
CHAPTER 3

National Priorities and the National Output

INTRODUCTION

THE COUNTRY'S ATTENTION THIS YEAR is focused on the
problem of raising total production and employment to the point

where we are fully using the Nation's capacity to produce. But we cannot
afford to neglect measures that will promote continued rapid growth of that
capacity and bring about its utilization for the most important purposes. Our
success in achieving these goals will significantly affect the quality of
American life for years to come.

In recent years the desirability of increasing production has been more
strongly challenged than previously, and at the extreme there are some who
look upon economic growth as the mere enlargement of a quantity without
human meaning or value. But economic growth means increasing capacity
to produce what is wanted—as is indicated by the term "goods and services,"
meaning a good for or service to someone. The product is not measured in
tons or miles or calories. It is measured by the value that someone puts on it.
The key question is whose value counts.

In the measures of total output commonly used in the United States, the
value of products is what purchasers pay for them. That is determined not
only by the purchasers' preferences but also by conditions of supply. The
conditions of supply in turn reflect the natural and technological circum-
stances at a given time as well as the preferences of suppliers of labor and
capital. Thus the value by which a product is measured synthesizes the
preferences of consumers and suppliers of resources as expressed in markets
and in the political process. For example, a pound of butter counts for more
economic output than a pound of coal because it combines a higher con-
sumer valuation and a higher cost to produce. The most comprehensive
measure of economic output, gross national product, is in fact defined as
the market value of the Nation's output of goods and services. The same
decentralized process that determines the values used in measuring the out-
put also determines what gets produced.

For anyone whose values differ greatly from those of the general synthesis,
the measurement of economic growth will be different from that commonly
made. For anyone to whom clean water is the only valuable product there
has been no economic growth since the time of Hiawatha. The argument is

86

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



ultimately a matter of taste, and the only comment one can make on it is
that most people do not feel that way. The capacity of the economic system
to produce what is valued by today's population—as represented in the mar-
ket and in the political process—has increased rapidly and continues to do so.
One can say no more about economic growth than that those whose decisions
are reflected in the composition of output are better able to satisfy their
desires in a growing economy. But if the markets are competitive and the
decisionmaking process is democratic, that is saying a good deal.

The case for production is not necessarily the case for a particular statistic
of production such as the gross national product, and the case for economic
growth is not necessarily a case for increasing the gross national product. The
GNP is not a perfect measure of all the activities comprehended in the idea of
economic output. This has long been recognized, and it has most recently
taken on new meanings and a new sense of urgency through growing concern
for the environment. Many deteriorations or improvements of the environ-
ment are not accounted for in the gross national product, even when they are
incidents of the production process. This is only a newly conspicuous example
of those limitations of the GNP statistic which have been well known for a
long time.

On the other hand, the gross national product measured in real terms
does not count as "product" many benefits which are provided as a part of
the production process, such as training, education, health care, and even cars
and subsidized meals for employees. Only the cost of developing a public
park goes into GNP, though the new park may add economic value to other
properties in the neighborhood. Nor does the GNP include the value of the
large amount of productive but unpaid work done in and out of the home,
such as the housewife's services. It can take no account of changes in the
burdensomeness of work, or the length of the workweek, or the wider choice
of products available; and it only inadequately accounts for the consequences
of the introduction of new products.

Despite these limitations the GNP statistic has made a great contribution
to understanding how the economy is working. And, although GNP is not
a complete measure of economic production, still less of "welfare," its level
and rate of increase are positively associated with what most people and
most societies consider an improvement in the quality of life. All over the
world, in countries whose cultures and values differ widely, we see a drive
for increasing the measured gross national product. Moreover, insofar as
we are able to measure conditions of life not incorporated in the GNP, such
as mortality and morbidity rates, educational attainment, and cultural
facilities, these tend to improve in countries with higher per capita GNP.
Evidence of a relation between GNP and the popular preference is seen in
migration within the United States. There is a large net movement to
those parts of the country, especially the metropolitan areas, where all the
attributes, desirable and undesirable, of a high-income industrial society are
most intensely present.

87

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



While the Nation has been engaged in a new and earnest soul searching
about the role of growing material affluence in the good life, it is probably
true that in general the American people prefer a rapid growth of GNP
and its consequences. There is, in fact, a good deal of evidence that in the
years ahead the demands on our capability to produce will be growing in
intensity rather than diminishing. One of the great merits of the American
system, however, is that those who do not share this common preference
have the opportunity to make alternative choices. An important virtue of
the market system for organizing economic activity is, therefore, precisely
that we can more closely tailor our productive activities to the wide-ranging
diversity of individual wants and preferences.

This is not to say that growth of measured GNP is an absolute to be
furthered at all costs. As individuals and as citizens we clearly do many
things that reduce the growth of GNP, and we fail to do manv things that
would accelerate it. This is perfectly reasonable; growth of GNP has its costs,
and beyond some point they are not worth paying. Man wants more than is
counted in GNP. People's values change. Conditions of life change. These
may lower the point beyond which more growth of GNP is not worth its
costs. Even so, growth of GNP would still be an objective about which we
are not indifferent.

In any case, whatever may be true or become true about the relative values
of the product' included in the GNP and the product excluded from it—
the automobile on the one hand and the clean air on the other—there is
little evidence that we are witnessing a decline in the value assigned to
economic output as a whole. This means that great importance must be
assigned to the basic factors which influence our total capacity to produce.
These are in the long run essentially the same for producing GNP as for
producing other benefits. They are the size and competence of the popula-
tion, the state of knowledge, the stock of capital, and the effectiveness with
which these are combined. We can foresee no diminution in the need for
these factors if we as a people are to come closer to meeting our objectives.
In fact, as we shall show below, the existing propensities of the population
and the policies of the Government constitute claims upon the GNP itself
that can only be satisfied by rapid economic growth.

