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Villy Bergstrom and Jan Sédersten”

Nominal and Real Profit in Swedish Industry

[tis well-known that capital's share of value-added
in Swedish industry has fallen during the post-war
period. Il is primarily during the period from the
end of the 1950’s to the beginning of the 1970's
that one can talk of a continuing and substantial
redistribution of value-added in industry from
capilal to wages.

Judging from the report of the Capilal Market
Commission, for instance, the decline in capilal's
share appears to have had its parallel in a similar
long-term decline in the profitability of industry.
This, in turn, has resulled in declining solidity! so
that a gradually increasing share of companies’
capital requirements has been financed by means
of loans. This trend is considered to have given
rise lo two problems in particular.

In the first place, there is a risk that a weakened
profits trend2 will reduce industrial companies’
propensity to invest. This would make it more diffi-
cuit for the Swedish economy to preserve its ex-
ternal balance of payments, given Lhe exposure of
Swedish industry 1o international competition
maintained by the liberal trade policy pursued dur-
ing the postwar period.

Secondly, reduced solidity means that compani-
es become increasingly more sensilive Lo cyclical
fluctuations. If solidity is low, there is a risk Lhat a
downturn in economic activity will bring about a
high frequency of bankruptcies.

In this article we shall attempt to make a rough
but consistent estimate of profitabilily and solid-
ity in industry for the post-war period in order to in-
vestigate whether a trendwise decline in profils

‘Villy Bergstrom is attached tc The Occupalional Center and Jan
Sodersten 1o The Induslrial Institute for Economic and Sccial Re-
search.

1By solidily we mean the ratio between equity capital and lotal
capial

2When we talk aboul profils here we mean, of course, profits re-
laled to something; such as the volume of capilal (rate of relurn),
value-added or turnover (profit margins). Exact definilions are
given later an.
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and deterioration in solidity has really occurre
We wish to emphasise right from the start that
shall be dealing with the long-term developme
during the post-war period. We shall not discu
what happened during the 1977 —78 crisis. The
are a number of special explanations for 1
disastrous trend in profits during these yea
which are not necessarily related to the long-te
trends, which are considered here.

The starting year of our estimate is 1951, a boc
year. The closing year, 1976, was, from the vie
point of industrial protits, a better year than 1
weak years during the 1977—1978 crisis. T
queslion we pose is, therefore: did a trendwi
decline of industrial profitability and solid
occur during the post-war period up to the 1977
1978 crisis?

The method we employ for analysing the tre|
in profitability was presented by Sven-Frik Johar
son in No. 3—4/1977 of this Review. One of I
implications of this method is that real capit
gains on stocks and fixed assets and real chang
in the value of monetary assets and liabilities a
incorporated in profits. As is usual when assessi
profitability calculations, it should be realiz:
here that what is involved is "mechanical ad
tions™ of amounts of deprecialion and capital val
es. The various index series conceal relalive prir
changes within the aggregate, which means th
the average trend for industrial firms will be m
leading, for example, for those sectors and indu:
ries whose capital has been affected by obsole
cence. It should also be emphasised that a ¢t
racteristic feature of the calculations is that th
merely reflect long-term trends.

It may also be mainlained that there is litt
interest in taking inlo account capital gains whe
calculating profitability in industry. Capital gai
on company assels are — excepl where stock i
vestmenl is concerned — latent. In many cas:
where fixed investment is concerned. the capif
gains cannol be realised excep! by selling tl
entire company.



It is imporiant to bear these points in mind, but
it should then also be noled that even latent capi-
tal gains place existing companies in an advan-
tageous posilion compared with non-established
companies; jusl as capital gains in invesiments al-
ready undertaken provide advantages compared
with investments which have yet to be made.

In the same way, inflation involves a burden on
operaling earnings because demands for increas-
ed economic depreciation give rise to an upward
adjustment of existing assets. Therefore, real pro-
fitability — including real capital gains — is, aclu-
ally, the only reasonable standard of comparison
for assessments of capital return on different
occasions. This poinl is particularly pertinent, for
the measures of pf'ofitability to which we refer in
this article, are inconsistent combinations of
nominal and real measures.?

