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GOVERNMENT PRODUCT AND NATIONAL INCOME 

by Simon Kuznets 
Professor "J'Eco~iornics of  llre Univemify of Pennsylva~zia 

THIS paper deals with the problem of defining the product of 
government as a component of national income. It inevitably 
repeats some of the arguments and considerations advanced in 
my recent writings;= but adds more explicit statements and some 
analytical detail. 

The paper falls into two parts. Part I discusses the net product 
of goverument, viewed from the approach to national income 
via final products. Part I1 deals with the treatment of govern- 
ment in the approach to national income via the flow of shares. 

I. DEFINING THE NET PRODUCT OF GOVERNMENT 

1 .  The setting of the problem 
National production aggregates fallinto three different classes. 

The first includes approximations to the net yield of a nation's 
economic activity. The second includes measures of the total 
volume of activity in which the emphasis is on various institu- 
tional groups of producers and consumers, and the purpose is 
to study the interrelations of these groups in the economic pro- 
cess. The third includes combinations of the first two approaches 
but with the aim on certain policy targets, a casting up of 
national accounts designed to show attainment of such targets 
in the past and either expectancies or goals for attainment in 
the future. For brevity's sake, the first class may be designated 
measures of net product; the second, measures of production 
(the process, not product) or of transactions; the third includes 
what, at least in the United States, are designated national 
budgets. 

The discussion here is of national income as a lneasure of net 
product, an approximation to social welfare. I have no quarrel 
with current practices of measuring the national aggregates if 

See  particularly: Nafioaal Product in lVo,timc, National Bureau of Economic 
Research, New York, 1944, Part I; National Ineonze: A Sunimory,of Pi~Fiiiigs, 
NBER, New York, 1946, Chapter IV; 'On the Valuat~on of Social Income', 
Econonnca, February and May 1948, pp. 1-16,116-31; ‘National Income: A New 
Version', Review of Ecoaornics andSfafistics, Au&ust 1948, pp. 151-79. 
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they are viewed as totals of production or transactions, poten- 
tially useful in analyzing the interrelations of various institu- 
tional groups of producers and transactors. Nor is there any 
quarrel with the current practices of compiling national budgets 
for policy purposes. With particular relevance to the govern- 
ment sector, I can easily see the advantage of gauging it by the 
total volume of commodities and services purchased, with due 
attention to (although not inclusion of) transfer flows. But 
attempts to justify the current practices by claiming that they 
yield a netproduct in any meaningful sense of the term lead only 
to confusion; and serve to inhibit both students and laymen 
from developing measurement and analysis of national income as 
an approximation to net product or social welfare. 

'Net product' and 'social welfare' as used here are closely 
related. The term 'product' conveys the idea of something posi- 
tive, so that it is impossible to talk of product as a source of 
'illfare'. The term 'net' implies that products are distinguished 
with reference to some set of goals, whose satisfaction is treated 
as a positive contribution. If by social welfare we mean a posi- 
tive contribution to some socially determined set of goals, it is 
clear that 'net product' is an approximation to net additions to 
social welfare. I don't nlean to imply that national income can 
be an accurate measure of social welfare; but it must be viewed 
as an approximation to it, since any measure of net product is 
an approximation to it. And there is no need to dwell further 
upon the inescapable relation of the concept of 'net product' to 
some set of goals, since the connection is tautological. Without 
final goals there is no final or ultimate consumer; nor can any 
distinction be drawn between h a 1  and intermediate products or 
between net and duplicating (gross) totals. 

Two general aspects of this dependence of a net product total 
upon some set of goals should be stressed before we deal with 
the problem of defining government net product. First, the goals 
are not specified in a constitution, charter, or any other basic 
document. They must be read into the whole set and pattern of 
values that govern society; and an element of arbitrariness 
attaches to any attempt to do so. But in considering alternative 
formulations of such goals, one point must be clearly kept in 
mind. If comparisons of economies are to be in terms of ' better 
off' or 'worse off', such sets of goals must be recognized and so 
formulated as to transcend differences in economic and social 
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organization in time and space. No comparisons are possible if 
the goals are so narrowly defined as to be conditioned by a 
highly specific set of economic and social institutions. To illus- 
trate, if the goal is identified with money income, no sensible 
comparisons can be made between two periods or two places 
that diier in the extent to which the money mechanism involves 
all economic activity. The more general and invariant the set of 
goals, the greater its potential efficiency in permitting com- 
parisons of net product magnitudes across space and time. 

But a second general implication also follows: in so far as the 
goals transcend specific existing social and economic institutions, 
any measure of net product that uses them as criteria must 
involve a recasting and sometinles violent alteration of the data 
directly yielded by these institutions. The data actually observed 
and given directly in information on economic operations yield, 
at best, totals of transactions among institutions. These trans- 
actions and their institutional groupings are never a clear reflec- 
tion of net final flows, viewed from the standpoint of a relatively 
invariant set of goals. Retail sales are not a pure measure of 
flow of goods to ultimate consumers, purchases of goods and 
services by government are far from a measure of final product, 
and so on. In fact, the measure of any net product is but a crude 
approxin~ation. This point must be stressed because scholars 
responsible for preparation of national income estimates find it 
comforting to cling closely to the raw data yielded by the 
economy. But close adherence would result in a set of measures 
with only the fuzziest relation to any system of economic con- 
cepts that transcends the transient boundaries of a given set of 
economic and social institutions. Even estimates of volumes of 
transactions or of national budgets are impossible without con- 
siderable adjustment and purification. And while one must 
always ask whether the analytical 'distortion' of the raw data 
is justified, the inescapable need for such distortion must be 
faced in deriving an approximation either to net product or to 
any other set of concepts. 

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 performance of a variety of economies and the only one that 
can be associated with the economic aspect of social welfare. If 
any citations of authorities are needed, it will sutfice to refer to 
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Pigou's definition1- emphasizing only that the association with 
the measuring-rod of money is stretched here to the utmost - so 
that the criterion has the widest validity in terms of economies 
with different social organizations and levels of technology. 

With this criterion at hand, the final product of government 
activity (as distinct from its intermediate product) may be de- 
fined as (a) direct services by government to ultimate consumers 
plus (b) additions by government to capital stock, i.e. to the 
stock designed to provide services to future ultimate consumers. 
Questions that arise in attempts to identify these elements in 
practice are discussed below. Before dealing with them, we con- 
sider alternative criteria for distinguishing net product and 
government's contributio~~ to it; and the several approaches 
used in the past, all based upon a general set of assumptions 
similar to those used here. 

2. Purchases not for resale (current, oAl;cial approach) 
We begin with the official definition of final product, different 

froin that suggested above, and the resulting definition of net 
product of government. The criterion or, as the authors prefer 
to designate it, 'convention' for distinguishing between final and 
intermediate products, was formulated recently by the scholars 
associated with the U.S. Department of Cominercein their reply 
to my review of their national income publication: 

We start with the obvious fact that individuals, non-profit insti- 
tutions serving individuals, and general government are ultimate 
buyers in the sense that they do not buy for resale in the market. 
Accordingly, their purchases are not elements of cost in the value . 
of other output produced for the market. Hence there is a pre- 
sumption that their purchases should be regarded as final products 
in any measure which purports to give a complete accounting of 
the entire output of tlie nation. Business organizations and govern- 
ment enterprises, on the other hand, are intermediaries in the 
sense that they produce for sale in the market. Accordingly, their 
purchases, to the extent used up in further production, are included 
in the values of goods and services which business sells. Hence 
there is a presumption that such purchases are intermediate pro- 
ducts and should nct be included separately in a measure of value 
of national production. 

1 Pisou dcfincs esono~nic \rcll:i~e IS ' t h l l  part oisoci:!l ucl f i$ io ih:~t c;ul bc 
broughr iIir6;ll) or incliruiily ln lo rcbdtion with the rnu :~n~r~nprod  01' mollr).'. 
(Tile Eco,r<,,,aic.v of IVelforrs, l l t i r d  td i l ion.  Lundon, 1929, p. I I .) 



182 INCOME A N D  WEALTH 

Since the expenditures of individual consumers and of non-profit 
institutions serving individuals are incurred largely to meet the 
needs of individuals, they consist in the main of goods and services 
that are elements of what is commonly regarded as the standard 
of living. Government purchases consist essentially of goods and 
services provided on behalf of the population as a whole, which it 
has been found better to secure collectively than individually. They 
should likewise be included in a measure of the total goods and 
services provided to satisfy the needs of the inembers of the coin- 
munity. In contrast, the bulk of business purchases of goods and 
services consists of items that are raw materials in the production 
proccss, rather than items that directly satisfy human needs. Their 
separate count is accordingly not necessary in enumerating the 
flow of final goods and services. 

We believe that this is a realistic description of the general nature 
of consumer, government, and business purchases and that our 
conventions for disting~usliing between final and intermediate pro- 
duct are accordingly useful for segregating the major types of goods 
and services provided to satisfy the needs of individuals.' 

The 'convention' just described may seem realistic, but it 
hardly provides a significant criterion for distinguishing final 
products. The difficulties emerge if we ask in what sense pur- 
chases by individuals for consumption are not for resale within 
the current time unit. That they are consumed and physically 
vanish (as is true of many of the goods in question) is no test: 
the same holds for raw material purchases by business firms. 
Many individual consumers are during the current time unit 
sellers of labor services: the food, clothing, etc. they buy for 
themselves and members of their families may, therefore, be 
classiEed as bought for resale, since the rendering of labor ser- 
vices is contingent upon life and minimum comfort of the 
worker and his family. 

Clearly, in this criterion of purchase not for resale, the kind 
of resale by individual consumers just suggested is excluded be- 
cause the use of the goods is recognized as ultimate consumption, 
rather than consumption in producing the labor force. Such 
classification is tantamount to saying that the life and happiness 
of individuals is an end purpose of economic activity; and that 
any good is final if it contributes to this purpose without further 
circulation within the economy. In other words, exclusion of 
resale by ultimate consuiners is necessarily a reimportatioii of 

See Tlie Re,sie,u of Econo,nres andStatislics, August 1948, p. 183. 
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the criterion of individuals' welfare as the basis for classifying 
some goods as final products and others as intermediate. 

The next question arises as to the meaning of purchases of 
goods by government not for resale. Clearly, no process of ulti- 
mate consumption occurs in the case of government, except 
where services are provided to ultimate consumers. Outside of 
these cases and government capital formation, the purchases of 
government are uot resold in the sense that a full specific price 
is charged for them; but they are passed on to enterprises and 
to society at large. Should the fact that no specific price is 
charged mean that we have no resale, and heme that the cor- 
responding government purchases are final product? 

If the answer is 'yes', two objections arise. The k s t  is that 
within the private sector also some purchases are not for resale - 
in the sense that while the good purchased is passed on to 
business users, no specific charge for it may be made to the user. 
This is true of all monopolies that charge discriminatory prices 
to their customers. In such cases the monopolists purchase some 
goods or produce them directly, aud then pass them on, to at 
least some of their business customers, for only a partial quid 
pro quo. Should we consider the purchases by these monopolists 
of the goods so passed on as part of 'final product'? And if the 
answer is that they are in fact sold but the price is paid by some- 
one other than the specific business user, would not the same 
argument hold in case of government? 

The second and more important objection is that failure to 
resell means 'finality' within the current time unit only if there 
is no chance of another enterprise using the good in question 
(or adding it to stock). But if failure to resell means only failure 
to cliarge a price and not failure to pass on the good to enter- 
prises, then how can the good be treated as final? It can be used 
by business and other firms; and it can enter other products, and 
thus cause duplication. The argument that the specific price of 
the good in question is zero, or close to zero, is not relevant to 
the main criterion of 'finality' discussed here, viz., that of 'pur- 
chases not for resale'. If we also introduce the criterion of a 
'fair' price, we should have to consider the problem of prices 
inflated by taxes, without a specific quidpro quo.= 

More specifically, a good, A, purchased by the government and then passed 
on graris to a business firm (or to society at large) may have a price of zero to 
the recipient; but somebody else may be paying for it and including the cost in 
the price of his commodity or service@, C,  D, or E). In the final product approach 



184 INCOME AND WEALTH 

One can see that the linking of 'finality' of a product with 
'not for resale', in the sense that it need not be sold for more 
than a token price, is important in a society where lack of means 
of payment in the hands of would-be purchasers is an ever- 
present threat; and on the theory that full employment of re- 
sources is conditioned by an adequate flow of purchasing power 
to consumers and of means of credit and existence of confidence 
on the part of business. The purchases not for resale are final 
in the sense that, once they have materialized, no further claims 
upon means of payment at the disposal of society (ultimate con- 
sumers, private business, government) are made. In other words, 
these are final expenditures which, if they can be made, will spell 
certain monetary levels of gross output. But failure to resell is, 
for reasons just advanced, clearly an inadequate test for identi- 
fying final product. 

3. Social framework as end-purpose 
It is contended below that most governnlent activities are 

designed to preserve and maintain the basic social framework 
and are thus a species of repair and maintenance which cannot 
in and of itself produce net economic returns. Yet at certain 
junctures in the life of a country, e.g. in times of a crucial war, 
this interpretation may seem inadequate: it suggests the sub- 
ordination of a life and death struggle to the flow of goods to 
individuals, and thus denies that at such times individuals' cur- 
rent welfare may be less important than survival of the social 
framework. The argument would lead toward temporary recog- 
nition of success in war and preservation of a country's social 
framework as a purpose at least equal in importance to welfare 
of individuals. The result would be to recognize all goods flowing 
into the armed conflict as final products; and to include in 
national income not only consumers' outlay and net output of 
government as defined below, but also all expenditures of 
government on war purposes.l 

Reasonable as such an approach may seem in the stress and 
strain of a major war, it can be valid only during these extra- 

we take B, C, D, and E a t  market prices, thus including the price of A. Ilence, 
so far as A is a oroduct absorbed in uses other than ultiniate consumntion. the 
f i s t  t k r  it 1.35 phc1111sed by govcrnmcnr no1 for rr',:~I~.dues not prereni dupiica- 
tion if i t  ir includcd >long nit11 B, C, U, and E. 

' SPC Nario?to/ Pfoducr 811 IVorrune, p. 17-19. 
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ordinary and necessarily brief intervals in the life of a body 
social. The elevation of success in war to a position in the hier- 
archy of social goals equal to the provision of welfare to indi- 
viduals is warranted only if it can seriously be conceived that 
failure in the war is likely to result in a complete breakdown of 
the national economy. Conflicts of so crucial a character cannot 
obviously occupy more than a limited fraction of the secular 
run of a national economy's life. One must particularly beware 
of extending this viewpoint, justified by necessarily temporary 
crises in the life of a nation, to the common run of public acti- 
vities involved in a continuous maintenance of the social frame- 
work within which the thousand and one econonlic activities are 
carried on. 

This is not to deny that if a chronic state of crucial struggles 
ever arrives, there would be need for asserting two end purposes 
to economic activity: welfare of individuals, and preservation of 
the social fraillework. But in that case distribution of resources 
between the two end purposes would be determined by a variety 
of factors that cannot be encompassed in economic analysis; and 
while the results could be measured, a proper interpretation 
would have to await a new type of econonlic-political theory. 
The latter would include not only the factors now considered in 
the analysis of econon~ic phenomena under conditions of peace 
and political stability, but also those that determine allocation 
of resources under conditions of external struggle and extreme 
pressures upon a nation's political framework. 

I t  is clear that any change in the definition of end purposes 
of economic activity has an immediate bearing upon what is 
included in national income; and hence upon how the net pro- 
duct of public activity is defined. Indeed, choice of end goals as 
a criterion in defining net product affects even the recognition 
of factors. Factors are what factors do, and factors are identified 
by their participation in the creation of final net product. The 
yield of factors, their aggregate compensation, must equal the 
net product and hence be governed by the criteria that define 
the latter. However, there is little need to stress the point further. 
We return to our basic set of criteria - satisfaction of needs of 
ultimate consumers, present and future - and consider more 
closely how the net product of government activity can be 61s- 
tinguished from intermediate product. 
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4. The three past approaclzes 
All the approaches cited in this section recognize the basic 

criterion just formulated. They differ, however, in their judg- 
ment as to how far the criterion can be applied in practice. They 
are dealt with briefly, in the way of a survey of the experience 
prior to the time when the official current estimates 'solved' the 
problem by raising government to the status of an ultimate 
consumer. 

