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The composition of Federal expenditures greatly influences the allocation of 
the nation's resources and the distribution of national income. Although it 
is less generally realized, the composition of Federal expenditures can also 
have a powerful effect on efforts to stabilize prices and to maintain full em
ployment.

This article focuses on the trends and changes in the composition of 
Federal expenditures in the Sixties. It notes the implicit priorities in these 
expenditures for resource allocation and income distribution. And it points 
out some of the problems that these trends may create for the conduct of 
future economic stabilization policies.

Government Expenditures:
Not All The Same

One common approach in studying priorities is to break down Federal 
expenditures into basically two categories —  transfer payments and pur
chases of goods and services. In either case, the Government spends money. 
The two categories, however, have substantially different economic effects. 
Where transfer payments are involved, the Government acts essentially as a 
funnel. For example, consider the major transfer expenditure —  Social Security 
payments. Social Security taxes are collected from the younger members of 
society who are employed. Social Security benefits, however, are paid to the 
elderly members of the society. Essentially, the role of the Government is 
to transfer purchasing power from the young to the elderly. The Government 
itself does not determine the final disposition of the funds —  that is, it does not 
determine which goods and services are purchased with the funds. It does not 
tell the recipients of benefits that they must spend their money on rent, or 
automobiles, or clothing, or anything else. Consequently, the Government does
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not exercise direct command over the nation's 
resources. Although the fundamental nature of 
these expenditures is to transfer purchasing power, 
they also have effects on stabilization policies.

Likewise, Federal grants-in-aid to state and local 
governments transfer purchasing power from tax
payers to state and local governments. There is, 
however, an important difference. Usually, grants- 
in-aid are accompanied by restrictions on 
how the funds are to be spent. Thus, the Fed
eral Government retains some control of the use 
of these funds and, therefore, the uses of national 
resources. In addition, it influences the uses of any 
required matching funds. Of course, to the extent 
that grants-in-aid are not accompanied by re
strictions, they do not increase the influence of the 
Federal Government over the use of the nation's 
resources. Instead, the state or local government 
receiving the funds would exercise the control. 
Here, again, the Federal Government would 
essentially act as a funnel.

Government purchases of goods and services 
are a different story. These expenditures are com
prised primarily of purchases of commodities and 
wage and salary payments. The expending gov
ernment itself decides the uses of these funds 
and, therefore, the uses of the resources that they 
purchase. The government has a direct effect on 
the allocation of the economy's resources. Sup
pose, for example, that the Government decides 
to reduce expenditures for military aircraft and 
to increase expenditures for pollution control, 
either directly through purchases of equipment or 
indirectly through restricted grants-in-aid. This 
policy would obviously represent a significantly 
different use of resources. The effects on the 
economy are both obvious and intractable. On 
the one hand, workers in the aircraft and related 
industries would, no doubt, lose their jobs. On 
the other hand, new jobs would be created in 
the pollution control industries. This is not a 
simple problem, however. Aircraft workers could 
not simply apply for a new job in the pollution 
control factory. The workers might not be quali
fied, or they might find that they are over- 
qualified in terms of education and skills required. 
These are difficult —  but, hopefully, temporary —  
effects of a governmental decision to reallocate 
resources. It might even be argued that the change 
in resource allocation gives rise to another high- 
priority need for use of Federal Government tax 
revenues —  that is, the expenditures of funds to 
help displaced aircraft workers find new jobs 
that match their skills or to obtain new skills to 
match other available jobs.

The Trend in the 1960's

During the first half of the decade, total Federal 
expenditures absorbed a declining part of our 
Gross National Product (GNP). From 1965 to 1968,

these expenditures rose rapidly as a percentage 
of GNP, reaching a high of 21 percent in 1968. 
Since 1968, however, a leveling off has occurred. 
Most of the increase during the latter half of the 
decade can be attributed to the war in Southeast 
Asia and to the concurrent growth of domestic 
programs. These two factors combined to increase 
slightly the part of national income that has 
been absorbed by the Government. If either of 
these activities had not occurred, it is not likely 
that any increase would have resulted.

