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NATIONAL INCOME ACCOUNTING 

In our modem economic setting the flow of production arises out of production of 

commodities - goods and services by millions of enterprises large and small. These enterprises 

range from giant corporations to single entrepreneur enterprises. Each producer of commodities 

intends to sell her output. The consumer may, in turn, be an individual or an enterprise and the 

good or service purchased might be for final use or for use in further production.  

INTERMEDIATE AND FINAL GOODS 

When the good or service is purchased for further production, it is known as an 

intermediate good. These are transformed through another productive process into final goods 

which is sold to for final use. Such an item that will not undergo any further transformation is 

called a final good.  

 

Distinction between Intermediate and Final goods 

 

INTERMEDIATE GOODS FINAL GOODS 

Those goods that are used to produce other 

goods and therefore they always· move from 

one stage of production to another in 

manufacturing if final products.  

Those goods that are for final use by the consumer 

or by the firms. 

 

These are non-finished goods and meant for 

further production or for resale.  

These are finished goods and meant for final 

consumption or for investment  

Their value is not included in national income 

accounts  

Their value is included in national income accounts  

These do not cross the production boundary.It 

depend on short term demand 

These come out of the production boundary. 

 

Final goods can be further classified according to their use as consumer goods and capital goods. 

Consumer Goods: Goods like food and clothing, and services like recreation that are consumed 

when purchased by their ultimate consumers are called consumption goods or consumer goods. 

(This also includes services). These can be further identified according to their life time of use 

(Durability) as: 

 Consumer Durables (Long time period of repeated use) 

 Consumer Non-durables (Short time period of use OR single use) 

 Consumer Services (Produced and consumed at same period of time) 

 

Capital Goods: Goods that are of durable character like tools, implements and machines are 

used in the production process. These are also final goods but these are not ultimately consumed. 

These goods are capital good or a crucial factor of production in which an enterprise invests. A 

part of final output of capital goods constitutes Gross investment in an economy. These may be 

machines, tools and implements; buildings, office spaces, storehouses or infrastructure like 

roads, bridges, airports, etc. 

 

These capital goods gradually undergo wear and tear (Depreciation OR consumption of 

Fixed Capital) and thus are repaired or gradually replaced over time. The stock of capital that an 

economy possesses is thus preserved, maintained and renewed partially or wholly over time. 

Depreciation does not take into account unexpected or sudden destruction or disuse of 
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capital as can happen with accidents, natural calamities or other such extraneous 

circumstances 

 

Distinction between Capital Loss and Consumption of Fixed Capital 

 

CAPITAL LOSS CONSUMPTION OF FIXED CAPITAL 

(DEPRECIATION) 

It is the loss of value of capital due to 

unexpected obsolescence and natural calamities. 

It is loss of value of capital due to wear and tear and 

expected obsolescence.  

It is not due to production process It is the result of production process 

Provision of capital loss is not maintained Provision for consumption of fixed capital is 

maintained to replace the capital  

All capital goods produced in a year do not constitute an addition to the capital stock 

already existing. New addition to capital stock in an economy is measured by net investment or 

new capital formation, which is expressed as:  

Net Investment = Gross investment –Depreciation 

FIXED CAPITAL FORMATION CHANGES IN INVENTORY (STOCK) 

It is in the form of machineries building and 

equipments.  

It is in the form of stock of goods, raw materials 

and work in progress.  

Its composition remains the same in a short 

period.  

Its composition keeps on changing  

 

It depend on long term demand It depend on short term demand 

 

CONCEPT OF STOCKS AND FLOWS 

Income, or output, or profits are concepts that are measured only when a time period is 

specified. These are called flows because they occur in a period of time. Flows are defined over a 

period of time.  

 

Capital goods or consumer durables once produced do not wear out or get consumed in a 

time period. These continue to serve through different cycles of production. There can be 

addition or deduction made from these goods. These are called stocks. Stocks are defined at a 

particular point of time.  

Distinction between Flows and Stocks 

STOCK VARIABLE FLOW VARIABLE 

Economic variable measured at a point of time Economic variable measured over a period of time.  

Stock doesn't have a time dimension. It is a 

static concept  

Flow bas a time dimension. A dynamic concept  

Examples: wealth, capital, population, 

Leakages, Withdrawals from the income flow 

E.g. Taxes, Savings, Imports.  

