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Chapter 2

National Income

ation of the country’s

3c conomics is concerned with the utiliz
gikcais e or we study a

resources for development and growth of the navlion. \\’h0}1€\'t o h
cONSUMEr as an economic unit, we want to know csgnuall)’ his “1‘_‘9"““%
as this forms a vital data which enables us to dctcmur}c the well-being Qﬂ
the consumer. His income determines the purchasing power ar_ld hl:
standard of living. A change in his income indicates change in his lite;
whether he is able to get more goods and services or not. In thc same
way, we take the economy as a single cntity consisting of a numpcr of
consumers who are mostly income carners. By adding the income of all of
them, we get a figure that measures the income of the nation as a whqlc.
This figure called National Income is as important a statistic for a nation
as personal income is for an individual. National Income gives
information about the nation’s productive capacity and economic strength.
National Income study will reveal the extent of utilization of a country’s
resources and the extent of unemployment. Before getting into the
discussion of National Income in detail, we should understand some of the

concepts and terms 1n this context.

Wealth and Income

Wealth consists of the material economic possessions including many
diverse things as buildings, automobiles, business inventories of all kinds
including proven reserves of unexploited natural resources of the country.
In short, they are phiysical stock of goods. Wealth can increase in value as
well as in physical quantity. This is called appreciation and is the result
of price changes. Capital gains and losses originate from such
appxjccmtionand depreciation. Income on the other hand is a flow for a
specified pefi()d. There is a close relationship between wealth and income.
When the oil is underground, it is wealth. When it is refined and sold, 1t
creates mcome. Land is wealth and if we praduce wheat, it is income.

Waahh accumulates through income. “Wealth accumulates physically
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as shown in Figure 2.1
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Circular Flow

The equilibrium of the econom
and withdrawals. If more is with
diminished. Only if the two are

y depends on this injection of money
drawn than injected, the flow will get

€qual, the circuit will remain stable. In
macro economics, we consider all savings as withdrawals from circular

! flow and all investments as injections into the flow. Unless both are
made equal, i.e., inflow and outflow, the level of national income will

not remain at the same level. We will study more about savings and
investment later on.

Definition and Concepts of National Income
: Although we have studied about National Income in a general way at
: the beginning of this chapter, we have 1o look into the definitions given
1 by different economists. National Income has been defined by various
writers from different angles, as the concept can be viewed in three ways.

Firstly, national income can be thought of as total income per year of
the inhabitants of the country in return for some services rendered by
them in production. To put it technically, national income is the sum of
“incomes earned during the period from supplying of factor units for the
- useof production. it |
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COMEe cstimale meagures the voluree o
S turned o during a piven period COUTILEed

d(l:ln’:::(l:.:l(;qI‘::::?n:ul 2?;‘8:‘,',.:-:130}"([‘()r-‘-{C()m')mic An‘air?i PIVEs an cla!:xmﬂ;:

: _ - - Liross National Product at market prices i
the m:u'kc.l, value of the product before deduction of provisions for the
cnnsu_mplmn of fixed capital attributable 1o the factory of production
supplicd by the normal residenty of the given country, It ig id(:mjcauy
L:.quzll l.p the sum of consumption cxpenditure and 2ross domestic capital
formation, private and public and the surplus of the nation on current
account. Thus surplus is identically cqual 1o the net exports of goods and
scervices plus the net factor INcomes received from abroad.”® -

J_.R. Hicks defined national income “gg a collection of goods and
being measured in terms of

An analysis of various definitiong shows that national income rcfers
to the income of a country; its measurement refers to a specified period of

time, say a year: it includes all types of goods and services which have an
cxchange value, counting each one of them only once.

While cvaluating the national income of a country, no commodity or
service should be counted twice. For example, if stecl has been evaluated
in industrial production, it should not be included while calculating the
valuc of steel products, viz., machines and motor cars. The error of double
counting first as a raw material and then under finished product should be
avoided. Generally two statistical methods are used to avoid double-
counting or multiple counting in the calculation of national income,
(a) Final Product Mcthod; and (b) Value added Method.

According to the first method, we add up the value of final products
only. According to the second method, we g0 on adding the values created
at each stage in the manufacture of a commodity. Then all such values
created are added up together to arrive at the national income of the
country. Whether we adopt the first method or the second method, the
result will be the same.