To what uses has the Government put approxi
mately one-fifth of our GNP? What has been the 
trend in the composition of Government 
expenditures? While the overall trend in purchases 
of goods and services is essentially flat, there 
have been three discernible movements during 
the decade. Federal purchases of goods and 
services moved from about 10.5 percent to 
more than 11 percent and then downward to 
less than 10 percent during the first half of 
the decade. With the increasing commit
ment to the war in Southeast Asia, however, 
purchases began to rise rapidly in 1966 and 
reached a peak of 11.5 percent in 1968. Since fiscal 
1968, however, direct Federal purchases of goods 
and services have absorbed a shrinking proportion 
of GNP. By fiscal year 1970, Federal purchases of 
goods and services constituted about 10.5 per
cent of GNP, a smaller part of GNP than in any 
year during the 1960's, except 1965 and 1966.
It now appears that in fiscal 1971 these Federal 
purchases will shrink to less than 10 percent.

Thus, through its purchases of goods and 
services during the last few years, the Federal Gov
ernment has exercised direct control over a 
relatively declining part of the economy's out
put and resources. For reasons to be explained 
later in this article, it is logical to expect 
this downward trend to continue. It is interesting 
to note that the percentage in the United States 
is somewhat lower than in European nations. For 
example, in the United Kingdom, comparable 
government expenditures were 16 percent of GNP 
in 1960 and 18 percent in 1969. In West Germany, 
they were 14 percent and 16 percent for the same 
years.

In contrast, transfer payments to individuals 
(such as Social Security) and foreigners absorbed 
an increasing share of GNP during the last dec
ade. With the exception of 1964 and 1965, each 
year has seen an increase in this share. This 
trend reflects the strengthening of various wel
fare, poverty, Social Security, and other domestic 
programs. Both fiscal years 1961 and 1971 were 
periods of accelerated unemployment. In both 
cases, transfer payments jumped significantly. 
Overall, this category has increased from about 
4V2 percent of GNP in 1960 to more than 6V2 
percent estimated for fiscal 1971, with most of 
the increase occurring between 1966 and 1971.
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The latter figure, however, may be somewhat 
higher than it normally would be because of the 
current above-normal unemployment.

Grants-in-aid expenditures to state and local 
governments also increased gradually, but steadily, 
during the decade. These expenditures rose from 
slightly more than 1 percent of GNP in 1960 to 
about 21/2 percent in 1970. This increase reflects 
the response of the Federal Government to the 
growing needs of state and local governments 
and their financing difficulties.

Finally, interest payments on the national debt 
remained a relatively constant portion of GNP 
during the decade —  slightly less than V k  per
cent. Though the Federal debt rose, it did so more 
slowly than the increase in GNP. Consequently, 
the general increase in interest rates was largely 
offset by a decline in the ratio of the Federal 
debt to GNP. Thus, the financing did not require a 
growing portion of GNP.

Therefore, although Federal expenditures rose 
only slightly as a percentage of GNP, there were 
significant changes in the types of expenditures 
undertaken. As noted, the impact of the Federal 
Government on the nation's resource use 
through its own purchases of goods and services 
varied during the Sixties, although, most recently, 
there has been a substantial downward movement. 
Its impact on resource allocation through grants- 
in-aid to state and local governments, however, 
has risen steadily. The Federal Government's 
influence on the distribution of income also in
creased somewhat, as seen in the rising impor
tance of transfer payments during the latter half 
of the decade. The impact on income distribution 
of servicing the national debt, however, remained 
relatively unchanged.

The movements in total purchases of goods 
and services are largely explained by fluctuations 
in defense expenditures. Most Federal purchases

As transfer payments begin to play a larger role, 
Federal expenditures outgrow the economy.
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of goods and services are defense oriented.
Since defense is a traditional and almost ex
clusive function of every national government, 
this is to be expected. In 1960, Federal purchases 
comprised over 9 percent of GNP but by 1965 had 
fallen to slightly more than 7 percent. With the 
escalation of the war in Southeast Asia, however, 
defense purchases rose rapidly until 1968. Since 
1968, defense purchases again have absorbed 
a smaller part of GNP —  falling to slightly over 8 
percent in fiscal 1970 —  and are expected to 
continue to fall during fiscal 1971. During the 
Sixties, the war-related buildup largely offset 
what, apparently, would have been a tendency for 
defense expenditures to absorb a declining portion 
of the nation's output.