An international phenomenon

The tendency towards falling profits and solidity,
which appears to have been observed in Sweden
has also been observed in other OECD countries.
In the USA, for example, lhere has been a debale
on both the stale of affairs — have profits really
fallen? — and on the causes of the decline appar-
ently observed 4

3See the main report of the Capital Market Commission, "The
Capilal Market in the Swedish Economy™ (SOU 1978:11). The
same applies lo the studies of IVA (The Royal Swedish Academy
of Engineering Sciences)and IUI{The Swedish Industrial Institule
for Economic and Social Research, IIESR) "'Teknik och Indust-
nslruktur — 70-lalets ekonormiska kris | histornsk belysming’
(Technigque and indusinal structure — the economic ¢nsis of the
1970°s historically iliustrated) Stockholm 1879

40ur discussion refers to indusiry, that parl of the economy
which is exposed Lo foreign competition In large economies. the
distinclion between protected and exposed sectors of the econo
my 1s of less interest and the discussion abroad has somatimes
relerred to the entire economy See Nordhaus Wilham D The
Falling Share ol Profits © Brookings Papers on Economic Activ
n"y, 17974 pages 169—208 and Feldstein. Martin & Summers
Lawrence, ~'Is the Rate ol Frofil Falling? Brookings Papers on
Economic Activty 111977 pages 211—227

There are grounds for expecting that profits sho-
uld indeed have fallen during the post-war pericd.
Fundamental, so-called structlural and often extra-
economic changesin society have occurred which,
considered by themseives, should give rise lo low-
er profits.

As a result of international political develop-
ments during the post-war period, capitalism in
{the West has gradually been siabilised. The risks
of international conflicts in the immediate vicinity
ol the “Atlantic Communily” are, today, presu-
mably regarded asheing much smaller than during
the days of the cold war with the conflict in Korea
and the Berlin blockade as dramalic background.
Therefore, the risk premiums on long-term private
invesiment in real capital during the years immedi-
ately prior to the inslability, which began with the
oil crisis of 1973—74, ough! lo have been lower
than previously during the post-war period.

As a result of Keynesianism’s success in stabil-
ising the real side of the economies — production
and employment — up 1o 1974/75, industry’s confi-
dence in the future ought to have gradually in-
creased. For a long succession of years up lo the
time of the oil crisis, economic growth proceeded
relatively free from interference. The crisis of
1929/33 with the subsequenl cautiousness in in-
vestment policy and the increased demands for
financial “soundness’ to which it gave rise in the
private sector of the economy, gradually died
away.s

An attempt to provide evidence for this lheory
was first pul forward by Nordhaus op.cit. in Baily
(1978).6 By means of a syslematic study of busi-

5Whal “'the great recession” ol the 1970's has meant for the grad-
ual bullt-up of conlidence 1s, of course, an interesting question
11t has a similar etfect to that of the 1930's, both stabilisation po-
licy and distribution policy will be made considerably more diffi-
cullinthe future

ABaily Martin Neil “Stabilzation Policy and Private Economic
Behaviour . Brookings Papers on Economic Activity, 11978,
pages 11—50
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ness journals for the post-war period, Baily found
increasing confidence in the stability of the Ameri-
can economy up to the oil crisis in 1973. The real
economic behaviour which could be observed
among companies in many countries — e. g. in-
creasing labour hoarding in times of recession —
can presumably be seen as a result of the fact that
companies act differently in a situation which is
regarded as stable compared with situaticns in
which the economy is expected to be unstable.
Reductions will not be made in the labour force
and investments will not be cut back so severely
when a recession comes if it is known that it will
be of short duration. In Sweden, tendencies to in-
creased labour hoarding existed even before the
specially Kr. 25.— assistance for work training and
other measures to support employment.

The general political changes in the environ-
ment of capitalism which we have discussed here
should, considered by themselves, have led to
lower demands for return on the part of sharehol-
ders and other financiers of business activities,
with opporlunities for managements o reduce
their demand for return in connection with inveslt-
ments in real capital.

Therefore, on general political grounds, there is
reason lo expect that the supply propensities on
the capilal markel have “widened", thereby reduc-
ing companies’ capital costs and managements’
“cut-off rate”. The fact that effective corporate
taxation has been reduced — nol least in Sweden
— has also produced an effect in the same direc-
tion as far as the trend of gross profits is concern-
ed.?