In the long view of history, the average rate of economic growth in the
United States has been exceptionally high. In the latter part of the 19th
century per capita real incomes in the United States and industrial Europe
were roughly equal. But by the middle of this century U.S. real per capita
income and output were roughly double those in advanced European econ-
omies. We expect that the rate of growth of real per capita income m the
1970's will be even higher in this country than our historical average. This
will happen solely because we will have unusually rapid growth of the labor
force relative to the growth of the population. Without special policies to
encourage productivity gains, a faster rate of growth of output per worker
or per worker-hour than the country has experienced since the end of World
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War II does not seem to be a reasonable expectation. There is some evidence
that the higher rate of growth of the labor force might also affect productivity
favorably, but there are also reasons for fearing that productivity may rise
less than in the past. One reason commonly cited is the increased proportion
of the population that will be employed in industries whose gains in pro-
ductivity are slow. Although there is no assurance that productivity in the
U.S. economy will rise as fast as in the recent past, extraordinary increases
in the rate of productivity have been achieved by some other countries,
notably Japan. This fact at least raises, though it does not answer, the
question whether there are applicable policies that would also accelerate
productivity here.

The rates of growth of total capacity to produce and of output per hour
of work will depend principally on the decisions of individuals and busi-
nesses—decisions about saving and investing, about the education of children
and the training of adults, about the pursuit of opportunities to earn higher
incomes. Still, the actions of Government also affect the rate of growth and
must be evaluated from that standpoint. The policy of this Administration
has been aimed at sustaining the rate of growth of productivity to which we
have been accustomed and if possible raising that rate moderately. A drop
in the rate of growth of productivity below the expected increases in real
wages and in real taxes would generate difficult tensions, especially when
the illusions of inflation were fully recognized. A higher rate of productivity
growth would be desirable to satisfy escalating demands, but in the American
free market economy the Government's ability to stimulate growth in
productivity is limited.

Some of the major policies of the Administration to promote growth may
be briefly noted:

The struggle against inflation is itself critical for economic growth. The
institutions for mobilizing savings in the United States and channeling them
into investment depend basically upon reasonable confidence in the value of
the dollar. Many kinds of investment which make a valuable contribution to
growth would suffer if the future stability of the general level of prices
became highly uncertain.

The Administration has kept Federal spending on a path that would not
exceed the revenues the tax system would yield under conditions of full
employment. With this policy the Federal Government does not absorb
private funds to finance a deficit when the amount of private investment is
crowding against the supply of savings.

Despite the stringency of the budget position, the Administration has
supported a continued strong Federal effort to promote research and devel-
opment. Total obligations for the conduct of research and development in
fiscal 1972 will be $16.7 billion, according to the Budget just submitted, up
8 percent over 1971. For research alone the increase will be 9 percent, and
most of that is outside the defense program. Obligations of the National
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Science Foundation for research will be 44 percent higher than in 1971 and
71 percent higher than in 1970.

The Administration has supported an increase in manpower training
programs as a means of speeding up the improvement of the capabilities of
the labor force. Training is also a way of helping workers to adapt to
changing requirements in labor markets and thus of reducing the amount
of unemployment. The Budget submitted by the President in January pro-
vided for an increase of 40 percent in outlays for manpower programs, be-
tween fiscal year 1970 and fiscal year 1972. In addition the Administration
has proposed a reorganization of the training programs to improve their
effectiveness and adaptation to local needs.

A new expanded program of student loans, grants, and work-study pay-
ments with subsidies based on need has been proposed to ensure that the
post-secondary education of those persons whose higher education would be
most valuable to themselves and to the Nation is not limited for financial rea-
sons. It is estimated that 2.5 million students will receive benefits from
this program in fiscal 1972.

The Federal Government is the largest employer in the country, having
over 2.5 million civilians on its payroll at the end of 1970. An increase in
the productivity of these wrorkers would have a marked effect on average
productivity in the economy as a whole. The Administration is making
a determined effort to improve management and personnel utilization
throughout the Federal service. Probably the most fundamental step in this
direction w7as the reorganization of the postal service to permit the appli-
cation of businesslike standards of investment and management.

TAXES AND GROWTH

In 1969 the Administration supported repeal of the investment tax credit.
At that time it was an excessive stimulus to business investment in view of
competing demands on the economy. In the Tax Reform Act of 1969 the
Congress went considerably beyond this. By changing a number of provi-
sions of the tax law, it raised the tax burden on investment, through
higher levies on corporate profits, and thereby reduced both the supply of
internal funds available for business investment and the incentive to invest.
At the time the Administration suggested that if Congress considered the par-
ticular changes essential for reasons of equity or other considerations it should
offset their overall effect by reducing the corporate profits tax rate. Congress
did not, however, accept that suggestion.

The repeal of the investment tax credit, combined with the other features
of the Tax Reform Act of 1969, yielded a tax revision that was excessively
burdensome on business investment, and the Administration recognized that
this imbalance would need to be redressed at an early date. Surveys of busi-
ness investment for the period immediately ahead now indicate a flattening
in money terms and probably some decline in real terms in this key ingredient
for future economic growth. This is an appropriate time to reduce the bur-
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den on business investment. Accordingly, the President has announced a re^
vision of the depreciation rules that will provide greater incentive for business
to invest in capital equipment. This will be accomplished by permitting tax
lives which are shorter by 20 percent for most types of equipment. Although
the effects may build slowly, the stimulus to business investment will help
to support the recovery of the economy as well as to stimulate economic
growth and productivity.