Examples: Income, consumption, Investment. 

Injections, Additions to income flow, Government 

expenditure, Investment, exports 

CIRCULAR FLOW OF INCOME 

Total output of final goods and services produced in an economy in a year has two 

different parts. The households in the economy make up its workforce, which supply their factor 

services of Land, Labour, Capital and Enterprise to firms. Firms combine their stock of capital 

goods, tools, machines, infrastructure etc. to produce goods and services.  

 

Households receive factor payments (Rent, Wages, Interest and Profits) in return to their supply of 

factor services. The same factor income is used to buy the goods and services produced by the firms. This is 

called a circular flow of income. . 
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Both firms are households also save a part of their income in the financial market. At the same time 

the financial market uses these savings to extend loans as borrowings to both households and firms. Savings 

is considered as a leakage as money saved come out of the circular flow. Loans and borrowings are 

considered as Injections into the circular flow of income. The role of the financial market is to facilitate 

savings and borrowings. 

 

Circular Flow of Income (Three Sector Model) 

The role of the government in the circular flow is to collect direct taxes from households and indirect 

taxes from firms. Government also provides subsidies to firms and transfer payments to households.  

 

(For Reference Only) 
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Circular Flow of Income (Four Sector Model) 

The role of the external sector is to make purchase the goods and services produced by household s 

and firms as exports and make payments for exports. At the same time, households and firms also purchase 

goods and services from the external sector and make payments for imports  

 

(For Reference Only) 

MEASUREMENT OF NATIONAL INCOME 

National income Accounting is a branch of macroeconomics for the estimation of national income 

and its related aggregates. National income is a measure of the value of production activity of a country, 

which includes the economic (domestic) territory of a country and rest of the world.  

 

CONCEPT OF DOMESTIC TERRITORY 

The first thing to note is that economic territory of a country is not simply political frontiers of that 

country. According to the United Nations: “Economic territory is the geographical territory 

administered by a government within which persons, goods and capital circulates freely” 

Based on ‘freedom’ criterion, the scope of economic territory is defined to cover: 

(i) Political frontiers including territorial waters and air space. 

(ii) Embassies, consulates, military bases, etc. located abroad, but excluding those located within the 

political frontiers. 

(iii)Ships, aircrafts etc., operated by the residents between two or more countries 

(iv) Fishing vessels, oil and natural gas rigs, etc. operated by the residents in the international waters or 

other areas over which the country enjoys the exclusive rights or jurisdiction. 

Implication 

National income and related aggregates are domestic product and national product. Production 

activity within the economic territory is domestic product. Examples: GDP, NDP.  

 

CONCEPT OF NORMAL RESIDENT 

Introduction 

A normal resident can be a citizen (national) as well as a non-national.  

Definition 

A resident is defined as: A person or an institution, whose centre of economic interest lies in the 

economic territory of the country in which he lives. 

The ‘centre of economic interest’ implies two things: 
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(i) The resident lives or is located within the economic territory and  

(ii) The resident carries out the basic economic activities of earnings, spending and accumulation from 

that location 

Implications 

Production activity of the residents of an economic territory is national product. GNP, NNP are some 

examples. National product includes production activities of residents irrespective of whether performed 

within the economic territory or outside it. 

In comparison, domestic product includes production activity of the production units located in the 

economic territory irrespective of whether carried out by the residents or non-residents. 

 

RELATION BETWEEN NATIONAL PRODUCT AND DOMESTIC PRODUCT 

Domestic product is based on the production units located within economic territory, operated both 

by residents and non-residents. National product is based on residents, and includes their contribution to 

production both within and outside the economic territory.  

Distinction between Domestic and National Product 

 

DOMESTIC PRODUCT NATIONAL PRODUCT 

 It includes income earned from within the 

domestic territory  

 It includes income earned from both within 

and outside the country of residence.  

 It includes income earned by residents and 

non-residents  

 It includes income earned by residents of the 

country only.  

 It does not include net factor income from  

Abroad 

 It includes net factor income from abroad  

 It is geographical concept   It is an economic concept  

 Domestic income= National income- Net 

factor income from abroad 

 National income = Domestic income + net 

factor income from abroad.  

 

National product = Domestic product + Factor income received from abroad - Factor income paid to 

abroad. 

