether this originates from home or overseas. Income generated by the 
ownership of foreign assets increases these resources whereas the income paid to foreign owners 
of domestic assets reduces it. Net income reflects the difference between the two. Added to this 
are current transfers between the UK and the rest of world – which includes, among others, net 
payments to supranational organisations like the European Union, international aid and insurance 
premiums and claims4 – and net taxes and subsidies with the rest of the world. 

Net national disposable income is commonly referred to as 'national income' for short. 

To sensibly compare national income over time requires deflation into real measures, and it is here 
regarding the choice of appropriate deflator, that this article departs from the National Accounts 
approach and those measures discussed in Chiripanhura (2010). The System of National Accounts 
(SNA) uses the general GDP deflator, but as Sefton and Weale (1996, 2005) suggest, the 
consumption deflator is more appropriate if income measures are to be related to current and 
future consumption possibilities. 

For output measures it does not really matter if goods are produced for consumption or for 
investment, hence both can be valued in their own units. However, when considering welfare, 
investment goods represent consumption that is forgone today in order to produce more 
consumption goods in the future. Therefore if income measures are to reflect current and future 
consumption possibilities it makes sense that all output is valued in consumption units. This follows 
a similar approach to Weitzman's net domestic product measure (see Oulton 2002). Real income 
is therefore defined as net national disposable income deflated by the consumption deflator. 

Following Metz, Riley and Weale (2004)  the difference between real GDP (at market prices) and 
real national income can be separated into these three effects – namely the capital consumption, 
net income and deflator effects such that: 

GDP market prices / GDP deflator 

= 

Net national disposable income / consumption deflator 

+ Capital consumption / consumption deflator  

- Net factor and transfer income from overseas / consumption deflator 

+ GDP market prices (1/GDP deflator - 1/consumption deflator) 

 

The final term relating to the deflator effect is the adjustment required to move from output valued 
in terms of production to consumption and has no meaning except in relative terms (that is relative 
to the base year). Clearly, real GDP and real income can move in different ways if there are 
changes in the rates of capital consumption or the importance of net income from abroad or 
because the GDP deflator has moved differently to the consumption deflator. 
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Figure 1a GDP and real national income – levels 
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Source: ONS Blue Book 

 

Figure 1b GDP and real national income – growth rates 
Per cent 
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Source: ONS Blue Book 

Office for National Statistics 8

 



Economic & Labour Market Review May 2011

 

Figure 1a shows the levels of real GDP and real national income between 1987 and 2009, and 
Figure 1b the corresponding annual growth rates. The key points to note are: 
• the level of real income lies below that of real GDP 
• Growth rates over the period are fairly similar. Real GDP grew at an average rate of 2.1 per 

cent per year whilst real income grew at 2.2 per cent per year 
• Figure 1b shows that real income growth tends to be more cyclical than real GDP growth – 

growing faster in times of expansion but weaker in times of slower growth or recession. This 
feature of the data will be discussed further in the course of the article 

Figure 2 shows how each of the three effects – capital consumption, net income and transfers 
from overseas, and deflation – have impacted on national income relative to real GDP at market 
prices. 

 

Figure 2 GDP and real national income – differences 
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Source: ONS Blue Book 

The overall difference in levels between the two measures has varied between 12–15 per cent of 
GDP. Capital consumption has the largest impact in reducing real national income relative to GDP. 
It is interesting to note that since 1992 capital consumption has fallen as a proportion of GDP, 
although it edged upwards in the latest year (2009). 

Net income and transfers tends to be volatile – a reflection of how this measure is impacted by 
financial market and exchange rate movements. Up until 2000, a deficit in net income flows 
reduced real national income relative to real GDP. But over the last decade, this position has 
reversed, with a surplus in net property income raising real national income relative to GDP. 
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The deflator effect captures the movement in consumption prices (private and public) relative to the 
overall GDP deflator. During the late 1980s, consumption prices fell relative to the broad GDP 
deflator, but since then have risen faster and as a result reduced the level of real national income 
relative to real GDP. The rest of the article will look at changes in these three elements over the 
last two decades in greater detail. 