When it comes to explaining the long-term dec-
line in the share of value-added accruing to capi-

7See, In this context, Sodersien. Jan., "Bolagsbeskaliningens
verkningar” (The effects of corporation taxalion) in Normann,
Goran & Sodersten, Jan, Skattepolitisk resursslyrning och in
komstutigmning. (Tax-policy control of resources and income
equalization), Industriens Utredningsinstitut {The Swedish In-
dusltnial Institute for Economic and Social Research), Stockholm
1978
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tal, the demand side of the capital markel has alsc
been cited. Wage costs have risen very quickly
reletive 1o capital costs during the post-war per-
iod. Despite an exlensive substitution of capilal
for labour in industry — this includes a shift in the
slructure of production to capital-intensive sec-
tors — there do not appear to have been suffici-
ently large opportunities to replace labour so as tc
offsel the rise in labour costs and retain a cons:
tant capital share.

This “explanation™ is based to a certain exlent
on empirical research into industry's production
techniques. In the developed industrial countries,
it has often been found that substitution does not
have time to compensate for the rise in labour
costs.

On the olher hand, the resulls of empirical re-
search into industry’s production technigues indi-
cale that lechnical development — definitionally
distinguished here from capital accumulation
itself — saves labour and thereby counteracts the
tendency of a declining capital share.

The difficulties involved in distinguishing, empi-
rically, the categories we have mentioned are for-
midable. However, one possible inlerpretation is
thal developments in techniques — which have
been labour-saving — have not, 1o a sufficient ex-
tenl. reinforced the saving in labour which the
substilution involved so as lo counleract a reduc-
ed capilal share in connection with rising real
wages. On the other hand, this trend in the share
of capital need not be related 1o a reduced siale of
return for capital.

Long-term explanations?

The trends in profits and solidity in industry have
been regarded as posing problems for the achieve-
ment of central economic policy goals, at least
from the end of the 1960s. The 1970 Long-Term
Survey was the first major statement of this con-
cern. It identified the problem on the basis of a se-
ries of calculations of measures of profils and fi-
nancing.



The deficil on the external balance of payments
was defined as the central problem. The pres-
cribed remedy was a strong growth in investment
for which an acceptable rate of return and soliditly
is prerequisile. This view of the balance of pay-
ments and resulting need for industrial capital
formation has recurred with increased emphasis
in subsequent surveys.

An empirical review of the trend in profitability
during the post-war period by the Capital Market
Commission shows clear iendencies lowards a
decline. Admitiedly, it was observed that the tight
policy pursued in 1971—72 and, in particular, the
economic upswing in 1973—74 resulled in a reco-
very in profits, but this was followed by the disast-
rous years of 1977—78.8 The devastating effect of
the recession on profits and sclidity has raised the
question ol whether a break in the trend with addi-
tionally worsened conditions for a private capita-
listic market economy has occurred.

A topic which often recurs in the assessment of
lhe long-term trend in profits is the difficulty of
maintaining profits and solidity in an economy like
that of Sweden. which has exhibited inflationary
features during almost the enlire post-war period.
11 has been shown how the rising prices of capital
goods constilule an extra burden on profits by
making demands for depreciation on inflaled re-
placement values.? Bul there is also a positive side
lo inflation, namely capital gains on machinery,
buildings and stocks. In the next section we shall
consider ihe concepts with whose help we shall
analyze the post-war development.

8Ct The Capilal Market Commission Reporl and the sludies ol
IVA and Ul referred to in Note 3. supra

9"Internalional Competiliveness — An Empirical Analysis of
Swedish Manulacturing” Mimeographed Working Paper 3
Slockholm 1972, Federation of Swedish Industries. and Profi
Performance in Swedish Industry’ Special Study F in Industr-
konjunkturen hoslen 1976 The Federahion ol Swedish Indust
res

Profitability and solidity

In order to obtain a long-lerm perspeclive for as-
sessing the questions we posed al the beginning
of the article, we have made use of available sum-
maries of industry's liabilities and operating as-
sels which, together, cover the years 1951—76.10
For the period after 1865 we have made use of the
firancial stalistics of the Gentral Bureau of Stati-
stics (SCB), which, for ihe period following that
year, also include balance sheel data. For the ear-
lier period 1951—864, corresponding statistics
have been obtained by Eliasson {1372, 1976, Noie
14 infra). The figures have been supplemented by
our own calculations of the value of fixed capital
in order to obtain complele balance sheets for the
aggregate of the industrial sector’s enterprises. In
lhis way it has been possible to assess the trend
in solidity for the entire period 1951 —76.

