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Class – XII

Teaching -Learning Material for PGT (Economics)

Based on “Week- Wise Distribution of Syllabus 2011 -2012”

For the Month of August:   Unit- 6 Cont……. Methods of calculating National Income

(08.08.2011 – 12.08.2011)    5 days

(15.08.2011 -- 20.08.2011)   5 days

Abstract

The present unit will deal with National Income Accounting: Concept and Meaning of 
National Income, its measurement, their components and different methods of computing. 
Factors affecting National Income have also been explained. Light has also been thrown on 
uses of National Income Statistics and Limitations of National income. Ample examples with 
problems and solutions are given for your conceptual clarity. Few question based on the 
computation are also given which you can take up in the class room. National income is major 
yardstick for development of any country. Hence its computation and components are very 
significant for students learning. Concept of Double Counting, Tranfer Payments, its 
treatment and precautions while computing National Income is also covered in the present 
unit.

Recall:

Please make students recall the meaning of GDP, NDP, NNP etc. and component of 
Depreciation which was taken up in previous week, the clarity in calculating NNP at FC and 
NNP at Market Price is must. Concept of National Income and Methods of Measurement of 
National Income should be taken up one by one i.e. Value Added Method, Income Method 
and Expenditure Method.
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Teaching Points

 Concept and Meaning of National Income

 Measurement of National Income- Value Added, Income Method and Expenditure 
Method.

 Relevant related concepts of Nation Income 

 Factors affecting National Income

 Uses of National Income Statistics

 Limitations of National Income

What is National Income?

1. Concept and Meaning of National Income

National Income is a measure of the total flow of earning of the factor-owners through the 
production of goods and services. In simple words, it is the total amount of income earned by the 
aggregate output.

The total value of the level of aggregate output is called Gross National Product or GNP. GNP is 
a measure of the total market value of all final goods and services currently produced by all the 
citizens of a nation within a period, usually a year.

Focus on the important points mentioned below:-

 It Measures how much people produce.

 It Counts current production only

 It Counts the level of output with a market value.

 It relies on the market prices of goods and services as a measure.

2. Methods of Measuring National Income

There are mainly Three Approaches to measure GNP
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The relationship of these approaches is shown in the diagram given below.

Product market

Households Firms

The 3 arrows in the diagram show the overall level of economics activities.

Based on these 3 directions of Flows i.e.  Flow of output, Flow of Income and a Flow of 
Expenditure, economists develop three approaches to measure GNP.

2.1 Output or value added approach

The total value of all final goods and services (i.e. outputs) can be found out by adding up the 
total values of outputs produced at different stages of production .This method it to avoid the so-
called double-counting or an over-estimation of GNP. However, there are difficulties in the 
collection and calculation of data obtained; caution should be taken to take Final Goods not 
Intermediate goods as it will result in Double Counting.

For example in a Cycle Manufacturing Unit, computing the total value of cycles produced in a 
year the final value of the cycle (   Multiplied by total no of units produced) which is ready to 
be marketed for sale will be taken not the cost of intermediate goods which are used in the 
process of manufacture as it will result in double counting. i.e. The market price of a cycle is 
suppose Rs.2000 which includes say profit margin of Rs.200 besides the cost of manufacturing 
of Rs.1800.This 1800 includes all costs including components and parts  etc. (these are 
intermediate goods which are used in the process of production.)If the costs of parts etc. are 
also taken while computing final value of total units produced, it will give inflated figure and 
hence result in double counting error. Same way at macro level, while computing the National 
Income under Value Added Method the value of final goods and services should be taken up 
to avoid the double counting error as the cost of Intermediate Goods are already counted in 
the final value of the product.
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2.2. Expenditure approach

Amount of Expenditure refers to all spending on currently-produced final goods and services 
only in an economy. In an economy, there are three main agencies which buy goods and 
services. These are: Households, Firms and the Government

In Economics, we use the following Terms:

C =    Private Consumption Expenditure   (of all Households)

I   =    Investment Expenditure   (of all firms)

G   = Government Consumption Expenditure (of the local government)

In an economy the entire output which is produced in a year is not fully consumed by that 
economy as some goods are exported and in the similar way the domestic consumption
(expenditure) may also include imports. Hence under the expenditure approach to measure the 
GNP, the value of exports must be added to C, I and G whereas the values of imports must be 
deducted from the above amount.

