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PREFACE

Macro Economics is a distinctive subject of the course in economics. It examines,
explores and analyses aggregate economic behaviour of households, firms and government
sectors of a developing economy.

This course is designed for All Odisha Universities and Autonmous Colleges  in the
region of Odisha for students of Economics Honours. Macro Economics have specific aims
at providing a clear understanding of various concepts, principles and ideas of the subject
matter involved.

The present book is designed to deal with the curriculum so envisaged to serve as a
basic text book.

This book is revised by the author bestowing his long-terms of teaching and writing
experience in economics. The book is simple to understand and grasp the subject as per the
syllabi outlined.

D.M. MITHANI
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1
INTRODUCTION TO
MACRO ECONOMICS

Learning Objectives

Students would be able to understand:
the meaning of macroeconomics
mode of distinction between micro and macro
the nature and scope of studying macroeconomics
the meaning of major macroeconomic concepts.

1. MICRO AND MACRO ECONOMICS: INTRODUCTORY

Microeconomics

The study of economics is divided by the modern economists into two parts, viz., microeconomics
and macroeconomics. The terms “microeconomics” and “macroeconomics” were first used by
Ragnar Frisch in 1933. The prefixes “micro” and “macro” have been derived from the Greek
words Mikros and Makros which mean small and large, respectively. In other words, micro means
individualistic and macro means aggregative.

Meaning and Definitions of Microeconomics

Micro means a small part. Microeconomics, is thus, that branch of economics which is concerned
with the analysis of the behaviour of the individual (specific or particular) economic units or
variables, such as an individual consumer or a producer or the price of a particular commodity,
etc.

K.E. Boulding defines microeconomics as, “the study of particular firms, particular households,
individual prices, wages, incomes, individual industries and particular commodities.”

MODULE - I



2 MACRO ECONOMICS

Essentially, microeconomics is a study of particular economic organisms (consumers, producers, etc.)
and their interactions, and of particular economic quantities (prices, wages, incomes, etc.) and their
determination.

Microeconomics is basically concerned with the market behaviour and allocation of resources.
It, thus, seeks to examine the fundamental questions of economic analysis, such as:

What goods shall be produced out of given resources, and in what quantities.
Who will produce them and how.
How these goods shall be valued or priced in the exchange process.
To whom and how the wealth so produced shall be distributed.
How efficiently the resources are allocated for production and consumption in the economic
society.

Macroeconomics

Meaning and Definitions of Macroeconomics

Meaning of Macroeconomics: “Macro” means large or aggregate (total). Macroeconomics
is, thus, a branch of economics which deals with the aggregative behaviour of the economy as
a whole. Macroeconomics is essentially an aggregative economics. It makes a study of the economic
system in general. As Professor Ackley puts it: “Macroeconomics deals with the economic affairs
‘in the large’. It concerns the overall dimensions of economic life.” K.E. Boulding states
“Macroeconommics deals not with individual quantities as such but with the aggregates of these
quantities, not with individual incomes, but with national income; not with individual prices but
with the price levels, not with the individual output but with national output.”

According to Alfred Marshall, “Macroeconomics views the forest as a whole, independently
of the individual trees composing it.”

Macroeconomics is the study of the aggregate behaviour of an economy as a whole. It is
concerned with the macroeconomic problems such as the growth of output and employment, national
income, the rates of inflation, the balance of payments, exchange rates, trade cycles, etc. It studies
the inter-relationships and interaction among various aggregates, their determinants and causation.

Both, microeconomics and macroeconomics are concerned with the working of an economy.
Microeconomics views it in particular, Macroeconomics views it in general. Both pertain to the
study of the behaviour of economic society, one, of the entire society at large, the other of the
individual entities in the society. For a complete understanding of the working of the economic
system, thus, it is essential to have an integrated view of these two approaches of the economic
analysis.

In short, macroeconomics deals with the major economic issues, problems and policies of
the present times.

Macroeconomics is the study of the major economic “aggregates” or totals.
National income, money, total investment, savings, unemployment, inflation, balance of payments,

exchange rates, etc. are the crucial economic aggregates.
Macroeconomics is a fascinating subject and challenging too, because it takes an overview

of the functioning and relationships in the whole economy by reducing complicated details to
comprehensive and manageable essentials. In macroeconomic analysis the behaviour of economic
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agents such as firms, house-holds and government is seen in total, disregarding details at the
particular level, i.e., micro level.

2. DISTINCTION BETWEEN MICRO AND MACROECONOMICS

Broadly speaking, microeconomic analysis is individualistic, whereas macroeconomic analysis
is aggregative. In essence, microeconomics deals with the part (individual) units while macroeconomics
deals with the whole (all units taken together) of the economy. Since both the approaches tend
to provide an insight or understanding into the working of an economic system, both are interrelated.

On analytical grounds, microeconomics and macroeconomics may be distinguished on the
following grounds:

(i) Nature: The nature of microeconomics is quite distinct from that of macroeconomics.
Microeconomics is the study of the behaviour of the individual units, in particular, consumers,
firms and resource-owners (factors of production), rather than aggregates. Macroeconomics, on
the other hand, is the study of the behaviour of the economy as a whole.

(ii) Methodology: Individualistic and Aggregative. Microeconomics is individualistic, whereas
macroeconomics is aggregative in their methodological approach.

The traditional economic analysis, especially that followed by the neoclassical economists,
was largely confined to the study of individual aspects of economic behaviour — activities, problems,
experiences and the equilibrium process of an economic activity, isolated from the general set-
up. Again, the results of such an analysis were averaged out and generalised by the traditional
economists to explain the aggregative behaviour of the system as a whole. Modern economists,
including Keynes, however, realised the inadequacy of such an analysis and argued that such a
generalisation of individual behaviour cannot be just a summation of individual activities. A
community’s economic behaviour has its own distinctive modes and courses. It is, therefore, wrong
to extend the micro level study to understand the macro level aggregative working of an economy
as a whole.

Obviously, the overall macroeconomic system being highly synchronized and interconnected
in nature, no one part of the system can be considered in isolation from the other. A separate
branch of study was needed to comprehend the aggregative economic relations. Macroeconomics
was consequently developed to describe the typical nature of aggregate economic behaviour as
distinct from the isolated individual activities. Microeconomics, of course, did refer to the aggregates
like market demand, market supply, industry, etc., but these were not considered in relation to
the economy as a whole. On the other hand, macroeconomics concerns with the aggregates relating
to the economy as a whole. In macroeconomics, the economic phenomena are studied in their
aggregate size, shape and behaviour.

(iii) Economic Variables: Microeconomics is concerned with the behaviour of micro variables
or micro quantities such as the individual demand, supply, particular commodity prices, wages
and individual industries.

Macroeconomics is, however, concerned with the behaviour of macro variables or macro
quantities such as national income, price levels, national output, total investment, total consumption,
total savings in the economy, etc.

In short, microeconomics deals with the individual incomes and output, whereas macroeconomics
deals with the national income and national output.
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(iv) Field of Interest: Microeconomics primarily deals with the problems of pricing and
income distribution. It seeks to explain the determination of relative prices of particular commodities
in the product markets. It is also concerned with the determination of factor pricing such as rent,
wages, interest and profit and in turn, the theory of income distribution.

Macroeconomics, on the other hand, pertains to the problems of the size of national income,
economic growth and the general price level.

(v) Outlook and Scope: In fact, both microeconomics and macroeconomics deal with the
phenomena of aggregation. However, from the viewpoint of the scope, the concept of aggregation
in microeconomics is different from that of aggregation in macroeconomics.

In macroeconomics, usually, the behavioural elements of unit with homogeneous characteristics
are aggregated. For example, the concept of ‘industry’ in microeconomics is an aggregate concept.
Industry refers to a set of all the firms producing homogeneous goods taken together. Similarly,
market is an aggregative concept. Likewise, the market demand is measured as the summation
of all individual consumers’ demand for a given product in the market. Similarly, the market
supply is the aggregate of the production supplied by the individual firms. As such, microeconomics
however, never uses aggregates relating to the economy-wide total. Its scope is limited.

Macroeconomics, on the other hand, uses aggregates which relate to the entire economy or
to a large sector of the economy. When it considers the industrial output, it refers to the whole
of output produced by the industrial sector and similarly, agricultural output for the entire agricultural
sector. These are sub-aggregates constituting the economy’s total output. Likewise, when
macroeconomists talk of aggregate demand, they refer to the demand for all the products by all
households taken together for the economy as a whole. Thus, aggregate demand covers all market
demands in an economy.

In short, macroeconomics always considers aggregates as economy-wide totals. Its scope
is total or much wider than the partial scope of microeconomics in using the concept of aggregates.