(a) The first approach may be designated one of total despair, 
being based on a view that no reliable bases, in priiiciple, are 
available for distinguishing in government activity between final 
and intermediate output. To use a more neutral term, descriptive 
of its implications as to the treatment of government activity as 
a producer, the approach may be designated 'wholesale' since it 
involves either a wholesale acceotance of all government oroduct 

A - 
(expenditures on commodities and services) as final net output; or 
wholesale rejection on the ground that none of it is final product. 

This viewpoint may best be itlustrated from the writings of 
J. R. Hicks. In  an article (joint with U. K. Hicks), we read: 

. . . in the above classification no account has been taken of any 
deduction from the gross contribution of firms due to their utilisa- 
tion of the free services of public authorities. In fact, the services 
of police, justice, and defence do contribute to production, and 
may be thought of as used in production in the same way as power 
and fuel. If we decide to give its full weight to this consideration 
only a fraction of the output of public authorities may have to be 
reckol~ed as entering into the final product. And in this case a 
deduction from our various totals equal to a large proportion of 
public net income must be made. . . . 

It is, however, extremely difficult to see how much deduction 
should be made. The protection of life and limb is presumably a 
part of final output, so is the use of the roads for pleasure pur- 
poses. How do we draw the line between the value of these services 
and the value of those services which ought to be deducted? The 
division seems to be entirely arbitrary. Consequently, if we want 
to measure something and not to arrive at a figure for the national 
income which is what it is just because we say it is, it seems better 
to disregard this productive utilisation of public services, and to 
regard them (by defmition) as being reckoned entirely into h a 1  
0utput.l 

' 'Public Finance in the National Income', The Review of Econo~l~ie Sftidies, 
Vol. VI, No. 2, February 1939, p. 150. 
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And in a footnote to this statement the authors add: 

It may be noted that our fourth breakdown, by separating out 
public net income, provides an upper and a lower limit for the 
national income (with or without public income). It is open to 
anyone to decide what fraction of public output be considers to 
be a 'producers' good', and having made the necessary deduction, 
avoid the convention of classifying all public expenditure as final 
0ntput.l 

In a later article, devoted to a theoretical analysis of the 
welfare and productivity implications of the valuation of social 
income, Professor Hicks sees 110 reasons for changing his posi- 
tion. In discussing Colin Clark's formula, which includes indi- 
rect taxes fully, Professor Hicks says: 

There is, however, one substantial reason why Mr. Clark's for- 
mula must indeed be expected to overestimate the Social Income 
includi~tgpz~blic services. 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, 
roads used for 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 hope 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. We must just be prepared to remind ourselves 
that the Clark formula has not in fact succeeded in eliminating 
every sort of doublc counting.2 

Three comments should help to elucidate the meaning of this 
approach. First, while the discussion is usually in terms of 
whether or not to add indirect taxes, the problem is being 
answered in terms of all taxes. Second, it would have been as 
simple a convention to classify all government activity as yield- 
ing indirect output alone, as to classify all of it as final output. 
If the latter convention is chosen, the implication must be that 
'public services' are viewed as being predominantly of service to 
consumers or constituting additions to capital outside of the 
private sector. Third, while the statistical consequence of the 
choice of 'convention' here means identity of the measure with 
that of government product in the current official estimates, the 

' O p .  cif., p. 151. 
"The Valuation of the Social Income', Eco,~onzica, Vol. VII (new series), No. 

26, May 1940, p. 118. 
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theoretical position is different in principle: it does not accept 
the recent contention that identifies final products with pur- 
chases not for resale, and leaves the way open to a change in 
procedure when practical circumstances warrant. Indeed, in a 
recent publication Professor Hicks registers a change in his 
position: 

I have never denied that there is a distinction between those 
government activities which have to be regarded as a part of final 
output, and those which (at least in principle) are not. But I used 
to think that the distinction was too vague to be of much use to 
the statistician. Later on . . . my wife demonstrated to me that the 
making of a significant classification of public expenditure on these 
lines was a much less formidable task than I had supposed. The 
difficult cases are quantitatively of secondary importance, with (I 
think) the exception of road maintenance.' 

(b) The second approach shares with the first its essential 
pessimism as to the feasibility of separating in government acti- 
vity final from intermediate product. But it adopts a different 
convention as representing a more palatable practical compro- 
mise. It may conveniently be designated the tax-payments 
approach. 

In its use in national income measurement, in the past work 
of both the National Bureau of Economic Research and the 
U.S. Departnlent of Commerce, this approach has undergone 
some evolution and has emerged in two variants. Attention to 
these two variants serves not only to indicate how different 
assumptions can be made in interpreting government activity in 
terms of net output, but also how changing circumstances force 
revision of assumptions that seemed acceptable at a different 
time. 

(i) The first variant involved two basic assumptions: (a) direct 
taxes paid by individuals measure the value of services by 
government to ultimate consumers, and (b) net business taxes 
(i.e. net of subsidies) represent full and conlplete payment for 
intermediate product of govern~nent.~ The combination of these 
assumptions meant that final product of government, not 

Economics, August 1948, p. 164: 
*These were the implicit assumptions of the estimates by the National Bureau 

of Economic Research, from the &st set published in 1921 until the second variant 
was formulated and presented in National htcona atrd Its Coinposition in 1941. 
The same was true of the U.S. Department of Commerce estimates of national 
income until the recent revisions (1947). 
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already represented by individuals' taxes, could take the form 
of additions to government capital alone and could be financed 
only out of deficit; and that domestic and foreign transfers also 
could be financed only out of deficit. 

The acceptance of these assumptions resulted in a simple for- 
mula for national income: national income equals the sum of 
all income shares gross of direct taxes paid by individuals, the 
income shares including undistributed net profits or losses of 
private enterprises after all tax payments. Since additions to 
government capital could be only out of deficit, they did not 
have to be added; and neither were domestic tra~~sfers to be 
included. Foreign transfers, which should be snbtracted if 
financed out of deficit, were neglected for the realistic reason 
that they were practically nonexistent in the United States (war 
debts resulting from World War I having been classified as true 
loans). And the whole calculation was in terms of current 
government accounts, disregarding repayment of debts. Taking 
the latter into account would not have changed the formula, or 
the resulting national income total. 

This frankly conventional choice of assumptions, with their 
conveniently simple result, seemed fairly satisfactory during the 
1920's and early 1930's in the United States, when the total 
scope of government as a producer or transfer agency was small 
relative to the private sector; and, particularly, when transfers 
and deficits were comparatively small. But when, as a con- 
sequence of the drastic depression, huge government deficits and 
large transfer activities (in the form of relief) made their appear- 
ance, it became dangerous to assume a neat correspondence be- 
tween taxes and government product and a different variant was 
suggested? 

(ii) In the second variant (embodied in National Zncoine and 
Its Cornposition) the first assumption, the equivalence of direct 
taxes paid by individuals and services by government to ulti- 
mate consumers, was retained. But the second was dropped. In- 
stead, the other part of the final government product was secured 
directly, by a comparison of real capital formation under 
government auspices with changes in government debt. The 

' This is not intended as an accurate description of the motives that led to the 
change in the assumptions in the National Bureau's estimates in the late 1930's. 
It is rather n post-facto rationalization of an adaptation of a conventional decisiou 
to changed circumstances, which was made out of intellectual discomfort caused 
by the old convention. 
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addition of this difference between change in real government 
capital and change in government debt included such net pro- 
duct of government (outside of services to individuals) as was 
financed out of taxes, included such repayment of domestic debt 
as was made out of taxes (which species of domestic transfers 
should be included); and was necessarily adjusted by also adding 
all other domestic transfers (e.g. relief) to the income shares. The 
Enal formula for the second variant is: national income equals 
(sum of income shares gross of direct taxes on individuals) plus 
(domestic transfers, not in repayment of debt) plus (excess of 
real capital formation by government over change in govern- 
ment debt).l As in the Erst variant, foreign transfers were neg- 
lected since they were nonexistent or insignificant. 

(c) The third approach, while recognizing the difficulties of 
classifying government activities as Enal or as intermediate pro- 
duct, calls nevertheless for such segregation. Calling for detailed 
consideration and analysis of government activities and an allo- 
cation of the latter between Enal and intermediate products, it 
inay properly be designated the 'specific' approach. 

It has been used directly in national income estimating in Ger- 
many and Sweden; and partially in several attempts to establish 
fully individuals' share in national product or the share of some 
economic group." 

' The controversial auestlon concerning valuation of government services at 
cost or market basis is no longer an issue, ?f we accept theassumption that direct 
t;txcs paid by inuividu;tls inci,orc the vnluc of r6rvias by povurnment to indi- 
viduals ;la oltintltc constlmrrs (~L.L. thc dikcussion in SI~KI~L') ill I , I C O I I I ~  wtd IVeoltlr, 
Vul. Two. S\';,rlon;.l Rc,rsnu ofEcot~oo~~sHcsc:~rcl~. Nc~wYork. 1932. PD. 269-3161, 
On this ~ssumotion, domestic transfers must beaddcd; and the efcess of r ed  
capn:ll form~tibn over the ckinge in debt must nlno bc added to dvritc the corrccr 
total of n31.0nal lnconie as i i ~ t  output, at currsnt rn3rkct priccs. I1 is triiu, how- 
evrr. t h : ~  thc ;arsumntian intotic a mnrkct (o~vmentl rathur 11v.r11 cost b ~ i i s  01' - ~ - .  .~~ ~ ~ ~ - -  
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'Three (1939, ~ p .  319-80), Clark W;rrburtun es1lrn;ncs povurnment servi2vs lu 
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The approach involves a direct denial of the judgment of the 
first two approaches, viz. that government activities are not pro- 
perly segregable into final and intermediate product because 
there is no reliable principle on which such segregation can be 
made. 

Naturally, in its practical application the approach also in- 
volves conventions. Thus, when in the national income estimates 
for Sweden the expenditures for a large sector of government 
activity are apportioned, for lack of adequate basis for a inore 
specific allocation, equally between final and intermediate pro- 
duct, the element of convention enters. But it may be claimed 
for the specific approach that conventional judgments are 
applied to a much narrower field than in either of the first two 
approaches; and that the limitation occurs by virtue of direct 
recognition of at least some sectors of government activity as 
belonging distinctly to the final or to the intermediate product 
category. If wide agreement is possible with reference to this 
latter step; if no demurrer can be entered against classifying, 
say, expenditures on health and education as direct government 
services to ultimate consumers, and expenditures on economic 
regulation as services to business, the coi~ventions of the third 
approach are clearly to be preferred to those of the first ap- 
proach; and even to those of the second approach in its more 
elaborate variant. 

Disregarding for the lnolnent the question whether the im- 
provement in the estimate warrants the additional work itlvolved 
in the application of the third approach, we may state that, in 
theory, the third approach is the only acceptable one - provided 
that agreement can be established as to principles of classifying 
government activity between final and intermediate products, 
principles so applicable to ordinarily available data on govern- 
ment expenditures as to permit a marked narrowing of the area 
within which purely corzventionalbases of allocation must be used. 
Such principles can be formulated, at least in tentative form, as 
an initial basis from which agreement may evolve. With their 
formulation, the specsc approach to the measurement of h a 1  
product of government activity is the only one that can and must 

~ndividunls rjan consumers (quc p.~rticul~rly rhu items on pp. 357-55). I n n  ruvcnt 
slt~cly for G r u l  Brtt:tin, R~~d,~t, ibt~lior,  of I , K O , , ~ ~ , ~  Y ? ~ ~ O U S / ,  l'!lb/ic k i , x ~ , x ~ ,  t,t 1937 
(Oxlbrd. 19.15). l'lbor U d r n . ~  not onl\, vir~mtlcr scr\,icc.s bv covmmmunl lo indi- ~ ~~ ~- - - ~  ~- -~ ~ ~ - ~ - -  

<iduals,'but jliocates the va l i eo f  these services for the various rrouos id the 
distribution of income by size. 
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be followed in estimating net product of economic activity. And 
to return to the question of practical expediency, recent years 
have witnessed such enormous expansion of government activity, 
an expansion likely to persist into the future, that additional 
worlc devoted to the improvement of estimates of the final pro- 
duct of government is urgently warranted. 

5. Criteria for identijyingfinal product of governinent 

Since final product of government consists of two distinct 
parts - consumers' outlay and private capital formation - cri- 
teria or principles of identification must be set up for each part 
separately. 

The services by government to individuals, by which we mean 
activity of government that results directly in a flow of goods to 
ultimate consumers, can be ideutii7ed with the help of three 
criteria. The fmt is that the individual recipient of the service 
from government pays no price or only a token price. This is to 
distinguish cases in which government acts in the sense of our 
analysis from those in which government acts as a business 
entrepreneur. To illustrate, we are concerned here with free 
public education but not with the activities of the post-office in 
which the service is rendered for a significant quidpro quo. Only 
if the price is a token price and only to the extent that services 
rendered are, therefore, financed out of taxes, deficit, or any 
other sources except specific fees paid by consumers, will the 
activity be classified under government service to individuals. 

The second criterion is that the government service be avail- 
able to the individual only upon his overt initiative, rather than 
to him as a member of a social group who, as an individual, 
may be quite unaware of the service. To illustrate: services of a 
government hospital, available to an individual upon request, 
would be classified by the criterion as a government service to 
individuals. But the services of the state legislature, higher judi- 
ciary, the army and navy, etc., for the preservation of the social 
order, and thus for protecting and extending the position of an 
individual as a member of society - a service which the indivi- 
dual may or may not be aware of, but which he cannot request 
on his individual initiative - is not recognized as service to indi- 
viduals as ultimate consumers. 

This criterion grapples directly with what is obviously the cen- 
tral difficulty in distinguishing between final and intermediate 
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output of government, viz. the numerous and recently enormous 
activities designed to maintain the society in internal peace and 
to preserve its position vis-d-vis other countries. It is this diffi- 
culty that leads in the first two approaches in section 4 to a 
denial of the feasibility of reliable identification of net product 
of government. The criterion resolves the difficulty by classifying 
all such activities as intermediate rather than final product. 

The reason for so doing lies in the recognition that economic 
activity is contingent upon the existence of a given social frame- 
work - a set of working rules and institutions that govern mem- 
bers of society in their relation to each other - as well as a set 
of practices (unfortunately but few firm rules) that govern the 
relations of a given national economy to others. National in- 
come is a measure of ilet output of economic activity within the 
given social framework, not of what it would be in a hypo- 
thetical absence of the latter. The maintenance and modification 
of this framework, even though it employs scarce resources that 
may be secured on business markets, cannot in itself constitute 
part of the final product of economic activity. One could, if one 
wished, classify this social framework as a kind of basic capital, 
but not in the strict sense of economic capital whose increase 
and decrease can in and of itself enter econoinic accounting and 
national income. The activities by government designed to pre- 
serve or expand the framework involve economic costs to society 
at large; but any net returns from them cannot be associated 
directly with any changes in the framework, certainly not in 
terms of services to individuals. This does not mean that such 
changes in the social framework may not facilitate greater pro- 
duction in the future; but then it will be accounted for when 
such gieater production means a greater flow of goods to indi- 
viduals.= 

In other words, 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 con- 
ditions as services. To include the latter implies feasibility of 
national income and of a flow of services to individuals outside 
the basic social framework within which economic activity takes 
place. There is little sense in talking of protection of life and 

The bearing upon government capital formation is noted below, in discussing 
the criteria for identification of that part of final product of government. 

