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• Learning Objectives
The students will be able to understood the following objectives after the completion of this unit.
To know the meaning of national income
To know the concept of GDP, GNP
To know NP and PCI
To know about the various difficulties of national income accounting

6.1 Definition
National income refers to the aggregate of net income of the nation in a particular period of time. National income data reveal the aggregate economic performance of the national economy as a whole. National income represents as an aggregate of net receipt, an aggregate expenditure and an aggregate of net value of production.
There are two main approaches to the definition of national income:
Traditional  Approach
Marshall states, “the labour and capital  of a country acting on its natural resources produce annually or certain net aggregate of commodities, material and immaterial, including services of all kinds. This is true net annual income or revenue of the country or national dividend.”
In the word of Pigou, “ national income is just that part of objective income of the community, including of course income derived from abroad, which can be measured in
money. ”
According to Fisher: “The National dividend or income consists solely of services as received by ultimate consumers, whether from their material or from their human environments.”
[bookmark: bookmark12][bookmark: bookmark13]Modern Approach
According to Simon Kuznets, “National income is the net output of commodities and services flowing during the year from the country’s productive system to the hands of the ultimate consumers. ”
Based on above mentioned two approaches, national income is defined as:
·  National Income is the aggregate of net amount of income generated from all economic activities like primary (agriculture), secondary (industry) and tertiary (trade and commerce, banking and insurance, etc.) sectors.
· It is a result of the combined contribution of all economic resources like natural resources, human resources and physical resources.
· It is also defined as the flow of final goods and services produced from all productive sectors in a country during a year.
·  Net factor income from abroad should be added to national income.
· There is a triple identity; National output = National Income = National expenditure (NO =NI =NE).
6.2 Various Concepts of National Income
A. In Terms of Market Price
· Gross Domestic Product at Market Price (GDPmp)
It is the total amount of the final goods and services produced from all productive sectors (i.e. primary sector, secondary sector and tertiary sector) within the domestic territory of a country during a year. In other words, the GDP is the total monetary value of all the final goods and services produced in any given period usually in a year in the domestic territory in the country. In order to calculate the value of GDP, quantity of all goods and services produced are multiplied by their market prices.
Symbolically,
GDP = E(P Q + P Q +	+	Q • Q )

or, GDPmp = total product of primary sector + total product of secondary sector+ total product of tertiary sector.
Further, on expenditure basis
GDPmp= C+I+G+(X-M)
Where, 
C= private consumption Expenditure
I= Gross Private Investment Expenditure
G= Government Expenditure 
X-M= Net Exports

[bookmark: bookmark16][bookmark: bookmark17]Gross National Product at Market Price (GNP)
It is the total monetary value of all final goods and services produced from all productive sectors annually in a country plus net factor income from abroad. Net factor income from abroad is the difference between the factor income earned by our residents from foreign countries and the factor income earned by the foreigners from our country.
GNP = GDP at market price + Net factor income from abroad
[bookmark: bookmark18][bookmark: bookmark19]Net National Product at Market Price (NNPmp)
It is the net monetary value of final goods and services evaluated at market prices in the course of one year. By deducting depreciation from GNP at market price, we get the value of Net National Product at market price.
[bookmark: bookmark20][bookmark: bookmark21]NNPmp = GNPmp – Depreciation 
B.In Terms of Factor Cost
 Gross Domestic Product at Factor Cost (GDPfc)
it is the total income generated from all productive activities like agriculture, industry and services as a form of rent, wages, interest, profits, etc. within a country during a year.
	GDPfc= Rent + Wages and salaries + Interest + Profits + Depreciation + Mixed income
[bookmark: bookmark22][bookmark: bookmark23] Gross National Product at Factor Cost (GNPfc)
It is the sum of all incomes derived from production process in a country during a year. In other words, it is the aggregate of GDPfc and net factor income from abroad.
GNPFC = GDPpc + Net factor income from abroad
Net National Product at Factor Cost (NNPfc) or National Income (NI)
 It includes income evaluated on factors of production through participation in the  production process such as wages and salaries, interests, rents, profits. It is also called National Income.
NNP = Rent+Wages and salaries + Interest+Profits + Mixed income
or. NNP = GNPfc - Depreciation
[bookmark: bookmark24][bookmark: bookmark25]Note:
1. Only these economic values are included in GDP / GNP / NNP at market price or factor costs which add productive capacity of the economy.
2. Some economic values such as capital gains, transfer payments, illegal income, second hand sales are excluded from GDP / GNP / NNP at market prices or factor costs because they do not add productive capacity of the economy.
[bookmark: bookmark26][bookmark: bookmark27]Some Basic Concepts
Transfer Payments
All types of payments received by households, production units and non-profit making units from government, business sector and other sources without rendering any service arc know n as transfer payments. Mam examples of transfer payments are social security benefits, unemployment allowance, old-age pensions, interest on public debt, scholarship, gifts, prizes, charity funds, etc. These payments may be classified as current government transfers with national debt interest, current business transfers, net current transfers from rest of the world. These payments must be excluded while calculating domestic or national product in terms of both market and factor prices. It is because these payments do not add to the current flow of goods and services. However, these payments are actually received by individuals or households. Thus, they must be added with personal income.
[bookmark: bookmark28][bookmark: bookmark29]Capital Gains
Capital gains are the incomes obtained from the transactions of financial instruments such as shares, bonds, treasury bills, etc. They must be excluded from domestic national product at both market and factor price. This is because financial instruments art mere financial claims and do not represent expenditure on currently produced goods services. In other words, these gains do not add the productive capacity of the economy.
[bookmark: bookmark30][bookmark: bookmark31]Second-hand Sales
The expenditures on second-hand goods should not be included while calculate
domestic or national product at both market and factor price. It is because these values do not contribute to the current year’s production of goods and services.