THE NATIONAL COMMISSION ON PRODUCTIVITY

Recognizing the importance of economic growth in the future of America
and the contribution that all sectors of the society could make to it, the
President in June 1970 established the National Commission on Productivity.
The Commission included representatives of business, labor, the general
public, and the Federal Government. Its basic function is to recommend
policies, not only for the Federal Government but for others as well, to
speed up the rise in productivity.

The Commission was established against the background of concern with
the inflation problem. The importance of productivity as an offset to in-
creases in labor costs per hour is well recognized. However, the purposes
of productivity improvement and the interests of the Commission extend
beyond the control of inflation. Improvement in our levels of living, includ-
ing improvement of our physical environment, depends on productivity
gains. The stakes here are high. If we could, for example, increase the rate of
productivity growth by only one-tenth of 1 percent a year, we could produce
$15 billion of additional output per year by the end of this decade.

In pursuit of its objectives the Commission has organized itself into four
working groups, designated by the general topic which each will examine.
They are:

1. Education and research.
2. Management organization and capital.
3. Labor and management policies and practices.
4. Government activities.

Each of the working groups has within its scope a large number of poten-
tial policy questions and programs for review. Each group will consider the
broad, aggregative issues coming under its jurisdiction—such as the impact
of education and of research and development on productivity; capital
investment needs and their implications for savings; practices in collective
bargaining that lead to higher productivity and higher rewards to workers;
and the influence of Government actions such as procurement, regulation,
and construction contracting. The Commission also plans to make studies or
recommendations about specific industries, especially where productivity is
relatively low; the utilization of scientific and technical manpower; and
methods of improving productivity in Federal, State, and local government.
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ECONOMIC GROWTH AND NATIONAL PRIORITIES

If it is agreed that economic output is a good thing, it follows by definition
that there is not enough of it. This fact means in turn that choices must be
made among uses of it. Each of us is constantly encountering this necessity
in the management of his private affairs. By and large the way the national
output is used is decided by millions of decisions of private households. But
the question of how it ought to be used—commonly labeled the question of
national priorities—has been a matter of increasing national concern. There
are several reasons for this. First, the degree to which the Federal Govern-
ment influences the uses of the national output has increased, and the de-
gree and pattern of Federal influences that are desirable is itself an open ques-
tion. Second, the validity of private decisions about the use of resources
is increasingly being challenged.

The effects that Federal policy may have on the uses of the national out-
put are usually considered in the context of the annual budgetmaking and
appropriations process. The underlying notion is that a certain amount of
money, presumably representing claims on the national output, is to be allo-
cated to Federal use and then divided up among alternative Federal uses,
such as defense, health, or highways. The annual budgetary process is essen-
tial because it forces periodic evaluation of many Federal programs, and it
will undoubtedly continue to be a basic framework for making decisions.
However, if we are to understand and control what we are doing, it is nec-
essary to go beyond the annual allocation of the Federal budget total and
consider over a longer span of time and within a wider framework the Federal
influence on the allocation of the total national output.

There are several reasons for viewing national priorities in a larger con-
text. One is that many Federal budget decisions strongly influence State
and local decisions as well as private decisions. It is often difficult to quan-
tify exactly how and to what degree these other decisions will be affected,
but in some cases the influence is clearly substantial. There are many ways
in which Federal budget decisions influence private and State and local
decisions. The volume of Federal transfer payments affects the level and
composition of private consumption. The volume and character of Federal
grants-in-aid affect the level and character of expenditures by State and
local governments. The volume and character of Federal loans, interest
subsidies, and tax provisions affect the volume and character of private
investment. Federal provision of services and facilities, such as highways,
influences the level and character of private and State and local spending,
since these services and facilities in some cases compete with and discourage
non-Federal expenditures and in other cases complement and encourage
them.

Although it is often difficult to define precisely how these Federal de-
cisions influence non-Federal decisions, the pervasiveness of the phenom-
enon means that the influence of Federal on non-Federal decisions cannot
be ignored. One major purpose behind the projections of GNP and its com-
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ponents that were presented in the 1970 Economic Report of the President
and are continued this year is to account for some of the indirect effects of
Federal budget decisions.

A second major reason for analyzing Federal budget decisions in a broader
context is that the consequences of decisions almost always extend well be-
yond the annual reach of the budget. For example, the Housing and Urban
Development Act of 1968 stipulated a goal of 26 million housing units for
the 10-year period 1968-78. This Federal decision about national priorities
actually concerned the share of GNP devoted to housing, not the share of
the Federal budget related to housing. But it was also a declaration
which had an important bearing on the targets for national investment and
savings and on use of resources for the entire 1968—78 period. Such decisions
are, of course, not irrevocable and need to be reconsidered in the light of
changing conditions and goals. This is not, however, a substitute for initially
exercising as much foresight as possible. There are many other examples of
Federal laws or budget decisions that have important and long-lasting impli-
cations for the determination of national priorities. The recent act to increase
Federal pay commensurately with private wages and salaries links the Fed-
eral budget to wage increases in the private sector. The proposed automatic
increases in Social Security payments in response to increases in the consumer
price index is another example of budget decisions for the future that are
built into current law and are therefore beyond control except by further
legislation. Another extreme example that illustrates the degree to which
future decisions about priorities are made today is Federal loan subsidies.
Such subsidies may be very small for any one year, including the initial year,
but they do commit the budget to large and growing outlays in future years.
Sections 235 and 236 of the National Housing Act, for example, provide for
mortgage payments and interest subsidies entailing new commitments for
1971 amounting to an estimated $400 million. If the programs remain on the
books and new commitments continue at the 1971 rate, the annual outlay
would ultimately stabilize at $14 billion per year, since the subsidized mort-
gages have an average term of 35 years. While these programs are playing an
important role in the achievement of social objectives, they do limit flexibility
in changing the budget in the future and in changing the composition of
future national output.