With the aid of SCB’s tables of companies’ pro-
it and loss accounts we have been able to prepare
measures of nominal and real profitability for the
corresponding period.’ The statement of fixed as-
sels given in company annual reports and SCB's
financial statislics is traditionally distinguished
by the evalualion standards for tax legislation. For
an economic analysis, fiscal evaluation must be
replaced by an evaluation based on expectalions
of the economic life of the assets and expressed
inreplacement prices.

10Cf SAF (The Swedish Employers’ Conlederation) Report to The
Capital Market Commission, p. 10.

11SCB’s financial accounls for induslry comprise a somewhat
smaller populaticn than that of the national accounts as a resull
ol the exclusion of small companies, etc. Therefore, the results
of financial accounts and balance sheet figures have consistent-
ly been adjusted upwards to the level of the national accounts fer
comparabilily with our capital stock data The calculations have
been carried oul by Thomas Lindberg of the Indusinal Institute
for Economic and Social Research (IESR), who has also made
certain corrections to Ehasson's basic malenal for 1951 —64. The
work has formed pan of Lindberg’s research project an the fi-
nancing and profitabihty ol industry and will appear in a rese-
arch report 1o beissued by HESR duning 1979
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In our main alternative, we assume that the cal-
culated depreciation corresponds to 3.3 % for
buildings and 8.7 % for machinery, based on the
repiacement value of the assets. The capital
stocks have then been calculaled by making use
of the so-called perpetual inventory method. The
replacement value has then been obtained by using
the so-called perpetual inventory method.12 The
above deprecialion figures can be interpreted as
an assumption of an average life for buildings and
machinery of 30 and 15 years, respectively.!3 Tak-
ing into account the distribution between build-
ings and machinery in total real capital, these figu-
res also mean that the average rate of depreciation
amounts lo approximately 5.8 per cent.

The results of our calculations of rate of return 14
are shown in Charts 1 and 2. Real rate of return as
a percentage of total capital in Chart 1 refers here
solely to the return on real capital comprising ma-
chinery, buildings and stocks and is defined inclu-
sive of real capilal gains on stocks and plant. Pro-
fits as a measure of profitability have been calcu-
lated on the basis of the operating earnings, which
have been reduced by calculated depreciation cor-
responding to 5.8 of the replacement value of the
plant. As a result of the fact Lhat, according to cur-

12A more detailed descriplion of the method employed for calcu-
lating capital stock I1s given in Lundberg, Erik and Jarv, Jaak,
Vinster och inveslenrgar inom den svenska industrin (Profils
and Investments in Swedish Industry) in Skandinaviska Banken
Quarterly Review 1964:1, pp 7—12.

13Judging from the 1978 planning survey by the Swedish Federa-
tion of Industry {Industrial Economic Activity, Spring 1978, page
167) these figures of economic life correspond quile well with
companies’ own views. For manufacturing industry, an economic
lite ol 134 years on average lor machinery and 287 years for
buitdings was given.

14Qur definition of the concepls real and neminal profilability are
explained in more detail in Johansson, Sven-Erik, “Lonsamhels-
bedomning under inflation” (Prolitabihty Analysis durning Infla-
tion) n  Skandinaviska Enskida Banken Quarterly Review
1977 3—4, pp 112—118 Compare, 100, Ellasson. Gunnar “Busi
ness Economic Planning”, New York, 1976
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rent accounting principles operatling earnings ir
clude nominal price gains on stocks, we have als:
added an eslimated price gain on fixed capital i
order to obtain first of all, a pure, nominal mez
surement of profitability.

In order to judge how profitability has develop
ed over time we are, however, interested in a rea
measure of return. A measure of this kind can be
obtained by simply reducing the nominal rate o
return on total real capital by the rate of inflation
defined here as Lhe change in the consumer price
index. Profits in our measure of real profitabilit
will then correspond to operating earnings calcu
lated exclusive of all price gains after deducting
calculated depreciation and adding real capila
gains on stocks and fixed assets.'s

Real profitability calculated in this way is affect
ed by changes in the relalive prices of capila
goods as compared with consumer goods. If {his
relalive price rises, society's real capital express
ed in consumer goods is adjusted upwards, whict
with our method is accordingly recorded in 1he
measure of profitability.