[bookmark: bookmark32][bookmark: bookmark33]Illegal Income	
Income received from illegal activities such as gambling smuggling, robbery, etc. are called illegal income. They must be excluded while calculating domestic or national product at both market price or factor price. It is because they do not add the productive capacity of the economy.
[bookmark: bookmark34][bookmark: bookmark35]Closed Economy and Open Economy
A country which has no economic relations with other countries is termed as a closed economy.
A country which has economic relations with other countries of the world is termed as an open economy.
[bookmark: bookmark36][bookmark: bookmark37]Normal Residents of a Country
A normal resident (i.e. national or non-national) of a country can be defined as a person, who ordinarily resides in a country and whose centre of interest especially in economic activities also lies in that country.
    Stock and Flows
Stock means that quantity of an economic variable, which is measured at a particular point of time. flow means that quantity of an economic variable, which is measured during a period of time, say, a week, a month or a year.
production Process
It is the integration of land, labour capital and enterprise for the purpose of a producing goods and services.
Depreciation
It is defined as the loss in the value of fixed capital assets due to normal wear and tear and foreseen obsolescence. It is also know as capital consumption allowance or consumption of fixed capital.
Net factor Income from Abroad (NFIA) or Net Receipts (R - P)
Net factor income abroad is the difference between the factor income received from

abroad by normal residents of Nepal , for rendering factor services in other countries and (the factor incomes paid to the foreign residents fortheir factor services within the domestic territory of Nepal. In other words, it is defined as the income paid to domestic factors of production by rest of the world minus income paid to foreign factors of production by the domestic economy.
Net factor income earned from abroad has the following three components:
a) Net compensation of employees
b) Net income from property (rent and interest and income from entrepreneurship).
c)  Net retained earnings of the resident companies working in foreign countries.
6.2 [bookmark: bookmark38][bookmark: bookmark39]Methods of Measuring National Income
There are three methods of measuring national income:
Methods of Measuring National Income
Expenditure Method
I
Components
	I	
· Private consumption expenditure
· Gross private domestic investment
· Government expenditure
· Net exports
Income Method
[bookmark: bookmark4][bookmark: bookmark5]• I
Components
[bookmark: bookmark6][bookmark: bookmark7]I
· Rent
· Wages and salaries
· Interest
· Profits
· Depreciation
· Mixed income
· Net indirect taxes
Product Method
[bookmark: bookmark8][bookmark: bookmark9]I
Components
[bookmark: bookmark10][bookmark: bookmark11]I
· Primary sector
· Secondary sector
· Tertiary sector



Expenditure Method
According to expenditure method, all types of final expenditure made by households, firms and government on final products are evaluated to measure Final expenditure means expenditure on final products. The total income generated in the economy can be spent either on consumer goods or investment goods. Thus, we can get GDP by summing up all consumption expenditure and investment expenditure j all individuals, business firms and the government within a year. Net export is also a ' with GDP.