0 
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limb as an economic service to individuals - it is a pre-condition 
of such service, not a service in itse1f.l 

Another important argument forces us to view government 
activities on internal and external defense and on economic and 
social regulation as costs rather than net product. One need not 
be an economic determinist to conclude that the growing magni- 
tude of government activities of the type just mentioned is 
closely connected with the growing complexity of the economy 
and the international frictions which inequalities in the rate of 
economic growth among nations produce. The factors that made 
for increased economic productivity and increased flow of goods 
to consumers and to capital stocks -advanced technology with 
its change in scale of operation and magnitude of fixed capital 
investments, the increasing size of business enterprises, the 
better organization of labor, farm, and other groups, the social 
system that maintains the economic harmony of conAicting 
groups in a complex society -are the very same factors that 
made for increased activities by government. The latter are not 
natural calamities unconnected with the economic system; hence 
increased government outlays cannot be interpreted as if they 
were increased production of fuel occasioned by growing severity 
of climate - a realm beyond social control. On the contrary they 
are an increased cost of operating the economy, the other side 
of the shield of economic progress. 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 government activities necessary to maintain the social fabric 
within which the flow is realized. 

'This explains why comparisons of economic measures among societies thal 
differ materially in their social framework are so intellectually unsatisfying. Eco- 
nomic measures, by the nature of the case, must reflect results of economic activity 
proper, with the framework of society taken for granted. But individuals' total 
welfare, as distinct from economic welfare, reflects these basic conditions of the 
framework of society. The very fact that no one has as yet seriously proposed 
including in national income the economic value of individual llberty shows 
clearly that the services of social framework are not economic services to indi- 
viduals as ultimate consumers; and should, therefore, be excluded by the criterion 
just suggested. 

It is the acceptance of this view on government activities that lies at the basis 
of the abandonment of the convention used by the author in the past and 
described briefly under the second approach (section 4(b), above). One may also 
note that the criterion suggested would result in a different set of estimates of 
net output of government from those derived by the estimators who diduse the 
specific approach in the past. In practically all cases, protective and legal services 
of government were included, at least in part, under services to individuals qua 
ultimate consumers (see references in footnote ' on p. 190). 
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However, the second criterion which calls for individuals' 
initiative and action preceding the receipt of service does not 
exclude fully all government activities designed to maintain the 
social fabric. The reason for so formulating this criterion is that 
many government activities relating to the general social frame- 
work can only be undertaken by decision of public bodies. In- 
deed, where common interests of society are involved, individual 
action as contrasted with group action is often barred. But this 
second criterion is, itself, not sufficient. For there are numerous 
cases when the government acts in response to an individual's 
initiative, when action follows without any price or only at a 
token price, and yet no economic service, no final product can 
be recognized. To illustrate: an individual's appeal to a court 
resulting in judicial action is not followed by a government ser- 
vice that is classifiable as a final economic good (regardless of 
whether the verdict is favorable or unfavorable). Creation and 
destruction of rights is not in itself production of final goods, 
even though such rights may have high market value for indi- 
viduals and firms. Yet we have here a case where both the first 
and the second criterion fail to bar recognition of the govern- 
ment activity as coustituting services to individuals as con- 
sumers, i.e. as final product. 

A third criterion must, therefore, be introduced. It requires, 
in addition to gratis basis and individual initiative or action, that 
the services by government to individuals have an analogue in 
the private markets. Only those government activities directed 
to satisfy individuals' wants are included which find their 
parallel, and on a substantial scale, in similar services purchased 
by individuals on private markets. This permits the inclusion of 
such services by government as education, which obviously h d s  
its analogue in purchases of private education; medical services, 
with similar analogues in private medical service; parks, thea- 
ters, public tourist centers, amusements, etc. On the other hand, 
judicial, police, external defense, legislative, and all other similar 
services are excluded; and so also is excluded the vast network 
of government activities in the way of economic regulation and 
information, since any analogues that exist in the private market 
are constituted of purchases by individuals not in their capacity 
as ultimate consumers, but in their capacity as members of 
business firms. 

It must be admitted that the third criterion breaks down if 
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stretched too far. If any appearance on private markets is con- 
sidered as satisfying the test, many government activities will be 
classified as final product even though they cannot easily be 
acknowledged as such. People hire bodyguards, and one could, 
therefore, claim that police activities are economic services to 
ultimate consumers, whereas one should classify them as inter- 
mediate product, costs of maintenance of social order at large. 
Hence 'widespread' use in private markets is called for; and 
one could argue that if widespread use of private police is neces- 
sary, then the social framework does not recognize an overriding 
need for internal peace and under such conditions police 
activities by government should be counted as services to indi- 
viduals. Yet 'widespread' is an elastic term. 

Another difficulty with the criterion becomes apparent when 
what is obviously a service to an individual as an ultimate con- 
sumer becomes so well discharged by government that it ceases 
to be provided on private markets (e.g. free government medi- 
cine) and is discharged by government without any cost. Yet 
one could argue that in such a case free medical service has 
become part of the social framework, like free justice, free right 
to participate in elections, and free police protection. The 
examples illustrate that the line of distinction between activities 
designed for the benefit of society at large (i.e. as a body) and 
services designed for individuals as consumers is not constant - 
it changes with shifts in society's consensus as to the indis- 
pensable prerequisite of a satisfactory social framework. 

Yet, the combination of the three criteria should provide a 
workable distinction of those government activities that can be 
classified as services to individuals as ultimate consumers. The 
iirst criterion distinguishes government business from govern- 
ment par excellence. The second excludes such government acti- 
vities as find a widespread parallel on the private markets (pur- 
chases and production of certain types of commodities needed 
for the benefit of society at large, e.g. military airfields) but 
which, being for the benefit of society at large rather than the 
individual as ultimate consumer, do not follow or become avail- 
able upon an individual's initiating action. The third criterion 
excludes such government activities as may follow an indivi- 
dual's initiating action, but are only the result of an attempt by 
the individual to adjust his position within tlie social framework: 
actions of the adjudicating, or legislative, or administrative type, 
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which do not find any widespread analogue on private markets 
for the simple reason that society does not entrust them to 
private business. 

We turn now to the problem of identifying the capital forma- 
tion componeut of the final product of government. Here ana- 
logy with the private sector is more helpful than in the case of 
government services to individuals. Net output includes not only 
goods that become available during the year to ultimate con- 
sumers, but also such additions to or drafts upon the stock of 
capital goods at the disposal of the country's economy as result 
from current productive activity. These changes in stock of capi- 
tal goods are included because they mean increase or decrease 
in potential capacity of the economy to supply goods for con- 
sumers in the future - capaciry in terms of ability to produce a 
larger final output with the same costs or the same final output 
with lower costs. Such changes in capital stock in any single 
country consist of two distinct parts: additions to or drafts upon 
the stock of real capital goods within the country (inventories, 
durable equipment, construction units, and the like); and change 
in the net balance of claims of the given country against foreigu 
countries. 

In defining and measuring changes in the stock of real capital 
goods within the country, three basic criteria are used. First, all 
capital goods are included regardless of their distance, in the 
customary chain of production relations, from such final goods 
as satisfy wants of ultimate consumers. Whether the capital good 
is of a type in which capacity to increase output of consumers' 
goods in the future may be clearly perceived (e.g. a residential 
building) or of a type in which connection with consumers' 
goods must be traced through several links of production-con- 
sumption relations (e.g. a blast furnace) is of no bearing: changes 
in both types of capital goods must be included in net output. 
The same criterion applies also to changes in the stock of real 
capital goods in the hands of government. Even if government 
capital is designed for turning out intermediate products alone 
(e.g. armament), changes in it should be included, because addi- 
tions to such stock reduce the future cost of maintaining or 
extending the social framework which is indispensable for opera- 
tion in the future, i.e. for the future output of consumers' goods. 
There is no inconsistency in including in the final product of 
government changes in the stock of armament, and yet excluding 
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from final product such government activities as are carried on 
by the country's armed services; as there is no inconsistency in 
including additions to the stock of blast furnaces in net output, 
and yet excluding pig iron from the flow of finished goods to the 
country's ultimate consumers.l 

The second criterion uniformly followed in identifying changes 
in private capital formation is the exclusion of additions to, or 
drafts upon, stocks of intangibles and claims within the coun- 
try. Internal claims are excluded simply because an increase in 
claims of one group is necessarily offset by an increase in obliga- 
tions of another group. Intangibles are excluded for a somewhat 
similar reason. When acquired by private business firms, such 
intangibles are often in the nature of a preferential position vis- 
rl-vis other firms -in the same or in other industries; and to that 
extent what is a gain to a firm that acquired the intangible is an 
equal loss to those that have been thereby put in a position 
inferior to that formerly occupied. Where gain in intangibles call 
be characterized as nonexclusive, their importance to the future 
productive capacity of society cannot be denied (consider, e.g., 
additions to scientific knowledge). Indeed, it may be said that 
the most important capital stock of society is intangible - con- 
sisting of the health, intelligence, and skill of the people who 
form the body social. But no attempt to measure the economic 
magnitude of changes in such a stock can even be visualized: 
only its effects can be, and are, measured in terms of changes in 
production of tangible goods included under national income. 
Were it possible to measure changes in the stock of intangibles 
in economic terms, it might not be necessary to measure and 

'One mav indeed auestion the usefulness of measuring chanres in stock of 
armaments (and relatch products) in time of war, when it% quite apparent that 
the huge additions that may have been made by the end of a given year will be 
dissipated in the next year of continuing warfare. But the question here lies in 
the usefulness of a yeor as a unit of net output accounting, in connection with a 
process like a war that may last several years and which is, therefore, i,~complete 
by the end of an annual time span; not in the legitimacy of including net changes 
in stocks in a given year's net output, 

A more important objection to the inclusion of additions to armaments is that 
they, in fact, do not represent an increase in a country's capacity to maintain or 
extend its position in the world since they are inevitably offset by additions to 
armaments of would-be enemies. This argument is unanswerable if one grants 
the necessary connection between increases in armaments of one country and of 
its would-beenemy. Yet it can also be argued that, given the present organization 
of the world, there are many situations in which increase in armaments prevents 
rather than precipitates a conflict. The case is far from decisive; and under the 
circumStancesit may be best to admit additions to stock ofarmaments asevidence 
that current production does contribute to future welfare by reducing future costs 
of maintaining a country's position in the world. 
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include changes in the stock of tangible capital goods. National 
income could then be made to comprise the current supply of 
consumers' goods and net changes in capacity for the future as 
reflected in the stoclc of our knowledge and ability, rather than 
in the stock of commodities. 

The same criterion must be applied to measuring changes in 
the internal stock of capital goods under government auspices. 
Government activity can add et~ornlously to the stock of intan- 
gible capital and can also result in heavy inroads upon the 
latter. The ability and willingness of members of society to 
cooperate in maximizing net output are greatly affected by the 
activities of their government. But there is, in the nature of the 
case, no way of assigning economic magnitudes to changes in 
such intangible capital directly: magnitudes can be assigned 
directly only to the tangible effects, in the form of production 
of commodities and services. We can, therefore, include under 
government capital highways, buildings, dams, battleships, etc.; 
but not intelligence, loyalty, and cooperativeness of citizens, or 
international prestige and popularity, internal peace, or external 
freedom. 

No particular questions arise concerning the identification of 
the other segment of capital formation under government aus- 
pices, changes in net balance of claims against foreign countries. 
The inclusion of this item in capital formation, in the private or 
government sector, assumes that possession of a claim against 
a foreign country means command over that country's output; 
and the existence of a claim against one's own country by out- 
siders represents command by them over the country's goods. 
When world conditions validate such an assumption, changes in 
the net balance of claims against foreign countries must be 
included in current .net output of a country's economy. 

One important question, however, is still to be raised cou- 
cerning capital formation by government. Unlike the private. 
sector, in which changes in real stock of capital goods and in 
balance of claims against foreign countries is a result of econo- 
mic activity, changes in the stock of goods or claims in the hands 
of government may result from war - overt military confict or 
the hidden war that is often conducted in times of peace by 
diplomatic means. Should we include such changes, whether 
tangible (acquisition of land, equipment, etc.) or claims (repara- 
tions, etc.) in capital formation under government auspices? 
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The answer is not easily found. If additions to the stock of 
armaments are to be included in net product of government, on 
the ground that they mean an increase in the country's capacity 
to preserve its position with less drain upon future output, 
should not acquisitions resulting from war also be included as 
representing similar increases in the country's capacity to main- 
tain and extend its international position? Yet the parallel is not 
quite true, since additions to the stock of armaments were 
assumed to be a result of a country's economic production -use 
of resources, bought mostly on private markets, to satisfy the 
ever-present need for protection. The additions to capital dis- 
cussed here are assumed to be the result of war, a process that 
can hardly be characterized as economic production; and one 
in which resources are ordinarily used without strict regard for 
the rules of the private market. Were war classified as economic 
activity, we would have to deal with the problem of costs and 
returns to the members of armed services, mobilized by con- 
scription and paid in terms economically incommensurate with 
their sacrifices. 

The answer thus depends not upon whether or not booty 
acquired in war is a true addition to the capital stock of a nation: 
in illany cases it definitely is, just as for the country defeated in 
war it is oftell a real economic loss. The answer depends upon 
whether we classify war as an economic activity; and upon 
whether it is useful in measuring net output of ecoi~omic activity 
to throw into one total results of two different types of activity. 
Even in the private sector, only such changes in capital stock 
are recorded as result from the process of economic production. 
Changes due to factors outside the latter (e.g. the incalculable 
and uninsurable acts of God, either favorable or unfavorable) 
are ordinarily excluded. Unless by some unfortunate develop- 
ment of international relations war becomes an important and 

.regularly practised process for securing economic returns (in 
which case society would have to undergo drastic changes that 
are likely to affect the whole theory of national income measure- 
ment), it seems best to exclude it from the realm of economic 
activity; and to exclude war-produced changes in capital stock 
from government capital formation, from government final pro- 
duct, and from the country's national income. 
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6. Statistical problems 
Even in countries rich in a wealth of statistical data, the appli- 

cation of the criteria just suggested for identifying net product 
of government will encounter numerous difficulties. Such statis- 
tical problems cannot be discussed in general terms since they 
vary from country to country, and within the same country, 
from period to period. Nor would an attempt to apply the 
criteria to a given country for a given period necessarily reveal 
all the difficulties, or yield solutions of wide validity. 

But some general consideration can effectively be given to the 
kind of statistical problem that is likely to be encountered, given 
the data that usually are available in the advanced economies 
of the Western world. The general paths which solution of such 
problems may follow can be suggested; and some indication 
given of the reasons for believing that it is possible, by using the 
criteria suggested above, to reduce to narrow dimensions the 
area within which conventional allocations of government be- 
tween final and intermediate product would have to be made. 
The discussion that follows deals with (a) what is to be included 
to get the sum total of final products of government activity by 
adding the cost items ordinarily given in the data; (6) how to 
allocate joint costs; (c) what basis of valuation to use. These 
questions are common to the measurement of both government 
services to individuals and government capital formation. Ques- 
tions specilic to the measurement of the latter arise in (d) passing 
from gross to net capital formation, i.e. allowiug for capital 
consumption. 

(a) Once we identify a sector of government activity as yield- 
ing services to individuals or additions to capital, there is often 
no direct way of securing the economic magnitude of the result- 
ing net product. It is true that when such net product is repre- 
sented by repayment of government debt held abroad, a full 
measure of the market price is directly given; and the same holds 
when the product in question is only paid for. by government, 
but is turned out on a contractual basis by a private firm that 
can then be confidently expected to charge a full price. In many 
cases, however, the government acts as its own entrepreneur; 
and the value of the net product turned out must be derived by 
adding the various outlays chargeable to the product in question. 

Except for allocation problems, to be noted below, and the 
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ever to be considered paucity of data, no particular difficulties 
arise in securing outlays by government on the purchase of labor 
services and of commodities. Thus the cost of labor and materials 
is ordinarily given for an estimate of the value of net product 
of government; and being given fully, it can be used to measure 
- for given categories of final product - not only the input of 
direct labor and materials, but also the input of labor and 
materials on maintenance of whatever capital is used in pro- 
ducing the final product. But one cost item is almost necessarily 
lacking in the government cost accounting and present in the 
private finll's accounting: charges on the use of capital. Presum- 
ably capital used by government to turn out the final product, 
like capital used by private firms, yields interest. But while 
government records payment of interest on its debt, such pay- 
ment cannot be considered equivalent to the yield of govern- 
ment capital used in turning out net product of government. To 
make the cost estimate of government's net product complete, 
interest charges must be imputed. 