A third reason for making projections for the entire economy rather than
for the budget only is that many Federal decisions which affect the allocation
of the national output do not pass through the Federal budget. This is true
of many regulatory decisions and decisions about monetary policy, for
example. A Federal decision to require antipollution devices will require
additional investment that can only be made at the expense of other uses of
our national output. This investment will then not be available for projects
that improve efficiency in the more orthodox sense, and therefore gains in
measured productivity may be smaller, product prices higher, and increases
in the array of goods and services available to consumers smaller. While this
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decision to require antipollution devices does not enter the budget, it does
require or imply an important decision about national priorities and the uses
of national output.

The pervasive effects of Federal decisions throughout the rest of the
economy and through time require close scrutiny of Federal decisions to
ascertain their total impact. Unfortunately, many of the linkages are not well
known and can only be approximated at this time. Even such a rough outline,
however, may be more helpful than ignoring the problem entirely.

FUTURE NATIONAL OUTPUT AND CLAIMS UPON IT

This section presents estimates of the total output that would be available
in 1975-76 if the capacity of the economy were fully utilized. It also offers
some very tentative estimates of the uses that would be made of that out-
put as a result of existing Federal programs and of the claims and pro-
pensities observed among private businesses, households and State and local
governments. The estimates are summarized in Table 26.

The procedures for deriving the potential supply of GNP and the visible
private and government demands when the economy is operating at poten-
tial are similar to those used in the 1970 Economic Report of the President.
The projections of Federal expenditures incorporated in the estimates are
shown in Table 27.

The gross national product available is estimated on the basis of assumed
characteristics of supply in the economy in the next 5 years. The principal
element in this computation is an assumed 3-percent trend rate of increase of
productivity (output per labor-hour) in the private economy. No method
exists for estimating precisely the productivity growth of the economy over
a long period, since it is subject to the rate of technical progress, the industrial
composition of output, the mobility of the labor force, and many other com-
plex influences. Behind the assumption of 3-percent productivity growth is
an industrial composition of output that shifts fairly rapidly toward the serv-
ice sector and the government sector. This shift toward sectors with his-
torically low rates of productivity gain and low levels of productivity tends to
generate a lower rate of productivity increase for the entire economy. The
assumed rate of technical progress varies, of course, from industry to indus-
try. The specific detail behind this productivity assumption is available in
Table A-15: The U.S. Economy in 1980, Bureau of Labor Statistics Bulletin
No. 1673. The total labor force and the civilian labor force are assumed to
rise about 1.8 percent per year in line with projections of the population
and of labor force participation rates. It is also assumed that average hours
worked will decline by 0.2 percent per year in the private sector.

These assumptions, and others about how output will rise as the total
labor force increases and about the private and government composition
of final output, yield a potential growth rate of GNP of about 4.3 percent.
The actual real GNP could in any year be above or below the potential,
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TABLE 26.—Real gross national product, 1955, 1966, and 1969, and projections
for 1975-76

Claim

Gross national product available-

Claims on available GNP

Federal Government purchases
State and local government purchases..
Personal consumption expenditures
Gross private domestic investment

Business fixed investment
Residential structures

Change in business inventories.

Net exports of goods and services...

Unallocated resources
Addendum: Federal surplus or deficit (—), national income

accounts basis

Per capita personal consumption expenditures

Gross national product available.

Claims on available GNP

Federal Government purchases
State and local government purchases..
Personal consumption expenditures
Gross private domestic investment

Business fixed investment
Residential structures

Change in business inventories.

Net exports of goods and services...

Unallocafed resources
Addendum: Federal surplus or deficit ( - ) , national income

accounts basis .

Actuals

1955 1966 1969

Projections

1975 1976

Billions of dollars, 1969 prices

569.0

569.0

69.8
53.8

344.3
96.9

55.1
34.5

7.3

4.2

.0

5.6

2,083

845.5

845.5

88.3
94.4

519.2
137.5

92.0
29.4
16.1

6.1

.0

- . 2

2,637

931.4

931.4

101.3
110.8
577.5
139.8

99.3
32.0
8.5

1.9

.0

9.3

2,842

1,199

1,188

83
140
768
192

128
52
12

5

11

25

3,529

1,251

1,232

83
144
802
198

134
52
13

5

19

32

3,641

Percent of total GNP available

100.0

100.0

12.3
9.5

60.5
17.0

9.7
6.1
1.3

.8

.0

1.0

100.0

100.0

10.4
11.2
61.4
16.3

10.9
3.5
1.9

.7

.0

.0

100.0

100.0

10.9
11.9
62.0
15.0

10.7
3.4
.9

.2

.0

1.0

100

99

7
12
64
16

11
4
1

O)
1

2

100

99

7
12
64
16

11
4
1

O)

2

1 Less than 0.5 percent.
Note.—Projections are based on projected Federal expenditures (see Table 27) and their influence on various com-

ponents of GNP.
Detail will not necessarily add to totals because of rounding.

Sources: Department of Commerce and Council of Economic Advisers.

TABLE 27.—Projections of Federal Government expenditures, national income
accounts basis, 1975—76

[Billions of dollars, 1969 prices; calendar years]

Type of expenditure

Federal Government expenditures . _ _. _

Purchases of goods and services
Transfer payments to personsl

Grants-in-aid
Other . .

Projections

1975

216

83
84
30
18

1976

?17

83
86
30
18

1 Excludes transfer payments to foreigners, which are included under "other".

Note.—Detail will not necessarily add to totals because of rounding.

Sources: Office of Management and Budget and Council of Economic Advisers.
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though it is the object of policy to keep a reasonable balance between actual
and potential output. This chapter is concerned with the allocation of the
total output when it is equal to potential.