One can also conceive of a real measure of
profitability which does not include wealth effects
of the kind mentioned above. Neither nominal ca
pital gains nor the rate of inflation on consumer
goods are then included in the calculations. The
implication of this, as mentioned above, is that the
macroeconomic revaluation of capital in terms ol
consumer goods, which has occurred since 1951

15A formula may clanfy the significance of our measure of profit-
abtlity. Real profitabilily on total capital may be defined as
Rﬂz EVﬁA+P|x(M+B) _p
M M+B+L
BV—A+(PLP}X(M +B)]—PxL
M+B+L
where BV represents operating resulls (which. according to
SCB's financial statistics includes nommal price gains on
stocks), A, calculaled depreciation P! the rate of price rises of
capilal goods, and P, the rate of inflation M. B and L denote ma-
chinery, buildings and slocks




Chart 1. Realrate of return on tangible capital
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as a result of changes in the relalive price, is not
included in profitability.16

The development of nominal and real profitabil-
ity on equity capital is shown in Chart 2. As above,
profils as a measure of profitability are arrived al
after deducling calculaled depreciation. In addi-
tion, we have deducted actual tax payments and
net financial costs and receipts. By deducting
actual tax payments, we equate deferred corpora-
lion taxes (due to accelerated depreciation, in-
cluding allocations to stock reserves and invest-
ment funds) with equity capital. Consequently, de-
ferred taxes are also incorporated in the denomi-
nator in the measure of profitability.17

Nominal profitability on equity capital includes
nominal capital gains on stocks and fixed capital.
In this way the measure of profitability will ex-
press a money rate of return of the same type as
the nominal return on, e. g. bonds and bank ac-
counts. Nominal profitability on equily capital is
thus the relevant measure for comparisons — on a
particular occasion — of the return on various in-
vestment alternatives.

For comparisons over time, it is, instead, the
real rate of return on equity capilal that is of inter-
est and this has been calculated here by reducing
the nominal rate of return by the rate of inflation.
The correction for inflation, which is incorporated
in this procedure means that, for net profits, we
add real capital gains on slocks and fixed assets
and the real decrease in value of liabilities and
deduct Lhe decrease in the real value of monetary
assels.8

16Cfnote 19.

17Allernatively, deferred corporation taxes may be regarded as
interest-ree loans, which reduce companies’ average ihterest on
ioans With this interpretation, the denominator in the measure
of profitabiity will be smaller. since equity capital is detined
exclusive of deferred taxes. At the same lime the numerator will
be smaller, since profits are indicated a'ter deduclion of an esh
mated tax at Ihe nominal tax rate Viewed over a longer penod.
these two interpretations should give the same result lor profi!
ability alter tax
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Unchanged profitability

As will be seen from the regression line which has
been inserted in Chart 1, the real rate of return on
total real capital indicales a weak downward trend
for the entire period 1951—76. The sloping coeffi-
cient of the line implies a (non-significant) fall of
scarcely 0.4 percentage points per 10-year
period.'® The breakdown into Syear periods in
Table 1 indicales, in addition, thal total profitabil-
ity rose from the firsl lo the second half of the
1950’s. A decline subsequently occurred during
the 1960's, which was interrupled during the early
years of the 1970's.

As far as the real rate of return on equity capital
aftertax is concerned, the trend is scarcely signifi-
cantly positive with an increase in return of 1.3
percentage points per decade. However, the trend
of the individual years follows the pattern of tolal
profitability, with a higher return during the se-
cond half of the 1950's during the first half, follow-
ed by declining profitability during the 1960's. The
decline subsequently showed a marked reversal
during the first part of the 1970's.20

The only reasonable assessment based on this
data is that no long-term trend for profitability
exisls — neither rising nor falling. Our calcu-
laticns thus conflict with 1he conclusions reach-
ed. for example, by the Capital Market Commis-
sion. which argued that the return on capilal in in-
dustry has declined during the post-war period.

18Ct Johansson.op cit p 113. Nole 2
19The regression equation i1s Ha =00515-0 000377t

(-0 000603}
It real capital gains on slocks and lixed assels are excluded trom

prolits in the measure ol profitabilily. we get. inslead.

