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This investigation is a consideration of the treatment of the

government sector in national income accounting. The current magnitude

of government economic activity makes its preper evaluation imperative

if national income and.product totals are to be meaningful as indexes

of welfare.

In this inquiry considerable reliance is placed upon the historical

approach. Thus the contributions of prominent authorities on the meaning

of income and national income are reviewed. Outstanding among these

economists is Irving Fisher whose view that savings are not income

stimulated considerable controversy. Full agreement is reached, however,

that ultimate income is psychic income, i.e., net satisfaction. Also,

substantial agreement was obtained that the best measure of a nation's

income and hence welfare is the nation's output of goods and services

available for consumption and saving valued at market prices.

A survey of the first comprehensive attempts to measure national

income indicates a lack of awareness of the special problems introduced

by the government in the evaluation of national income. For example,

Charles B. Spahr's estimate of national income in the United States,

published in 1896, is characterized by virtual neglect of these problems.

Progressive concern over these problems is shown, however, by the

successive attempts to measure national income. In making its estimate

in 1921 of the United States national income, the National Bureau of

Economic Research dealt at length with the government sector, and, in
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their 1927 publication, Arthur Bowley and Sir Jesiah Stamp give major

emphasis to the preper treatment of the government sector.

One of the most controversial questions that arises out of govern-

ment economic activity is whether government interest payments are in-

come or transfer payments. The concensus of both American and British

economists is that interest paid on productive debt is income while that

paid on unproductive debt is a transfer payment. American authorities,

in general, accept the current Department of Commerce practice of

counting all interest.payments as transfer payments because of the

difficulty of making the division between productive and unproductive

debt. The conclusion of this study is that all interest payments are

income payments since interest is a payment for a service and does not

depend upon the productivity of the debt. A further conclusion is that

the exclusion of government interest payments may not seriously impair

national income estimates as indexes of welfare if this practice is

consistently followed--that consistency is one of the most important

ingredients in making national income estimate used for comparative

purposes.

A second problem deals with the determination of government inter-

mediate product. Three alternative approaches to this problem are used.

The Specific approach attempts to classify each item of government

expenditure as either intermediate or final product. The tax approach

assumes the value of government intermediate product to be equal to
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indirect taxes. The ”wholesale" approach either completely rejects

or accepts all government purchases of goods and services. All

these approaches suffer from.inadequacies. But there is general

agreement that no objective criteria are available and hence any

measure of government product must be conventional. After an examin-

ation of these approaches, it is concluded here that the Department

of Commerce practice of counting all government purchases of goods

and services as final product, is the best convention.

A final problem which is vigorously discussed in national income

literature is the meaningfulness of net national product at market

prices as opposed to national income at factor costs. It is the

conclusion of this study that, in spite of several serious limita-

tions, the net national product at market prices series of the

Department of Commerce is the best available index of welfare. It

is also concluded that the many arbitrary decisions involved in

arriving at a national income at factor costs series render this

series invalid as either an index of welfare or factor costs. Out

of this discussion a final conclusion is obtained, i.e., the national

income and national product series should be identical since they are

only two ways of looking at the same thing-~the objective index of a

nation's welfare.
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I. INTRODUCTION

The process of measuring national income has been a great source

of controversy and confusion among economdsts. Despite the unequivocal

nature of numerical national income totals, many arbitrary and subjec-

tive decisions are involved in their computation. In order to measure

national income it must be defined, but the difficulties of success-

fully accomplishing this task are clearly noted in the following state-

ment by William W. Hewitt:

The definition of income and its application to specific

problems has for many years given rise to vigorous contro-

versy. There are very few corners in the entire field of

economics so infested with tricky, intricate problems

whose solutions seem to appear just ahead of the student,

but have the unhappy faculty of disappearing into thin

air, after the manner of a mirage.

Simon Kuznets supports this position by noting that much contro-

versy has arisen over the terms used in the definition of national

income, and that they have been treated differently, at different

times, by different investigators and by different countries. Further-

more, he contends,

The statistician who supposes that he can make a purely

objective estimate of national income, not influenced by

preconceptions concerning the 'facts,‘ is deluding himself;

fer whenever he included one item or excluded another, he

is implicitly accepting some standard of judgment, his own

 

lWilliam.W. Hewitt,"Discussion of Carl Shoup's Distinction Between

'Net‘ and ‘Gross' in Income Taxation," Studies ip Income and Wealth,

Vol. I, p. 291.
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or that of the compiler of his data. There is no escaping

this subjective element in the work . . . . In consequence,

all national income estimates are appraisals of the end

products of the economic system rather than colorless

statements of fact; and, like all appraisals, they are

predetermined by criteria that are at worst a.matter of

change, at best a matter of deliberate choice.2

'With these warnings in mind, this study is an investigation of

the conceptual problems introduced by the government in national in-

come accounting. National income is comprised of both private and

public production. The division of production between these two

sectors has undergone a marked change. In the early nineteenth cen-

tury, most public finance authorities considered that the role of the

state should only be that of a ”passive policeman."3 This political

philosophy is well illustrated by the statement of an English Parliar

mentarian in 1830. He wrote, "Every particle of expense that is in-

curred beyond what necessity absolutely requires for the preservation

of the social order and for the protection against foreign attack is

an unjust and oppressive imposition upon the public."h Under this

philosOphy, roads, canals, education, and the like, were thought to

be outside of the proper sphere of’governmsnt activity. Today, not

only are such.expenditures generalTy considered proper activity for

 

2Simon Kuznets, National Income gnd Its Composition, 1910-1938, p. 3.
 

3Wh J. Shultz and C. L. Harris, American Public Finance, 5th ed.,

p. 10.

”Ibid.
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the government, but expendith for health and welfare, old age

assistance, relief, government aid to agriculture, disaster relief,

and so forth, are also accepted as prOper for the government except

for those few on the conservative fringe who speak of the dangers of

such expenditures in leading down the road to socialism. This study

is concerned, however, not with the best scope of governmental ex-

penditures but with the magnitude of these expenditures. The period

under study, 1890-1951;, witnessed a tremendous growth in the role of

the government. In the beginning of this period its part of total

production was quite minor, while the end of the period sees the

government contributing a substantial part of the total product.

While the product of the government could be treated lightly when

its scope was insignificant, without serious damage to the meaning-

fulness of national income totals, its marked growth made its proper

treatment imperative if reliable estimates of national income are to

be made.

National income and product totals must be appraised in the light

of their contribution toward some particular goal. In this study this

goal is taken to be social welfare. Social welfare is the sum of sat-

isfactions and dissatisfactions, i.e., net satisfaction of the soci-

ety under question. It can be divided into economic and non-economic

welfare, although, as Professor Cannon has observed, "We must face,

and face boldly, the fact that there is no precise line between

economic and non-economic satisfactions . . . ."5 In this study, which

 

SA. C. Pigou, The Economics at Welfare, hth ed., p. 11.
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is concerned with only economic welfare, economic welfare is taken to

be that part of social welfare that can'be measured by money. As A.

C. Pigou says, "The one most Obvious instrument of measurement avail-

able in social life is money. Hence, the range of our inquiry becomes

restricted to that part of social welfare that can.be brought directly

or indirectly into relation with the measuring rod of money. This

6 Since social welfarepart of welfare may be called economic welfare."

is composed of two parts and only one part is being measured, variations

in the measurable part do not necessarily make for simdlar variations

in total social welfare. In discussing this problem, Pigou comments,

"All this means is that economic welfare will not serve for a barometer

or index of total welfare. But that for our purpose is of no importance."7

Although non-economic welfare is not measurable, it has considerable

importance on total welfare. Thus, the manner in which income is earned

can well affect non-economic welfare and consequently, total social wel-

fare. This is illustrated in the change from.an agricultural to an

industrial society, in which the small village was replaced with the

industrial city with its concomitant smoke, odors, hustle and.bustle,

and the like, and, on the other hand, its greater variety of enter-

tainment, easier access to supply, and so forth. These changes certain-

ly had their effects on social welfare as well as the changes in pro-

duction. The decline of the church, which placed high emphasis on

 

6mm.

7Ibid., p. 12.



 

spiritual values, and the increasing weight given to materialistic

values, also have significant effects on total social welfare. In

addition, non-economic welfare may be modified by the direction in

which income is spent. Expenditures for whiskey yielding the same

direct satisfaction as expenditures for education may affect total

social welfare differently; the former leading to drunken brawls and

automObile accidents, and the latter to a more enlightened and co-

qperative society. The distribution of income can affect the manner

in which it is spent, and variations in the distribution of income

can cause variations in non-economic welfare even though.production

remains the same. The desires of the rich for yachts may be satisfied

during a depression when the very poor may not have adequate nourish-

ment, whereas a more equal distribution of income may make fOr a

different pattern of expenditure leading to greater total social wel-

fare.

The above discussion indicates that no rigid relation exists

between economic welfare and total social welfare. But, as Pigou

points out,

When we have ascertained the effect of any cause on economic

welfare, we may, unless of course there is specific evidence

to the contrary, regard this effect as probably equivalent

in direction, though not in magnitude, to the effect on total

welfare; . . .In short, there is a presumption-~what Edgeworth

calls an "unverified.probability"--that qualitative conclusions

about the effect of an economic cause upon economic welfare

will hold good also of the effect on total welfare.8

 

8Ibid., p. 20.



  

 



It appears that no other choice is available to the economic

scientist. Tbtal welfare is always modified by non-economic con-

ditions, but the economic scientist is unable to measure these effects.

Consequently, the non-economic part of social welfare is neglected in

national income accounting, not because it is unimportant but because

it is immeasurable. Pigou does not feel that inability to measure non-

economic welfare is a serious detriment to the use of economic welfare

as a measure of social welfare. He concludes, "The bridge that has

been built in earlier sections between economic welfare and total wel-

fare need not, therefore, rust unused."9

The appraisal of national income and product totals in the light

of their contribution toward the particular goal of social welfare is

in accordance with the generally accepted goal of authorities discuss-

ing conceptual problems in national income accounting. Thus Kuznets

remarks, "we assume that the goal of economic activity is to satisfy

wants of individual consumers who are members of the nation, present

and future. This is the only goal that seems to underlie the perform-

ance of a variety of economies and the only one that can'be associated

with the economic aspect of social welfare."10 J. R. Hicks also

observes that there is no choice but to follow the tradition of using

measures of national income as indexes of social welfare.11 Among

 

9Ibid., p. 22.

”Carl s. Shoup, Principles 9;; National Income Analysis, 1). 180.

llJ} R. Hicks, "The valuation of the Social Income," Economics,

December, l9h0, p. 107.





recent writers who accept this goal are Bowman and Easterlin, who note

the general acceptance of the welfare criterion of a nation's pro-

ductivity, i. e., the provisions of goods and services that contribute

to consumer well-being both.present and future; and that the decision

as to end goals must be made befbre decisions can be made as to what

to exclude and what to include.12

This study is consequently interested in making the best possible

appraisal of the government product, with social welfare accepted as

the goal of production. The measuring of national income involves two

basic problems: what to include, and, once this decision is made, how

to place a value on the items included. In the case of the government,

these problems show up in the form of controversies on (1) whether

government interest payments are income or transfer payments, (2) the

determination and treatment of government intermediate product, and

(3) the meaningfulness of the net national product valued at market

prices and of national income at factor costs. In order to best eval-

uate these controversies, the historical approach is used. The con-

tributions of early authorities are reviewed as an aid.to proper

interpretation and evaluation of these controversies. Consequently,

this investigation is both historical and analytical.

 

12R. T. Bowman and R. A. Easterlin, "An Interpretation of the

Kuznets and Department of Commerce Concepts," Review of Economics and

Statistics, February, 1953, p. #2.





It should be emphasized that this inquiry is purely a definitional

or conceptual one. As such, no causal relationships are considered and,

furthermore, no discussion of arrangements of national income data for

predictive purposes undertaken. A closed economy is assumed and only

pure government activities are examined, 1. e., government enterprise

functions are not discussed.





II. EARLY CONCEPTS OF INCOME

As was pointed out in Chapter I, this study is concerned with

arriving at as true and meaningful an estimate of national income in

terms of economic welfare as possible. It is in.particular devoted

to the treatment of the government economic activity as a part of

this total income. However, before that part of the national income

due to government participation in the economic affairs of the nation

can be evaluated, it is necessary to know the general.meaning of

income. This point is made explicit by Lindahl, Dahlgren and Kock

in their statement, "Tb define more precisely the scope of the term

'national income,‘ it is first necessary to decide what should.be

understood by income generally."l

During the period 1890-1930, many authorities expressed great

concern over the importance of the proper definition of income.2

Willford I. King, for one, points to this importance in the follow-

ing question: "How shall the economic statistician define the terms

income and.wealth? The whole science of economics revolves about

"3
these concepts. Another economist, Irving Fisher, asserts:

 

1

Erik Lindahl, Einar Dahlgren, Karin KOck, National Income of

Sweden, 1861-1230.

Z'Early' is used here to mean about 1899-1930.

3Willford Isbell King, "Income and wealth, How Can They Be

Measured?" American Economic Review, September, 1925, p. MST.
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I believe that the income concept is, without exception,

the most vital central concept in economic science, and

that on fully grasping its nature and interrelations

‘with other concepts largely depends the fruition‘both

of economic theRry and of its application to taxation

and statistics.

Also, Edwin Cannan stated that the "two greatest ends" of economic

inquiry were: why communities were rich or poor and why some of

their members were above or below the community average.5

In spite of the great importance given to the concept of income

and the large volume of writing on the topic, the definition of income

was not standardized. As Fisher points out, "It is no exaggeration to

say that at present the state of economic opinion on this subject is

deplorably confused and conflicting."6 Kleinwachter, who wrote a book

dealing specifically with this subject, contends that there is no use-

ful concept of income.7 Among others to express a similar opinion was

Professor Felix Flugal, who made a study of nearly all the income tax

laws of the world for the express purpose of ascertaining how income

was defined. He found that "In most of the income tax laws in force

at the present time a definition of income is not to be found. The

 

hIrving Fisher, "Comment on President Plehn's Address," American

Economic Review, March, 192%, p. 6h.

5Edwin Cannan, "Division of Income," Quarterly JOurnal gf_Economics,

May, 1905) P‘ 31“"1-

6Irving Fisher, The Nature of Capital and Income, p. 101.

7Ibid., p. 102.



11

net taxable income is determined by an enumeration of taxable and non-

taxable receipts."8 Furthermore, Seligman notes, "The problem of

defining income . . . is one that almost baffles the student."9

The concept of income has thus been a source of great confusion

to economists. Consequently, it was only natural for'them to direct

their energies to the solution of the general nature of income. In

defining income and national income, most Of these early authorities

paid little heed to the economic activities of the government. Several

reasons may be advanced for this neglect. First, the scope of govern-

ment activity during this period was quite small. Not only was it

quantitatively small, but the underlying political philosophy as dis-

cussed in Chapter I, was that the role of the government was to be at

a minimum, i.e., restricted mainly to maintaining internal and external

peace and order. Secondly, a theoretical discussion on the nature of

income can be held without bringing in all the various sectors contri-

buting to the national income, i.e., the defining of income has merits

of its own. And finally, very few actual measurements of national

income were made during this period. In theoretical discussions on the

meaning of income and national income, it is easier to neglect the

economic activities of the government than when actual attempts are

made to evaluate the national income.

 

80. C. Plehn, "The Concept of Income, As Recurrent, Consumable

Receipts,” American Economic Review, March, l92h, p. 8.

9See Plehn, op: cit., p. l.
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For these reasons government economic activity was virtually ignored

in the very beginning of this period. There is, however, some difference

in the treatment of the government as the period progressed by those

economists who might be classed as theoreticians and by those who could

be classed as practical economists, i. e., those who made actual esti-

mates of income. For the most part the theoreticians concentrated on

the general nature of income and tended to ignore the government through-

out the period. Irving Fisher and Alfred Marshall, writing in the early

part of this period, and C. C. Plehn and W. w. Hewitt, writing in the

1920's are representative of these authorities. Some theoreticians,

for example,William.Smart writing in 1912, give some attention to the

government.10 Also, Hugh Dalton and A. C. Pigou, writing in the latter

part of this period, point out the problem of properly treating govern-

ment economic activity.11 On the other hand, those authorities making

actual estimates of national income gave increasing weight to govern-

ment economic activity as the period progressed. Charles B. Spahr,

writing in 1896, treated the government in a summary fashion. w. I.

King, making his estimate of the national income in 1915, took note of

the growing importance of the government, and although he considered it

a separate industry, he gave it little special consideration. But the

National Bureau of Economic Research and A. L. Bowley and J. C. Stamp,

 

10WilliamSmart, The Distribution of Income, pp. 7, 20, 27-28.

llHiugh Dalton, The Inequality of Incomes, pp. 165-166, and A. C.

Pigou, The Economics of Welfare, pp. 31, 30-51.
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who made their estimates in the 1920's, dealt at length with the

problems introduced by the government in national income accounting.

The treatment of the government sector by these authors is given in

detail in Chapter IV.

A. Fisher's Service Definition of Income

One of the most provocative and interesting definitions of income

was Fisher's service definition of income first presented in 1897.

His definition aroused considerable controversy, and while much of it

was critical, a great appreciation of the problems involved in defining

income grew out of the controversy.

Fisher held that income consists of a flow of services through a

period of time.12 In his own words,

Income has already been defined as a flow through a period

of time and not, like capital, as a fund at an instant of,

and as consisting of abstract services, and not, like capital,

of concrete wealth. The income from any instrument is thus

a flow of services rendered.by the instrument. The income

of a community is the total flow of services yielded to him

from his property.13

 

The controversial aspect of Fisher's definition is that only con-

sumption leads to income-~that savings are not income. His argument

is that in the final analysis all income is psychic income. The human

body is a transforming agent which takes all the objective services--

such as the services of a piano, a house, a loaf of bread-~and

 

l‘QFishe , The Nature of Capital and Income, Ch. VII.

l3Ibid. , p. 101.
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transforms them into a stream of consciousness. In other words, satis-

faction is income and anything that yields satisfaction yields income.

Only consumption leads to satisfaction; therefore, only consumption is

income.l"

Since Fisher rules out savings as income, he counts depletion of

capital as income. He is forced into this position in order to account

for that part of production or income that goes into savings. Thus,

if a man receives an annuity payment of $1,000 per year, this is his

income even if $h00 of it may be capital consumption.

Vigorous protestations were forthcoming against Fisher's position.

One of the strongest attacks was made by w. w. Hewitt.15 as makes

several comments noting defects of the service definition. In the

first place, it deviates from the common usage of the market place.

Suppose, for example, that a store makes a profit of $10,000. Whether

this is considered income or not depends on the manner of its dis-

position. If it is consumed, it is income. Reinvestment makes it

capital but not income. Thus the test of income is the act of con-

sumption. Unless consumption takes place, no income may be said to

be received. Secondly, it is impractical for application to such

 

ll‘Ihic1., Ch. x.

15William Wallace Hewitt, "The Definition of Income," American

Economic Review, June, 1925, pp. 239-2h0, and "Professor Irving Fisher

on Income, in the Light of Experience," American Economic Review, June,

1929, pp. 219-225.
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matters as the income tax, since it would now become a consumption tax.

Thirdly, it is inconsistent with its use by economists in the theory

of distribution. The total flow of wealth is distributed and that part

of the flow that is saved is distributed along with that which is con-

sumed. And finally, Hewitt Objected to Fisher's counting depletion of

capital as income, as it then becomes possible for businessmen to take

losses and yet show a positive income.

Winthrop M; Daniels and Frank Fetter are among others to condemn

Fisher. They point out that his view is opposed to the usual view of

economists, businessmen and accountants, and that it leads to peculiar

l6
conclusions as to justice in taxation. The National Bureau of

Economic Research also took a strong position against Fisher. This

organization faced the problem of making an actual estimate of the

national income of the United States in 1921. The Bureau states,

In the accounts of practically every'business, the net

income as recorded includes the annual surplus as well as

all disbursements to stockholders or owners. This unifbrm

policy shows that a consensus of opinion exists among

accountants that savings are a fOrm of income. If the

accountants are wrong, we are driven to the conclusion that

the amount of the annual income of a corporation.may'be

altered greatly by a vote of the directors, concerning the

disposition of earnings'17

 

l6Winthrop M; Daniels, "Are Savings Incomeo-Discussion," American

Economic Association, vol. 9, 1908, p. 50.

17National Bureau of Economic Research, Income in the United

States, vol. II, p. 3.
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While the bulk of the ventured opinions were against Fisher, some

support was given him. Thus Pigou says, "Personally, while recognizing

that awkwardness of wide departure from business usage, I am inclined

to prefer the shorter and simpler term 'services.'"18 Also, when con-

cerned about the economic welfare of the community over a long period

of time, "Then, no doubt, Professor Fisher's conception is the proper

one." But further on Pigou asserts, ". . .despite its inferiority

from.the standpoint of dialectics, I hold that Dr. Marshall's con-

ception is substantially the one we require; . . ."19 Dr. Marshall's

definition, discussed below, contends that consumption plus savings

equals income.

Although Fisher does not take the government into special con-

sideration in his discussion of income, it could be deduced that he

would consider government services in the same light as any other

services, since in his discussion of capital he speaks of public parks,

streets, and public buildings and of the services derived frOm.their

1168.20

 

18A. C. Pigou, wealth and Welfare, p. 15.

19

Ride, PP. 19-200

20Fisher, The Nature of Cgpital and Income, p. 27.
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B. The Wealth Definition of Income

Alfred Marshall subscribes to the wealth definition of income--

that income equals consumption plus saving, or, as defined by Hewitt,

3 "flow of commodities and services, that is, wealth itself."21

Marshall thus defines gross income as "that stream.of Economic Goods

which flows in (or comes in) during a certain time, of (i) new elements

of wealth, (ii) benefits derived from.the use of wealth, and (iii) such

passing enjoyments as from.their fleeting nature cannot be included in

"22 Tb find netthe stock of wealth, but yet have a market value. . .

income, the outgoings necessary to the production of the gross income

are deducted. Marshall introduces a term, the 'Usuance of Wealth,‘

which corresponds to Fisher's service definition of income, that is,

the services or benefits derived from the use of wealth.23

Among others to proclaim the superiority of the wealth definition

was W. W. Hewitt, who speaks of society's machine-like organization

which annually produces a flow of goods and services. Out of this

stream.must be drawn consumption goods, capital replacements and

capital additions. Social income is this flow of commodities and

services, through a given period of time, that are available fer dis-

tribution. To obtain net social income, depreciation must be deducted

21+
from the gross social income.

 

21Hewitt, "The Definition of Income," p. 239.

22 *
Alfred.Marshall, Elements of Economics of Industry, p. 66.

23Ibid., p. 68.

22*‘Htewitt, "The Definition of Income," p. 2ho.
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A. L. Bowley, a foremost British authority who made an actual

estimate of national income asserts, "Whether we are considering indi-

viduals, groups or nations, there is the equation that the money value

of goods and services produced or received equals the value of goods

and services consumed or used.plus value saved."25 It is interesting

to note that A. L. Bowley, the National Bureau of Economic Research

mentioned above, and all the other authorities discussed in Chapter IV,

who made actual estimates of national income, accept the wealth

definition of income.