Finally, we have:

GNP at market prices =  C+I+G+X-M

(Where X-M =   Exports –Imports)

Gross Domestic Product (GDP)

We can only find the amount of outputs which are produced within the domestic boundary of an economy 
in a specific period, say a year. To arrive at the value of GNP, Net Factor Income Earned from Abroad 
(NFIA) has to be added to the GDP.

Income from abroad = income earned by local citizens form the provision of factors services abroad

Income to abroad = income earned by foreign citizens form the provision of factors services locally

Net Factor Income from abroad – Income earned from abroad – Income sent to abroad

GNP = GDP + Net Factor Income Earned from Abroad
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2.3 Income approach

The Income approach tries to measure the total flows of income earned by the factor-owners in the 
provision of final goods and services in a current period. There are four types of factors of production and 
four types of factors incomes accordingly i.e. Land, Labour, Capital, and Organization as Factors of
Production and Rent, Wages, Interest and Profit as Factor Incomes correspondingly.

National Income = Wages+ Interest Income + Rental Income +*Profit 

The term* Profit can be further sub-divided into; profit tax; dividend to all those shareholders; and 
retained profit (or retained earnings).

3.  Relevant concepts of National Income 

3.1 Net National Product  (NNP)

The investment expenditure of the firms is made up of two parts. One part is to buy new capital 
goods and machinery for production.  It is called net investment because the production capacity 
of the firms can be expanded.

Another part- consumption allowance or depreciation- is spent on replacing the used-up capital 
goods or the maintenance of existing capital goods will face wear and tear out over time. 
Depreciation refers to all non cash provision charged against profit each year to replace the fixed 
assets due to wear and tear, obsolescence, destruction and accidental loss etc.

The sum of these two amounts is called Gross Investment in economics.

Gross Investment= Net investment + Depreciation

Net investment will increase the production capacity and output of a nation, but not by 
depreciation expenditure. So we have,

NNP = GNP-Depreciation

   3.2  GNP at Factor Cost

The amount of National Income calculated under the Income Approach will not be the same as the 
amount of GNP at market prices found by the expenditure approach.

In the expenditure approach, the value of GNP included some types of expenses which are not factor 
incomes earned by the citizens. They include depreciation, indirect business taxes, and government 
subsidies. 

GNP at factor Cost = GNP at market price =   Indirect Business Taxes + Subsidies        
= GNP at market price = Indirect Business Taxes less Subsidies
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GNP at factor cost carries the meaning that we are measuring the total output by their costs of production. 
As output generates income to the factor-owners, it is also related with the value of national income.

GNP at factor Cost = National Income + Depreciation

Depreciation is also a type of costs of production but will not become a source of income directly. So it is 
included in the factor cost but excluded in the value of national income.

3.3 GNP (GNP at Current Market Prices)

GNP is a measure based on market prices which are expressed in terms of money. In reality, 
market prices changes all the time. The same amount of outputs may different total market 
values provided that price change.

In order to isolate the effect of prices change on the value of GNP, economists have developed 
the concept and techniques of constant market prices. 

GNP at the base year (1990)               = 1X 6 + 2 x 4 +2 x 2m. = 18 million

GNP at current market prices in 1995 = 1x 6 +2 x6 +3 x 4m. = 30 Million

The 2 value of GNP at current market prices in 1995 & 2000 are calculated by using the money 
prices in that year, eg. The nominal growth rate is 66.67 % between 1990 to 2000.

GNP at constant market prices of 1995 = 1 x 6 + 2 x 6 +2 x 4m. = 26 million

The real output changes from 18 to 26 million from 1990 to 1995. GNP at constant marker prices 
is called real GNP.

The growth rate of real GNP is called real growth rate of GNP.

Real GNP

The value of the real GNP is based on the prices of the base year. However, there are too many different 
values of prices of goods and services. To make the calculation of GNP easier, economists use a price 
index to find the real GNP.

A Price index is a number showing the changes in the overall level of prices. It shows a change in the 
general price level of an economy.

With the value of the price index, the real GNP of anyone year can be found

Real GNP = Nominal GNP x (Price Index at base year/Price index at current year)
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4. Factors Affecting National Income

4.1 Factors of production

Normally the more efficient and richer the resources, higher will be the level of National Income or GNP 

4.1.1 Land

Resources like coal, iron and timber are essential for heavy industries so that they must be available and 
accessible. In other words, the geographical location of these natural resources affects the level of GNP.