Factor income received from abroad’ is added to domestic product because this contribution of 

residents is in addition to their contribution to domestic product. ‘Factor income paid to abroad’ is 

subtracted because this part of domestic product does not belong to the residents. Net factor income from 

abroad is the difference of factor income received from rest of the world and factor income paid to rest of 

the world and abbreviated as NFIA. 

National product = Domestic product + Net factor income from abroad 

 

INDUSTRIAL CLASSIFICATION 

Introduction 

It means grouping production units into distinct industrial groups, or sectors. It is the first step 

required for estimating national income.  

All production units of the economic territory are classified as: primary sector, secondary sector and tertiary 

sectors. Each of these sectorsis further subdivided into smaller units according to the nature of their 

productive activity.  

 Primary Sector: Primary sector includes production units exploiting natural resources like land, water, 

subsoil assets, etc. Example: Agriculture, fishing, extracting minerals, animal husbandry, forestry, etc. 

Primary sector is a source of basic raw materials for the secondary sector. 

 Secondary Sector: Secondary sector includes production units which are engaged in transforming one 

good into another good. Such an activity is called manufacturing activity. Examples, Factories, 

construction, power generation, water supply. It is called secondary because it is dependent upon the 

primary sector for raw materials. 

 Tertiary Sector: Tertiary sector includes production units engaged in producing services. Example, 

Transport, trade education, hotels and restaurant, finance, government administration, etc. This sector is 

dependent on the primary and secondary sectors. 
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GROSS NET 

NET GROSS 

DOMESTIC NATIONAL 

DOMESTIC NATIONAL 

(-) Depreciation 

(+) Depreciation 

(+) Net Factor Income from Abroad 

(-) Net Factor Income from Abroad 

MARKET PRICE FACTOR COST 
(-) Net Indirect Taxes 

(+) Net Indirect Taxes 
FACTOR COST MARKET PRICE 

 

NATIONAL INCOME AGGREGATES 

The basic national income aggregate is Gross Domestic Product at Market Price (GDPmp). By 

making adjustments to GDPmp, other aggregates like Net Domestic product at Market Price (NDPmp) and 

NDP at factor cost (NDPfc) can be estimated. 

GDPmp is final products valued at market price. This is what buyers pay. It includes provision for 

depreciation and payment of indirect tax like excise, sales tax, etc. If depreciation is subtracted, GDP, it 

becomes Net Domestic Product (NDP). Therefore, NDPmp = GDPmp - depreciation 

Domestic product at Factor Cost 

Production units have to make payments of indirect taxes. At the same time production units receive 

subsidy on production. Therefore what production units actually receive is not the ‘market-price’ but 

“market price - indirect tax + subsidies, also called factor cost, which is available with production units for 

distribution of income among facto owners. 

Therefore, 

Factor payments (or factor costs) = Market price - Indirect Tax (I.T.) + Subsidies  

By adjusting indirect tax and subsidies in GDPmp, we get GDP at factor cost (GDPfc)  

GDPfc = GDPmp - I.T. + subsidies  

If adjustments of both the net Indirect taxes and depreciation are made then GDPmp becomes NDPfc, which 

is also called Domestic factor income. 

NDPfc = GDPmp - I.T. + Sub-depreciation 

Net National Product at Factor Cost (NNPfc) or National Income 

Net factor income from abroad (NFIA) provides the link between NDP and NNP. Therefore, 

NNPfc = NDPfc + NFIA or NDPfc = NNPfc - NFIA  

Three crucial adjustments of Depreciation, Net Indirect Taxes and Net factor income from abroad are 

required to derive the aggregates of national income.  

 

BASIC RULES FOR CONVERSION 

 

 

 

 

 

 

METHODS OF ESTIMATION OF NATIONAL INCOME  

There are three methods of estimation of national income: production (value added), income-

distribution and final expenditure methods.  

(I) PRODUCTION METHOD (VALUE ADDED METHOD) 

Steps Involved. 