 

Capital consumption 

Figure 2 clearly shows that since the late 1980s capital consumption has trended downwards 
relative to GDP with the exception of the latest year in 2009. The UK now has one of the lowest 
ratios of capital consumption to GDP in the OECD. If this ratio can be split into two parts such that 

Capital consumption / GDP = Capital consumption / Capital stock * Capital stock / GDP 

then the fall is occurring because: 
• capital consumption as a share of total capital stock is falling – that is the existing capital stock 

is wearing out less quickly 
• the capital stock is declining relative to GDP; or 
• a combination of the two 

 

Figure 3 Capital consumption rates 
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Source: ONS Blue Book and Capital stocks, capital consumption and non–financial balance sheets 
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Figure 3 shows that the second of these explanations is the most consistent with the data. The 
ratio of capital consumption to the capital stock has been fairly constant since 1987 but capital 
stocks have tended to fall relative to GDP since the early 1990s recession. This suggests that UK 
output has been becoming gradually less capital intensive. 

Figures 4a and 4b provide a more detailed breakdown of capital consumption rates by asset and 
by sector respectively5. In terms of assets the main driver of the downward trend has been ‘other 
machinery and equipment’ which, as a ratio to GDP, fell from 0.06 in 1993 to around 0.03 in 2007. 
This ratio has picked up slightly in 2008 and 2009 due to  
• premature capital scrapping by firms looking to reduce capacity in the recession and increased 

rates of company liquidations 
• a large and sharp fall in GDP due to the financial crisis and recession 

but this has not dramatically reversed the longer–term trend. 

Most of the other components of capital consumption have broadly moved in line with GDP itself. 
An interesting exception is the component referred to as transfer costs which relates to the costs 
associated with the transfer of ownership of non–produced assets6 (such as land and dwellings). 
Since 1992 this part of capital consumption has risen faster than GDP but fell back substantially 
since 2008 – clearly reflecting the general pattern in property prices and the number of property 
transactions over this period. 

 

Figure 4a Capital consumption rates – by asset 
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Source: ONS Blue Book and Capital stocks, capital consumption and non–financial balance sheets 
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Figure 4b Capital consumption rates – by sector 
Ratio to GDP 
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These developments have also been reflected in the sector data. The falling capital consumption to 
GDP ratio in the other machinery and equipment segment is clearly concentrated in the non–
financial corporations sector. And the corresponding movements in transfer costs have been 
strongly reflected in the capital consumption of the household sector.

Figures 5a and 5b show gross capital stocks and gross fixed capital formation (GFCF/investment) 
as a ratio to GDP for these broad asset types.  

In terms of capital stocks, the largest components are dwellings and other buildings and structures. 
These are long–lived assets which depreciate slowly, so these large stocks reflect a build up in 
investment over many decades. As a result the stocks do not change much from year to year, 
which explains why following the sharp fall in GDP during the recent recession, the ratio of capital 
stock to GDP increased by a noticeable degree.  

The strong decline in other machinery and equipment capital stock is also very evident in Figure 
5a, from over 100 per cent of GDP to around 60 per cent of GDP over the last two decades. Such 
a long and protracted fall suggests important structural factors have been at play in the 
composition of UK investment and output.  
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Figure 5a Gross capital stocks 
Ratio to GDP 
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Source: ONS Blue Book and Capital stocks, capital consumption and non–financial balance sheets 

 

Figure 5b Gross fixed capital formation 
Ratio to GDP 
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Gross capital stocks reflect the accumulation of net investments in each asset (GFCF minus capital 
consumption). GFCF in each of the main asset types are shown in Figure 5b, these tend to be 
more volatile/cyclical than the corresponding stocks data. Dwellings, other buildings and structures 
and transfer costs have followed the same movements as UK commercial and residential property 
markets – particularly the sharp rise since 2000 and falls in 2008 and 2009. On the other hand, and 
in line with the corresponding movements in stocks, plant and machinery GFCF has exhibited a 
long decline as a share of GDP. 

