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The U.S. Balance Sheet: What
Is It and What Does It Tell Us?

USINESS ANNUAL REPORTS provide two
basic accounting statements—a balance sheet,
which is also termed a statement of condition,
and an income statement. A firm's balance sheet
lists the dollar value of its assets and labilities
as of a specific date. A firm’s income statement
Hsts its revenues and expenses (the difference
being profit) for a year. Similar statements are
prepared on a national level in the United States.
Analogous to a firm's income statement, a na-
tion’s production of goods and services for a
vear {as well as its spending and saving deci-
sions) are summarized in its gross national pro-
duct {GNP} accounts. Analogous to a firm's bal-
ance sheet, the U.S. balance sheet lists the dollar
value of assets and liabilities for U.S. residents.
The flows that are identified in the GNP ac-
counts and elsewhere are linked to ehanges in
the levels of assets and liabilities reported In
this balance sheet.

The GNP accounts receive the most attention
simply because they focus on current produc-
tion and income, which in turn, affects and is
affected by, the level of employment. These ac-
counts provide vital information on the shaort.
run performance of the economy. On the other
hand, the U.8. balance sheet generally receives
little attention. This might be because it is in-
complete, including only nonhuman wealth (see

shaded insert on page 5}, and seems to be more
appropriate for long-term analysis.

The purpose of this article is to provide an
overview of the U8, balance sheet. Its structure
is explained and its usefulness is illustrated by
examining trends in some individual balance
sheet items. Further examples of its usefulness
are given by examining balance sheet ratios
such as the financial interrelations ratio, the net
foreign balance ratio, the ratio of business
capital to household capital and the relation of
net worth to inflation.

THE STANDARD U.B. BALANCE
SHEET

A balance sheet shows the pesition that a busi-
ness or household, or the economy as a whole,
has reached as a result of its past activity. It
reflects flows of real and financial activity plus
any revaluations of stocks because of price
changes. Table 1 summarizes the U.5. balance
sheet for 1990 as currently prepared by the
Board of Governors of the Federal Reserve
System.?

freneral Definifions

A balance sheet usually shows all assets and
all liabilities, with the difference called net worth.

‘Board of Governors (1891). This is called the C.9 release.
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The U.S. halance sheet is unusual, however,
because the largest category of assets, human
wealth, is not included. National net worth, as
currently estimated, is all nonhuman wealth.

For the national balance sheet, assets are
divided into two types—tangible and financial.
Tangible assets are economic goods that yield a
stream of services in kind. Plant and equipment,
housing, consumer durables and land are all ex-
amples of tangible assets. Financial! assets are
claims or rights to amounts of money now or in
the future. For every financial asset owned by

an economic unit there is a corresponding lia-
bility owed by another economic unif, Financial
assets can be categorized as fixed claims or vari-
able claims; variable claims are called equities.
Currency and deposits, notes, bonds and mort-
gages are all fixed claims. Corporate stock and
the net worth of noncorporate business are
equities. For a closed economy, financial assets
equal financial liabilities. For an open economy,
national net assets, or national net worth, is the
total of all tangible assets, U.8. monetary gold
and SDRs (special drawing rights created and
distributed by the International Monetary Fund)
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and net foreign assets—a balancing item (the
difference between foreign assets owned by
U.S. residents and U.5. assets owned by
foreigners),

The Sitandard U.S. Balance Sheet in
19590

Table 1 shows 1990 beginning-of-year and
end-of-year values in current dollars. The dif-
ference reflects saving and investment flows
{net of depreciation} during the year plus revalu-
ations of existing assets.?

For the economy as a whole, the bottom line
is national net assets, or national net worth. It
is clear that national net assets are dominated
by tangible assets.® In fact, with the recent rapid
growth in foreign ownership of U.S. assets, the
value of tangible assets on U.S. soil has exceeded
the value of the nation's net assets (owned by
11.8. residents) since 1983.

On the net worth side of the standard balance
sheet, no liabilities are shown. National net
worth is defined as the sum of private net
worth, public sector net assets and unallocated
financial assets (plus a balancing item for foreign
andd U.S. holdings of each other’s corporate
stock).