The various definitions given above bring out the features of nquor{;}aﬁ
mcome and their components. Whatever approach we make in the
calculation of national income, we will get the same result.

5 Simon Kuznets, ECOrzamxcchange oSt s )
6 United Nations, A system of National Accaunx;“a_nd Supporting Tables.
7 Hicks, The Social Framework, Pan IV.
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evaluated in terms of market prices. It includes all 1hc €conomic
productions in the cconomy ‘from apples and autr)mol?:lcs Lo zing a_.';:?
zippers.” GNP is defined as the money value of the national production
for any given period. Here we take into account the moncy value of the
final goods and scrvices produced in the economy to avoid doublz
counting. Intermediate products are excluded from the GNP. Sccondly, #z
take into account the money value of only currently produced goods

services, as GNP is a measure of the economy’s productivity during th
year. Thus, if certain goods and services are produced in 1973, but arc 5ol
sold till 1974, they would be part of the GNP for 1973 and are not to b2
counted as part of the GNP for 1974. Thirdly, the word ‘Gross’ hzs
Signiicance  he term GNF. This means in comparing. the G4F. e &
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GNP for several years and comparing them will tell us whether there hag

been a long run growth or decline in the cconomy. But care should be
taken in comparing the GN

Ps of different years as price changes would
delude us. We have 1o reduce the GNPs of different years 1o the base year
and find out the extent of real growth in GNP. This is a very usecful
concept over a short period when changes in capital are not so mportant.

We may calculate the GNP at market price or factor cost. GNP at

market price means that we use prices prevailing in the market for the
sake of valuation. Since indirect 12

ixcs would enhance prices and subsidies
would reduce prices, market prices would be different from the f actor cost
or the original cost to that extent. Therefore, if we deduct indirect taxes
and add subsidics to GNP at market price, we arrive at GNP at factor cost.
However, GNP is usually expressed dnly in terms of market prices.

Another term used in the context is Gross Domestic Product (GDP).
—~  While GNP refers 1o the value of the aggregate product accruing to all
.. people living permanently in a country, GDP refers to the value of the

| aggregate product gencrated from the territory of the country. For

the aggregate product of a country may accrue to

0 have invested in the industrial enterprises of the
-, country. These people abroad.are entitled to receive profits, interest and
dividends from these ente

rprises. Similarly many residents of the coun
may receive similar factor income fron: abroad. On balance, if the country

(2) Net National Product (NNP)

Net National Product refers to the net
in a country during the year. It is G
] consumed or depreciation during t
{ ' Depreciation. NNP
é is a better and a hig
as it takes into cons
: country. But this ¢
rates of deprecia
: economy. ?

A L2 ik ok fonda b

production of goods and services
NP minus the value of captial

he year. NNP = GNP minus
is also called National Income at marke

: t prices. NNP
hly useful concept in the study of growth economics,
ideration of net increase in the total production of the
oncept has the complex problem of fix

ing appropriate
tion for plants, equipment, building, etc., in the

(3) National Incbme (NI

National Income at market prices (NNP) stated above consists of
indirect business taxes and subsidies. So, in order to arrive at National
Income at factor cost, we deduct indirect taxes and add subsidies. This 1S

- the total of all income payments received by the factors of production, -
viz., land, labour, capital and organization. Whenever we say national
_income, we mean only national income at factor cost. -
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The figure 2.2 illustrates the relationship between the aggregageg we
have discussed so far. : . ]

Macro Ee

_DACro Econg ..

NN\ILOLHRQ
X

We have scen that G et
Aty

Org f
: - ,
the NNP to find out the National Inco
mic justic ¢ ang
as such, it is closely related with the concept of economic justice.

Relation between GDP, GNP & NI

- e e o= -
-— e o = w & -
-----.”""