C. Characteristics of Income

In attempting to define income, some authors sought to establish

its characteristics. These authors were more interested in the general

nature of income and its identification for tax purposes than in the

measuring of national income. In the mid 1920's, C. C. Plehn intro-

duced his recurrency definition of income. "Income is essentially

wealth available for recurrent consumption recurrently received. Its

three essentials are: receipt, recurrence, and expendability. It is

wealth looked at primarily from the point of view of time."26 Wages

and salaries, rents, interest and dividends have these characteristics.

Gains and profits in a person's business, while they may be irregular,

 

25A. L. Bowley, The Nature egg: P252088 9; the Measurement 93 Social

Phenomena, pp. 135-1357-

26
Plehn, gp;_cit., p. 5.
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are expected to be recurrent and hence are income. What is not income

is a gain outside of one's own business, such as the selling of a house

and realizing a capital gain. Income can'be measured only by the

succession of receipts, and.periodicity and measurability are of the

essence of both.27

Professor Fisher gave Plehn‘s criterion of recurrence credit for

being of practical use in determining income for tax purposes and for

working in normal cases. Thus Fisher argues that a person realizing

a capital gain on the sale of a piece of real estate when the selling

of property is not that person's vocation would normally not consume

it but reinvest it, and hence it is not income. The criterion breaks

down, however, in the case of a Rip van Winkle who would drink up a

windfall gain. The criterion again fails in the case of a Betty Green

who would reinvest all earnings even though they are recurrent, and in

this case they would not be income. In this manner Fisher is able to

fit Plehn's criterion into his own service definition. But after

claiming it has practical value, he finds little use for it in theory.

The problem.is determining when income is recurrent. Plehn says that

it need not be regular but how irregular can it be and still not be

recurrent? Every windfall may reoccur.28

 

27Ibid., p. 12.

28Fisher, "Comment on President Plehn's Address," p. 66.
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Another authority, E. R. A. Seligman, maintains that the charac-

teristics of income are separation and realization. Whether savings

are income or not depends on these criteria. The five dollar interest

payment on a one hundred dollar bond.may be merged.and added to the

capital. It is income because it has been both separated and realized.

Even though.merged with the principal, "no one can question the fact

that the gain, even though added to the capital, is pure income."29

Also, if a herd of cattle grows, the increment in the value of the

herd is income because it is both realized and separated. But, if a

tract of timber becomes more valuable due to the forest growth, this

increment is not income as long as the trees are uncut, as it has not

30
been separated.

D. subjective and Objective Income

While considerable controversy reigned over savings being or not

being income, substantial agreement Obtained among the authorities of

this period that the true or ultimate income is psychic income. Fisher

contended that the ultimate income was psychic and defined it as a

stream of consciousness of any human being, that "Subjective income

simply means one's whole conscious life. Every item of it comes 313

u 31

the body of the person. Many others expressed the same Opinion,

 

29E. R. A. Seligman, "Are Stock Dividends Income?" American

Economic Review, September, 1919, p. 523.

3°Ibid. , p. 52h.

31Fisher, 23.1.3.2 Nature 9; Capital ppg Income, p. 176.
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from which several are selected. Thus Davenport Observes, "It is also

evident that in the final analysis, all incomes are psychic income,

the experiences of having wants grafified."32 And Seligman states,

"We desire things. . .because of their utility. They can impart this

utility only in the shape of pleasurable sensations or satisfactions.

These alone constitute true income. . . .Income is the inflow of satis-

faction from services and utilities. Income is therefore fundamentally

pleasure or benefit income."33

Although accepting the ultimate income as being psychic income,

its immeasurability leads Flux to warn, "But it may be doubted whether

the course selected-~the segregation of the term 'income' so as to

apply only to psychical income, ultimate income of satisfactions--is

a course which, at present, if at any stage of development of economic

3h
discussion, is a feasible one." Since psychic income can't be

measured, these early authorities turned to money income as a measure

of objective income. For example, W. I. King, who also accepted.psychic

income as the ultimate income, held that only economic income in the

form of economic goods should‘be counted, and that the preliminary step

in their measurement is computation in money value.35 King thus used

3asee Hewitt, "The Definition of Income," p. 2h3.

3

Seligman, 92; cit., p. 517.

3EA. W. Flux, "Irving Fisher on Capital and Interest," Quarterly

Journal 9; Economics, February, 1909, p. 310.

35King, 9p; cit., p. l+57, and The Wealth 2'29: Income 23 the Pflle

‘gflghg'United States, p. 117.
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money as a common denominator for combining the differing flows of income.

Hugh Dalton also considered the only practical measure of the value of

36 These early authoritiesproduction to be the sum of money paid for it.

thus recognized that total social welfare could not be measured and that

only that part of welface that could lend itself to measurement in money,

i. e., economic welfare as defined in Chapter I, could be measured.

E. Conclusion

Although Fisher's concept of income was stimulating, the majority

opinion of these early authorities rejected his contention that savings

are not income. Hewitt's attack on Fisher's position is quite devas-

tating. In addition, it should.be pointed.out that it is hardly right

to say that no satisfaction is derived from.aaving. As Gerhard Colm

remarks, "But does the thrifty person really abandon all enjoyment

until the moment he consumes his savings or the yield from them? Does

he not 'enJoy' meanwhile a feeling of security or prestige, derived

from.the possession of this cepital?"37

General acceptance is given today to the concept that income is

equal to consumption.plus net savings. It is also generally accepted

that while total social welfare is its total psychic income, only that

part of it which can be put in money terms, 1. e., economic welfare,

can be measured.

 

36Dalton, pp_._ cit., p. 163.

37Gerhard Colm, "Public Revenue and Public Expenditure in National

Income," Studies ip Income p23 Wealth, vol. I, pp. 176-177.



 

 



III. EARLY CONCEPTS OF NATIONAL INCOME

A. Economic Welfare--Money valuation of Goods and Services

Having established the nature of income generally, there remains

the problem.of defining a nation's income or product. Although the

general nature of income may be known, the problem.stillremains as to

what should and what should not be counted in the national income, and

once this decision is made, how to place a value on the items included.

These questions give rise to considerable controversy when the treat-

ment of the government sector is considered. Chapters VII, VIII and

IX examine the controversy on the treatment of the government in detail.

In defining national income, most of these authorities confined

their definitions to that part of social welfare previously noted as

economic welfare, 1. e.,. that part of social welfare that can‘be

measured in money. Thus, in answer to its question, "Precisely what

is the National Income: is it money, or commodities and services, or

satisfactions?" the National Bureau of Economic Research took national

income to consist of commodities and services for which a price is

commonly'paid.1 H. J. Davenport calls the aggregate dividend of society

the "distribuendum," The "distribuendumv does not include all of the

values in life, but only those that are adapted to the price denominator.2

 

1The National Bureau of Economic Research, Income in the United

States, vol. I, pp. 3, ha.

2H. J. Davenport, The Economics 2: Enterprise, pp. h88-h90.
 



   



And Pigou states,

Just as economic welfare is that part of total welfare which

can be brought directly or indirectly into relation with a

money measure, so the national dividend is that part of the

Objective income of the community, . . .which can be measured

in.money. The two concepts, economic welfare and the national

dividend, are thus co-ordinate, in such wise that any descrip-

tion of the content of one of them implies a corresponding

description of the content of the other.3

Although admitting the necessity of using money to measure the

national income, some authorities questioned the validity of market

price valuation of goods and services comprising the national income.

The fbllowing quotation from Sir JOsiah Stamp expresses his doubts:

The aggregate value of these products and services is only

an ag egate of them in their existing relationship. . . .

[the do not have unchangeable value inherent in them. . . .

Every value is merely a point of equilibrium. . . .The

marginal significance of one pound to a rich man is different

from what it is to a poor man; therefore, it is fallacious

to say that a service that is rendered only to rich men is

equal to and exchangeable for a service that is rendered

only ta poor men, simply because each cost one pound in

money.

A. L. Bowley also admits the necessity of using money to sum.up

the aggregate of commodities and services; nevertheless, he doubts

whether "a perfectly definite meaning can be attached to total national

income."5 He continues,

 

3A. C. Pigou, The Economics gf‘Welfare, hth ed., p. 31.

thsiah Stamp, British Incomes and Property; the Application 2;

Official Statistics tg_Economic PrOblems, p. R17.

SSee Stamp, pp; cit., p. hl6.
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. . . the total is more correctly a total estimated value of

services rendered to, or commodities consumed by, the

members of the nation, together with the addition for savings.

. . . In such a total are included the services of an agri-

cultural labourer at three pounds per month, and of a physician

at the same price for a short visit, . . . an equal value of

sixty quartern loaves of bread, or eighty ounces of tobacco.

It is doubtful whether the same unit, one pound sterling, can

in arm real sense be used to measure such diverse and non-

interchangeable services and commodities.6

These quotations drawn from Bowley and Stamp indicate an uneasiness

about the ability of the market mechanism to measure true or psychic in-

come. W. I. King expresses this same uneasiness when he observes that

a two dollar concert seat my thrill one person and bore another, and

that generally a dollar gives less service to the rich than to tin

poor.7 And Fisher baldly states, "The truth is that market valuation

seldom, if ever, exactly registers utility to society."8 William Smart,

in speaking of salaries paid by governments, observes, "We may be paying

too much or too little; as in the case of monOpoly goods in manufacture,

this is beside the question."9 Thus there is substantial agreement that

monw valuation of the nation's production of goods and services does

not necessarily measure its economic welfare.

In spite of these weighty doubts, Professor Davenport gives some

support to market values. He comments that while some good things are

61bidc’ PP. h16'h17c

7Willford Isbell King, "Income and Wealth, How Can They Be

Measured?” American Economic Review, September, 1925, p. 1157.

8Irving Fisher, ”Reply to Critics," Quarterly Journal 2: Economics,

May, 1909’ Po 5370

9lifilliam Smart, The Distribution 3}; Income, pp. 27-28.
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not bought, on the whole it is true that "the good things in life are

mainly for those that can pay for them, No one of us really believes

that it is Just as well to have $500 a.year as $5,000.'10 And Sir

Josiah Stamp remarks that when all is said and done, Iwe come back to

the fact that the sum total of wages, salaries, profits and interest

presents a fairly comprehensible idea, free from.important ambiguities,

for ordinany comparative purposes."11 And further on, he says, ". . .

the figures we have are sufficiently stable and homOgeneous in component

exchange values for all ordinary purposes.”12

B. National Income, National Dividend, and Social Income

In defining national income, the wealth definition of income

(commodities plus services) was accepted by most authorities. Most

authorities also tended to omit specific reference to the government

in their definitions. For example, Alfred Marshall defines the national

income as the ". . . net aggregate of commodities, material and im-

material, including services of all kinds. This is the true net annual

income or revenue of the country; or, . . . the National Pividend."13
 

David Friday also takes the same position as he observes,

 

1OHerbert J. Davenport, The Economics gf Enterprise, 2nd ed., p. h90.
 

11Stamp, op; cit., p. h16.

121bid., p. h20.
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The national income or dividend, . . .consists primarily of

the sum total of goods and services produced fer exchange

by the labor of hand or"og‘brain through the utilization of

our national resources.‘

W. I. King, William.Smart and.A. L. Bowley, who are discussed

below, also subscribe to the wealth definition of national income.

Of all these authorities, Bowley is perhaps the most concerned about

the effect of government activity on national income, and, as dis-

cussed in Chapter IV, subtracts government transfer payments in his

definition from the total social income, in order to avoid duplication.

Some authors consider the national income and the national

dividend to be identical, while others differentiate them. JMarshall

and Friday hold them to be identities and, as Marshall says, they are

"convertible."15 But King differentiates between the two. For him

the national dividend is the aggregate amount of economic goods con-

sumed, while the national income is the total amount consumed plus the

amount saved.l6 King asserts,

Savings or investments are intended to enlarge future dividends.

If this large sum were subtracted from.the total book income of

the people, the remainder should be approximately equal to the

value of the national dividend.l7

 

ll"David Friday, "The Taxable Income of the Uhited States," Jburnal

2; Political Econo , December, 1918, p. 952.

1
5Marshall, 22; cit., p. 257.

16Willford Isbell King, The Wealth and Income of the Pmwple of the

United States, pp. 119, 123.
 

l71bid., p. 123.
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King's national dividend would thus equate with Fisher's national

income,'mhich rules out savings as income.

In relating national income to social income, Bowley indentifies

national income with social income. He observes,'. . .‘we may define

Social Income tentatively as the aggregate of goods produced in a

country . . . and of services rendered by persons in the country . . . ."18

In a later work Bowley and Stamp give the equation that "social income

equals consumption ani saving in a year equals aggregate of U. K.

individual and collective incomes, . . . ."19 This quotation reaffirms

the equivalence of social and national income. But some authorities

treat national income as one kind of social income. Thus, marshall

speaks of social income as beirg comprised of the summatio'n of incomes

imithe society in question, "whether it be a nation or any other group

of persons."20 King also accepts this approach hy stating that society

is composed of individual income recipients and "society is divided by

geographical lines into districts, counties, states, provinces, nations,

etc."21

 

18A. L. Bowley, "The Definition of National Income,“ Economic

Journal, p. 9.

19A. L. Bowley and Sir Josiah Stamp, Three Studies on §22_Nationa1

IncOM’ p. 127.

ZOIbidog Po 69.

2lKing, [he Wealth 393 Income of 1313 Peeple of" the United States,

p. 119.
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C. Identity of National Income and Product

The identity of the national income and national product was care-

fully pointed out by some economists. William.Smart spoke of the two

incomes: one, the sum.of money incomes annually received; and second,

the total commodities and services annually produced. "Thus the total

money income really represents a total goods income, and each individual

money income may be, economically, conceived of as representing an out-

put of goods."22 Smart continues to explain that the money national

income is a total of money payments handed over to the various classes

of individuals during the year, and that underlying the money income is

a real income in the form of goods and good things "which constitute

the primitive income."23 Another authority, Flux, warns that measuring

the national dividend or product in terms of money may conceal its true

nature and that the only way the nation‘s resources can be increased is

‘by adding to the goods and services available.2h King's position is

essentially the same. Thus, "Except for a few minor differences, . . .

the aggregate annual product must be identical in value with the

aggregate annual income."25 David Friday also declares that a "summary

 

228mart,‘gp; cit., p. 19.

23

Ibid., p. 10.

2AA. W; Flux, "National Income," Jburnal g: the Royal Statistical

Society, Part I, 1929, p. 7.

25See A..A. YOung, "Hearings Income; King's Wealth and Income,"

Quarterly JOurnal 2: Economics, May, 1916, p. 585.
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of individual incomes should correspond exactly to the total national

product."26 The fact that these early authorities considered national

income and product to be identical indicates that complexities intro-

duced by government economic activity were given little attention by

them. With no government the national income and the national.product

would be equal. The official statistics of both Great Britain and the

United States today, however, present data in which national income is

less than national product‘by’mainly the amount of indirect business

taxes, a discrepancy introduced by the government.

In their discussion of the identity of the national product and

national income, the division of the national income into its various

shares was stated by many authors. For example, Marshall says,

This National Dividend is at once the aggregate Net product

of and the sole source of‘payments for, all the agents of

production within the country; it is divided up into Earnings

of labour, Interest of capital, and lastly, the Producer's

Surplus, or Rent, of land and of other differential advantages

for production. It constitutes the whole of them and the

whole of it is distributed among them.27

And, according to Smart, national income consists of ". . . those

things for which the money National Income is payment-~the total of

rents, interest, profits, wages, salaries, etc."28

 

26

Friday, 91: cit., p. 953.

27Marshall, 91: cit., p. 258.

28Smart, op; cit., p. 63.
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In the process of identifying the national product and national

income, Friday points to the possibility of arriving at the national

income either by the summing up of products or the summing up of

incomes.29 "(1) by summing the net incomes of individual persons as

gwnggg, and (2) by summing net incomes from.individual articles of

‘wealth as sources. . ."30 In the actual estimating of national income,

the two methods have shown substantial agreement. Thus Bowley Observes

that Flux's estimates of the net output of land, mines and.manufacture

plus services of distribution plus services of houses equates with very

fair success to the total of individual incomes Obtained by other

computers.31

D. Can Governments Consume?

In their discussions on the meaning of income, little attention was

given to the nature of government by these early authors. Irving Fisher,

however, while not specifically mentioning the government, has this to

say: "As we have seen, fictitious persons have no net income, . . ."32

In constructing income accounts for either real or fictitious persons

his procedure "is simply to make a complete list of the services and

disservices which flow from each and every item of the assets and the

 

29Friday, op; cit., p. 953

30I

31A. L. Bowley, g2: cit., p. 2.

rving Fisher, The nature of Capital ggd_lncome, p. 1&2.

32Fisher, 92; cit., p. lhl.
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liabilities."33 In applying this principle to the corporation he finds

that income equals outgo and hence there is no net income},4 Undoubtedly,

Fisher would contend that governments have no income, since receipts

equal expenditures, and consequently they would be unable to consume.

Hugh Dalton, writing in 1925, takes the same position. In his

discussion of the meaning of income he points out that:

The main purpose of the conception of income is to facilitate

comparisons between the economic welfare of different persons

. . . . Only persons have incomes, and for my present purpose,

only real persons, in the sense of human beings, and not

'juridical persons,‘ such as institutions or public authoritggs.

For only real persons can attain attain to economic welfare.

He cites Professor Cannan's opinion that institutions can receive true

income. According to Cannan, ”If a hospital or school, for example,

possess land or Console, the income is perfectly genuine income. It

may be spent on nursing the sick or on teaching the young, but it will

not be regarded as part of the income of those persons . . . ."36

Dalton denies Cannan's position and contends that the nursing or

education is income to those persons receiving these services. He

considers the government in the same light; it is just an instrument

 

331bid., p. 139.

3thid., p. 138.

35Hugh Dalton, The Inequalitygf Incomes, p. 162.
 

36Ibid.
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for transferring income from the taxpayer to the beneficiaries of

public expenditure. Again referring to Cannan he says that Cannan ap-

pears to be considering the question of who has control Of the income.

"I, on the other hand, am considering who gets economic welfare from

the enjoyment of the income."37 Thus Dalton takes the position that

governments can 't consume.

 

37Ibid. , p. 163.



 



IV. THE VALUATION OF THE GOVERNMENT PRODUCT

BY EARLY AUTHORS

In this chapter the treatment of government expenditures and revenues

by the early authors in this field will be reviewed. The first three

studies to be examined represent individual attempts to present estimates

of the aggregate income of the united States. Of these studies, the

first comprehensive effert to measure national income was that of Charles

B. Spahr who, in 1896, published his book entitled.Thg Present Distri-

bution of wealth in the United States. In 1912, Frank H. Streightoff

~fi~m

atheaielmaaImmeammiemmm.

These three publications by individuals were fellowed'by the entry

of the National Bureau of Economic Research into the field. The Bureau,

chartered in 1920 to conduct quantitative investigations into subjects

that affect public welfare, felt that any such analysis was beyond the

labor of one individual, and decided to make the study of the national

income of the United States its first work. It published its first

volume in 1921; entitled £13925 _i_n_ the United W, it is a summary

of its findings. In 1922 a second volume was published under the same

title; it gave a detailed analysis showing the sources and.methods used

in getting its results.
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All the studies mentioned above were American attempts to measure

national income. Several English economists also made contributions

in this area. The most notable of these were A. L. Bowley and Sir

Jesiah Stamp, who published their work called The National Incomez 1223,

in the year 1927. Their treatment of the government product will be

included in the reviews below.

A. Charles B. Spahr

In his bookl on the distribution and wealth of the United States,

Spahr is primarily concerned about welfare problems which, to be

treated adequately, require knowledge of aggregate national income.

He estimates the national income by summing the net product of the

various industries contributing to the national income.2 The net

product of each industry is the sum.of the factor payments it makes;

"the income from.pr0perty, superintendence and labor combined."3 Thus,

while income is classified.by industries, the point of view is always

that of the individual income recipient. The question is not how much

does the industry earn, but how much does the individual part-owner of

the industry draw from.it. So the net product of an industry is broken

down by Spahr into wages and.profits paid out and, consequently, the

 

3‘Charles B. Spahr, The Present Distribution 93; Wealth in the United

States.

2Ibid., Ch. v.

3Ibid., p. 119.
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national income is equal to the sum of incomes paid out. In the case

of agriculture, however, the product approach is used. To avoid double

counting, the value of grain fed to stock is deducted from the gross

product. Increases in farm stock are added and also included in the

farm product are the value of lumber sold from the farming districts

and the rental value of the houses occupied by farmers.

No special treatment is accorded the government product. Spahr

considers the occupation of teaching as a separate industry and has

an 'all other' category which could catch incomes paid out by the

government, but is not elaborated on in the text. Both direct and'

indirect taxes are included in this summation of incomes. In deter-

mdning the contribution of the manufacturing industry, he states,

"The profits of’manufacturers, . . . including interest, rent, taxes

and earnings from.auperintendence were approximately two-thirds of

h Hence, indirect taxes are not deductedthe wages of employees."

from.the product of business. In discussing the Justice of indirect

and direct taxation, he observes, "The incomes described in the pre-

ceding chapter [Ehapter 27 were incomes prior to taxation."5 Thus, no

deductions are made for direct taxes (property taxes for Spahr) either.

Since Spahr does not deduct any taxes, his national income is the

equivalent of the current net national product.

 

Ibid., p. 98.

5Ibid., p. 133.
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While Spahr made no strenuous effort to include government as an

industry and a source of income, his results could hardly be invalidated

on this ground, as the role of government in economic activities at this

time was rather insignificant. If we follow King6 and accept government

revenue as a measure of its contribution to national income, by Spahr's

figures7 the share of government in national income would be roughtly

four per cent for the national government, while King's figures8 for

the same year, 1890, give the share of government to be 6.5 per cent,

which includes federal, state and local governments. Both of these

figures indicate that the government's share of the national income is

relatively small at this time. Furthermore, since Spahr approaches his

estimate from the factor cost side, that part of government product

represented by purchases from industry would be included in incomes

paid out in industry. Thus it appears that little distortion takes

place in Spahr's estimate of national income due to government economic

activity.

 

6Willford Isbell King, The Wealth and Income 93 the People 93 _t_h_e_

United States, p. 129.

7Spahr, 9p; cit. ; National income for year of 1890 is 10,800,000 ,000,

p. 10h, and national revenue for year of 1890 is 1L03 ,000,000, p. 1&0.

8King, 9p_._ cit., pp. l38-h0.
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B. Frank Streightoff

In 1912 Frank Streightoff’published his study called The

Distribution of Income in the United States. As in the case of Spahr,
 

Streightoff is concerned with welfare aspects of the distribution of

income and the need for better income statistics. In fact, his book

:might well be considered a plea fer better income statistics. The

aim.of the essay was to "depict the deplorable dearth of information

on a subject so vital to the welfare of the country."9 And further

on he continues, "Knowledge of the distribution of income is vital to

sane legislative direction of progress. In a form definite enough for

practical use, this knowledge does not exist. No time should'be wasted

in obtaining this knowledge."10 as also points to the need for income

statistics in determining income tax rates.11

Streightoff uses the returns of labor and.pr0perty in order to

determine the distribution of income. In arriving at his income figures,

he gives little attention to the problems involved in the valuation of

the government product. However, in discussing property incomes he

notes that it is impossible to determine the number of’persons receiving

income from.property, that "it is not known how many persons are

 

9Frank Streightoff, The Distribution 23 Income $9 the united States,

p. 152. Vi

10Ibid., p. 155.