The evidence from Figures 3 to 5 suggests that capital consumption in the UK has fallen relative to 
GDP because of a long run fall in the stock of other machinery and equipment, which in turn has 
been driven by a protracted fall in plant and machinery investment in the non–financial 
corporations sector. As suggested already, the duration and the extent of this shift tends to point to 
structural factors in the makeup of UK investment and output over the last two decades. 

This issue was highlighted in Chamberlin (2008a) which showed how a declining share of 
investment in GDP by the private non–financial corporations (PNFC) sector had gone hand–in–
hand with an increase in cash holdings by the sector. That article pointed to two factors which may 
be accounting for this relative fall in investment spending. 

The first was a longer–term fall in the price of investment goods relative to the overall GDP 
deflator. This means that the fall in the ratio of GFCF to GDP is more pronounced in nominal than 
in real terms. If investment goods were quality–adjusted, like many of the higher–technology parts 
of the consumer prices index (CPI), this fall would be even less apparent in real terms. Therefore, 
due to falling relative prices and quality improvements in capital goods it is plausible that firms 
require less nominal capital  in order to produce their desired output levels. These issues will be 
discussed further in the section on deflator effects. 

Second, UK output has strongly shifted to the less capital intensive services sector where 
traditional plant and machinery investment is relatively small. As a result, the falling share of 
investment in GDP is a natural outcome of structural changes in the UK economy away from 
production towards services. But this might in itself reflect issues in measuring the capital stocks of 
the services sector which consists of relatively more intangible and relatively less tangible assets 
than the production sector. The significance of intangible assets has grown in the UK economy, not 
just because of the move away from manufacturing towards services, but also due to the 
increasing incidence of new information and communication technologies (ICT) in many areas of 
economic activity.  

Computer software and hardware has already been capitalised in the National Accounts, and the 
new SNA plans to introduce R&D as a capital item although provisionally as a satellite account. 
However, Giorgio Marrano and Haskell (2007) argue that the National Accounts definition of 
investment is still too narrow and ignores many types of firm spending that has asset properties. 
These include a wider definition of R&D to include design, and spending related to the 
development of brands, human capital of workforces and organisational structure and 
management. Taking these into account would, in 2007, double the share of GFCF in GDP, and 
much of this would be in the services sector. 
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The measurement of capital consumption is already a tricky issue for statisticians. Judgements 
must be made concerning the average life lengths of different assets and their rates of decay (for 
example straight line or exponential depreciation). It also requires an accurate measure of the 
capital stock which requires estimation, usually through a perpetual inventory model (PIM)7. These 
difficulties mean that gross measures are often preferred to net measures of output. Extending the 
scope of the capital stock from tangible to intangible assets would be even more challenging still, 
especially as many new ICT investments are relatively short–lived due to rapid technological 
advancements leading to an increased rate of obsolescence. 

If though the current National Accounts figures on capital consumption are taken as they currently 
are then what do they say about UK welfare? Naturally, a decline in investment would lower gross 
measures of output such as GDP, but if this in turn feeds through to a lower capital stock and less 
capital consumption then it would be offset in net figures. As a result, net national income and 
other measures would appear relatively stronger compared to gross output measures. This is 
shown in Figure 2, where the level difference between real GDP and real national income 
accounted for by capital consumption has been seen to fall.   

Figure 1b also shows that real national income tends to fall faster than real GDP in recessions (for 
example 1990–92 and 2009). This may be partly caused by increased rates of capital consumption 
in downturns due to company liquidations and premature capital scrapping – acting to lower net 
income compared to gross output measures. 

 

Net income and transfers from abroad 

For income measures to have welfare significance it makes obvious sense to use national rather 
than domestic measures. For example, suppose a country were to borrow from overseas to invest 
in its own capital stock. The flow of goods and services generated by the larger capital stock would 
add to GDP but the interest payments on the overseas loans would not be deducted. Therefore it 
would be possible to increase GDP by simply borrowing from overseas. It could also be possible 
that the value of the extra goods and services produced by the newly installed capital is less than 
the cost of servicing the loan that funded it. National measures though would however offset the 
increase in domestic production against the costs of servicing the foreign loan and would hence 
provide a more realistic measure of income for welfare purposes. This section looks more closely 
at net income and transfers between the UK and the rest of the world as reported in the Balance of 
Payments. 