Private net worth is broken down further by
sector. Household “net assets” and private finan-

cial institutions sector “net assets” are presented
along with the net worth of each type of busi-
ness.* This is useful for analysis, but one must
keep in mind that households are the ultimate
owners of businesses,

Our focus below is on long-term trends in the
United States, but one development in 1990 is
worthy of mention. As shown in table 1, na-
tional net worth grew only 1.3 percent or, given
the increase in GNP prices (GNP implicit price
deflator) of 3.9 percent, it declined 2.6 percent
in real terms. This weak performance is attribut-
able, in part to, declines in real estate prices.

Trends in National Net Worth and
NP

One possible use of balance sheet information
is to view national net worth as a measure of
macroecconomic performance over time. Does it
vield information that differs from that of GNP?
Many years ago, Raymond Goldsmith and Robert
Lipsey concluded that “National balance sheets
are not intended as a device to measure econom-
ic growth over time, but they are essential to
study the relations between the financial super-
structure and the real infrastructure, which
constitute an important aspect of economic
growth.”s With 30 vears of new data, does this
conclusion still hold?

2The Board’'s C.9 release also coniains sector balance
sheets for households, farm, nonfarm, noncorporate and
corperate business, private financiat institutions and the
rest of the world. For definitions of sectors, see Board of
Governors {1980).

ITangible assets for federal, state and local governments
are not included in the C.9 release. For further discussion
of the government baiance sheet, see Boskin, Robinson
and Huber {1889).

4Equities and pension fund reserves are subtracted from
household net worth to obitain net assets. Private financial
institutions’ net assets are obtained by subtracting cor-
porate equities and adding pension fund reserves to their
net worth,

sGoldsmith and Lipsey {1963), p. 25. Also, see Goldsmith
{1885, 1982, 1969, 1966).
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Figure 1
GNP and National Net Worth
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Figure 1 shows real national net worth (NNW)
and real GNP from 1948 to 1990.° Over the full
period, the growth rates are the same—3.2 per-
cent. Real NNW is a relatively smooth series,
while real GNP displays considerable volatility.
Real NNW shows little cyclical movement, in-
dicating that tangible assets are valued over a
long horizon, even if they are utilized more or
less intensively during the business cycle.

Table 2 summarizes and compares GNP and
NNW during the 1948-90 period. The reference
periods were chosen to conform with different
inflation experiences. The 1948-84 period was
one of relatively low inflation, averaging 2.2
percent per vear. From 1964 to 1981, inflation
accelerated; it was 3.1 percent in 1965 and 9.4
percent in 1980. The 1981-90 period is more
difficult to define—disinflation from 1981 to
1983 and then moderately accelerating inflation
over the past five years.

During the period of relatively low inflation
from 1948 to 1964, GNP and NNW grew at simi-

lar rates in both nominal and real terms. Periods
of accelerating or decelerating intlation, however,
produced differing growth rates for the two
measures. From 1964 to 1981, both nominal and
real NNW grew faster than GNP. During the
1980s, the opposite occurred; NNW growth
slowed relative to that of GNP in both nominal
and real terms.

Based on the post World War 11 experience,
NNW shows the same long-term trends as GNP.
While the growth rates of NNW and GNP can
deviate for several vears, for purposes of long-
term analysis they appear to give the same
answers. Goldsmith's and Lipsey's conclusion
from almost 30 years ago appears to be
confirmed.

AN ALTEBNATIVE VERERIOGN OF
THE LLE BALANCE 5HERET
Since GNP accounts are limited to data on the

current production of goods and services and
generally omit financial transactions, they are of

§The C.8 reiease also includes data for 1945-47, but these
vears are omitted because of distortions caused by the
iransition {o peace from World War 1. Real NNW was
calctlated by using the Department of Commerce

constant-cost net stock of fixed private capitad, assuming
that the real value of land changed at the same rate as
rgal GNP and deflating all other components with the GNP
deflator.
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little use in studying financial superstructure
and the relation between real and financial
assets.” To achieve the purpose of understanding
relations between financial and real assets, the
national balance sheet has to be viewed more
broadly than NNW.