Whether such imputation is desirable is a practical question, 
to be answered in terms of labor involved in deriving a defensible 
estimate and of the desire to make the net product of govern- 
ment fully comparable with private product, if only on a cost 
basis. One might argue that even the labor and goods costs of 
government production are not truly comparable to those of the 
private sector. But if imputed interest on governmeilt capital 
used in the output of h a 1  product is to be included, then this 
interest should appear under the income shares in the analytical 
cases 1-7 in Part 11. For in these cases the value of final net 
product is not fully covered either out of taxes or out of deficit: 
part of it is the imputed net yield of government capital already 
at  hand. 

(b) In the light of criteria distinguished in section 5, govern- 
ment activity may be divided into five broad classes: (i) yielding 
only services to individuals as consumers (schools, hospitals, 
parks, museums, etc.); (ii) yielding only services to business 
(business information and regulation activity); (iii) yielding only 
services to society at large (police, army, navy, legislative, etc.); 
(iv) resulting in additions to tangible government capital (con- 
struction of streets, highways, etc.); (v) joint activities, represent- 
ing a combination of either (i) or (iv) with the others; or of (i) 
and (iv). 



SIMON KUZNETS 203 

This classification is obviously designed with an eye to the 
application of the several criteria, and does not represent the 
way the government accounts are in fact grouped. But it is im- 
portant to note that many of the institutional categories of 
government expenditures, usually organized by departments 
with some distinction between current and capital accounts, can 
be classified en bloc under (i) or (ii), and (iii) or (iv). This is cer- 
tainly true of curreut expenditures on goods and services under 
such general headings as the military establishment, the econo- 
mic branches of the government, public education, and public 
health service. It is thus reasonable to assume that a large pro- 
portion of total government activity can be classified under the 
'pure' categories (i), (ii), (iii), and (iv); and that the scope of gov- 
ernment activitywhich is joint and subject to further allocation, 
with possible recourse to conventional bases, is narrowly circum- 
scribed compared with total government expenditure on goods. 

Among the activities under (v) are cases of joint administra- 
tion, typified by one and the same department administering 
activities representing current services to consumers as well as 
activities yielding only intermediate products (e.g. the Executive 
Offices of the President in the United States); and cases of joint 
direct activities which should be charged to both final and inter- 
mediate product (e.g. maintenance of highways used by both 
consumers and business firms). In either case it is easy to visual- 
ize data that would reveal the relative magnitude of activities 
or uses serviced by such joint administration or such joint main- 
tenance. The extent to which allocation can be grounded upon 
specific information, and to which it must perforce be made in 
a conventional way, is a practical question answered in terms 
of balancing the improvement possible with the available data 
against the labor involved in so doing. In empirical work, effi- 
ciency of effort must be judged in value of marginal yield. All 
that one can say in general on this question is that, as in all 
empirical studies, data and more reliable results are in part a 
consequence of further attempts at utilization, just as effective 
utilization depends upou better supply of data. And in the last 
count, the relatively narrow scope of joint activities of govern- 
ment, compared with total scope of government as a producer, 
permits approximate allocations without the large errors that 
would follow the more arbitrary procedures involved in the 
'wholesale' and 'tax payment' approaches. 
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(c) The suggested valuation of net product of government is 
clearly at cost to the government, not at market value as estab- 
lished by purchasers, since the recipients of the net product 
receive it free. For government capital, the difference between 
valuation at cost and in the private market sector is, in theory, 
negligible: like private firms, government either contracts with 
private producers for capital supply or produces capital with 
factors under its own management. In either case, the cost of 
capital additions to government, like the cost of capital additions 
to private firms, is equivalent to the market price of the capital 
addition to its purchaser and user. But in case of services to 
individuals as ultimate consumers, valuation at cost when pro- 
vided by government is not similar to valuation of consumer 
goods when provided by private firms: in the latter case they 
are valued at inarlcet prices, which may differ substantially from 
costs as incurred by government. 

This inconsistency cannot be remedied. While government 
services to individuals are in part distinguished by the existence 
of a counterpart on private markets, the parallel is as to class 
and not as to sufficiently specific goods to permit use of specific 
market prices. Even when some consumers buy a service on the 
private market because they are barred from government ser- 
vices by a sufficiently high income status (e.g. medical pro- 
visions), one can never be sure that the two services are identical 
and the market price of one can be substituted for the value of 
the other; let alone the fact that in such cases private market 
prices are skewed by the limitation of the demand groups to 
upper income levels. The inconsistency is there because, by 
social consent or otherwise, the private market is not allowed 
to operate freely in the case of the services in question; and the 
attempt to remedy it by trying to visualize what would happen 
were it to operate freely is doomed to failure, because our 
analytical tools and our data are insufficient for a reliable 
reconstruction of this hypothetical situation. 

This need not be fatal to the meaning of national income as 
a measure of net output, provided that the differences between 
costs and market values are not so large as to put the two valua- 
tion bases on entirely different levels of magnitude. They are 
not that different on the private markets; and by analogy, we 
may assume that devotion by society of a certain magnitude of 
resources measured at cost to a certain aggregate of consumer 
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goods via the government does not mean something very much 
different, in terms of final product, from an identical cost total of 
resources in the private sector and hence a corresponding total of 
final products on the private marlcets. Just as we accept differences 
in valuation on the market resulting from differences in extent of 
monopoly in various private industries, so we may accept the 
cost basis for valuation of government services to individuals - 
even though other consumer goods are priced at market values. 

(d) The measurement of net capital formation under govern- 
ment auspices involves an estimate of current consumption of 
durable capital, to be deducted from the gross value of flow of 
durable equipment to government. While some questions arising 
in measuring government capital consumption are parallel to 
those in the estimation of the gross flow, other problems arise. 

As in the case of gross capital formation, only tangible goods 
are to be included; and no depreciation measures are to be 
applied to the stock of 'loyalty', 'international goodwill', etc. 
As in the case of gross capital formation, consumption is to be 
calculated for all capital goods, whether they are used directly 
for producing services to consumers or are far removed from 
the latter in the chain of production-consumption relations. But 
as distinct from gross capital formation, consumption of govern- 
ment capital is to include all capital available at the beginning 
of the year, whether such capital was yielded by the ordinary 
use of economic resources in the past or acquired by such extra- 
economic means as war. The calculation for each time unit must 
begin with the complete set of resources at the disposal of the 
economy and in that sense it always begins ab ovo. 

A more important difference between gross capital formation 
and capital consumption is that the former is a current flow 
that usually passes through the markets and is thus inevitably 
provided with current valuation; whereas consumption of dur- 
able capital goods within any limited period, such as a year, is 
an implicit and nou-visible process the economic magnitude of 
which can only be approximated. The difficulties of arriving at 
such an apprbximaiibn even in the private sector are well 
Icnown; and even in the latter, conventional methods are indis- 
pensable if a defmite result is to be secured. In the case of 
government, where the pressure for strict accounting is not as 
great and the need for estimating consumption of durable capital 
is not so urgently forced by income tax laws or competitive 
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pressures, the basic data needed for even a conventional estimate 
of durable capital consumption are rarely available. 

Without going into details, which are always determined by 
the specific characteristics of government accounting in a given 
country and at a given time, only two general suggestions can 
be made. First, for government durable capital that is analogous 
to private durable capital - either with respect to function or 
regularity of economic use (schools, hospitals, roads, dams, 
streets, public utility structures, office buildings, etc.) -an esti- 
mator would be warranted in borrowing the accounting con- 
ventions of private business; and applying, with or without 
modifications suggested by economic theory, the long-term, 
simple-curve apportionments of the total value of the durable 
good over the roughly estimated span of its economic life. In 
so far as we allow government a modicum of economic rationale 
in its calculation, it, like private enterprise, will discard a capital 
item as soon as its economic obsolescence - i.e. cumulated ex- 
cessive cost of its further use (compared with a more modern 
substitute available) -justifies replacement. Granted the diffi- 
culty of actually &ding the rates in question, as well as the 
bases (capital values) to which to apply them, such estimates 
should raise no particular theoretical problems. 

The second suggestion bears upon such durable equipment 
in the hands of government as is not used for ordinary economic 
processes - notably armaments. In so far as these and other war 
goods are for an investment in peace, the consumption estimate 
should be that of current depreciation in the stock of peaceful 
e~istence.~ But interesting as the concept is, it involves an as- 
sumption of regular occurrence of armed conflict and iiltroduces 
the notion of intangible capital which we excluded from national - 
income estimates. It seems-best, therefore, to measure consump- 
tion of capital goods of this type only when they are actually 
discarded as obsolete or are actually destroyed in armed conflict. 

7. Concluding comments 
There is little need to summarize the essential position taken 

here in defining national income or net product and the con- 
sequent formulation of the net product of government activity. 
Those interested in the technical details of following through 

See the discussion in Na/io~ral Prodftcf in ti'arli?r~c, National Bureau of 
Economic Research, N.Y. 1944, pp. 8-10. 
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this viewpoint in estimates by flow of income shares will find 
such an analysis in Part 11. But in concluding this fundamental 
part of the paper it may be well to comment briefly upon the 
obvious value for various purposes of a 'grosser' definition of 
both national production aggregates and government activity. 

Even if we are interested in net product proper, the real con- 
tribution of the economy to what we consider the goals of 
economic activity, it is clear that these measures, in and of 
themselves, are inadequate as a basis for understanding how 
such net flows are produced; or for analyzing any policies de- 
signed to increase them or change their structure. To illustrate: 
it is difficult, if not impossible, to understand and measure the 
factors that determine net product originating in agriculture 
without estimates of the gross product of that industry, the flow 
of that gross product into various channels, flows from other 
industries into agriculture (that appear in the latter as costs of 
production), and the like. Similarly, it is obvious that a policy 
designed to control the net product from agriculture (e.g. United 
States agricultural income parity policy) may be better designed 
if it acts directly on the gross product of agriculture (e.g. by 
way of price floors for certain major agricultural commodities) 
than by way of direct adjustment of the difficult, and often 
administratively unascertainable and unmanageable, net pro- 
duct Aow. What is true of agriculture is true of all the other 
sectors of our productive system, or of any other institutional 
groupings; their overt appearance is in the nature of gross flows, 
and their accessibility to policy influence, in the way of tariffs, 
quotas, subsidies, etc., is most often via gross volume of activity 
rather than via the refined and elusive net product yield. Net 
product may thus be viewed as the result of a complicated chain 
of actions and relationships, which cannot be understood with- 
out recognizing and measuring the latter and which cannot be 
affected efficiently by policy measures except through the impact 
of such measures upon the gross, clearly perceived forms of 
economic activity. 

These general considerations suggest the great usefulness of 
defining government product as the U.S. Department of Com- 
merce does, i.e. as all goods and services purchased by the 
government. When this definition was urged by the pressures of 
the war production program, the policy problem was not how 
much net product government activity yields; the question was 
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rather how many commodities and services government needs 
for the prosecution of the war and how many will remain for 
other needs, such as indispensable capital formation and mini- 
mum supply of goods to ultimate consumers. Likewise, when 
concern about employment prospects emerged in the early stages 
of demobilization and government activity was viewed as a 
source of employment, the question was not as to the net yield 
of such activity but rather how many goods it meant, and goods 
in this connection meant how much demand for employment 
and labor. With government product thus dehed, and this 
definition was indispensable for these and other analytical and 
policy uses, it was only natural to devise a total of which such 
government product could be conceived as a proper part. 

Clearly, the 'grossification' of government product was justi- 
fied by the uses for short-term problems that loomed uppermost 
during the war and the post-war years; and further grossifica- 
tion may well be warranted by other purposes. The major objec- 
tion here is not to such a definition of government product, but 
to the claim, in all seriousness, that it is a definition of a com- 
ponent in a final, net product total. 

11. TREATMENT OF GOVERNmNT IN THE INCOm SHARES APPROACH 

This part discusses the treatment of government in measuring 
national income as a sum of income shares, i.e. payments to 
factors of production. While we analyze various categories of 
government activity as part of such an estimate, the solution in 
each case cannot be reached except by considering its meaning 
in terms of national income as a net product aggregate, for 
which the bases and criteria were laid down in Part I. The dis- 
cussion thus assumes throughout that the national income as a 
net product total is lcno~vn; and in the light of such lcnowledge 
arrives at decisions as to how various controversial items in the 
government sector should be treated in deriving national in- 
come as a sum of income shares.' 

This approach is similar to the one used by Gottfried Haberler and Everett E. 
Hagen in their paper, 'Taxes, Government Expenditures and National Income , 
Sludies in Inmmeand JYealIh, Vol. Eight, National Bureau ofEconomic Research, 
N.Y., 1946, pp. 1-33. It is identical with their test of invariance, to the effect 
that 'The measure of real national income should be invariant to all purely 
institutional, monetary, and price changes.' The conclusions here are similar to 
those derived by Haberler and Hagen; but the discussion below is more explicit 
in its treatment and leads to a different interpretation of some of the positions 
adopted in the past. 



SIMON KUZNETS 209 

In estimating national income as the sum of income shares, 
the practice has been to begin with payments to or income of 
factors (wages and salaries, dividends, interest, rent, undistri- 
buted net profits of enterprises after taxes - all, except undistri- 
buted net profits, including direct taxes) and then consider 
whether or not indirect and direct business.taxes should be 
added. Another question that arises with particular reference 
to government activity, is whether, in counting payments to 
productive factors, to include what appear to be transfer pay- 
ments from governments (e.g. relief). In the present analysis it 
is preferable to begin with payments or incomes to factors, net 
of all taxes, direct or indirect; as well as net of all receipts from 
the government that can in any way be interpreted as transfers. 

We are interested here in gover~unent whose quintessence is 
imposing taxes (and other compulsory charges) without neces- 
sarily rendering a speci6c return to the taxpayer; and providing 
goods to individuals and business, without malting a specific 
charge to i l~e  beneficiaries. In so far as government conducts a 
business enterprise operated on a basis similar to private busi- 
ness enterprises, we classify it outside of government - with 
other business enterprises. Likewise, government-operated in- 
surance plans, either fully or partly contributory, are classified 
with similar private business enterprises. This is not to deny 
that government business enterprises may not in fact be con- 
ducted on principles different from those of private busiiless. 
To the extent that they are (i.e. with deficits financed out of 
general taxes), they belong to ihe category of government in our 
analysis and are covered under one or several categories 
analyzed below. But it would only burden the discussion, with- 
out adding to clarity, to include government business enterprises 
or to segregate their contribution to the magnitude of govern- 
ment par excellertce as an institution operating outside ordinary 
private market ru1es.l 

With this definition of government and the initial total of 
income shares excluding all taxes, we are ready to consider the 
treatment of the following controversial items in the govern- 

' The cxcl ~ s i o n  oi governmen[ business cniurprirus (2nd insurance sclmmrs) 
mcdns [hat i n  our :~nllyils  pnymcnls to  F~ctors e ~ c l u d e  taxes, but iilcludu cwm- 
p.llsory conlribuuons 10 insurance (uhelhc! by beileficixy o r  Tim,) and lnclude 
earnings 01 funds of such insutancr. a ~ t n ; ~ c s .  Lihet\ic~., ~ransfr.r\ frorn gu$ent- 
men1 10 individu;tls do  nor incluJv p3)munis ui insur.incc but :!rt coori~~zrl  to 
trdnsfers that itre nut in tlte nature o i n  return ofcontribuuons prc\,~ously in:~de. 
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ment sector: (1) indirect business taxes; (2) direct business taxes; 
(3) direct taxes on individuals; (4) government product not 
financed by taxes - non-inflationary; (5) government product 
not financed by taxes - inflationary; (6) subsidies to domestic 
business; (7) transfers to domestic units; (8) foreign transfers. 

1. Indirect taxes 
The addition of indirect taxes to income shares has been justi- 

fied on two somewhat related grounds: (i) the differential impact 
of such taxes on prices when taxes change from one year to 
the next (and differ from one country to another); (ii) the utility 
of a net product aggregate at market prices resulting from the 
inclusio~l of indirect taxes, as against the net product aggregate 
at factor costs derived by excluding them. 