As Figure 6 shows, for the past decade net income flows have generally been positive, meaning 
that the UK is earning more income from its ownership of overseas assets than it is paying 
foreigners for their ownership of UK assets. In 2009 this positive net position raised national 
income by two per cent relative to GDP. Figure 6 also shows the UK's net position in transfers and 
taxes and here the deficit is seen to be both longstanding and fairly constant as a proportion of 
GDP. As a relatively rich nation the UK is a net–giver of foreign aid and more significantly makes 
positive net contributions to supranational organisations such as the European Union (EU) and 

Office for National Statistics 15

 



Economic & Labour Market Review May 2011

 

United Nations. Payments such as the foreign aid budget and EU contributions have historically 
been linked to the level of GDP. 

 

Figure 6 Net factor and transfer income 
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Source: ONS Blue Book and Pink Book 

Figure 7a shows that whilst net income overall is positive for the UK, this is entirely as a result of 
income earned on foreign direct investment (FDI). This is offset by a net outflow of payments to 
foreign owners of UK portfolio assets such as equities and interest–bearing assets. The UK's 
positive net income position is all the more remarkable when looking at its International Investment 
Position (IIP) in Figure 7b – that is the difference between its stock of foreign assets and foreign 
liabilities (often refereed to as the net asset position). This shows that positive net income is being 
generated by a negative net asset position. Figure 7b though also shows that despite an overall 
negative IIP, the UK does crucially run a surplus in FDI assets. 

Generating positive investment income from a negative IIP can only be feasible if the UK earns a 
higher rate of return on its stock of foreign assets that those overseas earn on their stocks of UK 
assets. This is confirmed in Figure 8a. Although the rates of return on UK assets and liabilities 
have both drifted downwards since the early 1990s in line with global interest rates there is clearly 
a wedge that opens up in and around 1999. Figure 8b gives further indication as to where this 
advantageous rate of return position is coming from. Whilst rates of return on non–FDI assets and 
liabilities are similar, the UK is managing to achieve a significantly higher rate of return on its FDI 
than overseas owners of UK direct investments. This rate of return gap widened in 2008 and 2009 
– largely reflecting the lower profitability of overseas financial firms located in the City of London.

Office for National Statistics 16

 



Economic & Labour Market Review May 2011

 

Figure 7a Investment income balances 
Ratio to GDP 
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Source: ONS Blue Book and Pink Book 

 

Figure 7b Investment income position (IIP) 
Ratio to GDP 
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Figure 8a Rate of return on total UK assets and liabilities 
Per cent 
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Figure 8b Rate of return: by asset 
Per cent 
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Although it is good news for real income measures, the UK's ability to simultaneously run positive 
net income and negative IIP balances is a curiosity. Nickell (2006) describes the UK as essentially 
behaving like a successful venture capitalist by borrowing cheaply in short–term interest–bearing 
assets and lending longer–term in riskier but higher yielding direct investments. Chamberlin (2009) 
has also commented on this issue.  The US has also experienced a similar phenomenon and 
various explanations for it have been suggested (see Chamberlin 2008c) – some of which may or 
may not apply to the UK.  

The US is in a fairly unique position in that the dollar is the world's foremost reserve currency. 
Therefore holding dollar–denominated assets, even if the rate of return is low, offers advantages of 
liquidity (easily convertible) and insurance (low risk premium). Sterling does not have the same 
status as the US dollar as a global reserve currency, but it is still an important international 
currency due to the UK’s strong trade links with Europe and the Commonwealth and also London 
as an important international financial centre. 