 

111bid., p. 16.
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interested in real estate, how many are holders of industrial or rail-

road stocks, or how many own United States bonds."12 Thus, Streightoff

would count interest on the national debt as individual income. 0f

the studies reviewed in this chapter, Streightoff's is undoubtedly the

least significant as the emphasis is on distribution of income rather

than on determining a national income aggregate. Net once does

Streightoff indicate or imply that national income is equal to

aggregate income of individuals.

C. Willford Isbell King

King's book, called The Wealth and Income of the United §t§tg§,

was published in 1915. He reviews in it two methods of approach to

estimating national income: First, the aggregate income can be

obtained by summing individual incomes, and second, by tracing the

process of production from nature to the final consumer. While he

uses the method of summing individual incomes for the 1910 estimate,

he felt that the product method was more reliable, and therefore, it

is the principal method used by him.13

In fbllowing through the process of production, King is aware of

the government contribution to production. He states, "Incidentally,

industry is kept properly in operation through the aid of physicians,

 

12Ibid., p. Ml.

13King, op;_cit., pp. 126-7.
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teachers, lawyers, clergyman and government officials. Their pay must

be added to the expenses of'production."1h Furthermore, "The services

of the government were assumed to be worth the amount paid fer running

the government."15 Thus King includes all taxes in his national income

estimates and no allowance is made for government intermediate product

and transfer’payments. His estimate would therefore equate with the

current official net national product at market prices. In dividing

national income according to its origin, the government is treated as

a separate industry and its contribution to national income is given

in both absolute and percentage figures.l6 Thus he takes special con-

sideration of a

productive activity not usually considered as industrial,

that is, the work of the government. The rising cost of

this institution has caused much comment, largely adverse

in nature, concerning the extravaggnce of government and

the waste of the peoples' money.

He observes that the justification of increasing government expendi-

tures lies not in the growth of the country'but must‘be made on the

ground that the government is taking over functions formerly left to

private industry, and that the citizen of 1910 receives vastly greater

services from.his government than the citizen of 1850.18

 

11‘Ibid., p. 127.

15Ibid., p. 129.

l6Ibide , PP 0 138-9.

17Ibid., p. 1&2.

18Ibid., p. 1h3.
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King also examines the distribution of income among the factors of

production. The income shares consist of rent, interest, wages and

profits. To arrive at these shares, he calculates independently wages,

rents and interest, and enters the remainder as profits. Thus, he

takes the national income attained through the product method of

estimation and divides this up among the various shares by using profits

as a residual. He feels that these estimates, although admittedly

rough, are fairly close to the truth.19

D. The National Bureau of Economic Research

The first organized group to tackle the problem.of measuring

national income was the National Bureau of Economic Research. As has

been mentioned above, the first volume published in 1921 summarized

the findings and the second volume published in 1922 explained the

sources and methods. Instead of pinning its faith on a single esti-

mate, the Bureau made two independent estimates, one by sources of

production under the supervision of Willford I. King, and the other

by incomes received, under the supervision of Oswald W. Knauth. Both

estimates were made for the years of 1910 to 1918 inclusive. The

results of these independent computations showed variations which

went from a minimum.percentage difference of 0.0 to a maximum.per—

centage difference of 6.9. This low amount of variation led the

 

l9:tbid., p. 157.
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Bureau to feel that the agreement between the two estimates was

"remarkable."20

1. Treatment of taxes and_ggvernment egpenditures in estimate by

incomes received. In arriving at this estimate, taxes are not deducted
 

from.personal incomes but income tax payers are allowed to deduct

taxes-~other than inheritance taxes, federal income taxes and.special

assessments for the improvement of real estate.21 The net earnings of

corporations are determined by subtracting'both excise and income taxes

from.their total reported income.22

Incomes paid to individuals by the government count on the same

basis as other incomes. Taxes collected from personal incomes by the

government are not deducted, on the grounds that those who receive

income from.the government are rendering current services, such as

school teachers, whose value forms a part of national income. That

is, the taxes paid'by the community are the price paid for the services

of the school teacher, just as the fees paid to the physician are the

price of his services. The payments made'by federal, state and local

governments to their employees and creditors are made in the form.of

wages, salaries, pensions, gratuities and interest, and are included in

 

20The National Bureau of Economic Research, Income $2.322 United

States, vol. I, p. 12.

21Ibid., p. h9.

221bid., and vol. II, p. 216.
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this estimate whether the funds for payment came from.taxes, loans or

other receipts.23 Pensions and gratuities are included in both esti-

mates even though they may'be best thought of as payments for services

rendered in the past.2h In the case of interest on the war debt (to

be discussed in greater detail below), the question is whether interest

paid in later years represents a payment fbr current service or Just

a redistribution of the national income from.taxpayers to bondholders.

Hence, in deducting some taxes and not others, it is uncertain whether

the estimate by income received is too large or too small.25

2. Treatment of taxes and government expenditure in the estimate

by;sources ofgproduction. In making this estimate, the net value

product of any industry is assumed to be equal to the payments made

to the factors engaged in the industry--employees, employers and

26
property. The same criterion is applied to the product of the

government as to other industries, 1. e., what book or money income

do individuals derive from.the government? Thus the net value product

of the government is equal to the sum.of wages, salaries, pensions,

gratuities and interest paid to individuals. The government pays no

dividends.27 This value product of government--federal, state and

local--was added to total product in lieu of taxes which were deducted

 

23Ibid., and vol. I, pp. h9vSl.

”229;. vol. II, pp. 215, 270, 291.

25Ibid., vol. I, p. 50.

261mm, vol. II, p. h.

27;bid., p. 210.
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from.industry.28 No allowance was made for services rendered to the

community by parks, roads, etc., other than the income payments made

to those who worked upon them.29

The Bureau Observes that the ideal method to determine net value

product of any industry would be to deduct from.the gross value of

its product not only the cost of materials used‘but also such.payments

as freight and insurance charges, bank interest, and those taxes which

represent the value of government aid and.protection furnished the

industry. A.prOblem arises out of the impossibility of distinguishing

between those services rendered to business (intermediate product) and

those serving the people directly (final product). Because of this

difficulty, it is assumed that the taxes levied against each field of

business are equivalent to the value of service rendered to that

industry by the government. This assumption could be far from the

truth and thus lead to error in national income totals. If business

pays more in taxes than it receives in government services, the income

totals should be increased by this amount. The Bureau feels that there

is Just grounds for believing error of underestimation of income arises

here.30

 

28Ibid., vol. I, p. h9.

2992a, vol. II, p. 2A9.

3°Ib1d., pp. u-s.
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In a theoretical discussion of the treatment of taxes in estimating

the value of products of industry, the Bureau argues that taxes paid‘by

corporations which are shifted should.be deducted, as they are added to

the price of a product in the same manner as freight charges. The

imposition of these taxes does not add anything to the amount of com-

modities and services which taxepaying enterprises contribute to the

national product. If the government is credited with the service it

provides out of the receipts from.these taxes, these taxes must'be

deducted from.the value product of the industries concerned, otherwise,

there will be double counting.31

In the case of a tax which can't be shifted --a tax which the tax-

payer cannot add even in part to the selling price of his product-~the

tax should not be deducted from.income, as the imposition of the tax

does not either increase or decrease the size of the national income,

but merely the proportions among the items that enter into the aggre-

gate. In other words, a tax on the profits of a corporation does not

reduce the contribution of the corporation to the national income, and

if this money is now spent by the government in the hiring of a school

teacher, the national income is increased by this amount and no double

counting is involved. The government spends the money in place of the

corporation.32

 

31

- Ibid., vol. I, pp. 52, 53.

32Ibid., pp. 5h, 55.



 
 



The conclusion of this theoretical discussion is that taxes that

are added to selling prices should.be deducted, and taxes that are not,

should not be deducted; this does not solve the statistical prdblem

involved in estimating income by sources of production, as it is not

possible to say how much taxes are shifted. The deduction of all

taxes, however, leads to underestimation in the estimate made by this

method.33 By deducting business taxes from.the value of the product,

the Bureau avoids the discrepancy between national income and net

national product, and these two measures of national income become

theoretically identical.

3. Interest. The National Bureau of Economic Research is well

aware of the prdblem.presented'by interest payments. Interest on

consumer loans is not deducted from income, as a service is rendered

to the recipient of the loan-~that is, the privilege of postponing

payment. The Bureau decided to keep interest payments on the national

debt on the same grounds, 1. e., that a service is being rendered to

the taxpayers even though it is recognized that such.payments do not

add to the physical product. It is further pointed out that if the

taxpayers feel that the privilege of not paying off the debt is not

worth the interest charge, they have the.option of paying off the debt.

 

33Ib1d., p. 55.
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As the national income is composed of commodities and services, this

service must be counted in order to arrive at the total income of the

country.3h

E. Arthur L. Bowley and Sir Josiah Stamp

In 1922 Bowley wrote an artie1e35 on the definition of income in

which he centered his attention on the problems introduced by the grow-

ing importance of the government. The main question, he says, is, "To

what extent do taxation and rates lead to duplicate reckoning?"36

Bowley holds that taxes paid by an individual which go to pay for

such things as policemen's services should be added to an individual's

income, as the individual gets the benefits of these services; however,

he questions whether education and.pensions are incomes of both the

taxpayer and of the pensioner and receiver of education. He also doubts

that interest on war loans is income both to the taxpayer and interest

receiver.37 In looking for a solution to the problem of double counting

he points to Hugh.Dalton, who states, "No elements of real income can

usefully be said to correspond to those elements of money income which

the recipient is compelled to pay in taxation to public authorities."38

 

3thid., vol. II, pp. 32-13.

35Arthur L. Bowley, "Definition of National Income," Economic

Journal, March, 1922, pp. 1-11.

36Ibid., p. 5.

37R1do, pp. 5‘60 ‘

38Hugh Dalton, The Inequality .93 Incomes, p. 165.
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Therefore, "It is better frankly to exclude taxes from the income of

taxpayers and to include benefits from public expenditure, in so far

as they can‘be estimated, in the income of the beneficiaries."39 This

method would count only once the interest on the debt, pensions,

education, parks, and the like. Bowley notes that if the value of

public services is taken as equal to their cost, and duplication

avoided on Dalton's principle, the answer could be gotten more easily

by taking incomes gross and deducting from the total all incomes from

public sources. This method would exclude salaries of policemen,

teachers and so forth, on the ground that they were already included

in the incomes of those who paid them. Consequently, he objects to

Dalton's method because it would.mean that in a completely socialistic

state there would be no income.h0

In summing up his argument, Bowley defines social income as equal

to consumption goods and services and saving. The value of goods in-

cludes indirect taxation, as the purchaser of cigarettes pays what they

are worth to him.and he is indifferent as to whether the state or pro-

ducer gets the money. The manufacturer pays fer materials, wages,

salaries, profits and taxes. Social income is not equal to the aggre-

gate of individual income because parts of the "Social Income" may be

counted twice. Hence,

 

39Ibid., p. 166.

hQBowley, op; cit., p. 7.
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Social income than equals consumption and saving in a year

equals aggregate of individual' 8 incomes (as ordinarily

reckoned, say, fer income tax), less incomes received for

no services or for services not rendered in the year in

question (old age pensions, soldiers' pensions, interest

on National Debt).

In their study of The National Incomez 122k, Bowley and Stamp use

the sum of individual incomes to arrive at aggregate income. As their

first definition of total income they take the "sumrtotal of the wages,

salaries, rental values, profits and interest," and then."point out in

what connexion it cannot be strictly applied."l‘2 The reasoning used in

this work is the same as in Bowley's article discussed above, which

means that their primary concern is the avoidance of the possibility

of double counting due to government taxing and spending. They point

out that the summation of money incomes gives a

. . . misleading picture of realities when we consider the

value of real economic goods and services produced, because

they include certain income which is paid out of the proceeds

of taxation, and since taxation is not a deduction in come

puting the incommE3of the payers, such income is duplicated in

the aggregation.3

Pensions and interest on the war debt are the most important of

these items that may be double counted, and these items have become

increasingly significant. They are transfers of money income for which

the recipient renders no current economic service. The social income is

 

hllb___i___d., p. 10.

haArthur L. Bowley and Sir JOsiah Stamp, The NationalIncome, l92h,

h3Ibid., p. 127.
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then the aggregate of individual and collective income, less incomes

received'by compulsory deductions from.other incomes in return for no

services or services not rendered in the year in question (i. e.,

interest on national debt and.pensions).uh

 

Ibid.



 

  



v. THE GROWING IMPORTANCE OF THE GovaammNT SECTOR

Fundamentally, the economy can be divided into the private sector

and the public sector, both of which make their contribution to the

national product. Milton Gilbert and Dwight Yntema express this ex-

plicitly in their definition of national income: "National income is

the measure of the value of the net output of commodities and services

produced by the private and.public enterprises of the economy."1 Thus,

the national income is equal to private production.plus public produc-

tion. In this study attention will be centered on the problems involved

in measuring the production of the government.

During this period under study, roughly 1890 to 1953, a great shift

took place in the relative importance of these sectors. In the begin-

ning of this period, the role of the government was quite minor. From

this insignificant position, the government climbed in importance

throughout the period so that by 1953 its participation in the economic

affairs of the nation greatly affects the nation's wellebeing. This

study is concerned with its prOper evaluation.

Of the early economists who were making estimates of the national

income, Charles B. Spahr's treatment of the government product was the

 

lMilton Gilbert and Dwight Yntema, "National Income Exceeds 76

Billion Dollars in l9h0," Survey of Current Business, June, l9hl, p. 12.
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most inept.2 While he was hardly aware of the problems presented in

measuring the government product, W. I. King, writing in 1915, treats

the government as one branch of industry.3 Even at this early period

he was concerned with the encroachment of the government on the econom-

ic activities of the nation, as is shown by his statement to the effect

that: ". . . the percentage (of total value of national income)

expended for public purposes having nearly doubled since 1850. This

h Arthurseems to indicate a trend in the direction of state socialism."

Bowley wrote an article in 1922 which centered its attention on the

problems involved in measuring national income which have arisen be-

cause of the great growth of government. He says,

The great increase of the share of income taken by the state

makes necessary a reconsideration of the methods which were

sufficient for the computation of aggregate income when the

interest on the National Debt was an inconsiderable percentage

of that aggregate.5

It has been stated above that great expansion of government activ-

ity in the economic affairs of the nation took place during the period

under study. It is the purpose of this chapter to demonstrate the ex-

tent of this expansion by examining some of the major indicators of this

expansion.

 

 

2Spahr, The Present Distribution 9: Wealth.ip the united States,

Ch. XX.

 

3Willford Isbell King, The Wealth and Income gf_the People of the

United States, p. lh2.

  

 

”Ibid., p. 11+0.

5Arthur L. Bowley, "Definition of National Income,

March, 1922, p. l.
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A. Income Originating in the Government Sector

One indication of the extent of government participation in the

economic affairs of’the nation is the amount of income which originates

in the government sector, i.e., the value product of the government.

King defines the value product of the government as being equal to the

expenses of government.6 This definition is the most inclusive of any

discussed below.

KING'S 1915 DATA FOR SELECTED YEARS:7

Value Product of Government--

Federal, State, Local Percent of Total

Year (Millions of Dollars) Value Product

1890 78h.9 6.5

1900 1,h69.0 8.2

1910 2,591.8 8.5

His figures show'increases in both the amount of government value

product and its percentage of the total value product. The trend as

shown by these figures is to be a continuing one.

The definition of the value product of the government was cone

tinuously narrowed. In the study made by the National Bureau of

Economic Research it is defined as nthe total wages, salaries, pensions,

gratuities and interest paid to private individuals."8 In its study the

6King, 22;.°1t°’ p. 129.

71bid., pp. 138, Inc.

8National Bureau of Economic Research, Income 12 the United States,

V01. II, P. 210.
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Bureau.made estimates which run from 1909 to the year of 1918 inclusive.

Year

1909

1910

1918

NATIONAL BUREAU OF ECONOMIC RESEARCH, 1922

DATA TAKEN FOR SELECTED YEARS9

Percent of value

value Product of All Government Product Originating

(Millions of Dollars) in Government

1,4h0 5.00

1,5h2 n.85

5,353 8.87

Again, the figures point to an increase in government activity with

the income originating in government rising from five per cent to almost

nine per cent. A substantial part of this increase occurred with the

entry of the United States into WOrld War I.

In a later study, the National Bureau of Economic Research, using

the same definition10 of the value product of government, gives estimates

which show the upward trend in the role of the government to be continuing.

Year

1910

1918

1920

1925

THE NATIONAL BUREAU OF ECONOMIC RESEARCH, 1930

DATA TAKEN FOR SELECTED YEARSll

Value Product of All Percent of Total value

Government Product Originating in

(Millions of Dollars) Government

1,678 5031;

6,278 10.39

5,311 7.18

6,130 7.h8

 

9Ibid., p. 222.

10National Bureau of Economic Research, The National Income and.i£§

Purchasing Power, pp. h2-h3.

11Ibid., p. 371
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The per cent of value product originating in government increased

from about five per cent in 1910 to almost seven and one-half per cent

in 1925, although this last figure shows a decline from the war year of

1918, in which it was over ten.per cent.

The united States Department of Commerce, in making its estimates,

uses the narrowest definition of government value product. This value

product is measured like the value product of other industries, that is,

by the factor cost incurred; however, for the government, factor costs

are confined to the compensation of government employees.12 A study of

the amounts and.percentages of income originating in the government

THE UNITED STATES DEPARTMENT OF COMMERCE, 195A

DATA TAKEN FOR SELECTED YEARSl3

value Product of All Percent of Tbtal value

Government Product Originating in

Year (Millions of Dollars) Government

1929 h,335 5.8

1932 h,hh5 12.1

19h0 7,778 10.7

19h5 35,156 20.3

1953 3l,h37 ll.h

emphasizes again the ever expanding part played by the government. From

1929 to 1953 the income originating in government almost doubled, even

though the 1953 figure fell sharply from the war year of l9h5.

 

12United States Department of Commerce, National Income, A

Supplement to the Survey of Current Business, 1953 ed., p. 53.

l31bid., pp. 22-23, l7A-5.
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Because of the ever narrowing definition of government value prod-

uct, a true comparison cannot be made of its increase during the period

under study. In going from.King's figure of 6.5 per cent fer the govern-

ment value product in 1890, to the figure of 11.h per cent for 1953, a

conclusion drawn to the effect that income originating in government had

almost doubled in this period would grossly understate its increase.

King's figures include all government expenses, while the latter figure

is government expenses for compensation of employees only.

B. Total Government Expenditures

So far, only those government expenditures considered to be the

government value product have been examdned. But the government affects

the level of income and.production through its total expenditures, i. e.,

the product it buys from the business sector as well as the factor pay-

ments it makes. The tables below illustrate the terrific increase in

government spending. From.less than one billion dollars in 1890, total

government spending increased to more than one hundred.billion dollars

in 1953, an increase of more than one hundred-feld. The general trend

has been ever upward in spite of temporary drops in spending, such as

the fall from.the WOrld war 11 peak of 103 billions to the post war

low of about uh billion dollars in l9h7.
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WILLFORD ISBELL KING:1h

TOTAL GOVERNMENT EXPENDITURES FOR SELECTED YEARS

Government Expenses

(Federal, State, Local)

Year (Millions of Dollars)

1890 78h.9 —

1900 1,A69.0

1910 2952905

HISTORICAL STATISTICS OF THE UNITED STATES, 1789-19A5;15

Government Expenditures fer Selected Years

Year (Millions of Dollars)

Total Federal State and Local

1890 878 318 560

1902 1,501 A85 1,016

1913 2,h78 725 1,751

1932 12,9h1 h,535 8:“05

19h2 A2,h31 32,397 10,03h

 

luKing,‘gp; cit., p. 138.

lSBureau of the Census, Historical Statistics 9; the United States,

1789-l9h5, PPo 299; 31h-
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THE UNITED STATES DEPARTMENT OF COMMERCE:16

Government Expenditures for Selected Years

Year (Millions of Dollars)

Total Federal State and Local

1929 10,227 2,6h5 7,699

193A 12,830 6,39A 8,069

l9hh 103,072 95,585 8,A3A

19h7 A3,86h 31,089 1A,513

1953 102,531 78,059 27,289

Not only has total government spending increased in amount, but its

percentage share of the total gross national product rose from.6.5 per

cent of the national income in 189017 to 23.h per cent of the gross

national product in 1953. Most of this increase came about through

THE UNITED STATES DEPARTMENT OF COMMERCE:18

Government Expenditures as Percent of Gross

Year National Product for Selected Years

Tbtal Federal State and Local

1929 8.1 1.3 6.9

19A0 1A.0 6.1 7.9

19h3 h6.0 h2.2 3.8

19A7 12.3 6.8 5.9

1953 23.h 16.5 6.9

 

16United States Department of Commerce, 22; cit., pp. 172-3.

lTKing,‘gp; cit., p. 1&0.

18

united States Department of Commerce, gp;_cit., pp. 22-3.



 



59

the growth in the federal government component. While total government

expenditures rose from 8.1 per cent of the gross national product in

1929 to 23.h per cent in 1953 and momentarily toOk the fantastic pro-

portion of h6.0 per cent of the gross national product in the war year

of 19h3, the upward trend for this period.must be attributed to the

federal government, which enlarged its take from 1.3 per cent to 16.5

per cent. It is interesting to note that state and local spending

shows remarkable stability in percentage of gross national product;

it ended the period at 6.9 per cent, which was the same as 1929. These

figures place the percentage increase in total government spending

squarely upon the federal government.

Why did this expansion of government activity come about? King

notes that the increasing government expenditures cannot be justified

on the ground that the country is growing, as the growth in average

income was far outstripped'by the growth in government expenditures;

Ithat while average income quadrupled, the average tax bill-~expenses of

government-~grew by seven times in the period from.1850 to 1910. This

growth is due to the fact that the government is performing more

functions for the community.19

One of the functions which helped enlarge government spending is

the increased importance of transfer payments. Total government ex-

penditures for pensions, bounties and gratuities quintupled in the period

 

19King, 92; cit., pp. 1&2-3.
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from 1909 to 1927.20 Transfer payments, which were one and a half bil-

lion dollars in 1929 or less than 2 per cent of personal income, had

increased by 1953 to fOurteen billion dollars, or five per cent of

personal income. Much of this increase was due to increased military

pensions and related veterans' benefits arising out of WOrld war II and

the Korean War.21 In this same period the state and local governments

increased their transfer payments by roughly fifteen times, with much

of this increase going in the form of direct aid to the blind, the aged,

the disabled and dependent children. These payments, while paid'by the

states, were in.part financed by the federal government.
22

TOTAL MILITARY EXPENDITURES FOR SELECTED YEARS:23

Year

1890

1910

1918

1930

l9hh

1953

(Millions of Dollars)

Military Expenditures

67

313

6,1u8

838

88,615*

89,993

*Includes other national security besides

national defense.

 

20National Bureau of Economic Research, The National Income and its

Purchasing Power, pp. 368-9.

2J'U’nited States Department of Commerce, op; cit., pp. ll-12.