(i) The first case is stated most clearly by A. C. Pigou who 
discussed measurement of national income essentially as the 
sum of income shares approach: 

". . . the main part of what the Treasury receives in customs 
and excise duties ought, paradoxical as it may seem, to be counted, 
in spite of the fact that it is already counted when in the hands 
of the tax-payers and that it is not paid against any service. The 
reason is that the prices of the taxed articles are pushed up (we 
may suppose) by nearly the amount of the duties, and that, 
therefore, unless the aggregate money of the country is reckoned 
in such a way that it is pushed up accordingly, this aggregate 
money income divided by prices, that is to say, the real income 
of the country, would necessarily appear to be diminished by the 
imposition of these duties even though it were in fact the same 
as before."' 

To this statement Pigou adds a footnote indicating that only 
part of indirect taxes should be added, in so far as prices are 
not raised by the full amount of the tax; and that these taxes 
may indirectly cause production to dccline. Other writers tend 
to follow the same line of argument, without the qualification 
added by Pigou (see, e.g., Colin Clark's National Income and 
Outlay, London, 1932, pp. 11-12, and Conditions of Economic 
Progress, London, 1940, pp. 30-1). 

The validity of the argument depends upon the effect of the 
imposition of indirect taxes on the output of net product. The 
effect of such taxes upon prices of taxed articles is no basis for 

T i l e  Ecorroetics of W e r e ,  3rd edition, London, 1929, p. 41. 
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deciding whether they should or should not be added to income 
shares already recorded. For if the taxes are spent in payment 
of wages and salaries to government officials whose activity does 
not add to the net aggregate of final products, their inclusion is 
not warranted. And if they are included in the current money 
total of national income, an adjustment for price changes by 
the usual and relevant price indexes will translate an imposition 
of indirect taxes into a rise in real national income where no 
such rise has in fact taken place. 

In order to make this argument clear a hypothetical illustra- 
tion is set forth in detail as Case 1. In this case we assume in 
time unit I no taxes; and also, to simplify the picture, no govern- 
ment capital that could yield final products. There is thus a 
complete and easy balance of the sum of income shares with the 
market value of net product, i.e. of national income or product 
measured by the income shares and final product approaches. 
And while the example assumes the extremely simple situation 
of a single product, this does not affect the argument that 
follows. 

In time unit I1 government appears on the scene and imposes 
an excise tax on the article. We assume, again for simplicity, 
that the tax is shifted completely to the price of the article; and 
that this rise in prices has no effect on supply and demand. The 
analysis is unaffected if this simplifying assumption is dropped: 
the whole case could be restated, with the same consequences, 
on the assumption of a partial shift of the tax to price and of a 
correspoilding reduction in undistributed net profits. 

The magnitude of the real net aggregate produced in time 
unit I1 depends upon what the government does with the taxes. 
We distinguish in Case 1 six possible types of use. all involving 
the use of either commodities or services; the other possible uses 
of taxes (e.g. transfers) are not considered here, but are dealt 
with under the headings of subsidies and transfers (Cases 6,7, 
and 8). 

Among the six types of government activity concerned with 
commodities and services are (a) payments to employees (or to 
already existing capital) for assistance to business. In this case 
no addition to final product occurs, and yet these payments 
(equal to indirect taxes) appear under income shares. A second 
type is (b) use of current production or stocks also to assist 
business. In this case no addition appears under income shares, 
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CASE 1 

Indirect Taxes 

Time Unit I 
Production, private sector, quantity . 100 
Market price per unit . . . . .  . 10 
Value product (market) . . . .  . . . . 1,OW 

Breakdown of value product, private sector, by income shares and 
taxes: 

Wages and salaries . . . . . . .  . 700 
Property income paid out .  . .  . . . .  200 
Undistributed net orofits . . . .  100 
Taxes . . . . . . . . .  0 

Total value product 1,000 

. . .  Production and receipts, government sector 
Assumption: No government capital yielding final product 

Total national product or  income, final product approach . . 1,000 
Total national production or  income, sum of income shares . . 1,000 

Time Unit 11: Impositio~~ of indirect taxes 

Production, private sector, quantity . . , . , . 100 
Market price per unit . . .  . 12 
Value product (market pricej . 1,200 

Breakdown of value product, private sector, by income shares and 
taxes: 

Wages and salaries . . . . . . .  . 700 
Property income paid out .  . . . . .  . 200 
Undistributed net orofits . . .  . . .  100 

. . . .  Indirect taxes . . . . .  200 - 
Total value product 1,200 

Production of government sector, alternative uses of taxes (same 
assumption as in Time Unit I as to government capital): 

(a) Wages and salaries paid to employees assisting private sector 
(e.g. business analysts) . . .  2 W  

(b) Purchase of goods (current output or  stock) to be used in assist- 
ing private sector . . . . .  . . 200 

(c) Wages and salaries paid to employees providing services to indi- 
viduals (e.g. medical care) . 200 

(d) Purchase of goods (current output or  stock) to be used for assist- 
ance to individuals (e.g. medicine) . . 200 

(e) Wages and salaries paid to employees who add to government 
capital (e.g. build a school) . . . . .  200 

(f) Purchase of goods (current output or stock) to be employed in 
adding to government capital . . . . .  . 200 
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Total national product or income, final product approach, alternative uses of 

taxes: 

Alternative 
Uses 1 1 o e r n e n t  1 ~ o t .  

(a) Current prices 
Quantity units 

(b) Current prices 
Quantity units 

Ic) Current orices 

(d) Curreniprices 
Quantily units 

(c) Current prices 
Ouantitv units 

(fl durreniprices 
Quantity units 

Total national product or  income, by income shares and taxes, alternative 
uses of taxes: 

Property Undistributed 
Wages and Salaries 1 Income / Net Prolts 1 Taxes I Totd 

'In this and subsequent examples price or cost per unit of government product 
is assumed equal to price per unit of private product. 

and there is no addition to net product either. But the goods 
used in assisting business come either out of current production 
01 out of stocks. In either case they are a draft upon the output 
of tlie economy, so that uet output must be after subtraction 
of goods bought with the proceeds of indirect taxes. Conse- 
quently, national product, in quantity terms, is, on assumption 
(b), smaller in time unit I1 than in time unit I. 

In contrast to alternatives (a) and (b), that under (c) involves 
additions by the government sector to net output of final goods. 
For on this assumption indirect taxes have been used to hire 
resources (e.g. employees) that were hitherto not engaged; and 
they have been put not on activities that do not add to final 
output (as in alternative (a) ), but on activities that are of direct 
service to individual members of society whose welfare is our 
basic criterion. 

(a) 700+200=900 
(b)700+ 0=700 
(c) 700+200=900 
(d )  700+ 0=700 
(e) 700+200=900 
(f)700+ 0=700 

200 
200 
200 
200 
200 
200 

100 
100 
100 
100 
100 
100 

0 
0 

200 
200 
200 
200 

1,200 
1,000 
1,400 
1,200 
1,400 
1,200 
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In alternative (d) indirect taxes are used to buy commodities 
to be used for direct benefit to individuals. Here government 
does not add to the real net product, but neither does it sub- 
tract from it by using up goods in the process of production 
without additions to current net output. It withdraws some final 
net products from disposition by individual income recipients 
and places them under its own control; but the goods are turned 
back to individuals during the current time period, e.g. the use 
of indirect taxes to buy medicine and distribute it to supplement 
incomes of low-level income recipients. 

Alternatives (e) and Cf) are parallel to (c) and (d). In (e) we 
assume as in (c) that government uses the taxes to engage pro- 
ductive factors (previously unemployed) to add to the final net 
output of the economy - not in the form of services to indivi- 
duals (as under (c) ), but in the form of additions to capital - 
under government auspices - that would add to the future ability 
of the economy to provide for the welfare of the country's in- 
habitauts. Alternative (f) differs from (e) in that such additions 
to productive capital are attained by the consumption of already 
existing commodities (out of stock or out of current output), so 
that in fact the drafts upon current output are only balanced by 
those capital additions and no change in total net output occurs. 

If we are clear as to the magnitude of national product, it1 
current prices or in quantities, under these alternative uses of 
indirect taxes in time unit 11, we can see equally clearly under 
what assumptions indirect taxes should or should not be added 
to income shares. Whenever government activity is not used for 
the direct benefit of individuals or addition to productive capital 
as in alternatives (a) and (b), taxes should not be added. When- 
ever it is, as in alternatives (c) through (f), they should be added. 

Two general conclusions follow from this analysis. The &st 
is that whether taxes are fully or incompletely shifted is of no 
relevance to the question whether indirect taxes should be added 
to income shares.= The second is that the decision to add or not 

Thus if we assume that indirect taxes have been shifted only 50 per cent, i.e. 
value product of the private sector in time unit II is 1,100, distributed; wages 
and salaries=700; property income=200; undistributed net profits=O; indirect 
taxes=200, national product under various assumptions as to use of !axes is 
reduced 100 (in current prices) and remains the same in quantity unlts; and 
national product, by income shares and taxes, is also reduced 100 units for each 
of the various alternatives (with the 100 unit reduction coming out of undis- 
tributed net profits). All that happens in,this case is that the implicit price index 
(time unit 11 to the base of time unlt I) IS 110 and not 120, as in the nssumptrno 
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to add indirect taxes to income shares is directly determined by 
the use the government makes of them. Since in practice it is 
impossible to distinguish various categories of government ac- 
tivity by the sources of their financing, it means - to forestall 
our final conclusion -that in practical work income shares ex- 
cluding taxes should be used and augmented by the value of 
government services to individuals and government additions to 
productive capital.1 

(ii) The second justification for the indiscriminate inclusion 
of indirect taxes has been provided in recent years most ex- 
plicitly in the writing of the national income estimators at  
the U.S. Department of Commerce. This consists in the state- 
ment that the net aggregate product of the economy, if valued 
at market prices, should include all business taxes (indirect 
as well as direct, if the latter are not included in income 
shares or factor payments). The exclusion of indirect taxes 
means that the same net product aggregate is valued at  'factor 
costs'. 

Perhaps the clearest formulation of this distinction appears 
in the first article in the Survey of Current Business in which 
what was then a new approach was translated into estimated 
totals: 

The national income . . . measures the net value of current out- 
put as the sum of the net returns to the various factors of pro- 
duction in the form of wages, salaries, interest, rents and royalties, 
and net profits earned. . . . There are two major changes which 
must be made in order to convert national income into a measure 
of the aggregate of goods and services at market prices. In the first 
place, a significant proportion of proceeds realized from the sale 
of privately produced goods and services accrues directly to the 
Government in the form of corporation income taxes, excise taxes, 
and other business taxes and docs not ever appear in the income 
accruing to any of the factors of production. Thus, it does not 
appear in the national income. The Government, itself, in other 
words, may be said to be the recipient of a distributive share of 
the income paid out by business. Clearly, the amount it receives in 
this fashion must be added to the uational income if a total is to 

Pigou recognizes that where indirect taxes are used to pay for services to 
business they should not be added (see The Ecomomics of  Welfwe. rootnote on 
P 42). But seemingly he does not attribute to the whole qiestion of uses of 
government funds, i.e. the real contents of government activity, its cardinal 
imporlance as a criterion for deciding upon inclusion or exclusion of taxes. 
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be built up which measures the value at market prices of all final 
0utput.l 

For a complete understanding of this statement two points 
must be kept in mind. First, net returns to factors as measured 
at that time under national income by the U.S. Department of 
Conmerce were net of direct business taxes. For this reason the 
adjustment calls for the addition of all business taxes, not only 
indirect. The recent change in practice, agreed upon by the U.S. 
Department of Commerce and English and Canadian official 
estimators, will call for adding direct business taxes (such as 
corporate profit and excess profit taxes) to 'factor costs'. And 
in this case the difference between net output at factor costs (to 
be designated, according to the same agreement, 'national in- 
come') and the identical net output at market prices (to be 
designated 'net national product') would be the inclusion of 
indirect business taxes in the latter.2 

The second, and more crucial point, in the present context is 
that national income, as referred to in the quotation just given, 
includes returns to all factors of production whether engaged 
under private auspices or employed by the government. The 
addition of indirect taxes, to convert a net aggregate product 
at factor cost into one at market prices, is over and above any 
government payments to productive factors engaged under its 
auspices (whether labor, capital, or enterprise). 

The distinction between the factor cost and market price 
valuation in terms of indirect business taxes is at first plausible 
and useful if one thinks of a specific final product subject to 
excise taxes. If we assume an integrated plant that uses no pro- 

' Milton Gilbert, 'War Expenditures and National Production', Sf~rvey of 
C!in.ent Busiricss, March 1942, p. 10. The second adjustment proposed is to add 

; the allowance for consumption of durable capital; thus tak~ng current output 
gross of such consumption. This adjustment is not discussed here since it is not 
relevant to the problems at issue. 

For another discussion of the distinction between 'earned income' and 'value 
of product', see John Lindenian, 'Income Measurement as Affected by Govern- 
ment Operat~ons', Studies irr 1,tcome mid Weahlr, Vol. Six, National Bureau of 
Economic Research, New York, 1943, pp. 2-22. The theoretical discussion nnder- 
lying the distinction provided by J. R. Hicks in his ,'Valuation of the Social 
Income', Economics, May 1940, has been critically revlewed by me In the paper 
in Economics referred to in note 1 on p. !78. 

Edward F. Denison, 'A Report on Tripartite Discussion of $.iational Income 
Measurement', St~dies in I~:coi?~e a~td  WeoItI:, Vol. Ten, National Bureau of 
Economic Research, New York, 1947. This is not the only d~fference between 
the two totals; but the major one relevant in the prcqnt connection. Thetri- 
partite agreement referred to by Denison included offic~al estimators for three 
countries, but other scholars in the field were not consulted. 
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ducts of other business concerns and maintains its capital un- 
changed, its production of X cigarettes during the year is a net 
output aggregate. If we value it at factor costs the total will be, 
let us say, 1 million dollars, consisting of $700,000 in wages aud 
salaries, 8200,000 in property income payments, and $100,000 
in undistributed net profits. An imposition ofa 100per cent excise 
tax will raise the market value of the same volume of cigarettes to 
2 million dollars. Here is a distinction between factor cost and 
market price totals of net output; and here is a basis for in- 
clusion of indirect taxes if one wishes a market value appraisal 
of the net national product. 

But even in this soecific case the difference is not that simvle. 
Tlie 1 million dollars of factor costs include only factors engagcd 
within the private fir111 on the product~on of cigarettes. But there 
may be productive factors engaged under gover~~ment auspices 
that are also contributing directly and specifically to the pro- 
duction of cigarettes and their distribution to ultimate con- 
sumers: e.g. chemists at  the Bureau of Sta~~dards or the Depart- 
ment of Agriculture working on improvement of the quality of 
tobacco, on tobacco machinery, etc. Should not part of indirect 
taxes used for compensation of these factors be assigned to the 
factor costs of this particular final product? And should not even 
the less specific services of government to business, in the way 
of general provisions facilitating production anywhere, be allo- 
cated, in some fashion, to the factor costs of the cigarette output 
total? 

Thus eveu for a specifically defined fiual product indirect taxes 
do not in fact measure the difference between costs of factors 
whose production can reasonably be assigned to the good in 
question, and the market value of the good at the going prices. 
Where indirect taxes exist they are likely to exaggerate the excess 
of market values over the specifically assignable factor costs. 
Market values of goods free of indirect taxes (on the assumption 
of no other sources of government revenue and a balanced 
budget) will fall short of, rather than exceed, the costs of factors 
that contributed to their production. 

However, the fact that, for specificcatcgories ofproduct,factor 
costs assignable to the final goods differ from the market price 
values of the latter; or that in some specific groups of final 
products indirect taxes may be used as a rough approximation 
to such a difference between factor costs and market prices, is 
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of no relevance to the argument in terms of the national product 
aggregate. In arriving at this aggregate we may use factor costs 
if we employ the income shares approach and may or may not 
have to add indirect business taxes. In arriving at this aggregate 
we use market prices if we employ the final product approach. 
But we are attempting to measure one and the same real aggre- 
gate; and it remains to be demonstrated that the use of factor 
costs, i.e. including returns to all employed productive factors, 
will yield a net product aggregate which must fall short by the 
amount of indirect business taxes of the total derived by using 
market prices of final products. 