4.1.2 Capital

Capital is generally determined by investment. Investment in turn depends on other factors like 
profitability, political stability etc.

4.1.3 Labour and Entrepreneur 

The quality or productivity of human resources is more important than quantity. Manpower planning and 
education affect the productivity and production capacity of an economy.

4.1.4. Technology

This factor is more important for Nations with fewer natural resources. The development in technology is 
affected by the level of invention and innovation in production.

4.1.5. Government

Government can help to provide a favorable business environment for investment. It provides law and 
order, regulations.

4.1.6 Political Stability

A stable economy and political system helps in appropriate allocation of resources. Wars, strikes and 
social unrests will discourage investment and business activities.

5. Uses of National Income Statistics  

5.1 Standard of living

The per capita GNP allows us to compare the standard of living of different nations. In general, a nation 
has a higher standard of living if its per capita GNP is higher than that of another nation.

5.2. Policy formulation

In the compilation of GNP statistics, the Government gathers lot of information of the economy. The 
Government can use this as base to plan and decide its policies. 
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5.3 International comparison

By converting the local GNP figures into a common unit (usually in US$), we can compare the standard 
of living of different nations. It helps to show the rate of growth or development of different nations.

5.4 Business Decision

The GNP figures can show the level of development of different industries and sectors of an economy. It 
helps the business to plan for production.

6.  Limitations of National Income Statistics 

GNP is a measure of the overall flow of goods and services, as well as to show the general welfare of the 
people. It aims not only at the level of cost of living but also the standard of living. It is quite correct to 
show the cost of living but there are some limitations on the GNP statistics to indicate the standard of 
living of an economy like

6.1 Price Changes

A higher nominal GNP of a nation may not mean that the standard of living is better. If the price increases
at a high rate, the real GNP may even fall.

6.2 Omission or under-estimation

6.3 Voluntary services

GNP figures do not include the contribution of the voluntary agencies which raise the general 
welfare, e.g. the Tung Wah group of Hospitals. 
In this respect, the GNP figures under-estimate the level of welfare.
The voluntary work of housewives is also neglected by the GNP figures. It again 
underestimates welfare of people or standard of living.

  

It is also a source of welfare and raises our standard of living e.g. the welfare enjoyed with a New 
Year holiday, however, the monetary value is difficult to calculate.

  6.4   Illegal Activities

Drug trafficking and illegal gambling are activities omitted in the value of GNP. It is difficult to 
determine its effect on the welfare of an economy.

6.5   Undesirable Effects of Production 

GNP figures have not considered the effects of pollution, traffic congestion on the economy. 
They have lowered our standard of living.

6.6    Problem of Comparison

6.7  Output Composition
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Nations with the same GNP may have different living standard because their output composition 
may be different. In general, a higher level of consumer goods and services in the GNP indicates 
a higher current level of living standard. 

6. 8   Distribution of National Income and wealth

If income is obtained by a small rate of people in a nation, the general living standard is still low
compared with a nation having a more evenly distributed income or GNP

6.9     Population Size

A large population has a lower living standard even if its GNP is the same as that of a small 
population. The per capita GNP is more useful to compare the two nations. 

6.10     National Defense

If a nation has spent a lot of resources in the production of weapons and so on, its living standard 
may not be improved. 

6.11  Time

Technology will be improved overtime; this may not be shown in GNP figures because there may 
be small changes in cost and price only.
Besides, durable goods provide welfare to us over a period of time (usually more than 1 year). 
This cannot be shown by GNP figures within a year.

COMPONENTS OF VALUE OF OUTPUT AND VALUE ADDED

Gross output of the Market 
Or
Sales + change in stock
Or
Sales +closing stock – opening stock
= Gross value of output at MP
Less
Intermediate consumption

= Gross value added at MP
Less
Consumption of fixed capital (Depreciation)
(Fall in the value of fixed assets)
=   Net value added at MP
Less
Net direct taxes
=   Net value added at FC
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Check your progress/examples

1. Calculate Gross value added at factor cost from the following :-
(i) Gross value of output at MP            10,500
(ii) Depreciation 1000
(iii) Indirect taxes    750
(iv) Economic subsidies    200
(v) Intermediate consumption 4000
(vi) Compensation of employees  2000