Federal nondefense purchases, on the other 
hand, rose from slightly more than 1 1/2 percent of 
GNP in 1960 to about 2V2 percent in 1964. With 
minor fluctuations, they have remained at 
approximately that level to the present. Because 
of this small increase and because of the down
ward trend in defense purchases, nondefense 
purchases have represented a small, but growing, 
part of total Federal purchases of goods and 
services. Whereas nondefense purchases com
prised 16 percent of all purchases in 1960, they 
made up about 23 percent by 1970. Only in fiscal 
year 1967 did this ratio fall. Nondefense pur
chases constituted almost 25 percent in 1965 and 
are estimated to return to approximately that level 
in fiscal 1971. From this, it appears that Federal 
expenditures have tended to allocate directly 
a smaller part of GNP to defense and to allocate 
a slightly rising part of the nation's resources 
to nondefense usages.

To summarize the trends in Federal expendi
tures during the Sixties, the decade may be broken 
down into three distinct periods. From 1960 to 
1965, defense and total purchases declined as a 
share of GNP, and transfer payments remained a 
relatively constant share. Consequently, Federal 
expenditures constituted a declining share of 
GNP. The period 1965 to 1968 saw an increasing 
commitment to both the war in Southeast Asia and 
to domestic social programs. Defense purchases, 
transfer payments, and total Federal expenditures 
rose as a percent of GNP. Since 1968, declining 
defense purchases have been offset by increasing 
transfer payments, so that total Federal expendi
tures have constituted a fairly steady share of GNP.

Expenditures by Function

The trends in Federal expenditures may also be 
observed by reviewing their composition by pur
pose or function. For example, consider what has 
happened to total welfare-related expendi
tures, whether they be made by transfer payment, 
grants-in-aid, or direct purchase. Total Federal 
expenditures on welfare and health increased

from about 5 percent to 7 percent of GNP during 
the last five years of the Sixties. They are pro
jected to continue to rise in fiscal 1971 because 
of large expected increases in Social Security 
and public assistance payments. The rise is partly 
accounted for by an increase in income security 
expenditures (primarily Social Security) from 3V2 
percent to 4V2 percent of GNP. A large part is also 
accounted for by rising health expenditures. With 
the advent of Medicare, the proportion of GNP de
voted to Federal health expenditures tripled be
tween 1966 and 1970. Expenditures for vet
erans benefits and services showed no significant 
change during the 1960's, remaining at about 
one percent of GNP. Thus, in the last half of the 
Sixties, Federal expenditures have strongly re
flected the nation's increasing commitment to 
income security and health.

The two principal components of national se
curity expenditures —  national defense and inter
national affairs and space —  have moved in 
opposite directions. In the first half of the de
cade, the growth in space expenditures some
what mitigated the relative decline in defense

Defense and space share the reduced priority 
for national security
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rose somewhat in the second half of the decade 
but still account for less than one percent of 
GNP in 1970. The remaining functional categories 
of the Federal budget —  agriculture, natural re
sources, general government, and interest— all 
remained at fairly constant percentages of GNP. 
Agriculture and rural development expenditures 
constituted less than 1 percent; and natural re
source expenditures and general government ex
penditures were less than V2 percent of GNP 
during the decade.

The trends in functional expenditures under
score the declining importance of defense 
expenditures noted earlier. In addition, they indi
cate the nondefense areas of increasing priorities. 
Generally, welfare and health activities have re
ceived the greatest boost in priority. Health 
expenditures rose significantly between 1966 anc 
1968, and income security programs have in
creased rapidly since 1968, with addititonal 
increases during fiscal years 1971 and 1972. No 
other nondefense area showed such significantly 
changed priorities over the decade.

Implications

Clearly, the 1960's have been years of changing 
priorities in Federal expenditures. Had the war 
in Southeast Asia not occurred, these changes, 
doubtlessly, would have been more pronounced.
It is also important to ask if these trends will 
continue and, if so, what some of the effects 
would be and what the implications for future 
economic policies would be.

Barring a substantial deterioration in world 
relations or increased U. S. military commitments, 
it is likely that the proportion of GNP absorbed 
by defense expenditures will decline somewhat 
more. As the economy and GNP grow, 
defense expenditures will probably not 
need to grow as rapidly in order to provide

an adequate defense. The 1971 Economic Report of 
the President projects that by 1975 and 1976 Fed
eral purchases of goods and services on the basis 
of existing programs could fall to about 7 percent 
of GNP.1

The upward trend in Federal transfers and 
grants is also likely to continue. Current debate 
and discussion indicate strongly that the needs 
of the future will probably lie in areas such as in
come security, welfare reform, education, urban 
problems, housing, and medical services and facili
ties. In that event, these areas will probably 
be assigned high priority in future Federal 
budgets and could easily absorb even more of 
the nation's output than at the present.