221bid., p. 213.

23The years of 1890-1930 inclusive taken from the Bureau of Census,

Historical Statistics of the United States, 1789-19h5, p. 299; the years
  

19hh, 1953 taken from Efie‘fifiited States Department of Commerce, National

Income S lament, l95h ed., pp. 106, 163.
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wars and.preparation for war account for the largest increase in

government expenditures. Tbtal military expenditures, which were only

67 million dollars in 1890, rose to more than 88 billions in l9hh and

even in 1953 amounted to almost 50 billion.

Besides increases in transfer payments and.military expenditures,

the growth in government interest payments is another major factor in

INTEREST PAID BY THE FEDERAL GOVERNMENT FOR SELECTED YEARS:2h

(Millions of Dollars)

Year Interest

1890 36

1918 190

1920 1,020

INTEREST PAID BY GOVERNMENT--EEDERALé STATE AND LOCAL--

FOR SELECTED YEARS: 5

(Millions of Dollars)

Year Interest

1909 209

1920 1,1+13

1925 1,899

 

21fismreau of the Census, op. cit., p. 299.

25National Bureau of Economic Research, The National Income and its

Purchasing Power, pp. 369-70.
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INTEREST PAID BY GOVERNMENT FOR SELECTED YEARS:26

(Mullions of Dollars)

Year Total Federal State and Local

1929 983 M1 5H2

19h0 1,291 726 565

19MB 3,683 3,33“ 3H9

1953 5 ,oho 15732 308

the increased governmental expenditures. An examination of the govern-

ment interest payments show that total government interest.payments

grew from.209 mdllions of dollars in 1909 to over five billion dollars

in 1953. Again it is the federal government component that is respon-

sible for this enormous growth. While state and local interest pay-

ments did increase after 1909 and through the twenties,27 they declined

during the thirties and forties and.by 1953 were only 308 million

dollars. On the other hand, the federal government, which was spending

Just thirty-six million in 1890 on interest was, by 1953, paying out

an unbelievable $h,732,000,000. in interest.

The great growth of interest payments was the result of the

fantastic increase in the national debt. For the period of 1890 to

1916, the United States gross federal debt was quite stable at a

figure of Just over one billion dollars. After 1916 the debt rose

 

26The United States Department of Commerce, The National Income

S lament, l95h, ed., pp. 172-3.

27National Bureau of Economic Research, The National Income and

its Purchasing Power, pp. 369-70.
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TOTAL CROSS DEBT OF THE FEDERAL GOVERNMENT FOR SELECTED YEARS:28

(Millions of Dollars)

Year Debt

1890 1,122

1900 1,263

1910 1,1u6

1916 1,225

1919 25,h85

1930 16,185

l9h0 h2,968

19u6 269,u22

rapidly to a temporary peak of $25 billion in 1919. This upward surge

was reversed in a steady decline which reached the bottom of the trough

in 1930 with the debt standing at $16 billion. The debt grew somewhat

during the depression of the thirties, but during the war years tre-

mendous increases in the debt occurred, so that by l9h6 it was almost

$270 billion. In his book on the federal debt, Charles C. Abbott

observes,

Even in 1937 it was beyond the reach of wild imagination to

think of a gross federal debt over 200 times as great as

before world war I. Yet the figure is new around $260 billion

 

28The years of 1890-1910 taken from.the Bureau of the Census,

Historical Statistics of the united States, 1789-19h5, pp. 305-6; the

years l9I6-19h6, taken—from.the Bureau of the Budget, The Federal

Budget”in Brief, Fiscal Year l95h, p. Rh.
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. . . vastly more than the authors of the Fund's (Twentieth

Century Fund) 1937 re ort thought the government's credit

could possibly beameg

By 195% the debt was pressing against its statuatory limitation of

275 billion so that a temporary increase of $6 billion ending June 30,

1955 was passed by Congress.30

The basic cause of the debt growth was the deficit financing of

the federal government. During the five-year war period, the govern-

ment spent 323 billion dollars out of an aggregate of $833 billion.

In the year of 19h5 government spending accounted for almost fifty per

cent of total spending. These great government expenditures were in

large part financed by borrowing on an unprecedented scale. Of the

$323 billion spent by the government, taxes received were $133 billion,

leaving a deficit of $190 billion.31 In discussing the debt, Abbott

points to the tremendous impact it has on society, bringing out that

its effects are felt in many ways and in many sectors of the economy,

that its management can affect the course of business and hence the

level of income and employment.32 From the point of view of this study,

the increase in the debt, bringing with it large government interest pay-

ments, makes the treatment of these payments of vital concern in making

reliable estimates of aggregate income.

 

 

29Charles Cortex Abbott, The Federal Debt, Structure and Impact,

p. vii.

30 .
Office of the Secretary, United States Treasury Department,

Treasugy Bulletin, October, l95h, p. 15.

31Abbott, pp; cit., pp. 12-13.

32Ibido, PP. 3"“.
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C. Taxation

So far, this chapter has reviewed the role of the government from

the expenditure side. Concomitant with growing expenditures are grow-

ing receipts. Total government receipts increased from less than one

billion in 1890 to almost 100 billion in 1953, about a one hundred-fold

increase. The federal government again is the factor most responsible

for this growth. In 1929 federal government receipts, which were only

2.h per cent of the gross national product, had‘become lh.6 per cent of

the gross national product. On the other hand, state and local receipts

remain a fairly constant percentage of gross national product, being

6.7 per cent in 1929 and 6.9 per cent in 1953.33

GOVERNMENT REVENUES FOR SELECTED IEARS:3“

(Millions of Dollars)

Year Total Federal State and Local

1890 965 h03 652

1913 2,326 72h 1,602

1929 11,258 3,80h 7,571

19h5 53,216 u2,h95 11,591

1953 95,900 71,228 27,h89

th only did the amount of taxes expand terrifically from.l89O to

1953, but the general nature of the tax structure made substantial

 

33The United States Department of Commerce, 92; cit., pp. 22-23.

31‘Data for years 1890, 1913, taken from.the Bureau of Census,

Historical Statistics 9; the united States, 1789-l9h5, p. 296; data for

years 1929-1953 taken from the U. S. Department of Commerce, 92; cit.,

Pp 0 170-1 0
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changes. Spahr was quite concerned over inequities existing in the tax

structure at the time he was writing.35 During the 1890's, national

taxation consisted mainly of indirect taxation-~customs and excises on

FEDERAL TAXATION36

(Nullions of Dollars)

Year Individual Income Corporate Profits Indirect Business

1890 0.0 0.0 --

1913 35.0* --

1929 1,323.0 l,22h.0 1,193

1953 3h,095.o 20,281.0 11,0h8

*Includes Individual Income Tax

STATE AND LOCAL TAXATION 37

(Millions of Dollars)

Year Income Indirect Business Sales Property

1929 139 5,810 A39 ha5h3

1953 1,061 18,989 6,186 9,126

tobacco and liquor-~which he felt burdened the poor unduly. There was

no income tax at this time. An income tax provision was attached to the

Tariff Bill of l89h but was shortly declared unconstitutional. In 1913

 

35Charles B. Spahr, The Present Distribution g£_Wealth 32 the

United States, see chapters VII and VIII.

36Data for years 1890-1913 taken from.the Bureau of Census,

Historical Statistics 9; the United States, 1789-19h5, p. 296; data for

years 1929-1953 taken from the Department of Commerce, 32; cit., pp. 170-1.

 

37United States Department of Commerce, op; cit., pp. 170-1.
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the Sixteenth Amendment to the Constitution was ratified and an income

tax passed. Income plus corporation.profits taxes fluctuated around

$2 billion until the United States entered WOrld War II, when these

38
taxes collected over $35 billion in 19h5. The table above shows

that by 1953 these taxes had risen to over $5h billion. Our national

taxes then Show a marked trend toward progressivity, owing to increased

importance of individual income and corporation profits taxes.

0n the other hand, state and local taxation-~of which Spahr was so

proud, as shown by his statement: ". . . we enter the field where the

burdens of taxation are more fairly distributed than in any other

country in the world, Switzerland not excepted,"39 has become increas-

ingly regressive, largely because of the greater use of sales taxes.

In short, in terms of equity the position of federal taxation and state

and local taxation has reversed itself in the period under study.

Taxes introduce many prOblems in national income accounting. Should all

taxes be treated alike? If taxes are not all treated alike, what criterion

can be used to classify them? What taxes, if any, should be deducted from

net national product and national income? Should the growth of government

taxation cause a discrepancy between national income as viewed from the

product side and as viewed from the money flow or income side? These

problems are discussed in detail in a later chapter entitled "Market‘

 

38Bureau of Census, 92; cit., pp. 295—6.

39
Spahr, op; cit., p. 1&6.
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Prices or Factor Costs." At this point it can be Observed that when

the government is small, these problems can well be ignored without

serious distortion of the national income and.product totals; however,

the great growth of taxes makes their proper treatment imperative if

reliable and.meaningful estimates of national income are to be made.

D. Workers Employed by the Government

Perhaps one of the most significant indicators which demonstrates

the increasing economic role of the government is the marked increase

in the number of persons employed by the government. The included

tables clearly demonstrate this growth. In absolute terms, the total

number employed by all governments increases from 1,6h3,000 in 1909 to

9,885,000 in 1953. It is interesting to note the steady and stable

NATIONAL BUREAU OF ECONOMIC RESEARCH, 1930:“0

GOVERNMENT EMPLOYMENT FOR SELECTED YEARS

(In Thousands)

Year Total (All Governments) Federal State and Local

1909 1,643 562 1,080

1918 5,210 3,716 1,163

1922 2,618 882 1,736

1927 2,819 839 1,979

 

hONational Bureau of Economic Research, The National Income and Its

Purchasing Power, p. 361.
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UNITED STATES DEPARTMENT OF COMMERCE, 19511:”1

GOVERNMENT EMPLOYMENT FOR SELECTED YEARS

(In Thousands)

Year Total (All Governments) Federal State and Local

1929 3.18% 827 2,357

1939 6,133 3,273 2,860

19th 17,137 1h,366 2,771

19h9 7,1h2 3,5h8 3,59u

1953 9,985 5,877 A,108

growth of state and local government employment. In contrast, the

federal government growth in employment has been more erratic. This

is largely the result of changing military needs. Two abnormally high

periods of federal employment occurred during WOrld War I and WOrld War

II when, in the peak years of these wars, there were 3,023,000 and

11,365,000, respectively, in the military service.he

Typically, the state and local government employment has exceeded

that of the federal government. until 1936, the only exception was

the period of WOrld war I, but in 1936, work relief rolls mounted to

2,33h,000, which helped to bring the federal government's share of

total government employment to more than half. This situation Obtained

until after WOrld war II with the single exception of the year 1937.1‘3

 

hlUnited States Department of Commerce, g2; cit., pp. 196-7.

heNational Bureau of Economic Research, loc. cit.

1+3United States Department of Commerce, loc. cit.
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By 1953 the trend was for state and local governments to increase their

share of total government employment. In this year state and local

government accounted for forty-one per cent of total government employ-

ment, with the federal government accounting for the remaining fifty-

nine percent. HOwever, it should be noted that these figures are

inclusive of military services. If we exclude the military, we find

that state and local governments account for sixty-four per cent and

the federal government for thirty-six.per cent. These same trends

continued in l95h, leading a Department of Commerce bulletin to observe,

Federal civilian personnel accounted for thirty-two percent

of the October 195% total, and state and local governments

fer the remaining sixty-eight percent. The share of the

Federal Government in total governmental emplo ent was thus

at its lowest level since befOre W0r1d war II. ,

Government employment has increased not only absolutely but also

percentagewise. In 1909, the percentage of all gainfully occupied

people employed by the government was h.39 per cent, exclusive of

military.h5 By 1953, this percentage had increased to 11.6 per cent.

Including the military in the 1953 figure would raise this percentage

to 18.1.1‘6 It thus appears that direct government employment is a

significant part of total employment in the United States.

 

1,

U. S. Department of Commerce, Public Employment in October l95h,

p. 1.

#5

 

National Bureau of Economic Research, Op. cit., p. 362.

l‘6U'nited'States Department of Commerce, op; cit., p. 197.



 



VI. TREATMENT OF THE GOVERNMENT SECTOR

BY THE DEPARTMENT OF COMMERCE

In view of the importance attributed to national income statistics,

national governments entered the field of estimating national income

aggregates quite belatedly. Several conscientious attempts to measure

national income were undertaken by individuals1 in the late nineteenth

and early twentieth century, and the quasi-official National Bureau of

Economic Research made its first study of national income aggregates

in the early twenties. Yet, the first official report on national

income totals did not appear in the United States until l93h. Great

Britain waited until the blitz in 19h1 for her first official estimate

of national income, and it was not until l9h7 that Australia, Canada

and Eire started.making similar estimates.

The first official study of the national income in the United

States was undertaken as a result of Senate Resolution 220, Seventy-

second Congress, first session, which requested that the Bureau of

Foreign and Domestic Commerce prepare

estimates of the portions of the national income originating

from agriculture, manufacturing, mining, transportation, and

other gainful industries and occupations, and estimates of

the distribution of the national income in the form.of wages,

 

1For example, Spahr and King in the Uhited States; Bowley and

Stamp in Great Britain.
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rents, rogalties, dividends, profits, and other types of

payments.

The initial report was published early in 193% as Senate Document No.

12%, Seventy-third Congress, second session.

Since then a number of special bulletins have been issued on

national income statistics. Statistical supplements appeared in 1936,

1938 and 19%2. The next national income supplement was published in

19%7 and was followed with issues in 19%9, 1951 and 195%. The Survey

of Current Business now regularly presents the latest available data

and analyses of the various national income aggregates.

In its treatment of the government sector the Department of

Commerce recognizes that it presents special problems. In its earliest

report, doubt is expressed as to the prOpriety of classifying govern-

ment as a branch of the country’s economic system--

Indeed the motive of immediate profit, which characterizes

private industry, is conspicuously absent from the activity

of the government. But on the other hand, various govern-

ment agencies do perform.an important function in the

economic life of the nation.3

Further elaboration is given to the effect that even when it is not

engaged in such Obvious industrial activities as postal service and

public education and has confined its activity to protection (army,

navy and.police), legislation, etc.,

 

20. S. Department of Commerce, National Income Supplement, 19%?;

See inside cover.

3Senate Document No. 12%, 73rd Congress, Second Session, p. 125.
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we would still have to say that these purely governmental

functions are of real value in the economic life of the

nation, and that they give rise to income which should be

taken into account.

Also, this report specifically includes in its definition of income the

work rendered by government officials as a part of the total work done

to satisfy the wants of the people of the nation.5

Basically, the national income estimates of the Department of

Commerce can be classified as befbre 19%7 and after 19%7. Before 19%7

two independent estimates were made to obtain the product flow and the

income flow, On the income side, the various income payments were

summed to arrive at national income, and on the final product side,

capital fermation and government purchases were estimated separately,

with consumers' expenditures calculated as a residual with no way of

checking one estimate against the other.

The 19%7 supplement was a landmark in national income statistics.

The new estimates were recast into a comprehensive framework of national

income accounting which was designed to provide a systematic picture of

the economic structure and.process in terms of interrelated income and

product flows. All statistical data was revised back to 1929. Also, a

brief explanation of the concepts underlying the estimates was provided.

Until this supplement, data on the rationale behind the treatment of
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items in the estimates was quite fragmentary. HOwever, the 195%

supplement points out that the conceptual framework was explained in

detail for the first time in 1951.6

A. Government Enterprises

The economic role of the government can be divided into the enter-

prise function and the user or taker function. Sincelgovernment enter-

prises are essentially commercial in character, they are not included

in the government sector. These agencies, such as the Post Office and

public power, cover their Operating costs to a substantial degree

through the sale of their goods and services, as opposed to general

government activities, such as universities and parks, which are

financed largely through taxation and debt creation, and only nominally

through fees. HOwever, the distinction is not always clear-cut. Govern-

ment enterprises are consequently included in the business sectgr/ and

the only concern about them here is their hearing on the government

sector.

Even though these enterprises are consolidated with the business

sector, some departures from the standard treatment of business concerns

occurs. The profits of government enterprises are not treated as factor

costsfibut as“; nonTECto; Charge Egainst current output, under the item

of "sUbsidies minus current surplus of government enterprises." There-

fore, government profits are not a part of national income. The cepital

formation of these enterprises is written off as government purchases,

 

6U. S. Department of Commerce, National Income S lement, 195%,

p. v.
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rather than included in gross private investment. And, the profits or

current surplus are calculated without the deduction of either net

interest paid'by them.or of depreciation. Thus, depreciation charges

of government enterprises are not included in capital consumption

allowances and their net interest.payments are not counted in business

net interest payments. The net interest is combined with the net

interest paid by the general government, and the current surplus is

treated as a receipt in the government sector. In this manner the sur-

plus or deficit of general government is consolidated with that of the

government enterprises. ‘FFFFF

The "current surplus" or profits of these enterprises are not

counted as factor costs because of the difficulty of disentangling

them from their subsidy operations, particularly during WOrld War II.

The inclusion of the subsidy losses would have offset part of subsidies

counted as part of national income, and would have run counter to the

general procedure of treating government subsidies as part of total

factor cost. Thus, profits or losses of government enterprises

(calculated without allowance for depreciation) are, in effect, treated

as indirect subsidies and losses, respectively.

Subsidies are counted as a part of the national income in the

form of a business receipt which is necessary to elicit factor ser-

vices. Since the subsidized.products are included at their market

value, they are deducted in reconciling the factor income originating

in the business system with the market value of the business output.
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Before 19%? subsidies were counted as part of the national product,

but were eliminated from.it after 19%? so that the national product

would consistently measure the purchases of goods and services valued

at their market prices. The 19%7 national income supplement points out

that with this definition of national product, "the inclusion of sub-

sidies would involve the artificial assumption that the Government,

in paying a subsidy, is in effect purchasing goods or services."7

Net interest paid by government enterprises was excluded, largely

as a corollary to the decision not to treat their profits as a part of

factor costs. That a meaningful total of the factor costs of’property

incomes can be obtained only if’profits and interest are combined, was

the view held, and it was thought that the inclusion of interest alone

might be misleading.8

Capital formation was combined with government purchases rather

than private investment because the dividing line between capital pur-

chases by g0vernment enterprises and by general government is quite

arbitrary and would require an exhaustive classification of government

purchases of capital goods.9

 

7U. S. Department of Commerce, National Income Sppplement, 12% ,

p. 12.

U. S. Department of Commerce, National.Income Sppplement,‘195%,
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The Department of Commerce states that the main aspect of this

treatment is to avoid the classification of current purchases by

government enterprises as final purchases. Also that this treatment

is Just "a convenient means of disposing of a type of operation that

has not reached quantitative importance in the united States total

income and.product picture."10 In summary, the treatment of the sur-

plus, net interest and capital outlays of government enterprises

results in a consolidated government surplus or deficit which reflects

the receipts and expenditures both of general government and of govern-

ment enterprises.11

The account of the government sector introduced in the 19%7

supplement includes all levels of government--federa1, state and local--

and is treated not as a profit and loss statement, as is the business

sector, but as simply a statement of receipts and expenditures. Since

its expenditures constitute purchases for final products and transfers,

the government is treated essentially as a consumer.12 Thus, all govern-

ment expenditures for goods and services are considered final. It is

also noted that the two-fold measurement of output in terms of product

flows and factor costs is not available fer the government sector of the

economy, and factor cost must be used for both aspects of the value

added by it to the total output. A single measure must be used in

 

lOIbid.

lllbid.

120. S. Department of Commerce, National Income §ppplement, 19%7,
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these instances to depict both income and.product originating, because

there is no sales transaction involving the output produced, as dis-

tinguished from the purchase of the ingredient factors of production

and supplies and materials. Consequently the factor cost measurement

of output in the government sector also conforms to the definition of

final output underlying national income accountings~ the factor ser-

vices purchased, in terms of which output is measured, are not resold.l3

B. The value of the Government Output

Ever since its first national income report the Department of

Commerce has £01lowed the practice of valuing its product at factor

cost. That is,

Tb declare that the actual payments by the government to

labor and capital employed by it measure the net value of

services rendered. Income originating in the field of

government activity is thus equal to the payments to

employees plus interest payments on government debt.lu

It is further noted that all other expenses of the government on supplies,

and so forth, can't be counted in income originating in government any

more than the value of raw materials consumed in private industry are

counted as part of its value product. The 195% supplement continues to

treat the value product of government as the factor costs, but points

to two issues that arise in this connection. One issue is the treatment

 

13U. S. Department of Commerce, Rational Income Sppplement, 195%,

PP. 3h-35. """"'

1%

p. 125.

Senate Document No. 12%, Seventy-third Congress, Second Session,
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of monetary interest and the question of substituting an imputed interest

series for it; and, also, the distinction between employee compensation

and transfer payments.l5

C. Government Interest

In its original definition of the government's value product,

interest payments of the government were considered a factor payment

and hence a part of the national income. As a result of considerable

controversy the Department of Commerce changed its position so that in

its 19h? national income supplement it was excluded from.the national

income aggregate and considered a transfer payment. The Department of

Commerce rationalized its new position on the grounds that the bulk of

the government debt was created to finance wars and current expenditures,

and that interest paid on this debt does not represent currently produced

goods and services or the current use of economic resources. Further-

more, the inclusion of government interest as part of the national

income would distort a comparison between the pre-war and post-war

volume of production.16

This treatment of government interest payments has been continued.

In its 1951 supplement the Department says, "In no common sense use of

the term can interest payments on such debt be taken to represent cur-

 

15U. S. Department of Commerce, National Income Sggplementz l95h,

p. 53.

16

p. 11.

U. S. Department of Commerce, National Income Supplementz 19h},
 



  



8O

rently produced goods and services or the current use of economic

resources."17 It is further Observed that government interest payments

are not regarded as measuring value added to output by government, be-

cause they are subject to fluctuations which in any common sense notion

could not be regarded as representing corresponding changes in the value

of current production.18 The l95h supplement reiterates these arguments,

and stresses the artificiality of the inclusion of government interest

payments in the national income.19

The question also arises as to whether an allowance or imputation

should be made for the services of government-owned.property'by the

imputation of a rate or return to it somewhat analogous to the imputation

or a return to owner-occupied homes in the business sector of the economy.

The 19h? supplement simply states that it would.be "highly questionable"

that interest paid on debt incurred to acquire government capital would

provide an.appropriate measure of sueh.imputed income an.d.prod.uct.‘2O

In 1951, a more detailed explanation was given. No imputation is made

for government-owned.property "because the conceptual and statistical

bases fer making a realistic and useful imputation are absent."21 The

 

17U. S. Department of Commerce, National Income Supplement, 1251,

p. 27.

lBIbid., p. h8.

19U. S. Department of Commerce, National Income §Epplement, 195%,

p. 5h.