(vi) Areas of Study: Theory of value and theory of economic welfare are the major areas
covered in microeconomics. The theory of value includes pricing and distribution, i.e., product
pricing and factor pricing.

On the other hand, income and employment theory and monetary theory are the core topics
of macroeconomics. In a broad sense, public finance, growth and international trade are also included
in the fields of macroeconomics.

3. MACRO CONCEPTS AND VARIABLE

Macro concepts relate to aggregates in units and behaviour of total. These are macro-economic
variables. We may illustrate a few macro-economic concepts as under.

1. National Income: The total income of the nation is called “national income”. The aggregate
economic performance of the whole economy is measured by the national income data. In fact,
national income data provide a summary statement of a country’s aggregate economic activity.

In real terms, national income is the flow of goods and services produced in an economy in
a particular period a year.

Modern economy is a money economy. Thus, national income of the country is expressed
in money terms. A national Sample Survey has, therefore, defined national income as: “money
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measures of the net aggregates of all commodities and services accruing to the inhabitants of
community during a specific period.”

More elaborately, however, we may say that national income is a money measure of value
of net aggregate of goods and services becoming available annually to the nation as a result of
the economic activities of the community at large, consisting of households or individuals, business
firms, and social and political institutions.

Like many other terms in common use, the concept “national income” has various connotations.
For instance, national income is variously described. Sometimes it is known as “national income”,
at other times, “national product”, or “national dividend.” As a matter of fact, all these terms
mean one and the same thing.

In national income accounting, thus, the concept of national income has been interpreted
in three ways, as: (1) National Product, (2) National Dividend, (3) National Expenditure.

National Product: It consists of all the goods and services produced by the community and
exchanged for money during a year. It does not include goods and services, which are not paid
for, such as hobbies, housewives’ services, charitable work, etc.

National Dividend: It consists of all the incomes, in cash and kind, accruing to the factors
of production in the course of generating the national product. It represents the total of income
flow which will exactly equal the value of the national product turned out by the community
during the year.

National Expenditure: This represents the total spending or outlay of the community on
the goods and services (of all types, capital as well as consumption) produced during a given
year. Since income is the source of expenditure, national expenditure constitutes the disposal of
national income, which is evidently equal to it in value or in other words, National Expenditure
equals National Income.

Indeed, one man’s income is another man’s expenditure. When a person buys milk, it is his
expenditure, but this very expenditure is the milkman’s income. When the milkman spends parts
of this income in buying sugar, it becomes income for the sugar merchant and so on. In a sense,
therefore, the sum of expenditure of all agents of production is equal to the total income received
by the factors of production during that year. National income can, therefore, be also defined as
a sum of the expenditure on producer goods, consumer goods and services of agents of all production.

In fact, there is a fundamental equality between the total income of the community and its
total expenditure, as one’s expenditure becomes another’s income in the economy. Hence, there
is a large circular flow established in which each expenditure creates an income, which in its
turn is spent and creates other incomes. Therefore, this total national income will be equal to
total national expenditure.

2. Concept of Employment: “Employment of factor” refers to its use in the process of production.
Employment of labour is an important macro-economic variable. In relation of labour, therefore,
usually, the term “employment” refers to the employment of workers. Worker is said to be employed
when he is engaged in an act of production. Usually, it is thought that a worker is employed at
a particular wage rate. When a worker is employed he feels that the work he is doing is an irksome
act, because his labour services are used in the process of production. Not only is his leisure
sacrificed, but he also feels the pain of strain, physical as well as mental, and a fatigue or tiredness,
after some hours of work. The end result of employment is the creation of some type of utility
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or an addition to value, in other words, employment of inputs in the creation of output. It is from
the value of this output that the factors employed are compensated for their economic contribution.

The concept of employment then is a complex phenomenon. This is because it has to be
related to some notion of “value” of the work accomplished. The question of valuation is very
important in this context, because employment cannot always be defined in terms of physical
activity only. For instance, a film actress just lying in the bed on the set is engaged in gainful
employment. Economists have not paid much attention to the crucial problem of the measurement
of employment. Keynes, for instance, treated the measurement of employment as essentially a
trivial problem. However, this is erroneous thinking. Again, in developing countries, the problem
of the measurement of employment becomes more serious. In these countries, the concept of employment
has become vague on account of the weak wages system and the widespread practice of the self-
employment and of “unpaid family labour.” Indeed, as Prof. Sen says, for an economy of peasants
and artisans, the concept of employment loses its straightforward meaning and economic activity
merges into a wider complex of family-based activities. The criterion of being paid a wage does
not apply, and that of productivity is difficult to use since it is not easy to separate out of the
productive contribution of any particular member of the family in the total family enterprise.”

According to Prof. A.K. Sen, there are three important aspects of employment: (i) the income
aspect, (ii) the production aspect, and (iii) the recognition aspect.

The income aspect indicates that employment of a worker yields an income to him, that is,
when a worker sells his labour services for a wage, he is accepting employment in exchange for
some earnings. A worker always wants that his earnings should be sufficient enough for him to
maintain himself and his family. The earnings of labor become costs of production to the firm.
The firm, under the profit motive, considers what returns are received by it from the employment
of the worker against what has been paid to him.

The production aspect of employment suggests that employment leads to generation of output.
When a worker is gainfully employed, he must contribute to the increase of GNP. The worker’s
employment is judged by the fruit of his labour. His marginal production must be positive. A
worker who is employed in an activity, but whose marginal product is zero, cannot be regarded
as gainfully or fruitfully employed. He is said to be disguisedly unemployed.

In policy matters, sometimes the income aspect of employment is divorced from its production
aspect. For instance, when government wants to increase the income of a section of society, it
may do so by just expanding employment in that section, irrespective of its productivity. In such
cases, income would rise due to employment, but the production may not in some public projects
(like digging out holes and refilling them). Such disharmony between the income and production
aspects of employment is dangerous for the economic growth of an underdeveloped country. It
results in inflation rather than growth. Thus, in selecting investment projects which are employment-
oriented, it should be carefully determined as to what extent they are output-oriented, along with
their income-orientation. In case of self-employment, however, the income aspect is difficult to
separate from the production aspect, As Prof. Sen mentions, “a family farm’s income comes from
its production and contributing to the latter expands the former as well.” From the income point
of view, a person seems to be employed but, from the point of view of production, he may really
be unemployed. Thus, his outward employment may actually be disguised unemployment may
suggest contrasting estimates of employment and unemployment in the economy.

The recognition aspect of employment implies that employment gives a worker the recognition
of being engaged in some occupation which makes his life worth living. “Employment can be a
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factor in self-esteem and indeed in esteem of others.” In any society, an unemployed person just
does not remain without income but also receives no respect as unemployment is regarded as a
mark of disgrace. Again, the type of employment gives him a specific social prestige. For example,
a professor enjoys a higher social prestige than a cabaret dancer does, even though both may
receive equal earnings in their respective jobs.

Prof. Sen, thus, specifies two important problems in the evaluation of employment in an
economy: (1) identification of who is “employed” and who is “unemployed”, and (2) weighting
of different types of employment in order to arrive at a total sum. In this view, thus, employment
is not simply a number but a vector, i.e., a set of numbers giving employment of each kind of
labour.

3. Consumption: It refers to total consumption of the household sector.
4. Savings: In macro-economics, savings refer to savings of the community of economy as

whole.
Saving = Total Income – Total Consumption.

Total Savings = Savings of households – Savings of firms or
Corporate Savings + Savings of the government sector.

5. Investment: Investment refers to total investment of the firm. Investment of the private
sector is induced.

6. Government Expenditure: Government sector spends on consumption and investment.
Public sector investment is autonomous.

7. Households: Household sector includes all consuming individual units.
8. Firms: The firm sector includes all producing entrepreneurial units.
9. Economic Sectors: The entire economy is sometimes divided into four major sectors:

(a) Primary: Agricultural and allied activities.
(b) Secondary: Industries and manufacturing activities.
(c) Tertiary: Services, such as professions, banking, trade etc. activities.
(d) Foreign or External: This refers to rest of the world as sector confined to international

trade and transactions.
10. Price Level: Prices of goods in general. Price level is statistically measured through

price index number.
11. Aggregate Demand: Demand for all goods and services taken together.
12. Aggregate Supply: Supply of all goods and services in general.