Symbolically,
GDPmp = C +1 + G + (X - M)
Where,
C = Private consumption Expenditure
I = Gross Private Domestic Investment
              G = Government Expenditure
X = Export Earnings
M = Import Expenses
Components
The main components of expenditure method are explained below:

i. Private consumption expenditure (C)
It includes all types of expenditure made by individuals or households on final goods like durable goods, non-durable goods and services.
ii. Gross private domestic investment (I)
It includes expenditures made by private enterprises on new investment or new capital goods and on replacement of old capital. In other words, it includes non- residential investment (such as expenses on machineries, technology, etc.), residential investment (such as expenses on construction of factory buildings, warehousing, etc.) changes in business inventories and depreciation.
iii. Government expenditure (G)
Government expenditure includes all types of expenditure made by the government (central or local) on final goods and services are a part of GDP. These expenditures are also divided into government consumption expenditure and government investment expenditure.
iv Net exports (X - M)
Net exports is defined as the amount which foreigners spend on domestic goods and services and which exceeds our spending on foreign goods and services. Thus, net foreign investment, whether positive or negative, is included in GDP.
[bookmark: bookmark40][bookmark: bookmark41]Income Method (or Share Distributive Approach)
It is the method which measures GDP from the side of payments made in the form of wages, rent, interest and profits to the primaiy factors of production i.e. labour, land, capital and enterprise respectively for their productive services in an accounting year.
Thus, GNP is the sum total of following items or components:
i. 	All types of rental earnings like rent of land, rent of buildings and royalties
ii.  Economic rewards for labour, i.e. wages and salaries
iii. All types of business interest payments
iv. Economic rewards of entrepreneurs, i.e. profits
v. Mixed income of self employed
vi. Depreciation
vii. Net factor income from abroad
viii. Net indirect taxes
According to the Income Method,
Gross Domestic Product at Factor Cost (GDPfc) = Rent+Wages and Salaries + Interest + Profits + Mixed income of self-employed + Depreciation
[bookmark: bookmark42][bookmark: bookmark43]Product Method (or Inventory Approach)
The product method is the method which measures the contribution of each producing enterprise to production in the domestic territory of the country in an accounting year. With the help of this method, GDPMP is measured in the form of total product obtained from the value of each good and service of each economic sector (i.e., primary, secondary and tertiary). Only the final goods and services are included and intermediary goods and services are left out.
[bookmark: bookmark44][bookmark: bookmark45]Problem of Double Counting
Estimating national income with the product method might lead to the problem of double counting. It is the problem of estimating the value of goods and services more than once. While calculating national income by using the product method, the value only of final goods and services is taken into consideration. If the value of intermediate goods is also calculated, the problem of double counting will crop up. Double counting, thus, leads to overestimation of national income. To avoid the problem of double counting, two methods are used.
i. Final product method. In this method, GDPMP is estimated by finding the market value of final goods and services produced in the economy on a given period and the value of intermediate goods is deducted from the value of output.
GDPMP = Value of Output - Value of Intermediate goods
or, GDPMP = X(PxQx + PYQY +	+ PnQn) - cost of intermediate goods
ii. Value added method. In this method, instead of taking the market value of the final product, the value added or created at different stages of production is counted fof estimating national income. Thus, according to this method, NI is the sum total of the value added by different producing units in their production process. 'Value added means the addition of the value of raw materials and other inputs in the process of production. Net value added is the difference between the value of output and the value of intermediate consumption of each producing unit in the country. Thus,
Net value added (NVA) = Value of output - Cost of intermediate goods 
	GDPMP = XCNVAX + NVA. +	+ NVAn)
Estimation of GDPMP using two Approaches (Value in rupees)
	Stage of Production
	Value of Output
	Cost of Intermediate Goods
	Gross Value Added