Case 1 shows the specific assumption under which this state- 
ment is true. Oizly if the full amount of indirect taxes is used by 
the government to render services, or to provide finished goods 
to ultimate consumers, or to add to productive capital in a way 
that would not be recorded by the private enterprises tl~enlselves 
as additions to their capital, need we add indirect taxes to the 
payments to secure the net aggregate product, at market prices. 
Only on these assumptions will factor costs fall short of net 
product at market values by the amount of indirect taxes. On 
the other hand, for alternatives (a) and (b) in Case 1, indirect 
taxes should not be added to factor costs because such addition 
would result in an exaggerated national product total; and the 
U.S. Department of Commerce 'net national product' (to use 
tile new terminology) would contain an element of duplication 
and inflation that would not be corrected by any adjustment for 
price changes. 

That factor costs and factor costs plus indirect taxes represent 
the same net aggregate product, but valued on two different 
bases, only 011 the restricting assu~nption that the taxes are used 
to turn outfinalgoods, is a conclusion whose importancecannot 
be exaggerated. We shall find the same conclusion true of factor 
costs excluding all taxes (direct or indirect) compared with fac- 
tor costs plus all taxes. To assume that the huge volume of 
taxes collected by governments in recent times represents ser- 
vices to individuals or additions to capital outside the private 
sphere implies an heroic overestimate of the welfare significance 
of government outlays. It is therefore important from the start 
to be clear as to theimplications in this recent justification for the 
inclusion of indirect business taxes: that positive significance in 
terms of welfare or capital formation is attributed to all govern- 
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ment expenditures out of taxes, and that none of these expendi- 
tures represents costs of operation of society. 

2. Direct business taxes 
Two arguments have been adduced for including direct busi- 

ness taxes when estimating national income as the sum of income 
shares. (i) Where such shares, or factor costs, have been taken 
net of direct business taxes, the argument has been that since 
these taxes form part of final price they should be added to 
derive the full market value of net output. To cite Pigou again: 
'What the Treasury receives in (the now abolished) excess profit 
duty and corporation tax, as operated in England, stands, how- 
ever, on a different footing. It should be counted because the 
incomes of companies and individuals were reckoned as what 
was left clfter these taxes had been paid, so that, if the income 
represented by them had not been counted when in the hands 
of the Treasury, it would not have been counted at all. 'l (ii) A 
second argument called for including them in factor costs - as 
specified by the official United Kingdom-United States-Cana- 
dian agreement mentioned above. The nature of the argument 
is briefly suggested by the statement that with this inclusion 
'national income [using the term in its new meaning] will more 
accurately reflect factor costs of current production. . . . The 
rationale for the inclusion of corporate profits before taxes must 
rest ultimately, of course, on the incidence of taxes on profits. 
Although this question probably cannot be settled definitively, 
the weight of theoretical and statistical evidence is that changes 
in corporate profit tax rates affect profits after taxes more sig- 
nificantly than prices of output. Certainly, the high proportion 
of profits taken in taxes during the war period meant a sub- 
stantial reduction in the income accruing to  stockholder^'.^ 

In the light of our discussion of indirect business taxes it 
should be clear that neither argument for inclusion of direct 
business taxes is acceptable. 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 likewise ir- 
relevant here. It all depends upon the use of the tax, i.e. whether 

~ ~ ~~ ~. 
PP. 71112. The other re ~.~ ~ ~~~ - 
taxes because of carry-over $oviiions, is a mattetof statistical tech . 
neglected here. 



220 INCOME AND W E A L T H  

or not the use adds to final net output of the econonly. The 
argument for inclusion under current factor costs rests upon the 
exact meaning of that term; and whether or not it is used inter- 
changeably with the term 'net returns to factors'. If by factor 
costs we mean costs to private firms, then surely direct business 
taxes are to be included; but indirect business taxes are also 
costs to the private firms, and they may well be costs of factors 
located elsewhere. If, however, we are trying to get a t  'net 
returns to factors', then obviously there is little ground for 
including direct business taxes in the factor account. 

The point warrants a more explicit statement. The main argu- 
ment for the specific usefulness of the 'factor cost' and 'market 
value' bases is that the former provides a total for which factor 
allocation may be more usefully gauged; and the latter a total 
for which allocation among various categories of finished out- 
put can be more usefully determined. But in mcasuring the 
relative magnitude of various factors we should presumably 
evaluate them in terms of what net returns these factors secure. 
Their gross costs are of little importance in gauging the relative 
economic weight, if such gross costs are affected in different 
ways by taxes, subsidies, etc. The true economic magnitude of 
factors is the net return, including the net monetary return from 
the enterprise plus the services provided by government. Adap- 
tation of factors of production to competing uses within the 
productive system would naturally be to those real returns. In 
any rational economic calculation a choice among alternative 
uses of labor and capital is guided not by gross payments ex- 
pected, but by net returns excludiugall taxes and other elements 
from which no specific benefit is secured. It is for this reason 
that the discussion of various controversial items in the govern- 
ment sector here begins with the income shares net of all taxes; 
and then deals with the question of inclusion or exclusion of 
taxes by the use of criteria of what might be called ultimate 
productivity. 

Once this position is accepted, the caseof direct business taxes 
becomes parallel to that of indirect business taxes except that 
no rise in market prices results from the imposition of the 
former. The illustrative analysis is set out as Case 2, with the 
same six alternative assumptions concerning the use of taxes. 

The results are naturally parallel. If taxes are used in render- 
ing services to business - either in the form of labor or com- 
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CASE 2 

Direct Business Taxes 
Time Unit I 

Production, private sector, qquantity . 100 
Market price per unit . .  10 
Value product (market) . . .  1,000 

Breakdown of value product, private sector, by income shares and 
taxes: 
Wages and salaries . . .  700 
Property income paid out . 200 
Undistributed net profits . .  100 
Taxes . . . . . . . . . . .  0 - 

Total value product 1,000 
Production and receipts, government sector . . . . .  0 
Assumption: No government capital yielding final product 

Total national product or income, h a 1  product approach . . 1,000 
Total national product or income, sum of income shares. . 1,000 

Time Unit 11: Imposition of direct business taxes (e.g. corporate profit or excess 
profit tax) 
Production, private sector, quantity . . . . .  100 
Market price per unit . . . . . . .  10 
Value product (market) . 1,000 

Breakdown of value product, private sector, by income shares and 
taxes: 
Wages and salaries . . .  700 
Property income paid out . . .  . 200 
Undistributed net profits . . , . 2 0  
Direct business tax . . . . . . .  80 - 

Total value product 1,000 

Same alternative uses of taxes, (0)-(f), as in Case 1. 

Total national product or  income, final product approach, alternative uses of 
taxes: 

Alternativc Uses 

(a) Current prices 
Quantity 

(b) Current prices 
Quantity 

(c) Current prices 
Quantity 

( d )  Current prices 
Quantity 

(e) Current prices 
Quantity 

(f) Current prices 
Quantlty 

"2; I Government 1 Total 
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Total national product or income, by income shares and taxes, alternative uses 
of taxes: 

I Taxes I Total 

modities - they should not be added to the sum of income shares 
excluding all taxes. Only if taxes are used for services to indi- 
viduals - either in the form of labor or of commodities - or for 
additions to capital beyond the private sphere, should the taxes 
be added to all factor costs excluding taxes. 

One curious implication of the analysis should be noted. The 
inclusioil of direct business taxes in factor costs by the U.S. 
Department of Commerce may well result in an aggregate net 
product at factor cost that exceeds aggregate net product at 
market prices. In the extreme case that direct business taxes are 
the only revenue, that the government expenditures balance 
revenue, and that the taxes are used for services to business, the 
national income (the new definition, i.e. at factor cost) will ex- 
ceed national product at market prices by the full amount of 
direct business taxes. 

3. Direct taxes on i7zdividuals 
Direct taxes on individuals are customarily included in income 

shares in the estimates of national income that use this approach. 
The usual basis is that such taxes are part of the factor cost of 
production and of the marlcet prices of goods turned out. 

But in the light of the preceding discussion, direct taxes on 
individuals are in the same category as all other taxes. If our 
aim is a national income total that represents correctly the 
market price of final net output, the treatment of any tax is 
contingent upon the character of government activity financed 
with it. Consequently, the illustrative analysis of direct taxes on 
individuals in Case 3 provides an exact parallel to those of 
indirect and direct business taxes in Cases 1 and 2. Only if 
direct taxes paid by individuals represent cost of final output 
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CASE 3 

Direct Taxes on hidividuals 
Time Unit I 

Production, private scctor, quantity . . . . . . 100 
Market price per unit . , . . . . . . . 10 
Value product (market) . . , . . . . . 1,000 

Breakdown of value product, private sector, by income shares and taxes: 
Income Income 

excl. taxes Taxes irtcl. taxes 
Wages and salaries . . . . 700 0 700 
Property income . . . . . 200 0 200 
Undistributed net profits . . . 100 0 100 
Indirect taxes . . . . . 0 
~ -~ 

Total value product 1,000 

Production and receipts, government sector . . . . . 0 
Assumption: No government capital yielding final product 

Total national product or income, final product approach . . 1,000 
Total national product or income, sum of income shares. . . 1,M)O 

Time Unit U: Imposition of direct taxes on individuals (c.6 individual income 
taxes) 
Production, private sector, quantity . . . . . . 100 
Market price per unit . . . , . . . . . 10 
Value product (market prices) . . . . . . . 1,000 

Breakdown of value product, private sector, by inwme shares and 
tares: 
Wages and salaries, excluding tax . . . . . . 600 
Property income, excluding tax . . . . . . . 150 
Undistributed p!.ofi!s . . . . . . . . 100 
Direct taxes on indlvidnals . . . . . . . 150 - 

Total value product 1,000 
Same alternative uses of taxes, (a)-( f), as in Case 1. 
Total national product or inwme, final product approach, alternative uscs of 

taxesi 
I I I 

Alternative Uses 

(a) Current prices . 
Quantity. . 

(b) Current prices . 
Quantity. . 

(c) Current prices . 
Quantity. . 

(d) Current prices . 
Quantity. . 

(e) Current prices . 
Quantity. . 

(f) Current prices . 
Quantlty . . 

Private 
Sector Government / Total 
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Total national product or income, by income shares and taxes, alternative uses 
of taxes. 

All income shares exclude taxes. 

Property Undrstrlbuted Wages and Salaries / Income 1 Piofits / Taxes / Total 

undertaken by the government, i.e. of services and goods flow- 
ing to ultimate consumers or of additions to capital not already 
covered in the business sector, should those taxes be added to 
income shares in arriving at the national income total. But if 
they are used to finance indirect output, a far from improbable 
occurrence, they should not be added to income shares taken 
net of all taxes. 

All the arguments adduced in the previous section are relevant 
here and need not be repeated. But at this juncture we note a 
related point of importance in income measurement. If income 
shares are to be taken net of direct taxes, on the ground that 
the latter may or may not in fact represent net returns to factors, 
we should reduce income shares even further by the exclusion 
of any parts that might represent occupational or business ex- 
penses. If a wage includes the cost of work-clothing or personal 
tools - an amount that varies from one job to anothet because 
of different requirements for such purely business equipment - 
should we not take wages net of these amounts, so as to gauge 
correctly the net return to factors qua factors? 

The argumeilt for excluding such occupational expense items, 
when they are not in fact excluded in the statistics of income 
payments, is valid; and there is correspondingly an argument 
for excluding such equipment from the aggregate of final net 
output of the economy. Were the data available, such exclusioil 
should become standard practice in estimating national income. 

At any rate, the practical difficulties of refining the totaIs of 
incoine shares, excluding all taxes, so that they do represent 
clearly the real net returns to factors, are no basis for not ex- 
cluding taxes. The latter are segregable with the available data; 
and if, in order to secure a correct estimate of national income, 
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such taxes should be excluded and the net output of govern- 
ment activity estimated directly, there is no reason for not doing 
so just because the result is only an approximate measure of 
net final output. 

4. Government product out of savings 
In discussing treatment of various taxes we dealt with classes 

of government activity that i~lvolve purchase of goods and ser- 
vices. The use of taxes for other types of government expendi- 
tures, i.e. transfers (either as subsidies to business, or transfers 
to individuals and firms within the country, or as subsidies or 
loans to foreign countries), is still to be considered. Before we 
pass to these classes of government expenditures we must, how- 
ever, consider the treatment of government purchases of goods 
financed out of sources other than taxes. 

From the standpoint of the present analysis such non-tax 
sources fall into two distinct types: government activity financing 
that causes no inflation, i.e. no rise in the price level, and govern- 
ment activity financing that causes inflation. The former is typi- 
fied by financing out of borrowing, with funds coming from 
current savings of individuals and business enterprises; the latter 
by government financing via the money printing press, under 
conditions of such relatively full employment of resources that 
the issue of money more than offsets current idle savings of 
individuals and business. It should be noted that in reality bor- 
rowing by government may represent inflationary, and printing 
money non-inflationary financing. We discuss the non-inflation- 
ary hancing under Case 4, the inflationary under Case 5. 

Since theillustrative analysis uses tile same alternative assump- 
tions concerning government activity, and the same figures con- 
cerning the activity in the initial situation in the private sector, 
the effect of introducing the government as a producer upon the 
quantity volume of net output is the same in the case of borrow- 
ing as it was in the case of taxes. If government uses the proceeds 
to employ additional resources to turn out final output, the real 
product increases. If government uses the proceeds to divert part 
of existing stoclts or current output to turn out final products, 
real product does not change. If government uses the proceeds 
to divert part of existing stocks or current output to provide 
intermediate output, there is a corresponding decline in real 
product. The magnitude of the real product, in our analysis, is 

Q 
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CASE 4 

Goveriafzefzt Product Out of Savings (Borro%virzg from Irzdividuals and 
Business) 

Time Unit I 

Breakdown of value product, private sector, by income shares and 
taxes: 

. . . .  Wages and salaries . . .  . . 700 
Property income . . . . . .  . . 200 
Undistributed net profits . . .  . . . 100 
Taxes . . . .  . . .  . . 0 

- 
Total value product 1,000 

Producr~on, governnisnr ,c.'tor 0 
As\umption: S o  government c;ipir:ll yicl~llng Iin:ll proJuc1 
Tar:tl n:ttion31 ~roduc t  or  incumc. fin;il ~ roduc i  ~ n ~ r o : c h  . 1,000 
Total national hcome or  product; sum bf income sllares. . 1,000 

T$mc Unit 11. Introdu:tia~~ of g,~ssromr.nt pro.lucrlun (or ptir;l~aas) r in :~nr rd  
out uf s~vings. ,\s,nmptio~l: Indi\,irtu3ls and bu\incrs sztc 200 units and rrans- 
fer i t  immcdi~tclv to m,wrnm;nt. \r,l~iclt ~rocecds ro rpcnd it  2nd tllus put it 
back into tho 016 cl~ainels of circulation. 
Production, private sector, quantity . . . . . 100 
Market price per unit . .  . . .  . 10 
Value product, private sector . . . .  . 1,000 

Breakdown 01 value product, private sector, by income shares and 
taxes: 
Wages and salaries . .  . . .  . 700 . . .  . . .  Property income . . . 200 
Undistributed net profits . . .  . . .  . . 100 

. . .  Taxes . , . . . . 0 -- 
Total value producl 1,000 

Note that no interest receipts on loans to government are assumed. 
Using the same alternatives of use of money by government as in Case 1, we 

get the following estimates of total national product or  income on the final 
product approach: 

ALtemativc Uses I %,"$," / Government / Total 

(a) Current prices . 
Quantity. . 

(6) Current prices . 
Quantity. . 

(c) Crrrrent prices . 
Quantity . . 

(d) Current prices . 
Quantity. . 

(e) Current prices . 
Quantity. . 