Financial assets play a key role in the economic
development of market economies, enabling the
transfer of lenders’ excess purchasing power to
finance spending for borrowers. If an economic
unit consumes less than its income, it accumu-
lates assets or retires debt, thereby adding to its
net worth. If an economic unit chooses to ac-
cumulate tangible assets less than its saving, it
must accumulate financial assets or reduce Ha-
bilities. Similarly, if an economic unit chooses to
accumulate tangible assets in excess of saving, it
must borrow or sell off financial assets.

Because of this fundamental role for financial
markets, it is useful to focus on national balance
sheets that include the financial asset-liability
structure.® A full understanding of the forces
that are driving NNW requires a supplementary
analysis of financial assets and liabilities.

A Goldsmith-Type U.S. Balance
Bheet in 18288
Table 3 summarizes the U.5. balance sheet in

a Goldsmith-type format. It uses the same data
that are in the Board of Governors report, but

sums the assets and liabilities for the separate
sectors—households, businesses and private fi-
nancial institutions. Even though there is double
counting, this procedure preserves detailed in-
formation about financial assets and liabilities.

Although the approach used here follows
Goldsmith in principle, it is incomplete because
the Board of Governors report does not provide
estimates of tangible assets held by governments.
By adding privately held financial assets to tangi-
ble assets, the value of tangible assets held by
business and the equity claims on business held
by households are both included.

The assets and liabilities are for the private
sector, so the balancing item is really a mean-
ingless residual that includes government
liabilities, rest-of-world liabilities, as well as
equities and net worth of the private sector.
Consequently, this balance sheet is not offered
as a substitute for the standard Board of Gover-
nors version, but as a supplementary summary
of the Board’s report with a focus on private sec-
tor assets and liabilities.

The 1990 values in table 3 indicate that private
sector holdings of financial assets were 1.68
times the value of tangible assets at the beginning
of the year and 1.70 times at the end of the
year. The sector breakdown of this ratic sum-
marizes the structure of the U.8. economy. The
househald sector's holdings of financial assets
are about twice their holdings of tangible assets.

"The term “financial superstructure” is attributable mainly
to Gioldsmith. It refers to all aspects of the system of finan-
cial markets that channels the funds of savers into invest-
ment. For more detailed discussion, see Board of Gover-
nors (1980},

2For a discussion of the importance of keeping financiai
assets and liabilities on the national balance sheet, see
Goldsmith and Lipsey (1963).
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The nonfinancial business sector, on the other
hand, holds financial assets equal to about 30
percent of its tangible assets. Financial institu-
tions, almost by definition, hold very few tangi-
ble assets.

Financial assets can be compared with liabilities
to show the net monetary creditor status of the
different sectors. Households hold financial
assets about 3.7 times as large as their liabilities,
with fixed claims almost 1.5 times as large as
liabilities. Nonfinancial businesses have liabilities
almost twice as large as their financial assets,
with the ratio about the same when variable
claims and labilities are subtracted. Private fi-

nancial institutions are net monetary creditors,
although not to the extent that households are.

Reproducible assets are divided into the same
categories as in table 1 and in the GNP ac-
counts—residential structures, nonresidential
plant and equipment, inventories and consumer
durables. Financial assets can he divided into
many types, but here they are grouped into five
categories—currency and deposits, credit market
instruments, equities (both corporate equities
and the net worth of noncorporate business),
reserves (pension fund and life insurance} and
other {which includes security and trade
credit).®

#'Credit market instruments is a core group of debt claims
that is the principal medium used by nonfinancial sectors
in raising funds through formal credit channels.” [Board of
Governors (1980), pp. 42-43.] It includes all government

securities, corporate and foreign bonds, mortgages, con-
sumer credit, bank (not elsewhere classified) and other
ioans.
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Figure 2
Distribution of Tangible Assets
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Trends in Total Assels

Postwar trends in total assets are summarized
by charting the components of both tangible
assets and financial assets relative to their respec-
tive totals.

Tangible assets—Figure 2 summarizes the
major components of tangible assets in 1982
dollars relative to the total of tangible assets, but
broken down by type of asset as in table 1 (the
same as in the GNP accounts). Vertical lines
(1964 and 1981) correspond to the inflation
episodes in table 2. For inventories and land,
the trend generally has been downward
throughout the postwar period. In the case of
consumer durables, the trend is upward
throughout the period. For fixed residential in-
vestment, the trend was upward before 1964
but has been downward since then. Fixed
nonresidential investment has trended upward,
although there appears to be a flattening in the
1880s.