First, find out Gross Value Added at Market Price (GVAmp) of each firm in each sector and then take their 

sum to arrive at GDPmp(Sum total of GVAmp by all the sectors = GDPmp) 

Secondly, subtract the value of Depreciation and Net Indirect taxes from GDPmp to get NDPfc 

Thirdly, add net factor income from abroad to NDPfc to get national income (NNPfc) 
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GVAmp/GDPmp = VALUE OF OUTPUT OF: PRIMARY SECTOR+SECONDARY 

SECTOR+TERTIARY SECTOR (-) VALUE OF INTERMEDIATE CONSUMPTION OF: 

PRIMARY SECTOR+SECONDARY SECTOR+TERTIARY SECTOR 

NNPfc = GDPmp – Consumption of fixed capital – Net Indirect taxes + Net factor income from 

abroad.  

PRECAUTIONS 

(i) Avoid double counting: Value added equals value of output less intermediate cost. There is a 

possibility that instead of counting ‘value added’ one may count value of output. This will lead to 

overestimation of national income. There are two alternative ways of avoiding double counting: 

(a) count only value added and (b) count only the value of final products. 

(ii) Do not include sale of second hand goods: Sale of the used goods is not a production activity. The 

good should not treated as fresh production and therefore not included in national income 

however, any brokerage or commission paid to facilitate the sale or purchase is a fresh 

production activity. It should be included in production but to the extent of brokerage or 

commission only. 

(iii)Self-consumed output must be included: Output produced but retained for self-consumption, rather 

than selling in market, is output and must be included in estimates. Services of owner-occupied 

buildings, farmer consuming its own produce, etc are some examples. 

 

(II) INCOME METHOD 

Steps Involved 

Firstly, estimate factor payments by each sector and classify the factor incomes as income from 

work, income from property, income from entrepreneurship and income of own account workers. 

Secondly, sum these factor payments to get Net value Added at Factor Cost (NVAfc) for each sector. 

Thirdly, add the NVAfc of the three sectors to get NDPfc 

Lastly, add Net factor income from abroad to get NNPfc (National Income) 

The components of NDPfc are: 

1. Compensation of employees: It is defined as: the total remuneration in cash or in kind, payable by 

an enterprise to an employee in return for work done by the latter during the accounting period. The 

main components of compensation of employees are: 

a. Wages and salaries in cash and in kind 

b. Social security contributions by the employers. 

2. Rent and Royalty: Rent is defined as the amount receivable by a landlord from a tenant for the use 

of land. Royalty is defined as the amount receivable by the landlord for granting the leasing rights of 

subsoil assets. 

3. Interest: It is defined as the amount payable to the owners of financial assets in the production unit. 

The production unit uses these assets for production and in turn makes interest payment, imputed or 

actual. 

4. Profits: It is a residual factor payment to the owners of a production unit. The production unit uses 

profit for  

a. Payment of corporation tax,  

b. Dividend payments and  

c. Undistributed profits/retained earnings. 

5. Mixed income of self-employed: Total factors payment is estimable but in certain occupations such 

as that of doctors, chartered accountants, consultants, etc. its different components cannot be 

separated because such professions do not maintain book of accounts. Therefore, such income is 

called ‘mixed income’ and since it is generated only by self-employed people, it is more popularly 

called “mixed income of the self-employed” 
NDPfc = Compensation of employees+ Rent and royalty+ Interest+ Profit+ Mixed 

income (if any) 

Rent and Royalty, Interest and profits is also called ‘operating surplus’ 
NDPfc = Compensation of employees+ operating surplus + mixed income  



8 

 

National income is obtained by adding NFIA to NDPfc. 

NNPfc =NDPfc + NFIA 
 

PRECAUTIONS 

(i) Avoid transfers: National income includes only factor payments, i.e. payment for the services 

rendered by factor owners. Any payment for which no service is rendered is called a transfer. 

Gifts, donations, characters, etc are main examples. Since transfers are not a production activity it 

must not be included in national income. 

(ii) Avoid capital gain: Capital gain refers to the income from the sale of second hand goods and 

financial assets. Example: Incomes from the sale of old cars, old house, bonds, debentures, etc. 

These transactions are not production transactions. Any income arising from such activity is not a 

factor income. 

(iii)Include income from self-consumed output: When a house owner lives in that house, he does not 

pay any rent. But in fact he pays rent to himself. Since rent is a payment for services rendered, 

even though rendered to the owner itself, it must be counted as a factor payment. 

(iv) Include free services provided by the owners of the production units: Owners work in their own 

unit but do not charge salary. Owners provide finance but do not charge any interest. Owners do 

production in their own buildings but do not charge rent. Although they do not charge, yet the 

services have been performed. The imputed value of these must be included in national income. 