	Wheat
	1000
	200
	800

	Flour
	1400
	1000
	400

	Bread
	2000
	1400
	600

	Total
	4400
	2600
	1800



With the help of this table, we can explain the process of computing GDPMP national income by the value added and the final product method. In this example, there are three producing units, i.e., farmer, miller and baker. Suppose, the farmer produces wheat worth Rs. 1000.00 with costs of intermediate goods Rs 200 and sells it to the miller. Hence the value added by the farmer is Rs. 800.00. By processing the wheat, the miller produces flour worth Rs. 1400.00, which he sells to the baker. The value added by the miller, therefore, is equal to the value of output (i.e., flour) minus the cost of intermediate good (wheat), [i.e.Rs. 1400.00 - Rs. 1000.00 = Rs. 400.00]. The baker produces bread worth Rs. 2000.00 with the flour and sales it to the consumers. Accordingly, the value added by the baker is Rs. 2000.00 - 1400.00 = Rs. 600.00. Thus, the value added
by the farmer = Rs. 1000.00 - 200.00 = Rs, 800.00
by the miller = Rs. 1400.00 - Rs. 1000.00 = Rs. 400.00
by the baker = Rs. 2000.00 - Rs. 1400.00 = Rs. 600.00	j
GDPMp = NVAW + NVA? + NVAB = 800 + 400 + 600 = Rs 1800
The value added approach avoids the problem of double counting.
According to the final product method,
GDPMP = (1000 + 1400 + 2000) - (200 + 1000 + 1400) = 4400 - 2600 = Rs 1800
 The main components of product method are as follows:
a. Primary sector. It includes agro-products (food crops, cash crops, animal husbandry, horticulture, etc.), fishery, forestry, mining, querying and so on.
b. Secondary sector. It includes manufacturing, construction, electricity, gas, water supply and others.
      c. Tertiary sector. It includes banking and insurance, transport and communication, trade and          commerce, health and education and other services.
6.3 [bookmark: bookmark46][bookmark: bookmark47]Difficulties in Measurement of National Income
1. Household services
GNP measures the goods and services that come into the market. But goods produced and services rendered in the households, are not included in the valuation of GNP and estimation of such services in terms of money value may be extremely difficult. But it creates biases in international comparisons and the actual production is underestimated.
2. Transfer payments
A large number of transactions take place in the economy, which do not go against any productive services such as transfer payments and which should be excluded from the value of total income. Accuracy in the omission of such transfers is difficult in the estimation of national income.
3. Non-marketed goods
The problem of assigning values to the non-marketed goods and services presents a difficulty in national product measurement. In under-developed countries, wages provided in kinds, services provided free of cost, etc. would underestimate the value of national product. For example, the valuation of public school education is valued at salaries paid to teachers. But education provided by private institutes, it would be valued at market prices, because it includes profits. So in the socialist economy where government activities are very high, the value of national product may be less than in the market economy of which the productive activities are not that high or are even less.
4. Changes in price level
Another difficulty in calculating national income is that of price changes. When the price level increases national income also rises even though the production might have decreased.
5. Definition of nation
There is also the difficulty of defining the term 'nation'. Politically and geographically a nation covers the whole land area within its geographical boundaries. National income includes not only the income produced within the geographical boundaries, but also the income earned by the nationals residing in foreign countries.
6. Illegal income
Income earned through illegal activities (such as bribe, gambling) is not included io national income and the national income may be underestimated.
7. Valuation of inventory changes
Inventory valuation is a very difficult and cumbersome job. The problem of inventory valuation is how to take the valuation of stock of goods, whether the valuation should be done at the original cost or at current prices. The practice, however, is that valuation is done at the current prices.
8.  Estimation of depreciation
Estimation of depreciation is also a very difficult task. Depreciation of a piece of capital asset can be estimated at its original cost (historic cost) or at its replacement cost. However, the usual practice on the part of the firms is to base their depreciation provisions on the original cost of their assets.
9. Non-availability of data
Lastly, the non-availability of data, particularly in the under-developed countries, on consumption and expenditures for the estimation of national income by expenditure method is a serious bottleneck in the estimation of true national income.
6.5 [bookmark: bookmark48][bookmark: bookmark49]Practical Difficulties in Underdeveloped Countries
Major difficulties are:
· Most of the producers (especially farmers) do not keep records of their produces because of illiteracy.
· Adequate statistical data are not available, and the data that are available, are not        reliable.
· There is a lack of trained statistical staff.
· A large portion of the produce in the agricultural sector is not brought to the market for sale. It is either directly consumed by the producers themselves or is exchanged for other goods.
· It is difficult to estimate national income by industrywise because there is little specialization in occupation. People are engaged simultaneously in a number of economic activities.
[bookmark: bookmark50][bookmark: bookmark51]Short answer questions
1. Define national income.

2. Define GDP

3. Define PCI.
4.  Define GNP.
      5. What are the components of GDP?
	

6. What is the present PCI of Nepal?
      7. What is called non-monetary transaction.
     8. List down any two difficulties of national income accounting.
    9. Write the formula of PCI.
   10. What is meant by depreciation?
  11. Which country has highest PCI?
  12. What is the formula of GDP?
  13. List down any two importance of national income accounting.
B. [bookmark: bookmark52][bookmark: bookmark53]Short answer questions
1. What is national income? Explain the importance of national income.
2. Explain the difficulties of national accounting system.
3. Differentiate between GDP and GNP.
4. What do you mean by PCI? How can we increased the PCI in Nepal?
5. Explain the methods of calculating national income accountability.
C. [bookmark: bookmark54][bookmark: bookmark55]Long answer questions
1. Explain the importance of National income accounting. How is it measured?
2. Explain the GNP, NNP, PCI with their formula.
3. [bookmark: _GoBack]Explain the difficulties of National income measurement.