Briefly stated the other major components are determined as follows:
1. Claims on Available GNP. These are the sum of the demands for

output (items 2 through 7).
2. Federal Purchases. These involve a projection of the costs of existing

Federal programs and new initiatives proposed by the Administration.
The dollar costs of existing programs have been increased where this is
proper to allow for the growing population, the rising workload, Federal
pay increases, and relative price increases of the goods the Federal Gov-
ernment buys. These dollar costs are then deflated to 1969 prices.

3. State and Local Purchases. The growth of these purchases in real
terms is assumed to be a function of the rise in real GNP, Federal grants-
in-aid, and the population.

4. Personal Consumption. Purchases by consumers are assumed to be a
function of real GNP, Federal personal taxes, State and local taxes, Federal
transfers, State and local transfers, and a level of personal saving that
averages 6.5 percent of personal disposable income.

5. Business Fixed Investment. In real terms this component is estimated
to be about 12 percent of real private GNP in 1976. This proportion has
been adjusted upwards from the assumption used in the 1970 Economic
Report of the President because of the shortfall of actual below expected
investment in 1970 and 1971 and because of the effects of the recently
adopted accelerated depreciation allowances.

6. Residential Construction. In real terms this component is estimated to
follow a path that achieves the 26 million housing units explicitly called for
in the Housing and Urban Development Act of 1968.

7. Inventory Investment and Net Exports. Both are expected to rise slowly
at about the same rate as total real GNP.

According to these estimates, present programs and tendencies would
leave unallocated to any specified use 1 to 2 percent of the potential output
in 1975-76. This does not mean that this proportion will find no demand
and will therefore remain unproduced. Whether that happens or
not will depend on factors such as fiscal and monetary policy discussed else-
where in this report. What it does mean is that the simple relationships
used here do not tell how that 1 to 2 percent of the potential output will
be used. There are various possibilities for its use. If the economy is kept at
its potential by monetary policy, for example, then an excess supply of
savings implicit in the projected excess supply of output would depress
interest rates; it would probably also reduce planned saving and raise in-
vestment, including residential construction. Another possibility is that taxes
would be reduced, presumably with the effect of increasing private con-
sumption and perhaps investment. A third possibility would be an increase
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of Federal expenditures; in that case the effects on the pattern of output
would depend on the nature of the expenditure.

The estimates also reveal a Federal budget surplus in the national income
accounts of about 2 to 3 percent of potential output in 1975-76. This surplus
does not by itself explain the existence of unallocated resources. In fact, as
Table 26 shows, there were substantial surpluses in 1955 and 1969, when
obviously there was no unallocated output, and actual output was approxi-
mately at the potential. So in 1975-76 the unallocated resources could be
used without reducing the surplus. Still, two of the three methods listed above
for allocating the unallocated resources—increasing expenditures and reduc-
ing taxes—would also reduce the budget surplus. In the simplest case, if all
the unallocated resources were devoted to Federal purchases, the annual
surpluses would be reduced to about 1 percent of potential output—which
would be about the same as in 1955 or 1969. These surpluses would be an
addition to private saving to finance private investment and State and local
deficits.

However, the lesson in the estimates is not that there are unallocated re-
sources for the mid-1970's, but that they are already so small There is a
natural tendency in the political process to add commitments for continuing
expenditures while clipping away—slow7ly and gradually, or occasionally
with bigger strokes—at the revenues. The margin for these actions is already
small. Adding $3 billion each year to the cost of existing programs, in
1969 dollars, would exhaust the unallocated economic resources that now
appear for 1975-76. To insist on doing more, taking the expenditure and
revenue sides of the budget together, would draw resources from other uses.
If the lid were kept on the economy by tight money to prevent inflation,
high interest rates would tend to draw these resources out of housing, State
and local government outlays, and business fixed investment. If inflation were
permitted, the share of the national income going to taxes would rise and cut
real consumption. With higher prices there would be higher money incomes,
but taxes would rise still more rapidly, since the Federal tax system is progres-
sive. This is the simplest way in which excessive Government spending or a
reduction of nominal tax rates restores the effective tax rate needed to equate
aggregate supply with aggregate demand.

The estimates presented here reveal an increase in real consumption be-
tween 1969 and 1976 that is much faster than occurred from 1955 to 1969. In
the earlier period real per capita consumption increased only 2.2 percent a
year, while in the period ahead it is estimated to rise by 3.6 percent a year.
Most of this difference is due to an expected faster rise in per capita output
in the later period—3.1 percent against 2.1 percent. This estimated rise
is in turn the result of the projected faster growth of the labor force rela-
tive to population in the years ahead. The remainder of the difference results
from a faster increase in the share of consumption in the GNP, due mainly to
reductions of tax rates and an increase of transfer payments. The reduction of
taxes, the increase in transfer payments, and the consequent increase in the
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consumption share are made possible by a reduction in Federal purchases, a
reduction that shows up absolutely and even more as a share of the potential
output. It is mainly a consequence of the projected absolute and relative
decline of defense spending in real terms.

The sum of the growth in available resources and the decline in Federal
purchases between 1969 and 1976 may be viewed as a "peace and growth
dividend." It amounts to $338 billion in 1969 dollars. About 66 percent
of this would be absorbed by personal consumption according to the esti-
mates presented here, almost 10 percent by State and local purchases, and
the remainder, including 6 percent which still is unallocated, by the other
categories.

The share of State and local purchases in the total remains almost un-
changed despite the effect of revenue sharing, which is estimated to add
about $5 billion in 1969 dollars to State and local purchases by 1975. This
means that per capita State and local purchases would be rising at a slightly
lower rate than per capita output, about 2.6 percent a year in real terms
compared with 3.8 percent from 1955 to 1969. During the years ahead the
school-age population will be increasing much less rapidly than in the
earlier period; since education counts for a very large proportion of the
cost of State and local governments, we should therefore expect a slower
increase in per capita State and local services.