SUMMARY: KEY POINTS

Macroeconomcs deals with economic affairs in aggregates.
National income refers to the total income of the nation as a whole.
Total national income = Total national expenditure.
National product consists of the total of goods and services produced annually.
Employment of labour refers to the employment of workers.
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MAJOR TERMS

1. Macroeconomics: Aggregative economic behaviour
2. Microeconomics: Individualistic economc behaviour
3. Saving: Total income – Total consumption
4. Economic sectors of the economy: Agriculture + Industry + Services
5. Investment: Money spent by the firm in business
6. Price level: Prices of goods in general measured in terms of price index

A. DISCUSSION QUESTIONS

1. What is meant by national income?
2. Explain the terms: National Product, National expenditure.
3. Define macroeconomics.
4. Describe the nature and scope of macroeconomics.
5. What is the theoretical and practical significance of macroeconomic studies?
6. What are the limitations of macroeconomics?

B. OBJECTIVE QUESTIONS

1. State whether the following statements are TRUE (T)  or FALSE (F)  and rewrite them:

(1) Macroeconomics is aggregative. (T)
(2) National income average is the key area of microeconomics. (T)
(3) Pricing, distribution and economic welfare are three major fields of microeconomics. (T)
(4) The term macroeconomics was introduced by Marshall in 1933. (F) (Frisch)
(5) Macroeconomics is individualistic. (F)
(6) Macroeconomics is a study of the aggregate economic behaviour. (T)
(7) Macroeconomics is a study of an individual economic uit. (F)

2. Fill in the blanks:

(1) Macro means a _________ part. [large]
(2) The terms micro and macroeconomics were introduced by __________. [Ragnar Frisch]
(3) The Greek word __________ means large. [makros]
(4) Macroeconomics views the working of an economy in __________. [general]
(5) Microeconomics is __________, whereas macroeconomics is __________. [individualistic, aggregative]

3. Match the following:

Group I Group II

(1) Micro and Macroeconomics (A) Aggregative
(2) Macroeconomics (B) Ragnar Frisch
(3) Aggregative (C) Microeconomics

(D) Macroeconomics

[Ans: (1) (B); (2) (A); (3) (D)]

r r r
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Learning Objectives

Students would be able to understand:
The meaning of national income
The methods of estimating the national income
the difficulties involved in measuring the national income.

1. MEANING AND DEFINITION OF NATIONAL INCOME

National income is a very important concept in Macroeconomics. It measures the economic
performance of the economy as a whole, in terms of how rapidly it is growing, how the allocation
of resources is made in the different sectors of production activity, etc. National income, in essence,
expresses the current achievements of an economy in terms of money. National income data are,
thus applied in various ways in the development of a modern economy. They serve as an indispensable
guide to the state policy. As Samuelson puts it, “the concept of national income is an indispensable
preparation for tracking the great issues of unemployment, inflation and growth.”

National income has been defined in a number of ways.
According to Alfred Marshall, “The labour and capital of a country acting on its natural

resources, produce annually a certain net aggregate of commodities, material and immaterial, including
services of all kinds.”

Pigou has defined national income as “that part of the objective income of the community,
including of course income derived from abroad, which can be measured in money.”

According to Irving Fisher, “the national dividend or income consists of solely of services
as received by ultimate consumers whether from their material or from their human environment.”

Dr. V.K.R.V. Rao, an Indian authority on the subject, has stated, “National income may be
defined as the money value of the flow of commodities and services, excluding imports.”

2
NATIONAL INCOME
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Features of National Income

1. National Income is a Macroeconomic Concept: The national income statistics show
the performance of the economy as a whole. It estimates in money terms, the value of the goods
and services produced in the three sectors of the economy, namely, the primary sector, the secondary
sector and the tertiary sector. Thus, it includes the value of all the agricultural goods produced
by the farmers, all the manufactured goods produced by the firms, and all the services like transport
and communication, banking, insurance, tourism etc.

2. National Income is a Flow Concept: National income refers to the data of goods and
services which are produced over a period of a year, and not at a point of time. For example, if
we want to estimate India’s national income for the year 2015-16, we will add up the money
value of all the goods and services produced in India during the period 1, April 2015 to 31, March,
2016.

The flow concept of national income is different from the stock concept of national wealth.
The latter shows the data at a point of time. For example, the national wealth of India will be
estimated as on 31st March, 2015.

3. National Income is a Realised Flow: National income of a country refers to the value
of goods and services which have been actually produced during the given year. These are final
goods which are ready for consumption. Thus, the value of intermediate goods and semi-finished
goods is not included while estimating national income.

4. National Income is the Money Valuation of Goods: Various kinds of goods and services
are produced in an economy during a year. It is not possible to physically add them up. For example,
food grains are measured in tonnes, cloth in metres, beverages in litres. Similarly, different types
of services are rendered by different professionals like doctors, lawyers, teachers, singers, etc.
We can, however, add the value of all these goods and services, if it is expressed in money.

5. National Income should Avoid Double Counting: While calculating the value of a commodity,
there is a possibility of the value of the raw-material to be counted twice, once at the raw material
stage, and secondly, as a finished product. This double-counting will unduly inflate the national
income. Hence, to avoid this, the value of the raw materials and intermediate goods must be subtracted
from the value of the gross output.

6. National Income is a Net Aggregate: The data is first collected from each production
unit regarding their output, intermediate goods and depreciation of capital goods. The value of
the raw materials and intermediate goods is then subtracted from the value of the gross output.
We also a subtract the value of depreciation. The data so derived is called the Net Domestic Product.
To this figure, if we add the net income from abroad, we get Net National Product.

7. Net Income Derived from Abroad is Included: Modern economics are open economies
which are open to international trade and foreign investments. With increasing globalisation the
value of such economic transactions is increasing in all the countries. Hence, the value of net
incomes from abroad must be added while estimating national income.

2. CONCEPTS ASSOCIATED WITH NATIONAL INCOME

In national income accounting, there are two basic concepts, namely Gross National Product
(GNP) and Net National Product (NNP).
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Gross National Product (GNP):

The Gross National Product is the monetary measure of the current total output in the economy.
The Gross National Product (GNP) is defined as the total or gross market value of all the final
goods and services produced by the country in a year.

The following points are noteworthy for a clear understanding of the concept of GNP:
1. Gross National Product (GNP) is a monetary measure. It is measured at the current market

prices.
2. GNP measures the value of all final goods and services. Final goods are not meant for

further processing or for resale. Semi-finished goods, raw materials and intermediary
goods are not the final goods, as they are meant for further processing or resale.

3. GNP includes the value of only the final goods. Value of all intermediate goods is excluded
in the calculation of GNP. This is essential to avoid double counting.

4. GNP includes the value of all consumption goods as well as capital goods (meant for
final use).

5. The word “gross” in GNP indicates the inclusion of the depreciation or replacement
allowances.

6. GNP is measured for the period of one year’s duration for the current real output only.
7. GNP is calculated each year at constant prices also, so as to make the comparisons easy.

In a closed economy (economy having no foreign trade), GNP is obtained by adding up
the following:

(1) The value of all consumption goods that are currently produced (C).
(2) The value of all the capital goods produced in the current year. It is referred to as Gross

Private Investment (I). Because it includes depreciation or replacement allowance, it is termed
gross.

(3) The values of government services (G). These are measured in terms of the governmental
expenditure on various goods and services.

In a closed economy, thus, GNP = C + 1 + G

In an open economy, i.e., an economy which has international trade, foreign investments,
and capital flows, the following additions are made to the above mentioned items:

(a) Export surplus or net income from the foreign trade of the country. It is obtained by
taking the difference between the total exports (X) and the total imports (M). Thus, Export
surplus/deficit = (X – M).

(b) Net income from abroad. It is the difference between the receipts from abroad (R) and
payments made in abroad (P). Receipts from abroad consist of income received by nationals
from their foreign investments and remittances sent by NRIs. Payments made abroad
are the payments made to the foreigners for their investments in our country. Thus, Net
income from abroad = (R – P).

In an open economy, thus, GNP = (C + I + G) + (X – M) + (R – P)

The GNP so derived is called GNP at market prices, because all the values are measured at
the current prices.
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It refers to the value of the net output of economy during the year. NNP is obtained by
deducting the value of depreciation, or replacement allowance of the capital assets from the GNP.

Net National Product (NNP):

Net National Product refers to the net output produced by a country in a year.
NNP is derived by deducting from GNP the value of depreciation (D) or replacement allowances

of the capital assets (also called capital consumption). Thus,

Net National Product = Gross National Product – Depreciation
in symbolic terms: NNP = GNP – D

This value is measured at current market prices. Net National Product, in fact, is the value
of total consumption plus the value of net investment of the community.