20U. S. Department of Commerce, National Income Sppplementl 19h7,

p. 11.
' '“‘ "“'

21U. S. Department of Commerce, Rational Income Sppplement, 1251,

p. hB.
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rationale is continued by noting that in the case of imputed rentals,

there is corresponding rentals on the market by Which to establish

these imputations. For the government, no similar marketébased infor-

mation can be obtained for the bulk of the government preperties such

as the rental value of a highway system or of the Tennessee valley

Authority. Thus, without a realistic market evaluation of similar

properties, the net return to government property would have to be

determined by

estimating the total value of government real capital assets,

segregating the part which is deemed to be in productive use,

and then applying a rate of return to reflect the value added

by the property. Clearly, each of these steps would be highly

speculative, and a measure of imputed return useful in realistic

analysis would not be likely to result.22

This statement is repeated in the 195k supplement.23

D. Employee Compensation versus Transfer Payments

It has been stated above that the value product of the government

is confined to factor costs. Since the elimination of government

interest payments, the value added by government is limited solely to

payments for services of the labor factor. With the disposition of the

issue of excluding interest and of substituting an imputed series for it,

a further issue on the distinction between employee compensation and

transfer payments must be considered. In its 1951 national income

supplement, the Department of Commerce first defines employee compensa-

tion as the return for rendering current productive service, while no

 

22mm.

23U. S. Department of Commerce, National Income Sgpplement, 19Sh, p. 5h.
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such service corresponds to transfer payments. However, since the

productivity of services is hard to determine, the Department counts

as employee compensation, payments made fer the current performance of

work. But even this criterion of "current-workeperformed" does not

always provide a clear-cut distinction.between transfers and wages and

salaries, since it is not always possible to say whether a specific

payment is made for the current work that is performed or for other

reasons. Fer example, allowances fer soldier's dependents are of this

type, and the decision was made to classify them as employee compensa-

tion. However, terminal leave payments, bonuses and other deferred

payments such as the "G. I. Bill" to members of the armed.forces were

considered transfers, as they were disbursed at a date far removed

from the time the service was performed. It is argued that to count

these payments as employee compensation would necessitate allocating

them.over the past years on an accrual basis, a course which seemed

artificial and would have involved continuous revisions of national

income and.product estimates fer the war period.2h The position of

the 195k supplement is the same as above.25

It was not until the revision in the 19h? supplement that allow-

ances to dependents of mdlitary personnel began to be counted as part

of the national income. Another revision was the decision to include

 

2hU. S. Department of Commerce, National Income Sppplement, 1951,

PP o h7‘8o

25v. s. Department of Commerce, National Income Sggpiament, 195k,

Pp o 53")4'0
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the Government's contribution to military life insurance funds as in-

come. The reason for these changes was to make the measurement of

military income conform more closely to the measurement of income for

civilian labor. Bonuses and other deferred payments, although similar

in many respects to other items in the national income, were excluded

because the timing of the payment was not synchronized with the per-

formance of the military duty, and it therefore seemed best to treat

them as transfer payments. Another revision made at this time was to

remove military retirement pay from.the national income and.product

and classify it as a transfer payment.26 Military retirement pay has

continued to be treated as a transfer item.27

The Department of Commerce has been consistent in its treatment of

relief payments. Direct relief was excluded from national income on

the ground that although these payments represented personal income,

they were more in the nature of transfers rather than rewards for

services rendered in the productive process. On the other hand, work

relief wages are included with other salaries and wages on the ground

that the value of works projects is commensurate with the cost of the

projects, as with other functions of the government.28 The 1951 and

 

26H. S. Department of Commerce, NationalMW}2_,

p. 12.

27
U. S. Department of Commerce, National Income Sppplement, 1921,

p. 201, and U. S. Department of Commerce, National Income Sppplement,

l9§&, p. 212.

28U. S. Department of Commerce, Monthly Income Payments ip’phg

United States, 1929-19ho, pp. 6-7.
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195h supplements continue this treatment of direct relief and work

relief payments.29

E . Social Insurance

Both employee and employer contributions to social insurance funds

are included in the compensation of employees and hence are a part of

the national income. The employers' share is considered a supplement

to wages and salaries, and the employees' share as a part of them.

The reasoning of the Department of Commerce is that these taxes are a

necessary element in the cost of hiring labor and are therefore a part

of the factor costs. A further argument is given that they reflect a

benefit received by the employee in the wage bargain, and consequently

are a part of employee compensation.30 The benefits paid.by the funds

are considered transfer payments by the government. Social security

taxes are direct taxes or they may be looked upon as income accruing to

individuals, with the time of payment differing from that of its

accrual, with the government acting as administrator of the fund.

Although social security taxes are included in national income, they

are deducted from national income to arrive at personal income, and

 

29H. S. Department of Commerce, National Income Sppplement, 195*,

pp. M7, 201; U. S. Department of Commerce, National Income Sppplementz

l9§h, pp. 53-5h, 212; and Milton Gilbert and Dwight Yntema, ‘National

Income Exceeds 76 Billion in 19h0," Survey 23 Current Business, June,

l9h1, p. 13; Senate Document No. 12h, 73rd Congress, Second Session, p. 2.

30U

 

 

. S. Department of Commerce, Rational Income Sppplement, 195h, p. 33.
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disposable income is net of all taxes. The Department of Commerce has

held this position on social insurance contributions since 1936.31

F . Imputations

Imputations are made for wages and salaries paid in kind to govern-

ment employees. In its handling of its most important imputation, food

and standard clothing issued to members of the armed forces, the

Department of Commerce has revised its position several times. Milton

Gilbert, writing in l9h3, explains that subsistence of the armed forces

was dropped from factor incomes partly because of "the consternation and

amazement" its inclusion caused the non-technical users of the data, and

consequently, by changing its treatment, would conform.more to the pop-

ularly accepted notion of a consumer expenditure; and, for a more fun-

damental reason, made the change because its inclusion seemed to imply

that this single adjustment made comparable the valuation of war and

'civilian use of the factors or products.32

In l9h7, income in kind received by the armed forces was again

included in national income and.product. Income in kind is the value

 

31U. S. Department of Commerce, National Income Sppplement, l9h7,

p. 7; U. S. Department of Commerce, National Income Sppplement, 1955,

p. 56; Gilbert and Yntema, pp; cit., p. 13; Edward F. Denison, "Report

on Discussion of National Income Measurement," Conference on Research

in Income and Wealth, vol. 10, pp. 12, 16-17; U. S. Department of

53mmerce, Monthly Income Paypents ip the United States, l929-l9h0, p. h.

 

 

32Milton Gilbert, "U. 5. National Income Statistics," Economic

Journal, April, 1913, p. 80.



  



of food and.personal clothing issued to the armed forces. This change

is defended on the ground that it would make the measurement of

military income conform.more closely to the measurement of income for

civilian labor.33 The 1951 and 195k supplements continue this inclu-

sion. It is further noted that only standard or personal clothing is

included, and not special clothing and equipment. Also, rental value

of shelter is not allowed for.3h

While imputations are made for wages and salaries paid in kind,

none are made for transfer payments or subsidies. The reason is that

there is a lack of generally accepted procedure for making imputations

and that complications can arise from their introduction. For example,

if the services of employees in the administration of relief’programs

were to be counted as income, the government employees rendering the

services classified as transfer payments in kind would end up being

classified in the personal sector as household employees, that is,

after all the accounting entries were made. In addition, in the nation-

a1 income and product account, personal consumption would be raised and

government purchases lowered by the amount of the imputed transfer pay-

ments.35

 

33U. S. Department of Commerce, National Income Sppplement, 1945,

p. 12.

31‘U. S. Department of Commerce, National Income §ppplement, 1251,

pp. h8-h9; and U. S. Department of Commerce, National Income Sgpplement,

lgfih, pp. 55~56. '

35Ib1d.
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G. Taxes

In the measurement of the national product, market prices are

used, which means that indirect business taxes are included in the

value of national output. While net national product at market prices

includes all taxes, national income at factor cost depends upon the

definition of indirect business taxes and on assumptions about shift-

ing of taxes. Indirect business taxes are defined as those taxes

(other than social security) that are chargeable to current cost by

business enterprises; and personal taxes are taxes paid by persons

and are not chargeable in this way. Since this definition does not

make clear the position of sales taxes, they are specifically desig-

nated as indirect business taxes, whether they are included in the

sales price or paid separately by the consumer. This decision was made,

"because it is thought to be more meaningful from the standpoint of

studying market behavior."36

The Department of Commerce also argues the proposition that all

taxes which are closely tied to consumer purchases, such as automobile

licenses and registration fees, be classified as personal expenditures

and indirect business taxes, on the ground that the payment of these

taxes is a determinant of consumer choice; but the Department rejects

this proposal because it would raise difficult problems of classifica-

tion.37

 

360. S. Department of Commerce, National Income §ppplementz l9§&, p. 55.

37Ibid.





While indirect business taxes have always been treated as non-

factor charges and business income measured net of them,38 the Depart-

,ment of Commerce changed its handling of corporation income taxes in

l9h7. In 19h? it was decided to include them in the national income

so as to more accurately reflect factor costs of current production.

The rationale behind the inclusion of corporate taxes rests on the

incidence of these taxes. The assumption is made that indirect business

taxes are completely shifted forward, while corporate income taxes can-

not be shifted. It is recognized that this assumption is open to

question, but that the weight of statistical and theoretical evidence

indicates that changes in corporate profits taxes affect profits after

taxes more significantly than.prices of output. For example, the high

rate of corporate taxes taken during the war was reflected in substan-

tial reduction of income to stockholders. It is further argued that

they must be included.because of the carryeback and carry-ferward

provisions which make each year's taxes partly dependent upon events

in other years, making profits after taxes increasingly arbitrary, and

necessitating the use of profits befbre taxes as part of current pro-

duction costs.39

 

38Milton Gilbert, "War Expenditures and National Production,"

Survey 2; Current Business, March, l9h2, p. 10.

390. S. Department of Commerce, National Income Sppplement, 19h7,

pp. 11-12.
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The l95h supplement reaffirms this position on incidence. It

notes that since national income is supposed to measure output in

terms of costs or incomes of the factors of production, it should

change only if the amount of factor services or their rate of’pay

changes, and not simply because of changes in tax rates. If the above

assumption on incidence is correct, then corporate income taxes must

be included and indirect business taxes must be excluded from.national

income, as mere changes in tax rates will not be reflected in the

national income total.h0

 

“GU. S. Department of Commerce, National Income Sppplementz 1223,

p. 33.



 

 

 



VII. GOVERNMENT INTEREST PAYMENTS

The treatment of government interest payments has been the source

of considerable controversy among economists. The need for treating

these payments properly becomes apparent when their extensive growth

is taken into account. Government interest payments which amounted to

only $96 million or roughly .3 per cent of national income in 1909:1

had by 1953 increased to over $5 billion or about one and one-half per

cent of the national income.2 Consequently, the decision to include

or exclude government interest payments will have a marked effect on

the national income and product totals which are presumed to reflect

economdc welfare.

The exclusion or inclusion of interest payments in the national

income totals depends on whether they are classified as transfer pay-

ments and thus excluded; or as income payments which comprise a part of

national income. General agreement exists on the meaning of a transfer

payment--it is a payment for which no return in the form of factor ser-

vices is rendered. Earl Rolph.points out that this is the generally

.held notion of a transfer payment even though it may be stated in other

terms such as, "no specific quid for the Specific quo rendered" or as

 

lFigures derived from The National Bureau of Economic Research,

Income ip Egg United States, vol. II, pp. 220, 222.

2Figures derived from the United States Department of Commerce,

National Income, lggg Edition, pp. 212, 162.
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a payment for which there is a failure to "enhance the production of

economic values."3 The Department of Commerce also uses this defini-

tion in its national income studies.h

While the meaning of a transfer payment has thus been clearly

established, it is not so clear whether government interest payments

should be classified as income or transfer payments. This classifica-

tion depends on whether government interest is a payment for a service

currently rendered or not. If it is, then interest payments are income

payments and must be included in the national income. If no service is

currently received in return for interest paid, then interest payments

must be considered transfer payments and excluded from national income

totals. The debate centers on the imputation of a yield, interest or

rent, on the real capital owned by government, such as administrative

buildings, roads, etc., and used in carrying out its functions; and

secondly, whether interest payments on war debt should be excluded.

A. Review of British, Canadian, and Australian Treatment

of Government Interest Payments

Official British statistics are based on the conept that war debt

is unproductive and consequently interest payments on such debt are

classified as transfers. However, only interest payments on central

government debt are excluded. This position is defended on the ground

 

3Earl R. Rolph, £133 Theogz 93 Fiscal Economics, p. 58.

1"United States Department of Commerce, op. cit., p. 53.





that most of the central government debt does not reflect currently

existing assets while local debt does.5 The Canadian treatment is

more thorough than the British in that it attempts to distinguish

between.productive and unproductive central government interest pay-

ments so that part of the debt which was incurred to finance existing

real assets (in wartime this would include war plants) would be con-

sidered productive. Interest payments on this part of the national

debt would.be included whereas all interest payments on central debt

would be excluded under British methodology.6 Colin Clark who also

rules out interest on war debt states, "However, interest on a national

debt incurred for productive purposes, or on a municipal debt, should

be reckoned.as part of national income . . ."7 Stone would include

government interest on.productive but not on unproductive debt.8

Keynes, Hicks, and Bowley would exclude interest on the national debt.9

Thus, there is complete conceptual agreement above that interest on

 

5Carl s. Shoup, Princpples 23 National Income Anal sis, p. 28h.
 

6Richard Stone, Measurement pf National Income and.§xpenditurez

'3 Review pf Official Estimates pf Five Countries, p. 280.

  

 

7Colln Clark, National Income and Outlay, p. 10.

aRichard Stone, "Two Studies on Income and Expenditure in the

United States," Economic Journal, April, l9h3, p. 62.
 

9thn M; Keynes, "The Concept of National Income: A Supplementary

Note," Economic Journal, March, 19h0, p. 61; J} R. Hicks, "The

valuation of the Social Product," Economics, December, 19h0, p. 116.





93

productive debt is an income payment while interest on unproductive

debt is a transfer payment. Only a minor technical difference in the

method of determining productive and unproductive debt exists. The

remarkable accord among these authorities is easily understood since

it is apparently based on the reasoning of Pigou.lo

B. Review of American Treatment of Government Interest Payments

In 1922 the National Bureau of Economic Research defended its

inclusion or interest on war debt on the ground that the "advantage to

taxpayers of being allowed to postpone the time of payment was evidently

felt to be real enough to make them willing to pay money for the privi-

lege. Furthermore, if the taxpayers feel that the privilege of'post-

poning the assumption of their respective shares of the burden is not

worth the interest charge, they always have the option of paying off

the debt."11

Originally, the united States Department of Commerce included all

government interest payments in its national income totals. It argued

vigorously that government interest payments were not a draft upon the

economy, that creditors of the government were contributing a service

to the government for which they were being paid.12 In 19h7, the

 

10 ,
Colin Clark, op. cit., p. 9; Milton Gilbert, 'United States

National Income Studies," Economic Journal, April, l9h3, p. 81

11National Bureau of Economic Research, 2p; cit., p. 13.

12Senate Document No. 12h, Seventy-third Congress, Second Session,
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Department of Commerce changed its position to exclude government

interestipayments from.the national income totals although interest

on consumer and'business debts continued to be included. This change

was defended on the grounds that since the bulk of the government debt

was created to finance wars, "interest on such debt does not represent

currently produced goods and services or the current use of economic

resources."13

In its l95h National Income Supplement, the Department of Commerce

contends that government interest payments fluctuate without correspond-

ing changes in the value of current output and should therefore be

excluded from national income and.product totals. However, the Depart-

ment would be perfectly willing to include an imputation for govern-

ment-owned.property such as the highway system.and the T.V.A. but omits

any such figure because the methodology involved in attaining such an

estimate would result in a figure which would be highly speculative.lh

In brief, the Department of Commerce excludes all government interest

payments but would include interest payments on debt incurred to

finance the existing real assets of the government if it were feasible.

Most.American economists feel that the distinction between debt

incurred for productive purposes and debt incurred for unproductive

purposes the prOper one, with interest payments on the former comprising

 

13United States Department of Commerce, National Income Sppplementz

12%], p. 11.

1“United States Department of Commerce, National Income Sppplementz

lgSh, p. Sh.
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a part of national income and interest payments on the latter to be

excluded. For example, Gerhard Colm insists that interest payments

on productive debt even if incurred for non-liquidating purposes such

as roads forms a genuine part of national income; but interest on war

debt should be excluded as no compensating item exists in the social

product of the period. The problem of distinguishing between productive

and unproductive debts leads Colm to propose that the entire Federal

Debt be considered unproductive and that interest on state and local

debts be considered as paid for productive investments in a fashion

similar to the British.ls M. A. Copeland also accepts the division

into productive and unproductive debt but calls Colm's proposal arbi-

trary. Instead he suggests that government prOperty income should be

put on an imputed basis, i.e., a constant rate of return should be

applied to the estimated value of tangible wealth owned by the govern-

ment. Admitting the problems involved in such an imputation he states,

"But the possibility of making socurate estimates of a theoretically

untenable item is not an argument for substituting it for a tenable

"16
item that can be estimated only roughly. In addition to Copeland,

L. R. Klein, C. C. Means, and Carl Shoup feel that an imputed interest

 

1'5Gerhard Colm, "Public Revenue and Public Expenditure in National

Income," Studies _i_n Income and Wealth, vol. I, pp. 197-8.

15M. A. Copeland, "Concepts of National Income," Studies _i_n Income

and Wealth, vol. 1, p. 28.
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on.productive government debt would result in a more meaningful

measure of national income, particularly as a measure of‘welfare.l7

Others, such as Haberler and Hagen, have expressed similar views.

They contend that interest payments should be included only as far as

they represent payments for the current use of a factor, and that

factor must be physical capital. They suggest, however, that it might

be less misleading to omit interest payments than to use the rough

British method or to try to make an imputation by epplying a rate of

18 Thus, ever since 19h?interest to the value of government capital.

when the Department of Commerce excluded government interest payments

from national income totals there has been strong agreement on the

conceptual problems involved in the treatment of government interest

payments by both the British and the Americans.

However, two extremists have taken opposing views on this matter.

On the one hand, Simon Kuznets would include all interest payments as

consisting of income payments while, on the other hand, Earl Rolph

would consider all interest as transfer payments.19 In 19h1 Kuznets

 

17L. R. Klein, "National Income and Product of the united States

1929-50, Review of Document from U. S. Department of Commerce," American

Economic Review, March, 1953, pp. 122-3; G. C. Means; Lauchlin Currie and

R. R. Nathan concurring, "Problems in Estimating National Income Arising

from.Production by Government," Studies in Income and wealth, vol. II,

pp. 288-9; Carl Shoup, gp_ cit., p. 281.—

18Gottfried Haberler and Everett E. Hagen, "Taxes, Government

Expenditure, and National Income," Studies ip Income and‘Wealth, vol. 8,

Pp 0 22-1".

19

Simon Kuznets, "National Income," Readings_in the Theogy_of Income

Distribution, p. 13; Earl R. Rolph, The Theo§y_of Fiscal Economics, p. 60.





noted that government activities contribute much to the satisfaction

of the needs of a country and, therefore, their inclusion in national

income and.product is necessary in order to arrive at proper totals.

However, he continues, doubts arise in the case of interest payments

on war debt which.many exclude on the ground that no productive service

is rendered for these payments. He answers, "If capital invested in

industrial plants is productive, why not capital sunk in the preserva-

tion of the country's economic system.or in securing to it economic

privileges that affect the welfare of all enterprises or inhabitants?"20

He draws a parallel between governments and corporations with respect

to their policies on economic welfare, financial structure, and debt.21

In l9h8, Kuznets reaffirms this parallelism by observing that corpor-

ations pay interest in years when completely inactive justifying this

procedure in terms of the resources in question being essential to its

Operation which is also true of the government. That "In the long run

governments continue to pay interest on debts only if society recognizes

that such loans are indispensable to the functioning of the economy.

Governments that lose wars rarely keep up interest payments on their

debts."22

 

QOSimon Kuznets, National Income and Its Composition, p. 31.
 

21Ibid.

22Simon Kuznets, "National Income: A New Version," Review of

Economics and Statistics, August 19h8, p. 159.
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Earl Rolph argues that all interest is a transfer because of the

nature of debt. He points out that the community‘s assets would remain

unchanged if all debts were wiped out and that a person who holds a

mortgage receives an income, not because he is selling a service to

the borrower, but merely because he owns something. And, that "If

every piece of wealth and every human being were owned without encum-

brance, there would be no contractual transfers."23 Furthermore, the

presumption that both parties are better off is irrelevant. "Any

implicit assumption that the lender is doing the borrower a special .

favor in lending money has little basis in fact." To substantiate this

point he notes that banks are careful of credit standings and, therefore,

are not granting favors. For Rolph, the only relevant aspect of the

use-of-money is the claim that a service is performed'by debt holders

for which interest is paid. He refutes this claim on the grounds that

one asset is exchanged for another which is a capital transaction and

at
not an income transaction.

E. Evaluation

The above summary shows strong agreement in that interest on

'productive' debt is considered.bona fide income by every one except

Rolph, while interest on 'unproductive' debt is considered a transfer

payment by every one but Kuznets and the early work of the National

 

23Earl Rolph, g2; cit., p. 62.

2%81‘1 ROlPh, .91.- Cito, Po 6h-50
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Bureau of Economic Research. In order to evaluate this thought it is

essential to know the general nature of an interest payment. Interest

is the price paid for the use of funds, and like any other price, it

will not be paid unless the borrower feels that the price is worth the

advantage of having funds now in exchange for future debt. The lender

will not supply the funds unless the price will yield him as much satis-

faction as could be derived from alternative uses of the funds.

It does not matter whether the funds are wanted for consumption,

for investment, or for government expenditures. In any case the lender

is rendering the borrower a service which is paid for by an interest

payment. The consumer who buys a car on time finds it to his advantage

to do so. The lender enables him to have a car now. While the interest

payments plus principal may be distasteful, they are not nearly as dis-

tasteful as doing without a car; or, if the buyer had available funds,

alternative uses of them.might induce him to finance his car. (Inci-

dentally, this is the only type of interest payments on consumer debt

included by the Department of Commerce.)25 The investor borrows because

of the expected increase in productivity and income through the use of

borrowed funds. Whether the funds are to be used in mining, manufactur-

ing, farming, etc., these funds will be borrowed only as long as the

expected increase in productivity is great enough to compensate for the

price paid for them. The lender then is rendering a service to the

 

25United States Department of Commerce, National Income Sgpplement,

1951+: P0 99-
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investor for which he is willing to pay. Similarly, the government

borrows when it is to its advantage to do so, with the bondholders

rendering the government a service for which they are paid.

There is considerable reluctance to accept the idea that an in-

terest payment is a payment for a service. This is true whether the

individual, the firm, or the government does the borrowing. Ingvar

Ohlsson states, "If borrowing fer purposes of consumption increased

income this would, according to this way of looking at the matter,

increase the value of the national product. This seems rather absurd."26

As has been noted above, consumer loans do lead to increased satisfaction,

i.e., income. Rolph, as mentioned above, does not recognize that banks

are yielding a service when in fact through collecting the community's

savings and lending them.they are providing a very useful financial

service.27 Savers and investors which are to a large extent different

groups of people are brought together through the medium of the bank.

He also argues that a loan is a capital transaction with one asset

being exchanged for another and not an imcome transaction. But this

is also true of any transaction--the total service yielded by a car or

ice cream.cone does not occur at the instant of purchase. Since our

definition of ultimate income is net satisfaction any service yielding

satisfaction is income, therefore, since interest is a payment for a

service yielding satisfaction, it is income.