Percent
5

The relationship between the growth of real
reproducible tangible assets and inflation was
examined.’® The conventional wisdom is that in-
vesiors view tangible assets as a good hedge
against inflation.’® Table 4 shows the correlation
coefficients for the vear-to-year percent change
in reproducible tangible assets and inflation.
None of the coefficients is significant and posi-
tive for each of the subperiods. Explaining trend
movements in the components of tangible assets
is apparently much more complex than indi-
cated by a simple inflation modetl.

Financial assets—Privately held financial
assets were collected into categories as shown
in figure 3. Currency and deposits (broadly
defined) drifted downward from the end of
World War Il until the early 1960s, stabilized
until 1972, shifted to a higher level and then
fell from 1984 to 1990. This category reflects a
number of financial innovations throughout the
period, notably certificates of deposit in the

1% and was not included because it is fixed and
nonreproducible. Its real value can change but not its
guantity.

HHigher rates of inflalion increase the uncertainiy
associated with rates of return on financial assets, making
tangible assets more attractive to invesiors. See Gagan
and Lipsey (1978).
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Figure 3
Distribution of Financial Assets
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1960s, money market mutual funds in the 1970s important component of credit market instru-

and the payment of interest on checkable ments, about half of the increase in the 1930s

deposits in the 1980s.1 can be traced to the rapid growth in the federal
The trend of credit market instruments was debt.

quite flat until the mid-1970s, shifted to a higher The equity portion of financial assets shows a

level until the early 1880s and rose sharply from pattern generally the opposite of that for credit

1982 to 1990. Because federal securities are an market instruments. The downward trend in

12For a brief financial history of the United States, see
Council of Economic Advisers {1991}, chapier 5.
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equities began in the high-inflation 1970s, but
continued through the disinflation of the 1980s.12
These trends suggest a complementary relation
between equities and credit market instruments
{inchuding government securities). The total of
these two categories has varied between 60 and
70 percent of all financial assets since World
War 1L

Life insurance and pension fund reserves rose
gently until 1980, and then accelerated in the
1980s. This recent acceleration is consistent
with a number of explanations. One would be
that it represented a favorable long-term plan-
ning response to the deceleration of inflation,
Another would be the demographics of the de-
cade which included a rise in the average age
of the population.

The residual component of financial assets,
called “other,” reflects mainly trade and security
credit. This category moved upward slowly but
steadily until the mid-1970s and then stabilized.

As with reproducible tangible assets, coeffi-
cients were calculated for the correlation be-
tween the percent change in financial assets in
1982 dollars and inflation. These results are
summarized in table 5. Most of the coefficients
are negative, although most are insignificant.
Even though nominal financial assets tend 1o in-
crease with inflation, their growth is generally
outpaced by inflation so that in real terms there
is an inverse relationship.

SOME USES OF THE BALANCE
SHEET

The U.S. balance sheet covers a relatively small
portion of the nation’s wealth. However, it can
yield insights into particular relationships that
cannot be fully analyzed using information only
from GNP accounts. The accumulation of flows
into stocks provides a built-in long-term perspec-
tive that is generally missing with GNP accounts.
By lengthening the time perspective, balance
sheet information can shed new light on some
commonly held perceptions about economic
trends.

Financial Interrelations Hatio

One of the most important applications of
balance sheet information is the calculation and
analysis of the financial interrelations ratio.™s
This ratio measures the size of the financial
superstructure relative to the real infrastruc-
ture. Specifically, it is the ratio of the value of
financial assets to the value of tangible assets.

The financial interrelations ratio provides a
framework for the analysis of the relationship
between financial development and economic
growth. However, as Goldsmith points out, "Eco-
nomic growth is so complex a phenomenon, ob-
viously determined or influenced by basic fac-
tors of a physical, technological, and mass-
psychological nature, that an attempt to isolate
the effects of apparently secondary forces such

21t was formerty believed that corporate stocks were a
hedge against inflation. Fischer and Modigliani {1978) sug-
gest that this changed when investors realized that higher
inflation carries with it a higher real tax burden.