The present estimate of unallocated resources in 1975 is slightly smaller
than was estimated in last year's Economic Report of the President. Many
of the components have changed but tended to have offsetting effects on the
level of unallocated resources. On the one hand, the Federal budget, espe-
cially in transfers, grew much more rapidly than was projected a year ago,
a fact which has tended to increase private consumption and State and local
spending and to reduce the unallocated portion. On the other hand, the
higher inflation than was expected in the last year has increased "real"
Federal personal tax receipts at full employment (because of the progressive-
ness of the tax system) ; as a consequence projected private consumption
has been reduced because the relatively higher Federal personal taxes reduce
disposable income. More succinctly, higher inflation rates act like a tax on
real income, but the rapid growth of transfer payments has sustained real
disposable income.

ALLOCATION OF THE NATIONAL OUTPUT
AMONG FUNCTIONS

For many purposes the discussion above covering the past and prospec-
tive uses of the national output classified by the purchaser (Federal, State
and local governments, consumers, businesses) is significant. We are inter-
ested in the buyers who will claim the output and the size of the different
markets that will absorb it. But "priorities" are also reflected in the distribu-
tion of the national output by functions or uses, such as health and educa-

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



tion, regardless of who is the purchaser. There is, for example, interest in
how much of the national output is devoted to education, and whether it is
paid for privately, by State and local governments, or by the Federal
Government.

This section presents estimates of the allocation of the national output by
certain broad functions and also the share that Government expenditures
represent in the total for each function. I t should be noted that the estimates
are crude in many respects, the existing national accounts statistics not hav-
ing been developed for the uses made of them here. The following discussion
is offered as much to illustrate a fruitful approach that deserves more work
as to suggest substantive conclusions.

The share of Government expenditures in a functional category is not an
adequate measure of the amount of the total that is'"due to" Government,
with the implication that the total would be correspondingly lower if the
Government's share were lower. Obviously, Government cannot be adding
to the share of all functions. The output would be divided among all the
functions somehow even if there were no Government. It cannot even be
assumed that Government always enlarges those functions when it spends
more than the average. Government expenditures on occasion may displace
private or State and local expenditures—or it may attract them. Neverthe-
less, the figures provide an initial basis for thinking about how the national
output is used and how the Federal Government may be influencing the
process.

The allocation of the national output over the past 15 years is shown in
Table 28. The appendix to this chapter gives a more exact definition of the
different functions. The years that were chosen for Table 28 are years when
the economy was at or near full employment; the comparisons between these
years are therefore not affected by substantial differences in the economy's
operating rate.

TABLE 28.—Percentage distribution of GNP in current prices, by function, 1955, 1966, and 1969

Function

Total GNP

Basic necessities
Education and manpower
Health .
Transportation
General government . . -
Defense. . . . .
New housing
Business fixed investment
Net exports and inventory change . . - . . . . . . .
All other

Percent of tot

1955

100.0

45.7
3.7
4.1

10.6
2.0
9.3
5.9
9.6
2.0
7.1

3l GNP, current prices

1966

100.0

42.3
5.7
5.6
9.9
2.7
7.8
3.5

10.9
2.7
9.0

1969

100 0

41 R
6.3
R 4

in n
3.1
8 3
3.7

10.7
1.1
8.8

Note.—Detail will not necessarily add to totals because of rounding.

Sources: Department of Commerce and Council of Economic Advisers.

Changes over the past 15 years have been substantial but are not un-
expected. With the advance in per capita incomes, it is not surprising that
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spending for basic necessities, such as food, clothing, and rents (actual and
imputed), has declined in relation to GNP. There has also been a general
trend away from defense and housing investment.

The sectors where strong growth in demand has occurred are education,
health, and general government. The general government category includes
expenditures for fire and police departments and natural resource programs,
including pollution abatement. Those sectors where expenditures are in-
creasing are also the sectors where prices have risen very rapidly. If the
GNP and its functional components were adjusted for these relative price
increases, the distribution of the functional components would be different,
and shifts in the distribution probably would not be as marked.

The role of the Federal Government in this shift in the character of output
has been important. It is simple to measure the direct Federal and State and
local purchases in each of the functional categories. But the direct share of
national output that the Federal Government purchases does not fully
represent its influence in determining the composition of national output.
For example, the Federal Government influences the functional composition
of GNP through its grants programs. Large grants have been made to State
and local governments, and these grants, which are tied to particular uses,
have accounted for an increasing portion of the Federal budget. Also, trans-
fer programs, such as Medicare, have been increasing rapidly in recent years.
These transfers are often tied to particular end uses of GNP, and so they are
also important determinants of the final composition of GNP. Table 29
lists the functional composition of the Federal budget.

TABLE 29.—Percentage distribution of total Federal Government expenditures,
by function, 1955, 1966, and 1969

[Percent]

Function 1955

100.0

23.2
2.3
1.7
1.8
3.4
60.0
-.3
7.8

1G66

100.0

27.2
3.7
4.3
4.3
3.8
45.9
.7

10.0

1969

Total Federal Government expenditures l_.

Basic necessities
Education and manpower
Health
Transportation
General government
Defense .
New housing-- .
Allother

100.0

29.5
3.8
8.0
3.5
3.6

44.2
1.2
6.2

i Include purchases of goods and services, grants-in-aid, and transfer payments; exclude net interest and subsidies
less current surplus of Government enterprises.

Note.—Detail will not necessarily add to totals because of rounding.
Sources: Department of Commerce and Council of Economic Advisers.