(f) Current prices . 
Quantity. . 
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Total national product or  income, by income shares and taxes, different alterna- 

tives as to government product out of savings: 

Wages and Salaries Property 
Income 

Net 
Profits 

determined only by the initial assumptions concerning the 
private sector (the same for each case) and by the different 
alternatives concerning the character of government activity as 
a producer (the same six alternatives for each case); and is not 
affected by whether the government finances its activity as a 
producer out of indirect or direct taxes, borrowing, or printing 
money. 

The method of financing does affect the current orices at which 

Adjusted for 
unproductive use 

of Resources 

-200 
- 200 

0 
0 
0 
0 

- 
net product must be valud. Thus the in~roduction of Indirect 
taxes raised the price lcvel over the i~litial situation; whereas in 

Total 

1,000 
800 

1,200 
1,000 
1,200 
1,000 

the cases of direct taxes and of non-inflationary borrowing or 
money printing, the prices remain unchanged from time unit I 
to 11. 

The methods of financing also affect the analysis in the sense 
of indicating what particular item in the government sector 
should be coi~sidered for inclusion, in addition to income shares 
net of all taxes. In financing out of taxes we must consider 
whether or not to add the taxes. In financing out of borrowing, 
the question, as indicated by the analysis in the illustration, is 
whether or not to subtract the borrowing from the income shares, 
taken net of all taxes. 

If borrowing is used to finance additional net output by 
government, the income shares, net of all taxes, represent cor- 
rectly the current market value of output. For in that case any 
additional employment of resources is matched by additional 
h a 1  output; and any diversion from stocks or current output 
is matched by final output under government auspices. But if 
borrowing is used by government to provide intermediate out- 
put, i.e. services that do not represent more goods to consumers 
or more capital, then any additional factors that may have been 
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employed fail to add to final output; while any stocks or current 
output that have been diverted represent a diminution of current 
net output, with the same factors, without an offsetting increase 
in net final output in the government sector. In this case, repre- 
sented by alternatives (a) and (b), the sum of income shares, net 
of all taxes, is greater than the current value of net final output 
-greater by the amount of borrowing that was spent on what, 
from the standpoint of the current year's output, was an nn- 
productive use of resources. It is for this reason that the amount 
of borrowing appears with a negative sign, under the heading 
'adjustment for unproductive use of resources' in the allocation 
of national income by shares in illustrative Case 4. 

We see here another instance in which national income at 
'factor cost', as the term has been used in the current official 
estimates in the United States and the United Kingdom, may 
exceed national income at market prices. This will be the case 
if government expenditures on intermediate output, out of non- 
inflationary borrowing, are larger than indirect taxes; or, if the 
government expenditures on intermediate output, out of both 
non-inflationary borrowing and direct business taxes, are larger 
than indirect taxes -even though indirect taxes are all spent on 
final output. 

5. Government product out of irlpatioii 
Case 5 combines the features of that relating to indirect taxes 

(Case 1) and the one just discussed relating to financing of 
government as producer out of non-inflationary borrowing 
(Case 4). As with indirect taxes, inflationary financing of govern- 
ment results in a rise in prices from time unit I to time unit 11. 
As with borrowing, inflationary fmal~cing may result in an un- 
productive use of resources, in the sense that either factors or 
goods are diverted without any corresponding increase in total 
net output of the economy. In the latter situation, exemp%ed 
by alternatives (a) and (b), a negative adjustment for unprodnc- 
tive use of resources, equal to the amount of the government's 
inflationary financing, appears in the distribution of national 
income by income shares. 

As in all the cases discussed, the analysis is oversinlplified in 
that it does not allow for any effects of price changes, or of 
government's appearance on the scene as a producer, on the 
supply and demand of factors a ~ i d  of products in the private 
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CASE 5 

Goverrtrnent Product Out of the Printing Press 
or Money Balances (Inflation) 

Time Unit I 
Production, private sector, quantity 
Market price per unit . . .  
Value product (market) . . 
Breakdown of value product, private sector, by income slwres and 

taxes: 
Wages and salaries . , . . . .  700 
Property income . . . . . .  200 
Undistributed net profit . . .  . . .  . . 100 
Taxes . . . . .  . . . . . .  0 

Total 1,000 

Breakdown of value product, private sector, by income shares and 
taxes: 
Wages and salaries . . . . . . .  . . 7 0 0  
Property income . , . . .  . 200 
Undistributed net profits . . .  300 
Taxes . . , . . . .  . . . . 0 - 

Total 1,200 
With the same alternative uses of government money as in Case I ,  we get: 

National product or income, final prodlict approach, alternative uses of 
government money. 

Alternative Uses I 22," 1 Government Total 
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National producl or  i~lcorne, by income shares and taxes, different alternatives 
as to use of government money: 

Wages and Salaries Property Undistributed Adjustment I Income / Net Profits / (as in Case I) I 

sector. Since the existence and functions of government as a 
producer (or in subsequent cases as an agency that redistributes 
the flow of money payments) have, in fact, substantial effect on 
the structure of production and of demand, the analysis falls 
far short of reality. But it is next to impossible, in national in- 
come measurement, to estimate the effects of any existing insti- 
tution, or of changes in the scope of its activity, in all its rami- 
fications. We are concerned here with measurement of final 
results of economic activity, regardless of what particular factors 
and causes have tended to produce the result. We are, therefore, 
interested in the controversial items in the government sector 
only in so far as they do or do not represent final product; not 
in so far as they signify forces that may have caused, fully or in 
part, the net output of the economy to attain the magnitude 
and structure which it in fact attained. 

6. Subsidy to bt~siness 
The five cases considered so far cover the different possible 

classes of government financing: taxes and non-inflationary or 
inflationary non-tax sources. The five classes do not exhaust the 
great variety of specific types of government revenue, since the 
latter may include many others ranging from special assess- 
ments and fees to confiscation of property. But a great propor- 
tion of these non-tax revenues are connected with the govcrn- 
ment as a business entrepreneur and hence are not relevant to , 
government in the special meaning of the term used here. Many 
others fall under one or another of the five types of financing 
or represent (as in the case of confiscation) a disguised tax. 

But we have discussed so far only such government expendi- 
tures as involve the government as a producer. Government, 
however, is also a transfer agency of substantial dimensions. It 

(a) 700+200=900 
(b) 700+ 0=700 
(c) 700+200=900 
(d )  7001- 0=700 
(e) 700+200=900 
(f)7M)+ 0 ~ 7 0 0  

200 
200 
200 
200 
200 
200 

300 
300 
300 
300 
300 
300 

- 200 
-200 

0 
0 
0 
0 

1,200 
1,000 
1,400 
1,200 
1,400 
1,200 
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may use its revenue to transfer meaus of payment to the coun- 
try's business enterprises, with the intention of reducing the 
prices of the enterprises' product to the purchasers; it may trans- 
fer means of payment to individuals or firms in the country 
without subsidy implications; or it may either lend or give means 
of payment to foreign countries. Of the list just cited, the only 
case covered so far is government lending to foreign countries 
with an expectation of return - a case of genuine loan rather 
than of gift or subsidy. This type of loan may be treated as an 
addition to the country's capital, not recorded anywhere within 
the private business sector as a capital addition; and hence 
represents a species of alternatives (e) and (f) in the five cases 
considered so far - i.e. use of factors or of stocks and current 
production to add to the country's capital under the govern- 
ment's auspices. We should note, however, that in this case it 
is not the amount of the loan granted to the foreign country, 
but the amount of the loan actually drabvt~ zipon that should be 
entered under government expenditures and used in passing 
from the sum of income shares excluding all taxes to net output 
at current prices. 

The other types of government expenditures, which are in 
the nature of transfers, are still to be discussed. We may classify 
them for our analysis into three distinct groups: (i) price reduc- 
tion subsidies to busincss firms considered part of the country's 
economy, i.e. all domestic firms, whether their plant is actually 
located within the country or abroad (in which case they belong 
to the country's residents); (ii) transfers to individuals or fvms 
within the country -relief payments, special bonuses, repay- 
ment of government debt, or, if one interprets the government 
debt as a 'deadweight' debt, interest payments on goverllment 
debt; (iii) transfers to foreign countries - free subsidies to foreign 
governments, to foreign business firms, or to foreign individuals. 

In the earlier discussioil of treatment of government revenues 
of various types we had to decide the cases on the basis of what 
the government did with the proceeds, i.e. the type of activity 
the proceeds were used to finance. Now that we know in advance 
what government does with the proceeds -in the present case 
it grants them as a subsidy to domestic business - the analysis 
must recognize different sources of the proceeds. And since we 
distinguisl~ed in our earlier discussion five types of financing, 
three representing tax and two representing non-tax sources, 
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CASE 6 

Government Subsidy to Domestic Business, Alternative Methodr of 
Fir~uncing Subsidies 

(a) Subsidy out of indirect business taxes 
Time Unit I: Assumc two ind~srrics, X and Y ,  comprising the whole economy. 

The production of thc economy, 211 privltc iectur, 8s then as lollo\\s: 
X Y 

Quantity in units . 100 50 
Market price . . . 10 10 
Value product . . . 1,000 500 

Total 
150 

10 
1,500 

Breakdown of value product, private sector, by income shares and taxes: 
Wages and salaries . . 700 350 1,050 
Property income . 200 100 300 
Undistributed net profits . 100 50 150 
Taxes . . . . 0 0 0 

Total 1,000 500 
Total national prodnct or income, final product approach 
Total National product or income, sum of income shares 

Time Unit It Assume that an indirect business tax of 100 units was imposed on 
products of industry X and the proceeds used as a subsidy to industry Y ;  
and that the corresponding shift in relative prices of products X and Y has 
no effect on the relative demand or supply of the two products. 
Consequently, the product in Time Unit I1 will be: 

X Y Total 
Quan t i t y .  . . . 100 50 150 
Market price . 11 8 (weightedmean) 10 
Value product . . . 1,100 400 1,500 

Breakdown of value product, private sector, by income shares and taxes: 
Wages and salaries . . 700 350 1,050 
Property income . . 200 100 300 
Undistributed net profits . 100 50 150 
Indirect taxes . . 100 0 100 
Subsidy. . . . 0 - 100 - 100 

Total 1,100 400 1,500 
Total national product or income, final products approach: 

1,100f 400-1,500 
Total national product or income, sum of income shares: 

1,050+300+150=1,500. 

(b) Subsidy out of direct business taxes 
Time Unit I: Same as under (a) 
Time Unit 11: Assume that a direct business tax of 100 units (e.g. corpomte 

profit tax) was imposed on industry X and the proceeds used as a subsidy 
to industry Y; and that the corresponding shift in relative prices of products 
X and Y had no effect on the relative demand or supply of the two products. 
Consequently, the product in Time Unit I1 will be: 

X Y Total 
Quan t i t y .  . . , 100 50 150 
Market price . 10 8 (weightedmeanl9.33 
Value product . , . 1,000 400 1,400 
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Breakdown of value product, private sector, by income shares and taxes: 

- --- - 

Direct business tax' . 
Subsidy. . . .  0 - 100 

Total 1.000 400 1.400 - ~ -. 
Total national product or  income, final product approach: 

1,WOt400=1,4M). 
Total national product or  income, sum of income shares: 

1,050+300+50=1,400. 

(e) Subsidy out of direct taxes on individuals 
Time Unit I: Same as under (a) -sum of the two industries. 
Tlmc Cnit 11: Asumc th;it a tax of 150 uniis w.ia imposed on individual in~.onic 

re;ipicnti and p i d  out as a sub5ady; and th;it tllc corrujponding lotvering of 
orice hod no eO'ec1 on runnlv :jnd dcm.~nd. 
~0nsea"ently. ~roductio6;i Time Unit I1 will be: . . . .  

Quantity . . . .  150 
Market price . . . . . . .  . . .  9 

. . . . .  Value product . . . 1,350 

Breakdown of value product, private sector, by income shares and 
taxes: 

Total 1,350 150 1,500 
Total national product or income, final product approach: . . 1,350 
Total national product or income, sum of income shares: 950 (wages 

and salaries excluding tax)+250 (property income excl. tax)-t 150 
(undistributed profits excl. tax) . . .  1,350 

(d) Subsidy out of borrowing (savings of individuals and enterprises) 
Time Unit I: Same as under (a)-sum of the two industries. 
Time Unit II. Assume that the government, having induced individuals and 

ente+ises t o  save 150 and lend it to the government (at no interest), im- 
mediately expends it as a subsidy to business; and that the resulting decline in 
market price has no effect on supply and demand. Then production in Time 
Unit LI will be: 

. . .  Quantity in units . . . . . .  150 
Price . . . . . . . .  9 
Value product ?market) : . . . . . .  . 1,350 

Breakdown of vnlue product, private sector, by income shares and 
taxes: 
Wagesandsalaries . . . . . .  . . 1,050 
Property income . . .  300 
Undistributed net profits . . .  . 150 
Taxes . , . . . . . . . .  0 
Subsidy . . .  . . .  . -150 
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Total national income or product, final product approach . . 1,350 
Total national product or  income, sum of income shares: 1,050-C 

300+150-150 (subsidy) . .  1,350 

(e) Subsidy out of printing money (inflation) 
Time Unit I: Same as under (a) -sum of the two industries. 
Time Unit 1I: Assumc that the government prints 150 units and hands them out as 

a subsidy to business; that the operation has no efect on supply and demand, 
and that the offsetting price (on account of inflation) and price decline (on 
account of subsidy) merely result in a corresponding increase of the undis- 
tributed net profit. Hence the product account in Time Unit J.l will k 

Quantity in units . . .  . 150 
Price . . . . . . . . .  . . 10 

. . . .  Value product . .  1,500 

Breakdown ofvalne product, private sector, by income shares, taxes, 
etc.: 
Waxes and salaries . . . .  1.050 
~roper ty  . . . . .  
undistributed net profits . . . .  
Subsidy . . . . .  . . . .  - 

Total 1,500 
Total national income or  product, final product approach . . 1,500 
Total national income or product, sum of income shares: 1,050+ 

300f300-150(snbsidy) . . . .  . 1,500 

these five types now constitute five alternative sources out of 
which subsidies to business may be financed; and are so dis- 
tinguished in the illustrative analysis of Case 6. 

There is no need to repeat here the assumptions and steps in 
this analysis. We treat directly only the case of subsidies to firms 
engaged in production at home which directly affect either the 
prices or undistributed net profit; (or payments to other factors) 
within the country. A subsidy granted to a firm that engages 
in sales largely abroad, if its major effect is to reduce the price 
to foreign buyers, is in fact a subsidy to the latter - i.e. a trans- 
fer to a foreign country (Case 8) and does not belong to the 
analytical case presently under discussion. 

With this qualification the conclusions concerning the treat- 
ineilt of business subsidies in estimating national income by 
sun1 of income shares (excluding all taxes) can be briefly indi- 
cated. If subsidies are financed out of taxes oTarzy kind (whether 
indirect, direct business, or direct taxes on individuals), they 
should neither be added to nor subtracted from income shares 
excluding taxes. Subsidies financed out of non-tax funds, 
whether non-inflationary or inflationary, should be subtracted 
from the sum of income shares excluding all taxes. To put it 
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differently: if business taxes are to be added to sums of income 
shares (net of taxes) in order to secure a correct estimate of 
[let output at current prices, the addition of such taxes must 
always be after. subtraction of business subsidies. And to the 
extent that subsidies are out of non-tax sources, they should be 
subtracted from the net income shares themselves. 

7. Domesfic transfers 
Domestic business fir~ns may receive payments from the 

government which are neither subsidies nor payments by govern- 
ment for goods purchased. They may be in the nature ofpayment 
on government debt - either interest or principa1.l Domestic 
individuals may also receive payments from government that 
do not represent compensation for any services rendered by 
them or their capital to the government: repayment of govern- 
ment debt, a payment of interest (in the 'deadweight' inter- 
pretation); bonuses, e.g. veterans' bonuses, or relief and assist- 
ance payments where no work is required. 

These domestic transfers (see Case 7) are analyzed as were 
subsidies to domestic business. The effects, however, are dif- 
ferent, because transfers, unlike subsidies, do not reduce prices 
of goods produced under business auspices or increase income 
shares. On the contrary, in two of the alternative sources of 
financing transfers the transfers raise the market prices of net 
final output; and in none of the five alternatives does the sum 
of income shares, net of all taxes, show any increase from time 
unit I to time unit 11. 