 

(III) FINAL EXPENDITURE METHOD 

In this method we take the sum of final expenditures on consumption and investment within the economic 

territory of the country. This sum equals to GDPmp.  

GDPmp = Private final Consumption expenditure (PFCE) + Government final 

consumption expenditure (GFCE) + Gross domestic Capital formation (GDCF)+ Net 

exports (= Export - imports) (X-M) 
By making adjustments to GDPmp, we can arrive at national income 

NNPfc = GDPmp- Consumption of fixed capital- Indirect Tax+ Subsidies+ NFIA 

 

PRECAUTIONS  

(i) Avoid intermediate expenditure: The method includes only final expenditures, i.e. expenditure on 

consumption and investment. Inclusion of intermediate expenditure like that on raw materials, 

etc., will mean double counting. 

(ii) Do not include expenditure on second hand goods and financial assets: Buying second hand 

goods is not a fresh production activity. These are only a transfer of ownership title. Therefore 

they should not be included in estimates of national income. 

(iii)Include the self-use of own produced final products: For example, a house owner using the house 

for self. Although explicitly he does not incur any expenditure, implicitly he is making payment 

of rent to himself. Since the house is producing a service, the imputed value of this service must 

be included in national income. 

(iv) Avoid transfer expenditures: A transfer payment is a payment against which no services are 

rendered. Therefore no production takes place. Since no production takes place it has no place in 

national income. Charities, donations, gifts, scholarships, etc are some examples. 

 

 

GOODS AND PRICES  

It is assumed that prices of goods and services do not change during the period of 

accounting national income. If prices change, then there may be difficulties in estimating GDP and 

also comparing GDPs with previous years. When GDP is estimated considering the current year 

production and prevailing market prices, then it is called Nominal GDP (GDP at current prices). 

 
In two consecutive years GDP values could be different due to change in the volume of 

production. However, it is also possible that only prices of all goods and services have also 
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increased or remained constant. Therefore, to compare GDP figures and with GDP of different 

countries, Real GDP (GDP at constant prices) is calculated. 

 
The ratio of nominal GDP to real GDP gives us an idea of how the prices have moved from 

the base year. In the calculation of real and nominal GDP of the current year, the volume of 

production is fixed. There is only change in the price level between the base year and the current 

year. The ratio of nominal to real GDP is a well known index of prices OR GDP Deflator.  

 

 
There is another way to measure change of prices in an economy which is known as the 

Consumer Price Index (CPI). This is the index of prices of a given basket of commodities 

which are bought by the representative consumer. CPI is generally expressed in percentage terms. 

Like CPI, the index for wholesale prices is called Wholesale Price Index (WPI).  

GDP AND WELFARE  

GDP of a country is considered as an index of the welfare of the people of the country. This means 

that if a person has more income he or she can buy more goods and services and his or her material well-

being improves. GDP gets distributed among the people as incomes. The Government may be tempted to 

treat higher level of GDP of a country as an index of greater well-being. There are at least three reasons why 

this may not be correct  

1. Distribution of GDP: How uniform is it: If the G D P of the country is rising, the welfare may not 

rise as a consequence. This is because the rise in GDP may be concentrated in the hands of very few 

individuals or firms. For the rest, the income may in fact have fallen. In such a case the welfare of 

the entire country cannot be said to have increased. If we relate welfare improvement in the country 

to the percentage of people who are better off, then surely GDP is not a good index.  

2. Non-monetary exchanges: Many activities in an economy are not evaluated in monetary 

terms. Example the domestic services of housewives, leisure activities, etc. Similarly, 

exchanges also take place in the informal sector (barter exchanges). These exchanges are not 

registered as part of economic activity. Hence GDP calculated in the standard manner may 

not give us a clear indication of the productive activity and well-being of a country.  

3. Externalities: Externalities refer to the benefits (or harms) a firm or an individual causes to 

another for which they are not paid (or penalised). Externalities do not have any market in 

which they can be bought and sold. GDP includes only the money value of goods and 

services produced but the harm (Social cost) that the production of goods and services 

causes to the environment cannot be included. These are called externalities. GDP does not 

take into account negative externalities. Therefore, if we take GDP as a measure of welfare 

of the economy we shall be overestimating the actual welfare.  

 