What is the difference between GNP and NNP? In our definition of Gross National Product,
we have not made any allowance for depreciation, capital appreciation and obsolescence. Depreciation
means the wear and tear of machinery in the process of production. Machines used for production
have to be replaced at some future time, as due to their constant use they become useless over
time. In other words, fixed assets are not everlasting and must be constantly renewed to keep up
the production running smoothly and steadily. Similarly, some machinery becomes out of date
with the passage of time. This old type of machinery needs to be replaced by an up-to-date one,
if its competitive efficiency is to be maintained. Capital appreciation means an increase in the
value of fixed assets like machinery, building, tools, etc., due to a rise in their prices. It usually
happens during the period of inflation. A rise in the value of fixed assets does not mean that
there is any increase in national income, because the total quantity of fixed assets remains the
same. Thus, when the amount of estimated depreciation and obsolescence, i.e., capital consumption,
is subtracted from Gross National Product, we get Net National Product.

National Income at Market Price and National Income at Factor Costs:

In the national income analysis, usually a distinction is made between the national income
at market price and national income at factor costs. National income at the market price means
the money value of goods and services produced. It is the price of the aggregate output and services
at the current market prices. This price also includes some element of taxes and subsidies. A
simple example will illustrate this point.

Let us suppose that the price of a bottle of soft drink is ` 20. In this case, the national income
at the market price is ` 20. But, there is some element of tax in the above price. Let us suppose,
the tax is ` 2. Then, the national income at factor cost is ` 18, because the factor of production
which has contributed to the production of one bottle of soft drink will get only ` 18 and the
balance of ` 2 will go to the government as tax.

Let us now analyse the implications of the elements of subsidy. Let us suppose the price of
a kilogram of sugar in the fair price shop of the government is ` 20, but its actual cost of production
is ` 25. The differences of ` 5 between the actual cost of production (` 25) and the fair price
shop price (` 20) is borne by the State. In this case, the national income at the market price is
` 25, but it is ` 20 at the factor cost because the factors of production would receive ` 20 for the
production of one kilogram of sugar.
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Thus, gross domestic product at factor cost = Income earned by the factor of production + Depreciation.
Net Domestic Product at factor cost = Income earned by the factor of production – Depreciation – Taxes
+ Subsidy.
National Income at market price = National Income at factor cost + Taxes – Subsidies – Depreciation.

3. GROSS DOMESTIC PRODUCT AND NET DOMESTIC PRODUCT

The term “Gross Domestic Product” (GDP) refers to the monetary value of the gross output
produced by the nationals of a country in the domestic economy.

When we take the sum total of values of output of final goods and services produced by
the nationals of a country, without reckoning net incomes earned abroad, we get “Gross Domestic
Product (GDP).” Thus,

GDP = (C + I + G) + (X – M)
where, C = Value of consumption goods, I = Value of Investment goods, G = Government expenditure,
X = Exports values and M = Imports value.

In an open economy, GNP is obtained from GDP by adding net income from abroad to the
value of GDP.

Therefore, GNP (in an open economy) = GDP + (R – P)
= (C + I + G) + (X – M) + (R – P)
In a closed economy, however, GDP = GNP = C + 1 + G

Net Domestic Product is obtained by deducting depreciation (D) from GDP. Thus, NDP = GDP – D.

Example
From the following data, let us estimate the values of: (1) GDP at market prices; (2) GNP

at the market prices; (3) NNP at the market prices; (4) NNP at the factor cost.

Table 2.1

Items ` crores

1. Value of all the final consumption and capital goods 4,000
2. Depreciation allowances  500
3. Value of imports 300
4. Subsidies 150
5. Value of Exports  250
6. Commodity taxation  300
7. Net income from abroad  25

Since values of imports, exports and income from abroad is given, it is an open economy.
(1) GDP at the market prices = (C + 1 + G) + (X – M)

= 4,000 + (250 – 300) = 3,950 crores
(2) GNP at the market prices = (C + 1 + G) + (X – M) + (R – P)

= 4,000 + (250 – 300) + (25 – 0)
= 3,975 crores
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(3) NNP at the market prices = GNP at market prices – Depreciation
= 3,975 – 500 = 3,475 crores

(4) NNP at the factor cost = NNP at market prices + subsidies – Indirect taxes
= 3,475 + 150 – 300 = 3,325 crores

4. PERSONAL INCOME AND PERSONAL DISPOSABLE INCOME

Personal Income (PI)

Personal income is the sum of all incomes actually received by all the individuals or households
during a given year. There is a difference between total income produced in the economy, and
the total income received by individuals or households. When we subtract from the national income
— all undistributed corporate profits, corporate income taxes and social security benefits, and
then add transfer payments from the government and business firms directly to persons — we
get personal income.

Thus,
Personal Income (PI) = Net National Income – Undivided corporate profits – Corporate income

taxes – social security contributions + transfer payments.

Disposable Income (DI)

From the personal income, when payment is made to the government in the form of personal
taxes (income tax, property tax, etc.), the remaining amount is called disposal income.

Thus,
Disposable Income (DI) = Personal Income – Personal Taxes.

5. METHODS OF MEASURING NATIONAL INCOME

In national income accounting, the concept of national income is interpreted in three ways,
as: (1) National Product, (2) National Dividend, (3) National Expenditure.

National Product: It consists of all the goods and services produced by the community and
exchanged for money during a year. It does not include those goods and services which are not
paid for, such as hobbies, housewives’ services, charitable work, etc.

National Dividend: It consists of all incomes, in cash and kind, accruing to the factors of
production in the course of generating the national product. It represents the total of income flow
which will exactly equal the value of the national product turned out by the community during
the year.

National Expenditure: This represents the total spending or outlay of the community on
the goods and services (of all types, capital as well as consumption) produced during a given
year. Since income is the source of expenditure, national expenditure constitutes the disposal of
national income, which is evidently equal to it in value. In other words, National Expenditure
equals National Income.

There are, thus, three alternative definitions of national income. The first definition is that
it is the money value of goods and services produced by the agents of production during the course
of a year. We might call this “total product approach.”
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The second definition is that it is the sum of income of the agents of production, profits of
the public enterprises, income from the government companies. This we might describe as “total
income approach.”

The third definition is that national income is the sum of total expenditure of the agents of
production. We might call it as “total expenditure approach.”

National income thus can be viewed in terms of a triple identity between output, income
and expenditure, i.e.,

National Product = National Income (Dividend) = National Expenditure.
As such, there are three approaches to the measurement of national incomes, viz., (1) The

output method; (2) The income method; and (3) The expenditure method.
The National Income Division (NID) of the Central Statistical Organisation (CSO) provides

the national income estimates in India by a combination of output method and income method.
Hence, the first two methods being more significant, we shall briefly review them.

The Aggregate Output Method

This method of measuring national income is also known as the product method or the inventory
method.

(i) In this method, by undertaking a census of production, the sum total of the gross value
of the final goods and services in different sectors of the economy, like agriculture, industry,
etc., is obtained for the current year. The value so obtained gives GDP at market prices in a closed
economy, (ii) To this we add the value of export surplus (value of exports, less value of imports)
to get GDP at the market prices for the open economy, (iii) From this figure we get GNP at the
market prices for the open economy by adding the net income from abroad (income received from
abroad less payments made to the foreigners), (iv) If we subtract the value of depreciation from
this, we get NNP at market prices, (v) To get NNP at factor price or National Income (Nl), we
add the value of subsidies and deduct the value of indirect (commodity) taxes.

While using this method utmost care must be taken to avoid double counting, i.e., counting
the same item of output twice.

There are two approaches suggested to avoid double counting: (i) Final goods approach and
(ii) Value added approach.

I. The Final Goods Approach

In this method of estimating GNP, only the final values of goods and services are computed
ignoring all the intermediate transactions. The intermediate goods are involved in the process of
producing final goods. i.e., the final flow of output purchased by the consumers. Thus, the value
of final output includes the value of intermediate products. Hence, to avoid double counting, only
the final values relating to final demand of the consumers should be reckoned. For example, the
price of bread incorporates the cost of wheat, flour, etc. Here, wheat and flour are both intermediate
products and are not treated as the final consumer’s demand. Their values are paid up during the
process of production. In the value of the final product bread, the values of these intermediate
goods are hidden. Hence, a separate accounting of the values of intermediate goods, along with
the accounting of the value of final product will mean double counting. To avoid this, the computation
of value of only the final product has been suggested.
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II. The Value Added Approach

In the “value added” method a summation of the increase in the value (the value added), at
each separate production stage, leading to output in the final form, gives the value of GNP.

To avoid double counting of intermediate goods, one must carefully estimate the value added
at each stage of the production process. From the total value created at a given stage, we should
thus, subtract all the costs of materials and intermediate goods not produced in that stage. Or,
the value of inputs, at a given stage, should be deducted from the value of output. Even the value
of inputs purchased from the other firms or sectors should be subtracted. In short, GNP is obtained
as the sum total of the values added by all the different stages of the production process till the
final output is reached in the hands of consumers to meet the final demand. This point may be
clarified further with the help of an illustration as given in Table 2.2.