 

26Ingvar Ohlsson, 92 National Accountipg, pp. 169-1.

27This chapter, pp. 98—100.
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Much of the difficulty in recognizing interest as a payment for

a service comes about because a service, particularly a financial one

is intangible and difficult to perceive. Thus, the Department of

Commerce Speaks of government interest payments fluctuating without

corresponding changes in output.28 Gerhard Colm in discussing the

problem of war debt interest feels that if this interest is included

the sum of incomes will be greater than the sum of consumers' and

investors' goods plus government services since, "there exists no

compensating item in the social product of the same period."29 Also,

here Colm does not recognize that services would also increase by the

amount of the interest payment. Kuznets , in continuing his parallelism

between the corporation and the government says, "The current paradox

that an increase in government loans would, if payments on such loans

are included in national income, serve to raise national income pre-

sents no puzzling aspects if it is realized that a rise in indebtedness

of private industry would similarly raise the volume of national income."30

And furthermore Milton Gilbert claims that excluding government interest

payments is reminiscent of the notion that a service is non-existent

because it is intangible.3l

 

28This chapter, p. 9%.

29001121, 9p; cit., p. 198.

30Simon Kuznets, "National Income," eadi_pgs ip gig Theopy __f_

Income Distribution, p. 13.

3lMilton Gilbert, "United States National Income Statistics,"

Economic Journal, April, l9h3, p. 82.
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When the united States entered the second world war it was inter-

ested in preserving the capital of the nation and the American way of

life. Government expenditures on an unprecedented magnitude were

necessary. The government had two main alternatives available to finance

these expenditures-~to tax or to borrow. From l9hO to 19h5 the gross

federal debt grew to a terrific $279 hillions.32 Why didn't the govern-

ment finance its growing expenditures through taxation and avoid this

huge debt? If it had done so the effect on the productive effort of

the nation would have been devastating. Colin Clark asks, "How high

can taxes rise without economic trouble?" And, "Is there a discoverable

point where the burden of taxes becomes insupportable--or supportable

only by such means as inflation?"33 His answer is that "the safe

political and economic limit of taxation is somewhere near 25 per cent

of the national income."3h On examination, taxes as per cent of national

income ran about 25 per cent in l9hl and reached about 29 per cent in

the years of l9h3 and 1945.35 At the same time, government expenditures

as per cent of national income ran over 50 per cent in the years of

 

32Board of Governors of the Federal Reserve System, Federal

Reserve Bulletin, NOvember, 195%, p. 1182.

33Colin Clark, "The Danger Point in Taxes," Readings ip_Economics,

edited by Paul A. Samuelson, Robert L. Bishop, John R. Coleman, p. 75.

3thid., p. 78.

35Figures derived from the Uhited States Department of Commerce,

National Income Sppplement, lg5h, pp. 171, 163.
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l9h3, l9hh, l9h5.36 To have financed this rate of expenditure through

additional increases in the rate of taxation would have had serious

detrimental economic and.political effects If this were not true

there would have been no reason to pay bondholders for their service.

Just as it was to the nation's advantage to create the debt, it

is to its advantage to continue the debt. As the National Bureau of

Economic Research points out, if the taxpayers do not feel the privilege

of not paying off the debt is worth while, they can always pay it off.37

Hewever, Denison.protests that the "privilege of not paying off the

debt cannot legitimately be considered a product; or viewing the prob-

lem from the income side, that the funds lent to the national govern-

ment are not used in production."38 On the other hand, Milton Gilbert

asserts that,

Interest is paid in the current year because the community

considers it more convenient to do so than to pay off the

debt. By giving Government the use of his money for the

current year, the bondholder renders a service, and through

use of the money the Government receives a service. That

service should be counted in national product, and the in-

come derived from.rendering it counted in the national

income.

While lending does not have to be confined to production for a service

 

36I‘bid., pp. 173, 163.

37This chapter, pp. 3, h.

38Edward F. Denison, "Report on Tripartite Discussions of National

Income Measurement," Studies in Income and'wealth, vol. 10, p. 9.

39Milton Gilbert, 92, cit., p. 81.
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to be rendered, government interest payments could'be defended on these

grounds. Kuznets states that the exclusion of debt interest depends

upon an "identification of a debt with a specific tangible capital good

and upon failure to recognize that the input of any resource-factor

cannot be properly measured except within the complex of all the factors

that in combination yield a final product."1+0

Furthermore, the alternative to the debt's continuance is its

retirement. The debt has not been retired because the nation has

found it inadvisable to do so. The process of debt retirement by

orthodox means would require a budgetary surplus. The deflationary

effects of such action on.production and income would be so serious

that no steps toward its retirement have been taken despite all came

paign promises to the contrary.

NOt to be overlooked is the fact that the debt services the

economy with the bulk of its money supply. Total money in circulation

increased from $7.6 billions in 1939 to $30.7 billions in 1953, while

at the same time the U. S. Securities held by the Federal Reserve Bank

hl much of this increaseincreased from $2.6 billions to $27.1 billions.

in the money is attributable to the increase in this part of the Reserve

Bank Credit. Even though this type of financing resulted in the evils

of inflation, we noted above that this evil was less than its alternative

 

hoSimonKuznets, "National Income: A New Version," Review of

Economics and Statistics, August, 19h8, p. 159.

hlBoard of Governors of the Federal Reserve System, ibid., pp. 1163,

1156.
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of higher taxes. Furthermore, retirement of the debt would retire the

money supply with its consequent detrimental effects on production and

income.

Also much of the reasoning on the war debt depends on the implicit

assumption that borrowed funds finance the war. The government takes

its revenues from.both taxation and borrowings and uses them to finance

both war expenditures and expenditures for roads, etc. It does not ear-

mark its borrowed funds and allocate them to its war expenditures. In

view of the paramount position of these expenditures it could be con-

tended that they would be financed largely through taxation and that

the government borrows to finance the residual and also its expenditures

for roads. On these grounds much less of the debt could be considered

’unproductive.’ However, as Milton Gilbert says, "The origin of the

debt, however, seems to me to be wholly irrelevant. Interest is paid in

the current year because the community considers it more convenient to

do so than to pay off the debt."1+2 After examining all the above argu-

ments, it becomes apparent that interest is a payment for a service

which is not always perceived because of its intangibility, but since it

is a payment for a service it is true income and therefore should.be

counted in the national income and.product totals.

Even though interest payments represent true income and should be

counted in national income and product totals in terms of a welfare

 

thilton Gilbert, 92; cit., p. 81.
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index, it might well be argued that the amounts involved are insignif-

icant. Undoubtedly, the absolute totals themselves are meaningless

when such large omissions as the services of the housewives, pain costs

of work, etc., are considered. Therefore, it is changes in these totals

that are the significant thing. Thus, if government interest payments

are consistently included or excluded, probably little harm is done

their ability to measure changes in welfare. However, sharp changes

in the proportion of national income going into interest payments would

result in impairment of this capacity if these payments are excluded,

whereas if they are included no such impairment would occur.



  



VIII. THE INTERMEDIATE PRODUCT OF GOVERNMENT

According to the welfare criterion, national income or net product

is equal to the total production of consumer goods and capital goods,

since both lead to satisfaction, i.e., welfare, either immediately or

in the future. As noted in Chapter I, production takes place in both

private and government spheres. This chapter is concerned with that

part of government product that is intermediate, i.e., government ser-

vices to business which if counted as both government product and as

part of the product of business would result in double counting. It

is only net product that corresponds to social welfare.

The problem.of eliminating the intermediate product of government

is essentially one of classification-eputting a label on government

intermediate product and government fina1.product with only the latter

being included in national income and.product totals. The government

spends its money for transfer purposes and for purchases of goods and

services. While it is common ground that transfer payments do not form

a part of the nation's income and should be excluded from.it, that part

of government purchases of goods and services that is intermediate product

and should be excluded is the subject of much controversy. In seeking a

solution for the removal of government intermediate product several

approaches are used which will be discussed below.
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A. The Specific Approach

Under the specific approach each item is examined individually and

a classification decision made as to whether it is a part of the govern-

ment product. that is final or intermediate. Kuznets maintains that this

approach is the only theoretically acceptable one.1 However, in practice,

most authorities are well aware of the subjectiveness involved in the

process. Many authors have expressly stated their trepidations con-

cerning the arbitrariness involved in the process of enumeration. For

example, Kuznets says, 'no classification of government activities and

expenditures by business or ultimate destination can properly be made."2

. . . it will of course be impossible exactly to allot the

costs to production and consumption. . . . frequently we

must be satisfied with establishing the fact that costs are

common, and that they can only be allotted to producers and

consumers on some conventional basis. The main point is

then to follow some definite, though arbitrary, principle.3

Others also decry the lack of a criterion for distinguishing intermediate

from final product. J. R. Hicks observes that awe have no reliable cri-

terion by which to distinguish that part of output of public services

‘which is not final output from that which is."h Edward F. Denison

 

1Simon Kuznets, "Government Product and National Income,” Income

and Wealth, Series I, edited by Erik Lundberg, p. 91.

2Simon Kuznets, "Discussion of Colmfis Public Revenue and Expenditure,"

3Eric Lindahl, Einar Dahlgren, Karin Kock, National Income gf

Sweden, 1860-1930, Part One, p. 12.

[Hahn R. Hicks, ”The Valuation of Social Income," Economics,

May, l9h0, p. 115.
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points to the difficulty of the task by saying,

Unfortunately, no one has ever furnished a definitive

criterion by which such intermediate service can be

recognized. This is not surprising since there is no

way of identifying them except by deductive reasoning

Nothing in the way of records can furnish a solution;

Milton Gilbert et al. speaking in defense of the Department of Commerce

argue that conventions must be adopted since no precise line can be

drawn between final and intermediate product simply by observing the

use to which they are put. Hence, arbitrary rules must be applied

and consequently any measure of total production must be somewhat con-

centional.6

0n the other hand, while Gottfried Haberler and Everett Hagen are

in substantial agreement, they are somewhat more presumptious about

solving the problem. They observe that while allocations must be

arbitrary, these decisions "are fewer than is commonly supposed.'7

And later J. R. Hicks claims his wife demonstrated to him that the

classification of public expenditures between intermediate and final

product "was a much less formidable task than I had supposed."8

 

5Edward F. Denison, FReply-to Mbssrs. Copeland, Stine, and

Fabricant," Studies _i_x_1_ Income and Wealth, vol. 1:, pp. 73-7h.
 

éflilton'Gilbert, et a1., ”Objectives of National Income

pp 0 183-h o

7Gottfried Haberler and Everett E. Hagen, ”Taxes, Government

Expenditures, and National Income," Studies in_Income and wealth,

V01. VIII, p. 250

8

 

See Kuznets, "Government Product and National Income," p. 188.
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Perhaps one of the most daring attacks on this classification pro-

blem was that undertaken by R. W: Nelson and Donald Jackson, who, while

recOgnizing the inherent difficulties, felt that the job of classifica-

tion must be done if a definite answer is to be provided.9 But they

state,

If the principles of allocation we have adopted should be

challenged by persons who make radically different basic

assumptions, or who have contrary philosophies of government,

it is likely that a hopeless impasse must ensue-an impasse

from which there is no escape either by compromise or by

appeal to any objective standards. In the face of a challenge

to our own position, we can only say in its defense that to us

it seems logical and reasonable-a contention, however, that

is not likely to convince the critic.1

The principles of enumeration used by Nelson and Jackson are conse-

quently quite arbitrary. General government expenditures-Army and Navy,

courts, etc.-are apportioned on a fifty-fifty basis between consumption

and production on the grounds that each member of the body politic is a

dual personality, a consumer and a producer. In apportioning highwey

benefits, gasoline ccnsumption was accepted as the measure of use. In

the allocation of educational expenditures they accepted the popular

doctrine that education is primarily consumption but gave token recogni-

tion.to possible utilitarian motives by the allocation of one and three

per cent respectively to farm and urban intermediate product.

 

9R. W. Nelson, and Donald Jackson, |'Allocation of Benefits from

Government Expenditures," Studies in Income and lealth, vol. II, pp.

317-28. “"""" “'
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Ibide, P. 327.
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An examination of other attempts at enumeration reveals the signi-

ficant differences in the philosophies of the enumerators. Fbr example,

Lindahl, Dahlgren, and.Kock utilize a fifty-fifty'principle, but its

scope is broader than its use by Nelson and Jackson. After classifying

some local government expenditures such as health and welfare as con-

sumption, the remaining local government services and "all [nationag7

Government services" are distributed on the basis of half to consumption

and half to intermediate product with the latter being excluded from

national income.11

The treatment of the general-purpose (the most typical) services of

government appears to be the most controversial. For one thing there is

not complete agreement as to the expenditure items that comprise this

group. Shoup says, "A large part--perhaps a major part--of government's

service is neither a consumer good nor a service to business. . . .

Examples are maintenance of the armed forces and a system.of law courts.

These may be termed 'general-purpose services.‘ The list of these ser-

vices varies with time and.place."12 While the two cases examined above

would divide these services on a fifty-fifty basis, most authorities are

inclined either to completely exclude or completely include these services.

For example, Kuznets and Shoup exclude them while Colm includes them (see

below). And others such as Haberler and Hagen would consider services

 

llLindahl, et at, 92; cit., p. 227.

12Shoup, g2; cit., p. 266.
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of the court system and convoy services of the navy as intermediate

products but war costs in general would be final product.13 Edward F.

Denison would count government expenditures for was as final product

but expenditures for general government administration, police and fire

protection, welfare and relief, recreation, aids to agriculture, pensions

to governmalt employees, etc., could be considered either in part inter-

mediate or final product dependirg on the views of the individual making

the decision. He argues that these services constitute a minor part of

government services and thus allocation decisions are unimportant.:u'l

Some authors make a three-way division of government expenditures-

general-purpose services, services to business, and services to consumers.

Carl Shoup, who makes this three-way division, notes that it has not been

advocated by national income analysts in general, but that it was utilized

in the official estimates in Germany in the nineteen--thirties.15 The

German or Reichsamt theory excludes government expenditures for "state

purposes." While this theory holds that all government expenditures are

either for consumption or cost services, general-purpose services are

excluded on the grounds that it is impossible to allocate them properly.16

13Haberler and Hagen, _o_p_._ cit. , p. 25.

Denison, op; cit., p. 7h.

lsshoup, gp_._ cit., p. 269.

16Ernest Doblin, ”Measuring German National Income in Wartime,"

Studies i3 Incone and Health, vol. VIII, p. 183.
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Shoup also eliminates these services from national incmme totals but for

different reasons. For Shoup, these expenditures are costs or burdens

and not income. Thus a country that has to spend more on coal to keep

its government offices warm.is to that extent worse off than a govern-

ment in the trepics. He continues, "The mnney that a government must

spend on building dikes and pumping to keep out the sea represents an

economic burden, not a benefit."17 And coal mined to produce ammuni-

tion would be analogous to coal mined to Operate the pumps to keep out

sea water no matter how essential such service may be if consumer goods

are to be enjoyed.18

Simon Kuznets in an article written in 1951 also arrives at a

three-way split of government spending.19 Earlier, in 1937, he had

expressed.pessimism.concerning the feasibility of distinguishing govern-

ment services to business from those to consumers. He argues that while

in some cases it may be easy in others, "if we consider activities that

constitute the government's most distinctive functions, i.e., those per—

formed by the army and navy, by the judiciary, by civil servants, etc.,

the distinction indicated above becomes next to impossible."20 These

functions have such a broad reference to the needs of society at large

 

l7Shoup, 92; cit., p. 267.

18Ibid., pp. 267-9.

191Kuznets, "Government Product and National Income," pp. l78-2hh.

2OKuznets, "Discussion of Colm's Public Revenue and EXpenditure,"

p. 23h.
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that they become an "indissoluble amalgam" of services to business and

services to individuals.21

In his later article Kuznets excludes government general-purpose

services on the same grounds as Shoup--that they are costs. He contends

that "National income is a measure of net output of economic activity

within the given framework, not of what it would be in a hypothetical

absence of the latter."22 Also he says,

the flow of services to individuals from the economy is a

flow of economic goods produced and secured under conditions

of internal peace, external safety, and legal protection of

specific rights, and cannot include these very conditions as

services. . . . There is little sense in talking of protection

of life and limb as an economic service to individuals--it is

a pre-condition of such service, not a service in itself.23

He continues his argument for exclusion of government generalepurpose

services by stating that

It is difficult to understand why the net product of the

economy should include not only the flow of goods to

ultimate consumers, but also the increased cost of govern-

ment activities necessary to maintafin the social fabric

within which the flow is realized.2

Thus all three authorities examined above in making their three-way split

of government expenditures reject general-purpose services of government

from.their national income totals although the Reichsamt's rationalfidiffers

from that of Kuznet's and Shoup's.

 

21Ibid., p. 235.

22Kuznets, "Government Product and National Income," p. 193.

23Ib1d., p. 193-h.

2I‘Ibid” p. 19h.
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One authority, Gerhard Colm, who also makes a threedwey division

of government expenditures, includes the general-purpose expenditures

of the government in their entirety. He calls them.expenditures for

political purposes and would include in this group those expenditures

made for the political organization's own sake, for national prestige

and power, or for the protection of the social order such as national

defense, justice, department of the interior, etc.25

Various philosophies are also evident in the classification of

such expenditures which result in joint costs, e.g., roads. Haberler

and Hagen suggest 'Yardsticks as objective as those cost accountants

use . . .” such as the sum of truck ton miles set against passenger

26
miles by means of some weighting factor. Nelson and Jackson's use of

gasoline consumption as an index was noted above. Lindahl's et a1.

fifty-fifty principle would apply to roads. Denison would simply rule

government spending for roads as final service. He includes roads in

a group of items that "cannot be considered services to business in any

relevant sense."27

In the classification of such expenditures as health and education

there is considerable agreement. As Haberler and Hagen say, '. . .

 

2sGer‘hard Colm, ”Public Revenue and Public Expenditure in National

Income," Studies in Income E29. Wealth, vol. I, pp. 209-211;.

26Haberler and Hagen, 22;.°1t°’ p. 25.

27Denison, pp; cit., p. 7h.
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education, though in a real sense investment in human capacities, is

28 But even here, analways classed as a consumption expenditure."

exception can be found, namely Nelson and Jackson who allocate a minor

part of expenditures for eduCation to intermediate product.

After this summary of conventions used in the allocation of govern-

ment expenditures between final and intermediate services it is easy to

feel sympathetic toward Denison's statement that

Any thousand individuals sitting down to allocate these

expenditures between services to individuals and services

to business would inevitably reach one thousand answers,

and none could adduce objective criteria to defend his

answer against the others.2

PrObably the most intensive search for an objective criteria for

identifying final government product was undertaken by Kuznets.3O While

Kuznets sets up principles for determining the whole of the government

product-~consumers' outlay and government capital formation, attention'

will be given here only to his criteria for distinguishing final from

intermediate product. For this purpose he sets up three criteria of

government final product. His first criterion rules out government

enterprise functions by stating that "the individual recipient of the

service from government pays no price or only a tokenprice."3l His

 

28Haberler and Hagen, 32; cit., p. 25.

29Denison, Op. cit., p. 7h.

3OKuznets, "Government Product and National Income," pp. 192-200.

31Ibid., p. 192.
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second criterion eliminates government general-purpose services by

stating that the service must "be available to the individual only upon

his overt initiative, rather than to him as a member of a social group,

"32 However,who, as an individual, may'be quite unaware of the service.

this second criterion is not sufficient since it does not fully exclude

all government activities designed to maintain the social fabric. For

example, an individual may appeal to a court the services of which

Kuznets does not consider a final good. Therefore, he introduces his

final criterion that there must be an analogy to the private markets.

Only government services which have a parallel in the private market

are to be included. Education, medical services, parks, theaters,

public tourist centers, etc., would.be included; while judicial, police,

external defense, legislative, etc., would be excluded. Kuznets admits

that "the third criterion breaks down if stretched too far."33 "Wide-

spread" use in private markets is called for since if any appearance on

private markets is used some activities now excluded such as the services

of police would have to be included as people do hire bodyguards.3h

 

321bid.

33Ibid., pp. 195-6.

3“Ibid., p. 196.
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B. The 'Despair' or 'Wholesale' Approach

Kuznets calls this approach "one of total despair" or the ”whole-

sale" eppraoch since it involves either wholesale acceptance or rejection

of government product on the grounds that there is no reliable criteria

for distinguishing final government product from.intermediate govern-

ment product.35 It is interesting to note that both the United States

and Great Britain by putting government in the role of ultimate con-

sumer, have adopted this approach in their official estimates.36 The

United States Department of Commerce adopted this method in l9h7. under

attack by Kuznets, Milton Gilbert defended this practice by noting the

government does not buy for resale in the market, hence all its pur-

chases are final. Government purchases consist esstentially of goods

and services provided on behalf of the population as a whole, which it

has found better to secure collectively than individually.37

These arguments are repeated in the l95h National Income Supplement.

Tb distinguish final from.intermediate product the Department states,

"There emerges a working definition of final product as a purchase that

is not resold, and of intermediate product as one that is resold.38

After restating the collective purchase argument the Department reflects

 

351bid., p. 186.

36Shoup, pp; cit., p. 253.

37Giibert et al., 9p_._ cit., p. 183.

38United States Department of Commerce, National Income Sgpplement,

lgsh, p. 30.
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its defeatist attitude,

. . . it is not feasible from a purely physical standpoint

to examine every purchase by consumers, government, and

business so as to determine which were simply means of

facilitating production, and hence intermediate, and which

served an end use, and hence were final products. As a

practical matter, one must generally deal with types of

buyers and categories of goods and services.

But more important, one must place basic reliance on a

broad convention because in most cases in point there is

no alternative. No precise line can be drawn between

final and intermediate products from mere observation of

the nature of the product or the uses to which they are

put. . . .

For this reason any measure of total production must be some-

what conventional. 9

No doubt, the official policies of both the British and American

estimators of national income arose out of the tripartite meetings held

in l9hh. Denison reporting on the discussions says,

No deduction from the value of governmental services

will be made to eliminate indirect governmental ser-

vices (governmental services to business). None of

the participants believed such a distinction feasible,

and some were not convinced of its necessity or

desirability. 0

J. R. Hicks also accepts the defeatist approach. In a discussion of

Colin Clark's formula for computing national income he observes,

Some part of the output of public services is not final

output, but plays its part in production by facilitating

the production of other goods (maintenance of law and order,

 

39Ibid., p. 38.

hoEdward F. Denison, "Report on Tripartite Discussions of National
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roads used fer business purposes, and so on). To reckon

this as well as the goods whose output is facilitated would

involve double counting. I do not see how we can hape to

do anything about this in practice, for we have no reliable

criterion by which to distinguish that part of the output

of public services which is not final output from that

which is.“

And at a later date he argues for the inclusion of all government activ-

ities on the grounds that it is best to measure what one can measure.)12

On the other hand, Solomon Fabricant suggests the "complete

omission” of government expenditures as a solution to the problem of

intermediate product, although he "would prefer some rational, even if

rough, estimate of’an item to its complete omission.“3 He considers

the figures of'therDepartment of Commerce and the British and Canadian

estimates too close to "any old figure," so he would publish totals

exclusive of government product and let it be known that the published

totals were incomplete.Ml

C. The Tax Payments Approach

One of the foremost exponents of this approach is Kuznets who

likens the government to a corporation.ard considers taxes the prices

paid fer government services. Thus, payments made by business enterprises

hlSee Kuznets, ”Government Product and National Income," p. 187.

hZSee Simon Kuznets, I'National Income: A New version,” Review of

Economics and Statistics, August, l9h8, p. 156.
 

h3Solomon Fabricant, "Comment on Denison's Tripartite Discussions,"
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to governments are considered production expenses and are excluded from

the net income originating in business and consequently from national

income whereas peyments to the government by individuals are treated as

payments for services to individuals as individuals and are included

in national income.)45 Kuznets contends that the ”distinction between

current services of government agencies rendered to business enter-

prises and those rendered to ultimate consumers is to impracticable.“6

Thus this approach shares the defeatist attitude but feels that the

convention of assuming direct taxation as measuring that part of govern-

ment product that is final and indirect of business taxation as measur-

ing that part of government product that is intermediate as the more

desirable.