It is also suggested that high rates of return on US direct investment overseas are achieved by 
intangibles that often accompany them. These relate to ideas, processes, management structures, 
ways of doing things and so on that make US investment intrinsically successful- an oft given 
example is that Disneyland Paris consists of a lot more than the capital structure of a theme park. 
These intangible flows have been described as 'Dark matter' in that their presence is not actually 
directly observed but only indirectly on the things they influence (profits). As already mentioned in 
the course of this article, the UK has a fairly strong presence in the services industries (financial 
and business) where intangibles are likely to be significant, so it may too be benefiting FDI 
profitability in this way. 

Another reason for a US rate of return advantage in FDI is that direct investors into the US may be 
willing to accept a lower rate of return in order to gain access to a large market, that then allows 
them to achieve scale economies on their global production. The same reasoning could apply to 
FDI into the UK if it is aimed at achieving access to the European Union market. 

Rates of return in individual countries may also be affected by national tax rates. As much of world 
trade and production is controlled by multinational companies in vertical production chains, internal 
pricing strategies can be used to shift profits to parts of the operation where taxes are lower. If the 
US and UK are relatively high tax countries, then multinationals may raise the internal prices at 
which UK subsidiaries buy downstream or lower the price they sell upstream in order to reduce 
profit margins accordingly. 

Finally, it is the case that the UK's positive investment position in FDI has been built up over many 
decades and much of the UK's successful FDI has been in place for a long time. Evidence tends to 
suggest that mature FDI tends to earn higher rates of return than new FDI which often faces high 
start up costs and is more exposed to competition whilst it becomes established. In this respect, 
the UK's legacy in FDI is almost like an established trust fund. 

But how sustainable is this position? As Figure 8b shows FDI earnings are fairly cyclical, although 
FDI payments follow broadly the same pattern and are constantly lower. There are two main 
threats to the UK's positive income position. First, a rise in global interest rates would increase the 
rate of return on assets where the UK IIP is significantly negative. Second, the UK has been 
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running a sustained current account deficit that has even persisted through the recession. 
Continuing to fund this in theory leads to a further deterioration in the IIP and hence an increase in 
liabilities relative to assets.  

 

Deflator effects 

The rationale for deflating with a general consumption deflator rather than the GDP deflator is to 
produce a real income measure that is related to current and future consumption possibilities. The 
consumption deflator reflects the prices of both household, non–profit and government 
consumption on goods and services. This broader measure of consumption deflator than just a 
personal of household deflator is considered appropriate because government and non–profit 
consumption is usually undertaken on behalf of the household sector in providing collective and 
social goods and services. Therefore, the overall level of consumption matters more for welfare 
than the actual sector that does it. The consumption deflator differs from the GDP deflator in that it 
does not reflect the prices of investment goods and exports and imports. 

Figure 9 shows that the consumption deflator has increased faster than the overall GDP deflator 
relative to 1987, the impact of which is to reduce the growth of real income relative to real GDP as 
shown in Figure 2. 

 

Figure 9 Deflation 
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Consumption and investment deflators

Figure 10 shows the overall deflators for consumption and fixed investment and also the deflators 
for various components of consumption.  It is clear that consumption prices since 1987 have risen 
faster than fixed investment goods prices. In terms of welfare, this would act to reduce real income 
relative to real GDP. The falling relative price of investment goods implicitly reflects their reduced 
ability to produce consumption goods and services in the future and thus points to lower growth in 
future consumption. Another way of thinking about the issue is that a falling relative price of fixed 
investment goods has the same effect on the user cost of capital as an increase in the depreciation 
rate. If investment goods are steadily becoming cheaper relative to consumption goods then part of 
the return to capital is best seen as compensation for the falling price of capital goods- in effect like 
depreciation and not available for net investment or consumption. Either way it reduces the real (in 
terms of consumption units) value of future consumption output.  