Table 2.2
Value Added Method

(in `)

Cost of Value added
Production Firm Sales Intermediate (Net Income)

stages Receipts goods = (3) - (4)

(1)  (2)  (3) (4) (5)

1. Wheat Farmer  500 0 500
2. Flour Flour Mill  700 500 + 200
3. Bread Baker  900 700 + 200
4. Trading Merchant  1,000 900 + 100

Total: Sum of value added = 1,000

In Table 2.2 we have assumed a much simplified model of an economy, producing only a
single final product, bread. In satisfying the consumers’ final demand for bread, it is assumed
that there are four productive stages. First, a farmer cultivates wheat and sells it at ` 500. Thus,
` 500 is the value added to the economy’s output. We assume that this wheat is purchased by
the flour mill to make flour. The mill sells the flour to the baker and fetches ` 700. So its net
income is ` 700 – ` 500 = ` 200. Thus, while processing wheat into flour (i.e., the creation of
form utility), the value added is ` 200. The baker bakes a quantity of bread out of the flour and
sells it to the merchant at ` 900. In the process, the value added is ` 200. The merchant renders
the trading service of creating place and time utility, and thus sells the stock of bread to the final
consumer at ` 1,000. The net income of the merchant is ` 100, which is his profit for the merchandise
business. i.e., a “productive” activity. Thus, the value added is ` 100 in the economic system.
Obviously, the sum total of value added at each stage of production, ` 500 + 200 + 200 + 100
= ` 1,000, is the final value.

Evidently, the value of the final product is derived by the summation of all the values added
in the productive process. To avoid double counting, either the value of the final output should
be taken in the estimate of GNP or the sum of values added should be taken.

The computation of GNP by the value added method, is however, not popular due to its
tedious procedure. Mostly, the final goods method is adopted.



NATIONAL INCOME 17

Precautions

The following precautions are necessary to obtain correct results of the national income estimate
through the census of product method:

1. To avoid double counting we must add only the final products. Raw materials and intermediate
goods should not be included, as that would lead to double counting.

2. Farm products kept for self-consumption by the farmers should be estimated by a guess
work and measured at the prevailing market prices.

3. While evaluating output, changes in the price levels between the years must be taken
into account. It is usual to denote national income with reference to the prices of a particular
year.

4. Indirect taxes, included in prices, are to be deducted for getting the exact market value
of the products. Similarly, subsidies given by the government to certain products should
be added in evaluating the product.

5. Add the value of exports or the income earned abroad and deduct the value of imports.
The output method is widely used in the underdeveloped and developing countries. But it

is less reliable because the margin of error in this method is large. However, in India, the method
is applied to agriculture, mining and manufactures, including handicrafts. The census of product
method is not applied for the transport, commerce and communication sectors in India.

With the help of the output method, the national income is calculated as follows:

National income = NNP at factor cost
= GDP at market prices (for closed economy) + (value of exports – value of

imports) + (Receipts from abroad – Payments abroad)
— Depreciation
— Indirect taxes + Subsidies

In short,

Nl = GDP for closed economy +(X – M) +(R – P) – D + S + T
= GDP for open economy +(R – P) D + S – T
= GNP at market prices – D + S – T
= NNP at market prices + S – T = NNP at factor cost.

(where, X = exports, M = imports, R = receipts from abroad, P = payments abroad, D = depreciation,
T = indirect taxes and S = subsidies.)

Aggregate of Income Method

In this method, the total of all money incomes such as wages, salaries, rents, or profits,
received by persons and enterprises in the country during the year are totalled up. In practice,
income figures are obtainable mostly from the income tax returns, books of account, reports, published
accounts as well as estimates of small income.

This method is also called as the Factor Cost Method. Thus, the national income of a country,
at factor cost, is equivalent to the sum total of the disbursements of their (factors) income. To
this, net income accrued from the foreign sector is added, i.e., the net difference between exports
and imports as well as net income received from abroad are to be added.
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Thus:

NI(fc) = (Rent + wages + interest + profits + mixed income = NDP(fc) + (X–M) + (R–P).
(Where, NI(fc) stands for the national income at factor cost and NDP(fc) refers to the net domestic product
at factor cost).

Precautions

However, certain precautions are necessary while following this method:
1. All transfer payments (government and personal) which do not represent earnings from

the productive services such as social security benefits like unemployment allowances,
pension, charity, personal gifts, etc. are not to be included. Similarly, earnings from
gambling, lottery prize-winning etc., being transfer incomes, are to be excluded. Likewise,
scholarships received by a student are also transfer incomes and hence should not be
included.

2. All unpaid services (like services of a housewife) are to be excluded. Thus, only those
services for which payments are made should be included.

3. Financial investments, such as in equity shares etc. and sales of old property (including
land) are to be excluded, as they do not add anything to the real national income. Thus,
all the capital gains and losses which are related to wealth, but not to the real income,
should be excluded.

4. Direct tax revenue to the government should be subtracted from the total income as it
is only a transfer of income. Or else, it must not be reckoned at all.

5. Similarly, government subsidies should be deducted from the profits of the subsidised
industries.

6. Add undistributed profits of companies, income from government property and profits
from the public enterprises.

When the Income Method is used, national income is obtained as follows:

National Income = Total personal income (at factor cost)
+ Net income from abroad
– Undistributed profits of companies
+ Direct taxes on companies
+ Income from government property and profits from the public enterprises
– Transfer payments
– Depreciation

In India, the National Income Committee uses the income method for adding up the net income
arising from trade, transport, public administration, professional and liberal arts, and domestic
services. Since under Indian conditions due to lack of popularity of personal accounting practices,
it is difficult to estimate the personal income of individuals. So, the income method is not wholly
practicable.

None of the above methods alone is perfect. Therefore, a combination of these methods
will give a more correct perspective of the estimate. Hence, the CSO uses a combined process of
the two methods to get a better result.
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The Aggregate Expenditure Method:

Under this method of measuring national income, all the expenditures incurred by the households,
firms and government are added up.

The expenditure method gives GDP at market prices. To this, when net factor income from
abroad is added, GNP at the market price is obtained.

In this method, the expenditure on currently marketable goods and services, i.e., the current
consumption expenditure plus the current investment expenditure is taken into account. Expenditure
on old goods or financial investment is not to be considered.

By using the expenditure method, national income is calculated as under:
National Income (NNP at factor cost)

= Total Domestic Expenditure (Total expenditure on consumption and investment: private
plus government)

– Indirect taxes + Subsidies
+ Exports – Imports – Depreciation

In symbolic terms:
NNPfc = (C + 1 + G) + (X – M) + ( S – T) – D
Out of these methods, the output method and income method are extensively used. In advanced

countries like the U.K. and the U.S.A., the income method is popular. In India, the national income
is estimated by combining the income and the output method. The expenditure method is rarely
used by any country because of the practical difficulties involved in obtaining reliable and accurate
information.

6. DIFFICULTIES IN COMPUTING NATIONAL INCOME

While estimating national income, the following difficulties are gene- rally faced: (i) Conceptual
and (ii) Statistical or Practical.

I. Conceptual Difficulties

The conceptual problem relates to how and what is to be included and what not, in the
measurement of the national income.

By definition, we consider only those things which are exchanged for money or carry some
price.

1. Farm Products Kept for Self-consumption: These are to be included in the national
income and estimated by a guess and at the rate of market price of agricultural products that
have been marketed.

2. Services of Housewives: These are not to be included in the national income as they
have no price and no market for the service rendered for their own household work. But the value
of the services of domestic servants are to be considered as the national income.

3. Unpaid Services: These are not reckoned as the national income. For example, social
services or friendly help rendered without asking for remuneration.

4. Defence Services: These being indirectly productive must be included in national income.
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5. Treatment of Government Sector: Conventionally, it is included in national income.
So, according to the conventional estimate, if the government increases the defence expenditure,
then the national income will also increase to that extent.

6. Regulated Prices: True values of certain goods are not revealed when their prices are
controlled or regulated by the government. A similar difficulty is also involved under the system
of dual pricing. For instance, in the case of sugar there is the dual price system in the form of
the open market price and levy price. Any estimate of the value of such goods will be inaccurate.

7. Treatment of Output Resulting from Hobbies: Output resulting from hobbies like painting,
etc., are not accounted in the national income estimates.

II. Practical Difficulties
In practice, a number of difficulties in the collection of the required statistics are encountered

in estimating national income. Some of these are:
1. Danger of Double Counting: A major difficulty in practice is the possibility of double

counting. Utmost care is needed to avoid it. For this purpose, when the output approach is adopted,
the value of only the final goods and services should be taken into account. The value of intermediate
goods should be excluded.