This approach was used by the National Bureau of Economic Research

in its first study of national income in 1921. It was also used by the

Department of Commerce until 19117.)"7 In his book entitled National

Igggme and Its Composition, Kuznets introduced a second variant of this

approach. Under this approach direct taxes still measure government

final product but government capital formation is measured directly by

making a comparison of real capital formationnwith changes in the

 

hSSimon Kuznets, "Discussion of Means et al.s' Problems in

Estimating National Income Arising From Production by Government,"

Studies ig_Income and‘Wealth, vol. II, pp. 292-306.
 

’46Ibid., p. 296.

h7Kuznets, ”Government Product and National Income," p. 188.
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government debt. The first approach assumed that government capital

formation was equal to deficits. He suggests as a reason for this

change, ”But when, as a consequence of the drastic depression, huge govern-

ment deficits and large transfer activities (in the farm of relief) made

their appearance, it became dangerous to assume a neat correspondence be-

tween taxes and government product . . ."L‘8

D. Evaluation

The foregoing portion of this chapter describes three approaches to

the problem of eliminating duplication and arriving at a net income total.

The specific approach attempts to eliminate government intermediate prod-

not through the process of classification. However, the numerous comments

cited above point out that this process is difficult if not impossible and

that any classification will be arbitrary and conventional. The problem

of drawing the line between final and intermediate product obtains whether

the household sector, business sector, or government sector is under con-

sideration. ‘W; W} Hewitt discusses the intricacies of determining final

product in all sectors and points to Hobson's evaluation through the

balancing off of utility against disu.tilit;y.h9 But, as was noted in Chapter

II on the meaning of income, true income is net satisfaction but this is

something that is immeasurable and the problem.becomes one of measuring

that part of the national income which lends itself to measurement.

 

harbido’ P. 189.

h9lilliam‘W; Hewitt, ”Discussion of Carl Shoup's Distinction between

'Net' and 'Gross' in Income Taxation," Studies in Income and'lealth, vol.

I, pp. 296-7.
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Even here, the Obvious is not always so obvious. An examination

of epecific items to be classified will help to illustrate the nature

of the prOblem. The Department of Commerce says,

It would be easy, fOr example, if all consumer purchases were

fOr goods like Sunday clothes and holiday dinners, which are

Obvious elements of the good life, and if all business pur-

chases were raw materials for further processing, which are

Obvious intermediate goods. Between these two extremes,

however, there is a wide range of purchases for which neither

the motivation nor the use is so clear-cut and Which.must be

placed in one category or the other by somewhat arbitrary

rules.50

The distinction between the dinner that is eaten.purely for enjoyment

and the one that is eaten to maintain health, energy, and morale nec-

essary for efficient work could‘become quite fine. Classifying education

as consumption which is the general rule is also open to serious question.

The strong emphasis on the technical and scientific fields in higher

education and the attitude Of college student} toward getting his degree

indicates that a college education is a means toward an and rather than

an end in itself. Certainly the trained personnel that flow from our

schools and colleges form an important national asset. Other examples

can be cited to show that the concept of what constitutes final product

is far from.clear. Housing, ordinarily considered final product, could

be interpreted as an expense necessary to make a living. Transportation

on subways could be viewed in the same light. Carl Shoup points to the

arbitrariness involved in making these decisions in citing the case of

 

50United States Department of Commerce, pp; cit., p. 38.
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an automobile company paying out money for medical services to employees

in which case it is counted as an expense but if an employee injured in

the plant goes to a doctor on his own to obtain relief, it is counted

as final product.51

The problem of deciding what is and what is not final product is

again illustrated by Shoup and Kuznets, two authorities who reject

government general-purpose services from final product on the grounds

that these services are costs and.that in terms of’the welfare argument,

a country that requires more of these services is worse off on that

account. Earl Rolph feels that these arguments are irrelevant. He re-

marks that if it did not rain we might not need roofs on houses and if we

never got ill we would not need doctors.52 Richard Stone similarly

contends, "How nice it would be if we were never ill and never needed

53
a haircut'." He continues to argue that these- government services are

services rendered collectively to the taxpayersof the community. Joseph

Meyer also supports this point of view by holding that the drawing of a

line between the citizen and the consumer is meaningless and that all

services demanded by consumer-taxpayers should be regarded as final and

 

glshoup, 22; cit., p. lh9.

52Earl R. Ralph, The Theory 2: Fiscal Economics, p. 76.
 

S3Richard Stone, ”Two Studies on Income and Expenditure in.the

United States," Economic Journal, April, 19h3. p. 75.
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non-duplicative.Sh Milton Gilbert also protests Kuznets position‘with

the observation that armaments are separate products and their use

provides a service that is independent of other items of production.

That, regardless of ones views as a philOSOpher, they are final products

and should be included.55

After viewing both sides of the controversy on government general-

purpose services it seems only reasonable to conclude that they must

be included as final products in national income estimates. The arguments

for inclusion appear to be the most logical and the most consistent. It

seems inconsistent to count haircuts and medical services as income in

the household sector and not count expenditures fer national defense in

the government sector. war and violence are facts that have to be dealt

with just as hair grows and people get sick. In making estimates of

national income we are constantly faced with measuring that which can be

measured. Realism requires the inclusion of haircuts and war expenditures.

Neither does Kuznets' search flor a principle to distinguish final

product appear to have been successful. In order to keep his market

ana10gy criteria from breaking down he calls for "widespread” use in the

market. Introduction of the word "widespread" brings us back to our

starting point-~that classifying intermediate and final product is all a

matter of philosophy.

S"Joseph Mayer, "Proposals for Improving Income and Product Concepts,"

55Gilbert et a1., op; cit., pp. 18h-8.
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Since no satisfactory principle is available for distinguishing

intermediate from.final product any measure of national income must

be a matter of convention. The question becomes one of which con-

vention is best.

The convention adopted'by the Department of Commerce and the

British White Paper is that all government spending is fer fina1.product.

We have noted above that the Department of Commerce contends that these

expenditures are collective purchases and that since the government does

not buy for resale, these purchases are final. Furthermore, Milton

Gilbert denies that any duplication can take place through government

services to business. He takes a clear-cut case of government aid to

business, a government gift of flour to bakeries. Gilbert contends

that since it does not become an element of cost to the bakeries, it

cannot, under competition be included in the value of the bread. That

it would'be the same thing as giving the flour to consumers who pay the

bakers to have it processed.56

The reasoning of Milton Gilbert must be rejected. Any government

service to business must result in double counting even though this

service results in an equivalent decrease in.price. A government gift

of flour to bakeries may very well result in an equivalent decrease in

price of bread. However, the use of a price index would restore the

value of the bread and national income would be inflated.by the amount

 

56Gilbert et al., 22; cit., p. 185.
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of the government gift to business. National income will always be

greater by the amount of double counting due to government service to

business regardless of whether this service reflects itself in lower

prices, higher wages, higher profits, or a combination thereof. The

price index will always restore the value of the bread and.double

counting will occur to the extent of the government service to business.

Thus the method used by the Department of Commerce and the British White

Paper is certain to overstate national income totals.

An arithmetical example may help to clarify this problem, Suppose

the price of a loaf of bread is ten cents and the charges against it are

five cent flour and five cents wages and.profits. Now suppose the govern-

ment gives the flour free to the bakery and this gift reflects itself

completely in lower prices. Bread now sells for five cents, but the use

of a price index would restore the value of the bread to ten cents since

real product is the same. If the value of the government service to

business is added to this, total production becomes valued at fifteen

cents and double counting occurs to the extent of the government inter-

mediate service. At the other extreme, suppose the government gift of

flour goes completely to profits. The price of bread remains ten cents,

government intermediate service is five cents fbr a total product of

fifteen cents. Again, double counting takes place to the extent of the

government intermediate product. The same reasoning can be applied to

any combination of lower prices, higher profits, and higher wages.
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What can be said about the third approach described above-~that

indirect business taxes measure government services to business and

direct taxes measure government services to individuals? Kuznets dis-

cusses the arbitrariness of these assumptions, but believes that assume

ing the government's distribution of charges reflects its services to

the payers "is more plausible than the assumption that no connection

exists between the locus of payments to government and the locus of

benefits by the government."57 Very few authorities would subscribe

to this benefit theory of taxation. Earl Rolph notes that no theory

exists which justifies special treatment of indirect taxes. And that

the common-sense notion that a person's tax liability in some way

indicates the share of government costs borne by him.is by no means

self-evident.58 Haberler and Hagen state that taxes are raised mostly

on a basis of expediency and furthermore,

So far as we know, the division of taxes between business

enterprises and consumers as a means of paying fairly for

services to each is not discussed in the entire literature

of public finance. . . . There is no 'invisible hand'

guiding the distribution of taxes as between direct and

indirect. We believe that the use of indirect taxes as

a measure of intermediate products furnished by govern-

ment to business is entirely indefensible and should be

abandoned.59

Others to deny the benefit theory of taxation include Means et al.;

 

57Kuznets, "Discussion of Colmfls Public Revenue and Expenditure,"

p. 237.

8

5 Rolph, 22; cit., pp. 68, Sh.

59Haberler and Hagen, 92; cit., p. 27.
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Lindahl, Dahlgren, and Kock; and the Reichsamt theory.6o

Even the National Bureau of Economic Research which used this

approach in its early study of national income recognized the in-

adequacy of its assumptions. They argue that the impossibility of

dividing all services rendered by government into services to business

and services to individuals compelled them to assume that taxes levied

against each field of business were equal to the value of government

services to that industry.‘ But, "This assumption is, however, likely

to be far from the truth."61 To support this quotation they note that

manufacturing corporations paid to the federal government over two

billion dollars in 1918. ”. . . but it scarcely appears credible that

the manufacturers received service worth over two billions."62 Also,

both Colm and‘Warburton believe that the existing tax system deviates

a long way from.the benefit theony of taxation. They feel that the

63
government overcharges business for its services.

 

60G. C. Means; Lauchlin Currie; and R. R. Nathen., ”Problems

in Estimating National Income Arising from Production by Government,”

Studies in Income and wealth, vol. II, pp. 28h-S, 290-1, Lindahl,

fiEEIgrenI_and Kock'-§p;_cit., p. 11, Doblin, gp;_cit., p. 181.

61National Bureau of Economic Research, Income in the_United States,

vol. II, p. S.

621bide’ PP. 5‘60

6389s M. A. Copeland, "Discussion of Capeland's Concepts of
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This study accepts the majority opinion and rejects the benefit

theory of taxation. Taxes are compulsory payments that are decided on

indirectly by the people who pay them. It seems that taxes are levied

primarily as a matter of expediency. The new favorable treatment of

dividends was not made on the grounds that dividend receivers are

getting less service from.the government, Taxes on tObacco and liquor

are not levied in terms of government services to these industries but

are clearly intended to be passed on to the consumer. Also, the

politicians who make the tax laws always argue in terms of incentive

and employment effects, and in terms of equity, and seldom in terms

of benefits.

After examining the three approaches used in the treatment of the

government product it would appear that the current convention used by

the Department of Commerce is the most workable solution to an insolvable

prdblem. The specific approach must be rejected'because of the extreme

arbitrariness involved which.makes fer one thousand and one solutions.

The tax approach could by chance make for a more accurate measure of

national income if indirect taxes did come close to measuring govern-

ment services to business. The evidence given above indicates that this

is not true and.perhaps an even more damaging criticism.is the fact that

mere changes in the tax structure would result in changes in national

income. For example, putting a 25 per cent limit on federal income tax

payments and.passing a federal sales tax (in the United States today)
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would result in a lower national income even though the real national

income remained the same. This is true since this new tax law would

increase the amount of taxes taken in the ferm of indirect taxes, and

since these taxes are considered equal to the intermediate product of

the government, a larger deduction would be made for government inter-

mediate product than before the new tax law, and hence a lower national

income.

The broad convention of counting all government purchases of goods

and services as final product as the Department of Commerce does, seems'

to be the best convention even though double counting may take place.

The alternatives to this convention are quite unsatisfactory. no one

was able to set up objective criteria of intermediate product and con-

sequently the process of enumeration varied with the philosophy of the

enumerator. A.broad convention such as Lindahl et al.'s fifty~fifty split

could be used, but this seems less desirable than the Department of

Commerce practice since the discussion above indicates that the bulk of

government spending is for final product. As thisttudy has progressed

it has become more apparent that measuring national income is to a large

extent a matter of'philosophy and that consistency in measuring is the greatest

virtue. In conclusion, this study is in complete accord with Haberler

and Hagen who state, "If definite, reasonable principles are established

and followed consistently, the comparison between periods--the significant

thinguwill be valid. "5“

 

6hHaberler and Hagen, 9p; cit., p. 25.



  



IX. MARKET PRICES OR FACTOR COSTS

A. Alternative Treatments

Currently, both the British and.American official income statistics

present a national income at factor cost and a net national product at

market prices series. National income at factor cost is the smaller

measure, the difference being primarily accounted fer by the amount of

indirect business taxes. (Other adjusting entries are business transfers,

surplus of government enterprises less subsidies, and a statistical dis-

crepancy.) While indirect business taxes are included from national in-

come at factor cost they are included in net national product at market

prices in their entirety. The factor cost series is smaller than the

market price series not because any part of the product has been elimin-

ated, but because of a revaluation of national income weighted by factor

costs whereas net national product is weighted by market prices. In the

words of the Department of Commerce, "It will be noted that we use the

terms 'national income' and 'net national product' to designate current

production of the economy at factor cost and at market value, respective-

ly."1

The rationale underlying this treatment of taxes is that indirect

business taxes are assumed to be shifted forward by the full amount, i.e.,

 

lSee R. T. Bowman and R. A. Easterlin, "An Interpretation of the

Kuznets and Department of Commerce Income Concepts," Review 2f Economics

and Statistics, February, 1953, p. #3.
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inflate prices by that amount. In l9h7 corporate profits taxes were

classified as a part of factor costs and included in national income

on the assumption that they are paid entirely by stockholders with

none of the tax shifted forward into higher prices. If these assump-

tions are true, then changes in tax rates will not affect national

income--it will be invariant to mere changes in the tax structure.

Increased indirect business taxes will merely raise market prices,

and increased corporate profits taxes or any other increases in direct

taxes cannot affect the size of national income at factor cost since

they are counted as part of the factor shares. The Department of Come

merce realizes that these assumptions are precarious. It states, "the

entire subject of tax shifting and incidence is a rather controversial

one and . . . definitive and final conclusions are not available."2

Net all authorities accept the British and American official

version of a net national product at market prices wedged apart from

national income at factor cost by the amount of indirect business taxes.

Kuznets, for one, finds a conceptual identity between them. He achieves

this identity largely through the deduction of all business taxes--

both corporate profits taxes and indirect business taxes--from.both the

product side and the money flow side of the accounts. Kuznets removes

these taxes on the grounds that they represent intermediate product of

government--services to business by government which business pays for

by their taxes.3

 

2United States Department of Commerce, National Income, 1951+ Edition,

Po 33-

3Bowmand and Easterlin, op. cit., p. #5.
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Carl Shoup also arrives at an identity between national income

and national product. However, Shoup arrives at his totals in a com-

pletely different manner than any of the above. Shoup does not dis-

tinguish between taxes, he utilizes on the factor cost side, either

the befbre-tax or the after-tax rule. If the beforeetax rule is used,

no taxes are deducted from factor costs but a deduction equal to the

intermediate product of government is made. If the after-tax rule is

used, all taxes are deducted from factor payments and an addition

equal to the value of the final product of government is made. On

the product side, national product is equal to the sum.of private final

product plus government product valued at cost. In other words, Shoup

excludes government intermediate product and generalepurpose services

from.both sides of the accounts. In this manner he is able to attain

conceptual identity between national income at factor cost and net

h

national product at market prices.

B. National Product Valued at Market Prices

The following portion of this chapter discusses net national income

at market prices as an index of welfare. Consequently, the question

arises as to the limitations of market prices as an index of welfare or

as a weighting factor. In the chapter on the definition of national

income it was reported that such authorities as Bowley and Stamp expressed

doubts as to the ability of the market to express values, however, in

 

hCarl S. Shoup, Principles 9: National Income Analysis, pp. 232,2hh,

282-30
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spite of these doubts, it was considered necessary to accept the

judgment of the market if national income estimates are to be made.

One of the most comprehensive discussions on the use of market prices

as a measure of value was carried out in Economics by J} R. Hicks,

5
Simon Kuznets, and I. M. D. Little. Occasional references will be

made to these discussions in the investigation below on limitations

of market price values.

One of the most obvious limitations of market prices as a measure

of value is imperfections in the market. With varying degrees of im-

perfect competition, market prices reflect various deviations from

prices as would be determined under competition. Thus, market prices

are not commensurable and their ability to measure value is consequently

impaired. Deviations from competitive prices can also be caused by the

government. The government can introduce a system or rationing and

price control which prevents the consumer from.pursuing his purchases

as far as he would under free consumer choice. In addition, the govern-

ment can use its coercive power in the market and, for example, hire

Privates fer the U. S. Army. Any attempt to adjust prices fer im-

perfections of the market or government interference with market forces

would simply be a matter of guesswork. Therefore, the practical

statician has little choice but to accept market prices as a yardstick

of value.

 

SHicks,rgpfi cit., pp. lOS-l2h; Simon Kuznets, "On the Valuation of

Social Income-- eflections on Professor Hicks' Article, Part II,"

Economics, May, l9h8; I. M, D. Little, "The valuation of the Social

Income," Economics, February, l9h9, pp. ll-26.
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Besides these limitations, there is a further question on market

prices to be considered. Since taxed commodities have two prices--

prices inclusive or exclusive of taxes-~the question is raised as to

which.price should be used as a measure of value. The majority opinion

is that market prices gross of taxes should be used. Hicks, for one,

notes that market prices are used as weights since they are presumed

to give us some indication of marginal utilities. Thus, prices that

correspond most closely to relative marginal utilities are those which

face the consumer, not these prices net of taxes. Therefore, he argues

that prices must be taken after tax or subsidy, and retail prices used

instead of wholesale prices.6 Clark warburton observes that to say the

true market price is the actual market price less an unascertainable

amount of taxation is meaningless.7 Furthermore, Earl Rolph contends

that the price to be considered is the price that must be paid, not that

price less taxes, since peoples decisions are guided.by the price that

they have to pay and not by that price less taxes.8 Even the Department

of Commerce speaks of a reclassification of some taxes such as automobile

licenses and registration fees on the grounds that these payments are

tied to consumer purchases and consequently affect consumer behavior.9

 

6Hicks, 2p, cit., p. 113.

7Clark warburton, "Accounting Methodology in the Measurement of

National Income," Studies ig Income and Wealth, vol. I, p. 87.
 

8Earl R. Rolph, The Theogylgf Fiscal Economics, p. 72.
 

9United States Department of Commerce, op. cit., p. 55.
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This study accepts the position that market prices gross of taxes cor-

respond.most closely with marginal utilities, consequently are the most

meaningful from the viewpoint of making national income estimates which

serve as indexes of welfare.

Besides the limitations of market price values, the net national

product series of the Department of Commerce has other limitations as

an index of welfare. For one thing, there is double counting to the

extent of government intermediate product. The previous chapter, which

was on this subject pointed out that little could be done about this in

practice and that the intermediate product of government may very well

be an insignificant item. Another suggested limitation is the contention

that government product is valued at cost with the implication that a

different principle is being applied to the government sector since the

private product is valued at market prices. For example, Hicks states

that taxes commodities have two prices while government services have no

market prices at all.10 General agreement obtains that government product

be valued at cost. I. M. D. Little, one of those accepting this position,

states, "it was suggested that the best guide to economic welfare would

be private consumption and private saving to which could be added public

n11
output of final welfare goods and services valued at cost. Edward

Denison.points out that the valuation of government services at cost is

 

10Hicks, 92; cit., p. 106.

11Little, gp; cit., p. 26.
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in conformity with the present practice of all three governments

(England, Canadian, and the United States) represented at the

"Tripartite Discussions."12 Bucks, Colm, Nelson and Jackson are

among those that accept the valuation of government product at cost.13

Although the government does not sell its product on the market,

i.e., it does not buy for resale, no inconsistency with.market price

valuation necessarily occurs. It is quite true that the government

product is valued at its cost to the government, but with the govern-

ment raised to the status of a final consumer as in the official

estimates of the Department of Commerce, government purchases are

similar to private consumer purchases. Both.buy in the market place

and both purchase fer ultimate consumption. The government is simply

serving as the agent of the community and making collective purchases.

Except when the government uses its coercive powers no inconsistency

or departure from market prices occurs.

Other factors serve to limit net national product at market prices

as an index of welfare. As Hicks points out in his article "The

valuation of Social Income," changes in the distribution of income can

affect welfare as well as changes in total product.1h Implicit in

 

leDenison, 22; cit., p. 9.

13Hicks, 92: cit_____._, p. 116; Gerhard Colm, "Public Revenue and Public

Expenditure in National Income," Studies in Income and wealth, vol. I,

p. 205; R. W. Nelson and Donald Jackson, Allocation of Benefits from

Government Expenditure," Studies in Income and Wealth, vol II, p. 319.

l”Hicks, op;_cit., pp. 110-11.
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welfare comparisons is the assumption of no change in the distribution

of income. It is also assumed that no changes in tastes take place.

Furthermore, a large part of national production is completely ignored.

For example, the services of housewives and do-it-yourself services

are omitted from national income estimates.

In conclusion, there are many limitations to net national product

at market prices as an index of welfare. But, in spite of these limita-

tions, Little asserts, "Again, I do not deny that the consideration of

some index of real income per head gives us some basis for making welfare

judgments."ls This study also contends that since no utility index is

available for measuring true income, i.e., net satisfaction, the most

feasible index is that derived from a stock of goods and services that

can conceivably add to the sum of satisfactions, in terms of market

prices which are approximations of utility values. In brief, net

national product at market prices seems to be the best available

indicator of welfare.

C. National Income at Factor Costs

Estimates of national income can be made from either the product

side or the money flow side. In a simplified economy in which no govern-

ment existed these estimates would be equal. In fact, the early authors

reviewed in this inquiry treated these flows as equivalents. Thus,

 

lSLittle, gp_._ cit., p. 19.
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William Smart speaks of the "two incomes”--the total goods and services

produced and the sum.of money incomes annually received. ‘Willford I.