=/ "/INVEST -/ 777777 INDIRECT BUSINESS
//E:’// (/) MENT/ ET INVEST] " 7AXES/SUBSIDIES
A

i AMND
SALARIES 4
DIV
Ay -7\_\\\‘
INTEREST
)
IV

%
jo o]
%
/

7

7
/|

7

7

7

~

S

2

o

N

\‘o
2
N
NG
m
CONS/UMPTI
, AN

/
7
v
”
vV
I'd
7/
¢
<

/
L

AN
A

s
s

7
J//
N

k)

o N
o %
n\y
i\ &
AN

SERVICES N
RN
1 2

3
P GOP GNP NNP NI
— {PRODUCTION (EXPENDITURE
APPROACH) APPROACH) (EXPENDITURE (AT FACTOR COST
APPROACH) EARNED Via
OR (NI at PRODUCTION
MARKET PRICE) INCOME APPROACH)

> CONSUMPTION

N

N
2
Ve
AN

i

Z
7
o

L

~

z
7~

—
=N
,.‘:/1
.- A

AN

Block No.1 in the figure (2.2) indicates GDP. Block No. 2 indicates
the clements that give rise to GDP. Agricultural sector, Industrics,
Commerce and other services are the components which help in
production. Block No. 3 indicates GNP which is arrived at after deducting
net factor income payments abroad from GDP. Block No. 4 indicates
NNP or national income at market price. This is arrived at by deducting
depreciation from GNP. Block No. 5 indicates national income at factor
cost, simply called national income which is arrived at by making
adjustment for business indirect taxes and subsidies as indicated already.

(4) Personal Income (PI) i B

. -<",‘ W b AN ™

~This is the actual income received by the individuals and houscholds
‘in the country from all sources. It denotes aggregate money payments
received by the people by way of wages, interest, profits and rents. Itis
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the spendable income 1

asnRresale amount W

— 29
ot eurrent prices available to individuals,
regal \ Ul bhe ditferent from the n

cost. Natonal income at fae

‘ ational income ut factor

i what s received, The [Of COSUIS what is enmed and personal income
: = -=ived, The undistributed corporate profits may not be

avalable for the ndividuals, Corporate income 1

social security mey C o '

T \ axes and payment towards
ISUres will not be available for individuals. Hencee,
these amounts have 1o be

, Sal . deducted from what ig carncd, (Ionvcrscly there
are certiin meome which

Payments na s Whic arg not cnrrc.m.\y carncd hu} paid to individuals,
Q) 8 Qs ARC pensions or widow pensions, payments {or
uncmployment or ANy other welfare measures accrue 1o individuals., These
are called transfer payments by gove

of the tunds trom the )

mment, These amounts are paid out

‘ exchequer. These incomes have to be added. Thus
Personal Income is arnived at as follows:
Personal Income

This

—

National Income minus Corporate income taxcs
minus Undistributed corporate profits minus

social security contributions plus Transfer
payments.

(3) Disposable Personal Income

This is simply the after-tax of personal income. The whole of PI is

not available for consumption as personal direct taxes have to be paid.
What is left after P

ayment of personal direct taxes is called Disposable
Personal Income. DPI = PI minus personal taxes, property taxes and
Insurance payment. This is the amount available for individuals and
houscholds for consumpti

on. It is not that the entire DPI is spent on
conS’W. A part of it may be saved. Thus Disposable Income =
Consumption plus saving. This conc

ept 1s uscful in finding money
burden of personal direct taxation.

The Figure (2.3) illustrates how the National Income illustrated in the
previous figure is further boiled down.

FIGURE 2.3
From National Income to Disposable Income
WAGES ADIUSTMENTS FOR CORPORATE INCOMETAX
SHVSES UNDISTIRIBUTED PRORT, SOCIAL SECURITY
AND C()NTH?BUTION AND TRANSFER PAYMENT
SALARILS | ‘ PERSONAL TAXES, WNCOMET AN
IE——— PROPERTY TAX. '* SURANGE
INTEREST - = pr
< oo W
=Zs = <=
PROFIT o3 O N5
ng OO
i = S e
RENT e a =
NATIONAL P.1 D.P4
INCOME
AT FACTOR
COST ‘

(Slu»dy the ﬁgure 23 aloﬁg with figure 2.2 1o get the
- full picuure of the various Income A ggregates)
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National Income d,_i 1

One man's Income is another man's expenditure. In practice, the
pmduction approach and expenditure approach arc complementary Lo gach
other. The GNP at market prices is cqual 10 the gross national expenditure
which includes the tollowing:

. { .
(a) Expenditure by consumers on goods and scrvices.

(b) Expenditure by private manufacturcrs on capital or investment
goods; and i~

(c) Expenditure by government on consumpuon as well as capital
goods.