The direct and indirect share of the national output for each function that
can be traced back to total Federal expenditures is shown in Table 30. The
general trends toward education and health care are evident in this table
because the Federal contribution in these areas is made primarily through
grants and transfers. It is assumed here that a transfer or a grant for a specific
function is equivalent to a direct purchase by the Federal Government. This
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is a reasonable assumption because many of the grants and transfers for these
purposes are directly tied to purchases by the private sector or by State and
local government sectors.

TABLE 30.—Total direct and indirect Federal Government expenditures as
percent of output used, by junction, 1955, 1966, and 1969

Function

Total Federal Government expenditures2

Basic necessities
Education and manpower
Health .
Transportation.. . . . . . . . .
General government . . . . . . . . .
Defense . . . . . . . . .
New housing
All other

Percent of output used1

1955

15.5

7.9
9.8
6.4
2.7

25.5
99.9
- . 7
17.1

1966

17.0

11 0
11.0
13.2
7.5

24.3
99.9

3.6
18.9

1969

18.6

13.2
11.2
23.4
6.5

21.2
99.8

6.1
13.2

1 Federal expenditures for each function as percent of GNP for that function. See footnote 2.
2 Total Federal expenditures as percent of total GNP. Expenditures include purchases of goods and services, grants-in-aid,

and transfer payments; exclude net interest and subsidies less current surplus of government enterprises.

Sources: Department of Commerce and Council of Economic Advisers.

Transfers and grants that are not tied to specific purchases in a sector are
assigned to "basic necessities." For example, Federal welfare payments and
Social Security payments are rarely tied to specific purchases, but it may be
assumed that they are used by and large for food, clothing, and rents. On
this assumption, it is evident that the Federal share in this sector has grown
very rapidly in the past 15 years.

Finally, the total public share of these functions—both direct and in-
direct—is shown in Table 31. This table is similar to Table 30 except that
it emphasizes the important traditional role of State and local governments in
such functions as general government and education.

TABLE 31.—Total direct and indirect Federal and State and local government
expenditures as percent of output used, by function, 1955, 1966, and 1969

Function

Total Federal and State and local government expenditures

Basic necessities
Education and manpower
Health
Transportation
General government
Defense .
New housing
Allother

Percent of outp ut used1

1955

23.2

9.9
89.3
23.4
16.3

100.0
100.0

.1
18.8

1966

26.7

13.2
86.7
28.8
20.4

100.0
100.0

4.7
20.8

1969

29.6

15.8
87.0
39.9
20.2

100. C
100.0

6.3
15. C

1 Government expenditures for each function as percent of GN P for that function See footnote 2.
2 Total Federal and State and local government expenditures as percent of total GNP. Expenditures include purchases

of goods and services and transfer payments; exclude grants-in-aid, net interest, and subsidies less current surplus of
government enterprises.

Sources: Department of Commerce and Council of Economic Advisers.
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What do these data suggest about the uses of the Nation's output? While
the estimates are tentative and involve more than the usual quota of statisti-
cal uncertainties, several conclusions are at least suggested.

First, it is clear that since the mid-1950's the Nation has been increasing
steadily the share of its economic resources devoted to education and man-
power training, health, general government, and business investment.
In effect we made room for their rising shares by reducing the proportion of
our economic resources devoted to national defense, residential construction,
and basic necessities. Since prices rose most rapidly in those markets where
productivity growth wras low and demand was strong, changes in the pattern
of output would be more moderate if output were expressed in constant
prices throughout, but the same pattern would be evident. This is a judgment
that cannot be verified for the economy as a whole with existing price de-
flators; it can be verified, however, and is true for the private sector of the
economy. Since the decline in resources absorbed by the provision of basic
necessities was small, and would be expected in an economy with rising
incomes, the significant shift was from national defense and residential
construction to education, health, business capital formation, and general
government.

Second, the data provide some indication of the extent to which public
budgets have led the way in changing national priorities. The question itself
is, however, a difficult one. Growing government outlays for a function
which is itself growing in importance would suggest that this government
activity was resulting in the allocation of more total economic resources to
that function. Indeed, an increment of public outlays may attract private
resources to the same use. Government's influence on the allocation of
resources might, however, work the other way. If the Government assumes
more direct responsibility for certain functions, private claims on resources
may be increasingly devoted to other functions. Therefore we cannot be
certain that more resources are being used in those areas where Government
contributions have increased. Government inevitably provides all services for
some functions such as general government or national defense through
public budgets, and it therefore has direct control over the share of the
national output devoted to these functions.

Nevertheless, in spite of the ambiguities in the interaction of public and
private decisions, some things can be said about the impact of government
fiscal activities on changes in the use of our economic resources. For one
thing, public outlays, as indicated in Table 31, have been growing in im-
portance relative to the size of the economy. They have risen from an amount
equal to 23.2 percent of GNP in 1955 to 29.6 percent in 1969, the growth
being about evenly divided between Federal outlays and outlays of State and
local government units. The most dramatic and clear-cut effect of public
budgets on uses of output seems to have occurred in health-related outlays.
The share of our total economic output used for health care rose from 4.1
percent of GNP in 1955 to 6.4 percent in 1969. And the share of these out-
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lays that was financed by public expenditures rose dramatically from 23.4
percent in 1955 to 39.9 percent 14 years later. Public outlays also increased
as a share of the total economic resources devoted to basic necessities, hous-
ing, and transportation.

Within the public sector the Federal Government increased its share
in financing most of the categories of uses of output, health expenditures
being the most striking example, with housing expenditures next. State and
local governments, however, are providing a larger share of total general
government services than in 1955.