King, David Friday, and Alfred Marshall considered these flows as

identities. And.more recently, Simon Kuznets and Carl Shoup also

arrive at the same position. However, the current practices of the

official statisticians of England and the united States arrive at a

national income at factor cost that is less than net national product

at market prices by the amount of indirect taxation. Thus the taxing

power of the government introduces a possible discrepancy in these two

measurements.

It should be noted that measuring national income from the factor

side does not obviate the problem of government intermediate product.

The national income at factor cost measurement simply takes the national

product as given and divides it up into factor costs. The discussion

of this variant of the national income centers on its meaningfulness

and the appropriate treatment of taxes. Several alternative treatments

of taxes are preposed. A. C. Pigou and Colin Clark argue that indirect

taxes should be included in factor costs since they push up prices and,

therefore, must be added to incomes if real incomes are to be compared

16 The
between periods since there is no index of prices ex-tax.

Department of Commerce excludes indirect taxes from factor costs on the

ground that they are nonfactor charges against the product while including

direct taxes as a part of factor costs.

 

l6See Simon.Kuznets, "Government Product and National Income," Income

and Wealth, Series I, p. 210.
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Other authorities have attempted to make the decision on whether

taxes are to be included or not, dependent on the use of the tax. For

example, Kuznets says, "For if the taxes are spent in payment of wages

and salaries to government officials whose activity does get add to

the net aggregate of final products, their inclusion is not warranted."17

And later he states, "Whether or not the tax constitutes a cost and thus

enters the market price of a good was found to be irrelevant in the case

of indirect taxes; and is like wise irrelevant here. It all depends

upon the use of the tax, i.e. whether or not the use adds to final net

"18 Kuznets excludes all business taxes fromoutput of the economy.

both sides of the accounts since he assumes that they are used to pay

for government intermediate product, direct taxes on individuals are

included on both sides since they are assumed to be payments for govern-

ment services to individuals. Gerhard Colm, also, makes the inclusion

or exclusion of taxes depend upon their use.19 In addition, Carl Shoup's

analyses makes the treatment of taxes depend on their use.20 And more

recently, Bowman and Easterlin assert that the crucial thing that

determines whether indirect taxes are included or not is what they are

21
used for. The difficulty if not impossibility of tieing particular.

 

17239;, p. 211.

lgzbig=J pp. 219-220.

l9Com, 92; 3312;, pp. 185-95.

2OShoup, pp_. 333,, Ch. 7.

21Bowman and Easterlin, op. cit., p. #9.





1A2

taxes to particular expenditures was previously pointed out.

No distinction between types of taxes is made by some authorities.

Both Carl Shoup and Earl Rolph treat all taxes alike.22 As Rolph states,

"From the point of view of governments, the dollars these taxes provide

are just as good as dollars provided.by direct taxes."23 And, "All

taxes and all subsidies may be treated simply as transfer payments

involving government. A distinction between 'direct' and 'indirect'

taxes and subsidies is unnecessary for social accounting."2h This

position seems to be sound for several reasons. First, the benefit

theory of taxation has many important shortcomings. Second, what is

and what is not an indirect tax is a debatable question. The Department

of Commerce's discussion points up the problem of defining an indirect

tax. The Department of Commerce defines indirect business taxes as

"taxes (other than social insurance contributions) that are chargeable

to current cost by business enterprises; and personal taxes are taxes

paid.by persons that are not so chargeable."25 The Department observes

that this criterion leaves the treatment of retail sales and related

taxes in an ambiguous position but counts them as indirect business

 

22Shoup, gp; cit., pp. 231-288; Rolph, 22; cit., pp. 72-73.

23Rolph, pp; cit., pp. 72-73.

2thid., p. 73.

25
united States Department of Commerce, op. cit., p. 55.
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taxes forming a part of the market price "because it is thought to be

more meaningful from the standpoint of studying market behavior."26

It suggests that effects on consumer behavior be used as a criterion

for the classification of taxes and that on this basis a reclassifica-

tion of such taxes as automobile license and registration fees as

indirect taxes would be in order. But, the Department concludes, "The

influence of various types of taxes on personal consumption is a

matter of degree and does not provide a clear-cut criterion of class-

ification."27 Thus, there is no objective criterion available for

distinguishing direct taxes from indirect taxes.

Finally, even if an indirect tax can be identified, the assumption

of indirect taxes raising prices by their full amount is open to doubt.

As Clark Warburton points out, "The incidence of these taxes is a

matter of considerable debate, but there are excellent grounds fer be-

lieving that a large percentage falls on owners in the form of reduced

income from the ownership of prOperty rather than on customers in the

form of higher prices for the products with which the prOperty is

associated."28 Rolph holds that the belief that excise taxes raise

prices has little basis, and the opposite result may occur since taxes

do remove money from someone and consequently reduce demand and prices,

i.e., taxes are deflationary.29 Even the Department of Commerce admits

 

26Ibid.

27Ibld.

28warhurton, 22; cit., p. 92.

29Rolph, pp; cit., p. 170.
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that "the entire subject of tax shifting and incidence is a rather

controversial one and that definitive and final conclusions are not

available."30 But, its assumptions "are the most realistic that can

be made."31

Since indirect business taxes are difficult to identify, and since

assumptions about the shifting of these taxes are controversial, does

national income at factor cost have a significant meaning? Some

authorities including Richard Stone, J. R. Hicks, and Albert Hart,

consider factor costs superior to market prices as a general measure

of production.32 Hicks argues that factor costs are the best guide to

shifts of resources. His primary concern is centered not on different

productivities over time, but directed to alternative compositions under

given techniques of production. Hick's treatment then runs in terms of

costs as foregone alternatives since the nation has a limited quantity of

resources to allocate among alternative uses?3 Several authorities have

aptly'pointed out the weaknesses of factor costs as given by national

income data. For example, James Kuhn vigorously attacks the concept

of national income at factor costs.3u He asserts that the factor costs

 

30United States Department of Commerce, op. cit., p. 33.

3lIbid.

32

See Edward F. Denison, "Reply," Studies ip Income and Wealth, vol.

X, p. 72.

 

33See Bowman and Easterlin, op. cit., p. A9.

31*James W. Kuhn, "The Usefulness of the Factor Cost Concept in

National Income Accounting," The Review'p§_Economics and Statistics,

February. 195%. pp. 93-99.
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of economic theory have little in common with the statistical factor

costs derived from national income data, that factor costs in the

sense of alternative uses is applicable only to partial analysis since

there are no alternative uses from the viewpoint of the community as

the factor is either used within the sector-as-a-whole or it is not

used at all. Kuhn also enumerates several limitations of thsst statis-

tical factor costs. One of the most obvious is that in a world of im-

perfect competition the payments to the factors are not identical with

their opportunity costs. Also the unemployed worker is not taken into

account, and neither are such nonepecuniary items such as prestige and

security. And finally, that availability of Jobs is more important in

distributing workers than wage differentials.35

Among others to condemn national income at factor cost are Haberler

and Hagen who say,

Contrary to the impression that may be created'by the phrase

'in terms of factor cost,‘ the total so designated is in

no sense a measure, or an approximation to a measure, or

real (fgctor) ipppp, in contrast to the 223223 of finished

goods.3

Furthermore, Kuznets maintains that the supply price of the factors is

not their nominal income paid by the employer, but that income adjusted

 

35Ibid., p. 95.

36Gottfried Haberler, and Everett E. Hagen, "Taxes, Government

Expenditure and National Income," Studies ip Income and Wealth, vol.

VIII, p. 17.
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net of taxes and inclusive of free services provided by the state.37

And Bowman and Easterlin maintain that it is not possible to Obtain a

factor cost valuation in strict conformity with the concept of a pro-

duction.possibility function.38

Factor costs of national income statistics appear to correspond

poorly with factor costs of economic theory. In addition to reasons

quoted above, this magnitude is primarily determined‘by arbitrary

decisions. With a given net national product administrative decisions

determine the amount of the adjusting entries and consequently the

amount of factor incomes. The l9h7 decision of the Department of

Commerce to count corporation profits taxes as a part of factor

income, the decision to count all social security taxes as part of

factor income, and the decision to count sales taxes as indirect taxes

all point to the arbitrary nature of national income at factor costs.

Furthermore, a different tax structure could make for different factor

costs even though real product remains the same. Let us suppose a

given net national product at market prices in which the government

product is financed in part through direct taxes and in.part through

indirect taxes. National income at factor costs will be less than net

national product by the amount of the indirect business taxes. New

suppose an economy having the same real product but the government is

 

37J} R, Bucks, "The valuation of Social Income--A Comment on

Professor Kuznet's Reflections," Economics, August, l9h8, p. 167.

38Bowman and Easterlin, 2p; cit., p. h9.
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financed entirely through direct taxes. The two variants of national

income are now identical and national income at factor costs is greater

in the latter case by the amount of indirect taxation in the first

example. In economic theory factor cost does not vary according to

taxation decisions, but as production varies, e.g., increased.pro-

duction of commodity X valued at $1000. also increases factor payments

by $1000. Previous chapters established the meaning of true income to

be net satisfaction. National product or national income is the nation's

production capable of yielding satisfaction. Since national income and

national product are simply two ways of looking at the same thing, they

should.be identities. The introduction of the government should not

produce a discrepancy between these two views of a nation's productivity.

Kuhn states that the Department of Commerce is aware that their

"factor costs" are payments data and suggests that it would.be better

to label the payments data as factor returns and thus avoid the con-

fusion between factor costs as theory concept and as a national income

concept.39 But Joseph Mayer says that in spite of this warning there

is still the implication that each factor renders a service of a

specific amount for an identical return.no Kuznets also suggests a

complete change in terminology}Ll Since these payments are simply the

 

39Kuhn, pp; cit., p. 99.

hoJ'osephM'ayer, "Proposals far Improving Income and Product

Concepts," The Review 9: Economics and Statistics, May, l9Sh, p. 193.

A

1Simon Kuznets, "National Income: A New Version," The Review pf

Economics and Statistics, August, 19MB, p. 162.
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statistical residual resulting from many arbitrary decisions on

adjusting entries, it is doubtful that the Department's national in-

come at factor cost has meaning even as payments data.

In conclusion, a comparison of several treatments of the govern-

ment product in national income and product totals may be helpful.

VARIOUS TREATMENTS OF GOVERNMENT PRODUCT

Recommended Department

Product Side Procedure of Commerce

General Purpose

Service 10 Includes Includes

Service to

Business 10 Includes Includes

Service to

Consumers 30 Includes Includes

Total Product 50

Payments Recommended Department Shoup

Side Procedure of Commerce Before

Tax Rule

Direct

Taxes 30 Includes

Indirect

Taxes 20 Excludes

Total

Taxes 50 Includes Includes

Less

General

Purpose

Services

10

Services

to busi-

ness 10

Total income 50 3O 30

Shoup Kuznets

Excludes Excludes

Excludes Excludes

Includes Includes

30 30

After Kuznets

Tax Rule

Includes

Excludes

Excludes

Plus

Services

to Con-

sumers

30

30 30
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The recommended procedure results in national income and national product

totals being identities. Shoup and.Kuznets also arrive at equivalent

totals but their totals are less than the recommended totals since

they both deduct for government intermediate and generalepurpose services.

Shoup's and Kuznets' totals would'be equal only under the assumption

that indirect taxes equal government services to business and government

general purpose services as in the simplified illustration above. It is

unlikely in practice that these two authorities would reach similar

totals since Shoup determines the value of government intermediate and

general-purpose services through a process of enumeration while Kuznets

simply assumes their value to be equal to the amount of indirect taxes.

In summary, the recommended procedure would treat all taxes alike, as

Shoup does, but would not deduct for any government intermediate or

general-purpose service as both Shoup and.Kuznets do. On the product

side the recommended procedure would be the same as the Department of

Commerce's. Then national income at factor cost would be identical with

the current official net national product at market prices and these

totals would'both be measures of productivity and welfare.





X. SUMMARY AND CONCLUSIONS

This investigation is concerned with the evaluation of national

income in welfare terms. It is not concerned with the evaluation of

total social welfare, but only that part of social welfare that can be

measured in money, i.e., economic welfare as defined in the introductory

chapter. It is further restricted to that part of economic welfare

which results from government economic activity. As a starting point,

the views of some early authorities on the meaning of income were

reviewed. One of the most stimulating of these was Fisher‘s service

definition which held that only consumption is income and that part of

production that goes into savings is not income, but becomes income

when capital is consumed. Fisher reached this position after pointing

out that the ultimate income is satisfaction and only consumption leads

to satisfaction. While general agreement obtained that final or ultimate

income was psychic, many authorities pointed out the inconsistencies of

Fisher's definition with economic theory and financial practice. And,

as Colm.remarks later, it is hardly right to say that no satisfaction is

derived from saving.

In defining national income these early authorities came to con-

clusions which are generally acceptable today. They recognized that

ultimate income is satisfaction, but, since it is immeasurable, took

the last stopping point to be goods and services valued at market prices.
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National income was then the nation's output of goods and services

available for consumption and saving. These early authorities pointed

to two ways of looking at the national income-~the sum of money incomes

and the total of commodities and services annually produced. They

identified the national income with the national product and thus

pointed to two ways of arriving at the national income.

The earliest estimates of national income in the United States were

the result of individual efforts. Charles B. Spahr, who made the first

comprehensive study published in 1896, made no particular mention of

government product. Hawever, he used the income sum.approach and took

his incomes gross of taxes and consequently did take into account the

government product. King's 1915 publication makes particular mention

of the government as an industry. King, who used mainly the product

approach, counts the government product as equal to the amount paid for

running the government, i.e., taxes. The National Bureau of Economic

Research, in its study of national income published in 1921, did not

include all taxes, but excluded indirect taxes on the assumption that

they were equal to government intermediate product. The British

authorities, A. L. Bowley and J. C. Stamp, writing in 1927, dealt at

length on the problem of taxes and duplicate reckoning. To avoid double

counting they excluded from national income those incomes for which no

services were rendered such as old age pensions, soldier‘s pensions,

and interest on the national debt. In conclusion, these early authorities
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evidenced increasing concern over the prOper treatment of government

as government economic activity increased. While their treatment would

not approach today's standard, their estimates could hardly be invali-

dated on the grounds of inadequate treatment of government, particularly

since its economic activity was relatively small at the time of their

writing.

In the period under study (l890-l95h), the role of the government

in economic activity changed from.one of relative insignificance to a

position of utmost importance. During this period all indicators of

government activity point to its terrific growth. Thus the value product

of government, government expenditures, government revenues, and govern-

ment employment all showed strong increases. For example, government

spending increased from less than one billion dollars in 1890 to over

100 billion dollars in 1953. Percentage wise, government spending

increased in this period from 6.5 per cent to 23.h per cent of gross

national product. Another indicator of the importance of the government

today is the fact that in 1953, 18.1 per cent of the total work force,

inclusive of military personnel, was directly dependent on government

employment. Past, present, and future wars are largely responsible for

the growth of the government. In addition, the government has increased

its functions in other directions such as health, welfare, public housing,

etc. The large part played by the government in the nation's economic

activity makes imperative its prOper treatment if meaningful estimates

of national income are to be made.
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In spite of the importance attributed to national income statistics,

the first official report on national income did not appear until l93h.

In l9h7, a national income supplement was published which was called a

landmark in national income statistics by the Department of Commerce.

The new estimates were recast into a comprehensive framework of national

income accounting which was designed to provide a systematic picture of

the economic structure and process in terms of interrelated income and

product flows. This supplement provided some of the rationale behind

the treatment of the items in the estimates, but it remained for the

1951 national income supplement to provide a detailed explanation of

these concepts. Besides the new system of accounts, several major

changes were made in 19h? which are of significance to this study. Govern-

ment interest payments were changed from.being considered income payments

to transfer payments and thus excluded from national income. Corporation

income taxes were included in national income instead of their previous

exclusion. A final conceptual change took place in the treatment of

indirect taxes. Before l9h7, a deduction equal to indirect business

taxes was made for government intermediate product. In l9h7, the govern-

ment was raised to the status of an ultimate consumer with no deductions

made for intermediate product. All government purchases were thus con-

sidered final.

undoubtedly, one of the most controversial topics in national income

literature is the treatment of government interest payments. British,

Canadian, and Australian authorities generally agree that interest on
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productive debt should be included while interest on unproductive debt

should.be excluded. In practice this amounts to the British excluding

interest on central government debt and including interest on local debt

on the grounds that central government debt does not reflect currently

existing assets while local debt does. Since l9h7 the official estimates

of the United States have considered government interest payments as

transfer payments on the grounds that the bulk of the government debt

was created to finance wars and hence was unproductive and payment on

such debt could not in any real sense be taken to represent currently

produced goods and services or the current use of resources. Most

Americans accept the division between including interest payments on

productive debt and excluding those on unproductive debt, but go along

with the Department of Commerce decision because of the difficulty of

making the division. Hewever, Kuznets would count all interest payments

on the grounds that these payments are related to the productive potential

of the nation. Rolph, on the other hand, would count all interest.pay-

ments as transfer payments on the grounds that no service is rendered in

return for these payments.

It is contended here that government interest payments are income

payments and hence should be included in national income estimates.

Interest is a price paid for a service and like any service results in

income. Although the chapter on government interest payments maintains

that the government debt was largely a productive debt, interest payments

are always income payments even though the debt might be considered





155

unproductive, that is, debt which resulted from government expenditures

for consumption purposes such as war. It does not matter whether the

borrowed funds are used for consumption or investment since in either case

a service is rendered the borrower by the lender, thus it does not make

any difference whether the debt represents current existing assets or

not. Thus, from.a theoretical point of view, government interest pay-

ments should'be included in national income totals, however, how much

impairment to these totals results from their exclusion is open to

question. These payments exceeded five billion dollars in 1953, but

when placed alongside of such large omissions as the services of house-

wives, such immeasurables as pain costs of labor, etc., it is doubtful

whether there is any significant impairment to these totals as an index

of welfare. It seems that absolute totals may well be less significant

than changes in these totals and that in the final analysis consistency

is the most important ingredient in national income statistics. It must

be admitted, however, that a changing proportion of government interest

payments to national income would to some extend impair these totals as

an index of welfare.

The determination of government intermediate product has also

received.much attention in national income literature. In terms of

using national income estimates as an index of welfare it is only net

product that corresponds to welfare. Consequently, the intermediate

product of government should be removed if a net product is to be

attained. Three approaches to this problem are used. First, the
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specific approach attempts to classify each item of government expenditure

and label it as final or intermediate product. Many authorities attempted

to make these classifications and the results varied according to the

philosophy of the enumerator. These authorities were agreed, however,

that no objective standard or criterion is available for identifying

intermediate and final product, hence some arbitrary'principle would have

to be used. Consequently, any measure of government product must be

conventional.

A second approach is called the 'Despair' or 'Wholesale' approach

by Kuznets since it involves complete acceptance or rejection of govern-

ment product on the grounds that there is no reliable criteria for dis-

tinguishing government intermediate product from final product. The

official statistics of both Great Britain and the united States subscribe

to this approach as they have raised the government to the status of an

ultimate consumer, that is, all government purchases are considered final.

Thus government purchases are viewed as collective purchases of the come

munity. In accepting this approach, double counting occurs to the extent

of government intermediate product. Milton Gilbert in speaking in the

defense of the Department of Commerce argues that under competition no

double counting takes place since prices are lowered by the amount of

the government service to business. The arithmetical illustration given

in the chapter on intermediate product demonstrates that double counting

does occur whether the government service to business goes into lower

prices, higher profits and/or wages.
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A third approach is the tax approach which assumes that indirect

taxes measure the amount of government services to business and direct

taxes measure government services to consumers. This approach does not

solve the classification problem but feels that this is the best solution

to an unsolvable problem. It was used by the National Bureau of Economic

Research, it was used by the Department of Commerce before 19h7, and

Kuznets has been an advocate of its use. Many authorities have attacked

its assumptions by pointing to the inadequacy of the benefit theory of

taxation. Furthermore, changes in tax structure will result in changes

in national income even though real national income remains the same.

Since none of the above approaches are able to objectively determine

the intermediate product of government, the question becomes one of

choosing the best convention. It is the conclusion of this study that

the Department of Commerce practice of counting all government purchases

as final product is the best convention. Several reasons can be given

for this conclusion. For one thing, the alternatives seem even less

desirable. The process of enumeration was found to be largely a matter

of'philosophy yielding a thousand and one answers. The tax approach

depends upon assumptions that do not stand inspection. Furthermore, this

study contends that the major part of government expenditures is for final

product and consequently little double counting would ensue. Again it

seems that in making national income estimates consistency is the best

virtue and if this convention is consistently applied, the changes between

periods will be valid for comparative purposes.
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Since 19h? the Department of Commerce has presented a net national

product at market prices series, and a national income at factor cost

series. The latter series is smaller than the former, mainly by the

amount of indirect business taxes. Nothing is left out of the smaller

total, it is a measure of national income weighted by factor costs,

whereas net national product is weighted by market prices. There are

many limitations of net national product at market prices as an index

of economic welfare. It suffers from.market price weights being poor

measures of value due to market imperfections and coercion of govern-

ment. It is also based on the assumption that everything else, such as

tastes and distribution of income, remains the same. Furthermore, it

is not a net figure since government intermediate product is included.

NOr does it take into account such major items as the services of house-

wives. Nevertheless, it is the best available index of welfare. No

utility calculus is available to measure total social welfare, therefore,

economic welfare as measured by a stock of goods and services valued at

market prices which are approximations of utility values is the most

feasible index of welfare.

This study contends that national income at factor costs is neither

an index of welfare or factor costs. The Department of Commerce excludes

indirect taxes on the ground that they are nonfactor charges against the

product while including direct taxes as a part of factor costs. Some

authorities (Kuznets, Colm, Shoup, Bowman and Easterlin) argue that
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whether taxes should be included or not depends on their use and not

whether they are indirect taxes or not. Shoup and Rolph treat all

taxes alike. This study accepts the contention that from the point of

view of national income accounting taxes are taxes and, therefore, should

be treated alike. This conclusion seems desirable for several reasons.

First, the benefit theory of taxation was found to be inadequate.

Secondly, no adequate objective criterion is available to classify

direct taxes and indirect taxes. Finally, the incidence of taxes is a

matter of considerable debate. With such strong doubts about the classi-

fication of taxes and their incidence, the meaningfulness of national

income at factor costs is Open to serious question. This series appears

to be the result of arbitrary decisions in the classification of taxes

and on their incidence. Some authorities, including Kuhn, Kuznets, and

Bowman and Easterlin, contend that these statistical factor costs have

little in common with factor costs of economic theory--wages, rents,

interest, and profits. Statistical factor costs do not take into con-

sideration the unemployed worker, non-pecuniary items such as prestige

and security, and imperfect competition prevents payments to the factors

from.being identical with their opportunity costs. Furthermore, a

different tax structure could make for different factor costs even though real

product remains the same. National income at factor costs is apparently a

meaningless concept.
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It is further concluded that national income and national product

should be identities. They are simply two ways of looking at the same

thing. There is no reason for the introduction of government economic

activity to cause a discrepancy between them. True income is satis-

faction, the nation's productivity is a means toward satisfaction, it

is also the national income.
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