R} texcl ) = 0.0544.0 0004391
{0 000433)

The real rate ol return on langible capital exclusive af capnal
gamns for the years 1951—76 has thus dechned by more than 0 4
cercentage poinls per decade This trend 15 not statistrcally sIG
nificant, either



We confirm the Commission’s conclusion about a
declining profitability from the end of the 1950's to
the end of the 1960's, but we find — contrary to
the Commission — a sharp improvement in profit-
ability from the first to the second half of the
1950’s. As aresult of this different assessment of
the irend during the 1950's, in combination with a
different view of the upswing in profitability dur-
ing the early years of the 1970’s, our conclusion is
that, viewed over the entire period in question, the
return on equity capital in industry has not fallen.

It should be pointed out, however, thal our cal-
culations of the rate of return on total capilal are
not directly comparable with corresponding esti-
mates by the Capital Market Commission. Qur me-
asure of total profitability relates solely 1o the re-
turn on real capilal, comprising buildings, machi-
nery and stocks. A measure of profitability of this
kind is reasonably of greater interest for assess-
ments of ithe development of total industry than
the measure of tolal profitability employed by the
Commission. The Commission adopt a more busi-
ness approach by also including the return on in-
dustry’s financial assets in their measure of profit-
ability.

The most important difference in the measuring
techniques, which probably gives rise 1o the differ-
ence in the assessment of the trend in profitability
relates, however, 1o the fundamenial distinction
between nominal and real profitability. Our esti-

20By including capital gains on stocks and lixed assels in the
measures of prolitability presenied it Charts 1 and 2. the current
economic patlern of profilabilily disappears In assessments of
protilabilily estimates which include capital gains 1t 1s the long
term trend rather than the year-to-year changes which is of in
lerest

There is & special explanation for the sharp deleroralion in
prolitability in 1969 which is related to the removal of the invest
menl tax component in the taxation of goods as a resul! of the
change-over, that year from purchase tax lo VAT Following the
change in the system of laxation the price index of capilal goods
fell. which was recorded as a capital loss in the measure of profit-
abihily

Table 1. Real and nominal raie of return

1861 1956 1961 1966 1971 1976
—55 —60 —65 —70 —75

Real rate of re-

turn on tangible

capital 4.3 6.1 4.8 a5 4.9 20
Nominal rate of

return on equily

after tax 77 76 84 75 143 121
Real rale of re-

turn on equity

after 1ax 1.7 45 4.1 3.2 60 27

mates of the rate of return on total and equity capi-
tal refer, as has just been shown, 1o pure, real mea-
sures. The Commission, on the other hand, pre-
senl somewhat complex hybrids between nominal
and real measures of return by disregarding, for
bolh total and adjusted equity capilal, (real) capital
gains on fixed assets and changes in the real value
of monetary assets and liabilities, and including
nominal capital gains on stocks.2' In periods of
sharp price movemenis such as those during the
early years of the 1950’s and in the middle of the
1870's, a measuring fechnique of this kind can, of
course, be directly misleading.

Finally, it should be pointed out that, unlike the
Capital Markel Commission, we have sludied the
rate of return on equily capital afler the deduction
of tax on net profits. As a resull of the fact thai,
during the period in question, Lhe effective tax bur-
den has been more than halved, following, for
example, an increasingly more frequent release of
the investment funds and a rapid growth in compa-
nies’ opporlunities for depreciation, this definitio-
nal difference is also significant in an assessment
ofthetrend.22

21See Nole 3. supra. op ¢l p 273 In a lable on page 274, which
applies solely 1o the period 1966— 74. pure nominal and real prof-
itability are also reporned. together with the hybnd measure crili-
cized above

221 Soderslen op cit
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Solidity and interest burden
The trend in industry's solidity, defined as the
ratio between equity capital (inclusive of tax cre-
dits) and total capital is shown in Chart 3. As previ-
ously, fixed capital has been assessed in repla-
cement prices. From the beginning of the 1950’s
up 1o the early years of the 1960’s industry's solid-
ity remained largely unchanged. Thereafter it dec-
lined by about 10 percentage points during the
course of 6—7 years and once more remained
constant during the 1970's up to the end of 1976.23

As we indicated al the beginning of the article,
solidity is of inlerest primarily as a measure of the
financial risk-taking that is associated with com-
pary financing. The lower a company's solidily,
the larger are the sums which must irrevocably be
required for amortization and inlerest payments.
This means that, on the one hand, the prospecls in
terms of liquidity for the company to withstand,
e. g. cyclical varialions in the trend in profits are
worsened, and, on the other, that variability in the
return on equity capital increases.