4Carlson (1990).
15Goldsmith (1966).
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Figure 4
Financial interrelations Ratio!
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as the character of financial institutions and the
nature of credit practices does not promise suc-
cess,”ts Generally, the argument is that a rise in
the interrelations ratio indicates a broadening of
the range of financial assets and institutions.
This promotes the flow of saving into its most
productive uses which stimulates economic
growth and increases productivity 7

Figure 4 shows the interrelations ratio for the
1948-90 period. The factors influencing its move-
meint are numerous and complicated, although
inflation appears to have played a role. Prices of
tangible assets, the denominator in the ratio,
tend to increase more than other prices during
periods of accelerating inflation, and by a lesser
amount when it decelerates. The ratio fell to its
postwar low during the high-inflation period of
the 1970s before rising during the disinflation
of the 1980s. Such an explanation is simplistic
because a full analysis of the interrelations ratio
would consider all other factors entering into its

determination. Nonetheless, inflation is a factor
influencing the ratio.’® On the other hand, real
GNP growth does not appear to be related
systematically to the ratio, especially since the
mid-1970s. Thus, even though the financial in-
terrelations ratio shows interesting movements
in the postwar period, it is only a starting point
in the analysis of financial structure and eco-
nomic growth.®?

One facet of the interrelations ratio that has
produced concern in the 1980s is the rapid
growth of credit market debt in the private sec-
tor. Expansion of debt permits more spending
than otherwise, but adds to the severity of a
recession when the pace of economic activity
slows. To maintain debt payments, households
and businesses have to restrain their spending
or default on their loans. Widespread loan de-
faults could endanger the economic health of the
financial system.

%Goldsmith (1969}, p. xi.

17For mere detailed discussion of this theory, see Goldsmith
(1969), pp. 390-401. Alsc see Shaw (1973).

BGoldsmith {1969), p. 97.
**Recently an argument has been offered challenging the

notion that growth in financial structure is always
beneficial. See Fingleton (1981).
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Figure 5

Credit Market Debt Relative to Tangible Assets
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Figure 5 puts the 19805 expansion of debt into
perspective. All credit market debt of households,
private nonfinancial business and private finan-
cial institutions is included and measured
against total privately held tangible assets. Debt
expanded at an 11 percent annual rate from
1983 to 1990, pushing the ratio of debt 1o tangi-
ble assets to a historical high of 0.52. The ex-
tent of the increase is dampened somewhat
when the ratio is calculated with 1982 dollars,
but 1990 is still at a historical high; it appears
to be leveling off, however. Whether this debt
burden is “too high” will probably not be
answered until the strength and duration of the
recovery from the recent recession is clear.

Inflation and the Disiribution of
Nei Worth

An additional use of balance sheet information
is to analyze the effect of inflation on the net
worth of various sectors. The standard theory
of such effects is outlined in the shaded insert

at right.?® Figure § shows the distribution of
private net worth among sectors.

The proportion of private net worth held by
households gradually increased from 1948 until
inflation accelerated sharply in the mid-1970s; it
then declined until 1981. Since then, households’
share of net worth has risen as the disinflation
continued through most of the decade. These
responses are typical of a sector that is a net
monetary creditor,

The nonfinancial business sector has shown a
variety of long-term trends, but the response to
the acceleration and deceleration of inflation is
similar for the three subsectors because they
are all monetary debtors. Farm business has
been in a long-term decline throughout the post-
war period, interrupted by a slight increase
from 1971 to 1880 which primarily reflected a
rise in farm real estate values. Nonfarm noncor-
porate business declined as a share of private
net worth until 1976, increased until 1980, and

20No attempt is made here to measure anticipated inflation,
However, based on current procedures, the variances of
change in inflation and the upanticipated change have
been found to be similar. See Ball and Cecchetti (1990),
p. 242,
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Figure 6
Distribution of Private Net Worth
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Figure 7

Net Foreign Assets Relative to Total Assets Held

by the Private Sector
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since then has moved back to its 1976 level.

Nonfinancial corporate business is difficult to
characterize for the full period. Its response to
the acceleration and deceleration of intlation
seems quite clear, with its net worth proportion
increasing during the acceleration and then fall-
ing back during the disinflation.