Solution

Gross value added at Factor cost will be calculated as under:-

Gross value of output at MP 10,500
+ Economic Subsidies +200
- Intermediate Consumption -4000
- Indirect Taxes -750

Rs.5950/-

2. From the following data, estimate the net value added at factor cost and show that it is equal 
to the sum of factor incomes :-
(i) Sales 9600
(ii) Increase in stock 2080
(iii) Intermediate Consumption 2370
(iv) Depreciation 450
(v) Wages and salaries 5400
(vi) Internet 250
(vii) Rent 750
(viii) Profit 2150
(ix) Net indirect Taxes 310

Solution

Value added at FC = Sales + increase in stock – Intermediate Consumption –        
Depreciation- Net Indirect Taxes

                                 = 9600 + 2080- 2370- 450- 310

                                 =      Rs. 8550/-
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Sum of Factor Incomes

Wages & salaries = 5400

+ Interest = 250

+ Rent = 750

+ Profit = 2150

   8550

Hence value added at FC cost equals sum of factor incomes

Check your progress

Q. 1 Find out “Net value added at FC by an enterprise from the following data:

Rs.  In crores

(i) Consumption of Fixed Capital 10
(ii) Subsidies   5
(iii) Indirect Taxes 25
(iv) Purchase of material and 75

Services from other production units
(v) Value of output 125

(Ans. = 70 Corers)

Q 2. Calculate value added by Firm A & B from the following data:-

Rs. (Lakh)

(i) Purchase by Firms B from Firm A 40
(ii) Sales by Firm B 80
(iii) Imports by Firm B 10
(iv) Rent Paid by Firm B 05
(v) Opening stock of Firm B 15
(vi) Closing stock of Firm B 20
(vii) Purchases by Firm A from Firm B 20
(viii) Closing stock of Firm A 20
(ix) Opening stock of Firm A 10
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Solution

Value of output of Firm A

= Sales + stock

= 40 + (20-10)

= 50 Lakhs

Value added By Firm A

Value of output – Intermediate Consumption

= 50-20

= 30 Lakhs

Value of output of Firm B

= Sales + change in stock

= 20 + 80 + (20-15)

= 105 Lakhs

Value added By Firm B

Value of output – Purchase-Imports –Rent

=105-40-10-5

= 50 Lakhs
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II Income Method of Computing National Income

Steps involved in calculating NI by Income method

Step 1.    Identification and classification of producing enterprises which employ factor 
inputs into primary, secondary and territory sector

Step 2.    Classification of factors income into Compensation to Employees, Operating      
Surplus & Mixed Income.

Step 3     Estimation of National Income

NNP at fC (National Income)

1. Compensation to employees
2. Operating surplus
3. Mixed income and self employed

= Net domestic product at factor cost
4. Net factor income from abroad
5. Net national product at factor cost 

Process involved in estimating NI by Income method

Any income corresponding to which there is no flow of goods and services or value added, 
it should not be included in calculation of National Income

1. Transfer payment like scholarships, olf age pensions, gifts etc. is not a productive 
activity. So they are excluded. These are unilateral payments. A distinction is made 
between old age pension is a transfer payment and retirement pension is a part of 
compensation of employees.

2. Income from the sale of second hand goods or capital gains is excluded from national 
income because their sale has been accounted in the year they were purchased. However 
the brakeage/commission paid is included as factor income.

3. Illegal income from smuggling, black marketing, theft, scarcity. Gambling is net included 
as it is not only illegal but also difficult to count as nobody reveals it.  

4. Income arising from sales of financial assets like shares, bonds, debentures in the market 
is not treated as income as there is no corresponding production of goods and services 
when such sales are made. It reflects a mere transfer of ownership rights.

5. Imputed value of services rendered by owners of production units are to be included e.g. 
rental of owner-occupied houses on the basis of prevailing market rate.
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6. Imputed value of own account production must be included as it is equivalent to selling 
the good to himself and earning factor income.

7. Income from windfall gains like lotteries is not included, as its is not earned by providing 
any productive activity. It is a transfer receipt.