The form of Federal expenditures would almost 
certainly be increased transfer payments and 
grants, rather than purchases of goods and services. 
The growing fiscal crises among state and local 
governments may also lead to new grants from 
the Federal Government, such as some form of 
revenue sharing, or Federal assumption of some of 
their transfer activities. In addition, Federal assist
ance for urban and rural development problems 
will probably be in the form of grants-in-aid and 
other transfers involving fewer restrictions than 
in the past. Thus, as defense purchases fall rela
tively, transfers and less restricted grants are 
likely to continue to rise in importance. In that 
case, the Federal Government would tend to exer
cise less direct control over the allocation of the 
nation's economic resources.

It is not clear, however, that Federal expendi
tures as a percentage of GNP will fall. The future 
size of the Federal Government in the economy 
will be determined primarily by the needs and 
demands for public services. The flexibility of the 
Government to respond to future requirements, 
however, has almost surely been constrained 
by the shift from defense to nondefense and 
from purchases to transfers. The increased social 
programs and transfer payments often tend to 
involve uncontrollable expenditures. Under existing 
statutes, the Government is committed to these 
expenditures. There are at least two aspects to this 
lock-in effect. First, to the increasing extent that 
these expenditures rise as the economy slows 
down (or vice versa), such expenditures provide 
an automatic or built-in stabilizing effect on the 
economy. This could relieve, but not eliminate, the 
need for aggregate fiscal and monetary stimu
lation. The second effect is that they could reduce 
the flexibility of fiscal policy for stabilizing the 
economy. Suppose, for example, an overheated 
economy required restrictive fiscal measures.
As defense expenditures approach a minimum

1 Economic Report of the President 7977 (Washington,
D. C.: Government Printing Office, 1971), pp. 94-104.
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safe level and as nondefense, uncontrollable ex
penditures become a larger part of the budget, the 
Federal Government's latitude to make substantial 
expenditure cuts or slowdowns will be reduced. 
The Government could still control fiscal policy 
but primarily through taxation changes.

Constraints on the Future

The shift in priorities has reduced the flexibility 
of fiscal policy in another important respect —  
in particular, the ability to undertake new or 
expanded programs. Ordinarily, as the economy 
grows, Federal revenues grow at least as rapidly 
under the existing tax system. Thus, in the past, 
the Government has been automatically provided 
with a fiscal dividend to finance new programs. 
With the shift in priorities and the lock-in effect 
of transfer payments, however, the decisions made 
in the past have already committed many of the 
resources that otherwise would have been available 
for future use.

Although estimates have varied, most indicate 
that the fiscal dividend will be quite small for the 
next several years, even after allowing for con
tinued de-emphasis on defense expenditures. One 
prominent projection estimates that the costs 
of existing programs and of new programs 
proposed in the fiscal 1972 budget, alone, will 
absorb all the revenue that the existing tax struc
ture will generate until fiscal year 1976.2 The 1971 
Economic Report of the President was somewhat 
more optimistic but still estimated that only 
about $3 billion per year would be available 
until 1976. This would amount to little more than 
a one-percent increase in Federal expenditures.

If these estimates turn out to be reasonably ac
curate, then the commitments of the past will 
have severely constrained the future. There is 
little doubt that new programs will be needed 
in the future. In addition, many experts believe 
that it will be necessary for the Federal budget to 
include a full employment surplus in the future 
if we are to achieve a noninflationary, fully em
ployed economy and, at the same time, achieve 
our national housing objectives. An adequate 
Federal budget surplus may be required to aug
ment an insufficient supply of private savings if 
many of the nation's capital requirements are to 
be met in the future.

Certain implications of these commitments 
for economic stabilization policies during the next 
several years are fairly clear. It now appears that 
any significant expansion of existing Federal pro
grams or introduction of new programs

2Charles L. Schultze et al, Setting National Priorities: The
1972 Budget (Washington, D. C.: Brookings Institution, 
1971), pp. 319-333.

can, under these conditions, be achieved 
in only three ways. First, and most obvious, taxes 
could be increased. Second, some existing pro
grams could be cut back to make room for new 
ones. Since the estimates already include sub
stantial cutbacks in defense, this course is not 
promising. Third, expenditures could simply be 
increased without raising taxes. The third course, 
however, especially if accompanied by a relative
ly easy monetary policy and low interest rates, 
would probably tend to be inflationary. If monetary 
policy were kept tight in order to counter infla
tion, higher interest rates would divert to the 
Federal Government some resources that other
wise would go into state and local housing and 
private investment sectors of the economy.