 

Figure 10 Consumption and investment deflators 
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Source: ONS Blue Book and Consumer Trends 

 

Figure 10 shows that the faster increase in consumption prices has been driven by government 
consumption and by household consumption of services. On the other hand, household 
consumption goods prices have risen broadly in line with fixed investment goods – where the 
slower growth has been driven by falling durable goods prices since the mid 1990s reflecting a 
general fall in the price of global manufactures over the 1990s. This has in part been due to the 
increasing presence of lower cost emerging market producers (such as China). Technology goods 
have also become cheaper with significant quality adjustments in the prices index for items like 
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computer hardware and digital cameras. Public consumption, which tends to be concentrated in 
public services provision, along with household consumption of services have experienced faster 
price increases. Here, because output is more labour intensive and less–traded the scope for 
international competition and productivity gains is more limited. 

Investment good prices inflation also appears to slow in economic downturns (1990–94 and 2008–
09) which would further lower real income measures compared to real GDP measures contributing 
to the cyclical feature of the data already commented on. 

 

Terms of trade effects 

Figure 11 shows that consumption deflator has generally risen faster than the export deflator, 
which in turn has risen faster than the import deflator. As export prices have risen relative to import 
prices, it implies that the UK’s terms of trade (the ratio of export to import prices) has also 
improved. Command GDP is a measure that deflates imports by the export deflator, if exports are 
essentially used to pay for imports then this would give an indication of the command over imports 
a nation has. Faster growth in export prices than import prices would lead to faster growth in 
command GDP than in conventional GDP. In looking at command GDP measures for the UK, 
Chamberlin (2008b) attributes this to the changing composition of UK trade, with exports 
increasingly reflecting higher value services and more technology intensive goods whilst imports of 
basic manufactured goods have seen falling prices.  

 

Figure 11 Terms of trade effects  
Index (1987 = 100) 
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The aim of the real income approach in this article is not to estimate the command effect but to 
relate output measures to current and future consumption possibilities – therefore the terms of 
trade effect on real income need not be the same as on command GDP.  

When the consumption deflator is rising faster than the export deflator then real income will grow 
less quickly than real GDP. The basic reason is that the lower relative price of exports diminishes 
current and future consumption possibilities. In terms of real income, increases in import prices 
only matter to the extent that they pass–through to consumption prices. An increase in the price of 
imports, which with no other changes would lead to a fall in the GDP deflator but would have no 
effect on real income. Only if it leads to an increase in the price of consumer goods will real income 
fall. If the rise in import prices is entirely passed on as an increase in consumption prices then real 
income will fall whilst real GDP is unchanged.  

 

Conclusions 

This article compares growth in UK real GDP with real income – where real income has been 
calculated to have higher welfare significance by relating to current and future consumption 
possibilities.  

The main finding is that, between 1987 and 2009, real income has grown only marginally faster 
than real GDP. In this time the composition of UK output has increasingly shifted away from 
production to services. As production is now less capital intensive than before this has resulted in a 
downward trend in capital consumption rates raising real income growth relative to real GDP 
growth. However, at the same time, consumption prices (both public and private) have been 
increasing faster than the overall GDP deflator – resulting in deflator effects that reduce real 
income growth relative to real GDP growth. Faster growth in consumption prices also reflects the 
increasing importance of services consumption in the UK where there is less scope for productivity 
gains or competition from overseas. These two affects appear to be largely offsetting in that real 
income and real GDP growth rates since 1987 have been fairly similar. There is also some 
evidence that real income growth is more cyclical than real GDP growth due to higher rates of 
capital consumption and lower investment goods price inflation in downturns.   

An important final caveat with the real income measures presented here is that each of the three 
required adjustments to GDP are in themselves difficult to measure. It is widely understood that 
capital consumption rates are difficult to measure and are usually made with a high degree of 
judgement. This is easily seen when looking across countries, when for similar assets, there are 
often different assumptions regarding life–lengths and rates of decay. For these reasons gross 
measures are often preferred to net measures. Deflation and accurately recording income and 
investment flows across countries are also tricky issues. 
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Notes 

1. The Human Development Index combines three dimensions: a long and healthy life (life 
expectancy at birth); access to knowledge (mean years of schooling and expected years of 
schooling); and a decent standard of living (gross national income per capita). 