In consequence, while we had to decide when to subtract and 
when not to subtract business subsidies from the sum of income 
shares, in the case of transfers to individuals we have to decide 
when to add and when not to add them to the sum of income 
shares. The general answer is provided by the illustrative case. 

'We do not deal here with the controversial question as to whether interest 
payments on government debt - particularly war debts - are transfers or factor 
costs. In fact, in the treatment suggested by the present analysis, the interpreta- 
tion of interest on war debts, for example, makes no difference so 1m.z as it is 
not (as it cannot be) interpreted as final output - i.e. services to consumers or 
addition to capital. On that condition, if interest payments are included under 
income shales, they would not appear under transfers and would not be odded 
if paid out of taxes (see Case 7); or if not included under income shares, they 
would be included under transfers and would be added if paid out of taxes. If 
interest payments are out of non-tax sources (i.e. out of deficit, see section 9 
below) they would not appear in the total at all; for whether included under 
iuwme shares or under transfers, they would in either case be offset by sub- 
traction of deficits. 
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CASE 7 

Domestic Transfers 
Time Unit I: Assume private sector coincident with the whole productive cw- 

nomy of the same magnitude, as in Case 6: 
. . . . . .  Quantity in units . . 150 

Market price . . .  . . . 10 
Value product . . .  . 1,500 

Breakdown of value product, private sector, by income shares and 
taxes (no taxes at all): 
Wages and salaries . . . . . . .  1,050 

. . . . .  Property income . . .  . 300 
Undistributed net profits . . . .  . . 150 

. . . . .  Taxes . . .  . . 0 - 
Total 1,500 

Total national incomc or product, h a 1  product approach . . 1,500 
Total national income or product, sum of income shares . . 1,500 

Time Unit 11: Assume that the government pays to domestic individuals and 
firms 150 units as pure transfers. There follow alternative assumptions con- 
cerning the financing of these transfers, the alternatives being similar to those 
distinguished for Case 6: 

(a) Financed out of indirect business taxes. 
(6) Financed out of direct business taxes. 
(c) hnanced out of direct taxes on individuals. 
(d )  Financed out of borrowing (from individuals and enterprises). 
(e) Financed out of inflation. 

We also retain the same assumptions as in Case 6 concerning lack of effect 
of taxation. transfers, and pricc changes on supply and demand of goods. 

National income or product, final product approach, alternative assumptions 
as to financing of transfers: 

Natlonal Income 1 2% 1 price 1 or ' product 
-- 

(a) . 
(6) . 
(c) . 

. 
(4  . 

The breakdown of income shares ctc. in such a way as to equal national 
product, by final product approach, is as follows: 

Total national income or product, sum of income shares, etc., alternative 
assumptions as to financing of transfers. 

All income shares given below exclude a11 taxes. 

150 
150 
150 
150 
150 

11 
10 
10 
10 
11 

Tmnsfers 

150 
l 30 
130 

0 
0 

Undistributed 
Net Profit 

150 
0 

150 
150 
300 

1,650 
1,500 
1,500 
1,500 
1,650 

Total 

1,650 
1,500 
1,500 
1,500 
1,650 

Property 
Income 

300 
300 
250 
300 
300 

(a) . 
(6) . 
(c) . 
(d)  . 
(e) . 

Wages and 
Salaries 

1,050 
1,050 

950 
1,050 
1,050 
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Whenever the transfers are so financed as to increase the market 
prices of the economy's net output, the transfers (or, what is 
the same thing, the indirect taxes or inflationary sources used 
to finance them) are to be added to the sum of income shares 
(net of all taxes) to secure a correct estimate of national income. 
Whenever the transfers to individuals are so financed as not to 
increase market prices (i.e. out of direct business taxes, direct 
individual taxes, and non-inflationary borrowing), the s u n  of 
income shares, without adding the transfers, yields the correct 
total of national income at current prices. As in the case of 
business subsidies, the transfers should be counted at the point 
of actual disbursement of the money by the government to the 
recipient. 

8. Transfers to foreign cowztries 
In the case of government subsidy to a foreign country it 

makes no difference to the national income accounting of the 
lender country whether the subsidy is extended to the foreign 
goveri~ment, the foreign business firm, or foreign individuals. 
But it does make a difference how we interpret the subsidy from 
the viewpoint of the lender country. If it is a matter of free gift, 
without any consideration of immediate and ultimate benefit for 
the lender country, the case becomes completely identical with 
that of transfers to a country's own citizens and residents. In 
that interpretation the lender country's national income, i.e. 
net output at market prices, includes also the output that is 
purchased by foreigners with the means of payment secured by 
the subsidy; and as will be seen from the illustrative analysis 
under Case 8, the breakdown of the national income by income 
shares is identical with that of Case 7 -it must include the sub- 
sidy if the latter is financed out of indirect taxes or out of 
inflationary non-tax sources, and disregard (but not subtract) 
the subsidy if it is financed out of direct taxes or non-inflationary 
borrowing. 

But it may be more realistic to consider at least some subsidies 
to foreign countries not gifts free of ulterior considerations, but 
as designed to assist the foreign country on policies which the 
lender country considers beneficial to its own position in the 
world. In that case the subsidy is like an expenditure by the 
lender country on its own military establishment, i.e. an inter- 
mediate product of use in maintaining or expanding the coun- 
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CASE 8 

Quantity in Units Net Output 
Given to Given to 

Domestic / Foreign Country Domestic I Foreign Country 

(a) . 

t] : 
(d) . 
(e) . 

try's position vis-d-vis other countries. If so, the lender coun- 
try's national income as a total of net output must exclude the 
goods that were purchased by the foreign country with the ppro- 
ceeds of the subsidy. And the accounting, as shown in Case 8, 
becomes on that condition different from Case 7.l 

The subsidy to a foreign country, interpreted as an expendi- 
ture on intermediate product, should not be added to the sum 

-- 
(a) . 
(6) . 
(c) . 
(d )  . 
(e) . 

I On this interpretation flow of finished products to consumers or additions 
to stock ~n tile borroner country nould gin1 be counred in tile final product of 
the lcndcr countrv: and michr :dro be cscluacd from tliu national income of tllc 

Distribution of national income or product by income shares, excluding all 
taxes, is then: 

136'4 

;:: 
135 
136'4 

~ ...--- ~ .....- ~ ~ . . ~ ~ - -  ~ 

borrower count&.'since it is riot a ~roduct  of its economic a c t i v i t ~ . ~ h e  strict 

Wages and 
Salaries 

1,050 
1,050 

950 
1,050 
1,050 

13'6 
15 
15 
15 
13'6 

Property 
Income 

300 
300 
250 
300 
300 

11 
10 
10 
10 
I I  

Undistributed 
Net Profits 

150 
0 

150 
150 
3W 

1,500 
1,350 
1,350 
1,350 
1,500 

150 
150 
150 
150 
150 

Foreign 
Subsidies 

0 
0 
0 

-150 
-150 

Total 

1,500 
1,350 
1,350 
1,350 
1,500 
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of income shares if it has been financed out of taxes; and should 
be subtracted if it has been financed out of sources other than 
taxes - regardless of whether these non-tax sources are non- 
inflationary or inflationary. 

What is true of the interpretation of subsidy presented in 
Case 8 is also true of such transfers to foreign countries as 
represent current payments on legal obligations of a given 
government to foreign countries. This species of transfers, un- 
like transfers to domestic firms and individuals, indicates that 
part of the productive factors operating within the country is 
owned outside of it. Since national income is net output of a 
country's economy only to the extent that the productive factors 
are owned by the country's citizens and residents, it cannot 
include such part of current output within the country as is 
associated with factors owned outside. Hence, national income 
must exclude current interest charges on government debt 
owned abroad- w/zet/zer, in fact, such payments have been 
made or were accrued to increase indebtedness abroad. 

As distinct from the domestic case and from foreign subsidy, 
interest obligations by a government to foreign countries should 
appear in Case 8, whether actually paid or not; and, unlike 
Case 7, repayment of principal to foreign holders of government 
debt is not a transfer but an addition to government capital, i.e. 
falls under the alternatives (e) and (f) in Cases 1 to 5. 

9. Summary of ar~alysis 
We now summarize the analytical cases discussed and observe 

the treatment of various sectors of government activity in passing 
from the sum of income shares (net of all taxes) to a correct 
estimate of national income, taken as net final output at market 
prices. Cases 1 to 8 are brought together, with foreign subsidy 
interpreted as expense on intermediate products. 

In this summary, which merely restates the conclusions of our 
discussion, the last three columns cannot be handled in any 
empirical work, because the decision rests upon source of funds; 
and it is impossible to say whether, in fact, transfers or subsidies 
have been made out of taxes or out of other sources. We must 
therefore restate the conclusions in columns 6-8 to permit their 
application in combination with the conclusions in columns 1-5. 

To do this we first consider business subsidy as a charge 
against business taxes, on the cogent ground that net payments 



Smmary of Cases 1-8 
(The column numbers are identical with the number of the analytical case) 

Sum of 
Income 
Shares 

(excluding 
all taxes) 

Always add: 
Wages 
Salaries 
Dividends 
Interest 
Rent 

Undist. net 
profits and 
losses of 
business 
firms 

Government Expenditures on Goods out of: Transfers: 

Indirect 
Taxes 

(1) 

Add if used 
forfinalout- 
Put 

Otherwisedo 
not add 

2 Foreign 0 
All 0 
(8) K 

m 
Do not add if > 
out of taxes 

U 
Otherwise 
subtract < 

m > 
t' 

2 

Direct 
Business 

Tax 
(2) 

Add if used 
forfinalout- 
Put 

Otherwisedo 
not add 

Domestic 
Business I To 
Subsidies 

(6) 

Do not add 
if out of 
bus. taxes 

Add if out 
of tax on 
indivi. 

Subtract if 
out of non- 
tax funds 

Direct 
Tax 

on Ind. 
(3) 

Add if used 
forfinalout- 
put 

Otherwisedo 
not add 

Individuals 
(7) 

Add ifout of 
taxes 

Do not add 
if out of 
n o n - t a x  
funds 

Non-tax 
Non- 

inflationay 
(4) 

Do not add 
if used for 
final outp. 

Otherwise 
subtract 

Inflationary 
(5) ---- 

Do not add 
if used for 
final outp. 

Otherwise 
subtract 
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by the whole business sector to government are not the gross 
total of business taxes, but only the excess over subsidies drawn 
upon. We also assume, realistically, that business taxes exceed 
business subsidies; which permits us to treat Case 6, in com- 
bination with Cases 1 and 2, as indicating that business subsi- 
dies are not to be added; and that final products out of business 
taxes are always sufficiently less than those taxes to allow an 
offset for business subsidies. Next we define several types of 
government surplus and deficit as follows: 

I Surplus or deficit on cur- Excess or shortage of all taxes 
rent and debt repayment over all (government out- 
accounts. lays, including repayment of 

debt). 
I1 Surplus or deficit on total Excess or shortage of all taxes 

current account. over all (government out- 
lays, excludi~~grepaymentof 
debt). 

I11 Surplus or deficit 011 do- Excess or shortage of all taxes 
mestic current account. over (government outlays 

excluding repayment of 
debt and excluding foreign 
transfers). 

SV Surplus or deficit on goods Excess or shortage of all taxes 
account. over (government outlays 

on goods and services, i.e. 
totalgovernment outlays ex- 
cluding repayment of debt, 
excluding foreign transfers, 
and excluding domestic 
transfers). 

If there is a surplus on I, there must be a surplus on 11, IS1 
and IV unless the government receives transfers from foreign 
countries or domestic sources rather than disburses them. These 
cases, however, can be treated simply. Transfers from foreign 
countries represent free additions to goods at the disposal of a 
given country, but are not a result of the worlung of its economy 
and should, perhaps, be excluded from national income. How- 
ever, if they are to be added to national income, the decision 
of how much to add depends upon what part of these transfers 

R 
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are used to provide final net output - goods for coi~sumers or 
additions to capital. When transfers are from domestic sources 
they have already been accounted for; and as a matter of fact 
appear in our analysis as non-inflationary or inflationary non- 
tax sources of government financing. We may therefore proceed 
with the discussion on the more realistic assumption that trans- 
fers are to (rather than from) foreign countries and to (rather 
than from) domestic h s  and individuals. 

On that assumption the following situations may be distin- 
guished: 

A. There is a surplus under I (and hence surpluses under 11, 111 
and IV). 
In this case government expenditures on goods are all out of 

taxes and the entries under colunlns 4 and 5 in the summary 
above are 0; domestic transfers (column 7) should be added, 
since they are out of taxes; and foreign transfers should be 
neither added nor subtracted. National income is then: (income 
shares, excluding a11 taxes) plus (net final output by government, 
including additions to government capital represented by reduc- 
tion of foreign held debt) plus (domestic transfers, including 
repayment of debt). No account is taken of the surplus, since it 
has not entered the nation's net final output at current prices. 

B. There is a dejicit under I and a surplus under I1 (hence a 
surplus under 111 and IV). 
In this case some of the repayment of debt is out of deficit; 

which means that if it is either to foreign countries or domestic 
holders, that part which is out of deficit should not be added 
to final product of government or to domestic transfers (see 
columns 4, 5 and 7). If we include these last two items fully we 
must make the adjustment by subtracting the deficit. Hence 
national income equals: (income shares, excluding all taxes) plus 
(all net final output of government, including reduction of 
foreign-held debt) plus (domestic transfers, including repay- 
ment of debt) minus (deficit under I). 

C. There is a dejicit under II, but a surplus under III (and hence 
a deficit under I and a surplus under IV). 
Here the treatment is exactly as under B, except that foreign 

transfers are to be subtracted in so far as they are financed not 
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out of taxes but out of de3cit. If, therefore, we add income 
shares, final net output of government, and domestic transfers, 
we have to subtract the deficit. The formula for national income 
is then as under B, but subtracting the deficit under I (which is 
now larger). 

D. There is a deficit under III but a surplus under IV (and hence 
deficits under I and 11). 
Here the treatment is as under C, except that all foreign trans- 

fers are to be subtracted and not all domestic transfers are to 
be added, since only part of them are out of taxes. This sub- 
traction of foreign transfers and partial exclusion of domestic 
transfers is obviously accomplished if we reduce the sum of 
income shares excluding taxes, final net output of government, 
and domestic transfers by the full deficit under I. 

E. There is a deficit under IV (and hence deficits also under I, 
I1 and 111). 
Here the treatment is as under D, except that domestic trans- 

fers are to be fully omitted (since they are all out of deficit) and 
not all government expenditures on goods are to be included, 
since part of them is out of deficit (i.e. non-tax sources). In this 
case (see columns 4 and 5 of the summary) final output is not 
to be added, and intermediate output is to be subtracted. If we 
add all fiual output by government financed out of deficit, then 
we should subtract the full deficit on goods account and not 
only that part of it that goes on intermediate product. Hence, 
in order to subtract aU foreign transfers, to omit all domestic 
transfers, and to subtract only that part of government expendi- 
tures on goods that is used to produce intermediate output out 
of deficit, all we need do is reduce the sum of income shares 
excluding all taxes, all final net output of government, and all 
domestic transfers by the full deficit under I. 

Thus in each of the possible situations with reference to 
government surplus and deficit the formula for deriving national 
income from the sum of income shares is exactly the same. 
National income equals: 

(sum of all income shares, excluding all taxes) plus 
( h a 1  net output of government at cost, including repay- 

ment of foreign-held debt) plus 
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(all domestic transfers and subsidies, including repayment 
of debt) minus 

(deficit on total current and repayment account). 

Deficit in this formula means shortage of revenues compared 
with all government outlays, including all transfers and repay- 
ment of debt. In case of surplus no addition is made. 

If it is desirable to exclude repayment of debt, which means 
excluding it from government outlays, the formula stands, ex- 
cept that the deficit referred to is replaced by deficit on total 
current account; repayment of foreign-held debt is excluded 
from final net output of government; and domestic transfers 
exclude any payments that represent amortization of domestic- 
ally held debt. 