Similarly, in the income method, all the transfer payments are excluded from the national
income. Likewise, in the expenditure method, expenditure on the current final goods and services
is considered. So, buying of an old house should not be considered in national income.

2. Some Proportion of Output not Entering into the Market: A part of some goods do
not enter into market transactions. For example, it is usually found that the farmers keep some
portion of foodgrains produced by them for self-consumption. The amount kept for self-consumption
is estimated by guesswork and the value is to be measured at the current market price.

3. Difficulty in Imputing the Value of Inventories: The value of inventories must be computed.
There are many chances of miscalculation and errors in such a computation and this may result
in an inaccurate estimation of national income.

4. Unaccounted Income: In India, about 40 per cent of the total income is unaccounted or
black. Thus, the country’s real income is grossly underestimated in our officially reported national
income data.

5. Non-uniform Depreciation Allowances: Estimates of national income may differ to the
extent of difference in the depreciation allowance calculated for different capital assets.

III. Specific Difficulties in Developing Countries
Besides these, certain difficulties of a specific nature are encountered in practice in developing

countries like India. Amongst these, the following are the notable difficulties:
1. Incomplete Records: In villages, and even in cities, many people do not maintain regular

and complete account. Hence, it is very difficult to obtain correct information for the national
income estimate.

2. Non-monetised Sector: Barter exchange is still prevalent in some areas. It is not possible
to know the correct market value of many goods produced. There is also no proper accounting
in non-monetised sector.

3. Lack of Systematic Classification: It is very difficult to have a proper classification of
occupations of the people in the rural areas because the majority of people work on farms for
some time and also take up other jobs during the off-season.
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4. Indifference of the People: Most of the people, being uneducated, do not co-operate
fully with the government officials in supplying the required information.

PROJECTS AND ASSIGNMENTS

1. From the following figures calculate:
(a) Gross National Product; (b) Net Domestic Product; and (c) National Income.

` crores

Wages and Salaries 15,000

Profits and Rents 10,050

Payments to Foreigners for Assets held in India 1,200

Income from abroad 950

Depreciation 2,000

2. Which of the following items will be included in national income estimate and which
of them will be excluded from? Why? Or which of the following items would you
consider in measuring national income? Give reasons:
(a) Old-age pension.
(b) Government’s subsidy to fertilisers.
(c) Income tax.
(d) Services of a housewife.
(e) The value of an imported TV set.
(f) Purchase of an old house.
(g) Military expenditure.
(h) Value of smuggled goods.
(i) Central excise.
(j) Black money.
(k) Self-consumption of foodgrains by a farmer.
(i) Undistributed corporate profits.

(m) A husband’s gift to his wife on her birthday.
(n) Sale of old furniture by a household.
(o) Salary of a professor.
(p) Dividend on equity shares.
(q) Payment of bonus to the workers.
(r) Economically Backward Class (EBC) Scholarship.
(s) Brokerage paid to an estate agent.
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SUMMARY: KEY POINTS

1. National income data provides a summary statement of country’s aggregate economic activity.
2. National income is defined as the money value of aggregate of goods and services produced and exchanged

by the people of a country (nation) during a year.
3. National income is a flow. It varies from year to year.
4. Gross National Product (GNP) refers to the aggregate product value of all final goods and services product

during a given year.
5. Net National Product (NNP) = GNP – Depreciation Allowances.
6. There are three methods of estimating national income: (i) Output method, (ii) Income method, and

(iii) Expenditure method.

MAJOR TERMS

1. National Income: The money value of aggregate of goods and services produced in a country during a
year.

2. GNP (Gross National Product): The measure of current total output of a country in a year.
3. NNP: GNP – Depreciation.
4. Disposable Income: Personal Income – Personal Taxes

A. DISCUSSION QUESTIONS

1. Define and explain the concepts:

(1) National Income; (2) GNP; (3) GDP (4) NNP(mp); (5) NNP (fc); (6) Depreciation;
(7) Capital consumption.

2. Answer the following:

(1) What are the methods of estimating national income?
(2) Explain the income method of measuring national income.
(3) Describe the output method of estimating national income.
(4) What are the difficulties encountered in the measurement of national income?

3. Distinguish between:

(1) Gross National Product and Net National Product.
(2) NNP at market prices and NNP at factor cost.
(3) GDP and GNP.

B. OBJECTIVE QUESTIONS

1. State whether the following statements are TRUE (T) or FALSE (F):

(1) National income is a heterogeneous whole. (T)
(2) National income is a flow of goods and services expressed in terms of money. (T)
(3) GNP includes the values of raw materials. (F)
(4) Dowry is a transfer payment, hence not included in national income. (T)
(5) For determining NNP, the depreciation allowances are added to the GNP. (F)
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(6) The value of exports are added in measuring the national income. (T)
(7) Only the output method is employed for estimating national income in India. (F)
(8) Wine is not wealth. (F)
(9) NNP can exceed GNP. (F)

(10) Wedding gifts are a part of national income. (F)
(11) A lottery prize is taxable, so it is a national income. (F)
(12) National income measured data under Modi Government’s dictate includes the black money

income. (F)

2. Fill in the blanks:

(1) National income is a __________ variable. [flow]
(2) National wealth is a ___________ variable. [stock]
(3) Gross National Product minus depreciation allowance gives ________. [NNP]
(4) Personal income minus direct personal taxes gives __________. [Personal Disposable Income]
(5) Net National Product = Gross National Product minus _________. [Depreciation]
(6) When some item is counted twice or more number of times it is called _______________. [double

counting]
(7) Gifts, pensions, dowry, etc., are called ______________. [transfer income]
(8) The gross value of current output of goods and services within a country’s territory is called

_____________. [Gross Domestic Product].
(9) GNP represents the gross value of all ___________ goods and services. [final].

3. Do you agree with the following statements?

(a) Dowry is a personal income but not a national income. (Agree)
(b) All sectoral incomes are aggregated as national income. (Agree)
(c) Values of all the final goods are measured in GDP. (Agree)
(d) Services of housewives are excluded from the national income. (Agree)
(e) National income estimates are never reliable in India. (Disagree)

4. What do the following abbreviations stand for?

(a) C.S.O. (b) G.N.P. (c) N.N.P. (d) G.D.P. (e) N.I.

5. Match the following:

A Group B Group

(1) Central Statistical Organisation (A) Flow
(2) National Wealth (B) National Income Unit
(3) National Income (C) Income per Head
(4) Per Capita Income (D) Stock

[Ans: (1) (B); (2) D; (3) (A); (4) (C)]

6. Which of the following should be included in calculating national income?

(a) Salaries of a professor; (b) Dividends on shares; (c) Accident benefits of LIC policy; (d) Pension received
by a retired government official; (e) Winning of ` 1 lakh as the first prize from Maharashtra Lottery by
Mr. Phadke; (f) ` 1,000 paid as commission to a medical sales representative by pharmaceutical company;
(g) Capitation fees received by a medical college; (h) Commission earned by a lottery agent; (i) Interest
on bank deposits; (j) Charity.

[Ans.: (a), (b), (f), (i)]

r r r



24

Learning Objectives

Students would be able to understand:
the circular flow involved in national income analysis
the circular flow of economic activity between firms and households
the three sector model of economic activity
the four sector model of economic circular flow.

1. INTRODUCTORY

In national income accounting, the concept of national income has been interpreted in three
ways: (1) National Product, (2) National Dividend, (3) National Expenditure.

National Product
It consists of all the goods and services produced by the community and exchanged for money

during a year. It does not include goods and services which are not paid for, such as hobbies,
housewives’ services, charitable work, etc.

National Dividend
It consists of all the incomes, in cash and kind, accruing to the factors of production in the

course of generating the National Product. It represents the total income flow which will exactly
equal the value of the national product turned out by the economy during the year.

National Expenditure
This represents the total spending or outlay of the community on the goods and services

(of all types, capital as well as consumption) produced during a given year. Since income is the
source of expenditure, the national expenditure constitutes the disposal of the national income,
which is evidently equal to it in value — or National Expenditure equals National Income.

3
CIRCULAR FLOW OF
NATIONAL INCOME
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Indeed, one man’s income is another man’s expenditure. When a person buys milk, it is his
expenditure, but this very expenditure is the milkman’s income. When the milkman spends part
of this income in buying sugar, it becomes income for the sugar merchant and so on. In a sense,
therefore, the sum of expenditure of all agents of production is equal to the total income received
by the factors of production during that year. National income can, therefore, also be defined as
a sum of the expenditure on producer goods, consumer goods and services of all agents of production.