2. Further information on the Well–being programme at ONS can be found at 
www.ons.gov.uk/well-being 

3. The latest annual Blue Book publication can be found at 
www.statistics.gov.uk/Statbase/Product.asp?vlnk=1143 

4. Current account information can be found in the Pink Book at 
www.statistics.gov.uk/Statbase/Product.asp?vlnk=1140 

5. More detailed data, by asset and by sector, on capital consumption can be found in the Capital 
stocks, capital consumption and non–financial balance sheets statistical bulletin at 
www.statistics.gov.uk/Statbase/Product.asp?vlnk=10730. This publication shows slight revisions 
from the 2010 Blue Book data set. 

6. Transfer costs are rather unique in that they are treated as investment and pure capital 
consumption (that is the investment has no life length and depreciates immediately which also 
explains why there is no capital stock measure for this asset class). 

7. See Dey–Chowdhury (200?) for more information on the Perpetual Inventory Method. 

 

Contact 
elmr@ons.gov.uk 

 

References 

Allin P (2007) 'Measuring societal wellbeing'. Economic & Labour Market Review, Vol. 1 No. 10, pp 
46–52. Available at www.statistics.gov.uk/cci/article.asp?ID=1882 

Chamberlin G (2008a) 'Recent trends in UK corporate net lending' Economic & Labour Market 
Review, Vol. 2 No. 8, pp 53–58. Available at www.statistics.gov.uk/cci/article.asp?ID=2028 

Chamberlin G (2008b) 'Command GDP: the purchasing power of UK output' Economic & Labour 
Market Review, Vol. 2 No. 9, pp 26–29. Available at www.statistics.gov.uk/cci/article.asp?ID=2050 

Chamberlin G (2008c) 'Dark matter – does it matter?' in Linda Yueh (ed) The Law and Economics 
of Globalisation: New challenges for a world in Flux, Edward Elgar 

Chamberlin G (2009) 'Methods explained: The balance of payments' Economic & Labour Market 
Review, Vol. 3 No. 9, pp 44–51. Available at www.statistics.gov.uk/cci/article.asp?ID=2277 

Office for National Statistics 24

 



Economic & Labour Market Review May 2011

 

Chiripanhura B (2010) 'Measures of economic activity and their implications for societal well–
being', Economic & Labour Market Review, Vol. 4 No. 7, pp 56–64. Available at 
www.statistics.gov.uk/cci/article.asp?ID=2468 

Dey–Chowdhury  S (2008) 'Methods explained: Perpetual Inventory Model', Economic & Labour 
Market Review, Vol. 2 No. 9, pp 48–52. Available at www.statistics.gov.uk/cci/article.asp?ID=2054 

Giorgio Marrano M and Haskel J (2006) 'How much does the UK invest in intangible assets', 
Queen Mary University of London Department of Economic working paper no. 578. Available at 
www.economics.qmul.ac.uk/papers/doc/wp578.pdf 

Metz R, Riley R and Weale M (2004) 'Economic performance in France, Germany and the United 
Kingdom: 1997–2002', National Institute Economic Review no. 188, April 2004, pp 83–99 

Oulton N (2002) 'Productivity versus welfare: or GDP versus Weitzman's NDP', Bank of England 
working paper no.163. Available at 
www.bankofengland.co.uk/publications/workingpapers/wp163.pdf  

Sefton J and Weale M (1996) 'Real national income', National Institute Economic Review no. 155, 
February 1996, pp 90–97 

Sefton J and Weale M (2005) 'The concept of income in general equilibrium', National Institute of 
Economic and Social Research 

Vanoli A (2005) 'A history of National Accounting', IOS Press, Amsterdam 

 

 

 

 

 

 

 

 

 

 

 

 

Office for National Statistics 25

 


	Gross domestic product, real income and economic welfare
	Summary
	Introduction
	GDP and real income
	Capital consumption
	Net income and transfers from abroad
	Deflator effects
	Consumption and investment deflators
	Terms of trade effects

	Conclusions
	References