Numerical Example 

1. Calculate national income from the following data:-

(Rs. Crores)

(i) Consumption of fixed capital 50
(ii) Employers contribution to social security 75
(iii) Interest           160
(iv) Net Indirect Taxes 55
(v) Rent           130
(vi) Dividends 45
(vii) Corporate Tax 15
(viii) Undistributed profit 10
(ix) Net factor income from abroad -10
(x) Wages and salaries            450

Solution

NDP fc = (X) + (ii) + (iii) + (v) + (vi) + (Vii) + (Viii)

    = 450 + 75*+ 160 +130+45+15+10 = 885 Cr.

NNP at fc = NDP fc + (ix)

         = 885 + (-10) = 875 Cr.

Notes of solution

 *Since wages and salaries and employees contribution to social security are given 
separately, these must be added to obtain compensation to employees.

 Dividend, undistributed profit and corporate taxes are to be added to get Total profit/ 
Retained Earnings.

 Net indirect taxes, is not required in this question. Similarly consumption of fixed capital 
is also not required in this question.
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III      Expenditure Method

The other way of calculating National Income is to measure total spending on final good 
by the different sectors of the economy.

Expenditure method is National Income Accounting method that measures GDP by 
adding all the spending for final goods during a period of time.

GNP mp =   C+I+G+(X-M)

The Factors Income earned by the Factors of Production is spent on (Disposed off) goods 
and services that are produced by firms. That is why expenditure method is also called 
income disposal method.

Expenditure is undertaken by all sectors of an Economy-Households, Government, Firms 
and Rest of the World. Let us understand the kind of expenditure that is incurred by the 
different sectors.

1. Personal or Private Consumption Expenditure (C) 
Private Consumption Expenditure is the money value of final goods and services 
purchased by the resident households, including non-profit institutions of an economy 
in a given year.

2. Gross Domestic Capital Formation (I)
Capital formation or investment is an addition to capital stock of an economy in a 
given time period. This is the sum of two components i.e.

(i) Gross Domestic fixed capital formation and 
(ii) Change in stock

This includes investments by firms as well as governments sectors 

3. Government Final Consumption Expenditure (G)
This category includes the value of goods and service purchased by Government.

4. Net Exports (X-M)
The last component in GDP Expenditure Account is Net Exports, expressed in the 
formula (X-M). Exports (X) are expenditure by foreigners for Indian domestic 
product. Imports (M) is the expenditure on goods and services produced by the rest of 
the world by resident household firms and government.
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Steps involved in calculation of National Income ( NI) by expenditure 
method

Step   1.   Identification of economic units incurring final expenditure

Step  2.  Classification of final expenditure (C+I+G+(X-M))

Step  3    Estimation of NI by expenditure Method:-

  Please Note

1. Only final expenditure is to be included to avoid double counting.
2. Intermediate expenditure like on raw materials, etc, is not included in the 

calculation of National Income.
3. Expenditure on second-hand goods is not included as they have already been 

included when they were purchased originally.
4. Expenditure on shares and bonds is not included because buying financial 

assets is not a production activity because financial assets are neither good nor 
services. These are also known as Paper Money or Barren Money.

5. Expenditure on transfer payments by the government is excluded in total 
expenditure because transfer payment is a payment against which no services 
are rendered therefore, no production takes place and hence are not considered 
in computing National Income.

6. The imputed expenditure value or self use of own produced final products is 
included. 
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Numerical Example

Calculate national income from the data given below by expenditure method.

Item Rs. (In crores)

(i) Personal consumption expenditure 3500
(ii) Consumption of fixed capital      50
(iii) Net fixed capital formation              1250
(iv) Change in stock     500
(v) Exports     400
(vi) Imports     750
(vii) Net indirect taxes       40
(viii) Governments’ consumption expenditure   1600
(ix) Net factor income from abroad (-) 10
(x) Wages and salaries                    450

Solution Rs. (In crores)

Personal Consumption expenditure 3500

+ Net fixed Capital Formation             1250

+ Change in Stock   500

+ Govt. Consumption Expenditure 1600

+ Net Exports (Exports-Imports)   -350

Net Domestic product at market price    6500

(-) Net Indirect Taxes       40

Net Domestic product at Factor Cost    6460

+ Net factor Income from abroad (-) 10

NNP FC (National Income)   6450

    Please Note

1. Since Net Fixed Capital Formation is given, we are asked to calculate net National 
Product at factor cost. Thus, consumption of fixed capital is not required here.

2. Since, fixed capital is given, we need to add change in stock to get the total domestic 
capital formation (Investment)

3. The entry wages and salaries are not required here.