It is difficult lo make a direct assessment of the
financial strains to which companies have been

23In order to assess the sensitivity of prolils to the choice of rate
of depreciation for fixed capital, we have, for purposes of compa-
risan, made use of an eslimate of capital slocks carried oul by
Johan Crtengren, at lESR, where the average rale of deprecia-
lion1s 6.7 % and also SCB's capilal stock data with a rate of de-
prec:ationof scarcely 2 %

In this case Lhe rale of depreciation of real capilal appears to
have no effect whalsoever on the trend of solidity over time
However, as i1s expecled, the level of solidity. i1s affected SCB's
real capilal stocks, with a depreciation.rateof#ess than 2 % thus
provide a debtlequily ratio, on average, ol 65 % during the 1970's,
compared wilh 55 % and 55 %. when the rales of depreciation
are 5.8 s and 6 7 %, respechively

It must be noted that all these estimates are based on the as
sumption Ihat the economic life of the fixed capilal remains un-
changed during the period in question If a change of this kind
had actually taken place, it 1s conceivable that the development
of sohdity, in reality. would have been very different over ime.
from thal shown in Char 2
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Chart3. SolidityinSwedishIndustry1951—76
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subjected as a result of a decline in solidity al the
end of the 1960’s, for one 1hing, because official
stalislics supply no information as regards repay-
ments ol loans. However, we may note that finan-
cial costs have accounled for an increased share
of companies’ gross profils inclusive of financial
receipts and, after deduclion for taxes. from
19.5 % 1o 26.5 % i. €., by over one-third from the
beginning of the 1960's to the beginning of the
1970's.

However, the change in this figure mus! be re-
garded wilh a cerlain amount of caution. The level
of interest rates has been raised during the period
in queslioh and it is likely that, to a certain extent,
this is an expression of an adjustment to an acce-
lerating inflation. In times of intlation, nominal in-
lerest rates conlain an element of real loan amorti-
zalion. The significance of this line of reasoning is
that the real “debt service™ of indusirial compani-
es need not. in actlual facl, have increased to the
extent the above-mentioned figures would appear
lo indicate.

In addition. as regards solidily. our assessment
does not follow current assessments. Concep-



tions of a wide-spread weakening of the relation-
ship between equily capilal and iotal capilal —
especially during the 1970's — often appears to be
based on balance sheet data where fixed capilal is
valued al historical acquisition prices. In times of
rising prices, a solidity of this kind in accountancy
terms will develop less favourably compared with
real solidity, which is measured on the basis of
capital valued on replacement terms. By evaluat-
ing fixed assels at acquisilion prices, the measure
of solidity will not take inlo account the fact that
the real value of liabilities falls in step with price
rises.

In contrast to us. the Capital Markel Commis-
sion indicate a gradual decline in solidity from
76 % in 195010 50-% in 1974. (See Chart 3). A more
detailed examination of unpublished tables of cal-
culaiicns shows, however, lhat our assessments
ditfer only for the period after 1964. The technique
of the Commission in indicaling odd years con-
ceals the fact thal solidily remained largely un-
changed during the 1950's and at the beginning of
lhe 1960's.

While our figures indicate that solidity has been
constant during the 1970's up to 1976 (aller a de-
cline during the second hali of the 1960's). the
conclusion of the Commission is thatl the delerio-
ration in solidily has proceeded during the first
half of the 1970's, too. For Lhis latier period. the
assessmenl! of the Commission appears, however,
o be based on their eslimaies of industry’s liabil-
ities, which do nol agree with the data reported in
SCB's financial statlistics.?4

Is profitability adequate?
I1 has been shown in our article that the decline
in capital’'s share ol value-added. which has been

24The fact that the Capital Markel Commissicn report a higher (e
vel tor solidity (before 1865) than we do is relaled to the way 1n
which the Commuission treat companies trade hatihties These
have been deducted lrom both sides of industry s balance sheet
and sohdity has then been calculated on the basis ol this
“adjusted balance sheet

reported for Swedish industry, need not reflect a
reduced rate of return on capital. Inslead, the de-
cline in capilal's shares appears o be related to
the fact that substitution has lagged behind the
rise in wage cosls of capital utilisation.26

In addition, we have found, after corrections for
capital gains in indusiry, that solidily has been
consiant during the 1950's and at the beginning of
the 1960's. We have also shown that a reduction in
ihe fevel of solidity occurred at the end of the
1960's and that solidity was subsequently stable
up tolthe end oF1976.