The net worth of private financial institutions
does not seem ta be affected much by swings of
inflation, contrary to the well-known problems
of the savings and loan industry. Private finan-
cial institutions are net monetary creditors, but
the difference between their financial assets
and their labilities is very small .2

Foreign Ownership of U.8. Asseis

Another application of the U.S. balance sheet
is to examine concern about the accumulation

of U.8. assets by foreigners during the 1980s. A
common perception is that foreigners could
eventually own more than 50 percent of business
capital leading to the potential for foreign con-
trol of the U.S. economy. This would threaten
U.S. economic sovereignty and national securi-
ty.** Balance sheet data can be used to examine
this concern.

Figure 7 shows net foreign assets as a percen-
tage of total assets in the United States. It is
clear that the proportion of U.S. assets held by
foreigners has increased sharply since the early
1980s. Foreign direct investment, however, has
ingreased from only 0.4 percent in 1980 {o about
1 percent of U.S. total assets in 1990. With con-
tinued growth at this pace, foreign ownership
would not exceed 50 percent for 800 years.®
Rather than “signaling an economy in decline,

2t is difficult to relate to the private financial sector
because of its heterogeneity. i consists of commercial
banking, savings institutions, insurance (including private
pension funds and state and local government retirement
funds} and other (including finance companies and mutual
funds}).

22This concern and severai others are examined in Ott
(1989},

#3These trends in foreign ownership are unlikely to continue.

for exampie, assets of U.8. business acquired or

established by foreign investors dropped by 25 percent
from 1989 to 1990. See Fahim-Nader (1991).
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Figure 8

Ratio of Business Capital to Household Capital
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such investment by foreigners is a measure of
the economy’s vigor.”** On a worldwide basis,
foreign direct investment increases economic
welfare by moving resources from less to more
productive uses.

Ratio of Business Capiial io
Household Capital

Another concern that developed in the 1980s
was that the United States was not channeling
its saving into the “right” kind of investment.2s
Mainly because of a combination of inflation
and tax shelters, savings were directed toward
household capital rather than productive busi-
ness capital.?® Business investment in plant and
equipment s a major vehicle for increasing eco-
nomic growth. Tt boosts productivity by provid-
ing more capital per worker and also embodies
technological improvements. Household capital,
on the other hand, provides services to con-
sumers but does not add directly to productive
capacity. Figure 8 shows the ratio of nonresi-

dential plant and equipment to household capi-
tal--the sum of consumer durables and residen-
tial structures.

Following World War 1I, households enlarged
their stock of capital until 1964. From 1964 {o
1970, growth of business capital stock exceeded
that of household capital stock. For the next 12
vears, business and household capital grew at
roughly the same rate. Since 1982, however, the
growth of household capital has exceeded that
of business capital. Boosting the overall level of
saving is the primary vehicle for stimulating
economic growth. There is also potential for
faster growth by designing policies that direct
the flow of saving away from household capital
into business capital.#

SUMBMARY

Economic analysts rely mainly on the nation’s
GNP accounts as a source of information on
economic performance, For purposes of under-

2401t (1989), p. B3.
25This view is deveioped in Rutledge and Allen (1289).

26Fgr a discussion of the effects of the Tax Reform Act of
1986, see Fazzari {1987) and Slemrod (1994).

#For a more complete discussion of saving and its role in
economic growth, see Cullison (1990} and Harris and
Steindel {1991).
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standing the forces at work in the determina-
tion of current production, GNP accounts are
indispensable. Generally overlooked, however, is
another source of information—the nation’s
balance sheet. Business accounting relies greatly
on the balance sheet as a tool for analyzing a
firmy's financial health. Similar practices do not
prevail in national economic accounting.

What would appear to be one of the most im-
portant items in the U1.8. balance sheet is the
measure of national net worth. When compared
with GNP as a measure of long-ferm economic
performance, however, it does not seem to of-
fer much added information.

Probably the most important use of balance
sheet data is to analyze the role of financial
structure in the process of economic growth. A
variety of other questions, however, can also be
examined by developing ratios of particular
balance sheet items. The chief benefit of the
U.8. balance sheet, as it is currently prepared,
seems to be that it forces the user to take a
long-term perspective to detect changing trends.
What appeared to be major concerns during the
1980s sometimes took on a different interpreta-
tion when viewed from the perspective of the
U.S. balance sheet over the entire post-World
War H period.
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