None of these three alternatives for expanding 
or adding Federal programs are particularly de
sirable. The reorientation of priorities has, there
fore, created problems that require difficult 
monetary and fiscal policy decisions for the fu
ture. It has also created more immediate problems.

Structural Problems

The shift away from Federal defense purchases 
to nondefense purchases and transfers has resulted 
in fairly persistent and high unemployment in 
areas that were heavy suppliers of defense and 
related goods, such as aerospace. This has already 
appeared in numerous West Coast areas —  for 
example, Seattle. This resulting unemployment 
is primarily structural in nature, rather than cyclical. 
It may not respond quickly to even the most 
stimulative, general monetary and fiscal policies. 
Skilled and highly trained unemployed persons may 
not only need another job, they may need ad
ditional training to meet the requirements of the 
job. Plants and equipment will have to be 
converted to other usages. These transitions may 
require both time and measures other than normal, 
countercyclical policies.

Cyclical unemployment has also developed and 
persisted as a result of lagging aggregate demand 
and has been superimposed upon the structural 
unemployment. Stimulative monetary and fiscal 
policies are attempting to spur aggregate demand 
and, thereby, to reduce unemployment. Although 
these policies will hopefully succeed in eliminating 
cyclical unemployment, they may be ineffective 
or even undesirable cures for structural unem
ployment. If continued after cyclical unemploy
ment is eliminated, stimulation might eventually 
relieve structural unemployment in the defense 
and aerospace sectors of the economy. But it 
would probably do so by creating or heightening 
inflationary pressures on prices in the nondefense 
sector. This phenomenon might be termed 
“structural inflationary pressure" in the nondefense 
sector. Obviously, the relative rise in prices of the 
nondefense sector would provide a signal and
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incentive for unemployed defense resources to 
shift to nondefense production. As just noted, 
however, the shift is likely to be slow and per
haps incomplete. On the other hand, restrictive 
aggregate monetary and fiscal policies might 
counter price pressures in the nondefense sector, 
but they would do little to relieve the structural 
unemployment. In short, there is little that 
countercyclical policy measures can do to offset 
structural disorders in the economy.

Therefore, it appears that one result of the shift 
in Federal expenditure priorities will be a growing 
search for additional policy actions. Temporary 
measures may be required to shorten the transi
tion period necessary to shift resources formerly

employed in defense and defense-related activities 
to other productive uses. For example, additional 
Federal programs may be called for to retrain 
workers. Tax breaks or subsidies could speed the 
conversion of plant and equipment. In other 
words, more structural policy measures may be 
required in addition to countercyclical measures.

Thus, substantial changes have, indeed, 
taken place in the pattern of Federal expenditures. 
The altered priorities that these changes reflect 
will not go unnoticed in the private sector of 
the economy. But before the transition is complete, 
some new— but probably temporary— measures 
will be required to achieve a more orderly and 
rapid shift in the nation's priorities. ■

B a n k  

A n n o u n c e m e n t s

JUNE 1, 1971
FIRST NATIONAL BANK OF HALLANDALE
Hallandale, Florida

O pened  for business. Officers: M aynard A. Abrams, 
chairm an; W illiam  A. Hofm an, president; and

Harold C. Satchell, executive vice president and  
cashier. Capital, $750,000; surplus and other capital 
funds, $750,000.

JUNE 18, 1971

EXCHANGE BANK OF NORTH 
WINTER HAVEN
Winter Haven, Florida

O pened  for business as a nonm em ber. Officers: 
Albert Griffin, chairman; Jack Straughn, vice chair
man; Charles K. Hetzer, president; F. V. Culver, Jr., 
executive vice president; and David  I. Peterson, 
cashier and security officer. Capital, $300,000; sur
plus and other capital funds, $300,000.

1 2 8 M O N T H LY  REVIEW

Digitized for FRASER 
http://fraser.stlouisfed.org/ 
Federal Reserve Bank of St. Louis

July 1971