To this we should add:
(d) Moneys received from export of goods and services and
incomes reccived on forcign investments.
(3)/\Earn'mg or Income Approach

This mecthod refers to the gross national income (which 18 cquiv‘d\?m
to gross national product) obtained by addingtogether wages and salarics,
interests, profits and rents of persons and institutions including
government. Incomes are carned cither from property Of through work. TO
arrive at the totality of income of a nation, the following procedure will
be adopted :

(a) First, about net rents including the rental value of owncer
occupied houses. This information is processed in the income-
tax department;

(b) Next about wages, salaries and all such camings of persons
employed. Thisis a straight and simple 1ssuc, pensions,
however, arc excluded;

(c) Earnings by way of interest come nexty
(d The incomes of joint stock companics;
(e) The incomcs of unregistered business units; and

(/) Finally, incomes from overseas investments.

In theory, the net national product should be conceptually equal 1o it
net national income. The equations connected with these are as follows:

On the earning side:

‘Net National Product = Wages + Profits + Interest + Rent
et = National Income

On the spendi—ngi side:

 National Income = Consumption + Savings _
oy = Consumption + Net Investment.
‘NetNational Product.
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DIFFICULTIES IN THE ME:\SUREMENT OF
NATIONAL INCOME
The moasuroment of national income is besed with difficulties. In the
nderdevelopad countrees, these difficultes arc Mo prominent, making
rzion of nanonal mcomS an extremely difficult task and the

-

a
the compu
figures may ot be much d—:pen&ah!&

~3] difficuliics in the measurement of National

‘k‘.‘\’ s
What arc the prXies

Income?
{A) Conceptual Difficulties
(i} There has been difference of opini
’ : , f i X D{f}pmlm E@md" ‘ & - -
the concept of national inx on regarding the term nation’ n
the concept of rional ncome, It s 0 b efined exacly: whther it i
Q;}ijﬁ;m road. Since national income constitutes a qu 4 ﬁ-{;{? ing those
of economic activity rather than verba : @ quanuiative measure
| 3;?}!}- rather than verbal desen iption, the ng‘;ﬁi%}
s has bocome 8 controversial one. Si e
conroversial one. Since everything has
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National Income
udmam.ty, affection, gratis, and philamhrophy could not be taken
eration in calculating national income.
; ma backward country like India, th
of occupation in rural scclors which makes it difficul
income by origin.”A worker during the peak season wor
drives 2 country cart during off scason and cven takes up ur
1r?'the‘neighbour_mg 1own. Similarly, the village money-1en¢
his profession with the cultivating of his farm.
(iii) Further, in the rural sector of backward
cultivators, artisans and cottage industry workers do not
the expenses of their occupation. Hence the net valuc
¢ and barter

cannot b€ estimated precisely.

s a big chunk of non—moncti'/.cd sccto

t, the problcm of imputing the valuc 10 the
de the monetized sector creatcs a problem lcading
roximation.

love of h
into consi

(ii) Besides,

cre is an overlapping
t to know the
ks in a farm,
wskilled work
jor combines

cconomics, the
have a fair idea of
of their products

(iv) Where there 1
dealings arc prevalen
commodities dealt outsi
to much of guesswork and app
(B) Statistical

Duc to ignoranct and illiteracy of the people in rural sector of

the data may not be available and even if it is
i s furnished by the Village
traincd for

packward ecconomies,
it will be unreliable. The figurc
- ble as they aré not

pifficulties

available,
officials and Block officals ar¢ far
the purpose; nor do they keep correct and current data
s a good deal of gucsswork in data
o animals and

ural activitics there 1
se production and in figures relating
forest products. In <chments, data relating to output,
cost, etc., are available, only in big units. The small units do not
maintain these figur The hundreds and millions of small
industrial units do not supply figures, nor do they have correct figures.
formidable problem in the unorganized

ers maintain

The banking sector will be another
section. The village money ers and indigenous bank
absolute secrecy of their (ransactions and they do not furnish correct

information.
Above all,

In the agricult
relating (O cropwi

India with wide disparities and
regional differenc be got over by using 2 uniform
formula. The data of one region cann tied to another region with
minor modifications. Every region would be 2 separate entity requiring
o that region.
activitics, the

Spﬁciaiized approach suited only t
undant data are available for government
i st irreducible 10

in a big country like
es, the gaps cannot

t almo

..., Though ab lat:

~ giversity and ‘copiousncss' of exceptions M ¢ 1
- -economic categorics.. 1 Lo ctltiandd da Y

| The error of daéib}e"-ébun&ng is another obstacle to be avoided in the
R TS e B L

f pational 10
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c1jcal data may ngy
, statistca’ ) I be
o for col ’_’% ed and quilc unsuitable (g the
oy, the machinery s il-equiPPE T breparation of ad g,
cient. The cstigaldre M tical investE? "h sratistical veracit, ’C
efficient. lhcf:nv’j“,f‘ic( cratisticd . ay mar the vie
- us - . e
task. Lack ol g o surveys

figures, making samp

b:{ck ward cconomics.

MINING NATIONAL INCOME
; TERMI]

s 3 ; rmine the size of 1.
FACTORS Dt f influences whic[ho(gc;;)ccse flucnces thet (ﬁ:z
There are @ t‘”mtc’f{,r?uy. It is on accou?In an the other. The three myj,
nationd incor:c madlargcr national income
. < (&
country may hav
influcnces are :

i _how; and
(ii) Thestate of technical know-ho
.. ity |
(iii) Political stabi i
(1) Quality and Quantity of Factors Of

) climate, the rainfall, etc
The quality and quantity Ofll-and’oflh:gricuuural production. Thig
determinc’ the quantity and 'quallgcome- The quantity of labour has a
B e o obout s both  factr of production as well a» e
cgﬁsu(inlgr Lcl)f what is produced. The gual.lty of (lii,c?c;gs ths volir:gortl‘
intelligence, education and training Whlc.h - .tuﬂ; d primitive tool °
industrial production. Capital may ?ompnse sumpie ant p influen > or
the most modern equipment. This will have a decisive Cce on

output. Likewise, the quantity and quality of entrepreneurial ability is

also an important element to reckon with in the determination of the size
of the national income of the country.

(2) The State of Technical Know-How

A country with a poor technical knowledge cannot have a large-size
national income, as it will be incapable of exploiting its resources
efficiently. The extent of technical know-how and technology of
production determine the capital formation in the country, apart from
other factors. A country with abundant resources will be dormant without
any development, if the resources are not scientifically exploited. Natural

resources combined with advanced technology will go a long way in
increasing the size of national income or economic development.

(3) Political Stability

This is an esscntial pre-requisite for m
highest level. The ecconomic develop
: particularly in South American Re
* - hindered by political instability.

aintaining production at the
b ment Qf several countries,
pu hc‘s and African countries has been
.. The key to increase the nationgl income reg
like natural resources, capital formation, tech

ts with ‘important factors
nical knowhow, political
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Naponal Income _ —
all the national character ot the people. In backward

qabiliny and above , ~
M4 lorably lncking and the size ot the

countries, all these factory will boe dep
national income will be small,

USES OF NATIONAL INCOME STATISTICS
aluable mstruments ol cconomic
ies to be pursued. Tt as more

¢3) National income SIatistics are v
cvelopment of the country. 1t

analysis and a guide to cconomic polic
helpful in the context of planning and d
helps in formulating reahisue plans,

() National income statistics give an idea of the structure of the
cconomy. It helps o make nter-temporal comparisons and to study the
rate of growth of the cconomy. The growth in national income 18 an
index of the growth of total praductive capacity of an cconomy.

(¢} National income estimates help us to study inter-sectoral growth,
Such inter-sectoral comparisons are useful in a developing economy. The
share of agriculture, manufacturing industry, transporl and
communications and other services can be studied with the help of
national income series to find out structural defects and weaknessess in

the cconomy.
(d) National income estimates cnable us to study inter-class income
distribution. Per capita income or per capita consumption arc general
indicators of cconomic welfare. But they are unable to reveal distribution
of income in society. For this purpose, national income estimates on
distribution of income by size arc prepared. The estimates reveal the
proportion of income in various income ranges and provide a basis for the
study of wcome distribution.
(¢} National income estimates enable us to make internationa
compansons and the standard of living of the people.
'£1 Natie . - : ‘
- () National income figures show the capacity of cach country to bes
some common burden of international institutions like the UNO.
, -_I*?“.Sh‘m; nauonal income figures help governments in plannin
e mmﬁ*‘f‘g preparation of budgets and forecasting the level

o O actvity,
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