In fact, there is a fundamental equality between the total income of the community and its
total expenditure, as one’s expenditure becomes another’s income in the economy. Hence, there
is a large circular flow established in which each expenditure creates an income, which in its
turn is spent and creates other incomes. Therefore, this total national income will be equal to the
total national expenditure.

Briefly, thus, the identify of the three factors of the flow of national income may be expressed
as follows:

National Expenditure = National Product = National Income or Dividend.
When we analyse the above three concepts, we find that national income is nothing but

“the total flow of wealth produced, distributed and consumed.” National income is not a stock
but it is a flow. It is not that the income is first earned and then gradually spent or distributed,
or alternatively, it is not that the expenditure first takes place and then an income is earned. As
a matter of fact, the process of income creation and income distribution goes on at one and the
same time.

There are, thus, three alternative definitions of national income. The first definition is that
it is the money value of goods and services produced by agents of production during the course
of a year. We might call this “total production approach.”

The second definition is that it is the sum of incomes of agents of production, profits of
public enterprises and income from government companies. This we might describe as “income
approach.”

The third definition is that national income is the sum of total expenditure of agents of production.
We might call it “total expenditure approach.”

Corresponding to these approaches, national income has been defined in three ways in the
publications of the United Nations as follows:

(a) “Net national product” as the aggregate of the net value added in all branches of economic
activity during a specified period, together with the net income from abroad.

(b) “Sum of the distributive shares” as the aggregate of income accrued to the factors of
production in a specific period — these payments taking the shape of wages, profits,
interest, rent, etc.

(c) “Net national expenditure” as the sum of expenditure on final consumption of goods
and services, plus domestic and foreign investment.

Modern economists consider national income as a flow in the three forms: income, output
and expenditure. When goods are produced by the firms, factors of production comprising households
are paid income; these income receipts are spent by the household sector on consumption and
its savings are mobilised by the producers for investment. Likewise, a circular flow is constituted
between income and expenditure. Obviously, income, output and expenditure flows are always
equal per unit of time. There is, thus, a triple identity:

Output = Income = Expenditure.
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2. CIRCULAR FLOW OF ACTIVITY

Perceived in a simple model, an economy is viewed as a stystem constituting the flow of
goods and services in the transactions between two economic sectors: households and firms. There
is a circular flow of economic activity. Households sell their productive services as factors of
production to the firms and earn their income. Thus, firms’ spendings become households’ income.
Households buy the final goods and services produced by the firms. Thus, households’ total expenditure
becomes the income of the firms which is equal to the value of final output by the firms. The
range of transactions which take place within the boundaries of firms — “the productive area”
— are regarded as intermediate transactions or inter-industry relations. Values are created in the
productive area. All net values added together determine the value of the final output, i.e., GNP.
The final output flows from the productive area of firms to the consumption area of households.
This point has been illustrated diagrammatically in Fig. 3.1.

In Fig. 3.1, one can observe that intermediate transactions occur within the productive area
or firms. It also illustrates intermediate transactions from the farmer (F) to the flour mill (M), to
the baker (B), to the trader or merchant (T) — all taking place within the boundaries of the firms.
The firms sell their final output to consumers — the households. Thus, there is a flow of final
goods from the productive area or firms to the consumption area of households. Households’
total expenditure = the value of final output – the income of the firms’ sector. Again, there is a
flow of productive services of factors from households to firms. The factors are rewarded in the
form of rent, wages, interest and profits. The total factor income = the aggregate value of factor
services = the total expenditure of firms = the total income of households. In short, total expenditure
of firms = total income of households and total expenditure of households = total income of firms
= the value of final output. Thus, the final value of output is just the same as final expenditure.
It follows thus:

HOUSEHOLDS

(FIRMS T
OTAL INCOME) = (HOUSEHOLDS’ TOTAL EXPENDITURE)

(FIRMS TOTAL EXPENDITURE) = (HOUSEHOLDS’ TOTAL INCOME)

VALUE OF FINAL OUTPUT

FLOW OF FINAL OUTPUT

B                   T

M                  F
FIRMS

PRODUCTIVE AREA 

FLOW OF PRODUCTIVE SERVICES

PAYMENTS TO FACTORS OF PRODUCTION

CONSUMPTION AREA

(RENT + WAGES + INTEREST + PROFIT)

Fig. 3.1: Circular Flow of Activity: Two Sector Model

PRODUCTIVE SECTOR CONSUMPTION SECTOR
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3. CIRCULAR FLOW OF ACTIVITY: THREE SECTOR MODEL

In modern time, the government involves an active participation to smoothen the flow of
economic activity containing households and firms. As such, we can view a modern economy
under on extended model comprising three sectors, viz.

Firms
Households
Government

It was Keynes who advocated an active participation of the government to overcome depression
in the western capitalist economies in 1930s. The Keynesian ideas were further applounded by
the modern economists to effectuate the growth and development process by the positive actions
of the welfare-oriented governments towards economic development in a developing economy.

A three sectors economic model of circular flow is, then viewed on in Fig. 3.2 below.
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Fig. 3.2: Three Sector Model

It follows that firms provide goods and services to households and government.
Households earn income through employment with firms.
Government taxes firms and households.
Government provide public sector goods to fiorms and households.

4. FOUR SECTOR MODEL

If we consider the integration of the economy of a country with international trade and foreign
investment relationships, we may have an extended Four Sector Model as described in Fig. 3.3
below:
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From Fig. 3.3, it follows that
Government is involved with public sector activity and provision of public goods benefiting
firms and household sectors.
Government is connected with the world economic order through trade and investment
flows: Imports/Exports/FDI.
Firms pays corporate taxes to the government.
Government correspondingly may provide public services such as roads, defence, electricity,
water supply to the firms.
Households pay direct/indirect taxes to government.
Households receive benefits of public goods: roads, water, electricity supply, education,
defence.
Participation with world economy is seen for the firms and households in terms of imports,
exports and investment flows.

MAJOR TERMS

Circular flow: Continuous flow of income generated through economic activities.
Firm: The producing units
Households: The consuming units

A. DISCUSSION QUESTIONS

1. Trace the simple model of circular flow of income.
2. Trace the circular flow of national income referring to two sector, three sector and four sector model.
3. Trace the role of government sector in a developing economy.

Goods and Services

Firms Households

Goods and Services

Employment: Income

Fig. 3.3: Four Sector Model
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B. OBJECTIVE QUESTIONS

(A) State whether the following statements are TRUE (T) or FALSE (F):

1. National income is a stock phenomenon. (F)
2. Firms are the consuming units. (F)
3. Households are the producing units. (F)
4. Savings tends to be equal to investment under the economic equilibrium. (T).

(B) Fill in the blanks:

1. National income is ________ concept. (flow)
2. Households incur ________ expenditure. (consumption)
3. Firms incur ________ expenditure. (production)
4. Saving tends to equal to ________. (investments)
5. Public sector provides ________ in a country. (public goods)

(C) Match the following items:

Group I Group II

(1) National income (A) Production
(2) Households (B) Consumption
(3) Firms (C)  Flow

[Ans: (1) (C); (2) (B); (3) (A)

r r r
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Learning Objectives

Students would be able to understand:
the gist of the classical model
the nation of full employment
the Say’s Law
the Keynesian criticisms.

1. SUPPLY-ORIENTED CLASSICAL THEORY OF EMPLOYMENT: INTRODUCTORY

The classical theory of employment refers to the theory and ideas about determinants of
employment propounded by the classical writers like Adam Smith, Ricardo, Mill and others including
Pigou, who is a noted classical thinker of the modern era. To Keynes, however, all his predecessors
are classicists.

The classical theory of employment is essentially a supply-oriented theory. The economists
were basically concerned with the long-run problem of growth of the economy’s productive capacity
and the efficient allocation of the given resources at full employment. The classical economics
has, therefore, focused its attention more on the supply side with a little emphasis on the demand
side of the growth process.

To repeat, the mainstream of the long-run classical analysis was fundamentally supply-oriented.
Adam Smith, Ricardo, Say, Mill and all other followers of the classical school of thought, except
Malthus, had an avowed belief that there is no problem on demand side as the aggregate demand
would always take care of itself. Hence, the main problem is of supply rather than demand.

Chart 4.1 displays an outline of the major postulates of the classical theory of employment.

4
CLASSICAL THEORY OF

INCOME AND EMPLOYMENT

·
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Chart 4.1

The Classical Theory of Employment

Long-term Analysis

Full Employment

Say’s Law of Markets

Interest Rate Flexibility (Strategic Variable)

Wage Rate Flexibility (Money Wage-Cut Policy)

We shall discuss below the main strands of the Classical Theory of Employment and Keynes’
criticisms of the same.