These data suggest that there are many different forces influencing the
final composition of the national output. Most of these express themselves
in the private sector of the economy, primarily because it is still the largest
sector. There has been a marked shift in the composition of the Federal
budget, but that shift is only weakly translated into a similar shift in the
composition of national output. However, it is important to recognize that
some Government programs are designed to change not the composition
of final output but the distribution of income. For example, the growth in
Federal expenditures associated with basic necessities is related to the large
increases in income maintenance payments between 1955 and 1969. This
type of program is designed primarily to redistribute income and not to
change the functional allocation of the GNP. Consequently, expansion of
programs to redistribute income could very well have substantial, little,
or no effect on the functional allocation of GNP. This means that neither
the breakdown of GNP by purchasers given in Table 26 nor the functional
breakdown of GNP given in Table 28 is a completely appropriate frame-
work for the analysis of government policies designed to change income
distribution.

CONCLUSION

The illustrative projections of GNP and the claims on GNP establish a
broad framework for the analysis of priority decisions.

Federal budget decisions influence many of the demand components of
GNP, and this influence will be quite pervasive in the next 5 years. The
magnitude of demands on resources according to this long-range outlook is
very great when consideration is given to projections of existing tax and
expenditure programs. The potential output left over after visible claims
are met is small. If new claims are to be satisfied beyond that, some existing
claims will have to be cut. This can be done by tax or expenditure changes.
Such changes require explicit decisions which are difficult to make, but they
are necessary if a significant shift in the composition of output is desired.
One alternative to making hard choices is inflation, since inflation is a
process by which competitive claims on output are finally arbitrated. But
this is a capricious way to resolve these conflicting demands.

When the allocation of GNP among certain functional components is ex-
amined, it is clear that there have been substantial changes in the past 15
years. Most of these changes are attributable directly to private decisions,
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since many of the Federal budget changes were not closely related to changes
in the allocation of GNP. This reflects the fact that the private sector is by
far the largest sector in the economy, and there are probably some important
substitutions between private decisions and Federal budget decisions.

APPENDIX

Definitions of Functional Components

The composition of each of the eight functional components of GNP
(basic necessities, education and manpower, health, transportation, general
government, defense, new housing, and all other) is described below. Each
function is defined as the sum of private purchases and government pur-
chases. The sum of the eight functions, together with business fixed invest-
ment, the change in inventories, and net exports, comprises GNP. Private
expenditures were obtained from the Survey of Current Business, Table 2.5:
Personal Consumption Expenditures by Type of Product. The source of
the government expenditures was Table 3.10: Government Expenditures by
Type of Function. Federal purchases and State and local purchases were
added to obtain total government purchases.

The government sector contributes directly to the functions through pur-
chases and indirectly through transfer payments. Within the government
sector, the Federal Government contributes to the State and local expendi-
tures through grants-in-aid. A more detailed description of the functional
categories and the data used are available from the Council of Economic
Advisers.

The descriptions below broadly identify the functional components that
are used in the national income accounts and were arranged to form eight
principal functional categories. The descriptions do not attempt to justify
the inclusion or exclusion of different kinds of spending in different func-
tional categories. It is often difficult to determine in any precise way how the
categories should be defined, and in the classification process there are many
serious problems that cannot be resolved without some judgment. But it is
hoped that the composition of the final output and the trends in the relative
shares of the categories are not seriously affected by the ambiguities of
classification.

It is worth noting again that these GNP components do not measure inter-
mediate products that often serve a useful purpose aside from their contribu-
tion to the real value of the final product. On-the-job training is a good
example of an educational function that is not counted as real output.
Furthermore, the functional categories are not wholly consistent since the
functional categories for government spending are only partly consistent
with those for private spending. There are other shortcomings of these data,
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but they are probably sufficiently accurate to present a broad view of the
composition of output.

Education

Under education are included private expenditures on education and
research, together with government expenditures on education, on the edu-
cation and training of veterans, and on labor.

Health

In the private sector the health expenditures consist of medical care ex-
penses, and in the government sector expenditures cover health and hospi-
tals, veterans' hospitals and medical care, Medicare, and Medicaid.

Transportation

In the private sector the transportation category consists of expenditures on
transportation, excluding the purchases of mobile homes, which come under
basic necessities. The public sector includes outlays on highways, water and
air transportation, and transit.

Basic Necessities

The function labeled basic necessities contains several different parts. The
private sector includes expenditures on food and tobacco, clothing, accessories
and jewelry, personal care, housing (rents and the purchase of mobile
homes), household operation, and religious and welfare activities. The gov-
ernment sector purchases include purchases for public utilities (electricity,
water and gas), for agriculture and agricultural resources, and for social secu-
rity and special welfare. Most transfer payments not given for specific pur-
poses are included as indirect government contributions to basic necessities,
since they are assumed to support private purchases of food, clothing, and
rents. These transfers are principally in the form of veterans' pensions, wel-
fare payments, unemployment compensation, and Social Security payments.

New Housing

Expenditures on new housing included in this function are private invest-
ment in residential structures (National Income Accounts, Table 1.1) and
government expenditures on public housing, urban renewal, and com-
munity development. The government sector has a negative value for hous-
ing in 1955 because some housing built in World War II was sold by the
Federal Government to the private sector.

Defense

The defense function is defined as government defense purchases, exclud-
ing atomic energy expenditures. There are no private sector purchases asso-
ciated with defense. The State and local functions in this sector pertain to
the National Guard.
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General Government

The general government function consists of government purchases in
general government administration, sanitation, civilian safety (fire, police,
correction), and natural resources (conservation and recreation). There
are, of course, no private expenditures for general government.

All Other

The function labeled all other contains expenditures on those activities not
included in the other seven categories. In the private sector are thus included
personal business, recreation, and foreign travel. In the public sector are
included atomic energy development, space research and technology, inter-
national affairs and finance, regulation of commerce and finance, and postal
services.
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