One can speculale aboul the causes of this
change in solidity lowards the end of the 1960's. It
is possible that what is noted are the consequen-
ces of a national adjustment on the part of compa-
nies to a changed supply struciure on the capiial
market. Companies could afford to reduce solidity
pecause the risk premium shareholders hoped to
obtain was reduced, al the same time as loan capi-
lal became cheaper and more easily available. In
ihis way companies were able to increase the level
of borrowing without forcing up the cost of financ-
ing.

What is interesling is thal it is possible to obser-
ve a draslic reduction in risk margins measured as
the difference between effective yield on industri-
al shares and inleresi rates on long-lerm industrial
bonds. This difference decreased during the

25See Bergstrom. Villy and Melander, Hans, "Production Func-
tions and Factor Demand Funcltions in Post-War Swedish indus-
try ". to be published in Scandinavian Journal of Economies. No
1. 1980 A report of estrmales ol induslry’s production functions
is given here The results of these estimales are inlerpreled on
page 50 above

26|n the short 1erm Lhis mechanism has most likely operaled in
connection with excessive wage demands in wage formation,
such as in 1975—77 Compare here with the discussion in Calm-
fors Lars ‘inflation in Sweden Theory and Recen! Experience”
and Aukrust, Odd. “Inllaten in Open Economies. A Norwegian
Model  bath in Krause ang Salant jed ) Worldwide Inllation,
Theory and Recent Expenence The Brookings Institution. Wash-
inglon 1977
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1950's and 1960's and was especially small during
the latter half of the 1960's, i. e. the years when in-
dustry's solidity declined and the rate of return on
equily capital, as shown in Table 1, was relatively
low.

It is tempting to speculate here. Perhaps confi-
dence in the stability and certain growth of capita-
lism in the West was greatest during the second
half of the 1960's. Another observable change du-
ring this time is that instilutional ownership began
to replace household ownership. This has prob-
ably resulted in a reduction in the cost of equity
capilal as a resull of the fact that institutions requ-
ire a lower return than private households.2?

It may be appropriate to conciude this arlicle
with an assessment of the significance of the
wave of instability which swept over the market
economies during 1973—76. The facl that we note
an historically stable rate of return and solidity is,
of course, of little interest in a future perspective,
precisely because of the general economic insta-
bility during the mid-1970’s. There is reason to ex-
pecl that the growing confidence in post-war eco-
nomic systems, which we discussed ai the begin-
ning of this arlicle, has now been interruptled.
Exactly in the same way as in the 1930's after “The
Great Depression”, companies in the 1980's may
demand higher solidity and rates of return on in-
vestments than previously.

Industrially, the 1930's was a conservative de-
cade, characterized by cautiousnessand “‘financial

27These interprelations are quile compalible with the model of
companies’ financial behaviour, which has been developed and
estimated in Eriksson, Goran and Soderslen, Jan (The financing
and assels structure of industry). (Appendix 1o IIESR's Long-
Term Assessment 1979) The marginal cosl of loans rises more
slowly in connection wilh an increased degree ol indebledness
than the marginal cosl of equity capital Since the demand func-
tion for loan capital 1s very elaslic, an increase in the supply of
equity capital has considerable elfecls on the degree of indebt-
edness 1n connechion with small changes in (the optimal,
combined)margmal cost ol loans and equrty capital
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soundness’. It is very possible that ihe figures we
have presented imply levels of solidity and rate of
return that are loo low in view of the authorities’
{argets for industrial expansion and in combina-
tion with the “new invesiment function” after the
“greatrecession” of tlhe 1970's.

We do not yet know whether the violent fluctua-
tions in profitability in Swedish industry during
the years 1973/78, actually conceal a break in the
trend. Even if this is not the case, traditional long-
term profitability may prove to be loo low to produ-
ce an investment boom of the magnitude required
for the 1980’s in order to solve the problem of the
exlernal balance of payments by means of rapidly
rising industrial production and exports. In a new
environment filled with uncertainty concerning
the prices af raw materials and the economic sta-
bility of the rest of the world, either an upward
shift in the average level of profitabilily over the
business cycle. or institutional intervention in the
economic system in order to achieve central goals
concerning the balance of foreign trade will
presumably be required.
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