2. ASSUMPTION OF FULL EMPLOYMENT

The entire economic premise of the classical economists was based on the assumption of
full employment of labour and other economic resources. They believed in the prevalence of a
stable equilibrium at full employment as the normal characteristic in the long-run. Any deviation,
therefrom, was regarded by them as abnormal. They, therefore, concluded that under perfect competition
in a free capitalist economy, forces operate in the economic system which tend to maintain full
employment (without inflation). Consequently, the level of output is always at full employment
with the optimum use of the resources in the long-run.

The concept of full employment does not rule out the possibility of frictional unemployment
of a temporary nature. There must be temporary unemployment of some workers due to ignorance
about the availability of job opportunities, machinery breakdown, etc. Similarly, somebody may
not have a desire to work though the job is available. This is called voluntary unemployment.
But, all such phenomena are conducive to full employment condition. Full employment condition
implies the absence of any involuntary unemployment. A worker is said to be involuntarily unemployed
when he cannot get a job inspite of his willingness to work at the prevailing wage rate. According
to the classical economists, unusual disturbances in the economic system may create involuntary
unemployment. However, natural economic forces tend to eliminate this involuntary unemployment
to restore full employment again.

Hence, when the classical economists took full employment for granted, they never paid
due attention to present a systematic theory of employment. Their major concern was, thus, to
examine the forces which determined:

The different types of goods and services that would be produced in the economy;
The allocation of productive resources among the competing firms and industries. Basically,
the classical theory studied the alternative uses of a given quantity of employed resources.
The classicists tried to find out the conditions leading to the most efficient use and optimum
allocation of the given resources;
The relative price structure of different goods and factors; and
The distribution of real income among the productive factors.
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The classical belief in full employment as a normal economic condition was essentially based
on the following assumptions:

As supply creates its own demand (Say’s Law), there can never be any deficiency in
demand; and
Any unemployment that might result in the process of a competitive system is automatically
eliminated by the mechanism of the free market-price system.

3. SAY’S LAW OF MARKETS

Say’s Law of markets was rooted in the mainstream of supply-oriented classical economics.
J.B. Say, a French economist of the 19th Century, asserted that: “supply creates its own

demand.” This appears to be a simple proposition, but has had many different meanings, and
many sets of reasoning underlying each meaning — not all of these by J.B. Say.

Basically, Say’s Law contends that the production of output in
itself generates purchasing power, equal to the value of that output:
supply creates its own demand. It is argued that, “Production increases
not only the supply of goods but, by virtue of the requisite cost payments
to the factors of production, also creates the demand to purchase these
goods.”

The core of Say’s Law of markets is that the supply of a product
through the process of production generates the necessary income
(earned by the factors of production in the form of wages, interest,
rent and profits) to demand the goods produced. By this method an
equivalent demand is created in accordance with supply. According
to Say, the main source of demand is the flow of factor incomes generated
from the process of production itself. Any productive process has generally two effects: (1) Due
to the employment of factors of production in the process, an income stream is generated in the
economy on account of the payment of remuneration to the factors of production; and (2) a certain
output results which is supplied to the market.

Thus, according to Say’s Law, additional output creates additional incomes, which create
an equal amount of extra expenditure. Therefore, every product produced generates an equivalent
amount of purchasing power (income) in the economy which ultimately leads to its sale. In short,
a new production process, by paying out income to its employed factors, generates demand at
the same time as it adds to supply. Thus, every increase in production soon justifies itself by a
matching increase in demand. Then, by doubling production, the producer would invariably double
sales too.

Two main propositions of Say’s Law

1. Production is the sole cause of demand: Supply creates its own demand, because production
has a dual effect on economy: (a) it creates supply, and (b) it generates factor incomes. Income
generated in the production process enables the people to demand the goods so created. Their
demand is expressed through their consumption outlay. In this way, ‘consumption is co-extensive
with production,’ says J.S. Mill.

J. B. SAY
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In his Principles of Political Economy, J.S. Mill provides his version of Say’s Law as follows:
“What constitutes the means of payment for commodities is simply commodities. Each person’s

means of paying for the production of other people consists of those which he himself possesses.
Should we suddenly double the productive powers of the country, we should double the supply
of commodities in every market; but we should, by the same stroke, double the purchasing power.
Everybody would bring a double demand as well as supply; everybody would be able to buy
twice as much, because everyone would have twice as much to offer in exchange.”

2. There can be no overproduction of goods any time: According to Say’s Law; as every
additional supply creates an additional demand, there can be no general overproduction. It stresses
that aggregate supply always equals aggregate demand. In other words, while individual goods
can be overproduced, the supply need not equal demand in a single market. But it will be absorbed
by the economy as a whole. At the same time, while general overproduction was considered impossible
according to Say’s Law, it also denied the possibility of a deficiency in aggregate demand. Similarly,
it also denied the possibility of general unemployment. For, if resources are less than fully employed,
there are incentives to expand production as entrepreneurs always strive for maximisation of profits.

To express this phenomenon differently, any expansion in the output would create an equivalent
expansion in income and in spending. In symbolic terms:

O = Y = E
where, O = increase in output,

Y = increase in income, and
E = increase in intended expenditure.

Apparently, the additional income gives rise to an equal additional amount of intended expenditure.
Hence, the circular flow of income expenditure is steadily maintained in the economy.

Assumptions underlying Say’s Law

As a matter of fact, Say’s dictum that supply creates its own demand is based on the following
assumptions:

1. Optimum Allocation of Resources: There is optimum allocation of resources as they
are allocated to different channels of production in terms of proportionality and equality
of marginal products.

2. Perfect Equilibrium: Commodity prices and factor prices are determined in perfect
equilibrium of their demand and supply.

3. Perfect Competition: There is perfect competition prevailing in the commodity market
as well as factor market. Thus, commodity prices are equal to average costs and factor
prices are equal to marginal productivities.

4. Market Economy: There is free enterprise economy.
5. Laissez-Faire Policy of the Government: There is no government intervention in the

economic field. The government follows a laissez-faire policy to facilitate automatic
adjustment and smooth working of the market mechanism in the capitalist economic
system.

6. Elastic Market: The size of the market has no limits. Thus, there is automatic expansion
of the market with an increase in output offered for sale.
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7. Market Automatism: The free market economy and its working of price mechanism provide
due scope to labour supply and the rising population also stimulates capital formation.
In an expanding economy, new workers and firms will be automatically absorbed into
the productivity channels by their own products in exchange without displacing or supplanting
the existing firms and workers.

8. Circular Flow: The circular flow of money is regular and continuous without any leakages.
This implies that saving is nothing but another form of spending on capital goods. Savings
are, thus, automatically invested. There is absence of hoarding. Hence, there is no break
in the flow of income and expenditure. Income is automatically spent through consumption
expenditure and investment expenditure.

9. Savings-Investment Equality: Since all savings are automatically invested, savings always
equal investment. Savings-investment equality is the basic condition of equilibrium in
the economy. It is maintained by interest flexibility.

10. Long-term: The economy’s equilibrium process is perceived from the long-term point
of view.

Implications of Say’s Law

The Say’s Law of Markets implies that:
1. Automatic Attainment of Full Employment: In the long-run, free economy automatically

attains equilibrium at full employment level. Keynes held that Say’s Law is ‘equivalent
to the proposition that there is no obstacle to full employment.’

2. Self-adjusting Mechanism: There is automatic adjustment when supply creates its own
demand. Increase in supply will meet its own demand in the process of functioning of
a free capitalist economy. Hence, there is no need for the government to intervene. On
the contrary, any government interference in the economic field comes in direct conflict
with the self-adjusting mechanism of the Say’s Law of Markets.

3. There can be no Deficiency of Aggregate Demand: Since supply automatically creates
its own demand, there is no possibility of any general overproduction. Thus, Say’s Law
is a denial of the possibility of deficiency in aggregate demand.

4. No Problem of General Unemployment: When there is no general overproduction, then
there can be problem of general unemployment in the long-run, and the economy tends
to remain at full employment equilibrium level.

5. Automatic Resource Adjustment and Utilisation in an Expanding Capitalist Economy:
In an expanding free enterprise economy, when new workers and new firms are productively
absorbed, they do not supplant the output, income and employment of the existing ones
and as they release additional output and income, the community becomes automatically
rich with the increasing size of national income. It also means that employment of new
or unused resources in productive process tends to pay its own way and confer benefits
to the society at large.

6. Money has only a Passive Role: Supply creates its own demand in real terms. Thus,
money is just a veil. Behind the flow of money, there is real flow of goods and services
which is important. Thus, changes in the supply of money have no impact on the real
economy’s process of equilibrium at full employment level.


